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                  MARKET-BASED RATE AUTHORITY – A Piece of the Puzzle
                 The Electric Power Supply Association

What is the problem?

In recent months, FERC Commissioners have expressed concerns about the efficacy of the current hub-and-spoke approach to assessing market-based rate authority.  In fact, FERC Staff recently released a report on market-based rate authority discussing a number of alternatives that might be used to substitute for the traditionally used hub-and-spoke methodology.   Before considering alternatives to hub-and-spoke, however, it is important to focus on what the problem is that is being addressed.  The granting of market-based rate authority is only one aspect of what should be a comprehensive approach by the Commission to addressing the issue of identifying and remedying market power abuse and continuing the development of workably competitive markets.  In addition, the Commission needs to consider the role market-based rate authority plays in fostering workably competitive markets.  That is the goal of the Commission; any test for market-based rate authority should be developed consistent with that goal and, at a minimum, should not hinder that goal.  

Fostering Competitive Markets

The best way to minimize market power is to foster the development of workable and efficient competitive markets.  Market-based rate authority is one important step in that process.  Creating workable markets involves the interplay of numerous factors.  In conjunction with any re-evaluation of the method to assess market-based rate authority, the Commission must consider each of the interrelated pieces that are critical to ensuring competitive markets.  Most important, the Commission must ensure that any approach to market-based rate authority doesn’t create unnecessary barriers to entry.  As the Commission has found on numerous occasions, market-based rate authority is a critical component of the decision to build new generation.  Any methodology for assessing market-based rate authority that erects expensive, time-consuming and unnecessary barriers to new competitors seeking to enter the market will ultimately jeopardize the Commission’s underlying goals.




Uniform Interconnection Procedures
Congestion Management



Demand Response Programs

RTO Participation


Adequate Generation Capacity

Retail Services and Customer Choice
Information Disclosure
Market Monitoring


The current interest in evaluating the hub-and-spoke analysis should occur in conjunction with FERC’s consideration of how the components of competitive markets interact.  Failure to consider the entire spectrum of issues will lead to consequences that, though unintended, do not foster the Commission’s goal of a successful competitive wholesale electric market.

Solving the Market Power Problem

Abuse of market power is a problem for all market participants.  It undermines the effectiveness of the markets themselves and, in turn, the confidence of all market participants, including regulators.  The issue isn’t whether the Commission should focus on this very important issue, but what tools the Commission should use to identify and remedy market power abuse.  It is important not to confuse a methodology for assessing market-based rates with a well thought-out and comprehensive program for identifying and remedying market power abuse.  Most significantly, the Commission needs to focus on market structures and putting in place rules that allow competition to flourish over the long-term.

In addition, it is important to keep in mind that the hub-and-spoke methodology only goes to one aspect of the Commission’s test for the grant of market-based rate authority: generation dominance.  Under long-standing Commission precedent, other issues—including transmission market dominance and barriers to entry—remain important parts of a market-based rate assessment.  The Commission should assure that all aspects of its market-based rates screen, not just the one addressing generation dominance, are achieving the Commission’s goals.  

In looking at the goals of any test for the grant of market-based rate authority, it is also important to look at market-based rate authority in the context of the Commission’s policies to identify and remedy market power abuse.  In order to proceed, FERC must provide guidance to the industry on a number of interrelated issues:  

           Define Market Power
FERC must define market power as the ability to sustain a price increase for a nontransitory period of time.  Market power should NOT be loosely associated with or used as an excuse for poor market structure or fluctuating prices.  Further, FERC must mitigate the sources of market power, not the symptoms.

           Clear Purpose of Hub-and-Spoke
FERC must make clear that the intent of any methodology to assess market-based rate authority is to assess generation dominance, NOT market power.  If market dominance is found, a variety of tools, not merely the denial of market-based rate authority, are available to remedy the situation.  In addition, it is important to remember that this is not the only issue in the grant of market-based rate authority.
  
           Use the Appropriate Tools for the Appropriate Problem
FERC should not continue to treat the symptoms of market power, but should treat the problem – it must get the rules right in order to allow market participants to follow them confidently.  Market structure issues, inadequate supply, withholding, or strategic bidding must be paired with the appropriate tools to address those issues – proper market-based rate authority assessment methods, incentives that encourage new generation and expansion of transmission infrastructure, standardized interconnection procedures, properly structured RTOs, and independent market monitoring units.

Alternatives to Hub-and-Spoke

As a substitute for the currently used hub-and-spoke methodology, Staff recommends a method called the Supply Margin Assessment (SMA) that measures whether a seller is pivotal in the market, i.e. whether the market’s peak day demand can be met in the absence of the applicant’s generation.  The report notes that to the extent this is true, the applicant would not have market power.  

It is important to recognize that the SMA proposes to measure market power based on the difference between available supply and demand – in other words, it proposes to measure generation market power based on shortage conditions – a point EPSA has argued against at the Commission before. The results of this test could run counter to the competitive markets the Commission would like to promote.  For instance, generators entering markets with a shortage are more likely to fail an SMA test.  Yet, it is exactly these power plants that a market with a shortage needs to attract.  

The SMA method does not focus on finding the existence of market power for a sustained period of time.  By focusing on peak demand, SMA focuses on a time period that is, by definition, transitory.  It may or may not measure the ability of a generator to maintain a high price for an extended period of time, depending if the peak demand level was a one-time phenomenon or part of a more sustained high demand system.  

It should also be recognized that, even if provided the same generator and market information, SMA could produce results that are vastly different than the current hub-and-spoke measures of market power.  Using SMA in a market with a supply shortage, almost every generator, even those with a very small market share, could be shown to have market power.  Alternately, in a market with a large supply surplus, a generator with a market share above the current 20% threshold could pass the SMA test.

Just as the hub-and-spoke method is criticized for the inclusion of all supply regardless of its cost, the SMA method faces the same criticism.  Without a screen for economic capacity, SMA could find an owner of a high-cost unit to have market power even though the unit is rarely dispatched.   

In short, SMA is not consistent with FERC’s move towards evaluating market power by examining the supply situation using economic capacity over multiple time periods.

Another alternative to the hub-and-spoke, the delivered price test (found in Appendix A of the Merger Guidelines) is centered on economic capacity, which includes elements such as transmission constraints and price.  Different from the hub-and-spoke, which assumes that every megawatt produced makes it to market, the delivered price test looks into physical delivery barriers, the competitiveness of that capacity, and production costs.  

The delivered price test begins to target some of the problems with the other market power tests, getting closer to a realistic picture of the market.  It still, however, is an indirect measure of market power and does not illustrate how economic capacity could be utilized to sustain high prices.

If the hub-and-spoke method is to be revised, EPSA would urge the Commission to consider the need for market entry, the ease of using any tool developed and the cost associated with complex modeling exercised that produces contested results.  Moving forward, FERC should clearly define its intent and purpose for using a new test to assess market-based rate authority.  The purpose should be to define generation dominance, NOT alleged abuse of market power, which, if found, can be remedied.  FERC should provide guidance to the industry on market power issues, eliminating the current uncertainty and setting out clear rules.  Using subjective criteria and vague definitions of market power and abuses will only increase uncertainty in the markets, minimize the entry needed to make markets work and slow the goal of achieving workable, efficient competitive markets that provide benefits to consumers.
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