BEFORE THE

PENNSYLVANIA PUBLIC UTILITY COMMISSION









Docket Nos.

Joint Application for Approval of the Merger

:
A-110300F0095

of GPU, Inc. with FirstEnergy Corp.


:
A-110400F0040









:









:

Petition of Metropolitan Edison Company and

:


Pennsylvania Electric Company, as supplemented,
:
P-00001860

for Interim Relief Pursuant to Section F.2 of Their 
:
P-00001861

Approved Restructuring Plan and the Electricity

:

Generation Customer Choice and Competition Act
:













:












:

Kenneth C. Springirth 




:
C-00015085

Michael and Angela Surdovel



:
C-00015086

Middletown Merch. Mart and/or



: 
C-00015087

Saturday’s Market 




:


Jay A. Weist 






:
C-00015089

Marlea and Donald Terry 




:
C-00015091

Randy L. Rosenberger 




:
C-00015092

Allen Cummings 





:
C-00015093

Clark DeForce 





:
C-00015094

East Conemaugh Borough 




:
C-00015095

RECOMMENDED DECISION

Before

Larry Gesoff

Administrative Law Judge

The list of intervenors is too long to fit on this page.  Accordingly, the intervenors in the A-Docket proceedings are listed on Appendix A and the intervenors in the P-Docket proceedings are listed on Appendix B, both of which are attached hereto and made a part hereof by reference.

TABLE OF CONTENTS

Page

I.
HISTORY OF THE PROCEEDING
1


A.
THE MERGER PROCEEDING
1


B.
THE PLR PROCEEDING
2


C.
THE CONSOLIDATION OF THE PROCEEDINGS
3

II.
SUMMARY OF DECISION
12


A.
THE MERGER PROCEEDING
12


B.
THE PLR PROCEEDING
13

III.
PUBLIC INPUT HEARING TESTIMONY
14


A.
ERIE PUBLIC INPUT HEARING
14



1.
Afternoon Session
14



2.
Evening Session
18


B.
ALTOONA PUBLIC INPUT HEARING
20



1.
Afternoon Session
20



2.
Evening Session
21


C.
READING PUBLIC INPUT HEARING
22



1.
Afternoon Session
22



2.
Evening Session
24

IV.
MERGER PROCEEDING
25



A. PROPOSED MERGER
25

B.
APPLICABLE LEGAL STANDARDS
29


C.
BENEFITS OF THE MERGER AND MERGER CONDITIONS 
35

Page



1.
Introduction
35



2.
PLR Service Issues
40



3.
Transmission Asset/RTO/ISO Issues
45



4.
Reliability/Customer Service Issues
50




a.
Reliability
52




b.
Call Center/Customer Service
54




c.
Service Quality Index
55




d.
Line Crew Worker Training Program
60



5.
Rate and Regulatory Issues
62




a.
Rate Caps
62




b.
Savings (Rate Issues)
64




c.
Acquisition Premium and Merger Costs 





(Costs to Achieve)
67




d.
Nuclear/Fossil Cost Issues
69



6.
Inter-Company Issues
71




a.
Financial/Credit Restrictions
71




b.
Affiliated Issues
72




c.
Jurisdictional Issues
74




d.
Codes of Conduct
76




e.
Pension Funds
76




f.
Access to Books and Records
79



7.
Community Support Issues
80




a.
Charitable Contributions
80




b.
LIURP/CAP Issues
81




c.
Pennsylvania Presence
83




d.
Pennsylvania Economic Development
83




e.
Employee Issues
85



8.
Environmental Issues
87




a.
Demand Side Issues
87




b.
Renewable Energy Issues
88

c. Other Environmental Issues
95



9.
NUG Issues
95

Page

D.
COMPETITIVE ISSUES UNDER SECTION 2811(E)
97

V.
PLR PETITION PROCEEDING
103



A.
INTRODUCTION
103



B.
RESPONSES TO NOTICE OF THE PLR PROCEEDING
104



1.
Letter Responses
105



2.
Formal Complaints
107


C.
APPLICABLE LEGAL STANDARD
109


D.
PURCHASED POWER OUTSIDE OF THE CONTROL ISSUES
112



1.
Introduction
112



2.
GPU Energy’s Procurement Practices
113



3.
Energy Costs 
129



4.
ALJ Conclusion
131


E.
FAIR RATE OF RETURN ISSUES
131



1.
Introduction
131



2.
Revenue Analysis/Earnings Analysis
132



3.
Rate of Return/Cost of Capital
135



4.
Fair Rate of Return Considerations
136


F.
PROPOSED RESOLUTIONS OF THE PLR ISSUES
138



1.
Introduction
138



2.
PLR Deferral Mechanism (DTM)
139



3.
Rate Increase – With and Without Additional Deferral
141



4.
Rate Adjustment Without Increase
142


G.
COMPETITIVE ISSUES
143


H.
FINANCIAL AND CREDIT QUALITY ISSUES
143

I.
NUG ISSUES
145

J.
PLR CONCLUSION
146

Page

VI.
CONCLUSIONS OF LAW
147

VII.
RECOMMENDED ORDER
149

Appendix A

Appendix B

Appendix C

I.
HISTORY OF THE PROCEEDING

A.
THE MERGER PROCEEDING

On November 9, 2000, FirstEnergy Corp. (FirstEnergy), GPU, Inc. (GPU) and its Pennsylvania public utility subsidiaries, Metropolitan Edison Company (Met-Ed) and Pennsylvania Electric Company (Penelec) filed a Joint Application for a merger whereby FirstEnergy will acquire all of GPU’s outstanding shares of common stock and GPU will be merged with and into FirstEnergy.  On the same date, FirstEnergy, Met-Ed and Penelec (collectively referred to as Applicants) filed Direct Testimony in support of their Application.   

A variety of parties sought to intervene in the Merger proceeding, including energy marketers, utilities, industrial customers, public interest groups and several individuals, in addition to the statutory parties: the Office of Trial Staff (OTS), the Office of Consumer Advocate (OCA) and the Office of Small Business Advocate (OSBA).  The intervenors include the National Energy Marketers Association (NEM); Citizen Power, Inc. (Citizen Power); Met-Ed Industrial Energy Users Group and Penelec Industrial Customer Alliance (MEIUG/PICA); Industrial Energy Consumers of Pennsylvania; International Brotherhood of Electrical Workers/Utility Workers Union of America (IBEW/UWUA);
 PECO Energy; Exelon Energy; Pennsylvania Renewable Resources Associates; Allegheny Power; County & City of Erie;
 Bruce Mangione; Shell Energy Services, Inc.; Allegheny Electric Cooperative; American Cooperative Services; Pennsylvania Rural Electric Association
; ARIPPA, formerly known as the Anthracite Region Independent Power Producers Association; Camille “Bud” George (Representative George); Clean Air Council (CAC); Enron Energy Services, Inc. (Enron); Mid-Atlantic Power Supply Association (MAPSA); PJM Interconnection LLC (PJM); PPL Electric Utilities Corporation (PPL) and PPL EnergyPlus LLC (PPL EnergyPlus); Allegheny Energy Supply Company; New Power Company; York County Solid Waste and Refuse Authority (York Authority); and Kenneth Springirth. 



The Commission held an Organizational Prehearing Conference in the Merger proceeding on December 21, 2000.  The parties could not agree on a procedural schedule for the proceeding.  On December 21, 2000, I issued a Protective Order.

B.
THE PLR PROCEEDING

On November 29, 2000, Metropolitan Edison Company (Met-Ed) and Pennsylvania Electric Company (Penelec), collectively referred to as the Companies or 

GPU Energy, filed a Petition
, captioned above, requesting expedited Commission authorization to implement an interim deferral tracking mechanism for their provider of last resort (PLR) generation service. 

The following parties intervened in the PLR proceeding: OTS; OCA; OSBA; IBEW; PPL Electric Utilities Corporation; PPL EnergyPlus, LLC; Representative George; Dominion Retail; MEIUG/PICA; ARIPPA; West Penn Power Company, t/d/b/a Allegheny Power; Allegheny Energy Supply Company, LLC; MAPSA; and the York County Solid Waste and Refuse Authority (York).

On December 18, 2000, Pennsylvania Rural Electric Association and Allegheny Electric Cooperative, Inc. filed an Answer to the Petition, a Motion to Consolidate the Petition with the Merger proceeding and a Motion to Dismiss the Petition.  On December 26, 2000, the Petition was reassigned from the Commission’s Bureau of Fixed Utility Services to the Office of Administrative Law Judge. 

C.
THE CONSOLIDATION OF THE PROCEEDINGS
On January 4 and 10, 2001, because of the outstanding motion to consolidate the Merger proceeding and the PLR proceeding, the Commission held joint Prehearing Conferences in both proceedings.  The January 4 Prehearing Conference did not result in a procedural schedule being set for either proceeding. 

On January 10, 2001, I issued First Prehearing Order in the Merger proceeding, setting a litigation schedule for that proceeding.  At the January 10 Prehearing conference, and in my Prehearing Order issued January 16, 2001 in the PLR proceeding, I indicated that I would not act on requests to dismiss the PLR Petition because they were contained in responses to the PLR Petition.  I indicated that I would consider formal motions to dismiss and that, instead of ruling on motions to dismiss, I would certify the question to the Commission in time for it to act at its January 24, 2001 Public Meeting.  On January 16, 2001, pursuant to my January 16 Prehearing Order, OTS, OCA, and MEIUG/PICA each filed a Motion to Dismiss the Petition by e-mail.  On January 19, 2001, GPU Energy filed an Answer to the Motions to Dismiss by e-mail.  



On January 19, 2001, I issued a Certification of a Material Question, asking the Commission if the PLR Petition should be dismissed because, among other reasons, the relief requested in the PLR Petition would allow GPU Energy to exceed the generation rate cap by charging rates in excess of the rate cap and deferring collection of the rates until a later time without meeting any of the standards for a rate cap exception set forth in Section 2804(4)(iii) of the Act, 66 Pa. C.S. §2804(4)(iii).  On January 24, 2001, the Commission answered the question, and, on February 1, 2001, entered its Order On Material Question, denying the Petition without prejudice so GPU Energy could perfect its Petition to assert that, pursuant to Section 2804(4)(iii)(D) of the Act, rate relief is necessary to allow it to earn a fair rate of return (February 1 Order).  The February 1 Order returned the proceeding to me for further action, including the consolidation of the Merger and PLR proceedings.



In response to the February 1 Order, I issued Second Prehearing Order on February 2, 2001, consolidating the Merger proceeding and the PLR proceeding and setting up a procedural schedule which provided for the filing of PLR testimony designed to hear both proceedings jointly and allow for a Commission decision in both proceedings in May 2001.  

On February 5, 2001, OCA, OSBA and MEIUG/PICA filed a Joint Petition for Reconsideration and Clarification, requesting that the Commission reconsider and clarify the February 1 Order.  

On February 9, 2001, GPU Energy filed a Supplement to their PLR Petition pursuant to the Commission’s Order On Material Question and pursuant to 52 Pa. Code §5.93 (regarding directed amendments) which provides that the Commission may direct participants to state their case by way of amendment more fully or in more detail. 

On February 21, 2001, the Commission entered an Order on Reconsideration, clarifying that GPU Energy must meet the requirements of the Act regarding rate cap exceptions for either present or deferred recovery of rates which exceed the rate cap for service rendered during the rate cap period, allowing the Merger proceeding and the PLR proceeding to conclude at the same time, and directing the Joint Petitioners to address to me their concerns regarding public input hearings and GPU Energy notice of it seeking an exception of the rate cap.



From February 12 to February 16, 2001, GPU Energy, at the Commission’s direction, mailed to all Met-Ed and Penelec customers individual notices advising them of its PLR filing, public input hearings and the evidentiary hearing schedule for these proceedings.  Notice of the PLR Petition also appeared in newspaper articles and press releases.  The notice contained the following:

GPU Energy is responsible for acquiring electricity for customers in its service area who do not purchase electricity from alternative suppliers or who return to GPU Energy after receiving service from alternative suppliers. This is known as “provider of last resort” (PLR). Because the cost of purchasing electricity has been going up, GPU Energy has submitted a filing to the Pa. Public Utility Commission (PUC) asking it to consider a combination of a rate increase and a tracking mechanism to address the recovery of the increased energy supply costs. This is an alternative to GPU Energy’s earlier request to track and defer for later recovery its increased supply costs. 

The amount by which your bill might increase, if any, will be determined by the PUC as a result of the proceedings in the case. 

The notice also did the following: informed GPU Energy’s customers that they could offer written comments to the Commission, or submit a complaint or other pleading; listed the Commission’s address; indicated that the Commission had to receive the comments, complaints or other pleading by 4:30 p.m. on Monday, March 5, 2001; indicated that hearings for the PLR proceeding are scheduled for March 12-16, 2001, in Harrisburg, Pa., with a PUC decision expected in May; and, finally, stated that the customers can obtain a copy of GPU Energy’s PLR filing on its website or by visiting the Commission’s offices at the Commonwealth Keystone Building, 400 North Street in Harrisburg, Pa. 17120.

In response to the notice, the Commission received hundreds of letters and eight formal Complaints.  After the record in this proceeding closed, the formal Complaints were assigned to the Office Of Administrative Law Judge and then to me.  The Recommended Order below consolidates and disposes of the formal Complaints.

I issued the following orders in the Merger proceeding (the dates in parenthesis are in 2001): granting the interventions of all but four parties (January 11); granting the intervention of NEM (January 12); denying the Petition to Intervene filed by 

Peek'n Peak Resort and Conference Center (Peek'n Peak)
 (January 24); granting the intervention of Citizens for Pennsylvania’s Future (PennFuture) (January 25); denying the Petition to Intervene filed by James K. Sisson c/o Citizens Quality of Life Coalition (January 26); granting PennFuture’s January 30, 2001 request that I clarify my January 25 Order and denying its request that I reconsider the portion of the January 30 Order directing PennFuture to submit its membership list to Applicants on or before February 9, 2001 (February 7); granting the Applicants’ Motion for Sanctions, thereby barring PennFuture from submitting testimony in the proceeding (February 21); denying the motion of Citizen Power for reconsideration of my February 21 Order barring PennFuture from submitting testimony (February 27); granting the OCA’s Motion for Sanctions regarding GPU Energy’s late-filed interrogatory responses (February 28); granting admission Pro Hac Vice (March 5); and denying Citizen Power’s Motion to Compel (March 5). 

In the PLR proceeding, I issued an order granting interventions on March 5, 2001, and an order granting the intervention of the York Authority on March 21, 2001.  York Authority filed a Petition to Intervene in the PLR proceeding on February 16, 2001, but I did not learn of it until March 21, 2001, when counsel for York Authority telephoned me to ask why no action had been taken on the Petition.

In addition to these orders, I made several informal rulings during the course of both proceedings.  In keeping with these proceedings being conducted in great part electronically, I transmitted these rulings to the parties by e-mail.



The Commission held Public Input Hearings in both proceedings at 2:00 p.m. and 7:00 p.m. on February 8, 2001, in Erie; February 15, 2001, in Altoona; and February 16, 2001, in Reading.

By e-mail received February 9, 2001, PennFuture advised that it would not submit its membership list by the February 9, 2001, due date because it was going to file an interlocutory appeal of the January 30 Order directing it to submit its membership by February 9, 2001.  On February 13, 2001, Applicants filed a Motion for Sanctions asking that PennFuture be barred from submitting testimony in the proceeding because it had failed to respond to its interrogatory asking for the membership list.  On February 16, 2001, PennFuture filed a Petition for Commission Review and Answer to a Material Question, regarding my February 7, 2001, Order, asking whether PennFuture should be required to provide its membership list.  On February 21, 2001, I issued the Order, referenced above, granting the Applicants’ Motion and barring PennFuture from presenting testimony.  On February 22, 2001, Applicants filed a brief in response to PennFuture’s Petition.  On February 23, 2001, PennFuture filed an Amendment to its Petition and a Brief in support of its Amended Petition.  The OCA, MAPSA and Citizen Power filed separate responses to PennFuture’s Petition.  On March 8, 2001, the Commission entered an Opinion and Order ruling that Citizen Power’s Petition was improper, pursuant to 52 Pa. Code §5.303, and returned the matter to me for further proceedings consistent with the Opinion and Order.



 On March 9, 2001, Counsel for PennFuture filed Surrebuttal Testimony on behalf of R. John Dawes, Shannon Peterson, Bill Clark, Ellen Micoli, Rev. William Thwing and Richard Wisinski, the individuals on whose behalf PennFuture filed its Petition to Intervene in the Merger Proceeding (hereinafter PennFuture Individual Intervenors, or PFII).  On the same date, counsel for PennFuture indicated by e-mail that he assumed that he would present the direct and surrebuttal testimony of its witness on behalf of PFII at the hearing in this proceeding.  At hearing, Counsel for Applicants stated that, if the testimony was sponsored by PFII, Applicants no longer objected to not having received PennFuture’s membership list.  Over the objections of counsel for Applicants, I allowed the testimony to be submitted on behalf of PFII and allowed Applicants to file rebuttal testimony on March 14, 2001, the third day of hearings.  Tr.  502-503.  Applicants did not submit rebuttal testimony.  At the hearing on March 16, 2001, in response to a motion by counsel for Applicants, I struck from the record the surrebuttal testimony of PFII witness Mr. Rohrbach because Applicants had not filed rebuttal testimony addressing Mr. Rohrbach’s direct testimony.  Tr.  1319-1324. 



On March 9, 2001, the City of Erie and the County of Erie withdrew their intervention in the Merger proceeding.

The following two tables indicate which parties filed written testimony in each proceeding:

Merger Proceeding

Date 
Type of Testimony
Parties

November 9, 2000
Direct
FirstEnergy/GPU 

February 9, 2001
Direct
OTS, OCA, MEIUG/PICA, PJM, Bruce Mangione, CAC, PennFuture

February 23, 2001
Rebuttal
FirstEnergy/GPU

March 9, 2001
Surrebuttal
OTS, OCA, MEIUG/PICA, PJM, IBEW/UWUA

PLR Proceeding

Date 
Type of Testimony
Parties

February 9 and 14, 2001
Direct
GPU Energy

March 2, 2001
Direct
OTS, OCA, MEIUG/PICA, Bruce Mangione

March 9, 2001
Rebuttal
GPU Energy

The witnesses in the Merger and PLR proceedings and the statements and exhibits they sponsored are contained in tables attached to this decision as Appendix C. 



The Commission held evidentiary hearings in both proceedings in Harrisburg on March 12-16, 2001.  Thirty witnesses testified, although not all of them were cross-examined.  

The parties held settlement discussions on March 16 and March 22, 2001.  On March 19, 2001, the parties requested an extension of the briefing schedule to allow them to discuss settlement further.  I granted the request, the result of which was that Main Briefs were due on April 6 and Main Briefs were due on April 13, 2001.
 

On March 27, 2001, I issued an Order admitting two cross-examination exhibits into the record; denying Citizen Power’s Motion for Admission of Exhibit, or, in the alternative, Motion to Strike Testimony; discussing briefs and closing the record.  Pursuant to that Order, the record of this proceeding, which consists of a 1604-page transcription of the notes of testimony
 and the statements and exhibits referred to in the table on Appendix C, closed on March 27, 2001.

The following parties filed Main Briefs: Applicants, OTS, OCA, IBEW/UWUA, Mangione, New Power, ARIPPA, York Authority, MEIUG/PICA, Citizen Power, Dominion Retail, CAC, PJM, Enron, PPL and PPL EnergyPlus, Representative George, and MAPSA. 

The following parties filed Reply Briefs:  Applicants, OTS, OCA, Mangione, ARIPPA, York Authority, MEIUG/PICA, Citizen Power, Dominion Retail, CAC, PJM, Enron, PPL and PPL Energy Plus, and MAPSA.  Representative George and New Power filed reply letters.

II.
SUMMARY OF DECISION


While these proceedings have separate docket numbers, the issues in them are intertwined.  GPU Energy’s strategy to convert to a wires company only led, in great part, to the proposed merger.  As a result of rising and volatile prices in the wholesale power market, the wires company only strategy led to the PLR petition.  Applicants have stated that without PLR relief, the merger might not occur.  

A.
THE MERGER PROCEEDING

The merger is not likely to result in anticompetitive or discriminatory conduct, including the unlawful exercise of market power, and, therefore, is unlikely to prevent retail electricity customers in Pennsylvania from obtaining the benefits of a properly functioning and workable competitive retail electricity market.

While the proposed merger would bring affirmative benefits to Pennsylvania and Pennsylvania ratepayers, some conditions must be imposed so that it brings substantial, affirmative benefits and so that certain risks do not outweigh the merger benefits.

One condition is that the merged company must flow merger-related savings through to ratepayers by an extension of the transmission and distribution rate caps from December 31, 2004 to December 31, 2007.  Tied to this condition is the need to ensure that the merged company will not seek to recover the acquisition premium from Pennsylvania ratepayers and the condition that the merged company be required to expense or amortize the costs to achieve over the transmission and distribution rate cap extension period.  Other merger conditions recommended below, such as directing the merged company to adhere to the current GPU Energy Codes of Conduct in Pennsylvania, to receive Commission permission before withdrawing GPU Energy transmission facilities from PJM, implementing a Service Quality Index, and protecting the overfunded GPU Energy pension fund, will ensure that the merger promotes the service, accommodation, convenience or safety of the public. 

B.
THE PLR PROCEEDING

GPU Energy has met its burden of proof under Section 2804(4)(iii)(D) of the Act.  GPU Energy’s procurement practices were reasonable and prudent.  The rise in purchase power costs was due to factors which were outside of GPU Energy’s control.  Without PLR relief, the purchased power costs GPU Energy incurs to meet its PLR obligation deny it the opportunity to earn a fair rate of return.

I do not recommend GPU Energy’s proposed deferral tracking mechanism (DTM) alone or in conjunction with an immediate increase in rates.  The DTM is designed to defer and later recover the net difference between its capped generation rates and its market cost of supply.  The DTM would keep generation rates artificially low and would stifle competition.

Instead, I recommend that Met-Ed be permitted a rate increase of $162,500,000 and that Penelec be permitted a rate increase of $154,200,000.  This raising of the generation rate caps should allow for the entry, or re-entry, of electric suppliers into the Pennsylvania market and provide more competition and more choices for consumers. 

III.
PUBLIC INPUT HEARING TESTIMONY

A.
ERIE PUBLIC INPUT HEARING


1.
Afternoon Session


Joyce Savocchio.  Tr.  202-211.



Ms. Savocchio is Mayor of the City of Erie.  She has seen the devolution of an electric utility go from a good community partner when she took office in 1990 to one which appears indifferent to community needs.  Almost 32 percent of Erie’s employment and economic base is in manufacturing so energy is critical to manufacturing growth.  Mayor Savocchio gave examples of the excellent service GPU Energy rendered, especially in 1990 during one of the worst ice storms of the century.  Today, however, utility response has declined.  Too many municipal lights are out and the average time for maintenance runs about three to four weeks.  This is because GPU Energy’s reorganization plan transferred most functions to Altoona.  The Mayor also spoke of questions regarding reliability, line construction, maintenance and emergencies, with particular emphasis on there being no district manager and the main point of contact being an 800 number in Altoona.  She also expressed concern about the possible loss of GPU Energy’s charitable and community contributions.



Jane M. Earll.  Tr.  211-218.



Ms. Earll is State Senator for the 49th District of Pennsylvania, which lies entirely within Erie County.  Senator Earll discussed the importance of the cost of electricity in business decisions; of utilities informing the Commission of the impact on local communities of the closure of facilities or reductions in employee levels; of the importance of the Commission and an ISO or its equivalent developing regulations for the inspection, maintenance, repair and replacements of utility transmission and distribution systems; and of the importance of changes to federal clean air laws and regulations to protect Pennsylvania’s environment.  The Senator also discussed the need in the Erie area for better weatherization programs and redevelopment programs for seniors and in those living in homes predating energy efficient windows, insulation and furnaces.  Rates must be kept low, outages must be minimized and utility responses to outages must improve, and utility facilities must be upgraded continually to meet today’s needs and future anticipated growth.



George E. Atkinson.  Tr.  218-221.



Mr. Atkinson believes GPU Energy should keep the agreement it made in 1998 to keep its rates at the same level until 2010.



Margaret Clark.  Tr.  221-223.



Ms. Clark is concerned that the merger will result in many people being laid off from work.



Fred Shaffer.  Tr.  223-224.



Mr. Shaffer said that people depend on the electric system and when it fails, it is sad.  He recounted the death during the last blackout of two of his friends who were on life support systems.



Robert L. Bartlett.  Tr.  225-230.



Mr. Bartlett used a windmill in connection with his business raising pheasants and received money for his excess electricity from Penelec.  In the early 1980’s he decided to construct a windmill farm and sell the electricity generated by it to Penelec.  The rate Penelec offered was too low and investors sent their money to Montana and California.  Then Penelec lowered the rate it paid Mr. Bartlett for his windmill-generated power.



Bill Welch.  Tr.  230-244.



Mr. Welch represents the Erie County Environmental Coalition.  The Coalition opposes the merger because of the air pollution in Pennsylvania coming from generation plants in Ohio.  Mr. Welch referenced a transfer of utility property out of the Girard and Conneaut area, the need for FirstEnergy to commit to renewable energy, conservation programs and demand side management.  The Coalition favors the decentralization of power generation by co-generation, methane digesters, fuel cells and low impact hydro.  Pennsylvania should have an inter-tie requirement and GPU Energy should have time of day or time of use meters.



The rate caps should be maintained and GPU Energy should not expect the ratepayers in this country to cover its losses in foreign countries.  The service center move to Altoona was wrong and should be reversed.  The distribution and transmission system should be upgraded.  A tree cutting policy that does not include urban clear-cutting and the topping of trees should be instituted.  Pennsylvania customers should not bear the cost of decommissioning FirstEnergy’s nuclear power plants.



Raymond Borland.  Tr.  244-246.



Mr. Borland represented the Triangle S. Snowmobile Club.  He was concerned about developing future trail use over land owned by GPU Energy.



Henry Gryncewicz.  Tr.  247-250.



Mr. Gryncewicz is concerned that the merger might result in higher electric rates, causing problems for those on fixed incomes.



Richard Brzuz.  Tr.  252-258.



Mr. Brzuz is the administrator of the Shriners’ Hospital for Children, a 30-bed pediatric orthopedic facility.  He reviewed problems the Hospital has had with its electric service.   A power outage in 1998 was not restored on a timely basis.  Power interruptions resulting in power spikes at the Hospital occurred in 1999.   Some equipment went from three-phase to single-phase in 1994 and surgery had to be postponed.  He filed a formal complaint with the Commission and the matter was resolved in September 2000.  



James Sisson.  Tr.  258-265.



Mr. Sisson spoke for the Citizens Quality of Life Coalition (whose Petition to Intervene in the merger proceeding was dismissed).  He mentioned real estate problems his group has with Penelec, problems which are not within the Commission’s jurisdiction.  He stated that FirstEnergy should commit to renewable energy.  Wind energy is a possibility in the Erie area and thermal energy is definite.  FirstEnergy must become a partner in the PJM power pool.  Time of day meters and schedules need to be devised.  The rate caps should not be lifted because of the merger.  Service centers should not be five hours away.  The distribution and transmission system should be upgraded.  Mr. Sisson stated that its petition was dismissed because it had incorporated, needed an attorney and could not afford one.



Tim Soggs.  Tr.  265-267.



For this merger to benefit customers, FirstEnergy must settle its federal lawsuit regarding its alleged violations of the Clean Air Act, must stop exporting pollution to Pennsylvania, must state how its financial savings will translate into savings to Pennsylvania consumers, and cannot saddle Pennsylvania consumers with the cost of decommissioning its nuclear power plants, must join an ISO, and must protect the jobs of Pennsylvanians.


2.
Evening Session


Kenneth C. Springirth.  Tr.  291-304.



Mr. Springirth asserts that GPU Energy made a conscious, un-coerced decision to divest its generation assets and must accept the responsibility for the risks of that management decision.  He urges the Commission not to approve the merger unless 1) rate caps are maintained, 2) the annual savings to Joint Applicants of $150 million provides substantial customer benefits, including a ten percent rate increase, 3) customer service is improved, 4) that GPU Energy continues its participation in PJM, 5) GPU Energy’s customers are protected from the risks of FirstEnergy’s nuclear plants, and, 6) there are no environmental cleanup risks to GPU Energy’s customers. 



Louis S. Meyer.  Tr.  304-316.



Mr. Meyer represented the Pennsylvania Institute for Community Services, a private, nonprofit agency involved in public interest issues.  Mr. Meyer is concerned that the merger might not improve customer service, might eliminate jobs, and will further the development of a national oligopoly in electricity. He is also concerned that FirstEnergy might not honor a settlement where GPU Energy agreed to spend $49.2 million to fix poles, wires and other hardware on circuits serving rural customers.


Mary Ann McDaniels Kulesa.  Tr.  316-322.



Ms. Kulesa was concerned about the service GPU Energy is and will provide, especially in rural areas.



Susan Abrams.  Tr.  322-324.



Ms. Abrams is a member of the Seneca Nation of Indians and came from New York to assert that Penelec has been generating electricity from the Kinzua Dam without legal authorization and without compensating the Seneca Nation for flooding its lands and forcing relocations.


Herb Wildman.  Tr.  325-327.

Mr. Wildman, a machinist, notes that Penelec has not installed any large capital investment in at least 25 years.  About 35 percent of the employment in Erie is related to manufacturing and an increase in rates will erode manufacturing in the area because it was attracted there because of a stable rate structure.


Norb Flynn.  Tr.  328-329.



Mr. Flynn notes that GPU Energy promised low rates for many years and now is reneging on the promise.  There is no competition because there are no suppliers left from which to choose.



Charlie Fry.  Tr.  330-331.



Mr. Fry is the chair of Retired Association of General Electric (RAGE).  He asserts that utility companies should be held accountable for their actions.


Michael Ryan Kihn.  Tr.  331-334.



Mr. Kihn stated that he does everything he can to cut his electric consumption, but his rates go up anyway.  The merger will create a large company and there will be no competition.



Walter Blass.  Tr.  335-338.



Mr. Blass was concerned about the nuclear capabilities of FirstEnergy.


B.
ALTOONA PUBLIC INPUT HEARING


1.
Afternoon Session


Camille “Bud” George, State Representative.  Tr.  361-366.



Representative George, an intervenor in these proceedings, asserts that GPU Energy is asking ratepayers to pay for their shortsightedness because it was under no pressure to sell its generation without locking in long-term contracts for the customers who do not switch suppliers.   The Commission should stipulate that the merger is accompanied with consumer savings.


Paul Rennie.  Rennie Statement 1; Tr.  367-368.



Mr. Rennie wants the merger not to adversely impact on the Customer Assistance Program, the Warm Program and the Dollar Energy Fund.



Steve Walco.  Tr.  369-377.



Mr. Walco reiterated information he found on the internet from PennFuture, specifically air pollution coming into Pennsylvania from Midwest electric generators, and the concern that Pennsylvania customers will have to contribute to decommissioning costs of FirstEnergy’s nuclear plants.


R. Wayne Davis.  Tr.  377-380.



Mr. Davis is concerned that downsizing following the merger will impact reliability, especially the ability to respond to outages.


2.
Evening Session


Daniel B. Bauer.  Tr.  404-405.



Mr. Bauer is concerned that FirstEnergy adhere to the Commission’s procedures and to Pennsylvania law.

C.
READING PUBLIC INPUT HEARING


1.
Afternoon Session



Craig T. Bossler.  Tr.  426-430.


Mr. Bossler asserts that GPU Energy is responsible for its current problem because of poor management.  GPU Energy needs this merger because it sold its generation.  Deregulation resulted in suppliers offering lower rates, but only for a year, and now customers have to pay higher rates or return to GPU Energy.  Utilities should be re-regulated.

Brian Hughes.  Tr.  430-432.


GPU knew the risk of selling its generation and now they want to change the rules in the middle of the game.

Chris Siegle.  Tr.  432-436.


Mr. Siegle is concerned about the poor service he has been receiving from Met-Ed for the last two years.  He recounted power failures almost every week, tree trimming along primary lines only, and poor responses to service calls.

Edward H. Wiswesser.  Tr.  436-439.


Mr. Wiswesser is a retired engineer, having worked in that capacity for Met-Ed for two years.  He is also a stockholder of GPU Energy.  He is pleased with Met-Ed’s service.  He is concerned that, after the merger, FirstEnergy be able to provide the same favorable earnings he has been receiving from GPU Energy.

Michael Morrill.  Tr.  439-448.


Mr. Morrill is the executive director of the Pennsylvania Consumer Action Network (PCAN).  Mr. Morrill observed that the merger application lacks specificity, uses ambiguous language and reads more like a public relations piece than a justification for the merger.  The merger will benefit the corporations and their stockholders, not the public.  Apparently, the proposed $150 million in savings will go directly into the pockets of the stockholders.  Pennsylvania will suffer from the merger.  FirstEnergy is one of the nation’s biggest polluters and is being sued by the Environmental Protection Agency and the United States Justice Department for allegedly misusing grandfather provisions of the Clean Air Act to systematically rebuild old coal-fired power plants.  The success of PJM is dependent on Met-Ed and Penelec remaining in PJM, something FirstEnergy does not guarantee.


Mr. Morrill asserts that any loss owing to GPU Energy’s PLR situation is due to its business decisions and there should not be a rate increase to bail it out from its mistakes.

William M. Stokes, Jr.  Stokes Statement 1; Tr.  448-455. 


Mr. Stokes summarized his work experience with JCP&L, Met-Ed and GPU Service from 1950 until his retirement in 1989.  He maintains that the planned competition in the electric industry will take Pennsylvania back to the time of oil lamps.  Electric utilities should not be competitive; they should be regulated.

Kenneth A. Wnek.  Tr.  455-460.

Mr. Wnek is employed by Utilitech, Incorporated, a company which shopped for clients before deregulation dried up and now concentrates on reviewing its clients’ utility bills for accuracy and advising them if there are more attractive rate classes or economic riders of which they can take advantage.  Before the Commission grants any rate increase, it should determine the impact of the merger on efficiencies.  He suggests that any PLR-related losses be recovered by extending the CTC recovery period after the stranded costs are recovered.

2.
Evening Session

Alexander Kirjanov.  Kirjanov Statement 1; Tr.  479-485.



Mr. Kirjanov is concerned that service will suffer when a company’s principle object is to optimize profits.  GPU Energy should be converted into an employee/ratepayer company with a portion of its shares held by the Commonwealth of Pennsylvania, so the new entity can avail itself of the State’s bidding system to purchase power in the United States or Canada.
IV.
MERGER PROCEEDING

A.
PROPOSED MERGER
Under the planned merger, FirstEnergy will acquire all of GPU's outstanding shares of common stock, for about $4.5 billion in cash and FirstEnergy stock.  FirstEnergy will assume GPU's outstanding indebtedness, which is about $7.4 billion of debt and preferred stock.  GPU will be merged with and into FirstEnergy.  FirstEnergy will become a registered holding company under the Public Utility Holding Company Act of 1935.  When the merger is complete, FirstEnergy will be subject to the same requirements to which GPU has been subject under that Act.  Met-Ed and Penelec will be wholly-owned public utility company subsidiaries of FirstEnergy.  OCA St. 1 at 11; Applicants’ St. 1 at 6; Applicants’ St. 2 at 2.

The merger is expected to be accretive to earnings immediately upon completion, and the Applicants’ Proxy Statement indicates that shareholders can anticipate an opportunity for earnings growth of 7-8% through the merger.  OCA St. 1 at 5.  Under the terms of this merger, GPU shareholders will receive an approximate $1 billion premium for their stock and could see an increase in value of $900 million or more on a net present value basis from the anticipated growth in earnings.  There is the possibility of about $120 million in incremental compensation to the officers and directors of GPU.  OCA St. 1 at 5, 25-26.  

Exhibit D to the Merger Application, a copy of the Agreement and Plan of Merger, provides further details of the specific arrangements between GPU and FirstEnergy.  These specific arrangements are at a parent holding company level, and, therefore, do not directly change the operations of Met-Ed or Penelec.  Under the post-merger organizational structure, the new parent holding company (FirstEnergy) will replace the former parent holding company (GPU).

When the merger is complete, Met-Ed and Penelec will continue to operate as Pennsylvania electric public utilities subject to the continuing jurisdiction of the Commission.  

When the Joint Application for approval of the merger was filed with the Commission, the merger was still subject to several other key regulatory approvals, as well as shareholder approval.  Soon thereafter, upon approval of the companies' registration statements and proxy by the Securities and Exchange Commission (SEC), the shareholders of both companies voted to approve the merger. In addition to such approvals, FirstEnergy has now received the requisite approval from several other regulatory agencies, including:

· FERC unconditional approval of the merger.  Tr. at 1181.

· Federal Trade Commission/Department of Justice determination of compliance with the Hart-Scott-Rodino Antitrust Improvements Act.  Id.

· Federal Communications Commission approval of license transfers.  Id.

· Nuclear Regulatory Commission approval of the merger.  Id.

· New York State Public Service Commission (NYPSC) approval of the merger.  See, Joint Petition of Waverly Electric Light and Power Company, Pennsylvania Electric Company, GPU, Inc. and FirstEnergy Corporation for a Delaratory Ruling or an Order Concerning Section 70 of the Public Service Law, Case 01-E-0043 (April 4, 2001) TA \l "Joint Petition of Waverly Electric Light and Power Company, Pennsylvania Electric Company, GPU, Inc. and FirstEnergy Corporation for a Delaratory Ruling or an Order Concerning Section 70 of the Public Service Law, Case 01-E-0043 (April 4, 2001)" \s "Joint Petition of Waverly Electric Light and Power Company, Pennsylvania Electric Company, GPU, Inc. and FirstEnergy Corporation for a Delaratory Ruling or an Order Concerning Section 70 of the Public Service Law, Case 01-E-0043 (April 4, 2001)" \c 1 .

In addition, as noted above, the County and City of Erie have indicated their support for the merger.  Tr. at 1181.  GPU Energy’s unions in Pennsylvania as well as in New Jersey also have filed letters supporting the merger.  Id; IBEW/UWUA Exh. No. 4.



Joint Applicants’ witness Fred D. Hafer describes what will occur after the merger at pages 3-4 of his direct testimony, Applicants’ St. 2, at 3-4, as follows:


After the merger, FirstEnergy will, among other things, own all of the common stock of each of the GPU Energy companies as well as of Ohio Edison Company, The Toledo Edison Company and The Cleveland Electric Illuminating Company, which are FirstEnergy’s existing electric public utility companies in Ohio. Ohio Edison will continue to own all of the common stock of Pennsylvania Power Company.  Together, these companies will serve approximately 4.3 million customers within 37,200 square miles of Ohio, Pennsylvania and New Jersey.


After the merger, it is anticipated that GPU’s and FirstEnergy’s distribution operations will operate in their respective service territories with regionally-based management.


The combination of FirstEnergy and GPU would create the nation’s sixth largest investor-owned electric system, based on customers served.  (As of June 30, 2000, the combined revenues of FirstEnergy and GPU for the previous 12 months totaled $12.0 billion and assets of the companies totaled $38.6 billion).

Because the merger is at a parent company level, Applicants contemplate no immediate changes to any agreements among Met-Ed, Penelec and their affiliates which the Commission has previously approved pursuant to Section 2102 of the Code, 66 Pa. C. S. Section 2102 (regarding approval of contracts with affiliated interests).  Applicants acknowledge their continuing obligation to make appropriate Code Section 2102 filings if, following approval and implementation of the merger, changes to the existing and approved GPU Energy affiliated interest arrangements become necessary or appropriate.  Merger Application at ¶9.
The GPU Energy territory and the customers it serves are set forth in Exhibit A to the Merger Application.  Exhibit B to the Merger Application details the history of GPU and Penelec and Met-Ed.  The history of FirstEnergy is found at Exhibit C to the Merger Application.  Joint Applicants’ witness Anthony J. Alexander described FirstEnergy as follows at pages 3-4 of his direct testimony.  Applicants’ St. 1 at 3-4:

FirstEnergy is a diversified energy services holding company headquartered in Akron, Ohio.  It was formed in 1997 as a result of the merger of OE and Centerior Energy Corporation, which owned The Cleveland Electric Illuminating Company ("Cleveland Electric" or "CEI") and the Toledo Edison Company ("Toledo Edison" or "TE").  FirstEnergy presently owns three electric utility operating companies in Ohio, namely, Ohio Edison, Cleveland Electric and Toledo Edison.  Ohio Edison owns Pennsylvania Power Company ("Penn Power" or "PP"), an electric utility operating in portions of western Pennsylvania and subject to this Commission's jurisdiction. Ohio Edison, Cleveland Electric and Toledo Edison are regulated by the Public Utilities Commission of Ohio.  Together, these FirstEnergy utilities serve 2.2 million customers in a 13,200 square mile area in northern and central Ohio and western Pennsylvania.



FirstEnergy owns American Transmission Systems, Inc. ("ATSI") and FirstEnergy Trading Services, Inc., as well as other businesses including gas exploration and production operations, a regulated gas business and a number of mechanical contractors located throughout the northeastern United States.



In response to the restructuring of the utility industry, FirstEnergy, through its state licensed affiliates, primarily First Energy Services Corp., has been and will be pursuing retail electric customers in a number of states, including Ohio, Pennsylvania, New Jersey, Delaware and Maryland.

B.
APPLICABLE LEGAL STANDARDS

The Commission must review and approve the proposed merger pursuant to Sections 1102, 1103, and 2811 of the Public Utility Code.  

Section 1102(a) requires the Commission to issue a Certificate of Public Convenience as a legal prerequisite to offering service, abandoning service and certain property transfers by public utilities or their affiliated interests.  The statute, in pertinent part, provides:

Upon application of any public utility and the approval of such application by the commission, evidenced by its certificate of public convenience first had and obtained, and upon compliance with existing laws, it shall be lawful:

(3) For any public utility or affiliated interest of a public utility as defined in section 2101 . . . to acquire from, or transfer to, any person or corporation . . . by any method or device whatsoever, including the sale or transfer of stock, including a consolidation, merger, sale or lease, the title to, or the possession or use of, any tangible or intangible property used or useful in the public service. . . .

66 Pa. C.S. §1102(a)(3).

Met-Ed and Penelec are Pennsylvania “public utility” applicants for the purposes of Section 1102(a)(3). See also 66 Pa. C. S. Section 102.  GPU (as Met-Ed's and Penelec's parent holding company) and FirstEnergy (as Penn Power’s ultimate parent holding company) are applicants solely in their respective capacities as Pennsylvania “public utility” affiliates, for the purpose of compliance with Section 1102(a)(3), and to the limited extent to which the Code is otherwise applicable to such affiliates.


The planned merger of GPU with and into FirstEnergy will result in a “new controlling interest” as that term is used in the Commission's Statement of Policy at 52 Pa. Code §69.901.  Section 69.901 provides that such a merger, even though at a parent company level, should be viewed as constituting a transfer of utility property requiring Commission approval under Section 1102(a)(3).  The relevant portion of this Statement of Policy provides as follows:

(b)  Policy.

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

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

To comply with this Statement of Policy, therefore, Applicants request Section 1102(a)(3) approval from the Commission, evidenced by the issuance of certificates of public convenience authorizing each of the Applicants to complete the planned merger.  

To obtain a certificate of public convenience, the Applicants have the burden of proving that the merger is in the public interest.  To be found to be in the public interest, the Courts have held that the Applicants must demonstrate by a preponderance of the evidence that the merger will “affirmatively promote the service, accommodation, convenience or safety of the public in some substantial way.”  TA \s "City of York v. Pa. PUC, 449 Pa. 136, 295 A.2d 825 " \c 2 \l "City of York"City of York v. Pa. PUC, 449 Pa. 136, 295 A.2d 825 (1972); TA \s "Middletown Twp. v. Pa. PUC, 482 A.2d 674, 682 (Pa. " \c 2 \l "Middletown Twp."Middletown Twp. v. Pa. PUC, 482 A.2d 674, 682 (Pa. Cmwlth Ct. 1984).  See also, Re: TA \s "DQE," \c 3 \l "DQE, Inc., 88 Pa. PUC 467(1998)"DQE, Inc., 88 Pa. PUC 467, 474 (1998); TA \s "Newtown Artesian Water Company" \c 3 \l "Newtown Artesian Water Company, 76 Pa. PUC 260 (1992)"Newtown Artesian Water Company, 76 Pa. PUC 260, 262 (1992).  


To ensure that a proposed merger is in the “public interest,” the Commission may impose conditions on its granting of the certificate of public convenience.  Re: TA \s "DQE, Inc., 88 Pa. PUC 467, 474 (1998)" \c 0DQE, Inc., 88 Pa. PUC at 474.  Section 1103 allows the Commission to impose conditions upon the issuance of a certificate of public convenience.  66 Pa. C.S. §1103.  Section 1103, in pertinent part, provides:

A certificate of public convenience shall be granted by order of the commission, only if the commission shall find or determine that the granting of such certificate is necessary or proper for the service, accommodation, convenience, or safety of the public.  The commission, in granting such certificate, may impose such conditions as it may deem to be just and reasonable.

66 Pa. C.S. §1103(a).

Section 2811(e)(1) of the Code, 66 Pa. C. S. Section 2811(e)(1) also requires the Commission to consider the planned merger.  Section 2811(e)(1) provides, in pertinent part, as follows:

In the exercise of authority the commission otherwise may have to approve the mergers or consolidations by electric utilities or electricity suppliers, or the acquisition or disposition of assets or securities of other public utilities or electricity suppliers, the commission shall consider whether the proposed merger, consolidation, acquisition, or disposition is likely to result in anticompetitive or discriminatory conduct, including the unlawful exercise of market power, which will prevent retail electricity customers in this Commonwealth from obtaining the benefits of a properly functioning and workable competitive retail electricity market.

Section 2811(e)(2) requires that upon request for approval of a merger or acquisition, notice and an opportunity for hearing shall be afforded to explore whether a proposed transaction is “likely to result in anticompetitive or discriminatory conduct or the unlawful exercise of market power.”  TA \s "66 Pa.C.S. §2811(e)(2)" \c 1 \l "66 Pa.C.S. §2811(e)(2)"66 Pa. C.S. §2811(e)(2).

The Public Utility Code and applicable case law, therefore, requires the Commission to review the merger to determine if it is in the public interest, provides substantial, affirmative benefits, and is not likely to result in anticompetitive or discriminatory conduct or the unlawful exercise of market power.



Regarding merger conditions, Applicants acknowledge that the Commission may impose just and reasonable conditions under Section 1103(a), but Applicants contend that there are two qualifications to the Commission's authority to approve mergers with conditions.  First, the Commission's authority to set conditions is not unlimited.  Second, before conditions are imposed by the Commission, the applicants must concede, or a protestant/intervenor must establish, that the merger is flawed in some manner such that a remedy is warranted.  A party may contend that the risk of an adverse impact occurring due to the merger can justify the imposition of a merger condition.  However, the validity of this view depends on whether the alleged risk is well-founded and based on facts, or whether it constitutes mere speculation.  Applicants’ M.B. at 11-12.  



To support its contention that the Commission’s authority to impose conditions on a merger is not unlimited, Applicants cite Western Pennsylvania Water Co. v. Pennsylvania Public Utility Commission, 311 A.2d 370 (Pa. Cmwlth. 1973) TA \l "Western Pennsylvania Water Co. v. Pennsylvania Public Utility Commission, 10 Pa. Cmwlth. Ct. 533 (1973)" \s "Western Pennsylvania Water Co. v. Pennsylvania Public Utility Commission, 10 Pa. Cmwlth. Ct. 533 (1973)" \c 1 .  In Western Pennsylvania, the Commission imposed a condition upon the utility allowing the Commission to order extension of service to customers outside of the water utility’s certificated area as a condition of issuing a certificate of public convenience to the utility.  TA \s "Western Pennsylvania. Water Co" \c 1The Commonwealth Court held that the condition imposed by the Commission’s Order was not supported by substantial evidence, was not based upon any statutory authority or power and was unreasonably broad or vague.  TA \s "Western Pennsylvania. Water Co" \c 1Of particular concern to the Commonwealth Court was that the Commission acted unilaterally to impose this condition, without hearings and sufficient evidence.  While hearings have been held here, I agree with Applicants that Western Pennsylvania makes it clear that certificate conditions must be consistent with the Commission's express or implied authority under the Code.  Also, the Commission cannot expand its jurisdiction by compelling an applicant to concede a jurisdictional issue in order to obtain a certificate of public convenience.  For instance, as discussed below, the Commission cannot condition the merger on the merged company joining PJM West, although doing so is, in my opinion, in the bests interests of the merged company because it should enable more of FirstEnergy’s generation to be used to meet GPU Energy’s PLR obligation.



To support its position that Section 1103(a) allows for merger conditions only when the record proves that a merger proposal contains a flaw which must be remedied, Applicants cite the following language from Joint Application of Bell Atlantic Corporation and GTE Corporation for Approval of Agreement and Plan of Merger, Docket Nos. A-310200F0002, A-310222F0002, A-31091F0003, A-311350F0002 (November 4, 1999):

Section 1103(a) of the Public Utility Code, 66 Pa. C.S. §1103(a) TA \l "66 Pa. C.S. § 1103(a)" \s "66 Pa. C.S. § 1103(a)" \c 2 , provides that the Commission, in granting certificates of public convenience, “may impose such conditions as it may deem to be just and reasonable.”  Clearly, the statute gives the Commission broad authority to fashion appropriate remedies to ensure that the proposed merger will be in the public interest.
(emphasis added by Applicants).  Applicants’ R.B. at 3.  I fail to see how this language supports Applicants’ contention.



I agree that a merger condition should not be imposed where the condition would be superfluous or unnecessary because of existing statutory or other legal requirements.  Applicants’ R.B. at 3.  



The results of any merger are speculative because they will result after the merger.  It remains to be seen if some of the benefits Applicants rely on to support the merger materialize.  As discussed below, FirstEnergy and GPU Energy have not yet determined what their “best practices” are; FirstEnergy’s line crew training program has not proven itself yet; the extent of FirstEnergy’s ability to meet GPU Energy’s PLR obligation is uncertain.  As these benefits are speculative, so too are some of the harms that intervenors fear might or might not occur post-merger.  Some of the service conditions which the OCA’s Service Quality Index seeks to avoid might not occur; FirstEnergy might not seek to place the risks of its nuclear and fossil fuel plants on GPU Energy customers; FirstEnergy might not seek to transfer, consolidate or withdraw GPU’s pension overfunding; Pennsylvania might not bear a disproportionate share of job cuts.  If these harms do materialize post-merger, however, the merger would be flawed because it would detract from the service, accommodation, convenience or safety of the public in a substantial way.  The Commission, therefore, may condition approval of this merger to avoid these harms. 

C.
BENEFITS OF THE MERGER AND MERGER CONDITIONS


1.
Introduction



As noted in Section IV.B. above, for this merger to be approved by the Commission, Applicants must meet their burden of proving by a preponderance of the evidence that the merger will provide substantial, affirmative benefits to Pennsylvania consumers and Pennsylvania.  Also, the merger must also be in the public interest.  Furthermore, the Commission may impose merger conditions, but not, in my opinion, where the condition would be superfluous or unnecessary because of existing statutory or other legal requirements.



Positions

Applicants assert that they have met the burden of showing that the merger will provide substantial, affirmative benefits to Pennsylvania consumers and Pennsylvania.  Applicants’ witness Alexander indicated that the proposed merger is intended to enhance the combined capabilities of FirstEnergy and GPU Energy to meet the challenges of the changing utility industry.  Applicants’ St. 1 at 5-8.

Mr. Alexander testified that the general benefits of the merger are as follows:

· An alliance of companies with adjoining service areas and interconnected transmission systems.  Applicants’ St. No. 1 at 5.

· Creation of the nations’ sixth largest investor-owned electric system based on the number of customers, with the management, employees, experience, technical expertise and retail customer base to grow and succeed in a changing marketplace.  Applicants’ St. No. 1 at 7.

· By combining their collective resources, utility experience and other expertise, GPU and FirstEnergy will significantly enhance each other’s overall capabilities.  Applicants’ St. No. 1 at 7. 

· With over four million customers, the new FirstEnergy will have greater capability to provide customers with a wider array of energy services and products that neither GPU Energy nor FirstEnergy could do on a stand-alone basis.  Id.

· No adverse impact on GPU Energy’s continued ability to provide safe and adequate utility service in Pennsylvania, and no affect on the Commission’s jurisdiction over its adequacy and reliability of service.  Id.

· Enhanced customer service opportunities and increased value based upon FirstEnergy and GPU Energy’s determination of their own "best practices".  Applicants’ St. No. 1 at 8.

· Enhanced distribution system reliability and overall customer service by streamlining operations, reducing overall complexity and relying upon a regional focus that will ensure high level of management attention.  Id.

· FirstEnergy’s line crew training programs in partnership with local community colleges will be expanded and made available to the communities served by GPU Energy.  Id.

· The elimination of certain duplicative activities and increased overall efficiency.  Id.

· Overall aggregate cost savings opportunities estimated at about $150 million per year on a total combined (FirstEnergy and GPU) company basis.  Applicants’ St. No. 1 at 11. 

· FirstEnergy will maintain the levels of GPU Energy’s existing charitable commitments for at least the next three years.  Id. 

· No adverse impact on either the wholesale or retail markets.  Id.

· FirstEnergy will be in a position to provide additional assistance to GPU Energy in meeting its PLR obligations.  Id.

Applicants assert that there is ample evidence of the substantial benefits this merger will bring to the Commonwealth of Pennsylvania and GPU Energy’s customers.  Applicants add that in this changing industry, the new FirstEnergy will be far better equipped to deal with exigent circumstances, offer new products and services and expand unregulated opportunities while maintaining and improving the strong foundation of safe, reliable and adequate service that GPU Energy has developed in Pennsylvania over many years.  Applicants’ M.B. at 17-18.


The OCA maintains that Applicants have not met their burden of proof because the merger could expose ratepayers to substantial risks with no assurance of any benefits for Pennsylvania consumers or Pennsylvania.  Instead, the merger will enhance shareholder profits by using utility assets and customers to create opportunities in other, unregulated markets.  Also GPU shareholders are expected to receive a premium that exceeds book value and market value. OCA witness LaCapra explained that GPU shareholders will receive an above-book payment of over $1 billion.  Of this $1 billion premium, it is estimated that roughly $580 million represents an above market price for GPU’s outstanding shares of common stock.  OCA St. 1 at 24.  Additionally, Applicants project earnings growth from the merger of 7 to 8% which translates into an anticipated present value of approximately $900 million for shareholders.  OCA St. 1 at 25.  If earnings growth exceeds expectations, substantial additional value could accrue to shareholders.  Id.  Merger savings could also substantially contribute to shareholder value, particularly if the Applicants’ proposal to retain the merger savings is approved.  GPU’s managers and directors may also receive a share of $120 million if the merger is completed, as well as important protections.  OCA St. 1 at 26; Tr. 1512-1513.



According to the OCA, the risks of the merger to ratepayers and Pennsylvania include: GPU Energy failing to meet its PLR obligation; reduced funding for distribution reliability and service quality; the transfer of GPU Energy’s transmission assets out of PJM; reduction in commitment to universal service program; the end of GPU Energy programs to attract business to Pennsylvania by shifting them to Ohio; rate increases, cuts in capital spending in support of GPU Energy’s transmission and distribution programs; the inappropriate allocation of FirstEnergy generation-related costs to Pennsylvania utilities; the failure of ratepayers to receive a reasonable share of merger-related cost savings; ratepayers being unfairly burdened by costs to achieve the merger; ratepayers being required to pay some or all of the acquisition premium FirstEnergy pays to GPU shareholders; ratepayers being denied effective competition through the exercise of vertical market power; ratepayers bearing some of the risks of the merged company’s involvement in unregulated markets; the impact of Pennsylvania’s economy by reductions in employment to achieve cost savings; and the diminishment of the Commission’s jurisdictional authority over Met-Ed and Penelec.  

To prevent this, the OCA submits that the merger must be subject to several conditions, which will be discussed in this section of the decision.  OCA M.B. at 13-18.



ALJ Recommendation



The other Intervenors make arguments similar or identical to the OCA.  The reader is directed to Section IV.C.1. of their briefs for their arguments.  In the rest of this decision, I sometimes do not present all of the arguments of the parties when their positions are similar to the ones previously set forth.

Applicants object to the conditions many of the Intervenors would place on approval of the merger.  Applicants’ witness Alexander stated:

Many of the conditions sought by the intervening parties i) failed to put into perspective the substantial benefits of the merger; ii) duplicate existing law or regulations; or iii) are unrelated to the merger or beyond the jurisdiction of the Commission.  Unfortunately many parties have become mired in proposing conditions to cover every speculative situation or problem that the party may be able to try to express in writing or which, without any particular relationship to the merger, simply is an attempt to advance the objectives of that party’s own constituency.  

Applicants’ Rebuttal St. No. 1 at 10.

In my opinion, as proposed, the merger brings affirmative benefits to Pennsylvania consumers and Pennsylvania.  But without the conditions I recommend below the merger does not bring substantial, affirmative benefits, City of York, Re: DQE, Inc., and it would not be in the public interest because it would introduce significant and unreasonable risks to Pennsylvania consumers.  

As discussed in Section IV.B. above, I will not impose a merger condition if the condition would be superfluous or unnecessary because of exiting statutory or other legal requirements.  The conditions I do recommend below, however, are, in my opinion, necessary for the merger to bring substantial, affirmative benefits to Pennsylvania consumers and Pennsylvania and for it to be in the public interest. 


2.
PLR Service Issues


Positions



Applicants assert that the mitigation of the PLR obligation through FirstEnergy’s supply options is such a substantial benefit of the merger that it alone could be sufficient to meet the standards for approval of the merger.  Applicants’ M.B. at 19-22.  In support of this, Applicants point to the anticipation that FirstEnergy will be able to provide GPU Energy with up to four million megawatt hours (MWH) of off-peak spot energy annually using firm and non-firm transmission from FirstEnergy’s Mansfield Plant and Sammis Unit Nos. 6 and 7, at a cost savings of about $4 million annually.  Applicants’ Rebuttal St. 5 at 4, Tr. 1049, 1080.  Also, the load diversity between GPU Energy and FirstEnergy should be able to provide on average 350 MWH of PLR support during off-peak periods through the delivery of energy, which is not dependent on transmission availability.  Id. at 6-7.  Applicants also point to FirstEnergy’s Seneca pumped storage hydroelectric plant (400 MW), and, if PJM West becomes operational, other FirstEnergy plants, such as Beaver Valley (assuming Duquesne Light Company (Duquesne Light) joins PJM West.  According to Mr. Kaiser, FirstEnergy is exploring and will continue to explore building new generating assets within PJM, building new transmission lines, arranging transmission services through the APS or Duquesne systems or contracting for other supply within PJM.  Id. at 7-8.   Finally, Applicants point to FirstEnergy’s installation of 1155 MW of new peaking capacity in ECAR.  Mr. Kaiser testified that 390 MW came on line in 2000 and another 420 MW will be available for the summer of 2001.  The remaining 340 MW will be available for the summer of 2002.  Id. at 9.


The OCA acknowledges that such assistance would benefit GPU Energy’s ratepayers, but it observes that Applicants have not committed to deliver this benefit to GPU Energy’s ratepayers.  For instance, when confronted with a hypothetical choice between providing power to GPU Energy “versus other opportunities at higher prices elsewhere,” FirstEnergy chairman Peter Burg asserted “We’ll look at the economic trade-offs and consider what’s best for the bottom line going forward.”  OCA St. 1 at 37.  See also, CP Cross-Exam Exh. 3, Aug. 9 Minutes at 21.  OCA Witness LaCapra opined that the resolution of GPU Energy’s PLR obligation should have been, but was not, kept in focus during the merger negotiations.  OCA St. 1 at 42.  In addition, Applicants have not identified any plans for new products, services or technologies or made any firm commitment to deliver them to benefit Pennsylvania ratepayers or Pennsylvania, the very types of initiatives that could provide assistance in meeting GPU’s POLR obligation.  Without a firm commitment by FirstEnergy to use its generation resources, supply planning resources, and new products and services to meet GPU’s POLR obligation, Applicants’ claim of ratepayer benefit is hollow.  Without a firm commitment to address GPU’s POLR obligation within the rate caps, this merger could be harmful to Pennsylvania ratepayers.  OCA M.B. at 21-22.

The OCA recommends that the merger not be approved unless Applicants are required to meet GPU’s PLR obligation within the existing generation rate caps.  OCA M.B. at 42-45. 


The OTS points out that GPU Energy relies on purchases in PJM to supply their PLR customers, that GPU Energy cannot perform its PLR function if they are not members of PJM, GPU’s current PLR procurement strategy is flawed because it results in either GPU Energy or its customers being at greater risk for increased power costs and that access to FirstEnergy plants will not enhance GPU Energy’s ability to satisfy its PLR function.  The OTS adds that the Seneca plant is a pumped storage unit in Penelec’s territory and has a limited ability to meet GPU Energy’s PLR load during off-peak periods because that is when power is being supplied to it.  OTS M.B. at 24-30; R.B. at 15-17.


MEIUG/PICA points out that the amount of energy FirstEnergy can provide to GPU Energy is very limited; that this small amount of energy will be available to meet 20 to 25% of GPU Energy’s PLR obligation depending on the Locational Marginal Pricing (LMP) at the PJM interface, coal costs and the state of the FirstEnergy units at the time; that FirstEnergy’s ability to provide on-peak supply is even more limited; and that FirstEnergy currently has no generation under construction in PJM.  MEIUG/PICA M.B. at 14-15. 

MEIUG/PICA asserts that Applicants should not be allowed to keep all merger-related savings and be allowed to recover its excess PLR service costs from GPU Energy ratepayers.  If the Commission grants PLR rate relief, it should award the maximum amount of merger savings to the ratepayers.  MEIUG/PICA M.B. at 22-23.


PJM asserts that the withdrawal of GPU transmission facilities from PJM would harm the PJM-integrated transmission system and centralized markets, harm the PJM markets and harm PJM regional system planning.  PJM claims that Applicants have not committed to assist GPU Energy’s load requirements and, because FirstEnergy has insufficient peak power for its own load, it has little or none to provide to GPU.  Withdrawal from PJM will add no peak capacity to FirstEnergy’s portfolio.  PJM M.B. at 6-1.



Citizen Power makes four points to support its contention that the public interest will not benefit from FirstEnergy assisting with the procurement of GPU Energy’s PLR supply.  First, Applicants have not shown why mitigating GPU Energy’s alleged costs and risks of procuring PLR supplies should be considered a benefit to the public interest, given that GPU Energy customers are protected by a generation rate cap and that GPU shareholders bear the risk of PLR supply.  Second, Applicants have offered no evidence or plausible reason to believe that the merger will allow FirstEnergy to mitigate the costs and risks of procuring PLR service.  Third, even if FirstEnergy can reduce PLR supply costs to GPU Energy, there is no mechanism in place to ensure that customers will see any benefit from such lower prices once the protection of price caps – now scheduled to terminate in 2010 – are removed.  Finally, the actions FirstEnergy identified to mitigate PLR costs and risks can be accomplished without the merger and its adverse effects and attendant risks.  Citizen Power M.B. at 13-25.


CAC asserts that the public safety and health is not well-served by running old, dirty, coal-fired power plants upwind from GPU customers at a higher capacity factor than they would be operated otherwise.  Tr. at 1114.  Units 6 and 7 at FirstEnergy’s Sammis plant and the Mansfield plant would run at a 5% higher capacity factor under this strategy.  Tr. at 1082.  Several thousand excess tons of SO2 would be expected from increasing the use of these plants.  CAC CRS-Exh. 4.  These emissions pose a threat to Pennsylvania.  CAC witness Andrew Altman testified that emissions originating in Ohio are transported on the wind to Pennsylvania.   CAC St. 1 at 4.  CAC M.B. at 13-15.  CAC concludes that PLR support from FirstEnergy plants will diminish air quality in Pennsylvania.  CAC M.B. at 15.  

CAC asserts that FirstEnergy must agree to settle the enforcement action with the EPA and make the required improvements in pollution control to offset the reliance on the Sammis plant.  CAC M.B. at 21.  



IBEW/UWUA points out that if the merger takes place, sales from FirstEnergy to GPU Energy must occur at cost, not at market prices because the Public Utility Holding Company Act prohibits transactions among affiliates of a holding company unless the services are “performed economically and efficiently for the benefit of such associate companies at cost, [and are] fairly and equitably allocated among such companies.”  15 U.S.C. § 79m TA \l "15 U.S.C. § 79m" \s "15 U.S.C. § 79m" \c 2  (emphasis added).  While the initial value of that sale is relatively small (on the order of $4 million if only off-peak power is sold), the benefit to GPU could grow substantially over the next few years.  Tr. 1202-1203.  The sale of power at cost from FirstEnergy to GPU Energy provides a benefit to the public, even if GPU Energy’s retail rates remain capped at their current level.  Bringing new sources of power into PJM at prices less than the current market price (the prices must be lower or GPU Energy would buy from the market) benefits everyone who purchases energy, directly or indirectly, through PJM.  The benefit is two-fold: it increases the available supply and it decreases the incremental cost of generation during the period of time when FirstEnergy’s generation is being provided to GPU Energy below the market price.  IBEW/UWUA M.B. at 9-11.



MAPSA does not support the recommendation that FirstEnergy provide power to GPU Energy for below market costs unless FirstEnergy is required to offer comparable service to the competitive retail marketplace on the same terms and conditions.  MAPSA M.B. at 7, R.B. at 4.


ALJ Recommendation

The merged company will be able to meet about 20-25% of GPU Energy’s PLR obligation.  This is a benefit of the merger.  In the PLR proceeding, I recommend that GPU Energy be granted PLR relief by a lifting of the rate caps.  I address PJM membership and merger savings in Sections IV.C.3. and IV.C.5.a., respectively, below.  I conclude that while the Commission cannot direct the merged company to join PJM it can direct it to apply to the Commission before withdrawing GPU Energy’s transmission facilities from the operational control of PJM, and I recommend passing merger savings through to ratepayers. 

I reject CAC’s recommendation that FirstEnergy must agree to settle the EPA action, discussed in further detail below.  The Commission does not have the authority to direct that any party before it settle litigation, let alone litigation taking place before another forum.


3.
Transmission Asset/RTO/ISO Issues
Positions

FirstEnergy states that after the merger, GPU Energy transmission facilities will remain under the operational control of PJM and that access to those facilities will continue to be provided through the Open Access Transmission Tariff PJM administers.  Applicants’ Rebuttal St. No. 8 at 4.  FirstEnergy will continue to participate in the Alliance RTO which was recently approved by FERC.  Order on Compliance Filing, FERC Docket No. EC00-103-00, Order entered January 24, 2001.  FirstEnergy does not guarantee that GPU Energy’s transmission assets will remain permanently committed to PJM because of the dynamic nature of the electric industry and RTOs in particular.  It asserts, however, that no party to this proceeding is prejudiced by FirstEnergy’s clear and unequivocal commitment to maintain GPU Energy’s transmission facilities within PJM.  The combined FirstEnergy will be significantly enhanced by having detailed and working knowledge of two RTOs – Alliance and PJM.  Tr. at 1055.  Applicants conclude that the flexibility to participate in two RTOs with different strengths and weaknesses is likely to provide substantial enhanced value to the new FirstEnergy and its customers.  Applicants’ M.B. at 22-23.

The OCA argues that FirstEnergy’s decision to continue to be a member of the Alliance RTO, and not join PJM or PJM West, could have a negative impact on its ability to respond to GPU’s POLR obligation and may result in inefficiencies within the merged company.  Applicants failed to use the occasion of the merger to affirmatively address transmission limitations between GPU and FirstEnergy.  Without firm conditions regarding these transmission issues, Pennsylvania and Pennsylvania ratepayers could be harmed.  OCA M.B. at 23-27.  The OCA no longer recommends, as it did at page 46 of its Reply Brief, that FirstEnergy be required to participate in PJM, but it submits that Applicants’ claim that participation in two RTOs is a merger benefit is a weak one because it brings inefficiencies by requiring more staff and resources.  OCA St. 1 at 33; OCA R.B. at 12.  In addition, OCA recommends that FirstEnergy and GPU Energy be directed to undertake a rigorous review of congestion in the transmission ties between the FirstEnergy, GPU Energy and PJM transmission systems and should respond promptly to economically justified opportunities.  OCA St. 1 at 49.  OCA M.B. at 47.  Noting that Applicants have not studied whether participation in two RTOs will provide substantial benefits to Pennsylvania customers, submits that the merged company should absorb the financial consequences.  OCA R.B. at 12.

The OTS claims that FirstEnergy will provide only minimal, off-peak assistance to GPU Energy in addressing its PLR obligation, so FirstEnergy’s limited generation assistance cannot be identified as a merger benefit.  OTS R.B. at 18-19.  Also, the OTS notes that PJM’s system operations would be significantly impacted if GPU Energy companies were removed from PJM, and recommends a merger condition requiring Applicants to complete a study within six months addressing the impact of FirstEnergy joining PJM West.  This will help the Commission monitor the impact of the merger on PJM operations during the post-merger period.  OTS M.B. at 30-32.  OTS also recommends that the merged company should commit to maintain Met-Ed and Penelec membership in PJM and file a letter of intent if it decides to discontinue PJM membership.  OTS M.B. at 41.

MEIUG/PICA would condition the merger on a requirement that GPU Energy remain in PJM and that FirstEnergy become a member of PJM or PJM West.  MEIUG/PICA M.B. at 23-33, 39-41.

MAPSA supports FirstEnergy’s decision to maintain membership in PJM and Alliance.  Allowing a merged company to operate in two separate ISOs/RTOs likely will result in benefits to both ISOs/RTOs.  The merged company will have incentive to advocate for the resolution of seams issues, the complementary operation of energy markets, and interregional cooperation.  MAPSA M.B. at 7-8.

Citizen Power, CAC and Representative George support requiring GPU Energy to remain in PJM.

PJM notes that the withdrawal of GPU transmission facilities would harm the PJM integrated transmission system and centralized markets, would harm the PJM markets, and would harm PJM regional system planning.  PJM M.B. at 6-11.  This would be harmful to the public interest.  It would fracture the integrated operations of the historic tight power pool; hinder long-range transmission planning; diminish the efficiency of transmission congestion management; increase wholesale energy prices that, through LMP, are dependent on efficient congestion management; and reduce liquidity, and therefore competitiveness, in the PJM markets.  It is reasonable to infer that the resulting volatility would hinder development of new generation facilities. Id. at 6.

The more detailed reasons why withdrawal of the GPU Energy facilities from the operational control of PJM would be harmful, and with which I agree, appear at pages 26-31 of PJM’s Main Brief and are not repeated here. 

To avoid the harm which would result if the merged company removed the GPU Energy facilities, PJM proposed a condition at pages 26-27 of its Main Brief and then, at pages 1-2 of its Reply Brief, revised the condition to address the possibility that FirstEnergy would place the GPU transmission facilities in a wholly-owned subsidiary or affiliate (as it has placed the FirstEnergy transmission assets in American Transmission Systems, Inc.), and also to preserve Commission jurisdiction in the event that FirstEnergy were to convey the transmission assets to an intermediary which subsequently withdrew the facilities from PJM.  As revised, the condition which now covers subsidiaries, affiliates, and transferees is as follows:

FirstEnergy shall not withdraw the transmission facilities of Pennsylvania Electric or Metropolitan Edison from the operational control of PJM Interconnection, L.L.C. unless FirstEnergy, or such subsidiary or affiliate thereof, has first applied for and obtained authorization by order of this Commission, and such application shall be granted only upon an affirmative showing that withdrawal would ensure the continued provision of adequate, safe and reliable electric service to the citizens and businesses of the Commonwealth and promote reliability and competitive markets.  This condition is binding on the successors and assigns of FirstEnergy and upon any buyer of any of the transmission facilities of Pennsylvania Electric or Metropolitan Edison.

PJM R.B. at 1-2.  


ALJ Recommendation


I recommend the condition PJM seeks to impose on this merger.



As noted above, FirstEnergy cannot guarantee that GPU Energy’s transmission assets will remain permanently committed to PJM.  PJM retention of operational control of GPU Energy’s transmission facilities, however, is critical to the continuation of the benefits Pennsylvania realizes from the operation of PJM as a regional ISO.  PJM M.B. at 5-11.  The removal of the facilities would substantially harm PJM, Pennsylvania, the utilities under the Commission’s jurisdiction and their ratepayers.  



In addition, PJM’s proposed condition will assure the industry, energy markets, and potential investors in new generation facilities that if FirstEnergy seeks to extend the Alliance RTO across the middle of Pennsylvania and bisect PJM, this Commission would have an opportunity to assess the impact on retail service and rates and guard against harm.  The condition would not diminish FirstEnergy’s flexibility or the evolution of any RTO or ISO.  PJM R.B. at 2.

I do not recommend that the merger be conditioned on GPU Energy remaining in PJM or joining PJM West or on FirstEnergy joining PJM or PJM West.  Membership in PJM, or in PJM West, is not the issue in this proceeding, as PJM observes.  PJM M.B. at 27.  Any market participant can be a member of PJM and such membership does not determine control of transmission facilities. 

4.
Reliability/Customer Service Issues

Applicants assert that the merger will enhance GPU Energy’s continued ability to provide safe and adequate utility service to customers, Applicants’ St. No. 1 at 8, and also will provide improved customer service opportunities, increased value and the opportunity over the long-term to expand corporate commitment to customer service and reliability.   

Applicants believe that it is not necessary that every aspect of a proposed merger be specifically quantified, especially regarding the benefits the merger will bring to customer service and reliability.  Applicants’ Rebuttal St. No. 1 at 4.  There are substantial qualitative reliability and customer service benefits the merger will bring to customers.  Applicants point to FirstEnergy’s long-established regional management approach to its distribution operations which ensures that authority, responsibility and accountability for electric utility operations are maintained at the local level and is crucial to providing responsive, timely and effective customer service.  Applicants’ Rebuttal St. No. 1 at 4-5.   Applicants also note that GPU Energy and FirstEnergy are ascertaining and developing the “best practices” from which they intend to develop their approach to distribution system reliability and customer service.  Beyond the regional concept, Applicants assert that the merger will bring the following benefits to reliability and customer service:

· FirstEnergy’s proven track record of improving restoration time associated with outages from major storms.  Applicants’ Rebuttal St. No. 1 at 5. 

· FirstEnergy’s call center operations and in-depth experience will support GPU Energy’s existing practices in managing its call center.

· FirstEnergy’s safety record - one of the top records of all utilities in the country - will help achieve similar safety standards for GPU Energy. 

· FirstEnergy’s program for training future linemen and other skilled utility workers.  Applicants’ Rebuttal St. No. 1 at 6. 

Applicants’ M.B. at 23-27.


The OCA points out that Applicants have not completed any plans regarding the reorganization or consolidation of the customer call centers or the reorganization of the distribution operations and have not identified any “best practices” they would seek to implement as a means of providing these benefits.  OCA St. 1 at 17-18.  Also, a deterioration in customer service and reliability can be a real risk of the merger because Applicants’ Joint Proxy Statement/Prospectus indicates that a risk the merger presents is that “management . . . will have to dedicate a substantial effort to integrating [the] two companies and therefore, its focus and resources may be diverted from . . . operational matters.”  OCA St. 1 at 26.  OCA witness LaCapra also explained that, from a ratepayer perspective, the merger could divert GPU’s attention from utility operations such as meeting distribution system reliability targets.  OCA St. 1 at 26.  

The merger also could drive the participating companies to reduce costs and find savings that can pay for the costs incurred to bring about the merged companies.  OCA St. 2 at 11.  GPU Energy’s reliability and customer service have shown a trend towards deterioration in quality of service.  OCA St. 2 at 14-16. It is undergoing an internal reorganization to move corporate resources and management responsibility to regional centers.  This step, designed to improve quality of service, when combined with the drive to adopt best practices and find savings associated with the merger could further jeopardize customer service.  OCA St. 2 at 12, 14-16.

If, as Applicants argue, they should not be required to improve their performance over what is required by the Commission’s existing regulations, Applicants’ St. 6 at 4, the merger provides no benefit.  Applicants promised improved and enhanced customer service and reliability; GPU Energy must do better than its historic past.  For ratepayers to receive this benefit, the Commission must establish enforceable provisions that require Applicants to improve performance over the historic past.  OCA M.B. at 27-30.


a.
Reliability

Positions


The OCA points out that on a company-wide basis, GPU Energy’s reliability performance deteriorated over the last several years.  Its system average interruption duration index (SAIDI) and its system average interruption frequency index (SAIFI) have shown deterioration in 1999.
   In 2000, there was some improvement in SAIFI, but SAIDI, as well as the customer average interruption duration index (CAIDI) again showed sharp deterioration.  OCA St. 2 at 14-15.  Within the Met-Ed operating areas, Reading and Easton show the worst performance.  OCA St. 2 at 16.  Within the Penelec operating areas, Erie, Oil City, and Johnstown show deterioration over the past several years.  OCA St. 2 at 16.


The OCA recommends adoption of a Service Quality Index (SQI) to improve reliability and ensure that the Applicant’s promise of improved reliability is delivered for the benefit of ratepayers.  In addition, the OCA recommends that GPU Energy provide a specific plan for targeted improvements in the Reading and Easton areas for Met-Ed and the Erie, Oil City and Johnstown areas for Penelec.  OCA M.B. at 47-48.


MEIUG/PICA urges that as a condition of Merger approval, Applicants be required not merely to maintain the status quo, but to improve reliability and customer service above and beyond the levels currently required under Pennsylvania law and Commission orders.  GPU Energy should be required to meet the benchmark standards for the GPU “Pennsylvania” jurisdiction and for at least 75% of GPU Energy’s individual twelve operating areas in which it measures and reports performance.  Applicants should be subject to penalties for failure to satisfy these standards.  A requirement that Applicants meet specific reliability requirements, subject to penalties for their failure to do so, will help ensure not only that ratepayers are not harmed by Applicants’ quest for merger savings, but also that ratepayers enjoy an affirmative public benefit.  City of York.  MEIUG/PICA M.B. at 33-35.


IBEW/UWUA supports the Service Quality Index (SQI) which OCA proposes.  IBEW/UWUA M.B. at 17-22.  So do Citizen Power (M.B. at 54) and Representative George (M.B. at 14).


ALJ Recommendation


As discussed in Section IV.C.4.c. below, I recommend adoption of the OCA’s SQI to restore GPU Energy’s deteriorated reliability performance and to prevent any slippage in this performance post merger owing to incentives to reduce costs, incentives present after any merger.



b.
Call Center/Customer Service
Although GPU Energy has taken a regional management approach to call centers, FirstEnergy’s regional management approach should provide a merger benefit because its track record is better. 

GPU Energy’s regional consolidation, especially regarding its call center, has been unsatisfactory, Tr.  206, 208, 237-238, 263, OCA St. 2-S at 10, Applicants’ Rebuttal St. 6 at 12.  FirstEnergy’s call center has higher standards than GPU Energy’s does.  It strives to answer 100% of calls within 60 seconds, while, in 1997, GPU Energy’s goal was to answer 85% of calls within 120 seconds.  Applicants’ Rebuttal St. 3 at 24.  Also, it appears that FirstEnergy’s actual performance is better than GPU Energy’s is.  Applicants’ Rebuttal St. 6 at 12; OCA St. 2-S at 10; Applicants’ Rebuttal St. 3 at 24.  FirstEnergy witness Mr. Carey stated that FirstEnergy should be able to bring its expertise in this area to GPU and thereby improve GPU’s performance. No party disputed Mr. Carey’s statement.  Mr. Carey also testified about FirstEnergy’s excellent call center performance in the midst of FirstEnergy’s merger with Centerion and the beginning of retail competition in Ohio.  Applicants’ M.B. at 50.

The OCA notes that the drive of the merged companies to reduce costs and find savings will require significant management attention that could adversely affect customer service.  OCA St. 2 at 11.  To ensure that improved customer service is realized, the OCA submits that the Company should be held to its recommended SQI.  OCA M.B. at 48-49.  IBEW/UWUA (M.B. at 22-23) and Representative George (M.B. at 14) support the OCA’s SQI. 



ALJ Recommendation


As discussed in Section IV.C.4.c. below, I recommend the OCA SQI as a way to ensure that FirstEnergy’s experience will help GPU Energy’s troubled call center performance.

c.
Service Quality Index
Positions

To receive the promised benefit of improved and enhanced reliability and customer service, the OCA submits that the Commission must establish a Service Quality Index (SQI) to measure the key attributes of GPU Energy’s reliability and service quality.  OCA M.B. at 49-52.

Other Commissions have established specific customer service reliability and improvement standards in merger proceedings to ensure that the promised benefit is delivered.  In Re: TA \s "Scottish Power" \c 2 \l "Merger of Pacific Corp. and Scottish Power,196 PUR 4th 349 (Oregon 1999)"Merger of PacifiCorp and Scottish Power, 196 PUR 4th 349 (Oregon 1999), the PUC of Oregon approved an extensive customer service performance program as a means of providing benefits to customers. TA \s "Scottish Power" \c 2Id. at 360.  The customer service performance standards and customer performance guarantees concerned missed appointments, response to billing inquiries, restoration of services, connecting new service, as well as measuring SAIDI, SAIFI and worst performing circuits.  Id. at 373.  As part of the plan, the merged company agreed to a 10% improvement in SAIDI and SAIFI.  Id. at 360.  In addition, the company committed to answer 80% of calls to its customer service center within 30 seconds.  Id.   See also, Re: TA \s "Scottish Power, 198 " \c 2 \l "Merger of Pacific Corp. and Scottish Power, 198 PUR 4th 73 (Idaho 1999)"Merger of PacifiCorp and Scottish Power, 198 PUR 4th 73, 97-103 (Idaho 1999).


The Massachusetts Commission now requires that all companies filing for approval of mergers or acquisitions include service quality plans as part of the filing.  OCA St. 2, Exh. BA-1, p. 2.  In Re: TA \s "Eastern Enterprises Colonial Gas, 195" \c 2 \l "Merger of Eastern Enterprises and Colonial Gas, 195 PUR 4th 297 (Mass. 1999)"Merger of Eastern Enterprises and Colonial Gas, 195 PUR 4th 297, 328-332 (Mass. 1999), the Massachusetts Commission required the company to collect and integrate customer service and reliability data and establish a SQI.  OCA St. 2, Exh. BA-1, p. 2.


After reviewing GPU Energy’s current performance, OCA witness Alexander constructed a SQI to measure reliability of service, customer call center performance, field operations such as installation of service and on-time appointments, customer complaint handling, compliance with Commission customer service regulations, and safety performance.  OCA St. 2 at 19-20.  Ms. Alexander explained the operation of the SQI as follows:

Performance in each area should be compared to a pre-established baseline performance standard and when performance falls below the standard, GPU Energy should be required to reimburse customers for poor service quality in the form of a customer rebate or one-time credit.  These rebates should be returned to all customers in a pro-rata share.  Additional individual customer-specific rebates should be required when the Company misses an appointment or fails to install service in a timely manner.

OCA St. 2 at 20.   


Ms. Alexander’s recommended SQI is attached to OCA’s Main Brief as Appendix A, p. 1 and is in the record as OCA St. 2, Exh. BA-1:Surrebuttal.  Ms. Alexander recommends that customer restitution be provided in any year in which the company fails to perform at the baseline standard.  To calculate the restitution she assigns points to each performance area and assigns restitution amounts based on whether the necessary points have been achieved.  OCA St. 2 at 26.  The maximum customer restitution is capped at 5% of the distribution O&M expense.  Based on the 1999 distribution O&M expense, the cap on the customer restitution would be $2.8 million for Penelec and $2 million for Met-Ed, for a Company total of $4.8 million.  OCA St. 2 at 26.  


To calculate the restitution amount, Ms. Alexander assigns 10 points to each performance area.  To achieve all 10 points, the Company must achieve performance at 100% of the baseline standard.  Since there are twelve separate performance areas, the total penalty amount ($4.8 million) is divided by the 12 performance areas so that there is a maximum penalty of $400,000 assigned to each performance area.  OCA St. 2 at 27.  The maximum penalty is then allocated to the points representing the first 30% of deterioration from the baseline.  As Ms. Alexander explained, service would never deteriorate by 100% from the baseline, so all of the customer restitution should be paid if the Company fails to achieve 70% of the baseline performance.  OCA St. 2 at 27.


Attached to OCA’s Main Brief as Appendix A, p. 2 is a chart that shows the allocation of customer restitution dollars to the points for each performance area.  OCA St. 2 at 28.  For reliability that does not meet the established standards, restitution would be made to all customers of the affected distribution company. OCA St. 2 at 26.  For measures such as missed appointments, restitution would be made to the affected customer.  OCA St. 2 at 25-26. 


The OCA recommends that GPU be required to report its service quality results annually to the Commission, the OCA, OTS, OSBA, other interested parties, and its customers.  The Company should also include in its report its ten worst performing circuits, for each company, and its plan for improvements in those circuits.  OCA St. 2 at 29.  


The OCA submits that without the protection of the SQI, ratepayers could face reduced quality of service as management attention is diverted by the merger.  Moreover, to ensure that the merger provides substantial, affirmative benefit in operations, Applicants must be held to their promise of improving and enhancing service.  OCA M.B. at 49-52.

Applicants object to the proposed SQI.  Applicants’ M.B. at 50-51; R.B. at 20-25.  First, the Commission’s existing regulations adequately provide for performance standards and benchmarks that reflect historical levels of reliability in customer service.  Applicants’ Rebuttal St. No. 6 at 4.  Second, existing Commission regulations acknowledge the inherent variability of reliability performance from one year to the next, but the SQI proposed by OCA witness Alexander does not.  Id. at 5.  Third, establishing a performance standard for reliability in service is premature in Pennsylvania since the Commission’s existing regulations are relatively new.  Fourth, to the extent the SQI calculates penalties and does not recognize the possibility of a reward for good or exceptional quality, it is fundamentally unfair.

Applicants also oppose that portion of the SQI which seeks to impose financial penalties if reliability does not meet the predetermined targets. Id. at 5-6.  There are sufficient remedies available to the Commission, customers and other affected parties if a utility’s reliability falls below standards or is otherwise inadequate.  For example, there is extensive reporting of all reliability indices and this Commission’s clear authority to initiate investigations and issue orders to enforce its regulations.  The Commission’s existing regulatory structure is effective and appropriate and no witness in the case has demonstrated anything to the contrary.  Id. at 6.

IBEW/UWUA, which supports the SQI, notes that the Kansas State Corporation Commission held, in requiring a utility to implement a service quality plan as a condition of merger approval, as follows:

After the merger, the Joint Applicants will be working to achieve savings, and a primary focus will be to reduce costs. Without appropriate safeguards, this emphasis has the potential of adversely affecting the level of service provided to ratepayers.

Western Resources, Inc., 197 PUR 4th 175 (Kan. SCC 1999) TA \l "Western Resources, Inc., 197 PUR 4th 175 (Kan. SCC 1999)" \s "Western Resources, Inc., 197 PUR 4th 175 (Kan. SCC 1999)" \c 8 .  Accord SCANA Corp., 198 PUR 4th 158 (N.C. UC 1999) TA \l "SCANA Corp., 198 PUR 4th 158 (N.C. UC 1999)" \s "SCANA Corp., 198 PUR 4th 158 (N.C. UC 1999)" \c 8  (service quality index required “to ensure that the quality of service received by [the utility’s] customers does not decline due to changes in corporate structure or because of other potential effects of the merger”); PacifiCorp, 198 PUR 4th 73 (Ida. PUC 1999) TA \l "Pacificorp, 198 PUR 4th 73 (Ida. PUC 1999)" \s "Pacificorp, 198 PUR 4th 73 (Ida. PUC 1999)" \c 8  (requiring the utility to adopt network performance standards, service quality standards, and customer service guarantees as conditions to receiving merger approval); Nevada Power Co., 191 PUR 4th 1 (Nev. PUC 1999) TA \l "Nevada Power Co., 191 PUR 4th 1 (Nev. PUC 1999)" \s "Nevada Power Co., 191 PUR 4th 1 (Nev. PUC 1999)" \c 8  (requiring utility to monitor and report on various quality of service standards because of concerns that the merger would induce the utility to reduce costs too far in certain areas).  IBEW/UWUA M.B. at 26.

ALJ Recommendation

I recommend adoption of the OCA-proposed SQI for the reasons given by OCA and the other intervenors supporting it.  

The OCA’s SQI is designed to ensure that the merger does not result in a deterioration in safety, reliability or customer service.  It is also designed to ensure that the merged company achieves the improvements in these areas which Applicants allege the merger will provide.  The SQI will guard against the incentives associated with any merger from resulting in a reduction in O&M spending or a reduction in reliability and service quality.

I do not, however, recommend that the penalties and customer restitution included in the proposed SQI be self-executing.  Instead, they should be considered guides for the Commission’s consideration in any complaint brought before it as a result of the annual SQI report.

d.
Line Crew Worker
 Training Program

FirstEnergy witness Carey and IBEW-UWUA witness LaCourse acknowledge that FirstEnergy faces a serious problem during the next several years when many line crew workers reach retirement age.  Applicants’ Rebuttal St. 3 at 26; IBEW-UWUA St. 1 at 15-16.

Positions

To address the shortage of trained line crew workers and other utility-skilled workers in the years to come, FirstEnergy developed a program called the Power Systems Institute.  Applicants’ Rebuttal St. No. 3 at 26.  The Power Systems 

Institute (PSI) resulted from the efforts of FirstEnergy and local colleges in Ohio, and is specifically intended to develop a college level associate degree program to educate and train a new generation of line crew workers. Mr. Carey indicated that the PSI degree program:

[C]an be submitted in a turnkey fashion for Pennsylvania approval to local colleges and the state accreditation agency.  The benefit will be a ready source of trained electric utility workers in the coming years, available in the local area, so that service reliability for customers will not decline due to a deficiency of a properly trained workforce.

Applicants’ Rebuttal St. No. 3 at 28.



The Surrebuttal Testimony of Philip C. LaCourse challenged FirstEnergy’s line crew training program.  Applicants assert that Mr. LaCourse’s testimony is neither persuasive nor unbiased.  He is an officer of IBEW Local 245 which has been unsuccessful in obtaining a contract with FirstEnergy, although FirstEnergy has offered and successfully negotiated the same contract terms with other unions in its service territory.  Tr.  1575.  In addition, FirstEnergy is replacing the Union’s apprenticeship program that was unsuccessful, Tr. 1579, with the PSI non-union program.  In his oral rejoinder to Mr. LaCourse’s testimony, Applicants’ witness Carey corrected numerous factual inaccuracies and misstatements Mr. LaCourse had made in his testimony and Mr. Carey was not cross-examined on this testimony.  Tr.  1585.



ALJ Recommendation
While it is important to address the issue of retiring line crew workers, a merger condition is not necessary.  FirstEnergy is addressing the problem with its PSI Program.  This issue raised appears to be related more to union/company relations rather than to whether the merged company will avoid a shortage of line crew workers. 

5.
Rate and Regulatory Issues

a.
Rate Caps
Positions

In light of the minimal information on savings and the value of this merger to the merged company, the OCA submits that extensions to the transmission and distribution rate caps for Met-Ed, Penelec, and Penn Power through December 31, 2007, are necessary to ensure that the merger delivers a fair share of the savings to Pennsylvania ratepayers.  OCA M.B. at 52.

Applicants point to Section D.7 of the Restructuring Settlement which provides that none of the Restructuring Settlement petitioners (which include several parties to the present consolidated Merger and PLR proceedings) shall challenge the transmission and distribution rate levels to which Met-Ed and Penelec are subject through December 31, 2004.   Applicants assert that proposals to lengthen the rate caps under the Restructuring Settlement as a merger condition constitute “wish list” matters that lack evidentiary support and are unrelated to the merger.

ALJ Recommendation

I recommend extending the transmission and distribution rate caps for Met-Ed, Penelec, and Penn Power through December 31, 2007 to pass merger savings through to customers.  OCA witness LaCapra explained on cross-examination that conditions, such as an extension to the rate caps, are not changes to the restructuring settlement or inconsistent with the restructuring settlement.  Tr. 1358.  These conditions use an established framework to design additional conditions to address a merger that was not part of the restructuring proceeding.  Tr. 1358-1359.  The framework of the Act and the restructuring settlement provides an easily understandable condition that the Applicants can work within. 

As the OCA points out, any evidentiary support Applicants believe is lacking results from their failure to provide evidence on the savings expected to result from the merger.  Applicants should not be permitted to benefit from their own failure to provide this information.  Applicants have not conducted a detailed synergy study on merger savings and have only estimated a level of savings.  OCA St. 1 at 34.  In the FirstEnergy’s previous merger, it was able to produce more than triple their estimate of merger savings.  OCA St. 1 at 26.

Given these circumstances, and the substantial benefits of the merger for shareholders, an extension of the transmission and distribution rate caps for Met-Ed, Penelec, and Penn Power through December 31, 2007 is a reasonable mechanism for addressing the issue of merger savings, particularly if the costs to achieve the merger are expensed or amortized over this rate cap period for ratemaking purposes.  OCA St. 1 at 49-50.  This condition is directly related to the merger and the savings that may result.  

b.
Savings (Rate Issues)

Positions

FirstEnergy anticipates that the merger will result in overall aggregate cost savings opportunities currently estimated to be about $150 million per year on a total combined company basis. Applicants’ St. 1 at 11.  This estimate is based upon an assumed 5% reduction in non-generation operating and maintenance costs, which is typical of the quantified range of savings developed in these types of mergers. Id.; Applicants’ Exh. RHM-1.   FirstEnergy’s Chief Financial Officer, Richard H. Marsh, testified that such estimated savings are a reasonably close approximation of what will be achieved by the entire combined entity and that, ultimately, merger savings will be reflected in the cost of service used to establish each company’s rates.  Applicants’ Rebuttal St. No. 2 at 8.   Applicants assert that since Met-Ed’s and Penelec’s regulated distribution utility rates already are capped under the Restructuring Settlement, any near-term impact of estimated savings is less important than the other significant benefits of the proposed merger.  Applicants’ M.B. at 27-28.

Applicants do not propose to pass the cost savings on to customers.  OTS Ex.1, Sch. 1 and 2.


The OCA asserts that if Applicants retain the proposed merger savings, the value of the merger to shareholders grows.  It also submits that Applicants might be significantly understating the level of savings from the merger.  Noting that the merger will bring great value to shareholders through the use of Pennsylvania operations and the Pennsylvania customer base, OCA argues that it would be unfair to deny ratepayers any benefit at all from the merger savings.  OCA recommends, therefore, an extension to the T&D rate caps for Met-Ed, Penelec, and Penn Power through 2007 as one step in providing benefits to ratepayers.  OCA M.B. at 30-32, 53.


The OTS argues that to comply with the City of York TA \s "City of York"  standard, the estimated $150 million in merger savings should be passed through to ratepayers by reductions to the CTC.  It proposes that Met-Ed ratepayers receive cost savings of $6.81 million annually and that Penelec ratepayers receive cost savings of $8.07 million annually.  OTS Ex. 1, Sch. 3.  An alternative to this would be to reduce the distribution rate, increase the CTC collection rate and maintain the existing rate cap.  Under this scenario, the CTC would be fully recovered sooner and the ratepayers would benefit by transitioning to full competition at an earlier date.  OTS St. 1-SR at 3.  OTS M.B. at 33.


MEIUG/PICA asserts that the Commission should require Applicants to provide ratepayers at least 75% of merger savings, with no offset for the costs to achieve those savings.  MEIUG/PICA St. No. 1 - Merger at 17.  To achieve this, it proposes a “surcredit” rider to Met-Ed and Penelec tariffs.  Id. at 7.  MEIUG/PICA M.B. at 36-38.

Citizen Power supports a condition requiring GPU Energy to flow back to customers a guaranteed portion of merger savings based on the level of savings Applicants estimate, specifically 5% of the O&M expenses of Met-Ed, Penelec and Penn Power.  Citizen Power M.B. at 55-56.  



IBEW/UWUA asserts that Applicants have shown that the merger will result in achieved operating efficiencies that will reduce costs in the future and that this is enough to show a substantial benefit to the public.  It adds that Met-Ed and Penelec implemented a pre-merger cost reductions program which reduced Met-Ed’s and Penelec’s O&M expenditures by more than 10 percent from their 1999 level (amounting to reductions of more than $30 million per year).  Tr. 1149-1152.   IBEW/UWUA concludes that the Commission should reject the recommendation of OTS and MEIUG/PICA to immediately reduce the distribution rates of Met-Ed and Penelec because doing so poses too much risk to the ability of Met-Ed and Penelec to provide safe and reliable service to the public.    IBEW/UWUA M.B. at 5-14, 29-32.

ALJ Recommendation

As discussed in the previous section, I recommend an extension to the T&D rate caps for Met-Ed, Penelec, and Penn Power through 2007 as the way to pass merger savings through to ratepayers.  Applicants’ decision not to perform a detailed synergies study before seeking merger approval makes it difficult to gauge the level of savings likely to result from the merger and/or the level of sharing between shareholders and customers that might be appropriate.  MEIUG/PICA St. 1 at 11-12; OCA St. 1 at 36.  Actual merger savings could exceed the $150 million estimated by Applicants.  Mr. LaCapra testified that merger savings projections typically range from five to fifteen percent, with the greatest savings achieved in mergers where, as here, utilities with adjoining service areas merge.  OCA St. 1 at 25.

In TA \s "DQE, Inc., 88 Pa" \c 1Re: DQE, Inc., 88 Pa. PUC at 486 and TA \s "Duquesne Light Co., 89 Pa." \c 3Re: Duquesne, 89 Pa. PUC at 72.  In DQE, the Commission required that the merger Applicants return 100% of the merger savings to ratepayers as a condition of the merger through the company’s restructuring proceeding.  Re: Duquesne, 89 Pa. PUC at 72.  The OCA’s recommended transmission and distribution rate cap extension is one mechanism to meet this requirement given the sparse information provided by the Applicants.  OCA R.B. at 28.

c.
Acquisition Premium and Merger Costs (Costs to Achieve)

Positions


Acquisition Premium

FirstEnergy will pay an acquisition premium of about $1 billion to GPU shareholders.  Richard Marsh, FirstEnergy’s Chief Financial Officer, testified that FirstEnergy will not seek recovery of any acquisition premium from its utility customers. Applicants’ Rebuttal St. No. 2. at 6-7.

OCA seeks assurance that ratepayers are not harmed by a future increase in rates related to the acquisition premium.  It seeks a condition to the merger that embodies Applicants’ indication not to seek to recover the acquisition premium from Pennsylvania ratepayers.  OCA M.B. at 32, 53.  MEIUG/PICA agrees.  MEIUG/PICA M.B. at 19, 38-39.


Costs to Achieve
Applicants state that no merger-related costs in excess of merger-related savings would become part of GPU Energy’s cost of service for ratemaking purposes.  Application at 10.  Mr. Marsh pointed out that if rates are reset to include a specific measure of estimated savings, then all of the investments and costs incurred to produce such savings and improved service should be included as well.  Applicants’ Rebuttal St. No. 2 at 9.  The utilities’ distribution rates are capped.  Future distribution rates after the caps have expired can be expected to be set on the basis of a review of the overall levels of revenues and expenses at that time.  Applicants’ M.B. at 55-56.    

To assure that ratepayers will not be asked to support these costs the OCA asserts that, for ratemaking purposes, Applicants should be required to expense or amortize the costs to achieve over the same T&D rate cap extension that OCA proposes be used to return a share of the merger savings to ratepayers.  OCA M.B. at 32-33.

MEIUG/PICA urges a Commission statement that Applicants may not recover costs to achieve from ratepayers, directly or indirectly, now or in the future.  MEIUG/PICA M.B. at 19-20.

Citizen Power proposes a commitment that the acquisition premium not be passed on to Applicants’ customers in any way and that Applicants credit the portion of the acquisition premium attributable to Met-Ed and Penelec against customer rates to offset the remaining stranded cost balances of Met-Ed and Penelec.  Citizen Power M.B. at 57-58.

ALJ Recommendation

I recommend including an ordering paragraph directing that Applicants do as they have stated: not seek to recover the acquisition premium from Pennsylvania ratepayers. 

I recommend that Applicants be required to expense or amortize the costs to achieve over the same T&D rate cap extension that OCA proposes be used to return a share of the merger savings to ratepayers.

d.
Nuclear/Fossil Cost Issues
Positions
Applicants asserts that the recovery of decommissioning costs has already been established in rates for all of the GPU Energy and FirstEnergy electric utilities and that decommissioning costs, the related generating plants themselves, and the costs associated with them that are part of each utility’s cost of service will not be changed or reallocated in the future without the express authorization of the appropriate regulatory commission. Applicants’ Rebuttal St. No. 1 at 12. 

In response to the OCA’s concern about merger-related risks, Applicants note that its witness Mr. Alexander testified that the traditional rate making process would limit or prohibit the perceived problem.  Rate making in Pennsylvania has included specific allowances for plant decommissioning.  As part of their Ohio restructuring cases, the FirstEnergy utilities were granted funding levels to recover their shares of decommissioning costs and have maintained trust funds to accumulate these monies.  Each FirstEnergy electric utility collects rates based on its appropriate share of costs as decided by each state commission having jurisdiction.  Id.

The OCA points out that GPU Energy, which has divested itself of its generating assets, is merging with a company which owns substantial nuclear and fossil generating stations.  The nuclear units represent risks including extended outages, liability and increasing decommissioning costs.  OCA St. 1 at 28-29.  FirstEnergy’s fossil units also bring risk derived primarily from environmental rules.  For example, FirstEnergy has reported a current estimate of $292 million for capital expenditures to address environmental compliance.  Id. at 29.  This estimate does not include other potential environmental compliance costs such as costs related to the revised National Ambient Air Quality Standards or costs of required clean up of waste disposal sites under the Comprehensive Environmental Response, Compensation Liability Act of 1980, or risks associated with law suits brought by the New York and Connecticut attorneys general, and with the DOJ Complaint alleging violations of the Clean Air Act related to FirstEnergy’s Sammis Plant. Id. at 29-30.  

The OCA recommends two conditions to protect ratepayers from these merger-related risks.  First, GPU Energy ratepayers should be responsible only for those nuclear costs and obligations that remained for GPU Energy customers at the conclusion of the sale of the GPU Energy assets and Penn Power ratepayers should not be responsible for any nuclear costs or obligations of GPU Energy.  OCA St. 1 at 52-53.  Second, given the potential for the diversion of capital from the regulated companies to meet the capital needs of unregulated generation affiliates, there should be an unambiguous condition that the merged company will not divert capital budgeted to support programs at any of the Pennsylvania distribution companies to address problems at a nuclear facility or other generating facilities.  OCA St. 1 at 53.  OCA M.B. at 33-34, 54.

ALJ Recommendation

The traditional rate making process might limit or prohibit the merged company from placing the risks of FirstEnergy’s nuclear and fossil plants on the customers of GPU.  Nevertheless, I agree with the OCA and recommend the merger conditions it urges. 

6.
Inter-Company Issues

a.
Financial/Credit Restrictions

Positions


Applicants note that Met-Ed and Penelec will continue to function as operating utility companies under a holding company structure that is subject to the same rules and regulations regarding financial arrangements that are applicable to GPU, now serving as a registered holding company for Met-Ed and Penelec.  Applicants’ M.B. at 30-31.


The OCA notes that to bring about the merger, Applicants will incur an increased level of debt that will result from the external financing of the merger.  The increased level of debt from this external financing may adversely affect the merged company’s financial condition and future operation.  OCA St. 1 at 27.  Applicants anticipate $2 billion in acquisition debt related to the merger transaction.  Applicants estimate that the merged company will initially carry 64.7% debt.  OCA St. 1 at 27.  The financial arrangements to support this merger represent a significant risk to GPU’s ratepayers; namely, increased capital costs and ultimately increases in rates for GPU ratepayers.  OCA St. 1 at 27.

OCA recommends, therefore, the following conditions: first, that neither Met-Ed nor Penelec can guarantee, directly or indirectly, the debt or credit instruments of either the holding company or any other subsidiary; second, that GPU Energy’s utility property cannot be used, directly or indirectly, to secure any loans or credit instruments of the new holding company or any of its other subsidiaries; third, that neither Met-Ed nor Penelec shall lend or provide credit to either the new holding company or any of its other subsidiaries; fourth, that neither Met-Ed nor Penelec shall participate in any credit facility (such as a money fund for short term borrowing or bank line of credit) in common with either the new holding company or any of its other subsidiaries, unless they can demonstrate a benefit to Pennsylvania consumers.  OCA St. 1 at 52.  OCA M.B. at 34-36, 54-55.

ALJ Recommendation


I do not recommend the conditions which the OCA proposes.  The types of guarantees the OCA seeks are subject to the prior approval of the SEC under the Public Utility Holding Company Act and/or the Commission regarding use of utility property to secure other system company debt.  An extension of credit by Met-Ed or Penelec also would be subject to prior SEC and/or Commission approval.  Moreover, almost all of Met-Ed’s and Penelec’s utility properties are subject to the liens of their first mortgage bond indentures.  As a practical matter, therefore, they could not now pledge this property.  Applicant’s Rebuttal St. No. 2 at 4-5.


b.
Affiliated Issues

Applicants note that one of the benefits of the proposed merger is that the FirstEnergy corporate structure following the merger will be consistent with the pre-existing GPU corporate structure.  As the surviving parent company, FirstEnergy will become a registered public utility holding company under the Public Utility Holding Company Act of 1935.  Applicants’ St. No. 1 at 6.


The OCA notes that Applicants present few details about the structure or operation of the merged company.  OCA St. 1 at 16-18.  This level of uncertainty in evaluating this merger introduces a range of problems that must be considered and addressed by the Commission before merger approval.  If inappropriate corporate structures are developed, it could lead to undue financial risk to consumers, unreasonable cost allocations, market power problems, and other problems that cannot be identified at this time.   OCA St. 1 at 27.  In addition, corporate structure changes could negatively impact the Commission’s jurisdiction over the merged company and its ability to perform its regulatory functions.  For these reasons, if the merger is to be approved, the OCA submits that the Commission must implement the following protections:  

First, the merged company should be obligated to maintain accounting controls and other procedures for allocation of overhead and other costs of jointly used assets and personnel.  Such controls and procedures should be designed to assure that GPU and Penn Power will not bear any costs associated with the business activities of its affiliated companies which are not regulated by the Pennsylvania PUC.

Second, the merged company should be obligated to maintain pricing protocols for determining transfer prices between utility operations and affiliated companies involved in business activities not regulated by the Pennsylvania PUC. The merged company should be obligated to provide for appropriate ratemaking recognition of all after-tax proceeds from the sale of utility assets that have been allowed in GPU’s retail base rates. The merged company should be obligated to provide for appropriate ratemaking recognition of royalties paid to GPU by its affiliated companies involved in business activities not regulated by the Pennsylvania PUC for programs that have been developed at ratepayer expense.

Third, the merged company should be obligated to maintain an organization and staffing plan that provides for adequate, efficient staffing of the utility business and is designed to protect against the loss of talent from the regulated operations.  The merged company should be obligated to report all transfers of GPU regulated operations staff to any of its affiliated companies annually to the Pennsylvania PUC.

OCA St. 1 at 54-55.  OCA M.B. at 34-36, 55-56.

ALJ Recommendation


I do not recommend the conditions the OCA proposes.  As part of base rate proceedings, costs for shared services have historically received scrutiny by the Commission.  Furthermore, under Section 2102 of the Code, 66 Pa. C.S. §2102, TA \l "66 Pa. C.S. § 2102" \s "66 Pa. C.S. § 2102" \c 2  (requiring arrangements among affiliated interests to be filed and approved) and Section 1102 of the Code, 66 Pa. C.S. §1102 TA \s "66 Pa. C.S. § 1102" , the Commission has reviewed and approved amendments to the activities and transactions between utility affiliates.  Applicants’ M.B. at 58.  This protection should be sufficient.

c.
Jurisdictional Issues

Positions


Applicants note the regulatory approvals of the merger discussed above and at transcript page 1181.  Applicants also assert that opposing parties have raised matters that are outside of the Commission’s jurisdiction and, therefore, the matters cannot form the basis for any finding or condition in these proceedings that would prevent the approval or the intended benefits of the merger from being realized.   Applicants’ M.B. at 29-30.  Applicants also observe that pre-existing requirements, including the necessary FERC approval, make it unnecessary for Commission approval to precede GPU Energy’s withdrawal from PJM.  Applicants’ Rebuttal St. No. 4 at 4-5.

The OCA notes that Applicants have provided no information on the corporate structure that will result from this merger so it is difficult to determine if the Commission’s jurisdiction will be impacted in any way.  The merged company, however, will be a registered holding company subject to SEC requirements.  This raises concerns as to whether the merged company would seek to evade the Commission’s jurisdiction by claiming federal preemption.  TA \s "Ohio Power Co." \c 2 \l "Ohio Power Co. v. FERC, 954 F.2nd 779, (D.C. Cir.), cert. denied, 506 U.S. 981 (1992)"Ohio Power Co. v. FERC, 954 F.2nd 779, (D.C. Cir.), cert. denied, 506 U.S. 981 (1992).  OCA M.B. at 34.

OCA recommends the following conditions:

the merged company should agree that neither the merged company nor any of its subsidiaries will assert a defense that an SEC determination preempts the Pennsylvania PUC in any proceeding that is properly before the Pennsylvania Commission;

the merged company should agree that the merger does not affect GPU’s or Penn Power’s existing obligation to comply with all provisions of the Public Utility Code, including Chapters 11 and 21.

OCA M.B. at 56-57.

ALJ Recommendation


I agree with the OCA and recommend adoption of its proposed conditions.

d.
Codes of Conduct
As discussed in Section IV.D.2. above (Competitive Issues under Section 2811(e)), the GPU Codes of Conduct will apply to the merger and to the activities of FirstEnergy in Pennsylvania after the merger.  I will so direct in the Recommended Order below.  I do not recommend imposing additional code of conduct and affiliate transaction rules upon FirstEnergy, but I recommend that it issue training and educational material about the GPU Codes of Conduct to its employees and will so direct in an ordering paragraph.



e.
Pension Funds


Positions

As a condition of merger approval, MEIUG/PICA, through its witness Mr. Kollen, asserts that the Commission should prohibit the transfer, consolidation, or withdrawal by FirstEnergy of GPU’s pension overfunding, at least with respect to the portions attributable to Met-Ed and Penelec.  MEIUG/PICA St. No. 1 - Merger at 7, 27.   This is because Met-Ed’s and Penelec’s pension funds are significantly overfunded.  Tr. at 765; Applicants’ Rebuttal St. No. 2 at 11.  Consequently, Met-Ed and Penelec recognize pension income, rather than pension expense, in their T&D revenue requirement.  MEIUG/PICA St. No. 1 - Merger at 7, 26.  As excess pension funding increases, the need to fund the pension funds dissipates.  Id. at 27.  Likewise, if the overfunding is diminished as a result of transfers, consolidations, or withdrawals by FirstEnergy, GPU Energy’s revenue requirements for pension funding may increase.  Id.  GPU Energy’s ratepayers, not FirstEnergy, should benefit from GPU Energy’s current regulated pension overfunding.  Id.; MEIUG/PICA M.B. at 41.


MEIUG/PICA asserts that the Commission should prohibit the direct or indirect transfer of GPU’s regulated pension fund assets to FirstEnergy by requiring Applicants to establish separate pension trust funds for FirstEnergy and GPU Energy, retaining both the pension fund assets and obligations as they exist at the time of the merger, subject to the review of all parties to this consolidated proceeding.  MEIUG/PICA St. No. 1S –Merger at 7.  Establishment of such separate pension funds will protect pension overfunding for the benefit of GPU’s ratepayers.  Id.  Moreover, the Commission should require that additional merger-related pension obligations or costs not decrease the value of the excess funding to ratepayers.  Id. at 28.  MEIUG/PICA M.B. at 43.


IBEW/UWUA supports MEIUG/PICA’s proposed conditions so that the merger is conditioned in such a way that Applicants will not be permitted to consolidate their pension plans.  IBEW/UWUA M.B. at 33-34.



Applicants contend that underlying Mr. Kollen’s pension fund recommendations is an unstated assumption that without Commission intervention, FirstEnergy will “raid” GPU’s pension plan.  It is unclear why FirstEnergy would raid GPU’s pension fund when its own fund has assets in excess of liabilities of a similar magnitude as GPU.  Applicants’ St. No. 2 at 11.  Federal law places very stringent conditions on a plan sponsor’s ability to access pension plan funds for any other purpose.  Mr. Kollen’s proposals are based on a misconception that FirstEnergy, or any other company, can withdraw funds from a pension plan at will.  Applicants’ Rebuttal St. No. 2 at 10-12.



Applicants also argue that Mr. Kollen’s suggestion that the level of assets and liabilities in a fund can easily be frozen is contrary to the basic function of a pension plan, which changes due to many factors.   Applicant’s Rebuttal St. No. 2 at 9-13. 



ALJ Recommendation


I recommend adoption of MEIUG/PICA’s proposed condition and will include it in an ordering paragraph.



Mr. Kollen does recognize that, although difficult, it is possible under federal law to combine and restructure pension trust funds within a consolidated group, possibly with the goal of shifting the benefits of pension overfunding from Met-Ed and Penelec and their ratepayers to the parent companies and their unregulated affiliates.  MEIUG/PICA St. No. 1S - Merger at 6-7.  Applicants’ witness Mr. Marsh also seems to recognize this because he cites “the benefits that may be derived if the companies determine that the pension plans should be combined.”  Applicants’ Rebuttal St. No. 2 at 12.  I agree with MEIUG/PICA, that these unquantified, potential benefits, which do not benefit ratepayers, must be weighed against the possible loss of pension overfunding, which should be retained for the benefit of GPU Energy’s ratepayers.  MEIUG/PICA St. No. 1S - Merger at 8.


As MEIUG/PICA observes, Mr. Kollen has not suggested that the level of assets and liabilities in a pension fund can be frozen easily. Under Mr. Kollen’s proposal, levels of pension fund assets and liabilities would continue to change, but the Applicants would not be permitted to remove GPU Energy’s pension fund assets and liabilities and remove the pension overfunding attributable to Met-Ed and Penelec.  Id. at 7.  GPU Energy’s pension overfunding should benefit its ratepayers, not unregulated affiliates.  Id.  MEIUG/PICA M.B. at 42-43.


Also, Applicants intend to apply pension assets to the costs of a voluntary early retirement program.  Applicants’ Rebuttal St. No. 2 at 13.  Applicants should not be allowed to use pension overfunding for such a purpose, either by disbursing the assets directly or by increasing pension obligations as the result of an early retirement program, because this will cause the pension expense, and ultimately the revenue requirement, to increase in the future.  MEIUG/PICA St. No. 1S - Merger at 8.  MEIUG/PICA M.B. at 42. 


f.
Access to Books and Records

The OCA proposes the following two conditions to impose on the merged company:

The merged company should commit to provide, upon request, to the Commission, the OCA, and other parties properly requesting, access to the books, records, officials and staff of affiliated companies involved in business activities not regulated by the Pennsylvania PUC to the extent necessary for the Pennsylvania PUC to perform its regulatory oversight responsibility of the merged company.

The merged company should commit to accept service in Pennsylvania of any requests made pursuant to these provisions. The merged company should commit to produce any such requested books, records and personnel in the Commonwealth of Pennsylvania.

OCA M.B. at 57-58.



Applicants oppose these conditions, noting that the proposed corporate structure is no different than the existing GPU structure.  Met-Ed and Penelec are 

subsidiaries of GPU, which has its headquarters in another state.  This has not precluded access by the Commission or other parties to any documents needed for regulatory review or action, wherever the physical location of those documents.  GPU has routinely provided copies of requested documents in Pennsylvania for the Commission as well as other parties to regulatory proceedings.    The combined company will continue to make available (subject to any legal restrictions that may apply) all documents necessary for ongoing regulatory oversight.  Applicants’ M.B. at 60.



ALJ Recommendation


I agree with Applicants that there is no basis for the OCA’s concerns in this regard and, therefore, do not recommend the OCA’s proposed conditions.   

7.
Community Support Issues



a.
Charitable Contributions

FirstEnergy has committed to maintain GPU Energy’s aggregate level of charitable contributions for three years and thereafter at levels comparable to its Ohio utility levels.  Applicants’ St. No. 1 at 14.  After that, FirstEnergy will continue to support local charities in a manner consistent with what it does in the community it presently serves.  Id. at 11.  Applicants’ M.B. at 31. 

The OCA notes that the level of charitable contribution to be provided after the three-year period has not been determined.  Tr. 1191-1193.  Without some certainty that charitable contributions to the community will not be disrupted for a more significant time period, the merger cannot be said to provide a benefit in this area.  The OCA recommends that GPU continue at least its current level of charitable contributions within Pennsylvania, adjusted for inflation, for at least ten years.  OCA M.B. at 37, 58.

ALJ Recommendation

This issue presents neither a benefit nor a detriment because, although local communities might rely on charitable contributions, they are not required of a utility under the Commission’s jurisdiction.  I do not recommend directing Applicants to adhere to a specific level of charitable contributions.  The level of funding Applicants have committed to, discussed above, is satisfactory.

b.
LIURP/CAP Issues
Positions

The OCA believes that as operations between the companies are merged and “best practices” are adopted, the operation of GPU Energy’s Customer Assistance Programs (CAP) and weatherization programs (LIURP) could be impacted.  GPU Energy should be required, at a minimum, to commit to maintaining the operation of these important programs, including the funding levels agreed upon in its restructuring settlement.  OCA St. 2 at 30-31.  In addition, GPU Energy should explore program modifications related to its weatherization program (WARM) so that customers who are enrolled in CAP can obtain timely service from the energy management program.  Id.
Citizen Power notes that the proposed merger poses additional risks to ratepayers, such as the risk of environmental degradation and diminished retail competition, to which low income households are the most vulnerable.  Citizen’s low-income customers should receive significant added benefits to offset these risks.  The Commission should determine an appropriate increment to be added to each of the annual universal spending levels established for Met-Ed and Penelec in their restructuring settlement.  See Applicants’ Rebuttal St. 8 at 7; OCA St. 2 at 30.  Further, a proportionate increase should be applied to PennPower’s annual universal service program spending levels.  Citizen Power M.B. at 60.

ALJ Recommendation

With one exception, I do not recommend the conditions proposed by the OCA or Citizen Power.  

The funding levels agreed to by the parties in the Restructuring Settlement provide for a large, steady growth in universal service program funding levels from 1999 through 2002; about 45% per year for Met-Ed and about 34% per year for Penelec.  Spending would continue at the 2002 program levels in 2003 and beyond until a distribution rate proceeding takes place after the applicable rate cap terminates on December 31, 2004.  Any universal service program under-spending by Met-Ed or Penelec during this period would be carried forward to a subsequent period in accordance with the provisions of the Restructuring Settlement.  Applicants’ M.B. at 62.

I do, however, recommend that GPU Energy explore program modifications related to its weatherization program (WARM) so that customers who are enrolled in CAP can obtain timely service from the energy management program. 

c.
Pennsylvania Presence

Positions



To preserve the benefit of GPU Energy’s participation and presence in the communities in which it serves, the OCA recommends that the Commission establish that GPU Energy will maintain levels of community support consistent with its past practices and that GPU Energy will retain a headquarters in Pennsylvania, and will maintain an appropriate level of management employees at this headquarters.  OCA St. 1 at 56.  OCA M.B. at 38, 59.



ALJ Recommendation


I recommend the OCA’s proposed condition, which I find reasonable.


d.
Pennsylvania Economic Development

Positions


GPU Energy developed a number of programs designed to attract commercial enterprises to Pennsylvania and recently won awards from the American Economic Development Council and the Northeastern Economic Developers Association for its economic development initiatives.  OCA St. 1 at 51.  

The OCA notes that Applicants have indicated that the future of these programs and initiatives has not yet been decided for the merged company.  OCA St. 1 at 51.  OCA witness LaCapra explained the concern that this raises:

[A]ny limited benefits of the nature suggested by the companies may well be offset if the merged company allows GPU Energy’s economic development efforts in Pennsylvania to diminish.  As the bigger, broader, more diverse corporation establishes itself in Akron, FirstEnergy may seek to divert to Ohio new commercial and industrial customers that might otherwise consider relocating to or expanding within the GPU Energy service territory.  A recent press release reveals that GPU Energy recently won awards from the American Economic Development Council and Northeastern Economic Developers Association.  Such awards may diminish in the future as programs that led to those awards are transferred to Ohio.

OCA St. 1 at 44. 

The OCA submits that without a commitment to these programs in Pennsylvania, Pennsylvania could be harmed by the merger.  The OCA recommends that the Commission require GPU Energy to sustain at least its current levels of economic development initiatives.  OCA St. 1 at 51, OCA M.B. at 37-38, 59.

Applicants note that economic development efforts are discretionary expenditures, that FirstEnergy utilities are very involved in economic development efforts throughout their service territories, and that there is no basis to assume that FirstEnergy would economically abandon its GPU Energy service territories following the merger.  Applicants’ Rebuttal St. 1 at 14.  Applicants believe OCA witness LaCapra’s recommendation is without reasonable basis.  Applicants’ M.B. at 61.

ALJ Recommendation

Economic development in the GPU Energy territory benefits its customers, Pennsylvania’s economy and GPU Energy.  I recommend that the merged company maintain at least the current GPU Energy level of economic development initiatives for the three years following the merger and then to maintain levels comparable to its economic development efforts in Ohio.  This is similar to Applicants’ commitment regarding charitable contributions, discussed and approved above.



e.
Employee Issues


Positions
Applicants assert that the merger will offer expanded opportunities to GPU Energy employees for career advancement and professional growth.  FirstEnergy pledged to honor the terms of all of GPU Energy’s existing union contracts.  Applicants St. 1 at 10.  As a result, all of GPU Energy’s unions in Pennsylvania fully support the merger.  IBEW/UWUA, Exh. No. 4; Tr. at 1407.

GPU Energy’s customers will continue to benefit from ongoing employee safety and training, from FirstEnergy’s safety record, and from FirstEnergy’s program for training future line crew workers and other skilled utility workers.  Applicants’ St. 1 at 9; Applicants’ Rebuttal St. 1 at 6-7.  Applicants’ M.B. at 32-33.


The OCA asserts that without a detailed synergy study, it is not possible to determine what portion of the savings may be attributable to reductions in labor costs, which could have an impact upon the Pennsylvania economy.  OCA St. 1 at 34.  As OCA witness LaCapra explained, the greater number of Pennsylvania job cuts, the greater the impact on the Pennsylvania economy and on service quality in Pennsylvania.  Id.   Without a detailed plan as to how the Applicants will achieve the cost savings, the brunt of the job cuts probably will be felt by the employees of the acquired company, GPU Energy.  OCA St. 1 at 35.  In this case, the acquired company is GPU.


The OCA submits that, to the extent that the Commonwealth may be asked to bear a disproportionate share of the job cuts associated with this merger, the merger threatens Pennsylvania’s economy.  OCA St. 1 at 35.  The OCA submits that the merger be subject to the following conditions:

The Commission should insist on a clear statement of the Applicants’ plans prior to the issuance of a final decision, and in particular their plans to achieve the projected labor cost savings.  A detailed list of job cuts by company, by function, and by job title would enable the Commission to determine whether Pennsylvania will bear a disproportionate share of the job cuts;

The Commission should require the companies to specify how the job cuts will be achieved, through layoffs, early retirement programs, or attrition.  With this information, the Commission will be in a better position to determine the need for programs such as outplacement services and educational/retraining reimbursement to mitigate the effects of job losses, or even whether involuntary lay offs should be prohibited during a specified period after completion of the merger.

OCA St. 1 at 35; OCA M.B. at 59-60.


IBEW/UWUA supports the OCA’s recommendation.  IBEW/UWUA M.B. at 35.  It notes that GPU Energy’s labor unions support the merger, IBEW-UWUA Exh. 4, even though Applicants have not indicated in any detail whether the merger will have an impact on the employees of the companies.  To protect against the risk of an adverse impact, IBEW/UWUA urge the Commission to accept OCA witness LaCapra’s recommendation that it not approve the merger unless the companies provide a “detailed list of job cuts by company, by function, and by job title” so that the Commission can determine if there will be an adverse effect on Pennsylvania from the merger.  OCA St. 1 at 35.  IBEW/UWUA also supports the LaCapra recommendation that the companies be required to specify how any employment reduction will be achieved (such as through early retirement programs, attrition, etc.).  Id.  IBEW/UWUA M.B. at 15, 34.



ALJ Recommendation


I agree with OCA and IBEW/UWUA that it is necessary to ensure that Pennsylvania does not bear a disproportionate share of any job cuts resulting from the merger.  I recommend adoption of the OCA’s proposal, except that I do not recommend that Applicants submit their plans for job cuts to the Commission before it issues its final order.  This is impractical and probably impossible at this time.  I will direct that this be done within 30 days of entry of the Commission’s final order.


8.
Environmental Issues



a.
Demand Side Issues



Penn Future Individual Intervenors (PFII) has not filed a brief in this proceeding.  PFII witness Mr. Rohrbach recommended that advanced metering and appliance control/direct load control devices should be deployed in the GPU Energy service territory as a condition of the merger.  PennFuture Individual Intervenors St. No. 1 at 3, 20-23.  CAC witness Mr. Altman described many demand side management issues throughout his testimony.  Clean Air Council St. No. 1.  



Applicants’ witness Roche explained that GPU Energy has already implemented several of the demand side programs described in Mr. Altman’s testimony, including a Voluntary Load Reduction Program which is currently being evaluated for the 2001 peak summer period, and a photovoltaic (PV) and solar water heating systems pilot program which is about to be implemented.

While GPU Energy supports increases in demand side management programs, Applicants assert that it would be premature and inappropriate to expand the PV/solar "pilot" program at this time, since its effectiveness and possible future use have not yet been fully evaluated.  Applicants’ Rebuttal St. No. 6 at 15-17.  Applicants’ M.B. at 63-64.



ALJ Recommendation


As Applicants’ witness Alexander explained, while the Applicants will be actively considering demand-side responses and other resources in the future, such further commitments are inappropriate as conditions to merger approval.  Applicants’ Rebuttal No. 1 at 14-15.  Also, it is not necessary to implement Mr. Rohrbach’s demand that the merger be conditioned upon the installation of control devices.  Mr. Altman and Mr. Rohrbach have not demonstrated that the merger will negatively impact GPU Energy’s demand side initiatives. 



b.
Renewable Energy Issues

CAC witness Altman contends that any approval of this Merger Application should contain two streams of funding for wind power.  The first would be a disbursement to the GPU Sustainable Energy Fund of $10 million for wind production grants which would provide direct financial support for wind farm construction.  The second would be a $3 million disbursement to establish a wind block marketing program in the GPU service territories similar to one operating in PECO Energy’s territory.   CAC St. 1; CAC M.B. at 29.

PFII witness Mr. Rohrbach recommended that $50 million should be transferred to a statewide sustainable development fund to support renewable energy.  Of this amount, not less than $500,000/year for 5 years should be allocated for renewable energy education and not less than $20 million should be allocated to support new wind investment in the Commonwealth.  PennFuture Individual Intervenors St. No. 1 at 3, 12-13.


Mr. Altman also recommended that some portion of merger savings be dedicated to a rooftop photovoltaic (PV) program which would include at least 180 additional, grid-tied PV systems to be placed across the Met-Ed, Penelec, and Penn Power service territories over a three-year period commencing in the Spring of 2002.  Funding for the systems and administration of the program would be $1.5 million.  Clean Air Council St. No. 1 at 7.  CAC M.B. at 27.


In addition, Mr. Altman recommended that changes be made to the Applicants’ interconnection rules and tariffs to ensure the economic viability of distributed generation projects and net-metered residential and commercial rooftop PV systems.  Clean Air Council St. No. 1 at 8.

Citizen Power claims that Applicants failed to satisfy their burden of showing that the merger will not have an adverse effect on the environment and on the health of the citizens of the Commonwealth.  Citizen Power M.B. at 40-47.  According to Citizen Power, the merger will have a direct adverse effect on Pennsylvania air quality as a result of FirstEnergy’s increased output from its plants, particularly Sammis Station.  Also, the pending DOJ lawsuit in which FirstEnergy has been accused of serious environmental violations and faces enormous fines and remedial expenses must be considered a significant risk in Commission’s evaluation of whether it is in the public interest to authorize FirstEnergy to acquire GPU and its public utility subsidiaries.  These environmental problems with the merger are serious enough that the Commission should find that it is not in the public interest to authorize the merger between GPU and FirstEnergy unless and until these problems are resolved.


Citizen Power notes that Mr. Kaiser testified that the running of FirstEnergy’s Mansfield plant and Sammis Station Units 6 and 7 at a higher capacity factor would result in greater nitrogen oxide and sulfur dioxide emissions from the plants.  Tr. 1079-80, 1082, 1114.  Citizen Power claims that the pollution created by Sammis and other FirstEnergy plants affects Pennsylvania air quality, in contravention of the public interest.  


Citizen Power refers to FirstEnergy subsidiaries Ohio Edison and Penn Power currently being defendants in the civil action brought by the DOJ on behalf of the EPA alleging that FirstEnergy repeatedly and over an extended period of time violated the Clean Air Act and the Ohio State Implementation Plan (SIP) at FirstEnergy’s Sammis Station.  See Citizen Power Cross-Exam. Exh. No. 4.  The DOJ seeks an order permanently enjoining FirstEnergy from operating the Sammis plant, except in accordance with applicable regulatory requirements.  



The suit alleges four separate continuing violations of the Clean Air Act, and notes that for each violation the defendants could be liable for “civil penalties of up to $25,000 per day for each violation prior to January 30 1997, and $27,500 per day for each such violation after January 30, 1997.” Id. at 21-23, 25-26.  The Amended Complaint alleges violations going back as far as 1984.  Id. 

Citizen Power asserts that the pendency of the DOJ lawsuit must be considered a significant risk to the public interest of Pennsylvania in evaluating the proposed merger, and, even though FirstEnergy has denied the DOJ’s contentions, the serious allegations of environmental wrongdoing bears on FirstEnergy’s fitness to acquire Pennsylvania utilities.  Cf. National Broadcasting Co. v. United States, 319 U.S. 190, 222-23 (1942).   If the potential consequences of the alleged misconduct are not considered by the Commission and the serious allegations are later proven true, it will be too late to prevent the merger or attach conditions to protect against the risk of such misconduct.


Citizen Power also asserts that if FirstEnergy must pay the sought fines, it could weaken the merged company financially and thereby increase its cost of raising capital which could be reflected in higher rates and impair FirstEnergy’s ability to compete in retail markets.



Citizen Power proposes that as merger conditions FirstEnergy be required to install the best available control technology at all its coal-fired units on a specific timetable and that FirstEnergy should settle the DOJ/EPA environmental lawsuit relating to the Sammis plant.  Citizen Power M.B. at 62.

CAC points out that the merger has a number of environmental “dis-benefits.”  One is that FirstEnergy believes it can increase sales into PJM by increasing the output of its lowest cost units at night because those are coal-fired units.  Another is subjugating GPU Energy, otherwise free to purchase power from a variety of sources to FirstEnergy which owns a massive fleet of coal and nuclear power plants which carry with them environmental consequences.  CAC M.B. at 19-20.


Mr. Rohrbach testified that the merger should be conditioned upon FirstEnergy settling the EPA lawsuit regarding its Sammis plant located in Ohio. PennFuture Individual Intervenors St. No. 1 at 3, 9-12.  CAC agrees.  CAC M.B. at 29.

Applicants point to a number of demand side/renewable energy initiatives which GPU Energy currently pursues: Voluntary Load Reduction Program, advanced metering, net metering, soon to be implemented pilot programs including photovoltaic and solar water heating systems in low income housing, tariff provisions which promote the use of renewable energy and compensate customers for monthly deliveries of energy to the Companies, and a Sustainable Energy Fund.  Applicants note that these programs were not developed as elements of the merger proposal, but state that the improved financial strength of the merged companies more readily ensures that these efforts can be sustained and further developed in the future.  Applicants’ M.B. at 34-35.

When the Mansfield Plant went into service in the 1970’s, it was the first plant in the United States to use large-scale scrubbers.  Tr. 1116.  Mansfield’s generating units emit less than 0.3 pounds of sulfur dioxide per million BTUs, which is one of the lowest emission rates in the country.  Tr. 1116-1117.  In addition, the state of the art technology for reduction of emissions, known as selective catalytic reduction, is scheduled for completion at Mansfield in 2003.  Tr. 1116.  Applicants’ assert that increased use of this plant and a corresponding decrease in the use of plants with more emissions is in the public interest.

Sammis Units 6 and 7 employ low sulfur fuel and emit only one-half of their allowable emission rate.  Tr. 1116, 1118-1119.  The Sammis Units already meet the ambient air quality standards in the counties surrounding the plant.  Tr. 1120.  Moreover, both the Mansfield Plant and Sammis Units 6 and 7 are equipped with low NOX burners.  Tr. 1080.

Applicants argue that the clear environmental benefits associated with the use of FirstEnergy generation to aid GPU Energy in its PLR obligation is another factor supporting approval of the merger.  Applicants’ M.B. at 34-35.



ALJ Recommendation


This record does not support a finding that the merger will benefit or harm the environment.  

The DOJ suit cannot be litigated here and its results are unknown.  As a result, the financial risk to FirstEnergy is speculative and does not reflect on FirstEnergy’s fitness to merge with GPU. As discussed in Section IV.C.2. above (PLR Service Issues) the Commission does not have the authority to direct that FirstEnergy settle litigation taking place in another forum.  FirstEnergy disputes the allegations raised in the lawsuit and is defending itself in that proceeding.  Almost every utility in Ohio, Virginia, and Kentucky has been named in similar suits and all are disputing the charges raised.  Tr. at 1210.  I agree with Applicants that it is inappropriate for the Commission to consider imposing a settlement of the federal EPA lawsuit as a condition of merger approval, where (1) the merger is unrelated to the EPA litigation; (2) the EPA litigation is still unresolved; (3) the substantive allegations in the EPA lawsuit have been contested; (4) there have been no adverse findings in the EPA lawsuit and (5) the Commission does not have the jurisdiction to assess the merits of the competing environmental claims in that lawsuit.  Applicants’ M.B. at 67.



I do not accept Mr. Altman’s and Mr. Rohrbach’s recommendations regarding wind and solar power facilities and a statewide sustainable development fund.  FirstEnergy has pledged to honor GPU Energy’s significant obligations to the Sustainable Energy Fund.  Applicants’ Rebuttal St. No. 1 at 14.   CAC and PFII have not established a connection between the merger and the need for the recommended additional expenditures.  I agree with Applicants that it is not necessary to revisit the funding for and activities of the Sustainable Energy Fund in this merger proceeding.  Applicants’ M.B. at 65.

This proceeding is not an industry-wide investigation into the merits of wind generation and I do not accept Mr. Altman’s recommended “wind block” marketing program.

I do not accept Mr. Altman’s recommended PV program.  GPU Energy’s existing PV/solar program is a pilot program, which has not yet been fully implemented and evaluated.  I agree with Applicants that, under the circumstances, it is inappropriate to expand the program at this time, or to condition the merger approval on the commencement of a pilot program.  Applicants’ Rebuttal St. No. 6 at 16.

I do not accept CAC’s proposed changes to Rider J, Renewable Energy Development Rider.  GPU Energy currently provides for net metering in Met-Ed and Penelec service territories, and current interconnection standards have been revised to reflect less burdensome requirements on inverter-based technologies.  In addition, GPU Energy is actively supporting the formation of statewide uniform interconnection requirements by participating in the Commission’s interconnection requirements working group.  Applicants’ Rebuttal St. No. 6 at 16. 

I do not accept Mr. Altman’s three-year public education program regarding renewable energy to be funded through expenditures of $1.5 million a year.  His program is based on GPU Energy’s customer education expenditures pursuant to the Restructuring Settlement.  Applicants’ Rebuttal St. No. 8 at 21-22.  Mr. Altman provided no basis for the amount of money to be spent in this new program, failed to quantify any anticipated benefits to customers, and did not explain how he would address cross-subsidization issues. 

c.
Other Environmental Issues


Mr. Altman recommended expansion of the LIURP program by increasing annual funding in the Met-Ed and Penelec service territories by 50% from 2002 levels and by raising the eligibility to 200% of the federal poverty guidelines.  He also advocated an appliance rebate program to encourage the retirement of inefficient household appliances.  For commercial customers, he recommended the development of a rate incentive program for energy audits.  Clean Air Council St. No. 1 at 9.  

ALJ Recommendation

I agree with Applicants that CAC has not shown how the effects of the merger warrant the imposition of these programs.  As Applicants’ witness Alexander explained, while the Applicants will be actively considering demand-side responses and other resources prospectively, there is no basis for imposing further conditions on the merger approval.  Applicants’ Rebuttal St. No. 1 at 14-15.  Applicants’ M.B. at 68.


9.
NUG Issues



Positions



FirstEnergy intends to continue to honor its NUG contracts consistent with their terms, including those to which GPU Energy is a party.  Applicants’ M.B. at 33-34.


ARIPPA urges the Commission to ensure that the NUGs are provided financial surety in the event GPU Energy’s new parent suddenly attempts divestiture of the NUG contracts.  The Commission can do this by making as a condition of the merger any one of the following: (1) that GPU Energy remain the final guarantors of performance by any purchaser; (2) that NUGs be provided warranties to ensure that any successor maintains the financial ability to fulfill the provisions of the contracts; or (3) that NUGs maintain the right to approve any successor and to obtain provisions for payments necessary for incremental contract administration and power supply coordination with the successor. 

ARIPPA believes that this is warranted because of the potential economic harm that could ensue absent such conditions, and because the conditions would be consistent with the obligations imposed on NUGs when they first contracted with the Companies.  Given the revised regulatory climate in which these contracts will continue to exist, imposing these limited restrictions on GPU Energy’s NUG contracts will assure continued reliability of these projects and ensure equitable treatment of this unaffiliated supply source in a deregulated world in fulfillment of the federal and state legislative and regulatory enactments pursuant to which these contracts were entered.  ARIPPA M.B. at 34.  York Authority agrees.  York Authority M.B. at 8-9.

GPU Energy’s NUG projects amount to 658 MW in Pennsylvania and play an important role in GPU Energy’s supply portfolio, Tr. at 758, especially because GPU Energy has no owned generation resources from which to satisfy its PLR obligations.  The merger is at the parent company level so GPU Energy’s NUG contracts will continue in full force and effect in accordance with their terms, without modification.  The merger will have no impact on any of the existing agreements between GPU Energy and its NUG developers.  GPU Energy President Michael Chesser indicated that GPU Energy’s recently completed reorganization will not have any effect on the way NUG contracts are administered.  Tr. at 554.  According to Applicants’ witness Kaiser, FirstEnergy considers GPU Energy’s NUG contracts to be “a very valuable portion of their supply portfolio, both on a long and short-term basis.”  Tr. at 1089.  FirstEnergy has no tentative or definitive plans to divest those contracts.  Tr. at 1088.  Mr. Kaiser looks at the NUG agreements “as a supply that we’re committed to for many years into the future.  And we would plan on using those supplies to meet our obligation.”  Tr. at 1090.  Applicants’ witness Alexander, the President of FirstEnergy agrees.  Tr. at 1235.

ALJ Recommendation



I do not accept the recommendations of ARIPPA and York Authority.  They do not indicate if the proposed terms are consistent with the existing terms of the of NUG contracts GPU Energy has.  I agree with Applicants that the contracts themselves and existing contract law should be permitted to govern the contractual rights of the parties if and when any NUG contracts are assigned.  The record demonstrates that there are no plans to assign these contracts and that the merger is expected to have no impact on them. 

D.
COMPETITIVE ISSUES UNDER SECTION 2811(E)
Under Section 2811 the Commission must determine if the proposed merger is “likely to result in anticompetitive or discriminatory conduct, including the unlawful exercise of market power, which will prevent retail electricity customers in this Commonwealth from obtaining the benefits of a properly functioning and workable competitive retail electricity market.”

Positions
Applicants assert that the Commission should find that the merger imposes no adverse impacts upon Pennsylvania’s retail electric market and that no additional restrictions are necessary. 

Applicants point to its witness Rodney Frame’s unrebutted testimony regarding the effects of the proposed merger on the control area operated by PJM as well as certain other regions surrounding PJM.  Applicants’ St. No. 4; Tr. at 567.  Mr. Frame based his testimony on a Competitive Analysis Screen he introduced in the Joint Applicants’ FERC proceeding. Exhibit RF No. 1.  FERC uses the Screen to assess the effects of proposed mergers in wholesale electricity markets. 

Mr. Frame testified that the proposed merger will have no adverse impact on retail electricity markets in which Pennsylvania customers purchase electricity and will not prevent retail electricity customers from obtaining the benefits of a properly functioning and workably competitive retail electricity market.  Applicants’ St. No. 4 at 4.  GPU and FirstEnergy are actual or competing electricity retailers.  The loss, post-merger, of a retail market participant will not reduce competition too much because there are over 50 electricity retailers licensed by the Commission and available to participate in the market.  Applicants’ St. No. 4 at 10-11.  Mr. Frame explained during cross-examination that a market can be highly competitive even with only “…one supplier in the market, so long as when that supplier stubs its toe, others can quickly jump in.”  Tr. at 617.  Mr. Frame believes that even in a market without many active alternative suppliers, if there are low barriers to entry and many potential participants, the market may still be considered competitive.  Tr. at 620.

On March 14, 2001, FERC authorized the FirstEnergy-GPU merger as consistent with the public interest.  Order Authorizing Merger, FERC Docket No. EC01-22-000, Order entered March 15, 2001 TA \l "Order Authorizing Merger, FERC Docket No. EC01-22-000, Order entered March 15, 2001" \s "Order Authorizing Merger, FERC Docket No. EC01-22-000, Order entered March 15, 2001" \c 3 .  Pursuant to Section 203(a) of the Federal Power Act (“FPA”), FERC must approve a proposed merger if it finds that the merger “will be in the public interest.”  16 U.S.C. § 824b(a)(1994) TA \l "16 U.S.C. § 824b(a)(1994)" \s "16 U.S.C. § 824b(a)(1994)" \c 2 .  

In its analysis of the proposed GPU/FirstEnergy merger’s effect on wholesale competition, FERC evaluated Mr. Frame’s Competitive Analysis Screen.  Regarding horizontal competitive issues (i.e., effects of the merger on the relevant energy, ancillary services, and capacity markets), FERC concluded that the proposed merger will not adversely affect competition in the PJM destination market, that merger-induced increases in concentration in the FirstEnergy and DQE destination markets will not harm competition in those markets, and that the Applicants demonstrated that the proposed merger will not harm competition in the PJM regulation services market.  See Order Authorizing Merger at 5-8.  

Regarding vertical competitive issues (i.e., Applicants’ control of generation and transmission resources in the PJM geographic market), FERC concluded that the combination of the Applicants’ electric generation resources and limited gas facilities would not create or enhance their ability and/or incentive to adversely affect prices or output through the exercise of vertical market power.  See Order Authorizing Merger at 8-11.

The OCA acknowledges that Codes of Conduct, FERC and Commission Orders, and affiliate transaction rules are designed to prevent the exercise of market power. OCA St. No. 1 at 46.  It adds, however, that the lack of key information regarding the corporate structure, and the plans for the Companies’ retail marketing affiliates, raise concerns as to whether these protections will be compromised by the final merged structure of the company.  For these protections to be adequate, the OCA asserts that they must be sufficiently rigorous, firmly committed to, and an integral part of company operations.  OCA St. 1 at 46.  To ensure this, the Commission should make clear that the GPU Codes of Conduct apply to the merger and the activities of FirstEnergy in Pennsylvania subsequent to the merger.  OCA St. 2 at 33.  The merged company should submit training and educational material to ensure that the Codes are embodied in company operations and firmly adhered to by employees.  Id.; OCA M.B. at 39-40, 57.



Citizen Power asserts that Applicants have not met their burden under Section 2811(e) because even if one accepts Mr. Frame’s contention that PJM wholesale markets are characterized by the absence of market power, Applicants failed to show that the merger will not adversely affect competitive retail markets.  Citizen Power points out that even if wholesale markets are competitive, the public interest can be thwarted if a few sellers with market power can control retail markets.  See Applicants’ St. 4 at 10; Tr. at 617.  The retail sellers could capture cost reductions in the wholesale markets for themselves.  Mr. Frame explained that, even assuming the existence of a competitive wholesale market, the merger could have a potential adverse effect on retail prices. Applicants’ St. 4 at 10.

After the merger, FirstEnergy Services and GPU Advanced Resources, the Applicants’ respective marketing affiliates, will not be competitors. Tr. at 573.  According to Mr. Frame’s testimony, therefore, it is necessary to decide whether the loss of competition between FirstEnergy and GPU retail suppliers reduces retail competition by “too much.”  Mr. Frame testified:

While it is not clear how retail electricity markets ultimately will evolve in Pennsylvania, there are more than 50 electricity retailers that now have been licensed by the Commission.  The loss of one independent supplier does not seem particularly important when so many others remain.  For this reason, I do not believe that the merger of FirstEnergy and GPU will adversely affect electricity competition at the retail level in Pennsylvania.

Applicants’ St. 4 at 10.  On cross-examination, however, Mr. Frame acknowledged that, of the fifty suppliers licensed by the Commission, only about half of this number have actually been licensed as electric suppliers in GPU Energy’s service territory.  Tr. at 618-619.   Mr. Frame did not attempt to ascertain how many of these licensed retail suppliers are making price offers or actually supplying retail power in the GPU Energy service territory.  Tr. at 572, 619.  Mr. Frame had no basis to determine whether the loss of FirstEnergy as a retail competitor was significant or not so Applicants failed to show that the loss of a competitive retail supplier as a result of the proposed merger will not reduce retail competition by “too much.”



Citizen Power also examines Mr. Frame’s assertion that existing price caps are an important protection to customers to avoid the exercise of market power.  Tr.  632; Applicants’ St. 4 at 11.  When asked whether consumers would be protected against market power if price caps were removed, however, Mr. Frame acknowledged that he did not perform an analysis of the effect of that on prices in the retail markets served by the GPU distribution subsidiaries. Tr. at 627-633.  

Citizen Power argues that the Commission should reject the merger without exercising its Section 2811(e)(2) authority to attach conditions “as it finds necessary to preserve the benefits of a properly functioning and workable competitive retail electricity market.”  It the Commission approves the merger, however, Citizen Power believes the Commission should require GPU Energy to retain the existing generation price caps beyond the current expiration date unless and until the merged company submits a study for Commission review and approval demonstrating that workable competition in the relevant retail geographic and product markets exists and is sufficient to restrain prices.  According to Citizen Power, this condition would mitigate the impact on customers from anticompetitive conduct pending a Commission finding that the retail market is workably competitive.  Citizen Power M.B. at 47-51.

ALJ Recommendation

FERC Orders 888 and 889 and this Commission’s affiliate transaction rules and Code of Conduct are designed to ensure that transmission and distribution companies do not engage in anti-competitive behavior with their affiliated generation companies.  In addition, in the Restructuring Settlement GPU Energy agreed to comply with this Commission’s Code of Conduct governing affiliate transactions.  Furthermore, Applicants acknowledge that after the merger, Met-Ed and Penelec will continue to be subject to all of the Commission’s existing rules and regulations, including those that impact retail competition.  Applicant’s Rebuttal St. No. 1 at 12-13.  

The GPU Codes of Conduct will apply to the merger and to the activities of FirstEnergy in Pennsylvania after the merger.  I will so direct in the Recommended Order below.  I do not find it necessary to impose additional code of conduct and affiliate transaction rules upon FirstEnergy.  I do find it necessary, however, that the merged company should issue training and educational material about the GPU Codes of Conduct to its employees and shall so direct.

I do not recommend that GPU Energy retain the generation price caps beyond the current expiration date until the merged company submits a study demonstrating that workable competition in the relevant retail geographic and product markets exists and is sufficient to restrain prices.  Applicants have shown that the merger is not likely to result in anticompetitive or discriminatory conduct or the unlawful exercise of market power.
V.
PLR PETITION PROCEEDING

A.
INTRODUCTION


The Met-Ed and Penelec PLR Petition as originally filed sought Commission authorization to implement a cost tracking mechanism (the DTM) permitting them to defer for accounting and regulatory purposes, beginning January 1, 2001, the net difference between their retail charges for PLR generation service and their actual market cost of supply.  The DTM would track the actual costs incurred for PLR service, including any savings if actual costs fall below current charges to customers; would continue until further order of the Commission; and would be subject to full reporting and such further review and auditing as may be directed by the Commission.  



As an alternative to the relief requested by the original PLR Petition, and in accordance with the Commission's February 1, 2001 interim order, Met-Ed and Penelec (collectively, GPU Energy) filed a Supplement supporting immediate generation rate cap increases for both utilities.  Met-Ed and Penelec assert that they are entitled to immediate rate relief to meet their ongoing cash requirements related to PLR obligations and, therefore, are also entitled to no less than the deferred rate making originally requested by the PLR Petition.  GPU Energy asserts that a combination of the requested immediate generation rate cap relief, along with a deferral mechanism to deal with minor adjustments as needed, would best protect the companies and their customers.  Applicants’ M.B. at 70.  At pages 10-11 of their Supplement, GPU Energy predicts that it will face estimated supply losses of $250 million for 2001 and over $300 million for 2002.


OCA witnesses LaCapra/Smith summarized the impact of the companies’ request:

The Companies’ proposed request would increase the residential generation rate (i.e. generation shopping credit) from an average of 4.375¢/kwh to 5.770¢/kwh for Met-Ed and from an average of 4.404¢/kwh to 5.169¢/kwh for Penelec.  Testimony of Kent Hatt, p. 6.  For a residential ratepayer, this would mean an increase of 31.8% for Met-Ed in the generation shopping credit and 29% for Penelec in the generation shopping credit.  On a total bill basis, a residential customer using 500 kwh per month would see their monthly bill increase from $48.28 to $55.34 or about 15% for Met-Ed and from $45.89 to $52.33 or by about 14% for Penelec.

OCA St. 1-PLR at 4.  This level of rate increase is expected to produce $162,000,000 in additional revenue for Met-Ed and $154,000,000 for Penelec.  Id.  These increases are based on GPU’s projections of future market price and PLR load.  Id.



The PLR Petition resulted because GPU Energy’s competitive default service (CDS) bidding program, described more fully below, failed and because energy and capacity prices have risen above capped generation rates. As a result, GPU Energy has absorbed the costs of meeting its PLR obligation because market prices exceeded capped rates and its customers have not shopped.

FirstEnergy's President stated that in FirstEnergy’s view, while FirstEnergy can be an important part of the solution to the PLR problem facing Met-Ed and Penelec, the absence of timely and adequate relief to solve the immediate and near-term financial plight of these companies could jeopardize the merger.  Applicants’ Rebuttal St. No. 1 at 9-10.

B.
RESPONSES TO NOTICE OF THE PLR PROCEEDING


The Commission received hundreds of letters and eight formal Complaints in response to the bill inserts GPU Energy sent its customers between February 12 and February 16, 2001, regarding its PLR Petition and Supplemental Filing.

1.
Letter Responses 



Although the following is a summary of the hundreds of responses, they are not evidence in this proceeding because they are hearsay statements.



Most comments protested a rate increase, many of them stating that they were on fixed incomes and others stating that were operating under a tight budget.


Many other comments stated that the Commission should not grant GPU Energy rate relief because it made the business decision to sell its generation based on its perception of the energy market.  The stockholders, therefore, should bear the burden of GPU’s bad business decision to divest itself of its generation assets.



Other comments criticized Pennsylvania’s Customer Choice, calling it a headache and a runaround for consumers while creating windfall profits for electricity generators.  Many stated that there is no consumer choice in Pennsylvania because most energy providers have pulled out of the energy market.  One said that some of the utility industry should be re-regulated because the consumer has not faired well under deregulation.  



Some individuals stated that they did not leave GPU Energy for a cheaper rate and resent paying a higher rate because of people switching electric suppliers.  If GPU Energy is going to take customers back, GPU Energy should charge the returning customer a higher rate.  It is not fair that they and others should pay for other customers shopping around.  Another said that there is no point to the Choice Program in Pennsylvania if a person researches the best price for electricity only to have the price changed at any time.



Others complained about repeated power outages.  Others complained that their current electric bills are too high.  Others complained that GPU Energy management should take a cut in wages.



One comment came from a hunters association complaining about high gas rates.  Another came from someone complaining about Verizon.



Another individual stated that GPU Energy should not be granted a rate increase because it was awarded stranded costs recovery in its restructuring proceeding, spent it on out of state projects or pocketed it and downsized their employees.



One comment came from a small business owner who stated that any increase in rates has a large effect on his business and, in a competitive business world, his company does not have the luxury of passing on the increased cost of electricity along to its customers.



A dairy farmer noted that she receives income from milk at 1978 prices while paying bills at 2001 prices.  She is at the end of the line for electricity in her area and has spent thousands of dollars over the years to correct stray voltage and high voltage.  She lost a herd of 45 cows that could not handle the stray voltage.  Her home-raised herd adjusted to the problem, but her husband died recently and she and her sons are trying to keep the farm running after living on it for 29 years.  She asks that the reader remember where their food comes from and to help this dairy farmer survive.

2.
Formal Complaints

Kenneth C. Springirth.  Docket No. C-00015085

Mr. Springirth is an Intervenor in this proceeding.  In addition, he testified at the Public Input Hearing held in Erie and sponsored a written statement and two exhibits, which were admitted into the record. Tr.  91-304.  His Complaint is pro forma in nature and adds nothing to his testimony, statement and exhibits.  Mr. Springirth’s Complaint will be sustained or dismissed, consistent with the discussion below.  

Michael and Angela Surdovel.  Docket No. C-00015086

The Surdovels assert that GPU is attempting to pass on their increased cost to customers in an attempt to maintain their profit margin.  GPU should join consumers to force down the cost of petroleum, the real reason for the increase in electric rates.

Middletown Merch. Mart and/or Saturday’s Market. 

Docket No. C-00015087

This Complainant appears to be a business which rents space to merchants.  It opposes any rate increase, states that it would like to testify and will hire an attorney if possible.  This Complainant, as well as the others, had notice of the hearings and the opportunity to appear and testify, but did not do so.  This Complaint, and the others, will be sustained or dismissed, consistent with the discussion below.

Jay A. Weist.  Docket No. C-00015089


Mr. Weist asserts that GPU Energy made a business decision to sell its generation plants at a profit over book value, thus eliminating stranded costs, and that GPU Energy should have, but did not, assign the negotiated rate cap into the plant sale agreement to eliminate the risk of market prices going forward.  He recommends that GPU Energy be held accountable for any losses resulting from their decision.


Marlea and Donald Terry.  Docket No. C-00015091


These Complainants have an all-electric house and urge the Commission to proceed cautiously in view of the future feasibility of electric heating systems.


Randy L. Rosenberger.  Docket No. C-00015092


Mr. Rosenberger states that it is time for the board members of the large companies making decisions that impact the public to be held accountable for their mistakes.


Allen Cummings.  Docket No. C-000015093


Mr. Cummings asserts that if GPU Energy receives the rate increase, it will remove the cap on the industry.  He urges the Commission not to remove safeguards to future price increases, in part because there are many on fixed incomes who do not deserve an increase.


Clark DeForce.  Docket No. C-00015094

Mr. DeForce understands that GPU Energy signed an agreement with the Commission not to increase rates until 2009 and wonders what GPU Energy did with the money it received for the sale of its generation plants.  Mr. DeForce wants the Commission to reject the rate increase and hold GPU Energy to the agreement not to increase rates until 2009.

East Conemaugh Borough.  Docket No. C-00015095

The Borough claims that the requested increase reneges on the promise to keep a cap on electric power costs until 2010 and urges the Commission to reject the increase.  Attached to the Complaint are two newspaper articles about the Borough’s opposition to the increase and a petition, containing 414 signatures, opposing the rate increase request and urging the Commission to keep the cap on electric rates to protect the consumers.  

C.
APPLICABLE LEGAL STANDARD

In its Order on Certification of a Material Question of February 1, 2001 (February 1 Order), the Commission directed GPU Energy to perfect their filings to address the mandatory language of Section 2804(4)(iii)(D) of the Act, 66 Pa. C.S. §2804(4)(iii)(D), relating to the price of purchased power that is beyond the control of the utility and which would deny the utility the opportunity to earn a fair rate of return without an increase in rates.  In its Order on Reconsideration, entered February 21, 2001, the Commission clarified its February 1 Order in response to GPU Energy’s claim that the Commission was wrong to convert the request for a deferral into a request for a rate cap exception.  The Commission stated as follows:

The Commission did not convert the request for a deferral into a request for a rate cap exception.  Rather, the Commission recognized that by seeking approval to recover amounts above the existing caps for service rendered now through a mechanism designed to defer collection of those amounts until a later time, the Companies are effectively seeking permission to exceed the rate caps.

Order at 4.  Later in the Order, the Commission stated:

We continue to believe that it is necessary for the Companies to meet the requirements of the Act before they can be permitted to recover, in whatever form, rates in excess of the rate caps.  The Petitions were predicated on our issuing a “final order that insures the ultimate recovery of all net costs….”  Petitions, p. 10.  We believe that those parties opposing the Petitions were correct in pointing out that it was necessary for the Companies to comply with that portion of the Act relating to exceptions to the rate cap.  This represents the Companies’ threshold burden of proof.  Therefore, we will clarify that the Companies must meet the requirements of the Act regarding rate cap exceptions for either present or deferred recovery of rates which exceed the rate cap for service rendered during the rate cap.  
Order at 5.  (emphasis added)



Section 2804(4)(iii)(D) provides as follows:

(iii)  An electric distribution utility may seek, and the commission may approve, an exception to the [rate cap] limitations....only in any of the following circumstances: 




*
*
*




(D)  The electric distribution utility is subject to significant increases in the unit rate of fuel for utility generation or the price of purchased power that are outside of the control of the utility and that would not allow the utility to earn a fair rate of return.   

This is the legal standard to be applied in this proceeding.  

To determine if increases in the rate of fuel for utility generation or the price of purchased power were outside of GPU Energy’s control, it is necessary to review GPU Energy’s PLR procurement program and determine if it was reasonable.  This requires hindsight.  The Commission, however, must assess the reasonableness of a utility’s decision-making based upon the state of information available when decisions had to be made and without reliance on hindsight.  See Pennsylvania Public Utility Commission v. Philadelphia Electric Company, 71 Pa. PUC 42, 1989, Pa. PUC LEXIS 188 (December 7, 1989) TA \l "Pennsylvania Public Utility Commission v. Philadelphia Electric Company, 71 Pa. PUC 42, 1989, Pa. PUC LEXIS 188 (December 7, 1989)" \s "Pennsylvania Public Utility Commission v. Philadelphia Electric Company, 71 Pa. PUC 42, 1989, Pa. PUC LEXIS 188 (December 7, 1989)" \c 1 .  

In a Commission prudence review, utility actions must be based upon facts known or information available at the time a decision is made.  “Prudence” is that standard of care which a reasonable person would be expected to exercise under the same circumstances encountered by utility management at the time a decision has to be made.  In determining whether a judgment was prudently made, only those facts available at the time the judgment was exercised can be considered.  Hindsight review is impermissible.  See Re:  Salem Nuclear Generating Station, 60 Pa. PUC 249, 70 PUR 4th 568, 574 (1985). TA \l "Salem Nuclear Generating Station, 60 Pa. PUC 249, 70 PUR 4th 568, 574 (1985)." \s "Salem Nuclear Generating Station, 60 Pa. PUC 249, 70 PUR 4th 568, 574 (1985)." \c 1  

During the years it reviewed claims for nuclear plant disallowances allegedly resulting from cost overruns, the Commission developed a series of principles used in applying its prudence standard.  These principles apply to this case.  In Pennsylvania Public Utility Commission v. Philadelphia Electric Company, Docket Nos. C-860693 and C-860703 (July 18, 1988) TA \l "Pennsylvania Public Utility Commission v. Philadelphia Electric Company, Docket Nos. C-860693 and C-860703 (July 18, 1988)" \s "Pennsylvania Public Utility Commission v. Philadelphia Electric Company, Docket Nos. C-860693 and C-860703 (July 18, 1988)" \c 1 , the Commission applied the following criteria when addressing prudence issues:

· An analysis of the prudence standard starts with the principle that a public utility is entitled to recover all of its reasonably incurred expenses.

· The Commission cannot deny recovery of an expense absent an affirmative finding, based upon record evidence, that the utility's management abused its discretion. 

· In determining whether utility management has abused its discretion, the Commission must employ a reasonable person standard.

· The reasonableness of the utility's management decision-making must be based upon the state of information available at the time the decision has to be made and without reliance upon after-discovered facts or hindsight.

· The events beyond the ability of a utility to foresee or control cannot serve as a basis for a finding of imprudence.

· Reliance upon perfect action is contrary to proper application of the prudence standard.

· Even if imprudence is found, a cost disallowance cannot be justified unless the utility's imprudent conduct was the real and proximate cause of some injury to customers.

These principles apply to a review of the strategy GPU Energy followed for power purchases to meet its PLR obligation.

D.
PURCHASED POWER OUTSIDE OF THE CONTROL ISSUES

1.
Introduction


The Companies assert that their entitlement to rate relief is based upon several key factors, all of which are uncontrovertible:

· GPU Energy owns almost no generation.

· The wholesale market has been experiencing wide price fluctuations that were not anticipated when GPU Energy completed its restructuring and divested its generation assets.

· Not all aspects of the wholesale markets in PJM are fully liquid and robust.

· GPU Energy is currently required to provide service to PLR customers under a retail rate cap.

· The number of customers and magnitude of PLR load which GPU Energy must serve is highly uncertain. 

Met-Ed/Penelec St. No. 1– PLR at 4.

The Companies claim that despite the events that have transpired since GPU Energy completed its restructuring in the fall of 1998, including uncertain and volatile wholesale prices and unpredictable amounts of PLR load, GPU Energy has developed and implemented a reasonable strategy for its power purchases.  Met-Ed/Penelec St. No. 1–PLR at 4; Applicants M.B. at 78-79.


2.
GPU Energy’s Procurement Practices


I conclude that GPU Energy’s procurement practices were reasonable and prudent and that the rise in purchase power costs was due to factors which were outside of GPU Energy’s control.

GPU Energy’s supply portfolio is designed to meet its overall PLR obligations through the procurement of energy, capacity and ancillary services.  Met-Ed/Penelec St. No. 1-PLR at 20.  To procure sufficient power to meet the totality of its PLR obligations, GPU Energy maintains a portfolio consisting of a combination of the following: owned generation resources (such as the York Haven plant in Pennsylvania); NUG contracts; transition contracts negotiated with the purchasers of GPU Energy’s previously divested generating assets; two-party bilateral contracts of a duration of more than one month; forward energy and capacity transactions (including physical standard products and options, as well as physical and financial products such as the NYMEX PJM Futures contracts) that are for a month or less; and purchases of capacity credits through the multi-month, month and daily PJM auctions and purchases of spot energy in the day ahead and real time PJM markets.  Met-Ed/Penelec St. No. 1–PLR at 20.



To meet its PLR obligations since the end of divestiture and the beginning of retail competition in January 1999, GPU Energy established a supply or “hedge” target.  The supply or hedge target is related to each future month’s forecasted peak load.  Met-Ed/Penelec St. No. 1–PLR at 21. 



According to GPU Energy witness Mr. Mascari:

The goal of our [purchase power] program since divestiture of generation assets has been to minimize the variation in earnings, whether it be losses or profits.  Minimize the variation earnings, depending on a range of possible weather conditions.

So, we look at how the portfolio would perform under normal weather conditions, under severe, hot or very cold conditions and mild conditions.  And that’s how - - that’s been our goal to kind of minimize variation and how the portfolio performs so we don’t make a bet that the weather is going to turn out very hot or very cold….We’ve always tried to procure power at the lowest possible cost we could achieve within the market.  

Tr. at 816. 



GPU Energy’s CDS program was an integral part of the overall procurement strategy since the completion of the restructuring proceeding.  Section F.2 of the Restructuring Settlement establishes the CDS program and requires the Companies to bid up to 80% of their retail customers through that program starting June 1, 2000 and continuing through June 1, 2003.  As Mr. Mascari testified, GPU Energy did not plan for the CDS program to be unsuccessful or to not be an integral part of its overall PLR procurement strategy:

At the time of restructuring, we did not anticipate that the CDS Program would be unsuccessful.  In fact, based on the participants of the stakeholder process, as I understand, [there] was great interest in having the CDS Program appear that there was something that the marketers really wanted to have. 

Tr.  at 864-865.



GPU Energy witness D’Angelo also confirmed the Company’s expectations about the success of the CDS program when he indicated that the restructuring settlement presumes that “80% of GPU’s customers would be competitively shopping through a CDS program over a four year period.”  Tr. at 731.



GPU Energy anticipated, that, based upon 1) the level of interest shown in the CDS program during restructuring, 2) the significant levels of customer shopping during the pilot program that preceded the formal initiation of retail choice in January 1999 and 3) the broad interest of marketers and other electric generation suppliers during the negotiations leading to the Restructuring Settlement, the CDS program would be very successful.  Mr. Mascari’s colloquy with counsel for MAPSA illustrates this point:  

Q.  ....How big of an impact did the failure of the CDS Program have on GPU’s ability to provide generation for its POLR?

A.  I think it had a very significant impact in that the amount of load and customers that GPU Energy had to serve were expected to decrease over time.  So that at the end of the four year CDS period, we might have as little as 10% of the delivery load actually taking service from GPU Energy in the POLR.

With the failure of the first round of CDS bidding and the subsequent return of customers to POLR service, GPU Energy is now facing the likelihood that we might have as much as 100% of delivery load taking POLR – POLR service.  

Tr. at 945.



GPU Energy had no basis upon which to conclude that the CDS program would fail in June 2000.  This is specifically true when seven parties initially indicated an interest in that bidding process.  Indeed, as Mr. Mascari concluded, “the ensuing rise in forward market prices after the bidders indicated interest was the dominant underlying factor in the failure of the CDS Program.”  Met-Ed/Penelec Rebuttal St. No. 1R-PLR at 11.  (emphasis added)



Although GPU Energy has always attempted to procure power at the lowest possible cost it could achieve within the market, the specific goal of its procurement program since divestiture has been to “minimize the variation in earnings, whether it be losses or profits.”  Tr. at 816.  As Mr. Mascari testified, the minimization of variation in earnings is intended to avoid any speculation by the Company about how its portfolio performs based upon weather conditions.   This is reasonable because the objective of minimizing monthly variation and earnings is the same as minimizing the variation and costs, given the possibility of spot prices being higher (during severe weather) or lower (during mild weather).  Met-Ed/Penelec Rebuttal St. No. 1R-PLR at 12.  By addressing each month individually when establishing hedge targets, the annual result of minimizing the variation in cost is achieved.  That goal is also achieved through GPU Energy’s use of a balanced supply portfolio comprised of a mix of sources, including long-term NUG contracts and multi-year transition contracts, bilateral purchases of varying durations, monthly forwards and options with minimal reliance on the spot market during periods of high potential spot price volatility.  Met-Ed/Penelec St. No. 1R-PLR at 15.



GPU Energy’s procurement strategy relies on the “forwards market.”  This strategy results in GPU Energy paying the wholesale market price for “future energy contracts at the time of execution”.  Met-Ed/Penelec St. No. 1-PLR at 25.  The forwards market is a direct result of the deregulation of generation by FERC in its seminal Order 888.  Met-Ed/Penelec St. No. 1-PLR at 10.  Once merchant plants owned by unregulated parties appeared on the scene as a consequence of FERC Order 888, a wholesale market developed in which forward contracts became available from merchant generators.  As Mr. Mascari testified, “[t]oday, these forwards are traded for delivery anywhere from as long as months, even years in advance to the day before the start of the month.”  Met-Ed/Penelec St. No. 1-PLR at 10-11.  



While the use of the forwards market is intended to protect GPU Energy and customers from high spot market prices, particularly during the summer period, the forwards market can be quite high when compared to the GPU Energy’s shopping credits or even the spot market.  As Mr. Mascari indicated:

We also recognize that the forwards prices often exceed the corresponding average spot prices but this is largely a function of weather.  Buying forward is a risk management tool that does not and cannot guarantee that spot prices won’t be lower.  Leaving GPU Energy exposed to potentially high spot prices, especially during hot summer weather, is an unacceptable and imprudent risk.

Met-Ed/Penelec St. No. 1-PLR at 25.



Several parties take issue with GPU Energy’s alleged absence of supply contracts over a year in length, often characterized as “long-term contracts.”  Mangione St. No. 1-PLR at 7, OCA St. No.1-PLR at 9 (Smith/LaCapra) and MIEUG/PICA St. No. 2-PLR at 15 (Kollen).  As GPU Energy points out, M.B. at 86-87, these challenges fail for several reasons.  First, GPU Energy employs a reasonable mix of sources, many of which are long-term in nature.  GPU Energy has a substantial number of long-term NUG contracts and multi-year transition contracts.  Second, as Mr. Mascari cautioned, reliance upon long-term contracts at price levels in excess of GPU Energy’s rate cap is not a “silver bullet” for solving its PLR problems because such an approach will simply lock-in known losses.  Met-Ed/Penelec St. No. 1R-PLR at 15.  Third, because of the large magnitude of its stranded cost problem associated with long-term NUG contracts, GPU Energy is wary of entering into similar long-term supply commitments in excess of the prevailing generation rate cap and in support of an uncertain level of PLR load.  

As Mr. Mascari testified, since the completion of its asset divestiture GPU Energy has sought long-term multi-year supply contracts as part of its overall PLR portfolio. In early 2000, the Company engaged in discussions with suppliers about the possibility of entering into such multi-year supply contracts.  Tr. at 878.  Mr. Mascari described the results of those efforts:

Q.  And as a result of those discussions, did GPU enter into any multi-year supply contracts?

A.  No, we were not able to - - in most cases, we were not even able to get a specific offer.  And in one case, where we did get a specific offer, it would have involved locking in probably four hundred million dollars in losses over a three-year period relative to the retail revenues that would have been realized for that supply.  And we chose not to enter into that contract. 

Tr. at 878-879.



It appears that long-term arrangements have been unavailable in the last two years and the only long-term supply contract that was available to GPU Energy during this period would have resulted in a $400 million loss.



Many factors impacting on the costs of GPU Energy’s current PLR service are beyond its control.  They include the following:

· The amount of load GPU Energy must serve. It must provide PLR service to those customers who do not shop and those who have shopped and then return.  The Company has no idea when or under what circumstances customers that were previously shopping will return to GPU Energy for PLR service.  Thus, it is difficult to know the precise amount of load to procure and plan for at any time of the year. 

· Prices in the spot and forwards markets. GPU Energy must buy forwards in small enough amounts over time in order to ensure it does not move prices upward.  Conversely, if GPU Energy purchases or attempts to purchase a large quantity of power in the spot market, its presence becomes apparent to owners of uncommitted generating resources who then can use this opportunity to increase their daily spot bids.  In any event, GPU Energy does not and cannot control prices in either the spot or forwards markets.

· Fuel prices, especially natural gas.  Natural gas is often the fuel for the marginal unit that sets the spot price.

· Weather, which ultimately produces the volatility in the spot market prices.  In turn, spot price increases typically raise the forwards market prices which tend to reflect the market’s expected outlook for future spot prices.  

Met-Ed/Penelec St. No. 1R-PLR at 13.

The fact that GPU Energy had control over its original decision to sell its generating stations is not relevant to the factors described above over which GPU Energy presently has no control.  These current factors, not its previous decision to divest its generation, significantly impact its cost of supplying PLR service.  

I agree with GPU Energy that in terms of the Commission’s prudence standards discussed above, GPU Energy’s decision to exit the commodity generation business and sell its generating assets, for which customers received large reductions in stranded costs, is not the “proximate cause” of GPU Energy’s PLR losses.  Applicants’ M.B. at 89.



In just two years, wholesale market prices have skyrocketed well beyond anything projected by any party to the restructuring proceedings in 1998. GPU Energy has had no control over the wild fluctuation in wholesale prices that has taken place since the market forecasts were developed in the restructuring proceedings.


Finally, GPU Energy has no control over the manner and price under which the existing generation owners in PJM offer their generation to the market. Generation owners in PJM have the ability to withhold capacity from the market – thereby creating contrived shortages – or to irrationally bid their capacity on the basis of “what the market will bear.” Met-Ed/Penelec St. No. 1R-PLR at 17.  The effects of this also are outside of GPU Energy’s control.  Without any material amount of owned-generation and being a large purchaser of wholesale power in the PJM market, GPU Energy is dependent upon the availability and pricing of energy and capacity from the market or third parties.  Regardless of the reasons for this form of “opportunistic bidding,” the limited number of generation owners in PJM has the potential to significantly increase wholesale prices via a process that is beyond GPU Energy’s control.  Applicants’ M.B. at 90.


Several intervenors claim that GPU Energy has control over its purchased power costs, and, therefore, cannot support a rate cap exception under 66 Pa. C.S. §2804(4)(iii)(D) TA \l "66 Pa. C.S. §2804(4)(iii)(D)" \s "66 Pa. C.S. §2804(4)(iii)(D)" \c 2 .  


The OCA, Representative George and Mr. Mangione assert that GPU Energy has brought upon itself, and is solely responsible for, its current and subsequent PLR losses because it made the unilateral decision to sell its generation assets and exit the commodity generation market.  OCA M.B. at 75-76, 77-80; Representative George M.B. at 26-28; Mangione M.B. at 27-30.  


GPU Energy did agreed voluntarily to divest that generation and there was no specific statutory mandate requiring generation divestiture.  However, as discussed above, GPU Energy’s decision to exit the commodity business was reasonable and prudent when made.  It was based on the reasonable premise that a robust wholesale market and the operation of PJM, the then most established ISO, would function in a manner so as to further retail competition.  Several variables were beyond GPU Energy’s control:

· wholesale supply costs in excess of the generation shopping credit and the resulting effects of crushing retail competition;

· the magnitude and duration of customer shopping and customers returning to PLR service; 

· the mass exodus of alternative suppliers from the GPU Energy market; and

· uncertain weather conditions and their impacts on customer shopping and energy prices.

Met-Ed/Penelec St. No. 1-PLR at 4.



GPU Energy’s decision to divest itself of generation also had benefits which should not be ignored.  The generation divestiture established a known and reasonably simple way for quantifying stranded costs, and provided a reasonable alternative to the controversial method of establishing stranded costs through an administratively determined market line.  Second, in accordance with Section A.7 of the Restructuring Settlement, customers received all of the net proceeds in excess of the book value of the generating assets in an effort to reduce GPU Energy’s stranded costs.  Third, the divestiture permitted the establishment of stranded costs for GPU Energy on an actual, non-speculative basis which avoided the potential for any material gain or loss to customers or shareholders that could have occurred if stranded costs were established on an administrative basis.  Applicants’ R.B. at 35-36.



The OCA, PPL and PPL Energy Plus, Mr. Mangione and MEIUG/PICA assert that GPU Energy should have entered into longer term supply contracts to hedge its losses in the face of a known (or knowable), volatile and immature supply market.  OCA M.B. at 73-80; PPL/PPL Energy Plus M.B. at 17-18; Mangione M.B. at 28-30; MEIUG/PICA M.B. at 53.  As discussed above, however, long-term contracts are not available to GPU Energy at prices at or below the generation rate cap.  Entering into such long-term arrangements, therefore, would have locked-in known and measurable losses costing millions of dollars.  GPU Energy was faced with a no-win decision in the initial stages of retail choice in January 1999.  It pursued a PLR procurement strategy predicated upon some reasonable amount of shopping success in the face of prior evidence of robust shopping and active participation of alternative generation suppliers.  It was a reasonable decision when made and hindsight does not change that. 



The OCA, Mr. Mangione and MEIUG/PICA assert that the wholesale energy and capacity markets are within GPU Energy’s control.  OCA M.B. at 29-30, Mangione M.B. at 29-30; MEIUG/PICA M.B. at 54-55.  As discussed above, however, prices in the wholesale power markets are volatile, GPU Energy owns no significant generation and it cannot affect the way generation is bid into the PJM market.  Although GPU Energy attempts to mitigate these circumstances by a mix of long, short-term, spot and forward purchases,  Met-Ed/Penelec St. No. 1-PLR at 5, there is little GPU Energy can do to mitigate its PLR costs when the prices in these various power markets routinely and consistently exceed the generation rate cap and customers return to GPU Energy’s PLR service in unpredictable numbers and at unpredictable times.  Applicants’ R.B. at 40-41.



Some parties contend that GPU Energy’s PLR procurement strategy either did not evolve or adapt to changing market conditions or that the GPU Energy had unrealistic expectations about the depth and maturity of the wholesale electric market coming out of restructuring in the Fall of 1998.  OCA M.B. at 76-80; MEIUG/PICA M.B. at 50-51, 54-55. 



Mr. Mascari’s cross-examination by Mr. Mangione illustrates the evolution of GPU Energy’s PLR procurement strategy:

Q. Has your strategy evolved from the day that you first formed your group and began to implement a strategy of procuring a PLR energy supply to satisfy your PLR customer load?

A. Yes.  It has.  I mean, we’ve continued to look for alternative instruments as opposed to just a 5 by 16 block purchase that’s the most commonly traded, you know, product in today’s energy market.  So, we’ve examined shape products.  We’ve looked at options.  We’ve looked at swing options.  We’ve looked at a variety of different ways to meet our obligation or at least provide price certainty.  And we continue to look at things, you know, with various consultants that we’ve retained to say there are other things that we could purchase other than the 5 by 16 folds.

Q. So the strategy has evolved because the market price was evolving? 

A. I think that the strategy has evolved both because the market place continues to evolve, that there are - - that we have determined that if we could - - that because the market is not liquid for the standard 5 by 16 PJM Hub Western contract that we’re trying to search for alternatives to deal with these issues of liquidity.  And the fact that we are now purchasing considerably more generation supply then we expected to be purchasing at this time because of returning customers. 

Tr. at 902-903.



GPU Energy planned for the success of retail competition in Pennsylvania, as the following colloquy, again between Mr. Mangione and Mr. Mascari, demonstrates: 

Q. When you embarked upon your PLR strategy, did you expect or was it your anticipation that the markets were mature and that there were products out there, there was sources out there, there were various delivery systems for you to satisfy your PLR responsibility?

A. We had an expectation that there would be - - that marketers seem to be genuinely interested in serving the retail load within Pennsylvania, that they were aggressively going to market to our customers, that early in 1999 we jumped to something like 35, 40% of our delivery load was, in fact, shopping, and that given their interest in the settlement process over the whole CDS structure, that they were actively going to compete in a sense to replace the distribution company as the default provider by providing CDS service.  So, that was our - - that was our expectation going into this.

We believe that, as I stated in the testimony, that we would ultimately either be exiting the PLR business or getting it down to a relatively low level of customers that, in fact, still received energy supply from GPU energy.  

Tr. at 904.  

Successful retail competition was reflected in the Electric Competition Act itself, in the Restructuring Settlement, by the parties to the Restructuring Settlement and by the Commission.  Tr. at 904.  Those stakeholders believed there was going to be robust competition in electric energy which would quickly replace the distribution company as the provider of choice to retail customers.  Tr. at 887, 888, 904-905, 1520. 



I agree with GPU Energy that it was reasonable and prudent for it to embark on a PLR procurement program built upon retail competition working in Pennsylvania.  I do not accept the OCA argument that GPU Energy was gambling on a particular approach to PLR service to maximize profits and be successful.  OCA M.B. at 79.  As Mr. Hafer testified, GPU Energy did not want to take the risk of either big losses or big financial gains, which is why it exited the commodity generation business and concentrated on developing a “wires only” company.  Tr. at 1507, 1518-1519.  The variation in earnings goal described by Mr. Mascari as the cornerstone of the GPU Energy’s PLR procurement program reflects a risk averse policy intended to avoid either large gains or losses.  Applicants’ R.B. at 45.

The OCA claims that GPU Energy continued to act imprudently and unwisely in its overall PLR procurement strategy by failing to take corrective action after its inaugural June 1, 2000, CDS Program failed.  OCA M.B. at 80-82.  I do not agree.

GPU Energy was under a mandate contained in Section F.2 of the Restructuring Settlement to proceed with the first CDS effort in Pennsylvania.  The CDS Program was intended to allow 20% of all GPU Energy’s customers to be eligible for assignment to a CDS provider by no later than June 1, 2000.  When the initial CDS Program failed in late January and early February 2000, GPU Energy issued a new request for proposal (RFP) seeking one year offers for energy and capacity without the constraints of the generation rate cap.  Tr. at 828-829. Prospective bidders gave several reasons why they elected not to participate in the CDS Program, so GPU Energy issued a second RFP to see if there was sufficient market interest in providing energy and capacity to GPU Energy when not encumbered by the CDS Program’s requirement that the successful bid be at or below the rate cap.  However, the CDS Program’s one year duration was retained. GPU Energy received several tentative bids in response to the second solicitation but found the pricing to be excessive and not acceptable.  Tr. at 829-830.



On March 16, 2000, this Commission issued an order granting GPU Energy’s request to terminate its initial CDS Program for lack of participation.  GPU Joint Petition for Full Settlement; Paragraph F; Competitive Provider of Last Resort, Docket Nos. P-00991770 and P-00991772 (Order entered March 16, 2000).  As a result of the Commission’s March 16, 2000, Order, the Commission convened a collaborative beginning in June 2000 to address specific issues and problems with the CDS Program.  Id. at 3.  GPU Energy, the OCA, MEIUG/PICA and other parties who executed the original Restructuring Settlement participated in several collaborative sessions through June and portions of July 2000.  The parties could not reach consensus on a redesign or restructuring of the CDS Program to alleviate the perceived structural problems with the CDS Program, as well as prevailing market prices in excess of GPU Energy’s generation shopping credits.  



Although several parties in this proceeding have chastised GPU Energy for failing to amend the CDS Program in light of real world experience, including some of the parties involved in the collaborative (OCA M.B. at 77-80), GPU Energy was powerless to modify that program alone.  When the collaborative failed, GPU Energy continued to pursue other options for procuring energy and capacity to meet its PLR obligations recognizing that energy prices were at levels well beyond anything envisioned during and exiting restructuring in the Fall of 1998.  



GPU Energy filed its PLR Petition because it became apparent that no CDS Program “fix” was forthcoming, because wholesale energy prices were continuing to increase, and because substantially all of GPU Energy’s shopping customers were abandoning their suppliers and returning to PLR service.  Despite its efforts to fix the CDS Program, GPU Energy was and continues to be powerless to address its fundamental flaw – the requirement that any and all bids for CDS service be at or below the rate cap.  See Restructuring Settlement at Sections F.3 and F.9.  As long as GPU Energy cannot bid the CDS Program on a truly competitive market basis (i.e., not constrained by rate caps) it will continue to be unsuccessful.  Of course, this assumes that a competitive market exists, and none does presently.

The OCA contends that the provision in the merger agreement requiring GPU Energy to obtain FirstEnergy’s approval before entering into purchases in excess of twelve months restricted GPU Energy’s ability to address its PLR obligation for 2001.  OCA M.B. at 83.  Mr. Mascari, however, made it clear that GPU Energy believes that such review and approval can be attained quickly.  Tr.  885-886.



The OCA asserts that GPU Energy was imprudent and unreasonable by failing to enter into long-term arrangements to meet its PLR obligation upon divestiture in the light of the ability of Duquesne Light Company and Potomac Electric Power Company (Potomac) to do so.  GPU Energy notes that although GPU Energy’s asset sale preceded Duquesne Light’s by several months, GPU Energy specifically negotiated transition contracts with Sithe Energy and Amergen (the latter being the purchaser of GPU Energy’s nuclear plants) for two to three years (Tr. at 856-857; Met-Ed /Penelec St. No. 1R-PLR at 15) – an even longer period than the one Orion assumed for Duquesne Light’s PLR supply obligation.  Applicants’ R.B. at 51.  

Potomac announced its intention to divest its generation assets on June 8, 2000 and closed the sale transaction with its purchaser – Southern Company – on December 19, 2000.  One component of the Southern Company-Potomac transaction is a short-term buy-back arrangement to address Potomac’s energy and capacity needs during an approximate three-year transition period in Maryland from July 1, 2000, through July 1, 2003.  In the matter of the Potomac Electric Power Company’s Proposed (a) Stranded Cost Quantification Mechanism; (b) Price Protection Mechanism and (c) Unbundled Rates, Public Service Commission of Maryland, Case No. 8796, filed February 3, 1999, and amended September 23, 1999.  The transaction with Southern Company provides energy and capacity to Potomac during the period from July 1, 2000, through July 1, 2003, when it is required to provide standard offer service to customers in Maryland.  After July 1, 2003, Potomac is required to conduct a bid to procure energy and capacity to supply to customers under default service, with those costs being directly passed on to Maryland customers for recovery.  



I agree with GPU Energy that neither Duquesne nor Potomac had “long-term” arrangements to meet their PLR obligations as part of the generation asset divestitures.  All three companies attempted to address uncertainties in a new market – with GPU Energy first earlier and Potomac last – by arranging for supply for 2-3 years when it was reasonable to expect that these markets would become more mature and stable.  Applicants’ R.B. at 51-52.



I agree with GPU Energy that it understood that the energy and capacity market in PJM coming out of restructuring in October 1998 was likely to have some limited uncertainty, volatility and unpredictability.  Based on this record, it prudently arranged for transition contracts to address some of these needs – along with maintaining its existing NUG portfolio – in a manner substantially identical to what Duquesne and Potomac did later.  While all three companies pursued their divestitures somewhat differently – possibly because of differences in markets, restructuring statutes and regulations and timing – they ended up addressing the duration of their post divestiture PLR needs similarly.  Applicants’ R.B. at 52. 



The OCA and MEIUG/PICA contend that GPU Energy’s PLR proposals abrogate the bargain provided customers in the Restructuring Settlement.  OCA M.B. at 107; MEIUG/PICA M.B. at 62.  I disagree.  GPU Energy’s petition for PLR relief implements the terms of Section F.9 of the Settlement Agreement and is aimed at restoring the balance lost with the failure of the CDS Program.  As Mr. Hafer indicated, through the PLR petition Met-Ed and Penelec are employing a protective mechanism that was put in place to cope with an uncertain future energy market.  Tr. at 1520.  Applicants’ R.B. at 57.


3.
Energy Costs


This record demonstrates that GPU Energy is incurring and will continue to incur significant losses in the provision of PLR service.  



Mr. Mascari described in detail the recent magnitude and direction of energy and capacity prices in PJM.  For example, Met-Ed/Penelec Exhibit No. CAM-1 demonstrates the increase in volatility of on-peak prices over time, including prices between $450/mWh and $1000/mWh, which occurred frequently during the Summer 1999 and in portions of early May and late June 2000.  Met-Ed/Penelec St. No. 1-PLR at 8.  There has also been increased volatility in off-peak energy prices.  PJM’s two-settlement system, instituted in June 2000, has not mitigated energy cost volatility.  Met-Ed/Penelec St. No. 1-PLR at 9.



Regarding energy forwards prices, Mr. Mascari observed that since the beginning of September 2000 “there has been an upward price trend, coupled with high volatility during December, with prices stabilizing thereafter but at 50 – 100% higher levels compared to the beginning of 2000 for January/February and the summer of 2001”.  Met-Ed/Penelec St. No. 1-PLR at 12.  Met-Ed/Penelec Exhibit No. CAM-4, which summarizes the forwards price outlook early in the calendar years of 1998-2001 for the following twelve months, confirms price increases for summer forwards from one year to the next.  Met-Ed/Penelec St. No. 1-PLR at 13.  Since the forwards market is typically used by potential suppliers to GPU Energy in determining their price offerings, the increased pricing in that market is directly transferable to GPU Energy when purchasing power to satisfy its PLR obligations.  Applicants’ M.B. at 91.



With respect to the PJM capacity market, Mr. Mascari also observed that the variations in summer and non-summer prices in the daily capacity credit auctions reflect “the system being in balance or, on some days, short due to capacity within PJM not being made available to the pool.”  Met-Ed/Penelec St. No. 1R-PLR at 17.  As Mr. Mascari observed, energy and capacity prices in PJM over the last two years have been increasing and demonstrating significant volatility.  Applicants’ M.B. at 92.



In developing GPU Energy’s PLR supply costs and losses, Mr. Mascari took into consideration the range and variation in PLR supply needs because customer shopping is dependent upon wholesale market price and huge swings in PLR load can occur with changes in the prevailing wholesale market price.  In the four scenarios Mr. Mascari analyzed, summarized in a chart on page 94 of Applicants’ Main Brief, GPU Energy is facing uncertainty and financial losses in the range of $85 million to in excess of $300 million for 2001 and 2002.  Although GPU Energy employed prudent strategies to mitigate the cost of purchased power to meet its PLR obligations, it has no control over skyrocketing supply costs and the return of customers who were previously shopping.  Met-Ed/Penelec St. No. 1–PLR at 33-34.  

GPU Energy can reasonably expect to incur pretax losses in connection with its PLR service between $253 million and in excess of $300 million depending upon weather, the magnitude of customer shopping and other key variables discussed above during the balance of 2001 and 2002.  As Mr. Mascari concluded:

I believe that the conditions assumed in the “all customers return” cases for 2001 [Pennsylvania pretax loss of $253 million] and 2002 [Pennsylvania pretax loss in excess of $300 million] are the most likely outcomes facing GPU Energy as a consequence of the high market prices prevailing now and their continuance into the future. 

Met-Ed/Penelec St. No. 1 at 34.


4.
ALJ Conclusion


I conclude that GPU Energy’s procurement practices were reasonable and that the rise in purchase power costs was due to factors which were outside of GPU Energy’s control.

 E.
FAIR RATE OF RETURN ISSUES


1.
Introduction


Met-Ed and Penelec submitted detailed financial statements supporting the need for PLR relief.  The written direct testimony and exhibits of Richard A. D’Angelo, Manager – Rate Activity for GPU Energy’s Pennsylvania Rate Department, provide detailed support for the requested relief, and describe the alternatives that are available to remedy the potentially severe consequences of the ongoing PLR supply losses.  Met-Ed/Penelec Statement No. 3 and Met-Ed/Penelec Exhibits RAD-1 through RAD-8, inclusive.  



GPU Energy asserts that without relief via either a rate cap exception or a recoverable deferral mechanism, Met-Ed and Penelec earnings will continue to deteriorate as PLR supply losses grow.  Moreover, Met-Ed and Penelec confront an immediate, serious dilemma in maintaining access to credit to support their PLR obligations.  At a minimum, the proposed accounting and regulatory deferral mechanism should be implemented without delay in order to maintain access to needed credit.  The most appropriate solution, however, would be a rate increase that would provide immediate cash flow relief for the Companies.  Applicants’ M.B. at 95-96.


2.
Revenue Analysis/Earnings Analysis
I find that without PLR relief, the price of purchased power for GPU Energy’s PLR obligation would deny it the opportunity to earn a fair rate of return.

Mr. D’Angelo’s testimony describes the accounting, rate case and other financial data used to develop the generation rate revenue requirement increases necessary to recover the forecasted losses associated with PLR obligations in 2001.  Met-Ed and Penelec used the twelve months ending December 31, 2001, as a base year for purposes of determining needed incremental revenue requirements.  Met-Ed/Penelec St. No. 3-PLR at 5.  The energy and supply costs used in this analysis were obtained from Mr. Mascari, as described above in Section V.D.3.

Applicants assert that because the transmission and distribution rates of Met-Ed and Penelec are under a rate cap through 2004 pursuant to the Restructuring Settlement, full normalization of the “wires” portion of the electric distribution utility business is not necessary for purposes of establishing new generation rates. Met-Ed/Penelec St. No. 3-PLR at 5.  Detailed statements of rate base at original cost and operating income were submitted into evidence, reflecting appropriate normalization adjustments as described in Mr. D’Angelo’s testimony. Met-Ed/Penelec St. No. 3-PLR at 11; Met-Ed/Penelec Exhs. RAD-1 through RAD-4, inclusive.   

For the twelve months ending December 31, 2001, the potential 2001 supply losses described by Mr. Mascari as “Case 3” would cause Met-Ed’s rate of return on rate base to fall to only 4.34 %, including a 1.17 % return on equity.  Met-Ed/Penelec Statement No. 3-PLR at 12; ME/PN Exh. RAD-1.  For the same period, Penelec’s rate of return on rate base would fall to 1.99 %, including a negative 4.21 % return on equity.  Id.  No party argued that such returns are adequate, or otherwise just and reasonable.  “Case 4” as described by Mr. Mascari for 2002 would cause Met-Ed’s and Penelec’s returns to fall further.  Applicants’ M.B. at 97.

The OCA asserts that in assessing the need for a rate cap exception, the Commission should take into account revenues from generation and T&D services.  For the Companies to qualify for relief under Section 2804(4)(iii)(D), they must demonstrate that they are not able to earn a fair rate of return.  Therefore, the rate of return for the Companies’ total operations must be examined, not just the return on the generation business.  OCA M.B. at 91.  

I do not accept the argument that the T&D returns should be used to offset PLR supply losses; and/or that the Companies are engaging in unlawful single-issue ratemaking by focusing on the generation side of their regulated business (and the related PLR supply losses) in support of a generation rate cap exception.  I do not accept the argument that the parties to the Restructuring Settlement, as well as the General Assembly in promulgating the rate cap exception for purchased power costs, intended a full blown base rate proceeding to occur before the Commission could grant generation rate cap relief.  

Section 2804(4)(iii)(D) does not require a redetermination of an electric utility’s entire cost of service and the product of their restructuring proceedings when a rate cap exception is requested.  Also, the PLR relief requested by GPU Energy is the type of claim the Commission has addressed as a single item issue in prior ratemaking determinations.  Finally, under Section F.9 of the Restructuring Settlement, the entire generation rate cap adjustment proceeding is to be concluded within 90 days of filing.

I agree with GPU Energy’s analysis that their request for PLR relief is not single-issue ratemaking.  Section 2804(4)(iii)(D) focuses on two cost issues, fuel costs and purchased power costs, together with the impact these cost items have on rate of return.  GPU Energy has focused on these items in this proceeding.  

This is not a base rate proceeding.  Met-Ed’s and Penelec’s recovery of purchased power expense via the DTM is more like an automatic adjustment clause mechanism than a base rate case.  Met-Ed and Penelec will not profit from the expense recovery they are seeking.  Rate of return is implicated in this process because the General Assembly wished to reserve rate cap exceptions for situations where the shortfall in purchased power expense was significant enough to impact an EDC’s financial health.  Minor fluctuations in purchased power or fuel expenses would not meet the statutory burden to raise the generation rate cap.  The aim of the General Assembly in Section 2804(4)(iii)(D) was not to create a new variety of base rate case that explores all expense, revenue and tax issues.  GPU Energy’s calculation of its revenue needs is consistent with the Electric Competition Act.  Applicants’ R.B. at 62-63.

The OCA assert that currently Met-Ed and Penelec are over-earning on their T&D operations.  OCA M.B. at 91.  Whether or not they are over-earning is not relevant to this proceeding.  

To make an earnings adjustment to Met-Ed’s and Penelec’s rate of return the Commission must find that their T&D rates were improperly set in the Restructuring Settlement.  I agree with GPU Energy that the OCA’s approach to Section 2804(4)(iii)(D) relief would require a reevaluation of all elements of an EDC’s cost of service, including core determinations of the restructuring process such as the establishment of T&D rates, before a decision on generation rate cap relief can be rendered; all to be accomplished, including a Commission decision, within 90 days.  It is inappropriate to deal with revenue, expense and tax issues traditionally raised in a base rate case in this proceeding, one designed to consider the rate of return impact of higher fuel or purchased power expenses. 


3.
Rate of Return/Cost of Capital

The incremental revenue requirements calculated in Mr. D’Angelo’s testimony and exhibits would permit Met-Ed and Penelec to earn overall returns of 11.73% and 9.29%, respectively.  Met-Ed/Penelec Exhs. Nos. RAD-1 at 1; RAD-3 at 1.  These returns are based on a long-term embedded debt cost rate of 7.28% for Met-Ed and 6.44% for Penelec; a preferred securities cost rate of 7.63% for Met-Ed and 7.59% for Penelec; and a common equity return of 12% for each company. Met-Ed/Penelec Exhs. RAD-1 at 8; RAD-3 at 6. Met-Ed/Penelec St. 3-PLR at 10.  

The OCA submits that Dr. Morin’s proposed cost of common equity is overstated and based upon improper assumptions.  OCA M.B. at 96-105.  The OCA presented the testimony of OCA witness Kahal who recommended that an overall cost of capital of 8.94% for Met-Ed and 8.32% for Penelec be used to evaluate the Companies’ claim.  OCA St. 3-PLR at 4.  Mr. Kahal’s recommendation incorporates a return on common equity of 10.6% for both companies.  

OTS witness Deardorff recommends a return on common equity of 10.5% for both companies.  OTS St. 3-PLR at 8.  MEIUG/PICA witness Kollen recommends that a return on common equity of 10% be used in this proceeding, which was the return on common equity established in the GPU Energy’s Restructuring Proceedings for the purpose of determining stranded cost recovery.  MEIUG/PICA St. 2-PLR at 18-19.

Dr. Morin and Mr. Kahal use the capital structures and debt/preferred stock cost rates projected by GPU Energy for December 31, 2001. The OCA does not issue with the GPU Energy’s proposed capital structure or debt/preferred stock cost rates in this case.   The principal difference between the cost of capital proposed by GPU Energy and that proposed by Mr. Kahal is found in the return on equity component.  OCA M.B. at 96.

4.
Fair Rate Of Return Considerations

I accept GPU Energy witness Dr. Roger A. Morin’s fair rate of return analysis, which supports a return on equity of 12.0% for Met-Ed and Penelec.

Dr. Morin, an independent rate of return expert, submitted written direct testimony (submitted into evidence as Met-Ed/Penelec Statement No. 5-PLR) and accompanying exhibits to support a fair rate of return on common equity for Met-Ed and Penelec of 12.0 %.  Dr. Morin derived his recommendation from studies he performed, including Discounted Cash Flow analyses, two Capital Asset Pricing Model analyses and five risk premium analyses.  ME/PN St. No. 5-PLR at 14-44.


Dr. Morin specifically emphasized that his expert rate of return opinion and recommendation was provided under an assumption that rate relief and/or a deferral mechanism as proposed by GPU Energy will be implemented without delay.  He points out that a fair rate of return for a utility without access to owned generation assets, but with unconstrained PLR obligations, would be significantly higher.  Id. at 46.  He emphasized that, without the relief requested by Met-Ed and Penelec, their financial profile would fall well below investment grade, rendering them unable to attract capital at reasonable terms – if at all – and escalating the risk premium to an indeterminate level.  Id. at 49. 




In his rebuttal testimony, Dr. Morin examined and critiqued the rate of return testimony submitted by OCA witness Kahal and OTS witness Deardorff.  Of significant concern is that neither Mr. Kahal nor Mr. Deardorff recognized the risk circumstances Met-Ed and Penelec now face.  Instead, they adopted a business-as-usual approach that understated the present return requirements of Met-Ed and Penelec.  Met-Ed/Penelec St. No. 5R-PLR at 4, 18.  Moreover, while Mr. Deardorff would allow only a 10.5% return on equity for Met-Ed and Penelec, his own barometer group average returns were in the range of 11.7%.  Similarly, OCA witness Kahal’s recommended return on equity was well below the zone of currently allowed rates of return for utilities in the United States.  Id. at 19-20.

OCA rate of return witness Mr. Kahal argues that the California utilities’ experience is irrelevant to the Met-Ed/Penelec situation, and recommends a 10.6% return on equity that does not account for any of the incremental risk associated with PLR.  OCA M.B. at 96-97.  Mr. Kahal admits that “the generation business is viewed differently from a business perspective since it is subject to a very different set of business risks compared to a “wires” company.  OCA St. 3-PLR at 14.  The risk GPU Energy faces is that it has none of the upside potential of a generation business that has produced huge profits in the current market, yet it has all of the downside exposure of providing PLR service at rates which have been capped far below actual costs.  Applicants’ R.B. at 70.  

The OTS recommendation of a 10.5% return on equity is based on a barometer group consisting of the five major Pennsylvania electric utilities, and, therefore, ignores the PLR supply losses confronting GPU Energy.  OTS M.B. at 59.  OTS acknowledges that “it is impossible to assemble a barometer group of electric companies that are in the same regulatory situation of GPU with similar risk characteristics.”  Id. at 60.

Dr. Morin’s judgment underlying his expert rate of return opinion on behalf of Met-Ed and Penelec was based on his independent analysis of several recognized methods of deriving a fair rate of return.  He also specifically recognized the current real world financial dilemma being confronted by GPU Energy.  I accept his recommended 12% return on equity as reasonable and conservative under the circumstances being faced by Met-Ed and Penelec.

I accept Mr. Morin’s use of a proxy group.  The OCA approach ignores what has been happening in the Western portion of the United States  (California and Nevada) and uses the Northeast area to find a proxy group.  OCA Witness Kahal dismissed all Western EDCs as candidates for his proxy group due to “unusual and disruptive circumstances” in California and neighboring states and selected only companies in the Northeast United States.  The weakness with this approach is that it eliminates numerous EDCs with parallels to GPU Energy.  Met-Ed/Penelec St. No. 5R-PLR at 21.

Although Mr. Kahal stresses that his group of proxy companies are all “divestiture” utilities focusing on the “wires” business, OCA St. No. 3 – PLR at 14, he fails to state whether any of these companies face PLR difficulties that are similar to GPU Energy’s.  He fails, therefore, to address the PLR risk increment that Dr. Morin’s analysis properly took into account. 



Mr. Deardorff criticizes Dr. Morin’s proxy even though there is a substantial overlap of his proxy group members (50%) with Dr. Morin’s group.  Met-Ed/Penelec St. No. 5R – PLR at 12.  In my opinion, Dr. Morin’s proxy group is the most credible proxy group presented in this proceeding.

F.
PROPOSED RESOLUTIONS OF THE PLR ISSUES


1.
Introduction


As originally filed, the PLR Petition requested an accounting and regulatory deferral mechanism.  The Supplement to the PLR Petition GPU Energy filed in accordance with the Commission’s February 1, 2001 interim order contained additional support for the deferral, as well as support for a rate cap exception; or, some combination of both remedies.



As discussed below, I do not recommend GPU Energy’s proposed DTM, either alone or coupled with an immediate increase.  I recommend that Met-Ed be permitted to file tariff supplements adjusting its existing PLR generation rates to collect additional annual revenues of $162,500,000 and that Penelec be permitted to file tariff supplements adjusting its existing PLR generation rates to collect additional annual revenues of $154,200,000.


2.
PLR Deferral Mechanism (DTM)


Recognizing the difficulty of setting new rate cap levels with any degree of certainty in today’s highly volatile energy and capacity market, and to initially not raise rates to customers, Met-Ed and Penelec originally proposed adoption of a PLR Deferred Tracking Mechanism (DTM), similar to the Energy Cost Rate mechanism used in Pennsylvania for many years to track the actual energy and capacity costs of electric utilities.  The DTM is described in detail in Mr. D’Angelo’s testimony.  ME/PN St. No. 3-PLR at 15-19.  



Under the DTM, the Commission would permit Met-Ed and Penelec, beginning January 1, 2001, to defer the net difference between their retail charges for generation service and their market cost of supply.  This net cumulative amount would be deferred together with carrying costs for ultimate recovery as directed by the Commission.  Id. at 16; ME/PN Exh. RAD-9.  Met-Ed and Penelec have proposed that the Commission review the DTM and address the timing of the recovery of the net balance during the proceeding already scheduled to take place in 2004 under the Restructuring Settlement.  Id.  



Periodic review and auditing of the DTM would follow the typical procedures employed in previous years to monitor the Energy Cost Rate.  Such ongoing Commission review would enable subsequent recovery issues to address only the timing of cost recovery, since the costs themselves would have been fully audited.  Applicants’ M. B. at 99-100.



The OCA points out that GPU Energy has not demonstrated that it is entitled to an exception to the rate cap under the Act and that the DTM would allow this exception and collect the associated costs at a later time when ratepayers have no rate cap protection.  OCA M.B. at 110. 



MEIUG/PICA asserts that the DTM should not be granted because excess PLR service costs are not valid stranded costs and because implementation of the DTM would impermissibly shift costs from one customer class to another, in violation of the Competition Act.  MEIUG/PICA M.B. at 59-62. MEIUG/PICA argues that interim adjustments should be made to the CTC if DTM relief is granted.  MEIUG/PICA M.B. at 65-67, 72-73.  



The electric generation suppliers agree with MEIUG/PICA.  They assert that increasing the generation shopping credits would allow them to re-enter the market, thereby reducing GPU Energy’s PLR obligations and cost exposure.  MAPSA M.B. at 13, 26-27; Dominion Retail M.B. at 2, 13, 21-22; New Power M.B. at 3, 10-14; Enron M.B. at 6. 



The proposed DTM is a tempting alternative because it would shield customers from the impact of an immediate, large rate increase and there would be hope that if electricity generation market prices moderate, the net balance to be recovered through the DTM would be reduced.  Nevertheless, I do not recommend the proposed DTM as a way to provide PLR relief to GPU Energy.  The DTM would keep prices artificially low and not allow for the competition which the Competition Act intends.  At the end of the DTM period, the customers, which had been paying rates which were too low, would end up paying the DTM deferrals with interest.  Rather than delaying the impact of a rate increase and preventing competition among electric generation suppliers, I believe that the better course of action is to raise rates now.  This will provide GPU Energy with its requested PLR relief and also will allow more electric generation suppliers to enter, or re-enter, the market.


3.
Rate Increase – With And Without Additional Deferral


I do not agree with GPU Energy’s request for an immediate rate increase coupled with a DTM mechanism because, for the reasons given above, I do not approve of a DTM.



The incremental revenue requirements needed to address the forecasted PLR requirements for Met-Ed and Penelec were developed in two steps. First step increases in generation revenue requirements of $126,968,000 for Met-Ed and $141,395,000 for Penelec would be required to meet PLR obligations in the short term and before the loss of existing generation commitments early in 2002.  Met-Ed/Penelec St. No. 3–PLR at 13-14; ME/PN Exhs. RAD-2, RAD-4.  Step two increases to account for the loss of existing generation commitments would amount to an additional $35,461,000 for Met-Ed and $12,840,000 for Penelec.  Id.



The OTS recommends a reduced level of rate relief, namely, an additional $78,155,000 for Met-Ed and $121,862,000 for Penelec.  OTS St. No. 2-PLR at 8.  These revenue increase levels are based on the rate of return recommendation of OTS witness Deardorff, and in the view of OTS witness Llewellyn Jones would be considered the same as a rate increase under Code Section 1308, 66 Pa. C.S. 1308.  Id. at 9.  These recommended rate increases for Met-Ed and Penelec would be in lieu of the companies’ proposed DTM mechanism, or any other annual adjustment.



As discussed above, I have accepted the rate of return recommendation of GPU Energy witness Dr. Morin.  Accordingly, I recommend that Met-Ed be permitted to file tariff supplements adjusting its existing PLR generation rates to collect additional annual revenues of $162,500,000 and that Penelec be permitted to file tariff supplements adjusting its existing PLR generation rates to collect additional annual revenues of $154,200,000.


4.
Rate Adjustment Without Increase
The OCA points out that GPU Energy’s presentation focuses exclusively on its generation revenues received through its generation shopping credit without regard to the level of its transmission and distribution rates and without regard to the impact of the higher market prices on its NUG stranded cost which adjusts to these higher market prices.  If T&D revenues are higher than T&D costs, and if the NUG CTC is recovering more stranded cost than what will actually result based on higher market prices, then a readjustment of the rate elements would be appropriate.  This readjustment of the rate elements would increase the generation shopping credit while correspondingly reducing the CTC rate and the T&D rate.  OCA M.B. at 111.

Given the short time frame for conducting this case, the OCA has been unable to calculate specific adjustments to each of the rate elements.  The OCA has determined that Met-Ed is overearning on its T&D rates by $26.9 million and Penelec is overearning on its T&D rates by $8.5 million.  OCA St. 2-PLR at 7.  In addition, as GPU Energy's testimony indicates, the difference in its NUG stranded cost for the past several years will reduce in some measure the NUG stranded cost that is to be recovered.  Rather than wait until 2004 to make this adjustment, when the adjustment is contemplated by the settlement, the adjustment should be made now so as to more accurately reflect market price in both the generation rate and the NUG stranded cost recovery.  The Companies should be required to submit a compliance filing that provides for a readjustment of rates to account for these two factors.  OCA M.B. at 112.



I do not agree with the OCA.  Changing the T&D rates now without specific adjustments to each of the rate elements would cause rate uncertainty.  It is better to wait for 2004 to make this adjustment, as provided for in the settlement.  I discuss the OCA’s NUG proposal in greater detail in Section V.I. below.

G.
COMPETITIVE ISSUES



As noted, several marketers argue that GPU Energy’s rates should be increased above the rate cap levels so that competition can develop.  NewPower M.B. at 10-14; MAPSA M.B. at 10-14; Dominion M.B. at 23.  The recommendation to grant GPU Energy an immediate rate increase to its generation rates will accomplish this.



Also, as discussed above, granting GPU Energy a DTM, either alone or in conjunction with a rate increase, would keep generation prices artificially low and prevent competition.

H.
FINANCIAL AND CREDIT QUALITY ISSUES



As GPU Energy’s rate of return expert, Dr. Morin, pointed out, without rate relief the companies’ financial profile would fall well below investment grade rendering them unable to attract capital at reasonable terms – if at all, and further escalating the risk premium.  Met-Ed/Penelec St. No. 5-PLR at 46.  Terrance G. Howson, Treasurer of Met-Ed and Penelec submitted written direct testimony, Met-Ed/Penelec St. No. 2-PLR, and accompanying exhibits which describe and document the adverse financial and credit quality impacts that increased energy and capacity costs will have on Met-Ed and Penelec in 2001.  Their PLR risk already has forced them out of the commercial paper market.  Absent relief under the PLR Petition, the financial position and credit ratings of Met-Ed and Penelec, and their access to capital markets, will continue to deteriorate.



Mr. Howson testified to the following points, all of which are the results of the current PLR dilemma Met-Ed and Penelec are facing.  Id. at 11-12, 22:

· The commercial paper market has essentially closed for Met-Ed and Penelec.

· Met-Ed and Penelec are being forced to use their bank lines of credit to replace the borrowing they otherwise would have made through commercial paper.

· Some of the commercial banks that have extended committed credit lines to the two GPU Energy companies are considering not renewing those lines when they mature.

· One large bank already has notified the companies of its decision not to renew its committed credit line to the companies.

· Without rate relief either via a deferral mechanism or a rate cap exception, credit quality statistics will fall to a “junk bond” level.

In Mr. Howson’s judgment, GPU Energy’s credit quality and access to capital markets can return to, and remain at, acceptable levels with either a deferral mechanism or immediate rate relief or some combination of both, so long as there is an assured means of recovery.  Id. at 22-23.

I accept this evidence as showing that PLR relief is needed so that GPU Energy has the financial and credit quality needed to have access to capital markets.

I.
NUG ISSUES



In its Reply Brief, ARIPPA sets forth and responds to three proposals which would negatively impact on NUG contracts.  ARIPPA R.B. at 37-57.  First, OCA suggests that because GPU Energy is over recovering NUG stranded costs under the CTC, the Companies can shuffle some CTC revenues over to the generation side, rendering PLR relief unnecessary.  OCA M.B. at 111.  MEIUG/PICA suggests that to assure consistency between DTM and CTC NUG recoveries, the Companies must alter the manner in which they currently determine NUG market value.  MEIUG/PICA M.B. at 65, 73.  Finally, GPU Energy suggests for the first time in its Main Brief that Penelec be allowed to raid its NUG Trust Fund and misappropriate funds secured to benefit the NUGs to satisfy GPU Energy’s immediate cash needs unrelated to stranded cost recovery.  Applicants’ M.B. at 106-107.  York Authority also objects to GPU Energy’s NUG Trust Fund proposal.  York Authority M.B. at 8-11.



I do not recommend accepting any of these proposals for the reasons ARIPPA gives in its Reply Brief.  The OCA’s proposal is based upon an unsupported allegation of CTC revenue recovery that is refuted by record evidence.  ARIPPA R.B. at 46-52.  MEIUG/PICA’s proposal is designed to allow industrial customers the opportunity to bypass CTC obligations which, under the Competition Act, are statutorily decreed “non-bypassable.”  ARIPPA R.B. at 52-58.  GPU Energy’s suggestion that the Commission allow the Companies to breach the NUG Trust Funds is troubling, especially because GPU Energy raises it for the first time in this proceeding at the briefing stage.  This is impermissible.  For that reason, as well as for the reasons appearing on pages 39-46 of ARIPPA’s Reply Brief and on pages 8-11 of York Authority’s Reply Brief, the belated GPU Energy proposal is rejected.

J.
PLR CONCLUSION



GPU Energy has shown that it is entitled to PLR relief.  I recommend the immediate rate increases discussed above in Section V.F.3. above.  I do not recommend approval of the proposed DTM, alone or in conjunction with an immediate rate increase.

VI.
CONCLUSIONS OF LAW



1.
With the conditions imposed herein, Applicants have met their burden of proving that the merger is in the public interest and that it will affirmatively promote the service, accommodation, convenience, or safety of the public in some substantial way.  66 Pa. C.S. §1102(a)(3); 66 Pa. C.S. §1103(a); City of York v. Pa. PUC, 449 Pa. 136, 295 A.2d 825 (1972); Re: DQE, Inc., 88 Pa. PUC 467 (1998). 

2.
To ensure that a proposed merger is in the public interest, the Commission may impose conditions on its granting of the certificate of public convenience.  66 Pa. C.S. §1103(a); Re: TA \s "DQE, Inc., 88 Pa. PUC 467, 474 (1998)" \c 0DQE, Inc., 88 Pa. PUC 467 (1998).  



3.
The proposed merger is not likely to result in anticompetitive or discriminatory conduct, including the unlawful exercise of market power, which will prevent retail electricity customers in this Commonwealth from obtaining the benefits of a properly functioning and workable competitive retail electricity market.  66 Pa. C.S. §2811(e)(1) and (2).

4.
GPU Energy’s PLR procurement program was reasonable and prudent based upon the state of information available when it made its decisions.  Pennsylvania Public Utility Commission v. Philadelphia Electric Company, 71 Pa. PUC 42, 1989, Pa. PUC LEXIS 188 (December 7, 1989) TA \l "Pennsylvania Public Utility Commission v. Philadelphia Electric Company, 71 Pa. PUC 42, 1989, Pa. PUC LEXIS 188 (December 7, 1989)" \s "Pennsylvania Public Utility Commission v. Philadelphia Electric Company, 71 Pa. PUC 42, 1989, Pa. PUC LEXIS 188 (December 7, 1989)" \c 1 .  In determining whether GPU Energy made its judgment prudently, only those facts available at the time the judgment was exercised can be considered.  Hindsight review is impermissible.  See Re:  Salem Nuclear Generating Station, 60 Pa. PUC 249, 70 PUR 4th 568, 574 (1985). TA \l "Salem Nuclear Generating Station, 60 Pa. PUC 249, 70 PUR 4th 568, 574 (1985)." \s "Salem Nuclear Generating Station, 60 Pa. PUC 249, 70 PUR 4th 568, 574 (1985)." \c 1   The standards for prudency rule, which the Commission articulated in Pennsylvania Public Utility Commission v. Philadelphia Electric Company, Docket Nos. C-860693 and C-860703 (July 18, 1988) TA \l "Pennsylvania Public Utility Commission v. Philadelphia Electric Company, Docket Nos. C-860693 and C-860703 (July 18, 1988)" \s "Pennsylvania Public Utility Commission v. Philadelphia Electric Company, Docket Nos. C-860693 and C-860703 (July 18, 1988)" \c 1 , apply in this proceeding.

5.
GPU Energy has met its burden of proving that it should be granted an exception to its generation rate cap limitations because it has been and is subject to significant increases in the price of purchased power which are outside of its control and which did and do not allow it to earn a fair rate of return. 66 Pa. C.S. §2804(4)(iii)(D). 

VII.  RECOMMENDED ORDER

Therefore;

IT IS ORDERED:

1. That the Petition to Intervene filed by James Sisson, c/o Coalition for Concerned Citizens at Docket Nos. A-110300F0095 and A-110400F0040 is denied.

2. That the Petition to Intervene filed by Peek ‘n Peak Resort and Conference Center at Docket Nos. A-110300F0095 and A-110400F0040 is denied.

3. That the Complaints of Kenneth C. Springirth at Docket No. C‑00015085, Michael and Angela Surdovel at Docket No. C-00015086, Middletown Merch. Mart and/or Saturday’s Market at Docket No. C‑00015087, Jay A. Weist at Docket No. C-00015089, Marlea and Donald Terry at Docket No. C-00015091, Randy L. Rosenberger at Docket No. C-00015092, Allen Cummings at Docket No. C-000015093, Clark DeForce at Docket No. C-00015094, and East Conemaugh Borough at Docket No. C-00015095 are consolidated with this proceeding.

4. That the Complaints of Kenneth C. Springirth at Docket No. C‑00015085, Michael and Angela Surdovel at Docket No. C-00015086, Middletown Merch. Mart and/or Saturday’s Market at Docket No. C‑00015087, Jay A. Weist at Docket No. C-00015089, Marlea and Donald Terry at Docket No. C-00015091, Randy L. Rosenberger at Docket No. C-00015092, Allen Cummings at Docket No. C-000015093, Clark DeForce at Docket No. C-00015094, and East Conemaugh Borough at Docket No. C-00015095 are dismissed or sustained in part, consistent with the body of this Order.

5. That the Joint Application of Metropolitan Edison Company, Pennsylvania Electric Company, GPU, Inc. and FirstEnergy Corp. filed on November 9, 2000, at Docket Nos. A-110300F0095 and A-110400F0040, be and is hereby approved and that certificates of public convenience shall be issued to said applicants pursuant to Section 1102(a)(3) of the Public Utility Code, subject to the following conditions:

a.
That the GPU Codes of Conduct apply to this merger and to the activities of FirstEnergy in Pennsylvania after the merger, and provided further that, within thirty (30) days of the entry date of the Commission’s Order, the merged company issue training and educational material about the GPU Codes of Conduct to its employees;

b.
That the merged company shall not withdraw the transmission facilities of Metropolitan Edison Company or Pennsylvania Electric Company from the operational control of PJM Interconnection, L.L.C. unless the merged company, or such subsidiary or affiliate thereof, has first applied for and obtained authorization by order of this Commission, and such application shall be granted only upon an affirmative showing that withdrawal would ensure the continued provision of adequate, safe and reliable electric service to the citizens and businesses of the Commonwealth and promote reliability and competitive markets; and provided further that this condition is binding on the successors and assigns of the merged company and upon any buyer of any of the transmission facilities of Metropolitan Edison Company or Pennsylvania Electric Company;

c.
That the merged company implement the Service Quality Index set forth in this proceeding in Office of Consumer Advocate Statement No. 2, Exhibit BA-1:Surrebuttal; provided further that, on or before April 1 of each year, the merged company submit to the Commission, the Office of Trial Staff, the Office of Consumer Advocate and the Office of Small Business Advocate, a report of its service quality results; and provided further that the penalties and customer restitution included in the Service Quality Index are not self-executing and are to be considered only as guides for the Commission’s consideration in any complaint brought before it as a result of the annual SQI report;

d.
That the transmission and distribution rates of Metropolitan Edison Company, Pennsylvania Electric Company, and Pennsylvania Power Company shall not be increased before December 31, 2007, and provided further that the exceptions to the transmission and distribution rate caps in Section 2804(4)(iii) shall continue to apply;


e.
That for ratemaking purposes, the costs to achieve the merger shall be expensed or amortized over the transmission and distribution rate cap period, set forth in paragraph 5.d. of this Order, for Metropolitan Edison Company, Pennsylvania Electric Company, and Pennsylvania Power Company;


f.
That the acquisition premium associated with the merger shall not be recovered from the ratepayers of Metropolitan Edison Company, Pennsylvania Electric Company or Pennsylvania Power Company;



g.
That the nuclear costs or obligations of FirstEnergy shall not be charged to the ratepayers of Metropolitan Edison Company and Pennsylvania Electric Company;



h.
That the merged company agrees that it will not assert a defense that an SEC determination preempts this Commission’s jurisdiction;



i.
That the merged company adhere to Chapters 11 and 21 of the Public Utility Code in the same manner as the existing obligations of Metropolitan Edison Company and Pennsylvania Electric Company;



j.
That the merged company shall not 1) transfer the regulated pension fund assets of Metropolitan Edison Company or Pennsylvania Electric Company to FirstEnergy Corp.; 2) commingle the regulated pension fund assets of Metropolitan Edison Company or Pennsylvania Electric Company with those of FirstEnergy Corp.; or (3) withdraw the excess pension funding of Metropolitan Edison Company or Pennsylvania Electric Company; provided further that the merged company shall establish separate pension trust funds for its regulated companies, and shall place in each fund the respective company’s pension assets and obligations as they exist at the time of the merger, subject to review of the parties to the merger proceeding; and provided further that the merged company shall not allow additional pension fund obligations or costs incurred in conjunction with the merger to diminish the value of the excess pension funding as it exists at the time of the merger;



k.
That Metropolitan Edison Company and Pennsylvania Electric Company explore modifications to its WARM weatherization program so that customers enrolled in their customer assistance programs obtain timely service from the energy management program; provided further that, within ninety (90) days of the entry of the Commission’s Order, Metropolitan Edison Company and Pennsylvania Electric Company report to the Commission on this matter;



l.
That Metropolitan Edison Company and Pennsylvania Electric Company maintain levels of community support consistent with their past practices; provided further that Metropolitan Edison Company and Pennsylvania Electric Company retain a headquarters in Pennsylvania and maintain an appropriate level of management employees at the headquarters; 



m.
That the merged company maintain at least the current Metropolitan Edison Company and Pennsylvania Electric Company level of economic 

development initiatives for the three years following the merger and then maintain levels comparable to its economic development efforts in Ohio; 


n.
That, within sixty (60) days of entry of the Commission’s Order, the merged company shall file a detailed plan to achieve projected labor cost savings; provided further that the plan shall include a detailed list of job cuts by company, by function, and by job title to allow the Commission to determine whether Pennsylvania would bear a disproportionate share of job cuts; and provided further that the plan shall specify how the job cuts will be achieved, through layoffs, early retirement programs, or attrition; provided further that the plan shall include detailed information concerning any programs that the merged company will use to minimize the impact of any work force reductions on their employees, including but not limited to the provision of outplacement services, educational or retraining reimbursement, early retirement, and severance benefits.

6.
That the Petition of Metropolitan Edison Company and Pennsylvania Electric Company, as supplemented, for Interim Relief Pursuant to Section F.2 of Their Approved Restructuring Plan and the Electricity Generation Customer Choice and Competition Act, at Docket Nos. P-00001860 and P-00001861, is approved. 



7.
That Metropolitan Edison Company may file a tariff supplement or supplements, on one day’s notice to the Commission, adjusting its existing provider of last resort generation rates to collect additional annual revenues of $162,500,000.



8.
That Pennsylvania Electric Company may file a tariff supplement or supplements, on one day’s notice to the Commission, adjusting its existing provider of last resort generation rates to collect additional annual revenues of $154,200,000. 

Dated:
 April 23, 2001















LARRY GESOFF









Administrative Law Judge

�	The documents in this proceeding have been served on and by the parties electronically.  For instance, I served my Orders on the parties by e-mail without the service of a hard copy.  The parties did the same with motions, prefiled testimony and other communications.  Hard copies of all documents have been filed with the Commission. 





�	A few Ohio-based Locals of IBEW and UWUA filed testimony by one witness, but all of the Pennsylvania and New Jersey Locals representing GPU Energy employees offered letters supporting the merger which were entered into the record as IBEW/UWUA Exhibit No. 4 on March 15, 2001.  Tr. at 1407.





�	The County and City of Erie withdrew from the proceeding and stated their support for the merger in a letter to the Commission dated February 27, 2001 from Jeffery Spaulding, the City of Erie Director of Economic and Community Development.  The Council of the City of Erie passed a resolution supporting the merger on February 21, 2001.





�	On February 1, 2001, Allegheny Electric Cooperative, American Cooperative Services, and Pennsylvania Rural Electric Association later withdrew from the proceeding pursuant to a settlement on an unrelated complaint pending before the Federal Energy Regulatory Commission (FERC).


� 	Although there are two docket numbers, GPU Energy filed one petition.





�	Of the parties filing petitions to intervene in the PLR proceeding, only Dominion Retail, Inc. did not file a similar petition in the Merger proceeding.    


�	On January 31, 2001, Peek’n Peak filed a Petition for Commission Review and Answer to a Material Question, seeking the reversal of my order denying its intervention.  The Commission’s Opinion and Order of February 21, 2001, adopted my order, denied Peek'n Peak’s Petition and declined to answer the Material Question.   


�	At my direction, the parties agreed on a Common Brief Outline, which each brief has followed.  This will assist the reader because every brief contains the same argument in the same section.  I thank the parties’ counsel, especially Ms. Tanya J. McCloskey, Senior Assistant Consumer Advocate, for their efforts in this regard and in developing the order of cross-examination at the hearings.  As a result of their efforts, the hearings proceeded smoothly and the writing of this decision was made easier.





�	Pages 1-181 contain the transcription of the Prehearing Conferences; pages 182-461 contain the transcription of the Public Input Hearings; pages 462-1604 contain the transcription of the evidentiary hearings. 	 


� 	The Common Brief Outline, which I am using as a guide to write this decision, has the parties discuss merger benefits in Section IV.C. of their briefs and their specific recommendations for conditions to the merger in Section IV.E. of their briefs.  To avoid repetition, I am combining those discussions and my recommendations for conditions in this section of my decision.





�	SAIDI measures the duration of interruptions for an annual period and SAIFI measures the frequency of interruptions experienced by customers on average during an annual period.  In all cases, better performance is represented by a lower number.  OCA St. 2 at 14.


�	The program is called a linemen training program.  I use gender neutral language to refer to the program. 





PAGE  
2
The list of intervenors is too long to fit on this page.  Accordingly, the intervenors in the A-Docket proceedings are listed on Appendix A and the intervenors in the P-Docket proceedings are listed on Appendix B, both of which are attached hereto and made a part hereof by reference.


