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James J. McNuity

Secretary
Pennsylvania Public Utility Commission
Commonwealth Keystone Building

400 North Street, 2nd Floor North

PO Box 3265

RE:

Harrisburg, PA 17105-3265
Application of Duquesne Light Company for a Certificate of Public

Convenience Under Section 1102(a)(3) of the Public Utility Code
Approving the Acquisition of Duquesne Light Holding, Inc. by Merger -

Docket No. A-110150F0035

Application of DQE Communications Network Services LLC for a
Certificate of Public Convenience Under Section 1102(a)(3) of the Public

Utility Code Approving the Acquisition of Duquesne Light Holding, Inc,
by Merger - Docket No. A-311233F0002

Dear Secretary McNulty:
Enclosed, for filing, are two copies of the testimony and exhibits of Duquesne Light Company,
DQE Holdings LLC, Office of Trial Staff, Office of Consumer Advocate, Office of Small

Business Advocate, Duquesne Industrial Intervenors, Community Action Association of
Pennsylvania, Strategic Energy, LLC/Retail Energy Supply Association and Citizen Power, Inc.

in the above-referenced proceeding. The testimony and exhibits are being filed pursuant to
Administrative Law Judge Robert P. Meehan’s Order dated February 21, 2007, which admits this

testimony and exhibits into the record.

ALLENTOWN  MARRISBURG LANCASTER FHILADELPHIA PITTSBURGH PRINCETON WaSHINGTON, D.C.

A PENNSYLVANIA PROFESSIONAL CORPORATION
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DUQUESNE LIGHT COMPANY
REBUTTAL TESTIMONY OF MORGAN K. O’BRIEN

Please state your name and business affiliation.

My name is Morgan K. O’Brien. I am President and Chief Executive Officer of

Duquesne Light Company (“Duquesne Light”).

Did you previously submit direct testimony in this proceeding?

Yes. My direct testimony was submitted along with Duquesne Light’s filing on

September 6, 2006.
What is the purpose of your rebuttal testimony?
I will respond to issues raised by various parties in their testimony by explaining:

« the reasons for Duquesne Light’s decision to seek a strategic partner;
+ why the Macquarie Consortium was selected as a strategic partner;

+ the substantial benefits this transaction provides to Duquesne Light, its
customers and the Pittsburgh region; and

« the reasons that b_ertain conditions proposed by the Parties are unnecessary,
unreasonable and unacceptable.

Please summgrizé the key points of your rebuttal tesﬁmony.

Several'parti;s contend e.g.,, OCA, OTS and Citizen Power, that the merger of Duquesne
Light Holdings, Inc. (“DLH”) anci bQE H(;ldings LLC (“DQE”) will not produce
substantiai affirmative benefits. In particular, they argue that maintaining the
headquart_ers, a man'agemcnt team and op-crations of Duquesne Light in Pittéburgh is not
an affirmative benefit. This conclusion ignores the economic challenges facing the
Pittsburgh region as well as the rapidly consolidating electric utilify industry and the
particularly vulnerable position of DLH and its principal subsidiary Duquesne Light.

This merger, by maintaining management and operations in Pittsburgh, avoids the types

CPH 380890v2
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of sigﬁiﬁcant job loss and loss of customer and community interaction that often occur
when a local utility is acquired by a multi-state utility operating company. I also will -
explain why many of the conditions proposed by the Parties are based on erroneous
premises or assumptions about the merger, particularly as they relate to customer service
and reliability. Finally, | will address the purpose and affirmative benefits of our
proposed shareholder-funded economic development program.

What is the proper role of the DLH Board and the senior management team when
considering the major strategic issues facing the company?

Duquesne Light’s senior management team and DLH Board must anticipate the forces
that are driving change, both within the business and external to the business, and then
make decisions that are best for Duquesne Light’s customers, communities, employees

and shareholders.” In this regard, two key points should be emphasized. First, we need to

anticipate change, not just react to changes after they occur. Second, we need to consider

customer, employee, and community interests, not just shareholder interests.

Do the Parties properly recognlze the need to antlclpate change and act
accordingly?

No, they do not. For example, some of the parties seem to argue that the decision to
undertake this transaction and thereby keep Duquesne Light in Pittsburgh can I}e;/er be an
affirmative benefit because it simply preserves- the status quo. .I simply do not agree with
that position. Anticipating a thrcat to something of value — in this case a corporation that
is a major employer émd contributor fo the business and civic life of our community — and
taking steps to preserve that value constitutes a very real and substantial affirmative
benefit.

What external factors did the DLH Board consider when deciding to merge with
Macquarie?

A
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A number of general factors were considered, but two were of paramount importance.

First, the repeal of PUHCA in 2005 opened the door to accelerated consolidation within

the electric utility industry. Specifically, the repeal of PUHCA:

« Significantly reduced the regulatory impediments to multi-state utility systems
by eliminating, among other things, the requirement that utilities have
contiguous service areas; and

»  Promoted consolidation of smaller utilities like Duquesne Light with other

larger utilities which have greater economies of scale and global capital
access.

Second, as | noted in my direct testimony, equity analysts believed that Duquesne Light
was an acquisition target due to its relatively small size and projected financial -

performance. Specifically, we were concerned that a decline in DLH stock price in

- relation to the underlying value of the shares made the company an acquisition target.

What internal factors did the DLH Board consider when deciding to merge with the
Macquarie Consortium? . '

The primary internal factor was DLH’s inability, on a going forward basis, to grow and
even sustain eam.ings per share, dividends, and share price. We undertook our “Back to
Basics” strategy to reduce business risk and to focus our capital and management
Iesources on our core electri.c business. Our customers ha;v'e benefited through
iﬁfrastrucuue'invesunents and improved reliabiliﬁ/. However, one result of that strategy
has beén to narrow and sharpen our business focus through disposal of unrelated
businesses, thereby narrowing the company’s ability to generate earnings per share
gréwth, and placing pressure on the dividend and share pﬁce. As a focused electric
distribution company, the only growth opportunities are through expanding your service
territory by acquiring another electric.: distribution company or increasing the distribution
margin from your current customer base. The former is limited by your ability to access

capital as well as finding an electric distribution business which is willing to combine

4
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their operations with yours. The-latter is limited by how much capital you can put to

-work within your service territory and by how much efficiency can be achieved without

impacting customer reliability and service.

Mr. O’Brien, please explain how these external and internal factors were evaluated
by the Board. :

As the President and CEO of Duquesne Light, 1 and my senior management team
continually evaluate Duquésne Light’s current position in the industry, anticipate
emerging trends and then make decisions and recommendations to the DLH Board that
we believe are best for the customers, communities, employees, and shareholders we
serve.

Over the past several years, in response to the current competitive electric and
ﬁﬁancial market environments, Duquesne Light aetemined that it would retumn to its -
historic core business of being ;1 utility company. This led to adoption of the “Back to

Basics” strategy described in my direct testimony. As a result, Duquesne Light divested

_ several non-core businesses and resolved a number of important legacy issues. These

ar;tioﬁs reduced our business risk and further enhanced customer satis-faction and
shareholder value. However, as this proces's proceeded and the utility landscape changed,
we determined that it was not in our best interest for Duquesne Light to remain
independent.

As aresult of these events, we concluded and the DLH Board concurred, that
Duquesne Light should consider aligning itself with a soﬁd strategic partner like the
Macquarie Consortium, to secure Duguesne Light’s financial futare whiie at the same
time preserving our position as a Pittsburgh-based public utility.

Can you provide any more specific information regarding this analysis?

CPH 380890v2
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Yes. As a result of the factors discussed above, Duquesne Light faced challenges in
maintaining current earnings levels and faced significant risks in funding future
investments which could provide for future earnings growth. In this regard, in response
to OCA Set I-31, we provided confidential information, presented to our Board, which
indicated that there were scenarios which DLH could face a potential dividend cut in the
future. The market for our stock also had a very negative outlook, as evidenced by the
fact that as of this past summer, approximately 12.7% of DLH’s stock was soid “short,”
indicating that many investors expected a further decline in the stock price. As stated by
Mr. Joseph Sauvage of Lehman Brothers in his rebuttal testimony in this proceeding, tt‘le
percentagfé of DQE’s outstanding shares sold “‘short” substantially exceeded the utility-

average of 2.7%. The prospect of a dividend reduction was particularly troubling,

“because of the resulting harm to Duquesne Ligh_t and its customers. A DLH dividend cut

would almost certainly have led to a substantial decline in the DLH stock pri.ce and could
have increased its éxist‘ing vulnerability as a takeover target for other regional operating
companies. My direct testiﬁony referenced a Febmﬁy 14, 2006 JP Morgan analysis,
which stated that DLH may be a perpeived_ as.'a.n acquisition target, but noted that DLH’s
current price level of $17.51 made such an acquisition unlikely. Howev&, between the
time of the-J'P Morgan analysis and announcement of the merger, DLH’s stock price had

declined to $15.67/share. Any additional downward pressure on our stock price, such as

-a cut in its dividend, would have only further increased the likelihood of Duquesne Light

being acquired by another utility.
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Did the DLH Board take all of these factors into consideration when weighing the
offer from the Macquarie Consortium?

Yes. The DLH Board reviewed and considered a broad range of strategic alternatives
and through this process it became evident that in ofder to ensure that Duquesne Light
was able to continue to access capital on reasonable terms going forward and to remain a
Pittsburgh based utility, a strategic'parmer would be critical.

Why should the Commission be concernéd about the possible acquisition of
Duquesne Light by a third party?

Given the pressures for consolidation within the industry, the most likely acquirer would
be another electric utility. We do not,. however, Believe that selling Duquesne Light to
another utility would be in the best interest of our customers, our employees, or for
Pittsburgh.

As to the impact on our customers, Duquesne Light provides high quality service
to its customers. It achieves its service levels because of the duality of its business
processes and the dedica;ion of its employees. To generate savings to produce re;rums
necessary 10 support 2 strategic acquisition, an electric utility acquiring DLH would bring

its own processes and systems to Duquesne Light. The exercise of combining the

processes and systems of two different companies, even though they are in the same

business, would place service lc\;els at risk. I note that the proposed merger with
Macquarie will not have the effects that would be expected from an acquisition by a
typical regional operating company. ‘While we will continue to seek to streamline and
make our operations more productive? we will not lose local management and employee
control over these operations.

Asto the imp;elct on Pittsburgh, loss of a corporate headquarters means that there

are fewer people to lead and support the institutions that contribute to the business, civic,
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and cultural life of a metropolitan region. As those institutions are weakened, the
benefits that these institutions prbvide to people at all income levels decline. This would
impact Duquesne Light’s low income customers by depleting the regions social agencies
of th'e Duquesne Light resources, namely its employees, which help fund and manage
many of these agencies as board members and volunteers. On a broader scale,
community eveﬁts like Light Up Night, the Three Rivers Arts Festival, the Home and
Garden show and other Pittsburgh community events and traditions would be negatively
impacted by the loss of Duquesne Light’s support both financially as well as the planning
and organizational resources that it provides for these types of even_ts on an a.nnual‘basis.

Do you agree with the assertion by other parties that maintaining the status quo
does not provide substantial affirmative benefits?

No, I do not. Argumenté that this transaction merel-y maintains the status quo simply
ignore the changing landscape of the ll.ltilit.y business in the U.S. that I noted above.
Admittedly, this trjclnsaction does not fit the mold of the typical horizontal and/or strategic
merger. Past mergers often have presented the opportunity for significant “synergy”
savings, and the parties to those proceedings have requested that significant amounts of

these potential savings be allocated to customers. However, what is apparently forgotten

by the Parties in this proceeding is that such synergy savings come at a cost. Specifically,

in merger proceedings that involve two operating utilities, synergy sav*_ings are based on
the efficiencies to be realized by the"consolidation of two. companies. These
“efficiencies” typically fesuit in‘a significant loss of jobs, the replac;ement and/or
relocation of senior management and the acquired company being subsumed into the
larger holding company corporate structure of a multi-state utility with a resulting loss of

local connection to the service territory. I believe there are a number of real examples of
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utilities whose headquarters have left Pennsylvania to another state and whose
communities have been negatively impacted in a number of ways by those departures.
The Pittsburgh community still feels the loss of the CNG corporate headquarters when it
was acquired by Dominon, a Virginia headquartered company. Symbolic of that
significant loss to this community is the former CNG corporate headquarters, one of the
newest buildings in downtown Pittsburgh, sitting nearly vacant in the middle of the city.
CNG was a corporate citizen whose executives and employees were involved with

nearly all the samé agencies and organizations that Duquesne Light is today. Those
vacancies by the CNG executives and employees were never replaced by Dominion. And

today, each of those local agencies and organizations have fewer resources than they did

. before that transaction occurred.

As stated in ‘our Application and supporting testimony, the value of retaining
Duquesne Light as a “local” public utility cannot be understated and without question

provides Duquesne Light, its customers and the communities we serve with a substantial

affirmative benefit. If Duquesne Light were to be acquired by another operating utility,

the adverse consequénces to the Pittsburgh région would be profound, including reduced
employment opportunities, both at entry level (call center, administrative services), and at
middle and senior management levels. Further, the loss of a locally basefi electric utility
would likely result in reducing the leadership availabie to guide local non-profit
organizations important to region"s- quality of life as well as the loss of the company’s -
leadership position in regional economic development.

While the proposed tral_lséction may not provide the synergy savings typic_aliy
identified in merger proceedings, will it still provide substantial affirmative .
benefits? '

Without question. While this transaction is somewhat different from past merger

9
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proceedings, it fully satisfies the afﬁnnative‘beneﬁts test used in Pennsylvania to
evaluate merger transactions. Specifically, the proposed merger between DHL and DQE
provides the following benefits:

o . It retains Duquesne Light as a Pittsburgh-based operating utility that will continue
to provide safe, reliable and efﬁcient.utility service to the Pittsburgh region.

"o It is consistent with recent Pennsylvania Public Utility Commission decisions that
have recognized the significant benefits of Pennsylvania-based utility operations
and job retention. The pfOposed transaction avoids the type of job losses and -
reioca.ltion of senior management that are typical in more “traditional” merge-r;
which will sustain the benefits to the Pittsburgh region that Duquesne Light now
provides such aé:

o Employment opportunities at all levels
o Contributions to the region in terms of charitable dollars and leadership

« While geftain‘ members of the Macquarie Consortium reslide outside of the U.s,
DQE, DLH and Duquesne Light will continue to be U.S. companies.

» The Macquarie Consortium represents a strateéic partner that is.making a long-
term invc;stment in a well-run and Well-maintained, stable business. It does not
seek to interfere with the day-to-day operation of an electric distribution
company. As a result, the job of operating Duquesne Light, providing continuous_
and efficient utility service to our customers and maintaini‘ng an active role as a
gobd corporate citizen, will continue to rest with me, my senior management tcam
and the hard working employees at Duquesne Light.

Q. Are there other benefits to be realized by the approval of the proposed transaction?
A. Yes. The transaction will: (1) increase Duquesne Light’s access to a greater amount of

10
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capital on more reasonable terms; (2) provide the Duquesne Light senior management
team the opportunity to access best practices used by other utilities and infrastructure
companies affiliated with Macquarie Consortium and Macquarie Bank; and (3) prévide
our service area with an economic development program aimed at meeting a critical
regional need to attract new business and encourage the expansion of existing businesses.

Mr. Kahal contends that the benefits of mcreased access to capltal have not been
demonstrated. Do you agree?

No. Absent approval of the proposed transaction, it is not clear that DLH and Duquesne
Light can continue to raise equity on reasonable terms given the business risks facing the

Company which I discussed above. This transaction will provide DLH and Duquesne

Light with a stable équity base provided by a group of investors who want to continue to

.invest more equity as it is needed in the future. Those investments will be judged based

upon the ability t§ produce long-term cash f"iows coincident with the {ife of the assets to
be cons&ucted, and not based primarily on quarterly or annuai earnings estimates. This
stable equity base coupled with the Macqqarie Consortium’s access -to global debt
markets will significantly improve Duquesne Light’s l.iabih:ty to fund further capital
expenditures. This is clearly an affirmative benefit from the transaction,

Duquesne Light has historically been able to access capital markets to finance
capital projects, but th_is access is no longer assured. In today’s consolidating utility
industry, Duquesne Light is rapidly moving from a mid-sized regional utility to a smaller
local utility. This reality will adversely affect our ability to access capital markets on
reasonable terms. Absent approval of the proposed transaction, Duquesne Light’s cost of
capital. will clearly increase to the detriment of customers. Specifically, the cost of

capital for companies the size of Duquesne Light clearly includes a small company

11
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premium. The cost of this premium would inevitably result in higher rates to customers.
Can you elaborate on the potential benefits?

This transaction, among other things, is designed to remedy Duquesne Light’s access to
capital, and the results already are apparent. For example, two members of the
Macquarie Consortium have already invested $141 million in newly issued DLH equity, ‘
which paved the way for the acquisition of a minority interest in Keystone and

Conemaugh generation stations.

Mr. Kahal argues that the Petitioners have not substantiated the benefits associated"
with the best practices available through Macquarie Consortium. Do you agree?

No. Mr. Kahal’s argument presumes that the proposed transaction should be evaluated as
if it were a merger among operating utilities with a plan to consolidate operational
processes. This is not an ac.curatg gvaluation of fhe transactioﬁ. Macquarie does not plan
to combine Duquesne Light’s operational processes with those of any other utility.
Instead, Duquesne Light’s future a:ssodiation with the utilities'afﬁliated with other
members of the Ma'cquarie Consorﬁﬁm will provide our management with a;:cess to the
processes that they use, and vice-versa. This exchange of processes will add value-to
Dugquesne Light, but will not place service delivery at risk. Accordingly, this represents a

substantial affirmative benefit,

Would you like to address some of the recommended conditions Parties have
requested the Commission adopt prior to approving the proposed transaction?

Yes. For the reasons set forth above the transaction, as proposed, clearly provides
affirmative benefits to customers. However, DLH and Duquesne Light are willing to
respond to reasonable concerns raised by other parties with constructive and workable

solutions. We provide a list of the specific commitments in my attached Exhibit MKO-2.

12
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However, in some circumstances the parties have recommended conditions that are

unacceptable to DLH and Duquesne Light.

Some Parties have raised concerns about the proposed economic development
program. Are these concerns valid?

In its testimony, RESA states that the proposed economic development program would
require ¢eligibie commercial and industrial customers to take at least the discounted
portion of their generation ser\-fice from Duquesne, thus impeding customer choice. To
address the concerns raised by RESA, this program wiil be implemented in a
competitively neutral fashion. That is, eligibility for participation in the Economic
Development Prog'ram will not be contingent upon the customer pu.rchasing energy from

either Duquesne Light or Duquesne Light Energy. This will enable customers to realize

the beﬁeﬁts to be garnered from the Economic Development Program regardless of their

retail electric supplier ensures that this program benefits our customers while not placing

any retail electric supplier at a competitive disadvantage.

OCA Witness Kahal suggests that the proposed corporate governance structure of
DLH raises concerns and recommends changes to this structure. Do you agree?

No, I do not. As set forth in my Exhibit No. MKO-3, which provides our interrogatory '
response to OCA Set III-16, DLH and its subsidiaries, including Duquesne Light, will be
owned by DQE which will be gox./t;rned by its Board of Directors (the “Board”). The

Board will consist of the six investors constituting the Macquarie Consortium along with

. myself as CEO of DLH and Duquesne Light. This Board will be supported by the

Management Committee' which includes representatives of the three largest investors

and the DLH senior management team. The Management Comumittee is the primary

! The Management Comiittee will be chaired by the Chief Exccutive Officer of Duquesne Light. Other members
will include key members of the senior management team of Duquesne Light and representatives of the three
members of the Consortium with the largest interest (DUET, MIP, and IFM).

13
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forum for the senior management team and certain Consortium representatives to discuss
substantive matters facing the business as well as to assess progress against previously

. agreed to business plans. The Management Committee will meet monthly and report and -
make recommendations to the Board.

The Management Committee’s specific responsibilities will be as follows:

+ Provide input' to management in connection with its preparation of the
annual operating and capital budgets and long-term business plans.

¢+ Review performz_mce against business plans and budgets.

« Review the financial statements prior to submission to the Board for:
formal approv-'él.

» Review management accounts and performance reports prior to
submission to the Board.

» Evaluate and implement compliance and risk mitigation_ measures.

» Oversee regulatory strategy.

+ Review management initiatives,

Because the senior management team of Duquesne Light, as well as myself, live
in the Pittsburgh region, thls structure ensures that an important community perspective
will be represented when the Board and the Management Committee deliberate the major
issues faciné Duquesne Light and the affiliated companies in the group.

I should also note that I have received and executed a contract to remain as CEO
of DLH and Duquesne Light. In that role, [ will participate in all decisions-affecting
Dugquesne Light, including -approval of business plans, capital expenditure plans,

regulatory actions, and other actions affecting the future of the business and the quality of

» 14
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service rendered by Duquesne Light. Another important benefit of the transaction is the
maintenance of the senior management team and corporate headquarters of Duquesne
Light in Pittsburgh.

In addition, the senior management team of Duquesne Light will remain in
Pittsburgh, will provide input to the Board via the Management Committee, and will be
responsible for implementing the business plans and providing the necessary levels of
service. These individuals will have direct management authority over the business and
will continue to control the allocation of resources within the business. The senior
management_team. and the employees that report to them currently are the primary

'_ contact with customers and the cornmunity. The senior management team and their
employees will coﬁtinue to be active participants in the communities in Duquesne Light’s
service territory and thereby will have first hand knowledge of the needs of the -customers
and communities we serve. -

Retaining Duquesne Light and its operations in the Pittsburgh region also secures
one of the region’s leading corporate citizens. Duquesne Light and its employees are

_ Eommitted community partners supporting a wide array of community activities désigned
to strengthen the economic and cultural vitality of its service territory. In 2005, Duquesne

Light’s employees prbvided 5,797 person hours of voluntary service.

Q. Please respond to Mr. Kahal’s recommendation that the DQE Board be expanded to

include four outside directors and that at least two these outside directors resule in
the Duquesne Light service area?

A. While I appreciate and share the Office of Consumer Advocate’s interest in making sure

that the needs and interests of the local community continue to be considered by the
Board after approval of the merger, Mr. Kahal’s specific recommendation is unnecessary

and inappropriate.

15
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As noted above, the DLH Board’s decision to select the Macquarie Consortium as
its strategic partner was based, in part, on its detenr;ination to keep Duquesne Light as a
locally based and operated utility. However, the proposea Board of DLH will properly
be comprised of members of the Macquarie Consortium as they will become the sole

shareholders of DLH. This is fully consistent with the board composition of other

“privately-owned companies.

However, the Macquarie Consortium is acutely aware of the importance of
maintaining a strong local connection in the footprint of the regulated entities that it
acquires both in assessing operational decisions as well as serving as a strong corporate
citizen. To that end, as the P.resident and CEé of Duquesne Light and a resident of
Pittsburgh, [ will serve as a voting member of the Board and will ensure Athat.the Board is
cognizant of all relevant matters of import to Pittsburgh and its surrounding communities.
[ believe that having the CEO and the senior management team in Pittsburgh is critical to
the impact the company has in the community, But even more irﬁpoftant than location is
having a CEO and senior management team who are committed to the region and
engaged in its development. As an example, | would note that my predecessor as CEO. -_
was located in Pittsburgh and worked with a board of directors who were mainly business

people from the Pittsburgh area. This CEO convinced the board to move the company’s

‘headquarters from Pittsburgh and also convinced the board it was in the company’s best

interest to be less involved in the Pittsburgh community. This was a key strategic
decision the company adopted following the divestiture of its generation assets and its
subsequent diversification into the water and propane businesses. As a committed

Pittsburgher, my team subsequently convinced this board to re-engage ourselves with the

16
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Pittsburgh community as a critical part of our Back to Basics strategy.

Dugquesne Light and its employees have become an integral part of the
communities in which we seﬁe and will continue in this role after this transaction is
approved. [t is through Duquesne Light and its employees that the interests of our
customers and our communities will be communicated to the Board, Expanding the
Board to include local Pittsburgh business people and the costs associated with such an
eXpansion are unnecessary to protect the company’s local commitment and therefore

should not be adopted.

Mr. Kahal suggests that there is a significant risk that the proposed transaction may
result in the loss of Duguesne Light personnel to other ventures of the Macquarie
Consortium. Do you agree that this is a legitimate concern?

No, I do not. As I mentioned previously, cne of the substantial afﬁnnative béneﬁts.(if
this transaétion is maintaining Duquesne Light as a iocally based and operated utility.
The concern raised by Mr. Kahal is not relevant to.this proposed transaction. As set forth
in Mr. Leslie’s rebuttal testimony, the Macquarie Consortium does not bleieve that it is
beneficial to run infrastructure business like Duquesne Light with an externally lqcated
management team. For this reason, the Macquarie Consortium seeks businesses that have
strong, locally based mmagerﬁent teams and retains them. Therefore, as Duquesne Light
will continue to be headquaratered in Pittsburgh and operated by a Pittsburgh based
senior management team as it is today, a key personnel retention plar is unnecessafy. .

The OSBA is concerned that Duquesne Light has not committed to compfeting its
Infrastructure Improvement Program. Will Duquesne Light make such 2
commitment? : -

Yes. We have worked dili gently over the past several years to ensure that Duquesne

Light continues to provide the levels of service and reliability that our customers have

come to expect by making significant capital investment in our transmission and

17
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distribution system. Our commitment to provide high quality service to our customers
will remain after approval of this transaction, aﬁd we will commit to complete our $530
million distribution and transmission inﬁastructl;re improvement plan for 2005-2007.
We have completed approximately $377 million as of December 31, 2006, and the

remainder will be completed by the end of 2007.

Witnesses for the OCA and OSBA recommend that the Commission condition its
approval of the merger upon Duquesne Light’s acceptance of specific performance

Standards related to reliability and customer service quality. Do you have any

comments on these proposals?

Yes, [ do. As part of Duquesne Light’s “Back to Basics” strategy, we have made
significant investments in our existing infrastructure and in new technologies to enhance
the service we provide to our customers. These investments have resulted in Duquesne

Light becoming one of the best pérfomiing utilities in Pennsylvama in both customer

. service quality and providing reliable service. We are extremely proud of the work of our

employees to translate these investments into providing exceptional service to our

customers.

Duquesne Light’s successes in these areas are demonstrated, in part, through the

" existing Commission reporting requirements as to reliability and-customer service

quality, The Commission has set via rggulation, individual reliability performance
benchmarks and stmd&ds for all Pennsylvania electric distfibution companies (“EDC”).
These regulations ensure that 'the Commissio'q is able to monitor each EDC’s service
reliability annually and to compare it to past historic performance. While the
Commission does not have regulations relative to these issues, public utilities like
Duquesne Light report regularly to the Commission’s Bureau of Consumer Services

which reviews our pefformance and reports on them annually. The Commission’s 2005

18
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Reliability Report supports Duquesne Light’s successful “Back to Basics” strategy.
Indeed, Ms. Alexander acknowledges that “DuquesnelLight’s reliability and service
quality performance ranks among the highest level of all Pennsylvania EDCs in most
categories.” OCA St. 2, p. 18, In. 16-17.

As I stated in my Direct Testimony, Duquesne Light is a well-run public utility
and as noted by Ms. Alexander, our customer service is at the highest levels in
Pennsyl_vania. While Duquesne Light and the Macquarie Consortium are committed to
continuing to prp\_/ide excellent service, to use our current performance levels as a
baselint;: with a financial penalty for any decline is unnecessary and would penalize
Duquesne Light for its past exemplary service. I also must take issue with Ms,
Alexander’s assertion that our level of performance may decline due to the merger with
Macquarie. Duquesne Light sought a strategic paﬁner like the Macquarie Consortium so
that its customers would continue to receive service from a'local EDC {vhose employees

are committed to those we serve.

Do you agree with the assertions of Ms. Alexander that absent service compensatlon
dollars, Duguesne Light will not have an incentive to avoid deterloratlon in service
dueto the merger"

No, I do not. Agam, Dugquesne Light sought a strategic partner like the Macquarie

Consortium to ensure that Pittsburgh would continue to receive service from a local EDC

that is committed to those we serve. To my knowledge, no other utility in Pennsylvania

is currently required to pay customers for a reduction in performance levels. It is clearly
inappropriate to impose such a condition on DLC, particularly where our service is better

than most other Pennsylvania EDCs.

Some parties question the lack of identified “best practices” in the Application, is
that concern warranted?

19
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No, as Ms. Alexander points out, Duquesne Light currently provides extremely high
levels of service. There is always room for improvement, but it should not be a concern
that we have not yet identified how to improve on our existing high level of service. As
noted above, Duquesne Light has already benefited from the Macquarie Consortium’s
ability to access capital in the investment relative to Keystone and Conemaugh.
However, identifying and implementing “best practices” in other areas of cur business
will obviously require more study and analysig. Any “best practices” identified in this
area are more.like]y to be seen as we proceed to new initiatives and as technology
improves. Requiring Duquesne Light to specifically identify ‘“best practices” now is
unrealistic and, based on our existing servi;:e levels, unwarranted.

Witnesses for the OCA and OSBA have stated that the Commission should require

that Duquesne Light agree to refrain from seeking a distribution rate increase for

specified time periods. Do you agree?

Again, in my opinion the transaction as proposed provides substantial affirmative benefits
to merit its apﬁroval absent any conditions.l However, Duguesne Light is willing to
accept a provision that there would be no further disti'ibution rate increase for a two-year
period ending December 31, 2008, recognizing the lack of the typical synergy savings in
this transaction and as a sign of our obligation to continue to provide high levels of |

service.

Mr. O’Brien, is Duquesne Light willing to-accept Mr, Kahal’s recommendation that
Duquesne Light provide periodic reporting on the status of the merger?

I do not believe that additional reporting is necessary beyond our existing Commission
reporting requirements. However, should the Commission deem additional reporting be
necessary to monitor the merger, Duquesne Light will submit such reports.

Is Duquesne Light willing to accept Ms. Alexander’s recommendation that the
Commission require Duquesne Light to fund the five new Stay Warm Programs

20
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identified in Duquesne Light’s recent base rate case for the period of the
distribution rate increase stay out period.

In part. As noted above, Duquesne Light is willing to agree to not seek a distribution rate
increase that would become effective after full suspension before December 31, 2008.
Further, as explained in the rebuttal testimony of Michele Sandoe, Duquesne Light will
confirm its long-term commitment to universal service programs, including the

continuation of Stay Warm Programs, as needed.

Mr. O’Brien, is Duquesne Light willing to accept the OCA recommendation that
Duquesne Light be required not to seck to recover the transaction costs and
premium associated with merger via state distribution or FERC transmission rates
and agree not to seek recovery of any increase in the Pennsylvama Capital Stock
Tax resulting from the Merger?

As noted in Mr. Leslie’s testimony, Duquesne Light will commit to exclude from
distribution rates any costs directly associated with the proposed transaction and will not
seek to recover any increase in its'Capital Stock Tax _obligations resulting solely from the
Merger. However, we do not believe that it is appropriate to condition the proposed |
transaction with an exclusion of costs that may be properly recovered by Duquesne Light
in its FERC jurisdictional rates.

Mr. O’Brien wou}d you like to offer any cldsing o_bservations?

Yes. The DLH Board and the senior nianagement team are continually evaluating our

operations to identify means by which to improve our operational and financial status and

to continue to improve service to our customers and ﬁle communities we serve. This
evaluation resulted in our successful ;‘Back to Basics” strategy which has yielded
significant benefits. The “Back to Basics” strategy required that the DLH Board and
senior management team to view ourselves with a critical eye inwatd at our current
operations and processes as well as to identify where we stand amongst the other utilities

in our region. While this strategy has been successful, external changes made it clear to
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us that proactive measures were required to maintain our position as the hometown
electric distribution company of Pittsburgh and surrounding communities.

The Merger with the Macquarie Consortium benefits our customers by
maintaining our local senior management team and dedicated employees, while at the
same time, providing us substantially improved access to capital to provide the service
our customers need and expect. In my opinion, the Commission should consider these
important matters and benefits when reviewing this Merger. We submit that this Merger
{s a vital, proactive step By Duquesne Light that._will result in significant benefits for
Dﬁquesne Light, its customers and the communities we serve. The transaction will
maintain our operations and our employees in Pittsburgh. In addition, this Merger will
provide-Duquesne Light with owners that are committed to its operational and financial

success over the long-term and with capital to ensure that we are successful in our

" continuing to provide Pittsburgh and the surrounding communities with safe, reliable and

efficient electric service.

22
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Exhibit MKO-2

Universal Service

o 1. Duguesne will convehe a collaborative of local representatives of low income
groups, community based organizdtions and the Office of Consumer Advocate to discuss
.proposed changes to universal service programs within current funding levels. The collaborative
will include a representative of CAAP and a representative from the Pennsylvania weatherization
network providers. .

2. Duquesne will increase the number of customers served under its Smart Comfort 4
(LIURP) program from 2, 250 customers per year to 3,000 customers per year and, on approval
from the Commission’s Bureau of Consumer Services, target the additional 750 visits to
customers with incomes between 150% and 200% of the federal poverty level.

Service Quality and Reliability

For the reasons expressed in the testimony of Mr. Eichenmiller, Duquesne Light does not
believe that additional service quahty and reliability standards are necessary. However, if the
Commission deems additional standards to be necessary to monitor changes in service:

1. Duquesne Light will provide a report to the Commission if in a one year calendar
period of 2007-2009 its SAIF! and SAIDI metrics both fall below the three year standards~”
established by the Commission of 1.29 and 153, respectively. The report will identify the
reasons for the variance and identify any management actions Duquesne Light intends to-

o undertake.

7 ¥ :
o 2. Duguesne Light will also provide a report to the Commission if, in any calendar
year period of 2007-2009: : _ ‘/

« The percent calls answered within 30 seconds falls below 75%;
« The average busy out rate is abbve-Z%; or
» The average call abandonment rate is above 4%.

The report will identify the reasons for the variance and 1dent1fy any management actions
Duquesne Light intends to undertake.

Economic Development Program

Duquesne Light will establish a competitively neutral economic development program to
attract and support expanding Pennsylvania industrial employers by offering a flat 50 MW block
(7 days by 24 hours) of energy consumed at the new facility at a $3 per MWh discount below
market to commercial/industrial customers on Schedules HVPS and L that intend to add new
load or that expand their existing load by at least 10 MW and create two new full time
employment positions per MW of new load. To accomplish competitive neutrality, Duquesne
Light will not condition the discount upon the customer’s obtaining energy under the provider of
last resort service or purchase of energy from an affiliate of Duquesne Light.

®
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Reporting

Should the Commission deem additional reporting be necessary to monitor the merger,
Duquesne Light will submit annual reports on the merger during the distribution rate stay-out .
period. '
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Exhibit MKO-3

- Duquesne Light Company and OCA III-16
DQE Communications Network Services LLC _ Sponsor: Chris Leslie
Docket No. A-110150F0035 and A-311233F0002 Page | of 4

RESPONSES TO QFFICE OF CONSUMER ADVOCATE SET II1

16 At page 10 of Mr. Leslie’s testimony he states that the Board of Directors of DQE
Holdings will be the six representatives from the Macquarie funds:

(a) . Please confirm that this is the intended governance structure;

(b)  Does this mean that no current director or manager of Duquesne Light-or
Duquesne Holdings will be a Director of DQE Holdings? If so, please explain
why this is appropriate, given that “the sole purpose [of this Board] is to supervise
the operations of DLH and Duquesne Light.” (Leslie, page 11)

RESPONSE:

DQE Holdings LLC (“Holdings™) and its subsidiaries will be governed through

» The board of directors of Holdmgs LLC (the “Board”),

* A management committee consisting of senior management of DLC; certain
representatives of the Members of the Consortlum, and the Asset Manager {the
“Management Committee”), T
The audit committee of Holdings and its subsidiaries (“Audit Committee”), -

» “The Chief Executive Officer of Holdings and 1t subsxdzanes along with the senior
management of such companies, and

» One person who will support the ﬁnanmal reporting activities and otherwise assist the
Management Committee (the “Asset Manager™).

This structure will provide Holdings LLC and DLC with access to substantial expertise in utility
management, a global management perspective, and knowledge of the local circumstances and
markets facing DLC. The structure also appropriately balances the interests among the
customers and communities served by DLC and its shareholders

The Board

The Board will provide strategic direction for DQE Holdings LLC and its subsidiaries and will
fulfill the legal requirements of the boards all of the subsidiaries of Holdings, including DLC.
Accordingly, the Board will perform the following functmns

e review and approve long term buysiness plans,
review and approve annual capital and operating budgets,
review and approve financial statements,
establish accounting, financial reporting and internal control policies,

Appoint the independent auditor,
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Exhibit MKO-3

Duquesne Light Company and OCAIII-16
DQE Communications Network Services LLC Sponsor: Chris Leslie
Docket No. A-110150F0035 and A-311233F0002 Page 2 of 4

» establish risk management policies, and
s review and approve transactions ouiside the normal course of business of Holdings and
its subsidiaries, such as material acquisitions, divestitures, financings, etc.

The Board shall also appoint, evaluate and compensate the Chief Executive Officer and Chief
Financial Officer. The Chief Executive Officer shall report to the Board and the Chief Financial
Officer shall report to the Chief Executive Officer.

The Board will meet quarterly unless more frequent meetings are required. Regular quarterly

-meetings will take place in Pittsburgh (preferably) or elsewhere in the United States. Special

meetings may be held telephonically.

The following shall be members of the Board:

e The Chief Executive Officer of DLC,

o. FEach Member of the Consortium with a 10% or more interest in the Consortium may
select one member of the Board for each 10% interest in the Consortium, up to a
maximum of two members, =

e Fach Member of the Consortium with less than 10% interest may combine its interest
with other such Members and appoint one¢-Board member for each 10% of shares held.

Accordlngly, as of the closing, it is expected that the Board w111 consist of six members
including the Chief’ Executive Officer of DLC, one member representmg each of MIP, DUET,
IFM, MFSS, and one member representmg both MTAA and State Super. The Board shall élect
the chair from among its Members; it is currently expected that the Chair shall be the CEO of

MIP.

In the aggregate, the Members of the Board will provide Holdings and its subsidiaries,
inctuding DLC, with both global and Pennsylvania market-spemﬁc expertise in utility
management and operatlons, plus broad executive level experience necessary to properly guide
the businesses of Holdings, including DLC.

Management Committee

The Management Committee is the primary forum for the executive management and certain
Consortium representatives to discuss substantive matters facing the business as well as to
assess progress against previously agreed business plans. The Management Committee will not
have any decision-making authority but will report and make recommendations to the Board.
The Management Committee will meet monthly.

The Management Committee will be chaired by the Chief Executive Officer of DLC. Other
members will include key members of the senior management team of DLC and representatives
of the three members of the Consortium with the largest interest (DUET, MIP, and IFM).
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Duquesne Light Company and QCAIII-16
DQE Communications Network Services LLC Sponsor: Chris Leslie
Docket No. A-110150F0035 and A-311233F0002 Page 3 of 4

)

The Management Committee’s specific responsibilities will be as follows:
e Provide input to the management in connection with its preparation of the anniial
operating and capital budgets and long term business plans.
* Review performance against business plans and budgets.
Review the financial statements prior to submission to the Board for formal approval.
Review management accounts and performance reports prior to submission to the

Board.
o ' Evaluate and implement comphance and risk mitigation measures.

* Oversee regulatory strategy:
* Review management initiatives.

Audit Committee

The Board will appoint an Audit Committee comprised of Members of the Board. The Audit
. Committee will recommend accounting policies for approval by the Board, will oversee the
accountmg and financial reporting processes of Holdings and its subsidiaries, will recommend
the appointment of the independent auditor to the Board and will oversee the independent
oS auditor’s preparation of its report on the financial statements and processes to the Board. The
{O-! Audit Committee will also oversee the internal auditor.

Senior .Manage.rnent of DLC

The senior management team of DLC, under the direction of the Chief Executive Officer of
DLC, shall have authority and responsibility for the development and implementation of the
business plans of Holdings and its subsidiaries, including DLC. Accordingly, the team’s
primary responsibilities include:
v Anficipating the needs of the customers and communities served by DI.C and assuring
that the facilities and organizational resources are available to serve those needs,
o Implementing the management and-operational processes, systems and controls
necessary to meet the needs of Holdings’ customers, employees, and investors,
-e Maintaining the relationships with customers, communities, regulatory bodies, and
others to assure that needs of important constituencies are satisfied, and
» Delivering the service levels, operational metrics and financial performance levels
required of the business and/or set forth in its business plans.

The Chief Executive Officer shall report to the Board .ainc__i the senior team shall report to the
Chief Executive Officer.
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Duquesne Light Company and ' OCA 1ll-16

DQE Communications Network Services LLC Sponsor: Chris Leslie
Docket No. A-110150F0035 and A-311233F0002 Page 4 of 4

Asset Manager

The primary responsibilities of the Asset Manager will be to support the activities of the
Management Committee. The Asset Manager will be an employee of Macquarie and will be
based in New York City. The Asset Manager’s primary contact at the Company will be the .
Chief Financial Officer. The Asset Manager will work with the Chief Financial Officer to
develop financial and operational reports which meet the needs of the Management
Committee and perform analyses of such reports as required for the Management Committee
to understand the progress of the business against its plans and budgets. The Asset Manager
will also keep the minutes of the Management Commiittee.
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Statement No. 2R

REBUTTAL TESTIMONY OF CHRISTOPHER J. LESLIE
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Please state your name and business address.

My name is Christopher J. Leslie and my business address is Level 22, 125 West 55

Street, New York, New York, 10019,

By who and in what capacity are you employed?

I am the Chief Executive Officer of Macquarie Infrastructure Partners and Executive

Director of both Macquarie Investment Management (USA) Inc. and Macquarie

Holdings (USA) Inc., which are members of the Macquarie Group (“Macquarie”). 1also

serve as Chairman of DQE Holdings LLC.

Have you previously submitted direct testimony in this proceeding?

Yes, | submitted direct testimony designated as DQE Holdings LLC Statement 2 on

September 6, 2006.

What is the purpose of your rebuttal testimony?

[ will responfgl ‘to- several contentions raised by the various imrties in this proceeding:

1. That the proposed merger between DQE Holdings LLC (“DQE”) and DLH
Holdings, Inc. (“DLH”) does not provide affirmative benefits to customers

' (“Merger’l’); '

2. That the Merger represents the acquisition of DLH and Duquesne Light Company
(“Duquesne Light”) by a private equity fund that may seek to maximize cash
withdrawals from DLH and Duquesne Light at the expense of the obﬁgatipn of
'Duquesne Light to provide high quality se;rvice to its customérs;

3. That the transaction is predicated on Duquesne Light expandiﬁg the number of

Provider of Last Resort Service (“POLR” or “Default Service) customers and the
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number of customers served by Duquesne Light Energy (“DLE”} and the
profitability of those businesses; and
4, That substantial conditions should be imposed on the approval of the Merger as a
result of these false conclusions.
Please summarize your response to the contentions and proposals raised by the
Parties to this proceeding.
The fundamental message I want to convey is the Macquarie Consortium understands
and is committed fo the regulatory compact. The Macquarie Consortium is investing in
utility assets because the members are seeking a long-term investment with a steady cash
stream to meet the long-term expectations of their investors, p'rincipally pension funds.
The ‘Mac'qua"rie Cons;)rtium-b.ring's its world-wide 'experﬁse in investing m infrastructure,

which by its nature is a long-term proposition. Such investments require long-term

" commitments to customer service and reliability and a lbng-term commitment to the -

communities served by the infrastructure assets. It would s‘imply be bad business for the
Macquarie Consortium to attempt to I‘naximize cash flow from DLH to the detriment of
customer service quality, reliability an(i gréwth of the business.

Sbme of the conten".ci_ons and proposals of the Parties appear to stem froma
misunderstandiﬁg and mistrust of the intent of what several parties refer to as “foreign
buyers” or “private equity funds.” However, these assertions mischaracterize the
Merger, and as I and other rebuttal witnesses will explain, the Merger will provide
substantial benefits to Duquesne Light’s customers and the communities it serves.

What is inaccurate about the characterizations by other Party’s witnesses?
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First, it is inaccurate to characterize this transa;:tion as an acquisition by a “private equity
fund”. Private equity funds, as typically defined, acquire underperforming businesses,
improve and streamline business operations, often with attendant significant job
reductions, and then sell such businesses in a relatively short period of time to obtain a
profit on their investment. They also often interject new management teams to run the
business. This is different from the business model of infrastructure investors, and it is
not what the Macquarie Consortium intends to do in this investment. As we have
explained, infrﬁstructure investors look to acquire quality well-performing businesses

with strong management teams that are likely to continue to perform at high levels for the

- long time horizons over which they seek to invest. Long-term infrastructure investors, do

not base their investment decisions on plans to fix, then sell or “flip” such business to
obtain a “quick” profit. Tﬁs type of investing by the consortium members was _
evidenced by our response to Duqueéne Industrial Intervenors Set II-3 attached as
Exhibit CJL-3. As a resul, this transaction serves to align long-term infrastructure
investors with long-term infrastructure assets. 'The investment proposition is based on a
long-term view of the performance of the business, and as such will only be succ‘es"sful if
service quality, reliability and the needs of the community are continuously addressed.

_ Similarly, several parties characterize this transaction. as an acﬁuisition-by a
foreign buyer. While it is true that certain Australian pension funds will become
shareholders, I note that the busiﬁess will also include substantial investments from U.S.
and Canadian pension funds that invest through Macquarie managed vehicles. The fund
that T am CEO of, Macquarie Infrastructure Partners, as an example has raised the

majority of its funds from North American investors. Furthermore, from an investor
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perspective, DQE Holdings LLC will be managed from Macquarie’s offices in New York
City. More importantly, the business will not be run from New York or Australia, it will
be run from the DLH corporate headquarters in Pittsburgh, by a Pittsburgh based senior
management team, as it is today.

Plea_se elaborate on the manégcment of DLH and nguesne Light.

As I explained previously, the Macquarie Consortium understands and recognizes that
infrastructure investments will only be successful if they continuously respond to the
needs of the consumers and the communities they serve. It is not possible to adequately
monitor such service and the needs of the community and identify opportunities for
further investment, unless the people that run the business are aligned with the
community arid are locally based. For this reason, the investars in the Macquarie
Consortium do not believe that it is beneficial to run infrastructure businesses,
particularly a utility business, with an externajly located management team. To the
cdntr’éry, we target bﬁsineéses that have strong, lécally- based management teams and
seek to retain them. This is precisely what is being done in this transaction,

Is it appropriate or necessary to adopt OCA’s recommexndation that persons

' “independent;’ of the investor group be placed on the Board of DLH?

No, it is neither appropriate nor necessary. As I explained, we will maintain the’
man‘agement team in Pittsburgh to operate the business. It is (;ulrently, and will continue
to be, the management tea:n"s duty to anticipate and respond. to the needs of customers
and the co@mities that Duquesne Light serves. Further, the CEQ will be a member of
the board, and will also chair the management ;:ommittee which will meet monthly and

consist of representatives of both the sénior management team and the three largest
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members of the Macquarie Consortium. As a result, the investors and the Board will
have regular forums to receive input directly from the CEQO and other members of the
Pittsburgh based senior management team on the needs of the community.

[ also note that placing persons on the Board that have “independence” from the
shareholders raises concerns about who such persons would represent -or owe any
obligations to if not the investors in the business. This would be in stark contrast to &
publicly listed company board, where the independent directors are appointed to
reﬁresent and protect the interests of shareholders.

As | have nofed previously, the shareholder representatives clearly understand
that it is essential to balance the intergsts of customers and communities with those of
shareholders if an infrastructure investment is to succeed. Ibelieve this has already been
evidenced by our proposal of an economic development plan that will be funded by the
shareholders. This was a pian‘that was proposed to the investor group by the current
management team as addressing the real need to generate economic and 'ernbloy'ment

growth in Duquesne Light’s service territory. While this program will create a cost to the

investors in the short run, we believe that promoting economic growth in Pittsburgh will

benefit the community, which will benefit the investors in the long run.

Will there be ongoing services provided to Duqﬁeshe Light from other utilities
managed by Macquarie?

No, it is our intention to continue the management team, and they will run the business
and oi)tain outside services: as they are needed from those persons best qualified to

provide those services.
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It is possible that as a major operating initiative is considered or undertaken, that
employees at other utilities or entities managed by Macquarie with experience in the
sector could provide valuable assistance. And as such, Duquesne Light’s senior
management team will have access to the management of other utility investments of the
members of the Macquarie Consortium. In any such instance where there will be costs
inm:l'rred by Duquesne Light, an appropriate filing would be made concerning the
provision of such services. Since the Pennsylvania Public Utility Commission has
authority to review and must approve contracts for services provided by employees of
entities affiliated with Duquesne Light before the services are provided, and since no
major initiative or service is currently planned, OCA’s proposal that the Commission
delay approval of the merger until it has received and approved an affiliate contract is not
reasonablé and should be rejected.

Please summarize the benefits of the Merger.

Ther;: are three principal benefits of the transaction in addition to the aforementicned
economic development plan and access to Macquarie Consortium’s utility expertise, The
first is maintaining-ﬁe headquarters of Duquesné Light and the senior management team
in Pittsburgh. The rebuttal of other witnesses addresses the real possibility that a
multistate utility would acquire Duquesne Light, and the likely attendant loss of jobs and
loss of customer and community contact that would result. As explaiped abow./e and in
other febuttal testimony, this transaction will provide assurance that the headquarters and
managemgn-t will remain in Pittsburgh.

The second major benefit to this transaction is that DLH and Duquesne Light will

have increased access to capital as a result of the Merger. Increased access to capital will
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over time lead to a lower cost of capital. As to equity capital, the members of the
Macquarie Consortium have large and growing pools of equity to invest and are actively
St;,eking additional opportunities {0 invest that equity in infrastructure. As to debt capital,
the members of the Macquarie Consortium, and Macquarie in particular as one of the
largest borrowers globally of infrastructure and utility debt, have worldwide access to
debt capital and can access capital on market leading terms, even under difficult market
conditions. This cannot be said for Duquesne Light, which is a small company and seeks

to raise a relatively small amount of capital only periodically as compared to Macquarie’s

- continuing interactions with capital markets.

The third principal benefit is interrelated with the first two. The Merger will

a]iow DLH and Duquesne Light to continue to proceed with its “Back to Basics”

strategy. This was an important point in our early discussions with Mr. O’Brien. Ona

stand alone basis, the “Back to Basics” strategy would have made DLH smaller and

likel-y would have reduced earnings growth, both of which would likely have been looked
at unfavorably by the public markets, which in turn would put negative pressure on

DLH’s stock price and only increase the likelihood that DLH would be acquired, -

. potentially under terms that would not benefit customers and community over the long

term. The Macquarie Consortium brings access to gldbal capital markets and investors
that are very interested in investing capital in Duquesne Light’s core electric utility
business.

Finally, as I noted previously, the economic development prograin provides both

affirmative benefits to customers and the community, and demonstrates the investor’s
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commitment over the long-term to Duquesne Light, its customers and the community that
it serves.

What are the implications of the transaction on Duquesne Light’s plans for POLR
service and Duquesne Light Energy’s activities as an Electric Generation Supplier?
We have not entered into this transaction with any plan to either increase or diminish
Duquesne Light’s provision of POLR service or DLE’s retail activities, however we did
make certain assumptions about expected diminishing profitability of providing POLR
ser\-/i.ce. In this regard, I want to respond to testimony by Retail Energy Supply
Association (“RESA”) and Str_ategic Energy LLC (“Strategic”) that the Merger is
predicated on some expansion of these activities. These “assumptions’ by RESA and
Strategic are not correct. We provided in discovery a highly confidential analysis that -

was performed by NERA for the Macquarie Consortium that discussed in détail the risks

-associated with supplying the power as well as future regulatory risks associated with the

profitability of these services. It is attached to the RESA and Strategic testimony. This is
the analysis on the POLR business that the Consortium members used to evaluate the
transaction; and it confirms that RESA and Strategic are simply incorrect to contend that

the transaction is predicated on an expansion of POLR service and increased POLR

profits. In fact, quite the opposite is true. -In the Operatiﬁg forecasts used by the

Macquarie Consortium to evaluate and raise financing for the transaction, we used
expected load forecasts provided by Duquesne for our analysis, however we assumed that
POLR profits would be significantly reduced moving from POLR TII to POLR IV in
2003, and further reduced moving to POLR V in 2011. Asto DLE, the Macquarie

Consortium viewed DLE as a small piece of the overall transaction from a value

CPH 381089vlI
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perspective, and that type of business would not be a typical investment for the members
of the Macquarie Consortium. However, we understand that DLE was created in
response to certain market deﬂlmlds, and as such we are currently expecting to continue
its operations. However, to be clear, there was no material expansion of DLE’s
operations or profitability assumed in our evaluation of this transaction. In fact, the
Macquarie Consortium assumed for purposes of the acquisition analysis that DLE’s
operating profit would decline from current levels before stabilizing and growing
hpproximately at the rate of load growth in Duquesne’s service territory. In sdpport of
this testimony, [ have provided as Exhibit CJL-4 a highly conﬁdentieil page from the Debt
Information Memorandum which includes the forecast revenue and earnings before
interest, taJ;, depreciation and amortization (“EBITDA”) for DLE (Light Energy) and
Duquesne Power (fower) that were used by debt and equity investors to evaluate the
transaction.

How do you respond specifically to the conditions of approval requested by the

Parties to this proceeding?

As a general matter, we believe that most of the conditions are based on a possible

misunderstanding of our approach to investment in utility and infrastructure assets.
However, we also aclm'owledge that this is a new type of arrangement and that lack of
familiaritsi understandably generates concern and caution, particularly on behalf of those
parties who are charged with repfesenting customer interests. .For. these reasons, we are
willing to accept conditions with regard to the transaction. For the convenience of the
Partiés, the Administrative Law Judge énd the Commission, we have set forth all of the

conditions we can accept in a consolidated exhibit designated Ex. No. CJL-5.

CPH 381089vI
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Mr. O’Brien will address conditions related to service and competition matters and I will

address financial conditions. I note that we offer these conditions as further

demonstration of our commitment to customers and community which Duquesne Light
serves.

What financial conditions are acceptable?

A number of parties have raised matters and proposed conditions that could be viewed as
financial conditions, particularly OTS Witness Deardoff, OCA Witness Kahal and OSBA
Witness Kalcic. We respond to such proposed conditions as follows, with the specifics of
the commitment specified in Exhibit CJL-5.

OSBA Witness Kalcic requests that the planned 2005-2007 infrastructure
improvement plan be compléted as s'chedule;d. We will commit to do so.

OCA witness Kahal and OSBA witness Kalcic argue that a distribution rate-
freeze through December 31, 2010 is necessary to éstabh'sh affirmative benefit. While
we do not agree with the assertion, we. will agree not to increase distributidn rates prior to
January 1, 2009, absent substhqtial changes in regulation or federal tax policy. .

" OTS Witnéss ‘Deai‘dbff and OCA Witness Kahal request conditions prohibiting
loans to affiliates, guaranteeing any debt of a__ffiliates and pledging the assets of Duquesne
Light to provide credit support. - These coﬁditions are acceptable unless Duquesne Light
obt‘ains approval from the Commission.

OTS Witness Deardoff, OCA Witness Kahal and OSBA Witness Kalcic request
certain conditions that the transaction will not increase capital costs. We will accept a
condition that states that Duquesne Light will not request a capital structure for

ratemaking purposes in future rate proceedings which is outside of a reasonable range of

- 10 -
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that used by comparable companies and that Duquesne Light will not claim increased
debt costs resulting from a downgrade of Duquesne Light resulting from the merger for
three years following the closing. Beyond three years, the effects of this merger on bond
ratings will be difficult if not impossible to identify.

In conjunction with the above, we will also accept a condition as requested by
OTS Witness Deardoff that Duguesne Light will maintain debt held by investors not
affiliated with Duquesne Light or its affiliates, unless the Commission authorizes to the
contrary.

In response to conditions requested by several Parties, we agree to maintain
reasonable accounting controls and pi'icing protocols governing transactions between
Dugquesne Light and its afﬁliétes. Upon written request, DLH and its subsidiaries will
provide the Commission, the OTS, OCA and OSBA reasonable access to the books and
records, officials and staff of DLH and its subsidiaries in Pittsburgh, Pennsylvania,
subject to such companies’ traditional rights to object to discovery.

Also, as requested by OTS Witness Deardoff, DLH and its subsidiaries, including
Duquesne Light, will proﬁde to OTS, OCA and OSBA access in connection with rate
proceedings, upon request, of presentatioﬁs given by DLH and its subsidiaries to
common stock, bond, or rating analysts. Such material wili be accorded confidential
freatment.

In response to OTS Witness Deardoff’s request, Duqueisne Light’s long term debt
ratio as a i)ercent of total capitalization shall not exceed 60% during the 3 years following

the closing. I note that additional long-term debt issuances are subject to prior filing and

-11 -
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registration of a Securities Certificate by the PA PUC and projected capital structure

" information would be included in such filings.

OTS Witness Deardoff also requests that the Commission require certain
notifications to the Commission related to divide;lds.

.
Dividends are already reported in annual reports to the Pennsylvania PUC. OTS Witness
Deardoff has not provided any compeiling reason why further limitations or notices
should be required. Further, the condition that the long-term debt ratio not exceed 60%
without Commission approval would be an effective limitation on dividends because
dividends in excess of growth in retained earnings would cause the equity ratio to decline
and the debt ratio to increase.
Do you believe that this Merger benefits customers, the Pittsburgh area and the
Commonwealth?
Yes, I strongly believe that to be the case. We believe that the Merger aligns the long.
term busiﬁess plans and capital requirements of Dﬁquesne Light with investors that have
global access to capital and are actively looking for opportunities fo invest that capital for
the long term. This will free Duqucsné Light from the need to focus on producing
quarterly earnings that, under the current structufe, are necessary to maintain access to
capital markets. The new structure supports DLH’s ability to divest non-regulated assets
and continue its Béck to Basics Strategy that focuses on delivering high quality electric
service to its customers, and provides access to the m@agement of other utilities owned
by the Macquarie Consortium for the éxchahge of best practices. Finally, the Merger will

benefit the customers and the Pittsburgh region by maintaining the management team and

the headquarters in Pittsburgh where they can effectively respond to the needs of the local

.12 -
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1 community. For these reasons, | firmly believe that his transaction is in the public interest

()

2 and should be approved.
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Exhibit CJL-3

Duguesne Light Compeny and - DII-}-3
DQE Communications Network Services. LLC Sponsor: Chris Leslie
Docket No. A-110150F0035 and A-311233F0002 . Page l of 2

RESPONSES TO DUQUESNE INDUSTRIAL INTERVENORS
INTERROGATORIES - SET

3. Refer to the Duquesne Light Holdings, Inc. Schedule 14A ~ Prdx_y Statement pursuant to
Section 14(a) of the Securities Exchange Act of 1934 for the proposed transaction.

Page 25 includes a reason for the merger “the fact that members of
the Macquarie Consortium have a long history of acquiring utility
assets and holding and operating such investments on a long term
basis.” Please provide a detailed explanation of the factual basis
for this staternent including, but not limited to the length of time
members of the Macquarie Consortium have held (if continuing) or
held (if divested) any investments in utility assets of equal or
greater size to this transaction.

RESPONSE‘ ‘

The Macquarie Consortium consists of Macquane managed funds and funds managed by non-
Macquarie entities. A summary of the utility investments made by the non-Macquarie managed
funds is included below. Macquarie Bank and Macquaric mahaged fund investments are -
included in the attachment. Macquarie managed funds have invested in over 100 assets of which,
only ten have been subsequently divested.'?

!-Also sold minority mvmmmts in two Austratian fisted scourities
* Mergor application roferred to assets sold 23 at June 30, 2006

WS: 111546_3
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Exhibit CJL-5

a

'} L. Duguesne Light will agree not to increase its distribution rates prior to January 1,
2009, absent substantial changes in regulation or federal tax policy. This provision shall not /
affect Duquesne’s ability to adjust its rates on a timely basis to reflect changes to its FERC-
approved transmission rates or changes in state taxes pursuant to the State Tax Adjustment

Surcharge.

2. Duquesne Light commits to complete the Infrastructure Improvement Plan set /
forth in the attached Duquesne Light’s response to OCA-III-8.

3. . Infuture pétitioné to the Commission to set distribution rates, Duquesné Light

» Shall not request a capital structure for ratemaking purposes which is outside v
of a reasonable range of that used by comparable companies;

» “Shall not claim, for 3 years following the Merger, any increase in its cost of J
capital due to any downgrading of Duquesne Light debt as a direct result of
the Merger. _

' 4. Duquesne Light agrees that the acquisition premium and fransaction costs
associated with the Merger, as set forth in Duquésne Light’s response to the attached OCA-III- /
21, including all related tax effects, shall be excluded from future distribution rates. Duquesne
Light dlso agrees that any increase in.the Pennsylvania Capital Stock Tax as a result of the
(‘.) Merger shall not be recovered in distribution rates.

5. Subsequent to the effective date of the Commission’s approval of the Merger,
-Duquesne Light shall not

o Guarantee the debt or credit instruments of DLH or-any affiliate not regulated -
by the Commission, except as approved by the Commission, -

v Grant a mortgage or r other lien on any property used and useful by Duquesne _-
Light in providing retail wutility- service to the public subject to the

Commission’s jurisdiction, except for the financing needs of Duquesne Light,

or : : :

« Make any loan or otherwise extend credit to DLH or any affiliate not
' regulated by the commission for a term of one year or more, except as
approved by the Commission.

, 6: Duquesne Light agrees to maintain reasonable accountmg controls and pricing
protocols governing transactions between Duquesne and its affiliates. Upon written request,
DLH and its subsidiaries will provide the Comrmsswn, the OTS, OCA and OSBA reasonable
access to the books and records, officials and staff of DLH and its ‘subsidiaries in P}ttsburgh
Pennsylvania, subject to such companies’ tradltlonal rights to object to discovery. :

CPH 381246v1



Exhibit CJL-5
7. Duquesne Light agl'ees to maintain debt held by investors not affiliated with
ﬁ.) Duquesne Light or its affiliates, unless the Commission authorizes to the contrary.

8. DLH and its subsidiaries, including Duquesne Light, will provide to OTS, OCA
and OSBA access in connection with rate proceedings, upon request, of presentations given by
DLH and its subsidiaries to common stock, bond, or rating analysts. Such material will be
accorded confidential treatment.

5. Duquesne Light’s long term debt ratio as a percent of total capitalization shall not
exceed 60% during the 3 years following the closing.

@
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DIRECT TESTIMONY OF JOSEPH G. SAUVAGE
Please state your name and full business address.
My name is Joseph G. Sauvage. My business address is 745 Seventh Avenue, 25" Floor
New York, NY 10019.
What is your position at Lehman Brothers Inc. (“Lehman™)?
I am a Managing Director and Co-Head of [.ehman’s Global Power Group which covers
regulated gas and electric utilities and electric generation clornparu'es. We provide a broad
range of strategic advisory and capital raising services to our clients. We have been the
primary investment bankiﬁg a&visor for Duquesne Light Holdings (“DLH”), and its
regulafed utility subsidiary Duquesne Light Cop1pany (“DLC”) since 1998.
How long have you Worked at Lehman?
I have worked at Lehman for the past 29 yéars. [ started my investment banking career
here in 1977.
‘What are yo.ur qualifications, work experience an_d educational background?
These are attached as Exhibit 1.
What is the purpose of your testimony?
The purpose of my rebuttal testimony is to respond to the testimony of the Office of Trial
Staff witness Keva1-1 Deardorff, Office of Consumer Advocate witness Matthew Kahal
and Office of Small Business Advocate witnéss Brian Kalcic. Each of these witnesses
contend that the acquisition of DLH by the Macquarie Consortium does not provide
affirmative benefits to DLC and its customers. 1 respond to these contentions by

explaining that this transaction is the best strategic altemative for DLH and DLC. In’

support of my conclusions, I will:
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e provide an overview of the cumrent regulated utility mergers and _acquisitions
(“M&A™) market environment;

o discuss my opinions of DLH’s strategic alternatives;

» discuss the benefits of private ownership of DLH and DLC upon becoming a wholly.
owned subsidiary of the consortium of strategic infrastructure investment funds lead
by the Macquarie Group (the “Macquarie Consortium”); and

¢ discuss my views of the ratings actions taken by the major ratings agencies Standard
and Poor’s {“S&P™), Moody’'s Investors Service (“Moody’s™) and FitchRatings
{“Fitch™) upon anriouncement of the acquisition.

Please described the proposed transaetion?

Under the terms of the Agreement and Plan of Merger (“Merger Agreement”), the

Macquarie Consortium will acquire all of the outstanding common shares of DLH for

$20.00 per share in cash '(the ‘;Tran's,actiOn”). This will result in Macquarie managed

funds holding 64.3% of the equity in DQE Holdings LLC, which will be a newly formed
special purpose entity to hold the equity of DLH. The Transaction has a total equity
market value of approximately $1.59 billion, based upon the approximately 79.6 million

DLH common shares outstanding at the date of signing. The Macquarie Consortium also

will assume $148 million of DL.C’s preferred and ﬁreference shares on issue as well as

assuming approximately $1.26 billion of DLH’s long-term debt (estimated at closiﬁg).

The offer represents a premium of 21.7% based upon DLH’s closing share price on July

3, 2006 and a premium of 24.0% over DLH’s average 30-day closing price ending July 3,

2006.

Please describe Lehman’s role in relation to the Transaction.
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Lehman has been engaged by the senior management of DLH to act as M&A advisor to
DLH and to provide a fairness opinion to DLH’s Board of Directors as it relates to the
consideration to be received by DLH's shareholders.

Can you please provide a summary of your views on the current M&A market
environment as it relates to the regulated electric utility sector?

Over the last two years there has been a relative increase in M&A activity throughout the
regulated electric utility sector. Since December 2004 there have been nine announced
transactions: four of which are currently pending (including this Transaction), three of
which have‘ Ee@n completed and two which have been terminated. (Please see Exhibit 2)

The individual motivation for M&A transactions varies from transaction to transaction,

‘however, the nine fransactions I mentioned can be bifurcated into two general categories:

Strategic Mergers / Acquisitions and Portfolio Acquisitions, please see Table 1.

NN

Transaction Type

L (Tabte [ | ]
Representative Transactions (Acquirer / Target)

Strategic Mergers / s Peoples Energy Corp. / WPS Resources Corp.
Acquisitions - * National Grid / KeySpan Corp.
: o FPL Group / Constellation Energy =
o Duke Energy / Cinergy '
¢ Exelon/PSEG
L]

PNM Resources / TNP Enterprises Inc.

Portfolio Acquisitions |e Macquarie Group / Duquesne Light Holdings
Babcock and Brown / Northwestern Corp.
¢ MidAmerican Energy Holdings Company / PacifiCorp

Many of the larger strategic mergers have been predicated on economies of scale,
increased scope and profitability of unregulated operations. In Strategic Mergers /
Acquisitions, a primary economic driver of the transaction is the potential to generate

synergistic savings with the expectation to create a sharing mechanism between
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ratepayers and shareholders. Synergies are generally categorized into the following
areas, such as:

1. Staff reductions;

2. Unregulated operations cost savings or increased efficiency;

3. Corporate program benefits;

4. Supply chain improvements;

5. Non-labor information technology improvements;

6. Economies of scale;

7. Enhanced access to both debt and equity capital; and

8. Employment of best practices.
All of the transactions listed above in Table- 1 as Strategic Mergers / Acquisitions,
are/were predicated on significant synergistic savings. Due to the strategic nature of the
transactions and the characteristics of the businesses, a significant portion of the expected
synergies are derived from staffing reductions and non'—reg{ilated operations.
As a result of the repeal of the Public _Utiliﬁes Holding Company Act of 1935
(“PUHCA™), we have witnesseﬁ an increase in acquisition activity, particularly .in
relation to strategic infrastructure ﬁmclis' such as the’'Macquarie Consortium. 1believe that

this trend will continue as the focus on infrastructure investing has increased dramatically.

in the last few years. These tyjaes of dedicated funds have significantly differentiated

themselves from other “private equity” investors in that they have a strategic long-term
buy and hold focus.

Unlike Strategic Mergers / Acquisitions, Portfolio Acquisitions have generally been

-predicatéd on the benefits of replacing publicly traded equity with direct investments
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primarily held by a sophisticated and professional investor base. Of the t.hree Portfolio
Acquisitions listed in Table 1, none have been predicated on the generation of significant
synergistic savings. Instead, the justification for such mergers has derived primarily from
public to private benefits such as:

1. Enhanced access to equity capital and the removal of equity capital markets

access risk;

2. Improved access to debt capital markets as a result of financial size and reach

3. Long-term strategic focus and planning;

4. Maintenance of headquarters | and reliance on existing management and
employees,; and

5. Transfer of ownership to a sophisticated and targeted institutional investor base

with long-term return requirements.

I would expect this trend to continue as many smaller utilities and infrastructure funds

‘will likely seek strategic partnerships to cost effectively meet their capital requirements

as the .U.S'.‘s aging utility infrastructure. base continues to require higher and higher
expenditures to maintain _appropriatle reliability standards. I view this as a natural
evolution (Sf capital markets as there is an efficiency in the appropriate direct alignment
6f capital availability by funds such as_the Macquarie Consortium with utilities such as
DLC who have a real time need for such capital and who may not continue to have access
to capital on as favorable terms if they remained as a standalone entity.

Can you please provide your opinion of the equity markets assessment of DLH’s

futnre prospects?



14
15
16
17
18
19
20
21

22

I believe the equity markets had a negative view of DLH’s future prospects as it had one
of the highest proportion of shares sold short of regulated utility stocks. When investors
sell a company’s shares short they are taking a bearish investment position, projecting
that the company’s share price will decline in the future below the current price. The
numbers of shares held short is reported monthly and on June 30, 2006, the last reporting
date prior to the announcement of the Transaction, DLH had approximately 1-O million
shares held short, or 12.7% of its fully diluted shares outstanding. As a comparison the
average (arithmetic) for the numbers of shares held short divided by the fully diluted
shares outstanding for the companies that comprise the Philadelphia Utility Index on June
30, 2006 was 2.7%. (Please See Exhibit 3) | I believe that this trading characteristic of
DLH provided a clear insight into investor’s views of DLH's future- share price
performance. This also provides credence to Mr.‘O’Bricn’s direct testimony regarding
DLH’s'likely in.ability to maintain its current dividend, since if DLH was forced to cut its
dividend its share price would almost certainly decline to maintain an appropriate
dividend yield. As I will discuss later iri my testimony, the acquisition of DLH by the
Macquarie Consortium will alleviate a number of these potential future equity capital
market issues.

Can you please provide.your opinion in relation to DLH’s strategié alternatives and
in the absence of this Transaction? |

I don’t believe that DLH had many strategic alternatives. From a strategic perspective,
DLH’s small market capitalization and declining earnings profile put pressure on DLH’s
stock price. At its then current price and eami.ngs profile, a strategic transaction with one

of DLH’s larger surrounding utilities would likely have been unattractive from the
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acquirer’s perspective. The downward prcssuré on DLH’s stock price, couple_d with
expected operating synergies would likely eventnally have led potential strategic
acquirer’s to take an interest.

In the event that DLH was acquired by one of its larger surrounding utility hoelding
companies, do you believe that DLH’s employees and headquarters would remain
intact?

I would find it uniikely that DLH’s senior management would remain intact and that its
headquarters would remain in Pittsburgh. In an attempt to create synergies, the relative
small size of DLH would likely result in the movement of corporate functions to the head
offices of the acquirer and the terminat.ion of the majority of senior maﬁagement..

You refer to the emergence of infrastructure funds as becoming active participants

in regulated utility M&A; can you please provide your opinion of the investment

objectives of typical “priirafe equity” investors versus “infrastructure funds” such as
the Macquarie Consortium?

The rates of return ranges I will suggest should be _viewed as guidelines and not
considered definitive parameters as there are many factors which will impact an
individual inveséor’é required rate of return. ' A typical “ﬁrii/ate equitf’ investor will
likely seek to achieve an'internal rate of return in excess of 20% within a five to eight
year time horizon. The likely method of realizin_g such return is generally achieved
through siglﬁﬁcant_ly inc;reased upfront leverage, with an expectation to de-lever the
business over a period of time to prepare for the -uiﬁmate realization of the return through

a future sale of the business at expanded sales multiples over the original purchase

multiples.
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A differentiating factor for today’s infrastructure funds is the nature of their investor
constituency, which is comprised primarily of institutional pension and retirement equity
investors. The first primary difference between “private equity” investors and
infrastructure funds is their investment time horizon, with infrastructure funds having a
longer investment time horizon. Mr. Leslie expresses this view clearly in his rebuttal
testimony. Second is the expected internal rate of return. Infrastructure funds generally

have lower return expectations that stem from the fund owners’ intent to appropriately

match the duration of their long-dated pension and retirement liabilities with similar long-

dated assets. As I meéntioned earlier, as capital markets have become increasingly
cqmpetitive it is a natural evolution .for professional institutional money managers to seek
direct investments in order to meet their required rates of return instead of through
purchasing publicly tr’adeci equities. This investment model has also been employed in
the insurance industry as well, the most compelling example that cornes to mind is that of
Berkshire Hathaway.

When one notes that 100% of the ownership of DLH would be held amongst tile
consortium of funds led by the Macquarie Group, one can c;.on(:,lude that the Transaction
is effeétively an ecfficient transfer of ownership to the appropriate dedicated
professionally managed investor base. Based on this [ w01_11d like to address statements
made in Mr. Kahal’s testimony where he suggests that in the absence of being a public
entity, DLH may lack the proper internal financial and management digcipline to

effectively operate the business. He states: “The absence of market discipline and

transparency under the proposed ‘private'equity’ Board of Directors is a significant

chénge from the present governance structure.” (Page 28 rows 16-24). This assertion is
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inaccurate. The funds which will own DLH are subject to strict fiduciary standards,
particularly due to the p-ension and retirement nature of the capital they manage.
Accordingly I think that the direct involvement of the respective fund's principals on the
board of DLLH will result in enhanced financial discipline. In contrast to public equity
owﬁership where equity owners have limited information on the internal workings of
their investment, the ownership and governance structure proposed by the Macquarie
Consortium will ajlow for direct oversight and accountability.

In addition, as Mr. O’Brien states in his direct testimony, so long as DL.C or DLH has
registered publicly traded debt it will be required to continue to make quarterly p_ubflic
SEC filings. As with any utility business it will be essential for the Macquarie

Consortium to maintain DLC’s and DLH’s access to the debt capital markets on

" favorable terms. DLC’s and DLH’s fixed income instruments will continue to be rated

by the ré.tings agencies and covered by fixed income resedrch analysts. Lastly I would
n-ote that DLC will still be under the full regulation and oversight of the Pennsylvania
Public Utility Commission.

In Mr. Deardorff’s testimony he states “In my professional experience analyzing
mergers, one factor supporting theirrzi]‘Jproval by the involved utility commission s
that the entities involved cam typically demonstrate a lik‘el‘y positive cost/benefit
analysis due to the business synergies of the merging entities, often due to favorable

economies of scale.” (Page 4 rows 3-6), Based upon what you have discussed here so

~ far can you please provide you views regarding the benefits of this Transaction?
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In my earlier discussion regarding the rationale for Portfolio Acquisitions I outlined five
iterns which [ believe provide benefits to the target company. 1 would like to provide my
opinion on how each of these may serve to benefit DL.C and ]jLH.

1. Enhanced access to equity capital and the removal of equity capital markets access
risk

Private ownership allows DLH to avoid equity market timing and access risk when it
needs to source equity. DLH will have the ability to call on its existing owners, who are
actively seeking equity investment opportunities in infrastructure, and not subject DLH to
market timing risk and othe-r macro economic factors which could significantly impact
DLH’s access to equity.capital. As an example. the last time DLH issued equity on June -
20, 2002 its file to price performance was ( i0.9%) down. More simply put this means

existing holders of equity generally experienced a (10.9%) decline in the value of their

-equity hoidings. As a point of comparison the average file to price performance for all

utility classified equity offerings since January 1, 2002 to today has been (4.5%) down on
average (arithmetic). Please See Exhibit 4 |

2, Improved access to debt capital markets as a result of ﬁmzr;cial reach and size

A significant benefit that the Macquarie Consortium will bring to DLC and DLH is in
relation to access to debt capital markets. Historically, both DLC and DLH have priced
new debt issuances at discounts greater than peers with similar ratings. If you refer to
Table 2 below you will see that both DLC’s and DLH’s new issue spreads have priced
significantly wider than the trading spreads of its peer companies with similar ratings.

This results in increased cost to ratepayers.’

-10-
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| iTable 2f

Duquesne nghtHoldmgs Senior Unsecured Bonds — 10 Year
Comparables
CenterPoint Northeast Pepco DTE Energy
Issuer: DLH Issuer: Energy Inc. Utilities Holdings Inc. Co.
New Issue T+122 Trading Spread ™ +115bps +90bps +90bps +80bps
Spread:
Coupon: 5.500% Coupon: 7.875% 7.250% 6.450% 7.050%
[Maturity: 2015 Maturity: 2013 2012 2012 2011
Security: Senior Security: Senior Senior Senior Senior
- Unsecured Unsecured Unsecured Unsecured Unsecured
Serior Baa3 f BBB- Serior Unsecured  Baa3/BBB Basz2/ BBB- DBaal/BBB- Baa2/BBB-
Unsecured Rating:
Rating:
Issuance Date:  8/11/2005
Duquesne Light Holdmgs Senior Unsecured Bonds — 30 Year
Comparables
DTE Energy Progress "Pepco
Issuer: DLH Issuer: Co. Energy Inc.  Holdings Inc.
New Issue T+175 Trading Spread ™ +137bps +125bps +150bps
Spread: .
Coupen: 6.250%  Coupon: 6.375% 7.000% 7.450%
. Maturigy: 2035 Muaturity: 2033 2031 2032
) Security: Senior Security: Sendor Senior Senior
: Unsecured Unsecured Unsecured Unsecured
Senior Baa3 /BBB- Senior Unsecured  Baa2 / BBB- Baa2 / BBB- ‘Baa3/BBB-
Unsecured : Rating:
Rating:
Issuance Date:  8/11/2005
Duguesne Light Company — Secured Bonds
' Comparables
ConEdison
Houston Light  Carolina Company of
Issuer: DLC Issuer: . & Power  Power & Light New York
New Issue T+94 Trading Spread ¥ +78bps: +70bps +60bps
Spread: .
Coupon: 5.700%  Coapon: - 5.700% 5.125% 4.875%
Maturity: 2014 Maturity: 2013 2013 2013
Security: lst Mortgage Security: General Ref  First Mortgage  Debentures
Bond Mortgage
Rating: ‘Baal / BBB+ Raring: Baa2 / BBB A3 /BBB Al/A
Issuarnce Date:  5/10/2004
}. Trading spread is as of the date of the respective DLH and DCL igsuance dates.
Source: Bloomberg and Lehman Brothers
1 1 believe that ownership by the Macquarie Consortium will provide benefits to both DLC

.0,!2
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and DLH as it relates to their cost of debt. Macquarie has worldwide access to financial
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institutions as one of the largest borrowers of debt financing for infrastructure in the
world. In addition, Macquarie is capable of creating a competitive dynamic amongst
lenders competing for their capital markets financing business. This dynamic results in

lending institutions offering greater covenant flexibility and tighter spreads, meaning

lower financing costs, in order to win business for Macquarie’s investment financings. [

would expect these benefits to accrue to both DLC and DLH.

3. Long-term strategic focus and planning |

An important characteristic of regulated utility operation is effective long-term planning.
A general irony of the United States equity rnarkets,‘ as it relates to effective utility
planning, relates to investors’ expectations of managements’ ability to be able to deliver
on quarterly and annual earnings estimates. In many cases these equity market
expectations force ménagement' to meet short-term market expectations as opposed to
making long-term budgeting and expenditure decistons. Private ownership offers
regulated utilities such as DLC the ability to engage in long-term planning which results
in more eﬁ'ective utility asset management and oﬁeration.

4. Maintenance of headquarters and reliance on existing management and employees
The Macquarie Consortium, as owner, will require the existing management team and
employee base to properly manage the business. As I stated earlier, in most acquisitions
and mergers where synergistic savings are required to make a transaction work from an
economic perspective, head count reductions are generally a significant contributor to
achieving such synergies. The Macquarie Consortium’s commitment to retaining

management and honoring current labor contracts serves to alleviate both DLH’s and

-12 -
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DLC’s management and employees’ concerns of termination, which serves to maintain
management and employees’ focus on their service to customers.

5. Transfer of ownership to a sophisticated and targeted institutional investor base
with long-term return requirements in line with that of public markets

As 1 stated earlier, [ believe that the Macquarie Consortium represents focused
professional institutional ownership. The Macquarie Consortium has an economic
interest in maintaining the equity value of DLH in order to maintain and enhance the
value of their investment., Due to the low risk nature of funds such as the Macquarie
Consortium’s, returns are predicated on stable returns over the long term and not windfall

“home runs” so to speak. This serves to align the owners interest with that of ratepayers

- as the long term equity value of DLH will only be maintained through investing in the

business, providing excellent customer service, the application of the regulated utility rate
mechanism and the prudent nl1anagement of operational risk and POLR liability.

Can you please discuss your views of S&P’s, Moody’s and Fitch’s ratings actions in
relation to the announcement of the Transaction?

The testimonies of Mr. Kahal and Mr. Deardorff incompletely describe the actions taken
by S&P and Moody’s ‘upon announcement of the Transaction as indicative of lthe
negative financial implications of the Macquarie Consortium’s proposed acquisition
financing structure. There are many fact‘ors which impact the rating agencies actions as
they relate to the announcement of strategic transactions. The rating agencies will tend to
evaluate a number of factors relative to the target aﬂd transaction structure when
determining the appropriate actioni to take in the best interest of fixed income holders. I

would like to make a few observations regarding the specific reports published by S&P,

-13 -
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Moody’s (which are referenced by Mr. Kahal and Mr. Deardorff) and FitchRatings,
which neither addressed.

Attached as Exhibit 5 to this testimony are the reports published by S&P, Moody’s and
FitchRatings. Please note that FitchRatings affirmed its current ratings in relation to the
acquisition announcement, citing improved access to capital,

What is important to note is that the rating agencies cite many other factors which
influenced their actions.

S&P states:

“We will update the CreditWatch when appropriate as the acquisition
progresses and as important credit events are addressed, such as:
» Resolution of pending tax disputes,
¢ The outcome of a current Pennsylvania delivery rate case, and
¢ The company's proposal for its provider-of-last-resort obligations
beginning in 2008.
The final rating will incorporate our analysis of these issues ‘and the final

financing and legal structure of the new éntity.”
Moody’s states:

“The review will also consider that the cofnpan_y has significant capital needs
to support announced asset acquisitions and capital ilﬁprovement spending for
utility operations. In addition, the company is currently in various stages of
filing requests with the i’ennsylVania Public Utility Commission and FERC

for distribution and transmission rate base increases.”
Although the ultimate actions of the rating agencies remain to be seen, many of the issues
cited in their reports have been resolved, such as: DLC’s rate case, the recent sale of

Montauk Energy Capital LLC, which serves to provide credit enhancement by reducing

DLH’s financial exposure to unregulated operations and reducing DLH’s debt, and the

-14-
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closing of the acquisition of the minority ownership of the Keystone and Conemaugh |
generation plants.

In Mr. Kahal’s testimony he states “Applicants and the Commission can provide
benefits to customers from this Transaction by accepting a distribution service rate
cap extending to year-end 2010.” (Page 6 rows 16-18). Can you please comment on
your views of the credit impact to DL.C in regards to a distril?uﬁon rate cap?

I believe that & rate cap of this duration in the context of this contemplated acquisition
may have negativé implications with the rating agencies and fixed income investors. 1
would note that DLC and DLH"s creditors already bear POLR risk. In the general
context of credit any restrictions which effectively limit a borrower’s capability to
generate cash are viewed negatively. In addition I see a conundrum in the testimonies of
Mr. Kahal and Mr. Kalcic. On one hand, Mr. Kalcic suggests that DLC be required to
commit to its $500 million capital expenditure program referenced in the direct testimony
of Mr. O’Brien, while on the other hand Mr. Kahal suggests that DLC be subject to a
distljibqtion service rate cap. As it relates to credit quality this should be viewed
negativély. DLC would be put in a position whereby it Would be forced to make capital
expenditures without timely rccdvery, therebs/ bearing increased leverage and increased
cost of -capita.l. Limiting DLC’s ability to seek a rate case for recovery of mandated
expenditures will not likely serve to enhance the creditworthiness of the utility. -

Does this conclude your testimony?

Yes it does.

-15-
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Exhibit JGS-1

Joseph G. Sauvage - Qualifications, Work Experience and Educational

Background

Joe Sauvage is a Managing Director and Co-Head of Global Power. He joined Lehman Brothers
in 1977 and has a wide variety of experience in the power and energy sectors working with both
strategics and financial sponsors, including strateglc advisory, financial restructuring, and equity
and debt capital raising transactions.

Significant experience includes:

The sale of Texas Genco to NRG, the initial public offering of ITC Holdings and the
subsequent acquisition by ITC of Michigan Electric Transmission Company

The merger of Exelon Corporation with PSEG Enterprises.

The restructuring of- Edison Mission Energy, mcludmg the divestiture of its international
generation business to International Power and Contact Energy.

The divestiture of TXU’s plpehne and gas distribution businesses to Atmos Energy.

The sale of MidAmerican Energy Holdmgs to an investor group organized by Berkshire
Hathaway.

Gave advice to PG&E Corporation on the bankruptcy of the Pacific Gas and Electric
Company and strategic alternatives regarding the National Energy Group.

Additional experience includes acquisitions, divestitures and financings of electric utilities,
merchant and contracted generation assets and gas pipelines for AES Corporation, Edison
Mission Energy, and MEHC,

Mr. Sauvage is a Phi Beta Kappa and holds a B.A. degree, magna cum laude, in Economics from
Washington University and an M.B.A. from the Wharton School at the University of

Pennsylvania.
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Exhibit JGS-2

Regulated Utility M&A Transactions Since July 1, 2004

Premium to 30

Premium to Day Average
- Date of Price 1 Day Price Prior to
Announcement - Date of Form of Before Leak / Leak /
Acquirer Target / Leak - Completion Considerition  Announcement Announcement
WPS Resources Peoples Energy 7/6/2006 Pending 100% Stack 15% 12%
Corp Corp .
Macquarie Duquesne Light 7/5/2006 Pending 100% Cash 22% 23%
Consortivm Holdings
Babcock and Northwestern Corp 4/25/2006 Pending 100% Cash " 16% 17%
Brown . .
National Grid Keyspan Corp 2/25/2006 Pending 100% Cash 2% 18%
PLC ’
FPL Group Inc Constellation 12/14/2005 . Terminated " 100% Stock 9% 19%
Energy Grp Inc .
MidAmerican PacifiCorp 5/24/2005 3/21/2006 100% Cash Private Private
Duke Epergy . Cinergy 51912005 4/3/2006 100% Stock 13% 14%
Exelon PSEG 12/17/2004 " Terminated 100% Stock 12% 16%
PNM Resources TNP Enterprises Inc 7/25/2004 6612005 50% Cash / 50% Private Private
. Stock

Source: SDC and Lehman Brothers
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| Exhibit JGS-3
Numbers of Shares Sold Short as a Percentage of Fully Diluted Shares Qutstanding as of June 30, 2006
As of June 390, 2006
. Fully Diluted Shares Shares Sold Short
Ticker Shares Sold Short ¥ Qutstapding @ divided by
Symbel Company Name (Millions) {Millions) Fully Diluted Shares Outstandiag
DQE Duquesne Light Holdings 10:0 78.5 12.7%
Philadelphia Utility Index Companies (Ticker: “UTY™)
AEE Ameren Corp 58 200.8 2.9%
AEP American Electric Power 42 391.0 1.1%
AES AES Corp 72 664.6 1.1%
CNP CenterPoint Energy Inc 11.8 346.0 3.4%,
b . Dominion Resources Inc 5.2 344 .4 1.5%
DTE DTE Energy Co 5.1 176.1 2.9%
DUK Duke Energy Corp 20.6 970.0 2.1%
EAS Energy East Corp 79 147.5 3.3%
ED Consolidated Edison Inc 93 24479 3.8%
EIX Edison International 39 332.0 1.2%
ETR Entergy Corp - 4.4 214.4 2.0%
EXC Exelon Corp 195 676.0 2.9%
FE First Energy Corp 3.7 330.0 1.1%
FPL FPL Group Inc 204 385.7 7.6%
NU Northeast Utilities 6.2 131.6 4.7%
PCG PG&E Corp . 74 397.0 1.9%
PEG Public Service Enterprise Group Inc 3.1 244 4 1.2%
PGN Progress Energy Inc 6.6 247.0 2.7%
POM Pepco Holdings Inc 3.7 189.3 1.9%
30 Southern Co 13.1 748.5 1.8%
TXU TXU Corp 9.5 436.0 1.9%
XEL Xcel Energy Corp 18.2 4257 4.3%

1. Source: FactSet.
2. Arithmetic average.
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() Exhibit JGS-4

Regulated Utility Equity Offerings Since January 1, 2002

Market
Total Amount Capitalization
‘Offered Pre Offer % of Market File to Offer %
Pricing Date Issuer (§ mililons) ($ millions) Value Change
12/7/06 Atmos Energy Corp 1733 - 2,621.4 6.7% {4.1%)
12/6/06 PNM Resources Inc 177.0 2,182.5 7.1% ~ {0.5%)
10/3/06 ITC Holdings 412.8 1,064.9 38.8% 1.2%
8/14/08 Cleco Corporation 163.9 1,227.6 13.7% _(3.2%)
8/16/06 Aqua America 79.3 2,989.6 2.7% _{2.8%)
Empire Pistrict Electric
6/15/06 Company 76.8 543.2 14.5% - (1.2%)
5123106 Dynegy 1852 1,685.9 11.2% {6.5%)
5/17/06 Great Plains Energy 192.6 2,068.3 9.3% (3.0%)
- _4/4/06 Ormat Technologies 142.9 1,142.6 12.8% (14.4%)
1/25/06 NRG 1,169.2 39746 29.7% 8.3%
12/6/05 Northeast Utilities 439.1 2,483.0 : 17.7% 3.2%
F1/15/05 | WPS Resources Corp ) 247.0 1,900.7 13.0% (4.7%)
8/4/05 Plug Power Inc. 75.0 488.8 16.3% {16.7%)
4127105 Pinnacle West Capital Corp 256.0 39172 6.6% (1.4%)
- 3/30/05 | CMS Energy Corp 281.8 24445 11.8% (3.5%)
3/23/05 PNM Resources Inc 104.6 1,618.0 6.5% (4.3%)
Py 2/7/05 Southern Union Co 343.0 2,426.2 16.5% 0.0%
10) 12/9/04 IdacorpInc - 105.0 1,145.8 9.2% {4.9%)
12/7/04 Otter Tail Corp 738 663.1 11.1% (53%)
11/18/04 AGL Resources Inc 297.7 2,026.2 14.7% (3.8%)
11/9/04 Aqua America Inc - 38.6 2,117.0 : 1.8% (0.9%)
11/9/04 Cleco Corp 324 - 881.2 3.7% 0.0%
10/21/04 Atmos Energy Corp - 3465 1,5473 22.4% (1.7%)
10/7/04 | CMS Energy Corp . . . 259.4 . 1,2143 21.4% {2.7%)
9/9/04 MGE Energy Inc . 35.0 600.9 5.8% (1.5%)
9/9/04 Pepca Holdings Inc . 2503. . 33238 ] 7.5% (5.4%)
8/18/04 Aquila Inc 1i7.3 499.0 204% . (17:2%)
7/26/04 Southern Union Co 206.3 1,255.7 _ 16.4% (2.9%)
T/13/04 Atmos Energy Corp . 214.1 . 1,202.8 16.6% (2.9%)
6/8/04 Great Plains Energy Inc 150.0 2,077.8 1.2% 0.3%
' Consolidated Edison Co of :
5/11/04 New York 528.4 - 8,564.9 0.2% (3.2%)
3/25/04 Westar EnergyInc . 216.8 1,514.1 . 14.3% 3.8%
Hawaiian Electric Industries . .
3/10/04 Inc 103.7 2,024.2 5.3% {2.6%)
12/11/03 Empire District Electric Co 42.3 505.7 8.7% 0.7%
11/19/03 WPS Resources Corp 150.5 | . 14486 10.7% (5.0%)
10/8/03 Sempra Energy 4200 . 5,798.8 . 7.3% (7.9%)
' Public Service Enterprise .
10/1/03 Group In¢c . , 3444 9,491.5 | 3.6% (0.6%)
9/11/03 FirstEnergy Corp . . 840.0 8,119.1 10.4% 2.0%)
8/21/03 QGE Energy Corp 1004 _1.762.7 . 5.8% 1.9%
7/1/03 Alliant Energy Corp 288.8 1,811.0 16.1% 0.3%
6/18/03 Atmos Energy Corp 101.2 i,187.1 8.7% ~ 0.0%
L. © 6/17/03 AES Corp 3010 . 3,989.2 7.6% (14.6%)
"‘ 6/5/03 Southem Unjon Co 1520 851.7 17.5% 82%
5/15/03 PPL Corp 248.6 6,591.0 3.9% 2.9%
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Exhibit JGS-4

Offered Pre Offer % of Market File to Offer %
Pricing Date Issuer (§ milligns) (% millions) Value Change
4/24/03 Black Hills Corp 108.0 645.4 17.5% (3.6%)
American Electric Power - ’
2/27/03 CoInc 1,047.5 7,118.8 14.8% 0.0%
2/11/03 AGL Resources Inc 123.2 1,269.8 9.9% (3.7%)
1/14/03 Ameren Corp 222.8 6,279.6 3.6% (1.6%)
12/17/02 Pinnacle West Capital Corp 179.6 2,690.7 6.7% {0.9%)
11/25/02 TXU Corp 449.9 4,430.2 10.7% (8.6%)
1/21/02 Great Plains Energy Inc 132.0 1,392.5 9.6% 1.5%
Public Service Enterprise
11/12/02 Group Inc 398.3 5,135.3 7.8% (2.9%)
F1/6/02 NiSource Inc 658.8 3,820.% 17.3% 31.2%
10/15/02 Dominjon Resources Inc 1,073.3 11,341.2 9.5% 2.9%
10/10/02 TECO Energy Inc 187.0 1,7573 . 10.7% {23.7%)
10/94)2 SCANA Corp 131.8 2,522.1 5.3% {9.1%)
10/2/02 Northwestern Corp 87.5 248.5 36.5% . (15.5%)
9/25/02 Duke Energy Corp 1,000.1 15,261.3 6.6% (4.6%)
9/12/02 PPL Corp 4423 . 4,734.2 9.8% (11.9%)
9/4/02 Ameren Corp 294.0 6,1305 4.8% (2.0%)
6/27/02 Aquila Inc. 281.3 1,072.5 26.4% (32.6%)
'6/20/02 El Paso Co . 897.8 . '
Dufu SEREFIGIdIRT e T ey
6201 %—% g E..Emt L % 1P %% 5
6/19/02 DTE Energy Co 2379 . 6,777.3 3.5% (10.7%)
6/6/02 FPL Group Inc 283.0 9,842.7 2.9% (54%)
American Electric Power . oo
_6/5/02 Co In¢ . 654.4 12,5722 5.2% (4.3%)
6/4/02 TECO Energy Inc 3105 3,252.5 9.6% (10.2%)
5/30/02 TXU Corp_ 562.7 13,316.5 4.3% (5.8%)
5/16/02 Empire District Electric Co 51.9 . 430.8 12.7% (3.5%)
4/24/02 Calpine Corp 759.0 3,550.8 21.4% (13.7%)
3/14/02 NUI Corp 33.8. 3374 10.7% (2.4%)
2/25/02 Xcel Energy Inc 450.0 7,817.8 5.8% (3.2%)
2/26/02 Ameren Corp 197.5 5,492.3 3.6% (6.0%)
1724/02 Aquila Inc 253.0 3,006.1 8.5% {5.2%)
Mean {4.5%)
Median _ (3.2%)

Source: Equidesk as of 1/2/2007. All U.S. Uilities marketed follow-on offerings gresater than $20 mm since 1/1/2002. Bolded

deals denote companies in the UTY and in DQE's fairness opinion comps.
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Published Rating Agency Reports

Standard and Poor’s

“Research Update: Duquesne Light Holdings And Unit 'BBB' Rating Put On Watch Neg
After Acquisition Announcement,” July § 2006,

Moody’s Investor Service

“Moody’s places ratings of Duquesne Light Holdings (Sr. Unsec. Baa3) and Duquesne
Light Company (Sr. Sec. Baal) Under Review for Possible Downgrade,” July 5, 2006.

FitchRatings

“Fitch Comments on Duquesne Light Holdings following Acquisition Proposal,” July 5,
2006.
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RESEARCH

Research Update: Duquesne Light Holdings And Unit
'BBB' Rating Put On Watch Neg After Acquisition

Announcement
Pubilcation date: 05-Jul-2006 .
Primary Credit Analyst: Gerrit Jepsen, CFA, New York (1) 212-438-2529;

gerrit_jepsen@standardandpoors.com
Secondary Credit Analyst: Aneesh Prabtiu, New York (1) 212-438-1285;
aneesh_prabhu@standardandpoors.com

Credit Rating: BBBMWVatch Neg/NR

Rationale

On July 5, 2006, Standard & Poor's Ratings Services placed its 'BEBR'
corporate credit rating on electric transmission and distribution utility
holding company Duquesne Light Holdings Inc. (DLH). and its utility
subgidiary Duguesne Light Co. on CreditWatch with negative implications
following the announcement that Macguarie Infrastructure Partners and
Diversified Utility and Energy Trusts (DUETS), a unit of Macquarie

s Securities (USA) Iric., will acquire Duguesne for $3.15 billion. The
i } transaction is financed with a significant amount of debt and will
inerease consolidated debt by one-third.

rittsburgh, Pa.-based Dugquesne had $1.05 billion of total debt and
roughly $150 million in preferred stock as of March 31, 2006,

The CreditWatch listing reflects our opinion that DLH's credit
measures, which now support the 'BBB!' rating, will likely weaken as a
result of higher debt levels at closing. We will update the CreditWatch
when appropriate as the acguisition progresses and as important credit
gvents are addressed, such as:

e Resolution of'pending tax disputes,
e The ocutcome of a current Pennsylvania delivery rate case, and

e The company's proposal for its provider-of-last-resort obligations

beginning in 2008.

The final rating will incorporate our analysis of these issues and
the final financing and legal structure of the new entity.

Aleo, the senior unsecured debt at DLH is rated one notch below the
corporate credit rating to reflect its subordinated position to existing
debt at subsidiary Duguesne Light. According to the company, DLH is
contemplating refinancing of the operating company debt at the holding
company level, which could result in senior unsecured debt being rated at
the same level as the corporate credit rating.

Liquidity
Although DLH's internally generated cash should grow, the company
will have negative free operating cash flow after capital
expenditures and will require external funding for a portion of its
higher than historical level of capital spending through 2008, The
company's relatively high dividend payout., which has exceeded 690% in
;g past years, further reduces internally generated cash flow available
o for capital spending. DLH, however, has adequate liquidity available,
with $22 million cash on hand as of March 31, 2006, and revolving

https://www.ratingsdirect.com/Apps/RD/controller/Article?id=519077&type=&outputTy.., 12/29/2006
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credit facilities for Duguesne Light ($150 million) and DLH (§250
million) that both expire in July 2010.

As of March 31, 2006, these revolving facilities had $225
million of available capacity after the inclusion of $88 million in
borrowings and $87 million (including $8 million at Duquesne Light)
in LOCs related primarily to subsidiary DQE Financial Corp.'s
affordable housing and landfill gas investments. As of April 30,
2006, available capacity was $254.5 million after factoring in §$103
million in borrowings and $42.5 million in LQCs. Liquidicy will
improve somewhat from a $141 million equity contribution by the
Macquarie consortium. DLH has sound liability management, with the
next significant debt maturity due in 2008 ($40 million} and none
scheduled for several years afterward.

Ratings List

Ratings Placed On CreditWatch Negative

buquesne Light Holdings Inc.

Corp credit rating BBB/Watch Neg/-- BBB/Negative/--
Senior unsecured debt  BBB-/Watch Neg BBR-

Duguesne Light Co.
Corp credit rating BBB/Watch Neg/-- BBEB/Negative/-~
Senior secured debt BBB+/Watch Neg BEB+

‘Complete ratings information is available to subscribers of RatingsDirect,
Standard & Poor's Web-based credit analysis -syatem, at

www. ratingsdirect.com. All ratings affected by this rating action can be
found on Standard & Poor's public Web site at www.standardandpoors.com;
under Credit Ratings in the left navigation bar, select Find a- Rating,
then Credit Ratings Search. :

Anaiytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the resutt of separate activities
designed to preserve the independence and objectivity of ratings opinions. The credit ratings and observations contained hersin
are solely statements of opinion and not statements.of fact or recommendations to purchase, hold, or sell any securities or make
any olher investment declslons. Accerdingly, any user of the information contained herein should not rely on any credit raiing or
other opinion contained herein in making any investment decision. Ratings are based on information received by Ratings
Services. Other divisions of Standard & Poor's may have Information that is not avallable to Ratings Services. Standard & Poor's
has established policies and procedures to maintain the confidentiality of non-public information received during the ratings
process.

Ratings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such
securities or third parties patticipating in marketing the securities, While.Standard & Poor's reserves the right to disseminate the
ratlng. it receives no payment for dolng s6, except for subscriptions to its publications. Additional information about our ratings
fees is available at www.standardandpoors.com/usratingsfees.

Page 2 of 2

Copyright © 1994-2006 Standard & Poor's, a division of The McGraw-Hill Companies

All Rights Reserved. Privacy Notice

https://www.ratingsdirect. com/Apps/RD/controller/Article?id=519077 &type=&outputTy...
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Rating Action

Moody's investors Service 5 JUL 2008

®
Ratlng Action: Duquesne Light Holdings, Inc.

MOCDY'S PLACES RATINGS OF DUQUESNE LIGHT HOLDINGS (SR, UNSEC. Baa3) AND DUQUESNE LIGHT
COMPANY (SR. SEC. Baa1} UNDER REVIEW FOR PQSSIBLE DOWNGRADE

Approximately $1.2 Billion Of Debt Affected

New York, July 05, 2006 ~ Moody's investors Service placed the ratings of Duquesne Light Holdings, Inc.
{Holdings) and its primary operating subsidiary, Duquesne Light Company, under review for possible
downgrade. This action follows today's announcement that a consortium led by Macquarie Infrastructure
Partners, has signed an agreement to purchase 100% of the equity of Holdings for approximately $1.6 biliion.
Ratings placed under review include the Baa3 senior unsecured debt of Holdings, and the BaaT senior
secured debt and Prime-2 commercial paper rating of Duquesne Light Company (the company has no
commercial paper outstanding).

The announced transaction, which has been approved by Duquesne'’s Board of Directors, values the
common equity of Heldings at $1.6 biliion; the Macquarle consortium will also assume Duquesne's existing
debt, $1.2 billion as of March 31, 2008 (including preferred and preference stock). The financing pian
includes approximately $770 million of incremental borrowings. The significant increase in additional leverage
has the potential to resultin a multi-notch downgrade for the holding company. Since the transaction is not
expected to resultin additional leverage at the operating company level, there is potential for a widening of
the notching between Holdings and Duguesne Light Company. The acquisition remains subject to a number
of reguiatory approvals and is expected to close in the first ‘quarter of 2007.

The review reflects the: expectation that a significant amount of incremental debt wifl be incurred at the
... holding company level, resulting in a materlally weaker financial profile, and considers that dividends from
I UDuquesne Light are a primary source of cash for meeting the needs of the parent company.

The review will also consider that the compaiy has significant capital needs fo support announced asset
atquisitions and capital improvement spending for utility dperations. In addition, the company is currently in
various stages of filing requests with the Pennsylvania Public Utility Commission and FERC for distribution
and transmission rate base increasss.

Headquartered in Pittsburgh, Pennsylvaria, Duquesne Light Holdirngs is an electric utility holding company.
Revenue for the vear ended Decemnber 31,.2005 was $922 million. lts primary operating subsidiary,
Puguesne Light Company, is primarily engaged in providlng transmission, distribution and supply of
electricity to approximately 587 thousand customers In Southwestem Pennsylva nia.

New York

Daniel Gates

Managing Director

Corporate Finance Group
Moody's Investors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653

Mew York

James O'Shaughnessy
Analyst

Corporate Finance Group
Moody's Investors Service
JOURNALISTS: 212-553-0376
SUBSCRIBERS: 212-553-1653

@ Copyright 2006, Moody's Investors Service, Inc. and/or ifs ficensors including Moody's Assurance Company, Inc,
. - . (together, "MOGDY'S"). All rights reserved.

"ALL INFORMATION CONTAINED HEREIN 1S PROTECTED BY COPYRIGHT LAW AND NONE OF SUCH INFORMATION MAY BE
COPIED QR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED,
REDISTRIBUTED OR RESOLD, OR STORED FOR SUBSEQUENT USE FOR ANY SUCH PURPOSE, IN WHOLE OR IN PART, IN ANY
FORM OR MANNER OR BY ANY MEANS WHATSOEVER, BY ANY PERSON WITHQUT MOODY'S PRIOR WRITTEN CONSENT, afl
infermatian contained herein Is obtained by MOODY'S from sources believed by it to be accurate and reliable. Because of the
possibility of human or mechanical error as well as other factors, howevar, such (nformation I8 provided "as is” without warcanty



of any Xing and MOODY'S, in particutar, makes no representation or wart anty, express or implied, as to the accuracy, tlmeilness,:
completenass, merchantability or fitness for any paiticular purpose of any such information. Under no circumstances shatl EXhl'b't J .
MOODY'S have any liability to any person or entity for (a) any loss or darmage in whole or in part caused by, resulting frem, or 1 GS"S
relating to, any error (negligent or otherwise) ar other circumstance or contingency within or puiside the control of MOQDY'S or
any of its dlrectors, officers, employees or agenls in connection with the procurement, collection, compilation, analysis,

~=07, interpretation, communication, publication or delivery of 2ny such infermation, or (b} any direct, indirect, special, consequential,

O compensatory or Incidental damages whatsoever (Including without limitation, lost profits), even if MOODY'S is advised In

H

advance of the possibility of such damapges, resulting from the use of or inability to use, any such information, The credit ratings
and financial reparting analysis observations, if any, constituting part of the information contained herein are, and must be
construed solely as, statements of opinion and not statements of fact or recommendations to purchase, sell or hold any
securities. NG WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETENESS, MERCHANTARBILITY OR
FITNESS FOR ANY PARTICULAR PURPOSE OF ANY SUCH RATING QR OTRER OPINION OR INFORMATION IS GIVEN OR MADE BY
MOODY'S IN ANY FORM OR MANMNER WHATSOEVER, £ach rating or other oplnlon must be weighed solely as one factor in any
investment decision made by or on behalf of any user of the information contained herein, and each such user must accordingly
make its own study and evaluation of each security and of each issuer and guarantar of, and each proviger of credit support for,
each security that it may consider purchasing, holding or seiling,

MOODY'S hereby dlscloses that most issuers of debt securities (including corparate and municipal bonds, debentures, notes and
commercial paper) and preferred stock rated by MOODY'S have, prior to assignment of any rating, agreed to pay Lo MOODY'S for
appralsal and rating services rendered by It fees ranging from $1,500 to $2,400,000. Moody's Corporation (MCO) and its wholly-.
owned credit rating agency subsldiary, Moody's Investors Service {M:S), alse maintain policies and procedures to addrass the
independence of MIS's ratings and rating processes. Information regarding certain affillations that may exist between directors
of MCO and rated entities, and between entities who hold ratings from MIS and have also publicly reparted to the SEC an
ownership interest in MCO of more than 5%, Is posted annually on Moody's website at www.moodys.com under the heading
"Shareholder Relatlons - Corporate Governance - Diractor and Shareholder Affiliation Policy.”

Meody's Investors Service Pty Limlted dees not hold an Austratian financlal services licence under the Corporations Act. This
credit rating opinion has been prepared without taking into account any of your objectives, financial situation or needs, You
should, before acting on the opinion, consider the appropriateness of the opinion having regard Lo your own objectives, financial

situation and needs.
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F itChRatiIlgS Fitch : Info Center : Press Releases

KNOW YOLR REBK

Fitch Comments on Duquesne Light Holdings following Acquisition Proposal Ratings
05 Jul 2006 3:11 PM (EDT)

Fitch Ratings-New York-08 July 2006: Fitch Ratings plans no immediate rating action for Duguesne Light
Holdings, Inc. (Holdings), and its subsidiary Duquesne Light Company (DLC) following the announcement of a
definitive agreement to be acquired by Macquarie Infrastructure Partners and Diversified Ulility and Energy
Trusts (Macquarie). As presently proposed, the acquisition will add considerable leverage, but also a well
funded ownership with the ability to invest substantial' new capital. Additional clarity regarding dividend policy
and/or other management fees and future on-going capital management practices will be critical elements in
determining the ultimate impact on ratings. Fitch will also consider whether traditional leverage measures are
appropriate in this type of ownership structure or whether additional leverage can be supported.

Macquarie has agreed to pay $1.59 billion for. Holdings outstanding common stock ($20 per share) and will
assume approximately $1.26 billion of consolidated debt and $148 million of DLC preferred and preference

. shares. Macquarie intends to fund the acquisition with $954 million of cash and a $638 million term loan.
Transaction costs and premiums associated with plans to refinance certain existing debt will add additional
leverage. Macquarie will also contribute an additional $141 million {$16 per share) in new equity to assist the
financing of Holdings prevaousiy announced acquisition of minority interests in the Keystone and Conemaugh
generating stations. The incremental equuty contribution replaces a previously planned equity offering for later
this year. The financing plan will result in a consolidated capital structure of approximately 60% debt and 40%
equity. The credit- metrics of DLC are unaffected by the transaction:

The transaction is subject to regulatory approval by the Penns&lvama Public Utility Commission and Federal
Energy Regulatory Commission, among others. For further information please refer to Fitch Rating's Duguesne
Light Holdings, Inc. and Puquesne Light Cornpany credit reports dated May 11, 20086.

Fitch's ratings for the Holdings and DLC are as follows:

Duquesne Light Holdings (formerly known as DQE Inc. )
—issuer Default Rating (IDR) 'BBB-',
~Senior unsecured 'BBB-. °

Duguesne Light Company
~|DR 'BBB-,

—~Senior secured 'BBB+,
—Preferred stock 'BBB-,;
~Short-term 'F2'.

Contact: Rajat Sehgal +1-212-908-0242 or Philip Smyth +1- 212-908—0531 or Robert Hornick +1-212-008-0549,
New York. )

Media Relations: Brian Berisch, New York, Tel: +1 212-808-0549,

Fitch's rating definitions and the terms of use of such ratings are available on the agency's public site,
'www.fitchratings.com'. Published ratings, criteria and methodologies are available from this site, at all times.
Fitch's code of conduct, confidentiality, conflicts of interest, affiliate firewall, compliance and other relevant

policies and procedures are also available from the 'Code of Conduct’ section of this site.
Copyright ® 2006 by Fitch, Inc., Fitch Ratings Ltd. and Its subsidlaries.

http:/fwww fitchratings.com/creditdesk/press_releases/detail cfm?print=1&pr_id=266171 1 2/29/2006




BEFORE THE
PENNSYLVANIA PUBLIC UTILITY COMMISSION
Docket Nos. A-110150F0035 & A-311233F0002
DUQUESNE LIGHT COMPANY

STATEMENT 4R

. REBUTTAL TESTIMONY
OF FREDERICK J. EICHENMILLER
ON SERVICE QUALITY AND RELIABILITY
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Please state your full name and business address.

My name is Frederick J. Eichenmiller. My business address is Duquesne Light
Company, 411 Seventh Avenue, Pittsburgh, PA 15219.

What is your position at Duquesne Light Company?

I am currently employed as the Director of Rates and Regulatory Affairs.

How long have you worked at Duquesne Light?

I have been emplc)yed by Duquesne Light Company (“Duquesne Light” or “the
Company’)} for over 33 years.

What are your qualifications and educational background?

I have a Bachelor of Science Degree in Electrical Engineering from Grove City Coliege,

and I am a graduate of the Management Program for Executives from the Katz Graduate

School of Business at the University of Pii:tsbu’rgh.- 1 am a licensed professional eﬁgineer
in the Commonwealth of Pennsylvania.

What has been your business experience?

I began my career as an electrical engineer with Duquesne Light in 1973, and I have over
313 years of varied experience in line, staff and adxrﬁrﬁstrative positions. [ have held line
positions related to almost all aspects of the distribution engineering, operations, and-
operations support functions. In addition, from 1987 to 1989, I served as Executive
Assistant to the President, CEO and Chairman of Duquesne Light, Subsequently, I held
the position .of Director of Operations Support, which provides supply chain (purchasing
and materials management), transportation and fleet management, and facilities
mémagement services for the Company. Since then, I have had management. and
leadership responsibilities for key processes that have direct impacts on system reliability

service restoration and customer satisfaction. Specifically, as Director of Work

CPH 381135v1
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Management and as Director of Operations and Underground, I have been responsible for
the company’s work management processes, including operations and maintenance
management, construction, engineering, and vegetation management. In these positions,
I had oversight of the company’s service centers located in communities throughout the
Duquesne Light service territory. In 2004, [ assumed my current position as Director of
Rates and Regulatory Affairs.

Please describe your current responsibilities as the Director of Rates and
Regulatory Affairs. ‘

I am responsible for the oversight and direction of activities related to Duquesne Light’s
rates and regulatory matters. My primary responsibilities are to assure continued
compliance with regulatory requirements, and to ensur.e that regulatory issues and
strategies are appropriately cqnsidered and deployed in Duquesne Light’s busiriess plans.

Additionally, the regulatory group is responsible for maintaining relationships with

. regulators and legislators at the state and federal level. More recently, my position has

involved responsibilities relating to the development, oversight and direction of
Duquesne Light’s recent distribution rate case filed at the Pennsylvania Public Utility
Commission (“Commission”) and Duquesne Light’s transmission rate case filing at
FERC. I am aléo responsible for Duquesne Light’s filing to provide Provider of Last

Resort service commencing Jénuary 1, 2008, which filing will be made in the first quarter

of 2007.

What is the purpose of your rebuttal testimony?

I 'will respond to proposals by the Office of Consumer Advocate regarding the

establishment of new and higher reliability and service performance standards for jusf

- Duquesne Light. I will do so by:

CPH 381135vI
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o Documenting Duquesne Light’s superior reliability and service quality
performance and explaining that this merger does not put that performance at risk;

o Explaining the service level standards, benchmarks, and reporting required by the
Commission to show that the scheme proposed by the OCA is unnecessary and
unfair; and |

o Identifying quantitative service standards, should the Commission decide that
some additional standards are necessary in this proceeding.

o Addressing the proposed merger conditions relative to the implementation of a
two-prong solar energy initiative and why they are unwarranted.

Please summarize Ms. Alexander’s testimony as you understand it.

Ms. Alexander first appropriately acknowledges that Duquesne Light is currently

providing high quality service to its customers. She then opines that the proposed

- acquisition'of Duquesne Light Holdings (“DLH”) by the Macquarie Consortium creates a

" substantial risk that Duquesne Light’s service quality will decline. She contends that

ratepayers should be protected_. against that risk by the imposition of a new set of
reliability and service quality standards apl;licable only to Duquesne Light and that
customers shquld be directly compensated for any violation of these standards through
rate refunds of up to $2.8 million per year.

Do you agree with Ms. Alexander’s concerns and her proposed solutions to those
concerns?

No, I do not. There are several serious problems with Ms. Alexander’s testimony,
Initially, there is simply no basis for Ms. Alexander’s concerns regarding Duquesne
Light’s service quality. Duquesne Light’s service reliability and quality is excellent

today, and this result is expected to continue in the future. As explained in Mr. Leslie’s

CPH 381135v!




e’

15
16
17
18

19
20
21
22

23

rebuttal testimony, the Macquarie Consortium is committed to a long-term investment in
Dugquesne Light and fully understands the regulatory compact, including the obligation to
provide safe and reliable service to customers. Qur commitment to provide higfl quality
service to customers will not change as a result of this transaction. As Mr. Leslie
explains, the transaction will improve Duquesne Lighf’s access to capital which is
essential to continuing to provide reliable service. And, there will be an opportunity to
apply best practices to improve service and operating efficiency. All else equal, the
proposed transaction will only enhance our ability to provide quality service to our

customers.

In this regard, it should be'emphasized that this is not the typical merger of two

. utility operating companiées, where there are likely to be substantial reductions in the

workforce and the relocation/centralization of uti_lity operations. In that type of
transaction there may be Iegiﬁmate concerns regarding future service quality that can be
appropﬁately addressed by the imposition of minimum service quality standards. Here,
however, we have a financial buyer; the Macquarie Consortium, Wﬁich will not be
operating the uﬁlity. Existing utility management will continue in place in Pittsburgh,
and there should be no .legiﬁmate concerns regarding future service quality.

What has the PUC required with regard to reliability and service standards?

Pennsylvania has adopt:cd a system of standards with regard to reliability of service and
reporting requirements relative to customer service quality issues. The Commission has
established reliability benchmarks and standards for Dugquesne Light in place today that
reflect sound industry performance measures. Reliabil.ity and customer service quality
performance is tabulated and reported by Duquesne Light consis‘_ceqt with Commission
set reporting requirements. 'fllis reporting is for a wide variety of customer service

4 -
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metrics reflecting reliability, service restoration, customer call perfc-)nnance, complaints,
billing, meter reading and other matters.

The Commissién’s reliability benchmarks recognize that system reliability
measurement should reflect long-term trends. The Commission recognizes that there is a
certain amount of normal variability from year-to-year, which is to be expected,
particularly when looking at a relatively short time frame.

For that reason, the Commission set a 12-month Standard that is 20% above the
benchmark fér all system reliability indices, and a three-year average Standard that is
10% above the annual benchmark. This standard for major EDCs is more stringent than
the standard for small EDCs.

The Commission states on its website that “Benchmarks are the Commission’s

goals for each utility on the number and duration of outages. Reliability is considered

. reasonable when the numbers fall between the benchmark and the percentage standards

described above.” The Commission also states in its Electric Service Reliability in
'f’-eﬁnsylvania: 2005 that: “If an electric distribution company’s reliability performance
does not meet Commission standarcis, the Commission may require a report discussing
the reasons for not meeting the standard and the corrective méasures the company is
taking to improve performance. In addition, Commission staff may initiate an
imfestigétion to determine v&hethlét an electric distribution company is providing reliable
service.”

What is Duquesne Light’s performance with regard to its benchmarks and
standards? -

During the past several years, Duquesne Light has consistently performed better than the

reliability standards and benchmarks. Duquesne Light is second best in the state in

CPH 381135v1



. 1 CAIDI and is the best in the state in SAIFI and SAIDI when compared to major EDCs.

2 OCA recognizes this overall level of performance in its testimony.
3 The chart presented by OCA on page 17 of its direct testimony is a good
4 representation of our performance and we believe it shows that Duquesne Light’s
5 improvement initiatives have resulted in very strong service performance over the past
6 few years. No other utility in the state would be subject to such strict standards as
7 _ proposed by OCA.
8 . In the Commission’s Report, Electric Service Reliability in Pennsylvania: 2005,
g it makes the following statements about Duquesne Light’s levels of service reliability:
10 “Duquesne’s overall performance continues to be better than the reliability
11 . standard. In fact, Duquesne’s 2005 CAIDI of 98 minutes was 10 minutes
12 ' better than the benchmark of 108 minutes.”
.. 13 _ o “Duquesne s reliability performance falls well within the parameters of
‘0)14 acceptability for both CAIDI apd SAITFI. VCAIDI has remained .
=15 consistently below 100 minutes over the past several years. Interruption
16 frequency dropped to 0.98 in 2:005, the_lowest since 1997.”
17 The Commission will begin enforcement of the three-year standard with the
18 submission .of the ;.ﬁnual reports &ue on or before April 30, 2007. Duquesne Light
19 . supports this method of establishing standards.
éO - Q. Can you establish how Duquesne Light has achieved this hlgh level of reliability
21 performance?
22 A, There are many integrated p'factices and processes required to obtain and maintain these
23 high levels of reliability performance. There is no single silver bullet. I will briefly
24 identify several of these practices that significantly impact reliability perforrnance.'
25 . (1)  AnEffective Vegetation Management (VM) Program.
26 . Certainliz the foundation and cornerstone of successful reliability effort in
?0\27 Pemlsylva-nia is contingent on a comprehensive vegetation contro] program. Duquesne

6
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Light’s Plan c':ontinues to maintain and have a positive impact on SAIDI and SAIFI trends
due to tree-related outages.
(2)  Enhanced Protection and Fusing Program of the 23 KV Distribution System.
Duquesne Light has developed and deployed a program to modify the protection
scheme and to install strategically located line fuses on distribution system circuit
branches. This practice has proven to have a positive impact on SAIF! and enables
troubleshooters to locate and repair fgult_ed portions of the distribution system more
quickly, positively impacting SAIDI.

(3)  Formalized and Disciplined Service Restoration and Storm Preparedness
Processes.

Duquesne Light has a well defined storm plan which has proven to mitigate the
duration of storm damage and to provide effective communications with the public and
customers during these periods.

(4)  An Automated 23 KV Distribution Control System with Centralized Control of
Line Sectionalizers. - '

Clearly Duquesne Light distinguishes itself from other utilities iri the state and in
the country with the level of automation and sophistication of its. automated distribution
control system. Duquesne Light extends its centralized control of automated devices well
beyond the fypical distribution substation, With over 1,000 pole mounted sectionalizers
and réclosers, its operating professionals at its centralized di‘stribution operations center
(“DOC”) have immediate notification of disturbances on its 23 KV distribution system.,
Additionally, within minutes and without dis_papching line workers, DOC operators can
isolate the fault and through remote switching ca.n' redirect and restore service to large

blocks of customers. This system allows operators to access real time system conditions,
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voltage and current, and to utilize remote switching to avert system overloads and other

abnormal system conditions,

Does the successful deployment of these reliability initiatives assure SAIDI, SATFI
and CAIDI standards and benchmarks are achieved?

No. While the successful completion and execution of these initiatives provides a high
level of assurance that Duquesne Light’s customers receive the high levels of reliability
they expect, factors outside of Duquesne Light’s control can have a significant impact on
actual results. Specifically, acts of nature and more severe weather patterns, contribute to
worsen reliability. For example, in July 2005, Duquesne Light’s service territory
experienced a mid-size storm ﬁlat contributed 10% of.the total SAIFI for the year.

During the past three years'D‘uquesne Light has experienced milder weather

“patterns from normal and this has contributed to the high reliability statistics. Seasons of

worse than normal weather patterns, will cause reliability statistics to worsen from the
existing high levels. For these reasons it is not pdssible to commit to the Igvel of
reliability that Ms. Alexander wishes to impose.

The Commission is well aware of the influence natural factors can have on
reliability and have introduced ohe-year and three-year standards for this eiact reason,

Are the additional requirements proposed by Ms. Alexander necessary to insure
reliable service to customers?

No, they are not. Ms. Alexander seéms_ to ignore the facf thét the Commission already
has very substantial powers to make sure that service quality does not deteriorate afier the
proposed acquisition. For example, as noted previously we have a duty to provide
reliable service, and the PUC has detailed regulations and reporting requirements, ability
to open investigations and hear complaints, ability to order corrective actions and impose
civil penalties and to reflect any service inadequacy in rate decisions. Another current

g
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example demonstrating the Commission’s authority is the Notice of Proposed
Rulemaking (NOPR), revising Chapter 57 to implement Inspection and Maintenance
Standards at Docket L-00040167. This clearly demonstrates the PUC has the authority
and whereabouts to establish reliability standards and regulations and that the
introduction of new penalty oriented standards as Ms. Alexander would suggest, are
unnecessary and unproductive. In my view, the Commission c¢learly has more than ample
authority to address any service quality issues.

Ms. Alexander’s proposals, reduced to their essence, would impose a completely
new and duplicative set of regulatory requirements which apply only to Duquesne Light
and nobody else, This is clearly not appropriate as part of a merger proceedings, and in
my view, would be extraordinarily pdor- public policy. The Commission has broad
powers regarding service quality and has exercised that authority to establish a
comprehen’sive; set of regulatory requirements, There is no basis to establish a new set of
standards; where the utility is currently providing excellent service, and there is no
factual basis to concll.}de that-this will not contique in the future. -

Do you agree with the overall structure of the regulatory standards proposed by Ms.
Alexander?

If OCA’s proposal were to be adopted, this would send confusing signals to other utilities
and in my opinion, seriously harm future reliability in the Commonwealth. Utilities in
the state would try to just meét the »_existing Commission standards but never to do any
better. And, why would they ever try to-perform better than the minimum standards if
they would end up with new, high standards difﬁcult to maintain if they were to become
part of an acquisition or other transactions? There would be no reward for good

performance and a penalty imposed upon them later should there be an acquisition.
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Essentially, utilities would be incented to maintain mediocre service and reliability. In
addition, 1 have several fundamental problems with her proposal. First, and most
impoﬁantly, 1 disagree with the “no fault” structure of Ms. Alexander’s proposals. Under

her new system of regulation, Duquesne Light would be subject to severe financial

penalties for any negative fluctuation in a series of service and reliability parameters.

This reflects a fundamental misunderstanding of utility operations. Service quality and
reliability can vary, within reasonable limits, over time, for a variety of reasons which are
completely beyond a utility’s control. Such variability proves nothing regarding the
overall quaiity of service provided. Also, as noted earlier, events outside our control can
significantly effect whether the company meets a standard. Further, it merits noting that
small lEDCs (like UGI) have a 135% degree of latitude because of their smaller service
territories aAndr fewer customers while Pénnsylvania major EDCs are held to a hi gher
standard(120% de;gree of latitude)} without regard to the size of their service territory.
Because of our small and concentrated service territory, a storm can have a
disproportionate effect on Duquesne.

Under OCA’s proposal, Duquesne Light would be subject to sigl_ljﬁcamt financial
penalties for events that were entirely beyond its control. Ms Alexander’s proposals, in
tﬁis context, are irraﬁonal and fundamentally unfair.’ To the exterit any new or more
stringent service qualify service standards were to be imposed in this case, and I believe
they are unnecessary, they should be based on longer-term averages for utilities in the
C;t)nnnonwealth and/or have a subéfanﬁal “flexibility” to reflect normal variations. There
should not be autematic penalties. At a minimum, the Company should have.an

opportunity, in an on the record proceeding, to explain the reasons for any decline in

10

CPH 381135v!



10

11
12
».

14

-

15
16
17
18
19
20
21
22

23

[ &

service quality, with remedial measures imposed only where there is a finding supported
by substantial evidence that the utility was affirmatively responsible for any sustained
decline in service quality.

Do you have other problems with Ms Alexander’s service compensation proposal?

Yes, I do. Initially, her selection of 1% of revenues as a measure of penalties is
inherently arbitrary. A $100,000 penalty for each percentage point decline’in any of her
service metrics is equally arbitrary and unsupported. Even more troubling is Ms.
Alexander’s statement that Duquesne Light would incur the maximum penalty only if
there were a catastrophic decline in service quality. This is simply false. A 2.8% decline
in each of the 11 would produce maximum penalty. This could be due to normal

variation or in the instance when a minor storm had an effect in SAIF1. Obviously, it

would take very little for Duquesne Light to incur the maximum penalty and the events

causing this could well be completely beyond our cbntrol. This is a very slippery slope.
The Commission should summarily reject such an arbitrary and unproductive approach to
service quality.

In addition, Ms. Alexander’s proposal is biased and asymmetric. If we are to be
penalized for downward movement in indices, this should be offset by upward
movements in rates or rewards to encourage the Company to further improve.

I am not aware of any instancé where the Commission has adopted Ms.
Alexander’s s;arvice compensation proposal. In fact, I note that OCA proposed the
service compensation in the FirstEnergy/GPU Merger proceeding and the Commission
speciﬁcally rejected it, stating as follows:

“that the penalty and restitution provisions of the SQI should be
considered only as guides for the Commission’s consideration in any
complaint brought before it as a result of the annual SQI report.”

11
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As 1 will explain later in this testimony, the Pennsylvania operations involved in
such merger, MetEd, Penelec and Penn Power, have significantly worse reliability
performance as compared to Duquesne Light. Given the Cominission decision in the
FirstEnergy case it certainly should not adopt the service compensation proposal in this
case, where in contrast Duquesne Light has been providing excellent service.

What is your proposal regarding service standards?

For the reasons set forth above, we do not believe there is any valid reason to impose
additional standards in this case. However, if any stiffer standards were to be adopted,
they should be the ones I will explain below. Finally, and perhaps most importantly, any
exceedence of those standards should be followed by a report from the Company
explaining the reasons for the departure from the standard and the actions the Company is
taking to improve service. The automatic and arbitrary imposition of a customer refund
is clez;rly inappropriate. |

If the Commission concludes that service quality standards must be adopted as a
condition to the merger, what would be the appropriate standards?

As noted, the Company has provided consistently high levels of service. If standards a-rf:
to bg adopted they should reflect thp Ievel:; of sérvice provided by the Company in the
past, they should provide flexibility for events that thg Company cannot control and they
should also reflect the levels of service that are being provided by other major ¢lectric
utilities in the Commonwealth.

How would you develop proposed stalidards?

I'would develop standards for two basic areas. These are service reliability and case of

customer access to the company. I will explain why I do not believe that there should not

12



unpaid bills.
3 Q. How would you develop service reliability standards?
4 A I would start with a review of the Company’s performance as compared to the other
S major electric utilities in the Commonwealth, Set forth in Table 1 below are the
6 performance statistics reported to the Commission for CAIDI, SAIFI and SAIDI for 2005
7 as compared to the Commission benchmarks and standards for each company.’
TABLE 1
Customer Average Interruption Duration Index (CAIDI)
EDC 2005 Benchmark Standard
Allegheny Power 195 170 204
Duquesne Light 98 108 130
Met-Ed (FE) 122 117 140
Penelec (FE) 151 117 141
Penn Power (FE} 151 101 121
PECO 99 112 134
PPL 125 145 174
System Average Interruption Frequency Index (SAYFI)
EDC ' 2005 Benchmark Standard
Allegheny Power 1.15 1.05 1.26
- Duqueste Light 0.98 1.17° 1.40
Met-Ed (FE} 1.70 . 1.15 1.38
Penelec (FE) 1.87 1.26 1.52
Penn Power (FE) 1.56 1.12 1.34
PECO 1.02 1.23 1.48
PPL 0.97 0.98 1.18
System Average Interruption Duration Index (SAIDI)
EDC 2005 Benchmark Standard
Allegheny Power 224 179 257
Duquesne Light 97 126 182
Met-Ed (FE) 209 135 194
Penelec (FE) 284 148 213
Penn Power (FE) 236 113 162
PECO 100 138 198
PPL 121 142 205

1 be standards for interactions with customers relating to payment of bills and collection of

! Pennsylvania Public Utility Commission Electric Reliability in Pennsylvania: 2005.
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As can be seen from the table, Duquesne Light has essentially the highest level of
performance on each of these metrics and also has the second highest benchmarks and
standards on average. Accordingly, Duquesne Light is already being held 1o a very high
standard by the Commission, relative to its peers.'

- In my opinion, our customers are adequately protected by these benchmarks and
standards for reliability. Nonetheless, if the Commission believes that closer monitoring
is justified given the merger, I would suggest that the Commission require a report if both
the SAIFI and SAIDI metrics exceed 1.29 and 153, respectively.

How have you selected these metrics and why have you focused on SAIFJ and
SAIDI?

[ have focused on SAIFI and SAIDI because the Company has the ability to implement
practices that directly impact these measures and has more direct ability to.affect
performance. The CAIDI statistic is calculated by the division SAIDI/SAIFL

The metrics I have chosen for SAIFI (1.29) ar-ld SAIDI (153), represent thé
standards the Commission uses for Duquesne Light’s three-year average performance.
Also shown in Exhibit FJE-1, are the three-year and one-year standards for each of.the
major electric companies. If the Commission wishes to monitor for decline in reliability,
it could require an annual report during the two-year stay-out provided to the
Commission and OéA, OTS and OSBA if SAIFI or SAIDI both fall below thie stricter
three-year standards in a one-year period. The repoﬁ would provide an explanation of the
reasons for exceeding those levels and would provide a basis for determining whether
there is an indication that further actions need to be taken. Inote that such report could
also explain that the one-year decline is the result of relatively hi;gh incidences of non-

major storms, which would indicate that the circumstances in the one-year period were
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unusual and that no corrective action was necessary. This clearly puts Duquesne Ligﬁt in
a position of tighter bandwidth of control and still utilizes a Commission approveci
process of maintaining “standards” and “benchmarks.”

For these reasons, there should be no automatic investigation. The Commission
can.determine, based upon such report, whether an investigation of reliability is

necessary.

Please address Ms. Alexander’s propesed service quality standards.

[ will first address standards she proposes in the area of ease of customer access to the
Company. These are: (1) Percentage of calls answered within 30 seconds; (2) average
busy out rate; and (3) average call abandonment rate.‘ Shown in Table 2 below are the
Company’s 2005 and average 2003 — 2005 performance compared to average 2003 —

2005 performance for Pennsylvania electric companies and the standard proposed by Ms.

Alexander.
TABLE 2 -
- Duquesne”  Duquesne 2003 - 2005 OCA’s
2005 2003-2005 PA Electric Proposed
Performance Performance Average Standard
Percent Calls Answered '
Within 30 Seconds 80.2% 79% 75% 80%
Average Busy/ . o '
Out Rate 0.02% 2% 2% 0.05%
"Average Call o 0 0 .
Abandonment Rate - 310% 3% 4% 3.0%

As shown in Table 2, Ms. Alexander again would hold Duquesne Light to its

2005 performance and require Duquesne Light to pay service compensation to customers

~even though it clearly and substéntially exceeds the average perforrﬁmce of other

Pennsylvania electric utilities. We believe this to be both unreasonable and unnecessary.
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The Company reports this data on an annual basis. Clearly the Commission has
the power to initiate an informal investigation, and, if necessary, a formal investigation if
Duquesne Light’s exemplary performance declihes substantially. Inote also that these
are all call center activities. Since there is no plan to move or consolidate call center
activities, as there likely would be in a merger of operating utilities, there is no basis to

conclude that there is likely to be a significant decline in these metrics. .

" If the Commission concludes that there should be specific metrics for ease of

customer access, how should they be set?

They should not be set based only on Duquesne Light’s very high performance in 2005,
but should reflect average performance of Pennsylvania electric utilities.

Please address Ms. Alexander’s proposed standards on billing and collection
activities. . -

Ms. Alexander proposed standards with regard to timely issuance of bills, issuance of
rteports on customer disputes, justified residential termination rates, justified residential
payment arrangement request rate and Jjustified residential complaint rate.

As to issuance of bills,-Ms. Alexander proposes that Duquesne Light guarantee
issuance of every bill on time every month with. nio exception. This is a standard of
perfection, and is unreasonable. There is no basis to conclude that issuance of bills will
be affected by this merger. Accordingly, no standard is necessary.

As to issuance of reports with regard-to cus‘tomer complaints, we do not agree that
it is productive to shorten the time period in issuing such reports. We take the time that is
necessary to investigate customer complaints to the Company carefullsf. In this regard, 1
note that our rate of infraction of Commission regulations on complaints filed with the

Commission is 6nly (.05% on average for the three years ending December 3 1, 2005, as
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compared to 0.10% on average for electric utilities. Clearly, the extra time and care that
is taken to review and resolve complaints is in the interest of our customers.

Please address Ms. Alexander’s recommendations on customer termination.

Ms. Alexander also recommends that Duquesne Light be held to a standard of 3%
termination per 1,000 residential customers. She notes our 2005 termination rate of
4.22% but states that this is not the result of changes in the Public Utility Code now
included in Chapter 14.

Ms. Alexander is incorrect in her conclusion about terminations and her
recommended standard would improperly interfere with Duquesne Light’s ability to
collect delinquent accounts.

Duquesne Light’s termination of customers increased in 2005 because
terminations have become more feasible as a result of rcgulatoryichanges and because
customers that can afford to pay bills were not paying them. I note that custome'rs
reconnected also increased from 58% of ?thOSe terminated in 2004 to 68% in 2005. These
activities reduced the aﬁearage balances from 2004 to 2005 by approximately 10%.
Duquesne Light should not be prohibited from using terminations to collect bills from
customers who can afford to pay them. I note in this regard that the Commission in its
recent management audit encouraged Duquesne Ligh’_t to attempt to reduce uncollectible
expenses. In this regard, I also note that Duquesne Light has an active and expanding
Customer Assistanice Plan (“CAP”) which provides discounts to low-income customers.
Duquesne Light has the highest percentage in the Commonwealth of identified low
income customers enrolled in its CAP program (65%) and the highest rate 'of retention of

CAP customers (94%). The program effectively assists low income customers.
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Please address Ms. Alexander’s proposal to establish standards for justified
residential payment arrangements and justified residential consumer complaints,

I note, again, that Duquesne Light performs well in these standards relative to the average
for other electric utilities. Shown on Table 3 below is a comparison of Duquesne Light’s
performance, the performance of other electric companies and Ms. Alexander’s proposed

standard.

TABLE 3
Duquesne Average PA OCA’s
2003-2005  Electric Company Proposed
12003-2005 Standard
Justified
Residential Payment 1.0 1.34 245
Arrangement Request Rate
Justified _
0.26 0.10

Residential Consumer . 0.10
Complaint Rate :

If standards are to be adopted with regard to .residential .complaint rates, we see no
reason for a standard in excess of that achieved on average by other companies. As to
residential payment arrangemeﬁt request rate, we note that OCA’s standard would be
acceptable if the Commission concludes that a standard is necessary, because it reflects
the fact that Duquesne Light has a higher percentage of payment troubled customers than
the average Pennsylvani'a electﬁc coﬂlpany. However, we are concerned with developing
standards for these matters because the statistics require subjectiye determinations as to
whether arrangements to pay bills offered by the company and complaints by customers
about such axrangeménts are “justified.” These matters are not black and white and do
not easily convert to a conclusion that the Company acted improperly. Furthermore, as
with termination of customers, these standards could unreasonably interfere with the

ability of the company to recover unpaid bills.
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What is Duquesne Light’s opinion with regard to proposed annual performance
standards for Lost Time Accident Rate proposed by OCA? '

Incidents conceming lost time generally are incurred by union employees located in the
field performing utility maintenance and construction work. Work environment and
safety are governed by the Occupational Safety & Health Act (OSHA). We report
regularly to OSHA, the agency, on incidents, our safety program, and compliance issues.
Also, OSHA regularly performs audits of our safety and incident reports. So this is an
area that is already fully regulated by government.

Moreover, this is an area that does not affect rates or customer service and quality,
areas which are governed by the PUC. The work envir.onment is an area that affects

labor and union matters Which the PUC avoids regulating. As such, we recommend that

. the Commission not adopt the OCA’s request to regulate this labor matter and conditions

negotiated by the union and the Company.

What are Duquesne Light’s intentions with regard to customer service and
reliability?

Duquesne Light’s approach to relif;bility and service has been to dgvélop and implement
best in class practices and to continue to advance processes that improve service to our
customers. We wish to be very clear that Duquesne Light and Macquarie Consortium
have no intention to have Duquesne Light’s service deteriorate. We will commit that
reliability and service standards will not deteriorate as a result of the merger. We cannot
commit, however, that the high levels of performance will not deteriorate due to
circumstances out of our control or for other reasons. Duquesne Light continues to épend
large amounts of money on its infrastructure to try to maintain and improve reliability,
As performance improves, it becomes harder and harder to further improve reliability, If

standards are set at the higher levels of reliability, many reasons outside of the control of .
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Duquesne Light could cause Duquesne Light to fail to meet such higher standards.
Dugquesne Light and our customers have enjoyed better than normal weather patterns for
the tast 3 years. If we return to more normal weather patterns with more frequent storms,
the reliability service quality statistics could fluctuate negativ_ely without any fault of
Duquesne Light. This is why we feel it is inappropriate to require Duquesne Light to
abide by new and very strict standards. Again, it is our intent to not only maintain
service but to try our very best to improve performance. But some of that is not within
our sole control.

Please summarize the key points of your rebuttal as it relates to Mr. Hughes’
testimony. -

Initially, I will state that Messrs. O’Brien and Leslie will respond to Mr. Hughes’
assertions that the merger, as proposed, ‘does not provide the requisite subsFantial
affirmative benefits in their rebuttal testimony. I will focus solely on Mr. Hughes’
proposed solar-energy merger conditions. Speciﬁca]iy, | lwill explain why this
proceeding is not the proper forum for these proposals, particularly in light of Duguesne
Light’s recent financial and bperational ‘commitments to the development of renewable
energy in its service ferritory in our recently approved rate case settlement. In addition,
with our publically stated intent to file our POLR IV plan in the 1* quarter of 2007, the
issues raised by Mr. Hughes are best suited to be addressed in that proceeding and in
Pennsylvania’s compétitive electric and alternative energy markets, |

Mr. Eichenmiller, would you please disct;ss those provisions of Dﬁquesne Light’s
recent base rate case settiement that are relevant to the solar energy initiatives
raised by Mr. Hughes? '

Absolutely. While it appears that Mr. Hughes acknowledges Duqilesne Light’s general

commitment to the environment, he fails to note our recent commitment to the
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development of renewable energy technology in settling our recent base rate case.

Specifically, the Pennsy]va-nia PUC recently approved the unanimous settlement reached

in Duquesne Light’s base rate case, which provides that:

. Duquesne Light will evaluate other parties’ proposals relating to energy
conservation and education, time of use metering and economic development in
developing its POLR 1V plan; and

J Duquesne Light’s agreement to provide $1.5 million/year for four years in
shareholder contributions to the Pennsylvania Energy Development Authority
beginning in 2007 to fund renewable energy projects that meet the requirements
of Tier 1 technologies specified in the Alternative Energy Portfolio Standards Act
(“Act 213”), which includes solar.

It is clear from these settlement provisions that Duquesne Light’s commitment to

renewable energy development and the; environment is more than “aspirational.” The

facts are that Duquesne Light has recently'provid‘ed tangiBle and very substantial benefits
fo the environms-mt and 4o our customers in this regard.

In light of the Company’s recent commitments to renewable energy development, do

you agree with Mr. Hughes tha}t further commitments are warranted as part of the

merger? o

No, I do not. The additional expenditures associated with the “utility-driven” solar

energy program evaluation (unspecified cost) and customer solar grant program (%4

million) are ill-advised and unwarranted.at this time. As set forth in the.Commission-
approved settlement of our rate case, the'$6.0 million in Duquesne Light contributions

will be administered by PEDA to fund renewable energy projects the meet the

requirements of Tier 1 technologies which includes solar energy as defined in
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" Pennsylvania’s Alternative Energy Poﬂfoli6 Standards Act. 73 P.S. §1648.2, Thus a

merger condition requiring Duquesne Light to expend additional funds and resources to
establish a company operated renewable energy program would be unnecessary as our
financial commitment to PEDA will serve to largely address the concerns raised by Mr.
Hughes, the development of solar technology in our service territory.

Mr. Hughes appears to support the idea of Duquesne Light establishing and
operating utility sponsored solar energy programs, do you agree?

| would recommend that the Comumission reject the solar energy initiatives proposed by
Mr. Bughes in their entirety. As noted above, Duquesne has already agreed to provide $6

million over the next four years to PEDA for use in promoting the development of

" renewable energy programs targeted to meet the Tier 1 requirements of Act 213, As

PEDA’S mission is to promote the development and use of Pennsylvania clean,
indigenous energy re;sources and to stimulate economic development and job
development in Pennsylvania’s energy section, they are best equipped to establish or
invest in such initiatives. In mS/ oﬁinion, it would be best to allow the Pennsylvania’s
competitive markets, PEDA and renewable energy providers to undertake the
development of these sort of initiatives. - Further, it would be a waste of resources to
require Duquesne Light to expend funds and staff resources on what appear to be largely
redundant activities. Also, it is important to note that Pennsylvania has established both
competitive retail electric and alternative energy markets. To require Duquesne Light to
provide additional funding beyond the commitments madé in its recent rate case is clearly
unwarranted.

Are there other processes or mechanisms in place to ensure that renewable
applications are implemented in the provision of electric service?

Without question. Under Pennsylvania’s Alternative Energy Portfolio Standards Act,
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Duquesne Light will continue to foster the development of renewable energy
technologies in Pennsylvania by its obligation to gradually increase the percentage of
electricity sold to our defauit service customers derived from alternative energy sources.
it is worth noting that Act 213 includes a “solar share” provision. That is, Act 213
provides a specific obligation for Duquesne Light relative to the use of solar photo-
voltaic resources to comply with its Act 213 obligations. Thus, solar energy will receive
heightened interest by Duquesne Light and the emerging altemative energy market as we
proceed into our POLR IV proceeding.

How does Duquesne Light intend to meet its Act 213 obligations?

As noted above, Duquesne Light is currently working on itslfourth transition plan for
providing default service (POLR) as the current plan expires December 31, 2007. Asa
tesult the company will be filing its POLR IV plan for new default service provisions in
the very near term. In light. of the passage of Act 213, Duquesne Light’s POLR IV plan
will specifically address how we intend to meet our Act 213 obligations as our

compliance period under Act 213 begins on January i, 2008. Therefore, it is my

_ opinion that the issue of solar energy initiatives in the merger case is misplaced as it is

more appropriate for these discussions to be considered in the impending POLR IV
proceeding which is expected to be filed in the first quarter of 2007.
How da you respond to Mr. Hughes position that if Duguesne does not implement

his solar energy conditions it will not fulfi]l its stated commitment to customers, the
environment and communities?

The stated commitment to which Mr.. Hughes refers is simply that “the Macquarie
Consortium and Duquesne Light share a:strong commitment to customers, the
environment and to the communities in which they provide service.” Duquesne Light’s
strong commitment 1s already shown through its current efforts to benefit its customers,
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the environment and the community and this commitment will continue, As a result, Mr
Hughes recommendations are not required for Duquesne Light to show its commitment.

Do you have any additional concerns relative to the proposed solar conditions
recommended by Mr. Hughes?

Yes.' Based upon a settlement term in the PECO/Unicom merger, Mr. Hughes
recm.nmends that Duquesne be required to commit an additional $4 million in
shareholder-ﬁm.ding to establish the “Duquesne Company Solar Initiative.” As
de'mlonstrated in the attached Citizen Power interrogatory responses, ;mr aitempts to
identify the specifics of Mr. Hughes’ proposal and supporting evidence of the local
customer interest, the potential for success of sﬁch a pfogram in southwestern
Pennsylvania and an appropriate funding mechanism for the solar energy initiative
proposed by Mr. Hughes yielded little information. (Exhibit FJE-2) Again, while it is my
opinion that this issue is best suited for oﬁ upcoming POLR IV proceeding, | conclude
that it would be ill advised for the Commission to earmark $4 miilion in funding to a
program which is ill defined, focused solely on the generation of solar energy and that
lacks any specifics including a cost/benefit study.

Please summarize your testimony.

As to reliability and service quality, Duquesne Light has provided the best overall service
of the major electric utilities in recent years. This does not happen without a commitment

from Senior Management to service., There is no basis to conclude that our Senior

Management team will reverse course because of the merger. The Commission has

standards of service and requires utilities to report as to their progress in meeting such
standards and Duquesne Light has put in place processes and facilities that will continue

to provide the best assurance that it will continue to provide a very high level of service

24
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System Average Interruption Duration Index Exhibit FJE -1
2003-2005 12-Month | 3-Yr Avg
Company 2003 2004 2005} 3-year Average|Benchmark Standard | Standard
Duquesne Light 110 .95 97 ' - 101 126 182 153
Allegheny Power 270 216 224 2371 1791 - 257 217
FE - Penn Power 192 - 172 236 200 113 162 136
FE - Penelec , 239 248 ) 2841 - 257 1438 213 179
FE - Met-Ed 140 197 © 209 182 135 194 163
PPL 107 ‘ 173 - 121 134 142 205 172
PECO 103 106 100{ " - 103 138 . 198 167
System Average Interruption Frequency Index
- 2003-2005 12-Month | 3-Yr Avg
Company 2003 2004 _ 2005|3-year Average{Benchmark | Standard | Standard
Duquesne Light 1.30 1.03 0.98 1.10] . - 1.17 1.40 . 1.29
Allegheny Power 1.25 © 113 1.15 1.18 1.05] . 1.26 1.16
FE - Penn Power - 1.51 1.43] . 1.56 : 1.500 0 0 112 1.34 1.23
FE - Penelec 1.60 1.77 1.87] . 1.751 1.26] . 1.52 1.39
FE - Met-Ed . 1.23 1.54 - 170 1.49 115 . 1.38 1.27
PPL 0.88 1.09 0.97 0.98 0.98 1.18 1.08
PECO 1.00 0.98|. '1.02 1.00 1.23] - '1.48 1.35
Customer Average Interruption Duration Index
. 2003-2005 12-Month | 3-Yr Avg
Company 2003 2004 2005|3-year Average|Benchmark | Standard | Standard
Duquesne Light 85 921 . 98 92 108 130 . 119
Allegheny Power 216 190 ©195 200 ' 170 - 204 187
FE - Penn Power . 127 120 151 133 S 10l 121 111
FE - Penelec 149 140 151 147 117 141 129
FE - Met-Ed 114 128 122 121 117 140 129
PPL 121 . 159 125 135 145] 1741 . 160
PECO 103 104 99 1021 . 112 i34 123
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. Exhibit FJE-2
DUQUESNE LIGHT COMPANY, ET AL.
DOCKET NOS. A-110150F0035 AND A-311233F0002
RESPONSES OF CITIZEN POWER,.INC.
TO INTERROGATORIES OF DUQUESNE LIGHT COMPANY SET |

-satisfy the substantial affirmative beneﬁts test without providing any environmental
benefit.

INTERROGATORY NO. 2

2

On page 7 of Mr. Hughes' testimony, it is recommended that Duquesne be required to
fund a solar program similar to the one in place in the PECO service territory.

(a) Identify the proceeding in which such program was adopted, provide all testimony
exhibits and data/interrogatory responses relating to environmental proposals in
such proceeding and provide a copy of any settlement, recommended decision and
final order in such proceeding,

{b)  Were there contentions by PECO or any other party in such proceeding that there
would be synergy savings available to fund such program in the proceeding
identified in answer fo part (a)? If so, provide all testimony and exhibits
referencing such synergy savings.

(c) Were there alleged benefits to PECO or its affiliated companies resulting from
combination of generation assets as a result of the transaction in which PECO
agreed or was directed to adopt its “Solar Initiative?”

- RESPONSE TO INTERROGATORY NO. 2

2(;1)

It is Mr. Hughes’ understanding that the solar program in the PECO service territory
described in his testimony was funded and implemented as the result of a settlement in
PUC Docket No, A-00110550F0147, Application of PECO Energy Company Pursuant to
Chapters 11, 19, 21, 22 and 28 Of the Public Utility Code, For Approval Of (1) A Plan of
Corporate Restructuring Includmg the Creation of a Holding Company and (2) The
Merger of the Newly Formed Holding Company and Unicom Corporation. Although Mr.

Hughes recalls reading the Commission order approving the settlement when it was
issued, Citizen Power was not a party to this PUC proceeding, and, to the best of Citizen
Power’s knowledge after reasonsble search, Citizen Power does not have any of the
documents requested in the question in its possession, custody or ¢ontrol. * Citizen Power
notes that PUC-issued documents in the case are generally available on the Commission’s
website. Cltlzen Power further notes that, in addition to the extensive information about

-the solar program included in Exhibit DH-2, certain information about the solar program

in the PECO territory is available on the website of the Sustainable Development Fund

~ for the PECO territory: http://www.trfund.com/sdf/index.html,

_Sponﬁor: David Hughes

Executive Director
Citizen Power, Inc.
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Exhibit FJE-2

DUQUESNE LIGHT COMPANY, ET AL.
DOCKET NOS. A-110150F0035 AND A-311233F0002
RESPONSES OF CITIZEN POWER, INC, .
TO INTERROGATORIES OF DUQUESNE LIGHT COMPANY SET 1

Mr. Hughes does not know whether any such contentions were made. See also the
response to subpart (a) above,

Mr. Hughes is not certain what the question means by “combination of generation
assets.” To the extent Duquesne is requesting information concemning allegations that the
proposed PECO-Unicom merger would provide power supply benefits to PECO and its
affiliates as a result of a merger with a company that may have controlled generation
assets, Mr. Hughes does not have any knowledge of any such allegations. To the extent
the question is asking whether there were allegations that PECO and/or its affiliates
would benefit from diversifying its power supply portfolio by increasing its solar power
resources, Mr. Hughes is unaware of specific allegations in the PUC proceeding -that a
solar program would benefit PECO. However, it is Mr. Hughes’ understanding, as set
forth more fully. in his testimony and exhibits, that both “utility driven” and “customer
driven” solar programs such as the ones described by Mr. Hughes generally are expected
to provide benefits to utilities implementing such programs. See also the response to
subpart (a) above. '

INTERROGATORY NO. 3

- 3.

Has Citizen Power made any comparison of the number of customers likely to be

- interested in a “Solar Initiative” in PECO’s versus Duquesne’s service territory? If so,

please provide such analysis.

RESPONSE TO INTERROGATORY NO. 3

No.

4.

INTERROGATORY NO. 4

Referencing to page 9 of Mr, Hughes’ testimony, concerning the proposed expansion of

LIURP to 4,000 customers per year:

(@  Is it Mr. Hughes’ position that all customers of LIURP at or below 150% of the
poverty level will be willing to participate in the LIURP funding?

() Provide all information available to Citizen Power concerning LIURP
participation levels (percent of customers contacted that agree to participate) by
utility in Pennsylvania.

. Sponsor: .  David Hughes

Executive Director
Citizen Power, Inc.
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Please state your full name and business address.

My name is Susan S. Betta, My business address is 411 Seventh Avenue, Pittsburgh,

PA 152109.

What is your position at Duquesne Light Company (“Duquesne Light” or
“Company”)?

I am the Controller at Duquesne Light.

What are your qualifications, work experiencé -and educational background?

I graduated from Franklin & Marshall Coliege with a Bachelor of Arts degree in
Accounting in 1991. I was employed with KPMG Peat Marwick as an auditor for
seven yeérs, apd I was -a Senior Manager when I left the firm. I have Eéen émploycd
with Duquesne Light or an affiliate of Duﬁuesne Light éince 1999. I spent the first
year at an affiliate, DQE Financial, and have spent the past seven years at Duquesne
Light, 1 have Been Controller at both Duquesne Light Holdings (“DLH”) ‘and
Dﬁquesne Light since August 2003. My current responsibilities include overseeing
the accounting, reporting and budgeting functions for Duquesnie Light and DLH.
Prior to August 2003, I served in various positions at the company, including
Assistant Controller of both DLH and Duquesne Light. I am a Certified Public
Accountant, and a member of both the Pennsylvania and American Institutes of

Certified Public Accountants.

CPH 381212vi



10
11

12

14
15
16
17

18
19
20
21
22

23

Have you ever testified before this Commission?
I provided written testimony before the PUC at Docket No. R-00061346 — Duquesne

Light’s most recent distribution base rate proceeding.

Please briefly describe the subject matter for your testimony in this proceeding.

The purpose of my testimony is to respond to issues raised by Richard J. Hudson, Jr.
in his festimony submitted in this case on behalf of Strategic Energy, LLC
(“Strategic”) and the Retail Energy Supply Association (“RESA”™). Specifically, 1
will address issues Mr. Hudson raised regarding the potential antico;npetitive effects
of alleged direct or indireét cross-subsidization of .Duquesne Light Energy (“D_LE”)
by other Duquesne Light companies, and the extent, if any, to which the proposed

merger may exacerbate these purported effects.

Please summarize your conclusions,
DLH and Duquesne Light properly allocate costs among their subsidiaries and/or
affiliates and have protections in place to separate regulated and unregulated business
activities. This conclusion has been confirmed by two recent audits by independent
regulatory bodies. Further, while Duquesne Light has a full-reqpirements supply
agreement with Duques_ne Power (“DP”) to supply default service for residential and
small con.lmercial, and industrial custorners, that supply ageeﬁent does not
improperly subsidize the businqss activities of Duquesne Light’s retail affiliate, DLE.
Finally, Duquesne Light agreed as part of the Commission-approved settlement of

its recent distribution rate case to submit an analysis addressing whether any portion
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of Duquesne Light’s operations is subsidizing its affiliates, including its affiliate
electric generation supplier, DLE, as part of our upcoming Provider of Last Resort
(“POLR") IV filing. We have completed that analysis, and based on that analysis we
have made several minor revisions to our cost allocation process. | will also describe

these revisions in this testimony.,

Cost Allocation Procedures

Describe how the Company identifies work performed by Duguesne Light
employees for its affiliates, including both DLE and DP?

Duquesne Light uses a two-step process to ensure costs are assigned and allocated to

_ the proper corporate entity. First, where appropriate, costs are directly assigned to

affiliates to ensure that the relevant cost is accurately reflected at the proper company.
For example, afﬁliat'e employees, rent and office supplies, are directly accounted for
and incurred by the affiliates to ensure that these costs are separated from the

regulated utility or DLH. Second, Duquesne Light’s and DLH’s administrative costs

are reviewed to determine those functions that provide services to affiliates, so that an

appropriate allocation of these cbsts’ can be made.

- Do Duquesne Light’s affiliates have employees of their own, and do they have

their own directly incurred costs?
Yes, there are employees at essentially all of Duquesne Light’s affiliates, and there is

a separate payroll processed for each of these companies, such that the salaries and
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related incentive compensation for these employees are captured directly at the
affiliates. In addition, the affiliates incur their own direct charges for items such as

consultants, computers, copiers, office supplies, and other items.

Are there certain Duquesne Light costs that are either directly assigned to
affiliates, and if so, please provide an example of the types of costs, and describe
how the assignment or .zlllocation is determined?
Duquesne Light assigns certain costs to thé affiliates, such as rent, insurance,
healthcare benefits for employees of the affiliates, as well as other general expense
items, such as cell phones, for example. In order to determine the arnouﬂt of rent
charged to each affiliate for the amount of space affiliate employees occupy in our
headquarters building, the budgeting department receives an annually updated
drawing of the building identifying thg space occﬁpied by each cost center or affiliate.
Based on the amount of square footage each affiliate occupies, along with an
allocation of tho_:a common space in the building, the amount of rent to be assighed to
the affiliate is determined. In fact, both DP and DLE, along with other affiliates, are
parties to sublease agreements with Dli’quesne Light that ha__ve been filed with and
approved by the Commission. These subleases pass on Duquesne Light’s costs under
the master lease agreement.

The process followed for insurancé is similar. If there is a specific insurance
policy that relates solely to the affiliate, it is difectly assigned, with this determination
made annually by our insurance department. In addition, Duquesne Light has

contracts with healthcare providers to provide benefits to all of its and its affiliates’
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employees. The affiliate employees are separately identified so that we can
accumulate the healthcare and dental benefits used by the affiliates’ employees and
charge them for the costs incurred. For affiliate employees who have cell phones or
other electronic devices for which there is a separate monthly charge, our information
technology department has each device separately identified such that the affiliate is

charged directly for the actual amount incurred by its employees.

Are the affiliates directly charged costs associated with any letters of credit or
surety bonds issued on their behalf?
Yes, letter of credit and surety bond fees are charged directly to the affiliate that

requires these items.

Please explain your admmistraﬁve allocation process.

The administrative allocation process begins when cost centér managers submit their
budgets for the following fiscal year. The budgets are prepared on an annual basis,
including detail by month. The budget templates compiled by cost center managers
include a page for afﬁliate charges. On this page, cost center managers list each
er';:tployee who provides services to an affiliate. If a cost center manager’s budget
includes specific expenses pertaining to an affiliate, that cost is also identified, so it

can be properly allocated to the affiliate.

How is the information from each of the cost center managers compiled?

CPH 381212v] . 5



Once all of the cost center templates have been completed and returned to the
Budgeting Manager of Duquesne Light, the affiliate charges from each cost center are
assembled on one report called the “Monthly Administrative Costs Allocation.” This
report identifies the costs allocated to affiliates on a monthly basis. In calculating the
monthly charge for employees who provide services to affiliates, the employee’s
salary, incentive compensation and fringe benefits are included. This process ensures

that fully loaded employee costs are allocated to affiliates.

Is the information updated during the year, or are the initial allocations used for
the entire year, regardless of changes that may occur?

Each cost center manager receives notification at the beginning of each quarter of the
current cost allocations, including the percentage of the time being allocated as well

as a detailed listing of other costs that are being allocated. The cost center managers

‘are asked to verify that both the percentage of time and total cost allocations for the

most recent quarter are appropriate, or to indicate how the amounts should be updated.

In addition, the cost center managers are asked to provide revised estimates of the

-percentage of time and other cost allocations that should be utilized for the quarter

that has jﬁst begun. Once this information has been collected by ﬁle Budgeting
Manager, a true-up entry is made for any revisions required for the quarter that has
just ended, and the new allocation amounts are entered into the Monthly
Administrative Costs Allocation report. These amounts then become the allocation
for the quarter until the beginning of the following quarter, at which time the

verification and revision process is repeated. In mid-December, the fourth quarter’s
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-, 1 allocations are verified with the cost center managers such that any final adjustments

2 required for the year can be made in the month of December in order to properly

3 reflect the costs for the year.

4

5 Q. Do you believe that éost center managers are aware of the importance of these

6 cost allocations to affiliates?

7 A. Yes, I do for two reasons. First, effectively managing budgets is a priority at

8 ' Duquesne Light. Cost center managers are held accountable to ensure that they are

9 properly managing costs and resources. Second, either the Budgeting Manager or ||
10 as part of our annual budgeting process, spbke directly with almost every single cost
11 center manager who allocates costs to affiliates. During these conversations, we

L 12 discussed the process that they and their employees use to defermine the allocations
“.)13 to affiliates,

14
15 Q. Do you allocate costs to affiliates for either the revolving credit arrangement
16 maintained by DLH or any guarantees provided by DLH on behalf of affiliates?
17 A, A portion of the fees associated with DLH’s revolving credit arrangement is allocated
18 to the affiliates, whd benefit from its av:ailability. DLH als.o has provided somé_
19 = patent guarantees on behalf of affiliates, but since there is no specifically incurred
20 cost related to the issuance of this guérantec, no allocation of costs is appropriate.
21
22 Q. Has the Company recently conducted a more detailed review of its cost
23 _ allocation procedures?

’ g
I
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Yes, as | noted above, Duquesne Light agreed, as part of the settlement of its most
recent distribution rate case, to submit an analysis addressing whether any portion of
Duquesne Light’s operations is subsidizing its affiliates, including its affiliate, DLE

as part of our upcoming POLR 1V filing with the PUC.

Has the Company completed this analysis, and have you implemented any
changes to your cost allocations as a result of this analysis?

We have completed this analysis, and have implemented some changes to our cost
allocations. For example, in preparing that analysis we discovered that we had not
historically charged affiliates a general corporate overhead allocation to cover items
such as a rent charge for the percentage of space occupied by employees who provide
services to an affiliate, and a supplies charge for supplies the employee may use in
providing services to affiliates. Asa i‘esult, we reviewed our allocations, and as of
December 31, 2006; _zi general corporate overhead allocation was calculated in order
to charge affiliates for these costs in 2006. The amount of this general corporate
overhead allocation was not materiai. This allocation will be used in the future as

well to ensure that affiliates are charged appropriately for this overhead cost.

Were- there other changes resulting from the analysis performed for the POLR
v 'case? |

Yes, our analysis showed that the historical focus of the cos;t center managers has
been on allocating costs out of the regulated utility, Duguesne Light, to ensure that

ratepayers are not paying for costs properly allocated to unregulated affiliates.
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However, in certain instances these costs were simply allocated out to DLH and were

not reallocated to an affiliate.

Can you.provide an example?

There are employees, such as myself, as an example, who do not perform a day-to-
day function that is directly related to one affiliate, but rather provide general
oversight to all affiliate companies. In instances such as this, there was an allocation

of the employee’s time out of Duquesne Light, but this allocation may have been

- made to the parent company, DLH, instead of to one or more affiliates, such as DP or

"DLE.

Have you taken any action to augment this allocation procgss?

Yes we have. We believe thaﬁ our affiliates should be allocated their appropriate
share of costs based on the scope and nature of the work and services provided, and
thus as of December 31, 2006, we have allocated a portion of the costs that would
have otherwise resided at DLH to Duquesne Light’s affiliates, including DP and
DLE. We will continue these allocations in the future as well to ensure that

Duquesne Light’s affiliates are charged appropriately.

Are any costs incurred at DLLH allocated to Duquesne Light and other affiliates?
Yes, as an example, the cost associated with the Chief Executive Officer’s (CEO)
office was incurred at DLH, and a portion of this cost was allocated to Duquesne

Light. ‘As of December 31, 2006, we have also allocated a portion of the CEO office
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costs to Duquesne Light’s affiliates, including DP and DLE. We will continue these
allocations in the future as well to ensure that Duquesne Light’s affiliates are charged

appropriately.

Has the Federal Energy Regulatory Commission (“FERC?”) recently conducted
an audit of DL.H or its subsidiaries?

Yes, the Division of Audits within the Office of Enforcement of FERC has recently
completed an audit of Duquesne Light to determine whether: (1) Duquesne Light is in
compliance with Standards of Conduct and OASIS (open access same time

information system) requirements; (2) Duquesne Light’s transmission practices are in

- compliance with applicable FERC rules and regulations as well as applicable open

access transmission tariffs; and (3) DLH’s wholesale electricity marketing unit is in

complhiance with its market-based rate authority.

What period did the FERC audit cover, and could you provide a few details?

The audit covered the petiod from January 1, 2004 through February 28, 2006, The

audit was conducted by approximately six FERC employees with assistance on a

more limited basis from others. It has lasted for over a year and is nearing the

issuance of a final report.

Did the FERC audit review cost allo_cations?
Yes, there was a thorough analysis of cost allocations, and it was determined by

FERC that our cost allocation procedure is proper and accurate. FERC, in its draft
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report, recommended that we perform a further check of actual cost allocations by
confirming, after the fact, employees’ actual allocation of t.ime. We have already
implemented this recommendation through the procedures we described above,
whereby final adjustments are made in the month of December in order to properly

reflect the costs for the year.
Did the PUC recently conduct a management audit of Duquesne Light?
Yes, in 20035 we had a thorough audit by the PUC staff. Cost allocation was reviewed

in detail by the PUC and found to be appropriate and accurate.

So two recent audits have reviewed this alleged subsidization issue raised by Mr,

| Hudson and found your procedures to be fair and proper?

Yes. Both the PUC and FERC have found no cross-subsidization. Also, in the FERC
order approving the proposed merger, issued on December 22, 2006, FERC
specifically examined whether the merger could cause cross-subsidization between
the utility and otﬁér energy affiliates. FERC foﬁnd no concerns in the merger order

and found that there was no cross-subsidization.

Duquesne Light’s Full-Requirements Supply Agreement with Duquesne Power

Duquesne Light has a full-requirements supply agreement with DP, Does DP

have a full-requirements supply obligation with any other company?
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Yes, in addition to being the full-requirements supplier to Duquesne Light, DP also

has a separate full-requirements supply obligation to another affiliate, DLE.

What is DP required to provide under tile full-requirements contract it has with
Duquesne Light?

Duquesne Light's full-requirements supply agreement with DP covers the costs
(including energy, capacity, related ancillary services and other costs a;ld risks)
associated with default service. The supply agreement was filed with the
Commission in Duquesne Light’s POLR III proceeding and clearly delineates DP’s
supply obligations related to default service supply and the total price for those

services. DP is responsible for planning, procuring, and scheduling electricity supply

_to serve Duquesne Light’s default service load. These costs are incurred at DP and

-are recovered in the rates charged to Duquesne Light.

Since this arr-angexﬁent deals with wholesaie power costs, FERC regulates this
matter. FERC approved DP selling power to DLC at market-based r.ates in 2004,
After review, FERC explicitly gfanted a waiver from the affiliate standard.
Additionally, as noted above, FERC’s recent audit found no subsidization as well, nor

anything improper or inappropriate with this wholesale power agreement.

‘How is DP compensated under this arrangement?

The compensation paid to DP is based on the rates charged to POLR customers
supplied by Duquesne Light. Those rates were subject to hearings and Commission

review and ultimately approved by the Commission, The Commission determined
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that Duquesne Light demonstrated that these rates represented prevailing market
prices over the POLR III period. Furthermore, PJIM costs related to administration,
market expansion, and other management services are explicitly recovered in
Duquesne Light’s generation rates charged to retail customers as specified in
Duquesne Light’s Retail Tariff, Rider 1. These PJM costs are not included in the
distribution rates charged by Duquesne Light. Duquesne Light charges its POLR
customers a generation rate based on the number of kW and/or kWh consumed.
From this amount, Duquesne Light remits a payment to DP net of Pennsylvania gross
receipts tax. This is the total compensation that DP receives from Dugquesne Light

under its full-requirements supply arrangement.

is Duquesne Light paying DP for services such as scheduling; load balancing, or
ancillary services for both Duduesne Light and DLE?

No, DP only recl:eives compensation under the full-requirements contract with
Duquesne Light for the costs associated vs;ith providing default service. Duquesne
Light does not pay DP for such costs related to unregulated supply to DLE. The
supply agreement was develop.ed and the POLR I1I rates were proposed in 2003.

DLE did not begin actively marketing to retail customers until late 2004,

Does this conclude your testimony?

Yes.
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Introduction
Please state your name and business address.
My name is Neil S. Fisher. My business address is 30 Monument Square, Suite 105,

Concord, MA 01742,

What is your current position?

[ am a Principal with The NorthBridge Group (“NorthBridge”), an economic and
strategic consulting firm for the electric and natural éas industries. NorthBridge has
advised Duquesne Light Company (“Duquesne” or “the Company™) on restructuring

matters for many years. I have advised Duquesne on rate design and rate matters,

© including issues relating to its provider-of-last-resort service (“POLR” or “default

service”) since the start of retail access, including Duquesne’s pilot, POLR I, POLR 11,
and POLR III programs. Most recently, I have been assisting the Company develop its

default service filing for the period 2008 through 2010.

Please describe your educational and professional experience,

I graduated from Swarthmore College with a Bachelor of Arts degree in Economics with
Honors. 1 graduated from Yale University with a Masters in Business Administration. I
Jjoined NorthBridge in 1993. Before that, | worked as a consultant at Putnam, Hayes &
Bartlett, where I concentrated on electric -.and natural gas restructuring. As a consultant, I
have assisted regulated electric utility clieﬁts in several states design default service and
prepare for retail access. I have also developed strategies for unregulated retail electric

providers interested in participating in retail markets throughout the United States.
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Did you sponsor direct testimony in this proceeding?

No.

Have you testified previously before the Pennsylvania Public Utility Commission
(*“Commission®)?

Yes, 1 testified in Docket R-00061346, Duquesne’s most recent distribution rate case,
Docket P-00032071, Duquesne’s Petition for Approval of Plan for Post-Transition Period
POLR Service (“POLR III”), and in Docket P-00021969, Duquesne’s Petition Requesting
Modification to POLR II Plan to Permit Participation in PJM. 1 also participated in

Duquesne’s POLR II collaborative led by several Pennsylvania Commissioners.

What is the purpose of your rebuttal testimony?

I address the concerns and recommendations voiced by Witness Richard J. Hudson, Jr.,
on behalf of Strategic Energy (“Strétegic”) and certain unidentified members of the Retail
Energy Supply Association (“RESA”), ! that the proposed acquisition of Duquesne Light
Holdings (“DLH") by the Macc';garie Consortium (“Macquarie”) “may have
mﬁmﬁpetitive effects that will frustrate-the continued development of a competitive
retail market for eléch*icity in Duquesne’s service territory.”” 1do not respond to Mr.
Hudson’s statements and recommendations regarding the economic development

discounted rate program. This issue is addressed in Mr. O’Brien’s rebuttal testimony.

! As stated in footnote 1 of Mr. Hudson’s testimony, it is not clear which members of RESA
support the views expressed in his testimony.
? SE/RESA Statement No. 1 at 3 (emphesis added).

2
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Q. Piease summarize your conclusions.
A.

I conclude that Mr. Hudson’s arguments are without merit and that his recommendations

should not be implemented. Specifically, I conclude that:

CPH 381243v1

Mr. Hudson’s arguments are based on speculative assumptions that cannot be

supported.

Specific claims made by Mr. Hudson to support his arguments are incorrect:

a) Duguesne Light Energy’s (“DLE”) small number of employees does not
support Mr. Hudson’s conclusion that DLE is being subsidized by other
Duquesne companies. -

b) Contrary to Mr. Hudson’s claims, the economies of scalé that Duquesne
Power (“DP”), Duquesne’s unregulated wholesale supplier, may achieve by
supplying wholesale power to both DLE and Duquesne are available to other

' whqllesale suppliers in the market, so DLE receives no unfair advantage by
being supplied by DP.

¢) Duquesne’s POLR rates do not subsidize DLE, and Mr, Hudson provides no
specific evidence that D-uquesne’s recently approved distribution rates
subsidize DLE. |

d) DLH’s credit support to DLE does not represent an unfair advantage for DLE
over other competitive suppliers.

Even if Mr. Hudson’s arguments had merit, this does not suggest that the

Commission should reject the proposed acquisition. |

The Commission should not adopt Mr. Hudson’s recommended measures to

mitigate his unsubstantiated anticompetitive claims, because the recommended

3
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measures are not in the best interests of retail customers in Duquesne’s service
territory, may potentially harm retail competition, and do not help to assure
compliance with the Competition Act.

Each of these conclusions is described in more detail below.

Mr. Hudson’s Arguments Are Based On Speculative Assumptions That Cannot Be

Supported

Pléase summarize Mr. Hudson’s main arguments,

Mr, Hudson's main arguments are as follows, Macquarie is willing to pay above the
book value of DLH stock, so given the relative growth potential of the competitive retail
supply business, Macquarie must be planning for DLE to aggressively compete in this
business to recover its investment,” Mr, Hudson believes that further competition from
DLE is likeiy to have a;lticompetitive effects, because, as Mr. Hudson states, “.. . we have
reason to believe that Duquesne is supporting the competitive operations of DLE through
cross-subsidies from other Duquesne companies, thus enabling DLE to consistently

»* Mr. Hudson’s suspicions regarding cross-subsidies to

undercut its competitors’ prices.
DLE from other Duquesne companies are primarily based on the fact that DLE has a
relatively small number of employees.’ In addition, Mr. Hudson also believes that DLE

is provided an anticompetitive advantage by receiving a DLH parental guarantee to -

support DLE’s RTO membership activities and a DLH parental guarantee to DP which

3 SB/RESA Statement No. 1 at 5-6.
4 SE/RESA Statement No. 1 at 5.
5 SE/RESA Statement No. 1 at 8-9,

CPH 381243v1




P appears to negate the need for DLE to post collateral in its supply agreement with DP.°

O) 2 As aresult, he concludes that the acquisition, as currently proposed, should not be
3 approved by the Commission.” As an additional reason not to approve the proposed
4 aéquisition, Mr. Hudson contends that, “...the evidence supports the conclusion that
5 -.Duquesne and the Macquarie Consortium have a substantial interest in pursuing a POLR
6 IV plan that is not in the best interest of promotinga competitive market in the Duquesne
7 | service terﬂ'tory.”S
8

9 Q. Do you believe that Mr. Hudson’s arguments are well supported?

10 A No. Mr. Hudson’s arguments are based ‘almost entirely on speculation and he presents
11 very little concrete evidence.
12

o 13 Q. Please provide some examples.

14 A, As one example, Mr, Hudson argues.that, in the area of power procurement, there is an
15 apparent but unquantifiable cross-subsidization of DLE by other Duquesne companies,
16 and this contention is primarily based on the fact that DLE has fewer employees than

17 some other competitive retail suppliers.” As a second example, Mr. Hudson states that it
18 is likely that Macquarie would prefer that Duquesne propose a POLR IV plan that harms
i9 retail competition.'® It is important to recognize that this argument involves speculation
20 * that Duquesne might propose a certain type-of plan to the Commission in the future. This

$ SE/RESA Statement No. 1 at 12-13.
7 SE/RESA Statement No. 1 at 3-4.
® SE/RESA Statement No. 1 at 7.
, ® SE/RESA Statement No. 1 at 8-12.
’o‘. 19 SE/RESA Statement No. 1 at 6-7.
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argument does not provide evidence that DLH or any of its companies will practice
anticompetitive or discriminatory conduct. The Commission has the right to consider and
decide on Duquesne’s POLR IV plan after it is filed based on its merits. As a third
example, Mr. Hudson submits that the proposed transaction is predicated on a business
strategy which involves growing DLE’s generation supply business, and this assumption
is somehow supported by observing the price that Macquarie is proposing to pay for
DLH." Putting aside the question of why Mr. Hudson believes that competition from
DLE is anticompetitive, it is clear that Mr. Hudson is somehow trying to speculate what
the merged company’s corporate strategy will be, based on the price proposed by
Macquarie to acquire DLH. Mi: Leslie of Macquarie specifically addresses these

allegations in his rebuttal testimony.

What do you conclude in general about Mr. Hudson’s arguments?
Mr. Hudson’s arguments have little merit, given the fact that they are based on a high

level of speculation and very little concrete supporting evidence.

Specific Claims Made By Mr. Hudson to Suppoxt His Arguments Are Incorrect
Please evaluate specific claims made by Mr. Hudson.
Speciﬁc claims made by Mr, Hudson to support his arguments are incorrect. I will
respond to four allegations upon which he bases his arguments.

First, DLE’s small number of employees does not support his conclusion that

DLE is being subsidized by its affiliates. DLE, like companies in many industries, has

11 SE/RESA Statement No. 1 at 5.
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the right to outsource certain business functions rather than retaining in-house employees
to perform these functions. For example, DLE is provided legal and administrative
services from other DLH companies, and DLE compensates these companies for the
services they provide. Duquesne witness Ms. Betta describes how such costs are |
allocated. It is my understanding that DLE also outsources a significant portion of its
supply portfolio management activities (including planning, procuring, scheduling, and
hedging), and has contracted with DP for full requirements supply. DP (and/or the

entities that DP may contract with to help it manage its supply portfolio) must manage

these load obligations and the associated price and quantity risks. Without this tull

requirements contract, DLE would be résponsible for actively managing these obligations
and risks, and would require more in-house employees to do s0. But because DLE has a
full requirements supply contract, and because it outsources other business functions, it is
possibie that DLE can operate without a large number of employees. This allows DLE to
focus its efforts on retail marketing and not duplicate functions that can be provided more
efficiently by others. Furthermore, it is also highly possible that DLE chooses not to be
involved in certain business areas or offer services that some other competitive retail
suppliets do. This too could allow DLEto operate with fewerAempldyees. For example,
bLE operates only in the Pittsburgh area, whereas some other retail suppliers expend
substantial resources to compete in many markets. It is also possible that DLE serves
larger size customers than other competitivé suppliers. This also could affect the
relationship between the MWH séﬁed and the number of emplbyees for a given

competitive supplier and any comparison across suppliers. Thus, I think it is

CPH 381243v1
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inappropriate to draw any conclusions about the existence of subsidies based on the
number of employees at DLE.

Second, contrary to Mr., Hudson’s claims, any economies of scale like those
which DP may achieve by supplying power to both DLE and Duquesne are achieved by
other wholesale suppliers in the market, so DLE receives no unfair advantage by being
supplied by DP. Mr. Hudson’s argument that DLE obtains an unfair advantage appears
to be conditioned on the assumption that, except for DP, no wholesale electric supplier
already has existing supply agreements from which it can build economies of scale. This
is entirely false. Competitors of DLE are free to contract with a variety of wholesale
electric suppliers, includiﬁg DP. Many of these wholesale suppliers, like DP, already
have existing supply agreements with other parties from whi'ch they may be able to build
econo.mies of scale. Therefore, DLE recetves no unfair advantage simply because DP
provides PQLR supply to Duguesne.

Third, contrary to Mr. Hudson’s claims apd suspicions, DLE receives no cross-
subsidies through Duquesne’s reguléted POLR supply rates. Mr. Hudson believes that

cross-subsidies are likeiy, as he questions how DP appropriately allocates the costs and

risks associated with meeting the load obligations of both Duquesne and DLE." 1

participated in developing the supply contract between DP and Duquesne, and throughout

the development of the contract, there was only consideration of Duquesne’s default

service supply requirements. Furthermore, the contract was filed with the Commission as
a part of testimony in the POLR 111 proceeding, and the Commission ultima{ely approved

the POLR supply rates that were based on the pricing in the contract. It is also important

12 SE/RESA Statement No. 1 at 11.
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to note that at the time when the contract between DP and Duquesne was developed and
the POLR 111 supply rates were proposed in 2003, DLE did not even exist. DLE was
established about a year later in 2004. Therefore, I find it extremely hard to believe that
DP could have tried to recover DLE-related costs in the rates charged to Duguesne
several years before DLE ever existed. Finally, there is absolutely no support to any
claim that the costs incurred by DP or DLE associated with the contract between DP and
DLE are included in Duquesne’s recently approved distribution rates.

Fourth, DLH’s credit support to DP or to DLE does not provide an unfair
advantage to DLE over other competitive suppliers. Yet, Mr. Hudson incorrectly claims
that DLE is provided an unfair advantage in the form of a parental guarantee to support
DLE’s RTO membership activities, and a parental guarantee to DP which appears to
negate the need for DLE to post collateral in its supply agreement with DP.'* Mr.
Hudson ignores the fact that other competitive retail suppliers are also provided similar
guarantees. In fact, Strategic’s parent company, Great Plains Energy, Inc., has provided
$122 million of guarantees to support Strategic’s power purchases and regulatory
requirements.'* Similarly, Constellation Energy Group, CNE’s parent company, reports -
that its “continge;nt obligations increased $4.4 billion during 2005, primarily due to the
issuan;:e of additional letters of credit and guarantees by the parent company for
subsidiary obligations to third'éarties in support of the grovﬁh of our merchant energy

business."'> Meanwhile Direct Energy’s parént, Centrica, has annual revenues of $33

13 SE/RESA Statement No. 1 at 12-13. ‘
" Great Plains Energy, Inc., Form-10-K, Fiscal year ended December 31, 2005, at 47-48.
' Constellation Energy Group, Inc., Form 10-K, Fiscal year ended December 31, 2005, at 61.

9
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billion from businesses scattered throughout the world and claims that credit support

from Centrica “reduces costs and gives competitive adw./antage.”16

Do Mr. Hudson’s arguments and contentions have merit?

No. They are unsubstantiated and without merit,

Even If Mr. Hudson’s Arguments Had Merit, This Does Not Sugpest That the

Commission Should Reject The Proposed Acquisition

Even if Mr. Hudson’s arguments had merit, does this suggest that the Commission
should reject the proposed acquisition?

No. His arguments do not relate to the acquisition.

Please explain why Mr. Hudson’s arguments do not relate to the acquisition.
None of Mr, Hudson’s arguments show that the proposed acquisition is likely to result in
anticompetitive or discriminatory conduct, Instead, all of Mr. Hudson'’s arguments relate

to Duquesne and its affiliates’ alleged current or future actions whether or not the

acquisition is approved.

Fo-r example, Mr. Hudson identifies the competitive retail supply business as a
buéiness with relatively high growth potential, and he preciicates cone of his arguments on
the assumption that a Macquarie-owned company will aggressively compete in the
competitive retail supply business through DLE.!” If there truly is the potential for

growth in this business; then DLE will aggressively compete regardless of whether the

16 «Centrica in North America,” December 6, 2005, at 18.
17 SE/RESA Statement No. I at 5-6.

10
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acquisition is completed. Even Mr. Hudson realizes this, as-he cites DLH’s 2005 Form
10-K to support his contentions about DLE’s strategy, and this 10-K was filed long
before the acquisition was proposed. So, there is no evidence that approval of the
proposed acquisition will affect DLH’s or DLE’s current or future strategy.

As another example, Mr. Hudson argues that DLE has an unfair advantage over
its competitors due to cross-subsidies from DLH and/or DLE’s other affiliates. Once
again, Mr. Hudson’s contentions have nothing to do with the proposed acquisition;
instead, they are simply complaints about DLE as it exists today, whether or not the
acquisition is approved.

As a third example, Mr. Hudson states that it is likely that a Macquarie-owned

company has a substantial interest in pursuing a certain type of POLR IV plan.'* Mr.

" Hudson provides no valid reason why Duquesne’s preference with respect to its POLR

IV filing would be ér_ny different if the acquisition were not approved, so once again, Mr.
Hudson’s contention has nothing to do with the acquisition. The Commission has the
right to considér and decide upon the POLR IV filing after it is filed. The merits of that
filing should not be considered in this proceeding and are independent'of the acquisition.
The outcome of the POLR IV filing will apply regardiess of whether the Commission

approves the Macquarie acquisition.

Given that many of Mr. Hudson’s arguments do not relate to the proposed
acquisition, would it be more appropriate for Mr. Hudson to instead voice his

complaints in other forums?

18 SE/RESA Statement No. 1 at 7.

11
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Yes. Mr. Hudson’s arguments are based on complaints that DLE has an unfair
competitive advantage, and that Duquesne is likely to file a POLR IV plan that the
companies he represents do not like. With respect to Mr. Hudson’s first complaint, DLE
is a Commission-licensed electric generation supplier (“EGS”). Mr. Hudson can voice
his complaints about DLE at the Commission if he believes that DLE is in any way
engaging in anticompetitive or discriminatory conduct. The Electricity Generation
Customer Choice and Competition Act created EGSs, who are specifically authorized to
serve the competitive retail electricity market. Affiliates of public utility companies are
permitted to be EGSs, assuming they meet the registration and licensing requirements for
fitness as established by the Commission. In fact, many of the EGSs in the state today
are affiliates of public utilities. Without them, the market would offer far fewer options
and choices to customers. Prétec;tions and safeguards have been established in the
Commission‘s regulations to assure that there is no unfajr advantage to affiliated EGSs.

With respect to Mr. Hudson’s second complaint, I am certain that if any of the
éompanjes Mt. Hudson represents. do not like any aspect of any future POLR filing made
by Duquesne, they will have ample Qpportunity to express their opinions about such

filing in the POLR proceeding that will be initiated after the filing is made.

The Commission Should Not Adopt Mr. Hudson’s Recommended Measures

‘What does Mr. Hudson recommend to mitigate his alleged anticompetitive effects of
the proposed acquisition?
Mr. Hudson states that the “...merger approval must be conditioned on Duquesne

submitting a POLR IV plan which provides an open and transparent competitive

12
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procurement process that results in market responsive pricing. In addition, DP should be
precluded from participating in that process.”'*** Furthermore; Mr. Hudson recommends
that the Commission initiate an investigation to determine whether DLE’s unregulated
operations are being supported by its affiliates, and should condition its approval of the

proposed acquisition on the outcome of this investigation.”!

Q. Do you agree that merger approval should be conditioned on Duquesne submitting

a POLR 1V filing that relies on an open and transparent competitive procurement

process?

A. No. Itis notin the interest of retail customers to place restrictions on the type of POLR

plan that Duquesne may propose and the Commission may consider. I also believe that it
is not appropriate to address this issue in this proceeding. The method in which
Duquesne obtai-ns electric s_upély for default-service is an issue for the POLR pfoceeding.
Furthermore, the Commpetition Act does not require any specific method of
procuring default service supply. Section 2807 (€)(3) of the Competition Act requires
that at the end of the transition period when a utility conﬂpietes its stranded generation
cost recovery, the electric distribution company or Commission-approved alternative
supplier “shall acquire eiectric energy at prevailing market prices and shall recover fully
all reasonable costs.” While Duquesne acqﬁires electric energy at prevailing market
prices, it should not be forced to procure its electric supply in a particular manner. A

given procurement method may not be appropriate in all market circumstances for all

' SE/RESA Statement No. 1 at 16.
% In the alternative, Mr. Hudson requests that the Commission consclidate the 1nstant proceeding

with Duquesne s upcoming POLR IV case.
21 SE/RESA Statement No. 1 at 17.

13
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customers. Other states allow default service suppliers discretion in how they obtain
electric supply.”? The Commission should not limit itself to a single approach to
procurement that may impose additional costs and/or risks on retail customers and may
potentially harm retail competition.

Prevailing market prices may be established using several methods. For example,
market prices could be established by relying on comparisons with other market prices in
the region, through a market price indei formula, or by a solicitation. In fact, Duquesne
already has experience supplying and establishing “prevailing market price” default
service rates using cach of these different methods,” and the Commissién explicitly
recognized in Duquesne’s POLR III proceeding that ‘a competitive procurement process
is not the exclusive method to arrive at a prevailing market price.”24
Finally, it is interesting to note that, contrary to its position in this case,

Strategic’s own proposal in Duquesne’s post-transition period POLR I proceeding did

*2 For example, default service suppliers in Texas and in New York, which have relatively high
levels of retail shopping, do not rely on a mandated type of procurement process and have
allowed default service suppliers discretion in how they obtain supply to meet their default
service obligations. In contrast, recent experience in neighboring states demonstrates that
structured solicitations may not always foster a robust retail market for electricity. In many
cases, electric generation suppliers have been unable to compete in markets where solicitations
are used to determine default service rates (e.g., Maryland, New Jersey, and Massachusetts).

% The Company started serving default service customers from its owned generation. Dugquesne
subsequently divested its generating assets and served its default service customers by means of
negotiated full-requirements supply contracts with a non-affiliate during the POLR I and POLR
Il periods. In POLR III, Duquesne treated large C&I customers differently from residential and
small C&I customers. Large C&I customers were supplied with a PJM hourly market index
formula rate. Alternatively, large C&I customers could elect a fixed rate established from a
competitive solicitation. Meanwhile, POLR III residential and small C&I customers on default
service were supplied at a three-year fixed price based on an agreement with Duquesne’s
affiliate, where the rate levels were established based on comparisons with recent solicitations.
Each of these methods to supply and establish default service rates was approved by the
Commission, and presumably, considered consistent with establishing rates at “prevailing
market” prices per the Competition Act. :

2% Reconsideration Order at 26.
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not require a competitive solicitation process nor did it impose any restrictions on how
default service was supplied. Instead, Strategic’s witness in the POLR III proceeding

recommended a POLR service for small customers based on a 3-year forward price for
energy using the PJM West Hub Index, whereby retail rates were subject to a periodic

market price rate adjustment.”

Q. Do you agree that the Commission should commit to refrain from considering any
future POLR proposal which involves contracting with DP for some or all of the
default service supply?

A. No. The Commission should not limit consideration of a particular form of POLR
proposal. If the Commission commits now to not consider certain types of POLR
proposals in the future, it may preclude implementation of a POLR plan that would have
been.in the best interests of retail customers.?® Mr. Hudson’s propoéal would prevent the
Commission from considering POLR proposals in which DF, a major wholesale supplier
of electricity in Duquesne’s service territory, would be able to make an offer to supply
default service. It is puzzling why Mr. Hudson would make such a recommendation. If
DP .were to bid well above oi_:her suppliers, it would not win the bid and such a
requirement would not be necessary. Presumably, Mr. Hudson must be concerned that

DP would win the solicitation at “below market” prices, and while a low price may

2 Strategic Statement No. 2, Direct Testimony, Docket No. P-00032071, February 2004, at 5-6
and 14-15. '

% For example, Duquesne found it very difficult to obtain fixed price bids at attractive price
levels to serve large C&I customers using an open solicitation process. After an RFP in May of
2006 resulted in no supplier bids at any price, the Commission explicitly ordered several changes
to the solicitation process including a requirement that Duquesne allow its affiliate, DP, to bid in
the solicitation. Even after the Commission’s changes were adopted, Duquesne only received
one bid — from its affiliate DP.

15
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benefit customers, it could frustrate retail competition. However, given the fact that a)
Duquesne has the highest retail shopping levels in Pennsylvania, b) Duquesne has high
retail shopping levels relative to most utilities in the United States, ¢) FERC has
previcusly granted DP with market-based rate authority and has granted DP a waiver of
the affiliate sales prohibitions,?” and d) the failure of Strategic to present in this
proceeding any new substantial evidence that DP is somehow being subsidized by other
Duquesne affiliates, the Commission should reject Mr. Hudson’s recommendation. In
any event, regardless of the merits of his arguments, [ see no reason to tie Mr. Hudson’s

recommendation with the proposed acquisition.

How do you respond to Mr. Hudson’s recommendation that that the Commission

‘initiate an investigation to determine whether DLE’s unregulated operations are

being supported by its affiliates, and that approval of the proposed merger should
be conditioned on the outcome of this investigation?

Strategic, or any other party, I_las the right to exercise its rights and to request the
Commission to conduct an investigation'into potential anticompetitive or discriminatory
conduct affecting the retail distribution of elédtricity. Even if Mr. Hudson exercises this
right and the Commission decides to conduct an investigation, I do not see how the
allegations that Mr. Hudson is expressing are relevant to this instant proceeding, so

approval of the proposed merger should not be conditioned on the outcome of any such

investigation.

27 RERC Order Axuthorizing Dfsposition of Jurisdictional Facilities and Accepting Market-Based
Rate Tariff, Docket No. EC04-36-000, August 6, 2004,
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Q. Does this conclude your testimony?

A. Yes.
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Rebuttal Testimony of Michele R, Sandoe

Please state your full name and business address.

Michele R. Sandoe, 411 Seventh Avenue MD 5-2, Pittsburgh PA 15219.

What is your position at Duquesne Light Company (“Duquesne” or
“Company”)?

Director of Revenue Cycle Services

What are your current responsibilities?

My overall responsibilities are to develop and establish policies, plans, programs,
strategies and tactics for providing service to the Company’s 585,000 customers.
I am responsible for managing and coordinating services for all customers
including maintaining the mete;f infrastructure, reading meters, billing customers
and Electric Generation Supplie}s, processing payments, collecting delinquent
accounts.and terminating service for non-payment consistent with the
Pcnnsﬂvania Public Utility Commission.(“PaPUC") Rulemakings and corporate
policies. These functions and services are referred to as the “Revenue Cycle”. 1
lead project teams to research, evaluate, recommend and implement various
related Revenue Cycle Service projects to optimize operations, minimize costs

and add value to Duquesne Light. Also, I am responsible for management of low-

. income programs including: CAP, CARES, Smart Comfort, a hardship fund, Stay

Warm, and LIHEAP/CRISIS outreach. The following departments report to me
as Director of Revenue Cycle Services: Meter Operations Department, Billing and
Paynﬁent Processing Department, Credit & Universal Sérvices Department and the
Field Services Department.

Did you previously submit testimony in this proceeding on behalf of

Duquesne Light Company?

CPH 381245v1
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3)

4)

5)

No, I have not previously submitted testimony in this proceeding. Ihave
submitted testimony on behalf of Duquesne Light Company before the
Pennsylvania Public Utility Commission, Docket No. R-00061346.

What is the purpose of your rebuttal testimony?
My rebuttal testimony responds to the assertions of witnesses on behalf of the
various interveners on the following topics:

The levels of funding and administrative support for universal services
programs (responding to' Ms. Alexander);

The formation of a collaborative of local representatives of the low-income
community, CBOs and the OCA (responding to Ms. Alexander);

The levels of funding for the Stay Warm programs (responding to Ms.

' Alexander);

The inclusion of CAAP and Pennsylvania weatherization network into the
administration and development of universal services programs (responding to
Mzr. Wilson); and

The expansion of the existing LIURP program (Smart Comfort) and the

implementation of a pilot LIURP program for customers between 151% and

250% of the FPL (responding to Mr. Hughes).

1) Levels of funding and administrative support for universal service programs

Q.

How will the level of funding and administrative support for universal
service programs (CAP, CARES, LIURP, and Hardship funding) for the
next four year period, ending December 2010, be determined?

The level of funding and administrative support for universal service programs
has previously been determined for 2007. The funding levels for 2008-2010 will
be determined by a needs based assessment completed b'y a third-party evaluator
and utilizing the PaPUC Bureau of Consumer Services methodology. The results

from the assessment will be incorporated into the Company’s Universal Service

CPH 381245v1
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and Energy Conservation Plan 2008-2010. The Company wiil seek approval of
the plan from the PaPUC and will submit the plan in February 2007,

Do you agree that Duquesne should continue its current level of funding and

administrative support for universal service programs (CAP, LIURP,

CARES, and Hardship funding or Dollar Energy Furd) for the four year

period ending December 20107

The level of funding and administrative sipport for universal service programs
should be determined by the existing procedure of a needs based assessment and
submittal of a universal service plan to the PaPUC. However, I do agree that
Duquesne should continue at least its current level of funding and administrative

support for its universal services programs through 2010.

Do you agree that Duquesne should continue its current level of funding for
the four year period ending December 2G10 without any further customer
contributions ox change in the method of funding these programs?

I agree that Dggulésne should continue its current level of fimding through

December 2010 without any further customer contributions or change in the

method of funding these programs. waever, if CAP program expenditures

exceed the current level of funding, Duquesne will consider further customer

contributions or a change in the method of funding this program.

2). Formation of a collaborative for universal services

Q.

A.

Do you agree with Ms. Alexander’s proposal to form a collaborative for
universal services?

Yes, I do. Duguesne will form a collaborative of local representatives of the low-
income commiunity, community based org_anizatibns {CBOs), and the OCA and
will commit to bringing forward any proposed changes to its universal service

programs for discussion prior to implementation. The purpose of the

CPH 331245v]
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collaborative is to explore alternatives to improve the effectiveness and/or

efficiency of universal services within the budgets of the programs

3) Stay Warm

Q.

What are the funding levels for the five new Stay Warm programs identified-
in the recent rate case filing?

Ms. Alexander recommended that during a.proposed stay out period of four years,
Duquesne should commit to the incremental funding for the five Stay Warm
programs. Duquesne has committed §1.2 million for Stay Warm for the Winter
2006-2007 program year. Duquesne agrees to fund Stay Warm on an as needed

basis during a stay out period.

4) Inclusion of CAAP and the Pennsylvania weatherization providers network

=

In summary, what are the key recommendatmns offered by Mr. Wilson
regarding Duquesne Light’s Smart Comfort program?

Mr. Wilson proposes that Duguesne employs the community action agency
network and the Pennsylvania weatherization prqﬁders network in administering
its universal service programs. Mr. Wilson also proposes that CAAP and the
Pennsylvania weatherizzitibh providers network be involved in the development

and implementation of the Company’s universal service programs.

Is Smart Comfort a weatherization program? .

No, it is not. Smart Comfort is primarily a baseload program. The baseload
program was initiated in 1992 from the more traditional approach of offering
usage reduction to heating customers to offering electric usage reduction,
strategies to Jow-income residential electric service customers who met specific
baseload usage and other screening requirements. The program evolved from

s’u-ict}y weatherization to an “end use” strategy. Baseload usage reduction
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measures include cost effective appliance change-outs and lighting replacements

in addition to weatherization when wartanted,

Why is Smart Comfort a baseload program? '

Dugquesne Light provides service to roughly 524,500 residential customers in
Allegheny and Beaver Counties. As of November 2006, only 5.5% (28,798) of
the Company’s residential customers are electric heating customers. The
predominant source of heating in Duquesne Light’s service territory is natural gas
heating. Since the Company has a limited number of electric heating customers, a
baseload program provides a greater opportunity for usage reduction. By having
a baseload i)rogram, Smart Comfort can assist more low-income customers in

need than a traditional weatherization program.

Does Smart Comfort provide any weatherization measures?

Yes, Smart Comfort does provide weatherization to qualified low-income
customers. However, it is only a small percéntage of the Smart Comfort budget
based on the demographics of Duquesne Light’s service territory. For example,
there were 3,003 usage reduction visits completed in 2005." Only 23 visits ’
provid-ed weatherization measures such as insulation, furnace repair and/or
replaceﬁlent, and water tank replacement. This was less than 1% of the

Company’s total completed visits, Results for 2006 are-similar.

Does CCI provide theweﬁtherization measures?.

Conservation Consultants Inc or CCI administers Duquesne’s Smart Comfort
Program. CCI does provide weatherization measures. CCI Energy Managers
identify weatherization measures required. CCI then coordinates with outside

local contractors for measure installation.

Do you agree with Mr. Wilson’s recommendations to direct the Company to
employ the Pennsylvania weatherization providers network in the

administration and implementation of its Smart Comfort program?

CPH 381245v1
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No, I do not. Smart Comfort should remain primarily a baseload program so it
can best meet the needs of Duquesne Light’s low-income customers. Since Smart
Comfort is a baseload program, the Company should not be directed to employ a

weatherization providers network.

Why does Mr. Wilson recommend that Duquesne Light be directed to
consult and employ the local community action agency network and the
Pennsylvania weatherization providers network in the design and
administration of its universal service programs, particularly its Smart
Comfort program?

Mr. Wilson indicated in his testimony that “because community action agencies
serve low in¢ome consumers on a broad range of issues facing those consumers,
they would be better abie to provide resources that would address that consumer’s
financial difficulties and not just energy related difficulties.” Further, Mr. Wilson
stated, “the focus and experience of community based organizations make them

singularly suited to speak for the needs of the community.”

Do you agree that CBOs serve low-income customers on a broad range of
issues?

Yes, I do. The Universal Service programs work in conjunction to further serve
the needs of Duquesne Light’s paj/ment troubled low-income customers. The

Company uses multiple CBOs across the service territory such as Goodwill

| Industries, Holy Family Institute, Catholic Charities and North Hills Community

Outreach to administer these programs, The CAP (Customer Assistance
Program) and CARES (Customer Assistance and Referral Evaluation Service)
programs assist payment-troubled customers and customers with special needs as
well as help low-income customers facing a broad range of issues. The CAP and
CARES representatives assist customers in complefing. various applications and
refer customers to local food banks, employment fairs and career services for
additional assistance. The CAP and CARES representatives from our CBOs also

CPH 381245v1
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make referrals to the Smart Comfort program to assist customers with energy

reduction.

What is the interrelationship between CAP and Smart Comfort?

There 1s a strong interrelationship between CAP and Smart Comfort. The
completion of a Smart Comfort visit is mandatory for all CAP applicants who
meet the minimum baseload usage requirements of 500 kWh per month. As é
resuit, the vast majority of Smart Comfort customers interact with a CBO before
and after the scheduled Smart Comfort visit to enroll in CAP. In 2005, 97% of
Smart Comfort recipients were also enrolled in CAP. In 2006, 99% of Smart

Comfort recipients were also enrolled in CAP.

Do you agree with Mr. Wilson’s recommendation that Duquesne Light be
directed to employ the local community action agency network in the design
and administration of its universal service programs, particularly its Smart

Comfort progra:ﬁ?
No, I do not, The current design and administration of the universal service

. programs closely ties CAP, CARES, and the Hardship Fund together with Smart

Comfort. A low-income customer’s situation is evaluated and programs are

-applied based upon the specific needs of the customer. It is the responsibility of

the CBOs to determine the needs of the customer and work with him or herto
provide the appropriate assistance. For exﬁnple, the.CBO who is enrolling a -
customer in CAP will evaluate the situation and, when needed, will complete the
Dollar Energy application, refer the customer to Smart Comfort, arrange a
CARES visit, and/or assist with the LIHEAP or CRISIS application:

As aresult, the current design and administration of the universal service

programs has essentially created an integrated network. CAP and CARES are
administrate;d by CBOs such as Goodwill Industries and Holy Family Institute.
Dollar Energy Fund utilizes many other CBOs throughout the service-territory.

These CBOs will service these customers on their individual needs and provide

CPH 381245v1
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resources to address the customer’s financial difficulties. This includes the
mandatory completion of Smart Comfort to address energy related difficulties

before completion of enrollment in CAP,

Further, CCI has the necessary qualifications and experience in operating a usage
reduction program. For over 28 years, CCI has _fulﬁl]ed its mission of responsible
energy use in homes and other buildings. CCI has worked with low-income
cominunities since the inception of LIURP in Pennsylvania (1988). Currently,
they implement several other utility usage reduction programs in Western
Pennsylvania for Dominion, Equitable Gas, T.W. Phillips and Columbia Gas.
CCI performs inter-utility audits by working in conjunction with Duquesne Light
and Equitable Gas to focus on combined conservation and usage reduction. An
electric baseload usage reduction program, working in parallel with a natural gas
weatherization program, is the best .option for low-income payment-troubled

customers

Do you agree with Mr. Wilson’s recommendation that CAAP and the
Pennsylvania weatherization providers network bﬂe involved with the
deve_lopmént of Duquesne’s universal service programs?

Dugquesne has proposéd the formation of a .oollaboratiye of local representatives
of the low-income community, community based organizations (CBOs), and the
OCA and will commit to bringing forward any proposed changes to its universal
service programs for discussion prior to implementation. Duquesne will invite a
representative from CAAP and the Pennsylvania weatherization providers
network 1o join the collaborative. This forum will provide both with an
opportunity to provide meaningful input to the ongeing development of

Duquesne’s universal service programs.

5) Smart Comfort (LIURP

CPH 331245v1



‘|

S,

.

W 0 3 O R W N e

WL R NN N NN : ‘
2E8EYIBRNRYNEREBBTEsEIsoEsss ==

©

In summary, what are the key recommendations offered by Mr. Hughes
regarding Duquesne Light’s Smart Comfort program?

Mr. Hughes proposes that Duquesne expand its existing Smart Comfort program
and implement a separate LIURP initiative that provides assistance to customers
not eligible for Duquesne’s existing Smart Comfort program. Specifically, Mr.
Hughes proposes that Duquesne commit to increasing the number of LIURP
customers served to 4,000 per year with any required funding beyond the current
LIURP funding level in distribution rates (including carryover amounts) needed to
meet these targets would be funded by shareholders. Likewise, Mr. Hughes
recommends the creation of a new and separate LIURP program “HESP* which

would serve an additional 4,000 customers per year.

How is the quantity of Smart Comfort visits completed per year determined?
In general, annual Smart Comfort levels are determined by a rieeds based
assessment. The results from the assessment are incorporated into the Universal
Services and Energy Consefvation.Pian, ‘which is reviewed and approved by the
PaPUC. Based upon the Duquesne Lig'ht Company Needs Based Assessment
Low Income Usage Reduction Program (LIURP) comﬁleted in February 2004,
1,750 Smart Comfort visits per year were determined to be appropriate to the
needs of the Company’s low-income payment troubled customers. Further, the
quantity of Smart Comfort visits per year was increased in the settlement of our
rate case by an additional 500 Smart Comfort visits for a total of 2,250 visits 'to
address the concerns that there may be more customers that need LIURP

assistance than the current plan provided.

Do you agree that Duquesne should expand its existing Smart Comfort
program?

Dugquesne has a strong commitment to the low-income and its universal service
programs. Duquesne has never refused a qualified low-income customer a Smart
Comfort visit. To further demonstrate this commitment, Duquesne will commit to

increasing the number of customers who receive Smart Comfort benefits to 3,000

CPH 381245v1
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visits per year. This represents an increase of 750 visits over the previous
commitment of 2,250 Smart Comfort visits per the combined needs based

assessment and rate case settlement.

Do you agree that Duquesne should create a new and separate LIURP
program?

No, I do not. Mr. Hughes proposes that a new program be created to assist
customers who do not qualify for the existing Smart Comfort program. The new
program Home Energy Savings Program (HESP) would target customers who are
between 150% to 250% of the Federal Poverty Guidelines. In general, universal
service programs focus on assisting low-income customers who are at or below
150% of the Federal Poverty Guidelines. Expanding beyond this focus would
dilute the vision 'of helping those most in need. Alternatively, | would
recommend that Duquesne focuses on customers between 150% and 200% of the
Federal Poverty Guidelines for the additional 750 Smart Comfort visits proposed

in this testimony.
Should funding for Duquesne’s existing Smart Comfort program be

increased to cover the expansion?

No, I do not recommend increasing LIURP funding from current levels.

Does this conclude your rebuttal testimony‘f

Yes, it does.

10
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I. QUALIFICATIONS

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is Matthew 1. Kahal. I am employed as an independent consultant retained in
this case by the Exeter Associates, Inc., an economic consulting firm. My business
address is 5565 Sterrett Place, Suite 310, Columbia, Maryland 21044.

PLEASE STATE YOUR EDUCATIONAL BACKGROUND.
I hold B.A. and M.A. degrees in economics from the University of Maryland and have
completed course work and examination requirements for the Ph.D. degree in economics.
My areas of academic concentration included industrial organization, economic
development and econometrics.

WHAT IS YOUR PROFESSIONAL BACKGROUND?
I have been employed in the area of enérgy, utility and telecommunications consulting for
the past 25 years working on a wide range of topics. Most of my work has focused on
electric utility integrated planning, plant licensing, envirommental issues, mergers and
financial issues. I was a co-founder of Exeter Associates, and from 1981 to 2001 I was
employed at that firm as a Sentor Economist and Principal. During that time, I took the
lead role at Exeter in performing cost of capital and financial studies. In recent years, the
focus of much of my professional work has shifted to electric utility restructuring, power
supply markets and.competition.

Prior to entering consulting, 1 served on the Economics Department faculties at the
University of Maryland (College Park) and Montgomery College teaching courses on
economic principles, development economics and business.

A complete description of my professional background is provided in Appendix A.

Direct Testimony of Matthew 1. Kahal Page 1
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HAVE YOU PREVIOUSLY TESTIFIED AS AN EXPERT WITNESS BEFORE

UTILITY REGULATORY COMMISSIONS?
Yes. [ have testified before approximately two-dozen state and federal utility
commissions in approximately 300 separate regulatory cases. My testtmony has
addressed a variety of subjects including fair rate of return, resource planning, financial
assessments, load forecasting, competitive restructuring, rate design, purchased power
contracts, merger economics and other regulatory policy issues. These cases have
involved electric, gas, water and telephone utilities. In 1989, I testified before the U.S.
House of Representatives, Committee on Ways and Means, on proposed federal tax
legislation affecting utilities. A list of these cases may be foun_cl in Appendix A, with my
Statement of Qualifications.

WHAT PROFESSIONAL ACTIVITIES HAVE YOU ENGAGED IN SINCE

LEAVING EXETER AS A PRINCIPAL IN 20017
Since 2001, T have worked on a variety of consulting assignments pertaiming to electric
restructuring, purchase power contracts, environmental controls, cost of capital and other
regulatory issues. Current and recent clients include the U.S. Department of Justice, U.S.
Air Force, U.S. Department of Energy, the Federal Energy Regulatory Commission,
Connecticut Attorney General, Pennsylvania Office of Consumer Advocate, New Jersey
Division of the Rate Counsel, Rhode Island Division of Public Utilities, Louisiana Public
Service Commission, Arkansas Public Service Commission, Maryland Department of
Natural Resources and Energy Administration, and MCI.

HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION?

Yes, I have testified on cost of capital and other matters before this Commission in gas,
water, telecom and electric cases during the past 25 years. A listing of those cases is

provided in my attached Statement of Qualifications, Appendix' A
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Q. DO YOU HAVE ANY PAST EXPERIENCE WITH DUQUESNE LIGHT
COMPANY (DLC OR THE COMPANY)?
A, Yes. 1 testified on behalf of the Office of Consumer Advocate (OCA) on the
quantification of stranded costs in the DLC restructuring case (Docket No. R-00974104).
I also testified in the Duquesne/Allegheny Power proposed merger case in Docket No.
A-1101150F0015. ‘that proposed merger was ultimately terminated by the parties and
was not completed.
As listed in Appendix A, I have testified in numerous other merger or corporate

restructuring cases in Pennsylvania as well as in other jurisdictions.
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1. OVERVIEW AND SUMMARY
WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?

[ have been asked by the OCA to review the Application of September 5, 2006 submitted
by DLC and its affiliate, DQE Communications Network Services LLC (Network), for
approval of an acquisition of the parent company, Duquesne Light Holdings, Inc. (DLH).
If approved, DLH, and therefore DLC and Network, will be acquired by a group of
private equity investors referred to in this case as the “Macquarie Consortium”. Post
acquisition, DLH no longer will exist as a publicly-traded corporation. The Consortium
itself consists of six different investment funds that ivest in utilities (through
acquisitions) and other types of “infrastructure” assets, both in the U. S. and globally. It
seems clear from the Application and supporting testimony that the Consortium will
effectively acquire control over DLC and its electric utility operations.

I have been asked to determine whether the acquisition, as filed, is in the public
interest and what conditions would be appropriate if this Commission is inclined to
approve the proposed merger. The QCA is also sponsoring testimony by Ms. Barbara R.
Alexander who addresses DLC’s service quality and universal service programs.

WHAT IS YOUR UNDERSTANDING CONCERNING THE STANDARD OF

APPROVAL THAT THIS COMMISSION EMPLOYS FOR A UTILITY

MERGER?

I understand that the standard of review that this Commission employs is that there must
be a showing that the merger can be expected to provide, on balance, substantial,
affirmative public benefits. I interpret this to mean that approval requires a reasonable
expectation that Applicants show not merely an absence of harm from the merger but that
the utility’s retail customers will experience tangible, identifiable benefits that

meaningfully exceed merger costs or risks.

Direct Testimony of Matthew 1. Kahal Page 4
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Applicants themselves cite to the Pennsylvania Supreme Court’s City of York v.

Pa. P. U. C. decision as the legal standard, and in meeting that standard they claim
“substantial public benefits™ will result from this merger.' These asserted benefits are
described in both the Application and in the supporting testimony of Morgan K. O’Brien
(Applicants’ Statement No. 1), President of DLC, and Mr. Christopher J. Leslie
(Applicants’ Statement No. 2), a senior executive with certain Macquarie subsidiaries. In
addition, Applicants argue that there is an absence of harm, e. g, no anticompetitive
impacts.

Q. HAVE THE APPLICANTS SHOWN THAT THE PROPOSED MERGER WILL

PROVIDE THE CLAIMED “SUBSTANTIAL PUBLIC BENEFITS™?

A. No, they have not. The Applicants, along with Mr. Leslie speaking for the Macquarie
Consortium, argue that the merger will not cause harm and is consistent with or
supportive of DLC’s current business plans and practices. However, beyond retaining the
status quo, no specific customer benefits have been demonstrated.” The filing seems to
imply that retention of the status quo itself is a benefit. In addition, the Application
suggests unspecified benefits will flow from DLC having access to the Macquarie
Group’s technical expertise.

Q. WHY DO YOU FIND AN ABSENCE OF “SUBSTANTIAL PUBLIC

BENEFITS” FROM THE TRANSACTION?

A. As will be explained in my testimony, Applicants’ claims are either vague and

unsubstantiated or they are predicated upon the avoif:lance of a hypothetical adverse

development (e. g., the takeover of DLH, and therefore DLC, by an out-of-state utility).

' See Application, page 20. City of York v. Pa. P. U. C., 449 Pa. 136, 295 A, 2d 825 (1972).

? As discussed by Mr. O’Brien, DL.C will conduct an economic development program in which it will offer up to 50
MW of power supply at an asserted $3 per MWh market discount for three years for new non-residential loads.
Since this program is not designed for residential customers, my testimony only briefly discusses this initiative.
{Applicants’ Statement No. |, page 17-21)

Direct Testimony of Matthew 1. Kahal Page 5
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Based upon my review, including information in discovery documents, none of these
claimed benefits can be verified. While it can be argued that there are no clear and
unambiguous merger harms,’ it appears that the merger at a minimum poses risks that are
difficult to evaluate. [ therefore conclude that the merger, as filed and described, does not
meet the Commission’s public interest standard for approval.

Q. COULD THE MERGER BE CONDITIONED _TO MITIGATE RISKS AND

PROVIDE SUBSTANTIAL, AFFIRMATIVE BENEFITS?

A. While merger risks for Pennsylvania customers cannot be eliminated, I identify a set of
conditions that can provide important protections and go in the direction of providing a
public interest benefit. Such protections and benefits would include the following:

) Distribution Rate Cap

Electric utility mergers typically provide “synergy savings” that are flowed
through or shared with customers. Even the Applicants concede that this
transaction would not provide such savings. On the other hand, DLH
shareholders will enjoy a stock market price premium from this transaction of
nearly $300 million.* Applicants and the Consortium can provide benefits to
customers from this transaction by accepting a distribution service rate cap
extending to year-end 2010. (This cap would not apply to either transmission

service or POLR generation costs.}

* The merger does not create asset concentration and does not seek to replace existing management or management
structure at this time.

* Applicants’ estimate payments to DLH shareholders of $283 million in excess of prevailing market value.
(Response to RESA I1-3)
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)

(4)

Corporate Governance

Applicants plan for a DLH/DLC corporate governance arrangement that would
include a Board of Directors comprised of the representatives of the Consortium’s
six investment funds plus the Chief Executive Officer (CEO) of DLC. For a
public utility company, with explicit public interest and local responsibilities, this
is an overly narrow govemnance structure. In addition to the Consertium
representatives, 1 believe there is a benefit to the inclusion on the Board of
“outside” directors (i.e., directors not in the employ of the Company or of the
funds themselves), with some Pittsburgh area representation.

Transactions Costs and Other Acquisition-Related Costs

DLC must not include in customer rates any costs, directly or . indirectly,
associated with the proposed merger transaction. “Transactions costs™ should be
broadly interpreted to include the costs incurred by either DLC or the investors in
completing the transaction, any regulatory approval costs and fees, DLH/DLC-
related employee costs (if any) and other expenses that would not be incurred but
for the proposed transaction. This prohibition must apply both to Pa PUC retail
ratemaking as well as FERC transmission ratemaking, In addition, there should
be no “acquisition adjustment” or costs related to the acquisition premium paid by
Consortium investors charged directly or mdirectly to DLC customers.

Cost of Capital

The filing seems to imply -- but never explicitly states -- that DLC could enjoy a
cost of capital benefit from the proposed transaction. My concem is that the
transaction could lead to a higher cost of capital, or the future claim by DLC of a
higher cost ' of capital. An example is the apparent plan of the Macquarie

Consortium to sharply increase the DLC common equity ratio beyond current

Direct Testimony of Matthew 1. Kahal Page 7
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Q)

levels and beyond what would be reasonable for a low-risk, delivery service
utility. Customers must not pay a higher rate of retumn as part of either Pa PUC
distribution rates or FERC-regulated transmission rates as a result of this
transaction.

DLC Loan Guarantees

DLC should be prohibited from making loans to any affiliate, guaranteemng the
debt of an affiliate or pledging its assets to provide credit support for an affiliate.
The affiliate definition would include the varicus funds that are equity investors in
DLH/DLC and any entity in which any Macquarie Consortium member has an
ownership interest.

Capital Stock Tax e

DLC must not charge its retail customers or FERC transmission customers for any
increase in the Pennsylvania Capital Stock Tax due to the merger.

Affiliate Services Agreement

The Macquarie Group apparently intends to provide certain services to DLC and
to charge the Company for the cost of these services pursuant to an amended
Services Agreement. Presumabiy, DLC would seek to recover such costs in retail
and wholesale rates. Up to now, the Applicants and the Macquarie Group have
been somewhat vague concerning the nature of these servicés. In any event, an
amended Services Agreement has not yet been submitted to the Commission or to
the parties in this case. The Applicants should be required to submit such
agreement for review by the parties and to the Pa PUC for its review and
approval. The merger should not be permitted to close until the affiliate Services

Agreement amendments have been approved.

Direct Testimony of Matthew . Kahal Page 8
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(8) Progress Reporting on Compliance with Approval Conditions

DLC should submit annual reports for the next four years on a range of issues

pertaining to the transaction and the benefits associated with the transaction as

asserted by the Applicants and Mr. Leslie. In addition, DLC should submit a

report to be supported by testimony addressing the status of merger benefits and

issues as part of its next distribution rate case.

In addition to the approval recommendations outlined above, OCA witness
Alexander makes several recommendations concemning service quality, charitable
contributions and universal service programs that would apply during a rate cap period
over the next several years.

THE APPLICANTS AND MR. LESLIE ON BEHALF OF THE MACQUARIE

GROUP CLAIM THE MERGER WILL PROVIDE SUBSTANTIAL,

AFFIRMATIVE BENEFITS IN ACCORDANCE WITH THE CITY OF YORK

STANDARD. DO YOU AGREE?
While I certainly hope they are correct, the evidence concerning these alleged benefits so
far presented has been both vague and unsubstantiated. In fact, as discussed in my
testimony, there is potential for harm. The proposed conditions outlined above and in
Ms. Alexander’s testimony can help to avoid such harm from occurring and would
provide a greater likelihood that affirmative public interest benefits will be achieved.
HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED?
Section III provides a summary of the proposed transaction and assesses the claimed
benefits from the transaction. In addition, in that Section I briefly discuss the reasons
why a utility merger should not be approved absent a reasonable showing of substantial,
affirmative public benefits and protective conditions. Section IV provides a discussion of

the recommended approval conditions. Finally, Section V summarizes my conclusions.

Direct Testimony of Matthew [. Kahal Page 9




1 Q. IS YOUR TESTIMONY ACCOMPANIED BY SCHEDULES?
2 A No, I have not prepared schedules. However, Appendix B accompanying my testimony

3 provides a summary of my recommended conditions that would accompany approval.
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IIl. THE MERGER BENEFITS

Overview of the Transaction

WHAT IS BEING REQUESTED IN THIS CASE?

The Applicants are requesting that the Commission issue certificates of public
convenience that would permit the transfer of ownership and control of DLC and DQE
Communications {(and the parent company Duquesne Light Holdings) to DQE Holdings
LLC. DQE Holdings LLC is an entity owned by a group of six private equity investment
funds referred to as the “Macquarie Consortium.” The majority of these funds are
managed by the Australian-based Macquarie Bank Limited and are referred to as the
“Macquarie Group”, and those funds will own 64.3 percent of DQE Holdings LLC. The
other members of the Consortium will own the remaining 35.7 percent. Post acquisition,
the present Duquesne Light Holdings parent company will continue to exist (to be owned
by DQE Holdings), but it no longer will be a publicly-traded corporation.

Table 1 below shows the planned ownership shares among the various private
investment funds. As this table shows, the largest singie owner will be the Diversified
Utility and Energy Trust (DUET), which also appears to be the only one of the funds with

a current rating from a major credit rating agency.’

* While not an owner of DQE Holdings per se, Macquarie Bank Limited, which manages some of these funds is
rated a strong single A,

Direct Testimony of Matthew 1. Kahal Page 11
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Table 1.
Ownership Percentages of DQE Holdings LLC

(1) Macquarie Infrastructure Partners (MIP) 22.1%
(2) Diversified Utility and Energy Trust (DUET) 28.9
(3) Macquarie Global Infrastructure Fund (GIF-2) 6.6
(4) Macquarie - FSS Infrastructure Fund (M-FIT) 6.6

Macquarie Group 64.3%
(5) Industry Funds Management (IFM) 22.8%
(6) Motor Trade Association (MTA) 6.6
(7) SAS Trustee Corporation (State Super) . 6.6

Non-Macquarie Funds . 35.7%

Total 100.0%
Source: Response to OTS 1-1

Q. WHAT ARE THE TERMS OF THE ACQUISITION?

A. The Consortium will acquire the present Duquesne Holdings for $20 a share (about $1.6
billion based on nearly 80 million shares outstanding) and a total enterprise value of
$3.15 billion. This sale price will provide current Duquesne Holdings shareholders with
an.acquisition premium of about 22 percent, or an estimated $283 million. (Response to

RESA 1I-3) Thus, shareholders will enjoy a substantial benefit from this transaction.

Q. DO THE CONSORTIUM MEMBERS HAVE EXPERIENCE WITH UTILITY
OWNERSHIP?
A. Consortium membérs have various investments in non-U. S. utilities including water,

electric transmission, electric distribution and gas. The funds have recently acquired two
retail U. S. utilities, Aquarion Water in New England and Hawaiian Gas Company. DLC

would be the first U. S. retail electric utility, and I believe that the Consortium members
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may have an interest in further U. S. utility acquisitions. Given the Consortium’s present
absence of other U. S. electric utility investments, 1 would conclude that the proposed
acquisition is not a horizontal merger.
IS THERE ANY INDICATION THAT THE CONSORTIUM INTENDS TO
ALTER DLC’S BUSINESS PLANS OR OPERATIONS?
There is no indication of any significant operational or strategic changes as a result of the
acquisition, although those plans obviously could change over time. For example, the
present plan is to retain existing DLC management in its current role. However, the
Consortium has identified some important financial or capitalization changes that it plans
to make post closing. In particular, the Consortium intends to increase the Duquesne
Light Holdings debt balance (to help finance the transaction) and to substantially increase
the DLC common equity ratio by refunding debt.
WILL THE CONSORTIUM MEMBERS PARTICIPATE IN THE
MANAGEMENT OF DLC?
Yes, it appears that they will to some degree. Mr. Leslie indicates that the Consortium
may provide “financial and technical expertise” (Applicants Statement No. 2, page 11) to
DLC, as needed and appropriate. However, neither the Application nor data responses
explain with much specificity the servic;es that will be provided to DLC.

.Mr. Leslie’s testimony also describes the planned corporate governance. He
states that representatives of the six funds will serve as the Board of Directors, with Mr.
Leslie serving as Chairman. Mr, Morgan will serve as the DQE Holdings and DLC CEO
and therefore will be a member of the Board of Directors. (Id., page 10-11 and response

to OCA [11-16)
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Q. WHAT HAS BEEN THE REACTION OF THE CREDIT RATING AGENCIES
TO THE PROPOSED TRANSACTION?

A The initial response has been somewhat negative. Following the public announcement of
the acquisition on July 5, 2006, both Standard & Poors (S&P) and Moody’s Investors
Service (Moody’s) placed DLC under review for possible downgrade.® The credit rating
of DUET, which is the Macquarie Consortium member with the largest investment in
DQE Holdings has a credit rating of BBB-, with an outlook of “negative”. Thus, the
acquiring entity has a weaker credit rating (i.e., DUET) and greater risk than DLC (a low
business nsk distribution company).

B. The Affirmative Benefit Standard

aQ. WHY IS IT APPROPRIATE THAT APPLICANTS BE REQUIRED TO
DEMONSTRATE THAT SUBSTANTIAL, AFFIRMATIVE BENEFITS WILL
ACCOMPANY A UTILITY MERGER?

A, Mergers, acquisitions and corporate restructuring reflect the normal operation of capital
markets and market forces. For example, in this case the Consortium’s proposed
acquisition of Duquesne Holdings is reflective of a strong, emerging trend of private
equity transactions and is facilitated by the availability of abundant and low-cost capital
in global markets. Moreover, the private equity acquisitions of utilities also are the result
of the repeal of the Public Utility Holding Company Act (PUHCA} which became
effective earlier this year.

While these types of corporate transactions reflect market forces, at the same time
the track record of mergers and acquisitions presents a mixed picture at best. Some

mergers are successful in meeting objectives (in terms of shareholder returns and

® S&P’s report is entitled, “Duquesne Light Holdings and DLC Rating Put on Watch Neg after Acquisition
Announcement.” Moody’s title states, “Moody’s Places Rating of Duquesne Light Holding (Sr. Unsec. Baa3) and
Duquesne Light Company (St. Sec Baal) under Review for Possible Downgrade” (July 5, 2006) Provided in
response to OCA I]I-1.
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efficiencies) while others are not. The professional economics literature concerning
mergers documents this uneven track record of performance.

In this regard, there is a fundamental difference between utility mergers and those
not involving utilities. In the case of non-utility mergers, the failure to achieve planned
efficiencies or adequate returns on investment (including recovery of acquisition
premiums) will be borne entirely by investors. In the case of utility mergers, at least a
portion of the risk and cost of poor performance will be underwritten by captive utility
customers, unless (and except to the extent) such nisk can be mitigated by protective
conditions required by the regulator. Moreover, as a practical matte; merger-related risks
can never be eliminated, even by carefully-crafied conditions.

WHY DOES THIS WARRANT AN “AFFIRMATIVE BENEFITS”

STANDARD FOR APPROVAL?

Each merger or corporate “change of control” proposal should be evaluated on its own
merits. While protective conditions can be helpful, it 1s probably inevitable that a merger
(or change in control) will expose utility customers to risks associated from a changed
ownership structure or failure of management to execute on the business strategy. For
this reason, it is important to carefully scrutinize the claimed benefits in order to have
some degree of confidence that the prospects for benefits reasonably compensate for the
risks that customers inevitably will bear. These risks potentially could take the form of
higher rates, diminished service quality and/or other public interest problems. A “no
harm™ or status quo standard of approval does not adequately protect customers.

CAN YOU CITE ANY RECENT EXAMPLES OF A MAJOR UTILITY

ACQUISITION THAT WAS NOT SUCCESSFUL?

Yes. In 2002, the German utility company, RWE Aktiengesellschaft (RWE), sought to

acquire the American Water Company system, including Pennsylvania American Water
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Company, completing the transaction in 2003. In late 2005, RWE determined that
ownership of U. S. water utilities no longer fit its business plan, and it is in the process of
divesting American Water. This is a lengthy, costly and disruptive process.

WHAT DO YOU CONCLUDE FROM THIS ANALYSIS?
Consistent‘with Pennsylvania policy, this transaction should not be approved if the
substantial, affirmative benefits standard cannot be met with a reasonable degree of
confidence. The Applicants’ specific benefit claims must be carefully scrutinized to
determine whether they meet this standard. If not, and if the merger is to be approved,
conditions of approval must be crafted that properly protect customers and assure that the
standard can be met.

HAS THIS STANDARD BEEN APPLIED IN PENNSYLVANIA FOR PAST

ELECTRIC UTILITY MERGERS?
Yes, my understanding is that it has been applied. Most recently, as part of the
Exelon/PSEG merger (involving the acquisition of Public Service Enterprise Group),
Docke.t No. A-1 10550F0160, a settlement was reached providing $120 million in rate
reductions over four years and a delivery service rate cap through 2010. It also provided
a rangei of other benefits pertaining to renewable resources, universal service programs,
service quality and utility staffing. While this merger did not go forward, similar
conditions were applied to the earlier PECO/Unicom merger where a settlement provided
$200 million of rate reductions, a delivery service rate cap of five years and a range of
other benefits pertaining to renewable resources, universal service programs, service
quality and utility staffing. (Docket No. A-110550F0147)

Similarly, for the First Energy acquisition of the GPU ¢companies (including
Metropolitan Edison Company and Pennsylvania Electric Company), the Administrative

Law Judge (ALJ) recently recommended a sharing with customers of the synergy savings
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from the merger upon consideration of this issue on remand. (Docket Nos. A-
110300F0095, et al.}) This was in addition to previous conditions the Commission had
imposed regarding a Service Quality Index, universal service programs, economic
development programs, and other conditions. By comparison, the Macquarie acquisition
of DLC identifies no synergy savings for customers, nor do Applicants offer any tangible
or substantial rate benefits/protections for customers or other public interest benefits
beyond preserving the status quo.

Assessing the Claimed Merger Benefits

WHAT CUSTOMER OR PUBLIC INTEREST BENEFITS DO THE

APPLICANTS AND MR. LESLIE, ON BEHALF OF THE MACQUARIE

CONSORTIUM, CLAIM FOR THIS MERGER?
The claimed benefits fall primarily into two categories. The first category of benefits
stems from Mr. O’Brien’s suggestion that Duquesne inevitably is a “takeover” target, and
this proposed transaction would be superior to some other hypothetical merger. The
Macquarie Consortium acquisition is asserted to be superior because the Applicants
suggest that it would be less disruptive. Since the proposed transaction is described as
more of a long-term “infrastructure investment” than a traditional horizontal merger
(e.g., Exelon), the Consortium claims it will support DLC’s current management and
business plan, and it states that it will maintain the corporate headquarters in Pittsburgh.
The Applicants appear to suggest that these benefits could be lost under some future
acquisition, and this merger will preserve the “status quo.”

The second category of claimed benefits includes the positive improvements that
the Consortium allegedly can provide. Specifically, the Consortium states it can provide:

» Access to its technical expertise in managing large infrastructure and utility

investments.
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« Improved access to capital to finance improvements and expansion at DLC.
» The Consortium’s commitment “to pursuing new and strategic initiatives with
Duquesne’s current management to further improve ratepayer satisfaction and
continue to focus on product quality and operational efficiency.”
(Application, pages 22-23)
o The Applicants and Consortium agree to continue existing employee
protections and the Company’s community involvement.
« The Applicants will implement a 50 MW economic development program
involving the sale of generation to new business loads at a discounted price.
Q. WILL THE TRANSACTION PROVIDE “SYNERGY SAVINGS” OR
TRADITIONAL MERGER ECONOMIES OF SCALE SAVINGS?
A. The Applicants do not believe that it will, which helps to explain why so few affirmative

benefits have so far been offered to customers. As Mr. O’Brien states:

Because the transaction does not involve a combination of
operating utilities, it is not expected that synergy savings will be
realized as a result of the transaction. (Applicants’ Statement
No. 1, page 21) '

Since no synergy savings have been claimed or identified, there is no commitment at all,
post transaction, to achieving additional efficiencies or improvements.

Q. THE APPLICANTS INDICATE THAT A MERGER BENEFIT COULD
INCLUDE AN OPPORTUNITY FOR DLC TO IMPLEMENT “BEST
PRACTICES” TO BE IDENTIFIED BY CONSORTIUM MEMBERS BASED
ON THEIR GLOBAL UTILITY EXPERTISE. HAS THAT BEEN
SUBSTANTIATED?

A. No “best practices” or “strategic initiatives” have been either identified or described. The

response to OCA I-37 simply states that representatives of DLC and the Macquarie

Group will seek to identify such initiatives after merger completion. The response to
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OCA [-41 identifies no timetable for addressing such initiatives other than afier merger
approval. The response to OQCA 1-35 discusses some initiatives that have occurred (or
may occur) at other Macquarie Group utilities. However, with respect to DLC the
response states that the Consortium “does not believe that DLC needs to conduct a
comprehensive review of its processes. Instead, the Macquarie Consortium intends to
su;;pon the current management team in implementing its existing strategy.” (emphasis
added)

In light of these interrogatory responses, there is no clear indication that any effort
will be made to adopt “best practices” beyond what DLC management would introduce
on its own.

APPLICANTS SUPPORT THE TRANSACTION BY ARGUING THAT

DUQUESNE IS A “TAKEOVER TARGET” IN A RAPIDLY

CONSOLIDATING INDUSTRY. DO APPLICANTS PROVIDE SUPPORT

FOR THE TAKEOVER ASSERTION?

Mr. O’Brien cites to investor analyst opinion on this issue. (Applicants Statement No. |,
page 11) In response to OCA III-18, the Applicants provided a J. P. Morgan research

report dated February 14, 2006 which states:

DQE may be perceived as an acquisition candidate, although we
believe it 1s unlikely that the company would be acquired at current
price levels. We also believe the long-term regulatory uncertainty
would deter a potential buyer.

Thus, the alleged -benefits from this transaction which stem from avoiding some other,
future acquisition seem speculative.
SHOULD AVOIDANCE OF SOME OTHER FUTURE MERGER BE VIEWED
AS A PUBLIC INTEREST BENEFIT IN THIS CASE?
I do not believe it should be considered a public interest benefit for three reasons. .First,

the attributes of a future, hypothetical acquisition of Dugquesne are both unknown angd
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unknowable. Hence, the merits of some future merger simply cannot be compared to the
proposed Macquarie merger. For example, it is possible that a more traditional (1.e.,
horizontal) merger may provide significant synergy savings, which this proposed merger
does not provide and which this transaction therefore would preclude. Hence, there 1s no
basis for claiming that the avoidance of some other merger necessanly should be viewed
as a benefit.

The second reason is that any future merger or acquisition proposal will be
subject to this Commission’s approval, including the application of the “substantial,
affirmative public benefits” standard. If such a future merger is f;)und not to be in the
public interest under the approval standards, it can be rejected or properly conditioned.

Third, we have little information regarding the Consortium’s future plans:for
Duquesne or DLC. That is, the filing and Mr. O’Brien’s testimony describe the current
plans to operate DLC as a “stand alone™ utility, but future plans could change.

For all of these reasons, 1 do not believe the avoidance of a future, hypothetical
merger meets the Commission’s “affirmative benefits” test.

THE APPLICATION EMPHASIZES THE IMPORTANT ROLE THAT THE

CONSORTIUM CAN PLAY IN PROVIDING FINANCING FOR THE DLC

INFRASTRUCTURE IMPROVEMENT PLAN AND OTHER CAPITAL

PROJECTS. DO APPLICANTS OR THE CONSORTIUM PROVIDE ANY

SPECIFIC EVIDENCE OF A CAPITAL FUNDING OR COST OF CAPITAL

BENEFIT?

No. DLC has large capital outlays associated with its infrastructure improvement plan,
about $530 million during 2005 to 2007. (Response to OCA 11I-8) The vast majority of
the capital expenditures will be made prior to the completion of the proposed merger (if

approved), and the majority of the capital has been subject to rate recovery in DLC’s
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most recent distribution rate case. (Pa PUC Docket No. R-00061346) DLC has also
submitted a request to FERC seeking extremely favorable rate treatment 'and revenue
support for its transmission capital spending going forward, presumably both as a
shareholder reward and to help facilitate financing of new transmission. Applicants
nowhere have stated that this “incentive” or special rate treatment to facilitate financing
will not be needed if the merger is approved.

In this regard, OCA 111-6 asked Applicants to support their assertion of inadequate
access o capital for DLC. The response cites no instances or examples of inadequate
access to capital or any tangible evidence on this issue supporting Applicants’ assertions
that DLC presently faces unduly restricted access to capital. In that regard, DLC has a
stronger credit rating than the largest Consortium member (in terms of its proposed
Duquesne investment), i.e., DUET.

WILL THE MERGER REDUCE DLC’S COST OF CAPITAL AND

THEREFORE ITS FAIR RATE OF RETURN?

Again, there is no evidence of a cost of capital reduction, and some risk of a cost of

capital increase (possibly due to the Consortium’s capital structure plans for DLC). OCA
III-3 asked the Applicants to identify any anticipated reduction in either the cost of debt
or cost of equity associated with the merger. The Applicants respond by stating, “The
acquisition will have no adverse effect on DLC’s ability to raise debt and equity capital
nor on the cost of that capital.” In other words, Applicants on this key issue are limited to
claiming only an absence of harm, not an affirmative benefit. As will be discussed in the
next section, | believe that even under the Consortium’s status quo plan, there is some

nisk to customers of a higher cost of capital.
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DO APPLICANTS CLAIM A BENEFIT FROM MAINTAINING CORPORATE

HEADQUARTERS IN PITTSBURGH?
Yes, but this is a “status quo™ benefit to be realized from not changing the current
arrangements. Moreover, there appears to be nothing to prevent the Consortium from
transferring activities or functions from the DLC Pittsburgh headquarters in the future, as
a result of this merger and its future U. S. utility acquisitions.

HAS THE CONSORTIUM DOCUMENTED THE BENEFITS FROM ACCESS

TO ITS GLOBAL TECHNICAL EXPERTISE?
No. The OCA asked a series of questions seeking some specifics or support concerning
how the Consortium will bring value to customers, particularly by drawing on
Consortium technical expertise and managerial resources. The response to OCA 1-37
merely states that at some future point in time, DLC management and Macquarie will
engage in a “strategic planning process” 1o identify possible “initiatives”. The response
to OCA 1-40 states Macquarie’s commitment to enhancing service quality, and that this
activity will be tracked through normal Pa PUC reporting. The response to OCA [-41
does not identify a timetable for pursuing new initiatives-other than stating this will occur
“once the merger is approved.”

HAS THE CONSORTIUM IDENTIFIED ANY STRATEGIC INITIATIVES,

TRANSFER OF BEST PRACTICES OR SPECLALLZED EXPERTISE THAT IT

CAN PROVIDE DLC?
Generally speaking, it has not, perhaps other than using Macquarie’s expertise and
resources to help raise capital or for certain financial services. Thus, at this point, the
benefits to DLC customers from access to Macquarie’s expertise have not been
convincingly demonstrated. Once again, this does not seem supportive of the

Commission’s affirmative benefits standard of merger approval.
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DO YOU SEE ANY POTENTIAL DISADVANTAGES FROM THE SHARING

OF EXPERTISE?

Yes, I do. At the present time, Macquarie’s utility footprint in the U. S. is quite small,
and the Duquesne acquisition would be a major expansion, both in size and mto a new
business in the U.S. (i.e., electric utility delivery service). It seems apparent from the
Application and testimony that the Consortium members have a strong interest in further
utility expansion in the U. S. market, facilitated by the repeal of PUHCA. As expansion
is either pursued or even just contemplated, Macquarie may seek to draw upon the
managerial and technical talent at DLC to assist in utility acquisition activity. This will
remove or distract the key individuals from devoting their full time and energy to
providing DLC utility service. While this may provide a promotion or professional
benefit for these employees, it could be disadvantageous for customers.

In this context, the sharing of expertise and technical assistance between
Macquarie and DI.C potentially is a double-edged sword, benefiting Macquarie at the
expense of DLC customers. Post merger, there would be nothing to prevent Macquarie
from engaging in managerial talent “cream skimming”.

IS THE PROPOSED 50 MW ECONOMIC DEVELOPMENT PROGRAM AN

AFFIRMATIVE BENEFIT?

It may provide a modest public benefit (depending on customer participation), but it is
not clear that a merger is required to implement this program. Also, its scope is rather

limited since the program is restricted to new business loads, 1.e., no residential benefit.
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Q. IS THE COMMITMENT TO RETAIN CURRENT EMPLOYEE
PROTECTIONS AND LOCAL COMMUNITY INVOLVEMENT A MERGER
BENEFIT?

A. This appears to be largely a continuation of present practice rather than a benefit

specifically to be provided by the merger.

Q. ARE THERE OTHER CLAIMED MERGER BENEFITS THAT HAVE BEEN
EXPLAINED OR DOCUMENTED?

A. At this time, Applicants and the Consortium have not demonstrated any other substantial,

affirmative public interest benefits that [ am able to identify.
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IV. POTENTIAL CONDITIONS OF APPROVAL
WHAT 1S THE PURPOSE OF THE CONDITIONS YOU HAVE

DEVELOPED?
If the Commission finds merit in the proposal to transfer control of DLC to the
Macquarie Consortium, I recommend that such approval be accompanied by conditions
that are protective of customers and conditions that have the potential to provide
affirmative public benefits. In addition to my conditions, OCA witness Alexander has
developed recommendations pertaining to service quality and universal service that
would further provide both protection and benefits.

WILL YOUR CONDITIONS, IN CONJUNCTION WITH MS. ALEXANDER'S

RECOMMENDATIONS, ENSURE CUSTOMER BENEFITS FROM THE

MERGER?
Protective conditions are very helpful -- even essential -- but they cannot guarantee either
affirmative benefits or absence of harm from a merger. Important risks cannot be
completely eliminated. This is particularly true in this case because of a general lack of
experience in the U.S. with private equity acquisitions of utilities. However, 1 believe
that my recommended distribution rate cap would provide an affirmative benefit.

HAVE THE APPLICANTS PROPOSED ANY PROTECTIVE CONDITIONS?
The Applicants and the Consortium have made certain, limited proposals, but these
proposals mainly take the form of a statement of intention to maintain the status quo.
This would include assertions to maintain or enhance service quality, retain existing
management, complete the ongoing infrastructure improvement plan, maintain the
Pittsburgh headquarters, honor existing union and employee arrangements and retain the
current role in the community. For the most part, these are stated as the Consortium’s

intentions, but to a large extent they appear to be non-binding or not enforceable. In
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addition, Applicants and the Consortium agree not to seek recovery of transaction costs.
(Response to OCA HI-21)
IN LIGHT OF THE ABSENCE OF PROTECTIONS AND AFFIRMATIVE,
SUBSTANTIAL BENEFITS IN THE APPLICATION AND TESTIMONY,
WHAT DO YOU RECOMMEND?
At this time, 1 recommend requiring conditions addressing the following principal areas,
as discussed in the subsections below.

Distribution Rate Cap

ARE YOU RECOMMENDING ANY CONDITIONS THAT WOULD
INCREASE THE LIKELIHOOD THAT THE MERGER WOULD PROVIDE
CUSTOMERS WITH AFFIRMATIVE BENEFITS?
Yes. I recommend that the Commission require as a condition of approval a distribution
rate cap through year-end 2010. Since the earliest that Duquesne could obtain higher
distribution rates would be roughly January 1, 2008 (if it filed for higher rates in early
2007), this provides an “incremental” three-year rate cap.
WHY IS THE RATE CAP CONDITION REASONABLE GIVEN THAT
APPLICANTS CLAIM NO SYNERGY SAVINGS?
In my judgment, this condition is needed to provide any benefits from the merger. In
recognition that Applicants identify no synergy savings, I am not recommending any rate
reduction, rate credits or synergy savings sharing that other electric utility mergers often
include. A rate cap will require cost control discipline by the new management of
Duquesne to meet profit targets.
There are two key factors to consider in including the distribution rate cap as [
recommend. First, there seems to be an unreasonable imbalance of shareholders and

customer benefits. As mentioned earlier, shareholders will enjoy nearly $300 million in
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market premium benefits from the transaction and zero for customers. This is inequitable
on its face. Second, we are not dealing with a situation where it has been mz;ny years
since the utility has obtained a rate increase. DLC just received a distribution service rate
increase through settlement of $117 million, plus a pass-through mechanism for
transmission cost changes. I am not recommending any change to the transmission pass-
through mechanism.

Corporate Governance for DLC/Affiliate Agreement

WHAT IS THE PLAN FOR CORPORATE GOVERNANCE POST MERGER?
The anticipated corporate governance is briefly described in the testimony of both Mr.
O’Brien and Mr. Leslie, with additional detail provided in response to OCA III-16.” Mr.
O’Brien does not perceive the planned corporate governance as resulting in a significant
change: “1 do not think there will be any significant change in the direction of our
business.” (Applicants Statement No. 1, page 16) As he explains, the current Board will
be replaced by representatives of the various Consortium funds with Mr. Leslie serving as
Board Chairman. Mr. O’Brien in his CEO capacity will interact with and report directly
to the Board, just as he does today, as well as serving on the Board.

At pages 10-11, Mr. Leslie provides a similar description of corporate governance
stating that the sole function of the Board (to be populated by the DLC CEO and
Consortium representatives) 1s “io supervise the operations of DLH and Duquesne
Light” He goes on to say that there presently is no intention to merge DLH (and by
implication DLC) with any other Macquarie investment, but such an arrangement is
possible in the future, and at that time would be “based on an analysis of DQE.”

Both Mr. Leslie on behalf of the Consortium and Mr. O’Brien on behalf of DLC

suggest that corporate governance will not change substantially. Just as the current DLH

7 In addition to the Board, which is the decision-making body, this response also describes a Management
Committee, which advises the Board, and an “Asset Manager” who will be a Macquarie employee.
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Board oversees the operations of DLC, the new Consortium-based Board will be playing
the same role, with Mr. Leslie serving as Chairman.

DO YOU CONCUR WITH THESE WITNESSES THAT THE PLANNED

CORPORATE GOVERNANCE IS NOT A MAJOR CHANGE FROM THE

EXISTING GOVERNANCE?

No, not necessarily. The proposed structure introduces an important change in
perspective that raises a couple of concerns. The corporate decision makers (i.e., the
Board) would be Mr. Leslie and four other fund representatives and the DLC CEQ, some
of whom may not even be located in the U.S. While DLC will have a responsibility to
provide cash flow and returns for its six owners, as a public utility, it also has obligations
to be responsive to its customers, the local community and this Commission. The Board
described by Mr. Leslie understandably will be focused on the management and strategic
direction of DLH/DLC that best meets the needs and investment objectives of the funds.
This is an important change in the Board perspective that could affect corporate policies,
financial polices and strategic plans.

A second concern pertains to the absence of market discipline. As a publicly-
traded corporation Duquesne Holdings (with DLC being the principal subsidiary) now
must operate in a transparent manner, with extensive public disclosure of its business
activities, risks and financial perforfnance. Its performance is overseen not only by its
Board of Directors but also by the operations of public securities markets, principally the
stock market. In fact, capital markets serve to discipline and evaluate the performance of
the Board as weli as that of the company itself. This absence of market discipline and
transparency under the proposed “private equity” Board of Directors is a significant

change from the present governance structure.
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WHAT DO YOU RECOMMEND TO ADDRESS THESE CONCERNS?

The corporate governance structure identified by Mr. Leslie clearly is the result of the
private equity ownership arrangement. Nonetheless, I believe that there is some room for
improvement that can be achieved by broadening the Board of Directors membership®
The proposed private equity structure can be preserved, while addressing the concerns
discussed above, by including four outside directors on the Board along with the DLC
CEO and the five fund representatives. It also would be desirable if at least two of the
four outside directors are Duquesne service area residents. This more diverse Board
would bring a broader (including a “local”) perspective to the oversight and strategic
direction of DLH/DLC while.properly representing investor interests. Such a Board
potentially will be more responsive to the interests of both the Commission and local
community.

I believe that it is more important for a public utility than a non-regulated
company to have such a broad-based Board due to the fact that the utility has explicit
public. interest responsibilities to its customers, its regulators and the local community
that compris;es its franchise service territory. These responsibilities are part of the quid
pro quo for being granted monopoly status and an exclusive franchise to serve.

WILL THE MACQUARIE GROUP PLAY A ROLE BEYOND THE

CORPORATE GOVERNANCE JUST DESCRIBED?

Yes. As further discussed by Mr. Leslie, Consortium members may provide management
and other professional services to DLC although these services apparently have not yet

been defined. It is clear that the provision of such services would be considered for

® According to the Duquesne Light Holdings Annual Report to Shareholders, the present Board includes nine

members (including Mr. O’Brien as an inside director). The Board appears to be diverse with most of the Board

members active in the Pittsburgh or Western Pennsylvania area, both in terms of business and community activities
_(i.e., educational, charitable or cultural).
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regulatory purposes 1o be affiliate transactions and therefore subject to the Commission’s
oversight.

As stated in the Application and Mr. Leslie’s testimony, affiliate transactions are
provided at cost pursuant to the Amended and Restated Admimstrative Services
Agreement among DLC, its parent and its affiliate. _Applicants and the Consortium seek
authority to amend this existing agreement to include DQE Holdings and Macquarie
Bank Limited, its subsidiaries and affiliates. Mr. Leslie states that this amendment will
make possible DLC’s access to the Consortium’s expertise and resources, thereby
benefiting utility operations.

DO YOU HAVE ANY OBJECTION TO THIS REQUEST?

Yes. This request cannot be approved at this time because the Applicants have not yet
provided the proposed amendments to the existing Services Agreement. Until this is
done and the amendments are determined to be appropriate, this request to authorize
transactions with the Consortium members (and/or their affiliates) should not be granted.
Moreover, this request appears to be integral to the merger itself. Hence, Applicants
must be required to submit the amended agreement to the parties for their review and to
the Commission for its review and approval. The merger transaction must not be
permitted to close until the affiliate transaction agreement issues are fully resolved.

Cost of Capital Issues

WHAT ARE YOUR CONCERNS REGARDING COST OF CAPITAL?
In the context of Commission approval of this merger, there are several issues pertaining
to the cost of capital that warrant protective conditions. The issues that I have identified
would include the following:

» Customers should be protected against any increase in the DLC cost of capital

(and therefore fair rate of return) as a result of the merger, including cost of
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capital increases associated with the Consortium’s plans to change capital
structure in a manner that could adversely impact customers.

» Post transaction, DLC should not serve as a source of credit or credit support
for any affiliates, including the Consortium funds or entities owned by the
funds.

» DLC will incur substantial debt redemption costs as a result of the
capitalization changes proposed by the Consortium. Ratepayers should not be
charged for these costs absent a clear and convincing demonstration that the
incurrence of these costs is beneficial to customers.

WILL THIS TRANSACTION IMPACT DLC’S COST OF CAPITAL?

Yes, it will. For reasons that are not entirely clear, the Consortium apparently intends to
substantially increase the common equity ratio of DLC, while at the same time adding
debt to the Duquesne Light Holding balance sheet. My concem is largely with the former
action.

Altering the DLC capital structure is not necessarily inappropriate if the purpose
is to minimize the Company’s overall cost of capital or to maintain an investment grade
credit rating. However, in this case the DLC common equity ratio is being increased
from -about 44 percent (which clearly is within the range of reasonableness for a low-risk
delivery service utility) to a completely unreasonable and overly expensive 69 percent.’
Moreover, in response to RESA III-2 (Confidential), Applicants provide the projected
DLC capital structures for 2008 and 2012, indicating continued use of an unacceptably
high equity ratio, that if used for ratemaking would improperly penalize customers.

Although capital structure is the most glaring adverse impact, there also is some

nisk of increases in the cost of debt and equity associated with the merger. I earlier

® See “Presentation to Interested Parties”. October 18, 2006, page 13.
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mentioned the negative credit rating reports following the merger announcement. At this
point in time, I am not predicting an increase in debt or equity cost rates attributable to
the merger, but it is certainly a possibility, particularly if the private equity-dominated
Board of Directors changes DLC’s financial or business policies.

GIVEN THESE CONCERNS, WHAT DO YOU RECOMMEND?

As an approval condition, DLC should not be permitted to include in its fair rate of return
for ratemaking a cost of capital premium attributable to the merger. This must be
applicable to both Pa PUC ratemaking as well as FERC ratemaking in order to protect
customers. In addition, there must be explicit recognition that the planned 69 percent
common equity ratio is improper for ratemaking (both at the Pa PUC and FERC). I note
that DLC’s 2006 rate case settlement employed a 45.0 percent common equity ratio. In
future rate proceedings, DLC should be required to provide explicit and convincing
justification for the use (for ratemaking) of a common equity ratio higher than the current
45 percent.

A related issue pertains to the redemption costs associated with the plans to retire
substantial amounts of debt. The response to OCA IlI-15 estimates those costs at $9
million and seems to indicate that DLC will seek rate recovery of those expenses in a
future rate proceeding. DLC should not be permitted to seek rate recovery unless it can
demonstrate that the incurrence of these redemption costs is cost effective and provides a
net benefit to customers. This explicit demonstration must be provided for both FERC

and Pa PUC rate cases in order for those expenses to be eligible for rate recovery.
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Q. ARE THERE ANY OTHER COST OF CAPITAL CONDITIONS THAT
SHOULD BE REQUIRED?

A. Yes. To protect DLC’s financial integrity and avoid cross subsidization, the Company
should not be permitted to make Idans, extend credit, provide credit support, loan
guarantees or pledge assets for any affiliate, including Consortium members and entities
in which they have an investment interest without first obtaining Commission approval.'

In that regard, the response to OCA [1I-13 indicates that the Consortium intends to

replace DLC’s existing Credit Agreement with a new (smaller) agreement to align it with

that of the parent company. It should be noted that the parent has a weaker credit rating
than DLC. Hence, a single, combined Credit Agreement for DLC and its parent has the
potential to increase DLC’s borrowing costs. DLC should not combine its short-term
borrowing agreement with that of its parent (or another affiliate) if doing so will increase

its cost of borrowing.

Other Ratemaking Issues

ARE THERE OTHER RATEMAKING ISSUES THAT REQUIRE
PROTECTIVE CONDITIONS?

A Yes, there are two additional issues of concem. First, ratepayers must not be required to
pay a higher Capital Stock Tax as part of retail or wholesale (i.e., FERC transmission)
rates due to _the merger. Second, customers should not be charged for any merger
transactions costs as part of either retail or wholesale rates.

Q. WHY IS THE PENNSYLVANIA CAPITAL STOCK TAX AT ISSUE?
Applicants’ response to OCA I[I-2 states that “The Acquisition will increase the

Pennsylvania Capital Stock Tax for Duquesne Light Company due to the increase in the

" This condition is not intended to affect the operation of the Cash Poo! with DLC and DLH (and subsidiaries)
recently approved by the Cormmission in Docket No. G-00051141. But this would not be extended to the
Consortium funds.
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net common equity after the merger.” OCA V-1 sought a quantification for the increase,
but the response indicated that no estimate had been prepared. However, the response
also stated that the increase is not expected to be large. OCA V-2 inquired as to whether
the Company would absorb this small increase rather than flow it through in rates. The
response indicated that Applicants do not agree to absorb the increase, but at this time do
not take a position on cost recovery.

Given the acknowledged absence of any synergy savings or clear benefits from
this merger, I believe that an increase in the Pennsylvania Capital Stock Tax caused by
the merger should not be reflected in either PAPUC determined rates or rates set by
FERC for transmission.

ARE THE APPLICANTS SEEKING RECOVERY OF TRANSACTION COSTS

FOR THE MERGER?

As stated in response to OCA III-21 (confidential), Applicants are not seeking the
recovery of transactions costs from customers. Nonetheless, some clarification is
required. This prohibition on rate recovery should apply to both FERC transmission rates
as well as PAPUC distribution rates. Moreover, it should cover all categories of
transactions costs and not just those listed in OCA I1I-21. For example, it shouid inciude
any employee-related transition costs, regulatory approval-related expenses, etc. In short,
it would exclude from rates any transition and transactions costs incurred by or allocated
to DLC that are merger transaction related.

Reporting

WHY WOULD A PERIODIC REPORTING ON THE STATUS OF THE

MERGER BE DESIRABLE?

There are several reasons why | believe some system of progress reporting should

accompany this merger. This includes the general lack of experience in the U.S. with

Direct Testimony of Matthew 1. Kahal Page 34




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

private equity funds taking over large utilities (and the associated governance issues), an
absence of synergy savings, proposed changes in financial structure, uncertainty over the
role of affiliate transactions and the potential for harm. It would be appropriate for DLC
to submit annual status reports to the Commission, with supporting testimony 1in the next
rate case. The rate case v\}ou]d provide a forum for review of the post-merger experience,
and a determination could be made at that time whether further progress reports are
warranted.
WHAT SHOULD THE ANNUAL PROGRESS REPORTS ADDRESS?

The reports should document the post merger experience, including any savings achieved

- or higher costs incurred, a summary of affiliate transactions (including the role of

Consortium members in providing technical and management expertise), the
implementation of “best practices” as described in the Application and testimony,
financing and access to capital, a summary of transaction costs (or “transition costs™)
incurred by DLC and the status of DLC key personnel. This last item would include the
utilization or transfer of DLC technical and managerial personnel on behalf of
Consortium members.

Other Corporate Operational Issues

ARE THERE OTHER CONDITIONS PERTAINING TO DLC’S FUTURE
OPERATIONS THAT SHOULD BE ADDRESSED?
Yes. Applicants and the Consortium have stated their intention to maintain a Pittsburgh .
corporate headquarters. This shouid be an explicit condition of approval. However, that
condition will not be meaningful absent an explicit requirement that management retain
over time approximately the same overal! level of corporate functions (and associated
staffing) at the Pittsburgh-sited headquarters. Adherence to this condition would require

periodic monitoring through a reporting requirement. In addition, DLC should maintain
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full access to books, records and personnel of DLC, DLH and its subsidiaries at the
Pittsburgh headquarters.

A further and related concern is DLC’s retention of key professional technical
staff and management: As mentioned, there is a significant risk that in an effort to pursue
additional acquisitions, Consortium members could devote the time of key DLC staff or
management to non-DLC activities or transfer them entirely to another venture. This
requires both a reporting plan as well as the development of a key personnel retention

plan to ensure DLC is not weakened.
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l V. CONCLUSION
DO YOU BELIEVE THE PROPOSED TRANSACTION, AS FILED, IS IN THE

I
o

3 PUBLIC INTEREST?

4 A No, I do not. The only tangible, substantial benefit is the nearly $300 million market

5 premium that will be enjoyed by shareholders. None of the other benefits asserted in the
6 Application have been demonstrated. Moreover, the proposed transaction introduces a
7 number of significant risks, the potential for cost penalties and corporate governance
8 concemns. The as-filed merger request, does not meet this Commission’s standard of
9 approval which requires affirmative, substantial benefits.

10 Q. CAN THIS PROPOSED MERGER BE IMPROVED THROUGH

11 CONDITIONS?

12 A Yes, such conditions, as outlined in my testimony and the recommendations of OCA

13 witness Alexander, are essential and will improve the attractiveness to customers of the

14 merger. The conditions that I am sponsoring are summarized in Appendix B.

15 Q. DOES THIS COMPLETE YOUR DIRECT TESTIMONY?

16 A This completes my Direct Testimony at this time.

17

18

19  00091988.DOC
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MATTHEW I. KAHAL

Mr, Kahal is currently an independent consulting economist, specializing in energy economics,
public utility regulation and financial analysis. Over the past two decades, his work has
encompassed electric utility integrated resource planning (IRP), power plant licensing and a wide
range of utility financial issues. In the financial area he has conducted numerous cost of capital
studies and addressed other financial issues for electric, gas, telephone and water utilities. Mr.
Kahal’s work in recent years has shifted to electric utility restructuring, mergers and competition.

Mr. Kahal has provided expert testimony on more than 250 occasions before state and federal
regulatory commissions and the U.S. Congress. His testimony has covered need for power,
integrated resource planning, cost of capital, purchased power practices and contracts, merger
economics, industry restructuring and various other regulatory policy issues.
Education:

B.A. (Economics) - University of Maryland, 1971.

M.A. (Economics) - University of Maryland, 1974.

Ph.D. candidate - University of Maryland, completed all course work
and qualifying examinations.

Previous Employment:

1981-2001 - Exeter Associates, Inc. (founding Principal).

1980-1981 - Member of the Economic Evaluation Directorate, The Aerospace
Corporation, Washington, D.C. office.

[977-1980 - Economist, Washington, D.C. consulting firm.

1972-1977 - Research/Teaching Assistant and Instructor, Department of Economics,
University of Maryland (Coliege Park).

1975-1977 - Lecturer in Business/Economics, Montgomery College.

Professional Work Experience:

Mr. Kahal has more than twenty years experience managing and conducting consulting
assignments relating to public utility economics and regulation. In 1981, he and five colleagues
founded the firm of Exeter Associates, Inc. and for the next 20 years he served as a Principal and
corporate officer in the firm. During that time, he supervised multi-million dollar support
contracts with the State of Maryland and directed the technical work conducted both by Exeter




professional staff and numerous subcontractors. Additionally, Mr. Kahal took the lead role at
Exeter in consulting to the firm’s other governmental and private clients in the areas of financial
analysis, utility mergers, electric restructuring and utility purchase power contracts.

At the Aerospace Corporation, Mr. Kahal served as an economic consultant to the Strategic
Petroleum Reserve (SPR). In that capacity he participated in a detailed financial assessment of
the SPR, and developed an econometric forecasting model of U.S. petroleum industry
inventories. That study has been used to determine the extent to which private sector petroleumn
stocks can be expected to protect the U.S. from the impacts of oil import interruptions.

Before entering consulting, Mr. Kahal held faculty positions with the Department of Economics
at the University of Maryland and with Montgomery College teaching courses on economic
principles, business and economic development.

Publications and Consulting Reporis:

Projected Electric Power Demands of the Baltimore Gas and Electric Company, Maryland Power
Plant Siting Program, 1979.

Projected Electric Power Demands of the Allegheny Power System, Maryland Power Plant
Siting Program, January 1980.

An Econometric Forecast of Electric Energy and Peak Demand on the Delmarva Peninsula,
Maryland Power Plant Siting Program, March 1980 (with Ralph E. Miller).

A Benefit/Cost Methodology of the Marginal Cost Pricing of Tennessee Valley Authority
Electricity, prepared for the Board of Directors.of the Tennessee Valley Authority, April 1980.

An Evaluation of the Delmarva Power and Light Company Generating Capacity Profile and
Expansion Plan, (Interim Report), prepared for the Delaware Office of the Public Advocate, July
1980, (with Sharon L. Mason).

Rhode Island-DOE Electric Utilities Demonstration Project, Third Interim Report on Preliminary
Analysis of the Experimental Results, prepared for the Economic Regulatory Administration,
U.S. Department of Energy, July 1980,

Petroleum Inventories and the Strategic Petroleum Reserve, The Aerospace Corporation,
prepared for the Strategic Petroleum Reserve Office, U.S. Department of Energy, December

1980.

Alternatives to Central Station Coal and Nuclear Power Generation, prepared for Argonne
National Laboratory and the Office of Utility Systems, U.S. Department of Energy, August 1981.




"An Econometric Methodology for Forecasting Power Demands,” Conducting Need-for-Power
Review for Nuclear Power Plants (D.A. Nash, ed.), U.S. Nuclear Regulatory Commission,
NUREG-0942, December 1982.

State Regulatory Attitudes Toward Fuel Expense Issues, prepared for the Electric Power
Research Institute, July 1983, (with Dale E. Swan).

"Problems in the Use of Econometric Methods in Load Forecasting," Adjusting to Regulatory,
Pricing and Marketing Realities (Harry Trebing, ed.), Institute of Public Utilities, Michigan State
University, 1983.

Proceedings of the Maryland Conference on Electric Load Forecasting, (editor and contributing
author), Maryland Power Plant Siting Program, PPES-83-4, October 1983,

"The Impacts of Utility-Sponsored Weatherization Programs: The Case of Maryland Ultilities,"
(with others), in Government and Energy Policy (Richard L. Itteilag, ed.), 1983.

Power Plant Cumulative Environmental Impact Report, contributing author, (Paul E. Miller, ed.)
Maryland Department of Natural Resources, January 1984.

Projected Electric Power Demands for the Potomac Electric Power Company, three volumes
with Steven L. Estomin), prepared for the Maryland Power Plant Siting Program, March 1984.

"An Assessment of the State-of-the-Art of Gas Utility Load Forecasting," (with Thomas Bacon,
Jr. and Steven L. Estomin), published in the Proceedings of the Fourth NARUC Biennial
Regulatory Information Conference, 1984.

"Nuclear Power and Investor Perceptions of Risk,” (with Ralph E. Miller), published in The
Energy Industries in Transition: 1985-2000 (John P. Weyant and Dorothy Sheffield, eds.), 1984.

The Financial Impact of Potential Department of Energy Rate Recommendations on the
Commonwealth Edison Company, prepared for the U.S. Department of Energy, October 1984,

"Discussion Comments,” published in Impact of Deregulation and Market Forces on Public
Utilities: The Future of Regulation (Harry Trebing, ed.), Institute of Public Utilities, Michigan
State University, 1985.

An Econometric Forecast of the Electric Power Loads of Baltimore Gas and Electric Company,
two volumes (with others), prepared for the Maryland Power Plant Siting Program, 1985.

A Survey and Evaluation of Demand Forecast Methods in the Gas Utility Industry, prepared for
the Public Utilities Commission of Ohio, Forecasting Division, November 1985, (with Terence
Manuel).




A Review and Evaluation of the Load Forecasts of Houston Lighting & Power Company and
Central Power & Light Company -- Past and Present, prepared for the Texas Public Utility
Commission, December 1985, (with Marvin H. Kahn). '

Power Piant Cumulative Environmental Impact Report for Maryland, principal author of three of
the eight chapters in the report (Paul E. Miiler, ed.), PPSP-CEIR-5, March 1986.

"Potential Emissions Reduction from Conservation, Load Management, and Alternative Power,"
published in Acid Deposition in Maryland: A Report to the Governor and General Assembly,
Maryland Power Plant Research Program, AD-87-1, January 1987.

Determination of Retrofit Costs at the Oyster Creek Nuclear Generating Station, March 1988,
prepared for Versar, Inc., New Jersey Department of Environmental Protection.

Excess Deferred Taxes and the Telephone Utility Industry, April 1988, prepared on behalf of the
National Association of State Utility Consumer Advocates.

Toward a Proposed Federal Policy for Independent Power Producers, comments prepared on
behalf of the Indiana Consumer Counselor, FERC Docket EL87-67-000, November 1987,

Review and Discussion of Regulations Governing Bidding Programs, prepared for the
Pennsylvania Office of Consumer Advocate, June 1988.

A Review of the Proposed Revisions to tﬁe FERC Administrative Rules on Avoided Costs and
Related Issugs, prepared for the Pennsylvania Office of Consumer Advocate, April 1988.

Review and Comments on the FERC NOPR Concerning Independent Power Producers, prepared
for the Pennsylvania Office of Consumer Advocate, June 1988.

The Costs to Maryland Utilities and Ratepavers of an Acid Rain Contro! Strategy -- An Updated
Analysis, prepared for the Maryland Power Plant Research Program, October 1987, AD-88-4.

"Comments," in New Regulatory and Management Strategies in a Changing Market
Environment (Harry M. Trebing and Patrick C. Mann, editors), Proceedings of the Institute of
Public Utilities Eighteenth Annual Conference, 1987.

. . ! ;
Electric Power Resource Planning, for the Potomac Electric Power Company, prepared for the
Maryland Power Plant Research Program, July 1988.

Power Plant Cumulative Environmental Impact Report for Maryland (Thomas E. Magette, ed.)
authored two chapters, November 1988, PPRP-CEIR-6.

Resource Planning and Competitive Bidding for Delmarva Power & Light Company, October
1990, prepared for the Maryland Department of Natural Resources (with M. Fullenbaum).




Electric Power Rate Increases and the Cleveland Area Economy, prepared for the Northeast Ohio
Areawide Coordinating Agency, October 1938.

An Economic and Need for Power Evaluation of Baltimore Gas & Electric Company's Perryman
Plant, May 1991, prepared for the Maryland Department of Natural Resources (with M.
Fullenbaum).

The Cost of Equity Capital for the Bell Local Exchange Companies in a New Era of Regulation,
October 1991, presented at the Atlantic Economic Society 32nd Conference, Washington, D.C.

A Need for Power Review of Delmarva Power & Light Company's Dorchester Unit 1 Power
Plant, March 1993, prepared for the Maryland Department of National Resources (with M.
Fulienbaum)

The AES Warrior Run Project: Impact on Western Maryland Economic Activity and Electric
Rates, February 1993, prepared for the Maryland Power Plant Research Program (with Peter
Hall).

An Economic Perspective on Competition and the Electric Utility Industry, November 1994.
Prepared for the Electric Consumers' Alliance.

PEPCQ's Clean Air Act Compliance Plan: Status Report; prepared for the Maryland Power Plant
Research Plan, January 1995 (w/Diane Mountain, Environmental Resources Management, Inc.).

The FERC Open Access Rulemaking: A Review of the Issues, prepared for the Indiana Office
of Utility Consumer Counselor and the Pennsylvania Office of Consumer Advocate, June 1995.

A Status Report on Electric Utility Restructuring: Issues for Maryland, prepared for the
Maryland Power Plant Research Program, November 1995 (with Daphne Psacharopoulos).

Modeling the Financial Impacts on the Bell Regional Holding Companies from Changes in
Access Rates, prepared for MCI Corporation, May 1996.

The CSEF Electric Deregulation Study: Economic Miracle or the Economists’ Cold Fusion?,
prepared for the Electric Consumers’ Alliance, Indianapolis, Indiana, October 1996.

Reducing Rates for Interstate Access Service: Financial Impacts on the Bell Regional Holding
Companies, prepared for MCI Corporation, May 1997.

The New Hampshire Retail Competition Pilot Program: A Preliminary Evaluation, July 1997,
prepared for the Electric Consumers’ Alliance (with Jerome D. Mierzwa).

Electric Restructuring and the Environment: [ssue [dentification for Maryland, March 1997,
prepared for the Maryland Power Plant Research Program (with Environmental Resource
Management, Inc.)




An Analysis of Electric Utility Embedded Power Supply Costs, prepared for Power-Gen
International Conference, Dallas, Texas, December 1997,

Market Power Qutlook for Generation Supply in Louisiana, December 2000, prepared for the
Louisiana Public Service Commission (with others).

A Review of Issues Concerning Electric Power Capacity Markets, prepared for the Maryland
Power Plant Research Program, December 2001 {with B. Hobbs and J. Inon).

The Economic Feasibility of Air Emisgions Conirols at the Brandon Shores and Morgantown
Coal-fired Power Plants, February 2005, (prepared for the Chesapeake Bay Foundation).

The Economic Feasibility of Power Plant Retirements on the Entergy System, September 2005
with Phil Hayet (prepared for the Louisiana Public Service Commission).

Expert Report on Capital Structure, Equity and Debt Costs, prepared for the Edmonton Regional
Water Customers Group, August 30, 2006.

Maryland’s Options to Reduce and Stabilize Electric Power Prices Following Restructuring, with
Steven L. Estomin, prepared for the Power Plant Research Program, Maryland Department of
Natural Resources, September 2006.

Conference and Workshop Presentations:

Workshop on State Load Forecasting Programs, sponsored by the Nuclear Regulatory
Commission and Oak Ridge National Laboratory, February 1982 (presentation on forecasting
methodology).

Fourteenth Annual Conference of the Michigan State University Institute for Public Utilities,
December 1982 (presentation on problems in forecasting).

Conference on Conservation and Load Management, sponsored by the Massachusetts Energy
Facilities Siting Council, May 1983 (presentation on cost-benefit criteria).

Maryland Conference on Load Forecasting, sponsored by the Maryland Power Plant Siting
Program and the Maryland Public Service Commission, June 1983 (presentation on
overforecasting power demands).

The 5th Annual Meetings of the International Association of Energy Economists, June 1983
(presentation on evaluating weatherization programs).

The NARUC Advanced Regulatory Studies Program (presented lectures on capacfty planning for
electric utilities), February 1984.




The 16th Annual Conference of the Institute of Public Utilities, Michigan State University
(discussant on phase-in and excess capacity), December 1984,

U.S. Department of Energy Utilities Conference, Las Vegas, Nevada (presentation of current and
future regulatory issues), May 1985. '

The 18th Annual Conference of the Institute of Public Utilities, Michigan State University,
Williamsburg, Virginia, December 1986 (discussant on cogeneration).

The NRECA Conference on Load Forecasting, sponsored by the National Rural Electric
Cooperative Association, New Orleans, Louisiana, December 1987 (presentation on load
forecast accuracy).




The Second Rutgers/New Jersey Department of Commerce Annual Conference on Energy Policy
in the Middle Atlantic States, Rutgers University, April 1988 (presentation on spot pricing of
electricity).

The NASUCA 1988 Mid-Year Meeting, Annapolis, Maryland, June 1988, sponsored by the
National Association of State Utility Consumer Advocates (presentation on the FERC electricity
avoided cost NOPRs).

The Thirty Second Atlantic Economic Society Conference, Washington, D.C., October 1991
(presentation of a paper on cost of capital issues for the Bell Operating Companies).

The NASUCA 1993 Mid-Year Meeting, St. Louis, Missouri, sponsored by the National
Association of State Utility Consumer Advocates, June 1993 (presentation on regulatory 1ssues
conceming electric utility mergers).

The NASUCA and NARUC annual meetings in New York City, November 1993 (presentations
and panel discussions on the emerging FERC policies on transmission pricing).

The NASUCA annual meetings in Reno, Nevada, November 1994 (preséntation concerning the
FERC NOPR on stranded cost recovery).

U.S. Department of Energy Utilities/Energy Management Workshop, March 1995 (presentation
concerning electric utility competition).

The 1995 NASUCA Mid-Year Meeting, Breckenridge, Colorado, June 1995, (presentation
concerning the FERC rulemaking on electric fransmission open access).

The 1996 NASUCA Mid-Year Meeting, Chicago, Illinois, June 1996 (presentation concerning
electric utility merger issues).

Conference on “Restructuring the Electric Industry,” sponsored by the National Consumers
League and Electric Consumers Alliance, Washington, D.C., May 1997 (presentation on retail
access pilot programs).

The 1997 Mid-Atlantic Conference of Regulatory Utilities Commissioners (MARUC}, Hot
Springs, Virginia, July 1997 (presentation concerning electric deregulation issues).

Power-Gen 97 International Conference, Dallas, Texas, December 1997 (presentation
concerning utility embedded costs of generation supply).

Consumer Summit on Electric Competition, sponsored by the National Consumers League and
Electric Consumers’ Alliance, Washington, D.C., March 2001 (presentation concerning
generation supply and reliabiiity).




National Association of State Utility Consumer Advocates, Mid-Y ear Meetings, Austin, Texas,
June 16-17, 2002 (presenter and panelist on RTO/Standard Market Design 1ssues).

Louisiana State Bar Association, Public Utility Section, October 2, 2002. (Presentation on
Performance-Based Ratemaking and panelist on RTO issues). Baton Rouge, Louisiana.

Virginia State Corporation Commission/Virginia State Bar, Twenty Second National Regulatory
Conference, May 10, 2004. (Presentation on Electric Transmission System Planning.)
Williamsburg, Virginia.
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Phitadelphia Electric Company

Gulf Power Company

Carolina Power & Light
Company

Columbia Gas of Ohio

Western Pennsylvania Water

Company

ALLTEL Pennsylvania Inc.

Experi Testimony
of Matthew I. Kapal

Jurisdiction

Maryland

Florida

Utah

Texas

Qklahoma

1Hlinois

Utah

Idaho

Pennsylvania

Florida

South Carolina

Ohio

Pennsylvania

Pennsylvania

Client

Commission Staff
Federal Executive Agencies
Federal Executive Agencies
Federal Executive Agencies
Federal Executive Agencies
LLS. Department of Energy
Federal Executive Agencics
U.S. Depariment of Encrpy
Office of Consumer Advocaie
Federal Execulive Agencies
South Carolina Consumer
Advacate
Ohio Division of Energy

Office of Cansumer Advacate

Office of Consumer Advocate

Subject

Cogeneration

Rate of retum, CWIP

Rate of retum, capital
structure

Cost of' equity

Rate of retumn, deferred taxes,
capital structure, attrition

Rate of rewurn, capital strue-
wre, financiat capability

Rate of return

Rate of retumn, financial
condition

Rate of retum

Raie of return, CWIP

Rate of retum, CWIP, [oad
forecasting

Load forccasting

Test year sales

Rale of relum




30.

3

32

13.

34,

35,

3.

37.

38

39.

40,

41.

42.

43,

Docket Number

ER-504
February 1985

R-842632
March 1985

83-0537 & 84-0555
April 1985

Rulemaking Docket
No. 11, May 1985

29450
July 1985

[811
August 1985

R-850044 & R-850045
August 1985

R-850174
November 1985

U-1006-265
March 1986

EL-86-37 & EL-86-38
September 1986

R-850287
June 1986

1849
August 1986

86-297-GA-AIR
November 1986

U-106945
December 1986

Ulility

Allegheny Generating Company

West Pentn Power Company

Commeonwealth Edison Company

Generic

Cklahoma Gas & Electric
Company

Bristol County Water Company

Quaker State & Continental

Telephone Companies

Philadelphiz Suburban
Water Company

ldaho Power Company
Allegheny Generating Company
Nationa! Fuel Gas

Distribution Corp.
Blackstone Valley Electric

East Ohio Gas Company

Louisiazna Power & Light
Company

Expert Testimony
of Matthew 1. Kahal

Jurisdiction

FERC

Pennsylvania

Illinois

Delaware

Oklahoma

Rhede [sland

Pennsylvania

Pennsylvania

tdaho

FERC

Pennsylvania

Rhode Island

Chio

Louisiana

Client

Office of Consumer Advocate
Office of Consumer Advocate
U.S. Department of Energy
Dela\vz;re Commission StafT
Oklahoma Allorney General
Divigion of Public Utilities
Office of Consumer Advocate
Office of Consumer Advacate
U.8. Department of Energy
PA Office of Consumer Advocate
Office of Consumer Advocate
Drvision of Public Utilities
Ohio Consumers' Counsel

Public Service Commission

Subject
Rate of retumn
Rate of return, conservation,
lime-ot-use rutes

Rate of return, incentive
rates, rate base

Interest rates on refunds
Rate of retumn, CWIP in rate
base

Rate of return, capital
structure

Rate of retum

Rate of return, {inancial
conditions

Power supply costs and models

Raie of return

Rate of retumn

Rate of return, ltnancial
condition

Rate of return:

Rate of return, rate phase-in
plan




44,

45,

46,

437,

48,

49,

50.

51

52.

53.

3.

55,

56.

57.

Docket Number

Case No. 7972
February 1987

EL-B6-58 & EL-86-39

March 1987

ER-87-72-001
April 1987

U-16945
April 1987

P-870196
May 1987

B6-2025-EL-AIR
June 1987

86-2026-EL-AIR
June 1987

87-4
June {987

1872
July 1987

WO 8606654
July 1987

7510
August 1987

8063 Phase |
October 1987

00439
November 1987

RP-87-103
February 1988

Utility

Potomac Electric Power
Company

System Energy Resources and
Middle South Services

Orange & Rockland

Louisiana Power & Light
Comnpany

Penasylvania Electric Company -

Cleveland Electric
Nueminating Company

Toledo Edison Company

Delmarva Power & Light
Company

Newport Electric Company

Atlantic City Sewerage
Company

West Texas Utilities Company

Potomac Electric Power
Company

Oklahoma Gas & Electric
Company

Panhandle Eastemn Pipe Line
Company

Expert Testimony
of Matthew 1. Kahal

Jurisdiction

Maryland
FERC

FERC
Louisiana
Pennsylvania
Chio

Ohio
Delaware
Rhade Island
New Jersey
Texas
Maryland
Oklahoma

FERC

Client

Commission Staff

Louisiana PSC

PA Office of Consumer Advocate
Commission Staff

Office of Consumer Advacate
Chio Consumers' Counsel
Ohio Consumers” Counsel
Commission Staff
Commission Stafl

Resorts International

Federal Executive Agencies
Power Plant Research Program
Smith Cogeneration

Indiana Utility Consumer
Caunselor

h

Subject

Generation capacity planning,
purchased power contract

Rate of retum

Rate of return

Revenue requirement update
phase-in plan

Cogenerntion contraci

Raie of rewumn

Rate of return

Cogeneration/small power

Rate of relum

Financial condition

Rate of retum, phase-in

Economics ol power plant siie
selection

Cogeneration economics

Rate of retum




58.

59.

60.

61.

62.

63,

04,

65.

06,

67.

68.

09,

70.

71

Docket Number

EC-88-2-000
February 1988

87-0427
February 1988

870840
February {988

870832
March 1988

B063 Phase 1i
July 1988

Bi02
July 1988

10105
August 1988

00345
August 1988

U-179006
September 1988
88-170-EL-AIR
Cetober 1988

1914 .
December 1988

U-12636 & U-17649

February 1989

00345
February 1989

RPBR-209
March 1989

Lility

Uiah Power & Light Co.
PacifiCorp

Commonweslth Edison Company

Philadetphia Suburban Water
Company

Columbia Gas of Pennsylvania

Potomac Electric Power
Company

Southern Maryland Electric
Cooperalive

South Central Bell
Telephone Co.

Oklahoma Gas & Flectric
Company

Louisiana Power & Light
Company

Cleveland Electric
Muminating Co.

Providence Gas Company

Loulsiana Power & Light
Company

Oklahoma Gas & Elcctric
Company

Natural Gas Pipeline
of America

Expert Testimony

of Matihew 1. Kahal

Jurisdigtion

FERC

[llinois

Pennsylvania

Pennsylvania

Maryland

Maryland

Kentucky

Oklzhoma

Louisiana

Chio

Rhode Island

Louisiana

QOklahoma

FERC

Clicn:

MNucor Steel

. Federal Execulive Agencies

Office of Consumer Advecale

Office of Consumer Advocate

Power Plant Research Program

Power Plant Research Program

Auorney General

$mith Cogeneration

Commission Staff

Northeast-Ohio Areawide
Coordinating Agency

Commission Staff

Commission Sialf

Smith Cogeneration

Indiana Ultility Consumer
Counselor

Subject

Merger economics

Financial projections

Rate of retum

Rate of retum

Power supply study

Power supply study

Rate of retumn, incentive
regulation

Need for power

Rate of retumn, nuclcar
power COSLS
indusirial contracis

Economic impact study

Rate of retum

Dispasition of litigation
proceeds

Load forecasting

Rate of retum




72,

73.

74,

75.

76.

77.

78.

7

80.

8t

82

8.

84,

Docket Number
8425
March 1980

EL89-30-000
April 1989

R-891208
May 1989

89-0031
May 1989

881167-El
May 1989

R-891218
July 1989

80063, Phase 111
Sept. 1989

37414-82
October 1989
October 1989
38728
November 1989

RP§9-49-000
December 1989

R-891364
December 1989

RP89-160-000
January 1990

Utility
Houston Lighting & Power
Company

Central llinois
Public Service Company

Pennsylvania American
Water Company

Hlincis Beli Telephone
Company

Gulf Power Company
Mational Fuel Gas
Distribution Company

Potomac Electric
Power Company

Public Service Company
of Indiana

Generic

Indiana Michigan
Power Company

National Fuel Gas
Supply Corporation

Philadelphia Electric
Company

Trunkline Gas Company

Expert Testimony
of Matihew 1. Kahal

Jurisdiction

Texas

FERC

Pennsylvania

Nineis

Florida

Pennsylvania

Maryland

Indiana

LJ.S. House of Reps.
Comm. on Ways & Means
Indiana

FERC

Pennsylvania

FERC

Client

U.S. Department of Energy
Soyland Power Coop, Inc.
Office of Consumer

Advocate
Citizens Utility Board
Federal Executive Agencies
Office of Consumer Advocate

Depart. Natural Resources

Utility Consumer Counselor

NA

Utility Consumer Counselor

PA Office of Consumer
Advocate

PA Office of Consumer

Advocate

Indiana Utility
Consumer Counselor

Subject

Rate of retum

Rate of retum

Rate of return

Rate of retum

Rate of retum

Sales forecasting

Emissions Controls

Rate of retun, DSM, off-
system sales, incentive
regutation

fxcess deferred
income tax
Rate of retum

Rate of retumn

Financial impacts
{surrebuttal only)

Rate of retumn

15




85.

B6.

87.

88.

89.

90.

91.

92,

93.

94,

95.

920.

97,

98.

Docket Number

EL90-16-000
November 1990

89-624
March 1990

8245
March 1990

0005806
March 1990

38868
March 1990

1046
March 1990

000776
April 1990

890366
May 1990,
December 1990

EC-90-10-000
May 1990

ER-891109125
July 1990

R-901670

July 1990

B201
October 1990

EL90-45-000
April 1991

GROO0BO786)]
January 1991

Unitity

System Energy Resources,
Inc.

Bell Atlantic
Potomag Edison Company
Public Service Company

of Oklahoma

Indianapolis Water
Company

Blackstone Valley
Electric Company

Oklahoma Gas & Electric
Company

Metropolitan Edison
Company

Northeast Utitities

Jersey Central Power
& Light

National Fuel Gas
Distribution Corp.

Delmarva Power & Light
Company

Entergy Services, Inc.

New Jersey
Natural Gas

Expert Testimony

of Matthew i. Kaha]

Jurisdiction

FERC

FCC

Maryiand

Oklahoma

- Indiana

Rhode Island

Oklahoma

Pennsylvania

FERC

New Jersey

Pennsylvania

Maryland

FERC

New Jersey

Client

Louistana Public Service
Commission

PA Office of Consumer
Advocate

Depart. Natural Resources

Smith Cogeneration Mgml,

Utility Cansumer Caunselor

Division of Public
Utilities

Smith-Cogeneration Mgn.

Office of Consumer
Advocate

Maine PUC, et. ai.

Rate Counsel

Office of Consumer
Advocate

Depart. Natural Resources

Louisiana PSC

Rate Counsel

Subject

Rate of retum

Rate of return

Avoided Cost

Need for Power

Rate of return

Rate of retum

Need {or Power

Competitive Bidding
Program
Avoided Costs

Merger, Market Power,
Transmission Access

Rate of retumn

Rale of return

* Test year sales

Competitive Bidding,
Resource Planning

Rate of return

Rate of retum

16




29.

100,

101,

102,

103.

104,

103,

106,

107.

108,

109.

1o,

(RN

112

Docket Number

90-256
January 1991

U-179494
February 1991

ER96091090;
April 1991

8241, Phase |
April 1991

8241, Phase |l
May 1991

39128
May 1991

P-900485
May 1991

G900240
P910502
May 1991

GR901213915
May 1991

91-5032
August 1991

EL9C-48-000
November 1991

000662
September 1991

U-19236
October 199]

U-19237
December 1991

Utility
South Central Bell
Tetephone Co.

South Central Bell
Telephone Co.

Atlantic City
Electric Company

Baltimore Gas &
Electric Co.

Baltimore Gas &
Electric Company

indianapolis Water
Company

Duquesne Light
Company

Metropolitan Edison
Co.
Pennsylvania Electric Co,

Elizabethtown Gas Co.
Nevada Power Co.
Entergy Services
Southwestern Bell

Telephone

Arkansas Louisiana
Gas Company

Louisiana Gas
Service Company

Expert Testimony
of Matthew 1. Kahal

Jurisdiction

Kentucky

Louisiana

New Jersey

Maryland

Maryland

Indiana

Pennsylvania

Pennsylvania

New lersey

Nevada

FERC

Qktahoma

Louisiana

Louisiana

Client

Attorney General

Louisiana PSC

Rate Counsel

Dept. of Natural
Resources

Dept. of Natural
Resources

Lititity Consumer
Counselor

Office ol Consumer
Advocate

Office of Consumer

Advocate

Rate Counsel

U.S. Dept. of Energy

Louisiana PSC

Atiorney General

Louisiana PSC Stalf

Louisiana PSC Staff

Subject

Rate of return

Rate of renttm

Rate of retum
Environmental controls
Need for Power,

Resource Planning

Rate of retumn, rate base,
financial planning

Purchased power contract
and related ralemaking

Purchased power contraet
and related ratemaking

Rate of relum

Rate of retum

Capacity transfer

Rate of return

Rate of retum

Rate of retumn




113.

114,

115,

110.

117.

118,

119,

120.

121,

122,

123,

124.

125,

126.

Docket Number
ERQG30356]
October 1991

GRS1071243)
February 1992

GRO1081393
March 1992

P-870235 et al.
March 1992

8413
March 1992

39236
March 1992

R-012164
April 1992

ER-91111698)
May 1992

U-19631
June 1992

ER-91121820)
Juiy 1992

R-00922314
August 1992

02-049-05
September 1992

92PUEQQ37
September 1992

EC92-21-000
September 1992

Utility
Rockland Electric
Company

Scuth Jersey Gas
Company

New lersey Natural
Gas Company

Pennsylvania Electric
Company

Potomac Electric
Power Company

Indianapolis Power &
Light Company

Equitable Gas Company
Public Service Electric
& Gas Company

Trans Louisiana Gas
Company

Jersey Central Power &
Light Company

Metropolitan Edison
Company

US West Communications

Commonwealth Gas
Company

Entergy Services, Inc.

of Matthew 1. Kahal

Jurisdiction

New Jersey

New Jersey

New Jersey

Pennsylvania

Maryland

Indiana

Pennsylvania

New lJersey

Louisiana

New Jersey

Pennsylvania

Utah

Virginia

FERC

Client

Rate Counsel
Rate Counsel
Rate Counsel
Office of Consumer

Advocate

Dept. of Natural
Resources

Utility Consumer
Counselor

Office of Consumer
Advocate

Rate Counsel

PSC Staff

Rate Counsel
Office of Consumer

Advocate

Committee of Consumer
Services

Attomney General

Louisiana PSC

Subject

Rate of rewumn

Rate of return

Rate of retumn

Cogeneration contracis

1PP purchased power

contracts

Least-cost planning

Need for power

Rate of return

Rate of reiwn

Rate of return

Rate of retum

Rate of retum

Rate of returmn

Rate of return

Merger Impacts
(Affidavit)




127.

128,

129.

130,

131,

132

133,

134,

135,

136.

137.

138.

139.

140.

Dackel Number
ER%2-341-000
December 1992

U-19904
November 1992

8473
November 1992

[PC-E-92-25
January 1993

EQ02/GR-92-1185
February 1993

92-102, Phase |1
March 1992

EC92-21-000
March 1993

3489
March 1993

11735
April 1993

2082
May 1993

P-G0930715
December 1993

R-00932670
February 1994

8583
February 1994

E-015/GR-94-001
April 1004

Liility

System Energy Resources

Louisiana Power &
Light Company

Baltimore Gas &
Electric Company

ldaho Power Company
Northern States
Power Company

Cenlral Maine
Power Company

Entergy Corporation
Delmarva Power &
Light Company

Texas Electric
Utitities Company

Providence Gas
Company

Bell Telephone Co.
of Pennsylvania

Pennsylvania- American
Water Company

Conowingo Power Co.

Minnesota Power &
Light Co.

Expert Testimon

of Matihew 1. Kaha)

Jurisdiction

FERC

Louisiana

Maryland

Idaho

Minnesota

Maine

FERC

Maryliand

Texas

Rhode Island

Pennsylvania

Pennsylvania

Maryland

Minnesota

Client

Louisiana PSC
Stalf
Dept. of Natural

Resaources

Federal Executive
Agencies

Attorney General
Staff

Luouisiana PSC
Dept. of Natural

Resources

Federal Executives
Agencies

Division of Public
Unilities

Office of Consumer

Advocate

Office of Consumer
Advocate

Dept. of Natural
Resources

Attormey General

Subject

Rate of returmn

Merger anzlysis, competition
competition issues

QF contract evaluation

Power supply

clause

Rate of retwm

QF contracts prudence and
procurenients practices

Merger issues

Power plam certification

Rate of return

Rate of relum

Rate of return, financial
prejections, Bell/TCI merger

Rale of return

Competitive bidding
for power supplics

Rate of retum

19




141,

142.

143,

144,

145,

146.

147.

t48.

149,

150.

151,

152,

153,

154,

Docket Number
CC Docket No, 94-1
May 1994

92-345, Phase 1l
June 1994

93-11065
April 1994

94-0065
May 1994

GR94010002)
June 1994

WR94030059
July 1994

RP91-203-000
June 1994

ER94-998-000
July 1994

R-00942986
July 1994

94-121
August 1994

35854-52
November 1994

IPC-E-94-5
November 1994

November 1904

90-256
December 1994

Utility

Generic Telephone

Central Maine Power Co.

Nevada Power Co.

Commonwealth Edison Co.

South Jersey Gas Co.

New Jersey-American
‘Water Co.

Tennessee Gas Pipeline
Company

QOcean State Power

West Penn Power Co.

South Central Bell
Telephane Co.

PSI Encrgy, Inc.

ldaho Power Co.

Edmonton Water

South Central Bell
Telephone Co.

Expert Testimony

of Matthew [. Kahal

Jurisdiction

FCC

Maine

Nevada

Minois

New Jersey

New Jersey

FERC

FERC

Pennsylvania

Kentucky

Indiana

[daho

Alberta, Canada

Kentucky

Client
MCI Comm, Corp.
Advocacy Staff
Federal Executive

Agencies

Federal Executive
Agencies

Rate Counsel

Rate Counset

Customer Group

Boston Edison Co.

Office of Consumer
Advocate

Atgmey General

Utility Consumer Counsel

Federal Executive Agencies

Regional Customer Group

Atomey General

fs

Subject

Rate of retum

Price Cap Regulation
Fuel Costs

Rate of rewurn

Rate of retum

Rate of rewumn

Rate ol return

Environmental Exiernalitics
(oral 1estimony only)

Rate of retum

Rate of return,
emission allowances

Rate of return

Merger savings and

allocations

Rate of retern

Rate of return

(rebuttal only)

Incentive Plan True-Ups

20




155.

136,

i57,

158,

159,

160.

161,

162,

103,

164.

165.

166.

1067,

Docket Number

U-20925
February 1995

R-00943231
February 1995
3678

March 1995

R-(00943271
April 1993

U-20925
May 1995

2290
June 1995

U-17949E
June 1995

2304
Juiy 1995

ERD5-625-000 gt al.

August 1995

P-00950915 et al.
September 1995

8702
September 1995

ER95-533-001
September 1905

40003
November 1995

Utility
Louisiana Power &
Light Company
Pennsylvania-American

Water Company

Generic

Pennsylvania Power &
Light Company

Louisiana Power &
Light Company

Narraganseit
Electric Company

South Central Bel!

Telephone Company
Providence Water Supply Board
PSI Energy, Inc.

Paxton Creek

Cogencration Assoc.

Potomac Edison Company

QOcean State Power

PSI1 Energy, Inc.

Expert Testimony
of Matthew |, Kahal

Jurisdiction

Louisiana

Pennsylvania

Maryland
Pennsylvania

Louisiana
Rhode Island
Louisiana
Rhode lsland
FERC
Pennsylvania
Maryland

FERC

Indiana

Clignt

PSC Sialf

Consumer Advocate

Dept. Natural Resources

Consumer Advocate

Commission Staff

Division Staff

Cemmission Staff

Division Staff

Office of Unility Consumer Counselor
Office of Consumer Advecale

Dept. of Natural Resources

Boston Edison Co.

Utility Consumer Counselor

Subject
Rate of return
Industria) contracis
Trust fund camings
Rate of return
Electric Competition
Incentive Regulalion
{oral only)
Rate of returny
Nuclear decommissioning

Capacity Issues

Class cost of service

issues

Rate of retumn

Rate of retum

Cost recovery of capital spending
program

Rate of retum

Cogeneration contract amendment

Allacation of DSM Costs (oral only)

Cosi of equity

Rate of retum
Retail wheeling

21




168.

169.

170,

171,

172

(73,

174,

175,

176,

177,

178,

179.

186,

181.

Dockel Number

P-55,8UB 1013
January 1996

P-7, SUB 825
January 1996

February 1996

95A-531EG
April 1996

ER96-399-000
May 1996

87106
June 1996

8725
July 1996

U-20025
August 1996
EC96-10-000
September 1996

EL95-53-000
November 1996

WRO6i100768
March 1997

WR96110818
Apnil 1997

U-11306
April 1997

97-074
May 1997

Utility
BeliSouth

Caratina Tel.
Generic Telephone

Public Service Company
of Colorado

Northern Indiana Public
Service Company

Delmarva Power & Light
Company
BGE/PEPCO

Entergy Louisiana, Inc.

BGE/PEPCO

Entergy Services, Inc.

Consumers NJ Water Company

Middlesex Water Co.

Ameritech Michigan

BellSouth

Expert Testimony
of Matthew [. Kahal

Jurisdiction

Norih Carolina

North Carolina

FCC

Colorado

FERC

Maryland

Maryland

Louisiana

FERC

FERC

New Jersey

New Jersey

Michigan

Kentucky

Client

ATE&T

AT&T

MCI

Federa! Executive Agencies

Indiana Office of Utility
Consumer Counselor

Dept. of Naturai Resources

Md. Energy Admin,

PSC Staff

Md. Energy Admin.

Louisiana PSC

Ratepayer Advocaie

Ratepayer Advocate

MCI

MCl

Subject

Rale of relum

Rate of retwim

Cost of capital

Merger issucs

Cost of capital

DSM programs

Merger Issues

Rate of retum
Allocalions
Fuel Clause

Merger issues

competition

Nuclear Decommissioning
Cost of Capital

Cost of Capital

Access charge reform/financial condition

Rate Rebalancing financial condition

22




182.

183.

184,

185,

186.

187.

188.

139,

190.

191,

102,

193,

194,

195,

Docket Number

2540
June 1997

96-336-TP-CSS
June 1997

WRO7010052
July 1997

97-300
August 1997

Case No. 8738
Augusl 1997

Docket No. 2592
September 1997

Case No.97-247
September 1997

Docket No. U-20925
November 1997

Docket No. D97.7.90
November | 997

Docket No. EQ97070459
November 1997

Docket No. R-00974104
November 1997

Docket No. R-00973981
November 1997

Docket No. A-11011350F0015
November 1997

Docket No. WR97080615
January 1998

Utility

New Englalnd Power
Ameritech Chio
Maxim Sewerage Corp.
LG&E/KU

Generic
(oral testimony only}

Eastern Utilities

Cincinnati Bell Telephone
Entergy Louisiana

Montana Power Co.

Jersey Central Power & Light Co.
Duguesne Light Co.

West Penn Power Co.

Allegheny Power System
DQE, Inc.

Consumers NI Water Company

Expert Testimony

of Matthew 1. Kahal

Jurisdiction

Rhode [sland

Ohio

New Jersey

Kentucky

Maryland

Rhode Island

Kentucky

Louisiana

Momtana

New Jersey

Pennsylvania

Pennsylvania

Pennsylvania

New lersey

Client

PUC Staff

MCI

Ratepayer Advocale

Attomey Genera)

Dept. of Natural Resources

PUC Staif

MCl

PSC Staff

Montana Consumers Counsel

Ratepayer Advocate

Office of Consumer Adveocate

Office of Consumer Advocate

Office of Consumer Advecate

Ratepayer Advocate

Subject

Divestiture Plan

Access Charge reform

Economic impacts

Rate of Retumn

Merger Plan

Electric Restructuring Policy

Generation Divestiture

Financial Condition

Rate of Return

Stranded Cost

Stranded Cost

Stranded Cost

Stranded Cost

Merger Issues

Rate of Retum

23




196,

197,

198,

199,

200.

201.

202,

203,

204.

20s.

200.

207.

208.

209,

Docket Number

Docket No. R-00974 149
January 1998

Case No. 8774
January 1998

Dockel No. U-20925 (SC)
March 1998

Docket Ne. U-22092 (SC)
March 1998

Docket Nos, U-22002 (SC)
and U-20925(5C)
May 1998

Docket No. WR98010015
May 1998

Case No. 8794
December 1998

Case No. 8795
December 1998

Case No. 8797
January i998

Docket No, WRO8090795
March 1999

Docket No. 99-02-05
April 1999

Dockel No, 99-03-04
May 1999

Docket No, U-20925 (FRP)
June 1999

Dacket No. EC-98-40-000
et. al.
May (999

Ltility

Pennsylvania Power Company

Allegheny Power System
DQE, Inc.
Entergy Louisiana, Inc.

Entergy Gulf States, Inc.

Entergy Gulf States
and Entergy Louvisiana

NJ American Water Co.

Baltimore Gas & Electric Co.

Delmarva Power & Light Co.

Potomac Edison Co.

Middlesex Water Co.

Connecticut Light & Power

United llluminating Company
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RECOMMENDED CONDITIONS TO ACCOMPANY

CHANGE OF CONTROL

In the event that the Commission approves the change of control proposed in this case for
Duquesne Light Company, 1 recommend that the approval be accompanied by the conditions
listed below. These conditions are in addition to the recommendations concerning service
quality, charitable contributions and universal service set forth in the testimony of OCA witness
Alexander.

(1) Rate Cap Benefit

DLC shall not seek to increase its distribution base rates to be effective prior to year-end
2010. This would include a prohibition during this period of any new rate surcharges but would
not affect the operation of STAS, POLR service rates or the currently-approved transmission rate
recovery mechanism.

(2) Transaction and Transition Costs

DLC may not seek rate recovery in Pennsylvania retail rates or FERC transmission rates
of any transaction or transition costs associated with the merger. In addition to the costs and cost
categories identified in OCA 111-21, this would include but not be limited to any and all costs
associated with obtaining regulatory approvals, any personnel-related costs (such as retention
bonuses or relocation costs), and costs associated with corporate governance changes, and
securities issuance costs associated with completion or financing the merger. This i1s a non-
exclusive list and would include any transaction or transition cost that is incurred that would not
have been incurred but for the merger. In addition, DLC shall not reflect in customer rates,

directly or indirectly, any acquisition premium.



3) Cost of Capital Hold Harmless

DI.C shall not seek to include in its authorized fair rate of return a cost of capital
premium or cost increase caused by or attributable to the merger. This premium prohibition
would apply to the cost of debt, cost of preferred stock, cost of equity and capital structure. The
Company may not claim a rate of return cost increase that is caused by the merger.

(4 Capital Structure Change

DLC shall not reflect in any rate case rate of return request a common equity ratio above
45 percent (i.e., the settlement value in Docket No. R-00061346) without first demonstrating that
a higher common equity ratio is reasonable and in the best interest of its customers.

%) Debt Refinancing or Reacquisition Costs

In order to seek recovery of any debt refinancing costs related to the merger in a future
(1.e., post rate cap) rate proceeding, DLC must demonstrate that the costs were prudently
incurred and cost-beneficial for customers.

(6) Corporate Governance

In addition to the Consortium fund representatives and the DLC CEQ, the Board of
Directors should be expanded to include four additional outside directors, including two of
whom reside in the service area. In addition, there shall be no substitution among the existing
fund members without first obtaining PaPUC approval.

(7) Debt/Credit Guarantees

DLC shall not extend credit, make loans, pledge assets, provide loan guarantees or credit
suppott to any affiliate, including any Consortium member or any entity in which a Consortium
member has a financial interest. This restriction would not apply to the recently-approved Cash

Pool involving DLC and DLH and its subsidiaries.




(8) Affiliate Agreements

Applicants shall submit the amendments to the affiliate Services Agreement in order to
permit affiliated transactions with Consortium members for review by the parties and review and
approval by the Commission. The merger transaction may not close until the amendments to the
Services Agreement are approved by the Commission.

(9) Pennsylvania Capital Stock Tax

DLC may not include in rates charged to its customers any increase in its Pennsylvania
Capital Stock Tax caused by the merger.

(10) Retention of Key DLC Personnel

Applicants and the Consortium shall be committed to the retention at DLC of key
technical and managenal staff and to ensure that the merger does not cause either an undue loss
of such staff or an inappropriate or excessive allocation of key DLC staff time to non-DLC duties
(such as assistance to the Consortium with other acquisitions). In that regard, (a) Applicants and
the Consortium shall develop and submit a key staff retention plan; and (b) DLC shall report
periodically on the status of key personnel including key personnel retention and allocation of
DLC staff time to non-DLC activities.

(11)  Corporate Headquarters Retention in Pittsburgh

DLC shall retain its corporate headquarters in Pittsburgh, with the overall scope of
corporate functions and associated staffing levels at its Pittsburgh headquarter at ieast
comparable to current levels. In addition, DLC, DLH and its subsidiaries shall provide access to

books, records and personnel at the Pittsburgh headquarters.




(12) Periodic Reporting on Merger Status

DLC shall submit to the Commission a-nd the parties annual progress reports following
the closing of the transaction. The report shall include at a minimum the post-merger experience
including (a) any savings or cost increases associated with the merger; (b) a summarization of
affiliate transactions (including the role of Consortium members in providing technical or
managerial expertise); (¢} the implementation of “best practices™ or new “strategic initiatives™ as
described in the Application and testimony; (d) financing changes, access to capital and any
credit rating changes; (€) a summary of transactions and transition costs incurred; (f) the status
(e.g., loss or reassignment) of key DLC personnel; and (g) the status of (or changes in)
Pittsburgh headquarters functions/staffing. At the time of the first post-merger rate case (no
sooner than 2010), the annual report shall be sponsored by testimony as part of the rate case for
review and investigation at that time. At that time, a determination can be made concerning

whether continued progress reporting is warranted.
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L. INTRODUCTION
PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Matthew [. Kahal. I am employed as an independent consultant retained in
this case by the Exeter Associates, Inc., an economic consulting firmn. My business
address is 5565 Sterrett Place, Suite 310, Columbia, Maryland 21044.

HAVE YOU PREVIQUSLY TESTIFIED IN THIS CASE?
Yes, on December 22, 2006, I submitted Direct Testimony on behalf of the Office of
Consumer Advocate {(OCA). That testimony evaluated the claimed benefits associated
with the acquisition of Duquesne Light Company (DLC or the Company) by the
Macquarie Consortium. 1 also recommended a series of approval conditions needed to
protect customers, and | addressed Pennsylvania’s “substantial, affirmative benefits”
merger approval standard in the event this Commission is inclined to approve this
transaction.

WHAT IS THE PURPOSE AT THIS TIME OF YOUR SURREBUTTAL

TESTIMONY?
The Applicants and the Consortium submitted rebuttal testimony on January 10, 2007
responding to me and the witnesses for other parties. This rebuttal testimony argues that
the proposed merger, as filed, meets the substantial, affirmative benefits standard for
merger approval, although the Applicants’ witnesses are willing to accept certain limited
conditions for Commission approval. However, Applicants and the Consortium reject (or
substantially weaken) most of the approval conditions proposed by the parties, including
the OCA.

My Surrebuttal Testimony responds to the rebuttal testimony of witnesses
Sauvage, Leslie and O’Brien, ie., the portions of their testimonies relevant to the

conditions that I recommend.

Surrebuttal Testimony of Matthew . Kahal Page |
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HAS THE COMPANY’S REBUTTAL TESTIMONY CAUSED YOU TO

MODIFY ANY OF YOUR CONCLUSIONS OR RECOMMENDED

CONDITIONS?
No. The Applicants’ rebuttal witnesses do not provide any convincing evidence that the
merger, as proposed, will provide “substantial, affirmative benefits” and therefore meet
the Pennsylvania standard for approval. Moreover, the package of approval conditions
accepted by Applicants and the Consortium in the rebuttal testimony are not adequate or
particularly effective in protecting customers or providing the required substantial
benefits. 1 continue to support the conditions set forth in my Direct Testimony. OCA
witness Alexander recommends additional conditions pertaining to service quality and
universal service programs.

HOW IS THE REMAINDER OF YOUR SURREBUTTAL TESTIMONY

ORGANIZED?
Section I discusses the evidence presented by witnesses Sauvage, Leslie and O’Brien in
their. rebuttal testimonies claiming that the -“as filed” merger meets the substantial,
affirmative benefits standard. Section III reviews the adequacy of the conditions that

Applicants and the Consortium have agreed to accept.
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e

10
11
12
(3
14
15
16
17

18

19

20

22
23

25
26

IL.

MEETING THE SUBSTANTIAL, AFFIRMATIVE BENEFITS STANDARD

BASED ON YOUR READING OF APPLICANTS® REBUTTAL TESTIMONY,
DO APPLICANTS RECOGNIZE THE NEED TO MEET THE
“SUBSTANTIAL, AFFIRMATIVE BENEFIT STANDARD” FOR MERGER
APPROVAL?
Mr. O’Brien’s testimony seems to recognize that this standard must be met, and he argues
that this transaction does so, primarily by preserving DLC’s current status and operations.
At page 3, he states that preserving the status quo is an affirmative benefit because doing
so retains for the Pittsburgh area “a major employer and contributc;r to the business and
civic life of our community.” Absent the takeover by the Consortium, he assumes these
“status quo,” positive contributions would be lost, as Duquesne’s role in Pittsburgh is
diminished.
Mr. O’Brien and other witnesses for the Applicants claim other major merger
benefits, including:
o It will provide or maintain DLC’s access to capital as needed for
infrastructure improvement;
e The merger will enable DLC to procure capital on more reasonable (less
expensive) terms, as compared to a stand-alone company, and
» The merger will create opportunities to employ “best practices” based on
the Consortium’s expertise with other utilities that it controls.
In -addition to these points, Mr. O’Brien seems to question the Company’s long-term
financial viability, if it remains a stand-alone company, noting that its “Back to Basics”
strategy narrows its earnings base, and its financial circumstances threaten the
sustamability of its dividend. He suggests that this financial weakness could lead to a

stock price decline, making an acquisition by another utility all but inevitable.

Surrebuttal Testimony of Matthew I. Kahal Page 3 .
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MR: O’BRIEN’S PREDICATE FOR THIS MERGER IS THAT DLC AND

DUQUESNE LIGHT HOLDINGS, INC. (DLH) ARE TOO SMALL TO BE

FINANCIALLY VIABLE ON A STAND—ALONE BASIS. DO YOU AGREE?
No. Ido not. While DLH is certainly not the size of FirstEnergy or Exelon, companies
that are major players in the unregulated generation business, DLC is hardly a “small

utility.” It is classified by the Value Line Investment Survey (December 1, 2006) as “mid

cap,” and there are a number of mid caps and small cap independent electric utility
companies that have operated successfully for many decades. DLH’s market equity
capitalization is $1.8 billion, with a total enterprise value of about §3 billion. DLC
accounts for the vast majority of the enterprise value and is expanding its asset base.

DLC has solid middle to high triple B investment grade credit ratings. While
DLH has a relatively leveraged capital structure (about 36 percent common equity),
DLC’s common equity ratio is a relatively strong 46 percent, which i1s very much in line
with industry norms and credit rating requirements. Above all, DLC is a electric delivery
service utility providing monopoly service to its Pittsburgh area service territory. As
such, its business risk is quite low and cash flows stable. There is no reason why it
cannot continue to operate very successfully in that stand-alone role, absent an
acquisition by the Consortium or anyone else, as evidenced by the successful outcome for
the Company of the recent rate case settlement. On the transmission side, DLC presently
has an application pending before the Federal Energy Regulatory Commission (FERC)

for a formula rate plan.
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IF DLC CAN OPERATE VERY SUCCESSFULLY AS A STAND-ALONE

DELIVERY SERVICE UTILITY, WHAT IS THE PREDICATE FOR THIS

MERGER?
The “driver” of this merger is the 20 to 25 percent premium that DLH shareholders will
receive (in cash) as a result of this transaction, in effect a nearly $300 million bonus
payment. I sincerely doubt that this merger would proceed absent this substantial
shareholder bonus payment.

MR. O’BRIEN QUESTIONS THE SUSTAINABILITY OF THE DLH

DIVIDEND PAYMENT ABSENT THE MERGER. IS THIS AN IMPORTANT

CONSIDERATION FOR THE COMMISSION?
No. The dividend is set by the DILH Board of Directors based on their business
judgment. Neither DLC customers nor the Commission has made those decisions. Mr.
O’Brien is certainly correct that the $1 per share annual dividend 1s high relative to
current -and recent DLH earnings. It should be noted that Value Line projects that by the
end of this decade, DLH earnings will increase to $1.50 per share, with dividends
remaining flat at $1 per share, resulting in a 66 percent dividend payout, which
approximates a normal payout for a utility.

Whether or not the dividend should be retained at $1 per share is a decision of the

DLH Board. However, protecting the dividend cannot serve as the basis for this

Commission’s approval of a merger, particularly one that fails to provide “substantial,

affirmative benefits” for its customers and the public.
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MR. O’BRIEN IS CONCERNED WITH THE DLH STOCK PRICE AND THE

POSSIBILITY IT COULD DECLINE. SHOULD THIS CONCERN SERVE AS

A BASIS FOR MERGER APPROVAL?

No. The pre-announcement stock price was in the $16 to $17 range and in prior months
had been languishing. To some degree the pattern of the stock price may reflect DLH
non-regulated operations (including its debt leverage). While Mr. O’Brien may have
concemns about this stock price, this still reflects a very substantial premium over the
DLH net book value, estimated to be $8.70 at year-end 2006. The DLH pre-
announcement stock price also reflects a very strong price/eamings ratio.

Absent the merger, the DLH stock price will depend on management’s success in
operating DLC as a delivery service utility and executing its “Back to Basics” plan.
Doing so will result in a reasonable market valuation of DLH stock and access to equity
capital on reasonable returns. There is nothing to suggest that management cannot
achieve this success on a stand-alone basis, absent this merger.

APPLICANTS® WITNESSES ARGUE THAT ABSENT APPROVAL OF THIS

TRANSACTION, ANOTHER ACQUISITION OF DLH/DLC IS INEVITABLE,

AND THIS OTHER, HYPOTHESIZED ACQUISITION WQULD BE LESS

FAVORABLE TO DLC CUSTOMERS AND THE PITTSBURGH

COMMUNITY. IS THIS A VALID ARGUMENT FOR APPROVING THIS

MERGER?

No, 1t 1s not. In fact, if this argument were to be accepted, it effectively would destroy
Pennsylvania’s substantial, affirmative benefits standard for merger approval by
rendering it meaningless. First, let us assume for discussion purposes that Mr. O’Brien is
correct that DLH is a highly coveted acquisition target (an assertion that has not been

well supported). If the Consortium merger is rejected, in the future it is possible that
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another acquisition of DLH/DLC could take place and that merger could involve some of
the business changes that Mr. O’Brien secks to avoid (such as moving corporate
headquarters). However, Mr. O’Brien overlooks the fact that this future, hypothetical
merger can only proceed with this Commission’s approval, and the Commission will
grant that approval if and only if the evidence demonstrates that this hypothetical merger
passes the “substantial, affirmative benefits” test. That test could encompass all of the
issues that Mr. O’Brien mentions and could either be rejected or properly conditioned.

In effect, Mr. O’Brien is advocating approval of the Consortium acquisition
because he speculates that (a) another acquisition attempt will occur; and (b) the
Consortium acquisition will provide greater customer and community benefits than this
hypothetical alternative acquisition. The standard for merger approval he is advocating is
that the merger application must be compared with the terms of some unknown,
hypothetical merger that is inherently inferior. This is an unworkable and unreasonable
standard for this Commission to apply.

APPLICANTS’ REBUTTAL TESTIMONY ARGUES THAT ONE OF THE

SUBSTANTIAL, AFFIRMATIVE BENEFITS IS THE CONSORTIUM'S

APPLICATION OF ITS UTILITY MANAGEMENT EXPERTISE TO

IMPLEMENT “BEST PRACTICES” FOR DLC. WHAT BEST PRACTICES

ARE IDENTIFIED IN THE REBUTTAL FILING?

There are none, merely an assertion that this 1s a benefit. While 1t is possible that the
Consortium could make available “Best Practices” for DLC that it otherwise might not
employ, there is no tangible evidence in Applicants’ rebuttal testimony, the initial
application or data responses that this will occur or is evén likely to occur. The assertion

1s at best speculative.
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APPLICANTS® REBUTTAL WITNESSES ARGUE THAT A STAND-ALONE

DLC WILL NOT HAVE ADEQUATE ACCESS TO CAPITAL. DID THE

REBUTTAL TESTIMONY INTRODUCE ANY NEW EVIDENCE ON THIS

ISSUE?

No. Applicants’ rebuttal witnesses argue that the proposed merger passes the
“substantial, affirmative benefits” test by curing an access to financial capital problem
that DLC now faces (or will face) and by lowering the DLC cost of capital, which is a
form of synergy savings. 1 discussed the evidence (or lack of evidence) for these
assertions in my Direct Testimony {pages 17-21), and no substanti;fe, new evidence has
been presented in rebuttal on these issues. The data responses provided to the OCA fail
to document (or even acknowledge) any capital access problem or cost of capital savings
from the merger. In fact, Mr. O’Brien specifically denies that this merger provides
“synergy savings.” (O’Brien, Surrebuttal, pages 9 and 20).

1 am not suggesting that there can be no validity to the assertions in rebuttal
testimony on capital access or costs, but no objective, convincing evidence on these
claims has so far been provided by Applicants. In fact, for the reasons discussed in my
Direct Testimony, I am concerned that the merger has the potential to cause an increase
in the DLC cost of capital, as explained in my Direct Testimony.

DO APPLICANTS EMPHASIZE THE IMPORTANCE OF INVESTING IN

DLC’S INFRASTRUCTURE?

Yes, Applicants’ witnesses commit to the $500 million plus Infrastructure Improvement
Plan to be conducted during 2005 to 2007. However, that plan appears to have little to do
with the proposed merger since the capital spending will be largely completed prior to the
expected closing on this merger, i.e., mid 2007. DLC intends additional capital spending

after 2007, including transmission upgrades, and has submitted a request to the FERC for
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very favorable ratemaking treatment for ifs new transmission investments in order to
minimize risk, enhance cash flow and facilitate financing. The FERC request for
favorable treatment is not dependent on or linked to this merger.
DOES MR. O’BRIEN DOCUMENT A CAPITAL ACCESS PROBLEM FOR
DLC?
No, to the contrary, he acknowledges that no such problem exists. As he states at

page 11,

Absent approval of the transaction, it 1s not clear that DLH and
Duquesne Light can continue to raise equity on reasonable terms
given the business risks facing the Company which I discuss
above.

He 1s suggesting that access to equity may be an issue in the future if the Company (or its
parent) is considered to be very risky. But there is no question that DLC itself is a very
low risk, monopoly delivery service utility and therefore there is no basis for claiming a

capital access problem. He further admits at page 11:

Duquesne Light has historically been able to access capital markets
to finance capital projects, but this access is no longer assured.

In other words, Applicants’ assertion of “substantial, affirmative benefits” for this
merger is based upon the merger addressing an issue that has not existed historically,
does not exist now but might exist in the future, although there is no tangible evidence of
that occurring. This is suggesting that Pennsylvania’s merger standard can be met based
on hypothesized, speculative benefits that cannot be documented. I urge that the
Commission reject Applicants’ attermmpt to “lower the bar” on Pennsylvania’s merger

approval standards.

Surrebuttal Testimony of Matthew 1. Kahal Page 9




10

11
12
13
14

15

16

17

I8

19
20

IH. APPLICANTS’ APPROYAL CONDITIONS

HAVE APPLICANTS IN REBUTTAL TESTIMONY INDICATED A
WILLINGNESS TO ACCEPT CERTAIN CONDITIONS TO ACCOMPANY

COMMISSION APPROVAL OF THE MERGER?

A Yes, as listed in Leslie Rebuttal Exhibit CJL-5 and O’Brien Exhibit MK O-2, they accept

several conditions, including the following:

Applicants offer a distribution rate freeze that would extend to January 1, 2009

{other than for changes in taxes or transmission rates).

Applicants agree that certain transaction costs and merger-caused increases in the

capital stock tax will not be included in rates,

DLC will limit its capital structure for rate of return purposes to the range of
capital structures of comparable companies. Also, it will not flow through an

increase in the cost of capital due to a credit downgrade for three years as a resuit

of the merger.

DLC will not make loans, extend credit or pledge its assets for the benefit of its

affiliates.
DLC will submit annual monitoring reports during the distribution stay out.
DLC’s debt ratio shall be capped at 60 percent for the next three years.

The Company will provide some additional reporting on service quality and

reliability and an expansion of Universal Service.
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DO THESE CONDITIONS PROVIDE ADEQUATE PROTECTION FOR

CUSTOMERS?
In general, they do not. Applicants reject certain proposed conditions that the OCA
believes are essential to protecting customers and providing for some benefit, and the
conditions that they have proposed are inadequate. OCA witness Alexander addresses in
her surrebuttal testimony issues and conditions associated with Universal Service and
Service Quality, and these topics will not be covered in my testimony.

OTHER THAN SERVICE QUALITY AND UNIVERSAL SERVICE, WHAT

CONDITIONS RECOMMENDED BY THE OCA ARE REJECTED BY THE

APPLICANTS?
Applicants reject outright the OCA’s recommendation concerning corporate governance
(i.c., Board of Directors membership), retention of key personnel and the submission of
affiliate service agreements. The other OCA recommended conditions are addressed in a
fashion, but in most instances Applicants’ modifications severely weaken the consumer
protections.

WHY DID THE OCA RECOMMEND A CHANGE TO THE PROPOSED

BOARD OF DIRECTORS?
The original proposal, outlined in Mr. Leslie’s Direct Testimony, would have a Board
consisting entirely of the fund managers that own DLH/DLC. While this normally may
be an appropriate corporate governance arrangement for a (non-public) business, this is
not appropriate for a regulated utility, with an exclusive franchise providing a vital
service to the public. I therefore recommended the inclusion on the Board (albeit on a
minority basis) of outside and local directors. As indicated in Mr. O’Brien’s Exhibit
MKO-3 and in my Direct Testimony, the Consortium is now willing to include the DLC

Chief Executive Officer (CEQ) on the Board. Mr. O’Brien states that the CEO, a
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Management Committee and others at DLC can provide the Board with the needed local
input.

IS THIS CHANGE SATISFACTORY?

No, it js not. Although the inclusion on the Board of the DLC CEO was both a welcome
and meaningful change from the original proposal, it does not adequately address my
concern. The CEQ will be essentially an employee of the Consortium, working at its
pleasure, and is not by any standard “independent.” Under the Applicants® plan there will
be no independent directors. While the CEO, Management Committee and others can
provide some “local input,” the bottom line is that the Board is the only decision-making
entity and is free to ignore the local input if it has other priorities. This is a clear step
backwards from the current DLH/DLC Board of Directors which emphasizes both
outside directors and a local perspective.

Applicants’ proposal will result in corporate governance that is exclusively
oriented- toward the investment objectives of the Consorttum funds and would be less
responsive to the local community and the Comimission than the current Board. It 1s
unclear how the “local input” will be reflected in Board decisions.

APPLICANTS REJECT THE OCA’S RECOMMENDATION FOR REVIEW

AND APPROVAL OF THE AMENDED AFFILIATE AGREEMENT. WHY?
Mr. Leslie states that this recommendation 1s unreasonable, will unduly delay merger
completion and is not needed “siiice no major initiative or service is currently planned.”

(Rebuttai Testimony, page 6)
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WHAT IS YOUR RESPONSE?
Mr. Leslie’s response is not consistent with my reading of the Application originally filed

in this case. At page 20, the Application states:

In conjunction with the transaction, this agreement will be
amended to include DLH’s new parent, DQE Holdings L.I.C and
Macquarie Bank Limited, its subsidiaries and affiliates where
relevant.

The “agreement” referenced in the above citation is the Amended and Restated
Administrative Service Agreement (July 19, 2004). I interpreted this statement to mean
that the Applicants intend to submit the amendment to the Agreement as part of this
proceeding, not at some unspecified time 1:n the future long after the merger has closed. It
is not reasonable for Applicants to state their intention to amend an affiliate services
agreement as part of the merger Application in this proceeding but not be willing to share
their proposed amendments with the parties for their review and the Commission for its
approval. This creates uncertainty concerning the scope and terms of future affiliate
transactions.

I disagree with Mr. Leslie’s position and urge that Applicants be required to
submit the amendments for review and approval in this proceeding prior to merger
closing.

IS MR. LESLIE’S OFFER OF A DISTRIBUTION RATE CAP THROUGH

JANUARY 1, 2009 ADEQUATE (EXHIBIT CJL-5)?

This 1s a potential benefit but a modest one in these circumstances, and does not
adequately comp:ansate for merger risks that customers would face. Duquesne recentiy
received a very large distribution rate increase, and even if it were to file a new base rate
case early this year (and there are no indications of any plans to do so), the increase

would not take effect prior to year-end 2007 or early 2008. Hence, when this lag is
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recognized, it is clear that Applicants at most are offering distribution rate increase
protection for no longer than about one year. This does not meet the “substantial,
affirmative benefit” requirement in these circumstances.

Related to this issue is Mr. O’Brien’s acceptance of my recommendation (0
provide annual monitoring reports on the various merger issues listed in my testimony.
Howe\;er, Applicants would commit to provide these reports only “during the distribution
rate stay-out period” (Exhibit MKO-2), which would end December 31, 2008. Assuming
the merger closes by mid 2007, the first such annual report would be submitted mid 2008.
However, this first report would also be the last such report since the obligation to
provide monitoring reports on merger issues would end in December of 2008 under Mr.
O’Brien’s proposal. Mr. O’Brien, in reality, is willing to submit only one such “annual”
report.

YOUR DIRECT TESTIMONY DISCUSSES THE NEED FOR A COST OF

CAPITAL “HOLD HARMLESS.” ARE APPLICANTS AGREEABLE TO

THAT PROTECTION?

As explained by Mr. Leslie, Applicants are willing to offer some limited protection
against a cost of capital increase caused by the merger. This includes a willingness for a
period of three years to exclude from rates a cost of capital increase due to a credit
downgrading that is caused by the merger and to maintain a long-term debt ratio during
this period that does not exceed 60 percent. In addition, DLC will not seek an approved
capital structure for ratemaking that is outside the range of those used by “comparable
companies.”

These protections are extremely limited, having a duration of merely three years,
and they could be counter productive. As exp]ainea in my Direct Testimony, [ have a

concern that the Consortium intends to retire substantial amounts of DLC’s existing debt
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which will lead to a very high common equity ratio. This much higher common equity
ratio would not be appropriate for a low-risk distribution utility, and therefore would be
inappropriate for ratemaking. 1 recommend a condition to protect customers against this
adverse increase in the cost of capital caused by the merger. My recommended condition
requires DLC to justify for ratemaking purposes any increase in its common equity ratio
compared with the value (i.e., 45 percent) accepted in DI.C’s most recent rate case.

WHY DOES MR. LESLIE’S CAPITAL STRUCTURE PROPOSAL FAIL TO

PROTECT AGAINST AN INCREASED COST OF CAPITAL?
The Consortium clearly intends to dramatically increase the DLb equity ratio which
would adversely impact ratepayers if reflected in rates. Mr. Leslie’s condition would
only constrain the ratemaking capital structure to the “range” of comparable company
capital structures, not the average value. For example, assume DLC in a rate proceeding
selects a group of comparable companies with an average of common equity ratio of 45
percent (equal to that currently in effect for DL.C), but with a range of 35 to 60 percent.
Following Mr. Leslie’s proposal, DLC would have carte blanche to utilize for ratemaking
a capital structure with an equity ratio as high as 60 percent. And this is true even if that
comparable company is not permitted by its state regulator to use that 60 percent equity
ratio for ratemaking purposes.

Clearly, DLC ratepayers are not protected by Mr. Leslie’s proposed condition
and, in fact, are likely to be harmed.

WHAT IS YOUR CONCERN REGARDING THE PROPOSED TREATMENT

OF THE CAPITAL STOCK TAX AND MERGER TRANSACTION COSTS?
The proposed condition is inadequate, fails to provide needed protections and inevitably
will result in harm to DI.C customers. Keep in mind that these capital stock tax increases

and transaction costs are costs that would not exist “but for” the merger. Applicants and
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the Consortium identify no synergy savings that would offset these added costs, and
hence, if ratepayers are to avoid being harmed, DLC must agree not to include these costs
in customer rates. The Applicants’ response to OCA III-21 commits to not seek rate
recovery, at least for the transaction costs listed in the data response.

The commitment set forth in rebuttal testimony, however, offers only partial
protection. As noted in Mr. O’Brien’s testimony, DLC only agrees to exclude transaction

costs and capital stock tax increases from distribution rates. They specifically reserve the

right to flow these costs through FERC-regulated transmission rates. (O’Brien, Rebuttal

Testimony, page 21) DLC customers either directly or indirectly pay FERC-regulated
transmission rates since DLC charges its retail customers for these transmission costs as a
flow through item, even during a distribution rate cap period. The clear end result is that
DLC has every intention of charging its ratepayers for merger-related transaction costs
and capital stock tax increases caused by the merger, even thought it identifies no
synergy savings offset. The result inevitably is a net harm to customers.

IS IT APPROPRIATE TO EXTEND THIS RATE PROTECTION TO FERC

TRANSMISSION RATES IF THE PAPUC DOES NOT SET THOSE RATES?
Yes. The issue is not one of jurisdiction over rates but ensuring ratepayers are not
harmed by the merger. This objective cannot be accomplished if Applicants are
permitted the loop hole of flowing transactions costs through transmission ratemaking
while agreeing not to do so when setting distribution rates.

An additional problem is that Mr. Leslie would limit even the distnibution rate
protection to those transaction costs listed on Applicants’ response to OCA I[1-21. There
may be additional transaction costs that are not listed on that response that DLC is free to
include in its distribution rates. Customers should be protected from paying all merger

transaction costs.
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1 Q. DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?
2 A Yes, it does.
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