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I. INTRODUCTION

During the last several years there has been a tremendous increase in
mergers and acquisitions in the natural gas industry. In the past year
alone there have been numerous mega-mergers, including El Paso’s $16
billion acquisition of Coastal and the $6 billion merger between Duke
Energy and Phillips Petroleum. Natural gas mergers account for a sub-
stantial part of the merger workload at the Federal Trade Commission,
with six enforcement actions taken in the past two years alone.

While this increase in natural gas mergers has coincided with the
overall merger wave,! the primary driving force behind recent consolida-
tion is increased deregulation. A generation ago, integrated firms con-
trolled the distribution of natural gas, from production field to city gate.
During the 1980s and 1990s, the Federal Energy Regulatory Commission
(FERC) deregulated significant aspects of the market, leading o the
creation of new markets and new types of competitors. FERC’s Order
6367 has resulted in significant vertical unbundling in the industry, to
the point where many firms do not participate in all aspects of delivering
natural gas. Moreover, new forms of transportation service have arisen,
often creating new markets or increasing rivalry in traditional markets.
Traditionally integrated companies have spun off segments of their busi-

* Mr. Balto is a Member of the District of Columbia Bar and the former head of the
Office of Policy and Evaluation of the Bureau of Competidon of the Federal Trade
Commission. Mr. Mongoven is an auorney with the Office of Policy and Evaluation.
This arricle does not necessarily reflect the views of the Commission, any individual
Commissioner, or any other member of the staff.

! For a description of the reasons behind the merger wave and recent enforcement
actions, see David Balto & Richard Parker, The Merger Wave: Trends in Merger Enforcement
and Litigation, 55 Bus. Law. 351 (1999). The unprecedented wave of consolidation over
the last few years is due to a variety of factors, including strong capital markets, greater
international trade, the emergence of new markets, increased innovation, and a drive for
new, more efficient arrangements.

# See infra note 32 and accompanying text.
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ness, leading to a number of horizontal acquisitions, particularly in
transportation and gathering. In addidon, the ongoing deregulation
process in both natural gas and electric power has led to a number of
vertical mergers, called “convergence mergers,” whereby fuel suppliers
have acquired or been acquired by power companies.

The movement towards deregulation is an important change in the
American economy, and it has not been confined to the natural gas
industry. It has particularly affected all energy sectors. Entry, capital
controls, rates of return, and even retail prices have been deregulated
in energy industries, including natural gas and electricity.! However, the
movement towards market forces has been uneven. Natural gas, which
was subject to a pervasive system of federal regulation, has been mostly
deregulated. In contrast, the electricity industry is still in its early stages
of deregulation. Electric power has been mostly subject to state regula-
tion, so electricity deregulation will be a slower process requiring multiple
legislative efforts at the state level. Thus, energy deregulation will be an
ongoing process for some time.

Deregulating an industry is a major undertaking that has substantial
cconomic consequences. When the industry is as basic to the American
economy as any of the energy industries, those consequences spread far
beyond the industry in question. It is incumbent upon policy makers to
get it right, and to use the lessons of past deregulatory efforts to help
new industries make the transition into a competitive environment, In
particular, antitrust policy must be correctly applied to industries under-
going deregulation, especially merger policy. If deregulation and struc-
tural reorganization are met with lax merger enforcement, the best
energy policy could be undone by the abuse of private market power.
Antitrust policy and enforcement have an important role to play to
ensure that accumulation or abuse of market power does not happen.

The FTC has been alert to this danger, and has tried to anticipate
some of the problems. Although the Commission is not a regulatory
body, it has been an active participant in the process of deregulation in
the energy industries,* most particularly in the natural gas industry.

3 See FEDERAL TRADE COMMISSION, STAFF REPORT; COMPETITION AND CONSUMER PRO-
TECTION PERSPECTIVES ON ELECTRIC POWER REGULATORY REFORM {July 2000).

*In addition to enforcing the antitrust laws, the FTC plays an important role outside
of the litigation context in both the electric power and the natural gas industries. In
pardcular, the Commission's Bureau of Economics and Policy Planning Staff have been
active in fling comments with both FERC and the states. In March 1999, the Staff filed
comments with the California Public Utilities Commission concerning distributed genera-
tion and competition in electric distribution service. See Federal Trade Commission, Com-
ments of the Staff of the Bureau of Economics, Before the Public Utilities Commission
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Drawing from the lessons learned in that process, then-Chairman Pitofsky
warned of the dangers of attempting wide-scale deregulation of an indus-
try without sufficient antitrust enforcement to ensure that competitive
forces would prevail. In testimony before the House Judiciary Committee
he noted:

Deregulation in a number of industries has proven to be beneficial to
consumers and the competitive process. The deregulated industries
exhibit lower prices, increased quality and quantity of goods and ser-
vices, and heightened innovation. . . .

The potential for consumer savings and increased choice is enor-
mous, butitis certainly not guaranteed. Vigilant antitrust enforcement is
an essential component of a market economy, especially in the formative
years after the regulatory grasp is loosened. In particular, strong merger
enforcement is necessary to ensure that the inevitable restructuring
does not result in the accumulation and abuse of private market power.®

The Commission's efforts at applying antitrust principles to the deregu-
lating natural gas industry are most visible in the merger area. Natural

of the State of California, “Distributed Generation and Competition in Electric Distribution
Service,” Dkt. No. R.98-12-015 (Mar. 17, 1999). Distributed generation refers to on-site
generation of eleciricity by commercial and industrial firms and, potentially, by residential
users. This is, of course, an important topic for natural gas industry participants because,
in large part, plans for distributed generation are possible because of the development
of gas-powered microturbines and fuel cells. As distributed generation becomes more
prevalent, consumers with access to power from smaller gas-powered generators may be
able to self-generate in order (o avoid paying higher rates for electricity (including electric-
ity transmission and distribution) during peak periods.

The Staff has also filed comments with various agencies concerning affiliate codes of
conduct designed to discourage cross-subsidization and discrimination, assessment of
existing market power in retail markets, stranded cost recovery techniques that distort
entry conditions, and potentially misleading use of utility logos by unregulated affiliates,
Affiliate rules are becoming an issue in both the gas and electric industries as markets
are opened to competition. Seg, e.g., Federal Trade Commission, Comments of the Staff
of the Bureau of Economics, Before the Louisiana Public Service Commission, “Affiliate
Transactions,” Dkt. No. U-21453 (Oct. 30, 1998). The basic policy issue, in this context,
is to balance the costs and benefits of separating regulated utilities from their unregulated
affiliates. On the one hand, there are significant potential economies of vertical intcgration,
scale, and scope that could he lost if utilities were barred from conducting business with
unregulated affiliates. On the other hand, there is significant potential for abuse by utilities
in the form of discrimination against non-affiliated companies and subsidization of affiliates
at the expense of rate payers and otherwise lower-cost competitors of the affiliates. Coinci-
dent with the potential for abuse is the existing market dominance and power of many
utilities and the possibility that entry is easiest and most likely at the time when competition
is first introduced. Il dominant utilities can exploit existing market power left over from
the regulatory era to prevent entry at a crucial time, they may be able to significantly
retard the growth of new markets or achieve an entrenched position in those markets.

All of the Commission's advocacy comments are available at http://www.fic.gov/be/
advofile.htm.

® Robert Pitofsky, Chairman, Federal Trade Commission, Prepared Statement of the

Federal Trade Commission Before the Committee on the Judiciary, U.S. House of Repre-
sentatives § (June 4, 1997).
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gas mergers are primarily reviewed by the FERC and the FTC.® Relying
on its antitrust authority, over the past several years the FTC has brought
eighteen enforcement actions involving natural gas mergers, more than
in any other industries except supermarkets and pharmaceuticals. This
article attcmpts to provide a framework for the Commission’s analysis
in these cases, which is based upon the paradigm set forth in the 1992
Horizontal Merger Guidelines and, for vertical aspects, the 1984 Merger
Guidelines. The Commission’s policy provides a case study in the applica-
tion of the antitrust laws to an industry undergoing deregulation.

The article begins by discussing the impact of deregulation in the
natural gas marketplace and suggests why that has led to industry restruc-
wuring. We then describe some of the older natural gas merger enforce-
ment actions, which established the initial foundation of merger analysis
in this industry. The article then examines cases from the last few years to
highlight important recent developments in all segments of the industry,
ending with a discussion of convergence mergers.

Antitrust enforcers face a difficult task in trying to set the correct
cnforcement policy in an industry undergoing deregulation. When sup-
ply shortages’ are combined with continuing deregulation in energy
industries, the almost inevitable result will be a restructuring within and
across those industries. Strong companies will be acquirers in an attempt
to increase capacity more quickly than could be accomplished through
construction. Merger efficiencies will drive many acquisitions as firms
take advantage of both horizontal and vertical synergies denied to them
in the past by regulatory hurdles. Interfuel competition will lead to a
blurring of industry lines as natural gas companies and electricity compa-
nies become energy companies. Potential anticompetitive mergers are
also inevitable in this kind of environment, where some firms will merge
in an attempt to acquire and wield market power.

In looking at the cases, we discuss in detail several issues that stand
out in the new merger paradigm in the energy sector. Perhaps the

% Federal antitrust agencies can intervene in merger applications before the FERC, but
typically refrain because their investigations rely on confidential data that the FERC would
find difficult to keep confidential under its regulatory proceedings. See Federal Trade
Commission, Comments of the Staff of the Bureau of Economics, Before the Federal
Energy Commission, “Inquiry Concerning Commission’s Merger Policy Under the Federal
Power Act,” Dkt. Nos, RM95-8-000 and RM 94-7-001 (May 7, 1996).

7 Supply issues in all energy industries are notoriously complex. Environmental legisla-
tion and rcgulations make it difficult to construct or expand refinerics and pipelines.
OPEC nations calibrate supply decisions based on political as well as economic considera-
tions. Siting concerns make the expansion of the electricity distribution system difficult.
All of these issues and more support a consensus that energy supply nationwide will be
tight for the foreseeable future,
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most intriguing, and potentially the most important, is the issuc of
convergence mergers, or vertical integration by electric utilities. We have
not seen many of these mergers yet, but the few that have occurred hint
at the kinds of competitive problems they will pose. Potential evasion
of rate regulation is one issue that may recur frequenty. An electric
utility whose retail rates are regulated by a state entity may be able to
artificially inflate its own costs by paying higher-than-market rates to a
subsidiary natural gas company. The state regulatory entity may be ill-
equipped to ascertain the inflated payments or to effect a remedy. A
federal antitrust agency, in reviewing the merger of the utility and the
natural gas company, may be the only agency able to craft an effective
remedy that can prevent an anticompetitive transfer price. The FTC’s
remedy in the Entergy/Koch® matter was designed to prevent such an
evasion of rate regulation by increasing the transparency of internal
transfer pricing between the utility and its natural gas subsidiary.

A second important issue frequently found in convergence mergers
will be the potential to raise rivals’ costs. A utility that controls a natural
gas supplier to a competing utility can inflate its rival’s main energy
cost, thus making it less competitive. The ParifiCorp/Energy Group® and
Dominion Resources/CNG'® matters involved the potential to raise rivals’
costs, and consent orders in both matters required divestitures that
eliminated the ability to do so.

Remedies are another important issue in the natural gas merger con-
text. While the Commission has “wide discretion in its choice of a rem-
edy,” its remedies are chosen to be equitable, and not to punish.!! In
moving to arrest unlawful conduct and prevent future unlawful conduct,
the relief may be either (or all or some combination of) structural,
conduct, or monetary. The foremost goal of any successful merger rem-
edy is to restore competition to the premerger level, and remedies in
individual cases should be no broader than necessary to achieve this goal.

The preferable remedy is structural, since mergers themselves are
structural events.'” A structural remedy is often cleaner and easier to
administer than other remedies, primarily because itis a one-time event.

8 See infra notes 92-94 and accompanying text.

? See infra note 86 and accompanying text.

10 See infra note 91 and accompanying text,
HFTC v. Ruberoid Co., 343 U.S. 470, 473 (1952).

In duPont, the Supreme Court concluded that divestiture is a “natural remedy” for a
viclation of Section 7 and always should be “in the forefront of a court’s mind when a
violation . . . has been found.” United States v. E.I. duPont de Nemours & Co., 366 U.S.
316, 329, 331 (1960); see also Ford Motor Co. v. United States, 405 U.S. 562, 573 (1972)
(divestiture is “particularly appropriate” in merger cases).
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If the structural overlap of assets in a natural gas merger raises anticom-
petitive issues and is such a large part of the assets that the merger would
not be viable without them, only a preliminary injunction halting the
merger will be a sufficient remedy. If the overlap is smaller, and a
divestiture of one set of the overlapping assets will restore competition
while not destroying the merger’s efficiency justification, an agreement
between the Commission and the parties can usually be reached.

As recent cases demonstrate, however, divestiture may not always be
the most effective remedy in natural gas mergers. The horizontal and
vertical efficiencies that drive many mergers may be lost through divesti-
ture, and if potential anticompetitive effects can be avoided through
other means, divestiture may not be called for, Licensing, although not
common in natural gas cases, may be used where substantial intellectual
property rights are an important part of the competitive equation.
Requiring ongoing assistance to the buyer of divested assets is also a
frequently used tactic to ensure that the new competitor is viable. This
assistance can include contract manufacturing or supply agreements,
access to critical personnel or facilities, or a continued customer rela-
tionship. The Commission’s remedial actions in Entergy/Koch,'* DTE/
MichCon,V? and Williams/MAPCO' show the kind of innovation in reme-
dies that will become increasingly necessary as consolidation continues,
Opening bottlenecks to competing firms and making spot fuel purchases
transparent are the kinds of innovative remedies that are needed to
preserve competitive opportunities as well as acquisition efficiencies.

These issues form the cutting edge of antitrust merger analysis in
industries undergoing deregulation. By looking at the Commission’s
enforcement actions in the natural gas area, we may be able to discern
future actions not only in this industry, but also in other industries that
are or will be subject to the same deregulatory forces.

I1. DEREGULATION OF NATURAL GAS

Traditonally sectors of energy industries, such as electric power and
natural gas,!” were regulated becausc they were thought to be natural
monopolies that would operate most efficiently with only one provider

13 Se¢ FEDERAL TRADE CoMMIss1oN, BUREAU oF COMPETITION STAFF REPORT, A STUDY
of THE CoMMissSION's DIVESTITURE Process (1999).

14 See infra notes 92-94 and accompanying text.
15 See infra note 95 and accompanying text.
16 See infra note 74 and accompanying text.

" The discovery and gathering of natural gas has not been heavily regulated. Most of
the regulation has focused on the transportation and the local distribution of gas.
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in each local area.”® Recent economic thinking, inspired in part by
changes in technology, has reclassified certain industries (or parts of
industries) long thought to be natural monopolies as candidates for
deregulation, the energy industries among them.! Electric power is the
latest candidate to feel the sweep of this historic change. A number of
states, with an assist from the FERC, the successor to the Federal Power
Commission (FPC), have already opened their wholesale and retail elec-
tricity markets to new competitors, and other states are watching the
outcomes and considering their own deregulation.? Legislation has been
introduced in Congress to mandate competition in all states.* But man-
dating competition does not mean that effective competition will be
available to all consumers. A key facet of deregulation in any industry
is the application of antitrust principles while the process unfolds to
ensure that the potential benefits of competition are forthcoming.

Removing entry and capital expenditure controls from an industry
subject to a long period of regulation typically results in consolidation
as firms search for new market arrangements.” Once regulators lose or
relax the power to control prices, or the terms of entry and consolidation,
long-dampened market forces are likely to lead to a period of significant
industry restructuring. The resulting consolidations may be economically
efficient, but they also can result in the acquisition of market power.?
It is particularly important to establish effective merger enforcement in
this critical time period. If the withdrawal of regulatory authority is
followed by the accumulation of undesirable market power, deregulation
will not fulfill its promise. Thus, as Congress considers the regulatory
reform of the electric power and other industries, there are important

18 See ERNEST GELLHORN & RICHARD ]. PIERCE, JR., REGULATED INDUSTRIES 46 (2d ed.
1987); WiLL1aM ]. SHARKEY, Tre THEORY OF NATURAL MoNorPoLy (1982).

1 For a discussion of the general trend toward deregulation in a number of formerly
highly regulated industries, see Joseph D. Kearney & Thomas W. Merrill, The Great Transfor-
mation of Regulated Industries Law, 98 CoLum. L. REv. 1323 (1948).

* As of February 2001, 23 states had enacted electric power restructuring legislation. See
Status of State Electric Industry Restructuring Activity, Energy Information Administration,
available at hup://www.cia.doe.gov.

2 See e.g., 107th Cong., S. 1047 (Shelby bill) (creates task force comprised of the FTC,
DOJ. and FERC to study competition in deregulated markets); H.R. 1045 (Wilson bill)
(requires rapid deployment of distributed generation resources); 8. 472 (Domenici bill)
(eliminates Nuclear Regulatory Commission’s antitrust merger review).

# Restructurings of all kinds are likely to increase, including vertical unbundling followed
by geographic consolidations of individual stages of production.

% Merger enforcement is designed to prevent the acquisition of market power that may
be used to increase prices, reduce output, or retard innovation. Antitrust enforcement is
less effective in addressing existing market power accumulated while an industry was
heavily regulated. The issue of existing market power can be at least ameliorated, however,
by merger enforcement that prevents further aggregation of market power and leaves
open the possibility of increased competition.
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lessons to be learned from the application of the antitrust laws to the
natural gas industry* and efforts to address the post-deregulation trend
toward consolidation.®

Natural gas was one of the first industries, along with airlines, where
Congress lifted years of tight regulatory control.® In 1978, Congress
passed the Natural Gas Policy Act (NGPA), designed to provide incentives
to increase the supply of natural gas to reduce shortages that had occur-
red in the 1970s.?” The NGPA provided for gradual deregulation of
wellhead prices for certain categories of natural gas, based “in significant
part on the belief that direct federal price control exacerbated supply
and demand problems by preventing the market from making long-term
adjustments.”®In 1989, Congress eliminated all remaining price controls
on wellhead sales of natural gas through the Natural Gas Wellhead
Decontrol Act,? calling price controls “an outdated, inaccurate relic
from a period of stringent economic regulation.”*

# See Michael Q. Wise, Overview: Deregulation and Antitrust in the Electric Power Industry,
64 ANTrTrUsT L. 267, 270 (1966) (“FERC is relying explicitly on its natural gas experience
in setting its deregulation agenda for electric power.”).

* See Richard J. Pierce, Jr., The Stuie of the Transition to Competilive Markets in Natural Gas
and Electricity, 15 EnercyY L J. 323, 328-29 (1994):

There are many parallels between the nearly complete transition in the gas
industry and the transition that is in its early stages in the electricity industry, In
both cases, economics of scale and natural barriers to entry in the production
process are sufficiently low that the sales market can become structurally competi-
tive in most areas. Furthermore, the major impediment to creation of a competi-
tive sales market is the existence of large sunk cost.

Of course, the parallels are not perfect. There are certain technological differences
between natural gas and electricity that make comparisons difficult. For instance, electricity
cannot be stored in large quantities so that, unlike gas, current production does not face
competition from past production. Also, electric power transmission faces a “loop flow”
problem, in that the electrons follow the path of least resistance, rather than where the
producer wants them to go. Natural gas transmission does not have that problem,

* In 1938, the regulation of natural gas, until then a state malter, was assigned by the
Natural Gas Act (NGA), 15 U.8.C. 8§ 717 &t seq., to the FPC, The NGA gave the Commission
the authority to establish rates for the interstate transmission of gas and to regulate asset
acquisitions and changes in facilities and service. Interestingly, the regulation of natural
gas was the direct result of an FTC study of the industry, which found that interstate
pipelines were exercising monopoly power and concluded that the federal government
should regulate them. See Report of the FTC to the U.S. Senate, S. Doc. No. 92, 70th
Cong., Ist Sess. (1936). For a discussion of the report, the changing nature of the industry,
and the economic thinking on market power that presaged deregulation, see Richard J.
Pierce, Reconsidering the Roles of Regulation and Competition in the Natural Gas Industry, 97
Harv. L. Rev. 345 (1983). See also PAuL W. MacAvoy, THE NATURAL GAS MARKET:
S1xTY YEARS OF REGULATION AND DEREGULATION xiv (2000) (arguing that no part of the
regulation of the natural gas industry has “‘worked,” in that there were no gains to
consumers, nor were there gains to producers or pipelines”).

715 U.8.C. §§ 3301-32.

% Transcontinental Gas Pipe Line Corp. v. State Oil & Gas Bd., 474 U.S. 409, 424 (1986).

#15 U.8.C. § 3301.

*H. Rep. No. 101-29 at 2, reprinted in 1989 U.S.C.C.AN. 51, 52.
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The policies embodied in the statutes have been carried forward by
FERC in its rulemaking. After a number of orders that eased certain
regulatory provisions in the industry,’! FERC issued Order 636 in 1992.%2
This Order required natural gas pipelines to unbundle their services
into separate components and to become open access carriers. Before
Order 636, a pipeline acted as a merchant of gas, buying gas at the
wellhead, gathering and storing it, transporting it through the pipeline,
and charging customers a single price for the integrated service. Order
636 requires pipelines to separate out the charges for each service and
gives customers the option to deal with different suppliers for each
service. In effect, the Order converted the pipelines from sellers of gas
to sellers of transportation services. The Order also enabled shippers
to sell unneeded pipeline capacity, which could become a competitive
alternative for transportation services for some customers. The Order
also eased the regulatory requirements for building new pipelines.

As a consequence of the deregulation of the natural gas industry,
along with the beginnings of the deregulation in electricity, a restructur-
ing process has taken place®® With entry restrictions eased and
unbundling mandated, companies that formerly considered themselves
gas or electric companies now market themselves as energy companies.
They offer information and planning assistance designed to address
energy problems faced primarily by larger customers but, in some
instances, by consumers, as well. In many cases, utilities and other compa-
nies that do not already participate in both the electric and gas fields
have sought to do so in order to improve their ability to respond to this
new demand for “energy solutions” by enhancing their ability to offer a
complete package to their customers. Recent years have seen a number
of mergers between electric marketers or utilities and gas pipelines or
distribution companies.*

This restructuring has been accompanied by a surge in merger activity.
Most mergers are procompetitive or competitively neutral. Much merger
activity after deregulation begins as an inevitable consequence of

3 For a list of FERC orders issued between 1979 and 1985 that attempted to open up
competition in the natural gas industry, sce ABA SECTION oF ANTITRUST LAW, ANTITRUST
Law DeveLorPMENTS 1194 n.444 (4th ed. 1997).

32 Pipeline Service Obligations and Revisions to Regulations Governing Self-Implement-
ing Transportation; and Regulation of Natural Gas Pipelines After Partial Welthead Decon-
trol, 37 Fed. Reg, 15,267 (Apr. 16, 1992); order on rehearing, Order No, 636-B, 57 Fed. Reg.
57,911 (Dec. 8, 1992).

3 See, e.g., George R. Hall & Regina R. Johnson, Lessons from Georgia: The Benefits of Retail
Gas Choice, 138 Pus. UTtiL. ForT., May 15, 2000, at 32.

% Ken Silverstein, The Big Boys in Gas, 3 Uti. Bus. 34 (Jan. 2000) (as a result of customer
demand for a variety of energy services from one utility, “you are seeing a consolidation
of companies involved in different sectors of the energy industry”).
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dammed-up forces released to seek the most efficient production and
distribution outcomes. In some cases, firms have created new alliances,
forming entities with the potential for greater economies of scale and
scope. The FTC and the Department of Justice have responded with a
merger policy designed to allow competitive forces to restructure natural
gas markets in a manner that maximizes competition and consumer
welfare while protecting against anticompetitive mergers. An examina-
tion of the enforcement actions that have flowed from that policy can
provide useful lessons for the electric power industry and other industries
that face similar changes in entry and capital flow regulations.

ITII. EARLY ENFORCEMENT ACTIONS

Although deregulation has heightened the pace of natural gas restruc-
turing, mergers in the industry are not new. Two early cases in the natural
gas industry highlight the jurisdiction of the antitrust agencies over
mergers in this industry, as well as several important aspects of antitrust
merger law that presage the analytic model currently used by the federal
enforcement agencies.

A. CALIFORNIA V. FEDERAL POWER COMMISSION

Before the Supreme Court addressed the issue, it was not entirely clear
whether the antitrust agencies had jurisdiction over natural gas mergers.
FERC retains the authority to approve or disapprove of mergers in the
natural gas industry. The agency controls all forms of entry into the
interstate transportation of natural gas by authority of a requirement of
section 7(c) of the NGA,% which prohibits the acquisition of such assets
without first obtaining a “certificate of public convenience and necessity”
from that agency.* FERC is thus required to rule on any merger in which
interstate pipeline assets change hands. FERC does not have antitrust
jurisdiction over mergers, but the “public interest” standard it must
satisfy before granting a certificate includes consideration of competitive
conditions in the relevant market(s).

The jurisdictional issue came before the Court in California v. Federal
Power Commission,”” where the Supreme Court held that the federal courts
retain antitrust jurisdiction over natural gas mergers. In this case, the
FPC granted a certificate for the asset acquisition of one natural gas
company by another, despite the fact that a Clayton Act suit filed by the

%15 US.C. § 717(c).

3 FERC has no regulatory authority over the acquisition of voting securities.

7369 U.S. 482 (1962).
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U.S. Department of Justice was pending in a federal district court. The
Supreme Court held that the FPC’s hearing on the certificate should be
stayed pending the resolution of the antitrust matter in the courts, noting
that “where the primary jurisdiction is in the agency, courts withhold
action until the agency has acted. . .. The converse should also be true,
lest the antitrust policy whose enforcement Congress in this situation
has entrusted to the courts is in practical effect taken over by the Federal
Power Commission.”

Thus, FERC approval of a merger in the natural gas industry does not
prevent the antitrust agencies from bringing a merger case. Separate
antitrust review of natural gas mergers assures that competitive issues
will be addressed in an industry that is still partially regulated. While
regulation may alleviate certain economic problems, it may also create
certain competitive concerns.* Reliance on regulation or a “public inter-
est” standard of merger review can lead to inefficiencies and distortions
of economic incentives.?

B, UNITED STATES v. EL Paso NaTURrAL Gas Co.

Once the jurisdiction issue was settled, the Supreme Court then set
out the analytical merger model that continues to be followed in the
natural gas industry. In United States v. El Paso Natural Gas Co.,*' the
Supreme Court reversed a district court decision allowing the acquisition
of Pacific Northwest Pipeline by El Paso Natural Gas. El Paso was the
sole out-ofsstate supplier of natural gas to the State of California, and
it supplied more than 50 percent of all gas consumed in the state. At
the time of the acquisition, Pacific Northwest, one of only two major
interstate pipelines serving the trans-Rocky Mountain states, did not sell
gas in California. However, Pacific Northwest had made several prior
attempts to enter the fast-growing California market, and remained a
potential entrant. The Court found that “Pacific Northwest, though it

38 Jd. at 490 (citation omitted). This ruling also applies to FERC, which assumed the
duties of the FPC.

% Se¢ Terry Calvani, FTC Commissioner, The Federal Trade Commission’s Agenda in
the Energy Industry, Remarks Before the Seminar on Current Competitive Issues in Natural
Gas Marketing (June 2, 1987).

1 See Harvey Averch & Leland L. Johnson, Behavior of the Firm Under Regulatory Constraint,
62 AM. Econ. Rev. 1052 (1962); William ]. Baumol & Alvin K. Klevorick, Input Choices and
Rate-of-Retwm Regulation: An Overview of the Discussion, 1 BELL J. Econ. MomT. Sci. 162
(1970); Robert M. Spann, Rate of Return Regulation and Efficiency in Production: An Empirical
Test of the Averch-Johnson Thesis, 5 BELL ]. ECON. MGMT. Sc1. 38 (1974); John W. Kendrick,
Efficiency Incentives and Cost Factors in Public Utility Automatic Revenue Adjustment Clauses, 6
BeLL J. Ecow. 299 (1975); David P. Baron & Robert A. Taggart, Jr., A Model of Regulation
Under Uncertainty and a Test of Regulatory Bias, BeLL J. Econ. 151 (1977).

#1376 U.S. 651 (1964).
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had no pipeline into California, is shown by this record to have been a
substantal factor in the California market.”* The acquired firm also
“had a powerful influence on El Paso’s business attitudes within the
State.”* The Court concluded that the acquisition would harm competi-
tion and ordered the district court to institute immediate divestiture.

Several aspects of this decision are instructive for the application of
antitrust law to later natural gas merger cases. Defining the relevant
markets is a key issue in any merger case. Though the Court in El Paso
did not explicitly set forth its reasoning, it found that the relevant product
market was natural gas.* Later cases have followed this lead and found
natural gas markets in regions served, or potentially served, by the acquir-
ing and acquired companies. Since El Paso, courts have consistently held
that, although other products, such as coal or heating oil, can also be
burned to provide heat, these products are not sufficiently substitutable
to belong in the same relevant product market as natural gas. Availability
of supply, difficulty of use, incompatibility with handling and burning
machinery, and other factors prevent full substitutability of fuels and
would give a natural gas monopolist the ability profitably to raise prices
without fear of losing sufficient buyers to make the price increase
unprofitable,

El Paso also set the standard of narrow geographic markets (in this
case the State of California), which are limited in natural gas cases by the
ability to supply certain customers.* That ability depends on a number
of factors, including obtaining certificates of public convenience and
necessity, having or building a pipeline into the region, and obtaining
a sufficient supply of gas to enable the company to write long-term
supply contracts.*

Entry barriers are a crucial variable in any natural gas merger case.
The El Paso decision turned on the potential entry of a new competitor
into the relevant market. Enuy was difficult because of the need to
gain a certificate to serve the market, as well as the necessity of getting
customers in a market characterized by long-term supply contracts. The
cost of building a new pipeline, along with the lengthy construction
period, also contribute to high entry barriers in natural gas cases.

1d, at 658.

¥ Id. at 659.

“ Id. at 657 (“There can be no doubt that the production, transportation, and sale of
natural gas is a 'line of commerce’ within the meaning of § 7.7).

4 14, (“There can also be no doubt that California is a ‘section of the country’ as that
phrase is used in § 7.7).

4 Buyers of natural gas demand long-term contracts due to heavy sunk costs of investment
and the fact that the supply of electricity must be uninterruptible.
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The issue of potential competition is always an important factor in
natural gas cases. In El Paso, the acquired company did not serve the
relevant market. Yet the Court found that it had attempted to enter
earlier, that it was a likely future entrant, and that its presence on the
edge of the market had a current economic effect. In its earlier enury
attempt, Pacific Northwest had signed a tentative contract to supply
natural gas to Southern California Edison, the largest industrial gas user
in southern California. In an attempt to keep this large customer, El
Paso renegotiated its contract to give Edison a non-interruptible supply
and reduced its price from 40 cents to 30 cents per Mcf (million cubic
feet). In fact, the impact of Pacific Northwest on potential competition
in California was so large that the Court called “irrelevant” the “findings
that Pacific Northwest, as an independent entity, could not have obtained
a contract from the California distributors, could not have received the
gas supplies or financing for a pipeline project to California, or could
not have put together a project acceptable to the regulatory agencies.”*
While it is not clear that such facts are ever irrelevant, the Court in El
Paso seemed to be saying that the case could be decided on potential
competition grounds alone.

Potential competition has particular relevance in cases like those
involving natural gas, where current competitors are few in number due
to past regulatory constraints and complex supply conditions. Current
competitors are acutely aware of all potential competitors, particularly
in industries undergoing deregulation. In the natural gas industry, the
role of potential competitors has become more significant as regulatory
constraints have been loosened and consumers, such as large industrial
users, have become more aggressive in searching for alternative supply
sources. As described below, some recent enforcement actions have
resulted from attempts by incumbents to acquire potential entrants in
order to prevent new competition.

C. OTHER EARLY ENFORCEMENT ACTIONS

The Supreme Court holdings in the El Paso and California v. Federal
Power Commission*® cases cleared the way for merger review in the natural
gas industry by the federal antitrust agencies.” The “first generation” of
antitrust natural gas merger cases was brought in the 1980s, and firmly

7 1d. at 65758,
98 See supra note 37 and accompanying text.

49 See 16 U.S.C. § 824k(e)(2) (the Energy Policy Act “shall not be construed to modify,
impair, or supersede the antitrust laws”).
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established the analytcal framework that is still in use today and is
encapsulated in the Horizontal Merger Guidelines.®

1. ImterNorth

The potential horizontal anticompetitive effects of substantial overlap-
ping assets were highlighted in the proposed acquisition of Houston
Natural Gas Corporation (HNG) by InterNorth, a case brought by the
FTCin 1985.5 HNG operated a number of pipelines transporting natural
gas out of the producing fields of the Permian Basin in west Texas and
the Anadarko Basin in the Texas and Oklahoma Panhandle. The gas
was shipped to the consuming area of the Texas Gulf Coast. InterNorth
also operated pipelines out of the same basins and, in addition, was a
competitor of HNG in the natural gas consuming areas of the Texas
Gulf Coast through Nor-Val, its joint venture with Valero Company. The
Commission alleged that the acquisition would increase the likelihood
of collusion in each of these geographic markets. The case was settled
by requiring the divestiture of sufficient overlapping assets to restore
premerger competition.

2. Occidenial/MidCon

Vertical mergers involve firms that are not direct competitors but are
aligned in a distribution relationship. In 1986, the Commission consid-
ered a merger in which a gas supplier acquired a distribution system.?
Occidental Petroleum, a producer of natural gas, acquired MidCon,
which owned an extensive natural gas transmission system that trans-
ported gas from the natural gas producing areas of the country to various
consuming areas. One pipeline subsidiary of MidCon, Mississippi River
Transmission Corporation (MRT), was the sole supplier to the local gas
distribution company for the city of St. Louis. Neither state nor federal
law required MRT to transport gas for others, and there were no alterna-
tive transportation facilities for natural gas into the St. Louis area.

The Commission’s complaint alleged that, as a consequence of these
factors, the acquisition could lead to the potential for the evasion of
rate regulation.® All of the factors necessary for this anticompetitive
potential to be realized were present. First, Occidental would be able to

% U.S. Department of Justice and Federal Trade Commission, Horizontal Merger Guide-
lines (1992), reprinted in 4 Trade Reg. Rep. (CCH) 413,104

5t InterNorth, Inc., FTC Dkt. No. C-3168 (Oct. 29, 1985) (consent order).

2 Occidental Petroleurn Corp., 109 F.T.C. 167, FTC Dkt. No. C-8191 (June 25, 1986)
(consent order).

% The basis for the evasion of rate regulation theory is described infra at notes 81-83
and accompanying text.
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internally transfer large quantities of deregulated natural gas to MidCon
pipelines. Second, although MidCon's interstate pipeline subsidiaries
were subject to FERC rate-ofreturn regulation, Occidental was likely to
be able to inflate the price of the gas it sold to its own pipelines in a
manner that escaped regulatory strictures. Third, MidCon would be able
to pass along inflated prices to customers in any market where MidCon
pipelines had market power. Fourth, MidCon was likely to have market
power in the St. Louis area because its pipelines are the sole suppliers
of the area. The order required divestiture within twelve months. The
pipeline divestiture to Arkla, Inc., approved by the Commission on June
27, 1986, cured the potential for evasion of rate regulation,

3. MidCon/United Energy

In a separate case involving MidCon, the Commission filed a complaint
against MidCon'’s acquisition of United Energy Resources.* United
owned an extensive gas transmission system serving the populous and
highly industrialized corridor between Baton Rouge and New Orleans.
MidCon owned 50 percent of a series of partnerships, including Acadian
Gas Pipeline System, that also transported natural gas to users in the
Baton Rouge-New Orleans corridor. One part of the complaint alleged
anticompetitive effects in the transportation and sale of natural gas in
the Baton Rouge-New Orleans corridor, including elimination of actual
competition between MidCon and United in that market, increased
concentration in the market, and an increased likelihood of collusion.
These effects were alleviated by requiring MidCon to sell its ownership
stake in the Acadian systemn to a Commission-approved buyer.

The more interesting MidCon issues arose from Count One of the
complaint, one of the few Commission-litigated natural gas cases.®® The
assets at issue included United’s ownership interest in three of four
offshore pipelines that transport gas from deepwater wells in certain
areas of the Outer Continental Shelf to shore. MidCon acquired United’s
one-fifth percent interest in the HIOS Pipeline, its one-third interest in
the UTOS Pipeline, and its one-half percent interest in the Sea Robin
Pipeline. When added to MidCon'’s 50 percent interest in the Stingray
pipeline, the only other pipeline serving the areas in question, this
acquisition would, according to complaint counsel, give MidCon the
ability to unilaterally exercise market power by raising transportation
rates to the offshore producers.

# MidCon Corp., FTC Dkt. No. 9198 (Mar. 12, 1986) (consent order).

% MidCon Corp., FTC Dkt. No. 9198, 112 F.T.C, 93 (July 18, 1989) (complaint dis-
missed). Count Two of the complaint settled by consent order, while Count One proceeded
to administrative litigation.
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Respondents agreed with complaint counsel that the transportation
of natural gas from producing fields to shore was a relevant product
market. The critical issue turned out to be geographic market definition.
Complaint counsel alleged that the relevant geographic market consisted
of four areas of the Gulf of Mexico (described in Paragraph 20 of the
complaint), defined by leasing blocks. In these areas, the four pipelines
competed for transporting gas to shore. However, the Commission found
that “no evidence about price sensitivity between the Paragraph 20 region
and other areas was offered,”® and that “it is not entirely clear that
pipelines outside the Paragraph 20 area are too far away to provide
transportation alternatives for producing blocks in the area.”® Thus,
complaint counsel was unable to show any anticompetitive effects in this
geographic market, and the complaint was dismissed.

4. Arkla/TransArk

In 1989, Arkla entered into a consent order with the Commission
resolving concerns over the acquisition of the TransArk Transmission
Company, a joint venture of Lear Petroleum and Esco Exploration Com-
pany. Both firms had pipelines running from the Arkansas/QOklahoma
Basin to the consuming area of the Conway-Morrilton-Russellville corri-
dor in Arkansas. The Commission alleged that competition would be
lessened in both markets by the horizontal overlaps.® Under the consent
order settling the case, Arkla had to divest either the TransArk pipe-
line or an undivided interest in the Arkla system to a Commission-
approved buyer.

However, six years later, the Commission modified the divestiture
requirement after Arkla argued that increased entry and capacity expan-
sion, along with FERC Order 636, had changed conditions such that the
acquisition would not have an anticompetitive effect. In particular, Arkla
argued that Order 636 had created a secondary market for purchases
of pipeline capacity, and purchasers of “firm capacity” were effective
competitors of the pipeline since they could sell that capacity to others.
The Commission agreed and eliminated the divestiture requirement.

These early cases laid an analytical foundation for the analysis of
natural gas mergers in the 1990s. They established the outlines of the
relevant markets and showed the potential anticompetitive effects of
both horizontal and vertical acquisitions.

% Jd. at 166.

57 1d. at 167.

% Arkla, Inc., FTC Dkt. No. C-3265 (June 8, 1989) (consent order).

% Arkla, Inc., FTC Dkt. No. C-3265 (Apr. 3, 1995) (consent order modification).
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IV. RECENT ENFORCEMENT ACTIONS AND REMEDIES
A. HorizonNTAL MERGERS

The Commission has taken enforcement action in a number of hori-
zontal natural gas mergers in recent years. Anticompetitive effects are
most likely to arise in the pipeline sector, where competitors tend to be
few and barriers to entry are substantial. However, Commission cases
recognize that market power can be wielded at any point in the distribu-
tion system. We review these cases grouped by the sector where competi-
tive harm was identified: reserves, gathering, processing, pipelines, local
distribution, and ultimately distribution to the final consumer.

Horizontal natural gas cases are unique among merger cases in that,
at least since EI Paso, the relevant product and geographic markets are
rarely disputed. The cases tend to turn on the probability of anticompeti-
tive effects, either through unilateral or concerted action. The HHIs in
these cases tend to be quite high, often to the point where post-merger
unilateral effects can be presumed. Barriers to entry are also high, due
to the nced to obtain certificates, the fact that most customers already
have long-term contracts, and the long lead time necessary to construct
new pipelines. Most remedies involve divestiture, although increasingly,
the Commission has turned to conduct relief in order to solve contrac-
tual problems that otherwise might prevent the full restoration of
competition.

1. Reserves

As a general matter, ownership of natural gas reserves (as well as
other carbon reserves, such as oil, shale, and tar sands) is relatvely
unconcentrated. Gas can be transported economically over long dis-
tances, and there are a significant number of producers. Partly for this
reason, in 1996 the Commission changed the Hart-Scott-Rodino pre-
merger filing rules to create an exception to the notification require-
ments for acquisitions of natural gas and other reserves that fall below
a given size.50

%16 C.F.R. § 802.3. Under the new regulation, no filing is required for acquisitions of
carbon-based mineral reserves, including natural gas reserves, that do not exceed $500
million. The Commission “concluded that acquisitions of oil and gas reserves valued at
$500 million or less are unlikely to violate the antitrust laws.” 61 Fed. Reg. 13,678 (1996).
The exemption includes associated exploration and production assets, such as equipment,
machinery, fixtures, and other asscts that are integral and exclusive to current or future
exploration or production activities. Importantly, however, the exemption includes gather-
ing facilities only to the extent they are dedicated to the particular reserves being purchased.
Non-dedicated gathering facilities are not included in the exemption because “acquisitions
of these assets in certain local markets have, from time to time, raiscd competitive con-
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a. BP Amoco/ARCO

One recent case where the Commission challenged an acquisition
related to reserves was the merger of BP Amoco and ARCO.# Although
the primary focus of the merger was the production of crude oil on the
Alaska North Slope, the FTC raised significant concerns over the reserves
of natural gas. The Alaska North Slope gas fields are some of the largest
in the world, with potentially over 35 trillion cubic feet of reserves. Over
$1 billion has been spent to commercialize these reserves. BP, ARCO,
and Exxon/Mobil were the only three firms attempting to commercialize
these fields, and BP and ARCO were the two largest firms. The Commis-
sion required the divestiture of all of ARCO’s natural gas business in
Alaska to Phillips Petroleum to assure that there would continue to be
three firms competing to commercialize these reserves.

2. Gathering

Gas-gathering services are sold to natural gas producers, and are the
first step in the process of moving the product out of the field to the
ultimate consumer. Gathering consists of a system of small-diameter
pipes that collect and combine gas from individual wells for transmission
to a facility for further treating, processing, or fractionation, or to a
larger transmission pipeline. This market segment may include facilides
for removal of impurites (such as excess water and sulfur) and for
compression. Gathering services are unique—there is no substitute for
a pipeline system for gathering. The geographic market will always be
limited by the need for gathering systems that are physically proximate
to the wellhead. Even a large increase in gathering fees will not greatly
expand the geographic area in which a producer can economically obtain
gathering services.

The main antitrust concern in mergers among gatherers is the poten-
tial cxercise of monopsony power. If a merger would allow one or
a small number of gathering firms to exercise market power, whole
production fields could face higher prices in moving the gas off the
drilling sites. The level of competition in gathering affects the prices
that producers receive for the gas, and a lack of gathering competition
also can have a negative effect on exploratory and developmental drilling
for new natural gas. Protecting competition in gathering is important
because without it the ultimate price to the consumer will not be the
competitive price. This type of case has become even more important

cerns.” Id. at 13,6 78-79. Of course, the fact that these acquisitions are nonreportable does
not mean that they are immune from antitrust challenge.

8 BP Amoco ple, FTC Dki. No. C-3938 (Apr. 18, 2000) (consent order).
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with the emergence of competition in wellhead pricing because the
benefits of that competition can be defeated if producers have no com-
petitive method of transporting their gas from the wellhead.

The Commission has had a number of cases over the last several years
involving acquisitions of gas-gathering assets. Recent cases have focused
on consolidations where gathering alternatives were few and entry was
unlikely. Typically, the market in these cases is defined by the need for
proximity of gathering systems to the wellhead. The greater the distance
from the wellhead, the greater the cost of gathering the gas for transport-
ing. Concentration varies from market to market, but sometimes is very
high, with only a few choices for producers and limited potential for
entry. While new entry could be rapid, the likelihood of such entry is
affected by considerations of sunk costs and expected profitability, given
the flow volumes of producing wells in the area. In some cases, where
the potential size of the market is substantial, there may be a greater
potential for entry. A market-by-market analysis is required.

The least troublesome markets from a competitive standpoint are
likely to be those in which producers have some sort of protection from
price increases, typically because there are several competing companies
offering gathering services in the area. A market may also be character-
ized by easy expansion if the size of the reserves in the area is large,
meaning that competing gatherers could profitably expand if a dominant
incumbent attempted to increase prices.

a. Shell Oil Co./The Coastal Corp.

In 1998, the Commission challenged the acquisition by a subsidiary
of Shell of gas-gathering assets owned by subsidiaries of Coastal Corpora-
tion, including gathering assets in western Oklahoma, the Oklahoma
and Texas Panhandles, and southwestern Kansas, as well as a natural gas
processing plant in Oklahoma.$ Through its subsidiary, Shell was the
largest gatherer and processor of gas in the six areas of concern, and
Coastal was also a substantial competitor. In those areas, gas producers
could only turn to Shell and Coastal or, at most, one other gas gatherer,
for gas-gathering services. It was unlikely that new entry could replace
the competition lost through the acquisition, and the result likely would
be increased prices paid by producers for gathering services. The case
was settled by requiring Shell to divest 171 miles of pipeline and related
assets in the six areas. This divestiture restored all premerger gather-
ing competition.

& Shell Oil Co., FTC Dkt. No. G-3843 (Oct. 1, 1998) (consent order). The assets were
divested to NorAm Field Services Corp. in February 1999,
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b. Phillips Petroleum/ANR and Phillips Petroleum/Enron

The Commission also challenged two acquisitions of gathering assets
by Phillips Petroleum in 1995 and 1997. The most recentinvolved gather-
ing systems owned by ANR Pipeline Company and located in Oklahoma %
Phillips, through a subsidiary, planned to acquire ANR'’s gathering assets
in the Anadarko Basin in northwest Oklahoma. The Commission found
that competition would be harmed in five Oklahoma counties where
Phillips and ANR were the only, or two of very few, companies that
provided gas-gathering services in each of the areas. The Commission
required Phillips to divest approximately 160 miles of natural gas pipeline
in a transaction that would permit the buyer to operate the assets in its
current business.

The earlier Phillips transaction reviewed by the Commission involved
gathering systems owned by Enron Corporation in three counties in the
Texas Panhandle and in the immediately adjoining area in Beaver
County, Oklahoma.* As in the later case, Phillips and Enron were the
only, or two of averyfew, choices available to certain gas and oil producers
in the Panhandle area. To settle the case, the Commission prohibited
Phillips from acquiring 830 miles of pipe and related assets.

¢. Duke Energy/Phillips Petroleum

In 2000, Duke Energy and Phillips Petroleum proposed to merge their
respective natural gas gathering and processing businesses into a new
company called Duke Energy Field Services. In addition, Duke proposed
to acquire the gas gathering and processing assets in central Oklahoma
owned by Conoco and Mitchell Energy & Development. The total value
of the transactions was more than $6 billion.

The Commission determined that the merger would have serious
anticompetitive consequences in several counties in Kansas, Oklahoma,
and Texas.% In seven relevant geographic markets, gas producers were
limited in their choice of gas-gathering services and were only able to
turn to Phillips or Duke or relatively few other gatherers. The post-
merger HHIs were typically over 5,000, although in one market the HHI
was approximately 2,200. It was unlikely that new entry would remedy
the anticompetitive effects of the merger.

% Phillips Petroleum Co. (ANR), FTC Dkt, No. C-3728 (Dec. 15, 1997) (consent order).
The assets were divested to KN Gas Gathering, Inc., a subsidiary of KN Energy, Inc., in
September 1997.

% Phillips Petroleum Co. (Enron), FTC Dkt. No. G-3634, 120 F.T.C. 1129 (Dec. 28,
1995) (consent order).

% Duke Energy Corp., FTC Dkt. No. C-3932 (May 5, 2000) {(consent order). The assets
were divested to Oneok Gas Processing, LLC in August 2000,
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Under the terms of the order settling the case, Duke divested 2,787
miles of its pipeline systems in these markets. Most of the assets, 2,250
miles of pipeline, were part of a pipeline owned by a joint venture in
which Duke was a part owner. Duke divested its interest to its joint
venture partners. The remaining 530 miles of pipeline were required to
be divested to a Commission-approved buyer.

3. Processing

In gas processing, fractionation plants separate “raw mix” natural gas
into higher-value “purity products,” such as ethene, propane, normal-
butane, iso-butane, and natural gas, which are used in the manufacture
of petrochemicals and gasoline and as fuel sold to customers. Raw mix
is what remains after methane is separated from crude natural gas for
use as a separate product. After the purity products are removed from the
raw mix through fractionation, the remaining natural gas is transported
through pipelines to distribution companies. In general, natural gas
producers, which sell purity products as part of their overall natural gas
business, are either vertically integrated into fractionation or purchase
fractionation on an as-needed basis from independent firms.

Fractionation is an essential step in the production process, and one
for which there is no substitute. The geographic market for fractionation
depends on such factors as the relative proximity of fractionation plants
to customer groups, availability and suitability of storage capacity and
pipeline infrastructure (both from wellhead to fractionation plant and
from fractionation plant to customers), and relative proximity of fraction-
ation plants to customers of purity products. Markets tend to be highly
concentrated due to significant economies of scale. Entry is difficult
because of large sunk costs, significant scale economies, environmental
difficulties, and the need for a custom-designed and custom-built plant.

a. NGC/Chevron

The Commission has been attentive to the preservation of competition
in the processing of natural gas products, as shown by the review of a
transaction between NGC Corporation and Chevron.% In 1996, NGC
sought to purchase assets from a subsidiary of Chevron, including a
fractionation plant in Mont Belvieu, Texas. Mont Belvieu was an impor-
tant hub for the fractionation of raw-mix natural gas liquids and the
subsequent sale of fractionated specification products. Producers of raw-
mix natural gas liquids throughout much of Texas, New Mexico, western
Wyoming, and western Colorado had no good alternative to Mont

% NGC Corp., FTC Dkt. No. C-3697 (Dec. 31, 1996) (consent order). NGC divested its
Mont Belvieu assets to Koch Hydrocarbon Co. on December 31, 1996,
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Belvicu. The Mont Belvieu market was highly concentrated, and new
entry was unlikely.

NGC and Chevron were direct competitors in the fractionation of
natural gas liquids in Mont Belvieu. The transaction would have elimi-
nated this direct competition and increased the likelihood both that
NGC would unilaterally exercise its market power and that NGC would
collude with other market participants. Prior to the transaction, NGC
had ownership interests in two facilities: Mont Belvieu I and Gulf Coast
Fractionators, By acquiring Chevron’s Warren facility, NGC would have
reduced from three to two the number of independent processors in
Mont Belvieu. The case was settled by an order requiring NGC to divest
its interest in Mont Belvieu I within six months. With respect to the Gulf
Coast facility, NGC was required to give up its management role and
to refrain from participating in future decisions on pricing or capital
expansion. The consent agreement likely increased the amount of com-
petition in the marketbecause itincreased from three to four the number
of plant operators in the market.

4. Transportation (Pipelines)

Competition in the transportation of natural gas products remains an
area of significant concern. There are no economical substitutes for
pipeline transmission of natural gas. In certain geographic areas, concen-
tration may be relatively high. Economies of scale may dictate that a
market can most efficiently be served by a relatively few large capacity
pipelines. Entry may be difficult due to large sunk investments, the need
for regulatory approvals, scale economies, and a long construction
period.

Pipeline cases account for the bulk of the Commission’s work in the
natural gas area. There appear to be substantial economies of scale in
operating large pipeline networks, and deregulation in the natural gas
industry, particularly under Order 636, has enabled pipeline companies
to pursue those efficiencies. With entry difficult and time-consuming,
the quickest and cheapest way of capturing those efficiencies is often
through merger. The challenge to the Commission is to differentiate
efficiency-enhancing mergers from those that pose significant anticom-
petitive risk.

Often a merger will combine potential efficiencies and anticompetitive
effects. When this happens, crafting a remedy that will preserve the
former while ameliorating the latter can be difficult. Thus, the Commis-
sion has begun to use more conduct remedies in pipeline cases in an
effort to allow the merging firms to become more efficient while still
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protecting consumers from higher prices. The remedies in a number of
recent pipeline cases, including Williams/MAPCO,% El Paso/Coastal,® and
El Paso/PGEE® contained significant conduct constraints on the post-
merger firms, while still allowing efficiencies to be realized. In the past,
the Commission might have required complete divestiture of all overlap-
ping assets in each of these cases, thus severely diluting potential merger
efficiencies. Of course, the Commission still insists on divestiture where
a conduct remedy is likely to be ineffectual.

a. Questar Corp./Kern River Gas Transmission Co.

As suggested in our discussion of the El Paso case,”™ competitive con-
cerns often arise where a firm may acquire a potential rival. These cases
fall under the potential competition doctrine, which prevents acquisi-
tions of rivals whose potential entry currently constrains the market
(“perceived potential competition”) or that may be planning to enter
the market (“actual potential competition”).” One such case was Questar
Corporation’s attempt to purchase a 50 percent interest in the Kern
River Gas Transmission Company from Tenneco™ where Kern River was
actively planning to enter the market as a direct competitor to Questar.

This case involved the natural gas market in Salt Lake City, Utah, and
environs. Questar is an integrated energy company, with substantial
activity in three lines of business: exploration and production of both
oil and natural gas; interstate transmission of natural gas by pipeline;
and local gas distribution. Questar’s pipeline is called a *hub and spoke”
system, rather than a “long-line” pipeline, because it has multiple inter-
connects to several other interstate pipeline systems and has access to
major producing areas. Questar was the only pipeline serving large indus-
trial customers in the Salt Lake City area, which generally bypassed
the local utility and purchased gas directly from other sources. Those
customers used Questar’s pipeline services to transport the gas either

57 See infra note 74 and accompanying text.

& See infra note 79 and accompanying text.

% See infra note 77 and accompanying text.

™ See supra notes 41-47 and accompanying text,

" The Supreme Court has held that the acquisition of a firm that is not currendy in
the market may violate the antitrust laws if that firm is a potential competitor because it
will enter soon (actual potential competitor) or because firms in the market perceive it
to be a competitor and adjust their behavior accordingly in an attempt to keep it out or
make entry more difficult (perceived potential competitor). See United States v. Marine
Bancorporation, 418 U.S. 602 (1974); United States v. Falstafl' Brewing, 410 U.S. 526
(1973); United States v. Phillips Petroleum Corp., 367 F. Supp. 1226 (C.D. Cal. 1973),
aff'd mem., 418 U.S. 906 (1974).

RFTCv. Questar Corp., No, 295CV 11378 (D. Utah 1995) (uansaction abandoned).
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directly to their facilities or to the local utility, from which they purchased
local transportation service.

Questar sought to acquire a 50 percent stake in Kern River Gas Trans-
mission Company. Kern River was jointly owned by Tenneco and the
Williams Companies, and it operated another interstate pipeline that
began in the Rocky Mountain supply area near Opal, Wyoming, and
extended in a southwesterly direction through Wyoming, Utah, and
Nevada, ending in California. The pipeline ran through the Sait Lake
area, and Kern River was planning to build a lateral pipeline to serve
industrial customers in competition with Questar.

The FTC concluded that Kern River was already having an effect on
the market, before any lateral hookups were even built. It was actively
soliciting customers, and Questar, in response, reduced prices to certain
customers, Thus, the Commission found that potential entry was having
precisely the kind of effect one might expect: Questar’s monopoly posi-
tion was clearly threatened, if not already eroded.

The potential competition theory involved primarily the perceived
potential entry theory, but there was also an element of actual potential
entry. Kern River was an actual potential entrant in that it was actually
planning to enter, and entry would have had a significant procompetitive
effect on the market. There was also evidence that Kern River was per-
ceived as a potential entrant at an earlier stage. Theory predicts that a
threat of entry can induce an incumbent firm to engage in limit pricing—
i.e., moderate prices—to discourage entry. There was evidence of that
in this case.

Having strong evidence of both kinds of effects made the case appear
particularly compelling. Unlike the other cases discussed in this article,
these competitive concerns could not be resolved through a settlement.
Questar offered a settlement, which in effect would have been a joint
venture in which it would acquire a 50 percent interest in the Kern River
pipeline but Williams would have a large degree of independence in its
decisions on where to enter.” However, this settlement would have been
too regulatory, and did not address the adverse effect of the acquisition
on Questar’s incentives to compete aggressively against the new entrant,
including Questar’s incentives to discount on its own pipeline. The
Commission filed suit seeking a preliminary injunction, and the parties
promptly abandoned the transaction. The 50 percent interest in Kern

™ See Richard G. Parker & David A. Balto, The Evolving Approach to Merger Remedies,
AnTITRUST REP., May 2000, at 16.
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River that Questar tried to buy was later acquired by the Williams Compa-
nies and Kern River’s competitive independence was maintained.

b. Williams Companies/MAPCO

In 1998, the Commission challenged the acquisition of MAPCO Inc.
by the Williams Companies.™ Williams operated natural gas processing
plants in Wyoming and pipelines that supply propane to the upper
Midwest. One of MAPCO’s principal businesses was the production,
shipment, and sale of natural gas liquids, such as propane, butane, and
natural gas. The case is notable for the conduct remedies that eliminated
potental anticompetitive problems without requiring any divestiture.

Propane is shipped by pipeline from production centers in Kansas
and Canada to terminals in the upper Midwest. Retail propane dealers
pick up propane at these terminals for delivery to end users. Important
uses for propane in the local markets at issue in this case included
residential heating and agricultural crop drying.

Williams and MAPCO owned pipelines and transported propane to
terminals that served customers at various locations in Iowa, Illinois,
Wisconsin, and Minnesota. In several areas, terminals supplied by Wil-
liams and MAPCO pipelines were the only, or almost the only, sources
of propane. The proposed acquisition would have created competitive
problems in three distinct markets, including transportation of propane
by pipeline, propane terminal operations in parts of Iowa and southern
Minnesota, and transportation of raw-mix natural gas liquids by pipeline
from southern Wyoming to New Mexico, Texas, Oklahoma, and Kansas.

In propane markets, MAPCO owned both pipelines for the transporta-
tion of propane and local terminals where propane was made available
to distributors. The primary competing terminal owner in the relevant
geographic markets in Iowa and southern Minnesota was Kinder Morgan
Operating L.P., which obtained its propane over Williams’s pipelines.
The merger would have eliminated Williams and MAPCO as competitors
in the wransportation of propane to these areas, according to the FTC.
After the merger, Williams would have been able to control the supply
of propane to Kinder Morgan terminals and would have had the incentive
to discriminate against Kinder Morgan in favor of its own terminals.

To fix the perceived competitive problems in pipeline transportation
and terminals, a conduct remedy was negotiated. The consent order
imposes an obligation to continue serving Kinder Morgan terminals.
Williams agreed to a long-term lease of its pipeline to Kinder Morgan

 The Williams Companies, Inc,, FTC Dkt. No. C-3817 (June 17, 1998) (consent order).
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so that Kinder Morgan would have access to propane supplies, and
also eliminated a joint tariff and tariff division agreement under which
Williams and Kinder Morgan previously had transported propane on the
interstate pipelinc. Continuation of the joint tariff would have facilitated
collusion on pricing and terms. The consent agreement ensured that
Kinder Morgan had pipeline capacity to get propane to its terminals
and made collusion between Kinder Morgan and Williams through joint
tariffs less likely. The consent agreement also restricted Williams’s ability
to acquire additional propane assets in the area. For a period of ten years,
Williams is barred from purchasing assets for pipeline transportation or
terminaling of propane in Iowa or within seventy miles of the Iowa
border without notifying the Commission.

The chief concern with respect to raw mix transportation was one
of potential competition. Williams owned two gas processing plants in
Wyoming, from which raw mix was shipped by MAPCO pipelines to
fractionation plants. MAPCO owned the only pipelines that transported
raw mix from natural gas processing plants in southern Wyoming to
fractionation plants in Texas, New Mexico, Kansas, and Oklahoma. Wil-
liams was a constraint on MAPCO’s pricing for raw-mix wansportation
because it was a potential entrant. Indeed, MAPCO was reacting to the
threat that Williams would build its own pipeline with plans to expand
capacity and lower tariffs. The effect of the proposed transaction was to
eliminate the threat of entry by Williams and to make it unlikely that
any unaffiliated pipeline would be permitted to connect with Williams’s
processing plants. As a result, owners of the raw mix in Williams’s plants
would face a monopoly bottleneck for transportation of their product.
Another conduct remedy solved this competitive problem by requiring
Williams to agree to any request from an existing or proposed pipeline
to connect its Wyoming processing plants to the pipeline.

c. El Paso Energy/Sonat

The 1999 merger of El Paso Energy and Sonat combined two major
competitors in the markets for the transportation of natural gas in the
east-central Gulf of Mexico, west-central Guif of Mexico, eastern Tennes-
see, and northern Georgia.”™ The FTC negotiated divestitures in order
to eliminate the overlaps and restore the competitive status quo.

Both El Paso and Sonat had substantial pipeline interests in the west-
central Gulf, an area off the western Louisiana coast. El Paso owned a

7 El Paso (Sonat), FTC Dkt. No. C-3915 (Jan. 6, 2000) (consent order). El Paso divested
the Sea Robin Pipeline to Trunkline Gas Co. (owned by CMS) in March 2000, ETNG to
Pan Energy (owned by Duke) in March 2000, and the Destin Pipeline interest to BP
Amoco in April 2000.
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50 percent share of Stingray Pipeline, a large natural gas transmission
system extending more than 100 miles into the eastern Louisiana Gulf,
where it competed with Sonat’s Sea Robin Pipeline. Both Stingray and
Sea Robin transported natural gas from wells in this area of the Gulf
to shore.

The Commission found that both firms were also significant rivals in
the east-central Gulf, an area off the eastern Louisiana coast. Sonat
owned the Southern Natural Pipeline and had a one-third interest in
the Destin Pipeline. El Paso’s Tennessee Gas Pipeline, and Vosca Knoll
Gathering Company (VKGC), an El Paso-controlled pipeline, were direct
and substantial competitors transporting natural gas out of the eastern
Louisiana Gulf to shore.

Finally, according to the FTC, both companies competed in transport-
ing natural gas into eastern Tennessee and northern Georgia, including
transporting gas for local distribution companies serving Atlanta, Chatta-
nooga, and Knoxville. Due to the cost of developing and placing natural
gas pipelines, entry into the marketplace by additional competitors in
any of the relevant markets would not have been timely or sufficient to
prevent the anticipated anticompetitive effects of the merger.

The Commission’s consent required El Paso to divest Sonat’s Sea
Robin Pipeline and Sonat’s one-third ownership interest in the Destin
Pipeline. To address competitive concerns in the southeastern onshore
consuming areas, the order required El Paso to divest East Tennessee
Natural Gas (ETNG), the El Paso pipeline system that serves customers
in eastern Tennessee and northern Georgia. The order also contained
ancillary provisions that would apply to El Paso’s operation of VKGC in
the event that Sonat’s Destin interest was sold to a natural gas producer.
Such a sale could result in Destin being less than fully competitive in
certain instances in which the producer elected to serve its own produc-
ing interests by reserving one part of the Destin system at the expense
of independent producers seeking access to certain other parts of the
Destin Pipeline.™

% To avoid the anticompetitive result that would occur if the Destin interest were sold
to a natural gas producer, the order required El Paso to cause VKGC to adhere to
benchmarks established by competition between VEGC and Destin, Specifically, the order
required El Paso to cause VKGC to allow any shipper to obtain access 1o VKGC, which
would be at the shipper’s expense if any construction of pipe were required, and to allow
any other pipeline to interconnect with VKGC, at the expense of the pipeline requesting
the connection. The order also prohibited El Paso from engaging in discrimination in
scheduling, rates, and terms and conditions of service on VKGC. The connecting pipeline
can elect to submit a dispute regarding the terms and conditions of a connection to
binding arbitration, El Paso (Sonat), Analysis of the Draft Complaintand Proposed Consent
Order to Aid Public Comment at 4.
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d. El Paso/PG&E

El Paso’s $800 million acquisition of two gas subsidiaries of PG&E
raised competitive issues in three separate natural gas areas—pipelines,
local distribution, and gathering systems.” Both El Paso and PG&E owned
substantial pipeline, distribution, and gathering assets in Texas. There
were overlaps in each product market, which encompassed three separate
geographic markets. El Paso owned 35 percent of the Oasis Pipe Line
Company, whose pipeline runs from the Permian Basin in west Texas
and southeastern New Mexico through San Antonio and Austin to Hous-
ton. Even a minority ownership interest can raise competitive concerns
if the minority owner can veto some contracts or pipeline expansions.
The PG&E assets included a pipeline that paralleled Oasis, as well as a
50 percent interest in a pipeline that runs from the Permian Basin
to Dallas.

These overlapping interests would have resulted in anticompetitive
effects in three relevant markets, according to the FTC. The first was
the market for transporting natural gas out of the Permian Basin. Con-
centration in this market was high—six firms owned a total of ten pipe-
lines leading out of the Basin, and after the merger El Paso would have
controlled almost one-half of the capacity. These figures understate the
competitive impact of the merger because the markets served by the
merging firms’ pipelines, central Texas and Houston, are more attractive
than the markets served by the other pipelines, namely, the Midwest
(low prices and new pipelines from Canada being constructed), Okla-
homa (low prices), and California (pipeline already at capacity). Thus,
the FTC found that El Paso and the PG&E assets were each others’
closest competitors, and after the acquisition, according to the FIC, El
Paso would have been able to exercise unilateral market power after
the merger.

The second market was the market for delivery of natural gas to gas
and electric utilities serving central Texas, which is composed of the
area within a forty mile radius of San Antonio and Austin, the eighth
and twenty-first largest cities in the United States. This is also a pipeline
market, but is analyzed from the perspective of the buyer rather than
the sellers. There is no production in this area—all natural gas must be
imported into this market from existing pipelines. At the time of the
merger, only four pipelines served municipal and power plant customers
in this area, and after the acquisition El Paso would have been able
unilaterally to exercise market power. There were significant barriers to

7 El Paso (PG&E), FTC Dkt. No. C-3997 (Jan. 30, 2001) (consent vrder).
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entry, since building a pipeline requires a complex regulatory process
and the cost of a pipeline is between $300,000 and $1 million a mile.”

The FTC sought divestitures to restore competition to both relevant
markets. El Paso was required to sell its 35 percent interest in Oasis to
the remaining owners, Aquila and Dow Pipeline, and also sold a 50
percent undivided interest in a pipeline from the Permian Basin to
central Texas. The order contained provisions requiring an operating
agreement between El Paso and Duke for the co-owned pipeline that
would enable both partners to buy and sell natural gas independently,
would allow any unused capacity to be used by the other party, and
would prevent El Paso, as the operator, from discriminating against
Duke. The order also prohibits any changes in the governance provisions
of the operating agreement without prior approval of the Commission.
In addition, either party can expand the capacity of the pipeline without
permission of the other. The divestitures would give producers in the
Basin the option of using Duke to transport natural gas to central Texas
as a replacement for PG&E, while El Paso would remain as a competitor
in this market. The divestitures gave the buyers in central Texas a new
alternative in Duke while retaining the El Paso presence through the
joint venture, which actually reduced the post-merger HHL

e. El Paso/Coaslal

The $16 billion acquisition of Coastal by El Paso, the largest natural
gas merger in history, raised competitive issues in numerous markets,
including both gathering and transportation services.” El Paso and
Coastal were two of the four largest interstate pipelines in the United
States, accounting for between 30-35 percent of gas shipped in the
country. To resolve its competitive concerns, the Commission negotiated
divestiture of over 2,500 miles of pipeline in eleven pipeline systems.

The FTC’s analysis in the gathering market was relatively straightfor-
ward, although it included an innovative conduct remedy. Both firms
had major gathering assets in the central and west central Gulf of Mexico.
The lowest postmerger HHI level would have been 3,600, with most
gathering areas over 5,000. In each area, the merged firm would have
been able to exercise unilateral market power by increasing prices and
reducing services. Premerger competition was partially restored by

™ The third relevant market in this case was for gas gathering from a production field
on Matagorda Island in Texas. At the time of the merger, there were only two gathering
systems operating on Matagorda. One was owned by El Paso and the other was owned by
PG&E. The order required the divestiture of the PG&E pipeline to Panther Energy and
restored the premerger competitive situation.

" El Paso (Coastal), FTC Dkt. No. C-3996 (Jan. 29, 2001) (consent order).
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requiring divestiture of some El Paso assets. However, divesting certain
El Paso assets would break apart an integrated system, raising the costs
of operating the divested assets, and probably leading to higher prices.
Therefore, in the case of the El Paso Tarpon and Green Canyon assets,
the order required the parties to establish a $40 million development
fund to finance construction of new pipelines to restore competition in
areas where El Paso- and Coastal-controlled pipelines would remain as
dominant players without such construction.

The other interesting part of this case related to the transportation
services market, where, due to significant ongoing deregulatory efforts
and changes in the competitive landscape, the Commission identified
more precise product markets than are usually found in pipeline cases.
Pipeline transportation markets are still important relevant markets, and
indeed were used in other parts of this case. However, in two Midwest
markets (Milwaukee and Evansville), the Commission believed that a
transportation market would be overly broad in light of recent efforts
by FERC to deregulate the sale of pipeline transportation.

Under Order 636, FERC permits shippers holding pipeline capacity to
resell or release that capacity in competition with the pipeline. However,
shippers do not release capacity at times when pipeline capacity is con-
strained, which makes an “all pipeline transportation” market inappropri-
ate. Instead, the Commission evaluated these geographic markets as
long-term firm transportation markets—in other words, as markets for
natural gas transportation services that require the pipeline to guarantee
for one year or more that it will ransport a specified daily quantity of
natural gas from one destination to another, without interruption. In
these markets, pipelines do not offer firm transportation for less than
one year. Gas utilities and electric power plants that cannot risk interrup-
tion of service in markets with capacity constraints and high peak-day
requirements cannot risk buying service other than long-term firm
transportation.

In Milwaukee and Evansville, El Paso’s MGT Pipeline competed
directly with Coastal’'s ANR Pipeline. In Evansville, the merger would
have reduced the number of competing interstate pipelines from three
to wo. In Milwaukee, the FTC concluded that the merger would have
allowed the postmerger firm to deny potential competitors of ANR timely
access and competitive prices for transportation of stored gas necessary
to meet peak demand. The order restored competition in these two
markets, according to the FTC, by requiring El Paso to divest the MGT
Pipeline, but the analysis proceeded under two relevant markets—*“long-
term firm transportation” and “tailored services.” In Milwaukee, the
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Commission examined the effects of the merger in a tailored service
market. Tailored services allow customers to adjust natural gas supply
to rapidly changing conditions. The gas utilities in Wisconsin face fluctu-
ating gas requirements. These requirements are met by using storage
located in Michigan. Effective access to the storage requires transporta-
tion services that allow rapid withdrawals from storage with little notice
given to the pipelines. Thus, access to storage requires a tailored service,
for which there is no alternative.

5. Local Distribution

Local distribution companies (LDCs) are monopolies within their own
geographic markets. Thus, any horizontal mergers in this sector would
raise only potential competition issues. It is not clear under what circum-
stanices the Commission would bring a case against the merger of two
LDCs. A merger between an LDC and a natural gas marketer would also
be horizontal, but, because entry into marketing seems relatively easy,
probably would not raise antitrust concerns. To date, there has not been
any horizontal merger activity in this sector. Most of the transactions in
this area have been vertical unbundling transactions in which LDGs
have divested upstream activities in order to become distributors to all
competing suppliers.

B. VErRTICAL (CONVERGENCE) MERGERS

The Commission is seeing an increasing number of what are sometimes
referred to as convergence mergers. Typically, in these mergers an incum-
bent electric utility purchases natural gas {or other fuel) facilities of
some type to become, or enhance its role as, a provider of both electricity
and natural gas in a particular area. These mergers can be either vertical,
involving an acquisition of either an upstream or downstream participant
in the production process, or horizontal, involving the acquisition of a
competitor.’ In either case, there may be significant cause for concern
that the merger will change the incentives of the parties and encourage
them to exercise market power in ways that they might not have been
able to without the merger.

For example, a competitive concern in a convergence merger could
arise if an electricity generating company acquires market power over
the supply of fuel to its generating competitors or potential compettors.
Such an acquisition could enable the generating company to raise its

# The Commission has investigated several horizontal convergence mergers involving
natural gas and electric retail distribution, but no enforcement actions have been brought
thus far,
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rivals’ input costs or restrict their supplies and put them at a competitive
disadvantage. In turn, the now-vertically integrated generating company
could either raise the price of its electricity output or sell more of its own
output since its competitors now have higher costs. Thus, convergence
mergers can distort the market in two ways: first, customers will pay
higher prices, which can distort consumer choices; and second, the
acquiring company can favor its own generating facilities while other,
more efficient plants may stand idle.

A second anticompetitive possibility is that the acquisition may give
the generating company access to proprietary information about its com-
petitors’ costs. Since fuel costs are a substantial portion of generating
costs, knowledge of competitors’ fuel costs could give the firm an advan-
tage in bidding situations. With access to this type of information, the
firm could increase its price with confidence that it is still likely to win
the bidding. Recent Commission cases have addressed both concerns.

A further concern, as illustrated by the Occidental Petroleum matter !
is that firms in regulated industries may pursue vertical mergers as a
means to evade rate regulation and raise prices above competitive levels.
The Department of Justice's 1984 Merger Guidelines,® still the last word
on federal antitrust review of vertical mergers, addressed the problem of
aregulated firm acquiring an unregulated input supplier, The Guidelines
note that

[nJon-horizontal mergers may be used by monopoly public utilities
subject to rate regulation as a tool for circumventing that regulation.
The clearest example is the acquisition by a regulated utility of a supplier
of its fixed or variable inputs. After the merger, the utility would be
selling to itself and might be able arbitrarily to inflate the prices of
internal transactions. ... As a result, inflated prices could be passed
along to consumers as “legitimate” costs.®

For example, an electric power company subject to rate regulation may
acquire one of its fuel suppliers, often a firm in the natural gas industry.
The merged company would then have the incentive to inflate the inter-
nal transfer prices for the gas, expecting to pass the costs on to the final
consumers as part of the rate base. If the downstream market is not fully
competitive, the higher prices may be sustainable, Therefore, the merger
might create both the incentive and the legal ability to raise prices. A
regulatory solution may be inadequate here, as “regulators may have

8t See supra note 52 and accompanying text.

2U.S. Dep't of Justice, Merger Guidelines (1984), reprinted in 4 Trade Reg. Rep.
(CCH) ¥ 13,103.

8 Jd. § 4.23.
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great difficulty in policing these practices, particularly if there is no
independent market for the product (or service) purchased from the
affiliate.”8¢

The Commission has investigated several of these convergence-type
mergers in the last few years, as described below.

1. CMS Energy Corp./Duke Energy Co.

A 1999 enforcement action involved the purchase by CMS Energy
Corporation of the Panhandle Eastern Pipeline and Trunkline Pipeline
from a subsidiary of Duke Energy Co.® CMS is the holding company for
Consumers Energy Co., a gas and electric utility company serving large
parts of Michigan and the franchised monopoly provider of local gas
distribution services to residential, commercial, and industrial customers.
Both pipelines, as well as three others owned by ANR Pipeline, Great
Lakes Transmission, and Michigan Consolidated Gas, interconnect to
Consumers’s distribution system.

Prior to its acquisition of Panhandle Eastern and Trunkline, Consum-
ers purchased gas for transport across the various interstate pipelines
and competed with other companies in the sale of natural gas to custom-
ers across its local distribution system. State regulation required Consum-
ers to provide unbundled transportation over its distribution system. As
a customer of interstate transportation, Consumers had the incentive to
purchase gas from multiple pipelines that interconnected to its system
in order to keep transportation costs low and effectively compete for
sales to end users. The FTC concluded that this incentive changed with
the acquisition. Once Consumers owned two interstate pipelines, its
incentive was to restrict access to its distribution system by pipelines that
it did not own, in order to raise transportation prices on the Panhandle
Eastern and Trunkline pipelines. These transportation rates are regu-
lated by FERC, but, prior to the merger, competition between the five
lines kept the rates substantially lower than the allowed maximum. The
effect of higher interstate transportation costs would have been to
increase costs for natural gas customers. Increased costs would have had
particular impact on industrial customers that generate their own electric
power using natural gas. These customers could have been forced to
purchase electric power directly from Consumers because the higher
cost of natural gas would make self-generation uneconomical.

From the FTC’s perspective, the consent order settling the case was
designed to prevent the restriction or elimination of interconnection
MId
& CMS Energy Corp., FTC Dkt. No. C-3877 (June 2, 1999).



560 ANTITRUST Law JOURNAL [Vol. 69

capacity for competing pipelines. The order establishes a “designated
capacity” for each interconnection based on historical numbers. If gas
cannot be delivered at an interconnect because capacity has fallen below
historical levels, Consumers must permit delivery at another interconnect
if the shipper can do so without incurring additional cost, or must
provide the gas from its own supply for later replacement by the shipper
once interconnect capacity becomes available. The order also requires
Consumers to post on an electronic bulletin board various information
concerning capacity of interconnects, planned shipments, and through-
put, which will allow industry participants to monitor access to the system.

This remedy is particularly notable because it attempts to facilitate
market mechanisms to protect competition. Sometimes the Commis-
sion’s remedial options are quite limited. Structural relief is a possibility,
meaning the Commission bars the transaction or requires a partial divesti-
ture, but that may prevent the realization of efficiencies. On the other
hand, the Commission could attempt to impose a regulatory solution.
The antitrust agencies, however, are notwell-equipped to monitorregula-
tory compliance. The Commission cannot replace FERC and the state
regulators. Rather, the Commission must try to create mechanisms inter-
nal to the market that will help make competition work. In this case,
part of the solution was to increase the transparency of the gas market
by requiring that certain information be made freely available, so that
industry participants would be able to monitor Consumers’s compliance
with its obligation to continue to provide capacity at the interconnects.

As analyzed by the FTC, this transaction demonstrates both the benefits
and dangers of convergence mergers. By vertically integrating into inter-
state transportation, Consumers no doubt stood to enhance the efficiency
of its natural gas operations. On the other hand, the merger gave Con-
sumers the incentive to exercise power that it already possessed—the
ability to restrict access to its pipelines—where before it lacked a reason
to do so. Consumers also stood to benefit from its dual participation in
the electric and gas industries. By gaining some control over the price
of gas available in the market, Consumers would have been able to limit
the alternative sources of electrical power available to its large industrial
customers, This case also demonstrates the potential for holes in regula-
tory jurisdiction, as neither FERC nor the Michigan Public Service Com-
mission had the power to prevent Consumers from shutting off
interconnection to other interstate pipelines.

2. PacifiCorp/The Energy Group PLC

Another recent convergence merger reviewed by the Commission was
the proposed acquisition of The Energy Group PLC by PacifiCorp. While



2001] NATURAL GAS MERGER ENFORCEMENT 561

this was an electricity/coal convergence merger, it involved many of the
same issues and concerns that characterize electricity/gas mergers.%
PacifiCorp provides retail electric service in seven western states. The
Energy Group owns Peabody Coal, which produces about 15 percent of
the coal mined in the United States and is also a power marketer that
trades electric power throughout the United States.

To the FTC, a major competitive concern arising from this vertical
merger was that PacifiCorp’s control of two Peabody mines would enable
it to raise its rivals’ generating costs and, consequently, the wholesale
price of electricity in the western United States. It so happened that the
Peabody mines were the only viable sources of coal for certain electricity
generating plants that, at the margin, set the wholesale price of electricity
in the region during certain generating periods.’” The FTC concluded
that the merger would have frustrated the promise of new wholesale
and retail competition brought about by the onset of deregulaton in
electricity markets. That concern exists in several markets undergoing
deregulation, and it is important to pay close attention to mergers in
those industries. The extraordinary opportunity for new competition
should not be destroyed or diminished by anticompetitive alliances.

The proposed consent order required the divestiture of the coal mines.
The Commission initially considered a settlement based largely on behav-
ioral restrainis.®® On further consideration, however, it was believed this
would be unsatisfactory, in large part because the Commission generally
prefers structural relief that, once carried out, preserves competition
through the operation of the market, not through ongoing “regulatory”
policing by the Commission.® In the end, PacifiCorp withdrew its bid
for The Energy Group in the face of competing offers from other buyers,

% PacifiCorp, FTC File No, 971-0091 (Feb. 18, 1998) (proposed consent order). The
proposed consent order in PacifiCorp was withdrawn when the acquisition was abandoned.

¥ Because electric power cannot be stored, demand must equal supply on a continuous
and instantaneous basis, making each period of time a separate product market with its
own corresponding geographic market that may vary based on transmission congestion con-
ditions.

8 See Richard G. Parker, Senior Deputy Director, Bureau of Compctition, Federal Trade
Commission, Trends in Merger Enforcement and Litigation, Remarks Before the Annual
Briefing for Corporate Counsel 14 (Sept. 16, 1998).

® See William . Baer, Director, Bureau of Competition, Federal Trade Commission,
FTC Perspectives on Competition Policy and Enforcement Initiatives in Electric Power,
Remarks Before the Conference on the New Rules of the Game for Electric Power: Antitrust
& Anticompctitive Behavior 7 (Dec. 4, 1997) (“The basic choice is between a structural
approach to remedies, which is the antitrust preference, and a behavioral approach that
seeks to govern conduct through the use of rules, which is more typical of a regulatory
regime.”); see also Andrew J. Sonderman, Behavioral or Structural Solutions: Prospects for a
Deregulated Natural Gas Industry, 20 ENerGyY LJ. 23 (1999).
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and the Commission withdrew from the proposed consent decree before
it became final.

3. Dominion Resources/Consolidated Natural Gas

In a convergence merger in 1999, Dominion Resources proposed to
acquire for approximately $5.3 billion Virginia Natural Gas (VNG), a
subsidiary of Consolidated Natural Gas (CNG). Dominion, through its
subsidiary Virginia Power, accounts for more than 70 percent of all
electric power generation capacity in the Commonwealth of Virginia.
VNG is the primary distributor of natural gas in southeastern Virginia.
The FTC concluded that Dominion’s control over VNG would have
deterred entry into the electric power generation market in southeastern
Virginia by companies unaffiliated with Dominion, as Dominion could
exercise unilateral market power to raise the cost of entryand production
or otherwise gain a competitive advantage.

The market for the delivery of natural gas in southeastern Virginia
was also characterized by high barriers to entry. According to the FTC,
it would be both costly and ime-consuming for other natural gas trans-
portation companies to extend pipelines from their existing network to
southeastern Virginia. In addition, other pipelines near the area lacked
sufficient excess capacity to support a new pipeline, while VNG had
substantial excess capacity. Accordingly, new entry into the natural gas
marketplace was unlikely to deter or counteract the anticompetitive
effects of the transaction.

In this case structural relief was used to remedy the competitive prob-
lem identified by the Commission. The case was settled by requiring
Dominion to divest VNG in accordance with the stipulation entered into
between Dominion, CNG, and the staff of the Virginia State Corporation
Commission.” Under the stipulation, Dominion had one year to divest
VNG. Under the FTC’s proposed order, any acquirer of VNG would be
subject to the Commission’s approval. If Dominion was unable to find
a suitable purchaser, the stipulation required it to spin off VNG to its
shareholders.”!

4. Entergy/Koch

Another recent convergence merger highlights the issue of the appro-
priate remedy when a regulated utility gains control of its own fuel

% Virginia State Corporation Commission, Case No. PUA990020.

9 Dominion Resources, FT'C Dkt. No. C-3901 (Dec. 9, 1999) (consent order). VNG was
divested to AGL Resources, Inc. in September 2000. The FTC's order also prohibited any
Dominion shareholder from receiving more than 5 percent of the voting shares of VNG.
Under the terms of the FTC's order, the Commission could appoint an independent
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supplier.® In cases where the efficiencies of the merger are inextricably
intertwined with the potential {or anticompetitive postmerger actions, a
divestiture might not be the proper remedy. Where a conduct remedy
can alleviate the anticompetitive concerns while allowing the integration
from which efficiencies will flow, both concerns can be satisfied. As in
CMS Energy/Duke, the Commission attempted to use a conduct remedy
to improve transparency, and in this case, improve the ability of regula-
tors (o detect the evasion of rate regulation

Entergy is a provider of retail electricity to customers in portions of
Arkansas, Louisiana, Mississippi, and Texas. It also owns the local natural
gas distribution utility in New Orleans and Baton Rouge, Louisiana.
Koch is a marketer of natural gas, natural gas transportation, chemicals,
petroleum products, minerals, and financial services. Included in its
holdings is the Gulf South Pipeline, which serves parts of the states of
Texas, Louisiana, Mississippi, Alabama, and Florida. In 2000, Koch and
Entergy formed a joint venture, Entergy-Koch, LP, which acquired the
Gulf South Pipeline, resulting in Entergy owning 50 percent of the
pipeline serving its own regulated utlites in Louisiana and Mississippi.
The FTC’s competitive concern from this joint venture was that prices
for electricity to consumers in areas of Louisiana and Western Mississippi,
and for natural gas to consumers in New Orleans and Baton Rouge,
would “rise as a result of Entergy passing on inflated costs for natural
gas transportation to consumers and the difficulties that regulators will
have in reviewing and challenging Entergy’s purchase of natural gas
transportation.” Because Entergy had the exclusive right to sell electric-
ity and natural gas in those markets, consumers would have no alterna-
tives to potentially higher prices. Moreover, it would be difficult for state
and local regulators to determine whether Entergy improperly incurred
inflated costs of natural gas transportation because Entergy’s purchasing
decisions involved the consideration of multiple factors and were not
transparent, and existing market benchmarks would have been inade-
quate to assist regulators in determining whether costs were prudently
incurred, The FTC found that Entergy’s ownership of the Gulf South
Pipeline would have increased Entergy’s incentive to evade regulation
and made the regulators’ task more difficult.

The Commission did not seek a structural remedy. Instead, it
attempted to improve market transparency for both regulators and other

auditor to monitor Dominion’s and CNG’s compliance with their obligation to hold VNG
separate and independent pending the divestiture.

% Entergy, FTC File No. 001-0172 (Jan. 31, 2001) (proposed consent order).
9 Entergy, Analysis of the Complaint and Consent Order to Aid Public Comment, at 2.
% Entergy, Complaint 9 29, 35.
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market participants. The Commission's order recognizes Entergy’s need
to purchase a flexible, reliable, and economical gas supply by tailoring
requirements to the duration of Entergy’s contracts. Under both long-
term (over three months) and short-term contracts, Entergy is required
to prepare a written plan before requesting proposals for gas supply.
This plan must include, among other things, a statement explaining the
goals Entergy is attempting to achieve. These planning documents will
allow state and local regulators to compare actual purchases with Enter-
gy's forecasted gas supply requirements. Entergy is also required to post
information about its gas supply requirements on its Web site.

The information and timing of the posts are dependent on the length
of the contracts and the pace of market activity. For long-term contracts,
Entergy must post a request for proposal (RFP) containing, among other
things, the criteria that suppliers must satisfy to be eligible for consider-
ation and the types of services, the amount of gas, and the duration of
the contract. This proposal must be posted at least thirty days before
any purchase under a contract whose term is one year or more, and at
least fourteen days in advance of any purchase under a contract whose
term is between three months and one year. These time frames provide
suppliers with adequate time to prepare their bids, without causing
unnecessary delay. Further, Entergy must provide RFPs to any potential
supplier upon request.

The requirements are similar for short-term contracts. Information
must be posted atleast seventy-two hours before considering any proposal
for a term of at least one month. Entergy must also create a log for all
short-term purchases documenting the date, time, seller, and terms of
all offers received, and indicating the selected proposals. For daily pur-
chases, Entergy must publish its intention to purchase gas supplies at
various receipt and delivery points. The information required is more
limited, consisting of specific terms and conditions for which it seeks to
purchase gas supplies, and does not require a planning document.

This conduct remedy should make Entergy’s purchasing decisions
transparent to both regulators and prospective suppliers. If it cannot
hide payments to its own fuel supplier, Entergy will have a reduced
incentive to attempt to inflate its costs for its retail operations in order
to escape effective rate regulation.

5, DTE/MichCon

A recent merger joined Detroit Edison, a supplier of electricity to
southeastern Michigan, with Michigan Consolidated Gas Company
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(MichCon), a natural gas utility serving areas throughout Michigan.® The
companies' supply areas overlapped in southeastern Michigan, including
the city of Detroit. This merger raised several interesting issues, including
horizontal interfuel competition between electricity and natural gas, and
raising rivals’ costs.

The Commission found that the merger could potentially harm compe-
tition in three ways. First, those buyers in the overlap region who could
self-generate their own electricity faced the choice of buying electricity
from Edison or buying natural gas from MichCon and converting it into
electricity. This class of customers included co-generators, municipalities
that generated their own electricity (such as the city of Wyandotte), and
companies that used various forms of distributed generation, including
fuel cells and microturbines, MichCon had been aggressive in selling
natural gas to self-generators. This set of customers would lose the compe-
tition between their electricity supplier and the supplier of the necessary
input used to generate their own electricity.

The second entity that could be harmed by the merger was the city
of Detroit. Detroit owns and operates its own electric utility, the Public
Lighting Department (PLD), which distributes electricity to industrial,
business, and public sector customers in Detroit. The PLD competed
directly with Edison for non-residential customers. PLD had two sources
of electricity: purchasing power at wholesale to be delivered by Edison,
or generating its own requirements using gas delivered by MichCon.
The merger would have eliminated competition in the city of Detroit
between the distribution of electricity and the distribution of natural
gas used to produce electricity, which would have facilitated Edison’s
ability to raise the costs of its rival, Detroit PLD.

The third potential competitive harm stemmed from direct horizontal
competition between electricity and natural gas. The two products com-
pete directly for certain commercial and industrial applications, includ-
ing powering air compressors, commercial cooking, and various process
applications. MichCon had aggressively targeted electricity users for such
applications to switch to natural gas, and that competition would be lost
through the merger.

The remedy in this case was quite innovative. A divestiture of either
the MichCon or Edison assets would have been the same as blocking
the merger. But if another competitor could be created without divesting
the assets, competition would not be lost and the merger efficiencies
could still be realized. The order settling the case required that certain

% DTE Energy Co., FTC File No. 001-0067 (Mar. 22, 2001) (proposed consent order).
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MichCon assets be divested to Exelon, an energy company formed from
the merger of the parent of Commonwealth Edison, the udlity that
serves Chicago, and PECO, a major utility operating in the Northeast.
The assets had to be divested within five days of consummating the
merger. The assets included an easement agreement and an auditor
agreement that, together, would give Exelon rights to ship natural gas
over the MichCon system, as well as sufficient protections to prevent
MichCon from abrogating or diminishing those rights. In essence, the
Commission established a new competitor by using the assets of one of
the merging parties. The agreement also allowed any customer of Edison
or MichCon in the overlap area to terminate its transportation or distribu-
tion contracts within two years, so that it could switch to Exelon with-
out penalty.

6. Enova/Pacific Enterprises

The U.S. Department of Justice Antitrust Division also has recent
experience with a convergence merger. In March 1998, the DOJ filed a
complaint and proposed consent order resolving competitive concerns
raised by the merger of Enova and Pacific Enterprises.” Enova owns San
Diego Gas & Electric Co. (SDG&E), a major electric utility in southern
California. As described in the complaint, a subsidiary of Pacific “is
virtually the sole provider of natural gas transportation services to plants
in southern California that use natural gas to produce electricity” and
is the “sole provider of natural gas storage services throughout all of
California.”

The potential anticompetitive effects of the merger stemmed from
the regulatory structure in California. At the time of the merger, most
electricity generated in California was sold on the California Power
Exchange. Power is sold based on offers and bids for half-hour periods.
The price charged to all buyers for all power bought during each period
is that of the most expensive unit of power sold. During peak periods,
that most expensive unit is usually from a gas-powered generator because
these generators are the most expensive to operate and only come on-
line when demand reaches high levels. This means that the ability to
raise costs of gas generators can lead to substantal profits for owners
of lower-cost generation assets. Because SDG&E owned low-cost genera-
tors, it could profit by reducing the supply of natural gas, thereby increas-
ing costs of gas-powered generators and the overall cost of electricity
from gas-powered generators during peak periods. Neither firm could
have exploited this possibility before the merger, but the combined firm

% United States v. Enova Corp., No. 98-CV-383 (D.D.C.) (filed Mar. 9, 1998).
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would have both the ability and incentive after the merger. According
to the complaint, the increased profits from generation sales would more
than make up for lost revenue from decreased transportation and storage
of natural gas.

The consentagreementrequired the divestiture of the low-cost genera-
tion assets that would enable the combined company to exploit the
California Power Exchange pricing system. Enova was given eighteen
months to make the divestiture and was required to manage separately
the generation assets until divested.*’

One interesting aspect of this case is that it involved the potental for
the exercise of market power during limited but periodic periods of
peak demand. This is different from the market power of a traditional
monopolist with a generalized ability to charge a monopoly price for its
products at all times. There are at least two implications of this potential
for the exercise of periodic market power. First, this potential must be
recognized when considering markets that change on an hourly or daily
basis. A static picture of the market will not be sufficient, Second, markets
must be carefully defined to make sure that the potential for abuse of
market power is recognized. The Enova complaint showed a sophisticated
understanding of the particular demand and supply characteristics of
electricity, defining the market as the “provision of electricity in Califor-
nia during high demand periods.”*®

V. CONCLUSION

An effective national energy policy is crucial to the efficient operation
of the American economy and the maintenance of a high standard of
living. This national policy is quite rightly set by the executive and
legislative branches. Policy makers have clearly chosen the path of dere-
gulation for the energy sector as a whole.

Central to the effectiveness of that national policy is antitrust enforce-
ment as those industrics become subject to market forces. Effective
antitrust enforcement has a bigger impact than most realize in maximiz-
ing consumer welfare. Lax enforcement at this critical juncture, particu-
larly in the merger area, will result in the accumulation and ultimate

9 Enova also was limited from reacquiring such assets without prior approval by the
Deparument or from exercising control of those or similar assets through management con-
tracts.

% Enova, supra note 96, at §19.
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abuse of market power. The FTC’s recent merger enforcement in the
natural gas industry, with its acceptance of procompetitive merger effi-
ciencies and innovative remedies designed to capture those efficiencies
without also risking anticompetitive effects, shows the proper response
of the agencies to deregulation in all energy industries.



