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VIA FEDERAL EXPRESS -

October 14, 2005

RN

James McNulty, Secretary

Pennsylvania Public Utility Commission
Commonwealth Keystone Building

400 North Street

Harrisburg, PA 17120

RE: Joint Application of PECO Energy Company and Public Service
Electric And Gas Company for Approval of the Merger of Public
Service Enterprise Group Incorporated with and into Exelon Corporation
Docket No. A-110550F0160

Dear Secretary McNulty:

Please find enclosed an original and nine copies of the Initial Brief of Joint Applicants, PECO
Energy Company and Public Service Electric and Gas Company, in the above-captioned
proceeding.

I am enclosing a copy of this letter to be date-stamped and returned in the self-addressed stamped
envelope.

Respectfully submitted,

DOCUMENT
[ul &WT FOLDER

cc: Honorable Marlane R. Chestnut (via Hand Delivery)
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1. INTRODUCTION
A. Statement Of The Case

On December 20, 2004, Exelon Corporation {Exelon), the parent of PECO Energy

- Company (PECQ), entered into an Agreement and Plan of Merger (Merger Agreement) with

Public Service Enterprise Group Incorporated (PSEG), the parent of Public Service Electric and
Gas Company (PSE&G). Pursuant to the terms of the Merger Agreement, PSEG would merge
with, and into, Exelon (the Merger). In order to obtain the approval of the Pennsylvania Public
Utility Commission (PUC or Commission), if such approval is required, PECO and PSE&G
(collectively, Joint Applicants), on February 4, 2005, filed the Joint Application Of PECO
Energy Company And Public Service Flectric and Gas Company For Approval Of The Merger
Of Public Service Enterprise Group Incorporated With And Into Exelon Corporation (Joint
Application). In the course of the ensuing proceeding, all but four active parties entered into a
Joint Petition for Settlement (Joint Petition) or withdrew their opposition to the Merger. An
overview of the Merger, the Joint Application and the procedural history of this case are
provided in Joint Applicants’ Proposed Findings of Fact, which are attached as Appendix A.

B. The Joint Petition For Settlement

The Joint Petition has been executed and submitted by the following parties to this
proceeding: PECO, PSE&G, the Office of Tnial Staff (OTS), the Office of Consumer Advocate
(OCA), the Office of Small Business Advocate (OSBA), the Department of Environmental
Protection (DEP), Citizens for Pennsylvania’s Future and the two named individuals that joined

in its Protest and Petition to Intervene (PennFuture), the Action Alliance of Senior Citizens of



Greater Philadelphia, e al. (Action Alliance)!, the Energy Coordinating Agency of Philadelphia,
Inc. (ECA), the Philadelphia Area Industrial Energy Users Group (PAIEUG), The Reinvestment
Fund/Sustainable Development Fund (TRF), and State Senator Anthony H. Williams
(collectively, Joint Petitioners). In addition, by letter dated September 13, 2005, the Exelon
Utility Coordinating Council, International Brotherhood of Electrical Workers Locals 614 and
777 and Frank Kuders (collectively, Labor Parties) submitted a letter to the AL} and the
Commission’s Secretary stating that they do not oppose the Joint Petition.

PECO and PSE&G remain convinced that the Merger, as presented tn their Joint
Application, is in the public interest and provides substantial affirmative benefits. However, in
order to eliminate controversy on that score, the Joint Applicants have agreed to significant
concessions and conditions as set forth in the Joint Petition. In particular, PECO has agreed to
substantial rate reductions; caps on retail electric transmission and distnbution (T&D) charges;
and commitments to implement enhancements in a variety of areas, including reliability,
customer service, universal service, the environment and economic development, as more fully
explained in Section V. infra.

The intervenors and protestants that executed the Joint Petition have agreed that the
Settlement resolves all of their objections to the Joint Application and to the granting of the
various approvals the Joint Applicants have requested. They also agreed, subject to certain
limited exceptions and qualifications, to withdraw all actions, interventions or protests filed in all
proceedings involving or related to the Merger and related transactions and to terminate all other
participation in those proceedings. In addition, the Joint Petitioners have expressed their full

support for the Settlement, as evidenced by the statements of support each has filed.

1 Action Alliance refers collectively to the Action Alliance of Senior Citizens of Greater Philadelphia, the

Association of Community Organizations for Reform Now (ACORN) and the Tenants’ Action Group
{TAG), which are represented by common counsel and submitted a joint protest.



C. The Non-Settling Parties

Among the parties with active status, four have not joined in the Settlement and contend
that the Commission should not approve the Merger uniess additional conditions are imposed.
The PPL Companies (PPL)? and the FirstEnergy Companies (FirstEnergy)? urge the Commission
to withhold its approval because, notwithstanding the Federal Energy Regulatory Commission’s
(FERC) findings to the contrary (see Section VL. B., infra and Exelon Corp., 112 FERC § 61,011
(2005)), they still contend that the Merger will give Exelon “market power” within the wholesale
power market. PGW has similar objections and also contends that the Merger will create market
power in the market for delivered natural gas. On September 19, 2005, the City of Philadelphia
(City) filed a statement in opposition to the Joint Petition in which it echoes PGW’s market
power concerns and contends that the various concessions to which PECO agreed should be
greater. The arguments of the non-settling parties are addressed in Section V1, infra.

IL STATEMENT OF THE QUESTIONS PRESENTED

1. Whether the Merger, implemented in accordance with the terms and conditions
set forth in the Joint Petition for Settlement, satisfies the requirements, if applicable, of Section
1103(a) of the Public Utility Code?

2. Whether the Merger, implemented in accordance with the terms and conditions
set forth in the Joint Petition for Settlement and the FERC’s Order approving the Merger,
including the FERC-approved market power mitigation plan, satisfies the requirements, if
applicable, of Sections 2210(a) and 2811(e) of the Public Utility Code?

The questions presented should be answered in the affirmative.

2 The PPL Companies consist of PPL Electric Utilities Corporation, PPL Energy Plus and various affiliated
limited liability companies that own generation in PIM.

(™)

The FirstEnergy Companies consist of Metropolitan Edison Company, Pennsylvania Electric Company,
Pennsylvania Power Company and FirstEnergy Solutions Corp,



III. OVERVIEW AND SUMMARY OF ARGUMENT

Although the Merger is not a “change in control” as defined in the Commission’s
Statement of Policy interpreting 66 Pa. C.S. §1102(a)(3), the Joint Application was filed to
confirm that fact and/or obtain the Commission’s approval under 66 Pa. C.S. §1103. The Joint
Applicants presented substantial evidence establishing that the Merger, as proposed in the Joint
Application, satisfies the “affirmative benefit” test for Commission approval delineated in York
v. Pa. P.U.C. 449 Pa. 136, 295 A.2d 825 (1972) (York). In addition, the Joint Applicants and
most of the active parties in this case have agreed to a Settlement that provides the means for
many of the Merger benefits to have further immediate positive effects on PECO’s customers,
the economy of PECQ’s service area, and the Commonwealth overall. These further benefits
include: rate reductions; the extension of rate caps; enhancements to reliability, customer service
and universal service; funding of environmental and economic development initiatives; corporate
structure protections; and commitments to employees, local communities and PECO’s corporate
presence.

The Joint Applicants also presented substantial evidence demonstrating that the Merger
will not create market power in either electric or natural gas markets. Consequently, even if
Sections 2210 and 2811(e) were applicable to the Merger, there is no basis for the Commission
to find that the Merger would result in anti-competitive or discriminatory conduct, would lead to
the unlawful exercise of market power, or would prevent customers from obtaining the benefits
of properly functioning and workable retail natural gas and electricity markets. The FERC found
that the Merger was in the public interest and rejected the arguments advanced by PGW, PPL
and FirstEnergy in this proceeding. The record evidence demonstrates that those arguments are

meritless.



1V. LEGAL STANDARD

A. Section 1102(a) And The Commission’s Statement Of Policy On
“Change In Control” Transactions

Section 1102(a)}(3) of the Public Utility Code (66 Pa. C.S. §1102(a)(3)) provides that the
Commission’s prior approval, evidenced by a certificate of public convenience, is required:
For any public utility ... to acquire from, or transfer to, any person or
corporation ... by any methed or device whatsoever, including the sale or
transfer of stock and including a consolidation, merger, sale or lease, the

title to, or the possession or use of, any tangible or intangible property used
or useful in the public service.

Until 1993, the Commission consistently held that Section 1102(a)(3) did not apply to the
transfer of stock constituting a controlling interest in a corporation that held a public utility as a
subsidiary because only the transfer of stock in the utility itself effected a transfer of property
“used or useful in the public interest™ as contemplated by Section 1102(a)(3). Application of
MCI Airsignal of Pennsylvania, Inc., Docket No. A-330035 (July 15, 1986) (MCI Airsignal);
Application of Airsignal International of Pittsburgh, Pennsylvania, Inc., Docket No. A-101365
(January 14, 1980) (A4irsignal). However, the Commission revisited the issue of stock transfers
in Joint Application of Commonwealth Telephone Company, et al., Docket No. A-310800F0006
(October 22, 1993), where it overruled Airsignal and MCI Airsignal, supra, and held that Section
1102(a)(3) would thereafter be extended to the transfer of stock of “a utility or of its parent or
grandparent affiliates, regardless of the remoteness of the transaction” if the transfer effected a
“transfer of control of the utility.”

To provide direction for future applicants, the Commission issued a Statement of Policy

on October 22, 1994 “to establish clear standards regarding what transfer of voting interest

= See also Joint Application of Paging Network of Pittsburgh, Inc. and Paging Network of Philadelphia, Inc.,
Docket No. A-33013F0005 (October 29, 1993). (A 32.6% interest held by a single stockholder constituted
“de facto control” of the parent of two jurisdictional public utilities and, therefore, a transfer by that
shareholder of its stock in the parent required prior approval under Section 1102(a)(3)).



constitutes a change in de facto control of the utility” (52 Pa. Code § 69.901). The Statement of
Policy provides, in pertinent part, as follows:

(1) A transaction or series of transactions resulting in a new
controlling interest is jurisdictional when the transaction or transactions
result in a different entity becoming the beneficial holder of the largest
voting interest in the utility or parent, regardless of the tier. A transaction
or series of transactions resulting in the elimination of a controlling interest
is jurisdictional when the transaction or transactions result in the dissipation
of the largest voting interest in the utility or parent, regardless of the tier.

(2) For purposes of this section, a controlling interest is an interest,
held by a person or a group acting in concert, which enables the beneficial
holders to control at least 20% of the voting interest in the utility or its
parent, regardless of the remoteness of the transaction. In determining
whether a controlling interest is present, voting power arising from a
contingent right shall be disregarded.

Applying the standards set forth in the Statement of Policy, the Merger will not result in a
“change in control” of PECO. Following the Merger, the common stock of PECO will continue
to be held by Exelon Energy Delivery which, in turn, will continue to be a wholly owned, first-
tier subsidiary of Exelon. Moreover, the Merger will not effect a change in control of Exelon
since no controlling interest, as defined in the Statement of Policy (i.e., a person or group acting
in concert controlling at least 20% of the voting interest), currently exists in Exelon nor will any

new controlling interest be created as a result of the Merger.> Although the Merger will effect a

change in control of PSE&G, that company is not a “public utility” for Pennsylvania regulatory

A

The current public shareholders of Exelon, in aggregate, do not constitute a “controlling interest” since they
are not a “‘group acting in concert.” Moreover, even if, contrary to the terms of the Statement of Policy, the
current public shareholders of Exelon were considered a “controlling interest,” they would represent the
“largest vating interest” in Exelon both before (100%) and after (68%) the Merger.



purposes because it is not anticipated to serve, and does not serve, any customers in
Pennsylvania ®

A statement of policy, unlike a regulétion, does not have the force and effect of law but,
instead, is an announcement to the public of the policy, which the agency hopes to implement in
future rulemakings or adjudications. See Pennsylvania Human Relations Commission v.
Norriszo-wn Area School District, 473 Pa. 334, 350, 374 A.2d 671 (1977). Because a statement
of policy, unlike a regulation, does not bind the agency that adopted it, the Joint Applicants filed
the Joint Application to obtain a definitive determination by the Commission that its approval of
the Merger under Section 1102(a)(3) is not required or, if it is, that such approval should be
granted.

Section 1103(a) of the Public Utility Code provides that a certificate of public
convenience evidencing the Commission’s approval under Section 1102 shall issue only upon a
showing that granting such approval is “necessary or proper for the service, accommodation,
convenience, or safety of the public” (66 Pa. C.S. § 1103(a)). In York, 295 A.2d at 828 (1972),
the Pennsylvania Supreme Court held that those seeking approval of a utility merger” must
demonstrate that the merger “will affirmatively promote the ‘service, accommodation,

convenience, or safety of the public’ in some substantial way.” Evidence deemed sufficient to

. As a consequence of its fractional ownership interest in an electric transmission line that runs from the
Conemaugh Generating Station to the Maryland border, PSE&G holds a certificate of public convenience
that was issued on April 24, 1968 at Docket No. 94234 and specifically provides that PSE&G “shall
confine and restrict its operations to the construction, maintenance, repair, replacement, and removal of the
proposed electric transmission line.” This Commission has previously held that the holder of such a
certificate is not a “public utility.” Application Of New York State Electric & Gas Corporation, Request
For Abandonment Of Electric Service, Docket Nos. A-93538, A-110001, F.200 (January 17, [991)
(“NYSEG has never requested or been granted authority to serve any Pennsylvania customer. [Its]
transmission line is utilized solely to transmit electricity out-of-state — a FERC regulated activity ...
Clearly, NYSEG is not a public utility in Pennsylvania in that it does not provide electric service ‘for the
public for compensation.” 66 Pa. C.S. §102.") See also Drexelbrook Associates v. Pa. P.U.C., 418 Pa. 430,
212 A.2d 237 (1965). '

Yort involved the merger of public utilities themselves, not the merger or change in control of the parent or
grandparent of a utility.

I~



satisfy this standard has included testimony that the merger would produce a stronger company;
that investors would be more attracted 1o a larger enterprise; that certain duplicative tasks would
be eliminated; that service would be improved; that economies of scale or scope would result in
lower costs and could give rise to lower rates in the future than would otherwise be the case; and
that the merged entities could improve their operations by sharing best practices. York, supra;
Joint Application Of Pennsylvania-American Water Company And Thames Water Aqua
Holdings, 221 P.U.R. 4th 487 (2002).2 In the Commission’s recent decision approving the
merger of SBC Communications, Inc. (SBC) and AT&T Corporation (AT&T), it held that the
York test does not require the merging parties to demonstrate quantifiable benefits in every
aspect of their operations but, rather, can be satisfied by showing that a merger will, overall,
generate affirmative public benefits:

When we view the Merger in context, we would agree with the Joint

Applicants that the standards of the City of York need not only be addressed

by a quantification of the specific effects of alleged savings, particularly a

specific level of capital investment by the merged entity in Pennsylvania.

(See Joint App. MB at 10). Rather, we must view the public interest

benefits in the context of the telecommunications industry in Pennsylvania,
as a whole.

Joint Application of SBC Communications, Inc. and AT&T Corp., Docket Nos. A-31163F0006,
A-310213F0008 and A-310258F0005 (October 6, 2005) (p. 27). See also ARIPPA v. Pa. P.U.C,,
792 A.2d 636, 654-658 (Pa. Comwlth. 2002} (ARIPPA). As explained in Section V., infra, the

Merger will produce substantial affirmative benefits that clearly satisfy the York test.

= See also Joint Application for a Certificate of Public Convenience Evidencing Approval Under Section
1102¢a)(3) of the Public Utility Code, of the Transfer, By Merger, of a Controlling Interest in Three
Operating Water Utilities From Consumers Water Company to Philadelphia Suburban Corporation,
Docket Nos. A-212370F0048, et al. (December 17, 1998) (adopting the Initial Decision of Chief
Administrative Law Judge Robert A. Christianson); Joint Application of Pennsylvania-American Water
Company and Citizens Utilities Water Company of Pennsylvania, Docket Nos. A-212285F0074 and A-
211070F2000 (January 24, 2001); Application of United Water Pennsylvania, Inc. (United) for Approval of
the Acquisition by Lyonnaise American Holding, Inc. (Lyonnaise) of the Remaining Quitstanding Shares of
United's Parent, United Water Resources, Inc., Docket Nos. A-310013F0014 and A-230077F0003
{January 27, 2000).



B. Sections 2210 And 2811(¢)

Chapters 22 (Natural Gas Choice and Competition Act) and 28 (Electricity Generation
Customer Choice and Competition Act) contain parallel provisions that require the Commission
to consider the potential anti-competitive effects of a merger or combination “in the exercise of
authority the commission otherwise may have to approve mergers or consolidations” (emphasis
added) involving natural gas distribution companies and electric utilities (66 Pa. C.S. §§2210(a)
and 2811(e)(1)). Sections 2210 and 2811 do not confer any authority upon the Commission to
approve mergers or consolidations of public utilities or a change in control of a public utility
beyond the authority the Commission otherwise possesses under Chapter 11 of the Public Utility
Code. Thus, if the Commission finds that the Merger does not require prior approval under
Section 1102(a)(3), then Sections 2210 and 2811 are not applicable to the transaction. In any
event, even if Sections 2210 and 2811 were to be applied to the Merger, there is no basis for the
Commission to find that it would result in anti-competitive or discriminatory conduct, would
lead to the unlawful exercise of market power, or would prevent customers from obtaining the
benefits of properly functioning and workable competitive retail natural gas and electricity
markets. As explained in detail in PECO Statement Nos. 3 and 3-R, the direct and rebuttal
testimony, respectively, of Dr. William H. Hieronymus, and PECO Statement No. 11-R, the
rebuttal testimony of Dr. John P. Morris, because of the robust mitigation plan to which the Joint
Applicants have committed, the Merger will have no adverse competitive effects on either the
wholesale market within the PJM Interconnection LLC (PJM) or Pennsylvania’s retail energy

markets and, indeed, will likely promote increased retail competition.



V. THE JOINT APPLICANTS HAVE SATISFIED THE LEGAL STANDARD
FOR ANY NECESSARY COMMISSION APPROVAL OF A CHANGE-IN-
CONTROL TRANSACTION

Even if Section 1102(a)(3) were applicable to the Merger, it i1s abundantly clear that the
transaction satisfies the “affirmative benefit” test laid down in York, supra. Those benefits were
set out in detail in the Joint Application (pp. 16-20) and summarized in the direct testimony of
PECO’s President, Mr. O’Bnien (PECO St. 1, pp. 6-8), as follows:

Increased Scale, Scope and Operational Diversity. The Merger of
Exelon and PSEG will increase the scale and scope of the combined entity’s
energy delivery and generation businesses. For retail utility operations, this
means a larger geographic “footprint” and, as a result, a more diverse
customer base. For the generation business, it means the combined
company’s larger portfolio of generation assets will enable it to capture
economies of scale and will provide more balance and diversification in
terms of geographic location, fuel mix, dispatch and load-service capacity.
In addition, EEG’s overall operations will be more balanced, with
approximately half its earnings and cash flow coming from its three
regulated utilities and approximately half from the generation business. The
greater scale, scope and diversification of the combined company’s
operations should provide more stable cash flows and greater earnings
predictability, which, in turn, should allow EEG to maintain a strong
balance sheet and continued access to capital at favorable rates.

Financial Strength and Flexibility. The Merger will provide continued
financial strength and flexibility associated with a company with a strong
balance sheet. Following the Merger, EEG will have approximately $70
billion in assets, a market capitalization of approximately $40 billion,
annual revenues of approximately $26 billion and annual net income of
approximately $2.6 billion. The PECO Energy balance sheet will not
change as a result of the Merger.

Commitment to High-Quality Service; Sharing of Best Practices.
Exelon is committed to maintaining and, where possible, enhancing the
high-quality service it provides. As a result of the merger, PECO will
benefit from the opportunity to share best practices with PSE&G, which has
an outstanding record of reliability and customer service in terms of both its
electric and natural gas delivery functions.

Synergies. The Merger will create the opportunity to achieve meaningful
cost savings not only through the sharing of best practices, as mentioned
above, but also through the elimination of duplicative functions, improved
operating efficiencies in nuclear and other generation operations and
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supply-chain benefits from improved sourcing. William Arndt, Exelon’s
Senior Vice President, Financial Operations, in his testimony, describes
both the anticipated synergies and the costs that will have to be incurred to
achieve those synergies.

Commitment to Competition. Exelon and PSEG have been strong
advocates of competition in retatl and wholesale markets for both electricity
and natural gas. This shared vision will allow EEG to be even more active
in promoting competitive markets and developing energy-related services.
In addition, we anticipate that the knowledge and experience of each
company will enhance EEG’s ability to manage the transition to
competition, which will provide benefits for customers and shareholders.
We also recognize that combining the generation assets of the two
companies raises certain market concentration concemns. To address those
concemns, as part of our Application to the Federal Energy Regulatory
Commission (FERC) for approval of the Merger, we are proposing a
mitigation plan that entails divesting certain generating assets and selling
entitlements to nuclear generation. Dr. Willtam H. Hieronymus, PECO’s
witness on competitive markets, analyzes the market concentration issues
and describes the proposed generation mitigation plan in his testimony.

In addition to the affirmative public benefits inherent in the combination of Exelon and
PSEQG, the Settlement ensures that many of those benefits will have further immediate positive
impacts on PECQO’s customers, the economy of PECQO’s service area and the Commonwealth
overall, as explained in the Joint Petition (pp. 8-33) and PECO Statement No. 1-S, and
summarized below:

Rates Will Be Reduced. The Settlement provides for $120 million of rate reductions
over a four-year period commencing approximately one month after the Merger is consummated.
These reductions are made possible, in substantial part, by the projected synergies the Merger is
expected to produce within PECO’s regulated operations.

T&D Charges Will Be Capped For An Additional Four Years. The Settlement caps
PECO’s T&D charges until December 31, 2010 thus guaranteeing that PECQO’s customers will
enjoy at least a 20-year period with no base rate increases (last case was 1990). In addition,

PECO agrees that expenses attributable to achieving Merger-related synergies will be amortized
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by the end of the T&D rate cap period and will not be deferred or claimed in a subsequent rate
case.

Post-Cap Distribution Rate Increases Will Be Mitigated. The Merger will create the
opportunity to achieve cost savings in PECO’s regulated operations through the sharing of best
practices, purchasing economies and the elimination of duplicative functions which, in turn, will
mitigate future distribution rate increases.

Sharing Of Increases In Nuclear Decommissioning Costs Will Continue. The
Settlement provides that provisions of the 2000 Unicom Merger Settlement for sharing the nisk
of future increases in the costs of decommissioning PECQO’s pre-existing nuclear units will
remain in effect and reaffirms PECO’s commitment not to seek recovery of decommissioning
costs associated with any nuclear units it did not own as of December 31, 1999.

Reliability And Customer Service Will Be Enhanced. As part of the Settlement,
PECO commits to a Quality of Service Plan designed to maintain or improve reliability and the
quality of customer service provided by PECO during the five-year period from January 1, 2006
through December 31, 2010. The Quality of Service Plan establishes performance thresholds,
reporting requirements and enforcement mechanisms for non-compliance. In addition, PECO
commits to address issues that may arise in the future involving the implementation of 2 new
common customer information and billing system.

Universal Service Coverage Will Be Expanded. The Settlement provides for a number
of substantial enhancements to PECQO’s universal service programs including: (1) paying
$500,000 per year from 2007 through 2010 to the Matching Energy Assistance Fund; (2)
increasing to 650 kWh the monthly usage levels eligible for discounts under CAP Rates B, C, D

and E; (3) committing to spend $1.2 million on additional CAP enrollment outreach; (4)
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enhancing, stream-lining and simplifying the CAP application and recertification process; (5)
providing $400,000 to community based organizations (CBOs) for CAP outreach and referrals;
and {6) conducting at least four training sessions annually to educate CBOs on the availability
and operation of the CAP Rate Program.

The Environment Will Benefit. The Settlement provides that PECO will: (1} contribute
$12.0 million to the Pennsylvama Energy Development Authority (PEDA) to fund renewable
energy, energy efficiency and energy conservation programs; (2) contribute $7.2 million to the
Sustainable Development Fund; and (3) support new customer-friendly net metering and
interconnection rules.

Customers Will Be Protected Against Affiliate Risk And Cross-Subsidization.
Paragraph Nos. 40-48 of the Joint Petition contain detailed, inter-related provisions designed to
protect PECO’s customers from risks associated with unregulated affiliates and cross-
subsidization. These include provisions on the determination of PECQ’s cost of capital for
ratemaking purposes; limitations on PECQ’s ability to financially assist unregulated affiliates;
notice requirements for dividends and other transfers of retained earnings; accounting controls
and procedures for allocating overheads and costs of jointly-used property and personnel,
limitations on claiming rate cap exceptions based on increases in affiliates’ power costs; and
access to books, records, personnel, annual reports and reports to analysts.

A Strong Corporate Presence And Commitment To Employees And Local
Communities Is Assured. The Settlement provides that PECO: (1) will maintain the corporate
headquarters for its distribution business in Philadelphia through at least December 31, 2010; (2)

will fund charitable giving and sponsorships at a level of at least $3.0 million per year for 2007
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through 2010; and (3) not reduce field forces and limit reductions in other positions in
accordance with specified cntena.

Economic Development Will Be Promoted. The Settlement provides that PECO will
contribute $8.0 million over four years to PEDA to be used for energy-related economic
development projects and initiatives of benefit to the PECO service terntory.

Wholesale Market Conditions Will Be Closely Monitored. The Settlement will create
a wholesale electricity market reporting and monitoring mechanism to remain in place through
2012. The market monitoring provistons will give the Commission and Joint Petitioners
information regarding price differentials between relevant markets and submarkets within PJM,
which they can use to assess price trends and possible market power issues.

As the summary of its terms reveals, the Settlement achieves a fair balance of the
interests of a broad and diverse stakeholder coalition that includes the Commonwealth of
Pennsylvania, representatives of the residential, commercial and industrial customer classes,
CBOs representing low-income customers and senior citizens, and environmental and
sustainable energy groups. Additionally, and as previously mentioned, the Labor Parties, while
not entering into the Settlement, do not oppose it.

Finally, as explained in detail in Section VI. B, infra, the Merger will not result in any
anticompetitive or discriminatory conduct. Therefore, the Merger does not raise any issue or

concern under either 66 Pa. C.S. § 2210 or § 2811(e).
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V1. THE OPPOSING PARTIES HAVE NOT PRESENTED ANY VALID REASON
FOR THE COMMISSION TO EITHER WITHHOLD APPROVAL OF THE
TRANSACTION OR ATTACH FURTHER CONDITIONS TO ITS
APPROVAL

A, The City’s Objections Are Meritless

The City did not present testimony opposing the Settlement. Instead, it submitted
comments? urging the Commission not to approve the Merger “absent further enforceable
commitments by PECO and its regulated and unregulated affiliates, or corresponding orders by
the Commission ....” In essence, the City’s Comments attempt to revisit each of the elements of
the Settlement that were carefully and painstakingly negotiated by over a dozen parties to the
Settlement over the course of many weeks of discusstons. The City offers no real guidance as to
how the settling parties could have better balanced the many interests of the Joint Applicants and
other stakeholders, except for the bare assertion that the Settlement is a “positive step but is
insufficient” (City’s Comments, p. 7).

Similarly, as to market power, the City simply echoes the arguments advanced by
witnesses for PGW, PPL and FirstEnergy. Contrary to the City’s claim that those arguments
were “unrefuted” (City’s Comments, p. 2), Drs. Hieronymus and Morris demonstrated that the
opposing parties’ positions are not supported by the facts, are contrary to sound economic theory
and, therefore, had properly been rejected by the FERC, as explained in Section VI. B., infra.
The record demonstrates that the City is the party that failed to introduce any competent
testimony, analysis or evidence whatsoever to support its bare assertions. As discussed in detail
in Section VIL B, infra, concerning Directed Question No. 5, the City’s unsubstantiated

criticisms of the Merger and Settlement as well as its suggestion that the Merger proceeding be

2 The City’s comments were filed September 19, 2005 and titled Statement Of The City Of Philadelphia In
Opposition To Approval Of Merger Based Solely On Terms Of Joint Petition For Settlement (City’s

Comments).
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delayed to study and resolve other issues, all beg the question whether the City’s alleged
concerns about market power issues have substance or whether the City is opportunistically
attempting to use this proceeding to unload PGW, a financially and operationally troubled City-
owned gas utility.

As the City itself concedes, the Settlement provides affirmative benefits in a number of
significant areas {e.g., rate reductions, heightened reliability and customer service standards,
enhanced universal service programs, environmental and economic development initiatives,
corporate protections) (City’s Comments, pp. 3-5). As explained in Section V. A_, supra, and as
evidenced by the support of a broad and diverse group of stakeholders, the Settlement creates
public benefits that are clearly substantial both in absolute terms'? and by comparison to the
terms and conditions on which other major utility mergers were approved.t Accordingly, the
City’s unsubstantiated market power arguments, attempts to revisit the terms of the Settlement,
and vague suggestions that the proceeding should be delayed to address PGW’s financial

problems lack merit and should be rejected.

1 In this regard, the City acknowledges that the rate reductions to which PECO agreed in the Settlement will
yield benefits to the City “in excess of $1 million over four years” (City Comments, p. 3). Thus, the
proposed rate reductions alone create a substantial benefit to the City and its residents, which is augmented
by other provisions of the Settlement.

See supra, Joint Application of SBC Communications, Inc. and AT&T Corp. (approving the merger of SBC
and AT&T and rejecting conditions proposed by intervenors); Joint Application For Approval Of The
Merger Of GPU, Inc. With FirstEnergy Corp., 2001 Pa. PUC LEXIS 16 and 2001 Pa. PUC LEXIS 23
(2001) (approving the merger of GPU, Inc. and FirstEnergy Corp. subject to a three-year extension of rate
caps by their Pennsylvania subsidiaries, contributions to sustainable energy funds and renewable energy
projects, development of a Demand Side Response program and formation of a reliability monitoring
committee); Re DOE, Inc., 186 P.U.R. 4th 39 (1998) (approving the merger of DQE and Aliegheny Power
System subject to reductions of $15.8 million and $9.1 million, respectively, in the distribution rates of
their Pennsylvania subsidiaries, Duquesne Light and West Penn Power); Joint Application of Pennsylvania-
American Water Company And Thames Water Aqua Holdings, 221 P.U.R. 4th 487 (2002) (approving the
merger of American Water Works Company, Inc. and RWE without imposing rate reductions, a “stay-out”
provision or various other conditions proposed by opposing parties).
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B. After Implementation Of The Proposed Mitigation, The Merger Will Not
Raise Market Power Concerns

1. The Commission Should Not Revisit FERC’s Rulings On
Wholesale Market Power

The legal standards applicable to the Commission’s review of market power issues
associated with mergers are virtually identical for electric and natural gas issues. Under 66 Pa.
C.S. § 2811(e)(1), which applies to electric utility mergers, the Comrmission is required to
determine whether the merger:

is likely to result in anticompetitive or discriminatory conduct, including the
unlawful exercise of market power, which will prevent retail electricity
customers in this Commonwealth from obtaining the benefits of a properly

functioning and workable competitive retail electricity market (emphasis
added).

Similarly, 66 Pa. C.S. § 2210(a)(1), which applies to mergers involving natural gas distribution
companies, provides that the Commission consider whether the merger:
is likely to result in anticompetitive or discriminatory conduct, including the
unlawful exercise of market power, which will prevent retail gas customers

in this Commonwealth from obtaining the benefits of a properly functioning
and effectively competitive retail natural gas market (emphasis added).

Thus, in both cases, the Commission’s market power focus is on whether the proposed merger
will disrupt competitive retail markets.

In this proceeding, no party submitted any evidence, much less demonstrated, as required
by the statutory language, that it “is likely” that the Merger will somehow increase the Joint
Applicants’ market power in any competitive retail market in Pennsylvania or that the Merger
otherwise will prevent competitive retail markets from functioning properly. Nor could they.
No one disputed Dr. Hieronymus’ testimony that PECO’s retail electric and gas operations are
limited to Pennsylvania and PSE&G’s retail electric and gas operations are in New Jersey

(PECO Exh. WHH-1 at Exh. J-1, pages 19-22). Nor did any party dispute Dr. Hieronymus’
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testimony that the Merger will not eliminate any competitor in retail markets because Exelon’s
retail marketing affiliate is not active in PJM East while PSE&G does not even engage in
competitive retail marketing (/d. at page 14).

Instead, the parties raising market power issues assert that the Merger will confer market
power on the Joint Applicants in the wholesale electric and natural gas markets and that the
exercise of market power in these wholesale markets will have an indirect impact on prices in the
retail markets. In making their arguments regarding wholesale markets, these parties either
ignore or barely acknowledge that the very same issues that they raise here were also raised
before FERC, which has exclusive jurisdiction over wholesale electric and natural gas markets.
FERC considered the very same arguments raised here, and found that the Merger does not
adversely impact competition in the wholesale markets. See Exelon Corp. 112 FERC q 61,011 at
P 10 (2005) (“we will approve the proposed merger as consistent with the public interest and find
that it will not adversely affect competition.”)

In this regard, the Commonwealth Court’s decision in the GPU Energy — FirstEnergy
merger is instructive. See ARIPPA, 792 A.2d at 657-58. In upholding the Commission’s finding
that the merger would not adversely impact retail electric competition, the Court first addressed
the evidence regarding the impact on retail competitors, noting that there would be over 50 retail
marketers even after the merger and that GPU Energy was not in the retail market before the
merger (/d. at 658). With respect to arguments that impacts on wholesale markets might have
adverse impacts on competitive retail markets, the Court relied on the fact that FERC had
reviewed the merger and found that it would not have any anticompetitive effects (/d.).

The parties ratsing market power issues in this proceeding, however, do not focus on how

their allegations affect the Pennsylvania retail markets or raise any issues that are unique to the
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Pennsylvania markets. Instead, they have viewed this proceeding as an opportunity to get a
second bite at the apple regarding the arguments that FERC rejected. Every issue raised by PPL
witness Kait, for example, was included in the testimony that Dr. Kalt filed at FERC.
FirstEnergy witness Frayer did not even bother to draft new testimony in this proceeding
addressing Dr. Hieronymus’ market power analysis, but merely attached the testimony that she
filed at FERC. Dr. Carpenter’s testimony for PGW was not filed until a few days before FERC’s
decision and was not specifically addressed in FERC’s order. However, it makes the same
essential points that were made in other testimony considered and rejected by FERC. Because
the issues raised by PPL, FirstEnergy and PGW already were considered and rejected by FERC,

the Commission should not revisit their arguments here.

2. The Joint Applicants Have Demonstrated That, With
Mitigation, The Merger Will Not Raise Market Power
Concerns In Electric Markets

a. Overview of FERC Appendix A Analysis

Dr. Hieronymus presented what is known as an “Appendix A” analysis of the impact of
the Merger prepared in accordance with FERC’s regulations and merger precedents. See 18
C.F.R. § 33.3. This analysis applies a “delivered price test,” which is described in FERC’s
regulations and is intended to comport with the Department of Justice’s Merger Guidelines that
are used to evaluate mergers under the Hart-Scott-Rodino Act (PECO Exh. WHH-1, Exh. J-1 at
24-25). This test is intended to determine the extent to which a merger will enhance merger
applicants’ ability to exercise market power, which is defined as the ability to increase market

prices for a sustained penod of time (/d. at 23).
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The delivered price test requires a determination of how much generation capacity can be
delivered in a particular market during various seasons (summer, winter, shoulder) and at various
load conditions (off-peak, peak, super peak) at the prevailing market price, plus five percent. It
then uses market shares and the Herfindahl-Hirschman Index (“HHI”) to compare market
concentration before and after the merger.!2 If the post-merger increase in market concentration
exceeds certain levels, FERC will conclude that there is a “screen failure” that requires a more
detailed look at that market.

Under FERC’s Appendix A analysis, the significance of the HHI increase depends on the
total HHI in a market subsequent to the merger. If the post-merger HHI is below 1,000, then the
market is deemed to be unconcentrated and FERC does not find a problem regardless of total
increase in HHI caused by the merger (PECO Exh. WHH-I, Exh. J-1 at 24 n. 35). If the post-
merger HHI is between 1,000 and 1,800, then the market is deemed to be moderately
concentrated. If the merger-related HHI increase in a moderately concentrated market is above
100, then the screen is considered to be violated and further examination is required — while an
increase below 100 indicates that there are no adverse impacts on competition (/d.). If the post-
merger HHI 1s above 1,800, then the market is deemed to be highly concentrated and the
threshold for a screen failure drops to an increase of 50 (/d.).

Under FERC’s regulations, a screen failure (i.e. an HHI increase of above 100 for a
moderately concentrated market or an HHI increase of above 50 for a highly concentrated
market) does not necessarily mean that there is a competitive problem. Rather, a screen violation

indicates a need for a more detailed consideration of whether there may be a competitive

2 The HHI is calculated by adding together the square of each company’s market share. For example, if five

companies each had a 20% market share, each company’s 20% share would be squared, and then added
together. Since 20 squared is 400, the HHI would equal five times 400, or 2,000.
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problem. Mergers that present no or few screen violations routinely are approved without a
hearing (PECO Exh. WHH-1, Exh. J-1 at 25). Because the HHI screen is a conservative test, it
is entirely possible for 2 merger to produce numerous screen failures and still not present any
competitive problems. See Revised Filing Requirements Under Part 33 of the Commission's
Regulations (Revised Filing Requirements), FERC Stats. & Regs. 31,111 at 31,882 (2000)
("Concentration statistics ... are not the end of the analysis. We note that in many cases, the
Commission has moved quickly beyond market concentration statistics in evaluating the
competitive effects of proposed mergers.") (emphasis added).

To the extent that FERC finds that there i1s a competitive problem, then the applicants
must propose some form of mitigation. The most common form of mitigation is divestiture of
generation assets in an amount necessary to cause HHI increases to be reduced to acceptable
levels. However, FERC does not dictate any specific form of mitigation and has stated that it

will consider mitigation other than divestiture (/d. at 31,900).

b. Dr. Hieronymus’ Appendix A Analysis and the Applicants’
Proposed Mitigation

In accordance with FERC’s regulations, Dr. Hieronymus performed an Appendix A
analysis showing the impacts on wholesale energy markets of the Merger. Dr. Hieronymus’
analyses showed screen violations resulting from the Merger without mitigation. As a result, the
Joint Applicants proposed significant mitigation — described below — to address these screen
violations. Dr. Hieronymus included an Appendix A analysis that analyzed the effects of this
mitigation, showing that it fully eliminated the screen failures. Later, in response to protests

filed at FERC, the Joint Applicants increased the amount of proposed mitigation. Dr.
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Hieronymus submitted supplemental testimony that included an additional Appendix A analysis
showing the impact of this additional mitigation.”®

As revised, the Applicants have proposed to divest 6,600 MW of capacity. Thisisa
substantial amount of generation to divest — more than the total generation capacity owned by
any other generation owner located in PJM East, and is almost equal to the amount of Exelon's
generation located in PJM East before the merger (PECO Exh. WHH-1 at J-9). The Applicants’
proposal represents by far the largest amount of generation ever proposed to be divested in
connection with a merger.

The Applicants proposed two different forms of divestiture. First, they proposed to
physically divest 4,000 MW of fossil-fired generation. This includes low-cost coal fired
generation, combined cycle generation, and higher cost peaking facilities. The breakdown of
generation types is shown on PECO Exhibit WHH-1a at Exh. J-17, page 47. Second, the
Applicants proposed the “virtual divestiture” of 2,600 MW of nuclear capacity. Rather than
actually selling nuclear generation facilities, the virtual divestiture consists of the sale of energy
on a firm, 24 hours a day, 7 days a week (24/7) basis. The Joint Applicants proposed the virtual
divestiture instead of the physical divestiture of their nuclear capacity because one of the
expected benefits of the merger is to allow Exelon to apply its nuclear operations expertise to
PSEG’s nuclear generation fleet. This is expected in turn to result in increased production from
those units — which would have a pro-competitive impact because it would increase the amount
of energy being sold in the PIM market. The virtual divestiture proposal is described in more

detail in PECO Exhibit WHH-1 at Exh. J-1, pages 7-9.

== Dr. Hieronymus® FERC testimony also was submitted to this Commission in support of the Joint
Application. Dr. Hieronymus® original FERC testimony was submitted as PECO Exhibit WHH-1. Dr.
Hierenymus’ supplemental FERC testimony was submitted as PECO Exhibit WHH-1a.
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c. The Attacks On The Assumptions Used By Dr. Hieronymus In
His Analysis Are Without Merit

PPL and FirstEnergy attack the assumptions used by Dr. Hieronymus in performing his
FERC-mandated Appendix A analysis and which were approved by FERC in the face of the
exact same attacks.’* These attacks have no merit.

Energy Market Price Assumptions

Dr. Hieronymus was required to make assumptions about the market price of energy in
PJM in 2006 over a range of likely market conditions in order to prepare his Appendix A
analysis. These market prices are used to define the generation that can meet the delivered price
test, which includes all generation that can be delivered to the market at the market price plus
5%. For example, if the market price assumption is $50/MWh, then all generation which can be
delivered into the market at a cost of $52.50/MWh ($50 plus 5%) is included in the market
concentration calculation. Dr. Hieronymus used nine different market price assumptions for nine
different assumed load conditions. These market prices ranged from $250/MWh for his “S_SP1”
(Summer Super Peak —1) load condition, which is the single highest peak hour of the summer, to
$20/MWh for the “SH_OP” (Shoulder Off Peak) load condition (PECO Exh. WHH-1a at Exhs.
J-27, J-28 and J-29).

Dr. Kalt’s direct testimony, as well as Ms. Frayer’s FERC testimony, attacks Dr.
Hieronymus’ price assumptions (PPL St. 1 at 30-32; Met-Ed/Penelec/Penn Power St. No. 3 at

Exh. 3-A at 26-30). They assert that actual market prices have been somewhat different, and that

= Almost as striking as the fact that PPL and FirstEnergy are attacking a FERC-approved Appendix A

analysis on the grounds that it does not satisfy FERC's requirements is the lack of expertise of the witnesses
criticizing the analysis as compared to the expertise of Dr. Hieronymus in performing such analyses. Dr.
Hieronymus lists 13 different large utility mergers that he has analyzed, and in addition has worked on a
number of smaller transactions (PECO Exh. WHH-1, Exh. J-2). By contrast, Dr. Kalt's statement of
qualifications (PPL Exh. JPK-1) shows only two electric utility merger matters before FERC, one in 1994
and one in 1990 — both of which predated FERC's 1996 adoption of the Appendix A analysis requirement
in its Merger Policy Statement. Ms. Frayer's statement of qualifications, which appears as Appendix A to
Met-Ed/Penelec/Penn Power St. 3, does not list a single FERC merger proceeding.
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Dr. Hieronymus’ off-peak prices especially are lower than the recent average off-peak prices in
PIM.

Dr. Hieronymus responded to these attacks in his Rebuttal Testimony (PECO St. 3-R at
10-12). He testified that he deliberately used a wide range of prices, from a low price that is
somewhat lower than average off-peak prices to a high pnice that is somewhat higher than
average peak prices, with a regular distnbution in between. These assumptions allow an
examination of potential market power over a wide range of possible market conditions,
including low load conditions when the Joint Applicants’ nuclear capacity represents a high
percentage of the market as well as peak load conditions when there are price spikes. As Dr.
Hieronymus pointed out, “[t]here are no intentional — and certainly no obvious — price gaps” in
the range of market prices that he assumed (/d. at 10).

. Neither Dr. Kalt nor Ms. Frayer rebutted this testimony, or suggested that the range of
prices assumed by Dr. Hieronymus was inappropriate or left out prices that should have been
assumed in his analysis. Furthermore, the exact same objections had been raised at and rejected
by FERC, which found that “Applicants have adequately addressed the protests concerning the
fuel cost and wholesale market price assumptions in their analysis of energy markets.” Exelon
Corp., 112 FERC § 61,011 at P 125.

Relevant Geographic Market

The relevant geographic market used in an Appendix A analysis is, quite simply, the
geographic location of the market that will be the subject of the analysis. All of the generation
physically located in this market that can be sold at the assumed market price plus 5 percent, as
well as generation that can be imported into the market at that price, will be considered in the

market concentration calculations. The definition of the relevant geographic market therefore is
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very important to the results of the Appendix A analysis, because it defines which generation is
included in the analysis.

In general terms, the relevant geographic market should include ali generation facilities
that can compete with one another to make sales. As a starting point, Dr. Hieronymus
considered all of PIM (which he called “PJM Expanded™) as the relevant geographic market
(PECO Exh. WHH-1 at Exh. J-1 at 34). This makes practical sense because all of PIM in fact is
operated as a single market, subject to the dispatch instructions of PJM, which uses bids to
establish the lowest-cost dispatch order for the entire market.

However, Dr. Hieronymus recognized that transmission constraints within PTM
sometimes restrict the ability of some generation facilities to respond to price increases on the
other side of the constraint. Thus, transmission constraints can cause large price differences,
known as price “’separation,” between different locations in PJM. For example, at certain times
there are constraints on a series of transmission facilities known as the “Eastern Interface” that
cause prices east of the interface to increase relative to prices west of the interface. When this
occurs, generation west of the interface cannot further discipline prices east of the interface. The
number of hours that the Eastern Interface is congested is quite limited, only about 275 hours in
2004 (Id. at 33), and these hours are spread out throughout the year. As aresult, there is a good
argument that the constraint does not occur frequently enough to justify dividing PYM up into
more than one market. Nevertheless, in order to be conservative, Dr. Hieronymus also
conducted an analysis of that part of PJM east of the Eastern Interface, which is known as PJM
East (Id.).

There also are, at times, price differences between the western systems recently added to

PJM — Commonwealth Edison, AEP, Dayton Power & Light and Dominion — and the rest of
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PIM (called “PJM Pre-2004,” because it includes all of PJM before the expansion of PIM in
2004). As aresult, Dr. Hieronymus also analyzed the PJM Pre-2004 market as a separate
market (/d. at 34). Again, it is not clear that the prices separate frequently enough to require a
separate market analysis, but the analysis was included to be conservative.

In total, Dr. Hieronymus analyzed three geographic markets; PIM Expanded, PJM East
and PJIM Pre-2004. In each market, Dr. Hieronymus found screen failures that could be resolved
with the mitigation proposed by the Applicants (PECO Exh. WHH-1a at Exh. J-17 at 46-50;
PECO Exh. WHH-1a at Exhs. J-18; J-19, J-27, J-28, and J-29).

Dr. Kalt did not object to Dr. Hieronymus’ choice of PIM Expanded and PJM East as
markets that should be analyzed. However, Dr. Kalt did attack Dr. Hieronymus’ decision to
analyze PJM Pre-2004 as a separate market (PPL St. 1 at 16-19). Dr. Kalt argued that, instead,
Dr. Hieronymus should have used a market termed as “PJM Classic” to represent the
intermediate market between PJM East and PJM Expanded. The only difference between PIM
Pre-2004 and PJM Classic is that PJM Pre-2004 includes the Allegheny Power system, which
joined PJM in 2002. PJM Classic refers to the ortginal members of PJM prior to Allegheny
Power’s entry.

As an initial matter, the competition issue does not turn on the resolution of the dispute
over whether PJM Classic should be analyzed as a separate market. Dr. Kalt appended to his
direct testimony two analyses performed by Dr. Hieronymus of the PJM Classic market, that
were produced in discovery (PPL Exh. JPK-11 at 5-6). The first analysis, on page 5 of PPL
Exhibit JPK-11, assumes that the generation proposed to be divested by the Applicants is not
sold to any of the four largest PJM market participants. The second analysis, on page 6 of PPL

Exhibit JPK-11, is based on an assumption that the four largest PJM market participants,
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including PPL, purchase the divested capacity. Only the second analysis shows screen
violations, and even these screen violations are relatively minor.

As aresult, Dr. Kalt has not shown that the Merger would create a competitive problem
in the PIM Classic market even if that market were to be accepted as a relevant market. All that
Dr. Kalt has shown is that, 1f PJM Classic were to be deemed a relevant geographic market, the
Applicants should not divest to PPL or other large market participants.

Moreover, Dr. Kalt again made the 1dentical argument at FERC that PJM Classic should
be treated as a separate market, where it was rejected. See Exelon Corp. 112 FERC § 61,011 at P
123 (“We reject arguments that ‘PJM-Classic’ should be considered a separate relevant
geographic market within PJM Pre-2004.”). Dr. Kalt makes no attempt in his surrebuttal
testimony, which was filed after FERC’s Order, to explain the errors in FERC’s decision —
indeed he does not even acknowledge that FERC has ruled on the issue.

In addition, Dr. Kalt’s argument focuses primarily on the Allegheny Power (AP) and
Pepco systems. First, Dr. Kalt describes price differences between the AP system and prices in
the Pepco system, which is located in PJM Classic (PPL St. 1 at 14-15, 18, and PPL Exhs. JPK-2
and JPK-3). Second, he refers to congestion on the Bedington-Black Oak line, which forms part
of the transmission path from the AP system to Pepco and into eastern Virginia (PPL.St. 1 at 17-
18).

When price and transmission congestion data related to the entire PJM Classic market —
instead of just Pepco — are examined, however, a different picture emerges. Although PPL
Exhibit JPK-2 highlights the AP-Pepco price difference, it also shows price differences tn other
zones as well. PECO Exhibit WHH-3 takes that price information and shows the price

differences between AP and all of the PJM Classic zones that are not in PJM East. Page 3 of this
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exhibit shows that the prices in the AP Zone and the FE Penelec and PPL zones are not nearly so
far apart as the difference in prices between the AP and Pepco zones. it also shows that the price
differences that do occur are similar to the differences between FE Penelec, PPL and Pepco, all
of which are within PJM Classic. There certainly is no basis in the price differences shown on
PECO Exhibit WHH-3 for excluding AP from a geographic market that includes FE Penelec,
PPL and Pepco.t2

PPL Exhibit JPK-2 also shows that the primary transmission interface that separates AP
from PIM Classic is the West Interface.® As Dr. Kalt concedes, the Bedington-Black Qak line
that he references is not part of the West Interface (PPL St. 1 at 17). What Dr. Kalt does not
reveal, however, is that congestion on the West Interface was limited to only 78 hours in 2004,
evidence that even if there were the ability to influence price during congestion, the price
mcreases are not sustainable (PECO Exh. WHH-1 at Exh. J-1 at 33 n. 52). Furthermore, as Dr.
Hieronymus testified, congestion on the West interface is controlied by PJM through redispatch
(PECO Exh. WHH-1a at Exh.J-17 at 33-34). As a resuit, when the primary interface separating
AP from PJM Classic is considered, the amount of congestion 1s minimal and in any event can be
controlled through redispatch. Again, that dictates against finding that PIM Classic is an
appropriate geographic market. Instead PJM Pre-2004, which includes AP, should be used.

Allocation of Import Capacity

Another task in preparing an Appendix A analysis is to determine how much power can

be imported into a geographic market. The imports are then added to the amount of generation

B Moreover, page 3 of PECO Exhibit WHH-3 shows that price differences between the three bottom zones
and four top zones in PJM East are all within the same $3-34 dollar range as the price difference between
AP and Pepco. No one has asserted that PJM East should be divided into two separate geographic markets,
and there is no reason to rely on the similar price difference between AP and Pepco to place AP ina
different geographic market from Pepco.

1 As PPL Exhibit JPK-2 also shows, portions of the FE Penelec zone also are Iocated west of the West
Interface.
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located in the market to determine the level of market concentration. For example, up to 7,300
MW of power can be imported into PJM East. Therefore, in calculating market concentration
levels in PIM East, it is necessary to add 7,300 MW of imports to the generation physically
located in PJM East (PECO Exh. WHH-1 at Exh. J-1 at 38-40.

In addition to determining the amount of imports, it also is necessary to assign the use of
that import capacity to specific companies (Id.). For example, if all 7,300 MW of PJM East
import capacity were to be assigned to the Joint Applicants, their market shares and the resulting
HHI calculations would increase considerably. By contrast, if the 7,300 MW of import capacity
were allocated to several companies with no generation located inside of PJM East, the market
concentration, and therefore the HHI levels, would be much lower.

It is a simple matter to allocate long-term firm transmission capacity to holders of long-
term firm contracts. However, it is more difficult to allocate short-term firm and non-firm
transmission capacity. By its very nature, it is not possible to know today who will be using
short-term and non-firm transmission capacity in 2006 and beyond.

In his analysis, Dr. Hieronymus used what 1s called the “pro rata” or “squeeze down”
methodology (Id.). This approach allocates import capacity to owners of generation pro rata
based on the total amount of capacity that they own outside of the market that can meet the
delivered price test {(i.e. that can deliver energy at the market price plus five percent). For
example, if there were 100 MW of import capacity and ten owners of generation located outside
of the market meeting the delivered price test, each with 100 MW of such generation, the pro
rata approach would allocate 10% of the total import capacity — 10 MW — to each generation

OWner.
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N EE R s N ED S AR BN B O e

FERC has described the pro rata approach as being preferable to other import allocation
approaches. See Revised Filing Requirements (*‘certain methods provide more accurate and
reasonable results than others (i.e., pro-rata as opposed to least cost)).” FERC Stats. & Regs.
31,111 at 31,894. As aresult, 1t is not surprising that FERC accepted Dr. Hieronymus’ use of the
pro rata approach here. See Exelon Corp., 112 FERC 61,011 at P 129 (2005).

Nevertheless, in an argument that also was preséented to FERC, Dr. Kalt asserts that
import capacity into PJM East should be allocated based on the ownership of Financial
Transmission Rights (FTRs) instead of on a pro rata basis. Because the Joint Applicants own a
significant amount of FTRs for 2006, use of Dr. Kalt’s approach increases their market shares,
and thus the HHI levels, significantly (PPL St. at 28-29).

Dr. Kalt’s reasoning as to why his approach should be adopted evolved somewhat as the
hearing progressed. In his direct testimony, Dr. Kalt seemed to assert that FTRs represent actual
transmission rights (PPL St. 1 at 25 (“the Merging Parties are holders of grandfathered import
rights™); 27 (“FTRs allow Exelon and PSEG to “sink’ their lower cost generation into PJM
East™), 28 (describing FTR ownership as representing “actual import right ownership.”)). But, in
his surrebuttal testimony, Dr. Kait retreated from this position, acknowledging in response to Dr.
Hieronymus that “I do not claim that FTRs provide physical import rights” (PPL St. 1-SR at 13).
Instead, Dr. Kalt asserts that holders of FTRs into PJM East have an “ability to compete
effectively in PIM East,” while “would-be sellers with resources in the west, but lacking FTRs,
are effectively precluded as effective competitors in the east” (PPL St. 1-SR at 14). In addition,
Dr. Kalt presented, for the first time, a new theory as to why FTRs should be included in the
screening analysis:

FTRs create a strong incentive for the Merging Parties to withhold, as both
their generation and their FTRs will increase in value from such
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withholding. Accounting for this incentive in the competitive screen
analysis is essential.

(1d. at 18).

In order to understand the fallacy in Dr. Kalt’s assertions, 1t is important to understand
the nature of FTRs. First, as Dr. Kalt concedes in his Surrebuttal Testimony, FTRs do not
provide firm transmission rights — they are financial instruments unrelated to the generation or
transmission of energy (PPL St. 1-SR at 13); PECO St 3-R at 20-21; Tr. at 383). Indeed, the
holder of the FTR does not even need to deliver energy at any point in PJM in order to obtain the
benefits of the FTR (PECO St. 3-R at 21).

Instead, FTRs entitle the holder to receive payment from PJM equal to the cost of
congestion, which is defined as the difference in the PJM Locational Marginal Price (LMP)
between the two points covered by the FTR. For example, if the PIM LMP was $50/MWh at a
point in PECO and $49/MWh at a point in PPL, a holder of an FTR between those points would
be entitled to a payment of $1. If the prices at the two points were the same, then there would be
no payment.

As Dr. Hieronymus testified, “[o]wnership of FTRs provide no right whatsoever to
preferential access to scarce transmission, nor do they allow the holder to limit or otherwise
control the level of imports into PTM East” (PECO St 3-R at 21). As a result, there simply is no
basis for allocating imports into PYM East based on FTR ownership, as Dr. Kalt proposes. Such
an allocation would bear no relationship to reality.

Dr. Kalt’s alternate theory advanced in his surrebuttal testimony regarding incentives
omits important facts about the incentives involved. As Dr. Hieronymus explained, FTRs and

load obligations create equal and opposite incentives for market participants to attempt to change

market prices (Tr. at 384). Dr. Hieronymus gave an example where an entity owned 1,000 FTRs
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into PJM East. To the extent that prices in PJM East increase by $1/MWh, then the FTR holder
would benefit by $1,000 — which is the incentive that Dr. Kalt references. However, to the
extent that the FTR holder also must serve 1,000 MW of load, the cast to the FTR holder of
purchasing power to serve that load also would increase by $1,000, thereby canceling out the
FTR holder's incentive to increase prices created as a consequence of its ownership of the FTRs
(/d.).

The fact that load obligations cancel out incentives created by FTRs is crucial to the
question of how those incentives should be modeled in a market power analysis. As Dr.
Hieronymus further testified, the “grandfathered” FTRs that Dr. Kalt focuses on in his analysis
are allocated to load serving entities based on who now serves the load that existed in 1998. As
load moves to other retail providers, the rights to the FTRs automatically move to the new entity
that serves the load (Tr. at 384-85). As a result, any analysis that is intended to provide a picture
of how FTR ownership affects incentives to exercise market power in PJM East must also factor
in the offsetting incentives created by the load obligations of the FTR holders.

This Dr. Kalt failed to do. His analysis, which looked at market concentration levels
assuming that imports were allocated in accordance with FTR ownership, completely ignores
load obligations {Tr. at 385). Thus, his analysis not only fails to reflect how import allocation
works in PJM, but it also fails to provide any useful information about the impact of FTRs on the

Applicants’ incentives to increase prices in PJM East.l

i Of course, Dr. Hieronymus did prepare an analysis after the issue was raised in Dr. Kalt's Surrebuttal
Testimony that took both load and FTR ownership into account. However, PPL's counsel successfully
objected to the introduction of this exhibit (Tr. at 388-95). He even went to the extent of modifying a
question on cross-examination in order to prevent opening the door to Dr. Hieronymus' study (/d. at 432-
33). Thus, it is PPL’s fault that the record is left devoid of any evidence that bears on Dr. Kalt's assertions
that FTR ownership will affect the Joint Applicants’ incentives 1o increase prices in PJM East.
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d. The Attacks Onr The Mitigation Proposed By The Joint
Applicants Are Without Merit

Virtual Divestiture
One of the most hotly litigated aspects of the FERC proceeding was the efficacy of the
Joint Applicants’ virtual divestiture proposal. FERC’s Order therefore discussed the various
objections that were made to that proposal in detail. FERC’s ultimate conclusion was that virtual
divestiture does represent an appropriate form of mitigation. See Exelon Corp., 112 FERCY
61,011 at PP 134-38.
Dr. Kalt raises two arguments here that were considered and rejected by FERC. First, Dr.
Kalt argues that, because the nuclear units subject to virtual divestiture are not being sold to third
parties, the Joint Applicants will tretain control over their virtually divested capacity. He asserts
that this would allow the Joint Applicants to withhold the nuclear capacity from the market
through maintenance and related operational decisions (PPL St. 1 at 22).
Dr. Hieronymus responded by observing that, under the virtual divestiture option, the
Joint Applicants are obligated to make the energy available on a firm basis twenty-four hours a
day, seven days a week. Thus, the energy has to be provided by the Joint Applicants regardless
of maintenance decisions with respect to any particular unit (PECO St. 3-R at 36). He further
noted that FERC has held on a number of occasions that there is not much risk that nuclear units
will be used to execute a withholding strategy because the operating characteristics and
regulatory scrutiny over nuclear units makes it almost impossible to withhold them from the
market (/d. at 36-37). FERC agreed with Dr. Hieronymus’ points.
We have recognized that operational control of generation resources is a
key element of market power analysis and mitigation. Here, the virtual
divesture effectively transfers control of the output of 2,600 MW of nuclear

capacity from the merged firm to the purchasers. That is, the merged firm
cannot withhold the energy from the market and the buyer of the firm
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rights, not the seller, determines where and to whom the energy is
ultimately sold.

Exelon Corp., 112 FERC § 61,011 at P 134.
Dr. Kalt never responds in his surrebuttal testimony to the points made in this regard by
Dr. Hieronymus or to the reasoning in FERC’s decision, and appears to concede that withholding
the nuclear units is not a realistic danger. Instead, he falls back on his second argument, which is
that the Joint Applicants could withhold their fossil units from the near term markets in an effort
to drive up the prices that they receive in the virtual divestiture auctions (PPL St. 1-SR at 7-9).
As an initial matter, this argument assumes that the Joint Applicants would have market
power that would allow them to impact near-term prices by withholding their fossil units from
the mgrket. However, as Dr. Hieronymus testified, the Applicants will have divested 4,000 MW
of fossil generation, and their mitigation package as a whole has been found by FERC to mitigate
market power resulting from the Merger. As a result, the entire predicate for Dr. Kalt’s theory is
unfounded (PECO St. 3-R at 38). FERC agreed with this point, stating:
[B]y giving up control of 6,600 MW of through the divestiture and virtual
divestiture, Applicants have adequately mitigated the merger-related
increase in market power. Therefore, they would not be able to raise the

price of energy by other means, as the previous contracts expire, in order to
raise the price they receive for the three-year contracts.

Exelon Corp., 112 FERC 4 61,011 at P 137. Dr. Kalt’s failure to explain how the Applicants
could influence the near-term markets in light of their market power mitigation represents a fatal
flaw in his theory.

Furthermore, Dr. Kalt does not explain how raising prices in the near-term markets, even
if it were possible, would cause prices to increase in the long-term three year markets in which
the virtual divestiture auctions will take place. These are separate markets, and the factors that

influence prices in the near-term markets are different from those that affect the three-year
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markets. Purchasers of three-year contracts are looking to expected market conditions over the
three-year period, and prices in the near-term markets referenced by Dr. Kalt are not relevant to
those long-term market conditions. In this regard, Dr. Hieronymus and FERC both noted that the
long-term markets are deemed to be competitive, and thus should not be influenced by any
attempted exercise of market power in the short-term and near-term markets (PECO St. 3-R at
38; see Exelon Corp., 112 FERC § 61,011 at P 136 (“the Commission has determined that long-
term capacity markets, absent specified entry barrters, are inherently competitive.”)).

Any Attempt to Exercise Market Power Would Be Detected by the PJM MMU and the
FERC OMOI

Another factor bearing on the Joint Applicants’ ability to exercise market power is that
the activity of all market participants is closely monitored by the PJM Market Monitor (the “PIM
MMU™). As Mr. Crowley explains in detail in his testimony, the PJM MMU takes an active role
in reviewing bids and other actions taken by market participants (PECO St. 9-R).¥ The
testimony of Mr. Crowley in this regard went unrebutted. Similarly, no one rebutted Dr.
Hieronymus’ testtmony regarding the ability of FERC’s Office of Market Oversight and
Investigations (OMOI) to detect and address market power abuse (PECO St. 3-R at 43-44).

The consequences of market manipulation being detected by the PJM MMU or OMOI
are potentially quite severe. Under the recently enacted Energy Policy Act of 2005, a new

Section 222 was added to the Federal Power Act to prohibit market manipulation, and Sections

18 The effectiveness of the PJM MMU to promptly identify and correct any inappropriate conduct by market
participants was amply demonstrated in 2001 when it detected an unexplained increase in PJM’s daily
auction prices for installed capacity credits (ICAP) beginning on January 1, 2001. The PJM MMU
attributed that aberration to conduct by PPL that, while not unlawful or prohibited by PJM, nonetheless
“constituted the exercise of undue market power.” Based on the PIM MMU’s investigation and report,
PIM filed taniff changes that, by April 2001, revised the market structure 10 prevent such conduct in the
future. The PIM MMU notified the PUC of its action, which triggered a comprehensive investigation by
this Commission that resulted in referrals to the FERC, the U.S. Department of Justice and the
Pennsylvania Attorney General. Re Investigation Of PJM Installed Capacity Credit Markets, 218 PUR 4th
149 (Pa. P.U.C. 2002).
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306, 316 and 316A of the Federal Power Act were amended to allow FERC to impose civil and
criminal fines of up to $1 mitlion/day per violation. See Energy Policy Act of 2005, §§ 1283-84.
As a result, to the extent that the Joint Applicants were to attempt to exercise market power to
increase prices and that attempt was detected by the PJM MMU or OMO], as any sustained
attempt likely would be, the resulting penalties associated with that effort would be quite severe.
e. There Is No Need to Condition Merger Approval On Approval

Of The Post-Merger Compliance Filing That The Joint
Applicants Will Make at FERC

Finaily, in her surrebuttal testimony, Ms. Frayer refers to the fact that the Applicants will
be making a post-merger compliance at FERC in which they will detail the exact generation
units being divested, as well as the identity of the purchasers. Ms. Frayer notes that FERC will
review this filing to ensure that the mitigation implemented by the Joint Applicants satisfies
FERC’s criteria for determining that there are no adverse impacts on competition in the
wholesale markets. She goes on to argue that this Commission should withhold its final approval
of the merger pending its own review of the Joint Applicants’ compliance filing with respect to
the adequacy of the divestiture (Met Ed/Penelec/Penn Power St. 3-8 at 4-6).

The Commission should decline this invitation. As described above, the Commission’s
duty is to ensure that the proposed merger does not impact competition in retail markets, not the
wholesale markets subject to FERC’s review. Yet the compliance filing that the Applicants
committed to make at FERC deals wholly with their market power in the wholesale markets.
Nothing about that filing will relate to competition in retail electric markets.

Because there 1s no reason to believe that FERC’s review of the compliance filing will
not adequately address all wholesale competition issues, there is no reason for this Commission

to duphcate FERC’s review of that compliance filing. Such an effort would be a meaningless

exercise.

36



3. The Joint Applicants Have Demonstrated That The Merger
Will Not Raise Market Power Issues In The Natural Gas
Market

The only party to raise any issues with respect to the impact of the merger on natural gas
markets was PGW. Again, PGW made no real claims that the merger would have any direct
impact on competition in retail natural gas markets. Instead, PGW’s claims go to the wholesale
natural gas markets.

As an initial matter, it became clear at the hearing that PGW’s claims are far removed
from any harm that PGW, its retail sales customers, or any retail sales customers in Pennsylvania
might suffer. As Dr. Carpenter conceded on cross-examination, his theory at most goes to the
ability of the Joint Applicants to raise natural gas prices in PJM East. PGW has nights to more
than enough transportation capacity to move gas to its customers from the gas producing areas
that are beyond the asserted reach of the Joint Applicants’ market power. PGW and its retail
sales customers therefore will never have to pay elevated natural gas prices in the event the
Applicants somehow were able to increase natural gas prices in PJM East (Tr. at 472-474).
Similarly, because local distribution companies (LDCs) located in PIM generally have sufficient
natural gas transportation rights to meet their loads, any attempt by the Joint Applicants to raise
natural gas prices in PJM East would have very little impact on retail sales customers of the
LDCs, even if the Joint Applicants were successful (Tr. at 474-75).

Dr. Carpenter tried to avoid the implications of this line of questioning by asserting that
the higher natural gas prices that were the subject of his testimony would iead in turn to higher
electric prices. However, he acknowledged that PECO has an electric rate cap in place through
2010 and that any impact of the Merger thereafter would depend on how the market changes
between 2006 and 2010. He therefore had to concede that PGW would not suffer from any

increase in electric prices either (Tr. at 474-76). PGW thus has failed, as required by the
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controlling statutes, to demonstrate that the merger “is likely” to create competitive problems in
either the competitive electric or metal gas retail markets. See 66 Pa. C.S. §§ 281 1(e)(1) and
2210(a)(1).2

In any event, Dr. Carpenter’s assertions about the Joint Applicants’ post-merger market
power are without ment. As was the case with PPL’s and FirstEnergy’s arguments about market
power in the electric industry, FERC already considered and rejected claims that the Joint
Applicants would be able to use market power in the natural gas markets to increase wholesale
electric prices. Furthermore, Dr. Carpenter’s arguments are unsupported by the record in this
proceeding.

a. FERC’s Methodology for Evaluating Natural Gas Market
Power

In addition to establishing a methodology for evaluating market power in the wholesale
electric markets, FERC’s Merger Regulations set out a methodology for evaluating whether the
merger applicants’ control over natural gas transportation assets could be used to raise electric
prices, which FERC calls “vertical market power.” These regulations appear at 18 CF.R. § 33.4.

Like the Appendix A analysis, FERC’s vertical market power analysis requires the
calculation of market concentration using the HHI approach. Rather than compare changes
between pre and post-merger HHIs, however, FERC looks solely at the post-merger HHI figures,
both for upstream (natural gas transportation) and downstream (electric generation served by

natural gas pipelines) markets. Only if both the upstream and the downstream markets are highly

= The facts developed in the evidentiary hearings, as summarized above, now make it abundantly clear that

PGW lacks standing to raise the issue of horizontal market power in the market for delivered gas because it
is fully insulated from any adverse effects of such market power even if it existed. In short, PGW does not
have, and cannot credibly assert, any interest that would be adversely affected by the outcome of this issue
and, therefore, does not have the “substantial, direct and immediate” interest necessary to establish
standing. William Penn Parking Garage, Inc. v. City of Pittshurgh, 464 Pa. 168, 346 A.2d 269 (1975);
Mid-Atlantic Power Supply Association v. Pa. P.U.C., 746 A.2d 1196, 1200 (Pa. Cmwlth. 2000). See also
Service Employees International Union Local, 686, AFL-CIO v. Philadelphia Gas Works, Docket No. C-
20039160 (Order Denying Interim Emergency Relief) (January 23, 2003).
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concentrated after the merger, i.e. the HHI is above 1,800, will FERC conclude that there may be
a market power problem. See, e.g., Engage Energy America, LLC, 98 FERC 4 61,207 at 61,750
(2002); El Paso Energy Corp., 92 FERC Y 61,076 at 61,332 (2000); Long Island Lighting Co.,
80 FERC 4 61,035 at 61,079 (1997).

b. Dr. Hieronymus’ FERC Natural Gas Market Power Analysis

Dr. Hieronymus presented to FERC, and to this Commission, the vertical market power
analysis required by FERC’s regulations. Dr. Hieronymus’ analysis showed that the post-merger
HHI in the PJM East natural gas market is 1,572 (PECO Exh. WHH-1 at Exh. J-16). Because.
this post-merger HHI is below the 1,800 threshold established by FERC, no vertical market
power issues are raised by the merger (PECO Exh. WHH-1 at Exh. J-1 at 71-73). Based on this
evidence, FERC concluded: “Applicants have shown that both the upstream and downstream
markets are not highly concentrated, thus the horizontal upstream combination will not harm
competition in the relevant downstream wholesale electricity markets.” Exelorn Corp., 112
FERC Y 61,011 at P 203.

c. Dr. Carpenter’s Attacks On Dr. Hieronymus’ Analysis Are
Without Merit

Dr. Carpenter’s Incorrect Definition of the Geographic Market

Dr. Carpenter raises a number of allegations as to potential actions that the Joint
Applicants could take after the Merger to impact natural gas prices, and thereby increase electric
prices in PJM East. At bottom, however, all of these allegations depend on the assertion that the
Joint Applicants will possess market power in the PJM East delivered natural gas market after
the Merger. If they do not possess market power, then they will not be able to influence natural

gas prices regardless of the actions they take. As a result, Dr. Carpenter’s entire attack rests on
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his assertion that the natural gas market 1s highly concentrated and that the Applicants therefore
possess market power.

The assertions in the record regarding the Joint Applicants’ market power are
diametrically opposed. Dr. Carpenter presented HHI calculations showing a highly concentrated
market with an HHI of 1,942 (PGW St. 1 at 17). Dr. Hieronymus presented a revised analysis
that corrected for certain errors identified by Dr. Carpenter, which shows an HHI of 1,292, which
fits squarely within the definition of a moderately concentrated market and is well below the
1,800 threshold for the definition of a highly concentrated market (PECO St. 3-R at 59). Dr.
Morris presented an alternative calculation that shows an HHI of 897, which represents an
unconcentrated market (PECO St. 11-R at 24).

The sole difference between Dr. Carpenter’s calculations showing a market power
problem and Dr. Hieronymus’ and Dr. Morris’ calculations showing no market power problem is
in the definition of the geographic market. Dr. Hieronymus includes transportation capacity that
runs through PJM East and which is deliverable in PJM East under the transportation contracts,
even when the contracts include primary delivery points that can also serve New York or New
England (PECO St. 3-R at 57-59). Dr. Morris includes all transportation capacity deliverable in
PJM East, New York and New England (PECO St. 11-R at 23-24). Dr. Carpenter, however,
achieves his higher market concentration levels by excluding all transportation contracts, with
one significant exception, that have primary delivery points in New York or New England, even
if that capacity also is deliverable in PJM East (Tr. 485-87).2

The experts agree that the standard for determining whether PJM East is in the same

geographic market as New York and New England is to look at prices in the three regions to see

= Dr. Carpenter also excludes contracts with a primary delivery point in PJM East if the shipper has a
corresponding contract right to transport its gas on the Algonquin pipeline into New England (/d.).
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whether there is price separation (PECO St. 11-R at 17-18; PGW St. 1-SR at 12-13). Dr. Morris
used a threshold of a 5% difference in prices, which is based on the Department of Justice/FTC
Horizontal Merger Guidelines (PECO St. 11-R at 17). Although Dr. Carpenter at one point
objects to the use of this standard (PGW St. 1-SR at 11-12), he never proposed anything
different, and in fact applied the 5% standard to his own analysis (PGW St. 1-SR at 14-15).

The experts also agree that, when there is no price separation between PJM East, New
York and New England, these three regions are all part of the same geographic market (PECO
St. 11-R at 16-18; Tr. at 487-88). Dr. Carpenter asserts, however, that because prices separate
during peak gas usage periods, the three regions should be considered as separate geographic
markets during peak periods (PGW St. 1-SR at 16).

It is true that prices between PJM East, New York and New England do separate at times
during peak periods. However, in order for price separation to require the establishment of
separate geographic markets, that price separation must be sustainable (PECO St. 11-R at 17-18).
The uncontested record evidence shows that the price separations occur only on a sporadic, non-
sustainable basis. This evidence includes the following:

¢ Dr. Morris presented detailed information regarding prices in the three regions, showing

that the prices follow each other closely, with only sporadic differences in excess of 5%
(PECO St. 11-R at 18-21).

o Using this data, Dr. Morris calculated that prices in PTM East are more than 5% below
both the New York and the New England prices on only 2% of the days of the days of the
year (Tr. at 501).

» The price data that Dr. Morns used 1s what 1s called the “mid-point” data, i.e. it reflects
the mid-point of the sales prices reported for the day — some sales prices that day actually
are higher and some are lower than the reported mid-points. Dr. Morris showed that even
a 1% increase in prices in PJM East wiil cause some transactions in New York and New
England to be diverted to PJM East on 99% of all days, and a 5% price increase in PIM
East will cause transactions to be diverted to PJM East on 100% of the days (PECO St.
11-R at 31-34).
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¢ Even Dr. Carpenter’s price data shows that price separation during winter peak demand
periods does not always reach the 5% level. His Table 2 on page 15 of his Surrebuttal
Testimony shows that the average price separation for the entire winters of 2001/02 and
2002/03 was less than 5% (PGW St. 1-SR at 15; Tr. at 502).

The only conclusion that can be drawn from this uncontested price data is that price
separations between PJM East, New York and New England are sporadic and short-lived.
Certainly, there is no reason to believe that these price separations would permit sustainable
price increases in PJM East without drawing a supply response from New York and New
England that would in turn reduce prices in PJM East. As a result, Dr. Carpenter’s geographic
market is too narrowly drawn. Under an appropniate geographic market, the Joint Applicants
will not possess market power after the Merger.

Dr. Carpenter’s Inconsistent Application of His Market Definition

Even accepting Dr. Carpenter’s flawed geographic market definition, Dr. Carpenter is
forced to apply that definition in an inconsistent manner in order to show a market power
problem. According to Dr. Carpenter, “pipeline capacity capable of serving New York and New
England should be considered to be in a separate geographic market than the capacity contracted
to PJM destinations during peak demand periods” (PGW St. 1-SR at 16). Yet, after testifying
that New York capacity should not be included in a PJM East market calculation, Dr. Carpenter
proceeds to include in his PJM East market calculation 794 MMcf/d of PSEG capacity that has
delivery points in the New York market (/d. at 17).

As Dr. Morris explained at the hearing, PSEG’s capacity on the Transco pipeline with
delivery points north of the Linden constraint can command the New York price rather than the
PJM East price, a fact that he confirmed by looking at actual PSEG sales data (Tr. at 509).

Therefore, if Dr. Carpenter’s argument that capacity deliverable to New York and New England
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should be excluded from the PJM East market were to be accepted, the 794 MMcf/d of PSEG
capacity deliverable north of Linden also would have to be excluded (Tr. at 509-10).

The impact of excluding the PSEG 794 MMc{/d north of Linden capacity from Dr.
Carpenter’s market concentration is significant. This capacity represents over 15% of the entire
5,112 MMcf/d PJM East market assumed by Dr. Carpenter. Dr. Hieronymus prepared an
analysis which shows that, when this capacity is removed from Dr. Carpenter’s calculation, the .
resulting post merger HHI 1s 1,335, which again is 2 moderately concentrated market well below
the 1,800 threshold for defining a highly concentrated market (PECQO St. 3-R at 52, Table 5). As
a result, even if Dr. Carpenter’s narrow market definition were accepted, which it should not,
there would be no market power problem if that definition is applied consistently.

d. Putting HHI Calculations Aside, Dr. Carpenter Has Not
Demonstrated a Market Power Problem

As Dr. Morris explains, it is not enough to show a high HHI level in order to demonstrate
a market power problem. The HHI analysis is intended to act as a screen to identify situations
that require further analysis. Therefore, when a screen violation is found, the next step is to
conduct further analysis of the market to determine whether in fact there really is a market power
problem (PECO St. 11-R at 15-16). Here, the record demonstrates that there is no market power

problem regardless of the HHI calculation.

No Spare Capacity During Peak Periods

Dr. Carpenter’s theory as to how the Joint Applicants would exercise market power is
that they would “withhold gas transportation capacity from the market by not using or releasing
it” (PGW St. 1 at 22; PECO St. 11-R at 14 (market power 1s exercised by withholding supplies

from the market)). Yet, during the peak demand periods when Dr. Carpenter theorizes that the
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Joint Applicants will have market power, the Joint Applicants need to use all of their
transportation capacity to serve their own loads. They therefore cannot withhold their
transportation capacity during peak periods by not using or releasing that capacity (PECO St. 11-
R at 21).

While it is correct, as Dr. Carpenter asserts, that there are many days when the Joint
Applicants’ transportation capacity “greatly exceeds the retail gas demands that the merger entity
will be required to meet” (PGW St. 1 at 22), those are the days when demands are not at their
peak, and even Dr. Carpenter agrees that the Joint Applicants do not have market power on these
days (Tr. at 487-88).

As a resuit, on those days when Dr. Carpenter asserts the Joint Applicants possess market
power, they do not have any ability to withhold capacity from the market, and on those days that
the Joint Applicants have the ability to withhold capacity from the market, Dr. Carpenter
concedes that they do not have market power. Under either scenario, the Merger cannot create a
market power problem in the natural gas market.

Mismatch Between Peak Gas Demand and Peak Electric Demand

Dr. Carpenter’s theory 1s that the Joint Applicants would increase natural gas prices in
order to influence the market price for electricity. He asserts that, when natural gas-fired
generation is at the margin, an increase in natural gas prices will cause the market price for
electricity to increase (PGW St. 1 at 24-25).

A problem with this argument is that there is a mismatch between the times of peak
demand for electricity and natural gas. As Dr. Hieronymus demonstrates, electric prices in PIM
East peak in the summer when natural gas demand tends to be lower, while natural gas demand

peaks in the winter when electric prices tend to be lower. This mismatch makes it less likely that
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the strategy hypothesized by Dr. Carpenter would be successful in increasing the market price of
electricity (PECO St. 3-R at 50).

Inability to Withhold Under FERC Open-Access Regulations

FERC’s open-access regulations in any event would prevent the Joint Applicants from
withholding their capacity. As Dr. Carpenter admits, those regulations require interstate natural
gas pipelines to offer unused firm capacity on an interruptible basis if it is not used by the
shipper that has a firm contract for the capacity (PGW St. 1 at 22). Thus, if the Joint Applicants
did not use or release their transportation capacity, that capacity would be made available to third
parties on an interruptible basis.

Dr. Carpenter argues, however, that the availability of unused capacity on an interruptible
basis does not alleviate market power concerns. According to him, interruptible transportation
capacity is viewed by electric generators as a poor substitute for firm transportation capacity
(Id.).

Dr. Carpenter presents no statements by owners of electric generation to support this
assertion. He has no data on use of interruptible transportation in PJM East, whether by electric
generators or others. Nor does he explain why a generator that requires firm instead of
interruptible service would not already have firm service in place rather than depending on the
use of a firm capacity release from the Joint Applicants. Logically, any generator that has
chosen not to contract for firm capacity In the hopes that released capacity will be available
should be willing to use interruptible transportation if released firm capacity is not available
(PECO St. 11-R at 34).

Dr. Carpenter’s theory that electric generators do not find interruptible transportation to

be an acceptable substitute also ignores the fact that other natural gas customers are willing to
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use interruptible transportation. As long as some customer is using the interruptible
transportation and the quantity of natural gas reaching the market does not change, then there
will be no impact on the price of natural gas in the market regardless of who the interruptible
customer might be (PECO St. 11-R at 35).

Market Oversight

Finally, Dr. Carpenter ignores the fact that natural gas markets are subject to oversight
from FERC’s OMOI, which routinely oversees natural gas markets for evidence of market abuse.
Indeed, it was OMOTI’s predecessor that made the allegations in the El Paso Natural Gas Pipeline
case that Dr. Carpenter references in his testimony (PECO St. 11-R at 50). Given that the
Energy Policy Act also amended the Natural Gas Act to provide for the same $1 million/day
penalties discussed above under the Federal Power Act, the threat that market manipulation will
be uncovered by OMOI or other market participants such as PGW itself provides even more of a
deterrent today against the type of behavior hypothesized by Dr. Carpenter than in the past.

Similarly, under the Commission’s own regulations, PECO submits its purchasing
practices for Commission review annually under Section 1307(f) of the Public Utility Code. In
this context, PECO must demonstrate that it has maximized the use of its pipeline capacity for
the benefit of its customers. Withholding that capacity would run counter to that obligation and
would be readily transparent.

e. The Remedies Suggested by Dr. Carpenter Bear No
Relationship to the Harm He Alleges

Dr. Carpenter suggests two remedies for the competitive problems that he asserts are
created by the merger: (1) divestiture of the Joint Applicants’ natural gas distribution assets; and
(2) transfer of control over the Joint Applicants’ natural gas transportation and storage contracts

to an independent third party (PGW St. | at 20-31).
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The first of these proposed remedies — divestiture _is clearly too broad. As Dr. Mormns
testified, it is like killing the dog to get at the fleas (Tr. at 510). As Dr. Carpenter conceded, it is
the Joint Applicants’ contract rights, not their natural gas distribution assets, that cause the
market power problems that he asserts (Tr. at 493). Divestiture of the natural gas distribution
assets is not necessary to solve a problem that has nothing to do with the ownership of these
assets (PECO St. 11-R at 51; Tr. at 510).

The second remedy — the transfer of contract rights to a third party — also represents
overkill. As Dr. Morris testified, it makes no sense to transfer contract rights that apply for the
whole year to solve a problem that, at most, occurs only during the small number of days in
which peak demand conditions cause prices to separate (Tr. at 511).

Dr. Morris suggested that any concerns the Commission conceivably might have are
addressed by the fact that the Applicants are not proposing to combine the natural gas
procurement functions of PSEG and PECO. This means that PSEG and PECO will not be able
to act in the concerted manner necessary to exercise the market power hypothesized by Dr.
Carpenter (Tr. at 512).

In his supplemental testimony, Dr. Carpenter concedes that this maintenance of separate
gas procurement functions will address the problems he alleges. Dr. Carpenter asserts that the
Commission cannot rely on this separation because the Applicants have not committed to
maintain the separation in the future (PGW St. 1-S at 3-4). However, as Ms. Crutchfield
testifies, the Joint Applicants cannot combine their procurement functions in the future without
obtaining the Commission’s approval (PECO Statement No. 4-R at 40, 42-43; see also 66 Pa.
C.S. § 2102 (approval of contracts with affiliated interests); 66 Pa. C.S. § 1102(3) (transfer of

tangible or intangible property)).
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To clear any lingering concerns on this issue, the Joint Applicants commit that they will
not combine their natural gas procurement functions after the merger is closed without obtaining
the Commission’s approval. As a result, the Commission will retain full coﬁtrol over whether
the Joint Applicants will ever be able to combine their gas procurement functions, and can act to
prevent such a combination if it determines that it is necessary to do so in order to protect
competition.

VII. THE QUESTIONS POSED BY VICE CHAIRMAN CAWLEY AND

COMMISSIONER SHANE ARE APPROPRIATELY ADDRESSED BY THE
PROPOSED SETTLEMENT

A. Directed Questions Nos. 1-4 (Economic Development)

Directed Questions Nos. 1-4 inquire into whether the synergies to be unlocked by the
Merger could be harnessed to enhance economic development, and they specifically raise the
prospect of a set-aside of some portion of the nuclear generation to be “virtually” divested
pursuant to the FERC-approved mitigation plan previously discussed.

In his supplemental testimony (PECO St. 1-DQ), Mr. O’Brien described in detail PECO’s
existing economic development initiatives. He further noted that coﬁlparable programs in
neighboring states (1) had been implemented on a statewide basis in accordance with legislative
or commission mandate and (2) were funded by customers or by the state, either through
surcharges to customers’ utility bills or through tax credits granted directly to the utilities
themselves (Jd. at p. 10). Dr. Hieronymus, in turn, explained why a set-aside program of the
nature apparently envisioned by the Directed Questions could complicate the mitigation plan
adopted by the FERC, could have the inadvertent effect of increasing the price of energy sold at
the virtual divestiture auction, and could expose the Commonwealth or a designatéd compentive
electric generation supplier to substantial market risk (PECO St. 3-DQ). Finally, Mr. Sidak

testified that the set-aside raised serious constitutional “takings™ issues if the divested generation
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were to be appropriated by the State for less than its fair market value, and, on its face, the set-
aside seemed inconsistent with the policy and principles of electric restructuring in Pennsylvania
(PECO St. 12-DQ).

To avoid these potential legal and regulatory obstacles, the Settlement (at § 52) provides
for PECO to contribute $8.0 million ($2.0 million in each of the years 2007, 2008, 2009, and
2010) to PEDA to be used for energy-related economic development projects and initiatives of
benefit to the PECO service territory. PEDA will provide to the Commission and the Joint
Petitioners copies of the report it sends annually to the Governor and the General Assembly so
that the use of these funds can be monitored. Asthe DEP observed (Department Of
Environmental Protection’s Statement In Support Of The Joint Petition For Settlement, p. 3),
these dollars, coupled with other funding made available by the Settlement, “.... will promote the
use of efficient, clean and diverse energy technologies in Pennsylvania that will contribute to the
welfare of Pennsylvania’s citizens and to the continued economic prosperity of the
Commonwealth.”

B. Directed Question No. 5 (Consolidation Of PECO, PSE&G and PGW
Gas Operations)

Directed Question No. 5 asks the parties to consider the viability of combining the natural
gas operations of PECO, PSE&G and PGW into a “profitable, shareholder owned, public utility,
assuming a revenue stream from off system sales from an LNG facility, and separate resolution
of the problem of a billion dollar debt.”

I. The Settlement Provides A Procedural Mechanism For

Exploring The Issues Raised By Vice Chairman Cawley And
Commissioner Shane

PECO is cognizant of the financial and operational difficulties faced by PGW and is

certainly willing to explore, with the Commuission, possible solutions to PGW’s problems. At the
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same time, and as Mr. O’Brien noted, Directed Question No. 5 cannot be answered “... without
extensive further investigation; an understanding of the transaction terms upon which Exelon and
PGW would agree; and the regulatory treatment that would be accorded a host of difficult
issues” (PECO St. 1-DQ, p. 3).

The Joint Petitioners concurred in Mr. O’Brien’s assessment and, for that reason, have
recommended in the Settlement (at  55) that, if the Commission desires to pursue this matter, it
do so in the context of a separate fact-finding investigation following the consummation of the
Merger. PECO believes that such a proceeding could serve a valuable function in terms of
identifying issues and gathering the information needed to determine whether the contemplated
combination of gas operations would be in the public interest (PECO St. 1-DQ at p. 16).
Moreover, Mr. O’Brien pledged to work with the Commission and all interested parties to define
the scope and anticipated timeline of such an investigation (/d. at 16).

It is unclear, at this point, whether any party opposes this aspect of the Settlement. On
the one hand, the City acknowledged its desire to “create ‘facts on the ground’ before deciding
an issue of great interest to the City and others within PECO’s service territory” and stated that
“[t)he Settlement, or at least the merger, should not impede consideration of this matter, but
should instead provide meaningful progress towards this important potential benefit to the
public” (City’s Comments at p. 2). PGW witness White similarly opined that the possible
consolidation of gas operations warranted “further study” (Tr. 549) to determine if it would be
“in the best interests of the citizens of southeastern Pennsylvania” (Tr. 588). The separate
investigation proposed by the Settlement would seem to meet the needs of both parties.

Yet, on the other hand, both PGW and the City suggest that the Commission should delay

this proceeding to allow for study and resolution of the PGW issues (City’s Comments at p. 7).
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PECO and PSE&G would, of course, vigorously oppose any attempt to delay or condition
merger approval upon the resolution of PGW’s ongoing problems. While Section 1103(a) of the
Code empowers the Commission to “impose such conditions as it may deem to be just and
reasonable,” Pennsylvania’s Appellate Courts have made it clear that the Commission may not
exercise that authority to accomplish indirectly that which it cannot do directly. See, e.g.,
Western Pennsylvania Water Co. v. Pa. P.U.C., 471 Pa. 347, 370 A.2d 337 (1977) (Since the
Commission lacks the authority to order a utility to extend its service territory involuntarily, it
cannot exercise equivalent authority by attaching a condition to a certificate of public
convenience). This is relevant because there is no independent or legal basis for the Commission
to compel PECO either to acquire PGW or to divest its gas operations.

2. The Record In This Proceeding Confirms That Additional
Study Is Required

a. Numerous Issues Have Been Raised by the Parties and the
Directed Question Itself That Would Need To Be Addressed

Directed Question No. 5 contemplates a significant, and potentially very complicated,
corporate transaction that, under the best of circumstances, would entail months of due diligence,
extensive negotiations, and a lengthy regulatory approval process potentially involving many
Federal and State agencies. Moreover, entities and people that are not parties to this proceeding,
such as PECO’s suburban customers and their representatives, likely would want to participate in
any proceeding that would, at its heart, require some affiliation with PGW’s operations and,
therefore, those potentially interested parties should be afforded notice of a proceeding in which
such a proposal is being considered in a public forum. For those reasons, most parties appear to
agree that the current merger proceeding does not provide an appropriate platform to examine, in

a meaningful way, the many issues that would have to be addressed.
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PECO has agreed to participate in such a proceeding after the Merger has closed to
address the viability of consolidating the gas operations of PECO, PSE&G and PGW into a
“profitable, shareholder owned, public utility.” Conceptually, the “shareholder owned, public
utility” could either be a newly formed and independent corporate entity (the spin-off scenario)
or an entity owned and operated by Exelon (the acquisition scenario). PECO asked Mr. Todd J.
Jirovec of Booz Allen Hamilton to perform an initial assessment of these two possible deal
structures. Based on Mr. Jirovec’s uncontested analysis, a spin-off of the PECO and PSE&G gas
properties would not be in the public interest, but rather “would create significant diseconomies
and cause operating costs to increase relative to the current organizational and cost structures”
(PECO St. 13-DQ at p. 7).2 More specifically, Mr. Jirovec estimated that the revenue
requirement of the stand-alone business would increase by approximately $250 million per year
and that PECO’s and PSE&G’s electric divisions would experience lost economies totaling an
additional $150 million per year (/d. at p. 8). Notably, any synergies that could be achieved by
rolling PGW’s gas operations into the combined entity could only fall far short of offsetting
these cost increases (/d. at p. 9). The impact of the lost synergies would be felt by all PECO
customers, including PECQ’s electric customers in the City of Philadelphia as well as suburban
Philadelphia.

Under the acquisition scenario, Exelon would purchase the assets and business of PGW
and combine them with its post-Merger gas operations. Mr. Jirovec identified a number of areas
where he believed savings could be generated, but he also noted possible constraints that would
have to be carefully evaluated — e.g., PGW’s existing collective bargaining agreements, capital

structure and tax differences, and PGW’s collection problems (i.e. the uncollectible accounts)

4 As Mr. Jirovec explained, the common customer base for gas and electric service allows PECO and

PSE&G to achieve economies of scale in the areas of customer service, meter reading, bill processing and
field operations (PECO St. 13-DQ, p. 7).
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(Id. at pp. 10-15). Moreover the viability and potential profitability -of the acquisition scenario
would depend, in part, on the purchase price that the parties were able to negotiate and the
ratemaking treatment accorded thereto. Because of these uncertainties and limitations on the
data that was available to him, Mr. Jirovec was unable to offer an opinion as to whether Exelon’s
acquisition of PGW would be in the public interest.

Similarly, PECQO’s President, Denis O’Brien, and other witnesses testified concerning the
numerous issues that would need to be examined in any evaluation of whether the consolidation
of PGW with the gas operations of PECO and PSE&G would be viable (PECO St. 1-DQ at pp.
14-15; OCA St. 1 Supplemental). These issues involve typical due diligence questions that must
be examined in the context of any transaction involving the potential acquisition or consolidation
of two or more public utilities. Because this proceeding cannot afford a reasonable opportunity
to examine those issues, a separate proceeding initiated after the closing of the Exelon-PSEG
merger would be a possible, albeit unusual, forum to address those issues.

b. PGW?’s “Preliminary Analysis” Is Incomplete And Built On
Unsupported And Unrealistic Assumptions

PGW sidestepped the hypothetical posed by Directed Question No. 5 — namely, the
creation of a “profitable, shareholder owned public utility” to house the gas properties of PECO,
PSE&G and PGW. Instead, its witness, Mr. White, suggested the possible consolidation of the
PECO and PGW gas operations in a not-for-profit Pennsylvania “state authority or similar
entity” (PGW St. 2 at p. 5). On the strength of what he characterized as “a preliminary analysis,”
Mr. White surmised that such a structure “could be viable” (/d. at p. 3).

As an initial matter, the Joint Applicants respectfully submit that Mr. White’s testimony

should be accorded little, if any, weight. Although Mr. White is, undeniably, a talented and

experienced gas system operator, he acknowledged that: he had no expertise when it came to the
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purchase or sale of business units or assets (Tr. 527); had never participated in a synergy study
involving the merger of formerly separate utilities (Tr. 528); was generally unfamiliar with his
suggested “state authority” structure or what it entailed (Tr. 528, 530); and could not speculate as
to whether PGW’s owner, the City, would politically support the solution through its elected
legislative and executive representatives, the City Council and Mayor, let alone whether the State
legislature or the Governor would pass and sign the necessary legislation to support the billions
of dollars in loans necessary for this solution (Tr. 550). In addition, Mr. White admitted that he
was unaware that the Joint Applicants had performed their own synergy study (Tr. 540-41) and
that he had not to read the testimony of Messrs. Amdt and Jirovec as it related to a possible
divestiture of PECQO’s gas operations and a consolidation with PGW (Tr. 543).

Beyond these shortcomings, Mr. White’s cross-examination revealed that the
“preliminary analysis” on which he relied had not been conducted by him or under his
supervision or control (Tr. 533) and, in fact, was replete with unsupported and unrealistic
assumptions. Most glaringly, the PGW study presumed that PECO would part willingly with its
gas assets for between $1.1 and $1.2 billion, a figure barely in excess of their net depreciated
book value. Mr. White offered no support for this assumption and, in fact, admitted that PGW
had conducted no study of the fair market value of PECO’s gas system (Tr. 541; PECO Cross-
Exam. Ex. 5). Mr. White did make clear that PGW could not afford to pay fair market value and
suggested that PECO accept “appropriate value” instead (Tr. 546):

Q. Mr. White, you indicated earlier that there was an appropriate
market value that would be paid for the PECO Gas assets. Is there a
difference between appropriate market value and fair market value
in your mind?

A. Obviously we couldn’t get into a bidding war because once the price
would be at a level that would be so exorbitant that it wouldn’t make

sense, wouldn’t allow us to have 1.5 coverage, that an appropriate
level would be a level that would sufficiently compensate PECO for
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the assets and at the same time would aliow the authority to function
with a 1.5 coverage.

Apparently Mr. White’s view of “appropriate value™ is the value that PGW can afford to pay and
still make the “state authority” structure viable under its “preliminary analysis™:

We have assumed and included a favorable acquisition price for the gas

system. The model, as currently developed, does not indicate a great deal

of room for a higher price, or the possible impact if the sale becomes the
subject of a bidding war.

(PECO Cross-Exam. Ex. 4, p. 7).2 Plainly, even if PECO decided to sell its gas operations (or
was ordered to do s0), then it would sell them to the highest bidder and not simply for an amount
that would be convenient for PGW.

With regard to the two specific issues alluded to by Directed Question No. 5, namely (1) a
possible revenue stream from a new “LNG facility” and (2) PGW’s billion dollar debt
“problem,” Mr. White’s responses demonstrated that solutions to these issues were not imminent
or eastly achievable. Instead, in some respects, Mr. White’s testimony could fairly be
characterized as equivocal and evasive. For example, Mr. White testified that it would be
“premature” to offer any opinion as to the LNG project’s political or regulatory viability and that
it would, therefore, be equally “premature” to assume that the project would yield any benefits
(Tr. 557). In fact, when asked about the project’s potential benefits, Mr. White indicated that he
was “not at liberty to discuss {them]” and flatly refused to answer any questions about project
specifics (Tr. 565). Similarly, Mr. White had little to add concerning the billion dollar debt
“problem,” other than to note that the “state authority” presumably would have to issue another

billion dollars of debt or more to finance the acquisition of PECO’s gas operations (Tr. 547-59).

- It goes without saying that what is “favorable” to PGW might well be unacceptable to PECO. As Mr.
White agreed (Tr. 547), PECO management undoubtedly would seek to maximize the value received for its
gas operations, whether from PGW, the City or some other third party.
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In other words, a “state authority” model that includes PECO’s gas customers might well convert
a billion dollar debt problem into a multi-billion dollar debt problem.2

c. On Its Face, Any Affiliation with PGW May Be Contrary To
PECO’s Duty To It Customers

Putting all these uncertainties aside, one must seriously question why the divestiture of
PECO’s gas operations and the formation of a “state authority” would be in the best interests of
PECO’s customers or the public in general 2*

On the financial side, Mr. White admitted on cross-examination that: PGW once again
faces a looming liquidity crisis; that credit agencies rate its bonds at BBB-, just above junk bend
status (Tr. 511); and that the rating agencies have not further reduced PGW’s rating only because
they assume continued repayment forgiveness of tens of millions in City loans and annual
payment obligations.

On the operational side, PGW'’s infrastructure appears to be in an equally tenuous
condition. Mr. White conceded that just five months ago he personally testified that (Tr. 573);

PGW has an aged distribution system comprised primarily of cast iron

main. Its supplemental gas facilities are nearing the end of useful life. The

fleet is the oldest when benchmarked against other utilities, and many of its

basic facilities have been ignored and are in need of repair. 2

= In terms of timing, Mr. White noted that City Council review and approval of the LNG project would likely
not occur until the late winter or early spring of 2006, following which he would anticipate an eighteen-
month FERC review process and that the anticipated in-service date for the terminal is 2009 (Tr. 558).
PECO further believes that the creation of a “state authority” would require enacting legislation.

z While PGW touts the fact that the municipal authority would not have to pay many types of taxes, it
ignores that this proposal would strip the Commonwealth of significant tax revenues (e.g., state income
taxes, capital stock taxes), which dollars undoubtedly would have to be replaced through other means such
as “payments” by the authority or an added burden on other taxpayers (Tr. 588-530).

e Under cross-examination, Mr. White initially denied the substance of this quote (Tr. 573). However, when
it was pointed out that the words were his own, Mr. White changed course and tried to suggest that recent
events made him more optimistic about PGW’s situation (Tr, 575-576). Mr. White then pointed to a
consultant’s report as evidence that PGW’s infrastructure was in somewhat better shape than his recent
testimony would suggest. The problem with Mr. White’s explanation, however, is that the consultant’s
report that he relies upon pre-dates his March 2005 testimony. Thus, one would assume that Mr. White
already considered the report when he testified in March 2005.
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PGW’s customer service operations also sadly mirror the tenuous condition of its
finances and its unhealthy infrastructure. As Mr. White admitted, PGW is under PUC order to
answer its customer calls within 30 seconds 80% of the time. Its actual performance never has
met this threshold and has hovered at 27% for months at a time. Mr. White testified that PGW
deliberately sacrificed its call center performance so that it could increase collections. Mr. White
attempted to explain how PGW'’s customers actually preferred that PGW committed resources to
collections over answering their telephone calls (Tr. 581).

PGW'’s state authority structure offers nothing to PECO customers to compensate them
for affiliating with PGW’s troubled finances, suspect infrastructure and deficient customer
service performance. PGW offers a “possible” rate freeze for three years. However, PECO’s
gas customers already have enjoyed nearly 20 years of base rate stability since 1987 — a record
that Mr. White described as “almost unbelievable™ (Tr. 555). In contrast, PGW customers have
had multiple base rate increases during that same period, the last of which occurred in 2003 (Tr.
555). Furthermore, PGW’s rates are higher across the board than PECO’s rates for comparable
gas service (PECO St. 13-DQ, p. 15).

To return to the point, while the Commission’s directed question is worthy of discussion
outside the context of the Merger at issue, the simple truth is that PGW remains a financially
marginal enterprise, the basic facilities of which have been — to use Mr. White’s own words —
“1gnored” for years (Tr. 573). The answer to PGW’s problem is not to create an even larger
problem under a state authority or PGW’s leadership. Likewise, the answer is not to try to solve
PGW'’s problems on the backs of PECO and its existing customers by trying to compel PECO to
acquire PGW. PGW’s and the City’s efforts to leverage unwarranted market power claims to

force such a fix should not be countenanced.
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As Directed Question No. 5 correctly identifies, the LNG and debt issues must be
resolved, but have not been. Further, there must be acceptance that any viable combination of
these entities likely will réquire substantial job reductions, other difficult financial decisions by
PGW’s current owner, a commitment by the new owner to resolve PGW’s service quality and
operational problems that is aided by a cooperative and supportive attitude by all stakeholders,
and potentially a curtailment of some of PGW’s present discounted rate programs. Without a
solution to these issues and others, PGW, standing alone or in any combination, will continue to
falter both financially and operationally, and its customers will continue to suffer from high rates
and poor customer service quality.

In conclusion, the answer to PGW’s problems lies in real political and regulatory
leadership that deals with the difficult labor, financial, rates and LNG issues that must be
resolved in order to turn PGW around. As Mr. O’Brien makes clear, PECO does not rule out a
possible acquisition of PGW at some point in the future, but there must be, in the first instance, a
process to understand and address these problems.?® Quick fix solutions that avoid these difficult
decisions or attempt to foist the problem onto PECQ, its customers, or any other company will
simply result in larger problems. PECO and the other Joint Petitioners have expressed their
willingness to work together with the Commission and PGW to begin to address these questions

(Settlement 9 55). However, this is not the appropriate proceeding in which to do so.

Presumably, if PGW’s problems were addressed, there would be more buyers interested in PGW, allowing
PGW's owner, the City, to obtain the greatest value for these assets.
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VIilIl. CONCLUSION

WHEREFORE, for the reasons set forth above, PECO Energy and Public Service Electric

and Gas Company request that the Administrative Law Judge approve the Joint Petition For

Settlement, filed September 12, 2005, without modification and deny the relief sought by the

non-signatory parties.
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APPENDIX A

THE JOINT APPLICANTS’
PROPOSED FINDINGS OF FACT

i. On December 20, 2004, Exelon Corporation (Exelon), the parent of PECO Energy
Company (PECQ), entered into an Agreement and Plan of Merger (Merger Agreement) wtth
Public Service Enterprise Group Incorporated (PSEG), the parent of Public Service Electric and

Gas Company (PSE&G) (Joint Application, Ex. C).

2. Pursuant to the terms of the Merger Agreement, PSEG would merge with, and

into, Exelon (the Merger) (Joint Application, Ex. C).

3. In order to obtain the approval of the Pennsylvania Public Utility Commission
(PUC or Commussion), if such approval is required, PECO and PSE&G (coliectively, Joint
Applicants), on February 4, 2005, filed the Joint Application Of PECO Energy Company And
Public Service Electric and Gas Company For Approval Of The Merger Of Public Service

Enterprise Group Incorporated With And Into Exelon Corporation (Joint Application).

4. PECO is a Pennsylvania corporation that provides electric and natural gas service

in Southeastern Pennsylvania (Joint Application, p. 2).

5. PECO is a “public utility,” a “natural gas distribution company” (NGDC} and an
“electric distribution company” (EDC) as those terms are defined, respectively, in Sections 102,

2202 and 2803 of the Public Utility Code (66 Pa. C.S. §§102, 2202 and 2803) (Joint Application,

p- 2).

6. PECO has turned over the operational control of its electric transmission system

to the PJM Interconnection, LLC (PJM), which is the Regional Transmission Organization



(RTO) approved by the Federal Energy Regulatory Commission (FERC) for a centrally
dispatched control area comprising all or parts of twelve states and the District of Columbia

(Joint Application, p. 2).

7. Exelon 1s a Pennsylvania corporation, and its common stock is publicly traded on

the New York Stock Exchange (Joint Application, p. 3).

8. Pursuant to this Commission’s Order entered June 22, 2000 at Docket No. A-
00110550F0147 (2000 Unicom Merger), PECO became a wholly owned subsidiary of Exelon.
Concurrent with that transaction, Unicom Corporation (Unicom), the parent of Commonwealth

Edison Company (ComEd), was merged with and into Exelon (Joint Application, p. 3).

9. As a consequence of the PECO-Unicom merger, ComEd became a subsidiary of
Exelon. Currently, PECO and ComkEd are second tier subsidiaries of Exelon through their
immediate parent, Exelon Energy Delivery Company, LLC (Exelon Energy Delivery) (Joint

Application, p. 3).

10. As part of the corporate realignment that established the holding company
structure, PECO and ComEd transferred their generation assets, other non-regulated enterprises
and business service functions, respectively, to separate corporations that also became wholly

owned subsidiaries of Exelon (Joint Application, p. 3).

11.  Currently, Exelon, through it subsidiaries, operates in three primary business
segments, which have been denominated Energy Delivery, Generation, and Enterprises, and,

through Exelon Business Services Company, provides business services to the consolidated



group. Enterprises, which is an infrastructuré and electrical contracting business, is in the

process of winding down (Joint Application, p. 3).

12.  Exelon’s energy delivery business is conducted through PECO and ComEd (Joint

Application, p. 3).

13.  ComkEd is headquartered in Chicago and provides electric service in Northern
Illinois and, through a subsidiary, provides electric transmission service in portions of Indiana

(Joint Application, p. 4).

14.  ComkEd is a “public utility” under the Illinois Public Utilities Act and, therefore, is

subject to regulation by the Illinois Commerce Commission (1CC) (Joint Application, p. 4).

15. On Apnl 1, 2003, ComEd received approval from the FERC to transfer

_operational control of its transmission assets to PJM, which occurred in May 2004 (Joint

Application, p. 4).

16.  Exelon’s generation business consists of (1) electric generating facilities with a
total capacity of 34,467 Megawatts (MW) that Exelon Generation Company, LLC (Exelon
Generation) owns or has under contract; (2) wholesale energy marketing operations (Power
Team); and (3) as of January 1, 2004, the competitive retail sales business of Exelon Energy

Company (Joint Application, p. 4-5).

17.  The competitive retail sales business of Exelon Energy Company is not in PJM

East (PECO Ex. WHH-1 at Ex. J-1 at 14).



18.  Exelon Generation has ownership interests in 11 nuclear generating stations,
consisting of 19 units with 16,943 MW of capacity, which is the largest fleet of nuclear units in

the United States (Joint Application, p. 4).

19. PSE&G i1s a New Jersey corporation that provides electric and natural gas service

(Joint Application, p. 5).

20. PSE&G is headquartered in Newark and, like PECO and ComEd, has turned over

operational control of its electric transmission system to PIM (Joint Application, p. 5).

21.  PSE&G’s service territory comprises a corridor running diagonally across New
Jersey from the southwest to the northeast and encompasses most of New Jersey’s largest

municipalities, including its six largest cities (Joint Application, p. 5).

22.  Asaconsequence of its fractional ownership interest in an electric transmission
line that runs from the Conemaugh Generating Station to the Maryland border, PSE&G holds a

certificate of public conventence issued by this Commission (Joint Application, p. 5).

23. PSE&G’s certificate, which was issued on April 24, 1968 at Docket No. 94234,
provides that it “‘shall confine and restrict its operations to the construction, maintenance, repair,

replacement, and removal of the proposed electric transmission line” (Joint Application, p. 5).

24. PSE&G 1s not authorized to serve, and does not serve, any customers in

Pennsylvania (Joint Application, p. 5).

25. PSEG, the parent company of PSE&G, is a New Jersey corporation (Joint

Application, p. 6).



26.  The common stock of PSEG is publicly traded on the New York Stock Exchange

(Joint Application, p. 6).

27. PSEG has four principal first-tier subsidiaries: PSE&G, PSEG Power LLC (PSEG
Power), PSEG Energy Holdings LLC (PSEG Energy Holdings), and PSEG Services Corporation

(PSEG Services) (Joint Application, p. 6).

28. PSEG Power 1s a2 wholesale energy supply company that operates through three
principal subsidiaries: PSEG Nuclear LLC (PSEG Nuclear), which owns and operates nuclear
generating stations; PSEG Fossil LLC (PSEG Fossil), which develops, owns and operates
domestic fossil generating stations; and PSEG Energy Resources & Trade LLC (PSEG ER&T)

(Joint Application, p. 6).

29.  PSEG Power’s generation portfolio consists of approximately 18,000 MW of

installed capacity (Joint Application, p. 6).

30. PSEG ER&T purchases virtually all of the capacity and energy produced by
PSEG Power and markets electricity, capacity, ancillary services and natural gas products on a

wholesale basis (Joint Application, p. 6).

31.  No PSEG entity engages in the retail marketing of electricity or natural gas

(PECO Ex. WHH-1 at Ex. J-1 at 14).

32.  PSEG Energy Holdings has pursued investment opportunities in energy markets

through its direct wholly-owned subsidianies (Joint Application, p. 7).



33.  PSEG Services provides management and administrative services to PSEG and its
subsidiaries, including legal, human resources, information technology, financial, and corporate

governance services (Joint Application, p. 7).

34, Under the terms of the Merger Agreement, PSEG will merge with and into Exelon

(Joint Application, Ex. C).

35. Each PSEQG shareholder will be entitied to receive 1.225 shares of Exelon

common stock for each PSEG share held, with cash paid in lieu of any fractional shares (Joint

Appilication, p. 7).

36.  Following the Merger, the existing shareholders of Exelon will represent
approximately 68%, and the former shareholders of PSEG will represent approximately 32%, of

the shareholders of the post-Merger Exelon (Joint Application, p. 7; PECO St. 6-R, p. 6).

37. Exelon will be the surviving company and, as such, will remain the corporate
parent of PECO and all other current Exelon subsidiaries, and will become the ultimate corporate

parent of PSE&G and all other PSEG subsidiaries (Joint Application, p. 7; PECO St. 6-R, p. 6).

38.  Following the Merger, Exelon will change its name to Exelon Electric & Gas
Corporation (EEG) (Joint Application, p. 7). A diagram depicting EEG’s post-Merger corporate

structure was provided as Exhibit D to the Joint Application.

39.  The Merger will not change the ownership of PECO. Both before and after the
Merger, all of PECO’s common stock will be owned by Exelon Energy Delivery. Both before
and after the Merger, all of Exelon Energy Delivery’s common stock will be owned by Exelon

(Joint Application, pp. 7-9; PECO St. 6-R, pp. 5-6).



40.  Pnor to the Merger, no person or group acting in concert controls at least 20% of

the voting interest in Exelon (Joint Application, pp. 7-9, 11-12; PECO St. 6-R, pp. 5-6).

41.  After the Merger, no person or group acting in concert will control at least 20% of

the voting interest in Exelon (Joint Application, pp. 7-9, 11-12; PECO St. 6-R, pp. 5-6).

42, Exelon’s pre-Merger shareholders will own 68% of the outstanding common
stock of EEG (the post-Merger surviving corporation) after the Merger (Joint Application, pp. 7-

9, 11-12; PECO St. 6-R, pp. 5-6).

43. Mr. John W. Rowe, the current Chairman, Chief Executive Officer and President
of Exelon, will serve as Chief Executive Officer and President of EEG following the Merger

(Joint Application, p. 9).

44. Mr. E. James Ferland, the current Chairman, Chief Executive Officer and
President of PSEG, will become the non-executive Chairman of the EEG board of directors after
the Merger and will serve in that capacity until March 31, 2007 unless he leaves the board
sooner. When Mr. Ferland’s tenure ends, EEG’s Chief Executive Officer will be appointed

Chairman (Joint Application, p. 9).

45. Mr. Denis P. O’Brien, the current President of PECO, will remain in that position

and will continue to be responsible for PECQ’s day-to-day operations (Joint Application, p. 9).

46.  This proceeding was initiated on February 4, 2005 by the filing of the Joint

Application .



47.  Along with the Joint Application and its attachments, PECO and PSE&G
submitted Statement Nos. 1-3 and accompanying exhibits consisting of the direct testimony of
Denis P. O’Brien, President of PECO, William D. Amdt, Senior Vice President, Financial
Operations, for Exelon, and William H. Hieronymus PhD., Vice President of Charles River

Associates, Incorporated.
48.  PECO provided customer and public notice of the filing (Joint Application, p. 24).

49.  PECO notified its customers by bill inserts and also served copies of its filing on
the Office of Trial Staff (OTS), the Office of Consumer Advocate (OCAY}, the Office of Small
Business Advocate (OSBA) and the Philadelphia Area Industrial Energy Users Group (PAIEUG)

(Joint Application, p. 24).

50. PECO also served notice of the filing on all of the active parties to the 2000
Unicom Merger proceeding and all active parties to PECO’s natural gas restructuring proceeding

at Docket No. R-00994787.

51. As directed by Secretarial Letter dated February 8, 2005, the Joint Applicants
published notice of the proposed Merger in the Philadelphia Inquirer during the week of

February 14, 2005.

52. On February 19, 2005, a notice of the filing of the Joint Application was
published in the Pennsylvania Bulletin, which allowed interested parties unttl March 7, 2005 to

file protests and petitions to intervene.

53. Twenty-two parties filed protests or petitions to intervene in response to the

Commssion’s Order. In addition, the OTS entered its appearance.



54.  The Commission assigned this matter to Administrative Law Judge Marlane R.

Chestnut (ALJ) to conduct hearings and 1ssue an Initial Decision.

55.  On March 29, 2005, a Prehearing Conference was held in Philadelphia at which
various procedural matters were addressed, including the establishment of a schedule for filing

testimony, hearings and briefing.

56.  The Joint Applicants have responded to approximately 1,000 interrogatories and

requests for production of documents.
57.  Depositions and informal discovery sessions have been conducted.
58.  Public input hearings were held in Philadelphia on June 30, 2005.

59.  In addition, thirteen parties filed testimony and related exhibits addressing various

aspects of the proposed Merger.

60. By Secretanal Letter dated July 15, 2005, the parties were directed to respond to a
series of questions (Directed Questions) posed by Vice Chairman James H. Cawley and

Commmssioner Bill Shane.

61.  The first four Directed Questions inquired into whether the synergies to be
unlocked by the Merger could be used to enhance economic development, and they specifically

raised the issue of a “set aside” of ““virtually divested generation” to be dedicated to that purpose.

62.  The fifth Directed Question asked the parties to consider the feasibility of
combining the natural gas operations of PECO and PSE&G with the operations of the

Philadelphia Gas Works (PGW) in a viable, profitable, shareholder-owned public utility.



63. The procedural schedule was revised to afford the parties an opportunity to

respond to the Directed Questions.

64. On July 29, 2005, the Joint Applicants filed the rebuttal testimony and related

exhibits of twelve witnesses.

65.  Rebuttal statements were also submitted by the OCA and OSBA. On August 26,

2005, surrebuttal testimony and related exhibits were filed by eleven parties.

66. On August 26, 2005, the Joint Applicants and ten other parties filed supplemental

testimony and related exhibits responding to the Directed Questions.

67. On September 12, 2005, a Joint Petition for Settlement (Joint Petition) was filed
with the Commission containing, inter alia, the terms of the settlement (Settlement) reached by
PECQ, PSE&G, OTS, OCA, OSBA, the Department of Environmental Protection (DEP),
Citizens for Pennsylvanta’s Future and the two named individuals that joined in its Protest and
Petition to Intervene (PennFuture), the Action Alliance of Senior Citizens of Greater
Philadelphia (Action Alliance), the Association of Community Organizations for Reform Now
(ACORN), the Tenants’ Action Group (TAG), the Energy Coordinating Agency of Philadelphia,
Inc. (ECA), PAIEUG, The Reinvestment Fund/Sustainable Development Fund (TRF) and State

Senator Anthony H. Williams (collectively, Joint Petitioners).

68. By letter dated September 13, 2005, the Exelon Utility Coordinating Council,
International Brotherhood of Electrical Workers Locals 614 and 777 and Frank Kuders
(collectively, Labor Parties) submitted a letter to the ALJ and the Commission’s Secretary stating

that they do not oppose the Joint Petition.
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69.  Four parties continued to oppose Commussion approval of the Merger absent
additional conditions: the PPL Companies (PPL Electric Utilities Corporation, PPL Energy Plus
and various affiliated limited liability companies that own generation in PJM), the FirstEnergy
Companies (Metropolitan Edison Company, Pennsylvania Electric Company, Pennsylvania
Power Company and FirstEnergy Solutions Corp.), the Philadelphia Gas Works (PGW) and the

City of Philadelphia (City).

70.  Evidentiary hearings were held in Philadelphia on September 22, 23 and 26, 2005.

71. The Merger will create the following affirmative benefits for the customers and
employees of PECO and for the public generally, which, individually and in total, are substantial

in nature (PECO St. 1, pp. 6-8):

A. The Merger will increase the scale, scope and geographic diversity of the
combined entity’s energy delivery business, which, in tum should strengthen the balance
sheet of EEG and provide continued access to capital at favorable rates.

B. As aresult of the Merger, PECO will benefit from sharing best practices
with PSE&G.

C. The Merger will create the opportunity to achieve meaningful cost savings
through shaning of best practices, elimination of duplicative functions and improved
operating efficiencies, which have been quantified in a synergy study presented by the
Joint Applicants.

D. The Merger will help to promote competition in retail energy markets.
72.  The terms of the Joint Petition ensure that the affirmative public benefits the

Merger will achteve will have an immediate beneficial impact on PECO’s customers, the
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economy of PECO’s service area and the Commonwealth in the following principal respects

(PECO St. 1-S):

A. The Settlement provides for $120 million of rate reductions over a four-
year period commencing approximately one month after the Merger is consummated.
These reductions are made possible, in substantial part, by the projected synergies the
Merger is expected to produce within PECO’s regulated operations.

B. The Settlement caps PECO’s transmission and distribution (T&D) charges
until December 31, 2010.

C. PECO agrees that expenses attributable to achieving Merger-related
synergies will be amortized by the end of the T&D rate cap period and will not be
deferred or claimed in a subsequent rate case.

D. The Merger will create the opportunity to achieve cost savings in PECQO’s
regulated operations through the sharing of best practices, purchasing economies and the
elimination of duplicative functions which, in turn, will mitigate future distribution rate
increases.

E. The Settlement provides that the provisions of the settlement of
Application Of PECO Energy Company Pursuant To Chapters 11, 19, 21, 22 and 28 of
the Public Utility Code, Docket No. A-110550F0147 (June 22, 2000) (2000 Unicom
Merger Settlement) for sharing the risk of future increases in the costs of
decommissioning PECO’s pre-existing nuclear units will remain in effect and reaffirms
PECO’s commitment not to seek recovery of decommissioning costs associated with any

nuclear units it did not own as of December 31, 1999.
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F. As part of the Settlement, PECO commits to a Quality of Service Plan
designed to maintain or improve reliability and the quality of customer service provided
by PECO during the five-year period from January 1, 2006 through December 31, 2010
by establishing performance thresholds, reporting requirements and enforcement
mechanisms for non-compliance. In addition, PECO commits to address issues that may
arise in the future involving the implementation of a new common customer information
and billing system.

G. The Settlement provides for substantial enhancements to PECO’s
universal service programs including: (1) paying $500,000 per year from 2007 through
2010 to the Matching Energy Assistance Fund; (2) increasing to 650 kWh the monthly
usage levels eligible for discounts under CAP Rates B, C, D and E; (3) committing to
spend $1.2 million on additional CAP enrollment outreach; (4) enhancing, stream-lining
and simplifying the CAP application and recertification process; (5) providing $400,000
to community based organizations (CBOs) for CAP outreach and referrals; and (6)
conducting at least four training sessions annually to educate CBOs on the availability
and operation of the CAP Rate Program.

H. The Settlement provides that PECO will: (1) contribute $12.0 million to
the Pennsylvania Energy Development Authority (PEDA) to fund renewable energy,
energy efficiency and energy conservation programs; (2) contribute $7.2 million to the
Sustainable Development Fund; and (3) support new customer-friendly net metering and
interconnection rules.

L The Joint Petition contains inter-related provisions designed to protect

PECO’s customers from risks associated with unregulated affiliates and cross-
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subsidization. These include provisions on the determination of PECQO’s cost of capital
for ratemaking purposes; limitations: on PECO’s ability to financially assist unregulated
affiliates; notice requirements for dividends and other transfers of retained eamnings;
accounting controls and procedures for allocating overheads and costs of jointly-used
property and personnel; limitations on claiming rate cap exceptions based on increases in
affiliates’ power costs; and access to books, records, personnel, annual reports and
reports to analysts.

I The Settlement provides that PECO: (1) will maintain the corporate
headquarters for its distribution business in Philadelphia through at least December 31,
2010; (2) will fund charitable giving and sponsorships at a level of at least $3.0 million
per year for 2007 through 2010; and (3) will not reduce field forces and limit reductions
in other positions in accordance with specified criteria.

K. The Settlement provides that PECO will contribute $8.0 million over four
years to PEDA to be used for energy-related economic development projects and
initiatives of benefit to the PECO service territory.

L. The Settlement will create a wholesale electricity market reporting and
monitoring mechanism to remain in place through 2012. The market monitoring
provisions will give the Commission and Joint Petitioners information regarding price
differentials between relevant markets and submarkets, which they can use to assess price
trends and possible market power issues.

73.  The Settlement achieves a fair balance of the interests of a broad and diverse
stakeholder coalition that includes the Commonwealth of Pennsylvania, representatives of the

residential, commercial and industrial customer classes, community based organizations (CBOs)
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representing low-income customers and senior citizens, and environmental and sustainable

energy groups (Joint Petition, pp. 2, 31-36).

74.  The Merger will have a positive effect on the service and rates of PECO because:
(1) The existing management structure of PECO and Exelon will remain intact after the Merger;
(2) PECO’s T&D rates will be reduced and capped as provided in the Settlement; (3) customer
service will be maintained and improved through the implementation of the Quality of Service
Plan; and (4) in the post-rate cap period, rate increases will be mitigated because the Merger will

create the opportunity to achieve cost savings (Joint Petition, pp. 34-36; PECO St. 1-S).

75. The potential competitive impact of the Merger on electric and gas markets was
addressed in the direct testimony and accompanying Exhibits WHH-1 and WHH-1a of Dr.
William H. Hieronymous (PECO St. 3) and in the rebuttal testimony of Dr. Hieronymus and Dr.

John Morris (PECO Sts. 3-R and 11-R).

76.  Dr. Hieronymus testified that PECQO’s retail electric and gas operations are limited
to Pennsylvania and PSE&G’s retail electric and gas operations are in New Jersey, and thus there
is no overlap between the two retail operations that might create market power (PECO Ex.

WHH-1 at Ex. J-1, pp. 19-22).

77. Dr. Hieronymus also testified that the merger will not eliminate any competitor in
retail markets because Exelon’s retail marketing affiliate is not active in PJM East while PSE&G

does not even engage In competitive retail marketing (PECO Ex. WHH-1 at Ex. J-1, p. 14).
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78. Dr. Hieronymus analyzed the pre and post-Merger market concentration for the
relevant product (energy, capacity and spinning reserves) and geographic (PJM East) markets

(PECO St. 3; PECO Ex. WHH-1 and WHH-1a).

79. Dr. Hieronymus employed the FERC’s Competitive Analysis Screen as described
in Appendix A to the FERC’s Merger Policy Statement, which, in turn, comports with the U.S.
Department of Justice (DOJ) and Federal Trade Commission (FTC) Hornizontal Merger

Guidelines (PECO St. 3, p. 2).

80.  Dr. Hieronymus’ analytic method complies with this Commission’s prior
directive that FERC’s Appendix A Competitive Analysis Screen should be used to assess market
power and competitiveness issues for electric utility mergers. Re DQE, Inc., 186 PUR 4th 39

(1998).

81.  Dr. Hieronymus made appropriate assumptions in conducting his Appendix A

analysis:

A. As FERC found, Dr. Hieronymus made appropriate choices regarding the
market prices of energy to use in his analysis. Dr. Hieronymus used an appropriate range
of market prices from $20/MWh to $250/MWh, with no obvious gaps in between (PECO
St. No. 3-R at 10-12; Exelon Corp., 112 FERC 9 61,011 P 125 (2005).

B. As FERC found, it is not necessary to analyze the PJM Classic market as a
separate geographic market. Dr. Kalt's contention otherwise is based solely on price
differences and transmission congestion between the Allegheny Power and Pepco
systems, when prices and transmission between Allegheny Power and PIM Classic are

viewed as a whole, it 1s clear that price differences are not as great and transmission
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congestion is low and declining (PECO St. No. 3-R, pp. 22-25; Exelon Corp., 112 FERC
961,011 at P 123).

C. As FERC found, Dr. Hieronymus appropriately allocated import capacity
into PJM East based on a pro rata or "squeeze down" approach rather than in accordance
with FTR ownership. Transmission capacity bears no relationship to ownership of FTRs
and it would be improper to allocate imports based on FTR ownership. Furthermore,
FTR ownership alone does not represent the incentive to raise market prices without also
taking load obligations into consideration (PECO St. No. 3-R, pp. 18-22; Tr. at 384;12
FERC 961,011 at P 129).

82. Dr. Hieronymus’ analysis showed that, absent mitigation, the Merger would not
pass the Appendix A market screen. Therefore, the Joint Applicants adopted a mitigation plan
involving divestiture of 6,600 MW of generation through the outright sale of 4,000 MW of fossil

generation and virtual divestiture of 2,600 MW of nuclear generation (PECO Ex. WHH-1a).

83.  With the Joint Applicants’ mitigation plan, none of the FERC Competitive
Analysis Screens are violated and, therefore, the Merger will not create market power (PECO St.

1, PECO Ex. WHH-1a).

84.  The fact that the PJM Market Monitor oversees the market activities of the Joint
Applicants further mitigates any potential that they would attempt to manipulate the market,
particularly in light of recent amemdments to the Federal Power Act increasing the penalties for

market manipulation (PECO St. 9-R; Energy Policy Act of 2005, §§ 1283-84).

85.  The Merger is not likely to produce any other adverse effect on the Pennsylvania

retail market.
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86. If, as expected, EEG is able to increase the capacity factors of the Salem and
Hope Creek nuclear plants currently operated by PSEG, Locational Market Prices in PJM East

would be lower in at least some hours (PECO St. 1, p. 8).

87. Dr. Hieronymus performed the vertical market power analysis required by FERC
when natural gas assets are included in a merger, and Dr. Morms also analyzed the natural gas

market effects of the proposed Merger (PECO Sts. 3, 3-R and 11-R).

A. The relevant geographic market mncludes transportation capacity
deliverable in New York and New England as well as in PJM East, because capacity
deliverable in New York and New England can be diverted to PJM East in the event that
natural gas prices rise in PJM East. Although there are sporadic periods in which prices
separate between PJIM East and New York and New England, these periods are brief;
unpredictable, and would not permit any sustained price increase in PJM East (PECO St.
3-R pp. 47-49; PECO St. 11-R pp. 16-21).

B. To the extent that a PJM East is deemed the relevant market, PSEG's
capactty that is deliverable in the New York market should not be included in the
calculation of the Joint Applicants' PJM East capacity, just as all other capacity
controlled by third parties that is deliverable in New York would not be included in a
PJM East calculation (PECO St. No. 3-R, p. 47; Tr. 509-10).

88.  Neither Exelon nor PSEG controls significant wellhead supplies, owns any long-
distance interstate pipelines or has a dominant share of interstate pipeline capacity. PECO and
PSE&G each own a gas distribution business, but their franchise areas are separate and distinct,
located in different states, regulated by state commissions and open t.0 retail access for all classes

of customers (PECO St. 3, pp. 9-10).
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89.  PGW and its retail sales customers would not be harmed by any increase in
natural gas prices in PJM East because they hold adequate contract rights to transport natural gas

into PJM East from the producing regions (Tr. 472-75).

90. The Merger will not create market power in the natural gas market or vertical

market power between the natural gas and electric markets.

91.  The Joint Applicants have committed not to combine the natural gas procurement
functions of PECO and PSEG without first obtaining the Commission's approval. This

commitment should adequately address any potential natural gas market power issues (Tr. 512).

92. PGW's first proposed remedy — divestiture — is too broad. It is the Joint
Applicants’ contract rights, not their natural gas distribution assets, that cause the market power
problems that he asserts. Divestiture of the natural gas distribution assets is not necessary to
solve this problem, which is completely unrelated to the use of these assets (PECO St. No. 11-R,

p- 51; Tr. 510).

93. PGW's second proposed remedy — the transfer of contract rights to a third party —
also 1s too broad. It makes no sense to transfer contract rights that apply for the whole year to
solve a problem that, at most, occurs only during the small number of days in which peak

demand conditions cause prices to separate (Tr. 511).

94.  OnlJuly 1, 2005, the FERC entered an Order (FERC Merger Order) granting the
application of Exelon and PSEG for approval of the Merger. ExelonCorporation, 112 FERC

61,011; 2005 FERC LEXIS 1812, In that Order, the FERC found that, with the implementation
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of the proposed mitigation plan, the Merger would not create honzontal market power in the

electricity or vertical market power between the natural gas and electric markets.

95.  Directed Questions Nos. 1-4 inquire into whether the synergies to be unlocked by
the Merger could be hamessed to enhance economic development, and they specifically raise the
prospect of a set aside of some portion of the nuclear generation to be “virtually” divested

pursuant to the FERC-approved mitigation plan previously discussed.

96.  In his supplemental testimony (PECO St. 1-DQ), Mr. O’Brien described in detail

PECQ’s existing economic development initiatives.

97.  PECO maintains a full-time staff dedicated to promoting the Greater Philadelphia
region as a desirable business location for new and expanding businesses and provides rate

incentives to existing and prospective customers that commit to creating jobs and/or investing

capital (PECO St. 1-DQ, p. 4).

98.  PECO offers discounted rates for economic development through the
Employment and Economic Recovery Rider (E2R2) and the Keystone Opportunity Zone Rider

(KOZR) programs (PECO St. 1-DQ, p. 5).

99.  The E2R2 program is targeted to increasing manufacturing in PECO’s service
territory. The electric rate discounts are available to new manufacturing load and existing
manufacturing activities where the customer can demonstrate increased levels of employment
and/or investments. In the case of existing manufacturing activities, the E2R2 provides for
increases in electric rate discounts as the customer expands the level of employment and capital

investment (PECO St. 1-DQ, p. 5).
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100.  Effective in 2002, the KOZR provides electric rate discounts to customers who
establish business in a Keystone Opportunity Zone or an Expanded Keystone Opportunity Zone,

as those zones are defined by statute (Act 92 of 1998) (PECO St. 1-DQ, p. 5).

101.  PECO also offers discounted rate opportunities to create incentives for companies
to stay in the region or to locate in its service termtory. These include: (1) Economic Efficiency
Rider (EER) and Tariff Rule 4.6 Contracts, which provide negotiated electric rate discounts to
customers using over 1,000 kW who have a viable competitive alternative, and (2) the
Incremental Process Rider (IPR), which offers electric rate discounts to customers who install
qualifying equipment that increases electric process load by at least 50 kW (PECO St. 1-DQ, p.

6).

102.  Approximately 325 customers, representing over 1500 MW of new or incremental

load, currently receive service under PECQO’s economic development rate programs (PECO St. 1-

DQ, p. 6).

103.  PECO’s economic development programs will remain in place after the Merger

(PECO St. 1-DQ, p. 6).

104. PECO presented evidence concerning economic development programs in New
York, New Jersey and Ohio that were alluded to in Directed Questions 1-4 (PECO St. 1-DQ, p.

7-10).

105. In New York, there are two programs administered by the New York Power
Authority (“NYPA”) and the New York Economic Development Power Allocation Board

(“EDPAB”), which are intended to target businesses facing expansion opportunities or
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threatening to leave the State due to high electricity costs - - the “Economic Development

Power” and the “Power for Jobs” programs (PECO St. 1-DQ, p. 7).

106. The New York programs were initiated to provide electricity from sources priced
below-market. However, in their current form, the programs provide a discount from the
regulated delivery rates charged by the transmission-owning utilities. The utilities are given a

state tax credit to recoup the revenues lost from the discount (PECO St. 1-DQ, p. 7).

107.  These programs have been changed over the years and continue to be revised by

the New York legislature (PECO St. 1-DQ, p. 7).

108.  Under the current New York programs, awards are made by the EDPAB which
entitle successful applicants to purchase power from NYPA (a state agency) and to have the

power delivered by the recipients’ host electric utilities at reduced delivery rates (PECO St. 1-

DQ, p. 8).

109. The power supplied under the New York programs formerly came from a
combination of NYPA’s Fitzpatrick nuclear plant and purchases made by NYPA from external
market sources. The Fitzpatrick plant was divested by NYPA in 1999, and a purchase power
contract with the new owner that supported these programs terminated at the end of 2004. All of
the energy supporting these programs now comes from market sources acquired in bulk by

NYPA (PECO St. 1-DQ, p. 8).

110. New York’s investor-owned utilities deliver the electricity to the award recipients

pursuant to delivery tariff schedules that exclude the utilities’ stranded cost charges. This
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reduction in delivery charges is the primary, and possibly the exclusive, benefit to program

participants (PECO St. 1-DQ, p. 8).

111.  The utilities are held economically harmless against the loss of delivery revenues
by means of a tax credit. The tax credit is equal to the loss in net revenues caused by a customer
switching from the normal delivery service (with stranded cost charges) to the special NYPA-

related delivery service (without stranded cost charges) (PECO St. 1-DQ, p. 8).

112.  The New Jersey Board of Public Utilities (NJBPU) and the New Jersey Economic
Development Authority (EDA) administer New Jersey’s “Clean Energy Program,” which makes
available grants and low interest rate financing for energy efficiency and renewable energy
projects in New Jersey. This program is funded, in whole or substantial part, by a Societal

Benefits Charge (SBC) assessed on all utility customers (PECO St. 1-DQ, p. 9).

113.  The Office of Energy Efficiency (OEE), which is housed in Ohio’s Department of
Development, administers an “Energy Loan Fund,” which makes available low interest rate
financing to individuals and businesses for investments in products, technologies or services that

will conserve energy and/or increase the use of renewable resources (PECO St. 1-DQ, p. 9).

114.  The Energy Loan Fund was established as part of Ohio’s 1999 electric
restructuring legislation (Ohio Revised Code, Sections 4928.61-4928.63) and is financed through
a surcharge on the bills of Ohio’s five investor-owned electric utilities. According to
information on the OEE’s web-site, the surcharge approximates 9 cents per month for the typical

residential customer and 1s expected to remain in place untii 2011, by which time the Fund is

projected to reach $100 million (PECO St. 1-DQ, p. 9).
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115.  Unlike the situation in New York, the programs in New Jersey and Ohio do not
specifically target economic development, but instead seem designed primarily to promote

energy efficiency and the increased use of renewable forms of energy (PECO St. 1-DQ, p. 10).

116. The programs in New York, New Jersey and Chio were implemented on a
statewide basis pursuant to legislative (New York and Ohio) or commission (New Jersey)

mandate and apply equally to all jurisdictional utilities (PECO St. 1-DQ, p. 10).

117. The New York, New Jersey and Chio programs are funded by consumers, either
through surcharges to their utility bills or through tax credits granted the utilities themselves

(PECO St. 1-DQ, p. 10).

118.  There is no evidence that any existing program, in Pennsylvania or elsewhere,
requires utility shareholders to subsidize state-sponsored economic development efforts (PECO

St. 1-DQ, p. 10).

119. A set aside program of “virtually” divested power of the nature described in the
Directed Questions could jeopardize the mitigation plan adopted by the FERC; could have the
inadvertent effect of increasing the price of energy sold at the virtual divestiture auction; and
could expose the Commonwealth or a designated competitive electric generation supplier to

substantial market risk (PECO St. 3-DQ)

120.  The set aside raises serious constitutional “takings™ issues if it were implemented
by requiring “divested” generation to be made available at less than fair market value (PECO St.

12-DQ).
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121.  The set aside is inconsistent with the policy and principles underlying electric

restructuring in Pennsylvania (PECO St. 12-DQ).

122. To avoid the real and potential legal and regulatory obstacles posed by a set aside
of generation as described in Directed Questions 1-4, the Settlement (] 52) provides for PECO to
contribute $8.0 million ($2.0 million in each of the years 2007, 2008, 2009 and 2010) to PEDA
to be used for energy related economic development projects and initiatives of benefit to the

PECO service territory.

123, PEDA has agreed to provide to the Commission and the Joint Petitioners copies
of the report it sends annually to the Governor and the General Assembly so that the use of these
funds can be monitored. As the DEP observed (Statement in Support, p. 3), these dollars,
coupled with other funding made available by the Settlement, ... will promote the use of
efficient, clean and diverse energy technologies in Pennsylvania that will contribute to the
welfare of Pennsylvania’s citizens and to the continued economic prospertty of the

Commonwealth.”

124. Directed Question No. 5 asks the parties to consider the viability of combining the
natural gas operations of PECO, PSE&G and PGW into a “profitable, shareholder owned, public
utility, assuming a revenue stream from off system sales from an LNG facility, and separate

resolution of the problem of a billion dollar debt.”

125. Directed Question No. 5 cannot be answered without extensive further
investigation mcluding an understanding of the transaction terms upon which Exelon and PGW
could agree and the regulatory treatment that would be accorded issues that might grow out of

such a transaction (PECO St. 1-DQ, p. 3).
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126. The Joint Petitioners agree that Direct Question No. 5 requires extensive further
investigation. Therefore, they have recommended in the Settlement (Y 55) that if the
Commission desires to pursue this matter, it should do so in the context of a separate fact-finding

investigation following the consummation of the Merger.

127.  Such a proceeding could serve to identify issues and gather the information
needed to determine whether the contemplated combination of gas operations would be in the

public interest (PECQ St. 1-DQ, p. 16).

128.  This proceeding should not be delayed to obtain, nor the Merger conditioned

upon, the resolution of PGW’s operational, financial and cash flow problems.

129. Directed Question No. 5 inquires as to the viability of consolidating the gas
operations of PECO, PSE&G and PGW into a “profitable, shareholder owned, public utility”
which could either be a newly-formed and independent corporate entity (spin-off) or an entity

owned and operated by Exelon (acquisition).

130. PECO presented the testimony of Mr. Todd J. Jirovec of Booz Allen Hamilton
(PECO St. 13-DQ), who performed an initial assessment of two possible deal structures. Mr.

Jirovec’s analysis was not contested.

131. Based on Mr. Jirovec’s analysis, a spin-off of the PECO and PSE&G gas
properties would create significant diseconomies and cause operating costs to increase relative to

the current organizational and cost structures (PECO St. 13-DQ, p. 7).

132.  Mr. Jirovec estimated that the revenue requirement of the stand-alone business

would increase by approximately $250 million per year and that PECO’s and PSE&G’s electric
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divisions would experience lost economies totaling an additional $150 million per year (PECO

St. 13-DQ, p. 8).

133.  Any synergies that could be achieved by rolling PGW’s gas operations into the

combined entity would fall far short of offsetting these cost increases (PECO St. 13-DQ, p. 9).

134.  Under the acquisition scenario, whereby Exelon would purchase the assets and
business of PGW and combine them with its post-Merger gas operations, Mr. Jirovec identified
areas where savings could be generated and possible constraints that would have to be carefully
evaluated, including PGW’s existing collective bargaining agreements, capital structure and tax
differences, and PGW’s collection probiems (i.e. uncoliectible accounts) (PECO St. 13-DQ, pp.

10-15).

135. The viability and potential profitability of the acquisition scenario would depend,
in part, on the purchase price that the parties were able to negotiate and the ratemaking treatment

it would be given.

136. Because of uncertainties and limitations on the data that were available to him,
Mr. Jirovec was unable to offer an opinion as to whether Exelon’s acquisition of PGW would be

in the public interest (PECO St. 13-DQ).

137.  PGW did not address the hypothetical posed by Directed Question No. 5 - -
namely, the creation of a “profitable, shareholder owned public utility” to house the gas

properties of PECO, PSE&G and PGW (PGW St. 2).
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138. PGW’s witness, Mr. Craig White, commented upon the possible consolidation of
the PECO and PGW gas operations only in a not-for-profit Pennsylvania “state authonty or

similar entity” (PGW St. 2, p. 5).

139. Based upon a “preliminary analysis,” Mr. White concluded that such a structure

“could be viable” (/d., p. 3).

140. Mr. White acknowledged that he had no expertise in matters related to the
purchase or sale of business units or assets (Tr. 527); had never participated in a synergy study
involving the merger of formerly separate utilities (Tt. 528); and was generally unfamiliar with

his suggested “state authority” structure or what it entailed (Tr. 528, 530).

141. Mr. White testified that the “preliminary analysis” on which he based his
conclusions had not been conducted by him or under his direct supervision (Tr. 533); that he was
nnaware that the Joint Applicants had performed their own synergy study (Tr. 540-41}); and that
he had not read the testimony of PECO witnesses William Arndt and Mr. Jirovec as it related to

a possible divestiture of PECO’s gas operations (Tr. 543).

142. Mr. White’s cross-examination revealed that the “preliminary analysis” on which
he relied contained unsupported and unrealistic assumptions including that PECO would be
willing to sell its gas assets for between $1.1 and $1.2 billion, which is marginally above their

net depreciated book value (Tr. 541; PECO Cross-Exam. Ex. 5).

143.  Mr. White testified that a price for the purchase of PECO’s gas assets higher than
that assumed in his preliminary analysis could render the “state authority” model non-viable (TT.

538; PECO Cross-Exam. Ex. 4, p. 7).
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144. Evidence presented in this proceeding, including the testimony of Mr. White
indicates that there is no basis to conclude that PGW’s proposed LNG project is viable or that 1t

would provide any benefits (Tr. 557, 565).

145. The “state authority” model described by Mr. White could make the debt burden

of the new entity worse than that currently faced by PGW alone (Tr. 547-59).

146. PECO’s existing gas rates are substantially less than PGW’s and PECO has not

needed to increase its base rates for nearly twenty years (Tr. 555-556).
147. PECO is more responsive to customer inquiries than PGW (Tr. 579-585).

148. The “municipalization” of PECO’s gas operations would strip the Commonwealth
of significant tax revenues (e.g., state income taxes, capital stock taxes), which would have to be

replaced through other means (Tr. 588-590).

149.  The creation of a “state authority’” as Mr. White proposed would not be in the best

interest of PECQO’s customers or in the public interest.

150.  The initiation of a separate fact-finding investigation, as proposed in the
Settlement, is a reasonable means to address the issues raised by Directed Question No. 5 should

the Commission determine that this matter is worth pursuing.

151. The rates and the imposition of rate caps through December 31, 2010 as provided
for in the Settlement reflect a reasonable compromise and accommodation among the parties of
competing positions and provide a reasonable period of rate certainty to customers, PECO and

the other Joint Petitioners.
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152. The rates established pursuant to the Settlement, based on the evidence considered
in this proceeding as delineated tn Paragraph No. 17 of the Joint Petition, are just and reasonable

rates for PECO and are based on PECO’s cost of providing regulated electric service.

153. PECO remains subject to (a) the continuing authority of the Commission during
the rate cap period under Chapter 13 of the Public Utility Code, 66 Pa. C.S. Chapter 13, to ensure
that its rates are just and reasonable and (b) the continuing obligation to make earnings report

filings pursuant to Chapter 71 of the Commission’s regulations, 52 Pa. Code §§71.1 et seq.
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THE JOINT APPLICANTS’
PROPOSED CONCLUSIONS OF LAW

1. PSE&G is not a public utility as defined in 66 Pa. C.S. §102 in that it does not
offer or render service to or for the public in this Commonwealth. Application Of New York State
Electric & Gas Corporation; Request For Abandonment Of Electric Service, Docket Nos. A-

93538, A-110001, F.200 (January 17, 1991).

2. The Joint Applicants have established by a preponderance of substantial evidence
that the Merger, as described in the Merger Agreement and the Joint Application and subject to
the terms of the Settlement will affirmatively promote the service, accommodation, convenience,
or safety of the public in a substantial way; and, therefore, satisfies the legal standard, if
applicable, set forth in 66 Pa.C.S. §1103(a), as interpreted by the Pennsylvania Supreme Court in
York v. Pa. P.U.C., 449 Pa. 136, 295 A.2d 825 (1972), for the issuance of a certificate of public

convenience evidencing the PUC’s approval under 66 Pa.C.S. §1102(a)(3) of the Merger.

3. The Joint Applicants have established by a preponderance of substantial evidence
that the Merger, as described in the Merger Agreement and the Joint Application and subject to
the terms of the Settlement, will not result in any anti-competitive or discriminatory conduct,
including the unlawful exercise of market power, which will prevent retail electricity customers
in this Commonwealth from obtaining the benefits of a properly functioning and workable
competitive retail electricity market in contravention of the legal standard set forth in 66 Pa.C.S.

§2811(e).

4. The Joint Applicants have established by a preponderance of substantial evidence
that the Merger, as described in the Merger Agreement and the Joint Application and subject to

the terms of the Settlement, will not: (1) result in any anti-competitive or discriminatory conduct,



including the unlawful exercise of market power, which will prevent retail gas customers in this
Commonwealth from obtaining the benefits of a properly functioning and effectively competitive
retail natural gas market in contravention of the legal standard set forth in 66 Pa.C.S.
§2210(a)(1); or (2) produce any unreasonable, adverse effect on the employees of PECO’s Gas
Division or on any authorized collective bargaining agent representing those employees, as the

same are defined in 66 Pa. C.S. §2210(a)(2).

5. No further approval from the Commission is required to consummate the Merger

described in the Merger Agreement and the Joint Application.



THE JOINT APPLICANTS’
PROPOSED ORDERING PARAGRAPHS

l. The Joint Application Of PECO Energy Company And Public Service Electric
and Gas Company For Approval Of The Merger Of Public Service Enterprise Group

Incorporated With And Into Exelon Corporation is hereby granted and approved.
2. The Joint Petition for Settlement is hereby granted and approved.

3. PECO Energy Company is hereby granted a Certificate of Public Convenience
evidencing approval of the merger of Public Service Enterprise Group Incorporated with and into
Exelon Corporation under 66 Pa. C.S. §1103(a) if, and to the extent that, such approval is

required.

4. The Protests filed in this proceeding and not satisfied or withdrawn pursuant to

the terms of the Settlement are denied and dismissed.

5. The proceedings at Docket No. A-110550F0160 are concluded and the docket

shall be marked closed.

6. PECO Energy Company shall file with the Commission written notice of the

Merger within 30 days of the consummation of that transaction.
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112 FERC § 61,011
UNITED STATES OF AMERICA
. FEDERAL ENERGY REGULATORY COMMISSION

Before Commissioners: Pat Wood, I, Chairman;
Nora Mead Brownell, Joseph T. Kelliher,
and Suedeen G. Kelly.

Exelon Corporation - Docket No. EC05-43-000
Public Service Enterprise Corporation, Inc. -

ORDER AUTHORIZING MERGER UNDER SECTION 203 OF THE FEDERAL
POWER ACT

(Issued July 1, 2005)

]. In this order, the Commission authorizes the merger of Exelon Corporation
(Exelon) and Public Service Enterprise Group Incorporated (PSEG Heldings)
(collectively, Applicants) to form Exelon Electric & Gas Corporation (EE&G). This
order benefits customers because it ensures that the transaction, which includes
mitigation of market effects through very substantial divestiture of generation, is
consistent with the public interest, as required by section 203 of the Federal Power Act!
(FPA).

Background

A. The Parties

2. Exelon is a registered holding company, under the Public Utility Holding
Company Act of 1935 (PUHCA)? that distributes electricity to approximately 5.1 million
customers in 11linois and Pennsylvania through its subsidiaries, mainly Commonwealth
Edison (ComEd) and PECO Energy (PECO). Through ComEd and PECQ, it is the
Provider of Last Resort (POLR) for customers who do not or cannot exercise retail choice
for their electricity needs in Illinois and Pennsylvania, respectively. Exelon is also
involved in gas distribution through PECO. The PECO gas facilities are local
distribution facilities that are not interstate facilities and, therefore, are not subject to the

116 U.S.C. § 824(b) (2000).

215 U.8.C § 79 (2000).
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Commission’s jurisdiction under the Natural Gas Act.® Exelon Generation Company,

LLC {Exelon Generation) conducts Exelon’s generation business. Exelon Generation

owns or controls generation assets throughout the country with a net capacity of
approximately 33,000 MWs, including ownership interests in [ 1 nuclear generating
stations.

3. PSEG Holdings is an exempt public utility holding company, under PUHCA, with
four major subsidiaries, including Public Service Electric and Gas Company (PSE&G),
which is a public utility company engaged in the transmisston and distribution of electric
energy and gas service to approximately 3.6 million customers, primarily in New Jersey.
PSEG Holdings’ subsidiaries also include PSEG Power LLC, the parent company of
most of PSEG’s United States power production business, PSEG Services Corporation,
and PSEG Energy Holdings LLC, the parent company of PSEG’s other businesses.

4, Both Exelon and PSEG Holdings have transferred control of their transmission
systems to the PJM Interconnection, LLC (PIM), a Commission approved Regional
Transmission Organization (RTO). Both entities sell power under market-based rate
authority.”

B. The Proposed Transaction

5. On February 4, 2005,5 Exelon and PSEG Holdings filed, under section 203 of the
FPA and Part 33 of the Commission’s Regulations,® an application for Commission
approval of a transaction that includes: (1) Exelon’s acquisition of PSEG Holdings and .
the resulting indirect merger of Exelon’s and PSEG Holdings’ jurisdictional facilities;
and (2) the internal restructuring and consolidation of Exelon’s and PSEG Holdings’
subsidiaries to establish an efficient corporate structure for EE&G.

6. PSEG Holdings would no longer have a separate corporate existence and would
merge into Exelon, forming EE&G. PSEG Holdings’ shareholders would each receive
1.225 shares of Exelon common stock for each PSEG Holdings share held and cash in

3 Application at 7.
4 Exelon Generation Company, LLC, 93 FERC Y 61,140 (2000); PSEG Energy

Resources & Trade, LLC, Unpublished Letter Order in Docket Nos. ER99-3151-002 and
ER97-837-003 (June 16, 2003).

* Applicants submitted an errata to their application on February 9, 2005.

18 C.F.R. § 33 (2004).
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lieu of any fraction of an Exelon share that a PSEG shareholder would have otherwise
been entitled to receive. EE&G will remain the ultimate corporate parent of PECO and
ComEd and other Exelon subsidiaries and will become the corporate parent of PSE&G
and a}l other PSEG subsidiaries. EE&G will assume all of PSEG Holdings’ outstanding
indebtedness.

7. EE&G will be a registered public utility holding company under PUHCA.
ComEd, PECO and PSE&G will continue to operate franchised public utility companies.

8. In addition to merging jurisdictional assets, Applicants intend to revise their
corporate structure. They plan to make PSE&G a direct subsidiary of Exelon Energy
Delivery Company LLC and keep the subsidiaries of PSE&G intact. PSEG Energy
Holdings LLC will become a direct subsidiary of EE&G and the subsidiaries of PSEG
Holdings LLC will remain intact. The PSEG Services Corporation will sell all of its
assets to Exelon Business Services Company, making Exelon Business Services
Company the sole “service company” of EE&G. PSEG Power and its direct subsidiaries,
PSEG Nuclear, PSEG Fossil and PSEG Energy Resources and Trade, would all become
part of Exelon Generation, and their business functions would become part of their
respective Exelon Generation business units. The subsidiaries owned by PSEG Power,
PSEG Nuclear, PSEG Fossil and PSEG Energy Resources and Trade, will either be
merged into Exelon Generation or kept as direct subsidiaries of Exelon Generation. The
reorganization will not result in merchant affiliates that have market-based rate authority
being moved back into the regulated companies of EE&G.

9. Applicants state that the proposed merger will benefit the public interest by
providing an increased scale and scope of both energy delivery and generation, improved
service and reliability, and a more balanced generation portfolio to serve over seven
million electric customers and two million gas customers. Applicants’ further state that
the proposed merger will lead to improved stability, higher capacity utilization rates and
lower costs from combining the nuclear operations under Exelon’s experienced
management.

C. Standard of Review under Section 203

10.  Section 203(a) provides that the Commission must approve a merger if it finds that
the consolidation “will be consistent with the public interest.””” The Commission’s
analysis under the Merger Policy Statement of whether a consolidation is consistent with
the public interest generally involves consideration of three factors: (1) the effect on

"1d.
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competition; (2) the effect on rates; and (3) the effect on regulation.s As discussed
below, we will approve the proposed merger as consistent with the public interest and
find that it will not adversely affect competition, rates, or regulation.

1. Effect on Competition

a. Applicants’ Analysis of Horizqntal Competitive Issues

11.  Exelon retained Dr. William Hieronymus and PSEG Holdings retained Mr.
Rodney Frame to analyze the effect of the merger on competition. Both witnesses
identify three relevant products: non-firm energy, capacity, and ancillary services,
across the geographic markets affected by the merger. Both witnesses conclude that,
as mitigated, the merger will not harm competition.

i. Energy Markets

12. Dr. Hieronymus identifies four relevant geographic markets using the approach
described by Appendix A of the Merger Policy Statement: Expanded PIM, PJM Pre-
2004, PIM East, and Northern PSEG.” In his analysis of non-firm energy markets, Dr.
Hieronymus uses economic capacity and Available Economic Capacity, as defined in the
Merger Policy Statement, as proxies to represent a supplier’s ability to participate in the

8 Inquiry Concerning the Commission’s Merger Policy Under the Federal Power
Act: Policy Statement, Order No. 592, 61 Fed. Reg. 68,595 (1996), FERC Stats. & Regs.,
Regulations Preambles July 1996-December 2000 § 31,044 (1996), reconsideration
denied, Order No. 592-A, 62 Fed. Reg. 33,341 (1997), 79 FERC { 61,321 (1997) (Merger
Policy Statement); see also Revised Filing Requirements Under Part 33 of the
Commission’s Regulations, Order No. 642, 65 Fed. Reg. 70,984 (2000), FERC Stats. &
Regs.. Regulations Preambles July 1996-December 20009 31,111 (2000), order on
reh’g, Order No. 642-A, 66 Fed. Reg. 16,121 (2001), 94 FERC § 61,289 (2001) (Merger
Filings Requirements Rule). '

® Expanded PIM is all of PIM including American Electric Power Service
Corporation (AEP), Dayton Power and Light, and ComEd; PIM Pre-2004 is the portion
of PIM consisting of the original PIM members in MAAC plus Allegheny Energy Supply
Company, LLC (Allegheny); PIM-East is that.part of PJM east of the Eastern Interface
within PJM; and Northern PSEG is the portion of the PSE&G service territory in
northeastern New Jersey. However, Dr. Hieronymus does not place Northern PSEG on
par with the other three relevant markets.
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market.'® He uses the Delivered Price Test to evaluate the effect on competition in the
relevant markets over 10 separate time periods: Super Peak, Peak and Off-Peak periods
for Summer, Winter and Shoulder seasons, along with an extreme Summer Super Peak.
Dr. Hieronymus uses a range of prices from $20 per megawatt hour (MWh) in the
Shoulder Off-Peak to $250 per MWh in the extreme Summer Super Peak. He considers
actual prices in the PIM markets durmg 2004, fuel prices in 2004, and forecast fuel prices
for-2006, the test year for his analysis."’

13.  Inhis analysis, Dr. Hieronymus presumes simultaneous import limits for i imports
into each geographi¢ market based on a study conducted by PSE&G’s transmission
engineering group. The simultaneous import limits in his analysis are 7,300 MW for
PiM-East; 4,600 MW for PJM Pre-2004; and 7,500 MW for Expanded PJM. Dr.
Hieronymus allocates scarce transmission availability on a pro rata basis.

14.  Dr. Hieronymus states that Exelon has several long-term contracts that are relevant
to the analysis. Exelon has long-term contracts to purchase the output of two coal-fired
generating plants and approximately 3,600 MW of supply from peaking facilities, all in
the ComEd service territory. Dr. Hieronymus assigns control of that capacity to Exelon.
Exelon sells 400 MW of the output of the Clinton nuclear unit under a long-term cortract,
and Dr. Hieronymus assigns control of that capacity to the buyer. He states that PSE&G
has sold a substantial amount of energy and capacity in the New Jersey Basic Generation
Service auction. He assigns control of that capacity to PSE&G. He does, however,
consider those commitments as part of PSE&G’s native load deduction in his analysis of
Available Economic Capacity.

15. Wl[hOLl[ mitigation, Dr. Hieronymus reports failures of the Competitive Analysis
Screen'? for economic capacity in all season/load conditions in PIM East, PIM Pre-2004,
and Expanded PJM. For PJM-East, the screen failures are most severe, with post-merger
market concentrations ranging from 2,057 to 2,492 on the Herfindahl-Hirschman Index.
(HHI) (indicating a highly concentrated market) and merger-related changes in HHI
ranging from 848 1o 1,067 HHI, -all well above the 50 HHI screening threshold for highly

' Each supplier’s “economic capacity” is the amount of capacity that could
compete in the relevant market given market prices, running costs, and transmission
availability. “Available Economic Capacity” is based on the same factors but subtracts
the suppliers’ native load obligation from its capacity and adjusts transmission
availability accordingly.

" Hieronymus Testimony, Exhibit J-1, at 37.

'> Merger Policy Statement, Appendix A at 30,128 (Competitive Analysis Screen).
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concentrated markets. As stated in the Merger Policy Statement, for moderately
concentrated markets (1000 < HHI < 1800), the screening threshold for the change in
HHI is 100. For the PJM Pre-2004 and Expanded PIM markets, the post-merger HHIs
indicate moderately concentrated markets, with merger-related increases in HHI ranging
from 172 to 668 HHI, all above the 100 HHI screening threshold for moderately
concentrated markets.

16.  For the other markets that could be affected by the merger, Northern PSEG,
Electric Reliability Counsel of Texas (ERCOT) and 1SO New England, Inc. (ISO-NE),
Dr. Hieronymus does not perform a complete competitive screen analysis, but explains
why he thinks such an analysis is not necessary and why the merger will not harm
competition in those markets.

17.  For Northern PSEG, Dr. Hieronymus argues that because Exelon does not own
any generation in that market, the merger will not harm competition. He states that when
there are not binding transmission constraints for imports into Northern PSEG, the
geographic boundaries of the market are at least as broad as PYM-East, and he states that
Applicants’ proposed mitigation will offset any increase in market concentration in that
market."® He argues that when there are import constraints for Northern PSEG, it should
be considered a separate market from PIM East. However, in that case, the merger will
not increase the amount of capacity controlied by the merged firm or its incentive to
withhold generation to raise prices, because Exelon does not own any capacity in
Northern New Jersey, so there is no overlap between the Exelon and PSE&G’s
generation capacity in that market. Despite his argument, Dr. Hieronymus does analyze
Northern PSEG and shows screen failures due to some of Exelon’s capacity being
included in the pro rata allocation of transmission availability. His analysis shows post-
merger concentrations ranging from 2,750 to 7,288 HHI, with merger-related increases in
concentration ranging from 99 to 204 HHI. He finds that divesting 100 MW of
generating capacity in Northern PSEG would return market concentration levels to
approximately the pre-merger levels, with the concentration increasing by less than 50
HHI for some load levels and falling in others. He states that if the Commission decides
it is necessary to mitigate the screen failures, Applicants would divest sufficient
generation in the Northern PSEG market as part of their overall divestiture plan.

18.  Dr. Hieronymus argues that there is little overlap between Exelon and PSE&G’s
generation assets in the ERCOT market. He states that Exelon owns or controls 3,651
MW of generation capacity, mostly in the North zone of ERCOT, while PSE&G owns
2,026 MW of affiliated generation capacity in the West and South zones. He argues that
because Applicants’ capaeity is in different zones within ERCOT, the only market that

3 Northern PSEG is a subset of PJM-East.
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could be affected by the merger is ERCOT as a whole. He states that Exelon and
PSE&G’s capacity in ERCOT is less than five percent and 2.5 percent respectively, so
the merger-related change in HHI would only be approximately 20 HHI, well under
Commission’s screening threshold."

19.  For the ISO-NE market, Dr. Hieronymus also argues that, because Exelon’s and
PSE&G’s generation is in different constrained regions, the smallest relevant market in
which both Applicants’ generation would compete would be ISO-NE as a whole. He
concludes that because Exelon and PSE&G control only two and three percent of the
generation caEacny in ISO-NE, combining such small market shares would not harm
competmon

20. PSE&G’s witness, Mr. Frame, also analyzes non-firm energy markets, using
economic capacity and Available Economic Capacity to represent a supplier’s ability to
participate in the market. Mr. Framie analyzes three geographic markets using the
approach described by Appendix A of the Merger Policy Statement: Expanded PIM,
PJM Pre-2004, PIM East. He uses the Delivered Price Test to analyze the effect of the
merger on market concentration. Like Dr. Hieronymus, Mr. Frame uses ten season/load
conditions. He uses a range of prices from $30 to $150 per MWh based on prevailing
markel-clearing prices in PJM aver the last two years for the relevant season/load
conditions. He allocates scarce transmission availability on a pro rata basis and imposes
simultaneous imports limitations in his analysis. Mr. Frame states that he follows the
Commission’s procedures by assigning control of generation under contract to the party
that has operational control of the facility.

21. M. Frame’s results are consistent with those of Dr. Hieronymus. He reports
screen failures in PIM-East and Pre-2004 PJM for all season/load conditions, and in
Expanded PJM for most season/load conditions. For PIM-East, he reports post-merger

“Dr. Hieronymus refers to the “2ab” change in HHI, which is derived from the
dlfference between adding the squares of the pre-merger market shares of the two flrms
(a® + b), and squaring the combined firm’s post-merger market share ((a+b)’ = (a’ + b” +
2ab)). The term is commonly used in analyses of changes in market structure.

** Dr. Hieronymus cites the Commission’s finding in USGen New England, Inc.,
109 FERC q 61,341 (2004), where the Commission approved the purchase of
approximately 7 percent of the capacity in ISO-NE by a company that already controlled
approximately 6 percent of the capacity in ISO-NE. A “2ab™ analysis of combining
Exelon’s and PSEG’s capacity in 1SO-NE would lead to an increase of approximately 12
HHI, well below the screening thresholds of 50 HHI for highly concentrated markets and
100 HHI for moderately concentrated markets.
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concentrations ranging from 1,688 to 2,816 HHI, with merger-related changes in HHI
ranging from 695 to 1,252 HHI, all well above the Commission’s screening thresholds.
For Pre-2004 PJM, he reports post-merger concentrations ranging from 1,133 to 1,509
HHI, with merger-related changes in HHI ranging from 336 to 443 HHI, all well above
the Commission’s screening thresholds. For Expanded PIM, he reports post-merger
concentrations ranging from 919 to 1,197 HHI, with merger related changes in HHI
ranging from 178 to 236 HHI, with six of the ten season/load conditions above the
Commission’s screening thresholds.

22.  Dr. Hieronymus also performs a Competitive Analysis Screen for Available’
Economic Capacity in Expanded PIM, PJM Pre-2004, PJM East, and Northern PSEG.
However, he argues that Available Economic Capacity is not an accurate measure in PJM
because utilities have been largely released from their native load obligations in states
with retail choice programs; or serve as providers of last resort through power purchase
agreements, or, in the case of New Jersey, through the Basic Generation Service auction.’
He reports screen failures in eight of the 10 season/load conditions in PIM East,' all
season/load conditions in PJIM Pre-2004, and none of the season/load levels for Expanded
PIM.

23.  Mr. Frame aiso performs a Competitive Analysis Screen for Available Economic
Capacity in Expanded PIM, PJM Pre-2004, and PJM East. He states that Available
Economic Capacity is difficult to measure in PJM because native load obligations have
changed in states with retail choice programs, standard offer services and Basic
Generation Service auctions. He states that the purpose of his Available Economic
Capacity analysis is to show that the mitigation offered to address the screen failures in
the Economic Capacity analysis will mitigate any Available Economic Capacity screen
violation. He states that he uses conservative assumptions for his Available Economic
Capacity analysis and reports screen failures for most season/load conditions for those
markets, all of which are eliminated by the mitigation. '

24.  Like Dr. Hieronymus, Mr. Frame argues that it is not necessary to analyze the
effect of the merger on competition in the Northern New Jersey market because Exelon
does not own any generation in that market. He does, however, analyze Northern New
Jersey by starting with his analysis of the PJM East market, removing suppliers located in

16 Under the scenario where only the PECO and PSE&G loads are taken into
account, there are no screen failures. However, when all PIM Pre-2004 loads are
considered, there are screen failures in all seasons. According to Dr. Hieronymus, this
assumption is not critical to the outcome of his analysis because the mitigation for the
screen failures in economic capacity more than offsets the increases in concentration in
Available Economic Capacity under either assumption.
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Northern New Jersey, and then allocating the import capability into Northern New Jersey
among the PJM East suppliers.” He states that based on his analysis, divesting
approximately 100 MW of generation capacity. including at least 80 MW of coal-fired
capacity within Northern New Jersey, would eliminate any screen violations in the
Northern New Jersey Market.

ii. Mitigation for identified screen failures

25.  Applicants propose mitigation to address the harm to competition indicated by the
screen failures. First, they propose divesting 2,900 MW of generation capacity in PIM-
East in order to eliminate the peak and super-peak screen failures described above. The
2,900 MW would consist of 1,000 MW of peaking generation and 1,900 MW of mid-
merit generation, of which at least 550 MW would be coal-fired capacity. They state that
no more than half of the 2,900 MW would be sold to a single buyer and that no capacity
would be sold to a market participant with a greater than five percent market share in
PJM-East or Expanded PJM (original Buyer Restrictions).'® Applicants note that they
have not yet identified the specific generation units that they intend to divest. They do,
however, list those generating units that will be considered for divestiture."* Applicants
also state they will make a compliance filing showing the effect on market concentration
given the actual divestitures.

26.  Applicants originally committed to complete the divestiture within 18 months after
the date of merger consummation, but later committed to complete the divestiture within
12 months.®® They recognize that the Commission requires that interim mitigation for
any merger-related harm to competition be in place at the time of merger consummation.
Accordingly, they propose that within 30 days following the end of the month in which
the merger closes, they will sell the rights to 2,900 MW of energy and capacity from

17 Frame Testimony at 39-40.

" Applicants’ original commitment was designed to ensure that the divestiture will
reduce market concentration enough to eliminate the harm to competition indicated by ,
the screen failures. If, for example, the capacity were sold to an existing market
participant with a large market share, or if all of the capacity were sold to a single buyer,
the divestiture would not restore market concentration to a level close to the pre-merger
concentration. Applicants subsequently revised their mitigation proposal, eliminating
most of the Buyer Restrictions.

¥ Application, Exhibit J-12.

20 Answer at 47.
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designated coal, mid-merit and peaking facilities in PJM-East.”) As with the permanent
mitigation, they state that no more than half of the 2,900 MW would be sold ta a single
buyer and that no capacity would be sold to a market participant with a greater than five
percent market share in PJIM-East of Expanded PIM. The interim contracts will have a
minimum term of one month and will be in effect for no longer than 18 months after

" merger consummation. Applicants explain that the purchasers of the interim capacity and

energy will acquire all of the Unforced Capacity associated with the units, and full
dispatch unit and offering rights, including the right to call for market-based ancillary
services, thus enabling the 2purchaser to offer the units into the PIM capacity, energy and
ancillary services markets.” '

27.  Applicants propose a “‘virtual divestiture” to address the Appendix A screen
failures for the off-peak periods. They will sell long-term energy rights from nuclear
baseload units.*> They state that the virtual divestituré will remove any merger-related
increase in Applicants’ ability or incentive to withhold baseload energy in order to
exercise market power. Applicants propose virtually divesting 2,250 MW of energy from
nuclear units located in PJM-East in order to address the screen failures in that market.*
They note that Dr. Hieronymus’ analysis shows that an additional divestiture of 200 MW
of capacity in the larger Pre-2004 PIM market is also required and, accordingly, they will
virtually divest another 200 MW of baseload nuclear energy in the larger, Pre-2004 PIM
market.

1

28.  Applicants state that the virtual divestiture will take one of two forms: (1) a firm
sales contract expiring no earlier than 15 years after the date of the merger consummation
(Long-Term Contract Option); or (2) an annual auction of 3-year entitiements to baseload
energy, in 23 MW blocks. Applicants state that the auction process will be administered

o Application at 34.
22 Cassidy testimony at 6.

2 The energy sales are not meant to address the identified screen failures in the
capacity markets; rather, they target the off-peak energy screen failures described above.
Applicants have provided a separate mitigation plan for capacity markets, which is
described later in this order.

4 Exelon’s witness, Dr. Hieronymus, identified the need to divest 2,400 MW of
baseload capacity in order to restore competition in PJM-East. Applicants argue that
“virtually” divesting 2,250 MW on a 100 percent load factor basis is the “energy
equivalent” of selling 2,400 MW of capacity operating at Exelon’s historical capacity
factor of 93 percent. Application at 24.
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by an independent auction manager 1n order (o ensure a transparent and objective auction
process.25 The sum of the baseload energy entitlements sold under the two options will
be 2,450 MW (Baseload Mitigation Amount), unless, as described below, the Baseload
Mitigation Amount needed to mitigate harm 1s reduced by other structural mitigation -
measures. In addition, no single purchaser will be allowed to purchase more than 50
percent of the Baseload Mitigation Amount.

29.  Applicants state that under the Long-Term Contract Option, they will sell
entitlements to PJM East baseload nuclear energy for terms of at least 15 years in return
for cash or similar rights to energy taken for delivery outside of PIM (Energy Swap).
Applicants originally committed to the divestiture restrictions regarding the potential
purchasers under the Long-Term Contract Option, and, additionally, committed that they
will not sell more that 25 percent of the Baseload Mitigation Amount to market
participants owning three to five percent of the installed generation capacity in Expanded
PIM or PJM East

30.  Applicants state that, under the auction option, the auctions will be held to
coincide with the New Jersey Basic Generation Service auctions. The product to be
auctioned will be a three-year obligation to take 25 MW of “7 x 24” energy. In the first
year, the auction will be phased in by selling one third of the capacity for a one-year
term, one third of the capacity for a two-year term, and one third of the capacity for a
three-year term. In subsequent years, one third of the capacity will be sold for a three-

year term.”’

2% Cassidy Testimony atl4.

26 Applicants argue that this additional condition is to ensure that the virtual
divesture will sufficiently mitigate the harm to competition indicated by the off-peak
screen failures.

%7 As constructed, the Auction Amount will be under contract at all times. For |
example, assuming the Auction Amount were 1,500 MW in the first year (in that case
2,250 MW minus 750 MW under the Long-Term Contract Option), 500 MW would be
under one-year contracts, 500 MWs would be under the first year of two-year contracts,
and 500 MWs would be under the first year of three-year contracts. In the second year,
500 MWs would be under the second year of two-year contracts, 500 MW would be
under the second year of three-year contracts, and the 500 MWs that expired under the
initial one-year contracts would be in the first year of new, three-year contracts. So each
year, one third of the existing contracts expire and are replaced by new three-year
contracts.
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31.  Dr. Hieronymus analyzes the effect of the merger, given Applicants’ proposed
mitigation, and finds that the merger would not harm competition., For PIM-East, the
merger-related changes in concentration range from falling by 101 HHI in the Winter
Peak period to rising by 63 HHI in the Winter Super Peak period. The post-merger and
mitigation markets are moderately concentrated for all season/load conditions, with the
change in market concentration falling within the Commission’s tolerance for all periods.
For PIM Pre-2004 and PJM Expanded, with mitigation, the markets are moderately
concentrated in 14 of the 20 total season/load conditions and unconcentrated in the other .
6 season/load conditions. With exception of one season/load condition in each market,
all of the changes in concentration are within the Commission’s tolerances. Dr.
Hieronymus concludes that Applicants’ proposed mitigation eliminates any harm to
competition indicated by the screen failures in his analysis of economic capacity. In
addition, the proposed mitigation would reduce market concentration below the pre-
merger level in the three PJIM markets in all season/load conditions for Available
Economic Capacity. Therefore, he also concludes that the proposed mitigation eliminatés
any harm to competition indicated by the screen failures in his analysis of Available
Economic Capacity.

32.  Mr. Frame also finds that the proposed mitigation would eliminate the harm to
competition in energy markets indicated by the screen failures in economic and Available -
Economic Capactty. Mr. Frame finds that the proposed mitigation would reduce market
concentration below the pre-merger level in the three PYM markets in virtually all
season/load condition for Available Economic Capacity. For economic capacity, he finds
that the post-merger and mitigation markets will be moderately concentrated for 15 of the
30 season/load condition in the three PIM market scenarios and unconcentrated for the
other 15 season/load conditions, with all changes in HHI falling within the Commission’s
tolerance levels.

Notice of Filing and Pleadings

33.  Notice of Applicants’ filing was published in the Federal Register,”® with
interventions and protests due on or before April 11, 2005. Numerous parties filed
motions to intervene.”’ The Pennsylvania Public Utility Commission, the New Jersey

28 70 Fed. Reg. 8,355 (2005).

2 NRG Power Marketing, Inc., Arthur Kili Power, LLC, Astoria Gas Turbine
Power, LL.C, Vienna Power, LLC, and Indian River Power LLC (collectively NRG
Companies); Dynegy Power Corp. (Dynegy); Consolidated Edison Company of New
York (ConEd NY); Reliant Energy, Inc. (Reliant); Amerada Hess Corporation (Hess);
New Athens Generating Company (New Athens); Strategic Energy, LLC (Strategic); LS

{continued...)
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Board of Public Utilities and the Illinois Commerce Commission filed notices of
intervention. Additionally, several parties filed motions to intervene and protests and
some parties file motions to intervene and comments™. Allegheny Electric Cooperative,

Power Associates, LP (LS Power); Constellation Energy Commodities Group, Inc.
(CCQ), together with Constellation Generation Group, LLC (CGG), and Constellation
NewEnergy, Inc. (CNE) (collectively, Constellation); American Electric Power Service
Corporation (AEP); Wisconsin Electric Power Company (Wisconsin Electric); East Coast
Power LLC (ECP); New Jersey Large Energy Users Coalition (NJLUPC); Mid-Atlantic
Power Supply Association (MAPSA); UGI Development Company (UGID); and TXU
Portfolio Management Company {d/b/a TXU Wholesale- Markets) (TXU).

* Protests and motions to intervene were received by Ameren Services Company, -
who later filed a motion to withdraw their protests but not their motion to intervene; the
Maryland Office of the Peopie’s Counsel (Office of the People’s Counsel); New Jersey
Division of the Ratepayer Advocate (Division of the Ratepayer Advocate); National
Railroad Passenger Corporation (Amitrak); PIM Industrial Consumers Coalition
(Coalition) and Philadelphia Area Industrial Energy Users Group (Energy Users Group);
Hoosier Energy Rural Electric Cooperative, Inc. (Hoosier); Direct Energy Services
(Direct Energy); Dominion Energy, Inc. (Dominion); City of Dowagiac, Michigan
(Dowagiac); Environmental Law and Policy Center; Pennsylvania Office of the
Consumer Advocate (POCA); American Public Power Association (APPA) and the
National Rural Electric Cooperative Association (NRECA); Midwest Generation, LLLLC
(Midwest Generation); Citizen Power, with the Energy Justice Network, the Illinois
Public Interest Research Group, New Jersey Citizen Action, the New Jersey Public
Interest Research Group, the Pennsylvania Public Interest Research Group, Public
Citizen’s Energy Program, and Three Mile Island Alert (collectively, Citizen Power
et al.); FirstEnergy Service Company, with Pennsylvania Electric Company, .
Metropolitan Edison Company; Jersey Central Power & Light Company, and FirstEnergy
Solutions Corporation (collectively, FirstEnergy); Pepco Holdings Inc., with Potomac
Electric Power Company, Delmarva Power & Light Company, Atlantic City Electric
Company, Conectiv Energy Supply, Inc., and Pepco Energy Services, Inc. {collectively,
PHI Companies), who later filed a Notice of Conditional Support; PPL Electric Utilities
Corporatton, with PPL Energy Plus, LLC, PPL Brunner Island, LLC, PPL Holtwood,
LLC, PPL Martins Creek, LLC, PPL. Montour, LLC, PPL Susquehanna, LLC, and Lower
Mount Bethel Energy, LLC (collectively, PPL Companies); the Office of the Attorney
General for the State of Illinois; NiSource Inc. (NiSource}; Philadelphia Gas Works and

(continued...)
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Inc. (Allegheny Electric), Indiana Utility Regulatory Commission, and H-P Energy
Resources LLC each filed motions to intervene out-of-time. ‘ .

34.  Three individuals® filed comments in this proceeding expressing concerns about
the proposed merger and the effect it would have on individual consumers and the future
energy markets. We find that the issues raised by the individual commentors are outside
the scope of this proceeding.

A.  Protests
35.  Protestors state claims of factual errors in Applicants’ analyses: (1) Hoosier
contends that Dr. Hieronymus understated the amount of generation controlled by
Applicants when developing the Competitive Analysis Screen because he failed to
include a 200 MW power purchase agreement between PECO and Hoosier in 2006;
(2) the PHI Companies state that Conectiv Energy Services, Inc. only controls 2,595 '
MW of generating capacity in PJM East rather than the 4,800 MW used in Applicants’
analyses; (3) the analyses should have included the PPL Companies recently-completed
600 MW Lower Mount Bethel combined cycle facility; and (4) the analyses failed to
account for Dominion’s native load obligation in the calculation of Available Economic
Capacity. Some protestors, including the PHI Companies, argue that given the material
issues of fact raised by inaccuracies in Applicants’ analysis, a hearing is necessary.

36. A number of protestors argue that Applicants have not analyzed all of the
geographic markets that will be affected by the merger. The POCA argues that

Dr. Hieronymus and Mr. Frame understated the extent of market concentration resulting
from the proposed merger and that it is unclear whether Applicants analyzed all relevant
load pockets and geographic markets, especially the Northern New. Jersey load pocket.

37.  Protestors argue that Dr. Hieronymus failed to analyze the merger’s effect on
markets-in PJM other than PJM- East, PJM Pre-2004, and PIM-Expanded.

the City of Philadelphia (collectively, City of Philadelphia); and H-P Energy Resources,
LLC (H-P Energy). Comments were filed by the American Antitrust Institute (AAI);
Williams Power Company (Williams); and the New Jersey Board of Public Utilities
(NJBPU).

! William E. Cleary and Kevin B. Carr filed comments in this docket. We also
received an unsigned filing that ends with the term “the insider.”
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38.  Environmental Law and Policy Center is concerned about the effects that the
proposed merger would have on market power in the Midwest 1SO markets and its effect
on the interconnection between the Midwest 1SO and the PIM markets.

39.  FirstEnergy, through its expert, Ms. Julia Frayer, argues that Applicants’
Appendix A analysis underestimates the Applicants’ combined post-merger market
power, understates the * levels in the relevant PJM markets and leads to Applicants’
proposal of inadequate mitigation. Ms. Frayer specifically questions Dr. Hieronymus’
fuel price and market price assumptions. She performs an alternative analysis showing
higher concentration levels and merger-related changes in concentration, and, thus,

‘higher amounts of capacity needing to be divested. Other protestors, including the

New Jersey Advocate, question assumptions in Dr. Hieronymus’ analysis and argue that
he should have performed tests of sensitivity of his results to changes in the underlying
assumptions. They conclude that a hearing is necessary to determine the accuracy of his
assumptions and any effects on his results.

40.  FirstEnergy argues that Applicants overestimate the entry of new generation and
underestimate the retirement of old generation, thus overstating the degree of competition
in PJM and understating the merger’s effect on competition. Ms. Frayer argues that when
Dr. Hieronymus’s erroneous assumptions regarding entry and exit (along with other
assumptions she questions) are corrected, post-merger concentration levels are as high as
2,818 HHI, calling for up to 900 MW more capacity to be divested in order to mitigate
the harm to competition. '

41.  Hoosier also raises questions regarding the model that Applicants used to perform
the Competitive Analysis Screen. It states that Applicants should be required to submit
studies regarding the effect the increased consolidation of suppliers as a result of the
proposed merger would have on market power concentration in PJM and other affected
markets. Hoosier specifically questions Dr. Hieronymus’ use of a pro-rata allocation of
scarce transmission availability rather than an economic allocation, which it asserts is
more accurate and which would result in greater merger-related changes in market
concentration and thus a need for a larger amount of generation divestiture. Hoosier
argues that if the Commission does not reject the application outright, then the
Commission should establish an evidentiary hearing to address the issues of fact raised
by the proposed merger. The PPL. Companies aiso protest the lack of support for
Applicants’ use of the ‘squeeze down’* method to allocate imports into the relevant PIM

% Under the “squeeze down” allocation method, shares of available transmission
are allocated at each interface, diluting as they get closer to the destination market. When
there is competing economic supply 1o get through a constrained transmission interface
into a control area, the transmission capability is allocated (o the suppliers in proportion

(continued...)
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markets and the failure to address the effect of Applicants’ Financial Transmission Rights
on transmission capacity in the affected markets. -

42. The PHI Companies question the value of Applicants’ Available Economic
Capacity analysis because state-level restructuring is at different stages in the various
PIM states. Thus, the deduction for native load obligations used in Available Economic
Capacity analysis does not accurately reflect competitive conditions in the various PIM
geographic markets analyzed by Dr. Hieronymus. The PHI Companies also argue that .
the native load deduction in Dr. Hieronymus’s Available Economic Capacity analysis is
incorrect because it imputes PECO’s provider of last resort obligations to PECO’s
affiliated generating companies, which violates the Commission’s policy requiring
regulated, load-serving companies to stand at arm’s length from their marketing affiliates.
In addition, PPL’s witness, Dr. Kalt, argues that although Available Economic Capacity
analysis in PIM East is “not straightforward,” there is sufficient data on buyer and seller
transactions in New Jersey to develop a more refined analysis that would ensure that
Applicants’ proposed divestitures will pass the Competitive Analysis Screen for
Available Economic Capacity. He concludes that by failing to satisfy the Commission’s
requirements and not properly analyzing Available Economic Capacity, Applicants may
have substantially underestimated post-merger concentration levels in both PJM East and
PIM Pre-2004.%

43.  Some intervenors argue that the merger will increase Applicants’ ability to
exercise market power through strategic bidding and that Applicants have not sufficiently
analyzed the merger’s effect on strategic bidding in the relevant markets. Furthermore,
the New Jersey Division of the Ratepayer Advocate (Division of the Ratepayer
Advocate) states that the Competitive Screen Analysis submitted by Applicants raises
several questions. It argues that data published by PIM shows that the PJM East markets
are substantially more concentrated than Applicants’ analysis suggests and that the
Applicants’ methodologies might not detect certain market power problems, such as
strategic bidding concerns. The Division of the Ratepayer Advocate also argues that the
mitigation measures proposed by Applicants do not adequately address the market power
problems created by the proposed merger. In addition, POCA argues that Applicants
have not analyzed the potential for strategic bidding or other actions that could increase
prices in the PJM market.

to the amount of economic capacity each supplier has outside of the interface.
Application, Exhibit }-4 at 10-11.

3 Kalt Testimony at 30-31.
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44.  Direct Energy argues that Applicants’ market power analysis significantly
understates Applicants’ potential market power after the merger. Direct Energy’s expert
witness. Dr. Andrew Kleit, argues that the merger significantly enhances the merged
firms’ ability 10 unilaterally exercise market power by withholding output of key
generation resources along the market supply curve. Dr. Kleit compares Applicants’ -
post-merger costs of withholding output (foregone revenue) to the benefits (higher
prices), and finds that the benefits of withholding the output of peaking facilities are
significantly enhanced by the merger. Dr. Kleit concludes that the merger enhances the
incentive of the merged firm to exercise market power through withholding of output
from peaking facilities. He recommends that the Commission analyze the costs and
benefits of withholding from each of the merged firm’s peaking facilities.

45.  Some parties argue that the Commission does not apply the Competitive Analysis
Screen as a bright line test and that the Applicants, by proposing mitigation specifically
designed to restore the concentration level to within the screens’ tolerances, have
misinterpreted the Commission’s merger policy. FFor example, the PPL. Companies argue
that tools such as market share and HHI screens “provide only the starting point” for
assessing the competitive implications of a merger.®® They argue that the issue is
whether the divesture will result in a market structure that is sufficiently competitive, not
whether a particular HHI level is achieved.

46. A number of parties protest Applicants’ proposed Buyer Restrictions. The PPL.
Companies’ witness, Dr. Kalt, argues that market forces should determine who acquires
the divested assets and at what price. He further argues that the restrictions may harm
market efficiency by not allowing those buyers that could most efficiently use the
generation resources to participate in the auction.®® The AAI argues that giving
Applicants control of the divesture process 1s “akin to the fox guarding the henhouse.
It notes that a Federal Trade Commission (FTC) Staff Study showed that when the FTC

1336

3 PPL at 7. citing U.S. Department of Justice and Federal Trade Commission,
Horizontal Merger Guidelines, 57 Fed. Reg. 41,552, Sec. 2.0 (1992), revised, 4 Trade
Reg. Rep (CCH) q 13,104 (April 8, 1997) (Merger Guidelines).

3 Kalt Testimony at 15-17.

3% AAY at 13.
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determined the assets that were 1o be divested, merging companies urged the FTC to
divest assets 10 weak buyers; proposed packages of assets that were 100 narrow to ensure
fully viable competlllon and took actions that diminished the viability of the business
acquired by the buyer.”’

47. Midwest Generation states that the Commission should consider whether
Applicants’ proposed Buyer Restrictions are reasonable; it says that they could
undermine Applicants’ ability to fully divest the assets necessary to mitigate the market |
power problem. Therefore, the Commission should consider requiring Applicants to
eliminate the restrictions or, in the alternative, require Applicants to identify an
alternative should their restrictive divestiture plan fail.

48.  Protestors argue that Applicants’ proposed virtual divestiture is not as effective as
physical divestiture for a number of reasons. Hoosier requests that the Commission reject
Applicants’ virtual divestiture proposal and require absolute and permanent divestiture of
ownership. The APPA and NRECA state that the proposal is inadequate to remedy the
potential market power abuses that will result from the proposed merger. Additionally,
POCA argues that virtual divestiture has never before been relied upon by the
Commission as a mitigation tool and that it is not a permanent structural change.

49.  Regarding the virtual divestiture proposal, FirstEnergy argues that Applicants
must submit the terms and conditions of the long-term contracts; specify the auction
protocols; include the long-term rights to capacity as well as energy so that there is
sufficient capacity-related mitigation; and enter into long-term, firm contracts for nuclear
energy and capacity, or impose bid caps for the non-nuclear assets that are more likely to
set prices. It also states that the PIM Market Monitoring Unit (MMU) must monitor the
implementation of the interim mitigation measures. FirstEnergy also questions the
practical effects of virtual divestiture, such as how the Applicants’ market power will be
held in check after the long-term contracts expire, and what Applicants will do if there
are not enough purchasers in the auction process or those buyers default. In addition,
FirstEnergy states that Applicants will obtain a market price for their energy, and
questions whether the energy sales are actually mitigation if Applicants are able to
receive the same price (i.e., post-merger, post- mmgatlon) for the energy that they would
have received without mitigation.

3 AAI at 14, citing Federal Trade Commission, Bureau of Competition, Study of
the Commission’s Divestiture Process. Washington, D.C. 1999 at 16.

¥ FirstEnergy at 46.
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50.  FirstEnergy argues that the Commission rejected partial divestiture in the,
AEP/CSW merger39 for the reasons stated above. It states that, in that case, the
Commission rejected applicants’ proposal to divest a minority interest in a generating
facility while retaining operational control over the output of the facility, and required
applicants to divest their entire ownership interest in the generating facilities at issue.*’.
Finally, FirstEnergy argues that the Commission rejected a proposal similar to
Applicants’ baseload auction in Allegheny/DQE", where the Commission expressed
concern that the entire output of the facility in question would not be sold under the

proposed RFP, and stated:

Divestiture would permanently eliminate the opportunity for the merged
company to exercise the market power (by withholding output to raise
electricity prices) conferred on them by the merger.

51.  AAl also finds flaws in Applicants’ proposed divestiture plan, arguing that it does
not provide sufficient information to satisfy concerns such as the need to create viable,
independent competitors-in the markets. Specifically, AAI argues that Applicants’
proposed virtual divestiture would allow Applicants to keep ownership and control of the
capacity while they sell or swap the energy to third-party purchasers and that this would
not adequately address the market power concerns raised by the proposed merger or
create a viable competitor in the market. Another problem is that with Applicants
controlling the virtual (and actual) divestiture process, the Commission could not modify
or oversee the divestiture plans; and Applicants would have little incentive to divest and
mitigate in a way that would create viable competitors and markets. AAI also argues that
Applicants have not demonstrated the claimed efficiencies or other benefits that would
allegedly result from the merger, particularly Applicants’ nuclear assets. Finally, AAI
notes that the antitrust agencies prefer structural mitigation, such as divestiture, to
conduct-based remedies, which are often difficult to design, cumbersome and costly to
administer, and easier to circumvent than structural remedies.®

3 American Electric Power Co., et al., 90 FERC q 61,242 (2000) (AEP/CSW). |

“® FirstEnergy at 43, citing AEP/CSW at 61,792.
* Allegheny Energy, Inc., e al., 84 FERC { 61,223 (1998) (Allegheny/DQE).

42 FirstEnergy at 45, citing Alleghemy/DQE at 62,070.

B AATat9, citing U.S. DOJ, Antitrust Division, Antitrust Division Policy Guide 10
Merger Remedies (2004).
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52. The City of Philadelphia also protests Applicants’ use of virtual divestiture. The
Office of the People’s Counsel claims that Applicants do not sufficiently explain how
virtual divestiture will effectively mitigate market power. Therefore, they state that the
Commission should establish hearing procedures to address the validity of the proposed
mitigation and to explore how the mitigation, including the proposed virtual divestiture,
will remedy the market power problems and screen failures resulting from the proposed
merger.

53. Amtrak argues that the Applicants fail to set forth the legal basis for using the
virtual divestiture as permanent mitigation and fail to demonstrate its effectiveness.’
Furthermore, Amtrak argues that the proposed virtual divestiture is not a permanent
mitigation measure, since control of all generation will return to the merged entity after a
fixed time period. Amtrak also argues that the PJM Market Monitoring Unit (MMU) is -
unable to compensate and adequately administer the unduly complicated and
administratively burdensome proposed virtual divestiture. !

54.  The PHI Companies state that virtual divestiture is unacceptable because it fails to
transfer control over the units’ operation, including the scheduling and duration of
maintenance outages, and because the actual merged entity, and its market power, will
outlast the virtual divestiture. The PHI Companies argue that the three year baseload
auction energy sales might not continue over the proposed 15-year period, and urge the
Commission to evaluate the actual mitigating effects of the virtual divestiture and impose
certain conditions on the virtual divestiture. The PHI Companies’ economic witness,

Dr. Cichetti, argues that the three-year and 15-year contracts do not adequately mitigate
Applicants’ market power because the nuclear units would not be divested and would still
be controlled by EE&G, which will be able to affect market prices in the Basic
Generation Service auction. He concludes that the virtually divested MWs should be
considered to be controlled by EE&G in Dr. Hieronymus’ Appendix A analysis.
Therefore, in order to fully evaluate the effect on the PIM markets and the validity of
Applicants’ mitigation plan, the PHI Companies request that the Commission establish an
evidentiary hearing.

55.  The NJBPU states that it is concerned about the creation of significant market
power in the PJIM markets involved in the state’s Basic Generation Service auctions and
the effect that that market power would have on the Basic Generation Service auction
process. The NJBPU asked the PIM MMU to study the effects of the proposed merger
on competition in all relevant PJM markets. It also raises several concerns regarding
Applicants’ proposed mitigation plan and the effect the mitigation would have
competition in the relevant PJM markets. Therefore, the NJBPU requests that the
Commission establish an evidentiary hearing to fully evaluate all aspects of Applicants’
proposed merger.
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56.  The lllinois Attorney General states that the merger would exacerbate already
existing market power problems in the PJM markets that influence the prices paid for
electricity by Illinois customers. It states that the Illinois Commerce Commission is in
the process of approving an auction similar to the Basic Generation Service auctions that
take place in the New Jersey markets, and argues that the proposed merger could
undermine the ability of the proposed-auction to secure electricity at competitive prices
for Illinois consumers. Therefore, the lllinois Attorney General requests that the
Commission set this matter for hearing. '

57.  AAI argues that Applicants’ failure to specify which units will be divested allows
Applicants to divest the units that are least likely to compete with the assets kept by
Applicants. Similarly, numerous parties, including Hoosier, AAI, the PHI Companies,
FirstEnergy, the PPL Companies and the Division of the Ratepayer Advocate, argue that
Applicants’ mitigation plan fails to comply with the Commission’s requirements by
failing to specify which of Applicants’ facilities would be divested.**

58.  FirstEnergy’s witness, Ms. Frayer, raises a number of concerns regarding
Applicants™ interim mitigation proposal. Specifically, she argues that; (1) Applicants
have not provided sufficient detail about the interim mitigation;* (2) there must.be a
credible and transparent means of oversight over Apﬁplicants" enforcement of the interim
auctions, as the Commission recognized in OG&E;* and (3) Applicants’ proposal to bid
the nuclear capacity into the PJIM markets at a $0 price does not mitigate market power
because the nuclear plants do not set the market-clearing price.

59.  Protestors also point out that transmission expansion is a form of market power
mitigation. FirstEnergy argues that the Commission should consider what studies the
PIM MMU might perform to identify the specific transmission enhancements Applicants
could be required to construct to relieve congestion in PJM East as a condition of merger
approval. The PHI Companies argue that Applicants may have positions in the PIM .
queue for generation interconnection projects and that they should be required to

“ Protestors cite the Merger Policy Statement at 30, 136, where the Commission
stated that merger applicants must specify the units to be divested.

45 Ms. Frayer cites the Commission’s finding in AEP/CSW, where the

Commission required Applicants to file the “terms and conditions” associated with
interim mitigation so the Commission could assess whether the proposed mitigation
would be effective. Frayer Testimony at 51, citing AEP/CSW at 61,794.

* Frayer Testimony at 51, citing Oklahoma Gas & Elec. Co., 108 FERC § 61,004
at PP 38-39 (2004) (OG&E).
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relinquish these positions in order to enable other parties to construct generation in the
affected markets, thus limiting the merged company from re-establishing its pre-
mitigation market power."’

60. The PHI Companies argue that the sheer size of the merged company (nearly
40,000 MW of generation in PIM) creates market power problems that the Commission’s
Competitive Analysis Screen does not address. POCA also argues that the size and scope
of this proposed merger will present opportunities for the merged entity to wield market
power, even after the proposed mitigation and divestiture. POCA points out that
Applicants would still own 37,100 MW of generation in PIJM, including 14,400 MW, or
36 percent of the capacity in PYM East, the most constrained market in PJM.

61.  Protestors question how the proposed merger will affect Applicants’ authorization
to sell power at market-based rates. - First Energy’s witness, Ms. Frayer, performed an
analysis which she characterized as being required for Applicants to be able to continue *
to sell power at market-based rates, and concluded that Applicants would fail the

20 percent market share screen.”® While acknowledging that this case 1s under

section 203 of the FPA, not section 205, FirstEnergy concludes that the Commission will
have to address the issue of the merged firm’s market-based rate authorization, and that -
the Commission should make a decision in the 203 proceeding that will “pass muster” in
the related section 205 market-based rate proceedings.*® FirstEnergy argues that when
the 20 percent market share threshold is violated, which Ms. Frayer shows will occur
even when Applicants’ proposed mitigation plan is imposed, the Commission then’
requires a delivered price test — which is exactly what the Applicants performed in this
section 203 proceeding. Dominion’s witness, Mr. Frank Graves, also finds that, even
with mitigation, Applicants will have a greater than 20 percent market share in Expanded
PJM, and that Applicants would need to divest an additional 1,200 MW in order to pass
the Commission’s market share screen for market-based rate authorization.

% PHI Companies at 45.
*® In April 2004, the Commission established a 20 percent Wholesale Market
Share indicative screen, as well as another screen, for analyzing generation dominance in

market-based rate applications. AEP Marketing, Inc., et al., 107 FERC ] 61,018 (2004).

* First Energy at 38.
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62.  Dominion argues that the market-share screen failure indicates that Applicants will
have market power in PIM and urges the Commission to reject any argument that the
PIM MMU can address market power issues in the PIM market. Amirak, the Coalition
and the Energy Users Group also argue that the Commission should not rely on the PIM
MMU to identify and prevent exercises of market power.

63.  FirstEnergy states that Applicants have not provided any details regarding their
planned reorganization of the “unregulated” entities owned by Exelon and PSE&G, and
argues that the Commission cannot find that the reorganization will be consistent with the
public interest until Applicants provide details. FirstEnergy states that in Ameren Energy,
the Commission recognized that some types of internal reorganizations can harm
competition, and asserts that the Commission cannot act-on Applicants’ proposed internal
restructuring based on the limited information provided in the application.

64.  NiSource states that it does 1ot oppose the merger, but it requests that the
Commission condition approval on the resolution of NiSource’s increased parallel path
flow, or “loop flow,” problems, which will be exacerbated by the proposed merger.
Therefore, NiSource requests that the Commission require Applicants to further study
how the proposed merger will affect loop flow and take certain remedial actions, such as
requiring Applicants to mitigate their loop flow if the Applicants’ proposed merger is
approved.

B. Applicants’ Answer to the Protests

65. On May 10, 2005, Applicants filed an answer and amendment to their original
filing. Notice of the answer and amendment to the filing was published in the Federal
Register,”" with comments due on or before May 27, 2005.

66.  Applicants acknowledge that protestors have raised some good points regarding
errors in Dr. Hieronymus’s original analysis, but argue that, even with the appropriate
revisions to the inputs in their analysis, Applicants have shown that the proposed
divestiture fully mitigates the merger-related harm to competition. Applicants cite four
specific examples of factual errors in the original analysis: (1) the analysis should have
included a 200 MW power purchase agreement between PECO and Hoostier in 2006;

* FirstEnergy at 54-56, citing Ameren Energy Generating Co., et al., 103 FERC
961,128 (2003) (Ameren Energy).

*! 70 Fed. Reg. 29, 299 (2005).
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(2) the analysis should have included PPL’s recently completed 600 MW Lower Mount
Bethel combined cycle facility; (3) the analysis should have used 2,595 MW, rather than -
4.800 MW, of generating capacity for Conectiv Energy Services, Inc. in PIM East; and
(4) the analysis failed to account for Dominion’s native load obligation in the calculation
of Available Economic Capacity. Applicants state that Dr. Hieronymus has made those
changes in his analysis and that the resulting changes are minor and do not affect the
mitigation required to repair the merger’s harm to competition.

67.  Applicants respond to protestors’ arguments regarding the relevant geographic
markets that would be affected by the merger. Answering the PPL. Companies and the
PHI Companies’ argument regarding the Northern New Jersey market, Applicants state
that, because there was no overlap between Exelon’s and PSE&G’s generation in
Northern New Jersey, Dr. Hieronymus analyzed the effect of the merger on that market -
and found that the mitigation for the PIM East market, along with an additional 100 MW
divestiture of generation located in Northern New Jersey, would mitigate the harm to
competition.

68.  The PPL Companiés argue that due to prevailing transmission constraints, the
“PIM Classic” market, consisting of PJM Classic and the Allegheny Power system
(Allegheny), should be analyzed as a separate market within the larger PIM Pre-2004
market. In response, Applicants assert that although PJM’s western interface once
created a transmission constraint separating Allegheny from PIM Classic that constraint
no longer exists, because PIM now redispatches the system when the constraint threatens
to limit the west-to-east flows within PIM.*  Applicants cite the PIM Market Monitor’s
2004 State of the Market Report, which explains how the system operator redispatches
higher-cost generating units in order to maintain the prevailing west-to-east flows from
Allegheny into PIM Classic.

69.  Applicants also address Protestors’ assertion that they should have analyzed PJIM
West and the “Rest of PIM Pre-2004" market (PJM Pre-2004 minus PIM West). They
argue that the prevailing power flows are east-to-west, so the resulting transmission
constraints can make PJM East a load pocket and, thus, a separate geographic market.
However, Applicants argue that east-to-west flows are unconstrained, so there is no
reason to consider PJM West as a separate market, because suppliers in PJM East can
compete in the PIM West Market. Applicants contend that Protestors’ rationale for
defining the relevant geographic market based on sellers’ opportunity costs is
inconsistent with Commission precedent and Appendix A of the Merger Policy
Statement. They state that Appendix A instructs applicants to consider those suppliers

32 Answer at 11.
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with low enough variable costs that they could compete (subject to transmission,
constraints) in a geographic market, not whether potential suppliers would consider the
opportunity cost of selling into a particular geographic market.

70.  Applicants address protestors’ questions about the fuel cost and assumed
wholesale market prices in their analysis. While acknowledging that the assumed market
prices are important parameters in the model, they argue that consistency between fuel
cost assumptions and the prevailing market prices is most critical, and that

Dr. Hieronymus’s and Mr. Frame’s testimonies are each internally consistent in their fuel
cost and market price assumptions. That is, fuel cost assumptions on the low end of the
range of observed or projected costs should correspond to market price assumptions on
the low end of the range of observed or projected prices; likewise for high prices. They
state that the protestors, including FirstEnergy’s witness, Ms. Frayer, have been able to
show different resuits by changing one or the other of Dr. Hieronymus’™ assumptions
about fuel costs or market prices, but that those results are meaningless without a
corresponding change in the other assumption. Moreover, Applicants assert that

Ms. Frayer's arguments about the accuracy of the fuel cost inputs are overstated because
they do not change the merit order of the plants that would be dispatched under various
market conditions; thus, they do not materially affect the results of Applicants’ analysis.>
Applicants point out that Dr. Hieronymus and Mr. Frame used different fuel cost and
market price assumptions, but arrived at very similar results, thus showing that the results
are not sensitive to changes in fuel cost and market price assumptions. Finally,
Applicants argue that some of the fuel costs and market prices assumed by protestors’
witnesses are wrong.54

71.  Applicants address claims that they should have performed more tests on the
sensitivity of their results to changes in the assumed market prices. First, they argue that
by using a range of prices from $20/MWh 1o $80/MWH and arriving at similar results
throughout the range, Dr. Hieronymus has shown that changes in the assumed market:
price will not materially change his results. Second, as noted above, they argue that

Mr. Frame’s analysis serves as a sensitivity test of Dr. Hieronymus’ analysis and
confirms that the results are not sensitive to changes in fuel cost and market price
assumptions.

53 Applicants argue that under any plausible forecast, changes in fuel cost
assumptions would not, for example, make coal-fired capacity cheaper than nuclear
capacity, or natural gas-fired capacity cheaper than coal-fired capacity. Thus, the results
for economic capacity would not be materially different under any reasonable fuel cost
assumption. '

S Answer at 17.
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72.  Regarding FirstEnergy’s assertion that Dr. Hieronymus overestimated the amount
of new generation coming on line and underestimated the amount of old generation being
retired in PIJM, Applicants state that FirstEnergy’s claims are erroneous and are based on
statements Dr. Hieronymus used in a different context, not in his analysis of energy
markets. They state that in his analysis of energy markets, Dr. Hieronymus relied on.
PJM reports as to which plants would be coming on line and which would be retired in
2006, the test year, and that his comments about entry that FirstEnergy cites were more
general and in the context of the competitiveness of long-term capacity markets. They
also note that FirstEnergy’s witness, Ms. Frayer, used the same assumptions regarding
generation entry and exit in her analysis of the relevant energy markets as did

Dr. Hieronymus.

73.  Applicants also address protests regarding Dr. Hieronymus’ allocation of available
transmission in his analysis. Applicants challenge Hoosier’s and the PPL Companies’
claims that using a pro rata, rather than economic, allocation of available transmission
skews the results of the analysis by understating the allocation of tmport capability for
Applicants’ low-cost generation and systematically reducing the HHI. They say that the
Commission has accepted the use of pro rata transmission allocation in numerous DPT
analyses. They further state that, despite claims of an “opportunistic” use of the pro rata
allocation by Dr. Hieronymus, he has always used that method in his many DPT analyses
before the Commission.

74.  Regarding their analysis of Available Economic Capacity, Applicants reiterate
their argument that in retail choice states such as those affected by the merger, Available
Economic Capacity is difficult to measure and does not accurately portray competitive
conditions. They state that protestors largely agree with that assertion and that protestors’
attacks on Dr. Hieronymus’ analysis of Available Economic Capacity miss the
fundamental point. While other suppliers’ native load data are not available, they do
have data on their own native load obligation, so they are able to model their own
Available Economic Capacity and conclude that the divestiture will bring that total below
the pre-merger level.

75.  Applicants address the numerous protests regarding the possibility of the merger
creating or enhancing the merged firm’s incentive and/or ability to engage in strategic
bidding, thus increasing its unilateral market power. First, they argue that the
Commission’s Merger Policy Statement does not require an analysis of strategic bidding,
nor is there case precedent requiring such an analysis. Rather, the Commission relies on
the analysis described in Appendix A of the Merger Policy Statement, which is based on
the Merger Guidelines, a well-established and court-affirmed analytical methodology.
They further state that HHI screens are useful for analyzing the effect of a merger on the
unilateral exercise of market power and cite the Merger Guidelines, which state that
“lo]ther things being equal, market concentration affects the likelithood that one firm, or a



Docket No. EC05-43-000 27

small group of firms, could successfully exercise market power.”™ Finally, they state

that the analysis by Direct Energy’s witness, Dr. Kleit, of the cost and benefits of
withholding and strategic bidding, is filled with errors and questionable assumptions.

76.  Applicants characterize the protests regarding their proposed mitigation as falling
into two major categories: (1) the Applicants proposed an inadequate amount of
divestiture; and (2) virtual divestiture does not adequately mitigate market power. They
further state that the questions raised by protestors are not issues of material fact that
would require a hearing to explore, but legal and policy issues that can be decided by the
Commission without a hearing. '

77. - Applicants respond to the PHI Companies, the PPL Companies and FirstEnergy’s
argument that Applicants have misinterpreted the HHI screen as an absolute standard for
Commission approval of a merger or acquisition. They assert that it is the PHI
Companies, PPL Companies and FirstEnergy who have misinterpreted the Commission’s
reliance on the HHI screen. Citing the Merger Policy Statement and the Merger Filings
Requirements Rule, Applicants state that the Commission uses the screen to identify
those mergers or acquisitions that will not require a hearing or additional mitigation in
order to be authorized by the Commission, absent compelling evidence otherwise raised
by intervenors. They conclude that because their proposed mitigation returns market .
concentration to levels that would pass the Competitive Analysis Screen, and no
intervenor has made a showing that the merger has anticompetitive effects despite
passing the screens, they have met the Commission’s standard for showing a lack of harm
to competition.

78.  Apphicants argue that FirstEnergy’s assertion that an additional 890 MW of
divestiture is required to avoid screen failures in the “summer rest of peak” and “shoulder
rest of peak” periods is based on a miscalculation of Applicants’ proposed divestiture.
They argue that Ms. Frayer undercounted the amount of the proposed divesture that
would be relevant for the “summer rest of peak™ and “shoulder rest of peak” periods by
1200 MW, because she was inconsistent between the types of units that would be
considered economic capacity given her assumed price levels and the types of units that
Applicants have committed to divest.>®

79.  While Applicants disagree with the argument raised by numerous protestors
regarding Applicants’ proposed Buyer Restrictions to purchase the divested plants and
virtually divested energy, they offer to withdraw most of the proposed restrictions. They

> Answer at 25, citing § 2.0 of the Merger Guidelines.

* Hieronymus Supplemental Testimony at 23-24.
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are willing to withdraw the restrictions that: (1) no more than half of the fossil generation
would be sold to a single buyer and; (2) none would be sold to a market participant with a
greater than five percent market share in PIM-East or Expanded PJM. Additionally, they
withdraw the restriction that they will not sell more than 25 percent of the Baseload
Mitigation Amount to market participants owning three to five percent of the installed
generation capacity in Expanded PIM or PIM East. They continue to propose, however
the 50 percent limit on the total purchase of the virtually divested nuclear capacity.’

80.  In order to allow suppliers with larger pre-existing market shares in PJM to
purchase the divested capacity, Applicants propose divesting an additional 1,100 MW of
generating capacity (900 MW of fossil generating capacity and 200 MW of virtual
nuclear capacity) in the PIM Pre-2004 market. Dr. Hieronymus analyzes the effect of the
merger on competition with the increased divestiture and the assumption that equal shares
of the entire divestiture amount were purchased by the four largest owners of capacity in
PIM-East: PPL, Reliant, Conectiv and FirstEnergy. Under that scenario, for PJM-East, *
he finds that the post-merger-and-mitigation concentration levels range from 1,218 to
1,465 HHI, with changes in concentration ranging from negative 88 to 95 HHI, all within
the Commission’s screening threshold for moderately concentrated markets. For PIM
Pre-2004, he finds that the post-merger-and-mitigation concentration levels range from
996 to 1,292 HHI, with changes in concentration ranging from 48 to 105 HHI, with one
period (shoulder peak, a moderately concentrated market with a change in concentration
of 100 HHI) failing the Connmssmn s screening threshold for moderately concentrated
and unconcentrated markets.™®

81.  Applicants acknowledge that the additional mitigation does not necessarily cure all
possible screen failures for all possible combinations of sales to companies with large
market shares. They state that they will, therefore, make a compliance filing showing the
effect on market concentration given the actual divestitures and the same data and
assumptions used in Applicants’ revised Appendix A analysis, in order to show that no
material screen failures will have resulted.

82. Applicants characterize the protests regarding their proposed virtual divestiture as
falling into two major categories: (1) virtual divestiture is not as effective as physical
divestiture in. mitigating market power; and (2) compliance with the virtual divestiture
commitment will be difficult to monitor, giving Applicants the ability to avoid the
commitments they have made to the Commission.

57 Answer at 32.

°8 Hieronymus Supplemental Testimony at 50.
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83.  Applicants argue that the virtual divestiture is as effective as physical divestiture.
They argue that the fact that the Commission has never approved sales of capacity, such
as the virtual divesture proposal, as long-term mitigation, does not preclude the virtual
divesture plan from being effective long-term mitigation. They state that, in the Merger
Policy Statement, the Commission contemplated a possible alternative to physical
divestiture that is similar to their proposed virtual divestiture:

[O]ne alternative might be to divest the ownership rights to energy and
capacity to a number of owners. The unit could then be operated as a
competitive joint venture and parts of its output could be bid or sold
independcs:mly.59 :

Applicants argue that their virtual divestiture plan, while not a joint venture, does divest
the ownership rights to energy to a number of owners that can independently sell that
energy or bid it into the PJM market.

84.  Applicants argue that the Commission did not, in the Merger Policy Statement,
establish physical divestiture as the only plausible mitigation for harm to competition; .
rather it recognized that “there are numerous mitigation measures that can be effective”
and stated that it would consider the adequacy of various mitigation measures on a case-
by-case basis.®® Applicants assert that they have provided the analysis necessary. for the
Commission to determine the adequacy of virtual divestiture, and cite the testimony of
Mr. Cassidy and Mr. Sabitino, explaining that the rights to the energy are firm rights and
that the Applicants would have to pay liquidated damages if they failed to deliver. They
further argue that, because the liquidated damages are based on the cost of covering any
shortfall, they would have no incentive to withhold the energy subject to the virtual
divestiture 1n order to profit from increased energy prices, because they would have to
pay the cost of any such increase.

85.  Applicants state that, under the virtual divestiture plan, the obligation to deliver
energy 1s not tied to any specific unit and that they will guarantee the delivery of a
specific amount of *“24/7” energy under both the Auction Plan and the Long-Term

* Answer at 35, citing Merger Policy Statement at 30,137.

% 14. a1 30,900.
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Contract Plan, regardless of which units are operating.*® They assert that this guarantee
eliminates the ability to profit by withholding output from the units that are under the
virtual divestiture plan. Finally, Applicants note that the Commission has recognized in a
number of cases that the operating characteristics of nuclear units reduce the danger of
withholding output in order to raise prices.®

86. Inresponse to FirstEnergy’s assertion that the Commission rejected the sale of
long-term power as mitigation in Allegheny, Applicants argue that FirstEnergy omitted .
the reasoning behind the Commission’s decision and that the circumstances are different
here. They state that, in Allegheny, the Commission was concerned that “the merged
company reserve{s] the right to reject any and all bids,” and that the merged company
would thus retain control over the generation facility. Here, they argue, Applicants have
committed to sell ali of the energy that is offered, regardless of the price of the bids, and-
an independent auction monitor will oversee Applicants’ compliance with that
commitment.

87.  Applicants dispute FirstEnergy’s assertion that they will receive the same price for
the virtually divested energy as they would have in the absence of mitigation. They state
that, under the virtual divestiture plan, they will receive the price determined in the
auction for the three-year life of each contract, whereas if they retained control of the
output of the nuclear units, they would be able to benefit from any market price increases
during the same three-year period. They conclude that, because of the three-year
contracts, they will have no economic incentive to increase the market price in order to
increase profit from the virtually divested capacity.

88. Applicants challenge Dr. Cichetti’s assertion that they will retain control of both
the three-year and the 15-year products offered in the virtual divestiture plan because the
purchasers of those products will likely resell the power in the Basic Generation Service
auction. They state that, in both cases, the Applicants are obligated to deliver 24/7
energy to the buyers, and the buyers, not the sellers, will determine whether to participate
in the Basic Generation. Service auction or use it elsewhere. Applicants conclude that
they cannot control the capacity or the price of the energy in the Basic Generation
Service auction. '

1 Answer at 36.

52 Answer at 37, citing U.S. Gen New England, 109 FERC q 61,361 at P23 (2004);
Ohio Edison Co., 94 FERC { 61,291 at 62,044 (2001); and Commonwealth Edison Co.,
9] FERC 4 61,036 at 61,134 n. 42 (2000).
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89.  Regarding protestors’ claims that the proposed energy swaps couid harm,
competition in other geographic markets by increasing the concentration of control of
capacity and energy in other geographic markets, Applicants argue that any such swap
would have to be approved under section 203 and that the Commission could address any
competitive concerns. Moreover, Applicants argue that they control very little electric.-
generation capacity in other geographic markets, so the possibility of harm to competition
elsewhere 1s remote.

90.  Applicants recogmze protestors’ arguments that the antitrust agencies generally
prefer structural mitigation to behavioral mitigation and that behavioral mitigation
requires ongoing monitoring for compliance. In response, Applicants commit to establish
a public comphance web site that will show how they are complying with the virtual
divestiture and all other mitigation requirements.*> Applicants reiterate their commitment
that the annual auctions for three-year energy contracts will be administered by an
independent auction manager.

91.  Applicants respond to the numerous protests regarding their proposal for
implementing the mitigation. In response to the PHI Companies’ concern that the three
year baseload auction energy sales might not continue over the proposed 15-year period,
Applicants state that the PHI Companies are mistaken, and restate their commitment from
the Application:

Applhicants explicitly reaffirm that the entire Baseload Mitigation Amount
of nuclear virtual divestiture (2,600 MW) will remain in place after

I5 years, subject to a reduction in the mitigation amount if the Applicant’s
PJM East nuclear capacity is decommissioned, derated, or sold or there is

construction of new transmission transfer capability into PJM East.*

92. A number of protestors question the [8-month time period for the fossil divestiture
and argue that 1t should be shorter. For example, AAI states that antitrust agencies
advocate shorter time periods for completing divestitures. In response, Applicants
commit to “executing sales agreements and making filings before the Commission for the

approval of the sales no later than one year after the closing date of the Transaction.”®*

63 Answer at 43.
64 Answer at 46.

5 Answer at 47.
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93.  Regarding protestors’ arguments that the Merger Policy Statement requires
Applicants to identify the specific units that will be divested, Applicants argue.that while"
they did not identify the exact units, they did identify the location and the types of
generation to be divested and the pool of generation facilities eligible for divesture. They
further argue that by not specifying the exact units, they give potential buyers more
flexibility and let market forces decide which units should be divested. Finally, they
argue that in AEP/CSW, rather than accepting applicants’ commitment to divest portions
of two generating facilities totaling 550 MWs, the Commission expressly directed
applicants to divest “any unit or units totaling the same number of megawatts and having
the same cost, operation, and location characteristics as the specific plants.”% They
conclude that the Commission has made it clear that it is not necessary to specify the
plants that will be divested to mitigate Appendix A screen failures.

94.  Applicants respond to protestors’ arguments regarding the proposal to reduce the
amount of the baseload mitigation MW-for-MW for any increase in transmission transfef
capability into PJM-East or for any reduction in Applicants’ nuclear generating capacity
due to de-rating, decommissioning, or sales of nuclear capacity in PJM-East. Applicants
assert that the market power concern regarding nuclear units is that, because they are
low-cost units that are always in merit, their owners benefit from any withholding of
other units that would raise the market-clearing price.*’ They argue that a decrease in the
amount of nuclear capacity held by Applicants, whether through divestiture, de-rating, or
unit retirement, would have the same effect in terms of mitigating market power. Thus,
any reduction in the nuclear capacity held by Applicants should be considered effective
market power mitigation, because any such reduction reduces the ability to profit from
withholding output from other units. Regarding decreases to the baseload mitigation
amount for increases 1n transmission transfer capability into PJM East, Applicants argue
that increasing transfer capability into PJM-East would enable competitive suppliers to
defeat attempts by generators in PJM East to drive up prices by withholding output, and,
thus, should also be considered effective market power mitigation.

95.  Applicants respond to the numerous challenges to the effectiveness of their
proposed interim mitigation. Regarding FirstEnergy’s assertion that the PIM MMU
should monitor Applicants’ compliance with their interim mitigation plan, Applicants
reiterate their commitment to establish a public compliance web site that will show how
they are complying with the virtual divestiture and all other mitigation requirements,

% Answer at 49 citing AEP/CSW at 61,792.

%7 Applicants reiterate their argument that the Commission has recognized, in a
number of cases, that the operating characteristics of nuclear units reduce the danger of
withholding output from nuclear plants in order 1o raise prices.
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including the interim mitigation plan. Moreover, they state that the PJIM MMU has
access to all the bid data in the PIM markets and will be able to track the amount of
capacity bid into the PJM market under the interim mitigation plan. Regarding
FirstEnergy’s claim that the Application provides insufficient detail about the interim
mitigation, Applicants refer to the Cassidy testimony, which describes the.amount of the
dispatch rights; the rights afforded the purchasers of the capacity; the terms of the master
agreement for the sales; the price of the energy and capacity; the timing and duratlon of
the interim sales; and any associated rollover provisions.

96.  FirstEnergy asserts that Applicants’ proposal to bid the output of their nuclear.
plants into the PJM energy market at a $0 price is inadequate because nuclear plants do
not set the market-clearing price, and, therefore, Applicants should propose bid caps for
their generating units that are likely to set the price. Applicants respond that they are
doing precisely what FirstEnergy recommends. They have committed to bid the mid-
merit and peaking units (the units most likely to set the clearing price) into the PIM
markel subject to a variable cost bid cap. Applicants challenge various claims that they
should only be allowed to charge cost-based rates. They say that such claims are
unfounded and, as a practical matter, no protestors have explained how offers of cost-
based sales could be made in the single-clearing-price PJIM Market.

97. A number of protestors, including FirstEnergy and PHI Companies, request that
Applicants provide transmission upgrades as part of their mitigation package. Applicants
state that, while they have opted for generation divestiture rather than transmission
expansion as their form of market power mitigation, they are engaged in the PJM
Regional Transmission Planning Process, and commit to additional transmission
expansion. Specifically, in addition to their existing transmission commitments, they
commit to complete two transmission projects whether or not the merger is approved by
the Commission, and, if the Commission approves the merger without an evidentiary
hearing, they commit to fund $25 million of transmission projects on PJM’s list of
Economic Projects over the next five years.®

98.  Applicants characterize a number of issues raised by protestors as being policy
issues that have no merit and do not require a hearing to resolve. First, they respond to.
protestors’ claims that, if the merger is approved, it will halt future merger activity in
PJM by increasing the level of market concentration. They argue that the Commission

% Application, Cassidy testimony at 5-8.

% Answer at 60.
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has determined that it will review mergers on their own merits, rather than based on the
effect they could have on possible future mergers.”®

99.  In addition, Applicants argue that claims that the merger would create a “mega-
utility” with a dominant market position and that the Commission’s Appendix A analysis
does not sufficiently address such a possibility are misguided. They state that no
intervenor has identified any specific 1ssues that cannot be addressed using the tools
available to the:Commission. '

100. Applicants note that a number of protestors have argued that the merged firm will
not pass the Commission’s screen for generation market power under its market-based
rates review. Inresponse, Applicants state that they disagree with protestors’
conclusions, but, more importantly, they argue that the Commission can address the issue
of the merged firms™ market-based rates when Applicants make their updated market-
based rates filing.

101.  Applicants argue that NiSource’s protests regarding loop flows should be rejected
because they are not related to the merger. They state that NiSource’s complaint is about
loop flows that might arise due to ComEd joining PIM, and that the Commission already’
has a proceeding regarding loop flows between PJM and the Midwest ISO.”! They
further note that NiSource has filed a complaint in Docket No. EL05-103 in which it
raised the same concerns.

102.  Applicants respond to FirstEnergy’s assertion that they have not demonstrated that
their proposed internal corporate restructuring is consistent with the public interest. They
state that FirstEnergy’s cite to the Commission’s finding in Ameren Energy is misplaced,
because Applicants have committed that there will be no transfers of generation assets
from merchant generating companies to traditional franchised utilities, which was the
Commission’s concern in Ameren Energy.

7 1d. at 63, citing Ohio Edison Co., 85 FERC { 61,203 at 61,846 (1998) (rejecting
intervenors’ requests to “look at possible future mergers when assessing the potential
competitive effects of a merger.”)

7' Applicants cite the Joint Operating Agreement in Docket No. ER04-375, first
accepted in Midwesrt Independent Transmission System Operator, Inc. 106 FERC
q 61,251 (2004). Answer at 76.
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C. The PJM MMU Study

103. The PJIM MMU analyzed the effect of the proposed transaction on competition in
PJM’s energy, capacity, regulation, and spinning reserve markets.’”? In its energy market
analysis, the PJM MMU looks at the market for all of PIM, as well as defined locational
markets.” The PIM MMU notes that one must take care in interpreting the results and
offers that one must recognize that Dominion entered the PIM market on May 1, 2005, so
the market conditions before that date no longer exist. Further, the post-Dominion
integration data reflects only a narrow range of market conditions.

104. The PIM MMU states that it calculated marketl concentration levels on a pre- and
post-merger basts for two time periods: (a) October 1, 2004 through April 30, 2005, and
(b) May 1, 2005 through May 8, 2005. The PIM MMU states that on average, the hourly
energy market was moderately concentrated, both pre- and post-merger, during both
periods. The post-merger increase in average HHIs ranges from 290 to 301, and the
average HHI in the post-merger market is between 1,537 and 1,643.* The PIM MMU
concludes that the proposed merger results in an increase in HHI that exceeds that
specified as raising concern in the Merger Guidelines. It states that the proposed merger
would significantly increase concentration in the energy market as defined by these
metrics and the standards of the Merger Guidelines and therefore raises concerns about
potential adverse competitive effects, absent mitigation.”” The PIM MMU states that the
divestiture of 4,500 MWh of generation would reduce the post-merger HHI levels to
pre-merger levels and that the divestiture of 2,600 MWh of generation would reduce the
post-merger HHI leveis so that the increase is less than 100 points.

105. The PIM MMU states that in PIM’s locational marginal pricing based market,
transmission constraints create smaller, locational markets with different structural
characteristics than the aggregate market. Thus, the PJM MMU examines the locational

7 In response 10 a request from the NJBPU, the PJM MMU prepared a report and
analysis of the proposed transaction’s impact on the PJM wholesale markets (PJM MMU
Study). The NJBPU filed the study with the Commission making the PIM MMU Study
part of the record.

7 The MMU examined the energy markets created when the Western, Central, and
Eastern interfaces are constrained as well as the smaller market created when the Keeney
Transformer is constrained.

™ PIM MMU Study at 12 and 14.

S 1d. at 14.
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markets created when the Western, Central, and Eastern interfaces are binding
constraints. It also examines the locational eastern market created when the Keeney
500/230 kilovolt (kV) transformer is constrained. The PYM MMU states that it |
performed this analysis in a way that is fuily consistent with PJM’s actual procedure for
dispatching units to solve a constraint.”® The PJM MMU notes that its analysis included
only those units whose increased output would relieve the constraint. That is, the PIM
MMU calculated the HHI based on the ownership of combustion turbine capacity that
could relieve the transmission constraint. It states that its approach is consistent with the,
Commission’s approach that looks at a variety of demand conditions.

106. The PJIM MMU states that the Eastern interface pre-merger HHI is 2,593, but that
this market is structurally competitive because it passes PJM’s three-pivotal-supplier test
for market concentration.”” It states that the merger would result in an HHI increase of -
972 points and the failure of the three-pivotal-supplier test. The PYM MMU states that
this harm to competition could be mitigated by capping market offers when the Eastern
interface market is not competitive; by the merged company agreeing to offer power from
units only at marginal cost (as defined in the offer capping rules); or by adequate
divestiture of generation by the merged company. The PJM MMU states there is
sufficient capacity in the list of candidate facilities to return the post-merger HHI to
pre-merger levels, but that 1t 1s not possible to state definitively how many MW of
capacity must be divested without knowing which units would be divested and the
purchasers of these units.”

107. The PIM MMU states that the Western interface’s pre-merger HHI is 1,552, and
that this market 1s structurally competitive because it passes the three-pivotal-supplier test
for market concentration. It states that the merger would resuit in an HHI increase of

240 points, but that the market still passes the three-pivotal-supplier test. The PIM MMU
concludes that the merger nonetheless raises concerns about potential adverse
competitive effects absent mitigation, because it would significantly increase
concentration in the Western interface market. The adverse competitive impact of the
merger could be mitigated by capping market offers when the Western interface market is
not competitive, an agreement of the merged company to offer units only at marginal

" 1d. at 17.

7 The MMU states that this conclusion is consistent with the conclusion reached
in the October 26, 2004 filing by the MMU in Docket Nos. ER04-539-001, 002, and
EL04-121-000.

8 PIM MMU Study at 18 and 19.



Docket No. EC035-43-000 37

cost, or adequate divestiture of generation by the merged company. The PJM MMU
states that there is sufficient capacity within the list of candidate facilities to return the
post-merger HHI to pre-merger levels, but that it is not possible to state definitively how
many MW of capacity must be divested without an exact specification of the units to be
divested and the purchasers of these units.”

108. The PIM MMU states that the Central interface’s pre-merger HHI is-1,870, but
that this market is structurally competitive because it passes the three-pivotal-supplier test
for market concentration. It states that the merger would result in an HHI increase of
479.points, but that the market still passes the three-pivotal-supplier test. The PIM MMU
concludes that the merger nonetheless raises concerns about harm to competition because
it would significantly increase concentration in the Central interface market. This could
be mitigated by capping market offers when the Central interface market is not
competitive, an agreement of the merged company to offer units only at marginal cost, or
adequate divestiture of generation by the merged company. The PJIM MMU reiterates
there was sufficient capacity.within the list of candidate facilities to return the post-
merger HHI to pre-merger levels, but that it is not possible to state definitively how many
MW of capacity must be divested without an exact specification of the units to be
divested and the purchasers of these units.*

109. The PIM MMU states that the Keeney transformer market pre-merger HHI is
3,004 and that this market is not structurally competitive because it fails the three-pivotal-
supplier test for market concentration. It states that the merger would result in an HHI
increase of 161 points. The PIM MMU states that the adverse competitive impact of the
merger could be mitigated by capping market offers when the Eastern-interface market is
not competitive, an agreement of the merged company to offer units only at marginal cost
(as defined in the offer capping rules), or adequate divestiture of generation by the
merged company. The PIM MMU states there is sufficient capacity in the list of
candidate facilities to return.the post-merger HHI to pre-merger levels, but that it is not
possible to state definitively how many MW of capacity must be divested without an
exact specification of the units to be divested and the purchasers of these units.®

™ 1d.at 20 and 21.
80 14,

8 Jd. a1 18 and 19.



Docket No. EC05-43-000 | 38

D. Responses by Protestors to Applicants’ Answer and to the PJM
MMU Study , .

110.  NIBPU argues that EE&G’s plant retirements should not result in a MW-for-MW
reduction in the amount of market power mitigation, because unlike divestiture, plant
retirements do not create new competitors. It also asserts that more information is
required to determine whether the mitigation plan is effective. Many different
permutations of actual and virtual divestiture are possible, and the Commission canngt
evaluate the merits of all of them without an evidentiary hearing.

111. FirstEnergy argues that because transmission expansion is required by the PIM
Regional Transmission Expansion Plan, it cannot be considered market power mitigation.
In addition, H-P Energy argues that Applicants’ commitment of $25 million towards
tfransmission expansion projects may supplant transmission projects being built by
merchant transmission companies. [t further states that Applicants are unfairly bypassing
the PJM RTEP process.

112, Protestors continue to question some of the assumptions in Dr. Hieronymus’
analysis and argue that the Applicants have offered mitigation based on inaccurate results
that are favorable to Applicants. Specifically, FirstEnergy and the PPL Companies argue
that the market prices used for electricity are still inaccurate. FirstEnergy further argues
that what Applicants characterize as FirstEnergy’s witness’ “mistakes” were actually
mistakes in Dr. Hieronymus’ database, and that upon correcting for Dr. Hieronymus’s
mistakes, the merger fails the HHI screens. The PPI. Companies argue that using actual
FTR holdings to allocate imports to generators results in PJM-East market concentration
that is considerably higher than indicated by Dr. Hieronymus, and that Applicants’
proposed divestiture is not sufficient to mitigate the harm to competition. FirstEnergy
further argues that lifting the restrictions on who can buy the units will result in an
inadequate amount of divestiture. '

113.  The PPL Companies argue that Applicants continue to ignore PJM Classic and
Northern New Jersey as relevant geographic markets. In addition, the PPL Companies
assert that EE&G may have the ability and incentive to shut down nuclear units to drive
up energy prices. It says that Applicants did not address the effect of the proposed
merger on PJM’s three-pivotal supplier rule.

E. Applicants’ Answer to Protestors’ Responses and Comments on
the PJM MMU Study

114.  Applicants reply that the PIM MMU Study confirms the validity of their analysis.
They read the PJM MMU Study as concluding that the proposed merger raises market
power issues, but that the Applicants’ proposed mitigation can resolve them. Applicants
note that the PJIM MMU did not perform an Appendix A analysis, and advise the
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Commission not to rely on the PJIM MMU Study as a substitute for one. Applicants note
that their own Appendix A analysis shows that there are no screen violations after
divestiture, so the Commission can find that the transaction will not harm competition
without considering the PIM MMU Study. Applicants do, however, believe that the PIM
MMU Study confirms Dr. Hieronymus’ analysis in two important respects: (1) the PIM
MMU Study reaches results similar to those reached by Dr. Hieronymus regarding the
state of the markets studied before and after the proposed merger, and (2) the PIM MMU
concludes that it is possible to implement the mitigation proposed by the Applicants to
address the market power issues associated with the proposed merger, depending on the
units divested and who buys them.® '

115 With respect to point (2) above, Applicants argue that the need to identify the units
10 be divested and the purchasers of the capacity (before concluding that the transaction
addresses market power concerns) can be met without further analysis or a hearing. Itis
not possible to identify the purchasérs of the generation at present. Applicants commit to
make a filing when they implement their divestiture in order to demonstrate, based on the
specifics of the divested units and purchasers, that no material Appendix A screen
violations will occur as a result of the divestiture.®® Applicants state that the fact that the
units it included as its divestiture candidates can return the markets to their pre-merger
state should give the Commission confidence that their proposed divestiture of

1,200 MW of peaking generation can adequately mitigate screen failures in the PJM
MMU’s energy submarkets.®

116. Applicants criticize the PPL. Companies’ supplemental affidavit from Dr. Kalt.
They state that the affidavit does not respond to their May 9 Answer, that there is no
reason Dr. Kalt could not have performed his analysis and included it in his original
comments, and that Dr. Kalt’s analysis is easily dismissed because Financial
Transmission Rights do not provide the holder with any physical right to import power.85

82 Comments and Answer of Exelon at 6.
B1d a7
¥ 1d. at 9.

85 1d. at 12.
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117. Likewise, Applicants state that FirstEnergy’s supplemental affidavit from

Ms. Frayer presents a new study of the effect of the merger on energy markets that does
not respond to the Applicants’ revised mitigation proposal. They state that Ms. Frayer
analyzed a higher price for various market conditions, thus including more generation in
her analysis than did Dr. Hieronymus. However, Ms. Frayer neglected to take into
account, when assessing Applicants’ mitigation proposal, additional divested generation
that 1s economic at higher prices. Applicants conclude that this results in a systematic
understatermnent of the effectiveness of the mitigation they offer.

118.  Applicants respond to FirstEnergy’s and the PPL Companies’ claim that
Applicants’ commitment to fund additional transmission expansion projects is just a
commitment 1o do what they are already required to do under PJM’s Regional
Transmission Planning Process. They point out that one of the projects to which they
comunit is on the list of projects required by the Regional Transmission Planning Process,
but that they are committing to accelerate the project so that it will be in service a year '
earlier than required by the Regional Transmission Planning Process. Applicants note
that the other projects they propose are or will be on PIM’s Economic Project list and that
transmission owners are under no obligation to go forward with projects on this list. % In
response to concerns raised by H-P Energy that the Applicants may fund projects ‘that
H-P Energy already is pursuing, Apphcants commit to not attempt to supplant any of the
three projects identified by H-P Energy.®’

Discussion

119. Pursuant to Rule 214 of the Commission’s Rules of Practice and Procedure, }
18 C.F.R. § 385.214 (2004), the timely, unopposed motions to intervene serve to make
the entities that filed them parties to the proceeding. We will grant Allegheny Electric,
H-P Energy and the Indiana Utility Regulatory Commission’s motions to intervene out-
of-time, since we find that doing so will not unduly disrupt the proceeding or place an
undue burden on the parties. Rule 213(a)(2) of the Commission’s Rules of Practice and
Procedure, 18 C.F.R. § 385.213(a)(2) (2004), prohibits an answer to a protest unless
otherwise ordered by the decisional authority. We will accept the aniswers filed herein
because they have provided information that assisted us in our decision-making process.

88 14 at 18.

%7 Applicants’ Answer 2 at p. 19.
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120.  Applicants have shown that the merger, with the mitigation proposed, will not
harm competition in any relevant energy market. We find that Applicants’ revised
mitigation proposal, which increases the total mitigation from 5,500 to 6,600 MW and
removes almost all of the restrictions on who can buy the assets, addresses the
competitive concerns raised by intervenors.

A. Adequacy of Applicants’ Analysis

121. Applicants have corrected the factual errors in their original analysis that
commenters identified. This does not materially alter the results. We note that none of
the protestors that identified the factual errors in Applicants’ original analysis argue that
Applicants did not correct those errors. -

122.  We are not convinced by Applicants’ argument that Northern New Jersey is not a
relevant geographic market. As noted by the PHI Companies and others, there are times
when transmission constraints bind, leaving Northern New Jersey isolated from the rest
of PIM-East. However, we agree with Applicants that, during those periods, the merger
would not harm competition because Exelon does not have any generating facilities that
would be combined with PSE&G’s existing generation in that load pocket. We note that
there are times when 1imports from the rest of PIM East, where Exelon does own
significant generating resources, would result in a merger-related increase in
concentration due to Exelon’s share of the pro rata transmission aliocation. In those
cases, there are screen failures in the Northern PSEG market. We note Applicants have
committed to mitigate all screen failures. We also note that Dr. Hieronymus’ testimony
indicates that a 100 MW divestiture of generation capacity located in Northern PSE&G,
along with the proposed mitigation for the PJM East market, is necessary to fully mitigate
the merger-related increase in market concentration in Northern PSE&G. While
Applicants have not explicitly committed to divesting 100 MW of generation located
within Northern PSE&G, we consider the two statements above to be a commitment to
do so, and we rely on that commitment in finding that the merger will not adversely
affect competition in the Northern PSE&G wholesale electricity market.*®.

123.  We reject arguments that “PJM-Classic” should be considered a separate relevant
geographic market within PJM Pre-2004. We note that the PIM MMU report does not

consider PIM-Classic as a separate market, and no one has shown that there are frequent
binding transmission constraints that isolate PJM-Classic from the rest of PJM Pre-2004.

58 Application at 19.
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124.  We also reject arguments that PYM-West should be considered a separate
geographic market. The critical issue in defining geographic markets is identifying the
sellers who can physically and economically compete in the market. Given that the
binding transmission constraints within PJM are predominantly west-to-east, it 1s
reasonable to model PJM-East as a separate market within PIM, but not necessary to
model PJM-West as a separate market because suppliers from all of PIM are able to sell
into PIM-West.

125. Applicants have adequately addressed the protests concerning the fuel cost and
wholesale market price assumptions in their analysis of energy markets.

Dr. Hieronymus’ fuel cost and market price assumptions are consistent in that the
assumed market price corresponds with the running costs of the units most likely to set
the market-clearing price in the PJM energy markets for the given season-load
conditions. We agree with Applicants that the fact that Dr. Hieronymus and Mr. Frame
used different fuel cost and market price assumptions, but arrived at very similar results,’
indicates that the results are not sensitive to changes in fuel cost and market price
assumptions. Moreover, the consistency of Dr. Hieronymus’ results across various
assumed market pricés shows that the results of the analysis are robust.® In addition, the
PIM MMU Study largely confirms the accuracy of Applicants’ results, finding similar
pre-merger and post-merger concentration levels.

126. Applicants appropriately accounted for generation entry and exit in their analysis.
They used publicly available data from PJIM covering the 2006 test year and included
retirements and new plant entries that are reasonably expected to occur in 2005 and 2006.
In OG&E, we noted that we will consider foreseeable and reasonably certain changes in
market conditions as part of the baseline scenario.”® Applicants have met that standard in
their analysis.

127. Applicants and intervenors modeled various scenarios regarding who buys the
divested assets. As noted by numerous protestors, as well as the PIM MMU Study, the
effectiveness of Applicants’ proposed divestiture depends critically on the distribution of
the buyers and their pre-existing presence as sellers in the PJM markets. Applicants
initially addressed this issue by putting restrictions on the pool of eligible buyers and the

* For example, using Economic Capacity in PIM-East, under assumed prices
ranging from $55 to $80, the merger-related change in concentration ranges from 860 to
1,113 HHI and Applicants’ proposed divestiture of 4,500 MW of Economic Capacity
returns the concentration to within 100 HHI of the pre-merger level. See Supplemental
Hieronymus testimony, ExhibitJ-28 p 1.

 OG&E at P 32.
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amount of the divested capacity that any one purchaser can acquire. However, many
protestors argued that such restrictions could harm the competitive process and could
even allow Applicants to gain a dominant position in PJM by having only smaller,
weaker competitors.

128. The parties raise valid issues on both sides of this argument. We find that
Applicants’ elimination of the restrictions on eligible buyers addresses protestors’
concerns about harming the compeltitive process by freezing out some of the possible or
likely purchasers of the assets. However, we need to be sure that, at the conclusion of the
divestiture, competition has been restored to its pre-merger level, for the merger 10 be
consistent with the public interest. Therefore, in addition to our section 203 review of the
individual divestiture transactions, at the end of the divestiture process Applicants must
make a compliance filing in this docket and we will review the results to be sure that
concentration in the affected markets is close to pre-merger levels. If the analysis shows
that the merger’s harm to competition has not been sufficiently mitigated, we will require
additional mitigation at that time. We will direct Applicants to make a compliance filing
within 30 days of the closing of the final divestiture, with an Appendix A analysis
showing the post-merger-and-divestiture markel concentration levels for economic
capacity in all relevant markets.

129.  We are not persuaded by arguments that Applicants should have used an economic
(i.e. least cost) allocation rather than a pro rara allocation of scarce transmission transfer
capability in their analysis. We have accepted the pro rara allocation methodology in
numerous merger cases, and believe it reasonably models suppliers’ ability to compete in
a given destination market. Moreover, in Order No. 642, we stated:

A variety of allocation methods are possible, and the Commission has
acknowledged that certain methods provide more accurate and reasonable
results than others (i.e., pro-rata as opposed to least-cost). Applicants must
describe and support the method used and show the resuiting transfer
capability allocation.”

Here, Applicants have described and supported their transmission allocation
methodology.”?

I Order No. 642 at 31,894,

%2 See Application Exhibit J-4 at p. 9.
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130. Protestors raise a number of issues regarding Applicants’ Available Economic
Capacity analysis. We agree with protestors and Applicants that in analyzing wholesale -
markets in retail choice states such as New Jersey and Pennsylvania, the native load
deduction for the Available Economic Capacity calculation is difficult to assess. We
have stated, in a number of contexts that as states move toward retail competition, native
load obligations may change so that it is part of a broader set of contractual obligations,
and we encourage applicants to test the sensitivity of the Available Economic Capacity
results to changes in the native load assﬂmptions.93 Here, Applicants have analyzed
Available Economic Capacity under two different assumptions of the native load
obligation and reported similar results: moderately concentrated markets with screén
failures under most season/load conditions. Most importantly, in all time periods, the
divestiture proposed to address the screen failures identified in the Economic Capacity
analysis more than offsets the increase in concentration shown in the Available Economic
Capacity analysis. We conclude that Applicants have shown that the merger, as
mitigated, will not harm competition when Available Economic Capacity is used to
measure suppliers’ ability to compete in those markets.

131.  We are not convinced by arguments that Applicants should have analyzed the
merger’s effect on their ability and tncentive to harm competition by engaging in
strategic bidding (which is a form of unilateral market power). The Commission’s
analysis focuses on a merger’s effect on competitive conditions in the market. That is,
we look at the merger’s effect on the concentration of the relevant markets, as measured
by the HHI. Protestors argue that the HHI solely looks for the possibility of the
coordinated exercise of market power and misses the possibility of the unilateral exercise
of market power. They say that Applicants have not shown that the merger will not _
increase the likelihood of the merged firm exercising unilateral market power. We reject
this argument for two reasons. First, the Merger Guidelines recognize that the HHI does,
in fact, convey information about the likelihood of the unilateral exercise of market
power.” Second, in order to address the screen failures in various season/load
conditions, Applicants have proposed divesting units with a range of operational and cost
characteristics, including the types of units that protestors argue could be used to engage
in strategic bidding or withholding in order to exercise unilateral market power.

- » See Order No. 642 at 31,888.

* Section 2.0 of the Merger Guidelines.
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Furthermore, such strategic bidding or withholding could qualify as market manipulation
under the Market Behavioral Rule #2°° and result in, among other things, revocation of
market-based rate authority.

132.  Protestors argue that Applicants have erroneously interpreted the Commission’s.
HHI screen as an absolute standard for merger authorization and, thus have offered
mitigation that is focused solely on passing the screen, rather than on mitigating the
merger-related harm to competition. We agree with protestors that the mitigation needs
to preserve competition, not necessarily to restore the HHIs to avoid screen violations.
There are a number of ways to mitigate increases in market power (e.g. generation
divestiture, transmission expansion, or behavioral measures such as must-offer
requirements), and we have imposed various forms of market power mitigation
depending on the circumstances. Applicants’ proposal to divest sufficient capacity to
reduce market concentration to within the screening tolerance for increases from the pre-
merger concentration level 1s one réasonable way to mitigate the merger-related harm to
competilion.96 As stated above, the HHI conveys information about the likelihood of
both the coordinated and unilateral exercise of market power. By restoring the HHI to
near pre-merger levels, Applicants will restore competition to the pre-merger level, and
meet their burden to show that the merger, as mitigated, will not harm competition in
wholesale energy markets.

B. Adequacy of Applicants’ Proposed Mitigation

133.  We are not convinced by FirstEnergy’s arguments that Applicants’ proposed
divestiture does not sufficiently mitigate the merger-related increase in market power.

In both studies, FirstEnergy’s witness, Ms. Frayer, understated the amount of the
proposed mitigation in various seasons because she assumed a lower price in the
mitigation scenario than 1n the post-merger-without-mitigation scenario, thus not giving
credit for some of the units being divested. In short, divested units that were “economic”
were incorrectly considered “‘uneconomic” by Ms. Frayer.

*® Market Behavior Rules, 105 FERC q 61,218 (2003) Order on Reh’g, 107 FERC
9 61,175 (2004) Rule # 2.E “‘bidding the output of or misrepresenting the operational
capabilities of generation facilities in a manner which raises market prices by withholding
available supply from the market.”

% We note that Apphcants’ analysis of the post-merger-and-mitigation market
concentration shows one season/load condition for the PJM-East energy market where
the change HHI is large enough to fail the Competitive Analysis Screen. As we have said
in other merger cases, we do not find that borderline, non-systematic screen failures
necessarily indicate harm to competition.



Docket No. EC05-43-000 ' 46

134. Protestors raise numerous issues regarding the effectiveness of Applicants’
proposed virtual divestiture of 2,600 MW of energy from nuclear capacity. In particular,
many protestors argue that the Commission should only accept actual, physical divesture
as effective mitigation. However, as stated above, there are a number of possible
effective market power mitigation tools, and we have recognized that-different options
can be reasonable for a given set of circumstances. We have recognized that operational
control of generation resources is a key element of market power analysis and - ,
mitigation.”” Here, the virtual divesture effectively transfers control of the output of
2,600 MW of nuclear capacity from the merged firm to the purchasers. That is, the’
merged firm cannot withhold the energy from the market and the buyer of the firm rights,
not the seller, determines where and to whom the energy is ultimately sold. Applicants
have committed to sell all of the energy that is offered, regardless of the price of the bids,
and that an independent auction monitor will oversee Applicants’ compliance with that
commitment. Moreover, the liquidated damages provisions in the contracts, reduce the
merged firm’s incentive to withhold output to drive up wholesale energy prices because it
would be contractually obligated to pay the cost of any price increase. In effect, the
virtual divestiture is a must-offer provision that removes the ability to withhold output,
along with a contractual provision that reduces the incentive to withhold output in order
to affect market outcomes. As we have said in numerous contexts, we are concerned
about a merger’s effect on the merged firm’s ability and incentive to harm competition.
Furthermore, as a condition of the Commission’s approval, Applicants must agree that, if
the virtual divestiture does not in fact mitigate the problems identified, Applicants will
propose to the Commission mitigation that will mitigate the problems identified.

98

135.  Protestors also object to the virtual divesture on the grounds that it will be difficult
to monitor. For example, AAI notes that the antitrust agencies prefer physical divestiture
because it removes the need for ongoing monitoring. We recognize that concern, but find
two critical factors supporting virtual divesture as a reasonable alternative to physical
divestiture. First, as we have stated in a number of cases, the operational characteristics
of, and regulatory scrutiny over, nuclear units virtually eliminate the possibility of
withholding output to drive up prices.”” Second, Applicants have committed to establish
an independent monitor to oversee the auction itself and Applicants’ compliance with the
contracts, and Applicants will establish a public compliance website that will show how

77 See, e.g., Order No. 642 at n. 39.
8 See, e.g., Order No. 642 at 94.

9 Commonwealth Edison Co., 91 FERC q 61,036 (2000).
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they are complying with the virtual divestiture and other mitigation requirements. We
rely on those commitments in our finding that the virtual divestiture effectively mitigates
the merger-related harm to competition. We will direct Applicants to make a compliance
filing within 30 days of this order, detailing the process for the selection of the
independent monitor.

136. We reject arguments that Applicants may have market power in the three-year and
15-year contract markets and that they may retain control of the contracts through the
New Jersey Basic Generation Service auction. First, the Commission has determined that
long-term capacity markets, absent specified entry barriers, are inherently competilive.mo
No protestor has raised compelling evidence that there are significant entry barriers in the
PIM markets. Second, if Applicants attempted to withheld from the three-year contract
market by selling only the 15-year contracts, as hypothesized by Ameren, the purchasers
of the 15-year contracts would have an incentive to sell three-year contracts in response
to any price increase. Regarding the PHI Companies™ argument about the New Jersey
Basic Generation Service auction, Applicants have designed the three-year baseload
energy auctions to support sales into the Basic Generation Service auction, but the buyers
of the three-year baseload energy products will control the energy and can therefore resell
them into the Basic Generation Service auction, or in some other manner. The fact that
the buyers of the three-year baseload energy products may be likely to resell the energy
into the New Jersey Basic Generation Service auction does not imply that the Applicants
will regain control of the energy.

137. Wereject FirstEnergy’s assertion that Applicants will receive the same price for
the virtually divested energy as they would have in the absence of mitigation. First, as
argued by Applicants, under the virtual divestiture plan, Applicants will receive the price
determined in the auction for the three-year life of each contract, whereas if they retained
control of the output of the nuclear units, they would be able to benefit from any market
price increases during the same three-year period. Second, by giving up control of

1% promoting Wholesale Competition Through Open Access Non-discriminatory

Transmission Services by Public Utilities and Transmitting Utilities, Order No. 888,
FERC Stats. & Regs.. Regulations Preambles January 1991-June 1996 q 31,036 (1996),
order on reh’g, Order No. 888-A, FERC Stats. & Regs., Regulations Preambles July
1996-December 2000 4 31,048 (1997), order on reh’g, Order No. 888-B, 81 FERC

9 61,248 (1997), order on rek’g, Order No. 888-C, 82 FERC § 61,046 (1998), aff’d in
relevant part sub nom. Transmission Access Policy Study Group v. FERC, 225 F.3d 667
(D.C. Cir. 2000), aff*d sub nom. New York v. FERC, 535 U.S. 1 (2002).
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6,600 MW of through the divestiture and virtual divestiture, Applicants have adequately
mitigated the merger-related increase in market power. Therefore, they would.not be
able to raise the price of energy by other means, as the previous contracts expire, in order
to raise the price they receive for the three-year contracts.

138. Protestors have argued that, the proposed energy swaps could harm competition in
other geographic markets. Any such energy swaps will require section 203 authorization,
and we will review the effect on competition in those proceedings. We note that swaps
with suppliers in markets adjacent to PJM, such as MISO or the New York IS0, might
not warrant a MW-for-MW reduction in the mitigation amount because Applicants would
get control of capacity that could sell into PJM, subject to transmission constraints. In
such cases, the MW reduction in Applicants’ mitigation amount would be reduced by the
merged firm’s pro rata share of the import capability into PJM.

+

139. Likewise, we reject arguments regarding this merger’s possible effect on future
mergers. Future mergers will require section 203 authorizations, and we will review the
effect on competition in those proceedings. We note,"without prejudice to any future
proceedings, that Applicants’ divestiture plan will restore the concentration level in the
relevant markets to within 100 HHI of the pre-merger level, so there will be little effect
on future mergers.

140. The PHI Companies say that the three year baseload auction energy sales might
not continue over the proposed 15-year period. In response, Applicants commit that the
entire Baseload Mitigation Amount of nuclear virtual divestiture (2600 MW) will remain
in place after 15 years, subject to a reduction in the mitigation amount if the Applicant’s
PJM East nuclear capacity 1s decommissioned, derated, or sold or there 1s construction of
new transmission transfer capability into PJM East. Therefore, Applicants have
adequately addressed the PH] Companies’ concerns regarding the duration of the
baseload auction energy sales.

141. A number of protestors argue that the Merger Policy Statement requires
Applicants to identify the specific units that will be divested. In response, Applicants
argue that while they cannot now identify the exact units, they do identify the location
and the types of generation to be divested and the pool of generators eligible to buy. In
addition, the PJM MMU states that without knowing the exact units and the buyers of
those units, it could not “make a meaningful assessment of the effectiveness of the
proposed divestiture,” and “a supplemental analysis must be performed once a definitive
declaration of the divested assets has been developed.”"® While the Merger Policy

101 pJM MMU study at 2
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Statement does state that applicants must identify the specific units to be divested,""? in

this instance, we find Applicants’ proposal sufficient because the divestiture can
adequately mitigate the merger-related harm to competition: moreover, once the specific
units have been identified, we will be able to ensure that they are appropriate units to
make divestiture effective through the subsequent compliance filing discussed above.
Finally, establishing a pool of generation eligible for divestiture, rather than specifying
exact units, addresses protestors’ “reverse cherry picking” argument that Exelon will
divest its least valuable units, rather than creating viable competitors by divesting the
efficient units. Establishing a pool of generation eligible for divestiture allows the
potential buyers of the plants to bid on the ones that they most highly value.

142 We note that, because of the way the PJM MMU did its analysis (using unit-
specific historical energy sales and calculating HHIs for units that can relieve internal
PJM constraints), it did need to know the exact plants that are going to be divested in
order to assess the effectiveness of the proposed divestiture. However, under the
Commission’s Appendix A analysis, we need to know the general location (i.e. control
area or sub-region of an RTO) and cost characteristics of the generators being divested —
not the actual units - in order to calculate the post-merger-and-divestiture HHIs.
Applicants have provided that information and shown that, based on reasonable .
assumptions about the buyers of the assets, the post-merger-and-mitigation HHIs are
sufficienlly close to the pre-merger HHlis 10 mitigate the merger-related harm to
competition. Moreover, Applicants have committed 10 provide an Appendix A analysis
of the merger’s effect on competition, based on the actual acquirers of the actual divested
assets, once they are known. We rely on that commitment in making our finding that the
divestiture adequately mitigates any merger-related harm to competition in the relevant
energy markets. If the analysis shows that the merger’s harm to competition has not been
sufficiently mitigated, we will require additional mitigation at that time, pursuant to our
authority under FPA.

143. - We find that Applicants’ proposed MW-for-MW reduction of the amount of the
baseload energy mitigation is reasonable. As stated earlier in this order, there are a
number of reasonable market power remedies, including divesture and transmission
expansion and we have relied on those remedies based on the circumstances before us. .
We agree with Applicants that offsets to the baseload mitigation amount for increases in
transmission transfer capability into PJM East are reasonable because increasing transfer
capability into PIM-East would enable competitive suppliers to defeat attempts by
generators in PJM East to drive up prices by withholding output. In fact, in OG&E, we
found that a transmission expansion was a reasonable form of mitigation for the increase

192 We note that the Merger Policy Statement is not binding as a statute or
regulation.
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in market power associated with OG&E’s acquisition of a rival generator.'®® Applicants
have also made a convincing argument that a decrease in their nuclear capacity, whether
through divestiture, de-rating, or unit retirement, would mitigate market power, because
the incentive to withhold output is an increasing function of the amount of baseload
capacity from which the merged firm could profit due to higher energy prices. Therefore,
by reducing the amount of baseload capacity they control, they reduce their incentive 1o
withhold marginal capacity in order to raise the market price.

144. We find that the amount of interim mitigation, along with Applicants’ variable
cost bid caps for the mid-merit and peaking units, mitigates the merger-related harm to
competition 1n the relevant energy markets. First, Applicants will offer the same amount
of capacity in their interim mitigation (4,000 MW of fossil and 2,600 MW of nuclear) as
in their proposed physical and virtual divestiture, which, as we explained above, -
adequately mitigates the merger-related harm to competition. Second, the commitment to
bid the fossil units at variable cost eliminates the ability to harm competition by strategic'
bidding or economic withholding. In addition, we find that the Cassidy Testimony
describing the amount of the dispatch rights; the rights afforded the purchasers of the
capacity; the terms of the master agreement for the sales; the price of the energy and
capacity; the tuming and duration of the interim sales; and any associated rollover
provisions, adequately describes the proposal. We rely on Applicants’ commitment to
establish a public compliance web site that will show how they are complying with the
virtual divestiture and all other mitigation requirements, including the interim mitigation
plan, and require that the interim mitigation be in place upon consummation of the
merger.

145.  We reject arguments that we should address in this proceeding whether Applicants
will pass the Commission’s market-based rates screen. Any issues regarding Applicants’
generation market dominance will be addressed in the pending proceeding on Exelon’s
triennial review filing, and in future similar proceedings.

146. NiSource’s concerns about loop flows are related to ComEd’s participation in the
PJM RTO and power flows between the Midwest 1SO and PJM, not to the merger.
Therefore we will address NiSource’s 1ssues regarding loop flows in the proceeding
under Docket No. EL05-103.

1% OG&E at P 32.
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147.  We agree with FirstEnergy’s argument that transmission expansion that is required
by the PJIM Regional Transmission Expansion Plan should not be considered market
power mitigation. As we stated in OG&E, changes in market conditions that are
“foreseeable and reasonably certain to occur” are not mitigation."™ Transmission
upgrades, depending on where they fall in the PIM Regional Transmission Planning
Process queue, can be foreseeable and reasonably certain to occur, and thus might not be
considered mitigation. However, although we will accept Applicants’ transmission
commitments, we are not relying on them in our finding that Applicants’ proposed
mitigation adequately addresses the merger-related harm to competition. Rather we are
relying on Applicants proposed sale of 6,600 MW of capacity to mitigate the merger-
related harm 10 competition. As stated above, we will allow offsets to the baseload
mitigation amount specifically for transmission expansions that increase import
capability into PIM-East. At this time, Applicants have not proposed any new projects
that would expand import capability into PJM-East. In order to grant an offset of the
baseload mitigation amount, we will require Applicants to make a showing that any
transmission upgrades would increase transfer capability into PIM-East, and that they
were not foreseeable and reasonably certain as of June 2005. H-P Energy argues that
Applicants” commitment of $25 million towards transmission expansion projects may
supplant transmission projects being built by merchant transmission companies. .
Applicants have addressed that concern, in part, by committing not to attempt to supplant
any of the three projects identified by H-P Energy. In addition, we note that the PIM
Regional Transmission Expansion Plan process identifies numerous transmission projects
that could be undertaken by merchant transmission providers as well as other
transmission providers and generators looking for interconnection. There are
considerably more projects identified than undertaken in a given year. Therefore, we
accept Applicants’ commitment to fund $25 million of transmission expansion projects
and their commitment to avoid supplanting any of the H-P Energy identified projects. To
avoid supplanting any other bidder seeking to fund any other project on PIM’s list of
Economic Projects over the next five years, Applicants are required to bid only on those
projects identified but not undertaken by any other entity. Additionally, we will require
that Applicants follow all other procedures under the PJM Regional Transmission
Expansion Plan for any transmission expansion projects.

148. Regarding FirstEnergy’s argument that Applicants have not demonstrated that
their proposed internal corporate restructuring is consistent with the public interest, we

- note that, absent concerns about transfers of generation assets from unregulated merchant

105

generating companies to regulated franchised utilities we expressed in Cinergy - and

1% Cinergy Services Inc., et al., 102 FERC § 62,128 at 63,345 (2003).
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Ameren'®, the Commission has held that internal reorganizations will not result in harm
to competition.lm Here, Applicants have committed that there will be no transfers of
generation assets from unregulated merchant generating companies to regulated .
franchised utiliies. We rely on that commitment in finding that that internal corporate
restructuring will not result in any harm to competition in any relevant market. In
addition, as discussed infra, Applicants have committed to hold wholesale customers
harmless from any merger-related costs so the internal reorganization will not adversely
affect wholesale rates. Moreover, the internal restructuring will not adversely affect this, .
Commission’s or any state commission’s ability to regulate the merged company.
Therefore, we find that Applicants have shown that their proposed internal corporate
restructuring 1s consistent with the public interest.

C. Capacity Markets

1. Applicants’ Analvysis

149. Dr. Hieronymus also analyzed the effect of the merger on capacity markets in
PJM-East and Expanded PIM. For PJM-East, he assumed the same 7,300 MW import
capability as in his analysis of economic capacity. He reports that Exelon’s and
PSE&G’s pre-merger shares of capacity in PYM-East are 18 and 25 percent respectively
and that the merger would increase market concentration from 1,282 to 2,196 HHI, well
above the Commission’s screening threshold for highly concentrated markets. For
Expanded PJM, he assumed the same 7,500 MW import capability as in his analysis of
economic capacity. He reports that Exelon’s and PSE&G’s pre-merger shares of capacity
in Expanded PJM are 15 and 8 percent respectively and that the merger would increase
market concentration from 799 to 1,044 HHI, above the Commission’s screening
threshold for moderately concentrated markets. He states that Applicants need to divest
5,300 MW of capacity in PIM-East to eliminate the screen failures and restore market
competition to the pre-merger level.'"

196 Ameren Energy at 61,142.
197 See Order No. 642 at 31,902.
' Dr. Hieronymus finds that because PIM East is located within Expanded PIM,

the capacity divestiture in PJM East would be effective mitigation for Expanded PJM and
sufficiently reduce market concentration.
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150. PSE&G’s witness, Mr. Frame, analyzed the effect of the merger on competition in
PJM-East and capacity markets. For PIM-East, he assumes the same 7,300 MW Jmport
capability as in his analysis of economic capacity. He reports that Exelon’s and
PSE&G’s pre-merger shares of capacity in PJM-East are 16.8 and 24.0 percent,
respectively, and that the merger would increase market concentration from 1,127 to
1,932 HHI, well above the Commission’s screening threshold for highly concentrated
markets. For capacity markets, he assumed the same 7,500 MW import capability. He
reports that Exelon’s and PSE&G’s pre-merger shares of capacity in Expanded PIM are
15.0 and 8.0 percent respectively and that the merger would increase market
concentration from 687 to 926 HHI, within the Commission’s screening threshold for
moderately concentrated markets.

151.  Asdescribed above, Applicants commit to divest 2,900 MW of capacity in
PJM-East in order to address the peak and screen failures identified in the analysis of
economic capacity in PIM-East. Therefore, they state that they will need to mitigate an
additional 2,400 MW of capacity, which they refer to as the “Capacity Mitigation
Amount.” Applicants propose bidding into the PJM monthly and annual Planning Year
capacity auctions the lesser of the Capacngz Mitigation Amount or the entire net Unforced
Capacity Position in PIM less 100 MW 10

152. Applicants note that PIM is restructuring its capacity market, which may change
relevant geographic capacity markets that could be affected by the merger. They commit
to make a filing with the Commission 30 days after the closing of the merger in which
they will make any necessary adjustments to their capacity market mitigation and will
demonstrate the effect of that mitigation on PIM’s restructured capacity markets.

153. Exelon’s witness, Dr. Hieronymus, analyzes the effect of the merger, given
Applicants’ proposed capacity mitigation, and finds that the merger does not harm
competition m the PIM capacity markets. For PJM-East, with mitigation, market
concentration is 1,380, within 100 HHI of the pre-merger concentration, within the
Commission’s tolerance for-moderately concentrated markets. For Expanded PJM, with
mitigation, the capacity market is unconcentrated. Dr. Hieronymus concludes that
Applicants’ proposed mitigation eliminates any harm (o competition indicated by the
screen failures in his analysis of PJM capacity markets.

19 Applicants explain that they may not have the full 2,400 MW available to bid

into the PIM-East capacity market because the capacity might otherwise be committed.
They state that they need to retain a small amount of uncommitied capacity in order 0
hedge the risk of fluctuations in their POLR obligation. Application at 39.
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154. PSE&G’s witness, Mr. Frame, also finds that the proposed mitigation would
eliminate the harm to competition in PJM capacity markets indicated by the screen
failures. In his analysis of the PJIM-East capacity market, he concludes that 4,614 MW of
capacity would need to be divested in PJM-East and that no divestiture is necessary in
Expanded PJM in order to restore market concentration to within the Commission’s
tolerance level. Therefore, he finds that the proposed 5,300 MW of capacity mitigation
more than offsets the harm to competition resulting from the merger.

2. Protests

155. FirstEnergy argues that Applicants would own around 60 percent of the capacity
and they could use that capacity to raise prices and otherwise exercise market power.
Therefore, FirstEnergy states that that the Commission should direct Applicants to file an
analysis of the effects of the forthcoming capacity markets, which are subject to redesign
by PIM, and explain how Applicants’ proposed mitigation will effectively deter the :
exercise of market power in those markets. In the alternative to a follow-up filing,
FirstEnergy states that the Commission should set this matter for hearing:

156. First Energy’s witness, Ms. Frayer, also reviewed and assessed Applicants’
proposed capacity market mitigation, and concluded that Applicants’ proposal is
inadequate to mitigate their post-merger market power in PJM capacity markets.

Ms. Frayer finds that Applicants would need to divest up to an additional 4,650 MW
(above the 2,900 MW that Applicants have committed to divest) to mitigate market
power in the PIM-Expanded capacity market, after the commencement of the single
capacity market in June 2005. She also finds that Applicants would need to divest up to .
an additional 2,721 MW (above the 2,900 MW that Applicants have committed to divest)
to mitigate market power in the PJM-East capacity market, after the establishment of
local capacity markets.

- 3. Applicants’ Answer

157. Regarding Applicants’ proposed capacity market mitigation, protestors argued that
despite their commitment to bid up to 2,400 MW of capacity into the PIM daily capacity
auction at a zero price, Applicants could still have incentive to withhold any other
capacity in order to drive up the market-clearing price. In response, Applicants have
committed to bid all of their uncommitted capacity at zero, which, they assert, will
rermove any economic incentive they may have had 1o withhold capacity in order to
increase the market clearing price.
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4. The PJM MMU Study

158. The PIM MMU stated that it analyzed the aggregate capacity market as well as
defined locational capacity markets. 1t analyzed the aggregate capacity market using
actual market data and total capacity. It analyzed locational capacity markets using total
and incremental capacity, where incremental capacity includes only those units whose
increased output would relieve the relevant transmission constraint. The PIM MMU
notes that the structure of the capacity market makes for an extremely inelastic demand
curve for capacity, and one needs to account for this fact in an analysis of the Competltlve
impacts of the proposed merger.

159 The PIM MMU found the pre-merger PIM capacity credit markets to exhibit
moderate levels of concentration in the daily capacity credit market and high levels of
concentration in the monthly and muttimonthly capacity credit markets. It found the
average HHI for the daily capacity credit market to be 1,233 with a minimum of 820 and
a maximum of 2,500. HHIs for the longer term monthly and multimonthly capacity
credit markets averaged 2,125 with a minimum of 841 and a maximum of 4,151.  The
PJIM MMU found the post-merger HHI in the daily capacity credit market to average
1,389, an increase of 156 points from the pre-merger value. Post-merger HHIs for the
monthly and multi-monthly capacity credit market averaged 2,149, for an increase of

24 points from the pre-merger average.

160. The PIM MMU also evaluated the market structure for total capacity in the
aggregate PJM market. and the PIM East and PJM Mid-Atlantic regional capacity
markets. The results showed that the merger caused HHI increases of 314 and

241 points for the Total PIM pre- and post-Dominion markets, respectively, 501 for the
PJM Mid-Atlantic market, and 1,120 to 1,810 points for the PJM East market, depending
on assumptions made for imports. The results also showed that post-merger market
concentration is moderate in total PJM and PJIM Mid-Atlantic, and high in PIM East and
that there is a single pivotal supplier in every case.

161. The PJM MMU states that, given the potential for a locational capacity market in
eastern PJM, it performed an additional analysis for this market to more accurately reflect
the incremental way in which a locational capacity market would clear. The results of the
locational incremental analysis for eastern PJM show the pre-merger HHJ to be in the
moderate range with a single pivotal supplier. The proposed merger resulted in an HHI
change of over 100 points.

162. The PIM MMU found that the proposed merger results in an HHI increase that
exceeds the threshold specified in the Merger Guidelines for both the aggregate and local
capacity markets. The merger therefore raises concerns about potential adverse
competitive effects, absent mitigation. The PJM MMU states that the merging
companies’ proposal to offer capacity at a zero price represents a from of behavioral
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mitigation that would resolve the issue if properly structured. It states that the
companies’ proposal must be structured so that it would provide the required mitigation
for a variety of capacity market designs, given the current uncertainty about the ultimate
design. If the capacity market were restructured so that all participants were required to
offer all capacity into the market, it explains, the companies’ proposal would have to
cover all capacity offered to the market (where the market would include the monthly and
multi-monthly auctions, as well as the daily market).

5. Protestors’ Responses to Applicants’ Answer and the i’JM
MMU Study '

163. First Energy argues that Applicants proposal to bid all of their capacity at $0 will
give them incentive to sell their capacity in the monthly (“term”) market for capacity,
thus rendering their capacity mitigation ineffective. Moreover. FirstEnergy argues that
the PIM MMU has expressed serious concerns about market power in PIM capacity
markets. Therefore, FirstEnergy requests that the Commission condition the merger on
Applicants not acquiring any additional generation within PJM until two years after the
implementation of the restricted capacity markets, and on Applicants submitting a
compliance filing once PJM’s capacity design is restructured, showing that they do not
have market power in relevant capacity markets.

164. NIBPU argues that plant retirements can be a form of withholding to increase
capacity market prices in a manner that would be profitable for the merged entity, but that
would be riskier and less or unprofitable for PSE&G on a standalone basis. It states that
the PIM MMU shares the concern that retirement may be a form of withholding. ' PIM
itself is struggling with this issue and has not yet set policy much less had
implementation experience. NJBPU discusses retirement policy including the need for a
policy to “ensure that retirements are not used to exercise market power,”and PJM’s need

for a “clear retirement policy,” with a “test for market power”.""®

6. Applicants’ Answer to Protestors’ Responses to
Applicants’Answer and the PJM MMU Study

165. With respect to capacity markets, Applicants argue that the PJM MMU study
effectively endorses Applicants capacity market mitigation. The PIM MMU study
concludes that the proposal to offer capacity at a zero price represents a form of
behavioral mitigation that would resolve the capacity market power issue if properly
structured. Applicants note the PJM MMU'’s concern that this mitigation might not work

" NJBPU Response at 16, Generator Retirement WG, Joseph Bowring, PJIM

Market Monitoring Unit Manager. May 11, 2004.
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for other capacity market structures adopted by PJM in the future. In response,
Applicants note that they have committed to proposing a new capacity market mitigation
plan for the Commission’s approval 30 days after the closing of the Merger, when the
details of the new PJM capacity markets should be known.

166.  Applicants also dismiss Ms. Frayer's assertion that they will circumvent their
zero-bid proposal in the daily capacity market by bidding into term capacity markets.
Applicants state that to the extent that they attempt to increase the term market price by
withholding capacity from that market, the other market participants will know that the
Applicants are required to offer their uncommitted capacity into the daily capacity market
at a price of zero. As a result, if the price in the term markets were to exceed competitive
levels as a result of withholding by the Applicants, participants in those markets can
simply refuse to purchase term capacity from Applicants and instead purchase the
capacity that the Applicants must offer into the daily market at a price of zero. Thus
Applicants state that the requirement to bid capacity into the daily market at a price of
zero mitigates market power in both the daily and term capacity markets.

7. Commission Determination

167.  Applicants have shown that the merger, with the mitigation proposed, will not
harm competition in any relevant capacity market. In addition to the physical divestiture
of 4,000 MW of generating capacity, Applicants have committed to bid all of their
uncommitted capacity at zero. Therefore, they will have no ability to withhold capacity
in order to increase the market clearing price. As noted by the PJM MMU, Applicants’
proposal to offer capacity at a zero price represents a form of behavioral mitigation that
would resolve the capacity market power issue if properly structured. We share the PJM
MMU’s concern that this mitigation might not work for other capacity market structures
adopted by PIM in the future. Therefore, when the Commission approves a new capacity
market for PJM, we will require Applicants to submit a new analysis of the merger’s .
effect on the PIM capacity market and, if the analysis shows that the merger-relatéd harm
to competition is not fully mitigated, propose a new mitigation plan for the Comm1ss;1on s
approval within 30 days of any such approvals.
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D. Ancillary Services

1. Applicants’ Analysis

168. Applicants state that the merger will not harm competition in any relevant
ancillary services markets. They state that PJM does have markets for spinning reserves
and regulation services, and therefore analyze competition in those markets.

Dr. Hieronymus states that Exeion and PSE&G have 6 and 39 percerit shares of the
Mid-Atlantic spinning reserve capability, respectively.'"' He estimates that the market is
moderately concentrated with a merger-related increase of 507 HHI. He finds thata
divestiture of 147 MW of spinning reserve capacity would be necessary to bring the
effect of the merger within the Commission’s tolerance level. Dr. Hieronymus concludes
that Applicants’ proposed divestiture of 2,900 MW of fossil-fired generation capacity,
some of which is capable of providing spinning reserves, will sufficiently mitigate the
merger-related harm to competition in the spinning-reserve markets. PSE&G’s witness, ’
Mr. Frame, comes to the same conclusion, based on his review of the available PIM data.

169. Dr. Hieronymus also reviews the most recent available data for the PJM regulation
market. He reports that the market is moderately concentrated, with Exelon and PSE&G”
holding 13 and 12 percent shares of the 2,011 MW of regulation-capable capacity in the
Mid-Atlantic zone of PJM respectively. Therefore, the merged firm will have
approximately 25 percent of the regulation-capable capacity (approximately 500 MW) in
PJM Mid Atantic Area Council (PIM MAAC), more than half of which is pumped~
storage capacity, which he argues is generally an uneconomic source of regulation. He
notes that the merged firm will not be a pivotal supplier of regulation services because
there are more than 1,500 MW of competing supply able to serve a peak load of
approximately 700 MW. He concludes that the merger will not harm competition in the
PIM regulation market. PSE&G’s witness, Mr. Frame, notes that the 2003 PJM Market
Monitor Unit Report states that within PJM MAAC, there are 113 generating units
capable of providing 2,011 MW of reserve capacity, and that in 2003, regulation
requirements in PIM MAAC ranged from 220 MW to 750 MW. He concludes that
because the regulation market demand can be met more than two times over by
alternative suppliers at the peak. and by a far greater amount during the off-peak, the
merger will not harm competition in the PJM regulation market.

! He estimates the total market capability for spinning reserves in the Mid-

Atlantic market as 3,033 MW, with Exelon and PSEG have 196 and 1,191 MW of
spinning-reserve capable capacity, respectively. The numbers are from the 2001 PIM
Market Monitoring Unit Report on Spinning Reserve Market.
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170.  Mr. Frame describes the ancillary services markets in PIM and states that there are
two spinning reserve products offered in PJM: Tier 1 and Tier 2. He states that Tier 1
spinning reserves are provided by the unloaded capacity of steam generating units that
have been bid into the PJM energy markel, but have not been called on to produce
energy. He concludes that because the provision of Tier 1 spinning reserves is essentially
a by-product of participating in the energy markets, the merger’s effect on competition in
the Tier 1 spinning reserves market will not materially differ from the merger’s effect on
competition in energy markets. He concludes that because Applicant’s proposed

divestiture will mitigate any merger-related harm to competition, 1t will also mitigate any -

harm to competition in the Tier 1 Spinning PJM reserve market.

171; Mr. Frame states that Tier 2 spinning reserves are used when Tier 1 reserves are
exhausted, and, historically, have been provided by hydroelectric units and combustion
wurbines with condensing capacity. He states that PSE&G and Exelon currently control
1,191 and 196 MWs of capacity capable of providing Tier 2 spinning reserves within the
MAAC region of PIM, respectively.“2 He argues that the Applicants’ proposed
divestiture wil] likely offset any merger-related increase in the concentration of the Tier 2
spinning reserves market, because Applicants plan to divest more than 196 MWs of
generation capacity capable of providing Tier 2 spinning reserves, so the merged firm
will have a smaller share of the market than PSE&G’s pre-merger share.

172. FirstEnergy questions Applicants’ conclusion that the merger will not adversely
affect competition in ancillary services markets. FirstEnergy’s witness, Ms. Frayer,
argues that Dr. Hieronymus has not supported his assertion that regulation and spinning
reserves prices are intrinsically linked to energy market prices. She further argues that,
because Applicants have not specified the exact units that will be divested, it is premature
to conclude that the proposed mitigation plan for energy also satisfies ancillary services
market concerns.

2. PJM MMU Study

173.  The PIM MMU states that its merger analysis focuses on the Mid-Atlantic
Regulation Market as the spinning reserves market most likely to be affected by the
merger. It states that its results are based on 12 months of actual spinning reserves
market data through March 31, 2005.

"2 Mr. Frame notes that Tier 2 spinning reserves is procured on a cost basis in
other PIM regions.
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174.  The PIM MMU calculated hourly HHI values based upon regulation offered,
regulation offered and eligible, and regulation assigned as follows: Average HHI for
pre-merger regulation offered — 1,692; Average HHI for regulation offered and eligible -
1,772; and Average HHI for regulation assigned — 2,497. The post-merger analysis 1s
based on actual regulation market data for the twelve months that ended March 31, 2005,
modified to combine the ownership of PSE&G and Exelon resources into a single
company. The average post-merger HHI for regulation offered was 1,793, for a change
of 103 points, for regulation offered and eligible it was 1,900, for a change of 128 points,,
and for regulation assigned 1t was 2,628, for a change of 131 points.

175. The PIM MMU states that the analysis of the regulation market shows that the
proposed merger results in an increase in HHI that exceeds the increase specified in the
Merger Guidelines. It states that the proposed merger would significantly increase
concentration in the regufation market as defined by these metrics and the standards of
the Merger Guidelines and therefore raises concerns about potential adverse competitive’
effects, absent mitigation. It bases its conclusion on the 128 point increase in average
HHI for offered and eligible regulation. The PIM MMU states that mitigation of the
merger effects could be provided by an application of existing PJM market rules to the
PJM Mid-Atlantic Regulation Market; the merged company could agree to offer its
regulation capability into the market at cost-based levels. It states that as an alternative,
the merged company could agree to offer its regulation capability into the market at cost-
based rates. The PJM MMU further notes that the anticompetitive effects of the merger
could be mitigated by divestiture of regulation resources in the Mid-Atlantic Regulation
Market, but that it is not possible to evaluate the Applicants’ proposed divestiture plan
without knowing which units would be divested. '

176. The PJIM MMU states that its merger analysis focuses on the Mid-Atlantic
Regulation Market as the spinning reserves market most likely to be affected by the
merger. Its results are based on 12 months of actual spinning market data through
March 31, 2005. The PIM MMU analyzed the Tier 2 spinning reserve market (where
Tier 2 resources include units that are backed down to provide spinning capability and
condensing units synchronized to the system and available to increase output). It found
the pre-merger average HHI to be 4,651 and the average post-merger HHI to be 4,671, a
change of 20 points. The PIM MMU states that the proposed merger resuits in an
increase in the HHI that is less than that specified in the Merger Guidelines, and that the
merger does not raise competitive concerns in the spinning reserves market. The PIM
MMU’s analysis differs in two ways from the Commission’s Delivered Price Test. Its
analysis includes all regulation capability offered into the market without regard to cost.
In addition, its analysis includes all regulation offered by each supplier, while the
Delivered Price Test uses the gross supply by participants net of their load obligation.
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3. Commission Determination

177. We recognize that ancillary service market data are not as readily available as that
for energy and capacity markets. As such, we find Applicants’ reliance on the PIM
Market Monitor Reports to be a reasonable way of analyzing the effect of the merger on
competition in those markets. Moreover, while pivolal supplier and market share
analyses are not part of the Commission standard review in section 203 cases, we find
them informative here, given the lack of sufficient data for complete analysis of the
merger's effect on the ancillary service market concentration.

178. We find that the merger, as mitigated, will not harm competition in PJM ancillary
services markets. Applicants have shown that there are numerous supply alternatives in
the PIM ancillary services market. In addition, the divestiture of fossil units in PJM will
inciude units capable of providing spinning reserves and regulation services. Applicants’
analysis shows that their proposed divestiture will reduce their control of capacity able to
supply ancillary services to less than the pre-merger level, under reasonable assumptions
regarding the units that are ultimately divested. In addition, the PIM MMU found that
the anticompetitive effects of the merger could be mitigated by divestiture of regulation
resources in the Mid-Atlantic Regulation Market, where almost all of the fossil units
Applicants have proposed divesting are located. Regarding FirstEnergy's concern that it
is premature to conclude that the proposed mitigation plan for energy also satisfies
ancillary services markel concerns because Applicants have not specified the exact units
that will be divested, as we stated regarding the mitigation for energy markets, Applicants
have commitied to provide an analysis of the merger’s effect on competition, based on
the actual acquirers of the actual divested assets, once they are known. We rely on that
commitment in making our finding that the divestiture adequately mitigates any merger-
related harm to competition in the relevant ancillary services markets. If the analysis
shows that the merger’s harm to competition has not been sufficiently mitigated, we will
require additional mitigation at that time.
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E. Vertical Market Power Issues

1. Applicants’ Analvsis

179.  Applicants address the effect of combining their transmission and generation
assets. They state that the only transmission owning entities involved, ComEd, PECO,
and PSE&G, have all transferred operational control over their transmission facilities to
the PJM RTO. Applicants state that the Commission has held on a riumber of occasions, .
that such a transfer to a fully-functioning, Commission-approved RTO addresses the
possibility of abuse of transmission market power.'"?

180. Applicants also address the concern that the transaction will allow them to obtain
some control over the PIM decision-making process. They state that the transaction will
have no effect on the makeup of PIM’s independent Board of Directors. Applicants
further state that with respect to the Members, Reliability, and Electricity Market
Committee, PECO, the voting member for Exelon, and PSE&G, the voting member for
PSE&QG, are both in the Transmission Owners sector, which has a 20 percent voting
interest in the committees. Applicants expect that the transaction will result in the Exelon
and PSE&G votes combining into a single vote, increasing EE&G’s voting interest from
10 percent (the current share for each of PECO and PSE&G) to 11 percent. They argue
that this increase of 1 percent in a voting sector that has a total 20 percent voting interest
1s de minimis. They also note that even this change will be negated if Dominion Virginia
Power joins the Transmission Owner Sector. ‘

181. Applicants state that, with respect to the PJM East Transmission Owner’s -
Agreement, voting rights are counted both based on individual members and on a
weighted basis. A two-thirds vote in each category is required to approve all major
changes, and at least three opposition votes are required to defeat any major change.
They state that EE&G’s increased share of individual member votes will be de minimis,
going from one-in-nine to one-in-eight under the PJM East Transmission Owner’s
Agreement, and from one-in-14 to one-in-13 if the East, West, and South Transmission
Owner’s Agreements are consolidated inte a single agreement, as is currently under
consideration. Applicants note that EE&G’s weighted share will go up more
significantly, but provisions limiting the weighted vote of an individual transmission
owner to a maximum of 25 percent and requiring a two thirds vote on each an individual
and a weighted basis protect other transmission owners from EE&G’s increased weighted
share. EE&G will not be able to veto any proposed TOA changes because at least three
individual votes are required for such block.

113 Application at 44 citing Ameren Corp., 108 FERC at P 61.
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1

182.  Applicants also address the effect of combining their natural gas distribution and
electric generation assets. PECO provides natural gas distribution service to only one
electric generator, a 28 MW facility owned by Merck.'™ They note that there are two
other independent generators in PECO’s service area, but these generators take service -
directly from an interstate natural gas pipeline. Furthermore, they argue that newly built
generation facilities could readily avoid PECO’s small service area or connect directly to
an interstate pipeline.""> They state that PSE&G'’s natural gas distribution system serves
eight current or former generating facilities in New Jersey under contract with the utility,
as well as two merchant generators (the Tocso plant and the Williams Red Qak plant).
They note that the latier facilities are served by PSE&G under long-term natura] gas
transportation contracts or discounted tariffs."’® Applicants further state that both
companies provide natural gas distribution services to affiliated generation facilities.

183. Applicants’ witness, Dr. William Hieronymus, states that no vertical market power
concerns arise as a result of the transaction’s combination of natural gas distribution
facilities and electric generation assets. This is because new generation can connect to
one of EE&G’s Local Distribution Companies (LDCs) or directly interconnect with a
pipeline system, so the local distribution company cannot impede entry by other.
competitors. Dr. Hieronymus further states that the simple ownership of LDCs’
operations does not allow Applicants to self-deal or use other means of using gas LDCs
to favor affiliated activities. He notes that distribution tariffs are regulated by the state
public utility commisstons, which impose open access distribution requirements. Further,
the ability (o earn even ceiling rates in distribution tariffs is frequently constrained by
bypass alternatives or the existence of long-term contracts.

14 Application at 46.

NS 14 at 46-47.

16 14 at47.
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184. Dr. Hieronymus states that other vertical concerns are not present because both
Pennsylvania and New Jersey have in place codes of conduct between gas and.electric
affiliates; both utilities are governed by the Commission’s Order No. 2004;"7 and the
amount of generation served is so small that knowledge of customers’ operations is of no
commercial value to electric generators. He conducted the analysis required under
section 33.4 of the Commission’s regulations, analyzing the downstream markets for
PIM East, PIM Pre-2004, and Expanded PIM. He notes that the Commission has found
that market power in both the upstream natural gas market and the downstream electric |
market 1s necessary for a vertical market power problem. After accounting for
Applicants’ mitigation commitments, he found that neither the PJIM Pre-2004 nor the
Expanded PIM downstream markets are highly concentrated post merger. However, the
PIM East market remains highly concentrated post-mitigation,'® so he analgyzed the
PJM East upstream market, consistent with the Commission’s regulations.” He found -
this market not to be highly concentrated and concludes that competitive conditions will
not be conducive to a vertical foreclosure strategy. '
185. PSE&G’s witness, Mr. Frame, also concludes that the combination of Applicants’
natural gas and electric generation resources would not harm competition. He states that
neither Exelon nor PSE&G owns any interstate natural gas pipelines and that the natural
gas facilities owned by their affiliated LDCs are available to electric generators on a state
regulated open access basis.

Y Standards of Conduct for Transmission Providers, Order No. 2004, FERC-
Stats. & Regs.. Regulations Preambles { 31,155 (2003), order on reh’g, Order No. 2004-
A, I FERC Stats. & Regs. { 31,161 (2004), 107 FERC q 61,032 (2004), order on reh'g,
Order No. 2004-B, I1I FERC Stats. & Regs. ] 31,166 (2004), 108 FERC ] 61,118 (2004),
order on reh’g, Order No. 2004-C, 109 FERC | 61,325 (2004), order on reh’g, Order No.
2004-D, 110 FERC q 61,320 (2005).

1% Hieronymus testimony at 72.

" Revised Filing Requirements, FERC Statutes & Regulations § 31,111 at
31,904.
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2. Protests ,

186. The AAI asserts that membership in an RTO is not sufficient to ensure that sellers
will not be able (o exercise vertical market power through their ownership of
transmission, citing a show cause order in which the Commission initiated an
investigation of Exelon regarding alleged sharing of non-public information regarding
maintenance outages.'*’

187. No party contests Applicants’ description of the PIM governance structure. The
PHI Companies assert, however, that EE&G might be positioned to exert undue influence
on the PJM RTO as a result of its holding the largest transmission investment in PJM.

188. Protesters dispute Applicants’ claim that they will not be able to exercise vertical
market power in the natural gas market. Direct Energy asserts that Applicants’ analysis
is flawed for two reasons. First, Applicants use data that incorrectly represents interstate
pipeline capacity deliverable to relevant markets, and says Applicants omitted capacity
served in eastern Pennsylvania (in PIM East) in their calculation of Columbia Gas
Transmission and Texas Eastern Transmission pipeline’s deliverability from
Pennsylvania to New Jersey and from New Jersey to Delaware, respectively. Direct
Energy claims that as a result, Applicants have understated Columbia Gas and Texas
Eastern’s contribution to the PJM East gas market. Direct Energy also claims that
Applicants have overestimated the size of the PIM gas market by incorrectly counting as
deliveries in PJM gas that goes through PIM, but is ultimately delivered in New York and
New England. Direct Energy’s witness, Dr. Briden, states that as a result, Apphcants’
analysis understates the concentration in the upstream natural gas market, which he
claims will be highly concentrated after the merger.m

189. The POCA expresses concern regarding EE&G’s 35.6 percent share of natural gas
transportation capacity in the PJIM East market. It states that with one party controlling a
substantial amount of a capacity in such a constrained market, the exercise of market
power could result in significantly increased gas costs to other LDCs and marketers in
that market.’”> The Commission should examine the amount of capacity that EE&G

120 AAI Protest at 17, citing Exelon Corporation, PECO Energy Company, Exelon

Generation Company, L.L.C., and Exelon Power Team, Show Cause Order, 97 FERC
7 61,009, October 3, 2001.

'21 Briden Testimony at 7-8.

122 pOCA Protest at 22-23.
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would hold on individual pipelines, as many LDCs in the Northeastern markets are
captive 10 ane or two pipelines. EE&G may be able to withhold capacity and raise
natural gas prices.

190. The Division of the Ratepayer Advocates also expresses dissatisfaction with
Applicants’ analysis of the natural gas market. Division of the Ratepayer Advocate states
that the Application does not address horizontal market power issues that may result from
the merger of the PHI Companies’ and PSE&G’s gas capacity assets, the potential for
aggregating additional power by providing asset management services for third parties, or
the effect of such activities on various markets. Division of the Ratepayer Advocate says
that with the Applicants holding 35.6 percent of available capacity in the PJM East
market area, any additional control of gas capacity resources (for example, through asset
management agreements) would place the Applicants in a position to exert market power
through various actions.'” Division of the Ratepayer Advocate’s witness, LeLash,
further states that Applicants fail to provide information concerning the control of storagé
capacity held by the entities holding the interstate transportation entitlements.'* The
City of Philadelphia echoes the concern that Applicants could abuse their market power
in the transportation of natural gas to gain a competitive advantage in the relevant natural
gas distribution markets.'” '

191. Three protesters (FirstEnergy, Direct Energy, and POCA) express concerns that
concentration in the upstream and downstream markets may allow the exercise of market
power. FirstEnergy states that post-mitigation, the upstream PIM East market is at least
moderately concentrated and the PJM East downstream market is highly concentrated.
Direct Energy adds that because both the upstream and downstream markets will be _
highly concentrated after the merger, the proposed merger raises vertical market power
concerns for which Applicants offer no mitigation.”'® Direct Energy’s witness, Dr.
Briden, suggests mitigation in the form of a transfer of a share of Applicants’ natural gas
pipeline capacity to third party marketers not affiliated with Applicants. The POCA
states that Applicants should not dismiss as.irrelevant the failure to pass the downstream
portion of the vertical market power test (in PIM East), because the ability to affect

'3 Division of the Ratepayer Advocate Protest at 16.
124 .

LeLash Testimony at 4.
135

City of Philadelphia Protest at 7.

'26 Direct Energy Protest at 8.
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electricity prices through the control of natural gas supply or delivery could result in
increased prices to all consumers, particularly since gas-fired plants operate on the
margin and often set the market-clearing price in PIM.

3. Applicants’ Answer

192.  Applicants reply to AAL's protest by stating that the Commission never found any
violations in the proceedings that AAI cite. They conclude that AAI has presented no
basis for concluding that the Commission should change its policy regarding RTO
membership. They similarly dismiss, as mere speculation, the PHI Companies’ assertion
that Applicants will be able to exert influence.on PIM.

193.  Applicants address concerns regarding the effect of the merger on the upstream
natural gas market by restating their assertion that the transaction will not create a new
situation where the combined entity could increase electric prices by denying gas supplies
to other participants. Applicants state that because of their substantial divestiture
commitment, they will have less Available Economic Capacity in the downstream
electric market than they do today and that the upstream market will not be highly
concentrated post-merger. Applicants” witness, Dr. Hieronymus, answers protests that he
calculated the HHI incorrectly by stating first that capacity that is bound for New York or
New England is often sold into PJM East. Further, Dr. Hieronymus states that Direct
Energy calculated upstream HHIs incorrectly by failing to remove Applicants’ northern-
bound capacity in their calculations. He also states that Dr. Briden incorrectly calculates
“others” share in the HHI calculations as the sum of their market shares, quantity
squared, as opposed 1o the sum of the squares of the individual market shares. Correcting
for these errors, he states, the upstream HHI is 1,651, so there are no vertical market
power concerns.'?

194.  Applicants address protesters’ concerns regarding the storage market by stating

. that Applicanis own no storage capacity and contract for relatively small amounts (less

than 12 percent) of PJM’s storage capacity. They state that because their share of storage
capacity is smaller than their share of pipeline capacity, the storage market raises no
vertical concerns.

127 Hieronymus at 45.
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4. Protestors’ Response to Applicants’ Answer

195.  With regard to natural gas, the NJBPU states that it is concerned that the
availability of spot market, short-term interruptible transportation in a market with peak
period deliverability constraints i1s inadequate for new generation project developers and
their lenders. It further argues that the Commission must decide whether the total pipeline
capacity controlled by the Applicants will serve as a barrier to entry.'® -

196. Direct Energy repeats its claim that Applicants overstated the size of the PJIM East
natural gas market. With respect to the purported error in the “others” category of his
HHI calculation, Direct Energy witness Briden states that Dr. Hieronymus made the same
mistakes in Exhibit J-16 of his original testimony.

197.  With regard to electric transmission, the NJBPU agues that Applicants’
membership in PIM does not, by itself, ensure that their ownership and control of major ’
electric transmission systems cannot be used to favor affiliated generation or hinder
competing suppliers. The NJBPU remains concerned that influence in favor of corporate
objectives may skew the projects that are built and stymie competing projects that could
help other suppliers.

5. Commission Determination

198. Applicants have shown that the combination of their generation and transmission
facilities will not harm competition. Applicants have, pre-merger, transferred operational
control over their transmussion facilities to PIM, and the Commission has held, on a
number of occasions, that such transfer mitigates the ability to use control of transmission
assets to harm competition in wholesale electricity markets. We agree with Applicants
that AAI’s protest does not provide a basis for concluding that the Commission should
change its policy regardmg RTO membership.'?

199. Applicants have shown that that the proposed merger will not allow them to
control PIM. While no party contests Applicants’ description of PJM’s governance
structure, the PHI Companies speculate that Applicants might be able to exert “undue
influence” on PJM as a result of holding the largest transmission investment in PJM.
However, it does not explain how this would happen.

128 NJBPU Response at 19.

129 See, e.g. AEP/CSW at 61,788.
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200.  Applicants have shown that the combination of their generation and natural gas
distribution facilities will not harm competition. In Order No. 642, we stated that in order
for a merger to create or enhance vertical market power, both the upstream and
downstream markets must be highly concentrated.”* Applicants’ witness,

Dr. Hieronymus, has shown that, given the mitigation, the downstream markets are not.
highly concentrated after the merger. Moreover, he has shown that the upstream market
1s not highly concentrated. Applicants have shown that protesters’ claims to the contrary
result, in part, from selective omission of relevant capacity, an assertion that protesters do
not counter. Dr. Hieronymus’ Exhibit J-16 clearly shows the “others” market share to be

16.7 percent, and their contribution to HHI to be 19. Had he used the calculation method

Dr. Briden attributes to him, his contribution to HHI for “others” would have been
279 points, not 19. '

201. We disagree with NJBPU's assertion that Applicants will be able to foreclose new
generation entry. Neither company owns interstate pipeline facilities, so this is not a
convergence merger comparable to those in which the Commission has identified vertical
market power issues as a result of the combination of electric and gas utilities. While
Applicants do own natural gas LDCs through PECO and PSE&G, they do not own
interstate transportation facilities. Potential entrants seeking fuel supplies can opt for a
direct connection to the interstate pipelines serving the relevant markets rather than
Applicants” LDCs. Therefore, the merger does not give Applicants the ability to impede
entry of gas-fired generating facilities.

202. Applicants have also shown that their presence in the natural gas storage market is
small enough not to raise competitive concerns here. Applicants do not own storage
facilities, and estimate their contracted share of the storage market to be less than

12 percent. Therefore, they would have little ability to influence downstream electricity
prices.

203. With regard to the POCA’s and the Division of the Ratepayer Advocates’
concerns regarding horizontal effects in the natural gas market, we note that, under
section 203 of the FPA, we consider the effects of an increase in concentration in the
upstream market to the extent that it could harm competition in wholesale electricity
markets. Here, as noted above, Applicants have shown that both the upstream and
downstream markets are not highly concentrated, thus the horizontal upstream
combination will not harm competition in the relevant downstream wholesale eléctricity
markets.

" Order No. 642 at 31,911 (emphasis added).
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F. Effect on Rates .

1. Applicants’ Analysis

204. Applicants state the transaction will not adversely affect the rates for any
wholesale power or transmission customers. First, Applicants commit to hold
transmission customers harmless from any increase in Commission-jurisdictional
transmission rates to the extent that such costs exceed demonstrated savings rélated to the
transaction. Applicants further state that no wholesale power rates will be affected
because, of the three franchised utilities involved in the merger (ComEd, PECO and
PSE&G), only ComEd has any wholesale requirements customers, and Applicants
commit to hold ComEd’s customers harmless from any merger-related costs that exceed
demonstrated merger-related benefits. Exelon and PSE&G’s remaining customers are -
charged market-based rates that will not be affected by the seller’s cost of service and,
thus, will not be affected by the merger. '

2. Protests

205. The POCA says that the PIM OATT would allow the Applicants to file surcharges
mechanisms or formula rates that might allow transmission rates 1o increase without '
reflecting the benefits of the merger.'!

206. Dowagiac states that without proper mitigation, consumers will face both power
and transmission cost increases as a result of the proposed merger. Dowagiac argues that
the proposed mitigation measures are long-term and complex and will allow numerous
opportunities for Applicants to exercise market power. It is also skeptical of Applicants’
pledge to protect current consumers from price increases as a result of the proposed
merger. Dowagiac states that, regarding the ComEd and PECO merger, ComEd and
PECO *“pledged not to let financial injury fall on Dowagiac... [which is] now paying
SECA charges of $1,107.83/MW- month to ComEd for PIM service.”"*® Therefore,
based on the current merger proposal and Exelon’s history in past mergers, Dowagiac
argues that the Commission should condition the approval of the proposed merger on the
fulfillment of all conditions associated with the ComEd and PECO merger. Specifically,
Dowagiac requests that Exelon be directed to protect Dowagiac against any possible
financial injury resulting from either the current merger proposal or the ComEd/PECO
merger.

131 POCA Protest at 33-34.

2 Dowagiac Protest at 5.
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3. Applicants’ Answer

207. Inresponse to protestors’ assertions that the merger would harm wholesale
competition in PIM, thus, adversely affecting wholesale electricity rates, Applicants state
that they have already addressed those concerns with the proposal to mitigate any
merger-related harm to wholesale competition. In addition, in order to address the
POCA’s concern that Applicants’ hold harmless commitment is inadequate, Applicants
clarify that their hold harmless agreement allows for no surcharge or formula rate that
would allow them to recover merger-related costs unless those costs were offset by
merger-related savings.'”

208 Inresponse to Dowagiac’s protest regarding through-and-out transmission rates
related to ComEd’s participation in the PIM RTO, Applicants argue that Dowogiac’s
complaints are not related to the merger and should be addressed in Docket No.
EL02-111 or another appropriate forum.'**

4, Responses to Applicants’ Answer

209. H-P Energy argues that Applicants should not be able to use the automatic cost
recovery provisions of Schedule 12 of the PIM OATT without meeting all of the
safeguards and procedures of Schedule 12. They state that the safeguards contained in
Schedule 12 ensure that mandatory charges imposed on market participants are just and
reasonable, and that Aysplicams have not justified bypassing any of those Commission-
approved safeguards.’

5. Commission Determination

210. The Commission finds that Applicants have shown that the transaction will not
adversely affect wholesale rates. We rely on Applicants’ hold harmless commitment for
transmission rates In making this finding. In addition, wholesale power rates will not be
adversely affected by the merger because, only ComEd has any wholesale requirements
customers and Applicants commit to hold ComEd’s customers harmless regarding any

133 Applicants’ Answer at 74.

4 In Docket No. EL02-111. the Commission opened a section 206 proceeding to
investigate the issue of rate pancaking between PJM and the Midwest ISO and to

determine whether the transmission rates were just and reasonable.

135 H-P Energy Protest at 18.
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merger-related costs that exceed demonstrated merger-related benefits. We rely on
Applicants’ hold harmless commitment in finding that wholesale customers’ rates will
not be adversely affected by the merger. Applicants’ other wholesale customers are
charged market-based rates that will not be affected by the seller’s cost of service and,
thus, will not be affected by the merger.

211.  We agree with H-P Energy that Applicants should not be able to use the automatic
cost recovery provisions of Schedule 12 of the PIM OQATT. Applicants shall make the
appropriate filings under section 205 of the FPA, related to cost recovery of any
transmission expansion projects. Finally, we find that Dowagiac’s arguments regarding
through-and-out transmission rates will be addressed in the complaint filed under Docket
No. ELO2-111.

G. Effect on Regulation

1. Applicants’ Analvsis

212. Applicants state that the ransaction will not adversely affect federal regulation.
They state that the transaction will not result in the formation a new holding company
under PUHCA that would preempt the Commission’s jurisdiction. They note that the
transaction will bring PSE&G into the Exelon registered holding company system, and
the Applicants commit to waive the pre-emptive effects of the Securities and Exchange
Commission’s jurisdiction on this Commission under Ohio Power."* '

213. Applicants state the transaction will not adversely affect state regulation. They
have filed for approval from the Pennsylvania Public Utility Commission (PaPUC) and
the NJBPU, both of whom will therefore be able to protect their own jurisdiction.
Applicants state that while the Illinois Commission does not have jurisdiction over the
transaction, it does have jurisdiction to regulate ComEd, and they have filed notice of the
transaction with the Illinois Commission. They further state that after the merger is
complete, ComEd’s ownership will not change; it will remain an operating company
within a registered holding company system. They conclude that the transfer will not
have any effect on regulation of ComEd under 1llinois law and that ComEd will remain
under the jurisdiction of the lllinois Commerce Commission.

136 ohio Power Co. v. FERC, 954 F.2d 779 (D.C. Cir. 1992X(Ohio Power).
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2. Protests .

214. POCA argues that while Applicants submitted their application to the PaPUC,
Applicants argued that the PaPUC lacks jurisdiction over this merger and only requested
approval of the PaPUC in the alternative. Therefore, POCA requests that the
Commission examine the potential adverse impact of the proposed merger on state
regulation. Since this proposed merger would create one ‘of the nation’s largest public
utility holding companies and presents significant market power issues with a novel and
untested mitigation proposal, POCA requests that the Commission investigate all issues
related to the proposed merger by establishing further discovery, a hearing and access to
further filings to determine if the proposed merger satisfies the Commission’s guidelines
and 1s in the public interest.

215. Citizen Power, et al. raises concerns about the merger’s effect on power markets
in general, and, in particular, the NJBPU’s regulatory authority, if the PUHCA 1s

repealed.””’

3. Applicants’ Answer

216. Inresponse to the POCA’s concerns about the effect of the merger on state
regulation in Pennsylvania, Applicants argue that the merger will not affect the structure
of PECQ, the one affected utility that 1s under the PaPUC’s jurisdiction. They further
note that the PaPUC has intervened in the proceeding before the Commission, but has not
raised any concerns regarding the effect of the merger on its regulatory authority or
requested that the Commission address that issue. In response to Citizens Power, ef al.’s
concerns about the effect of the merger on regulation if PUHCA is repealed, Applicants
argue that the NJBPU can address any issues related to PUHCA repeal in the merger
proceeding before it. In addition. they note that the NJBPU has not requested that
Commission assist it on this issue.

7 Citizen Power notes that, because PSEG is headquartered in New Jersey, where

it conducts the bulk of its utility business, 1t is not part of an interstate holding company,
and PSEG’s utility transactions are regulated by the New Jersey BPU. Citizen states that
if PSEG is “swallowed up” by Exelon, a multi-state holding company, the NJBPU will
lose its ability to protect New Jersey customers. Citizen Protest at 5.
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4. Commission Determination

i\

217.  We find that the merger will not adversely affect Commission or state regulation.
We rely on Applicant’s commitment to follow the Commission’s Ohio Power policy in
finding that the merger will not adversely affect Commission regulation. Applicants have
shown that the transaction will not harm any state’s ability to regulate any of the merging
parties. The merger is subject to review by the NJBPU, who can therefore protect its
jurisdictional interests. We note that the PaPUC has intervened in the proceeding before
the Commission, but has not requested that the Commission address any issues regarding
the effect of the merger on its regulatory authority. Furthermore, the PaPUC, the Illinois
Commerce Commission, and the NJBPU will retain regulatory authority over the merged
company. We note that none of the affected state commissions have requestied that the
Commission address the effect of the merger on state regulation.

The Commission orders; !

(A)  Applicants’ proposed merger and internal restructuring is hereby
authorized, subject to Commission acceptance of the Applicant’s compliance filings,
as discussed in the body of this order.

(B)  The foregoing authorization is without prejudice to the authority of the
Commission or any other regulatory body with respect to rates, service, accounts,
valuation, estimates or determinations of costs, or any other matter whatsoever now
pending or which may come before the Commission.

(C)  Nothing in this order shall be construed to imply acquiescence in any
estimate or determination of cost or any valuation of property claimed or asserted.

(D) The Commission retains authority under sections 203(b) and 309 of the
FPA to i1ssue supplemental orders as appropriate.

(E)  Applicants shall make any appropriate filings under section 205(a) of the
FPA, as necessary, to implement the proposed Transaction.

(F)  Applicants must submit their proposed final accounting within six months
of the consummation of the merger. The accounting submission should provide all
merger-related accounting entries made to the books and records of PSE&G, along with
appropriate narrative explanations describing the basis for the entries.

(G)  Applicants shall make a compliance filing to the Commission within
30 days of the completion of their divestiture, providing an Appendix A analysis of the
merger’s effect on competition in energy and capacity markets, given actual plants and
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assets divested and the actual acquirers of the divested assets. If the analysis shows that
the merger’s harm to competition has not been sufficiently mitigated, Applicants must
propose additional mitigation at that time.

(H)  Applicants shall make a compliance filing to the Commission within
30 days of this order showing that they have established an independent monitor to
oversee the baseload energy auction and Applicants’ compliance with the terms of the
energy contracts; and that they have established a public compliance website the showing
how they are complying with the virtual djvestiture and other mitigation requirements,
including the interim mitigation.

I} Applicants shall notify the Commission within 10 days of the date that the
merger has been consummated.

By the Commission.
(SEAL)

Magalie R. Salas,
Secretary.
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. PEHNSYLVANIA
PUBLIC UTILITY COMMISBION
Harrisburg, PA 17120 -

Public Meoting Held Januvary 10, 1991

Commiasionars Pragent:

* Willizm H. Smith, Chairman
Jos Rhodea, Jr., Vice Chalrman
Pri Pischl, Commisaioner
Wendell r. Holland, Commissioner
David W. Rolka, Commisaioner

Application of New York S5tate Electric Docket Nos.

- & Gas Corporationy Requaest for Approval A-33538
of Abandomment of Electric Service A=110001,P. 200
Requests for of the Purchase A~11000%1,¥.5Q0C -
of ‘the Stock of Columbia Gas of Hew . A-110001,7.001
York, Inc. and Transactions Involving A-110001,7.002

its Bubsidiarles

Petition of Xew York Stats Hlectric P-900488
& Gas Corporation for a Declaratory -
Order

ORDER

BY THE COMMISSION:

On Descembar 12, 1990, New York 8tate Blectxic & Gas
Corporation (NYSEG) filed an application with the Commission at A~
110001,r.200 requesting approvel of the sbandonment of electric
sexrvice to the public in Pemnaylvania, textificated at A-93538.
In saupport of its application, NISEG alleges that it originally
applied for and was granted a certificate of public convenience to
assure its ability to exercisa the power of eminent domain in
constructing an eleotric transmission line in Pennsylvania.
Because of changes in the law, NYSEG allegas that its cartificate

‘ is no longer nactssary. HNYSEG requasts that Commission review of

its abandonment application be made contingent upon granting of its
potition for declaratory oxrder relating to whether, as a foderally
regqulated ntility, it requires a cartificate from the Commission
under Ssction 1101 of the Paublic Utility Code, 66 Pa. C.S5. §1101,
prioxr to axercising the power of eminent domain in Pennsylvania

1



undor the Bueiness Corporatiocn Law of 1588, (BCL), 15 Pa. C.S.

~ §51101, ot geg.

NISEG is a New York corporation primarily engaged in ths
generation and distributiom of electricity and gas in the state of
New Yoxk. NYSEG and Pennsylvania Blectric Company (Psmalac) ars
co-owners of an electric gemerating facility in County,
Pommsylvania. Bach utility is entitled to half of the capacity of
the generating station and each is individually rssponsible for
transmission of its electricity from the genarating station to its
reapactive retail customers. NYSEG transwits its powar {nterstate
£rocm the gensrating station to ite New York service territory by
way of a 345 kV transmission line. NKYSEG'’s intarstate production
and transmission of this elactricity is regulated by the Pederal
Energy Regulatory Commisaion (FERC).

On May 1, 1967, at the time of conatruction of NISEG’s
transmission line, tha Commission entered an ordear granting the
application of NYSEG at A-%3538 for a certificats of public
convenlence authorising the provision of electric servica within
87.5 faat of the- conter line of thae tranamission 1lina --
aasentially only NYSEG’s right-of-way. Morsover, the Commission
order expressly prohibited NYSEG from serving any Pemmsylvania
customer without receiving spacific Commission approval.

NYSEG has never requested or been granted aunthority to
serva any Peansylvanlia customer. The transmission line is utilized
solely to transmit electrlcity out-of-state —— a PERC regulated
activity. Navertheless, NYSEG continues to make certain atory
£i1lings with the Commission required of Commonwealith utilitles.
In fact, NYSEG presently has three Section 1102 financial f£ilings
as identified in the caption to this ordex, pending before the
Commigsion raquasting approval of various business transactions
ralated solely to ite business in New York state. 8ince NYSEG does
no intrastate buainess 1ln Pennsylvania, 1t has no intrastate
ravenuees and does not pay an annnal asaessment to the Commission;
accordingly, the Commisaion’s activitlies related to regulating
WYSEG are ina lately funded by legitimate Comxonwealtn

electric utilitien.

Clearly, NYSEG is not a public utility in Pennsylvania
in that it does not provide elactric service °"for the public for
compensation.” 68 Pa. C.S5. $102. Tharefore, it is inappropriate
for the Commission to continue to expend its resources regulating
NYSEG and approval of NYSEG’s abandonmant application is
appropriate. Approval of this application will have ano effsct on
NYSEG’s operation of its elsctric genarating station or on its
transmission linas in Pennsylvania. Since NYSEG has nevsr conducted
any Iintrastate business in Pennsylvania, approval of the

2



-application does not represent any substantive change in NYSRGC's

mﬂm. Simu)l taneously, consistent with this decision, we will
ss the three Sectiom 1102 filings curyently pending as

Retition for Peclaratary Ordar

Upon Coamission approval of abandonment, NYSEG would no
longer have a certificats of public coavenience under 6§ Pa. C.8.
$1101 certifying it as a Commonwealth public utility., XNYSEG's
patition for dsalaratory order reguests the Commission to declare
that RYSEG is not raquired to hold a certificate under Section 1101
of the Public Utility Code as a condition to exercising the power
ofzi eminant demein pursuant to the BCL as a foderally regulated
»n uty-

Section 1511(a) of the BLL, 15 Pa. C.8. §1511(a), confar:s
the power of aminent domain upen every “public utility
rzation.® A "public utility corperation” is defined as follows

at 15 Pa. C.8. $1103: (Zwphasis added).

*Public utility corpozation.® Any docmestic or
- foreign gorporation for profit that:

{1) is wubject to regulation as a public
utility by the Pennsylvania Public Utility
Commission Qp ap Officer or agqency of the
Onited States; or

{1) was s8ubject to such xregulation on
Decembar 31, 1580 or would have been so subjact
if it had been then existing.

Accordingly, utilities providing intrastate utility
sexvice subjeat tao the jurisdiction of the Commission and ntilitias
providing interstate service utilizing facilitigs in Pennsylvania
subject to the jurisdiction of a foderal mgency axe conferred the
powar of eminent domain.

Section 1104 of the Public Utility Code, 66 Pa. C.S8,
§1104 providaes as follows:

$1104. Caxrtain appropriations right of
eminent domain prohibite

Unlaegs its powey ¢f eminent domain existed
under prior law, no dgmestic public utility or
foreign publia utility authorized to do
business in this Commonwealth shall axarcise
any power of eminent domain within this
Coagmonwealth until it shall have received the

3
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cexrtificate of public convenience resguired hy
section 1101 (relating of organisation of
public utilities and baginning of service).

A *foreign public ntility anthorized to do business in
this Commonwsalth® would normally be considered a utility
incorporatad in another mtate which is acthorized by its ate
papers to conduct business in Pennsylvania regardleas of L 4
ar not that businesa is jurisdictional to the Commission. See= $102
of the aAssociations Act, 15 Pa. C.B. §102, and Section 4125 of the
BCL, 15 Pa. C.85. §4125. Howeavar, a certificate of public
convenience is imsued pursuant to Saction 1101 authorizing the
commencemant of Commonwealth public utility service within the
jurisdictional limits established by Section 102 of the Public
gtility Code, 66 Pa. C.5. §$102. Accordingly, at first glance
Section 1104 would arguably precluds tha exarcise of eminent domain
by companias like NYSEG which do not provide jurisdictional publie
utility service but are authorized and do conduct business in the
Commonwealth ~- in this case interstate electric service subject
to the jurisdiction of PFERC.

To take this interpretation of Saection 1104, however,.
wounld render more zrecently eanacted Section 1103 of ¢the BCL
manningless. 8Section 1103 exprassly confers ths power of eminent
domain upon ntilities, like NYSEG, ragulated by fedaral agancies.
Furtharmore, Saction 13511(e) of the BCL reguires Commizaion
approval prior to an intrastate ox interstate slsctric utility’s
exercise of eminont domain utilized for constructing transmiasion
linas and other aerial facilities. It iz clear from the language
of Section 1511(c) that this approval must be secured by all
alactric nutilities regaxdless of whethar ths utility is
certificated as a Commonwealth elsctric utility pursuant zo the
Public Utility Coda. Accordingly, even aftsr approval of
abandonment. of its certificate of public convenience at A-33538,

NYSBEG would be required by S8sction 1511(c) of the BCL to continue

to receive Commigsion approval prior to exercising the power of
eminent domain within this Commonwealth.

Reading togather relevant proviaione of the Public
Utility Code and the BCL, it ia clear that NYSEG’s petition has
nmerit. Ovarall, the most reasonable interpretation of the
legislative intent is that upon prior Coominsion approval pursuant
to Section 1511(c) of the BCL, NYSEG is conferred the power of
eminent domain az a fsdorally regulated electric atility, even
though it does not provida juxisdictional utility service in the
Commonwealth purauant to Section 102 of the Public Utility Code and
A% & result can not be certificated pursuant to Sectlion 1101;

THEREFURE.
IT IS ORDERED:



1. That NYSEG's application at A-110001,F.200 for
of jurindictional alectrio gservice cartificated at a-

abandonment:
93338 is hereby

2. That RYSEG’s cexrtificate of public convenlence
issued at A-33538 in heraby cancelled.

3. That NYSEG’c applications pending at A~110001,P.001,
P.002 and ?.500 are hereby dimmissed for lack of subject mattar
Jurisdiction.

4. That NYSEG’s petition for daeclaratory order is
heraby granted conesistent with the ducnnion horein.

S8ION,

Rich

ORDER ADOPFTED: January. 10, 1951
ORDER ENTERED:  JAN 17 101

{SEAL) . -

ok TOTAL PAGE.S6 *=



PENNSYLVANIA
PUBLIC UTILITY COMMISSION
Harrisburg, PA. 17105-3265

Public Meeting held January 27, 2000

Commissioners Present:

John M. Quain, Chairman

Robert K. Bloom, Vice Chairman
Nora Mead Brownell

Aaron Wilson, Jr.

Terrance J. Fitzpatrick

Application of United Water Pennsylvania, Inc. (United) for ~ Docket Nos:
approval of the acquisition by Lyonnaise American Holding, A-310013 F0014
Inc. {(Lyonnaise) of the remaining outstanding shares of A-230077 FOQ03
United’s parent, United Water Resources, Inc., so as to

change Lyonnaise from being a minority owner of United’s

parent to becoming the latter’s sole shareholder.

ORDER

BY THE COMMISSION:

On November 15, 1999, United Water Pennsylvania, Inc. (United) filed the
above-captioned application pursuant to Chapter 11 of the Pennsylvania Public
Utility Code, 66 Pa C.S. §§ 1101-1103. By its application, United seeks approval

of Suez Lyonnaise des Eaux Group’s (Suez Lyonnaise’s) becoming, through its

U.S. subsidiary, the indirect sole shareowner of United’s parent, United Water



Resources, Inc. (UWR)'. Notice was published as required, and the protest period

ended December 20, 1999 with no protests having been received.

United provides water and wastewater service-to the areas of Harrisburg,
Dallas and Mechanicsburg, PA, serving approximately 47,000 customers. UWR is
the nation’s second largest water and wastewater services company, having
operations in 19 states and serving a total population of more than 7.5 million
through both regulated utilities and non-regulated contract municipal operations.
UWR controls United through its financing subsidiary, United Waterworks, Inc.
Suez Lyonnaise, a French corporation involved in, inter alia, water and wastewater
activities on an international scale, first gained an interest in the predecessor
Pennsylvania utilities in 1994 when their then parent, General Waterworks
Corporation, was merged into UWR, and Suez Lyonnaise thereby gained an
approximate 26% ownership of UWR. Through its American subsidiary,
Lyonnaise now owns 30.1% of the common stock of UWR and 98.1% of UWR’s
convertible preference shares. The remaining shares of common stock in UWR

are publicly held.

Suez Lyonnaise provides water and/or wastewater services in over 100
countries worldwide, having been formed as the result of the 1997 merger of
Compagnie de Suez and Lyonnaise des Eaux. It is also the world’s largest private
supplier of electricity and has large electric generation operations, as well. In
1998, it had revenues of over 31 billion euros ($31 billion). Approximately 30%
of its capital, or 8.7 billion euros (38.7 billion), 1s employed in the water or

wastewater business.

' On January 20, 2000, shareholders of UWR granted their approval of the acquisition by Lyonnaise of its
acquisition of the remaining shares of UWR.

Do, #: 171941 2



UWR and Lyonnﬁise have entered into a merger agreement under which
UWR will be merged with a temporary subsidiary of Lyonnaise, with UWR
surviving as a wholly-owned subsidiary of Lyonnaise. United Water Pennsylvania
will continue as a separate corporate entity and will continue to supply service in
Pennsylvania pursuant to its currently effective tariffs and under its current name,
with, avers United, no reduction in its workforce. The acquisition therefore will be

transparent to customers in the Commonwealth.

The transfer of control of a majority of UWR’s stock appears to offer the
possibility of greater amounts of capital being available as acquisition
opportunities present themselves in Pennsylvania. Also, the research and
devélopment resources of Suez Lyonnaise should allow United to make
improvements in the quality of water service now provided by smaller and often
undercapitalized utilities. These advantages ensure that the proposed change in
control satisfies the standard set by City of York, 449 Pa. 136, 295 A.2d 825

(1972), that the acquisition provide an affirmative public benefit.

Consequently, we have determined that acquisition of total indirect control
of United is necessary or proper for the service, accommodation, convenience, or

safety of the public, and that the application should be approved; THEREFORE,

IT IS ORDERED:

1. That the application of United Water Pennsylvania, Inc. for approval of
the gaining of complete control of the utility by a subsidiary of Suez Lyonnaise des
Eaux Group is hereby approved, and that a certificate of public convenience be

1ssued evidencing such approval.

Do, #: 17104 3



2. That within 30 days of the consummation of the transaction approved in
Ordering Paragraph No [, above, United Water Pennsylvania, Inc. file with this

Commission notice of such consummation.

Ouc. #: 17104 4



3. That if the parties to the merger agreement come to determine that the
proposed acquisition will not occur, the utility promptly file with this Commission

notice of such determination.

BY THE COMMISSION

James J. McNulty
Secretary

(SEAL)
ORDER ADOPTED: January 27, 2000

ORDER ENTERED: February 1, 2000

Doc. #: 171941 5



Page 12

1ST OPINION of Level 1 printed in FULL format.

Joint Application of Commonwealth Telephone Company,
Commonwealth Long Distance Company and Paging Plus, Inc.,
for approval of the transfer of a majority voting interest
in the stock of the utilities' direct or indirect parent,

C-TEC Corporation, to RCN Corporation.

A-310800.FQ006
PENNSYLVANIA PUBLIC UTILITY COMMISSION
1593 Pa. PUC LEXIS 159

October 22, 1993

CORE TERMS: stock, affiliated, grandparent, subsidiary, controlling interest,
jurisdictional, wholly-owned, transfer of stock, distance, affiliate,
generic, voting, public utility, Law Bureau, statutory reference, public
convenience, telecommunication, certificate, investigate, convinced,
customers, carrier, protest

*1

Commissioners Present: David W. Rolka, Chairman; Joseph Rhodes, Jr.,
Vice-Chairman; John M. Quain, Dissenting; Lisa Crutchfield; John Hanger

OPINION: OPINICN AND ORDER
BY THE COMMISSION:

On October 1, 1993, Commonwealth Telephone Company ("CTCo"), Commonwealth
Long Distance Company ("CLD") and Paging Plus, Inc. ("PPI"} filed the
above-captioned application pursuant to Chapter 11 of the Pennsylvania Public
Utility Code, 66 Pa. C.S. 5§ 1101, et seqg.. Notice was published as required and
the protest period ended October 19, 1993 with no protests having been received.

BACKGROUND

CTCo is a direct, wholly-owned subsidiary of C-TEC Corporation ("C-TEC"), a
publicly-owned corporation. CLD is a direct, wholly-owned subsgidiary of C-TEC
Properties, Inc. ("C-TEC Properties"), which in turn is 100 percent owned by
C-TEC. PPI is a direct, wholly-owned subsidiary of Cellular Plus, Inc-,
{"Cellular Plus") which also is 100 percent owned by C-TEC. Having been granted
its initial certificate of public convenience at A-310800, CTCo is
a jurisdictional utility, as are CLD (A-310071) and PPI (A-0033007). C-TEC,
C-TEC Properties and Cellular Plus are not Pennsylvania utilities.

CTCo is a *2 local exchange carrier which provides service to
approximately 190,000 business and residential customers in portions of 20
counties in eastern Pennsylvania. CLD is a provider of long distance service in
23 eastern Pennsylvania counties and plans to expand its service to cover all of
Pennsylvania. PPI offers one-and two-way paging services to approximately
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3500 customers in pumexous Pennsylvania municipalities.

Certain of C-TEC's shareholders, acting as the (unincorporated) C-TEC Control
Group, have entered into an agreement with RCN Corporation ("RCN") providing
for the transfer to RCN of 5.7 million shares of Common Stock and Class B
Common Stock of C-TEC currently owned by members of the C-TEC Control Group.
The shares to be transferred constitute in the aggregate approximately 34
percent of the equity interest in C-TEC and approximately 57 percent of
the voting interest in C-TEC. The planned transfer of shares representing a
majority voting interest will result in a transfer of control of C-TEC, and
through C-TEC's direct or indirect ownership of its three Pennsylvania
utility subsidiaries, a transfer of controcl of CTCo, CLD and PPI. It is this
latter contrcl transfer foxr *3 which the applicants seek Commission

approval.
JURISDICTION

Before further reviewing the Joint Application, it is necessary to address
the legal cuestion of whether the transaction before us is jurisdictional. The
Joint Application states that the Applicants are of the position that the
transaction is not jurisdictional based on prior Commission precedent in
Application of Airaignal Intermatiomal of Pittsburgh, Pennsylvania, Inc.
{Airsignal I), A-101365 (January 14, 1980} and Application of MCI Airsignal of
Pennsylvania, Inc. {Airsignal II), A-330035 {(July 15, 19%86) and are filing this
application as a courtesy to the Commission in response to an informal request.

Airsignal I (involving a transfer of a controlling interest in the stock of a
utility's second tier parent or grandparent) and Airsignal II (involving the
transfer of a contrelling interest in the stock of a utility's parent) both held
that only the transfer of utility stock may constitute the transfer of used or
useful property necessary to invoke jurisdiction pursuant to Section 1102 (a) (3)
of the Public Utility Code, 66 Pa. C.S. § 1102(a) (3). The rationale of both
Airsignal cases *4 is that the expresa reference in 66 Pa. C.S. Section
1102 (a) (3) to affiliated interests of public utilities as defined in 66 Pa. C.S.
§ 2101 was intended only to establish jurisdiction over an affiliated interest's
transfer of utility stock. The Airsignal cases view stock transactions at the
parent or grandparent level as too remote to constitute the transfer of used or

useful property.

While we agree that application of the Airsignal cases would result in a lack
of jurisdiction over the instant transaction involving the transfer of stock of
the C-TEC as ultimate parent of three utilities, we would emphasize that the
Airsignal cases, as any other prior Commission decision, are subject to
reconsideration at any time. 66 Pa. C.S. § 703(g). Accordingly, we will
exercige our discretion and review interpretation of Section 1102{a) (3) at this

time.
Section 1102 (a) (3} provides as follows in relevant part:

{3} For any public utility or an affiliated interest of a public utility as
defined in section 2101 (relating to definition of affiliated interest), except
a common carrier by railroad subject to the Interstate Commerce Act, to acquire
from, or to transfer teo, any person *5 or corporation, including a
municipal corporation., by any method or device whatsocever, including the sale
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or transfer of stock and including a consolidation, merger, sale or lease, the
title to, or the possession or use of, any tangible or intangible property used
or useful in the public service .

Qur attention is specifically drawn to the express reference to transactions
involving affiliated interests of utilities. While it is unclear in the statute
what level of stock transaction constitutes the transfer of used or useful
property, we are not convinced by the rationale of the Airsignal cases. If the
intent of the statutory reference to affiliated interest transactions was
intended only to establish jurisdiction over an affiliate's transfer of

utility stock, the reference would be unnecessary and meaningless since even
without the reference, all transfers of a controlling interest in utility stock
are jurisdictional regardless of whether the transferor or transferee is

an affiliate. Clearly, the better interpretation is that the statutory reference
to an affiliated interest's transaction applies jurisdiction to the transfer of
stock of either a utility or of its *g parent or grandparent affiliates,
regardless of the remoteness of the transaction, if the effect of such
transaction is the transfer of control of the utility.

Furthermore, from a practical view, the transfer of equity control of a
utility parent or grandparent can directly affect the management of the utility.
Stockholders exercising a controlling interest in a parent or grandparent can
affect the Board of Directors, utility personnel and utility management
philosophy and can ultimately have a direct effect on the cost and quality of
service to the public. Accordingly, we are convinced that the General Assembly
intended that the Commission have jurisdiction over these types of stock
transactions and through this order will revexrse the Airsignal cases as they
apply to the case at hand.

Although we will assert jurisdiction over this transaction, it is necessary
to clarify this intexrpretation of Section 1102(a) (3} on a generic basis.
Accordingly, we will direct the Law Bureau to investigate procedures to
implement our decision today on a generic basis, through either regulatory or
legislative procedures, and report back to us with its conclusions.

EFFECTS OF THE PROPOSED *7 TRANSFER

RCN is a recently-formed corporation whose principal activity has focused on
the instant transaction. It is a direct wholly-owned subsidiary of Kiewit
Diversified Group, Inc. ("KDG"), all of whose stock is owned by Peter Kiewit
Sens', Inc. ("PKS"). PKS is an employee-owned corporation with consclidated
revenues of over $2 billion and is engaged in a variety of different industries,
including telecommunications.

Through KDG, PKS controls MFS Communications Company, Inc., which
provides telecommunication services to other long distance carriers and large
end users, and operates fiberoptic networks in 14 clties in 11 states.
Metropolitan Fiber Systems of Philadelphia, Inc., and Metropolitan Fiber Systems
of Pittsburgh, Inc. were granted certificates of public convenience on March 5,
1991 at A-310004 and A-310005, respectively.

For its C-TEC stock, the C-TEC Control Group is to receive approximately $136

million in cash, a sum which appears to be readily available to the purchasers.
At June 30, 1993, KDG has $956 million of cash and temporary investments, and
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long- and short-term debt totalling only 66 million. The Kiewit companies thus
seem to possess sufficient financial *8 strength to fund the immediate
acquisition.

There appears to be no diminution of service to Pennsylvania ratepayers
stemming from the proposed transfer of contrel nor will the transaction itself
lead to any increase in the rates charged for utility services.

The Commission has examined the instant application and has determined that
the proposed transfer of control appears necessary or proper for the service,
accommodation, convenience or safety of the public, and that the application
should be approved; THEREFORE,

IT IS ORDERED:

1. That the joint application of Commonwealth Telephone Company,
Commonwealth Long Distance Company and Paging Plus, Inc., concerning the
transfer of a majority voting interest in C-TEC Corporation is hereby approved,
and that a Certificate of Public Convenience evidencing such approval be issued.

2. That the Law Bureau is hereby directed to investigate procedures to
implement this Order on a generic basis through either regulatory or legislative
procedures and report back its conclusions within 30 days of the entry date of
this Order.
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3RD OPINION of Level 1 printed in FULL format.

Joint Application of Paging Network of Pittsburgh, Inc. and
Paging Network of Philadelphia, Inc¢. for approval of the
transfer of approximately 32.6% of the cowmon stock of the
utilities' parent, Paging Network, Inc.

A. 330013, F.0005 {(Corrected)
PENNSYLVANIA PUBLIC UTILITY COMMISSION
1993 Pa. PUC LEXIS 161

October 29, 18893

CORE TERMS: partners, transfer of stock, common stock, de facto, subsidiary,
regulated, stock, transfers of stock, public convenience, ownership interest,
rates charged, jurisdictional, wholly-owned, certificate, operational

*1

Commigsioners Present: David W. Rolka, Chairman; Joseph Rhodes, Jr.,
Vice-Chairman; John M. Quain; Lisa Crutchfield; John Hanger

OPINION: OPINION AND ORDER
BY THE CCOMMISSION:

On July 19, 1992, Paging Network of Pittsburgh, Inc. (PageNet-PGH) and Paging
Network of Philadelphia, Inc. {PageNet-PHL} filed the above-captioned
application seeking commission approval, pursuant to Chapter 11 of the Public
Utility Code, 66 Pa. C.S. 8§ 1101 et seqg., of the transfer of approximately
32.6% of the common stock of the utilities' parent, Paging Network, Inc.
(PageNet, Inc.)

Summary

In their filing, the applicants have stated that the 32.6% interest in
PageNet, Inc. constitutes de facto control of PageNet, Inc., and of PageNet-PGH
and PageNet-PHL. We agree with the applicants and will grant approval of the
transfer of control of the two Pennsylvania utilities.

Background

PageNet-PHL was granted its original certificate of public convenience at
A-330644.F001 and is currently authorized to provide intrastate land mobile
radio service to portions of 23 counties in eastern and central Pennsylvania.
PageNet -PGH was granted its original certificate of public convenience at
A-330013.F001 #*2 and is currently authorized to provide similar service to
portionsg of 17 counties in western Pennsylvania. Both utilities are
direct, wholly-owned subsidiaries of PageNet, Inc., which is not a
Pennsylvania jurisdictional utility.
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PageNet, Inc. is a publicly-held organization whose common stock is regularly
traded over-the-counter in transactions reported by NASDAQ. As of the date of
filing, 10,941,438 shares of PageNet, Inc.'s common stock were owned by The
Golder Thoma Fund (the Fund) a limited partnership having approximately
20 partnexs. The Fund's holding constitutes approximately 32.6% of the
ocutstanding common stock of PageNet, Inc. Except for the Fund and the Chairman
of PageNet, Inc. who owns approximately 6.6%, no other person appears to own as
mach as 5% of PageNet, Inc.'s stock.

The Fund plans to distribute its shares, from time to time and over a
undetermined period of time, to its individual partners. Bach of the partners
owns stock in PageNet, Inc. asg a result of a prior distribution from the Fund.
Such direct holding by the partners aggregate not more than 3.5 million shares
or approximately 10.4% of the outstanding shares.

The applicants further state that *3 the proposed distribution by the
Fund will result in no change in the officers or directors of PageNet, Inc.,
and, by implication, no such changes at the two Pennsylvania utilities,
PageNet -PGH and PageNet-PHL. Moreover, the applicants have stated that because
there will be no change in management or in the coperations of the jurisdictional
utilities, there will be no adverse effect upon the service provided or
the rates charged to customers of the utilities.

Discussion

In their application, applicants have asserted that the Fund, as a
consequence of its 32.6% ownership interest, possesses and has exercised de
facto control over PageNet, Inc. and, by extension, over the two wholly-owned
Pennsylvania utilities. The applicants seek approval of the distribution of
PageNet, Inc. stock since they view such distribution as a transfer of control
of the utility subsidiaries from the Fund to shareholders of PageNet, Inc.,
generally. We agree with the applicants that the transfer of de facto control
of PageNet, Inc. will result in the transfer of used or useful utility property,
placing the transaction within the purview of 66 Pa. C.S. § 1102({a} (3).

Furthermore, as *4 we recently found in Application of Commonwealth
Telephone Company, et al. {A-310800 F.0006, order entered October 22, 1993}, the
fact that a transfer of control of a utility is effected by the transfer of
stock in the utility's parent does not remove the transaction from our
jurisdiction. Overall, it is our view that any transfer of de facto control,
whether at the utility or grandparent level, ultimately constitutes the transfer
of used or useful property.

We have also reviewed certain substantive matters in connection with the
proposed transfers of stock, and it appears that there will be no operational
changes that would regquire us to withhold our approval of the transfer of
control of PageNet-PGH and PageNet-PHL. The transfers of stock will result in
the individual partners of the Fund becoming direct rather than indirect owners
of the parent, PageNet, Inc., and the parent's ownership interest in the
Penngylvania utilities will be unaffected. The applicants have further averred
that no changes in wmanagement of either the parent or of the Pennsylvania
utilities are expected as a result of the transfer, nor will there be
any operational changes. Therefore, the *5 transfer will not in itself
lead to any diminution of service to Pennsylvania subscribers nor to any change
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in rates charged for those services.

Having examined the instant joint application, the Commission has determined
that the proposed transfer of control appears necessary or proper for the
service, accommodation, convenience or safety of the public, and that the
application should be approved; THEREFORE,

IT IS ORDERED:

1. That the joint application of Paging Network of Pittsburgh, Inc. and
Paging Network of Philadelphia, Inc. for approval of the transfer of
approximately 32.6% of the common stock of the utilities' parent, Paging
Network, Inc., is hereby approved.

2. That Paging Network of Pittsburgh, Inc. and Paging Network of
Philadelphia, Inc. file with this Commission following the end of each calendar
quarter a joint report showing the number of shares of Paging Network,

Inc. stock that were transferred from The Golder Thoma Fund during the quarter,
together with a calculation of the Fund's remaining interest in Paging Network,
Inc. at the end of the quarter. This filing requirement will terminate
following notice to the Commission that the total transfer has been completed.
*5

STATEMENT OF COMMISSIONER JCHN M. QUAIN

This Commission must provide direction to all members of the regulated
community regarding which financial transactions fall within our jurisdiction.
This is particularly true with regard to the telecommunications industry which
is experiencing dramatic change in its business operations. Nevertheless, the
exercise of our jurisdiction must be based upon the statutory authority set
forth in the Public Utility Code. Exercising jurisdiction over the transaction
before us, in my view, clearly oversteps that authority.

The facts before us concern the transfer of a 32.6% interest in PageNet, Inc.
to a variety of investors. PageNet is the parent corporation of PageNet-PGH and
PageNet-PHL, which are Pennsylvania regulated utilities. The parent corporation
is not a Pemnsylvania utility. Thus, the issue before us is: whether the
transfer of a minority interest in the parent corporation of a regulated utility
requires a Certificate of Public Convenience from this Commission?

It is suggested that at 66 Pa. C.S. § 1102(a) (3) provides this Commisgsion
with ample authority to exercise jurisdiction over such matters. I strongly
disagree.

The *7 focus of § 1102(a) {(3) is the transfer or title, use or possession
of property used or useful in the public service. That is to say, property held
by the public utility. The transaction at issue clearly will not result in any
transfer of title, use or possession of any asset of the regulated subsidiaries.
By contrast, it is the transfer of stock at the parent level.

Fundamental principles of corporate law require that we view geparate
corporatiomng as separate entities. Hence, the transfer of stock of a parent is
not equivalent to the transfer of astock of a subsidiary. Consequently, I view
the proposed transaction as not subject to our jurisdiction.
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PENNSYLVANIA
PUBLIC UTILITY COMMISSION
Harrisburg, PA. 17105-3265

Public Meeting held January 24, 2001
Commissioners Present:

John M. Quain, Chairman

Robert K. Bloom, Vice Chairman
Nora Mead Brownell

Aaron Wilson, Jr.

Terrance J. Fitzpatrick

Joint Application of Pennsylvania American Docket Numbers:
Water Company (PA America) and Citizens A-212285 FO074
Utilities Water Company of Pennsylvania A-211070 F2000

(Citizens) for the approval of the commencement
by PA American of water service in the certificated
territory of Citizens; the transfer by sale of
substantjally all the water utility property of
Citizens to PA American; the abandonment by
Citizens of water service to the public; and
certain additional regulatory approvals.

ORDER

BY THE COMMISSION:

On April 11, 2000, Pennsylvania American Water Company (PA
American) and Citizens Utilities Water Company of Pennsylvania (Citizens) filed
a Joint Application seeking a Certificate of Public Convenience pursuant to
Sections 1102(a)(1)(i) and (3) of the Public Utility Code, 66 Pa. C.S. §1102(a)(1)(i)
and (3) seeking Commission approval of the commencement by PA American of
water service in the certificated territory of Citizens; the transfer by sale of
substantially all the water utility property of Citizens to PA American; the

abandonment by Citizens of water service to the public; and certain additional



regulatory approvals. PA American and Citizens are current on their assessments

and have no outstanding fines.

Philadelphia Suburban Water Company and the Office of Consumer
Advocate filed Petitions for Intervention in the foregoing proceeding. However,
the Petitions were later withdrawn and ALJ Cohen’s November 27, 2000 Interim
Order referred the proceedings back to the Bureau of Fixed Utility Services for

appropnate action.

PA American, a wholly-owned subsidiary of American Water Works
Company, Inc. (AWW) currently furnishes public water service to nearly 498,630
residential customers in portions of 31 counties across the Commonwealth.
Citizens, a wholly-owned subsidiary of Citizens Utility Company (CUC) furnishes
public water service to nearly 33,550 customers in Eastern and Southcentral

Pennsylvania,

During the third quarter of 1999, CUC adopted a plan to divest all its
water, wastewater, gas and electric assets and operations to focus on its
telecommunications business. Accordingly, on October 15, 1999, CUC announced
an agreement to sell all its water and wastewater assets to AWW and AWW’s

designated subsidiaries.

To implement the proposed sale of Pennsylvania operations, Citizens
and CUC entered into an Asset Purchase Agreement (Agreement). Pursuant to the
Agreement, all of Citizens water utility property and rights will be purchased and
acquired by PA American. Additionally, PA American and AWW agreed to assume
three series of Industrial Development Revenue Bonds (IDRBs). As of the date of
the Agreement, the aggregate unpaid amount of IDRBs was $52,900,000.



The total purchase price, $152,280,000 as of the date of the
Agreement, consists of the assumption of the outstanding IDRBs and a $98,380,000
cash payment for the balance. As of December 31, 1999, the balance sheet value of
Citizen’s assets was $111,679,223. The purchase price will be adjusted to reflect
changes occurring between the date of the Agreement and date of closing in the

recorded value of Citizen’s assets and the outstanding balance of IDRBs.

PA American will finance the cash purchase price to be paid for
Citizen’s assets through the issuance of debt. PA American states it will request by
separate filings all necessary Commission approvals under Chapters 19 and 21 of the
Public Utility Cede.

Pursuant to the Agreement, Citizens will transfer to PA American, or
to an affiliated financing corporation, unamortized debt expenses related to the
IDRBs and will transfer to PA American other deferred capital costs and other
deferred charges attributable to Citizens” assets as delineated in Exhibit “P” of the
instant application. PA American is requesting for approval to record, after closing,
the deferred expenses and costs set forth in Exhibit “P” of the instant application, as
regulatory assets. We agree with this treatment for accounting purposes, but not for

ratemaking purposes.

Prior to closing on the proposed sale of Citizens assets, Citizens may
have one or more applications, other than the instant Application, pending before
this Commission. Accordingly, PA American is requesting approval to succeed to
the interests of Citizens in and under such applications, to declare PA American to
be the real party in interest thereunder and to authorize and direct the amendment of
such applications to reflect PA American as the applicant therein effective upon the

date of closing of the transactions under the Agreement. We require that if Citizens
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has any pending application as of the date of closing, PA American file an

amendment letter to reflect the change in applicant.

The proposed transaction will have no immediate adverse effect on the
rates of customers of Citizens. PA American will file a tariff supplement adopting

the rates contained in Citizen’s tariff in effect on the date of closing.

Approval of the transfer 1s requested due to the following reasons:

(A) Focus on water service — CUC is divesting all non-
telecommunications assets. PA American’s primary focus is water

service.

(B) Reduced exposure to unrelated businesses — PA American’s
acquisition will reduce financial and market risks associated with

CUC’s electric, gas and wastewater operations.

( C) Size and financing capability — Citizen’s customers will be served
by a large and financially sound company with the capability to
finance any necessary capital additions. As of December 31, 1999, PA

American’s total permanent capitalization was $1.1 billion.

(D} Economies of scale and scope — given its size and association with

AWW, PA American enjoys significant economies of scale and scope.

(E) Enhanced customer service — Citizen’s customers will benefit from
enhanced customer services such as more payment options and longer

customer service and call center hours.



(F) Excellent geographic fit — the geographic proximity facilitates
integration of Citizen’s properties into existing operations and creates

opportunities for functional and operational consolidation.

These advantages ensure that the proposed transfer of control provides
an affirmative public benefit and satisfies the standard set by City of York v. Pa.
P.U.C. 449 Pa. 136,295 A.2d 825 (1972).

Upon full consideration of all matters of record, we find that approval
of this Joint Application is necessary and proper for the service, accommodation and

convenience of the public; THEREFORE,
IT IS ORDERED:

1. That the commencement by Pennsylvania American Water
Company of water service in the certificated territory of Citizens Utilities Water

Company of Pennsylvania is hereby approved.

2. That the transfer by sale of substantially all the water utility
property of Citizens Utilities Water Company of Pennsylvania to Pennsylvania

Amertcan Water Company is hereby approved.

3. That the abandonment by Citizens Utilities Water Company of

Pennsylvania of water service to the public is hereby approved.

4. That the transfer by Citizens Utilities Water Company of
Pennsylvania to Pennsylvania American Water Company, or to an affiliated
financing corporation, of unamortized debt expenses related to the IDRBs, and other

deferred capital costs and other deferred charges attributable to Citizens Utilities



Water Company of Pennsylvania’s assets as delineated in Appendix “P” of the
instant application, be recorded after closing as regulatory assets for accounting

purposes, but not for ratemaking purposes.

5. That if as of the date of closing of the proposed transaction,
Citizens Utilities Water Company of Pennsylvania has any pending applications,
Pennsylvania American Water Company file with the Secretary’s Bureau an
amendment letter pertaining to each Citizens Utilities Water Company of
Pennsylvania pending application to reflect the change in applicant as referred to in

paragraph-27 of the instant application within five days after closing.

6. That within 30 days of the consummation of the transaction
approved in Ordering Paragraph No 2, above, Pennsylvania American Water
Company file with this Commission: (a) notice of such consummation, (b) a tariff
adoption supplement effective on 1-day’s notice incorporating the tariff of Citizens
Utilities Water Company of Pennsylvania, and (c) a summary of the final financial

terms of the sale and any related accounting entries.

7. That upon receipt of the tariff adoption supplement as required
under Ordering Paragraph No. 6, above, a certificate of public convenience be

issued evidencing the approvals granted in Ordering Paragraphs 1, 2 and 3, above.

8. That upon receipt of the tariff adoption supplement as required
under Ordering Paragraph No. 6, above, the Secretary’s Bureau shall remove the
tariff of Citizens Utilities Water Company of Pennsylvania from the active utility
list and mark closed all records with respect to Citizens Utilities Water Company of
Pennsylvania, and the Assessment Section of the Bureau of Administrative Services
shall delete Citizens Utilities Water Company of Pennsylvania from the active

utility list.



9. That if the parties determine that the proposed merger will not
take place, Citizens Ultilities Water Company of Pennsylvania so notify this

Commission promptly.
BY THE COMMISSION

James J. McNulty
Secretary

(SEAL)

ORDER ADOPTED: January 24, 2001
ORDER ENTERED: January 24, 2001
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1.  HISTORY OF THE PROCEEDING'

On February 28, 2005, SBC Communications, Inc. (SBC), AT&T
Corporation (AT&T) and the AT&T subsidiaries certificated to provide
telecommunications. services in the Commonwealth quennsylvania — AT&T
Communications of Pennsylvania L1.C, TCG Pittsburgh Inc. and TCG-Delaware
Valley, Inc. f/k/a Eastern Telelogic Corporation (TCG-DV) (collectively, AT&T-
PA Subsidiaries) (SBC, AT&T and the AT&T-PA Subsidianies are collectively
referred to as Joint Applicants) filed their Joint Application for a éertiﬁcale of
public convenience evidencing approval of the merger of SBC and AT&T. SBC
and AT&T executed an Agreement and Plan of Merger (Merger Agreement) on

January 30, 2005.

On March 19, 2005, notice of the Joint Application for merger was
published in Volume 35 of the Pennsylvania Bulletin (35 Pa.B. 1859). On
April 4, 2005, the Office of Consumer Advocate (OCA) and Full Servi_cé; Network
(FSN) protested the proposed merger.z Also.on April 4, 2005, the Office of Small
Business Advocate (OSBA) filed a Notice of Intervention and the
Communications Workers of America (CWA) filed a Petition to Intervene. On
April 13, 2005, the Commussion’s Office of Trial Staff (OTS) filed a Notice of

Appearance to the Joint Application proceeding.

On April 8, 2005, the Office of Administrative Law Judge (OALJ)
tssued an order scheduling an initial prehearing conference for May 12, 2005. On
April 11, 2005, presiding Administrative Law Judge (ALJ) Angela T. Jones issued

a Prehearing Conference Order to consider procedural matters. The CWA, OCA,

! Substantial attnibution to the September 14, 2005, Imitial Decision

(I.D.) of ALJ Jones and the extensive Findings of Fact therein 1s acknowledged.
? FSN subsequently withdrew its Protest in this proceeding on
May 12, 2005. (See Finding of Fact No. 9, 1.D. at 4).



OSBA, OTS, and the Joint Applicants filed prehearing memoranda, participated in
the prehearing conference, and provided input in establisﬁing.th'e procedura’l
schedule. During the prehearing conference the ALJ granted the-petifion of CWA
1o intervene 1n the proceeding and the ALJ also encouraged the Joint Applicants to
provide testimony regarding the Joint Application for merger and its effect on the
matntenance and operation of the Pénnsy] vama Telecc;mmunications Relay

Service (TRS).

On Apnl 26, 2005, the Joint Applicants filed a Motion for Issuance
of a Protective Order requesting that proprietary information or.information
confidential in nature be prohibited from public disclosure. This Motion also
requested that the parties to the proceedings appropriately identify and handle the
proprietary or confidential information in accordance with Commission
procedures. On Apni 28, 2005, the ALJ granted the Motion and issued a

Protective Order for this proéeeding.

At the pre-hearing conference, Joint Applicants submitted direct

testimony of five witnesses:
(1)  James S. Kahan, Senior Executive Vice
President for Corporate Development, SBC;

(2)  Christopher Rice, Executive Vice President —
Network Planning and Engineering, SBC;

(3)  Professor Dennis W. Carlton, University of
Chicago, Graduate School of Business;

(4)  Dr. Hal S. Sider, Senior Vice President,
Lexecon; and

(5) Michael J. Morrissey, Vice President, Law and
Government Affairs, AT&T.
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On May 19, 2005, in response to the ALJ’s comments at the
prehearing conference, the Joint Applicants submitted supplemental direct
testimony from Christopher Rice and Michael Morrissey specifically to address o
AT&T’s current role as the TRS provider in Pennsylvania and the Joint .

Applicants’ intention 1o continue to provide TRS after the merger.

Pursuant to the procedural schedule, on June 23, 2005, the OCA and
the OSBA submitted direct testimony from their expert witness, Dr. Ben Johnson
of Ben Johnson Associates, Inc., and Mr. Allen G. Buckalew, with J.W. Wilson &

Associates, Inc., respectively. No other party submitted testimony.

On July 15, 2005, acéording to the procedural sche&ule, the Joint
Applicants submitted rebuttal testimony from Christopher Rice, Dennis W.
Carlton, Hal S. Sider, and Michael J. Morrissey. Dr. Ben Johnson and Mr. Allen
Buckalew each submitted surrebuttal testimony on August 1, 2005, for OCA and
OSBA, respectively. On Auvgust 9, 2605, on behalf of the Joint Applicants, James
S. Kahan, Dennis W. Carlton, Hal S. Sider, and Michael J. Morrissey submitted

rejoinder testimony.

At the hearing on August 9, 2005, the Parties sﬁpu]ated 1o the pre-
filed testimony and waived cross-examination of the witnesses. Additionally, ALJ
Jones established filing dates for post-hearing briefs and reply briefs and closed

the record. See1.D. at 3.

Main Briefs were filed by the Joint Applicants, the OCA and the
OSBA on August 18, 2005. The OTS filed a letter advising that it would not be
filing a Main Brief. Reply Briefs were filed by the same parties on August 25,
2005. The Initial Decision of ALJ Jones was issued on September 14, 2005.
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Exceptions to the Initial Decision were received from the Joint Applicants, the
OCA and OSBA on September 26, 2005. Replies to Exceptions were received
from the Joint Applicants, OCA, and OSBA on October 3, 2005.
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11.  DISCUSSION

Al Background
1. The Merging Corporate Entities

SBC is a Delaware corporation and holding company with
headquarters in San Antonio, Texas. {Jnt. App.,}5). SBC is a former Bell
Regional Operating Company (RBOC). (OSBA Stmt. 1, at 6). SBC currently
services greater than thirty-one percent (31%) of the nation’s local telephone
customers but has very few local telephone customers in Pennsylvania. (OCA
Stmt. 1 at 4 (Johnson Direct)). SBC’s subsidiaries provide voice, data, and |
Internet services for residential, business, and government customers, mostly in a
13-state region. SBC serves 52.4 million access lines and has 5.1 million DSL
(Digital Subscriber Line) lines in service. SBC holds a 60 percent economic and
50 percent voting interest in Cingular Wireless, which serves 49.1 million wireless

customers. {Int. App. 1 5).

SBC wholly owns three subsidiaries that are certificated to provide
competitive interexchange and local exchange telecommunications services in the.
Commonwealth of Pennsylvania. These entities are: (a) SBC Long Distance, I.nc.,
f/k/a Southwest Bell Communications Services, Inc. (SBCLD); (b) SBC Telecom,
Inc. (SBC Telecom); and (c) SNET America, Inc. d/b/a SBC Long Distance East,
(SBC East).

SBCLD is authonized to offer, render, furnish, or supply competitive.

resold interexchange telecommunications services and to provide service as a-

competitive local exchange carrier (CLEC) and a competitive access provider
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(CAP) and intefexchangé carrier. See Docket Nos. Docket No. A-31053];A-
310531F0002, A-310531F0003 & A-3105312000, (Jnt. App., n. 2, at 3).

SBC Telecom is authorized to offer, render, furnish, or supply
telecommunications services as an Interexchange Toll Reseller, a CLEC, a CAP,
and an Interexchange Toll Facilities-Based Carrier. SBC Telecom provides |
competitive telecommunications services in the incumbent service territories oil‘
Verizoﬁ Pennsylvania Inc., Verizon North, Inc_, and Sprint/United Telephone
Company. On December 22, 2004, the Commission approved a joint application
of SBC Telecom and SBCLD for the consolidation of the Pennsylvania operatin.g
authori.ty of bbth entities into SBC Long Distance, LLC. See Docket Nos. A-
310531F0003 and A-310894F2000.° The merger of SBC and AT&T will not

affect the authorized consolidation in any fashion. (Jnt. App., n. 2, at 3).

SBC East is a wholly owned subsidiary of Southern New England
Telecommunications Corporation which is, in turn, a wholly owned subsidiary of
SBC. SBC East is authorized to offer, render, furnish, or supply interexchange

telecommunications services as a reseller in Pennsylvania (Jnt. App., n. 2, at 3).

See Docket No. A-310303.

Eased on the foregoing, SBC’s current presence in Pennsylvanta
consists of two SBC affiliated entities: SBC Telecom, its competitive local
exchange carrier (CLEC) arm, and SBCLD, which provides long distanc;e
services, both inside and (_)utside of SBC’s 13 state region. (Jnt. App. Stmt. No. 3

-at 10 (Carlton and Sider Direct)). SBC has no significant network. assets, human

assets or customer relationships in Pennsylvania that, in the absence of the

3 The Commission received notice that the consolidation of SBC

Telecom, Inc. and SBC Long Distance, Inc. into SBC Long Distance, LLC was
consummated.on May 4, 2005.
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proposed.merger, would make it a more likely entrant than any other potential
suppliers of traditional mass market services in Pennsylvama. (Jnt. App. Stmt.

No. 3-R, at 5 (Carlton and Sider Rebuttal}).

SBC has only limited network facilities in Pennsylvania - (Jnt.
App. Stmt. No. 2-R, at 3 (Rice Rebuttal)(citations omitted)). (Jnt. App. Stmt. No.
2-R, at 3 (Rice Rebuttal){citation and footnote omitted)). (Jnt. App. Stmt. No. 2-
R, at 3 {Rice Rebuttal)). '

AT&T Corp. i_s-,a.'.New York hoiding corporation with headquarters
in Bedminster, New Jersey 07921. AT&T Corp., through its subsidiaries, is
authorized to provide domestic and international telecommunications services
throughout the United States. It operates the world’s largest communications
network and offers a global presence in more than 50 counﬁ‘ics, national and
global IP [Internet Protocol]-based networks, a portfolio of data and IP services,
hosting, secunity and professional services, technology leadership through its
AT&T Labs, skilled networking capabilities, and a significant base of government

and large business customners. (Jnt. App., Y 6).
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AT&T Con;munications of Pennsylvania, LLC .(AT'&T-PA)lis a
Pennsylvania corporation also headquartered in Bedminster, N.J. 07921 and is a
wholly owned subsidiary of AT&T Corp. By Commussion Order entered
May 14, 2002 at Docket No. A-311163, AT&T-PA became authorized to provide
resold and facilities-based mtcrexchange and competitive local exchange serv1ces

and to supply services as a CAP in Pennsylvania. (Int. App., 7).

Pursuant to Commission Order entered May 29, 1990, at Docket No.
M-00900239, AT&T-PA is certificated by the Commission to provide TRS and

has served as the relay sérvice provider in the Commeonwealth since certification.

(Int. App., 1 7).

TCG Delaware Valley, Inc. f/k/a Eastern Telelogic Corporation
(TCG- DV) and TCG Pittsburgh are wholly owned subsidianies of Teleport
Communications Group, lnc: (a wholly owned subsidiary of AT&T Corp.). They
are authorized to provide facilities-based local exchange and intrastate, '
interexchange telecommunications services in Pennsylvania pursuant to
certiftcation originally granted by this Commission on October 4, 1995, at Docket
No. A-310258F0003 and No. A-310213F0002, respectively. (Jnt. App.. 8). Both
TCG-DV and TCG Pittsburgh are currently authorized to provide competitive

local. exchange services in the service territories of Venizon Pennsylvania Inc.

.(Verizon PA) and Sprint/l_Jriited Telephone of Pennsylvania, Inc. /d.

2. The Merger Transaction

On February 28, 2005, the Joint Applicants filed a Joint Application

~ with the Commission, requesting the issuance of a certificate of public

convenience evidencing approval of the merger of SBC and AT&T in accordance

with the Merger Agreement) executed January 30, 2005. 66 Pa. C.S. §§ 1102(a),
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1103; see also 52 Pa. Code § 69.901(b). The Merger Agreement was artach"cd to
the application as Exhibit B. (Jnt. App. Stmt. No. 1, at 2 (Kahan Direct) and Int.
App. 9 1). The proposed merger wi]i result in AT&T Corp. becoming a wholly
owned, first-tier subsidiary of SBC. (Int. App., §2).

The Merger Agreement provides that, upon the merger of SBC and
AT&T, shareholders of AT&T will exchange their stock for SBC stock. (Int.
App., 99). There will be no change in the ownership structure of any S_BC; '
affiliated entity subject to the Commission’s regulatory authority. Likewise, the
transaction wi]l, result.in no change in the ownership of any AT&T subsidiary

certificated in Pennsylvania. (Int. App., 1 9).

In connection with the mérger, AT&T shareholders will receive
0.77942 shares of SBC stock for each share of AT&T stock they own, as-well-as a
one-time cash dividend from AT&T of $1.30 per AT&T share. SBC shareholders
will continue to own SBC stock and otherwise will not be affected by the.
transaction. Upon completion of the transaction, former AT&T shareholders will

hold approximately 16% of SBC’s outstanding shares. (Jnt. App., § 10).
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-3. Asserted Public Benefits of the Merger
(a) Positions of the Parties
i. Joint Applicants

The Jomnt Applicants testified that the merged organization will
compeie in the eriterprise,’ small-business and residential markets. (Jnt. App.

Stmt. No. 1, at 13 (Kahan Direct) and No. 2, at 6 (Rice Direct)).

The Joint Applicants explain that the merged firm will be a
financially si_ronger.competilor in the telecommunications market, better able to
offer integrated, innovative, high quality and competitively priced
telecommuntcations services to all customers. (Jnt. App. Stmt. No. 1, at 18-19
(Kahan Direct)). The merged organization will continue research and product
development but will seek applications and implementations on a diverse customer

base. (Jnt. App. Stmt. No. 1, at 18-19 (Kahan Direct)).

The Joint Applicants state that the merged company will more
efficiently and effectively deploy VoIP (Voice Over Internet-Protocol) services to
all customer. segments, including the mass market,’ than either company could

standing alone. (Jnt. App. Stmt. No. 1, at 20 (Kahan Direct)).

4 The term “enterprise” customer as used in this Order refers to

medium and large business customers. SBC’s definition of an “enterprise”
customer is a business that generally purchases annually more than $48,000 in
telecommunications services. Jnt. App. Stmt. No. 1 at 13 (Kahan Direct).

3 The term “mass market” as used throughout this Order refers to
residential and small business customers.
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The Joirit Appliéams’ witness testified that the merged organi'zation
will deploy VolP services to enterprise and mass market customers to
Pennsjlvania customers more rapidly than the entities, pre-merger. SBC intends
to continue AT&T’s “CallVantage” VoIP product both in and outside of SBC’s
existing service territory. (Jnt. App. Stmt. No. 1, at 21 (Kahan Direct)). Today,
CallVantage trails other VoIP providers in market penetration. Combining
AT&T’s and SBC’s IP backbones wiil permit the merged company to more
efficiently deploy VolP. (Int. App. Stmt. No. 1, at 21 (Kahan Direct)).

The Joint Applicants testified that the merger will result in cost
savings in both fixed and variable costs of operations. Anticipated synergies are
over and above benefits expected from each company’s on-going productivity
imtiatives in the absence of the merger transaction. Improved efficiencies and cost
savings will be derived from areas such as: elimination of duplicatc facilities;
elimination of overlapping staff and related administrative expenses; consolidation’
of billing and operating support systems, greater utilization of network assets by
combining the companies’ traffic streams {especially as applications increasingly
become 1P-based); greater scalability from business process improvements
(including mechanization functions and higher flow-through rates); greater
scalability from standardization and automation of 1T systems and elimination of .
duplicative IT development projects; and reduction of off-net, third party network
expenses. The synergies are anticipated to commence immediately and reach an
annual run rate of $2 billion by 2008. SBC estimates the net present value of these
synergies, net of costs to achieve, is approximately $15 billion. (Int. App. Stmt.

No. 1, at 23.24 (Kahan Direct, footnotes omitted)).
The Joint Applicants additionally alleged that the merger will
provide: (a) benefits from network integration, (b) more innovation in networks

and services and faster roll-out of new and existing services to customers, (c) the
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ability to make available to small-and medium-sized business customers, as well
as to residential customers, services that AT&T now offers only to enterprise
customers, and (d) new services that the merged company will be able to offer

with AT&T’s network assets. (Jnt. App. Stmt. No. 2, at 1-2 (Rice Direct)).

The Joint Applicants further testified t‘hat the post-merger co.mpan.)'r-
will offer a broader array of services to a broader spectrum of customers than '
either company did on its own. (Jnt. App. Stmt. No. 4-R at-12 (Morrissey |
Rebuttal) and No. 2at7 (Rice Direct)). The merged eritity will be a global
competitor, capable of innovating and providing next generation services to a
broad array of customers and customer types. (Jnt. App. Stmt. No. 2 at 8 (Rice
Direct)). |

The merged company expects to increase capital expenditures in

. order to achieve innovations for all customers. While AT&T has budgeted $200

million dollars per year for five years for research, the post-merger company
expects to spend $2 billion dollars, before synergies, over the first several years
which is more likely greater than what the two companies would spend absent thé

merger. (Jnt. App. Stmt. No. 2 at 7 (Rice Direct)).

SBC expects custbmers in Pennsylvania, including both mass-
market customers and the many enterprise customers located in the state, to reap s
the benefits. (Jnt. App. Stmt. No. 2, at 9 (Rice Direct)). SBC’s competitive
presence in Pennsylvania as of April 2005 cons-isted of, SBCLD with. (Jnt. App.
Stmt. No. 1, at 19-20 (Kahan Direct)). The combined company intends to

569778v | 12



compete aggressively for all customers in Pennsylvania and elsewhere outside of

SBC’s 13-state region. (Jnt. App. Stmt. No. 1-RJ; at 2 (Kahan Rejoinder)).

Based on the foregoing, the merged company will be a more
enduring U.S.-based global competitor than either company could be alone,
intending to deliver the advanced network technologies necessary to offer
integrated, innovative high-quality and competitively priced telecommunications
services to meet the national and global needs of all classes of customers

worldwide. (Jnt. App. Stmt. No. 1-RJ, at 2 (Kahan Rejoinder)).

The merged company intends to use the combmed resources,’
expertise, and incenlives to adapt the soph:stlcated products ( mcludmg VoIP) that
AT&T has developed for its enterprise customers to the needs of small-and .
medium businesses and mass-market consumers, and imp]émem the markeéting
expertise and infrastructure to reach those customers. (Jnt. App. Stmt. No. l;RJ,
at 2 (Kahan Rejoinder)). Pennsylvania customers will benefit from the integration
of SBC’s and AT&T’s networks. The merged company will re-deploy network
equipment or facilities that are no longer necessary in their current application or
location, thereby utilizing existing capital more efficiently. The mérgcd company
will retire other network facilities, thereby. saving the recurring costs-of
maintaining and operating those facilities. (Jnt. App. Stmt. No. 2-R, at 4 (Rice
Rebuttal)). '

ii. The OCA
The OCA took the position that the application should be rejected, or
in the alternative, the Commission should, as a condition of approval, rcquife a
binding commitment from the merged company to aggressively compete in the

mass market in Pennsylvania. (OCA Stmt. I at 2 (Johnson Direct)). Withouta

4
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binding, enforceable, and verifiable commitment from the merged company, the
OCA suggests that the merged company should divest its mags market operatibns
and facilities in Pennsylvania to be sold to another telecommunications provider in
Pennsylvania that has committed to competing in the mass market. (OCA Stmt. ]
at 2 (Johnson Direct)). The OCA suggests that without conditions of commltment
of dlvestlture the merger fails to prov1de an affirmative public benefit and is

contrary to the public interest. (OCA Stmt. 1 at 2-3 (Johnson Direct)).

The OCA witness testified that barriers to entry to the local
telecommunications service market exist and evidence of the barriers is that
incumbent local exchange carriers (ILECs) are not entering into other ILECs’
service t'en'ilofy. (OCA Stmt. | at 16-17 (.i ohnson Direct)). The (jCA. goes on to
point out that ILECs have limited or eliminated the use of unbundied network
elements (UNEs)® as a form or method of competitive entry into the'local

telecommunications exchange market. (OCA Stmt. 1 at 17 (Johnson Direct)).

Based on the foregoing, the OCA states that the result of the merger
will expand the. gap between the merged companies and the next largest
competitor, strengthen the dominance of the merged company, and make it harder
for small firms and new entrants to compete against these telecommunications
carriers. (OCA Stmt. 1 at 27 (Johnson Direct)). The OCA observes that SBC and
Verizon are the nation’s two largest telecommunications providers and have, to-
date, avoided competing against each other. (OCA Stmt. 1 at 26 (Johnson Direct)).
AT&T has been aggressive in applying competitive pressure on Vernzon in
Pennsylvama. (OCA Stmt. | at 26-27 (Johnson Direct)). SBC and AT&T

currently compete against each other in Pennsylvania with the potential to

6 47 U.S.C. § 251(c)(3). .
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compete more aggressively against each other if the mérger is not approved.

(OCA Stmt. 1 at 26 (Johnson Direct)).

The OCA adds that AT&T and MCI have served as.a counterbalance
against the RBOCs in the legislative, regulatory and judicial processes. The OCA . .
testified that RBOCs are not in the local exchange telecommunications market
outside of their own service terntory perhaps because: (1) barriers to entry
remain; (2) the local exchange market is a natural monopoiy; and (3) aggreési_vc
competition would iead to a retaliatory strike within their own territory. (OCA
Stmt. 1 at 43 (Johnson Direct)). The nisk of an industry dominated by two firms,
potentially in this case, a merged Verizon and MCl entity and the merger of SBC
and AT&T, can evolve to a shared monopoly structure and therefore avoid
disrupting status quo and concentrate on maiimizing profits. (OCA Stmt. 1.at 48-
53 (Johnson Direct)). Consequently, if pending mergers are approved, there is the
potential of RBOCs dominating policymaking with no counterbalance. (OCA
Stmt. 1 at 28 (Johnson Direct)).

Also, according to the OCA, the merger will result in the merged
entity’s immediate dominant position in two markets and enhanced shareholder
value. (OCA Stmt. 1 at 30-31 (Johnson Direct)). The OCA criticizes the
proposed merger as based on the implicit assumption that a mere strengthening of*

SBC’s competitive position will translate into public benefits. Jd.
ifi. The OSBA

The OSBA took the position that it is injurious to the public interest
to permit mergers that enhance the ability of the dominant regional market
monopolist to defeat competition and maintain market posture. (OSBA Stmt. No.
1 at 17-18 (Buckalew Direct)). The OSBA observed that SBC and AT&T are

569778v1 15



potential competitors to provide facilities-based local competition in Pennsylvania.
(OSBA Stmt. No. I at 19 (Buckalew Direct)). The-OSBA witness suggests the
following is indicative of effects on competition and new entry into the market: (1)
changes 1n market concentration; (2) changes in potential competition; (3) changes
in pricing and product offenngs. (OSBA Stmt. No. 1 at 8 (Buckalew Direct)).

The OSBA acknowledged that the trend is to mergé, acquire, or form an ailiance'
to capture market share and customers before other carriers enter the service

terntory as another provider. (OSBA Stmt. No. 1 at 16 {Buckalew Direct)).

Additionally, the OSBA discounted the claimed benefits of the’
‘merger of $2 billion i additional capital expenditu;e espoused by the Joint
Applicants. The OSBA stated that this representation is not a benefit because the
Joint Applicants do not know on what or where this capital will be spent, i.e.,
whether it will be spent in Pennsylvania. (OSBA Stmt. No. | at 21 (Buckalew
Direct)).

B. Applicable Legal Standards
The Initial Decision correctly sets forth the applicable legal

standards which are to be applied to the present case. (1.D. at 24-28). Sections
1102 and 1103 of the Public Utility Code, 66 Pa. C.S. §§ 1102, 1103, provide the

_ primary statutory basis for this Commission’s authority. These statutory

provisions and predecessor enactments as they have been interpreted by the
Pennsylvania Supreme Court in Crry of York v. Pa. PUC, 295 A.2d 825 (Pa.
1972), provide the controlling legal standards that are applicable to the

Commission’s review of the propoesed transaction.

In order to obtain a certificate of public convenience, the Joint

Applicants have the burden of proving by a standard of proof of a preponderance
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of the evidence, that the proposed transaction is in the public interest because it
will affirmatively promote the service, accommodation, convenience or safety of

the public in some substantial way. See City of York, 295 A.2d at 828.

Section 1103 of the Code specifically permits the Commlssu‘m to
Impose condmons in granting a certificate of public convenience to ensure that a
proposed merger is in the public interest. By the imposition of conditions, the
Commission can approve a merger that would not otherwise meet the City of York
legal s‘tandards‘ See, Application for Authority 10 fransfer Control of Trigen-
Philadelphia Energy Corporation by the Sale of All of its Stock, Currently Owned
by Trigen Energy Corporatio;r, to Thermal North America, Inc., Docket No.
A-130375F5000 (Opinion and Order entered April 7, 2005), slip op. at 5, citing
December 16, 2004, Recommended Decision of ALJ Marlane R. Chestnut.

C. ALJ Recommendation

ALJ Jones concluded that the Joint Applicants established public
benefits to the proposed transaction. She found it beneficial to the public that the
merger would have no adverse effect on the rate paid by customers affected by the
transaction. Alsd, the ALJ found it beneficial that the merger would be seamless

to the segment of the public using TRS. (1.D. at 34-35).

However, ALJ Jones concluded that certain of the asserted benefits
were lacking in specificity. She was of the opinion that there was a need for more
evidentiary support to affirm the proposition put forth by the Joint Applicants that
the merger would produce a benefit because it will result in a stronger and more
competitive telecommunications entity in Pennsylvania. (1.D. at 34).
Consequently, the ALJ recommended that the application be approved, albeit with

certain conditions. The ALI was most persuaded by the position advocated by the
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OSBA, that approval of the merger should be conditioned on the pbst-mcrged
company’s commitment to a specific level of capital invastmént in Pennsylvania
infrastructure. (1.D. at 37). The ALJ reasoned that this condition would remedy
the perceived deficiencies in the Joint Applicants’ presentation of proposed
benefits regarding capital spending in Pennsylvania and quality of service to

Pennsylvania consumers. /d. The ALY’s pertinent reasoning is reprinted, below:

. I find the OSBA’s suggestion to condition the
approval of the merger on the post-merged company’s
commitment to a specific level of investment in
Pennsylvania infrastructure appealing. This condition
‘remedies the deficiencies in proposed benefits by the.
Joint Applicants regarding capital spending in
Pennsylvama and quality of service to Pennsylvama
customers. The OSBA also finds that it will remedy
the post-merger entity’s activity concerning
Pennsylvania’s mass markét customers. (OSBA M.B.
at 20.) Additionally, I find that the condition promotes
the public interest as mandated by statute at 66 Pa.
Code § 1103(a). 1 find it reasonable and appropnate
for the Joint Applicants to commit to a certain level of
capital spending in Pennsylvania to obtain the requisite
certificate of convenience as evidence of approval of
the merger application.

(1.D. at 37-38).

ALJ Jones reached 109 F inding§ of Fact and drew 18 Conclusions of
Law. Said Findings of Fact and Conclusions of Law are, hereby, adopted, unless
expressly modified, or modified by necessary irnplication from our discussion in
this Opinion and Order. We further note that in our consideration of the
Recommended Decision, Exceptions, and Replies, any argument or contention
raised by a party which is not specifically addressed should be deemed to have

been duly considered and rejected. Consl. Rail Corp. v. Pa. PUC, 625 A.2d 741
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(Pa. Cmwlith. Ct. 1993); see also, generally, Univ. of Pa. v. Pa.PUC, 485 A.2d
1217 (Pa. Cmwith. Ct. 1984).

The ALJ’s recommended Ordering Paragraphs are set forth, below: )

1. That the Joint Application of SBC
Communications, Inc., and AT&T Corp., together with
its certificated Pennsylvania subsidiaries for approval
of a merger having been filed with the Pennsylvania
Public Utility Commission on February 28, 2005,
within thirty (30) days of the entry date of the
Commission’s Order file their written acceptance of
the following:

(a) the post-merger entity spend at a
minimum of four to five percent (4-5%)
of $2 billion dollars per year investing in
Pennsylvania’s infrastructure for
telecommunications over the five-year
penod following the issuance of the
merged entity’s certificate of
convenience.

{b) the post-merger entity will report
annually to the Commission’s Bureau of
Fixed Utility Services, its itemized
compliance with ordering paragraph 1{a)
over the five-year period following the
issuance of the merged entity’s
certificate of convenience.

2. That upon compliance with ordenng paragraph 1, a
certificate of public convenience be issued evidencing
the Pennsylvama Public Utility Commission’s
approval of the transaction occurning as a result of the
Agreement and Plan of Merger dated }anuary 30;
2005, between SBC Communications, Inc. and AT&T
Corp. and the AT&T subsidiaries certificated to
provide telecommunications services in the
Commonwealth of Pennsylvania, AT&T
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Communications of Pennsylvania LLC, TCG

Pittsburgh Inc. and TCG Delaware Valley, Inc., f/k/a :
Eastern Telelogic Corporation, and the record at '
Docket Numbers A-311163F006, A-310213F0008 and
A-310258F0005 be marked closed.

3. That should SBC Communications, Inc. and AT&T
Corp. and the AT&T subsidiaries certificated to
provide telecommunications services in the
Commonwealth of Pennsylvania, AT&T
Communications of Pennsylvania LLC, TCG
Pittsburgh Inc. and TCG Delaware Valley, Inc., {/k/a
Eastern Telelogic Corporation not comply with
ordering paragraph 1 above, the Joint Application of
SBC Communications, Inc., and AT&T Corp.,
together with its certificated Pennsylvania subsidiaries
for approval of a merger filed February 28, 2005, is
dismissed and the record at Docket Numbers A-
311163F006, A-310213F0008 and A-310258F000S be
marked closed.

(1.D. at 42-43).
D. Exceptions and Replies

1. Joint Applicants’ Exceptions

(a) Exception 1: The ALJ’s finding that the merger will lead
to specific affirmative benefits satisfies the applicable legal
standard for approving the merger without conditions.

The Joint Applicants filed four Exceptions to the Initial Decision of
ALJ Jones. The Joint Applicants’ first and second Exceptions address their
position on the afﬁrmati\'re benefits of the merger under the standards of City of
York. Exceptions 3 and 4 criticize the appropriateness of the ALJ’s

recommendation that conditions be imposed.
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In Exception 1, the Joint Applicants object to the ALJ"S conclusion
that the proposed merger be approved, subject to conditions. They argue that the
ALJ’s finding that the merger will lead to two specific, affirmative, benefits
satisfied the applicable legal standard for approving the merger without the

imposition of conditions. (Exc. at 6).

Specifically, the Joint Applicants rely.on the City of York and
Middletown Twp. v. Pa. PUC, 482 A.2d 674,.682 (Pa. Cmwilth. Ct. 1984), for the_
proposition that they were not required and the Commission is not entitled to 'hold
them to a standard by which they must prove that every one of the anticipated
benefits will come to pass before a merger may be approved. (Exc. at 8). The
Joint Applicants argue that the statute and caselaw contemplates a wéighing of the
benefits and detriments of the acquisition as it impacts on all affected parties.
Thus, the Joint Applicants take the position that the burden to show positive
benefits to the public has been met by their testimony that (1) in the absence of the-
merger, AT&T’s rates for local service would continue to rise; (2)that AT&T
would exit the “mass market,” and (3) with respect to TRS service, the possible
withdrawal of AT&T from the mass market would negatively impact the
continued provision of this service. The Joint Applicants also note that the record
does not indicate that the merger would have any adverse effect on the public

interest.

In its Replies, the OCA submits that it established that Joint
Applicants’ reliance on the fact of maintaining TRS obligations through 2007,
maintaining the status of competition, and no adverse affects on rates, are not
benefits. It suggests that these are pre-existing obligations and are not affirmative
benefits sufficient to sustain the Joint Applicants’ burden of proof in this

proceeding. (R.Exc. at 3).
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The OCA further attacks the Joint Applicants’ evidentiary
presentation as a “do no harm” standard which is contradicted by evidence
showiﬁg that adverse impacts will result from the merger. Those adverse impacts,
according to the OCA, were found by ALJ Jones at Finding of Fact 96 and 97,

which state, respectively:

06. The result of the merger will expand the gap
between the merged companies and the next largest
competitor, strengthen the dominance of the merged
company and make it harder for small firms and new
entrants to compete against these telecommunications
carriers. (OCA Stmt. 1 at 27 (Johnson Direct)).

97. AT&T and MCT have served as counterbalance
against the regional bell operating companies

(“RBOCs”) in the legislative, regulatory and judicial
processes. If pending mergers are approved, there is
the potential of RBOCs dominating policymaking with
no counterbalance. (OCA Stmt. 1 at 28 (Johnson
~Direct)).

(1.D. at 20).

The OCA extensively details its overall concerns with the instant
merger. (R.Exc. at 5-9). The OCA views this proceeding as indicative of an

ominous return to the establishment of a shared oligopoly with two, former

. RBOCs, returning to market dominance, to the detriment of new market entrants

and the consuming public.” The OCA argues in support of the impositidn of
conditions for approval of the merger and relates back to the last significant
merger involving SBC. This was the SBC/Ameritech merger. See In re

Application of Ameritech Corp and SBC Communications, Inc. . . ., 14 FCC Red

! The OCA, as noted by presiding ALJ Jones, cross-references the
pending merger proceedings involving Verizon Communications and MCI for its
premise in this regard. See 1.D. at 31-32.
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14717 CC Docket No. 98-141 (rel. October 9, 1999) (SBC/Ameritech Order). The
significance of the SBC/Ameritech Order, as explained by the OCA, is that the
Federal Communications Commission (FCC) approved the merger subject to the
express condition that SBC enter at least 30 major markets outside SBC’s and
Amentech’s incumbent service area. (R.Exc. at 7). One of the 30 major markets
in which SBC was supposed to compete was Philadelphia. There was, explains
the OCA, hope that the commitment by SBC to enter out-of-region markets would
create 1rreversible momentum towards deployment of advanced broadband’ -
services and the advancement of local residential 1elecommuﬁicati(;ns competlition.
Id. referencing OCA Hrg. Exh..l. Regrettably, meaningful competition for the
mass farket has not come about given the “minuscule” presence of SBC in

Penﬁsylvania despite the condition placed on the company by the FCC. (R. Exc. '

at 8).

In its Replies, the OSBA, as a threshold conéideration, repeats its
position that the showing of no adverse effects of a merger (or preservation of the
status quo) is the incorrect legal standard to apply. This showing, argues the
OSBA, is not afftrmative. Rather, this type of showing is the same showing of no -
adverse affects of a merger as the standard of Northern Pa. Power Co. v. Pa. PUC,
5 A.2d 133 (Pa. 1939), which case was overruled by City of York. (R. Exc. at 5-6).
The OSBA continues to maintain that the Joint Applicants have not shown
affirmative benefits of the merger and, to the extent the preservation of the status
quo 1s arguably accepted for this purpose, such benefits are:not substantial.

(R.Exc. at 7-8).
Disposition

On consideration of the Joint Applicant’s first Exception, it shall be

granted, solely 1o the extent consistent with our discussion, below. For reasons
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which are discussed further in this OpiniOnr and Order, we generally agree that the
Joint Applicant’s evidence supports the view that the public would be mor;t _
advantaged by the grant of the merger, than its denial. This conclusion, however,
does not end the inquiry. As readily acknowledged by all parties, the pubiic
interest considerations are broad and are not foreclosed by a finding of the benefits-
to outweigh the detriments of a2 merger, by even the slightest degree. See
Middletown Twp._ v. Pa. PUC; Bell/GTE Merger®

(b)  Exception 2: The ALJ clearly erred in ignoring Joint.
Applicants’ evidence showing a wide variety of
affirmative benefits from the merger.

In their second Exception, the Joint Applicants make the argument
that in assessing the evidence, the ALJ failed to-acknowledge the affirmative
benefits of the merger and failed to afford sufficient weight to the potential

detrimental effects on competition in Pennsylvania in the absence of the merger.

The Joint Applicants assert that the merger is likely to enhance
competition and improve the quality of service in the Commonwealth and believe
they have demonstrated that: the combined company will have an enhanced
financial capacil)}, thereby permitting it to invest and to innovate; the companies
are committed to aggressive deployment of VoIP to Pennsylvania’s mass market;
the integration of th.c merging company’s networks will increase efficiency and,
therefore, improve the quality of service for any Pennsylvania customer who uses

the Internet or makes long-distance telephone calls; and IP-based solutions for

8 Joint Application of Bell Atlantic Corporation and GTE Corporation

Jor Approval of Agreement and Plan of Merger, Docket Nos. A-310200F0002, et
al. (Order entered November 4, 1999).
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enterprise customers will become possible and will provide for the expansion to

the mass market, innovations developed at AT&T labs. (Exc. at 9).

The Joint Applicants further object that the manner in which the AL)
evaluated their record evidence is at odds with the manner in which th_e .
Commission has evaluated prior mergers. (Exc. at 10). The Joint Applicants
assert that they presented precisely the sort of evidence that this Commission has
accepted as sufficient to demonstrate affirmative benefits in the Trigen-
Philadelphia Energy Corporation and Thermal North America, Inc., i'n'er.ger.g‘
Additionally, the Joint Applicants point to the Commission’s recent a:pproval of
water industry mergers as support for the nature of the evidence they have
provided in the instant proceeding. They argue that the evidence in this
proceeding is the sort of evidence that has been consistently accepted as.sufficient

to demonstrate the affirmative benefits of a merger. (Exc. at 10, 11).

The Joint Applicants finally contend that the ALJ’s insistence on
greater quantification of the beneficial effects of the merger is misplaced and
particularly inappropriate when the combination of SBC and AT&T is viewed in
context. They Be]ieve that the ALJ failed to attach significance to what is likely to
happen in the absence of this merger. (Exc. at 12). The Joint Applicants point out
that, in the absence of the merger, AT&T has begun a continued withdrawal from
the mass market and, the Pennsylvania presence of SBC, characterized as
“minimal,” would not expand. Thus, the Joint Applicants argue tﬁét when the
merger is viewed in this context, there are substantial affirmative benefits to the

public which render greater quantification than was shown inappropriate.

9

~ Opinion and Order, Application for Authority To Transfer Control of
Trigen-Philadelphia Energy Corp., Docket No. A-130375F5000 (Order entered
Apnl 7, 2005), slip op. at 7.

564778 25



The OCA, in it Replies, takes the view that the ALJ correctly
determined that the benefits asserted by the Joint Applicants were general,
illusory, uncertain, and wanting in affirmation. (R.Exc. at9). The OCA criticizes
the evidence presented by the Joint Applicants to support approval. It highlights
that the evidence is lacking in commitment, but merely represents expectations on
the part of the Joint Applicants that may work to the benefit of Pennsylvania |
consumers. (R.Exc. at 11). The OCA is additionally skeptical of the incentive{for
SBC to provide any real competition outside its incumbent “footprint” if this
merger is-approved. This is so, based on the OCA’s observations, inter alia, that
SBC would want to avoid triggering a price war with other large incumbents like

Verizon. (R.Exc. at 11 referring to OCA Stmt. 1 at 52).

The OCA, in its Replies, also distinguishes this Commission’s ruling
in the Tri-Gen Merger from the instant case. It points out that in the Tri-Gen
Merger, the applicants entered into an agreement where certain services would be
provided at a fixed price, committed to fund the removal, diéposal, or
encapsulation of asbestos containment material at no cost to ratepayers, and
further committed to improvement of customer service through entering into

contracts with entities having expertise in certain fields. (R.Exc: at 13-14).

Inits Replies to Exceptions, the OSBA emphasizes that the Joint
Applicants-have not, in their view, made any specific commitments or provided
any details which would support a finding that the alleged benefits of the merger
are likely to occur. (R.Exc. at 10). It recognizes that the Joint Applicants cannot
guarantee that their efforts will produce future benefits. /d. The OSBA recites its
efforts to obtain details regarding the impact on specific services, on the specific
level of investment to be committed to Pennsylvania, or the improved capabilities
which would be made available to small business customers, the Joint Applicants’

responses were vague and non-committal. (R.Exc. at 10-11). Finally, the OSBA
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finds no support in the detérmination of AT&T to exit the mass market in the
absence of merger approval. The OSBA considers this statement to reflect a
change in market focus by AT&T and states that it is reasonable to infer that a
stand-alone AT&T would change its focus in response to market demand

regardless of a merger. (R.Exc. at 9-13).
Disposition

On consideration of the record and the positions of the parties, we
shall grant the Joint Applicants’ Exception 2 consistent with our discussion. We
find the evidence and several of the arguments of the Joint Applicants to be

persuasive on the question of affirmative benefits shown.

When we view the merger in context, we would agree with the Joint
Applicants that the standards of the City of York need not only be addressed by a
quantification of the specific effects of alleged savings, particularly a specific level
of capital investment by the merged entity in Pennsylvania. (See Joint App. MB at
10). Rather, we must view the public interest benefits in the context of the
telecommunications industry in Pennsylvania, as a whole. In this regard, we
would agree with the observation of ALJ Jones that, as-a matter of law and policy,
“a benefit can be to maintain. the status quo of competition rather than to digress.”.

(LD. at 30).

Also, as noted in our discussion contained in the Bell/GTE Merger
Order, the public interest standard is a broad standard that encompasses exanﬁniﬁg-
. whether, for example, the “merger will have an anti-competitive effect or
will impair the technical, managenal or financial fitness” of the jurisdictional
utilities affected 1o continue to provide adequate telecommunications services to

Pennsylvania customers at just and reasonable rates.”” Bell/GTE Merger Order
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citing Joint Application of PG Energy, Inc., et al. for Approvai of the Merger into
Southern Union Company, Docket Nos. A-12001 1etal. (Opmlon and Order
entered September 15, 1999) (PG Energy Order).

In light of the foregoing, when we examine the merger in the broad
context of the telecommunications industry in Péhnéy]vania, we find that the
merger will afﬁnnativély benefit the consuming public in a substantial way. We
make this finding by observing that the Joint Applicants have shown, by a _
preponderance of the evidence, that the merger wiII ‘enhance the likelihood of,
competition both in the mass market and enterpnse market {as those terms are
used in this proceeding) by retaining a CLEC market participant in the mass.
market {See Finding of Fact 45) and strengthenmg this CLEC’s capacity to

provide a competitive alternative iri the enterprise market (Finding of Fact 101).

Prior to the Merger Agreement, AT&T had expressed its intent to
withdraw from the mass market. This business detérmination was reached
independent of the transaction before this Commission. As a result of the merger,
we find that the incentive to remain in this market and to compete has been '
established. The likely altemative, in the absence of the merger, is a diminution of

competition in the mass market and the exit of an actor in this market.

We are also able to conclude on this record that the merger will, in
all hikelihood, facili.tal'te the synergies of two corporate networks which are
compatible for ihtegration. There is minimal horizontal overlap between SBC and
AT&T’s business custiomers in Pennsylvania. (Jnt. App. Stmt. No. 3, at 29-30
(Carlton and Stder Direct, footnotes omitted)). The compatibility of these
networks will, in turn, render the “roll-out” of VoIP, other [P-based services, and
innovative applications involving those technologies and developing “next

eneration” technologies, imminently more practical and commercially feasible
y
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than in the absence of a merger. The record shows affirmative benefits to
competition in recognizing that the merger would produce a iarger, more

competitively and financially viable CLEC in Pennsylvania.

Additionally, we note the commitment to the provision of TRS to be

a benefit whiéh cannot be overlocked.

We do not find the OCA or the OSBA’s positions im opposition to
approval of the merger to be based on the likely scenario for competition in

Pennsylvania, .

" The OCA has argued that we should require a binding commitment
from the merged company to aggressively compete in the mass market in
Pennsylvania and that without such commitment from the merged company, we
should direct, as a condition, the divestiture. of mass market operations and
facilities in Pennsylvania to another telecommunications provider in Pennsylvania
that will commit.to competing in the mass market. (OCA Stmt. 1 at 2 (Johnson
Direct)). The focus of the OCA’s position, as we understand it, is grounded in its
observations pertaining to barriers to entry t6 the local telecommunications market
for new (CLEC) entrants. lts position is also focused on the prospect of
eliminating two entities which would, absent the merger, compete with each other

in Pennsylvania. (OCA Stmt. 1 at 33; Finding of Fact 96, 97).

While the OCA observes that SBC and Verizon are the nation’s fwo
largest telecommunications providers and have, to-date, avoided competing
against each other (OCA Stmt. 1 at 26 (Johnson Direct)), its position on the instant
merger appears at odds with this concern. The OCA, through its witness, Dr. Ben

Johnson, has presented data regarding current revenues of the combined SBC and
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AT&T which are worthy of concern:'® However, the OCA concedes that AT&T
has been aggressive in applying competitive pressure on the largest incumbent,
Verizon, in Pennsylvania. (OCA Stmt. 1 at 26-27 (Johnson Direct)). We find no
indication that, upon merger, the interests of the merged company in presenting an
aggressive, competitive alternative to the dominant ILEC in Pennsylvania, in all
markets, would change. As noted by the Joint Applicants in their Replies to the
Exceptions of the QCA, there is no record that a hypothetical new entrant would
face incentives that differ substantially from those considered-by AT&T whien it
made the business decision to cease actively marketing its mass-market servic;es.
(R.Exc. at 6, citing Jnt. App. Stmt. 3-R, at 8:14-16). We take official notice that
the FCC’s implementation of revised unbundling rules in its Triennial Review
Order'' and the FCC implementation of applicable court mandates résq]ting from
appeals of the Triennial Review Orders '* have substantially revised ILEC

requirements for providing access to UNEs, particularly, unbundled local

10 A1 OCA Stmt. 1, at 49-52, the OCA observes that based on
total revenues, SBC was the second largest “player” in the telecommunications
industry with $40.8 billion dollars, with Verizon number one at $67.6 billion. The
third largest telecommunications entity would be AT&T at $34.5 billion. Thus,
the OCA complains that approval of the instant merger results in the second
Jargest telecommunications company merger with the 3" largest firm, with the
possibility of the first and fourth largest, MCI at $27.3 billion, later. (OCA Smt. 1,
at 49). _ :

" Review of the Section 251 Unbundling Obligations of Incumbent
Local Exchange Carriers; Implementation of Local Competition Provisions of the
Telecommunications Act of 1996, Deployment of Wireline Services Offering
Advanced Telecommunications Capability, CC Docket Nos. 01-338, 96-98, 98-
147, Report and Order and Further Notice of Proposed Rulemaking, FCC 03-36
(rel. August 21, 2003), 18 FCC Rcd 16978 (2003); corrected by Errata, 18 FCC
Red 19020 (2003) (Triennial Review Order) affirmed in part, USTA v. FCC, 359
F.3d 554 (D.C. Cir. 2004) (USTA II}; petitions for certiorari denied 125 S. Ct.
316.

2 Final rules to implement the {STA I/ mandates were promulgated at

WC Docket No. 04-313, CC Docket No. 01-338, Order on Remand, FCC 04-290
(rel. Feb. 4, 2005) (TRO Remand Order).
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switching and unbundled network element platform (UNE-P). Because of changes
in the telecommunications market and court and regulafo,ry deci‘sions,' AT&T
decided to cease actively competing in the traditional local and long distance mass
markets. Beginning July 2004, AT&T ceased actively competing in the traditional
local and long distance mass markets (although AT&T continues to accept new
“demand” orders), stopped marketing to those customers, and stopped attempting
to compete with other mass market entrants on the basis of price. (Jnt. App. Stmt.

No. 4-R at 6 (Morrissey Rebuttal)).

The number of Pennsylvania residential customers t'aki_ng AT&T’s
UNE-P based local exchange service as of the end of March 2005-d‘r-0pped by
nearly 11 perceﬁt from its peak in August 2004, to approximately and continues to
decline through attnition. (Jnt. App. Stmt. No. 4 at 17 (M.orrissey bi_rect))_, From
August 2004 to March 2004 small-business customers on UNE-P based service
dropped by nearly 6 percent to approximately (Jnt. App. Stmt. No. 4 at 17-18
(M orrissey Direct)).

In June 2004, AT&T announced a decision to end competitive
activities in the mass market. This announcement was made several months prior
to the merger decision. (Int. App. Stmt. No. 4-R at 5 (Morrissey Rebuttal)).
Since AT&T’s announcement in June, 2004, AT&T has been losing residential
customers at an annualized rate of AT&T c_xpgcts that trend to continue. (Int.

App. Stmt. No. 4-R at 6 (Morrissey Rebuttal)).

In February 2001, AT&T had nearly
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(Jnt. App. Stmt. No. 4-R at 6 (Morrissey Rebuttal)).

The above developments concerning AT&T’s market presence in
Pennsylvania, precipitated by federal policy, are likely shared by other CLECs.”
Recent federal policy determinations have, for CLEC entrants, cumulatively
increased the capital investment required for entry and viable presence into the

local telecommunications market.

We conclude that the merger will better position the merged cnfity to
compete. While AT&T has retained sufficient manpower and infrastructure to
continue to provide quality services 1o its existing mass market customers, AT&T
could not today re-enter the mass market. 1f AT&T, for some reason, made a
decision to reenter that market, implementing that decision would requ{re m}lch
the same effort, financing and ramp-up time as a new start-up company. (Int.
App- Stmt. No. 4, at 18 (Morrissey Direct)). While the OCA has observed that
mere economies of scale resulting from the merger do not, in and of themselves,
translate into public benefits, we are hard-pressed to envision any new CLEC
entrant into the Pennsylvania telecommunications market which would have the
financial and competitive viability of a merged SBC and AT&T. (See Int. App.
Exc. at 13).

Based on the foregoing, in light of significant recent federal policy
determinations, including the FCC’s recognition of intermodal competition, the
OCA and the OSBA overlook the fact that the likely scenario with the exit of a

major telecommunications actor from the mass market is not replacement with a

1 The Pennsylvania trends are consistent with national trends. In just

the first seven months after AT&T stopped efforts to obtain mass market
customers, AT&T lost nationally. (Jnt. App. Stmt. No. 4-R at 7 (Morrissey
Rebuttal)).
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hypothetical new market participant. But for sialler, “niche” markets, the ¢apital
investment to enter the telecommunications mass market has substantially
increased and does not present the likelihood for a competitive alternative as the
OCA and OSBA would argue. A merger such as the one under consideration
provides an opportunity for two CLEC carriers with minimal presence and market
share in Pennsylvania, to provide a viable competitive presence. Accordingly, we
find no basis on which to reject the Joint Applicants’ position that the merged
company will have greater incentives and capacity (o retain AT&T’s mass market

customers than AT&T standing alone. See Jnt. App. R.ExXc. at 6-7.

We are sensitive to the concern of the OCA that the mass market
customers could have less competitive alternatives than the enterprise market
customers and that the “gap” between the merged companies and the néxt largest
CLEC will expand. However, we view the competitive alternatives available to
mass market customers to be a short term potential detriment as this is function of
how we have observed competition to have developed, generally, in the

telecommunications industry. See Application of MFS Intelenet of Pennsylvania,

" Incorporated . . ., Docket No. A-310203F0002 (Order entered June 6, 1995).

With regard to the latter concern over the widening gap between other CLECs and
the merged entity, we note that the merger presents no concern regarding market

power in Pennsylvama. See Jnt. App. R. Exc. at 9.

The OSBA’s focus, which is on the competitive asj)ects of the
merger and the quantification of benefits to Pennsylvania, as the OCA’s,
continually-draws into play the out-of-region dominance of SBC. (OSBA Stmt. 1,
at 9). Yet, the OSBA witness concedes that SBC and AT&T have limited direct
competition in Pennsylvama (Stmt. 1 at 12); that the merger has no appreciable
direct effect on concentration in any relevant Pennsylvania market (/d.); and that

SBC and AT&T are probably the most capable of all potential competitors to
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provide facilities-based competition in Pennsylvania (Stmt. 1 at 19). The OSBA,
therefore, invites this Commission to view the instant Application in the context of

broad national trends, rather than as a “stand alone proposition.” (Stmt. At 17).

The greatest anticompetitive effect of the merger identified by the

OSBA is the elimination of competition between SBC and AT&T. {Stmt. 1 at 20).

However, this perceived anticompetittve effect is belied by the record.

Currently, SBC on its own lacks the necessary array of enterprise
services and the: national network needed to support a broad array of services and
customers outside the areas where SBCis the incumbeént local exchange company.
A]thoﬁgh AT&T has had success in the enterprise market, its business decisions
made its long term viability questionable. (Jnt. App. Stmt. No. 4-R at 12; No. 4-
R} at 1-2 (Momssey Rebuttal & Rejoinder)).

SBC Telecom reports that in Pennsylvania (Jnt. App. Stmt. No. 3, at

10 (Carlton and Sider Direct, footnotes omitted)).

As of April 30, 2005, (Carlton and Sider Direct, footnotes omitted)).
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According to the FCC, the total number of access lines provided by
all CLECs to residential and small business customers in Pennsylvania in 2004 is
roughly 887,000. (Int. App. Stmt. No. 3, at 10 (Carlton and Sider Direct, footnotes

omitted).

SBC Telecom provides service to while, as noted above, the total’
number of access lines provided by all CLECs to residential and small business .
customers in Pennsylvania is roughly 887,000. (Jt. App. Stmt. No. 3, at 24
(Carlton and Sider Direct)). " '

SBC markets wireless and other services to its telephone subscribers’ -
and will have an incentive to retain AT&T’s current customers to facilitate
marketing additional services to them. (Jnt. App. Stmt. No. 3, at 25 {Carlton and
Sider Direct)).

The Joint Applicants testified that post merger SBC will not be
expected to increase prices for any service. (Jnt. App. Stmt. No. 3, at 25 (Carlton

and Sider Direct)).

(Jnt. App. Stmt. No. 3, at 29-30 (Cariton and Sider Direct,

footnotes omitted)).

e ILECs and CLECs together provide 5.9 million access hines to

residential and small business customers in Pennsylvania. (Jnt. App. Stmt. No. 3,
at 24 (Carlton and Sider Direct, footnotes omitted)).
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CLECs serve approximately 820,000 business lines in Penns‘yiyariia,
and ILECs and CLECs together provide over 2.4 million business lines. {Jnt. App.
Stmt. No. 3, at 29-30 (Carlton and Sider Direct, footnotes omitted)).

SBC has a minimal presence in Pennsylvania; there are virtually no
horizontal effects from the transaction. (Jnt. App. Stmt. No. 3, at 30 (Carlton and
Sider Direct)).

We do not agree that the Joint Appi'icants have failed in their proof,
with sufficient specificity, of the public benefits of the merger. As recognized:in
our discussion of the Joint Abp]icant’s Exception 2, the prospects for competition

in the mass market by a “stand-alone” AT&T are dire.

AT&T’s 2005 business plan assumes a further decline of more local
customers — to about 50 percent of the total that had beén in service when AT&T
ceased active marketing — by the end of this year. (Jnt. App. Stmt. No. 4-R at 7
{Momissey Rebuttal)). Nationally, AT&T's residential stand-alone long distaﬁ_ce
customer base continues to decline by each month. (Jnt. App. Stmt. No. 4-R at 7
(Morrissey Rebuttal)). AT&T lost almost [stand-alone long distance customers in
2004. At the end of January 2005 AT&T had fewer than such customers, a
reduction of nearly two-thirds from January 2001. (Jnt. App. Stmt. No. 4-R at 7
(Momssey Rebuttal)).
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Further, AT&T’s Consumer Services revenue fell. (Int. App. Stmt.
No. 4-R at 7 (Morrissey Rebuttal)).

AT&T expects Consumer Services revenue to fall to, a reduction of

over 57% from 2003 levels. (Jm. App. Stmt. No. 4-R at 7 (Mormissey Rebunal)).'

As a result of its decision to cease actively competing in the mass
market, AT&T has reduced the number of employees devoted to marketing and
customer care, and retired much of the physical infrastructure necessary to support

AT&T’s mass market efforts. (Int. App. Stmt. No. 4 at 18 (Mornissey Direct)).

AT&T's telemarketing division (including outsourcing) which
handled telemarketing for local and long distance services, was cut from by the

end of this year. (Jnt. App. Stmt. No. 4-R at 8 (Morrissey Rebuttal)).
The sales and-customer care force for domestic long distance was
reduced from Similar employee reductions are occurring throughout the

Consumer Services division. (Int. App. Stmt. No. 4-R at 8 (Morrissey Rebuttal)).

The Commission will retain the same regulatory authority over the

~AT&T subsidiaries that it possessed pre-merger and the AT&T PA-Companies
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A N O R I TR D A B G M

will be owned by the samie entity, AT&T Corp., that owned those subsidiaries pre-
merger. (Exh. C of Int. App. and Int. App.,  2).

Based on the foregoing, we shall reject the ALJ recommendation
which adopted the imposition of conditions as advocated by the OSBA in this
proceeding. We conclude that the likelihood of mass market competitive
alternatives is promoted, rather than harmed, by approval of the merger. We
shall, therefore, modify the Inmtial Decision consistent with discussion_. As
discussed later in this Opinion and Order, we find approval of the mergerto
present substantial public benefits to Pennsylvania consumers and, therefore, will
reject the recommendation to approve the Application subject to the condition of a

specified level of capital expenditures in Pennsylvania.

{(c)  The Joint Applicant’s Exception 3 and 4:

Exception 3: The proposed condition — that SBC/AT&T
spend $80-$100 million per year investing in
Pennsylvania’s infrastructure — is unprecedented and'
uniawful.

Exception 4: The proposed condition is arbitrary,
capricious and unsupported by the record.

The Joint Applicants presented testimony that the merged company
expects 1o increase capital expenditures in order to achieve innovations for ali

customers. They claimed that while AT&T has -budgeted $200 million dollars per

-year for five years for research, the post-merger company expects to spend $2

billion dollars, before synergies, over the first several years. This amount is more
likely greater than what the two companies alone would spend absent the merger.

(Jnt. App. Stmt. No. 2 at 7 (Rice Direct)).
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The Joint Abplicants explained that the additional spending i§
expected to lead to higher service quality and new and better products. More
specifically, the combined company will develop and deploy new, innovative
services, including security and IP-based services beneficial to mass-market and

enterprise customers. (Int. App. M.B. at 6).

The OSBA submitted that the Commission should “require the
merged company to commit to a specific level of investment in their Pennsylvania
infrastructure . . . {and] require the Joint Applicants to pay a financial penalty if
they fail to make that specified level of investment” as a condition for approval of
the merger application. (OSBA MB at 21). The OSBA opines that if the
Commission does not impose conditions requiring quantifiable and enforceable
affirmative benefits and the merged company subsequently concludes that market
forces make investment in some other state more attractive than investment in
Pennsylvania, the Commission will have no recourse and the ratepayers will

suffer. (OSBA RB at 8).

The Joint Applicants reply that the record evidence is clear that the
combined company fully intends to invest in infrastructure in Pennsylvania to
compele aggressively for enterprise customers in the state, to offer VoIP
throughout the state, and to continue to provide a high level of service to AT&T’s
existing mass-market customers.'> At the same time, the Joint Applicants
adamantly object to being required 1o divest assets or commit to specific market-
share targets because. They are of the opinion that committing to specific targets
or other conditions would lead to inefficiencies and other harm. (Jnt. Apps. M.B.
at 28). The Joint Applicants argue that such conditions would undermine the

combined company’s ability to respond to marketplace conditions, to deploy new

'3 See Joint Applicants’ Statement No. I at 20 (Kahan Direct).
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. products and 1o make those products available across the full range of customers

that the company intends to serve. (Jnt. App. RB at 5)

Based on the conclusion that the Applicants failed to prove by rccc'}-rd
evidence that its proposed $2 billion in capital expenditures would be benef c1a| to
the merged companies’ customers in Pennsylvama (1.D. at 33), and that the
Company provided no reasonable time frame for the expectation of when
improvements resulting from the capital expenditure will be realized in
Pennsylvania, (1.D. at 34), the ALJ found the imppsition of conditions were
appropriate. In finding that some of the benefits asserted by the Joint Applicants
were general in nature, the ALJ prefer approval with certain conditions over a
remand of the proceeding to develop a further record to address and remedy the

perceived deficiencies of the proclaimed benefits. (1.D. at 35).

in light of the above, the ALJ supported the OSBA’s
recommendation to condition the approval of the merger on the post-merged
company’s commitment to a specific level of capital expenditure in
Pennsylvania’s infrastructure. The ALJ reasoned that this condition would
remedy the deficiencies in proposed benefits of the merger regarding capital
spending in Pennsylvania and quality of service to Pennsylvania customers. She
also agreed with the OSBA that the condition would remedy the post-merger
entity’s activity conceming Pennsylvania’s mass market customers. (OSBA MB
at 20). The ALJ additionally noted that the condition would promote the public
interest as mandated by Section 1103(a) of the Code, 66 Pa. C.S. § 1103(a).

Based on the foregoing, the ALJ recommended that the Commission
require the Joint Applicants to conditionally commit to a certain level of capita)
spending in Pennsylvania. (1.D. at 38). However, since the record did not yield a

reasonable basis to arrive at what that investment level should be, the ALJ used
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the following criteria in developing the appropriate portion of investment level for

Pennsylvania:

The record does reveal that the investment level could
take place over a five (5) year period. (See Joint
Applicants’ Stmt. No. 2 at 7. (Mr. Rice discusses
AT&T’s budgeted investment per year over five years
for research imitiative and states the post-merger
entity’s expectation of higher capital spending to
achieve innovations.)} Also, taking judicial notice of
FCC’s Statistics of Communications Common Carriers
2003/2004 edition (the latest data available), an
allocator can be developed indicating the size of
Pennsylvania divided by the amount of activity in the
US to find the portion of investment level for
Pennsylvania ... .

(1.D. at 38).

The ALJ then calculated various scenarios of what a proper
allocation of the $2 billion dollars to Pennsylvania might be, based on Plant in
Service (4.25%), Total Operating Revenues (4.23%) and Switched Access Lines
(4.88%). (See 1.D. at 38-39).

In light of the above, the ALJ recommended that the Commission
impose a condition for approval of the Joint Application by requiring the post-
merger entity to spend at a minimum of four to five percent of the total $2 billion
dollars investment in Pennsylvamia’s infrastructure for telecommunications to be
spread out over a five-year period following the issuance of the merged entity’s
certificate of convenience. (1.D. at 39; 1.D. Ordering Paragraph 1(a) at 42). This
would result in the merged entity spending an average of between approximately
$16 to $20 million per year in Pennsylvania infrastructure each year during the

next five years. The ALJ also recommended that the post-merger entity be
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required to report annually to the Bureau of Fixed Utility Services, its itemized

compliance over the five-year period. (1.D. Ordering Paragraph No. 1(b) at 42).

With regard to the OSBA’s suggestion to require the Joint
Applicants to pay a financial penalty if they fail to make the specified level of
investment necessary, the AL) declined to recommend such a requirement.
Rather, the ALJ reasoned that the Commission can monitor the investment through
reports submitted by the post-merger entity to the Commissions’ Bureau of Fixed
Utility Services. Depending on the circumstances, the Commission may then use
its discretion to invoke a fine pursuant to Section 3301 of the Code, 66 Pa. C.S. §
3301(a), if it is revealed that the merged company failed to comply with the capital

spending investment condition. (1.D. at 39).

The Joint Applicants excepted to the ALJ’s proposed condition to
require the merged company to invest between $80 to $100 million per year in
Pennsylvania’s infrastructure.'® The Joint Applicants argue in two separate
Exceptions (Exceptions 3 and 4) that the proposed expenditure condition is:

(1) unprecedented and unlawful (Jnt. App. Exc. No. 3 at 14-19), and (2) arbitrzlary,
capricious and uﬁsupported by the record. (Jnt. App. Exc. No. 4 at 19-21).

With regard to the proposed condition being “unprecedented and
unlawful,” the Joint Applicants reiterate their :;rgumenl that, pursuant to the
standards established in the City aof York, the Commission has no authority to
impose conditions merely because it desires to *remedy” perceived deficiencies in
other benefits that are not necessary to satisfy the City of York standard. As such,

the Joint Applicants take exception to the ALJ’s rationale that the capital

'0 As will be discussed later, the ALJ actually only recommended that

the merged entity be required to invest between $16 to $20 million annually in
Pennsylvania’s infrastructure.
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expenditure condition “remedies the deficiencies in proposed benefits . . .
regarding capital spendirig in Pennsylvania and quality of service to Penn

»!7 The Joint Applicants argue that, contrary to the ALJ’s reas

customers.
the establishment of conditions are not appropriate to “remedy the deficiency in
proposed benefits.” Rather, as expressed by the Commission in the Pennsylvania-
American/Thames Order, the Joint Applicants assert that conditions are orﬂy .
appropriate in those instances when “the Commission can approve a merger that
would not otherwise meet the City of York legal standard.”'® Since conditions in
this instance are not necessary to satisfy the City of York's lcgal standard for -

approval, the Joint Applicants request that the Commuission reject the ALJ’s capital

investment condition. (Jnt. App. Exc. at 1 and 14).

The Joint Applicants also believe it is important to note that, in the
past, this Commission imposed conditions on the merging companies that were
either established incumbents or monopoly utilities and only when it was
determined that the merged company would possess a significant market
advantage. For example, the Joint Applicants reference the Bell/GTE Merger
wherein the Commission established conditions for approval. The Joint
Applicants refer to the Statement of former Commissioner Brownell, that the
Bell/GTE Merger “permits two incumbent local éx‘change carriers to combire {0
produce significant market advantage in Pennsylvania’s local exchange market.”'®

In the instant merger proceeding, however, the Joint Applicants note that the

SBC/AT&T merged company will be a CLLEC rather than an incumbent LEC. In

" LD.at37.

18 See Pennsylvania-American/Thames Initial Decision, 2002 Pa. PUC
LEXIS 32, at *¥34.*35,

' See Joint Applicants’ Reply Brief at 4-5 and n. 10 (citing Bel/
Atlantic/GTE Order, 1999 Pa. PUC LEXIS 86, at *44-*65; id. at *75-*76
(recogmizing “that this transaction permits two incumbent local exchange carners
to combine to produce significant market advantage in Pennsylvama’s local
exchange market”) (separate statement of Commissioner Brownell).
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contrast to an ILEC, the merged company. would be competing with other
Pennsylvania CLECs, wireless providers, and cable companiels throughout

Pennsylvania. (Jnt. App. Exc. at 15).

The OSBA, m its Reply Exceptions, states that the Joint Applicants’
implication that the Commission may impose conditions only when the rﬁerging '
parties fit within the category of incumbent local exchange carriers is inconsistent
with Section 1103(a) of the Code. This section provides that “*[t]he commission,
in granting such certificate [of public convenience], may impose such conditions

as 1t may deem to be just and reasonable.” (OSBA R.Exc. at 14-15),

The Jo_iht Applicants also note that the ALJ correctly rejected the
QCA-proposed conditions because: (1) those conditions would “subject the
combined company to regulator costs and disadvantages that no other provider in
the . . . telecommunications market incurs,”20 and (2) “it is not in the brovince of
the Commission to interfere with the management of the utility unless abuse of
discretion or arbitrary action is established. Jd. The Joint Applicants argue that the
ALJ’s rationale in rejecting the OCA’s proposed conditions should also apply to
the ALJ’s proposed capital investment condition because requiring the Company
10 invest up to $100 million per year in Pennsylvénia infrastructure is as much as
an unfair regulatory cost and disadvantage to the merged company as any of the

OCA conditions that she rejected.?’ (Jnt. App. Exc. at 15-16).

The Joint Applicants further argué that the AL)’s proposal will

greatly affect the merged company management’s discretion on how to allocate

2 1.D. at 36 (quoting Joint Applicants’ M.B. at 6-7) (ellipsis in

onginal).
2! Again, we note that the ALJ actually recommended that the merged
entity be required to invest between $16 to $20 million annually in Pennsylvania’s

nfrastructure.
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and invest resources to respond to marketplace demands. This would be entirely
contrary to the well-established precept cited by the ALJ that “it is not Wit};in the
province of the Commission to interfere with the management of the utility unless
the abuse of discrt_:tion or arbitrary action is established.”*? The Joint Applicants
also object to'the ALJ’s proposed capital investment condition because it may not
be necessary for the merged company to make such large annual investmerits in
Pennsylvania and no guarantees exist that the merged company would be able to
recoup the required annual Pennsylvania investments from its customers. (Jnt.
App. Exc. at 17). The Joint Applicants assert that this would be contrary to the
Commerce Clause, which prevents a state from séeking a benefit for its own
consumers or producers at the expense of thos¢ of other states. (Jnt. App. Exc. n.

42 at 17).

In Repl.y Exceptions, the OSBA finds that it is significant to note
that the ALJ concluded that, without her recommended capital investment
condition, the Joint Applicants have not met their burden of proof under City of
York. Furthermore, the OSBA submits that although the condition would require
an aggregate investment of $80 million to $100 million in Pennsylvania’s
telecommunications infrastructure, the management of the merged entity, rather
than the Commission, would retain considerable discretion in choosing the
particular items in which to invest and in determining how much to invest in each
of those items. .(OSBA R.Exc. at 15). The OSBA contends that the Joint
Applicants’ argume;lts are similar to arguments that the commission previously

rejected when imposing merger conditions.in the GPU/FirstEnergy mergcr.’u

22 See Metropolitan Edison Co. v. Pennsylvania Pub. Util. Comm 'n,

437 A.2d 76, 80 (Pa. Commw. Ct. 1981) (emphasis added).
= See Joint Application for Approval of the Merger of GPU, Inc. with
FirstEnergy Corp., 2001 Pa. PUC LEXIS 23, at 67- 68
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7 The Joint Applicants further argue that the ALJ’s logic that
Pennsylvania consumers can benefit only if investment dollars are spent in
Pennsylvania i1s flawed in light of the fact that research and development
mvestments made in other states are just as likely to benefit Pennsylvania. (Jnt.

App. Exc. at 17-18).

~With regard to the Joint Applicants’ argument that the AL)’s
proposed capital investment condition is arbitrary, capricious and unsupported by

the record, the Joint Applicants argue the following:

1. The ALJ’s assumption, on page 38 of the Initial
Decision, that the $2 billion in higher capital spending
will occur over a period of five years 15 unsupported
by the record. The Joint Petitioners argue that the ALJ
incorrectly assumed that the $2 billion spending
(which the record shows would be spent “over the first
several years”) would occur over the same five-year
period that AT&T budgeted for research on a number
of initiatives. (Joint Applicants Exc. at 20);

2. The four to five percent allocator calculated by
the ALJ to determine the amount that the merged
company should expend in Pennsylvania is irrational
and completely unrelated to the assets that the merged
company actually has in Pennsylvania or nationwide.
The Joint Applicants argue that the ALJ’s percentage
would be meaningful only if it was assumed that the
merged company would spread its $2 billion
investment throughout the country in direct proportion
to other carriers’ nationwide plant in service, operating
revenues, and/or switched access lines. (Jnt. App. Exc.
at 20);

3. The Initial Decision is not clear with regard to
the total amount of investment the ALJ is purporting to
require because Ordering Paragraph No. 1 proposes
that the post-merger entity spend a minimum of four to
five percent (4-5%) of $2 billion, or $80-$100 million,
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in Pennsylvania’s infrastructure® whereas in other
areas of the Imtial Decision, the ALJ calculated’
different allocated portions of $2 billion based on the
FCC’s data on plant in service, total operating revenue
and switched access lines as discussed on pages 38-39
of the Initial Decision. (Jnt. App. Exc. at 20).”°

4. The ALJ made no attempt to justify whether the
required capital investment in Pennsylvania is
necessary or appropriate. (Jnt. App. Exc. at 20).

In its Reply Exceptions, the OSBA further oppose the Joint
Applicants’ arguments that the ALJ’s capital investment recommendation is
arbitrary, capricious and unsupported by the record. The OSBA argues that the
ALJ appropriately determined the amount-of Pennsylvania’s share of the
investment and-the number of years over which the merged entity would be
required to make the investment for the following reasons: 1) the ALJ began her
calculation with the same 52 billton investment projection that the Joint
Applicants placed into the record; 2) the ALJ drew on testimony of one of the -
Joint Applicants’ witnesses to arrive at five years s the period over which the

investment should be made (i.e., the five-year period selected by the ALJ is

“ ID.at42. .

3 Although the Joint Applicants believe that the wording in-the ALJ’s
Initsal Decision is ambiguous, it appears based on our reading, in-the tontext of the
ALJ’s discussion on pages 38-39, that she intended that the merged entity be
required to spend a minimum of four to five percent of the total $2 billion dollar
investment in Pennsylvania over a five year period. In other words, assuming that
the merged entity would spend exactly 1/5 of the $2 biilion dollars, or
$400,000,000 per year nationwide during the next five years, the ALJ’s
requirement would require that the merged entity spend four to five percent of that
$400,000,000, or between $16,000,000 to $20,000,000, in Pennsylvania’s
infrastructure. Of course, there is a possibility that the merged entity may not
expend the estimated $2 billion in equal annual amounts; in those cases, it appears
that the ALJ probably intended that the merged entity spend four to five percent of
that amount in Pennsylvania. Nevertheless, as will be discussed below, this issue
is rendered moot in light of the fact that we will not recommend adoption of the
ALJ’s proposed capital investment condition.
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consistent with the Joint Applicants’ statement in their original Application that
the $2 biliion will be spent “over the first several years after c]bsing;” and 3)
Rather than relying on only one of the allocation factors pertaining to
Pennsylvania’s plant in service, total operating revenues and switched access lines,
the ALJ used ali three in cstablisﬁing a reasonable range of required investment of
four to five percent. The OSBA further asserts that if the Commission agrees with

the Joint Applicants’ criticism of the required investment period or any alleged

. ambiguity over the amount of investment recommended by the ALJ , the

appropriate remedy would be to remand the matter to the ALJ for further

development of the record. (OSBA R.Exc. at 17-19),

Although the OSBA noted in its Exception No'.v2 that it agreed with
the ALJ that the proposed merger should be approved with the condition that the
merged entity commit to a specific level of investment in Pennsylvania, the OSBA
takes the view that the ALJ erred by failing to prescribe an effective penalty that
can be imposed in the event that the post-merger entity does not make the required
investment. (OSBA Exc. No. 2 at 9-10). The OSBA opines that the rationale to
reject imposition of a civil penalty pursuant to Section 3301 of the Code, 66 Pa.
C.S. § 3301, if the merged company does not comply with the specified level of
investment, is not a sufficient incentive 10 assure that the Company will invest the
required $i 6 t6—$,2\0 million per year in Pennsylvania. This is especially so in light
of the fact that the civil penalty may not exceed $365,000 per year. The OSBA
asserts that the Commissien should design a penalty commensurate with the $16 to .
$20 million required investment because the difference bétween the required
investment and the potential penalty is so great that the merged entity may opt to
only pay the penalty.

1

The Joint Applicants reply to the OSBA’s position on a civil penalty

by explaining that this position ignores the fact that, pursuant to Section 501(b) of

S69778v1 48



the Code, 66 Pa. C.S. § 501(5), the Commission has authority to supervise and
regulate all public utilities doing business in Pennsylvania. In addition, pursuant
to Section 502 of the Code, 66 Pa. C.S. §502, the Commission has the authority to
institute “appropnate legal proceedings . . . to enforce obedience™ to “any lawful .
requirement, regulation or order.” As such, the Joint Applicants argue that the
civil penaity provisions are an enforcement mechanism in addition to, and not in
lieu of, the Commission’s authority to enforce the underlying terms of its orders.
In light of the above, the Joint Applicants aver that the ALJ correctly concluded
that there is no need to prescribe -an additional penalty. (Jnt. App. R.E. at | l-‘]'?_).
They also note that 1f the Commission rejects the AL)’s capital investment
recomimendation, then the OSBA’s argument, that the ALJ should have imposed a
penalty for failure to comply with the required intrastate capital invéstment, would

be rendered moot. (Jt. App. R.Exc. at 11).
Disposition

Based on our rejection of the recommendation to impose a capital
spending requirement on the Joint Applicants as a condition of our approval of the
instant merger, we conclude that this issue is moot. We clarify, however, that
requiring conditions in this instance is not necessary in light of the fact that the
proposed merger provides affirmative public benefits under the City of York
standards. Notwithstanding the affirmative benefits of the merger, however, were
the record to indicate service deficiencies or infrastructure deterioration to the
point of impairing the technical, managenial, or financial fitness of the merging

companies, our consideration of analogous condition would be pertinent.
Finally, we also agree with the Joint Applicants argument on pages
17-19 of their Exceptions, that the $2 billion anticipated investment, which will be

used, in part, to integrate SBC’s and AT&T’s networks, will benefit Pennsylvania

5697781 49




consumers even in those instances where such investment takes place outside of
the Commonwealth and demonstrates the imminent likelihood of maintaining the

AT&T infrastructure presence in Pennsylvania.

For the reasons discussed above, we are not persuaded by the ALJ’s
finding that it is reasonable and appropriate to require the Joirit Applicants to
conditionally commit 10 a certain level of capital spending in Pennsylvania. As
such, we shall grant the Joint Applicants’ Exceptions and reverse the ALJ,

consistent with our discussion, on this matter.

2. The OCA’s Exceptions

(a) OCA’s Exception 1: The ALJ erred in determining that
the Commission does not have the authority to direct the
merged company to divest its duplicative assets to a
carrier that will commit to compete aggressively for mass
market customers as a part of this proceeding.

The OCA supports the overall result established by the Initial
Decision of ALJ Jones. (Exc. at 2). However, it filed Exceptions to that portilon
of the ALJ recommendation which rejected its proposal 1o direct, as a condition of
the grant of a certificate of public convenience, the divestiture of assets to a carrier

that would commit to compete “‘aggressively” in the mass market. (Exc.4-11).

In this proceeding, the OCA opposed the Joint Application’based on
11s observation that the merger of the two entities represented a “significant step in
the direction of reassembling the old Bell monopoly but without the concomitant
regulatory oversight.” (Exc. at 4 refernng to OCA MB at 20-23). In the
alternative, the OCA argued for the direction that the merger be conditioned on the
merged company’s strong commitment to compete “‘aggressively” for mass market

customers in Pennsylvania, or that the merged company divest its duplicative

569778+1 50



assets to a carrier that will provide such aggressive competition. (Exc. at 4). What
is of concern to the OCA, is that the ALJ rejected its proposal and provided the

following rationale regarding the Commission’s authority to issue such a directive:

To order the merged entity to transfer its Pennsylvania
mass market operations to a competitive carrier seems
analogous to forcing the merged entity to conduct a
- fire sale of its assets to a competitor. I find that this
action may be inconsistent with the powers of the
Commission. 66 Pa. C.S. § 501(b). It is not within the
province of the Commission to interfere with the
management of the utility unless abuse of discretion or
arbitrary action is established. Pennsylvania R. Co. v.
Pa. Public Utility Comm 'n, 146 A.2d 352, 187 Pa.
Super. 590 (1958), vacated 152 A.2d 422, 396 Pa. 34.
Sée also, Northern Pennsylvania Power Co. v. Pa.
Public Utility Comm 'n, 333 Pa. 265, 5 A.2d 133
(1939); National Fuel Gas Distribution v. Pa. Public
Utility Comm™n, 76 Pa. Commw. 102, 464 A.2d 546
(1983); and Pa. Public Utility Comm 'n v. Phila.
Electric, 501 Pa. 153,460 A.2d 734 (1983). No
evidence was provided to conclude that the Joint
Applicants abused their discretion or acted arbitrarily.
Because of case law, I find that the Commission does
not have the authority to implement this request.

(1.D. at 36-37).

In its Exceptions, the OCA engages in a passionate defense of this
Commission’s authority to order a divestiture of duplicative assets as a condition
of our approval of the merger in this proceeding. The OCA distinguishes an
impermissible interference in the managerial discretion of a utility from the issues
pertinent to this case. It cites Section 501 of the Code, 66 Pa. C.S. § 501, and Pa.
PUC v. Phila. Elec. Co., 460 A.2d 734 (Pa. 1983}, to maintain that the applicable

statutory provision and caselaw support the authority of the Commission to issue
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orders and regulations to assure that the provisions of the laws governing public

utilities in Pennsylvania are enforced. (Exc. at 5).

More specifically, the OCA references recent decisions of the
Commission, citing, inter alia, the Commission’s Global Order, 93. PAPUC 172
(1999), aff'd Bell-Atlantic-Pa. v. Pa. PUC, 763 A.2d 440 (Pa. Cmwlth. 2000)
(complete subsequent history omitted), and ReDQE. /nc., 88 PAPUC 46 (1998),

. and distinguishes those cases cited by the presiding ALJ, to argue that it is error to

conclude that the Commission does not have authority to direct the merged
company to divest its duplicative assets to acarrier that will commit to compete
aggressively for mass market customers as part of this merger approval. (Exc. at
10-11).

In Replies, the Joint App]icams"respond that because the record does
not support any requirement that the Joint Applicants divest their mass market
assets, the Commission need not address the issue in this proceeding. (R.Exc. at
7). The Joint Applicants disagree with the OCA’s explanation of the holdings in
the Commission’s Global Order and In re DQE as those cases would apply to the

instant proceeding. (R.Exc. at 8-9).
Disposition

The Joint Applicants provide two responses to the OCA’s
Exceptions which we find helpful. First, the Joint Applicants refer to the
testimony of their witnesses, Professor Carlton and Dr. Sider. These witnesses
observed that, if one were to assume a divestiture of duplicative assets, there is no
evidence of record that would suggest that a buyer of these divested assets would
face incentives that differ substantially from those that AT&T faced when

deciding to cease actively marketing its mass-market services. (R.Exc. at 6, citing
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Jnt. App. Stmt. 3-R, at 8:14-16). In contrast, the Joint Applicants assert that the
merged company will have greater incentives and capacity to retain AT&T’s mass

market customers than AT&T standing alone. (R.Exc. at 6-7).

Second, the Joint Applicants emphasize that the merger between
SBC and AT&T presents no concern about market power. (R.Exc. at 9 citing Jnt.
App. Stmt. 3-RJ, at 2L 11-20). Based on the foregoing, the Joint Applicants reply
that the ALJ was correct that a divestiture is an unwastanted remedy under the

circumstances presented in this record.

On consideration of the Exceptions of the OCA, we shall grant them
solely for the purpose of acknowledging that divestiture of assets as a condition to
the grant of a certificate of public convenience is an extraordinary remedy.
However, it is a remedy which has its basis in express and implied provisions of
the Public Utility Code. See, generally Bell v. Pa.PUC, also Re: Structural
Separation of Bell Atlantic-Pennsylvania, Inc. Retail and Wholesale Operations,
Docket No. M-00001353 (Order entered Apnl 11, 2001). However, we find no
need to engage in a more definitive analysis of the applicability of this remedy to
the present case based on the considerations observed by the Joint Applicants.

We conclude that the OCA-proposed conditions, including the divestiture of mass

market facilities, is ill-advised under these circumstances.

As a threshold consideration, we agree with the observations of the
Joint Applicants that there are no market power concerns involved in the present
case. As noted, SBC on its own lacks the necessary array of enterprise services
and the national network needed to support a broad array of services and
customers outside the areas where it is the incumbent local exchange company.
Although AT&T has had success in the enterprise market, its business decisions

made its long term viability questionable. (Jnt. App. Stmt. No. 4-R at 12; No. 4-

5697781 $3



RJ at 1-2 (Momissey Rebuttal & Rejoinder)). The compatibility of the two
networks is favorable and, notwithstanding that the merged coﬁ*npany will widen
the “gap” between itself and the next largest Pennsylvania CLEC, it would not

present market power concerns.

Based on the foregoing, the Exceptions of the OCA are.granted and

denied, consistent with the above discussion.

(b) OCA’s Exception 2: The ALJ erred in determining that
certain benefits will arise as a result of this merger.

In its Exception No. 2, the OCA re*sf)onds to the ALJ’s subsidiary
determinations that indicate there may be some benefits as a result of the merger

as filed by the Joint Applicants. (Exc. at 11).

First, the OCA excepts to the ALJ’s characterization of the provision
of TRS, at least to the beginning of 2007, as a benefit of the proposed merger. In
support of this Exception, the OCA states that AT&T is obligated and
compensated to provide this service, pursuant to prior Commission Orders.
Therefore, the OCA argues that this is not a benefit arising as a result of the
proposed merger. (Exc. at 11, 12}. Next, the OCA excepts to the ALJ’s
conclusion that benefits of the merger would include: 1) maintaining the status
quo of competition, and 2) no adverse impact upon.the rates paid by consumers.

In support of this Exception, the OCA states that the Joint Applicants have not
offered any promises, nor made any firm commitments in this merger proceeding,
regarding increased competition or lower prices. Rather, the Joint Applicants have
only offered vague statements and general claims regarding the combined

company’s resources and potential. (Exc. at 12).
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Disposition

Consistent with our previous disposition of the Joint Applicants’
Exception Nos. 1 and 2, we shall grant the Joint Applicants’ Exceptions on this
matter. In making this determination, we are of the opinion that those benefits
cited by the Joint Applicant, although characterized as general in nature, are

indeed benefits that may occur as a result of the proposed merger.

We conclude that the OCA’s Exceptions should be denied. AT&T’s.
proposed withdrawal from the mass market, a decision which predated and was
independent of the merger, strongly calls into question the continued viability of
the provision of TRS service by AT&T. The withdrawal from the mass market
could have reasonably led AT&T to eventually file for permission to abandon TRS
service in Pennsylvania. By committing to providing TRS service in Pennsylvania
until the beginning of 2007, this Commission will have sufficient time to properly
transition to selecting a new TRS provider, should that be necessary. In additioh,
maintaining status quo of AT&T’s existing customer base in Pennsylvania would
be a superior alternative to migrating those existing customers to other carriers in

the event that AT&T filed to cancel its subsidiary companies’ centificates.

Regarding the deployment of VolP to the mass market in
Pennsylvania, the Joint Applicants believe that the ALJ has lost sight of the tightly
contested nature of the competitive market, where the Joint Applicants assert the:
risks are high and success in not assured. We believe that, on this issue the Joint
Applicants have not properly interpreted the ALJ’s finding as presented at page 33
of the 1.D. The ALJ clearly stated that the Joint Applicants did not provide any
time frame duning which VolP would be targeted to consumers in Pennsylvania.
The ALJ did not presume any level of risk or market success regarding the

deployment of VolP services.
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3. The OSBA’s Exceptions

(a) OSBA’s Exception 1: The ALJ applied the incorrect legal
test when she determined that the proposed merger would
produce some affirmative benefits.

In its first Exception, the OSBA argues that the ALJ applied the

incorrect legal test when she concluded that the merger would produce some

~ affirmative benefits.

The OSBA, citing the City of York, and Section 1102 of the Code,
finds it objectionable that the ALJ concluded that an affirmative benefit was
shown by the merger’s.preservation of the status quo regarding its affect on rates

and the provision of TRS service in Pennsylvania. (Exc. at 3-8).

The Joint Applicants, in their Replies, pointedly observe that the
OCA and the OSBA, in arguing against the status quo as sufficient to meet the
standards of the City of York, fail to realize that in the absence of the merger,
AT&T would impose higher rates on its customers, and would “disappear”
altogether from the mass market. (R. Exc. a 3). They state, “[w]hen the
alternative to the merger is higher consumer rates, less effective competition, and
the serious risk of imerrupted TRS service, then ensuring that rates will not rise
appreciably and guaranteeing the provision of TRS services by a financially

stronger company are clear, affirmative benefits.” /d.

The Joint Applicants refer to their testimony that AT&T’s rates for
the mass market have risen consistently and repeatedly in the last year since it
made its decision to withdraw from the mass market. It further explains that, in

contrast to the business plan of the stand-alone AT&T, the combined company
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will not exit from the provision of consumer services and would have strong

incentives to retain AT&T’s former customers. (R.Exc. at 4).

Also, with respect to TRS services, the Joint Applicants repeat that
the withdrawal of AT&T from the mass market could jeopardize its role as the

TRS service provider in Pennsylvania. (R.Exc. at 4).
Disposition

We shall deny the Exceptions of the OSBA consistent with our
discussion throughout this Opinion and Order. The retention of a CLEC in the
mass market, where the CLEC, on a prior, stand-alone basis, had a verifiable
intent to exit this market must be viewed as an affirmative benefit to the public.
Market considerations determine which companies will en.tcr and which wil] exit a
particular market. We agree with the position of the Joint Applicants where they
explain that, “. . . if the merger makes it possible for AT&T to continue . . . “ then

its conttnuation is a benefit of the merger. (R.Exc. at 5).

(b) OSBA’s Exception 2: The ALJ erred by failing to
prescribe an effective penalty that can be imposed in the
event that the post-merger entity does not make the
investment required as a condition of the merger.

This issue has been resolved, consistent with!our discussion, above.

The Exceptions of OSBA are denied.
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(c) OSBA’s Exception 3: The ALJ erred by failing to require
the merged entity to flow through revenues from access
charge reductions to its customers.

The OSBA advocated that if the Commission approves the proposed
merger, the approval should be conditioned upon an agreement that the merged
company will not seek further access charge reductions until the FCC completed
its ruling in its Unified Intercarrier Compensation proceeding.”® The OSBA
further argued that it has not seen proof in the past that access charge reductions
resulted in “dollar-for-dollar reductions in toll rates.” Thérefore, the OSBA |
argued that the merged company should be directed to flow through every doliar it
receives in access charge reductions to its ratepayers. Otherwise, the OSBA
argues, the merger would lack the “real, quantifiable benefit” that-would justify

approval. (OSBA M.B.at2]-22)

The Joint Applicants argue that the Commission, in its
Pennsylvania-American/Thames Order, previously rejected the suggestion that a
finding of “quantifiable” benefits is necessary for merger approvals. Furthermore,
the Joint Applicants argue that the record in the instant proceeding is insufficient
for the Commission to determine whether or not AT&T’s Pennsylvania customers

are receiving the full benefit of prior Commission-ordered access charges. The

- Joint Applicants note that the Commission is direct]ly addressing the access charge

issue in a separate pending proceeding in which they claim AT&T has already
presented substantial evidence that its Pennsylvania customers currently receive
the full benefit of prior Commission-ordered access charge reductions.?’ As such,
the Joint App]icants are of the opinion that it would be best to address flow-

through of access charge reductions in that proceeding. (Jnt. App. RB. at 10-11),

% See In the Matter of Developing a Unified Intercarrier

Compensation Regime, CC Docket No. 01-92 (FNPRM Rel. March 3, 2005).
2 See AT&T Communications of Pennsylvania, Inc. v. Verizon North
Inc. and Verizon Pennsyivania Inc., Docket No. C-20027195.
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The AL} agreed with the Joint Applicants that it would be
inappropriate in this proceeding to condition approval of the merger on the merged
entity’s agreement to flow through additional reductions of access charges to
Peénnsylvania ratepayers. The ALJ specifically cited to the lack of éuppor.ting
evidence in the instant record pertaining to the reduction of access charges as
rationale for her determination and insinuated that the matter would best be
addressed in the pending access charge proceeding at Docket No. C-20027195.
(LD. at 37). |

In its Exceptions, the OSBA opines that the ALJ erred by failing to
require the merged entity to flow through savings from access charge reductions to
its customers. The OSBA notes that Section 3017(a) of the Public Utilitly Code,
66 Pa. C.S. §3017(a) does not allow the Commission to order a Jocal exchanée
company (LEC}) to reduce access charges unless it also allows that LEC to offset
the access charge reductions with corresponding increases in other rates. As such,
the OSBA is concerned that if the SBC/AT&T and Verizon/MCI mergers are
approved, market pressures, which might otherwise have forced AT&T to flow
through future access charge reductions, could significantly be diminished. The
OSBA argues that AT&T’s long distance customers will then be forced to pay
higher rates for LEC-provided services but will not enjoy any offsetting savings in |
rates for their toll services provided by AT&T. The OSBA also asserts that the
prospect of higher local exchange rates without comparable reductions in toll rates
1s inconsistent with the ALJ’s conclusion on pages 34-35 of her Initial Decision
that the proposed merger would not-have an adverse effect on rates. (OSBA Exc.

at 11-12).

The Joint Applicants rejoin that, as argued in their Reply Brief on

page 11, it is not appropriate to use this proceeding to address “the flow-through
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of access charge reductions to customers” because the Commission is already
directly-addressing access charge issues in a separate proc's:éciing.28 They further
argue that it would be unlawful for the Commission to require such a flow-through
pursuant to Section 3018(b)(1) of the Code, 66 Pa. C.S. § 3018(b)(1), which -
specifically states that *“[tJhe Commission may not fix or prescribe the rates, tolls,
charges, rate structures, rate base, rate of return, operating margin or eamings for
interexchange competitive services or otherwise regulate the interexchange

competitive services.” (Jt. App. R.E. at 10-11).
Disposition

We are not persuaded by the OSBA’s Exceptions on this issue. First
of all, as we have previously discussed in this Opinion and Order, and als the Joint
Applicants appropriately argued on this Exception, this Commission prev.ioulsl y
determined in Pennsylvania-American/Thames Order that a finding of
“quantifi.able" benefits 15 not necessary in order to approve a merger such-as the

one before us.

Furthermore, we agree with the ALJ that making a determination in
this proceeding, to require the flow-through of future access charge reduction to
the merged company’s customers, is inappropriate. As the Joint Applicants
appropriately noted, AT&T presented substantial evidence, in the pending access
charge proceeding at Docket No..C-20027195 , alleging that its Pennsylvania
customers are currently receiving the full benefit of prior Commission-ordered
access charge reductions. We also take administrative notice that the OSBA is
also a Party in the pending access charge proceeding and is also requesting in that

proceeding that further access charge reductions be held in abeyance pending a

28 See 1. App. R.B. at 11 (citing AT& T Communications of Pa., Inc. v.

Verizon North Inc., Docket No. C-20027195).
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final ruling in the FCC’s Unified Intercarrier Compensation proceeding. In light
of the fact that similar issues to those being argued here are also part of the
pending access charge proceeding, we are of the opinion that it would be best to
address AT&T’S requests for further access charge reductions and the pass-
through of access charge expense savings to AT&T’s or the merged entity’s
customers in the adjudication stage of the pending access charge proceeding at
Docket No. C-2002719S. As such, we shall require that the merged company be
subject 10 the outcome of any of our directives and determinations reached in the
pending access charge proceeding at C-20027195. Therefore, we shall deny the
OSBA’s Exceptions on this issue and adopt the ALJ’s recommendation, with the
understanding that the merged company will be subject to our resolution of the

1ssues at Docket No. C-20027195.

1l. CONCLUSION

In light of the foregoing discussion, we shall grant the Parties’
Exceptions in part, and deny them, in part, and modify the ALJ’s Initial Decision

consistent with the body of this Opinion and Order.

IV. ORDER
THEREFORE,
IT IS ORDERED:

1. That the Joint Application of SBC Communications, Inc., and
AT&T Corp., together with its certificated Pennsylvania gﬁbsidian’es for approval
of a merger filed with the Pennsylvania Public Utility Commission on February
28, 2003, 1s approved, consistent with the determinations and discussion

contained 1n this Opinion and Order.
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2. That a certificate of public conveniénce be issued evidencing
the Pennsylvania Public Utility Commission’s approval of the transaction
occurring as a resuit of the Agreement and Plan of Merger dated
January 30, 2005, between SBC Communications, Inc. and AT&T Corp. and the
AT&T subsidiaries certificated to provide telecommunications services i.n the
Commonwealth of Pennsylvania, AT&T Communications of Pennsylvania LLC,
TCG Pittsburgh Inc. and TCG Delaware Valley, Inc., f/k/a Eastern Telelogic
Corporation, and the record at Docket Numbers A—él 1163F0006,
A-310213F0008 and A-310258F0005.

3. That the Exceptions of the Parties are granted and denied,

consistent with the discussion contained in this Opinion and Order.

4. That the Initial Decision of Administrative Law Judge Angela
T. Jones is, hereby, modified consistent with this Opinion and Order.
5. That the record shall be marked closed.

BY THE COMMISSION,

James J. McNulty

Secretary
(SEAL)
ORDER ADOPTED: October 6, 2005
ORDER ENTERED: October 6, 2005
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PENNSYLVANIA PUBLIC UTILITY COMMISSIGN -
" Service Employees International Unica @ - -
‘Local 686, AFL-CIO . . : -
' TR . : Docket Nomber C-20039160
Philadelphia Gas Woeks. -~~~ '
ORDER DENYING INJERIM
EMERGENCY RELIEF

On Januacy 8. 2003, the Scrvice Employees International Union, Local 686, AFL-
€10 (SEIU or petitioner) filed widh the Peansylvania Public Utility Commiission (Commissioo) s
Formal Complaint (Comptaint) and a Petition for Issuance of Interin Emergency Osder
(Petition), along with the Affidavit of Dennis J. Kenncy (a PGW Field Collector) to support both
pleadings. The subject of both the Complaint and the Petition is SEfU’s claim that Philadelphia
Gas Works (PGW) is in violation of 52 Pa. Code §56.97 by outsourcing inbound call ceuter
fonctions within the Collections Division w NCO Financial Systems, Inc. (NCO) s of
Jaswary 3, 2003. The Complaint and Petition were joiny docketed on Jaouary 10, 2003." The
Pevition requested “the Chicf Administrative Law Judge and the Commission to issuc an Interin
Emergency Order that requires PGW to immediately cease and desist fiom using nos-cployecs
1o receive telephooe calls from customers who bave received termination potices.™

Puwrsusnt to 52 Pa Code §3.1.9, a hearing on the Petitioo was scheduled for
January 21, 2003 and the matter wis assigned oo e 1 5, |

—— LA PR PSRy

" showld.be votod that o Lseery 7. 2003, FGW flied with the Comminion a Petition for 2 Declassicey
Order Regixfing Owtmncreing: of Colloction Calls or, in the Alternative, Waiver of 52 Pa, Code [56.97.
This Petiticn, docketed =1 P-00032018, is not part of this procreding althoogh it does soom 1o isvolve the




. . On Jamn:y 15. 2003, PGW filed an Answer to the Petition (Answer). along with
" the Aﬂidnﬁ of Randy Gyery, PGW‘s Vice-President, Cm&iﬁu’s .

] Tbeheanngmshelduschednledonlmy"l 2003, Bothmu.mprmed
+ counsel. wu-epmscm. Petivioner SE!Upmsu:ndthem:nonyo!‘m-o witnesses who
: wdooemmmandmnh‘ht. Bothofdnsemnrsmwm PGW enmployees and
union  TEPRCECNtALives. Denmsi(mncyuaSanarF:cldCoﬂecmrmd:ppanwdm
represcptanive for Group 10: his Affidavit was admited into the record as PGW St 1. James
Lamox is Senior Customer Service Representative a8 the Germantown Distia Office and
appoimted uhion represéntative for Group 12. He sponsored SETU Exh. 1. the contract berween
PGW and NCO. PGW presented the testimony of two withesses. The first withess, William
Sulivan. is employed by PECO Energy Company as Director. Accounts Reccivable. His
Affidavit was admitted into the record as PGW S 2. The other witmess was Randy Gyory,
employed by PGW as \'icc-?tﬁidm_‘l. Customer Affairs. His Affidavit was admirted into the
record as PGW St. 1 and the amachments were admitied as PGW Exhs. RG-1, RG-2 and RG-3.
A mnﬁcipt of 110 pages was produced.

Because of the extremcly short time period allowed in 52 Pa, Code §3.7(b) for
preparaton of this Order. as aell as the separale certification of the material question concerning
the denial of the requestod refict required by 52 Pa. Code §3.10(b). my discussion is necessarily
abbreviated. mmmldnubeukgnunidumﬂmmypoﬂﬁm&umﬁm:mmdby
cither of the partics was not fally considered.

L DISCUSSION

A Ssmmary

As discussed in ‘more detail below, there is no question that the Pcrition must be
denied. SEIU bas failed to mext its burden of establishing each of the requirements sct fonb in -
$2 Pa Code §3.7:




HE B I N S

Fmﬁeﬂ_m_@ﬂ'humtbmmbhshndas(l)pcﬂnmusmhasm
mn&ngmbtmg&nsrcm kmmmmmemﬂmblwmmwmm
mmmwﬁumnwamdmﬂm,uﬂhCmmm

- --d&ﬁcbhwwaplomtmm(Z)PGWsoumgdouwmm:wohmof
TS&.?:.::md:ﬁmnounf:hcm"lmmy mployee‘ism::admthe('!mms

mguhnmtbeCm:munmhmhumlmsmthuﬂmu:dsmh:

. ﬁn&ngummmmc-mmmsmmdmhmnofmmﬁhg

authority over a utility”s management and operational decisions,

Second, there is mo peed for immediare relicf. There is no emergeacy, defined by
52 Pa. Code §3.1 as A situation which presents a clear and present danger to life or propenty or
which is uncontested and requires action priot to the next scheduled public utility meeting ™

Third, there bas been no showing of jrrepapable harm. SERU presented po
evidence that. bsent infericn cragrgency relief, PGW''s customers will be improperly terminaed
or subject to ancrous and smproper payment arzdngements. Until that peoof is provided, there is
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 Fourts. there bas been o showing that the relief requested is not iniurions to the
publis interest. PGW claimed that to gramt the relief requestad would cause it to incur substantial
sdditiona] expense and wonld result in Jowermd collection activity. While there was some
question as to the analysis presented by PGW in Exh RG-3, which is sttachment C to Mr.

Gyory's AfBidavit, it is beyond dispute thar it would be disroptive 1o PGW™s operations 1o upst -
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inadequate service as the result of the outsourcing and therefore o evidence to susnin 2
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I should be noted that I am not addressing PGW's contention that Section 56.97

nm:pplmbleb!’ﬁ“rmano&pnmbal 2003, a5 it is nn pecessary to 40 50 for resohstion
of the Petirion. and I don't bave sufficient tirne to address this issue thoroughly.
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vendors) 10 provide exactly the service at issue here, but that BCS is “wellaware™ of this
outsouTcing. maxnﬁwWMMmmmmm
dschrwuddmobhmm&rctﬂpm%dtew:mmm
52 Px. Code Sections $6.91-57.98.7); Tr. 53.
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L Mwmmmammmwsmmmxm hm
mwrmwmmmemugﬁm nmeuauywm'_ o

& emiphoyees. hmmmmmwmmuﬁwm
mmmmbmewmyMM "In both'cases, the
msmbmmmmmcs.gsszmmmcmmmm
mhm Bswhm&mnmmmm;ﬁMw
'wmmum:mmmuhmmmnmmys

um:venmduuﬁyr&mmﬂ:mptsmnﬂum AsPGWm )
musnmw:ll

.uw]MdszwsmamAs
w Joscpb. as demonstrated in the Gyory Affidevit, PGW is and -
wﬂlmnwp!mmm“omsm
eomphﬂm with all ipplicable requircosnifs’ berwecn e
AtTiination botice and octual termBnAsiON.: Fnﬂ:ume,na!l_
ropresentatives  negoliating psymenmt amangemcots oD
PGW‘s béhal will be folly tained ng-:hng all spplicablc
regulatory requirernens, including PGW™s tariff 20d BCS payment
arangrmem guidelines and be imder the supervision of PGW

As explained by PGW in its Answes, the dicts mentionad sbove is iconsisent
with the Commission’s own articylated posiion conccming outsourcing of urility fnctions,
mm-mmemm Thhere are numércus decisions, discussed in

Ammwmmmmmdmmmmmﬂw
SiATIODs. mm:wm»m:mmmd.nm_

A-mwwmtﬁnﬁmmwhtyh:budnw Fwﬁme.lt_

Commhndmmuwhywunumqunwmﬂnym
m;ﬁgammmmm&mmwmn{um
mwmmmmmnmmsmw
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For example. in Mover v, PECO Epcrgy Company. C-00003176 (Jamary 24,

2001 (a copy of which was atfached 1o PGW"s Answer), the Commission stated:

We ‘are reminded that sheent 2 finding that 2 utility has abusad its
mamperial discretion and the public interest has been adversely
affectod, the Cotnmission's power 1o intervepe in the internal
magmmofnyub&mlﬂyulmmd, (Mcyonolitag Edisog
Cg Pa, PU.C 437 A2d 76 (Pa. Cmwhh Ct 1981). The
Comhshnhsmimﬂyﬁdrmdﬁcisnxofumammy
may rctain omside vendors — countractory 10 provide a pasticular
setvice such a8 meter reading We beld that whee @t is
demonstrated that the service provided by the owrside contractor is
adequate and rexsonsbie o moet the noeds of the public. that the
contractor remains under the supervision and control of the wikity
i$ bot threatened, the Commmission will pot intervene in the wtility's

Docker No. CA0968786, 1997 Pa. LEXIS 72 (Orda coicred
November 25, 1997).

There is no ‘Question thar the Comimission there intetpreied the term “utility
company personmnel” cnmmnad o 52 Pa. Code §56.12 w inciude agexms or subcomractors. under
the wility’s direct comrol and supenision. Ses also. Re: The Copmacting for Scrvice with
Benmex, tng.. Docket No. M-00960801, 1996 Pa. PUC LEXIS 143, *14, wherr the Commission
mm:mwmme@mmﬁmmwmmh
wtility %o immediatcly and consistently monitor the activities of Bermex:~ s Gaige v. AT&T
Comgamications of Pepnsyhagia, Jac.. Dockez No. C-00981211. 199 Pa. PUC LEXIS 43. *20,
the Coranission stated: “We also agree with the ALT's conclusion that Bermex stands for the
proposition that it is the responsibility of the Respondent to cnsure ressanable service. including
its employees and contractors.”™

pngham aucsan Light Compeny, C-00968286, 1997 PA
LEXLS?Z('\wunberzj 1997]’ mcComnmnhmndmehmBofmmmtyw

*  Acopyofthis decisicn is included in Appendix 3 10 PGW's Answer.
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Further, ALY Corbett extensively discussed Peoples Cab Compagy

v. Pa,_PUC, 18§ Pa Superior Ct 628, 137 A 24 873 (1958)
WC*D-WMM-ZWP&
Superior Ct. 18, 260 A 2d 490 (1969} (Peoples Csb II), for the
proposition that the focus of the Commission’s inquiry with
respect to 2 method or plan or opzyation roust be on the quality of
service rendered o the public resulting from the chosen method of
optration; and, while the Comunission’s powers are considerable,
tbey do, pot mchude plenary power over a wtility’s employment
pracuces. (1.D.,p. 12 citing NAACP v. P PU.C. 290 A. 24
704 (Pa. Cmwhh. Co 1972) and Meyegs v, Pa PU.C.. 164 Pa.
SupermCr.-iBl 65A.2d_96[l9l9). ’

necomﬁssimwmmmmmma&uwm-
enabling authority 1o ntervene in-a utility decision w utilize contractoes for wrility fimctions:

Consequently. we agree with the AL that caselaw op this matter
cmpowers the Commission to imerveme: where thore is an
sppropriate vexus berween the use of managerial discretion by the
wtilny in an aditrary or capricions manoer; of where otherwise
lawfal managerial discretion has the. potestial to adverscly and
subsuntially sffect the public imtevest See Philpdeiphia Elocmjc
Compgny where the Cammission refused to register sccurities for 2
transaction which could affect the finsncial stability of the utility.
Based ypon our review of the Initial Decision. the Cornplainznt’s
~ Excxptions. and the Reply Exceprions of the Riespondeat. we find
m&ecmhsmmﬂuyenhncofabmof
discretion or manageyis! fiar )

. I conclusion. SEIU did not establish that its right to relief is clear, as required by
52 Pa. Code £3.7aY1). '

12

- intervene in a wility's mahagenment and operatiobal deisions, specifically the decision w udlize :

regarding quality of service whick threatens the public safety. the Commission does pot have
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- _ Thcmmdelmmwhd!mbesubhbdbysmuﬁmthemdfuubd T
P07 ¢ i omedinte, - SETU assents in s Petition at 13 that “The meed for rekief i immediate, The
| :.WﬁMﬁﬂswmmmmmdm‘m .
Each diy thiat PGW is permitned to.viokite the regulation poscs a direct threat o the sbility of
mwmbmhwdﬁrdwkmummﬁﬁ i

mm hmtbemww:ﬁngndﬁﬁcmphumm

hd&wﬁg&kaﬁuﬁ;ﬁemmuﬁmw’

' m‘mmujumﬁmmofmmwm “The Commission explained

i3, Docket No. C-00934817. 1993

Pa. PUC LEXIS 212 *3. 02:

Emecrgency Orders pursuant 10 52 Pa. Code §3.2 are ox parte
onders whose issuance authority is restwricted. They are only issued
In response o an emeygency wherein there is a clear and present
danger o Life or propeny or in 2 mater which is uncontested and
requires action prior 10 the next scheduled public: mcctivg.. An
mm«mmunmwww;
presiding officer which is immedisely effective and grants or
- denies ibjunctive relief during the pendency of a proceading. (See
52 Pa Code §3.1, emphasis added). An Imerim Emargency Onder
tqwuzshﬂtwofmq:nblemy [Ciasions omitied]

Further in that decision e *10-11, the Commission poted that “cmcrpeacy” is
defived by 52 Pa. Code §3.1 s follows: “Emergency — A sitwasion which prescots a clearand
m@gwhfcwmadﬂcﬁummﬂmmmwmm
schedﬂadwbhcunlnym o :

SERJtnsnotenbhshedhﬂ:u:usclmmd present danger w Life or propesty '

in any respect mwmhrmmmemwmuhmgpwxu

_'muummaedﬁrmuﬂm muwmmummu_
mhwammdsmiﬁutkmmdmm»mh _
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o @
mnclnswndmmlyPGWempbyasmmduadqmm As noted by PGW in its.
Amw:ratZl thutypeofmmnmhsprmonslybemrgeddbylbchmm )
Mmunumm "Weﬁndﬁntﬂtecomph:m:mmmns
hascdsoklymhtsmmndmheunfamﬂ:ﬁcmpbymofmmu

mmchngeonhupmpmvumdofﬂmeofmmnnkm We find this comtertion
o be contrary to the facts of this case.™ '

kmmsmmmwompb}es‘wucpummedmm-wt“
pnmmcmnpleumufumnnlhackgmmdchechwmgamkofhmmmﬁ“sm
“they are dealing with pwpleslmkmm,avdnmdmm social security pumber.
things of that matzre.™ Lennox, Tr. 18-20. This was convincingly sebutted by Mr. Gyory's
testimony that background checks were comphkted on every NCO employze prior 10 those
mployecsbcgnmmgnomw with PGW's cussomers. Tr. 56-57.

_ Also. in 1exms of adequacy of service, it appears that the quality of service may in
fact be enhanced by the use of this outside vendor. First, the terms of the contract (SETU Exii 1,
Exh. A-l. %5, Tr. Lexnox, - Tr. 42) require that cach employee be monitored five nimes a weck,
Mr. Gyory stated that while the compaay tries & moitor its Collection Call Center employers
six times a movth. that is pot always done. Tr. 63. Alsa, if a0 NOO enmployer is unsatisfactory,

‘ PGW docs not have o do anything other thas request that that particulsr employee be removed
* from the PGW project. In fact, this happened once. Gyory, Tr. 57, 63-64.

In conclusion, SETU did nor estsblish that the need for relief is immediate, a5
required by 52 Pa. Code §3.WaN2). '

E  locparable flarm

' The third elément which must be esoblished by SEIU pursuant 10 52 Pa. Code
§3.7(x){3)} is that “The injixy would be incparable if relief is not granted =~ SEIU in its Petition ar
%14 claims that ~Tf 2 castomer’s service is terminated, or if the customer is required to enter into




-_mmmpﬂ)mmwmmmmmmewmmandﬁmu]hmmﬂm
_mmhcmdmplvbylhcsubmqtmmofmorda” '

E\'cnnfSE]Uhdmdmgtomkesnhanmmbehﬂ‘ofPG“

m-dmhﬂamﬂxdneumw:dmhmywhsnﬁ‘ﬂedayhmmw

uumofmwsmnmmm&mmmm

In conchusion. SETU did not establish that the injury would be irrepamable if retief

s ot granted, as required by 52 Pa. Code §3.7(aX3).

" F. | PublicInterest

The final clement which must be established by SEIU pursuant to 52 Pa. Code
§3.7a)4) is that “The relief requested is pot injunious 10 the public interest™ SEIRU in is
Petition a1 915 states that the relief requested is in the public interest because “the action of
PGW. o allow mmbywwdduﬂum&mmmofmm is conmrary
wthepubhcmstmdmduunotmmofszh.(hdeﬁGW‘

I find that SEJU bas failed to sustain its burden of proof with srespect to this
clement. ki is ot in the public interest 1o force PGW 10 tominate jts contract 'with NCO for
MIMETOUS TEAMMS. Fuﬁ.it‘uddbcwscningthemqn As there bas been no evidence of
mmsm&rwﬂlwmm:hqenmmwdom More importsatly, it is
uﬂ&zlymmmehddmmxmﬂymvﬂd While there is some goeston as to
exacrly how mﬂmmsmmmuznmdndtﬂmmmmmphuﬁe
Coumm_wmmﬁmmwdwmmmmmwhmo
employecs. rather than its own cmployees, is rcasonable and-cost-effective. This is especially so
when it is considered that the result woald be to replace trained NCO' cmployees with PGW
empioyees who would need to receive edditional wamming. Tr. 59-60, 100-102.

5 . .

* Acvaally, sesidential brating Cutomcrs e Dot sert RTmigation notices during the wines mormctimn, o

they o oot affeceed, Tr. §6-57.
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contained in 52 Pa. Code §3.7. - L D

3. Tbﬁemmmuecmlnﬂt- Aﬂmhmﬂﬁtﬁcwdnﬂnf

mdﬁefahnoftpammﬂmmmymoﬁhﬂn compdnhedl:ullafsud:rebcf. Cogns

DAY C-MD?ASIO, thHJC‘lEﬂS.

90.'4-5 (A.ptil 16,. 1993).
T 6. . PmmnSElUlwhmﬁusuﬂum

7. . msmuadwmbﬁshﬁnundnu:ﬁdudmam-
bys.‘zh.Cnde ;3.7(:)6). ' . . .

. S mﬁﬂ&mwﬁhﬁﬂ&mﬂhﬁd‘km&l&u
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