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INITIAL DECISION REJ.EASE NO. 283
ADMINISTRATIVE PROCREDING
FILE NO. 3-11616

UNITED STATES OF AMERICA

Before the
SKCTIRITIES AND EXCHANGE COMMISSION
Washingtou, D.C.
Tn the Matter of
AMERICAN ELECTRIC POWER INITIAL DECISION

COMPANY, INC. : May 3, 2005

APPEARANCES: PARTIES

J.A. Bouknight Jr., David B. Raskin, and Kevin I. Duffy for Axcrican
Elcctiic Power Company, Inc.

Paul I'. Royc, David B. Smith Jr., Catherine A. Fisher, M. Cathey Baker,
Catherine P. Black, Andrew P. Mosier Jr., Ronald E. Alper, and Arthur S.
Lowry for the Division of Investment Management, Securities and
Exchange Commission

Randolph L. Elliott and William W. Benz for National Rural Eleotric
(‘ooperative Association and American Public Power Association

LIMITED PARTICIPANTS

Grace Soderberg for National Association of Regulatory Utility
Commissioncrs

Lynn N, Hargis for Public Citizen, Inc.

BEFORE: Robert (. Mahony, Administrative Law Judge

This proceeding is on remand from the United States Court of Appeals for the District of
Columbia Circuir's decision in National Rual Electric Cooperative Association v. SEC, 276
F.3d 609 (D.C. Cir. 2002). Thc court of appcals vacated the Securities and Exchange
Cummission’s (Commission or SEC) approval of a merger (Merger) between two registered
public-utility holding companics, American Electric Power Company, Inc. (AEP), of Columbus,
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Ohio, and Central and South West Corporation (CSW) of Dallas, Texas. See American Elevtiic
Power Co. and Central and South West Corp., 54 S.E.C.. 697 (2000) (Approval Osder). The
court remanded the matter for further proceedings consistent with its opinion.

I BACKGROUND

Congress enacted the Public Ulility Holding Company Act of 1935 (PUHCA or the Act)
to correct grave abuses “found in the use of the holding company device in the nation’s electric
and gas utility industrics.” North American Co. v. SEC, 327 U.S. 686, 689 (1946) (finding
Section 11(L)(1) of the Act constitutional). At that tixse, public-utility companies were often
built “gerrymandcrod” or scattered across the United States in such ways that hore “no relation to
the economy of opcration or to effective regulation,” giving rise to the litany of ahuses
cnumerated in Section 1(b) of the Act. Id. at 701; gee alsa American Electric Power Ca., 46
S.B.C. 1299, 1305 (1978) (describing the era as a time “of unbridled and unsound expansion of
utility holding companies™). With the Act, Congress sought “to compel (he simplification of
public-ntility holding-company systems and the elimination therefrom of propeities detrimental
to the proper functioning of such systems.™ Id. at 704 (quoting Section 1(c) of the Act).

Section 11(b)(1) is {liv Act’s most controversial provision, somctimes referred to as the
Act's “death sentence provision.” See Jool Scligman, The Transformation of Wall Street 136,
180, 247-64 (3d cd. 2003); Notc, Section 11(b) of the Holding Act: Fifteen Years in Retrospect,
59 Valc L.J. 1088, 1088 (1950). The provision requires holding companies “to integrate and
coordinate their systems and to divest themselves of security holdings of geagraphically and
economically unrelated properties.” North American, 3727 U.X. at /04. At times, this has meant
divestment, reorganization, or Cnmmission rejection of a proposed merger. See Cities Service
Power & Light Co,, 14 S.E.C. 2¥ (1943). Through enforcement of Section 11(b)(1), Congress
“hoperd to rejuvenate local utility management and 1o restore effective stalec 1opulation, both of
which had been seriously impaired by (he cxistoncs and practicos of nation-wide holding
company systems.” North Awerican, 327 U.S. at 704 (citing lcgislative history).

Relevant to this procceding is the Commission’s amthority to approve proposed
acquisitions of scouritics and utility assets under Section 10 of the Act. Pursuant to Section
10(c)(1), and by rcference Section 11(b)(1), the Commission only approves such acquisitions
when the proposed system constitutes a “single integrated puhlic-utility system.” For electric
utility companies, a proposed system 1= an “integrated public-utility system™ when it meets four
separate requirements under Section 2(a)(Z9)(A):

1. Inierconnection requirement: the post-acyuisitivn public-utility systcm’s assets must be
“physically interconneeted vl vapable of physical interconncction’;

2. Cuurdination requircment: the asscts must be capable of economuie operation “as a single
interconncotod and coordinated system™;

3. Single Area or Region requirement: the system must be “confined to a single area or
region”; and
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4. Localization roquirement: the system “must not be so large a8 to impair . . . the
advantagos of localized management, efficient operation, and the effectiveness of

regulation.”
NRECA, 276 F.3d at 611 (citing Flectric Energy, Inc., 38 S.E.C. 658, 668 (1958)); scc also

Envtl. Action_Inc. v SKC:, %95 F.2d 1255, 1263 (D.C. Cir. 1990).

On March 5, 1999, the Commission issued notice that it had reccived a joint application-
declaration (Application) from AEP aud CSW seeking approval under the Act of 2 proposed
acquisition. 69 SEC Ducket 913, The Application proposcd, in relevant part, that AEP acquire,

- by means of a merger, all the issucd and outstanding common stock of CSW. Interested parties
were granted leave to rcquost a hearing or file comments for the Commission to consider in its
approval process.

On June 14, 2000, atter receiving eight sets of comments or requests for hearing of which
six were withdrawn, the Commission approved the Merger without a hearing. AEP, 54 S.E.C. ul
697. 'I'he Merger resulted in a combined AEP/CSW system with a generating vapacity of 37,000
megawatts (MW) that serves five million customers in portions of cleven states. NRECA, 276
F.3d at 612. Narional Rural Electric Covperative Assoviation (NRECA) and Amcrican Public
Power Association (APPA),? who filed comments and requcsted a hearing during the application
stage, filed a petition for roview of thc Commussion’s Approval Order with the United States
Court of Appcals for the District of Columbia Circuit.

The matter was argued on October 4, 2001, and the court of appeals issned its decision on
Januery 18, 2002, vacating sud remanding it for further praceedings. The court concluded that
the Approval Order failed to meet two requiremenis for a “single integrated public-utility
system” under the Act. Kirst, the Commission “failed to explain its conclusions regarding (he
interconnection requirement.” Id. at 610. In particular. the court reguired an explanation for the
Commission’s acceptance of a umidirectional voutiact path to moect the intcrconncction

! An “integrated public-utility system™ 15 filly defined in Section 2(2)(29)(A) for electric utility
companies as:

a system consisting of one or more unils uf yonwating plants and/or transmission
lines and/or distribuling facilities, whose utility assets, whether owned by one or
more electric ulilily companics, are physically interconnected or capable of physical
interconnection and which under normal conditions may be economically operated
as a singlc intcrconnccted and coordinated system confined in its operations to a
singlc arca or rcgion, in one or more States, not so Jarge as to impair (considering the
state of art and the area or region affected) the advantages of localized management,
efficient operation, and the effectiveness of regnlation.

2 NRECA is an association of approximately 1,000 rural eleciric cooperatives; APPA is au
organization of approximately 2,000 municipal and other staw and local guvermuent-owacd

atilities. Forh NRECA and APPA have members locaied in areas served by the combined
AEP/CSW system. AEP, 54 S.E.C. at 703-04 n.12.

3
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recquirement of Scction 2(a)(29)(A) of the Act. The court further stated that the Commission
failed to follow its own prior reasoning, or provide some rationale, for iis departure from
preoodent on integrating distant utilities that rely on contract rights or on a third parly to
interconnect two systems. Id. at 616.

On the second requirement, the court found that the Commission “failed to justify its
findings that the proposed acquisition will satsfy the Acl’s siugle-arca-or-region requircment.”
id, at 610. Here, the court found improper (he “flexible” manner in which the Commission
applied this requirement in its Approval Orda, ruling that it effectivoly “read the requirement
out of the Act™ 1Id. at 618. The court further statcd: “The Commission may have some
legitimats Lasis for concluding that AEP’s service territories in Indiana, Kentucky, Michigan,
Olijv, Tenncssee, Virginia, and West Virginia fall in the same ‘region’ as CSW’s service
territorics in Arkansas, Louisiana, Oklahoma, and Texas, but we cannot find it m the record
before us.” Id. at 618-19; see algo Appendix A (attached herein).

On August 30, 2004, in response to the court’s decision, the Commission issued a Notice
and Order tor a Hearing (Notice) pursuant to Section 19 of the Act, naming AEP and the
Division of Investment Management (Division) as partics. Aunstican Electric Power Co., 83
SEC Docket 2450. The Notice ordered a heariny before au adsinistrative law judge for “furthcr
supplementation of the record . . . lv address the issucs identified in the court’s opinion” and to
determuing; (1) “whether ACP and CSW systems arc intcrconnected, through a unidirectional
contract path or otherwisc” and (2) “whether the resulting combined system operates in a single
arca or region,” so as to satisfy the requirements of Sections 10(c)(1) and 11(b)(1) of the Act. 1d.
The Commission also directed the adrpinistrative law judge, in conducting such determinations,
to make relevant findings regarding the two electric systems and “the gengraphic area covered by
[the] systems.”* Id.

On Septemher 17, 2004, NRECA and AFPA (colleciively, NRECA/APPA) were
admitted as parties pursuant to Rule 210(b) of the Cownissivu’s Rules of Practice. I'ublic
Citizen, Inc. (Public Citizen). and the National Assoviution of Regulatory Utility Commissioncrs
(NARUC) were subseyuently admitted as non-party, limited participants pursuant to Rule 210(c)
of the Commission’s Rules of Practice.* (Prchearing Orders of Oct. 22 and Dec. 13, 2004;
Commission Order Denying Intorvention as a Party ond Granting Right of Cross-Examination,
datcd Jan., 7, 2005.)

Y As a provedural matter, NRECA/ATTA and Public Citizen both contend that the court’s
vacatur nullified the Approval Order and any new approval order requires a de novo review that
addresscs all requircments of the statute. This Initial Decision is limited to the issues stated in
the Notice.

% public Citizen is a nonprofit research, lobbying, and litigation organizarion that advocates
consumer protection and government and corporate accountability, with members from staies
sexved by the combined AKP/CSW system. AEP, 54 S.E.C. at 704 n. 17. NARUC is a nouprofic
organization that represemts the collective interesis of public usility repulatory conunissions
from all the fifty states and the District of Columbia. (Prehearing Order of Dec. 13, 2004.)

4
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A public hearing was held on Jannary 10, 2005, in Washington, D.C. AEP submitted
fourteen exhibits that mcluded direct testimony from three experl witnesscs; Public Citizen
gubmitted seven exhibits that included direct testimony from (wo experts. The Division,
NRECA/APPA, and NARTIC did not submit exhibils aud did not offer any cxpert testimony.
AEP’s experts were Panl B. Johnson (Johnson). J. Craig, Baker (Daker), and David Hurrison Jr.,
Ph.D. (Harrison).” (AEP Exs. 1, 2, 5.6) Publiv Citizen’s two experts wore John A. Casazza
(Casazza) and Lynn N, Hargis (Hargis). (Public Citizen Exs. 1-2, 4.)

After the hearing, NARUC filcd a letter, received February 9, 2005, withdrawing from
the procecding. The partios and Public Citizen filed praposed findings and conclusions and
supporting bricfs by February 14, 2005, and replies thereto by Febrmary 2¥, 2005. On March 7,
2005, the parties and Public Citizen presented oral argument as to their respective positions.

IL FINDINGS OF FACT AND CONCLUSIONS OF LAW

As the proponent of an order authorizing an acquisition undel PUHCA, ACP bears the
burden of proof on the two issues in (his rewaud procecding. See 5 US.C. § 556(d). A
“preponderance of (he svidence” standard has been applicd in accordance with Steadman v.
SEC, 450 U.S. 91, 97-104 (1981) (interpreting 5 U.S.C. § 556(d)). All arguments, proposed

5 Johnson, manager of the Kast ‘I'ransmission Planning for American Electric Power Service
Corporation (AEP Service), has a bachelor’s degree in engineering and a master’s degree in
management from Purdue University, and has served as an AEP Service engineer since 1981.
(AEP Ex. 2 at 2-3.) Raker, Senior Vice President of Regulatory Services for AEP Service,
has a bachelor’s degree in business administration from Watsh College and a master’s degree
in business administration in tmance from Akron University. (AEP EX. 3 at 2-3.) Harrison,
Senior Vice President of National Economic Research Assoclates, Inc.., has a bachiclur’s degiee
from Harvard College, a master’s degree from the London School of Economics, and a Ph.D.
in economics from Harvard University. Harrison is a former member of the Facully Steeriong
Committee of the Fnergy and Environmental Policy Center at Harvard, aud a sepior staff
economist on the President’s Council of Economic Advisors. Currenily, hic dizects projects in
regional economic assessments, energy policy, environmental policy, and trauspurtation.
(AEP Ex 1 ar 2-3.)

¢ Casazza, President of American Education Instimte, graduated from Couper Uuion School of
Engineering and from Cornell University, where he received a bachclor’s degree in clectrical
engineering. Casazza has expertise in the operations of public utility systews and their rate
and service regulation under state and federal agencics, (PC Ex. 1 at 1-3)) Ilargis, counscl
for Puhtic Citizen, has a bachelor's degree from Southern Methudist University and a Juris
Daoctor degree from University of California al Berkeley. In ber law practice, Ilargis adviscs
on regulatory matters regarding the Federal Eueigy Regulatory Commission (FERC), Public
Utilities Regulatory Policies Act of 1978, and PUHCA. (H. Tr. 40; PC Ex. 2 at 1-2.)

5
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findings and conclusions profiered by the parties were considered and only thuse consistent with
this decision were accepted.”

A Interconnectinn Requirement

The court of appeals found that AEP, which scrvices customors in parts of Indiana,
Kentucky. Michigan, Ohiv, Tonnessce, Virginia, and West Virginia, and CSW, which services
customers iu parts of Arkansas, Louisiana, Oklehoma, and Texas, are “neither contiguous naor
physivally interconnected — indcod, at their closest points, they are separated by hundreds of
miles.” NRECA, 276 F.3d ot 611-12. In seeking approval of the Merger, AKP and CSW
proposed to interconnect their systems by way of a “250 MW, unidirectional transmission
service contract” (Contract Path) with Ameren Corporation (Ameren). 1d. at 612. AEP/CSW, at
the time, expected “fewer opportunities to fransfer energy economically from west o east than
from east to west, but when and if such opportunities arise, New AEP proposes (o muke use of its
rights under pre-exisiing wransmission service agreements.” Id. al 612 (intcrnal quotations
omitted). The Contract Path continued for four years (1999-2003) and was renewable. Id. at
612, 614.

The vourt held that the Commission “failed to cxplain its conclusions regarding the
interconnection rcquircmont” for the proposed combination of these two systems, Id. at 610.
Althongh the court did not agree with NRECA/APPA that the 250 MW Contract Path was “too
emall [or] too tentative™ to meet the interconnection requirement, the court was “puzzled by the
Commission’s acceptance of a unidirectional contract path fo meet this requirement.”® Id. at
615. In its reasoning, the court determimed that “interconnection™ on its face connotes a mutual
connection requiring “two-way transfers of power.” Id. (quoting Webster's Third New Iut’l
Dictionary 1177 (1993)). The court went on to staie that “PUHCA itsell reguires the
interconnected system be one which under normal conditions may be economically operated as a
single interconnected and covrdinated whole.” Id. Finding only a unidircotional flow, the court
voncluded that, absent some cxplanation from the Commission, it could not “understand how a

7 Citations to the Janvary 10, 2005, hearing transcript are noted as “(H.Tr. __.)” Citations
AEP’s exhibits are noted as “(AEP. Ex. __ at __.)" and citations to Public Citizen's exhibils
are noted as “(P(; Kx. __at _.).” Citations to the Division’s. AEP's. NRECA/APPA’S, aud
Public Citizen’s briefs are noted as “(Div. Brief at __.),” “(AEP Brief at __.),"
“(NRECA/APPA Hreft at __.),” and “(PC Brief at __.).” Ciations o the parties® reply bricls
are noted as “(Div. Reply at __.).” “(AEP Reply at __.)." “(NRECA/AFPPA Reply at _ ),7
and “(PC Reply at __.).* Citations 1o the transcript of the oral argument are noted as “(0A
Tr. )"

¢ “Afthough we recognize that 250 megawulls iepresents a small percentage of New AEDPs
total generating capacity, [NRECA/APPA] poinifs] v no statutory language, legislativc
history. or case law requiring that physically separated zoncs of a power systcm be
interconnected by lines capable of trausmiitting any specific percentage of the power generated
in each zope.” NRECA. 276 F.3d al 614,
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systom restricted to unidirectional flow of power from one half to the other can be upwrated in
such a manner.”” Id.

1. AFP’s Position and Kvidence on Remand

On remand, AEP contends that the Contract Path used to interconncct the AEP and CSW
systems is not unidirectional. AEP stules that it *“has acquircd firm transmission service from
cast 10 west between the former ACP and CSW systems under [Federal Energy Regulatory
Commission's (FERC)] standard open acccss tariff,” which also permits “AEP to ‘redirect’ such
sorvice on a firm or non-firm basis without additional charge in order to move power n 2
different dircction.” (AEP Brief at 3.) AEP contends that its experience since the Merger has
confirmcd that the contract transmission rights it acquired are adequate ta interconmect the
combined systems as power has flowed in both directions. Mareover, AEP argues that the
availability of non-firm transmission services to angment the Contract Path is further support (hat
the intercormection requirement has been met. (AEP Brief at 13.)

According to Baker, AEP East (old AEP systuin) and AEP West (old CSW systcm) arc
interconnected under the Act “by using transmission service contracts to move electric power
and energy across a systein vperated by Ameren [], pursuant to an Open Access Tronsmission
Tarill (OATT) . . . and the rights under the OATT are sufficient to allow the system to be
operated as a singlc intorconnected and coordinated whole.”'® (AEP Ex. 5 at9.)

Y Moreover, the court noted that the Commission failed to follow its own prior reasoning
regarding integration of distant utilities. NRECA, 276 K.3d at 615. The court found that
where the Commission has accepted transmissinn contracts for integration in the past, the
contracts involved were for transmission of “large amounts of power in both directions
between relatively closely situated utility assers” and “where the merging companies d4re
members of ‘tight power pools.’” Id. at 616 (collecting cases). This issue 1s berter addressed
below in the “single area or region” section as the court’s language suggesis: “Although 4
long transmission line may be sufficient fo inferconnect two disiant urilities. the lepgth of the
line - that is, the distance between the connected utilities - may violate PUHCA’s-region
requirement.” 1d.

1 On February 1, 2005, NRECA/APPA filed a motion to strike AEP Exhibit 10 and relaled
portions of Baker’s tesrimony for ARP’s failure 1w show that Baker has personal knowledge of
the information contained therein. AEP filed its opposition on February 10 reproseuting that,
among other reasons, the exhihit was offered for “illustrative purposes, as an example of both
[Baker’s] and AEP expert Yohnson’s explanation(s].” (AEP Opposition t Motiou (o Suike at
4-5.) Rased on ALP°s representation, 1 deny NRECA/APPA's motion (o suike Baker’s
testimony. AEP Exhibir 10 will remain included in the hearing record only for illustrative
purposes of the experts’ testimony. As such, Exhibit 10 will not be considercd as evidence.
See generally Peahody Coal Co, v. Director. Office of Workers® Cowp. Proprams, 165 I.3d
1126, 1129 (7th Cir. 1999). All other objections not previously ruled upon are hereby denicd,
17 C.F.R. §§ 201.111, .320, .321.

Received May~03-08 03:22pm From=202 942 8851 To=millar balis & o nai Page 008



_05/03/05 TUE 15:22 FAX 202 942 9651 SEC OFC SECRETARY Qoo

For cast-to-west transmission, AEP relies on firm transmission service aover the 250 MW
Countract Path to conncct the hundreds of miles between AEF kast and AFP West. (AEP Ex. 11
at 2)) Tho Contract Path was originally with Ameren OA'T'I, hut has been converted to the
Midwest Independent System Operator (MIS(), one of the two Regional Trunsmission
Organizations (RTOs) that has been formed on hoth sides of the Contract Path. (F. Tr. 95; ACP
Ex. 5 at 18.) Geographically, the Contract Path runs from the westermmost point of the old ALP
system in Southwest Indiana across the Ameren line jn Ilinois o a transmission line locatcd in
approximately St. Louis, Missouri, called the MouKauOK line gfor Missouri-Kansas-Oklahoma),
which AEP curremtly jointly owns and has entitlewuents to use.”’ (L Tr. 61, 95-96; AEP Ex. 11
at 2.) The MoKanOK line then travels through Missouri and Kansas to the ensternmost part of
the old CSW systouy, located in approximatcly Tulsa, Oklahomae, linking the two systems. (AEP
Ex. 11 at 2; Appendix B) Baker notes that the RTOs alongside the Contract Path now provide a
much broader contract path than under the Ameren OATT, because AEP may now utilize wire-
to-wire connections between utilities other than Ameren. (H. Tr. 95; AKEP Kx. 5 at [9.) The
Contract Path, originally a four-year contract expiring May 31, 2003, has since been renewed
twice and, absent renewal, expires in June 2005. (H.'I'. 102; AEP Ex. 5 at 19.)

For west to east, instead of firm transmission service, AEP rclics on its rights under
applicahle FERC: OATT rules 1o redirect the Coniract Path in (he vpposite direction “at any time
at no additional charge.” (AEP Ex. 5 at 10-11, 13.) Baker acknowlcdges that, at the timo of the
Merger, AEP could have reserved long-term finm transmission scrvice running from west to east,
as it has from cast to west on the Contract Path, but AEP made a business decision that the cost
of such an endcavor would bc “an unncccssary and imprudent expenditure of money.”'* (AEP
Lx. 5 at 15-16.) Bakor represents that the cost of such firm reservation from west to east would
currently be around $9 million, triple the cost at the time of the Merger. (H.'IT. 1 16; AEP Ex. 5
at 16,)

To redirect the flow on the Contract Path, Baker cites 1o FERC Order No. 888 (Order No.
%%%), which “requires all electric utilities that own or conlrol rausmission facilities to offer
transmission service over such facilities, as available, lo all cligibls parties, such as other
utilities, power marketers, independent power producers and retail customcrs, in statcs where

U After the hearing, however, AEP advised that Associated Blectric Cooperative, a member of
NRECA, recently notified AEP that it would like to terminate the MoKanOK contract with
AEP. AEP represents that it intends to explore its options, but if the contract is terminated,
“the length of the Contract Path between AEP east and AFEP west would increase 10
approximately 400 miles.” (AEP Brief at 19 n.14.)

12 The cross-examination of Johuson establishes that AKP has no plan to build a transmission
line between AEP East and AEP West because the capacify hetween the two sides of the
company already exists. (H. Tr. 59-60.) Johnson alto acknowledges that AEP cannot backup
the largest unit in the old CSW system, such as in Texas. with electrical capacity from the
AEP East. If the capacity were needed, AFP conld purchase it on the open markel pursuaut (o
the rules of FERC. (H. Tr. 83-84.)
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customers arc allowed to choose their power suppliers.”® (AEP Ex. 5 at 11.) Since Order No.
888, an clectric utility has a federally guaranteed right to use the other utility’s transmission
system so long as capacity is available. (AEP Ex. § at 11-12) Order No. 888 requires “each
transmitting utility to adopt a pro-forma QATT spelling out in detail uniform lorus and
conditions for transmission service.”'® An OATT transmission provider alsu must now “offer
both firm and non-firm point-to-point transmission service.” According (o Baker, onc of the
effects of Order No. ¥&8 was that it “greatly facilitated the usc of transmission contract rights, in
lien of ownership of trapsmission facilitics, in achieving clectric systom intcreonnection and
integration.” (AEP Ex. 5 at 11-12.) Under ths OATT, ATP chooscs to redircet the flow of the
power only when it is economically viable and the capacity is available.”” (AEP Ex. 5 at 16-17.)

In addition, Baker oxplains that AEP may also purchase, for either direction, non-tirm
transmission servicc from Amcren whenever necessary:

The sale of non-firm service allows the transmission provider to protect reliability
both in the long term, because non-firm service can he sold knowing that it can be
recalled to profect reliability, and in the short term, 10 sell unexpectedly available
capacity. In this respect, the sale of fransmission scrvicve is not unlikc many
businesses such as ajrlines and hotels that charge a premiu 10 lock in availability
when it is needed, then discount tv (i1l up empty scats or rooms on a short-term
basis.

(AEP Ex. 5 at 11-14.) Baker assorts that the unavailability of non-firm service will not be a
problom because daily service will be available “even in future months where no available
monthly capacity is projected.” (AEP Ex. S at 17.) He explains that prajections for these shorter
increment months are “continually updated as the -service time approaches, and as unused
regervations are released.” (AEP Ex 17-1X.) If Ameren becomes unavailable or uneconomical,

1 Ogrder No. 888’s preamble states: “The legal and policy cornerstone of these mles is i
remedy undue discrimination in access to the monopoly owned transmission wires that control
whether and to whom electricity can be transported jn interstate commerce. A second critical
aspeet of the rules is to address recovery of the transition costs of moving from a monopoly-
regulated regime to one in which all sellers can compete on a fair basis and mn which electricity
is more competitively priced.” Promoting Wholesale Comperition ‘| ‘hrough Open Access INOI-
Discrimipatory Transmission Services by Public Ultilities, € rder No. 888. 61 Fed. Reg. 21540
(May 10, 1996), FERC Stats. & Regs. § 31,036 at §'31,634-35 (1996). ‘

14 “Byery public utility that owns, controls or operates facilities used for the transmission of
electric energy in interstate commerce must have on file with {FERC] a tariff of general
applicability for transmission services, including ancillary services, over such facilities. Such
tariff must be the open access pro forma taritf contained in Order No, 888 . . . or such other
open access tariff as may be approved by |[FERC] consistent with Order No. 888.” 18 C.F.R.
§ 35.28(c)(1) (Non-discriminatory open access transmission tariff).

13 Baker notes: “A request to redirect service on a firm basis is weated 4s a ncw request, which
means it must be reevalnated to see if capacity is available.” (AEP Ex, 5 at 13.)

9
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Baker statcs that alternative contract paths could be pursued with other electric providers. (AEP
Dx. 5 at 20; AEP Ex. 8.) AEP Exhibit 8 shows, in flow-chart form, that AEP East could deliver
cnergy to AEP West without using the Confract Path by way of wansmission servive paths of
alternative third parties — e.g.,, AKP East (FIM) to TVA 10 Entergy aud to AEP West (ST'D).
(AEP Ex. 5 at 20; AEP Ex. 8 )

Raker concludes that AEP’s Contract Puth is not, in fact, unidircctional based on
operations over the last four years. (AEP Ex. 5 at 10;) AEP Exhibit 6 sets forth the amount of
energy transfers flowing across the Contract Path from east to wost and from west to east on a
monthly basis during the ycars 2000 to 2004. It shows that AEP has moved power in both
directions: 98% flowing from cast to west and the remaining 2% from west to east. (AEP Kx. 5
at 16; ALP Ex. 6; Appendix C.) Over the period, the east-to-west transters averaged 198,779
MW hours per month and the west-to-east transfers averaged 3,619 MW hours per month. (AEP
BEx. 6.) AEP Bxhibit 7 measures the AEP transactions across the Contract Path and shows a
similar disparity between east-and-west and west-and-cast trapsactions over this period. (AEP
Ex. 7; Appendix D.) i

]
]

2. Positions of the Division, NRECA/APPA, uid Public Citizen

The Divisiou agrees with ADP that thc combined AEP/CSW system meets the
interconncction requirement. The Division’s position is that interconnection “is fundamentally
about whother transmission capacity exists that will permit a holding company system fo
transmit power or cause power to be transmitted between various parts of its system.” (I}iv.
Brief at 18.) In view of operations since the Merger, the Division asserts that the evidence
demonstrates “significant quantities of power [heing] transmitted in multiple directions between
various parts of the system in a way that makes the comhined operation work in a coordinated
way” and thus meefing the Act’s interconnection requirement. (Div. Brief at 20.) Citing
(‘ommission precedent Upitil Corp., 50 S.E.C. 961 (1992), Cilics, 14 S.E.C. 28, and Engincers
Public Service Co,. 12 S.B.C. 41 (1942). the Division argucs that the combincd AEDP systom is
interconnected in three respects: (1) physically interconnected by thc Contract Path; (2)
physically intsiconnected by transmission servicc contracts based on the OATTs required under
Order No. 888; and (3) “capablo of physical interconnection” as the system has the potential to
interconnect the cast and west portions of the system by other means. (Div. Brief at 19-30.)

NRECA/APPA, on the other hand, contends that the combined AEP/CSW system fails to
meet the interconnection requirement becanse AFP continues to only have a unidirectional right
to transmission service over intervening utilities, and AEP and CSW are distant ulilities such that
they cannot be interconnected under Commission precedent. (NRECA/APPA Buicf at 13-14.)
Further, NRECA/APPA argues that the evidentiary record on remand now contains cven loss
support, than the record before (he court ol appeals, to find that thc two systema arc
interconnected: “AEP and CSW are so physically distant from onc another that AEP must rely
un at least two transmission-scrvico contracts” (Contract Path and MoKauOK) to transfer power
from one end of the systcm to the other. (NRECA/APPA Brief at 13.) Also, AEP’s testimony
now shows that AEP has no contractual right to continue even unidirectional energy transfers
after June 2005 or sooner, given the pending expiration of the Contract Path and the notice of
termination regarding the MoKanOK line. (NRECA/APPA Brief at 25-26; NRECA/APPA

¥
i
i
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Reply at 6.) Accordingly, NRECA/APFA concludes ithat AEP has uot met its burdc:} of proof
and to hold otherwise wonld make “the statute’s intergunection requirement all but disappear.”
(NRECA/APPA Hriefat 21.) ;

Public Citizen similarly contends that AEDs position, which relies on the Contract Path
and non-firm transmission scrvive to mect the intcréonnection requirement, is fundamentally
flawed. For Public Citizen, AP has failod to prove that its two widely distant groups of utility
assets are “intercopnectcd” so that “under normal conditions” they can be economically
“interconnested and opcratcd” as  single utility system. (PC Brief at 15.) Public Citizen argues
that, at most, “AEP bas chown that there are sporadic transfers ot relatively small amounts of
elecixic energy from West to East, using ‘rented’ contract path wransmission service™ and thal
AEP “has had ‘tiny’ and ‘occasional transfers” of megawart hours from East Wost using, ‘as
available’ transmission service.” (PC Brief at 15.) Public Citizen also emphusizes that the
combined AEP/CSW system fails to meet the basic reyuirciucuts of an “integrated” utility
gysiem because it cannot ensure backup [or vutages ofits own generation. (PPC Bricf at 15.)

Wilness Casuzza disagrees with much of Baker’s tostimony, especially his reliance on
RTOs for broader transmission scrvices and on non firm tranemission availability. Casazza
opines that the advent of RTOs has not resulted in greater efficiencies, but higher costs. (PC Ex.
1 at 4-5.) He maintains that the problems in operation have increased because of the large
increase in the number of participants and the increased complexity of transactions, making for
much greater difficulty. He dnes nat helieve that RTOs and Independent System Operators

(ISOs) have resulted in the ability of a single integrated utility system to operate economically
over large distances. (PC Ex. 7-8.) g

Casazza asserts that operating a single integrated utlily syslour over large distances, such
as from Ohio to Texas, will have serious conscquences for all intervening and surrounding
systemos in louws of costs and roliability. (PC Ex. 1 at 8.) In contrast to Boker, Casazza states
that non-fimn transmission will not have the necessary capacity when needed because the open
market is largcly undependable. (PC Ex. 1 at 9.) ‘This is because other surrounding electric
utility systems will also require transmission capacity to meet their individual systems’ needs,
and that past experience has shown increasing |transmission constraints due to limited
transmission capacity. (PC Ex. 1 at 9) In addition, he notes that “the large number of
transmission facilities intervening between the two AEP systems increases the probubility that
constraints will occur somewhere, limiting AEP's dbility lo operate as an integrated system.
This is the Tesnlt of the nature of the lransmissivn systews and the requirements of roliability
standards,” which he believes have nol clianged witl the advent of RTOs. (PC Ex. 1at9.)

3. Analysis . '

Scction 2(a)(29)(A) of the Act requires an fintegrated public utility to be “physically
interconnected or capable of physical interconnection:” The court ot appeals found the Approval
Order’s ruling on the interconnection requirement wanting becanse it helieved the Contract Path
was unidirectional and only transferred electric pow}er from east to west. The court, defining
infercomnection as a “connection between two or more; mutual connection,” held that the
definition requires a two-way transfer of electric power. NRECA, 276 F.3d at 615 (cmphasis in

i

|
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original). Absent an explanation from the (:ommission, the court was unable (v discern how a
unidirectional contract path met the interconnection requirement.

To provide the required explanation, AEP introduced evidence showing that the Contract
Path meets this requirement because it has always been, bi-directional. Baker tostified that, under
Order No. K&&, AEP has the right to redirect (ic Contract Path “at any timc at no additional
charge.” Baker explained that AEP made a busines:s dccision not to reserve iong-term firm
transmission capubility [rom wost to east becausc the cost of such an endeavor would be “an
unnecessary and iwprudent cxpendituro of meney.” . (AEP EX. 5 at 15-16.) This evidence,
which I credit, establishcs that ninety eight percent iof the electric power transfers along the
Contract Path is from east to west, and two percent of the flow is from west 1o east. (AEP EX. 5

at 10-11.) 1

Although the west-to-east electric power flow is clearly a miniscule amount in relation to
the east-to-west flow, the Act does pot require any particular amount to establish the bi-
directianal nature of the Contract Path. In fact. the court stated in regard to the capacity of the
Contract Path: “Although we recognize that 250MW represents a small pcrcentage on New
ARP’s total gencraling capavity, [NRECA/APPA] point[s] to no statutory language, legiclative
history, or vasc law requiring that physically scparated zones of a power system be
interconncoted by lines capablo of transmitting any specific percentage of the power generated in
each zonc.” NRECA, 276 F.3d at 614. !

NRECA/APPA and Public Citizen contend t]!nat if the Coantract Path is not renewed in
June 2005 and AEP has only non-firm service to tranifer energy, there will be no guarantee that
the service will be availahle when it is needed. While this is a legitimate concern, the Contravt
Path is currently in place and energy is flowing bi-directionally. As backup, AEP may alsv
purchase non-firm transmission services from Ameren whenever uccessaly o atrange altemative
contract paths with other electric provideis to meet tf.hc requirement of a bi-dircetional cleetric
power flow fur establishing interconnection. Noncthqlcss, as tho court previously noted, and the
Division, puiuts out, in the cvent of a changc in circumstances, the Commission is authorized
pursuant to Scction 11 of the Act to order AEP “to divest one of the systems if the company fails
to devise a satisfactory method of integrating its utilities after the contract . . . expires.” ld. at
614.15. i
|
Based on the evidence presented by AEP, I credit Baker's testimony and AEP Exhibits 6
and */ that demonstrate that energy has been consistently transferred in both direstions since the
approval of the Merger. I conclude, therefore, that the interconnection reyuitsuent of Scction
2(a)(29)(A) has been met.

B. “Single Arca or Region™ Requirement :

Scction 2(a)(29)(A) of the Act requires, in pettinent part, that an integrated public-urility
system “be cconomically operated as a single interconnected and coordinated system ronfined in
its operations to a single area or region, in one or more states.” (emphasis added.) The court of
appeals held that the Approval Order’s ruling on the “single area or region™ requirement could
not “withstand even the mast deferential review, both because the Commission failed to make

12
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H
any ovidentiary findings on the issue and because it erroneously concluded that a propo§cd
acquisition that satisfies PUHCA’s other requirements also meoly the statutc’s region
requirement.” NRECA, 276 F.3d at h1'/. ,

The court, in particular, fanlted the Commissiuz:x’s use of a flexiblc approach to the region
requirement.'® {Inder this approach, the Commissioniapalyzed the yegion rcquirement more on
advancements in technology rather than on jts traditiopal considcrations such as the geographic,
sociceconomic, and gevlogic traits of the particular area or region.'” The court, found that the
Commission in applying its flexible approach noglected to treat this requirement as a separate
requirement. Instoad of discussing “the noncontiguous and seemingly dissimilar regions” served
by the combincd AEP/CSW, “the Approval Order ‘ultimately deternmned [] that New AEP
satisfied the rogion requirement not because of any identified similarities hetween areas currently

1 The Approval Order stated

‘I'he Act does not define the terms “area™ aild “region.” The terms, by their
nature, are susceptible of flexible interpistation, which permits us to rcspond to
the current state of (he industry and to give the xtm-ms practical mcaning and effect.

We have found that tho single arca or region test should be applied flexibly when
doing so doos not undercut the policies of [PUHCA] “against scatteration — the
ownership of widely dispersed utility properties which did not lend themselves to
efficient operation and effective state regulation.” We have nat required that
combining systems be contiguous for the requirement to be met. . ..

[TIhe New AEP System will he interconnected and susceptible of economic and
coordinated operation and no adverse findihg is required on anticompetitive
grounds nnder section 10()(1). We find below that the size of the New AEP
System will not impair efficient operation, localized management or effective
regulation and that the Merger will result in economies and efficiencics uuder
section 10(c)(2). In view of these considerations, we find (hat the New AEP
System will operate in a “single area or region.”

54 S.E.C. at 739-41 (footnotes omitted).

'7 The court found that prior Commission precedent analyzed the govgaplic and sociocconomic
characteristics of the areas covered by the proposed systom: In Middle West Corp., 15 S.E.C.
309, 336 (1944), the Commission held that “thc geographic characteristics of the territory
encompassed Ly this sector or properties [werc) fairly;homogeneous.” NRECA, 276 F.3d at 617.
In Amorican Natural Gas Co., 43 S.E.C. 203, 206 (1966), the Comumission “listed several factors
that could be relevant to a finding that different service areas are located in ‘a common economic
and geographic region,” including ‘industrial, mndarketing and general hnsiness activity,
transportation facilities, and gas utility requirements.”} NRKCA, 276 F.3d a1 617. In contrast, the
Approval Order stated that “|ijn view of the changes in the electric indusiry, many of (hese
factors have far less relevance than they did sixty-five years ago.” AEP, 54 S.E.C. at 741-42
(noting the “application of section 2(a)(29)(A) has evolved with the cliznges in the industry™).
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scrved by the CSW, but instead because New AEP satisfied all other PUHCA royuirements.” Id.
at 618 (emphasis in original). "Lhe courf conchuded:

This analysis conflicts with PUHCA’s express requirement that an electric utility
gsystem be “confined in its operations (v 4 single arca or region . . . not so large as
to impair . . . the advantages of localized wanagement, cfficient operation, and the
effectiveness of regulation.” The Commission applics the requirement [in the
Approval Order] as if it did not include the’ word ‘single’ but instead read:
ssonfined (o an arca or areas not so large as to impair . . . Technological
improvements may well justify ever-expanding electric utilities, but |PLIHCA]
confines such utilities to a “single” area or region.

Id. at 618 (emphasis in original).

Ry ahandoning its traditional considerations, the Comuuission, in the court’s view,
eftectvely interpreted “the phrase “single area or region’ so {loxibly as to read it out of the Act.”
Id, a1 618. Based on the statute's pluin lauguage, howgver, the court hold that “only Congress”
can decide (hat recent technological advances have made the region requirement so “outdated” as
to eliminate il as a tequircment. Id. The court concluded that nothing in the record before it
could support the Approval Order’s basis “for concluding the AEP’s service territories in
Indiana, Kentucky, Michigan, Ohio, Tennessee, Virginia, and West Virginia fall in the same
‘region’ as CSW’s service territories in Arkansas, Louisiana, Oklahoma, and Texas.” Id. at 618-
19. : .

1. AEP’s Posgition and Kvidence on Remand

AEP argues that the combined system meets (he “siugle area or region” requiremcnt in
four respects: (a) all of the combincd system, excopt for a portion in Tcxas, is located within the
North Ameiivan Electric System's Eastcrn Intorconhiection, which itself operates as a single,
independent electrical machine; (b) all of tho combinfed system, except for a portion in Texas,
operates within the footprint of three coordinated RTQs that, pursuant to FERC rules and joint .
operating agreements, are required to operate in a unitied fashion; (c) the comhined system and
the first-tier utilities directly interconnected thereto ark in a single region that are hound together
and function as an economic unit; and (d) an analysis.of trade flows in scveral industries shows
that the central portion ot the | Inited States, where thelcombined system lies, comprises 4 single
economic region. (AEP Rriefat 4-6.)

a. The Eastern Interconnection

Johusou describes the North Amcrican Eloctric System as covering the forty-eight
contiguous United Statcs, tho soven adjacent Cansdian provinces, and part of Baja Norte,
Moxico. (AEP Ex. 2 at 5.) To serve the electric demand, there is in excess of Y9(),0uu
mogawatts of electric generating capacity, 893,000 MW of which is within the forty-cight states.
(AEP Ex. 2 at 5.) Johnson states that the North American Hlectric System is composed of three
Interconnections: the Eastern, Western, and Electri¢ Reliability Council of Texas (ERCOT)
Interconnections. (AEP Fx. 2 a1 6; AEP Ex. 3.) Thi Bastern Intcrcowection covers the North
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i .
Amocrican continent east of the Rocky Mountains, exchuding ERCOT, and is (he lugest of the
thrco. (AEP Bx. 2 at 6; AEP Ex. 3.) The Western:; Interconnection covers all or portions of
twelve western states and the twa western Canadian ﬁrovinces. The ERCOT Intcrconnection

covers most of the state of 'I'exas and is the smallest of t?e (hree. (AEP Ex. 2 at 6-7; AEP Ex. 3.)

According to Johnson, the Eastem Iruewuuugétiou currenily “covers diverse weather,
load densities and generation resources” and is made: \ilp of transmission facilities, “owned and
operated by numerous cutities including invcstor—ow?ned utilities, federally (or provincially)
chartered utilities and state and municipal cloctric companies and electric cooperatives.” (AEP
Ex. 2 ut 14.) Since the Intcrconncetion’s inception ih 1962, Johnson states that transmission
coordination bhas cvolved such that four RTOs .mow cover two-thirds of the Eastem
Interconncction to provide “independent operational oversight of the eleciric facilities, reliability
agsurances, and facilitation of a competitive generatign electric market.” (AEP Ex. 2 at 13.)
According to Johnson, one benetit of this increased | coordination has been thal incxpousive
generation resources in one part of the Interconnection may be shifivd to another part of the
Interconnection achieving “generation dispaich econqﬂ:ies.” (AEP Ex. 2 at 17-18.) Adjoining
areas of the Interconnection may also supply aui arca, short on goncration resources or
experiencing an outage, with the necessary rosources. | P Ex. 2 at 17-18.) Based on increased
coordination and fucilitated by technological advances and evolving FERC rules, Johnson
concludes that the contemporary Eastorn Interconnedtion can best be described as operating
cloctrically as a large, “single machine.” (E. Tr. 67; AEP Ex. 2 at 4, 14,23-24.)

With Johneon’s testimony as a basis, Baker espouses a “common sense approac " to the
single-area-or-region requirement and concludes that the combined AEP/CSW system operates
in 3 single area or region. (H. 'I'. 11X; AEP Ex. 5 at.Z1.) He states that the trend over time has
been to jncrease the scope of interaction and trade amofg the nation’s electric ulilitics. (AEP Ex.
2 at 21.) Baker construes the entire Eastern Interconnection, of which all AEP’s non-ERCOT
operations are part, 1o be in a single arca ur region undér the Act. (IL Tr. 118; AEP Ex. 5 at 21.)
Although he acknowledges, as docs Jobnson, that thcl ‘combined AEP system does not operate
exclusively within the Eastern Interconnection — boeduse AEP’s Texas Central Company (TCC)
and most of ALP’s Tcxas Noxth Company (TNC) are in ERCOT — he states that neither TCC nor
TNC can be operated as an independent system without a loss of substantal economies. (H. Tr.
62; AEP Ex. 5 at 21-22.) He projects 2 loss of approkimately $50 millian per year if TCC and
TNC were no longer part of the combined AEP/CSW ‘system. (AEP Ex. 5 at 22.)

Under cross examination, Raker acknowledgeq that his positivn — that the entirc Lastern
Interconnection makes up a single area or region — would permil vumbinations of public-utility
companies covering large areas of the North Auwerican continent. (IL Tr. 118-22.) For example,
if the combined AEP/CSW system and Dntergy, which operates in parts of Mississippi,
Louisiana, Arkansas, aud Toaas, were to merge, Dakes| would congider the merged entity to be in
a single area under the Act. (IL Tr. 118-19.) Similazly, if the combined AEP/CSW system and
the Southcrn Company, which operates in parts of Mississippi, Georgia, Alabama, and klonda,
were to morge, Baker would consider the merged entity to be in a single area. (M. Tr. 119)
Baker would also consider 2 merger between the comf dined AKP/CSW system and Exelon Corp.,
with utilities in Philadelphia, Pennsylvama, and Chicago, Illinois, to be within a single area or
region under the Act. (H Tr. 120.) However, hei ould not consider a werger between the

q.
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combined AEP/CSW system and XCEL Energy Inc., which operates in Colorado, W be pat of a
singlc aren or region because the merged entity wpuld extend inlo pails of the Western
Interconnection. (H. Tr. 121.)

For AKP, then, the combined AEP/CSW system meets the singlc-area-or reg%on
requizement hecause the entire Eastern Interconucution/can b dofined as a single area or region
and all of AEP’s non-ERCOT uperations are catirely within the Eastern Interconnection. In

addition. AEP contends, (he ERCOT portions were
non-ERCOT portivns of the old CSW system in Cen
(1982). (H. Tr. 49; ALP DBricf at 28.) However, eve!

eviously found to be integrated with the
and South West Corp., 47 S.E.C. /54
if the ERCOT portion of CSW were not

intograted with the rest of the system, AEP further argues that it “wonld he permitted 10 retain
this part of the system pursuant to Section ll(b)(l)(.t)]sB)(C‘) of the Act hecause the ERCOT

portion of the Combined System cannot be operated as
substantial economies.” (AEP Rriet at 2X.)

b. Impanet of RTOs

Baker asserts that, wade evolving standards,
three FERC-approved RTOs in the Lastem Interco

independent system without the loss of

I arca defincd by the boundaries of the
otion comprises a single area or region

frum an electricity market and operations perspectiv;.lh(AEP Exk. 5 at 21, 31-32.) These RTOs

are the MISO, thc Pennsylvania New Jersey-Maryl

Interconnection (PTM), and Senthwest

Power Pool (SPP). (AEP Ex. 5 at 29-30.) Baker statés that FERC has mandated that all RTOs

operate unified electricity markets within their geogra

ic area. (AMP Kx. 5 at 27) FERC also

has ordered PJM, MISO, and SPP to enter into joint opgrating agreements to eliminate barriers 10
trade between the three R1'()s, and to eliminate additive or “pancaked” transmission pricing. (F.
Tr. 143; AEP Ex. § at 19, 2%, 30, 35.) The joint operating agreement between PIM and MISO
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has heen signed and filed at FERC, while one betwes;

(AEP Ex. 5 at 30-31.)

Accurding to Baker, I'CRC’s pro-comp
development of RTOs, and the standard market desi

concluded that RTOs “were necessary to address op

MISO uwl SPP is under development.

tion policies involving OATTSs, the
have promoted geographic expansion of

tional and reliability 1ssues facing the

the arcas in which eleotric utilities do business. (AEIE:.‘;::. $ at 25.) In Order No. 2000, FERC

industry, and to eliminate what the FERC perceived 2s residnal discrimination in ransmission

services.” (AEP Ex. 5 at 27.) In Order 2000, as B
encourage R'I'0) development stating that it was th
owning entities in the nation to place their transmissio

r explains, “FERC 100k sieps to strongly
 FERC's objective fur all transmission-

f facilities under the control of appropriate

RTOs. (AEP Ex. 5 ar 27.) Baker stalcs thut Order|No. 2000 has encouraged large RTOs to

form, or be planncd, vver large parts of the United
Baker notes that FERC’s Notice of Proposed Rul
propuses coordination among RTOs through joint o
creating scamlcss cleetricity markets over vast distanc

As currently confipured, AEP East is incorp
non-ERCOT companies belong to the SPP R1(. (A
MISO, lies between the SFP and PIM RTOs. (AEFP
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ating agreements, with the objective of
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ted into the PIM RTO and AEP West's
Ex. 5 at 29; AEP Ex. 9.) A third RTO,
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belong to ERCOT. (AEP Ex 4.) Haker explains that FERC has moved to climinatc any seams
between the PJM and MISO RTOs, with the objective that transactions can be consummated
across the PIM and MIS() footprints just as if the two vopstitute a single RTO. (AEP Ex. 5 at
30.) Based on the existence of these coordinated RTOs and development of FERC policy, Baker
conclndes that the combined AEP system is part of a single area or region under the Act. (AEP
Ex. 5 at 31-32.)

C. Firse-Tier Utilities

To further support its position, AEP argues that the (Commission in Eptergy Comp.. 51
S.E.C. 869 (1993), has already established a definition of a “region” for purposes of its review of
the competitive impacts of mergers under a separate section of the Act, Section 10(0)(1). (AP
Brief at 33-35.) In approving Fntergy’s proposed acquisition of Gulf States Utilities, which were
contiguous and mterconnected electric utilities at the time, the Commission determincd that the
merging utilities and all directly interconnected neighbors (“first-ticr utilitics’”) comprised a
“single market area” in which the merged vompany competes to supply clcotric power under
Section 10(b)(1). (AEP Biief at 33; 51 S.L.C. at 877, 883.) AEP argues that, “in light of the
centrulity uf competition to the operation of the electric industry at this time, it is appropriate o
use this market arca definition [under Section 10(b)(1)], as FERC uses the same market area in
its roview of competitive impacts, in establishing the ‘single area or regian’ requirement for
purposes of Section 11(b)(1).” (AEP Brief at 6.) AEP states that it previously used this “first-
tier utility” method to define the relevant region in its Application, which the Commission found
satisfactory, and such a finding was not challenged on appeal. (AEP Brief at 34.)

AKP asserts that although Section 10(b)(1) is onmly relevant to an assessment of
competitive conditions under the Act, the same definition should be uscd now in dotcrmining
whether utilities operate in a single wea or region under Section 10(c)(1), and by reference
Section 11(b)(1). AEP relics on Dxhibit 11, cntitled “AEP uond Firet-Tier Interconnected
Network,” which purportcdly shows that the area covered by the combined AEP system is a
“single scamlcss area, dovoid of any attributes of gerrymandering or ‘scatteration.” (AEP Ex.
11; AEP Briof at 35.) AEP Exhibit 11 also purportedly shows that the interconnected network
“has o well developed transmission system that interweaves and binds together this region and
supports its function as an economic unit.” (AEP kx. 11; AEP Brief at 35.)

The territory covered by the first-tier utilities in Exhibit 11 covompasses a much larger
territory than that covered by the combined AEP system. (AEP Ex. 11; 276 F.3d at 619.) The
firsi-tier-utility coverage includes (erritoriss as far west as castern New Merico, and runs east
across Texas into Oklalwwia, Kansas, Arkansas, Louisiana, Mississippi, Alabama, Missouri,
Tennessee, Kentucky, Illinois, Indiana, Michigan, Ohio, Georgia, South Carolina, North
Carolina, Virginia, West Virginia, into parts of Maryland and scatters into Pennsylvania,
bordering on the statc of New York. (AEP Ex. 11; Appendix E.)

d. Operating as a “Functional” Region

AEP offers Harrison’s testimony to supportf a finding that the cvombined ALF/CSW
system operates within a single area or region from the standpoint of trading in important
i

|
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commoditics and the transportation infrastructure for such trade. (AEP Ex. 1.) Hurrison’s focus
was on whether the combined AEP service territory consisted of a funcrional region, which he
dofincs s an area exhibiting “more interaction [e.g.. economic interdependence] with onc
another than outside areas based on some criteria.” (AEP Ex. 1 at 4) Tlarrison primarily
examined the transportation infrastructure and trade flows for several manufacturing industries
within the service territories of the combined AEP/CSW systom. llc then compared these
findings with the transp%nation infrastructure and trade flows botween this specific region and

other economic regions.

For nalural gas, Harrison statcs that the traneportation routes show sthat the higgest
capacity is for pipelines that cxtend from the Gulf Coast production region to major markets in
the Midwest and the Northcast.” (AEP Ex. 1 at 9.) For roadway travel, Harrison finds thal
“several major arteries olearly connect AEP Bast and AKF West states” as major highways
facilitate economic limkages, connecting Dallas, Houston, and New Orleans with Chliicago,
Cincinnati, and Indianapolis. (AKP Ex. 1 at 25.) For waterways, he finds the commodity flows
sndicate a broad region thrangh the middle of the United States runniny fiom the Great Lakes in
the North to the outfall of the Mississippi River and the Guif Intracoastal Waterway in the
South” (AEP Ex. 1 at 31.) In regard lo railways, he states that his findings show “substantial
commodity flows among the Northicast, Midwest, and Sou » and that “roil lines also provide
some connections willi the West, although only a few mojor rail arteries cross tbe Rocky
Mountains.” (AEP Ix. 1 at 34) In analyzing the U.S. Census Regions, Harrison states that his
“results indicatc that the Midwest and South regions (which consist of three and eight AEP
statos, respectivcly) arc the most closely connected of the four Census regions . . . snggest[ing]
that these two Cepsus regions are in a broad economic region, encompassing much of the center
of the country.” (AEP Ex. 1 at40.) ;

After analyzing several manufacturing industries, Harrison concludes that the combinced
AEP/CSW system is located within a large, single functional region. (ALD Ex. 1 at 2-3, 42.)
When asked on cross examination tv clarify, Harrison opines that the continental United States,
east of the Rockies, is onc “homogeneous” rogion, that is, a region “demarcated on the basis of
internal uniformity.” (. Tr. 31; AUP Ex. 1 at 4.) (“What’s generally referred to as Midwest,
East, and South, yes.”) Ilarrison also ackmowledges that his trade-flow analysis does not include
any electricity trade flows or analysis of electricity markets. (H. Tr. 35-36.)

2. The Division’s Position

The Division’s posihon is that, from the perspective of geography, “lhoie appears to be 2
simple, scnmmon sense answer to the question of whether (he AEP system is in a singlo arca or

18 Included in his analysis on the transportation infrastructure are patural yas aud oil pipclines,
waterways, road mnetworks, rail neiworks, and other faciliies “that Lave developed
considerably over the past 70 years to lower the cosl ol both transportation and
communications and to facihitate trade within a broader functional region.” (AEP Ex. 1 at 8-
37, 42.) His analysis of commodity flows includes “patural gas, vil, and coal, which provide
important fuels for electricity generation, as well as wany other types of goods.” (AEP Ex. 1
at 37-41.)

18
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region: There is simply no way that those states are in a ringle area or region. Hence, it sooms
‘obvious® that thc AEP system fails that test.” (Div. Brief at 33.) However, avvording to the

Division, determining whether a system operates m a single area or region is nol {liat simple.

The Division cites the stamtory language of Section 2(2)(29)(A) arguing that it “does not
refer to a ‘single geographic area or region.” Nor does it reler to a ‘single dcmographic area or
region.” It states only a ‘single area or region.'” (Div. Brief at 33.) The Division, therefore,
concludes that the region requircment cannot be analyzed “merely by pointing to the physical
distance between its parts, to the goovlugic foatures of the places in which it assets and customers
are Jocated. or, more broadly, our common scnse and culturally determined notions of what
constilules @ distinct rogion.” (Div. Brief at 34.) To the contrary, the Divisinn contends that &
utility system “must be evaluatcd in terms of the characteristics of the electric market in which it
operates as well as in terms of the broader econornic markets in which it is situated.” (Div. Brief
at 34.)

The Division believes AKP has demonstrated that its combined system, covering portions
~ of eleven states and extending from Virginia to Michigan o Texas, operates in a ginglc area or
region. In particular, for the Division, AEP has introduced sufficiont ovidence that “shows that
the combined system operates within a number ‘'of unified markets including, most notably, an
economically unified market for clectricity.” (Div. Brief at 35.) The Division asserts that the
Comumnissivu lias always flexibly applicd the region requirement “in the context of changing
technology, changing market structures, and the changing nature of the utility husiness™ and that
the AP combincd system mests this evolving standard. (Div. Brief at 33 (citing Section
2(a)(29)(A)’s “state of the art” consideration).) In the Ihvision’s view, “the evidence in the
record does not require any legal conclusion that the Fastérn Interconnection should bo (he
region that satisfies the ‘single area or region’ requirement” ‘only that “AEP operales within a
single electricity market that overlaps the footprint of its systern.” (Div. Reply at 16-17.)

3. Pasitions of NRECA/APPA und Public Citizen

NRECA/APPA contends that the combined system is not confined to a single area or
region and that the Commission should not approve the acquisition of CSW. (NRECA/APPA
Brief at 9, 52.) NRECA/APPA emphasizes that the combined system extends “nearly from
Canada to Mexico, beginning from Virginia west through Ohio, north to Michigan, then (after
skipping hundreds of miles) south through Texas right to the very banks of the Rio Grande.”
(NRECA/APPA Brief at 35.) tor NRECA/APPA, “there is simply no Facluul basis on which the
Commission can conclude that this entire area, covering some 197,400 squas milcs, is confined
to a sigle region.” (NRECA/APPA Brief at 35.) NRECA/AFPPA argucs that AED has failed to
identify the single area or region thal might encompass Canton, Ohio, and Brownsville, Texas,
and concludes that “AEP’s failure in this 1egard is not surprising, for, as the record makes plain,
there is no such region, unless the cntire Castern United States, from the Atlantic Ocean to the
Rocky Mountains, is defined as a single region.” (NRECA/APPA Brief at 35.) For
NRECA/APPA, a finding that thc combined AEP system operates in a “single area or region”
would depart from Commission precedent. (NRECA/APPA Reply at 23.)

19
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Public Citizen similarly argues that AEP has failed to ;prove that its two widcly distant
groups of utility assets are in a single area or region of the country. Public Citizen in particular
criticizes the testimony of Harrison:

AEP simply hired a consultant to testify that trads in various products transported
by boats, trains, and trucks has increased-over the years since 1935 in the United
States, including in the parts of the country where AED’s cleven widely distant
groups of utilities arc luvated. ALP’s version of the movie “Planes, Trains and
Automobiles™ hardly vomplics with tho court’s direction that evidence must be
provided v show that these widcly divided states are in a “single™ area or reginn
of the country for purposcs of complying with the [Act].

(PC Bricf at 16.) Emphaeizing that the definition of an integrated public-utility company
must be viewed as a whole, not “broken apart,” Public Citizen concludes that the cowbined
AEP system does not nperate in a “single area or region™ under Scotivu 2(a)(29)(A) of the
Act. (PC Brief at 27-2¥.) ' :

4, Analysis

To mest hs region requircment undor Scetion 2(a)(29)(A) of the Act, the combined
AEP/CSW system must bo “confined in its operations to 2 single area or region, in nne or
more statcs.” The court of appeals found that, in making its determination, the Commission
traditionally analyzes “such factors as the geography and socioeconnmie characteristics of
the areas covered.” NRECA, 276 F.3d at 617:(emphasis added). The court rejected the
Commission’s region determination in the Approval Order for “[n]ever mentioning whether
the territories served by AEP and (!SW have common geographic or geologic Lrails” aud for
interpreting “the phrase ‘single area or region” so flexibly as o read it out of the Act.” Id. at
617-18. For the court, the Commission, in fuvt, “failed to make any cvidentiary findings on
the issue.” Id. at 617. s
1

For AEP and the Division, thc cvidence on remand establishes that the combined
ADP/CSW system’s opcrations, extending from Virginia in the East to Michigan m the Narth
down to Texas in the Southwest, are confined to a “single area or region™ under the Act. The
Division emphacizes that this requirement cannot be analyzed “merely by pointing to the
physical distance . . . to the geologic teamres . . . or, more broadly, our common senss dnd
culturally deterrmmed notions of what constitutes a distinct region.” (Div. Bricf at 34.)
While acknowledging that “geology. topography, demopruplics and cconomics has
sometimes played a role,” the Division asserls {hut “more fundamentally” the Commission
relies “on the realities of the undurlying market for electricity” as well as on the “broader
economic markets™ involved. (Div. Brief at 33-34.)

1 do not credit the Division’s characterization that the Commission only “sometimes”
relics on geography in epplying this requirement. A review of past cases, spanning the
history of the Act, demonstrates to the contrary. See Cities, 14 S.E.C. at 58-59 (rejecting
electric utility system with properties i Wyoming, New MexXico, and Arizona oo
“geographic considerations alone’’); Middle West Corp,. 15 S.E.C. 309 at 336 (detormining

;
i
20 i
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{he “peographic characteristics of the territory encompassed hy this sector of properlies arc
fuirly homogeneous™); American Gas & Electric Co., 21 S.E.C: 575, 576 (1945) (rofercing to
Scction 11(b)(1) of the Act as “the geographic integration provisions™); Ameritan Natural
Gas, 43 S.E.C. at 206 (finding thal different service areas arc lovated in “a common
cconomie and geographic region™); Lnitil Carp.. 50 S.E.C. at 967-968 (finding proposed
system in “north central Massachusefts and southern New Hampshirc” met region
requirement hecause “the service lerritories are suflicicntly close to be confined “to a single
region or area’™); Conectiv. Inc., 66 SEC Dockoet 1812, 1817 & n.32 (Feb. 25, 1998) (finding
“Conectiv electric system will operals in a single area or rogion in four contiguous states in
the Mid-Atlantic region”—Virginia, Maryland, Dclaware, and New Jersey).

More recently, the Commission has again determined that geography is the most
prominent characteristic in applying the region requirement. ‘the case in point is the
Commission’s approval of a merger of two public-utility systems in CP&L Energy, Inc., 54
S.E.C. 996 (2000), issued only five months ‘after the Approval Order. Therein, the
Commission used strictly gengraphical terminology to find that “[llho retail service arca of
the [combined} (:P&L Energy Electric Systenil will be confined to three statcs, North
Carolina, South Carolina, and Florida, in the Southeastern Unitcd States.” Id. at 1022
(emphasis added). The Commission concluded that the combination of CP&L Energy of
North Carolina, and Flurida Progress Corporation of Florida :“will be an integrated public-
utility systeu within the meaning of scction 2(a)(29)(A) of the Act.” Id. at 1023-24.

When asked to cxplain the Commission’s reliance on geography and traditional
dosignations of national regions (e.g., “Southeast” in CP& 1. Hnergy) so close in time to the
date of the Approval Order, the Division stated: at oral argument that “[the Compmission]’s
done so in those cases because it was easy to do so. That was the easiest way in one sentonuve

to get past the issue and move [on] . . . I think you can’t put a term like Midwest or
Southwest over the AEP [combined system] and use that as what defines the rogion.” (OA.
Tr. 32) !

Accordingly, I find that the traditional! considerations by which the Conmmission
applies the region requircment of Section 2{3)(29)(A) ts be predominately based on
poograply, with other factors such as socioeconomics and geology also contnbuting. To
now apply the region requirement based on broad-based econome cansiderations, effectively
ignoring geography, would be contrary to the Clommission’s traditional method of analysis.
Tn accordance with the geographic test and the |plain language of the statute, the combined
system of AEP and CSW is nat “confined in its operations 10 a singlc area or region” under
any of the four scenarios advanced by AEP. R: (her (L prove that ACIs opcrations are
confiner 1o a single area or region, undcr (raditional considerations, AEP’s evidence, in fact,
exhibits more convincingly that (he combiusd syistcm operates ovor scveral regions.

Buaker testifiod that, under FERC policiés, RTOs have increased the coordination of
energy services over broadcr arcas of the United States. Baker belicves that the coordination
of three RTOs — MISO, SPP, and PYM — over tﬁe areas covered by the non-ERCOT portions
of the combined eystem establishes that the AEP aperates in a single area or region. To the
contrary, after adding ERCOT to the mix, the. idence suggksts more cunvinecingly that the

':'i
o
o
!
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vombined systcm operates over at least four regions, with (1) the MISO RTO serving all or
parts of Illinois, Indiana, Kentucky, Ohio, Michigan, Missouri;iTowa, Wiscopsia, Minnesota,
North Dakota, South Dakota, Montana, and into Manitoba, Canada; (2) the PJM RTO
serving all or parts of Illinms, Michigan, Indiana, Kentucky, Ohio, Pennsylvauia, West
Virginia, Virginia, Maryland, Delaware, and New Jersey; (3) the SPP RTO serving all or
parts of Kansas, Arkansas, Oklahoma, Texas, Missouri, Louisiana, and New Mexico; and (4)
ERCO serving the majority of Texas. (AEP Ex. 5 at 30; AEP,Ex 9.)

Similarly, based on uualysis of the opcrations of geveral manufacturing industries,
Harrison testified (Lt the territory covered by the combined system covering eleven states from
Texus in the South to Michigan in the North to Virginia in the Bast actually comprises a large.
single functioning region. In fact, Harrison opines that the entire continental United Stales casl
of the Rocky Mountaine comprises a large, single region. However, Harrison admils hat lis
study does not include any amalysis of electricity markets. Further, Harrison’s testimony, under
the Commission’s traditional considerations for applying the region requirement, actually proves
more dissimilarities befween the territory covered by the old AEP systom and former CSW
system than any perceived similarities belween the two. For instance, Harrison supports his
conclusion on the fact that natural gas, crude oil, and othor pT?troleum products produced in the
Gulf States are transported cousistently northward to supply ereas in the Midwest and Northeast
United States, because these territories lack cither the patutal resources or the economies to
produce their own. Ilowcver, it is the very geological or socioeconomic difterences of these
teiritories, not the similarities, that created this trade to flow in first place, proving a greater level
of heterogencity than any perceived homogeneity.". |

Also, notsbly, the U.S. Fnergy informaton, upon which Harrison relies for his
conclusions regarding oil shipment patterns, breaks the United States down into five distinct
regions, or PADI)s (Petroleum Administration for Defense Districts). (ALDP Ix. 1'at 17-1 8.) If
the combined AEP/CSW system were evaluated by the PADD systcm, it would fall within three
of these regions. Harrison also cites linkage cocfficicnts data between four U.S. Census regions
— the Northwest. the Midwest, the South, and the Wost — to find that the Midwest and the South
regions are tho wost closcly connccted of the four Census regions. Not only would this
gumnbination of alrcady broad regions fail to encompass the ¢ntire combined ARP/CSW sysiem,
but the statutory language itself calls for coxfinement of a proposed system to a “single” area or
rcgion, not “several” areas or regions. For the reasons stated above, 1 do not credit Farrison’s
testimony. :

AEP’s Eastern Interconnection and first-tier-utility argwnents also carry little weight.
Both arguments propose to have vast territorios of the United Statcs — not traditionally
cansidered part of the same geograpliical region — fall within'a single area or region for purposes
of Section 2(2)(29)(A) of the Acl. AEP Exhibit 3 shows the fEastern Interconnection as a single
area or region covering the cntirc North Amorican oontinént east of the Rocky Mountaing,
excluding the ERCOT arca of Texas. For AEP, if a merger combines systems that fall anywhere

; 1

1 In the same vein, Johnson's description of the Eastern Intcrconnection as covering “diverse

weather, load densities and generation resvurces” (AEP Ex. 2 at 14.) also undermines an

argument for homogeneity over this expansive Lerritory.
' 2
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within this Intcrconneotion, the proposed system meets the “si;}xgle area or region” requirement.
In practice, this could mean that, if a system {ocated in Maine gnd onc in the southeast portion of
Ncw Mexico seek to merge, the combined system would be confincd 1o a single arca or region
under the Act. AEP Exhibit 11, albeit less expansive thua the Eastom Intcrconnection, shows
similarly that the first-tier-utility coverage includes werritory as far wost as eastern New Mexico,
as far east as the Atlantic Coast of Virginia, and as far north as the lower peninsula of
Michigan.®? Interpreting the idea of a “siugle arca or rcgion” under Section 2(2)(29)(A) in such a
tashion, as with all of AEP”s wipumonts on this requirement, would significantly redefine and
expand the traditional notions of this concept. '

Although I previously found the bi-directional Contraét Path, across Ameren, sufficient
in mweling the interconnection requirement, this finding will pnt support a conclusion tbat the
systems of former AEP and former CSW are “canfined in'[] operations 10 a singls area or
region” for purposes of meeting Sectinn 2(a)(29)(A) of the Act. Thesc lwo systcms are clcarly
noncontiguous and located in separale, disparate regions ofjthe national map. The 250MW
Contract Path, which stretches hundreds of miles, will not plage the cloven statos in 8 single area
or region. Kor a system that on its geographiv wakeup alone; in the Division’s words, “pushes
the limits” of the region requircment (OA Tr. 36.), the rolience on the Contract Path as the lone
tangible link between these distaut utilitics renders AEP’s argument on single area or region, in
fact, further attenuated. :

Based on the totality of evidence presented, I find that AKP has failed to establish that the
combined AEP/CSW system is confined in its operations to a‘'single area or region under Section
2(a)(29)(A) of the Act. Therefore, 1 conclude that the comibined AEP/CSW systemn does not
constitute a “single integrated pubhc-ntility system™ under the gAct.

. CERTIFICATION OF THE RECORD

Pursuant to Rule 351(b) of the Commission’s Rules oi;"ngctice, 17 C.EF.R. § 201.351(b), ]
certify that the record includes the items desciibed in, the record index issued by the Secretary of
the Commission vu February 11, 2005. i

1
i

IV. ORDER

Based on the findings and conclusions set forth above, I ORDER, pursuaut to Section 10
of the Public Utility Holding Company Act of 1935, thal (ht application of Amcrican Electric
Power Company, Inc., tiled on March 5, 1999, seeking approyal of its acquisition of Central and
South West Clorporation, be, and hereby is, DENIED. . i

This Initial Decision shall become offective; in aotordance with and subject to the
provisions of Rule 360 of the Commission’s Rulcs of Practice, 17 C.F.R. § 201.360. Pursnantio

% Fyen if I were to adopt AEP’s proposal of using (he §ecﬁon 10(b)(1) “fixst-tier utility”
method in applymg the “single area or region” requirement under Section 10(c)(1), which Ido
not, AEP’'s reliance on Entergy Corp. is vitiated by fact that the two utilities therein were,
unlike here, contignously simated, 51 S.E.C. at883.] :
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that Rule, a party may file a petition for review of this Initial: Declslon withiu twenty-one days
aficr service of the Initial Decision. A party may also file a mdtion (0 vorrect a manifcst error of
fact within ten days of the Initial Decision, pursuant to Rule 111 of e Commission’s Rules of
Practice, 17 C.F.R. § 201.111. Tf a motion to correct a nwnfest error of fact is filed by a party,
then that party shall have wenty-one days  fils a ptition: for roview from the date of the
undersigned’s order resolving such motion (o coirect; a manifost error of fact. The Initial
Decision will not become final until thc Commission cnters an order of finality. The
Commission will enter an order of finality unlcss a party: files 4. petition for review or a mation 10
carrect a manifest error of fuct or the Commission determmes ‘on its own mitiative ta review the
Injtial Decision us (o a party. If any of these events occnr, the Initial Decision shall not become

final as v that party.
¢ Robert G. Mah' ony %
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