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The Federal Energy Regulatory Commission 
(“FERC”) revised its policy regarding its review 
of cost-based power purchase agreements 
between affiliates through an order issued on 
February 25, 2004 in Southern California Edison 
Company on behalf of Mountainview Power 
Company, L.L.C.,106 FERC ¶ 61,183 (2004) 
(“Mountainview”).  Under its previous policy, 
FERC required a showing that a sale of power 
at market-based rates to a franchised utility from 
an affiliate was reasonably priced compared to 
alternatives in the market.  Boston Edison Co. re: 
Edgar Electric Energy Co., 55 FERC ¶ 61,382 
(1991) (“Edgar”).  However, FERC is now requir-
ing this showing for cost-based agreements as 
well.  Specifically, FERC is requiring that all affili-
ate long-term (one year or longer) power purchase 
agreements, whether at cost or market, be shown 
to be reasonably priced compared to alternatives 
in the market.

Background

FERC had established the Edgar policy for review 
of market rate contracts between affiliates because 
it was concerned that the “buyer potentially 
may have unduly favored the rate offered by its 
affiliate seller over lower rates offered by other 
nonaffiliated sellers.”  FERC still has those same 
concerns today but explained that there have 
been “significant changes in electricity markets 
since the Edgar policy was announced more 
than twelve years ago.  For a variety of reasons, 
including competitive supply entry, transmission 
open access, and other factors, in many regions 
of the country market prices are below cost-based 
rates.” 

In Edgar, FERC carefully scrutinized the proposed 
arrangement and noted that in an arm’s-length, 
unaffiliated transaction, the buyer has no eco-
nomic incentive to favor anyone but the least-cost 
supplier, considering price and nonprice factors.  
However, “when a traditional utility is buying 

from an affiliate not subject to cost-of-service 
regulation, the buyer has an incentive to favor its 
affiliate even if the affiliate is not the least-cost 
supplier, because the higher profits can accrue to 
the seller’s shareholders.”  

As a result, in cases involving affiliate transac-
tions, FERC determined that it “must ensure that 
the buyer has chosen the lowest cost supplier from 
among the options presented, taking into account 
both price and nonprice terms (i.e., that it has 
not preferred its affiliate without justification).”  
Thus, FERC has applied a market test that uses a 
bid or benchmark standard to determine market 
value, to eliminate concerns about preferential 
pricing.  The “market value can be established 
by timely offering to all bidders the same services 
at the same price offered to the affiliate,” or by 
providing FERC with a benchmark of the market 
value of similar services based on contemporane-
ous data.  Three examples of how to demonstrate 
lack of affiliate abuse, include:  (i) evidence of 
direct head-to-head competition between affili-
ated and unaffiliated suppliers; (ii) evidence of 
the prices which nonaffiliated buyers were willing 
to pay for similar services from the affiliate; and 
(iii) benchmark evidence which shows the prices, 
terms and conditions of sales made by nonaffili-
ated sellers. 

Implications

Previously, power purchase agreements between 
affiliates that were cost-based were not subject 
to the Edgar standard.  For a variety of reasons, 
some entities entered into cost-based power sale 
arrangements due to economics and the advan-
tage of avoiding a potentially lengthy and con-
tentious review by FERC and by other market 
participants.  In Mountainview, FERC approved 
the affiliate cost-based power sale agreement for 
which Southern California Edison had sought 
approval.  Southern California Edison had the 
option to purchase Mountainview, a develop-
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ment stage power plant project — including all 
the project agreements.  As part of its strategy to 
obtain more certainty for long-term rate recovery 
of the power from the Mountainview project, 
Southern California Edison proposed a cost-based 
power sales agreement between Mountainview 
and Southern California Edison.  Such a sale from 
an exempt wholesale generator to a regulated 
utility required, among other things, approval 
from the California Public Utilities Commission 
under Section 32(k) of the Public Utility Holding 
Company Act.  That approval was received in 
December 2003.  With that approval in hand, 
Southern California Edison then filed the power 
sales agreement with FERC for approval of 
the rates and terms and conditions of the deal.  
Despite the objection of a number of interve-
nors, FERC accepted the cost based-power sale 
agreement without applying the Edgar standard.  
FERC nevertheless announced a new policy by 
establishing that all future affiliate power pur-
chase agreements — whether cost-based or mar-
ket rate arrangements — will require a showing 
of reasonableness compared to alternatives in 
the market.  Making this showing will require a 
fairly detailed filing with FERC establishing that 
the same services at the same price were timely 
offered to competing bidders, including the affili-
ate, or by showing evidence of the prices which 
nonaffiliated buyers were willing to pay for simi-
lar services from the affiliate, or by providing a 
benchmark of the market value of similar services 
based on contemporaneous data.  

Power plant owners, marketers and affiliated 
utilities who are contemplating FERC-jurisdic-
tional power sales transactions between affiliates 
must take into account this additional level of 
review.  Consequently, all affected parties must 
allow enough lead time for the FERC approval 
process if such an approval will be necessary for 
the financing of a project or is otherwise a condi-
tion to the transaction.  In addition, because such 
a FERC proceeding will provide a forum for any 

non-selected bidders to challenge the arrangement 
for which approval is being sought, that eventu-
ality should be a consideration in the designing, 
documenting and implementing any competitive 
solicitation for power supplies in which an affili-
ated power supplier will participate.  

Our Firm represented Mountainview in the nego-
tiation of the principle project documents, in the 
sale of the project to Southern California Edison 
and before FERC in the proceeding initiated by 
Southern California Edison.

Besides this policy shift on affiliate transactions, 
FERC in a related area is re-examining its method 
of determining whether utilities have market 
power.  FERC’s review of its market power stan-
dards has arisen in a variety of different proceed-
ings and contexts.  We have detailed notes from 
FERC’s recent market rate conference that go into 
greater detail than what has been available in the 
trade press and which include questions posed by 
FERC Staff.  If you would like copies of the notes, 
please contact one of the individuals listed below. 

For more information, please contact any of the 
following Paul Hastings attorneys in the Energy/
Project Finance Group of our Washington DC 
office:

Jeffrey P. Schroeder (202) 508-9520
jeffschroder@paulhastings.com 

Laurence E. Skinner (202) 508-9505
larryskinner@paulhastings.com 

Bill D. DeGrandis (202) 508-9568
billdegrandis@paulhastings.com

Jennifer L. Hong (202) 508-9518
jenniferhong@paulhastings.com
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