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Please state your name and business address.

My: name is Richard S. Hahn, 1am a Principal Consultant with La Capra Associates, Inc.
"My business address is La Capra Associates, One Washington Mall, Boston,
Massachusetts 02108.

On whose behalf do you testify in this proceedmg‘?
I am testilying on behalf of Environmental Defense Fund, the Sierra Club, the South

Carolina Coastal Conservation League, and Southern Alliance for Clean Energy
(collectively, the “Clients™).

' Please summarize your experience and qualifications.

1 have a Bachelor’s of Science in Electrical Engineering, a Master’s of Science in
Electrical Engineeriﬁg, and.a Master’s in Business Administration. I have .Workedzin the
electric utility business for nearly 40 years. Ffom 1970 to 2003, Ilworked .at NSTAR
Electric & Gas (formerlty Boston Edison .Compar.ly). During that time, I held many
tcchnical and-manageﬁal positioﬁs in both fegulatcd and ﬁnregulated subsidiaries
coVéring all aspects of utility planning, operali_ons; regulatory activities, and finance. In

2004, 1 joined La Capra Associates. Since then, T have worked on projects related to

mergers and acquisitions, asset valuations, market rules and prices analysis, and litigation

support. T am a registered professional engineer in Massachusetts. My resume is
provided in Exhibit RSH-1 to this testimony.

What is your specific experience relative to mergers and acquisitions?

I have previously reviewed several merger and acquisition applications. These include
| the Exelon-Constellation merger, the FirstEnergy-Allegheny Energy merger, the Exelon-

Public Service Enterprise Group merget, the FirstiEnergy-GPU Energy merger, the

Docket Nos. E-2, Sub 998 and E-7, Sub 986 1 " Testimony of Richard S. Hahn
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Exelon-NRG Energy acquisition, and the Constellation-FPL Gr.oup merger. The issues
thz;tl have addressed in my review of these mergers and acquisitions include market
power anﬁlyses, synergies and estimatcs of savings, and the impact on ratepayers and the
need fof ratepayer protcctions.

What is the purpose of your testimony in this proceeding?

Duke Energy Corporation (“Duke”) and Progress Energy Incorporated (“Progress”)
(collectively, the “Applicants”) have tiled for approval of a merger of the two holding

companies with the North Carolina Utilities Commission (the “Commission™). La Capra

. Associates has been retained by the Clients to revicw the proposed merger. This

testimony provides the results of that review.

Have you also reviewed the proposeﬂ settlement agrecment between the Applicants

- and the Public Staff? :

On August 30, 2011, I received a copy of a draft set of regula;tory conditions and code of
conduct agreed upon by the Public Staff and the Applicants. . received a revised version
of the r_egﬁlatoﬁr condiﬁons the following evening, on Auguét 31, 2011. On September 2,
2011, T received a copy of the proposcd settlement agreement. 1 have read these
documents, but have not had sufficient ﬁme to analyzc them m detail. Therefore, in this

testimony, which was largely completed prior to receipt of these draft documents, I offer

. my preliminary assessment of the agreement reached by the Public Staff and the

Applicants.

Please summarize the application filed in this proceeding.

The Applicants filed an application to engage in a business combination transaction (the -
“Application”). Under the proposed transaction, Duke will acquire Progress in an all-
stock swap. The proposed merger is at the holding company level: Progress will become

a subsidiéi’y of Duke, and, following the merger, the bo.ard.of dircctors of the new Duke

Docket Nos. E-2, Sub 998 and -7, Sub 986 2 Testimony of Richard S. Hahn
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Energy (“the mérged enlity”) will consist of 1 1 directors designated by Duke and 7
directors designated by Progress.

What is the stated rationale for the merger?

“The Applicants offer several expected merger impacts as a rationale for approval by the '

. . i
Commission:

1) Financial benefits arising from the advantages of a larger, more diversified
company;

2) Centralized manageﬁlenf of the Applicants’ two nuclear fleets;”
3) Direct and immédiate operational and rate bencfits to customers;
4) Additional integration bencfits to be realized over time;
| 5) Creating the largest utility m the country headquartered in the Carolinas; and
6) No diminution of effectivc state regulatioﬁ.

What does the Appiication state about the status of Duke Energy Carolinas, LLC
and Progress Energy Carolinas, LLC after the merger?

The Application states tﬁat-thc Applicants’ Carolinas electric utility subsidiaries, Duke
Energy Carolinas, LLC (“DEC”) and Progress Energy Carolinas, LLC (“PCEC™), WIH not |
be merged into a single legal entity at the time of the mcrger. However, the Applicants -
state that there will_ be Sigj}iﬁcaﬁt coordination of operations following the mc;lgcr, |
incl{zding' centralized cconomic dispﬁtch of PEC’s and DEC’s géneratibn assets through
the joint disﬁatch agreement (“JDA”) and the creation of the joint open access

transmission tariff (“OATT™). According to the filing, DEC and PEC will be merged at

. some point in the future, but only after the Applic;ahts resolve numerous issues, including

determination of business practices, operating procedures, equipment specifications,

" Application at 6-7.

See Dir. Testimony of Rogers and fohnson at 9, lines 15-16 (May 20, 2011) .

Docket Nos. E-2, Sub 998 and E-7, Sub 986 3 Testimony of Richard S. Hahn
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uniform rate sqhgdﬁles, service 1'egu;tati0ns, and computer-systems.3 In another forum,
Applicants have stated that they will not consolidate tariffs until a “convergence in ratesl”
has oceurred.”” Thus, it appears that DEC and PEC will maintain separate rates and

- tariffs, But the field / back office operations will be consoiidatéd s0 as to achieve merger
synergies.

1. Summary of Findings and Conclusions

Q. Can you summarize the results of your review of the proposéd merger?
A. My testimony in this proceeding can be summarized as follows.

e The Application does not provide sufficient information for the Commission to
adequately review the merger.  To the extent infﬁrmation has been providcd Iabout
expected costs and benefits of the merger, it is not clear that North Carolina
would enjoy bencfits comniensuxate with the expected costs. In particular, the
adverse impact of job losses would hit North Carolina particulatly hard, with no
e.xplicit mitigation strategy proposed by the Applicants.

e ‘Ihe Beneﬂts froma .] DA between PEC and DEC, which are cited as key beneﬁfs
of the mérger, are more unccrtain than they are portray_cd in the Application and
could be achicved without a merger of the holding companies.

e As proposed, the merger would have a number of adverse impacts on the
environment, including increased cmissions from coal-fired generation.

o The mérger would result in the creation of a dominant procurer of rcncﬁéble
enex;gy in North Cai‘olina, with market power fhat would not necessarily suppoxt

the lowest cost option and would limit the pool of renewable energy developers.

- . Application at 4.
" See transcript of hearing #11-11171 before the Public Servicc Commission of South Carolina, page 33.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 4 | * Testimony of Richard S. Hahn
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e The merger would pose a siéﬁﬁcant risk to ratepayers, particularly because the
px‘opoéed ring-fencing provisions: are inadequate.

e There is a significant gap in rates between DEC and PEC ratcpayers, and it is not
clear -from the application that adequate provisions are in place to cnéurc that
benefits from the merger would be enjoyed equally across all North Carolina
ralepayer groups.

e While the Public Staff scttlement contains important provisions that protect
ratcpayers, this agreement does not appear to address many of the adverse impacts
of this merger, particularly on issues fhat are important to mf Clicents.

In short; additional conditions and proviSions should be cstablished to address these
adverse impacts before this merger is approved.

Please provide your key findings and recommendatwns concerning the adeq uacy of
the Application,

The Application fais short of Whatlis requiréd by the Commission and Eacl;s information
that is typically provided in merger applications. In particular, there is insuﬁicient
quzmtlﬁcatlon of expeoled merger costs and beneﬁts on which to Judge the merits of the
apphcauon or to impose condmons to avoid excessive harm to any partics. In addrtron
the cost benefit analys1s (“CBA”) does not specify an allocation of benefits across rate
classes or jurisdictions. I recommend that the Applicants be required to file a complete
and adequate CBA before the Commission approves the merger.

Please provide your key findings and rccommendations concerning the merger’s
expected impact on jobs.

A large share of anticipated merger savings will come from cutting jobs. A
disproportionate share of the job cuts will likely be in the Carolinas, the only area where

the DEC and PEC service territories arc contiguous and the Jocation of both corporate

~ Dacket Nos. E-2, Sub 998 and E-7, Sub 986 - 5 Testimony of Richard S. Hahn
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hcadc{uarter_s. The job impacts would hit North Carolina the hardest, but resulting
savings will be allocated in part to other states. North Carolina will have an estimated

Joss of [BEGIN CONFIDENTIAL E

ND CONFIDEN1TAL] jobs representing

[BEGIN CONFIDENTIAL

END CONFIDENTIAL| of the company-

wide total. The applicants have offered no specific plan to mitigate the negative impacts
of the merger on North Carolina jobs, and I recommend that the Commission require

such a mitigation plan as a condition of merger approval. Conditioning the approval of

the merger on additional investment in energy cfficiency and the clean encrgy sector

would generate additional jobs to offset reductions resulting from the merger and would
be an important component of any mitigation plan.

Please provide your key findings and recommendations concerning the JDA.

Achieving'bencﬁts from joint dispatch is just as feasible and practical without a merger

- as it is with a merger. Furthermore, the JDA as proposed does not maximize the potential

economic bcnelﬁ_ts.of ] oint dispatch because it does not create a single Baiaﬁcing a_uthority
area (“BAA™) for DEC aﬁd PEC. Finally, the analysis of JDA benefits done by Conipass
Lexecon on behalf of the Applicants does not appropriately model the sYstem as it would
operate unde.r the proposed DA, aﬁd thervefore the estimate of JDA benefits is unreliable.

I recommend that the Commission not accept benefits from the JDA as a justification for

. : : )
the merger because the same benefits could be achieved without a merger. 1 further

recommend that the language of the JDA be revised to base the joint dispatch on a single

- BAA, and if necessary, that the Commission require the Applicants to provide an updated

economic analysis of the revised JDA. If the Commission docs-not believe a single BAA

1is desirable, at a minimum, the Applicénts should be required to conduct modeling that

accuiately simulates the proposed JDA.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 6 © Testimony of Richard S. Tahn
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Please provide your key findings and recommendations concemin_'g environmental
impacts of the merger.

The merger would likely have several adverse impacts on the environment. In my

opinion, it is appropriate to consider environmental impacts of the merger in the approval

process. The merger would result in a single holding company whose Carolinas

operating companies will be required to procure new rénewable energy to satisfy REPS
fequirgments. 'l:'he merged entity could exert excessive market power and favor its own
or affiliate projects to the possible detriment of ratepayers and ren.cwable energy
development. In addition, coal blending strategies that ate at the heart of planned fuel
synergies savings cited in the application will result in higher emissions and more coal
combﬁstiqn residug per unit of energy generated. Finally, the TDA will result in
increased reliance on coal-fired gélleration—esﬁjnﬁted in the Compass Lexecon analysis
to be an increase of 9.5 million MWH over thé first five years after the merger. -

To addross these negative impacts, I recommend that the Cémmission require a

procuremént process for renewables that is independent, transpaicnt and project neutral.

 Talso recommend that the Commission require an environmental mitigation plan that

matches increases in coal-generation with increases in clean, cmission-free resources

such as wind and energy efficiency.

~ Please provide your key findings and recommendations concerning ring-fencing

provisions in the proposed merger.

The Application provides insufficient commitments to protect DEC and PEC ratepayers
{from the risk of exposure to parent and affiliate financial distress. Even as modificd by
the Public Staff Settlement,- the proposed ring-fencing measures leave the hblding
company with complete ﬂexibility'to set limits internally on transactions that cbuic_i drain

cash and impair equity. This flexibility is anomalous when compared to ring-fencing

Docket Nos. E-2, Sub 998 and E-7, Sub 986 7 Testimony of Richard S. Hahn
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provisions sct by commissions across the country in past merger approvals. For example,

PEC dividend payments are not restricted, and limiting DEC’s dividend payments to

“cumulative retained earnings does not provide adequate protection, Advance notice to

the Commission of thesc transactions or subsequent credit rating downgrades may not
leave sufficient time to raise capital and repai 1'-the damage, so ratepayers may stili be
harmed. Instead, the ring-fencing pr.ovisions should include preventive measures to
ensure that retained earnings are reinvested and adequate capitall is maintained so that the
utility is able to thrive. With pi‘eventive ring-fencing measures in place, the utility should
be able to protect its credit rating cven if it_s affiliates experience distr_css. This is because
the ratihg agencies iook to preventive ring fencing provisions, rather than corporate
management diécretion, to cétablish whether the utility is vulncrable to the bankruptcy of
an afﬁliaté. | |
To provide adequate benefits to 1‘a1‘ep%1ye:s, 1 recommend implementing a suite of
inter-related fing-fencing provisions and ex-anfe coinponenté including:
. Modiﬁcations to existing limits on dividend.paymcnts;
° Improve& capital structure combined with a minimum cquity ratio;
o Establishment of an independent member of the boards of directors of DEC and
PEC;
e Additional restrictions regarding the usc of money pools; and
J Es’{ablishrﬁcnt of a.specialli purpose entity (“SPE”) between 1'égu1ated subsidiaries

and the parent holding company.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 8 o ' Testimony of Richard S. Hahn
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Please provide your key findings and recommendations concerning the diffcrence in
rates between PEC and DEC, :

The Application does not provide a forecast or analysis of future ratcs, nor an estimate of

how or when this rate gap would be sufficiently “closed” to facilitate combining DEC’s

and PEC’s separate tariffs into a single set of tariffs. This is of particular concern

because there is cusrently a significant difference between the rates of DEC and PEC,
driven by differences in their generation mix, In 2010, PEC’s rates were 15% higher for

residential rates and 26% higher for commercial rates. 1t will take several years to close

the rate gap because the generation mix of each utility is not likely to change in the short

torm. Merger approval should be expressly conditioned to avoid creating “winners and
losers” amo'ng ratepayers, and instead to ensure that all ratepayer groups in each company

benetit from the proposcd. merger.

Standard for Approval

Q.

A.

Please describe your understanding of the standard that the Applicants must meet
before the Commission can approve this merger.

T am not a lawyer, so T do not offer a legal opinion. T am ad\_rised_by counsel, however,
that thé Commission reviews a proposed merger to determine whether it is justified by
the “public convenience and necessity.” N.C. Gen. Stat. § 62-111(a).

It is my understanding that under North Cérolina law, the public (;om}eniénce and
necessity standard is a relative or elastic standard, and that_ the Commissio‘n has broad
diScretion in determining whethér to approve a merger. The Commission may inquire
into all aspects of anticipated service and rates raised by the proposed mcrger.- To aid in
this analysis, the Commission requires merger applicants tofilea market. pm;ver analysis.

and a CBA. In prior merger proceedings, the Commission has considered three broad

Docket Nos. E-2, Sub 998 and E-7, Sub 986 9 ' . Testimdny of Richard S. Hahn
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criteria: 1) that the merger will have no known adverse impact on rates and service; 2)

that ratepayers are protected as much as possible from potential harm; and 3) that

ratepayers will reccive enough benefit from the merger to offset. any potential costs, risks,
and harms.

Given the elastic nature of the public convenience and necessity standard, it is

~appropriate for the Commission to take into account qualitative considerations of harms,

risks and benefits to ratepayers when detel'ﬁ}inin g whether to approve a merger and under
what conditions to do so. Of particulér interest to the groups on whose behalf 1 am |
tgstifying are considefations related to the environment ﬁnd clean energy. One of the
general policies of the Commission is “[t]o encourage and promote harmony between
public utilities, their users and the environment.” N.C. Gen. Stat. § 62-2(5). In addition,
in enacting the Renewable Energy and Energy Efficiency Portfolio Standard (REPS), the |
North Carolina General Asscrﬁb!y decllarcd that it is the policy of the State:

To promote the development of renewablc energy and energy effliciency
through the implementation of a Renewable Energy and Energy Efficiency
Portfolio Standard (REPS) that will do all of the following:
a. Diversify the resources used to reliably meet the energy needs of
consumers in the State. '
b. Provide greater cnergy secutity through the use of indigenous
encrgy resources available within the State. -
c. Encourage private investment in renewable energy and energy
efficiency. o
- d. Provide improved air qualily and other benefits to energy
consumers and citizens of the Statc.

- NL.C, Gen. Stat. § 62-2(10) a.~d. In light of these policies and the costs and tisks to

ratepayers of environmental harms, 1 believe that if is appropriate for the Commission, as

a part of its evaluation of the proposed merger, to consider whether the merger poses any

harm, risks or costs to ratepayers due to its environmental impact or otherwise impedes

Docket Nos. E-2, Sub 998 and E-7, Sub 986 10 Testimony of Richard S. Hahn
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the State’s clean energy policies, and to impose conditions if necessary to mitigate such

harms, risks and costs, and advance those policies [or the public interest.

Q. Do you believe that the merger, as proposed, complies with the Commission’s

approval standard?

A No, for several reasons:

e The Appiic._étion falls short of what is. required .by tﬁe Commission and facks
information that is typically provided in merger applications.

¢ Inthe Application, benefits arc offered only [rom the J DA and fuel procurement.‘
Howcver, a merger may not be required to achieve these savings.

e No comprehensive CBA was perfo.lmed, as required by the Commission. No

estilﬂates are offered of other benefits normally achilevcd through a merger, such

aé elimination of duplicaté positions, operational s_fnergies, IT synergics, ct
cetera. The Applicants identified such savings in responses to data requests,.but
not in their filings with the Commi SSiOI-l. Furthgr, the Application did not include
an estﬁnaté of the costs to achieve these syncrgies—these costs were also
identified in responses to data requests but were not formally proposed to the

Commission via the Application.

e The Application provides no assessment of the mergcf’slimpact on the
environment. My analysis of the Applicants’ 1‘eSponses to data requests indicates
that the merger will cause an increase in coal plant emissions that is not mitigated _:
in any way, and a potential adverse impact on rencwable ener[.»,;y development.

o The ring-fencing provisions are inadequatg to protect ratepayers of the regulated
affiliates; and -

e The Applicants have provided no assessment of rate impacts from the merger.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 11 : Testimony of Richard S, Hahn
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I discuss cach of these points in detail in the cnsui'ng sections, along with my -
recommendations for additional conditions and provisions should be established to

address these adverse impacts before this merger is approved.

IV. The Cost-Benefit Analysis Does Not Accuratelv Ouantify the Cosis and Benefits of

Q.
A.

=

the Proposed Merger

What are the expected costs to achieve the merger cited in the filing?

‘The Applicants provide very littlc in’f’ofmaﬁon about expected cost to achicve (“CTA™)
the mergef Ia'.nd the benefits described in the filing. The only guantified CTA provided |
was a $51 mﬁhon dollar cost over five years to Jmplement the Apphcantq coal blcndmg
stratcgy 'The Apphbdnts also state that they cxpect to incur unspecified upfront costs to
achieve long-term savings through combined information technology (“IT”) systems,

supply chain functions, generation operations, corporate and administrative programs,

-and inventories.

What are the expected benefits of the merger that have been quanﬁﬁed by the
Applicants?

The Applicants® filing quanﬁiies only. two arcas of expected benefits over the five-year
period following the merger: $3 64 million dollars in fuel s.avings as a result of centralized
economic dispatch of PEC’s and DEC’s generation assets through a JDA, and $331
million in additional fuel savings from the sharingl and implementation of best practices
for tuel pro-curement and usc.

What other expected bencfits of the merger are cited in the filing?

In addition to the fuel savings mentioned above, the Applicants cite several other non-

quantified benefits they expect to be realized through the merger. These include:

Docket Nos. -2, Sub.998 and E-7, Sub 986 12 ' . Testimony of Richard 8. Hahn
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1) Increased size and dfversity of the cbmbined company, giving it the financial
strength to obtain capital for investment in mod_ernizaiion of its plant, cquipﬁient,
infrastructure and service offerings;

2) The elimination of multiple transmission charges for retail and wholesale
customers in the Carolinas through the creation of a joint OATT for DEC’s and
PEC’s three BAAs;

.3) Reduced reserve fnargins through greater coordination of the PEC and DEC
systcmsg

4) FLI[IJI‘G cost savings [rom combining and assimilating Duke’s and Progréss’ It
systems; suppiy cha?n functions, gencration operations, corporate and
administrative programs, and invenfories; and

5) The benefit for the Carolinas from having the largest utility in the nation
headquaft;rcd in Charlotte, with a sigﬁiﬁcant presence in Raleigh. |

The Applicants assure the Commission, in their ﬁ}ing, that the expected cost savings do
not depend on any involuntary workforce reductions and that the merger will not reduce
the Commission’s authority to regulate the service quality and rates of PEC and DEC.,

Q. What is your understanding of the Commission’s requirement of a CBA?

A. The Commission has ordcred that applicants seeking authority to engage in mergers or

other business combinations must file a cost-benefif analysis that includes:

a. A comprehensive list of all material areas of éxpccted benefit,
detriment, cost and savings over a specified period (c.g., three to five
years) following consummation of the merger and a clear déscription of
cach individual item in each area;

b. A guantification of cach individual item (or an explénation asto why a

quantification cannot be made) specifying whether it is an annually

Docket Nos. E-2, Sub 998 and E-7, Sub 986 13 Testimony of Richard S. Hahn
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recurring amount, a single cumulative amount, or a one-time cost or
saving; |
¢. An allocation or assignment of each quantiﬂed amount to the merging
utilities and their affiliates by regulatory jurisdiction; and |
d. Copies of all aﬁalysds of expected benefits, detriments, costs and
| savings relafed to the metrger that are filed with other state and federal
agencies.’

Do you believe these retjuireincnts are adequate for considering merger costs and
benefits?

Yes. I belicve th.at a CBA conforming to the above requircments would provide adequate
infﬁrmation on costs and benefits for the Commission to judge whether to approve the
merger, and if so under what conditions. I believe the Commission’s order is a good.
outline for the necessary c-omponents of a CBA that allows for sufficicnt review of the
justiﬁcations_.tbr a merger.

In your opinion, have the Applicants filed a CBA that meeis the above
requirements?

No, they have not. The current Application docs not meet the Commission’s

requirements: it does not provide sufficient information concerning the savings,

including the costs to achieve such savings, and costs of the merger. A comparison to

previous merger applications highiights these deficicncies. In the Duke — Cinergy
Merger application, for example, $2.1 b_iliion in gross savings were identified over the

first five years after the merger. Costs to achieve were estimated, and net savings were

-allocated. 'This formed the basis of a $117.5 million rate reduction by DPEC as a condition

of approval of the merger. A similar analysis has not been fited with the Comn’iiss_ion in

this proceeding.

5

Order Requiring Filing of Analysis at 7, NCUC Docket No. M-100, Sub 129 (Nov. 2, 2010).
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The Application cites Exhibit 5, the “Fucf Synergies Review,” as responsive to
;che Commission’s requirements regarding CBA. Exhibit 5 documents expected savings
and costs associated with bhanges in fuel procurement and use. The only other benefit
that is quantified in the il ng is the $364 million in fucl savings from the JDA. There are
1I1'0 other costs to achiéve the merger quan‘;iﬁed in the filing. While thc Application
discusses in general how the benefits will be allocated between North Carolina and South
Carolina, it does nﬁt provide specific infofmation as to how such allocation will be
performed aérdss:ate classes within DEC and PEC. In my opinion, the CBA is
incompicte, insufficient, and docs not comply with Commission requirements.

Did the Applicants perform additional cost-benefit analysis that was not discussed
in the Application filed with the Commission?

Yes. In'response to Public Staff Data Request Numbcr I, tems 1-6 and 1-9, the
Applicants made available summary materials from two CBA studics done for merger
pianning purposes.

The Applicants engaged the services of Bdoz & Coinpany to consult Qn matte.rs of
potential merger savings and CTA. Booz prepared an Executive Summary of tts
findings® and a summary document containing itemized savings and CTA’ (the “Booz
study”), both of which are dated Nov;:mbcr 8, 2010. According to the Booz study, the
potential 10-year total savings resulting from the merger are over [BEGIN

CONFIDENTIAL

END CONFIDENTIAL]. The estimated cost to achieve

these savings is [ BEGIN CONFIDENTIAL END CONFIDENTIAL], and

END CONFIDENTIAL] in savings are attributed

to pre-merger initiatives, leaving a net potential savings of [BEGIN CONFIDENTIAL

CIFGUR Data Request Item 2-2, attachment CF 2-2.01.
CIFGUR Data Reguest Hem 2-2, attachmoent CF 2-2.02.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 15 Testimony of Richard S. Hahn
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END CONF IDENTIAL} resulting from the merger. These savings do not
appear to include the PEC and DEC f_ue'_l savings resulting from the JDA that are
guantified in the Api)licants’ filing, Figure 1 providesa c.ompari.sén of the potential costs
and benefits quantified in the Booz study with tfle costs and benefits cited by the

Applicants in their January 8, 2011 filing.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 16 Testimony of Richard S. Hahn
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. Figure t _
Comparison of CBA from November 8, 2010 Booz Study and
the January 8, 2011 Application :
[BEGIN ENTTAL

END CONFIDENTIAT] |
The 5-year net merger savings identified in the Booz study are nearly [BEGIN

‘CONKIDENTIAL B

B END CONFIDENTIAL] than the savings claimed in

the Application.

Docket Nos. Ii-2, Sub 998 and E-7, Sub 986 17 | Testimony of Richard S. Hahn
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3 After the merger agreement was signed, the Applicants coilductcd a study of non-
2 fuel O&M coét savings through the newly-formed Integration Project .Management
3 Office. As of August 5, 2011, the rcport on this study dated Junc 1, 2011 (“June 1*
4 Study”) was the most current consolidated ._anaiysis.; of expected non-fuel O&M
5 synergies.® According to the report, the Appiicénts’havg scaled down tﬁcir estimates of
6 ' | potential savings, but they rcmaiﬁ considerable. Figure 2 below compares the non-fuel .
7 O&M savings potential identificd in the November 2010 Booz & Co. study with ti’le
g revised estimatc-s in the June 1% study. By the third year posf—merger (the last for which
9 . estimates are made in the June 1* study), annual savmgs estimates have reached [BEGIN
' _IOI ' CONFIDENTIAL i END CON}'IDENTIAL] of the estimated savmgs inthe
I November study. |
12 : " Figure2
-13 Comparison of projected non-fuel O&M savings ($ mllllons)
14 in November 2010 Booz & Co. study and June 1* study.

15 - [BEGIN CONFIDENTIAL

16 ~[ND CONFIDENTIAL]
17 '

Applicants’ response to SELC Data Request No. 4, em 4-8. After | completcd my analysis of ihc Fune 1%

results, the Applicants subsequently released an updated study dated August 17" The results from this
updated study, which are not as detailed as the results provided from the June 1¥ study, do not appear to
differ from the June 1% study in any way that would cause any of my underfying arguiments to change.

Docket Nos. E-Z; Sub 998 and E-7, Sub 986 I8 Testimony of Richard S. Hahn
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What is your opinion of the cost benefit analysis results in the June 1* Study?

- I do not have enough information to fully evaluate the rcsults of the June 1 Study.

However, these savings ate not claimed in the Applicants’ filing with the Commission,
and therefore cannot provi'de grounds for approval of the merger application.

Why does it matter that the Applicants’ CBA results were not includced in the
appHcation? : : '

It is not sufficient for the Applicants to have merely conducted a series of their own
internal CBAs that arc not incorﬁorated in the Application. For the Commission to
approve the merger application, it must have the Applicants’ best estimate of all expected
benefits and costs associated with fhe merger, as well as their expected allocation across
entities and jurisdictions, in order to properly assess whether the Iﬁerger meets the
Commission’s standard.

Even when a mcfger generates net bcﬁeﬁts, there.are still winrers and losers. For
examia}e, cost savings that arc achieved by eﬁminating jobs may benefit ratepayers, but |
they will Iaiso harm the jtirisdiction in which jobs had been located (even if the jobs are
ei’iminatcd- through voluntary attr-iﬁon). Moreover, a fuel blending practice that saves
ratepayers money could alsoincreasc harmful emissions that negatively impact the air-
quality of ﬁ 1'egi01_1_. Such tensions are inhercnt in mergers, which is why it is imporiant
for the Applicants to clearly indicate which specific bcneﬁts they intend to pursue, and at
what cost. Only then can the Commission determine whether the benefits are likely to
outweigh the expected costs, and how to ensure thaf the béneﬁts are distributed in the

public interest.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 19 Tcétimony of Richard S. Hahn
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study, it is apparent that [BEGIN CONFIDENTTALE

‘Applicants have indicated that more than [BEGIN CONFIDENTIAL
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What can you determine from the Booz btudy and the June 1% study about the
distribution of costs and benefits in North Carolina?

Based on the supporting materials provided with both the Booz study and the June I*

§ END CONFIDENTIAL] In fact, the

END CONFIDENTIAIL] This e;timéte of job losses is roughly consistent with a
press _rcIcésc issued by Duke and Progress on September 2, 2011, which states that DEC
and PEC currently estimate that between 1,000 and 1,300 cmpléyeés will be based in
downtown Raleigh once the merger is complete, éompm'ed to approximately 2,000
today. " | |

What are your recommendations regarding the CBA?

The Commission should require that the Applicants submit a CBA as part of their filing
that mects the requirements set forth by the Commission order in Docket No. M-100, Sub

129. 1f the Applicants intend for one of the studies that have been offered in response to

_data requests to serve as their CBA, they must explicitly state that so that the Commission

can judge the merger based on the specific savings measures the Applicants intend to
pursue. Without this critical information, it will be very difficult for the Commission to
ensure that the benefifs due to the merger truly outweigh the cosis and that they are

properly allocated.

- Confidential Responses te SELC Data Request No. 5 Itcm 5-15.

Even if the Applicants make good on their promise to avoid any involuntary job Iosses on an individual
basis, the ioss of job positions still impacts the region and its economy.

Docket Nos. 15-2, Sub 998 and E-7, Sub 986 20 _ Testi-mony of Richard S, Hahn
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V. __The Proposed Merger Would Cost North Carolina Jobs

Q.
- A

e

What does the Application state regarding the mei‘-ger’s impact on johs?

As discussed above, the App]ication does not address this issue in detai]. Typically, the
elimination of jobs gcnel‘ates a major share of the cost savings from a merger. In this
casc, it is clear li'hat workforce reductions will be relied on to gencrate significant savings.
Due to the inadequacy of the CBA analysis dctailed in the previous section, however, it is
not clear spéciﬁcélly where and how the Appl.icants intend to achieve savings through
workforce redu_ctions. |

The Applicants have stated:

Over time, Progress and Duke do expect their combined workforces to be

reduced compared to continued operation as unaffiliated companies. To

the maximum extent possible, the companies will manage these reductions

through normal retirements, employee attrition, possible voluntary

retircment programs and similar measures, rather than through forced

layoffs.'!
Regardless of whether the workforce reductions are voluntary or involuntary, the loss of
jobs will have adverse impacts on North Carolina. Even when a position is eliminated
through normal retirement or altrition, its loss still affects job seekers who would have

filled the open position. |

What have you learned from data requests about arcas of potential job impacts?

As T discussed in the previdus séction, the Applicants have provided two internal studies
assessing potential merger savings: the November 2010 Booz study and the June 1

study.

I'he Booz study indicated that about [BEGIN CONFIDENTIAL

END CONFIDENTIAL] might be possifale as a result of the merger, inchuding

{BEGIN CONFIDENTIAL

1

Application at 13.
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| END CONFIDENTIAL]. Although the study does not detail where these job
reductions would occur, it is clear that the Carolinas would be hit hardest. First, corporate
headquarters for both Duke and Progress are located in North Carolina. [BEGIN

CONFIDENTIAL e

| KNI CONFIDENTIAL]J Furthermore, the Carolinas is the |

only area where control areas of the two merging companics are adjacent. In one of the

supporting documents for the study [BEGIN CONFIDENTIAL §

I END CONFIDENTIAL] Figure 3 reproduces the estimates used in the Booz

s‘cudy.13

12

13

[BEGIN CONFIDENTIAL |B

R IND CONFIDENTIAL]
Bocument CF 2-2.01, responswe to CIGFUR DR 2 Hom 2-2, a¢ 10.
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Figure 3
Baseline Comparison of Preliminary Staffing Reduction Estimates in Booz Study

[BEGIN CONFIDENTIAL

END CONFIDENTIAL]
The June 1% study identifies up to [BEGIN CONFIDENTIAL

CONFIDENTIALY} in annual labor savings by the third ycar after the m'(-;rg(-:r]4 based on

the elimination of [BEGIN CONFIDENTIAL B ® END CONFIDENTIAL] An

estimated [BEGIN CONFIDENTIAL B END CONFIDENTIAL] of the climinated

4 Analysis Phase_Savings and CTA_6-01-F1.xls, Detail Savings tab. Provided in response to Staff DR No.
1, Hem 1-9.
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“jobs would be from Nozth Carolina."” F igure 4 below reproduces the estimated impacts
on FTEs by the third year after the merger:

_ Figure 4
Preliminary Staffing Reduction Estimates (Year 3 Post-merger) in J une 1st Study
- ' [BEGIN CONFIDENTIAL

END CONFIDENTIAL]
Have the Applicants made estimates of job losses public?

Only very recently. - A press release issued by Duke and Progress on September 2, 2011
states that DEC and PEC currently estimate that between 1,000 and 1,300 employees will
be based in downtown Raleigh once the merger is complete, compared to approximately

2,000 today.'®

1]

Confidential Response to SELC Data Request No. 5, Ttem 5-15,

Press Release, Duke Energy and Progress Energy announce North Carolina merger settlement with N.C.
Public Staff, (Sept. 2, 2011}, https:/fwww.progress-energy.com/company/media-room/news-archive/press-
release. page?title=Duke+Energy+and+Progress+Energy-rannounce+Nerth+Carolina+mergertsettlément
with+N.CA+PublictStaff&pubdale=09-02-2011. ' :

Docket Nos. E-2, Sub 998 and E-7, Sub 986 - 24 Testimony of Richard S. I[1ahn
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Are projected workforce reductions reasons to reject a merger?

-No, they are not. As I stated previously, climination of duplicate jbbs is common to

almost all mergers and can create benefits for ratepayers. However, the lost jobs
represent a cost for some. With unemployment in North Carolina hovering near 10%, (up
from 3%. in 2009) and state debt above $6 billion, the poten_tiai losé of so many jobs in |
the next few years could harm the state’s alt‘ea& y strugglin g economy. 1recommend that
as conditions fo;' approval of this merger, the C.ommis.sion seek ways to ensure that some
beneﬂts of the merger are used to miti gate the harm it causes the public ﬂu‘ough the
adverse impact on jobs, especially in North Carolina. -

What are your recommendations to address the adverse impact on jobs?

First, the Applicants should be required to file with the Commission their most current
analysis of the expected North Carolina workforce reductions from the merger, with
quantitétivc estimates of the savings they eﬁiaec_t_ to ach.icwlfe as a resullt. Wiﬁl this
information, the Commission can take steps to ensute that some of the cost savings that
result from the merger are used at least in part to mitigate harm from job losses. One way
to do this is .to require new investment that will create new j.obs in Notth Carolina’s
growing clean energy scctor. The Commission could establish a condition ’r;or the
approval of the merger'that requitcd DEC and PEC to increase the amo_unt of local
renewable energy and / or energy efﬁciency resources in their portfolios, ‘This action
would n.ot only provide in-étate employment opportﬁnities to offset the job losses from
the merger, but it would also have environmental benefits, as discussed in {urther detail

below in Section VII of my testimoriy.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 - 25 ) Testimony of Richard 5. Hahn
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VI. ' The Joint DiSpatch Agreement Will Result in Minimal Savings and Could Be

~

R

Accomplished Without the Proposed Merger .

Please briefly describe the Joint Dispatch Agreement proposed by the Applicants.
According to the Applicants’ filing, specifically the testimony of Mr. Weintraub, the JDA

~ is a voluntary agreement between DEC and PEC that will allow their generation

resources to be dispatched as a single system to mect the two' utilities’ retail and firm
wholesale customers’ requirements at the lowest reasonable cost, consistent with DEC’s
17

and PEC’s reliability and contractual obligations and applicable laws and regulations.

Have the Applicants provided an analysis of the expected savings from the JDA?
The Applicants provide an analysis of the JDA perfonne_d by Dr. Kalt of Compass

Lexecon. This analysis was pcrformed using the DAYZER power system simulation
model. The rosults of this analysis yielded $364 M in savings over five years, ranging
from 1% to 2.5% per year. Figure 5 below is an excerpt from the Application showing

those results.

Figure 5
JDA Excerpt from Application
Exhibit No. 2 _
ESTIMIATED COST SAVINGS ASSOCIATED WHTH DUKE AND PROGRESS JOINT DISPATCH
Base Case {Smm)
. . 20z . 2013 - 204 2016 2035
Eatimatad Cost - No Joind Dispatch $3.071 34,110 54,4768 34,465 $.Ha
Estnatad Cest - With Jairt Dizpatch 53,833 54,061 4,351 4,368 4,599
Savings % 18 e 554 ¥ §i5
%% 1.0% 12% L% 2.2% 25%
. - "2ME .
Curniativa Savings 3364

17

Dir, Testimony of Weintraub at 3.
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Do you agree that it makes sense for DEC and PEC to enter into a JDA?
Yes. A properly designed JDA should reduce production costs for both DEC and PEC by

Iowering fuel and other variable operating costs, such as environmental 1'eagent costs.

Do you agree with the Applicants that whlle a JDA. is theorctically possible without

2 merger, it is not realistic?

No. Ibelieve that it is both practical and reali stic for DEC and PEC to enter into a JDA
without a mergér. Public Staff Data Request 3-3 asks the Applicants to explain why a
JDA could not be impiefncnted abscnt a merge?. The response discusses the o_biigations
of DEC and PEC to operate their respective systems for the benefit of their native load
customers, but does not actually cxplain how a JDA without a merger would a&verscly
affect those obiigatibns.

Dr. Kalt states that a JDA is not possible without a merger due to real-time
operational constraints and transaction costs. Do you agree?

No. In fact, there are humerous examples where independent, vertically intcgrated

 utilities similar to DHC and PEC have cnter’ed into mutually beneﬁciai JDAs. Prior to the

creation of competitive clectncrcy markets in the Northeast and Mid-Atlantic, the New
England Power Pool, the New York Power Pool, and PIM all operated power pOOlb with
central dispatch of all generators to meet all loads that lowercd each pool participant’s
annual production costs thrbugh sharing arrangerﬁents. Under these arrangements, each
.utilily Was responsibie for planning and operating its own system for the beneﬁt:s. of its
own customers, and acquiring the résources necessary to réliabiy serve load. The savings
from central dispatch .vastly outweigh_ed any costs incurred in implementing the joint

dispatch.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 27 Testimony of Richard S. Hahn
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How do you respond to Dy. Kalt’s statcment that a JDA requires the sharing of

- competitive generation opcrating costs and a level of cooperation that is not

practical or realistic between unaffiliated entities?

I disagree. A JDA requires that each utility share information on fuel costs, heat rates,
and other data points required to dispatch the generation to mect the loads. Such |
information is already publicly avaiilablc, as both DEC and PEC include such infmmatidn
in thé annual Form 1 1'ep01'{s that. are submitted to the Federal Energy Regulatory
Commission (“FERC”). Figurc 6 below is an excerpt from DEC’s 2010 FERC.F orm 1

for its Belews Creek Coal plant, which is available on FERC’s website at

http://elibrary.ferc.gov/idmws/search/fercadvsearch.asp. This schedule shows annual

Igeneration,'non—fuel operating costs, heat ratc, cost of fuel pu'rchased, and cost of tuel
burncd. Similar schedules are available for every power plant operated by DEC and

PEC.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 28 ‘Testimony of Richard S. Hahn
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Figure 6

Data for the Belews Creek Coal Plant

Belews Creek
Steam !
B Convenhona!

Type of Constr (Cun\.enh
Year Driginally Constructed
Year Lasi Unit was Installed [

led Cap (Max Gen Namne Plate Ratings MW) | i 2180 i
emand on Plant - MW (60 mlnutes) 42299 i
Plant Hours Connected o Load ;

8,479 |
Net Continuous Plant Capability (Megawatls) 0
When Not Limited by Condenser Water | 2220,
When Limited by Condenser Water . LB
Average Numbsr of Employess 188
Net Generation, Exclusive of Plant Lse - KWh {14,711,130,000 |
- | Cost of Plant Land and Land Righls 1 21,881,869
_Stuclures and Improvements B 234 987,637 |
EquipmentCosts | 1,487.61,370 |
- Assel Relirement Costs 11,062,367 |
Total Cost i

Cost per KWV of !nstailed Capamty (Ilne 1745} T
Produclion Expenses: Oper, Supy, & Engr
Fuet

Steam Expenses
Stearn From Other Snumes e
Seam Trensferred (Cry

Misc Steam (or MNuclear) | Puwer E)q)anses T

Rents ... e 28,784
Afowances [T meri
Maintenance Supemsion and Enginsering 1 aBlgis !
_Maintenance of Structures o 4,402,017 0
Maintenance of Boiler {or reactor) Plant ! 15582812
Mainfenance of Electric Flant 10,581,580 0
Maintenance of Misc Steain {or Nuclear) Fiant . 819,755 ¢

_Tolal Production Expenses

Eupenses per Net KWh

Fuel: Kind {Coai, Gas, oil, or Nucfear)
Unit (Coal- mWO"‘W["%‘!’@??:!HFﬂNUE‘.
Quantity (tnits) of Fuel Burned
Avg Heat Cont - Fuel Burned (blu/indicato if
Avg Cost of Fueliunit, as Delwd f.0. ear 1
Averags Cost of Fuel per Linjt Burned o

UB4497, 7T L

Average Gost of Fuel Burried per KW!?._NQ..t.Ganm R
Awverage BT per KWh Net Ganeralion

The Form 1 reports also provide éonsi_derabié detail on wholesale purchases and sales.
The information needed to implement a JDA is largely publicly available now; neither
Dr. Kalt’s testimony nor any information provided in responses to our diécovery requests
identifies any spcciﬁc competitive concern regafding the disclosure of this information
between DEC and PEC in the absence of a merger. Furthérmore, to the extent that DEC

and PEC wished to avoid the sharing of this data, the JDA could be implemented by an
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independent _ﬂ"lifd party. Thus, it is clear that the sharing of generation operating costs is
not an obstacle to the implementation of 4 JDA without a merger.

Do you have any concerns with the proposed JDA itself?

Yes, I have a number of concerns. There appear to be discrepancics between the
language of the JDA and the Application, and it seems that the analysis performed by
Cbmpass Lexecon may not accurately simulate the J DA as written. | Certain assumptions
may causc the Cmﬁpaés Lexecon analysis to underestimate the savings from a JDA, and
other assumptions may result in ove_r-estimatiﬁg the J DA savings. In addition, the
Compass Lexecon ahalysis indicates that the JDA will résult fn an increase in the output
of coal units, thereby increasin g cmissions. This concern regarding increaéed emissions
i's discussed in Section VII of my testimony albng with recommendations on mitigation
througﬁ investments in clean energy sources.

Please explain your concern regarding the discrepa:_icies betwceen the system |
modeled in the Compass Lexecon analysis and the systems described in the DEC.
and PEC IRPs.

The Compass Lexecon analysis models a much different system for DEC and PEC than is

contained in cach company’s 2010 integrated resource plan (“IRP*). As shown in Figure

7 below, the_ loads modeled by Compass Lexecon are considerably higher than thosc
contained in the 2010 DEC and PEC resource .plans,'s while total resources are about the
same. This causes the reserve margins in the Compass Lexecon sl.udy to be
approximately vero in 2016. Under this assumption of higher .Ioads, both systems will be
considerably short of capacity, and it is likely that opportunities to create savings due to

joint dispatch would be limited in the modcling. Therefore, the assumptions madc

2011 IRPs were filed on September 1, 2011, which did not afford sufficient time for review prior to the '
filing of this testimony.
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regarding loads may cause the Compass Lexecon analysis to underestimate the JDA
savings,

. Figure 7

ERP Summary Comparison

“Load Comparison

 [Duke - IRP 17,750] 17,974| 18,280, 18,605 18,990
Duke - Cap Balance Worksheet 19,824]  20,130{ 20,536] 20,962] 21,454
Difference]  2,065]  2,156] 2,256 2,357} 2,464}
PEC- IRP 11,884, 12,857] 13,084] 13,253 13415)
PEC - Cap Balance Worksheet 13,734]  14,108] 14,435 14,601} 14,932
' Difference|  1.850] 1,051] 1,351 1438 1,517

_ ;Resource Comparison

Duke - IRP ) 21,429 20,850
Duke - Cap Balance Worksheet 21,087 22,508 22,508 21,428' 21,428
, Difference 129  s073 10m 578 567|
_{PEC-18P . 14,839 15,712 15,753 15,260 15,398
PEC - Cap Balance Worksheat 15,833 16,981 16,377 15,854 14,916

Difference 994 1,269 624 585 -482

_|puke-1rP 18% 19%| " 17% 12% 10%
| Duke - Cap Balance Worksheet - 6% 12% 10% 2% 0%
] Difference - :
|PEC-IRP 5% 2% 20%, 15% 15%|
PEC - Cap Balance Worksheet 15% 2006 13%: 8%} 0%
" Difference

Addi_tionall)f, the testimony of Mr. Weiﬁtraub states that the system of tﬁe merged entity
will be dispatched as a single s;ys’u:r.n.19 As. I undgrstand it, Compass Léxccon analyzed
the JDA as if the combined i‘esoulrces and foads of DEC and PEC-post-merger wiil be
dispatched as a single BAA. However, the JDA itself contains provisions that are at odds
with this interpretation. In fact, the JDA specitfically states that it is not intended or shall

not be construed as providing or requiring a singlc integrated electric system ot creating a

Dir. Testimony of Weintraub at 3.
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single BAA.?® Failing to account for this provision of the JDA would likely cause the
Compass Lexecon study to overestimatc the savings from joint dispatch, I am concerned

that, as a result of the difference between the JDA and the assumptions made by Compass

Lexecon, the Applicants’ filing overstates the JDA’s benefits to ratepayers. Because

certain assumptions contained in the Compass Lexecon analysis may' cause it to both
under- and over-estimate the JDA savings, | am concerned about the accuracy of the
anaiyéis and its appiibability to the JDA.

What ave the benefifs of a JDA based upon a single BAA?

- A JDA based upon a single BAA has several advantages. This arrangemenl‘; which can

be considered a “tight power pool,” can achieve the maximum benefits of central
dispatch. Such an approach allows for the sharing of p_lémning reserves and operating

reserves, which would result in lower costs to the ratepayers of each company without

compromising the ability and requirement of each utility to plan for and maintain its own

resource portfolio and operafc its own reslourc'cs for the benefit of its own customers,
Also, in my experience, resources within a BAA are dispatched to optimize production
costs. Each BAA first commits the generation needed to be on-line to meet operating

requirements, and then dispatches the units that are on-line to achieve the lowest possible

- production costs, Economic exchange opportunities are typically explored after the

dispatch has been established. Transactions between BAAs are not automaticatly

identified, but rather are scheduled based upon advanccd bilateral transactions or

opportunities or cconomic interchange after the intra-BAA dispatch has been established.

So if DEC and PEC are not operated as a smglc BAA, 1‘: is pObblble that the JDA might

not capture the maximum amount of benefits possible.

20

See section 3.2(a} of the IDA.
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Can you illustrate this coneept by way of a simple example?
Power system simulation sdftware that implements a sccurity constrained unit
comm itme.nt and economic dispatch is complex. However, [ have created a simplified
example of this process using spreadsheets. Consider two hypothetical utilities,
designated as Company A and Company.B, each with a resource mix as shown in I’ igure
8. Both cqmpanics have 800 MW of total resources, including nuclear and 'gas turbine
(“GT”) peaking capacity. Company A has coal resources and Company B has natural

gas-fired combined cycle resources. Both systems have peak loads of 700 MW, resulting

in a 14% planning reserve margin.

Figure 8

Unit Characteristics for Example Dispatch

- |company A | i

] N
Nuclear-A | 250.00 | 50.00 | 250.00 ) 5.00| 1250.00  5.00
CoakA | 300.00 | 60.00 |3,000.00 | 40.00 | 12,60
CFA 250.00 | 25.00 | 2,500.00 ! 90.00 | 22,750.0
total capacity |  800.06 | 135.00 | 5,750.00 | 40.00 | 36,600.0

orhpany B

Nuclear-B | 200.00 | 40.00 240.00 0 6,00
CCB 1 40000 ; 80.00 6,000.00 60.00 :25,20(
CT-8 | 200,00 20,00 '2,400.00 | 200.00 | 20,400.00 | 102.00
total capacity | 800.00{ 140.00: [ 60.00° 4680000

H

Figure 9 below shows what happens when these two companies are dispatche.d

separately, and then dispatched jointly as a single BAA. The loads of each company are

assumed to be 350 MW. In the separate dispatch scenario, Company A’s nuclear and

coal capacity must be committed, resulting in production costs for one hour of $5,850. In
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this scenario, Company B must commit its nuclear and natural gas combined cycle
capacity, resulting in production costs for one hour of $1 i,400. Thus, the sum of
production c'ost-s for the two separate dispétches is.$17,250.

~ Under a joint dispatch as a single BM, howéver, Company B’s natural gas
combined cycle capacity is not committed. Rather Combany A has underutilized coal
capacity that can be disbatched to zﬁéet Company B’s load. In this scénario, the joint

dispatch yields production costs of ‘$13,05 0, which equals savings of $4,200 or 24% as

" compared to the stand-atone dispatch results..

Figurc 9
Example: Benefits of a JDA for a Single BAA

COMPANY A | i ! : ]

range. :t_otal_ MW
‘dispatch - dispatch . idispatch

Nuclear-A | 125000] S0 1 | s000i 20000

Coal-A 12/600.00 | 42001 1 60.00 1 4000
CTA . 22,750.00 | 9100 |
totaicapachty | :

: ! : '

load

600 120000 600,
60.00 | 25,200.00 , 63.00 |

CCB | 40000 80.60 [6,60000 ;.

CT-8 | 200.00 | 20.00 | 2,400.00
totalcapacity | 800.00 | 140.00 |
loa | 356.00 | i

0.00: 250.00:
40.00| 24000}
60.00 | 3,000.00
8000} 6,000,
35.00 | 2,500.00 0.00: 000 _
(T8 .__..200.08° 2000 ] 2400.00 : [, ... .bOO. 000. 000 000! N/A
total capatity ; 1,600.00 | 275.00] | 40.0018340000( i i 15000 550.00 700.00 13,050.00

load . 700.00 : i : ; )

250.00 © 10,500.00 |
L. D005 0001 NA

..}, 30000
5. 480.00
. 250.00 i

Figure 10 illustrates what happens with a joint dispatch of separate BAAs for Companies

A and B. In this scenario, all of the capacity that was committed in the stand-alone

Docket Nos. E-2, Sub998 and E-7,Sub 986 34 'l“estifnony of Richard 8. Hahn



I

12

13

#*% PUBLIC VERSION #**#*

dispatches for each company is also committed in ’;he joint dispatch. Because Com pany
B’s natural gas combined cycle capacity is q.ommiﬁed in this dispatch, it is dispatched at
mm;mum load and Company A’s coal capacity is dispatched less. Savings from the joint
dispatch with separate BAAs is $1,400 or 8% in this one hour, or less than ha.lf of what
the savings would be for the jdint dispatch with a single BAA, which were $4,200 or
24%. |

_ Figure 10
Example: Benefits of a JDA with Scparatc BAAs

Nuclear-B

cCB [ BomDi 0.
cae 200 0.00 |

Jtotal capacity | 12000 |
load 230000

{ 125000 s,
P 1200000 600
{ 7,400.00 | 43.53

63.00

00 | 60.00 ' 2520000 ; A 6,000.00 | 75.00

2500 2,500.00 | 90.00:22,750.00 ] 9100 Bo0l N/A

o8 ! .00 20.00 ; 2,400.00 | 100.00 ; 20,400.00 } 102005 | 0. i 00D N/A
 700.00 15,850.00 3264

totalcapacity ; 1500.00 27500 { §0.00 83,400.00 | i
toad C700.00 : : : ; L

This exathple illustrates the benefits of creating a single BAA in performing the joint
dispatch. For this reason, the JDA should be revised to allow for a single BAA in the
joint dispatch of DEC’s and PEC’s resourccs. This mvision would maximize savings for

North Carolina ratepayers.
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Are there other reasons t(’) base the JDA on a singie BAA?-
‘The Applicanfs have stated their intention to combine their OATTs into a single OATT.
An OATT provides for different types of transmission service. The most common type
of service provided is Network Tfénsmission I.ntcgra_tion Service (“NTIS™), where the
loads of a vertically integrated utility within the BAA are designated as network loads
and the resources of that same utility within the BAA are designated as network
resources. In the dispatch process, all netwolrk resources are central l-y dispatched to meet
all loads, subject to any transmission constraints that exist within the B.AA. NTIS _allows | _
each utility to use ﬁhe transmission syétem seamlessly as load levels and the oufput of -
génerators éhange from hour to hout, without the necessity of obtaining individual
transmission paths belweeﬁ loads and reéourccs‘. This arfangement can be contrastled

against the transmission service for transactions between neighboring BAAs. For inter-

 BAA transactions, point-to-point transmission is used, and specific transport quantities

and specific points of receipt and points of delivery must be specified. For this reason, an
OATT is almost always associated with a single BAA, which provides another reason to
basc the JDA on a single BAA.

Axe there any disﬁdvanfages to establishilig a single BAA?
I cannot think of any disadvantages. The JDA is essentially a voluntary contract that |

cstablishes the terms aﬁd conditions for wholesalc power purchaéés and sales between
DEC and PEC. Som_e. may be concemed.that establishing a single BAA or a tight i}'ower
pool would trigger FERC jmiédiction. In my opinlion, however, thé JDA would already
be subject to FERC jurisdiction as currentty written becausc it is clearly directed at
wholesale purchases for resale between DEC and PEC. That_ said, it is unlikely that

FERC would spend much time reviewing the JDA. This is because the DA is a
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voluntaty agreement between two willing, vertically integrated utilities with the vast
majority of their activities subject fo state regulation. Revising this agreement to reflect
the joint d_ispatch of a single BAA woﬁld not change this fact. Because both DEC and
PEC will stiil be subject to regulation and oversight by the Cﬁmmissinn, my éuggcsted
revision to base the JDA on a single BAA would not compromise state jm‘isdiction.

Moreover, a JDA based upon a single BAA does not require that DEC and PEC combine

their planning process into one, nor does it require that DEC and PEC combine their retail

rate tariffs, Each Company can still dcvélop its own IRP, operate and maintain its own

assets for the benefit of their own customers and shareholders, and maintain independent
rate schedules for each retail service territory.

Is it possible to cstablish a single BAA when there are severe transmission -
constraints between the incumbent BAAs?

Yes. Most transmission systems have constraints of some kind. These constraints are
considered and accounted for when the security constrained unit commitment and

dispatch process is implemented. A lack of transmission between the incumbent BAAs

will limit the econontic benefits that can be realized through a JDA, but such limitations
_Will cxist regardless of whether the JDA is based upon multiplc BAAs or a single BAA.

Transmission constraints notwithstanding, it is still the case that a single BAA provides

the best possibie savings opportunities within thosc constraints,

Are there any concerns that a JDA based upon a single BAA could result in .
ratepaycrs of the low cost provider inappropriately subsidizing ratepayers of the
high cost provider? '

A properly designed dispatch agreement should reduce costs for both DEC and PEC and

therefore reduce costs for ratepayers at both companies as well. Figure 11 below

illustrates how the joint dispatch savings would be allocated to each of Company A and B
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- under a JDA in which units are dispatched in a single BAA. The JDA proposed in this
probeeding allocates the savings baéed upon actual hourly generation in the joint
dispatch, éo I have used that same method to allocate savings in the hypothetical example |
discussed above. Because Company A produces 71% of the houtly generation, it
receives 71% of the $4,200 savings from the joint dispatch, or $3,000. | Company B
receives 29% of the savings, or $1,200. Thus while the total JDA savings is 24%,
Company A, which is the Iow cost provider, saves 51%, Whilé Company B, _the high cost
provider saves 11%. In ¢ssence, in this one-hour example, Company A is séiling 15 0

| MW of coal capacity that is unciemtiiized in the standalone dispatch to Company B at
$60.0Q per MWH, which is well above the cost to produce that additional power, which is
$40.00 per MWH. These infra-marginal revenues are.credited back to Company A’s
ratepayers via the fuel charge. Company B purchases Company A’s underutilized coal
capacity at $60.00 per MWL, but avoids the commitment and dispatch of natural gas -
combined cycle capacity that costs $68.00 per MWII-I. Both Companics save monej
under this example of a JDA based upon a single BAA. Company A, the low cost
provider, actually has its cost advantage inqrcascd, not decrcascd, which can be a suitable

reward for having low cost capacity.
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Example: J1

:$cenafio.

loads, mw
standalone dispatch

mw committed

- mwgen
.. costs
. costpermwh

joint dispatch li'efore biliiﬁg -
....... Hunits committed

billing adjustments

mw purchased
... tost/{revenue)$
__...cost / {revenue) per mwh _

joint dispatch after billingadj -
nat mw gen
.. DELCOSES.

...hetcostpermwh =

__ #units committed -

_ mwcommitted |

%ofhourlygen |

' :S savings.fromjoiht di-spatx';'?'lm_i
% savings from joint dispatch |

L 71%

. (5150)

©(38,143)
454,29

| $3,957 $10943 | 514900
411.31 $31.27 $19.96

| $2,143 | $857 1 $3000
35% 7% 17%

Figure 11
DA Savings Allecation

~ 700.00

2 2 L4
550 . 800 | 1350
1 $17,900
51_?.43

| 31629

550 s
700

| $12,900

Is there ever an instance where a JDA does result in rafepayers of the low cost

provider subsidizing ratepayers of the high cost provider?

Ina Weﬁ-designed JDA, such a situation should not occut. Figure 12 below examines the

same dispatch analysis as depicted in the above Figures 9 through 11, but over a wide

range of loads, from 300 MW to 700 MW. Note that for most load levels, thé_ savings are

positive for both companies. Company A, the low cost provider, was consistently

allocated a high share of the savings, retaining and enhancing its cost advantage over

Conipany B. Savings arc zcro at loads of 550 MW and 600 MW, but at these load levels,

the generation for each company is the same as it would have been in stand-alone

disp.atches\. So, no p'ower is 'bought or sold during these hours. None of the load levels

Docket Nos. I5-2, Sub 998 and E-7, Sub 986
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result in savings for one company and higher costs for the other company. This indicates

that a joint dispatch with a single BAA will benefit both parties.

Figure 12
JDA Savings Summary

00 L R2R

i i
400 9% | 6% 1. 10%
380 % 35% 0 7% 17%
300 i 3/% | 9% 18%

What do you recommend regarding the proposed DEC - PEC JDA?

While a JDA does not 1'equ1'1_"e a merger, a properly designed JDA will provide benefits to
both DEC and PEC. I recommend that the language of the JDA be revised to reflect a _

single BAA, so that the benefits to ratepayers are consistent with those claimed in the

" Applicants’ testimony, A JDA with a single BAA will provide the maximum bencfits to

Nozth Carolina ratepayers, and provide no cconomic disadvantages. As a condition of
approving the merger, DEC and PEC should be required to modify the proposed JDA to

reflect a single BAA.

YIIL. The Proposed Merger Would Harm the 'E]_Wironm ent and Renewable Energy

Q.

Development ) :

Is it appropriate for the Commission to consider environmental issues in
determining whether the proposed merger is justified by the public convenience and
necessity?

Yes, it is. As noted earlier in this testimony, it is my understanding that the

- Commission has broad discrction to take qualitative considerations into account in

evaluating the proposed merger. Since it is the Commission’s and the State’s policy to

encourage cnergy generation that is in harmony with the environment, and because the
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environmental impacts of the merger could harm ratepayers, I belicve that it is

appropriate to consider environmental impacts in the approval process and to impose

‘conditions to mitigatc adverse impacts if necessary.

What are the j)rimary envirgnmental concerns that are raised by the proposed
merger? '

The Application does not explicitly address envirqmneﬁtal considerations. Iowcever, a

careful examination of the information provided by the Applicants has raised three

“significant concerns:

¢ One concern is the effect that thc- merge_d entity’s mérket dominance will impﬁct
the procurement of renewable energy to satisfy REPS requirements.

° Sccond,-.mﬁch'_of the .fuel synergies savings uscd to justify the merger fciy on coal
blending practices that will result in increased utilization of lcss_cfﬁcien’r, higher-
poiluting coal.

¢ Third, ioint dispatch of the DEC and PEC systems is expected to rcsult.in higher
reliaﬁcc on coal-fired generation, and thus gz‘eafer emissions. |

Please elaborate on the concerns you have regarding the impact the merger will
have on renewable procurement in the State.

Effectively, the merger will reduce the market for rencwable energy to meet the North -

‘Carolina REPS requirements to one buyer, with the potential to substantially curtail the

opportunities for independent renewable energy projects in the state. Although DEC and
PEC should be in a position to develop renewable power within their regulated markets
and have an opportunity to earn a fair return on these investments, it is imperative for

there to be an open process that does not favorably bias DEC, PEC, or their affiliates or

exclude participation by other developers.
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How do DEC and PEC currently plan to satisfy their REPS requirements?

Both DEC and PEC plan to maximize the amount of energy efficiency and out-of-state

resources they use for compliance. For the remainder of the requirement, DEC plans to

satisfy its requirements with a mix of company-owned resources and energy and

renewable energy certificate (“REC”) purchases. PEC plans to satisfy the remainder of
_its requirements with enef_gy and REC pufchases, For its company-owned resources,
DEC plans to pursue co-firing and 1‘ei)owering j;)l'ojects to burn biomass fuel at its existing
coal plants and to install solar PV on some of i{s proi;eﬂy as part of its distributed solar
program,

What opportunities does the current system afford renewable energy developers?

Renewable energy developcrs have the ability to sell bundled energy or RECs from their
projects to either PEC or DEC. Because PEC’s strategy has .bccn to procure its REPS -
compliance through requests for proposals (“RFPs™) and has 110?1 thus far used any of its
own resources for compliance, these RFPs create an open market for renewablic

developers. DEC’s heavy reliance on company-owned resources does not provide the

same oﬁen market environment. Thus, developers trying to sell power to DEC are

essentially competing against DEC’s own resources.

How W;i“ opporiunities for renewable energy developers be affected by the merger?

It is unclear how opportunities for renewable energy developers will be affected in the
néar’term by the ﬁlerger of the holding companics. There are two possibilitics. The fiest
is that after the merger of DEC and PEC, there wiii be only one entity procuring new
renewable energy for REPS compliance. There is no information in the Application
regarding future procurement sirategy, but it is likely that the procurement strategy‘ will

include a mix of bundled encrgy and REC procurement and utility owned resources.
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Under this scenario, the number of buyers of renewable energy has been reduced to one
from two as a result of the merger, which creates the potential for the exercise of markct.
power. The second possibility is that DEC and PEC continue separate renewable energy

procurcment processes if the merger is approved. Even if PEC continues the RFP-

focused procurement process is has emplojred thus far, it will have an affiliate (DEC)

who can compete in that process. Pést-merger, developers could be left with only one
potential buyer for their output, and it will mean that therc will no longer be a market
o_pén to renewable developeré in which they are not competing with utility-owned or -
afﬁliate 1'esourcbs. Under either possibi_e oufcome, the merger would have an adverse
impact on the development and procurement of renewable energy in North Carolina.

Will the Municipal Power Agencics or Electric Membership Corporations serve as
an alternative buyer for renewable energy? :

The Municipal Power Agencies (MPAs) and Electric Membership Corporations (EMCs)

will serve as alternative buyers for the set-asides (solar, pouliry and swine), but beyond
the set-asides, the MPAs énd EMCs arc allowed to satisfy all of their REPS requirements
with existing resources aﬁd energy efficiency. This means _that the MPAs and EMCS,
who ai*e much smaller than DEC or PEC, are not likefy to be competing with the_ merged
entity for new renewable energy facilittes.

Will Dominion serve as an alternative buyer for renewable energy?

~ No. Dominion is allowed to, and is likely to, satisfy all of its REPS requirements with

out of state RECs.

What are the potential impacts of having one potential buyer combeting dircctly or
with affiliates with third party projects for renewables to meet REPS requirements?

A singlc company with a portfolio requirement and no requirement to solicit the best or

most cost-effective projects can exert market power and favor its own or affiliate projects
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to the possible detriment of ratepayers. A single-procurer market with affiliates active in
the mérkct for renewables creates an exclusive barrier to entry, stifles competition and
does not foster a process that guaranteés the lowest cost or most favorable—from a .'
technology or experience perspecti?e—proj cets are bui.it. A single buyer with afﬁligte
interests could well causc unafﬁliated renewable developers to forcgo North Ca}oiina |
development activities and, instead seck opportunities in other state markets where there
are open and transparent pi‘O.CBSSGS with competitive bidding and affiliatc transaction
1ﬁles.

ks there precedent established elsewhere for competitive solicitations where affiliate
interests are involved? ' '

Yes, in similar wholesale market circumstances, FERC has developed mechanisms to
addréss corﬁpcfitive procurements in which the buycr has comp{:"[ing affiliated interests.
In EERC Opinion No. 473, “Opinion and Order Affirming Initial Decision in Part,
Denyin.g Requests for Rehearing and Announcing Ne_v# Guidelines for Evaluating Section
203 Alfiliate Transactions,” FERC states in its deteﬁnination: “the Commission
continues to believe that affiliate acquiéitions by their very nature raise concerns about
the potential for discriminatory treatment in favor of the affiliate’s plant, which can
ﬁndermine compétition and harrﬁ the public interest.””’ FERC also says, “{w|e believe
that affiliate prefercnce, or the possibility thereof, whether in market-based or cost-based
PPAs or in asset acquisi.tions, harmé competition” and cites a Southern California Ediéon

case (106FERC 61,183). FERC states: “Affiliate prefercnce could disénurage non-

21

Federal Energy Regulatory Commission. Opinion No, 473: Opinion and Order Aﬂ?mﬁng Initial Decision
in Part, Denying Requesis for Rehearing and Announcing New Guidelives for Evaluating Section 203
Affiliate Transactions. Pocket Nos, EC03-53-000 and EC03-53-001, July 29, 2004, page 16, paragraph 47.
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affiliates from adding supply in the local arca, harming wholesale competition and,

ultimately, wholesale customers.”

Arc there established standards for competitive solicitations involving affiliate
transactions?

Yes. FERC presents guidelines in Opinion 473, FERC states that, “a competitive

solicitation tln;ough a formal RFP in future section 203 cases is likely to be the most

cffectlvc way to show thdt an affiliate transaction is not marred by affiliate abuse.” »23

FERC gives the following guidelines for a solicitation process:

a} Transparency: the competitive solicitation process bhould

be open and fair,

b) Definition: the product or ploducts sought through the
competitive solicitation should be precisely defined.

¢} Evaluation: evaluation criteria should be standardized and
applied equally to all bids and bidders.

d) Oversight: an independent third party should design the
solicitation, administer bidding, and evaluate bids prior to thc o
company’s selection, 2

‘What do you recommend for a rcncwablc CInergy procuremcnt process in North
Carolina if thc merger is approved?

As a starting point, I would recommend a procurement procesé that foliows FERC’s
guidelines above the portion of REPS compliance that wouid have been handled by PEC
and DEC pre-merger. Under this approach, the procurement for renewables will bé :
independent, transparent and project neutral; energy developers will have the same .
0pp01ﬁnitics that th.ey had pre-merger; and risk to ratepayets will be mitigated. Further,
the Commission may want to c.onsider approaches cmployed in other states, such as
resourée specific taritts made available to smaller developers to p;rovide opportunities for

renewable generation development at the lowest cost.

22
23
24

Id. at {8, note 40.
Ibid., Page 24, paragraph 67.
Ibid., page 25.
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‘Regarding other environmental impacts, what specific concerns do you have related

to the Applicants’ proposed fuel syncrgics strategy?

3

1 am concerned that coal plant emissions will likely increase as a result of ‘the Applicants

plans to increase the use of coal blending by DEC and PEC. Coal blending involves

mixing.lowcr quality coal with higher qualily coal. The lower quality coal has a higher
ash content, higher sulfur content and lower hcati ng value, Conseﬁucntly, it has higher
emissions and more toxic coal combustion wasté per unit of energy prodqced. The
Applicants have offered no guantification of the expected emissions impact of coal _

bEer_lding.zs

Please elaborate on your concern that the JDA will result in increased coal

generation.

~ According to the details underlying the Compass I.execon analysis of the JDA, the

merger will result in increased coal generation when compared to the sum of DEC’s and

PEC’s coal generation pre-merger.. Figurc 14 below provides the MWH generation by

coal pre-merger and post-merger from 2012 to 2016 for the base case assumptions. The

increase amounts to 9.5 million MWI{ over the 5-year period.

23

See Response to SELC Data Request 2, Itemn 2-41, -
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Figure 14

Coal Generation Pre and Post Mcrger per Application
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Do you agree with Compass Lexecon’s analysis that shows increased coal generation
as a result of joint dispatch? '

Yes, I be.lieve that is a reasonable estimate. I.conducted an independent analysis using
AURORAxmp modeling softwére. AURORAxmp is a power system simulation modecl
similar to the DAYZ-ER.sbftware 'use& by Compass Lexecon, which is a proprietary
model not available to my firm. My analysis was intended to replicate the analysis |
performed by Compass Lexecon with the inputs and assumptions provided and obtained
very similar results. The Compass Lexecon analysis showed that the merger caused in
increase in coal generation of approximatcly 9.5 million MWH over the 201 2to 2016
period. My analysis yielded a similar estimate.

What are your concerns related to increased eoal gencration resulting from joint
dispatch?

T anticipate that increased coal-fired generation under the JDA will causc increased

emissions of nitrogen oxides (“NOx”), sulfur dioxide (“SOx”) and carbon dioxide
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(“CO2”). In responses to data requests, the Applicants acknowledged that they did not
attempt to quantify these increases. Data request SELC 2-4-1 asked the Applicants to
provide emissions of NOx, SOX, and CO2 emissions for both the pre-merger and p(_)sf
mergef {or joint dispatch) sitnulations.- The rcsﬁonse simply stated that “No analyses of
NOx, SOx and CO2 emissions wete performed as part of the joint dispatch analysis.”
Hov-ve-ver, increased coal gcnc’ration will result in higher emissions. This increﬁse in
emissions as a resulf of the merger will adversely impact ratcpayers in the form of
enviromnen’{al compliance costs, and will impact all North Carolina citizens in the form
Iof health costs. However, the increased emissions from coal gencration will not be

mitigated by other aspects of the merger, -

' What is your recommendation to mitigate this adverse merger impact?

One way to mitigate the increased rcliance on coal generation is for the Commission to
condition approval of the merger on additional use of cleaner resources such as wind,
solar or énergy efficicncy. Asa conditién of approving the mérger, the Applicants also
should be required to develoﬁ and submit for approval a plan to mitigate the increased
emissions that will result under the JDA. Such mitigation measures could take the form
of addiiional in-state renewable energy projects and additional energy cfﬁcicncjr
irwcstmcﬁts. The Applicants should be di;‘ected to work with interested stakeholders to
develop and érop_ose a blan to mitigate the adverse environmental impacts from the

merger,

- Is it feasible to add renewable encrgy or encrgy cfficiency measures over and above

the levels required by the state’s REPS policy?

Yes, it is. La Capra Associates recently performed a study on behalf of the North

‘Carolina Energy Policy Council of the state’s REPS policy and the resource potential for
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fﬁture coznpliance.26 Oﬁr_ analysis showed ample, cdst—effecti?e reéources available. For
instance, our analysis showed 750 MW of practical wind power potentiﬁl in the eastern
part of the state (excluding off-shorc; watcrs).ﬂ Our modeling of REPS comf)liance
predicted that only 16% of the total pol‘eﬁtial would be used to meet REPS
requitements.”® Similarly, .our studffound thét the economic potential for energy

efficiency measures is more than double the expected REPS compliance levels 2

The Proposed Ring-fencing Provisions Are Insufficient to Protect Ratepayers

VIIL
Q. Are you concerned that the proposcd merger may pose risks to ratepayers?
A,

With the increased size and scale of the proposed “new Duke” holding company: come
additional afﬁﬁates and a morc complex éorporate structure. Hence, there is a greater
need to.ensﬁre that each regulated utility — and its ratepaycrs — is protected agaiﬁst }
.achrsc coﬁscqucnccs from the actions of its afﬁliaies. “Ring-fencing™ provisions are a
significant protective feature in many state pﬁblic utility commission 01'd¢rs involving
utility holding company mergers over the last decade. Exhibit RSH-2 provides a list bi'
recently approved merger cases 1 have reviewed. The Comumission has.rccognizcd the
need for effe;:tive ring fencing in the Regulatory anditions and Codes of Conduct
cstablished at the time of prior mergers involving DEC and PEC. The Regulatory
Conditions and Codes of Conduct established for thoéc prior mergers may hdve been

sufficicnt at the time that they were approved, but they require revisions and additional

ring-fencing provisions to provide adequatc protection for this proposed merger.

26

27

28
29

North Carolina Energy Policy Council. North Carolina's renewable energy policy: .A look at REFS
compliance fo date, resource options for fuiure compliance, and strategies to advance core objectives. June
2011.

Ibid., 34.

Ibid., 2.

Ibid,, 2.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 49 - - 'l"estimony of Righard S. Hahn



_ 10
11
12

L 13

14
15

16

17

18

19

20
21

22

o

&

*#% PUBLIC VERSION #*#
What is “Ring Fencing”?
Ring fencing is intended to protect ratepayers of regulated entities from risk in the
business activities of unregulated aftiliates or from other regulated affiliates. From a

regulatory perspective, ring fencing is defincd as a mechanism to insulate or “isolate the

" utility from the negative {inancial impacts created by affiliates” to ensure that utilities

maintain strong credit ratings and avoid cross-subsidization of non-regulated
subsidiaries.”® Ring fencing includes “technigues used to insulate the credit risk of an
9231

issuer from the risks of affiliate issucrs within the corporate structure.

Why is adequate ring fencing important?

Effective ring-fencing provisions are required to provide zidequate protections for
ratepayers in North Carolina. The fuﬁdamcntai ﬁurposc of ring fencing is to establish
affiliate rules.that cause a uﬁli_ty subsidiary to have greater value to the holding company
asa ‘thriving. going concern thaq it would have when conso!idétcd in bankruptey with the
ﬁarcnt. 1f the holding company’s investment st:rategies under-perform or fail, causing
access to debt and equity markets to diminish, the holding company’s regislated
subsidiaries may be called up.on to help support the non-regulated hoidiilg company’s
strategy, either directly, for exampie, through dividend payments to the parent, or
indirectly through other means. |

To establish adequate ring-fencing provisions, it is necessary to hypothcsize
potentially extréme scenarios under which the prospect of bankruptey or liquidation is
considered. Evcn_ if such extreme scenarios might seem unlikely, the future is uncertain,

and there are several examples in the electric power industry where growth pressures

kit
31

Briefing on Ring-Fencing, Oregon Public Utility Commission, Bryar Conway, 2003.
Ring-Fencing Mechanisms for Tnsulating a Utility in a Holding Company System, NARUC Subcommilice
on Accounting and Finance, 2003, p.1.
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combined with inadequate ring-fencing p.rovi sions led to a utility deciding to file fbr
bankrupfcy pfotection. Two notable examples are Public Scrvice Company of Néw
Hampshire in 1998, Wﬁose bankruptcy filing was precipitated by cost over-runs for the
Seabl-oék Nuclear Power Plgnt, and later Pacific Gas and Electric Company in.2001 ,
whuse filing was precipitated by conditions in the wholesale electricity t:rading market.
Exhibit RSTI-3 presents a.iist of 1'é¢ent uiility bankruptcy filings. Short of bankruptcy, |
events resulting in even zi modest change ina iirm;s credit rating can have measurable
cffects on the availability and cost of credit.® This degree of exposute is not fully
captured in the quantitative aﬁaiysis found in quarterly and armual reports and must be
mitigated through ring-fencing prov_isions.

Credit rating agencies and regulatory authorities recommend ri.ng-fgncin g
provisions in addition to strong corporate govemance.in mergers invelving holding
company stfuctures to shield shareholdgz‘s; bondholders, and customeré of one affiliate
from downéide riSk of anothcr affiliate’s failed capital expenditure plan or investment
strategy. This is éspecially important for mergers at th; holding company level .wh_ere
affiliates of thelholding company.incllude regulated utilities whosc ratcé support strong

cash ﬂow, which in turn supports debt service obligations and thus continued financial

- independence.,

Isi’t threshold corporate governance policy sufficient to mitigate any potential risk?

No. . While many corporatc governance policies address both affiliate transactions and a
service company cost allocation to some degree, they do so only to a threshold level that

amounts to a promise and not an actual commitment. Threshold governance gives tie

o

U.S.'Supreme Court, Poclet No. 10-871, General electric Co. v. Environmental Protection Agenéy, et al.,
Brief of Finance Professors and Scholars as Amici Curjae, pp. 3-6.
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parent company freedom to decide if credit market conditions warrant a change to its

+ policy, which then could expose the regulated utility to greater financial risk.

For this reason, ratings agencies prefer not to rely solely on corporate governance

policies. According to Fitch, “[flinancial restrictions imposed solely through internal

- corporate policies are a weaker method of isolating issuer risks relative to those mandated

by law, regulation or contract because the corporation may adjust its policies at will.”*
Credit rating agencies’ views on ring fencing have evolved in recent years, in the wake of
collapse of Enron in 2001 and the crodit crisis of 2008-2009, to include more explicit
34

evaluation of affiliate exposure.

What level of affiliate exposure do ratings agencies examine in utility mergers?

Ratings agencies believe thore is a need to evaluate the utility’s rating in the context of
the entire corporate family, called “linkage.”” Ring-fencing measures should anticipate
and prevent an event that might cause a credit downgrade for the utility subsidiary, rather

than taking a more passive approach of hoping the utility and parcnt have the means to

~ correct a potential downgrade event should it oceur. It is difficult to make adequate plans

after the damage has been done because eredit rating downgrades can tri gger a rapidly

33

M

35

NARUC Subcomimittee on Accounting and Finance, “Ring-Fencing Mcechanisms for Tnsulating a Utility in
a Holding Company System”, http://www.regulationbodyofknowledge.org/documents/135.pdf Quote from
a Fitch Ratings Special Report : Ratings Linkage within US Utility Groups, 08 April 2003, Bonelli, et al.,
p. 2 {subscription access required).

See American Public Power Association, “The Electric Utility Industry After PUHCA Repeal, What
Happens Next?”, October 2005, “ITowever, the problems revealed in connection with the financial
meltdown of significant players in the electric industry in 2001-2002 indicate that regulatory oversight has
not been adequate. Enron is the prime example, but other energy companies as well used accounting
techniques to hide debt and inflate revenues.” p. 16, and Public Utilities Fortnightly, “The Constellation
Experience: Ring-Fencing after the subprime meltdown™, Scott Strauss and Peter Hopkins, August, 2010,
“On the morning of Sept. 16, 2008, Constellation Energy {parent of Baltimore Gas & Electric), faced its

' own crisis arising, at least in part, from rumors concerning the company’s alleged exposure to the Lehman

bankruptey,” p. 37. :

See Standard & Poor’s “Methodology: Differentiating The Issuer Credit Ratings of a Regulated Utikity
Subsidiary and ks Pavent”, March 11, 2010; “Utilities subsidiarics’ ratings arc linked 1o the consolidated
group’s credit quality because of the financial linkage of the parent to the subsidiary.”, as well as Fitch

Ratings Report “Parent and Subsidiary Rating Einkage, Fitch’s Approach to Rating Entities within a
Corporate Group Structure,” 14 July 2010, '
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unfolding éascade of events. In addition, utilities may have significant exposure to
distressed affiliates through the use of corporate business services and contracts for
critical intercompany transactions, _s_uch-as cash management, and purchases of fuels and
other supplies. Once distress mateﬁ'ali?.és, the uﬁlity has Iittie_control over the magnitude
of the dollar impact on cash flow and may have to take drastic measureé_ thﬁt could affect
service quality. Therefore, ratings agencics look favorably on preventive or “ex ante”
ring fencing because it recognizes ai_ld add-resses the un-insulated utility’s -- and ﬂle

re gulzﬂ‘or’s -- limited ability to respond in a compressed time frame tblpl'ese1've cash
flow.>® One frequently citéd example of the bencfits of preventive ring fencing is
Portland General Electric’s survival of Enron’s bankruptcy because the Ol'egon Public
Service Commission imposed a preventive ring fencing strategy.”’

Can you provide any relevant cxamples of why strong and effective ring-fencing
provisions arc necessary and desirable for this merger?

Yes. Progress Enerpy F lorida (‘;PEF”) ha§ _been_ experiencing problems with the Crystal
River 3 Nuclear Power Station. During a 2009 outage to replace steam generator tubes,
cracks weré discovered in the cdntainment vessel walls. Other issues surfaced during the
containment wall repairs. | The uvnit is not expectéd to retyrn to service until 201 4. PEFis

exposed to considerable uncertainty regarding the recovery of the actual cost of the

36

37

Fitch Ralings, 1.8, Utilities Survey of State Public Service Commissions, February 2004, “Fitch expects a
continuing {rend of preventive ring-fencing efforts, introduced through PSC orders for rates, financing

plans or merger approvals, in tandem with other forward-looking regulatory cfforts, such as preapproval of
conslruction expenditures or automatic rate-adjustment mechanisms,” p. 2.

Two recent analyses of ring-fencing published in Public Utilities Fortrightly cite the strong provisions put in
place by the Oregon Public Utility Commission as a condition of approving Enron’s acquisition of Portland

" General Electric as a threshold or even a ‘gold’ standard for future merger applications by state

commissions. See “Fencing in the Regulated Utilities”, Dr. Fred Grygiel and John Garvey, August 2004,
“While Enron’s debt was downgraded to junk status, Portland General Electric’s ratings were many notches
higher as a result of the PUC’s actions.” p.1, as well as “The Consteliation Experience: Ring-fencing after
the subprime meftdown,” Scott Strauss and Peter Hopkins, August, 2010, “PGE subsequently was spared
consolidation: inte the Enron bankruptcy, an outcome that numerous commentators, including Standard &
Poor’s, stated was the result of the commission-imposed ring-fencing measwres,” p. 37,
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repairs, plus potential replacement power cosls incurred to purchase power or operate
other less-economic generation. This uncertainty manifests itself in two ways. First,

there is uncertainty regarding whether insurance will cover some of the actual repair costs

~ and replacement power costs. Second, depending upon the outcome of the insurance re-

imburscmen{, there is uncertainty regarding whether and how mﬁ_ch of these costs will be
deemed to be imprudent and therefore at risk of tecovery {rom ﬂle Florida Public Service
Comm-issioﬁ.. On July 1, 2011, Fitﬁh Ratings.announccd a downgrade of PEF, While
Fitch held the rating of the holding company parent and PEC stable, if this uncertainty for
PEF turns into a large disallowance, it is possiblc that a further dov;fngrade of PEF could
also result in a dmévngrade of . all affiliates.

Duke Encrgy Indiana (“DEI”) faces a similar risk of cost disallowances due to
cost overruns for a new coal gasification unit at the Edwardsport plant. When the plant
was proposed in 2006, the project had an cstimated cost of $1.985 billion. That cost
estimate has been revised upwards several times, and DEI is now requesting TURC

approval for a revised cost estimate of $2.88 billion. The Indiana Oifice of Utility

Consumer Counsclor filed testimony on July 14, 2011 recommending that the Indiana

Utility Regulatory Commission deny DED’s request for cost recovery over $1.985
billion.”® Cast overruns at (wo “new Duke” affiliates and the risk of subsequent
commission disallowance of cost-recovery highlight the nced for strong ring-fencing

measures in this merger.

38

Please see the Indiana Office of Ulility Consumer Counselor (OUCC) web page for an overview of the case
and links to pertinent documents; hitp://www.in.gov/oucc/26235 him ,
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What ring-fencing measures do DEC and PEC propose to establish for this merger?

If the merger is approved, the Applicants propose to implement a slightly revised version
of thé Regulatory Conditions and Code of Conduct from the 2005 Duke-Cinergy merger.
Exhibit 6 of the Application provides a redlined version of these Regulatorf Conditions
and Code of Conduct, showing the proposed revisions. Those Regﬁlatory Conditions
and Code of Conduct do contain some key structural and operational ring-fencing
fneasm‘es. ﬁowever, whilc these ring-fencihg provisions may have been adequate in
2006, I believe they ére inadequéte for this merger, as discussed in dctail below.

Describe the ring-fencing measures that are typieally established to help insulate
utilities and their ratcpayers. '

Ring-fencing mechanisms that are typically considered when evaluating a utility’s credit

- rating on both a stand-alone basis and in the context of corporate family rating fall into

" two categories: structural and operational. Regulatory commissions and ratings agencies

Iook for a package of structural and opcrational ring-fencing measures to demonstrate
that the utility qﬁaliﬁes for'even a single rating grade difference from the parent.”

Structural measures - These measurcs create the initial conditions for the utility

subsidiary to be viewed by its creditors as a stand-alone company and lay the foimdatioﬂ
to minimize .exposure to parent financial distress. Structural measures include making
sure that a regulated utilili( subsidiary:.
e Maintains its own ( i.e. separate from its parcnt)
o corporate acéounting and cash management systems

o capital structure combined with a minimum equity ratio

39

See Public Utilities Fortmightly, “Fencing in the Regulated Utilities: Credit-rating linkage harms certain
power companies. Ring-fencing is the best answer for regutators.” Dr. Fred Frygicl and Joha Garvey,
August 2004, p. 2, for a discussion of structural versus operational ring-fencing policies.
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o debt and preferred stock credit ratings

0 independent member(s) on its board of directors; |

Obtains a ﬁon—con’solidatiun opinion from an indepcndent bankruptcy counsel that
confirms the parent wili not and cannot involuntarﬂy_ file the utility into
bankruptcy; and |

Maintains a special putpose entity between it and the parent to achieve greater
ratings separation within the holding eempany structure to confirm -- for the
benefit of lenders and credit rating agencies -- its intention to remain a limited

purpose operating companj,r.'10

Operational measures - These measures govern how affiliates interact within the

structural framework recognizing the possibility that affiliates may over reach on a

transaction level. Conditioning merger approval on the adoption of operational ring-

fencing measures requires active public utility commission oversight of:

Affiliate transactions;

° Dividend payments to the perent company;
o [lebt anel. equity issuances;
e Asset transfers and divestitures; and
° OMership changes.
Q. In addition to the structufal and operational provisions listed above, are there other

measures that better insulate the regulated utility from other affiliates?

A. Yes. No combination of structural and operational ring-fencing measures will render a

utility bankruptcy-proof or credit downgrade-proof because the ratings agencics may

40

Stated anothér way, it helps to provide cvidence of “limited commitment” {o and “insulation” from a

corporate parent and its weaker subsidiaries. See Standard & Poor’s, “Differentiating the issucr Credit
Ratings of a Regulated Utifity Subsidiary and Tts Parent,” Tedd A. Shipman and Solomon B. Samson,
March £1, 2010, page 3. '
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. believe that “the parent will weaken the utility’s financial profile to some degree, if its

A Phe objectives served by a ring-fencing

own financial condition begins to slide.
strategy are to minimize the impact of holding company investment strategies on
ratepayers and make the utility bankruptcy-remote by maximizing its financial

indepcndcmc.42 For this reason, rating agencies and other experts advise that the holding

company should, in addition to implementing robust structural and operational

© provisions, ensure that ring-fencing measures do not contradict any regulation, order,

contract term, law or ¢specially provision of the Federal Bankruptey Code, and consider
whether any significant intercompany transaction, such as a loan or a scrvice company
contract, is “so critical to continuing bperations (that it) may nullify all other ring-fencing
2543

efforts.

What is the role of state utility commissions in addressing ring fencing?

Due to changes in federal regulation of utility holding company mergers, credit rating

agencics view state regulatory commissions as having a unique opportunity to- address

preveniive ring-fencing provisions. As a NARUC subcommittee report states, “[wihile

according to the ratings agencies; state statutory authority is the preferable tool to
properly msulate the regulated utility from no-regulated affiliate activities, any action that
state regulators take that provides support (whether legal, regulatory, financial, or

opetational) to the utility and/or isolates the utility (most importantly financial

4

42

43

Standard & Poor’s, “Differentiating the issuer Credit Ratings of a Regulated Utility Subs:dlm 'y and iF]
Parent”, Todd A. Shipman and Solomen B. Samson, March 1, 2010, pp. 4-5.

For a good example of a recent merger where the public utility commission imposed a slate of rmg—fcncm g
as a condilion of merger approval, see Pennsylvania Public Utility Commission, Docket No. A-2010-
2176520 /2176732, “Joint Application of West Penn Power, TRAIL Co. and FirstEnergy, February 24,

2011, “Motion of Commissioner Wayne E. Gardner.”

This Iast observatien about operational measures is taken from the Utah State Department of Commerce
“Report on Ring-Fencing,” September 20035, p. 18, while the preceding struciural and operational measures

. are taken firom various reports cited herein.

Docket Nos. E-2, Sub 998 and E-7, Sub 986 57 -+ Testimony of Richard S. Iahn h



10

1
13

14
15
16

17

18

*#* PUBLIC VERSION ##%#*

obligations) from its parent company w111 be positive from a credit rating standpoint.
Only when sufficient rcgulatory.insulations exist will the corporate credit rating (risk of
default) of an operating company be scparated from that of the holding company,”*

'The important role of state regulators in addressing ring fenciﬁg was highlighted
in téstimony by former Commissioner Jémes Kerr before the U.S. Senate Committee on
Energy and Natural Resources on behalf of the National Association of Regulatory
Utility Commissioners.** Commissiqher Kerr’s testimony described how North C.amlina
reassessed its authority to review mergers following the énactmént of the Energy Policy
Act of 2005 (“EPAct 20057}, which repealed the Public Utility Holding Companies Act
of 1935 (“PUHCA 1935”). Commissioﬁc’r Kerr prcscﬁted the view that North Carolina
and other states should maintain the same ﬁuthority énd oversight they have always had.
North Carolina’s General Statutes give the commission authority to review and approve
transfers of assets affecting a public u‘[:i-lit)'ff‘6 When reviewiﬁg and approving a merger,
howeve1:, many commissiohs incl.ude a list of stipulated terms or condiﬁons agreed to by

all parties that include ring-fencing provisions. In the Duke Energy-Cinergy merger

example cited by Commission Kert, the North Carolina Commission included such a list

as an attachment to the order, and this list scrves as the basis for the Applicants’ reviscd

Regulatory Conditions in the proposed Duke Energy—Progréss Energy merger. 4

4%
47

“Ring-Fencing Mechanisms for Insulating a Utility in a Holding company system”, NARUC Subcommittee
on Accounting and Finance, “Possible Ring Fencing Measures”, p. 11.

' Testimony of the Flonorable James Y. Kerr, 1, Commissioner, North Carolina Utilities Commission on

Behalf of the National Association of Regulatory Comimissioners on “Adceqguacy of State and Federal
Regulatory Structures for Governing Electric Utility Holding Companics”, May 1, 2008.

N.C. General Statutes, 62-111. '

This list is included as Attachment A to Commissioner Kert’s testimony, :
http://www.naruc.org/Festimony/08%200501%20K err%20Testimony.pdf , as well as referenced in Docket
No. E-7, Sub 795, “Application of Duke Energy Corporation for Authorization under G.8. 62-111 to Enter

. Into a Business Combination Transaction with Cinergy Corp. and for Approval of Affiliate Agreements
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Do you believe the regulatory conditions proposed by the Applicants contain
adequate ring-fencing provisions?

No, I do not. I believe that additional and improved ring-fencing provisions are necessary
to protect ratepayers.

What additional ring-fencing provisions should be established as conditions of
approval for this merger?

. There are several key provisions that, in my view, are either lacking or inadequate in the

proposed ﬁund itions, even as modified i)y the proposed Public Staff settlemént. These
relate sﬁeciﬁcally to the following areas, as discussed iﬁ more detail below,
. Modiﬂcations to existing limits on dividend payments;
® Impmveci capital si;ruc_ture combined with a minimum cquity ratio;
e Lstablishment of an Independent Member of the Boards of Directors of DEC and
PEC; |
e Addilional restrictions regar.ding the use of money pools; and
e Establishment of a special purpose entity between regulated subsidiaries and the
parént. . |

What is your concern regarding dividend payments?

Dividend payments are typically made to holders of common stock of regulated utility

companies, When all of .the shares of common stock are held by the parent holding

company, the concern is that the parent holding company may use excessive dividends to

withdraw cash from a regulated utility. The current and proposed Regulatory Condition

" No. 39, p. 22 of -Applicants’ Exhibit 6, states that “DEC shall limit cumulative

distributions paid to Duke Energy Corporation subsequent to the Merger of Duke Energy '

under G.5. 62-153. hitp://ncuc.commerce.state.nc.us/cri-bin/docksrch. ndm/INPFUT?COMPNUM=E-
7&COMPSUB=795& PROC=Search& frmmnth=00& fimday=00& frimyear=****&numret=20.
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Corporation and Cinergy Corp to (1)} the amount of Retained Earnings on the day prior to

the closure of such Merger, plus (it) any future earnings recorded by Duke Power

. subsequent to such Merger.”

I have two concerns here. First, tﬁere is no restriction proposed for PEC dividend
paynmients. Secoﬁd, Eimifing dividend paylhénts to cumulative retained eamings is not |
mu.ch of a restriction. As of December 31, 2010, DEC had retained c.amings of $5.21
billion, aﬁd PEC had retained earnings of $3.37 billion. After the merger, the combined
retained earnings will be $8.58 billion. Even if DEC and PEC remained scparate entilies
with their own set of books, each could write an extremely large dividend check to the
parent company, 'assuming tﬁey had sufficient cash availaiale. A large dividend check

would reduce or eliminate available cash for reinvestment in regulated utility assets and

have the effect of lowering the amount of cquity in the regulated entity and increasing the

portion of débt in the capitalization structure. This would harm ratepayers by causing the
utility to implement addiﬁonal financings or forego nccdéd capital investments, A mdre
reasonable limit oh dividends should be estaﬁished, aﬁd it should apply to both DEC and
PEC; | | | |

Have regulatory commissions cstablished limits on dividends in appreving other

‘mergers? _ _ :

Yes, please see Exhibit RSII-5 for a list of recent orders issued in several state
jurisdictions. across the country where approval for a rcgulated utility to merge with a
holding company was conditioned upon &ividend pa};ment restrictions. Fiftcen mergers
were reviewcd beginning with Enron’s acquisition. of Portland General in 1997 and
extending thiough the present time, Of these ﬁﬁeen,-tﬁelvé did not involve .Dukc Energy

or Progress Energy or their immediate predécessors. These twelve-include the
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PacifiCorp-Mid-American Energy 2005 merger, which was reviewed by no less than 6

_ states (four of which are covered in this Exhibit), National Grid’s 2007 acquisition of

Keystone Energy and Niagara Mohawk in New York State, MDU Re.source_s 2007
acquisition of Cascade Natural Gas Corporation, the Maryland PSC’s 2011 order
ap_plroving the merger of FirstEnergy Corporatioﬁ and Ailegheny Energy (Potomac
EdiSon),l as well as the Pennsylvania PUC’s order earlier this year approving. _

FirstEnergy’s acquisitton of West Penn Power. These orders commonly adopted a

 stipulated condition attowing dividend payments to the parent company only if the utility

Subsidiary.(and in one case the parent as Well) maintained minimum interest coverage
and equity rétios, and confirmed that such payment would not cause the utiiity’s cquity
ratio or debt servicing capacity t.o fall 'blelow a minimum thrcshoiﬁ. For exarﬁple, the
PacifiCorp-Mid-American Energy merger orcie1' tied dividend payments to the parenf
lcom-pany to PacifiCorp maintaining a common equity 1‘aﬁ0 above 45% through 2011 and
44% thereafter. Maryland’s PSC restri;;ted dividend payments in the EDF-Constellation
énd FirstEnefgy—Aiiegheny Power mergers to BG&E and Pétomac Edison each
démonstrating that they can maintain a 45% cquity ratio. I'ying approval to make
distributions to thresholds for equity and deBt servicing rattos ;addresses my éoncem |
cxpressed above to retain cash f@r-rcinchtment in the utility subsidiary and controlling

the proportion of debt in the utility’s capital structure.

. What is your specific recomméndation regarding dividend policy?

Dividends are typically less than annual net income, with the other portion of net income

" re-invested back into the regulated utility. Therefore, annual dividends should be capped

at the level of annual net income, unless specifically approved by the Commission, to
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ensure that excess amounts of cash are not inappropriately diverted to the parent
company. This resiriction should apply to both DEC and PEC.

What is your concern regarding capitalizaﬁon'structure‘.’_

Regulated utilities typically maintain a balance capitalization structure v.vith‘
apﬁroximately equal parts ‘d_.ebt and equity. If this structure has excessive debt, the
regulated utility becomes too highly Ieveragéd, and its credit rating may be dowﬁéraded,
ﬁhich would lead to higher borrowing costs. If this structure has excessive equity, rates
may be higher than necessary, as equity financin g ts more expensive than debt. In my
experience, most regulated ufilities have equity ratios ranging from 40% to 60%.

Have regulatory commissions established limits on capital restructures in approving
other mergers?

Yes, please sec Fxhibit RSH-5 for a list of recent orders issued in different state

jurisdictions across the country where the application for a regulated utility to merge with

" a holding company was conditioned upon the utility subsidiary maintaining a common -

equity ratio above a speciﬁcd threshold for a specified duration. For example, the
Pennsylvania PUC in its order approving FirstEnergy’s acquisition of West Penn Power,
required the utility subsidiaries to each maintain equity ratios above 40% for five years

following the merger. If they fail to do so, the utilities must file a 12 month plan to cure

- this deficiency or face dividend restrictions. National Grid’s KeySpan and Niagara

Mohawk utility subsidiarics must nﬁt allow their respective debt-to-total capital ratios
exceed 56% for over a 12 month period, as reported each calendar quarter. (This is the
same as requiring the etiuity ratio to remain above 44%.) ‘The commissioné intend this
provision to be an adjuﬁct to the dividend restriction condition because it allows them to

address cquity erosion by other means.
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What is your specific recommendation regarding capital restructure?
The Commission should include as a new Regulatory Condition that DEC and PEC
maintain an equity ratio at 40% or higher, unless otherwise explicitly approved by the

Commission. This is only slightly higher than the 35% minimum équity ratio established

by the Kentucky Commission in Case No. 2001-00124.

Why do you recommend requiring an independent member on the boardé of
directors of each of the utility operating subsidiaries, DEC and PEC?

A condition requiring an iﬁdependent membcr of the boards of dircctors of DEC aﬁd
PEC—f—thalt is, a member who is not an employee of the parent holding compaiy or any of
its afﬁliates—wiii provide additional protection for ratepayers in the event that the parent
company or other affiliate faces banléruptcy. This is because such a condition would
require that the independent director consent to a board vote to allow the utility
subsidiary to be filed into bankruptcy with its parent or affiliate. If the independent board

member is independent, he or she is free to make such a decision solely based on the

interest of the regulated utility’s ratepayers. Exhibit RSH-5 provides a Summary_of

recent orders approved in different state jm‘isdictions across the country where the
application for a regulated utility to merge with a_holdipg éompany was conditioned upon
the i-nclusion of an independent director on the regulated il_tiiity’s boa’rd of directors. The
independent director provision often requires that any board vdte to f{ile for bankruptey or
be consolidated in bankruptcy with an affiliate must be unanimous. But for orders where
a unanimbus vote has not been required, the commission has specified that a majority.
vote must inchude the consent of the indcpendent direétor. Many of these orders rcquir_ed
the independent dii‘ector’s assent to take other actions, such as an agi‘egment to be merged

or pledge assets. Included among the orders summarized in Exhibit RSH-5 is the order
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issucd by the Kentucky Public Service Commission on August 2, 2011, which
conditioned approval of this proposed merger on, among other ring-fencing provisions,

the requirement that “Duke’s post—mérgcr Board of Directors will include at least one

‘non-employee member who is a customer of either Duke Kentucky, Duke Ohio, or Duke

Energy Indiana.”*®

While the requircment in the Keptucky order calls for an independent
director at the holding company level, this was done to ensute that the mid-west
customers of Duke had some representation in Duke’s governance, and it illustl'ates the
principle of and benefits from independent directors. The Maryland PSC conditlioned its
approval of EDF International’s acquisition of Constellation Energy Group (parent of
Ba!timoz;e Gas & Electric Company) upon the appoiutment of an indep.endcnt membér fo
the board of directors of the Special Purpose Entity (SPE) that CEG agreed to set up as. a
merger épproval condition,”® This further illustrates the effective use of indepéndcnt
directorships as a ring-fenéing measuie.

What is your concern with participation in a money pool?

Of particular concern is DEC’s and PEC’s use of utility money pools, as described in the
utility money pool agreement provided in the Applicants’ 1'e§ponsc to SELC Data

Request Set 3, Item 3-38. Although the use of money pools is not uncommon, its use

does not meet the test of ex-ante rin g fencing and raises critical issues of both financial

43

49

Commonwealth of Kentucky before the Public Service Commission, Case No. 2011-0024, Appendix B,
Regulatory Commitments, No. 48, page 10, Augnst 2, 2011. Rogulatory Commitmerit No. 48 requires an
independent member of the holding company board of direciors who is a non-employee and a customer of
one of the mid-west utility affiliates mentioned.

. Public Utilities Fortnightly, “The Constellation Experience: Ring- f oncing after the subprime me]tdown ,

August 2010, “One year later ffollowing the subprime credit crisis}, testifying in support of the EDF
acquisition before the Maryland Public Service commission (MDPSC), Constellation executives
acknowicdged that (it had) insufficient 1ing-fencing measuores surrounding BGE {o miligate against the
likelihood that a court would inveluntarily consolidate BGEinto a Constellation bankruptey “... [due to its
exposure to a Eehman bankruptey and the “financialiy-challenging” construction of a third nuclear reactor
at Calvert Cliffs] ... In addition, Constellation controlied a majority of the seats on the board of divectors of
BGE .. and could direct BGE to file a voluatary petition (or bankruptcy together with a Constelation
filing.” p. 38, 41.
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independence (risk of consolidation in cvent of bankruptcy) and non-regulated affiliate -

access to utility subsidiary liquid assets. As one expert has testified Be_fore the

Washington Utilities and Transportation Commission in 2005 regarding the PacifiCorp-

Mid—American Encrgy merger application:

Holding company money pools, where companies deposit or borrow cash
on a daily basis provides a linkage between the financial operations of
regulated and unregulated firms in the holding company. For example, a
cash-rich utility operation could lend the holding company money pool
$50 miltion and a cash-poor competitive generator could borrow that same -
350 mitlion from the money pool, at a shori-term debt rate. In effect, the
regulated wtility is lending money to the unregulated operation even
though there is no security or pledge of assets offered by the utility, Such a
transaction, I believe, would also pass muster with regard to a prohibition
of lending to Mid-American Energy or its affiliates because in the action
I’ve described, PacifiCorp’s $50 million contribution could be
characterized as “simply participating in the corporate money pool” and
not specifically lending to any entity directly. Such a charactcrization
would not be untrue but would mask the actual financial linkage of the -
regulated and unregulated subsidiaries.*

What do you recommend regarding DEC’s and PEC’s participation in money
pools?

Moncy pools allow participants to exchange short-term funds. A more effective way to
insulate a 1‘eguia’ted utility from potential adverse ixﬁpacts from affiliates would be to

require that regulated utility to maintain its own independent short-term debt and lines of

~ credit. -ln the Duke-Cinergy' merger, the Commission allowcd the use of a money pool,.

but resiricted the participants in that pool; prohibiting loans to and borrowings from Duke
Energy Corporation and Cinergy Corporation. See Regulatory Condition #48. In
proposed Regulatory Condition # 42, the Applicants modify that language to include a

prohibition on moncy pooi transactions with Progress Energy, Inc. This proposed

Regulatory Condition does not prohibit money pool transactions with other unregulated

30

._WUTC Docket No UE-(51090, Pacificorp Mid-American Mergcl Apphcatmn Direct Testimony of

Slephcn G. Hill, November 18, 2003, pp. 22-23.
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affitiates of DEC and PEC. Tfthe Commission is going to allow participation by DEC
and PECina rﬁoney pool, it should be conditioncd upon having only 1'6gu1ated utilities
participate in the money pool. This will mitigate the risk that potential poor financial -

performance of an unregulated affiliate will adversely impact DEC or PEC.

- Why do you recommend éstablishing a special purpose entity between DEC and

PEC and the parent holding company?

A special purpose entity (SPE) cstablishes and maintains the necessary degree of |

- separateness that credit rating agencies are looking for when evaluating the credit-

worthiness of the utility subsidiaries on a stand-alone basis. In other words, a SPE is a

“ﬁrewaﬂ”-bemeel_l the subsidiary and its parcnt. As notcd by Fitch Ratings, “[a] special

purpose subsidiary created to hold passive [inancial assets for a securitization can achicve

complefe credit isolation and bankruptcy remotencss_.”51 Because the rating agencies

look to evaluate the utility’s isolation from parent and affiliate distress, all else being

" equal, an SPE can help to improve credit ratings, which can lead to lower cost of debt.

The Applicants have provided a simplified organization chart illustrating the structure of
the proposed post-merger entity, presented in Exhibit RSH-6 below, which shows that

while Duke Energy (“HoldCo™) will retain the Progress Energy intcrmediate holding

- company, no such SPE will exist between DEC and the rest of the corporate fé_mily.

. The Applicants, in their response to Public Staff Data Request No. 16 (page 5)
state that “Given the extent of [thel:r proposed] regulatory conditions that would be in

place, the SPE seems unwarranted.” This response is presented in Exhibit RSI1-7. The

distinctive feature of the ring-fencing provisions reccommended in this testimony, and

- sought by the credit rating agencies, as cited above, is that they are inter-related and

51

" Fitch Raﬁngs, “U.S. Utilities Survey of State Public Service Commissions”, February 2004, “The Aim and

Sources of a Ring-Fence,” p. 2.
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imposed as a group, including that the SPE that holds no debt, owns 100% of the eﬁiuity
of the utility subsidiary, the utility maintains a minimum equity ratio, and includes an
independent member on its board of dircctors whose vote is required to allow the utility
to be filed into bankruptcy. The Maryland PSC expressed the belief in its EDF —
Constellation (BG&E) order that, taken together, these provisions reiﬁforce the regulated
utility’s separatenéss from any parent or affiliate facing financial distress to such a degree
that they “not only will protect BGE against financial catastrophe at the hands of its (
parent, but will strengthen BGE in ways that will yield morﬁ for ratepayers in the fong

term than any rebate.”>?

l'll‘ﬂlcir response to response to Public Staff Data Request No..
16, the Applicants have suggested that the significant expense associated with
transferring and recording of assets outweighed benefits. By cont:rgst, the st:roﬁg :
statement from the Maryland PSC affirms the value of _ring-fending at the tirﬁe 61‘ the

m_érgcr and for the long-term.

Have regulatory commissions required a special purpose entify in connection with
other mergers? )

Yes, please see Exhibit RSﬁ—S for a list of recent regulatory commission orders where
the application for a rcgulated utility to merge with.'a holding company was conditioned
upon the establishinent of a SPE between the utility subsidiary aﬁd the parent holding
company. For example, the Washington commission (“WUTC”) required an SPE in all
three mergers revieWed; inchuding MDUJ ~Cascade Nafural Gas (2007) and Puget Sound
Energy-PPW Holdings (Macquarie Capital Qorb, 2008), The WUTC, along with the

Idaho commiésion,_also approved an SPE as part of the 2005 PacifiCorp-Mid-American

Maryland Public Service Commission, Order 82407, Case No. 9173, Consteliation Energy Group (parent of
Baltimore Gas & Electric), MidAmerican Energy Holdings (Phase T —2008), EDF International {Phase II -
2009), October 30, 2009, p. 5.
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Energy acquisition. Five of the twelve (non-Duke/ ngress Energy-related) orders
reviewed required a SPE, with these five orders pertaining to four separate merger
ap;ﬁications. The PacifiCorp-Mid-American Energy merger appears more than once in
this list because it required commission approval in several states. Thc PlaciﬁCm'p-Mid-
American Energy multi-statc settlement included a set of stipulations to be adopted
across all states in which the post-merger entity would operaté,.. including ring—fcncing
provisions but not an SPE. However, each state commission could append its own.
unique provisions, with the WUTC and the Idaho PUC réquiri hg an SPE, or amend a
common. stipulation to be more restrictive, as the WUTC commission did by adding a
sém’pr unsecured long term debt credit rating threshoi& to the dividend payment
restriction. Because of these state-specific provisions, this merger appears more than

once in the recommendation tables in Exhibit RSH-5.

IX. The Rate Impacts of the Proposed Merger Could Result in “Winners and Losers”

Q.
A.

Are the Applicants offering to reduce rates as a result of the merger?

No. As explained in the Application, DEC’s and PEC’s current plans to construct new
generating units will cost over $5 billion. To recover these costs, DEC and PEC are
planning to file one or more general rate cases for both utilities in the 2011-2013
timeﬁ'ame, and acknowlcdge that these rate cases will seek 1‘até increases. Although the
Applicants claim that merger savings will help offsct these rate increascs, they arc not
offering lower rates as one of the benefits of the merger.* Unlike the Duke-Cinergy
merger where Duke was required to implement a one~-year across the board decrcmént fo
rates for North Carolina retail customers in the amount of $117.5 million, no specific

savings mechanism is offered in this merger application.

53

Application at 14,
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Dd you have'ahy concerns about the possible impacts of the merger on rates?
Yes, 1 do. There is currently a significant dilference between the rates of DEC and PEC. -
T am concerned that there could be “winncers and losers” as a result of the levcntual merger
of DEC and PEC. In other words, that merger may cause rates to go up for some
custorners and down for other customers.

How do the DEC and PEC rates compare?

‘As shown in Figure 16 below, DEC’s rates are currently significantly lower than PEC’s. .

Figure 16
Rate Comparison for DEC and PEC

2010 Average Revenue (cents per KWH sold)
rence.

Residential 8.9 10.2 15 :
Comm&ind 6.2 7.9 26%

What is the basis of the current DREC and PEC rate differenﬁals?.

Information on rate differentials was not provided in the Application i_tscif. However, 1
was able to examine FERC Form 1 .2010 data, which shows each company’s historic
costs for plant in service and operation and m_aintcnahéc (“O&M™). These items of cost
represent the largest components of cost—based electric rates, so 1 would expect a strong
correlation bhefween these costs and current rates. Figure 17 beldw provides a gonaparisén
of nct plant costs and O&M cosls per MWH of sales to ultimate customers. PEC has, in

aggregate, lower plant costs pcr MWH, but higher O&M costs, particulatly fuel costs.
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Figure 17
Cost Summary for DEC and PEC

$ per MUWH Sales to Ultimate Customers

item

NET ELECTRIC PLANT IN SERVICE - | | ]
~ Steam Production : $37.33 : $33.68 :
~__Nuclear Production | 53488 | $42.93
. Hydraulic Production $13.60 ; $1.06 i
_ Other Production: | %735 | $13.96
| ~subtotalj  $93.16 | $91.63 . ($1.53)
- Transmission $17.74 | $2127 $354
Distribution .1 s62.88 . $54.97 . ($7.90)
subtotal!  $173.77 | $167.88 | ($5.90}
O&MCOSTS w4818 | $69.56 %2138
Non-FuelOBM | $26.42 | $3411 | $7.70
Fuel Costs 1 %2176 43544 | $13.68

Figure 18 below provides a breakdown of the sources of energy deployed by each
company. Both DEC and PEC have large portions of their energy supply portfolio in
-coal. DEC has a greater share of nuclear and hydm., and PEC has a greater reliance on
natural gas and oil. This supports the conclusi-on that fuc_l cos’; differcnces, which in turn
are based upon differences in generation mix, are the key driver of the rate differentials

between DEC and PEC.
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Figure 18
Energy Portfolio for DEC and PEC

SOURCES OFENERGY ¢ &+ . s .
Steam-Coal | 39,602,035  44% | 30527715  49%
Nuclear | 43443278  48% | 21,623,668  35%
Hydro-Conventional ~ | 1,880,416 - 2% |  608018| 1%
Hydro-Pumped Storage | 2,967,185, 3% | 0] 0%
Natural Gas / Oil . 608468, 1% | 5429327 . 9%
Less Energy for Pumping |  (3,656,154),  -4% | 0] 0%
Purchases .| 4790025) 5% | 4,011,820 6%
Net Exchanges 0 w0188 o% | .0 0%
Transmissionby Others | 96651 0% |  (26381) 0%
TOTAL | 90,022,092 |  100% | 62,174,167 |  100%

Figure 19 below shows per unit costs of fuel burned in 2010 by fuel type. PEC has a
lower cost for coal but hi gher costs for natural gas. These differences provide additional

supportt for the conclusion that the generation mix is the key driver in rate differentials.
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. Figure 19
Fuel Cost Comparison for DEC and PEC

€ nits Burned - . FuelBurned. . - Cost per Ul
I 28,684,336 | $2,567,232,080 | - $89.50
DEC | i 15547,600, 51430900551  $92.03
PEC i f 13,136,736 | $1,136331,529 . $86.50
S | o , | |
Gas | MCF | 35,387,560 |  $226,560,566 |  $6.40
DEC | _ B 6,990,560 | $36,915,593 |  $5.28
PEC I | 28397000  $189,644973 | $6.68
Nuclear . MWH | 65066945 |  $359567442|  $5.53
- DEC | | 43443278  $224,670,344 | $5.17
CPEC i . 21,623,668 | - $134,897,098 $6.24
oi | BBLs | 1915636 |  $169,404,747 |  $88.43
o beC 188,255 | $17,355,550 $92.19
PEC S 14,727,381 $152,049,157 $88.02
Grand Total ! L $3,322,764,835 |
Q. Have the Applicants provided an assessment of the impact of the merger on rates?’
A. No, not to my knowledge. The Applicants have offered estimates of savings due to the

merger from the JDA and fuel procurement practices, as Wf;ll as an estimate of cost
allocation and savings between North Carolina and South Carolina using ﬂleorétical
alipcaﬁon ratios. The Applicants’ witness Sasha Weintraub discusses aliocation of JDA -
savings between DEC and PEC on pagés 9-12 of his direct testimony. However, the
Applicants have not provided a detailed assessment of how these estimated savings or
other identified sa\(ingé, net of any costs to achiex./'e tflese sa\}ings, will be allocated

between and among the rate classes within each jurisdiction.
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What do jmu conclude from your independent assessment?

The current generation mix of each utility is the key driver of the cuﬁ'ent rﬁte
differentials, As noted in the above section that discussed_thc JDA, although both DEC
and PEC should benefit ﬁ'om.thé J DA, the JDA is unlikely to narrow the gap between the
DEC _and PEC. produ.ctiu'n costs because the generation mix of cach uti lity is not likely to
change in the short term. Due to the choice of houtly generation as ihe ailocatoxf for join‘c.‘
dispatch savings, it is possiBle that the JDA may actually incrca;se, not dcqrease the
production cost difference;

What is the significance of an increase in the difference between the DEC and PEC
production cosfs? - -

The Applicanté state that DEC and PEC will likcly remain as separate entities with

~ separate rate tariffs for several years until numerous operational issues are addressed,

including uniform rate schedules.”* DEC and PEC have indicated that they will not seek
to merge until the difference in rateé between the two entities has cio.sed, or at least
narrowed.”> However, the Application does not provide a forecast or analysis of future
rates nor an estimate of how or when this rate gap Would be sufficiently “closed” to
facilitate cﬁmbim'ng DEC’s and PEC’s separate.tariff_s- into a single set of tariffs.

- The “rate gap” will likcly be closcd only when significant changes in the:

~ generation mix occurs. Such changes seldom happen quickly, as generating units are

long-lived assets. Although both DEC and PEC have Signiﬁcant capital investment

plans, it does not appear that the production cost advantage cun‘enﬂy enjoyed by DEC

- will change in the very near future. Therefore, it is likely that this rate differential

between DEC and PEC will persist for quite_ Some time.

54
55

See Dir. 'l‘estimbny of Rogers' and Johnson at 7.

See Transcript of Hearing at 33, Public Service Commission of South Carolina (2011} (No. 11-11171).
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Is it possible that the allocation of other merger savings besides the production cost
savings created by the JDA could narrow the rate differential?

While such an outcome might be theoretically possible, I would not expect that fo oceut,
Merger synergies? such as savings from combining IT operations or T&D ﬁcid-fm'_ces,
should be allocated such that both DIZC and PEC benefit. Therefore, mese merger
savings alone are unlikely to narrow the gap.

What do you recommend regarding rate impacts?

It is clear that DFEC has substantially lower rates than PEC. l‘i does not appeai' that the
mergel: ;:vili close this gap in the very near {uture. Although the Applicants arc planning
to maintain separate rate¢ schedules for PEC and DEC, the pést—mcrger allocation of costs
and savings should be performeci in a manner that results in merger Beneﬂts being
experienced by all custorh_er ciﬁsses. Merger approval should be expressly conditioned to

avoid creating “winners and losers,” and instead to ensure that all ratepayer groups in

- each company benefit from the proposed merger.

X. The Proposed Pubhc Staff Settlement Agreement Does Not Address Certain Adverse

Q.

A.

Impacts Caused by the Merg_

What is your initial assessment of the scttlement agreement between the Applicants
and Public Staff?

I had very little time to review the agreement due to the fact that it was provided only two
business days prior to the filing of this testimony. The agreement is Based upon.the
cxisting Regulatory Conditions and Code of Conduct. The majority of the revfsions in
the draft settlement agreement appear directed at préserving state jurisdiction over the
merged entity, eliminating fo the maxifnum extent possible the potential for federal
preeﬁlption, and ensuring the native retail customers continﬁe to receive the benefits of

the existing portfolio of power supplies. The draft settlement does adopt one of my

Docket Nos, E-2, Sub 998 and E-7, Sub 986 74 Testimony of Richard S. Hahn
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recommendations, which is to limit participation in the money pool to regulated utility
operating companies subject to state jurisdictions. These provisions provide important

protections for Notth Carolina and should be adopted by the Commission.

- Q. Does the draft setflement agreement address all of your concerns regarding this

merger?

A. Nb, the draft settllement does not address several of my key concerns. Fo_r cxample: |

o The draft settlement doés not appear to contain any provisions to address the adverse
environmental impacts from the increased coal generation and emisstons caused by
the merger.

° Theré do not appear to be any provisions to addfess the negative impact on jobs.

e The agreement preserves many of the existing fin g-fencing provisions, which as
discussed above, are not adequafe. The additional conditions and provisions that [
rgcomjnend here can and should be added to the provisions contained in the draft
settlement agreement.

. Lastly, the draft scttlemeﬁt aéreement spectlically prohibits a JDA based upon a
single BAA;S ® Thisis an issue that thé Public Staff and I disagree on, and in the short
time since I have received the draft settlement agreement, I have not had the
opportunity to discuss fhcse differences with the Public Staff. As Inoted previously,
a JDA based upon a single BAA will provide maximum ‘benefits to Notth Carolina
without combromising the principlgs and protections sought by the Public Staff, as I
understand them. I continuc to recommend a JDA based upon a single BAA.

XI. Conelusion

Q. Does this conclude your testimony?

Al Yes, it does.

% - 8ee paragraph 4.1 of the draft settlement agreement.

Pocket Nos. E-2, Sub 998 and E-7, Sub 986 75 - _' Testimony of Richard S. Hahn



Exhibit RSI1 1
Resumc of Richard S. Hahn

@iw Assoctales

Richard S. Hahn |

Principal Consultant

Mr. Hahn is a senior executive in the energy industry, with diverse experience in both regulated
and unregulated companics. He joined La Capra Associates in 2004. Mr. Hahn has a proven
track record of analyzing energy, capacity, and ancillary services markets, valuation of energy
asscts, developing and reviewing integraled resource plans, crealing operational cxcellence,
managing full P&Ls, and developing start-ups. He has demonstrated expertise in electricity
markets, utility planning and operations, sales and marketing, engineering, business
development, and R&D. Mr. Hahn also has cxtensive knowledge and expcricncc in both the
energy and telecommunications industries. He has testified on numerous occasions before thc
' Massachusetts Department of Public Ultilities, and also before FERC.,

SELECTED EXPERIENCE - LA CAPRA ASSOCIATES

= * Reviewed and analyzed a proposed retail rate increase by Fitchburg Gas and Electric
Company before the Massachusetts Department of Public Utilitics. Provided experi
testimony bcfore the Massachusetts Department of Public Utilities regarding the
Company’s proposed Capital Spending Plan, and an accompanying recovery mechanism.

= Conducted a study of non-transmission alternatives to a proposcd substation and leialed
transmission upgrades in Georgia, Vermont

= Reviewed and analyzed damages claimed in lmgatmn between a deveiope1 of renewable
. energy facilitics and the owner of the host site.

= Dvaluated the decision of PacifiCorp to acquire new generating resources in Utah. Filed
testimony before the Public Service Commission of Utah.

« Served as a principal advisor and key team member in La Capra Associates’ assessment
of sirategic options for Entergy Arkansas, Inc. subsequent to its withdrawal from the
Entergy System Agrecment.

= Conducted a study of non-transmission aiternatlvcs to a proposcd substation and related
{ransmission upgradce in Jay, Vermont.

« Reviewed and evaluated the construction of and cost recovery for a large cogeneration
plant for a mid-west utility; utilized heat balance analysis to develop new cost allocators -
belween steam and electric sales.

s Analyzcd fuel costs, market sales and revenues, capacnty ]'JO‘;lthIl dﬂd performance
parameters for a large- mid-west utility. '



Performed a review and analysis of the proposed merger between FirstBnergy and
Allegheny Encrgy. Provided expert testimony before the FERC and the Pennsylvania
Public Utilities Commission regarding merger policy, benefits and market power issues.

Performed a study of non-transmission alternatives to a proposed transmission project in
the Lewiston-Auburn arca of Central Maine Power Company’s’ service territory.
Testificd before the Maine Public Utilities Commission.

Analyzed a proposed plan by National Grid to procure 2011 defdult service power
supplies and comply with Renewable Energy Standards. Provided cxpert testimony
before the Rhode Island Public Utilities Commission.

bcrved as an advisor to the Pennsylvania Office of Consumer Advocate in reviewing
12011 default service plans for Pennsylvania Electric Distribution Companics.

Ana1y7cd a purchasc power agrecment between National Grid and on offshore wind
project in Rhode Island. Provided expert testimony before the Rhode Island Public
Utilitics Commission. '

Reviewed and analyzed a proposcd retail rate increase by Western Massachusetts Electric
~ Company before the Massachusetts Department of Public Utilities. Provided cxpert
tostimony before the Massachusetts Department of Public Utilities rcgarding the
Company’s proposed Capltal Plan, and an accompanying recovery mechanism.:

Served as an advisor to the developer of a utility-scale Solar PV facility in ‘Massachusetts.

| Evaluated a proposed Solar PV installation for a large_reta:i customer in Massachusetts.
Performed an analysis of the appropriate rate of return and its impact on facility electric
costs and financial feasibility.

Assessed the economic impact 01 an additional interconnection betwccn ISO-NE and
~ NYISO; analyzed impact on markct prices and congestion.

Reviewed and analyzed the capacity position of a large mid-west u‘tility and the impact of
that position on electric rates.

Performed an economic evaluation of a proposed transmission line in New England.
Asscssed the project’s ability to deliver rencwable energy to load centers and the impact
of the project on Locational Marginal Prices.

Analyzed a proposed interconnection of a large new industrial load in Massachusetts.
Evaluated proposed substation configuration and developed alternatives that achieved
comparable reliability at lower costs. Assesscd cost recovery options.

Reviewed the Energy Efficiency and Conservation Programs proposed by Pennsylvania
Power & L.ight and Philadelphia Electric Company in response to Act 129, Pennsylvania

legislation that requires Eleciric Distribution Companies to achieve certain annual

consumptions and demand reduction by 2013. Provided expert testimony before the

Pennsylvania Public Utilities Commission wgaldmg program design, benefit cost

‘analyses, and cost recovery.

Assisted in the review and analysis of a proposed retail rate incrcase by National Grid
before the Rhodc Island Public Utilities Commission. Provided expert testimony before
the Rhode Island Public Utilities Commission regarding the Company’s proposed



| Inspection & Mamtcnance Program, llS Capxta! Plan, its Storm Funding Plan, and its
Facilities Plan

Reviewed and analyzed Time-of-Use rates proposed by Pennsylvania Power & Light.
Provided expert testimony becfore the Pennsylvania Public Utilities Commission
regarding compliance with Commission Leqmremcnts rate design, cost recovery, and
consumer educatlon issues.

Assisted in the review and analysis of a proposed retail rate increase by National Grid
- beforc the Massachusetts Department of Public Utilities. Provided experl testimony
before the Massachusetts Department of Public Utilitics regarding the Company’s
proposed Inspection & Maintenance Program, its Capital Plan, its Storm Funding Plan,
and its Facilities Plan. -

Performed a review and analysis of the proposed merger between Exelon and NRG.
~ Provided expert tcstimony before the Pennsylvania Public Utilities Commmbmn
regarding merger policy, benefits and market power issues.

Reviewcd the needs analysis and load f01cca';t supporting a propesed Transmission
Project in Rhode Island. Provided expert testnnony before the Rhode lsiand Public
Utilities Commission.

Performed an assessment of plans to procure Default Service Power Supplies for a Rhode
Istand utility. Provided expert testimony before the Rhode Istand Public Utilitics
Commission.

Served as an advisor to Vermont clectric utilities regarding the evaluation of ncw power
supply alternatives. Developed and applied a probabilistic plannmg tool to model
uncertainty in costs and operatm g parameters.

Conducted a review of Massachusetts electric utilities’ proposal to construct, own, and
operate large scalc PV solar generating units, Served as an advisor to the Massachusetts
Attorncy General in settlement negotiations. Performed an analysis of the appropriate
rate of return and its impact on ratepayer costs and financial feasibility. Provided expert
testimony before the Massachusetts Department of Public Utilitics. :

~ Served as a key member of a La Capra Associates Team cvaluating wind genezahon
RFPs in Oklahoma. :

Performed an assessment of plans to procure. Default Service. Power Supplics for

Pennsylvania utilities. Provided cxpert testimony beforc the Pennsylvania Public
Utilities Commiission. ' -
Performed an assessment of a merchant generator proposal to construct, own, and operate
800 MW of large scale PV solar generating units in Maine.

Analyzed proposed environmental upgrades to several existing coal-fired power plants in
Wisconsin, including an economic evaluation of this investment comparcd to altcrnative
supply resources. Provided expert testimony in three separate plocccdmgs before the
Public Scrvice Commission of Wisconsin,

Reviewed Pennsylvania Act 129 and Commission rules for Energy Efficiency Plans



Performed a study of non-transmission alternatives (NTAs) to a proposed set of.
“transmission upgrades to the bulk power supply system in Maine.

Served as a key member of the La Capra Associates Team advising the Connecticut
Energy Advisory Board (CEAB) on a wide range of energy issues, including integrated
resources plan and the need for and alternatives to new transmission projects.

Performed a study of non-iransmission alternatives (NTAs) to a proposed sct of
transmission upgrades to the bulk power supply bys{em in Vermont.

Served as an advisor to the Delaware Public Service Comm:ssmn and three other state
agencies in the review of Delmarva Power & Light’s integrated resource plan and the
procurcment of power supplies to meet SOS obligations.

Served as an expert witness in litigation involving a contract dispute belween the owner
of a merchant powerplant and the purchasers of the output of the plant.

Served as an advisor to the Maryland Attorncy General’s Ollice i in the proposed merger
between Constellation Energy and the F’L Group.

Reviewed and analyzed outages for Comnecticut utilities during the August 2006 heat
wave. Prepared an assessment of utility filed reports and corrective actions.

Conducted a study of required plannirig data and prcpaled forecasts of the key drivers of
future power supply costs for public power systems in New England.

Reviewed and analyzed Iawaiian Electric Company integrated resource plan and its
DSM programs for the State of Hawaii. Prepared written statement of position and
testified in panel discussions before the Hawaii Public Utility Commission. '

Assisted the Town of Hingham, MA in reviewing alternatives to 1mpr0ve wireless
coverage within the Town and to leverage existing telecommunication asscts of the
Hingham Municipal Lighi Plant.

Conducted an extensive sludy of distributed gencration technologeb opuom costs, and
_ pcrformancc parameters for VELCO and CVPS.

Analyzed and evaluated proposals for three substations in C onncctlcut Prepared and
issued RFPs to seek altcrnatlvcs in accordance with state law.

Performed an asscssmcnt of merger savings from the First Energy — GPU merger.
Developed a rate mechanism to deliver the ratepayers sharc of those savings. Filed
testimony before the PA PUC.

Prepared long term price forecasts for encrgy and capacity in the ISO-NE control arca for
evaluating the acquisition of existing powerplants,

Conducted an assessment of markel power in PIM electricity markets as a result of the
proposed merger between Exelon and PSEG. Developed a mitigation plan to alleviate
potential excrcise of market power, Filed testimony before the PA PUC.

Performed a long-term locational installed capacrty (LICAP) price forccast for the NYC
zone of the NYISO control arca for gene;aﬂng asset acquisition.

Served as an Independent Evaluator of a purchase power agreement between a large mid-
west utility and a very large cogeneration plant. Evaluated the implementation of



amendments to the purchasc power ag1eement and audited compliance with Vcry
complex contract terms and operating procedures and practices.

Performed assct valuation for encrgy investors targeting acquisition of major electric
generating Tacility in New England, Preparcd forecast of markct prices for capacity and

- energy products. Presented overview of the market rules and operation of ISO-NE to

investors.

Assisted in the performance of an asset valuation of major flect of coal-fired electric
generating plants in New York. Prepared forecast of market prices for capacity and
energy products. Analyzed cost and operations impacts of major environmental
legislation and the effects on market prices and asset valuations.

Conducted an analysis of the cost impact of two undersea electric cable outages within
the NYISO control area for litigation support. Reviewed claims of cost impacts [rom loss’
of salcs of transmission congestion contracts and replacement power costs.

Reviewed technical studies of the operafional and system Impacts of major electric
{ransmission upgradcs in the state of Connecticut. Analysis including an assessment of
harmonic resonance and type of cable construction to be deployced.

Conducted a review of amendments to a purchased power agreement between an
independent merchant generator and the host utility. Assessed the economic and
reliability impacts and all contract terms for reasonableness.

Assisted in the development of an energy strategy for a large Midwest manufacturing
facility with on-sitc generation. Reviewed electric restructuring rules, eleciric rate
availability, purchase & sale options, and operational capubilily to determine the least
cost approach to maximizing the value of the on-sile generation.

Assisted in the review of the impact of a major transmission upgrade in Northern New
England.

Negotiated a new interconnection agreement for a large hotel in Northeastern
Massachuseits,

SELECTED EXPERIENCE — NSTAR ELECTRIC & GAS

President & COO of NSTAR Unregulated Subsidiaries

Concurrently served as President and COO of three unregulated NSTAR subsidiaries:
Advanced Energy Systems, Inc., NSTAR Steamn Corporation, and NSTAR Communications,

Inc.

Advanced Energy Systems, Inc.

[x]

Responsible for all aspects of this unregulated business, a large merchant cogencration
facility in Eastern Massachusetts that sold clectricity, steam, and chilled water. Duties

included management, operations, finance and accounting, sales, and P&L responsibility.

NSTAR Steam Corporation



= Responsible for all aspects of .this unregulated business, a district energy system in -
Eastern Massachusetts that sold steam for heating, cooling, and process loads. Dulies
included management, operations, finance and accounting, sales, and P&L responsibility.

NSTAR Communications, Inc :

=  Responsible for all aspects of this umegulaled business, a start-up provider of
telecommunications services in Eastern Massachusetts. Duties included management,
operations, finance and accounting, sales, and P&L 1‘esponsibility.

o Fstablished a joint venture with RCN to deliver a bundled package of voice, video, and
data services to residential and business customers. Negotiated complex indefeasibie-
right-to-use and stock conversion agreemenls.

«  Installed 2,800 miles of network in three years. Built capacity for 230 000 residential and
500 major enterprise customers.

= Testified before the Congress of the United States on 1ncreasmg competmon under the
Tclewmmumcaﬂons Act of 1996.

VP, Technology, Research, & Development, Boston Fdison Company

¥ Responsible for 1dent1fymg, evaluating, and deploymg technological innovation at every
level of the business. : :

= Reviewed Electric Power Rescarch Institute (EPRI}, national laboratories, vendor, and
manufacturer R&D sources, Assesse_d_ state-of-the-art clectro-technologies, from nuclear
power plant operations to encrgy conservation.

VP of Marketing, Boston Edison Company

= Promoted and sold residential and commercial energy-efficiency products and i:_ustomer
service programs. : ' '

= Conducted market research to develop an energy-usage profile. Designed a variable time-
of-use pricing structure, significantly reducing on-peak wutilization for residential and
commercial customers.

¥ Decsigned and marketed energy-efficiency programs.

& Established new distribution channels. Negotiated agrcoments with major contfactors,
retailers, and statc and federal agencies to promole new energy-cfficient clectro-
technologies.

Vice President, Energy Planning, Boston Edison Company

. Responsible for energy-usage forecasting, pricing, contract negotiations, and small pchr
and cogeneration activities. Directed fuel and power purchases

= Implemented an integrated, least-cost resource planning process. Created Boston
Edison’s first state-approved long-range plan. '



= Assessed non-iraditional supply sources, developed conservation and load-management
programs, and purchased from cogeneration and small power-production plants.

= Negotiated and administercd over 200 transmission and purchased power contracts.

. Reprcsénted the company with external agencies. Served on the Power Planning

Committee of the New England Power Pool. -

= Testified before federal and state regulatory agencies.

EMPLOYMENT HISTORY

La Capra Associates, Inc.
Principal Consultant

Boston, MA

Advanced Energy Systems, Inc. - Bdston, MA

2004 — present

President and COO 2001-2003
NSTAR Steam Corporation Cambridge, MA
President and COO 2001-2003
NSTAR Communications, Inc.
President and COO 1995-2003
Boston Edison Company  Boston, MA
VP, Technology, Research, & Development 1993-1995°
VP, Marketing, Boston Edison Company 1991-1993
Vice President, Energy Planning, Boston Edison Company 1987-1991
Manager, Supply & Demand Planning ' 1984-1987
Manager, ['ucl Regulation & Performance 1982-1984
Assistant to Seni(_)r Vice President, Fossil Power Plants 1981-1982
Division Head, Information Resources - 1978-1981
Senior Engineer, Information Resource Division 1977-1978
Assistant to VP, Steam Operations 1976-1977
Electrical Engineet, Research & Planning Department 1973-1976
EDUCATION
Boston College Boston, MA
Masters in Business Administration 1982
Northeastern University _ Boston, MA
Masters in Science, Electrical Engineering 1974
Northcastern University Boston, MA

Bachelors in Science, Electrical Engineering 1973



PROFESSIONAL AFFILLIATIONS

“Director, NSTAR Communications, Inc. 1997-2003
Director, Advanced Energy Systems, Inc. 2001-2003

‘Director, Neuco, Inc. 2001-2003
Director, United Telecom Council - 1999-2003
Head, Business Development Division, United Telecom Councit  2000-2003
Elected Commissioner — Reading Municipal Light Board 2005-present

Registered Prolessional Electrical Engineer in Massachusetts



Exhibit RSH-2
Merger Orders Reviewed

KY: 2011, Case No. 2011-00124, Joint Application of Duke Energy Corp, Progress
Energy, Inc. for Approval of the Indirect Transfer of Control of Duke Energy Kentucky.
MD-1: 2011, Order No. 83788, Case No. 9233, FirstEnergy Corp, Allegheny Energy
(Potomac Edison)

PA: 2010, Docket No. A-1010- 217652{}/2175732 West Penn Power, First Energy.
WA-1: 2008, Order 08, Docket J-072375, Puget Sound Energy, Puget Hoidmg%
consortium (including Macquarie Capital Corp.)

. MD-2: 2009, Order 82986, Case No. 9173, Constellation Encrgy Group (parent of

~ Baltimore Gas & Electric), MidAmericah Energy Holdings (Phase I), EDF International

8.
9.

10.
1.
12.
13,

14.

15.

(Phasc II). _
NY: 2007, DO()’I-M@OS?S, KeySpan Corp, National Grid PLC, (Niagara Mohawk,
KEDNY, KEDLI)

WA-2: 2007, Docket No. US-061721, MDU Resources Group, Inc., Cascade Natural

Gas Corp.

CA: 2006, CA, D06-02-03, Case 05-07-010, Pacificorp, MidAmerican Encrgy Corp.,
ID: 2006, Order 29973, Case No. PAC-E-05-8, Pacificorp, MidAmerican Energy Corp.
OR-1: 2006, Order No. 06-121, UM 1209, Pacificorp, MidAmerican Energy Corp.
WA-2: 2005, Order No. 07, Docket UE-051090, Pacificorp, MidAmerican Energy Corp.
NC-1: 2005, Docket No. E-2,-Sub 795, Duke Encrgy — Cinergy Corporation

SC: 2005, Order No. 2005-684, Docket No. 2005-210-E, Duke Energy -- Cinergy
Corporation | .
NC-2: series of interrelated dockcets and ordets 101 Carolina Power & Light — Florida
Progress Corporation: E-2, Sub 844 (2004) incorporates revised regulatory conditions for
the following dockets: E-2, Sub 753 (2002), E-2, Sub 760 (2000), G-21, Sub 377 (2000},
E-2, Sub 740 (1999).

OR-2: 1997, Order No. 97-196, UM 814, Enron Cmp, Ponland (Jeneral Hcctl ic



~ Exhibit RSH-3
List of Recent Utility Bankruptcy Filings '

Bankrupteies Of Utilities With First-Mortgage Bonds

Company Year filed Year emerged Paid first mortgage bond coupons?

_Entergg,.r New Or an __Il_‘lc., o - Not

NorlhWestern Corp. ) . 2003 . 2004 o Yes

Pacific Gas & Elestiic Co.

£l Pase Electric Co. - 1992 1996 R Yes

*Ceased payment for one year, but has resumed while still in baneuptcy.

! “able 2. From Standard & Poor’s Archive Reqguest for Comment: Proposed Update to U.S. Utility First-Morigage
Bend Issue Ratings Criteria, 30-May-2007, John W. Whitlock, Primary Credit Analyst.



Exhibit RSH-4
Latest Credit Ratings Issued by Major Credit Rating Agencies and Issue Datc
(Provided as response to SELC Data Request No. 3, [tem 3-29)

'Standild & an '

Tannary 2011 FTanuwary 2011 June 2011 Jone 2011

Mmt Recent Repmt Daie

Ontlook ' Stable Stable Whatch Posifive Watch Positive

Tonuary 2011

" Tanmary 2011

St."ab.le | Stable Stable

Stable

TJuly 2011

BBEA+

Fr efeue(i Stock
Shott Tem -2
Cullook ~ Stable

' Stnble
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Exhibit RSH-6
Simplified Organization Chart of Post-Merger Duke Energy
~ (Provided in SELC Data Response No. 2, Item 2-3, page 3 of 3)

_] ]

Cinergy Cotp. . Progress Energy |
(HoldCo) |

-~ (HoldCo)




- * Exhibit RSH-7
Companies’ Responsc to Public Staff Data Request No. 16 (a), pp. 4-5.

' “Turning to the specific ring fencing tools identified by the Public Staff in its data request:

(a) A regulated utility being placed in a Special Purpose Entity (SPE) that is legally separate
from the other affiliated regulated utilities, non-regulated affiliates and the parent holding
company;

Research indicates that a SPE is a separate logal structure created by a firm to provide
liquidity and/or obtain favorable external funding. Asscts are isolated within the new entity,
and securitics issued by the entily are backed by these assets as collateral. Basically, while it
can be a trust, corporation or LLC, ils governance documents require that it be completely
separate from all other legal entitics. Typically, an SPL is used in conneclion with assel
securitization or structured finance transactions to enable lower financing rates and to move
the debt of the SPE off the balance sheet of the parent (Enron was infamous [or its abuse of

 SPEs). The assets involved in the particular transaction that will provide the source of
revenue and the collateral for the financing are transferred into the SPE to isolate them from
the reach of creditors of the parent and affiliates. The transfor of all the rcgulated assets of
DEC and PEC into an SPE would involve having to obtain the consent of existing londers of
DEC, PEC (including the trustee under the blanket PEC mortgage), PGN, and Duke, as well
as the preferred shareholders, co-owners and significant counterparties (to the extent required
under cxisting agreements), and significant expensc to record assignments and transfers of
record for all the assets involved, depending on how the transfer is structured. In addition,
the governing documents (charter/bylaws) of an SPE are usually much more restrictive than
an operating company’s governing documents. Given the extent of the regulatory conditions
that would be in place, the SPE seems unwarranted.



CERTIFICATE OF SERVICE

I certify that the persons on the docket service lists have been served with the Public
Version of the Testimony of Richard S. Hahn on behalf of Environmental Defense Fund,
the Sierra Club, the South Carolina Coastal Conservation League and Southern Alliance
for Clean Energy cither by clectronic mail or by deposit in the U.S. Mail, postage
prepaid. :

This the 8th day of Scptember, 201 1.

Robin Dunn
Administrative Legal Assistant
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