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March 4, 2005

Honorable Magalie Roman Salas
Secretary

Federal Energy Regulatory Commission
888 First Street, N.E., Room 1A
Washington, D.C. 20426

Re:  PJM Interconnection, L.L.C., Docket No. EL03-236-00
(Compliance Filing)

Dear Ms. Salas:
In  compliance with the Federal Energy Regulatory Commission’s

(“Commission”) order issued on January 25, 2005 in PJM Interconnection, L.L.C., 110

FERC 1 61,053 (2005) (“Rehearing Order), PJIM Interconnection, L.L.C. (“PJM”) files a
Declaration of Joseph E. Bowring, the PJM Market Monitor, addressing the three-pivotal

supplier test PJM has established as a trigger for suspending offer capping.*

On February 28, 2005, the Commission issued a Notice of Extension of Time
granting PJM’s request for an extension of time until March 3, 2005 to file a
response to additional directives of the Rehearing Order regarding PJIM’s three-
pivotal supplier test. PJM Interconnection, L.L.C., Notice of Extension of Time,
Docket No. EL03-236-005 (Feb. 28, 2005). On March 3, 2005, PJM requested a
further one-day extension of time until March 4, 2005 to submit the compliance
filing.
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. PJM’s Three-Pivotal Supplier Test Is Consistent With The Market Screens
In the AEP Order?

In the Rehearing Order, the Commission directed PJM to address why the screens
set forth in the AEP Order “or reasonable derivations of these screens, are not appropriate
for determining when load pockets are sufficiently competitive to permit relaxation of

mitigation.”

As Mr. Bowring explains in his declaration, the three-pivotal supplier test
is “an explicit derivation, within the context of the Delivered Price Test, of how to weigh
the various structural features of a particular type of local market.” It is consistent with
the Commission’s market power screens and represents the practical application of those
screens in real time.* The three-pivotal supplier test incorporates a balance of
considerations consistent with the Commission’s AEP Order and does so in a way that
can be applied in a real-time, dynamic setting.” The AEP Order tests are used to
determine whether to allow market-based rates for a supplier under all market conditions
and typically for a considerable period of time.® In contrast, the determination of whether

to suspend offer capping in PJM must be based on actual market conditions and the

actual potential to exercise market power in real time, or in specific hours of the day-

2 AEP Power Mktg., Inc., 107 FERC 1 61,018 (2004) at P 107 (“AEP Order™).

3 Rehearing Order at P 84.

See Attachment 1: Declaration of Joseph E. Bowring (“Bowring Declaration”) at
P 8.

5 See id. at PP 8-9.

6 Id. at P 10.
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ahead market.” The three-pivotal supplier test permits the suspension of offer-capping on
a dynamic basis when market conditions permit and is a reasonable derivation of the
Commission’s AEP Order tests. As Mr. Bowring explains more fully in his declaration,
the three-pivotal supplier test incorporates “all the relevant aspects of market structure
represented in the tests specified in the AEP Order in a single test that can by applied
178

dynamically.

. The Use Of The Three-Pivotal Suppliers Test As A Trigger For Suspension
Of Offer Capping Is Appropriate Without Modification

In the Rehearing Order, the Commission directed PJM to “address whether other

modifications of its three-pivotal supplier test would be appropriate.™

As Mr. Bowring
explains, the three-pivotal supplier test “is a reasonable derivation of the Commission’s
Delivered Price market power tests, as applied in the special circumstances of load
pockets that arise in an hourly market as a result of security constrained economic

dispatch with locational market pricing and inelastic demand.”*

The three-pivotal
supplier test further provides a clear test “for whether excess supply is adequate to offset

other structural features of the market and result in an adequately competitive market

11l

structure.
! Id.
8 Id. at P 12.

’ Rehearing Order at P 84.

10 Bowring Declaration at P 13.

1 Id. at P 15.
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In contrast, as Mr. Bowring explains, “a one-pivotal supplier test by itself
(meaning two jointly pivotal suppliers are considered competitive) is not an adequate
market structure test because it rules out only the extreme case of structural market power
(monopoly) in power markets with inelastic demand.”** Similarly, a two-pivotal supplier
test (where three jointly pivotal suppliers are considered competitive) “is not an adequate
market structure test because markets that pass this test exhibit market structure
conditions that fail the Commission market power tests including those measured by HHI
and market share, show significant markups under Cournot competition and other models
of competitive behavior, and result in market structures where various forms of unilateral
or parallel behavior can result in prices significantly greater than the competitive level.”*®
It is for this very reason that the Commission presumably did not simply adopt a one-
pivotal supplier test in the AEP Order, opting instead for a more detailed, interactive set
of screens and tests which incorporate measures of market concentration and define the
relevant market. The three-pivotal supplier test incorporates all of these tests in a manner
which is capable of execution and is clear and predictable to the marketplace. At bottom
the three-pivotal supplier test is an appropriate test “because it will tend to be associated
with HHI levels within the reasonably competitive range, will result in lower mark-ups

under Cournot competition, and make parallel behavior more difficult.”**

12 Id. at P 19.
13 Id. at P 20.

14 Id. at P 22.
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I11.  The Three-Pivotal Supplier Test Is Not Too Restrictive

Contrary to protesters, the three-pivotal supplier test is not too restrictive.
Protesters” complaint that the use of the three-pivotal supplier test will result in offer caps
for local market power never being lifted until there is significant new entry by
unaffiliated competitors or divestiture by existing participants that results in significant
entry by unaffiliated competitors misses the mark.’> As Mr. Bowring explains, current
load pockets in PJIM are not competitive.® Until there is a change in the competitive

structure of PJM load pockets, there is no reasonable basis for removing the offer capping

rule.!” See La Energy and Power Authority v. FERC, 141 F.3d 364, 365 (D.C. Cir. 1998)

(“Where there is a competitive market, [FERC] may rely on market based rates.”).

V. Documents Enclosed

PJM encloses the original and five copies of each of the following:

1. This transmittal letter;

2. Attachment 1: Declaration of Joseph E. Bowring

3. Attachment 2: Form of Federal Register Notice (also enclosed on
diskette).

VI. Service and Federal Register Notice

PJM has served a copy of this filing upon all PJIM members, each entity

1 See id. at P 24, see also generally Protest of Reliant Energy, Inc., Docket No.

EL03-236-002 (Aug. 6, 2004); Motion For Leave To Protest Out Of Time And
Protest Of The Electric Power Supply Association, Docket No. EL03-236-002
(Aug. 23, 2004).

16 Bowring Declaration at P 24.

Y seeid.
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designated on the official service list compiled by the Secretary in this proceeding and
each state electric utility regulatory commission in the PJM region. A form of notice

suitable for publication in the Federal Register is attached and is enclosed on diskette.

Respectfully submitted,

| - L _—.-_/ f&*" 1:' —
Craig Glazer Barry S. Spector
Vice President, Governmental Policy Carrie Bumgarner
PJM Interconnection, L.L.C. Wright & Talisman, P.C.
1200 G Street, Suite 600 1200 G Street, Suite 600
Washington, D.C. 20005 Washington, D.C. 20005
(202) 393-7756 - phone (202) 393-1200 - phone
(202) 393-7741 — fax (202) 393-1240 - fax
Vincent P. Duane
Deputy General Counsel
PJM Interconnection, L.L.C.
Valley Forge Corporate Center
955 Jefferson Avenue
Norristown, PA 19403
(610) 666-4367 — phone
(610) 666-4281 — fax

Counsel for

PJM Interconnection, L.L.C.
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