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INTRODUCTION
PLEASESTATEYOURNAME,OCCUPATIONAND BUSINESSADDRESS.

My name is David E. Peterson. | am currently employed as a public utility rate
consultant by Chesapeake Regulatory Consultants, Inc. ("CRC"). Our business
address is 6837 Guilford Road, Clarksville, Maryland 21029-1632. | maintain an
office in Dunkirk, Maryland.

WHAT ISYOUR EDUCATIONAL BACKGROUND AND EXPERIENCE IN
THE PUBLIC UTILITY FIELD?

| graduated withaBachel or of Sciencedegreein Economicsfrom South DakotaState
University in May of 1977. In 1983, | received a Master's degree in Business
Administrationfromthe University of South Dakota. My graduate program included

accounting and public utility courses at the University of Maryland.

In September 1977, | joined the Staff of the Fixed Utilities Division of the South
DakotaPublic UtilitiesCommissionasarateanayst. My responsibilitiesat the South
Dakota Commission included analyzing and testifying on ratemaking matters arising

in rate proceedings involving electric, gas and telephone utilities.

Since leaving the South Dakota Commission in 1980, | have continued performing
cost of service and revenue requirement analysesasaconsultant. In December 1980,
| joined the public utility consulting firm of Hess & Lim, Inc. | remained with that
firm until August 1991, when | joined CRC. Over the years, | have analyzed filings

by electric, natural gas, propane, telephone, water, wastewater, and steam utilitiesin
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connection with utility rate and certificate proceedings before federal and state

regulatory commissions.

HAVE YOU PREVIOUSLY PRESENTED TESTIMONY IN PUBLIC
UTILITY PROCEEDINGS?

Yes. | have presented testimony in 75 proceedings before state regulatory
commissionsin Alabama, Arkansas, Colorado, Connecticut, Indiana, Kansas, Maine,
Maryland, Montana, Nevada, New Jersey, New Mexico, New Y ork, Pennsylvania,
South Dakota, and West Virginia, and before the Federal Energy Regulatory

Commission.

Collectively, my testimony has addressed the following topics. the appropriate test
year, rate base, revenues, expenses, depreciation, taxes, capital structure, capital
costs, rate of return, cost alocation, rate design, life-cycle andyses, dffiliate

transactions, mergers, acquisitions, and cost-tracking procedures.

HAVE YOU PREVIOUSLY PRESENTED TESTIMONY IN UTILITY
MERGER/ACQUISITION PROCEEDINGS?

Yes, | have. In April 1996, | presented testimony to the Colorado Public Utilities
Commission in Docket No. 95A-531EG on behalf of the Colorado Office of
Consumer Counsel relating to the merger application of Public Service Company of
Colorado and Southwestern Public Service Company. In August 1997, | presented
testimony to the New Jersey Board of Public Utilities (“Board”) in BPU Docket No.
EM97020103 on behalf of the Division of the Ratepayer Advocate (“ Ratepayer
Advocate”) relating to the acquisition of Atlantic Energy, Inc. and Atlantic City
Electric Company by Delmarva Power and Light Company. Morerecently, on April
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16, 2001, | presented testimony to the Board in BPU Docket No. EM00110870 on
behdf of the Ratepayer Advocate relating to the acquisition of GPU, Inc. by
FirstEnergy Corp. of Akron, Ohio.

PROPOSED TRANSACTION
ON WHOSE BEHALF ARE YOU APPEARING IN THISPROCEEDING?
| am appearing in this proceeding on behalf of the Ratepayer Advocate.

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS
PROCEEDING?

CRC was asked by the Ratepayer Advocate to review the Petition, testimonies and
exhibitsfiled by Atlantic City Electric Company (“ ACE”), Conectiv Communications,
Inc., and New RC, Inc. and to present testimony on the proposed acquisition of
Conectiv, Inc., including ACE, by Pepco and New RC, Inc.! The purposes of my
testimony are to describe the Ratepayer Advocate' s examination and to explain the
anayses supporting my findings and recommendations. The Ratepayer Advocate is
also sponsoring testimony fromother technical witnesses; BarbaraAlexander, James
Rothschild, Bruce Biewald and David Schlissdl.

WHAT DID YOU REVIEW IN PREPARATION FOR YOUR TESTIMONY?
| reviewed the May 11, 2001 Petition, the Agreement and Plan of Merger (“Merger
Agreement”) dated February 9, 2001, and the testimonies and exhibits of the Joint

Petitioners’ four witnesses which were filed along with the Petition. In addition, |

! “New RC, Inc. is atemporary name that has been given to the new holding company that is to be created

in the merger. A new, permanent name will be chosen at sometime in the future. Throughout this testimony ACE,
Conectiv Communications, Inc., and New RC, Inc. will be referred to collectively as the “ Joint Petitioners.”
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have reviewed New RC’ s Securities and Exchange Commission (“SEC”) Form S-4
Registration Statement under the Securities Act of 1933, whichincluded aJoint Proxy
Statement/Prospectus, New RC’s July 20, 2001 SEC U-1 Application/Declaration
under the Public Utility Holding Company Act of 1935 (“PUHCA”) certain Pepco and
Conectiv financial and operating reports, and the Joint Petitioners' responses to
requestsfor additional information submitted by the Ratepayer Advocate, the Board

Staff and by other intervenorsin the case.

PLEASE BRIEFLY DESCRIBE ACE, CONECTIV AND PEPCO.

ACE isapublic utility providing serviceto 497,000 electric customersin New Jersey
under rates regulated by the Board. ACE’'s common stock is wholly-owned by
Conectiv, Inc. of Wilmington, Delaware. Conectiv, an SEC registered holding
company under PUHCA, was formed by the 1998 acquisition of ACE by Delmarva
Power & Light Company. Today, both ACE and Delmarvaarefirst-tier subsidiaries
of Conectiv. In addition to providing wholesale and retail electric and natural gas
service, Conectiv’s present business strategy also centers on building and operating
“mid-merit” power plants that can respond quickly to changes in the demand for

power within PIM.

Pepco isan electric utility company with headquartersin Washington, DC. Presently,
Pepco isnot an SEC registered holding company. Pepco provides electric serviceto
approximately 480,000 customersin Maryland and 220,000 customersin the District
of Columbia. 1n addition to wholesale and retail electric distribution services, Pepco
provides a wide range of telecommunications services including local and long-

distance telephone, high-speed Internet and cable televison. Pepco also provides
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energy products and services in competitive retall markets. Like the Conectiv

companies, Pepco is also a member of PIM.

The following table compares the relative size of Conectiv and Pepco for the year
2000.

($Millions)
Conectiv
ACE Delmarva Pepco
Customers 497,000 471,000 711,000
Revenue $ 956 $ 1,560 $ 2,201
Assets $ 2573 $ 2,428 $ 6,585
Long-term debt $1,075 $ 1,092 $ 2,103

The Joint Petitioners claim the proposed business combination will create the largest
electric delivery company in the mid-Atlantic region (i.e., wholly within PIM) bothin

terms of load (i.e., KW) and sales (i.e., KWH), serving 1.8 million customers.

PLEASE SUMMARIZE THE PROPOSED TRANSACTION.

On February 9, 2001, the Joint Petitioners executed the Merger Agreement. To
accomplish the merger, New RC, Inc. and two other subsidiaries were formed,
“Merger Sub A” and “Merger Sub B”. Forming these two subsidiaries were
necessary to place Pepco and Conectiv as first tier subsidiaries of the holding
company, New RC, following the merger. If the necessary approvals are granted,
Merger Sub A will be merged into and with Pepco, and Pepco will be the surviving
entity. At the sametime, Merger Sub B will be merged into and with Conectiv, with
Conectiv surviving. ACE and Delmarva will remain subsidiaries of Conectiv. New

RC hasapplied with the SEC to register asaholding company under the Public Utility
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Holding Company Act of 1935. The following chart illustrates the proposed

combination:
Sell 100% Sell 100%
Conectiv] === |New RC, INC.[ e, | Penco
50% Cash/50% 37 100% New RC Stock
Pepco e Merger Sub A Merger Sub B == Conectiv

Atlantic City Electric Demarva

Pepco will purchase Conectiv for $2.2 hillion in cash and stock. Upon merger
closing, dl of the outstanding shares of Pepco common stock will be converted to an
equal number of New RC shares. Conectiv shareholders will elect to elther receive
cash for their outstanding shares of stock ($25 per share for common stock and
$21.69 for Class A common stock), New RC stock, the number of shares to be
determined by an agreed upon exchange ratio formula, or a combination of both cash
and New RC stock. Conectiv shareholdersasagroup will receive 50 percent cashand
50 percent New RC stock as compensation for their shares of common stock. Itis
anticipated that Pepco shareholders will own approximately 67 percent of New RC
shares, while the remaining 33 percent will be owned by Conectiv shareholders.
Pepco is expected to pay the roughly $1.1 billion cash consideration using $400
million of proceeds fromthe recent sales of itsgenerating assets. Therest of the cash
will need to be raised from external sources. New RC will also assume $3.2 hillion
of Conectiv’s outstanding debt and preferred stock.
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New RC’s corporate officeswill be located in Washington, DC. New RC intendsto
continueitsutility operations on astand-alone basisfollowing the merger. Therefore,
Pepco will continue to maintain its corporate offices in Washington, DC, and
Conectiv will continue operations from its Wilmington, Delaware corporate offices.
New RC’ s Board of Directorswill consist of 12 members. Ten of the members will
be nominated exclusively by Pepco. It is anticipated that al ten of Pepco’s current
directorswill be nominated asdirectors of New RC. Theremaining two directorsare
to be nominated by Conectiv, subject to Pepco approval. Mr. Howard Cosgrove,
Conectiv’s current Chairman of the Board and Chief Executive Officer, will retire at
merger closing. John M. Derrick, Jr., Pepco’ s present Chairman and Chief Executive
Officer, will serve in the same capacities for New RC. Thomas Shaw, Conectiv’'s

President and Chief Operating Officer will serve in the same capacities for New RC.

New RC will account for the transaction under the purchase method of accounting,
with Pepco being the acquiring company. Under the purchase accounting method, the
estimated fair market value of Conectiv’s assets and ligbilities will be consolidated
with Pepco. Theexcessof the transaction purchase price, including Pepco’ s merger-
related fees and expenses, over the estimated fair market value of Conectiv’s assets
will be recorded as “goodwill” on New RC's post-acquisition books. The Joint
Petitioners estimate that $543.1 million will be recorded as goodwill.? The goodwill

created inthistransactionwill remain on New RC’ sbooks, without amortization, until

2 The gross amount of goodwill to be recorded by New RC in the transaction is $885 million. That amount,
however, will bereduced by $341.9 million to eliminatetheunamorti zed goodwill presently on Conectiv’ sbookswhich
arose from the Atlantic Energy/Delmarva merger. See the Joint Petitioners’ response to NJRAR-R- 1-32.
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it hasbeen determined to befinancialy impaired, pursuant to newly adopted generally

accepted accounting procedures.®

WHAT APPROVALS ARE NECESSARY BEFORE THE TRANSACTION
CAN BE CONSUMMATED?

Both Pepco and Conectiv have received the requisite votes from their respective
shareholders approving the merger. The Joint Petitioners must have Board approval
before the transaction can close. The companies also must receive approvals from
other state regulatory bodiesincluding the Delaware Public Service Commission, the
Maryland Public Service Commission, the Pennsylvania Public Utility Commission,
the Virginia State Corporation Commission, and the District of Columbia Public
Service Commission. In addition to the foregoing state approvals, the companies
must receive clearance or approval by the following Federal regulatory agencies. The
Federal Trade Commission, the Department of Justice, the Securities Exchange
Commission, the Federa Energy Regulatory Commission, the Federa
Communications Commission and, possibly, the Nuclear Regulatory Commission.
The Joint Petitioners expect to complete the regulatory approval processin time to

close the transaction by the first quarter of 2002.

3Financial Accounti ng Standards Board Statement No. 142, “ Goodwill and Other Intangible Assets,” issued

July 20, 2001.
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CLAIMED BENEFITS

WHAT IS THE UNDERLYING STRATEGY IN PEPCO ACQUIRING
CONECTIV?

The Joint Petitionersclaimthat eventhoughit had acquired ACE inamerger in 1998,
by early 2000, Conectiv had already begunto redlize it wasjust too smal to compete
with its larger rivals in emerging competitive energy markets. Thus, Conectiv
essentially offered itself for sale. Ultimately, Conectiv’s directors determined that
Pepco’ s offer was the most advantageous of those it had considered. The apparent
underlying strategy in Pepco acquiring Conectiv isone of retail expansion of energy
delivery services within PIM. Pepco believes a much larger scale of retail service
operations will better equip the company to deal with the new challenges brought on
by industry restructuring and the introduction of retail customer choice. Pepco will
also consider Conectiv’'s mid-merit generation strategy. It can choose to adopt
Conectiv’'s strategy for itsdlf, it can choose to hat Conectiv’'s deployment of that
strategy, or it can chooseto halt deployment and sall off Conectiv’ sexisting mid-merit

plants. [Confidential:

[End of Confidential].* Theloss

of control over the mid-merit strategy by Conectiv wasthe very reason that one of Conectiv’'s

directors voted against the merger with Pepco.®

“These strategies were discussed in the Merrill Lynch confidential reports to the Pepco Board of Directors,
which were reviewed by the Ratepayer Advocate in camera.

°SEC Form S4 (Pre-effective Amendment No. 3), filed May 30, 2001, page 85.
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Even after the merger is consummated, New RC will not be as large as some of the
other utilities created by the recent mega-mergers, e.g., the recent FirstEnergy/GPU
merger. Control over New RC that is retained by Pepco, however, will alow New
RC the flexibility to seek additional acquisition partnersin the future, or to itself be
acquired by another utility. Thus, ACE’slocal interests may be pushed even further
down the priority chain than it will find itsdf if the Pepco/Conectiv merger is

approved.

WILL THE COMPANIES STOCKHOLDERS BENEFIT FROM THE
TRANSACTION?

Clearly, the mgjority of stockholders from both companies perceive the proposed
acquisition as beneficia. Thisis evidenced by the fact that the requisite number of
shareholders from each company have voted to approve the merger. For Pepco’s
stockholders, thereis an expectation that the combinationwill increase earningseven
within the first year, without considering synergy savings. Thisisdue, in part, to the
new accounting requirement that does not require amortizing or writing down
goodwill until it has been determined that the recorded goodwill has been financialy
impaired. Following the initial year post-merger, investment analysts project the

transaction will enhance Pepco’ s growth prospects from 6% - 8%.

For Conectiv's shareholders, Pepco’'s offer to pay $25 per share for Conectiv's
common stock ($21.69 for Conectiv Class A common stock) results in an attractive
premium. Based on Conectiv's trading price just prior to the acquisition
announcement (i.e., February 7, 2001), the $25 per shareoffer representsa 30 percent
premium to owners of Conectiv.common stock ($21.69 represents a 14 percent

premium to Class A shareholders).
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Q. DO THE JOINT APPLICANTS CLAIM OTHER BENEFITS CAN BE
ACHIEVED THROUGH THE MERGER?

A. Yes. The Joint Petitioners allude to benefits that should be attainable without ever

critically examining tangible savings that may result. For example, in their joint
testimonies, Messrs. Derrick and Shaw state that the combined companies can
command greater purchasing power and can achieve lower costs.® The Joint
Petitioners’ expert witness, JoeD. Pace, identifiesother potential benefitsarising from
the merger, including:
1. Creating opportunities for savings or strengthened management by
consolidating corporate functions at a measured rate;

2. Providing potential savings and/or service improvements through
sharing “best practices’ between the two companies;

3. Allowing for better responses to system emergencies and improving
customer service by taking advantage of geographic diversity; and

4, Reducing the cost of goods and services procured by making larger-
volume purchases.”
Y et, in contrast to the customary practice in these types of regulatory petitions, the
Joint Petitioners in this proceeding have not prepared a comprehensive study of
savings opportunities and related costs created by the proposed merger.®

8Joint Testi mony of John M. Derrick, Jr. and Thomas S. Shaw, page 5.
"Testimony of Joe D. Pace, page 9.

85ee response to NJRAR-R 1-27 and NJRAR-R- 1-27(Supplemental ).
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HAVE THE JOINT PETITIONERS COMMITTED TO ANY TANGIBLE
BENEFITSTO ACE'SCUSTOMERSTHAT ARETORESULT FROM THE
MERGER?

No. Through the testimony of Mr. Hasbrouck, the Joint Petitioners have committed
to a package of service guarantees. Certainly, maintaining adequate and reliable
serviceis an extremely important consideration in a merger proceeding such asthis.
But, asMs. Alexander explainsin her testimony, the service quality package that has
been offered is far weaker and provides fewer benefits to ratepayers than similar
Service Quality Guarantee programs adopted in other jurisdictions as part of merger
proposals or conditions. Moreover, this service guarantee could have been offered
without the merger proposal. That is, the ability of ACE to offer the service
guarantees is not dependent on Conectiv merging with Pepco. The Joint Petitioners
have made no commitment to any customer benefitsthat are to directly result from

the merger.

DOES PEPCO HAVE MERGER EXPERIENCE?

Yes, it does. In 1995, Pepco signed a merger agreement with Baltimore Gas and
Electric Company (“BGE”) to form a $15 hillion electric and gas company called
Constellation Energy. The merging companiesin that proceeding estimated merger-
related savings over the first ten years post-merger of $1.35 billion, net of costs to
achievethose savings. Pepco and BGE successfully secured theregulatory approvals
that were needed to merge. Y et, the merging companies were dissatisfied with the
financial conditions imposed on the merger by the Maryland and District of Columbia

Public Service Commissions who required the utilities to share a substantial portion
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of the projected merger-related savings with ratepayers.® Thus, after spending
approximately $100 million on the merger, Pepco and BGE decided in December

1997 to terminate the merger.

STANDARD OF REVIEW

WHAT SPECIFIC AUTHORIZATIONS DO THE JOINT PETITIONERS
SEEK FROM THE BOARD IN THIS PROCEEDING.

The Joint Petitionersseek Board approval of themerger pursuant toN.J.S.A. 48:3-10
and 48:2-51.1. In addition, ACE seeks Board approval to establish an accounting
mechanismto track merger related costsfor later consideration. ACE, however, has

not stated if or how it intends to recover its share of merger related costsfrom New

Jersey ratepayers.

WHAT DO THESE NEW JERSEY STATUTES REQUIRE?

| have been advised by counsel that N.J.S.A. 48:3-10 prohibits New Jersey public
utilitiesfrom salling or transferring capital stock to any other public utility and from
sling maority interest in capital stock to any corporation without Board
authorization. In considering requests under this statute, | am advised that the Board
must determine, inter alia, if the utility is able to meet pension benefit commitments

previously made to employees.

N.JS.A. 48:2-51.1 imposes additional requirements on the Joint Petitioners. | am
advised that written Board approval isrequired before any person can acquirecontrol

°Both the Maryland and the District of Columbia Public Service Commissions ordered Pepco and BGE to

share 75 percent of the projected first year net savings with ratepayers. Maryland PSC Case No. 8725, Order No.
73405, issued April 16, 1997. District of Columbia PSC Formal Case No. 951, Order No. 11075, October 20, 1977.
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of a New Jersey public utility. Under the statute, the Board is required to evaluate
four specific areas in making a public interest finding. The statute states in relevant
part:
“. .. Inconsidering a request for approval of an acquisition of control, the
board shdl evaluate the impact of the acquisitionon competition, on the rates
of ratepayers affected by the acquisition of control, on the employees of the
affected public utility or utilities, and on the provision of safe and adequate
utility service at just and reasonablerates. . .”
The Board will make specific findings on each aspect of the public interest standard
outlined in the merger statutes. Ultimately, the Board must determine whether the
transaction will result in an adverse impact on competition, on rates, on New Jersey
employees, and on the provision of safe and adequate utility service at just and
reasonable rates. Moregenerally, | am advised by counsel that after the merger, ACE
must still meet the basic requirementsspecified under N.J.S.A. 48:2-23 by furnishing
“safe, adequate and proper service, including furnishing and performance of service
in amanner that tends to conserve and preserve the quality of the environment and
prevent pollution of the waters, land and air of this State, and including furnishing and
performance of servicein amanner which preserves and protectsthe water quality of
apublic water supply, and to maintain its property and equipment in such condition

asto enableit to do so.”

HASTHE BOARD INTERPRETED THESE REQUIREMENTSIN OTHER
MERGER PROCEEDINGS?

Yes. | have been advised by counsel that in prior merger proceedings the Board has
alternately used a*“positive benefits’ standard and a“no harm” standard to evaluate
applications for changes in control. Under the positive benefits standard merger

applicantsmust prove amerger will result in positive benefits relative to the statutory
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review requirements. A no harm standard requires merger applicants to merely
demonstrate a merger will not produce an adverse result relative to the four areas
specified in the statute.

The Ratepayer Advocate contends that the Board should use the positive benefits
standard to evaluate Pepco’s take-over of Conectiv. That is, the Joint Petitioners
should convincingly demonstratethat New Jersey ratepayerswill receive positive net
benefits resulting from the merger that could not have been achieved without the
merger. Thisis, in essence, what the Board required in the prior merger involving
ACE and Delmarva. Therein, while stating that ACE had met the no harm standard
as “aufficient to ensure the continuation of safe, adequate and proper service at
reasonabl e rates and adherenceto the other requirementsof N.J.S.A. 4:2-51.1"%°, the
Board nevertheless required the utility to share 75 percent of the anticipated net
savings with New Jersey ratepayers in the form of immediate rate reductions and
required proportionate job reductions between the merging companies. Sharing 75
percent of expected merger savings with ratepayers was the same condition that the
Maryland and the District of Columbia Public Service Commissions imposed on
Pepco’ s previous merger attempt. Thus, in these respects, the Board relied on the
positive benefits standard when it imposed conditions on ACE’'s merger to form
Conectiv. The same positive benefits standard should be applied to ACE and Pepco
in this proceeding.

10

I/M/QO Petition of Atlantic City Electric and Conectiv, Inc. for Approval of a Change in Ownership and

Contral, (“1998 Conectiv Merger”)January 7, 1998, Docket No. EM 97020103, page 6.
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The Board explicitly relied on the positive benefits standard in 1984 when reviewing
amerger between NUI Corporation and Elizabethtown Gas Company.** Inruling on
that merger, the Board set forth a 12-part test to determine whether that merger

provided positive benefits to the public interest and not merely caused no harm.*

SUMMARY OF FINDINGS
PLEASEDESCRIBETHERATEPAYERADVOCATE'SEXAMINATIONIN
THISPROCEEDING.

Pursuant to N.J.S.A. 48:2-51.1, Y our Honor and the Board must consider the effect
of the acquisition on (1) competition, (2) ACE’s regulated service rates in New
Jersey, (3) ACE’'s employees, and (4) the provision of safe and adequate service at
just and reasonable rates. The Ratepayer Advocate designed its examination and
analyses with these requirements in mind. Collectively, the witnesses for the
Ratepayer Advocate have considered and will offer testimony on each of these four
areas. | was assigned to address issues of genera regulatory policy raised by the
Petition, and more specifically, issues concerning the impacts of the merger on rates
and on ACE’ s employees and the accounting order that ACE seeks from the Board
concerning tracking merger related costs. To aid in my evaluation of these areas, |
identified four questionsto determineif Pepco’ sproposed acquisitionof Conectiv and
ACE is in the public interest. The four questions relating to rates and employee

impacts resulting from the merger are as follows:

11 1/M/O Ptition of New Jersey Resources Corporation and New Jersey Natural Gas Company v. NUI
Corporation and Elizabethtown Gas Company, (“NUI Merger Order”) BPU Docket No. 8312-1093, January 1, 1984.

12 NUI Merger Order, pp. 7-8.
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1. Will the merger result in tangible and determinable net benefits that
could not be achieved without the merger?

2. Will New Jersey ratepayers redlize tangible merger benefits
contemporaneous with the merger?

3. Does the Merger Agreement contain adequate protection for ACE's
current employeesagainst any unreasonabl e treatmentsthat may result
from the merger?

4. Will regulatory oversight be unduly complicated by the merger in

ways that effective regulation by the Board will be impeded?
My testimony addresses each of these questions. The fina section of my testimony
addresses ACE’ s request concerning tracking merger-related costs. The Ratepayer
Advocate' sother witnessesaddresscompetition, servicerdiability, and other relevant

i SSUES.

PLEASE SUMMARIZE YOUR FINDINGS.

The Petition fails to meet the positive benefits standard. The Joint Petitioners have
not demonstrated that New Jersey ratepayerswill recelve net positive benefitsarising
from the merger. Moreover, the Joint Petitioners fail to make a minimum showing
the proposed transaction will result in no harm. Specifically relating to my areas of
inquiry, i.e., rates and employees, the Joint Petitioners have not sufficiently
demonstrated its plan will not result in harm to ratepayers. Following is a brief
summary of my findings on each of the four questions that formed the basis for my

examination.

Finding 1: Whether the merger produces tangible positive benefitsdependson a
comprehensive anaysis of merger-related costsand benefits. Benefits

realized as adirect result of the merger should exceed costsincurred
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to accomplish the merger. The meager analysis offered by Joint
Petitioners has not shown this to be the case. In short, the Joint
Petitionersfail to sufficiently quantify both short-termandlonger-term
merger-related costs and anticipated benefits. They also fail to
demonstrate that the costs that are being incurred are necessary,
prudent, and reasonable. Moreover, other than the cursory estimates
of non-operating savings over the next five year that were provided
late in the discovery process, the Joint Petitioners fall to quantify
specific benefits to be achieved in the merger in a comprehensive
manner. Nor do they state their plan for achieving the benefits
described in Dr. Pace' stestimony. The merging companies have not
proven there will be postive benefits to New Jersey ratepayers
resulting from the merger. Nor have they proven that the less
restrictive no harm standard has been satisfied. In fact, the benefits
that have been quantified thusfar by the Joint Applicantsarelessthan
the merger-related costs that have been estimated, suggesting the

merger will result in anet harm.

Assuming, arguendo, that net merger benefitscan be achieved, which
has not been shown to date, the Joint Petitioners have no plan for
sharing those benefits with ratepayers, other than stating that the
normal rate setting process will capture those benefits for ratepayers
inthe future. ACE will remain a public utility subject to the Board’'s
rate regulation following the merger. The Joint Petitioners simply
dismissany rateimpact implicationof the merger because ACE’ srates

have been capped until July 31, 2003 and because Pepco plans to
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integrate the two utilitiesat a* measured pace” following the merger.
The merger plan is permanent, however. Its affects on ACE’s costs
and rateswill extend beyond the year 2003. Y et, the Joint Petitioners
have not quantified the expected impact of the merger onitsregulated
rates. Nor havethey stated aplan for integrating merger benefitsinto

ACE’ srate structure either now or in the future.

Concerning employees, the Joint Petitioners steadfastly claim that
ACE's New Jersey employees will largely be unaffected by the
merger, at least for the period of time immediately following the
merger. No commitmentswith respect to employeesis made over the
longer term following the merger, however, as Pepco integrates the
two companies at the measured pace to whichit refers. In the matter
of corporate governance, the Merger Agreement does not adequately
consider the proportionate contribution of resources to be made by
ACE and Conectiv. The Joint Petitioners promise to keep a
corporate presence in New Jersey is not sufficient because it lacks
specific details of that commitment. Thus, the Joint Petitioners have
not satisfied the positive benefits standard with respect to the impact
on employees. Nor has it even met the less restrictive no harm
standard.

Moving corporate headquarters and possibly the service company
operationsto Washington, DC, can complicatethe regulatory process
in New Jersey and will likely increase the cost of retail rate regulation.



© 00 N oo o B~ W N Bk

[
o

David E. Peterson Direct Testimony
Division of the Ratepayer Advocate
BPU Docket No. EM 01050308

OAL Docket No. PUC 04036-01
Page 20

These findings highlight areas in the Merger Plan that | have examined and found
contrary to the public interest. The Joint Petitioners have not demonstrated that the
merger, as proposed, will result in a net positive benefit to New Jersey ratepayers.
Furthermore, the Joint Petitioners have not demonstrated that the merger will not
harm New Jersey ratepayersand employees. Therefore, the Joint Petition should not
be approved inits present form and, in fact, should be dismissed and re-filed. At the
end of my testimony, | identify specific conditionsrelatingto ACE’ srates, employees,
and post-merger operations upon which approval of the merger should be
conditioned. Other Ratepayer Advocate witnesses will recommend other conditions

to be placed on the merger as well.
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NET POSITIVE BENEFITS

ISITYOURPOSI TIONTHAT THEJOINT PETITIONERSSHOULD SHOW
NET POSITIVE BENEFITS RESULTING FROM THE MERGER AS A
CONDITION TO GAINING BOARD APPROVAL?

Yes, itis. Asdefrom supporting case law in prior New Jersey merger proceedings,
the positive benefits standard makes good common sense. Before utilities undertake
to spend billions of dollars on an investment there should be threshold showing of
positive benefits. Utilities routinely make this calculation when evaluating virtually
every construction, research and development, and investment decision, unless the
project is required by law or for safety or reliability reasons. The Board should
review this $2.2 billion merger, which involves the sale and acquisition of al of the

ratepayer-funded assets of ACE, with no less scrutiny.

HAVE THE MERGING COMPANIES PREPARED A NET POSITIVE
BENEFITSCALCULATION TO SUPPORT THE PETITION?

No, they have not. The calculation of net positive benefits (or no harm) requires a
detailed assessment of the (1) potentia for synergy savings, (2) costs necessary to
close the transaction, i.e., the so-called transaction costs; and (3) costs necessary to
integrate the separate technologies, operations and functions of the separate
companies, i.e., the so-caled transition costs. Of these three, the Joint Petitioners
were required in their SEC filing to provide estimates of certain transaction costs
only. With respect to expected savings, the companies have not undertaken a
comprehensive synergy study to quantify merger-related savings. Nor has a

comprehensive estimate of transition costs been provided.
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Whilethe Joint Petitionerstestify that substantial savingsin utility operating areasare
expected, there was no attempt to quantify either the savings or the costs necessary
to achieve those savings. What the Joint Petitioners did provide late in the discovery
phase of this proceeding was a sketchy estimate of some savingsopportunitiesin non-
operating areas (i.e., corporate governance, supply chain and information technol ogy

areas) over thefirst five years post-merger.

LOOKING FIRST AT THE COSTS IN THE POSITIVE BENEFITS
CALCULATION, WHAT COSTSSHOULD BE CONSIDERED?

Generdly any cost incurred to accomplish the merger, i.e., transaction costs, or any
costsincurred to integrate the separate technol ogies, operations and functions of the
newly combined entity, i.e., transition costs, should be identified and quantified by
Joint Petitioners. Of course, merely quantifying such costs does not necessarily mean

that they are reasonable or necessary, or should offset any merger-related savings.

HAVE ALL OF THE TRANSACTION FEES ASSOCIATED WITH THE
MERGER BEEN QUANTIFIED AT THISTIME?
No.** However, New RC’'s July 20,2001 SEC Form U-1 Application provides an

estimate of certain transaction costs associated with the merger, as follows:

Bpetition, paragraph 34, page 15. “With respect to N.JA.C. 14.1-5.14(a)(14), the total amount of fees and
expenses to be incurred in connection with the Merger are not quantifiable at the present time.”
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1. SEC registration $ 959,650

2. Financial advisor fees (New RC) $ 9,100,000

3. Financial advisor fees (Conectiv) $19,800,000

4, Accountant fees $ 600,000

5. Lega fees $ 7,000,000

6. Stockholder communications $ 4,336,919

7. Miscellaneous $ 4,000,000

8. Total $45,796,569*

In addition to the fees and costs identified above, both Pepco and Conectiv have
change of control employment severance contracts with several of its officers and
managers, which, if exercised, could add millions of dollarsto the transaction costs.
Intotal, Pepco estimatesthat it will capitalize $16 millionin direct acquisition costs.™
What is missing from the record in this proceeding are estimates of Pepco’s and
Conectiv’s transaction costs that will be expensed. Moreover, because the Joint
Petitioners do not provide detailled estimates of their costs, and supporting
documentation, we cannot determine whether the costs themselves are legitimate,
prudently incurred, and reasonable. Thus, despite the fact that ACE is requesting
Board authorization to establish a mechanism to track merger-related costsfor later
disposition, there hasbeen no indication asto the level and the specific nature of costs
that will be charged to ACE.

“New RC’s July 20, 2001 SEC Form U-1 Application/Declaration, page 33.

®New RC’'s May 30, 2001 SEC Form S-4 (Pre-effective Amendment No. 3), page 104.
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Q. HAVE THE JOINT PETITIONERS INDICATED THE LEVEL OF
TRANSITION COSTSTHEY EXPECT TO INCUR?

A. No.* The Joint Petitioners state in testimony that the merged entity will continue to
function as two separate stand-alone companies, that employment levels will remain
substantially asthey are today, and that there will be no wide spread consolidation of
operations following the merger.” This mantra is repeated in virtualy all of the
companies responses to interrogatory requests that seek more information
concerning the companies’ estimates of savingsand costs.*® Y et, the Joint Petitioners
also point to the ability to gain purchasing power and lower coststo their customers
through the merger.®® Such benefits, if they are to be redized, will require careful
planning and will involve costs. The Joint Petitioners have not revealed their plans
for achieving these lower costs. Nor have they provided estimate of costs that are
likely to be incurred to achieve the expected benefits. We cannot determine now
whether the transition costsincurred by the Joint Petitionersarelegitimate, prudently
incurred, and reasonable. There should be no rate recovery for transaction costs,
either now or in the future. In addition, no rate recovery of any transition costs
should be authorized until there has been a showing of positive net benefits and that

the costs incurred were necessary, prudent, and reasonable.

®petition, paragraph 17, page 7. “The costs to achieve the Merger have not been quantified at thistime.”
Y 30int Testimony of John M. Derrick, Jr. and Thomas S. Shaw, pages 4 and 11.

Beor example, see Joint Petitioners’ responsesto NJRAR-R 1-22, 1-27, 1-39, 1-40, 1-42, 1-43, 1-48, 2-68,

930int Testimony of John M. Derrick, Jr. and Thomas S. Shaw, page 5.
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IS THERE ANY INDICATION THAT ACE AND NEW RC INTEND TO
SEEK RECOVERY OF MERGER RELATED COSTSFROM NEW JERSEY
RATEPAYERS?

Yes, thereis. Paragraph 23(B) of the Petition contains the following statement: “The
achieved efficiencies and cost savings, net of Merger-related costs, will be reflected
in the electric cost of service studies prepared in connection with future rate
proceedings.” (emphasis supplied) The notion of netting benefits with unspecified
costs should not be accepted by Y our Honor and the Board. As an initid matter, the
Board and ratepayers are entitled a comprehensive evaluation of both expected
benefits and costs. This information is necessary for Your Honor and the Board to
completeitsjurisdictional review of the proposed merger. Thereis no good reason
for the Joint Petitionersto withhold transaction/transitioncost informationfromeither
the Board or the Ratepayer Advocate. Moreover, any cost incurred by a utility that
it may seek to include in rates should be subject to the normal regulatory review
requirement that costsmust be reasonable, necessary and prudently incurred. Benefits
resulting from a merger should not be diminished because the utility has incurred

unreasonable and unnecessary costs in the process.

The Joint Petitionershave not quantified any merger-rel ated benefitsor coststo either
ACE or itsratepayers. The Joint Petitioners have not explained their plan to track
either merger-related costsor merger-related savings. Nor havethey stated aplanfor
integrating either in ACE’ srates. Without identification and tracking proceduresin
place, we cannot determine if costs that are reflected in rates are offset by merger
savings. Thereisno accountability in the Joint Petitioners plan to net merger costs
against merger savings. Nor isthere any opportunity in this proceeding to determine

if the costs being incurred by ACE are legitimate for future rate recovery. Nor is
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there any concrete indication that there will be a net positive benefit to New Jersey

ratepayers as aresult of this merger.

ARE THERE MERGER-RELATED COSTS THAT SHOULD NOT BE
CHARGED TO RATEPAYERS?

Y es. Becausethe Joint Petitionershavenot identified al of their merger related costs,
| cannot provide a definitive list of such costs at this time. But, because there has
been no comprehensive examination of merger benefits and costs, the only clear
beneficiaries of the merger will be those officers and managers that have golden
parachute employment severance contractsand the stockhol dersof both Conectiv and
Pepco. Earlier | outlined the premium that Conectiv’s shareholders will receive for
their stock ownership. | also mentioned the positive impact the merger is expected
to have on Pepco’ s post-merger earnings. These arethe only clear benefitsthat have
been identified in the merger. Inthiscase, New RC’ s shareholders should bear all of

the transaction costs.

Aside from my general recommendation that stockholdersbear dl transaction costs,
there are specific coststhat should not berecoverable fromratepayersin any instance.

For example, there should be no rate recovery for the golden parachute costs.

WHY SHOULDN'T GOLDEN PARACHUTE COSTS BE CHARGED TO
RATEPAYERS?

Golden parachutesrefer to severance paymentsmadeto executiveswho will losetheir
current positionsasaresult of the merger. Severance compensation packagesoffered
to key officers generally exceed the level of compensation that may be offered to the
rank and file employees that also may be displaced because of the merger. Sinceitis
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the executives who are largely the driving force in this merger and who will define
post-merger resource requirements, those executives should not be alowed to
promote their self interests at the expense of ratepayers. Golden parachute costs
should not be deemed a recoverable merger expense. This is consistent with the

Board' s treatment of golden parachute costs in the 1998 Conectiv Merger.

IS THERE ANY INDICATION HOW SIGNIFICANT GOLDEN
PARACHUTE COSTSWILL BE?

No. Thus far, apparently only Mr. Derrick and Mr. Shaw have been appointed to
positions with New RC. The Joint Applicants have not disclosed which of
Conectiv’'s and Pepco’'s current officers and managers having golden parachute

contracts will remain following the merger.

IN THE 1998 MERGER THAT FORMED CONECTIV, THE JOINT
APPLICANTS IN THAT PROCEEDING REQUESTED THE BOARD TO
NET EXPECTED MERGER SAVINGS WITH AN AMORTIZATION
ALLOWANCE FOR THE GOODWILL PREMIUM THAT AROSE IN THE
TRANSACTION. ISTHAT A CONSIDERATION IN THISPROCEEDING?
No, it isnot. The goodwill premium arosein the prior Conectiv merger because the
pricethat Delmarva pad for Atlantic Energy stock, plus estimated transaction costs,
exceeded the fair market value of Atlantic Energy’ s stock. The samewill be truein
this merger, i.e., Pepco’s $25 per share offer price significantly exceeds Conectiv’'s
current fair value. However, generally accepted accounting procedures (“GAAP”)
for goodwill have changed sincethe Board considered theissueinthe ACE/Delmarva

merger. In the past, GAAP required companies to amortize goodwill assets over

20 1998 Conectiv Merger, Initial Decision, p. 10.
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forty-years. GAAP now requires goodwill assets to remain on the books until such
time asit is determined that the asset has been impaired. Once financially impaired,
the previoudly recorded goodwill would then be written downto itsunimpaired value.
Therefore, the $543.1 million of goodwill created in this merger will not be subject
to amortization. There is no basis for reducing merger savings by consideration of
goodwill.

HAVING DISCUSSED MERGER-RELATED COSTS,LET USNOW TURN
OUR ATTENTION TO MERGER-RELATED SAVINGS. EARLIER IN
YOUR TESTIMONY YOU REFERRED TO THE PREVIOUS MERGER
EXPERIENCE OF CONECTIV AND PEPCO. IN THOSE EARLIER
MERGER PROCEEDINGS DID CONECTIV AND PEPCO PRESENT
COMPREHENSIVE SYNERGY SAVINGS STUDIES?

Yes, they did. All of the companies in the ACE/Delmarva and the Pepco/BGE
mergers retained Deloitte & Touche Consulting Group from Texas to prepare and
present comprehensive synergy savings analyses of each merger. The format of the
synergy savings studies in the two mergers were quite smilar. Each projected
merger-related operating and non-operating savings and costs during the first ten
yearspost-merger. Thesamewitness, Mr. ThomasJ. Flaherty of Deloitte & Touche,
was retained by both setsof merging companiesastheir expert witnesson net merger
savings. Inconnectionwiththe ACE/Delmarvamerger, Mr. Flaherty’ s study showed
$509 million of net merger savings during the first ten years post-merger. In the
Pepco/BGE merger, Mr. Flaherty’ s study showed $1.35 billion of merger savings, net
of costs, over thefirst ten years post-merger. Regulators unquestionably found the

studies to be an invaluable tool in evaluating the proposed mergers.
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HAVE THE JOINT PETITIONERS PRESENTED A COMPREHENSIVE
SYNERGY SAVINGS STUDY FOR THISPROCEEDING?
No, they have not.

WHAT REASON WAS GIVEN FOR NOT CONDUCTING A
COMPREHENSIVE SYNERGY SAVINGS STUDY?

Even though the Joint Applicants anticipate long-term cost reducing benefits of the
merger, they claim the merger is not driven by synergies resulting from wide spread
consolidation and immediate cost reductions. Apparently, their position is that the
“measured pace” at which savings are to be achieved justifies not preparing a

comprehensive savings anaysis.

DO YOU AGREE WITH THISPOSITION?

No, | do not. Before Y our Honor and the Board can make well-reasoned decisions
regarding the merger, there must be awareness of the companies plans and
expectations. The Joint Petitioners have testified that there will not be wide spread
layoffs or cost-cutting measures immediately following the merger. On the other
hand, there is aso no reason to doubt Pepco’s ability to implement strategies
following the merger to achieve substantial savings and cost reductions in the longer
term. This, essentialy, is how the companies and Dr. Pace have testified in this
proceeding. This view is aso shared by a Merill Lynch equity analyst who has
reviewed the merger plan. Steven|. Fleishman, aMerrill Lynch equity analyst, states
in his February 13, 2001 report on the merger: “While the companies are reluctant to
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guantify merger synergies, we believe that neighboring service regions provide a

decent opportunity for cost savings and merger synergies.”*

In Pepco’s and Conectiv’s prior merger proceedings, longer term cost savings were
an integral element in Mr. Flaherty’s saving analyses. A similarly structured savings
analysisfor thismerger may not show savings of the same order of magnitudefor near
term savings as was shown in the previous mergers, but longer term merger savings
expectations should be documented nevertheless. This analysis is critical to
determining whether the merger satisfies the no harm and the positive benefit
standards. It isimperative that the Joint Petitioners conclusively demonstrate that
expected merger savingswill exceed merger-related costs. That showing hasnot been

made in this proceeding.

There may be another motive underlying Pepco’ s rel uctance to document substantial
merger savings prior to receiving regulatory approvals. In the Pepco/BGE merger,
Mr. Flaherty’ s synergy savings study showed net merger savings of $1.3 billion over
the first ten years post-merger. Pepco and BGE sought regulatory approval of that
merger based in large measure on Mr. Flaherty’s savings estimates. While the
Maryland and the District of Columbia Public Service Commissionsgranted approval
of the merger, both required that 75 percent of the identified net merger savings be
shared with ratepayers. Pepco and BGE found this condition unacceptable, wanting
to retain a larger share of the expected savings for their shareholders. Ultimately,
Pepco and BGE terminated their merger plans when it appeared unlikely the

commission decisions would be reversed any time soon. Pepco is certainly aware of

2IF|eishman, Steven I, Merrill Lynch Research Bulletin, Reference Number 10141004, February 13, 2001,
page 3. Provided in response to NJRAR-R 1-58.
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the Board’'s 1997 Order in the Conectiv case wherein ACE aso was required to
return 75 percent of the projected first-year savingsto ratepayersinthe formof arate
reduction. A requirement to share alarge portion of expected merger savings with
ratepayersprovidesPepco strong incentiveto conservatively estimatemerger savings.
My suspicions appear to be shared by at least one equity analyst. The February 13,
2001, report by equity analyst David M. Schanzer of Janney Montgomery Scott LLC
includes the following passage:

“Given the problems Potomac experienced when trying to merge with what
was Baltimore Gas & Electric Co. severa years ago, both Potomac and
Conectiv are not discussing the size of the savings expected from the merger.
This is unlikely to fool regulators (nor do we think anyone has deliberately
tried to hide these so-called synergies) and we note that this may be uniquein
that savings are not being discussed at all.”#

WHAT MERGER SAVINGS, IF ANY, HAVE THE JOINT PETITIONERS
QUANTIFIED THUS FAR?

No net merger savings have been quantified asyet. Very latein the discovery phase
of this proceeding, however, the Joint Petitioners provided a preliminary estimate of
merger savingsover thefirst fiveyearspost-merger. The Joint Petitionerswere quick
to cautionthat their estimates do not constitute acomprehensive synergies study such
asthose that had been presented in boththe ACE/Delmarva and Pepco/BGE mergers.
Infact, the estimates provided by the Joint Petitionersrelate only to certain categories
of savings in non-operating areas such as corporate governance, supply chain and
information technology. No savings estimates were provided in the companies

operating areas where additional savings opportunities have been acknowledged.

22The Janney Montgomery Scott LLC report was provided in response to NJRAR-R 1-58.
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[CONFIDENTIAL]

[END OF CONFIDENTIAL] Inall, the savings that are
identified in the study are less than the $45.8 million of transaction costs that have been
identified in the Joint Petitioners SEC Form U-1 Declaration. Keep in mind that the
transaction cost estimates shown in the SEC filing do not include certain categories of
transaction costs such as golden parachute costs. Nor do they include any transition costs
that will be necessary to achievethe gross savingsthat are quantified. Clearly, merger related
costs will exceed the savings that are quantified in the Joint Petitioners analysisby awide
margin. The Joint Petitioners preliminary savings analysis does not show the merger

providing net benefits or causes no harm.

Q. WHAT DO YOU RECOMMEND REGARDING THE JOINT PETITIONERS
SAVINGSESTIMATE?

A. There is no evidence in this proceeding detailing either the costs or the expected
benefits of this merger to ACE and to New Jersey ratepayers. The scant evidence
presented by the Joint Petitionersconcerning system-wide merger-rel ated savingsand
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costs do not form an adequate basis upon which Your Honor and the Board can
determine that the net benefits standard in New Jersey has been met. | recommend
that Y our Honor and the Board direct the Joint Petitionersto submit acomprehensive
study of anticipated merger- related costs and savings and their impactson ACE and
itsNew Jersey ratepayers. Only after reviewing and analyzing such astudy can 'Y our
Honor and the Board reasonably determine if the proposed merger is in the public

interest for New Jersey.

RATE IMPACTS

HAVE THE JOINT APPLICANTS PROPOSED A PLAN TO SHARE
MERGER BENEFITSWITH ACE'S CUSTOMERS?

No, they have not. The Joint Petitioners do not intend to modify ACE’srates as a
result of the merger. Dr. Pace' s testimony at page 8 seems to suggest that because
ACE' srates have been capped until July 1, 2003, there can be no adverse rate impact
resulting fromthe merger. Thus, the Joint Petitioners dismiss any notion of sharing

any merger benefits with ratepayers.

DO YOU AGREE WITH THISPOSITION?

No, | donot. Firstof all, | disagreewith Dr. Pace' s characterization that ACE’ srates
are“frozen” until July 1, 2003. The rates have been capped, not frozen. That is, the
rates cannot increase, but thereis no good reason for them not to decrease if ACE’s

underlying cost of service has been reduced by the merger.

By referring to the rate cap, the Joint Petitioners would have Y our Honor and the
Board believe that because rates cannot be increased as a result of the merger, no

harm can result. This clearly is backwards logic. The underlying strategy of this
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merger isto enable the combined company to better meet competition for retail load
by increasing efficiencies and lowering costs. Because ACE's cost of service
following the merger should fdl, rather than increase, the fact that thereisarate cap

isirrelevant.

ACE's energy delivery services in New Jersey will remain subject the Board's
regulatory powersin the restructured industry environment. Distribution rates will
continue to be set by the Board based on ACE’s cost of service. To the extent that
ACE srates deviate unreasonably fromitsunderlying cost of service, those rates are
not just and reasonable. Therefore, if the merger reduces ACE’ s cost of serviceina
measurable way, and if those savings are not correspondingly reflected in ACE's
rates, an adverse rate impact will result. ACE’s rates, under those circumstances,
would not reflect itsunderlying cost of service. Such rates cannot be considered just

and reasonable.

DOES THE PETITION PROVIDE SUFFICIENT INFORMATION TO
QUANTIFY THE IMPACT OF THE MERGER ON ACE’'SRATES?

No, it does not.

WHAT DO YOU RECOMMEND?

While | am certain that Pepco is mindful of what the Maryland and District of
Columbia Public Service Commission required in Pepco’ smerger attempt with BGE,
the Joint Petitionersin this proceeding have presented no rationale for withholding
from ratepayersthe merger-related savings it anticipates, for the exclusive benefit of
its stockholders. As| discussed above, Y our Honor and the Board must direct the

Joint Petitionersto submit acomprehensive study of anticipated merger-rel ated costs
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and savings. If, after the Board and all parties to this case have the opportunity to
review (and respond to) this additional analysis, the Board determines that Joint
Petitionershave demonstrated that the merger would result in net positive benefitsto
New Jersey ratepayers, Your Honor and the Board should then condition merger
approval on the pass through of 100 percent of the annualized savings as areduction
to ACE's Distribution rates contemporaneously with the closing of the merger
transaction. To do otherwise and ignore the rate impact of savings creates awindfall
to New RC's stockholders and a net detriment to ACE's ratepayers. This
recommendation is consistent with the Board' s decisions in the Atlantic Electric and

Rockland Electric merger cases.®

VIIl. EMPLOYEE IMPACTS

Q. DID THE JOINT PETITIONERS QUANTIFY THE ECONOMIC IMPACT
OF THE MERGER ON THE STATE OF NEW JERSEY ?

A. No.

Q. DID THE JOINT PETITIONERS QUANTIFY THE IMPACT OF THE
MERGER ON ACE’'SCURRENT OFFICERS AND EMPLOYEES?

A. No, not specifically. Regarding local New Jersey workers, the Joint Petitioners have

consistently maintained throughout this proceeding that ACE and Conectiv will

continue operations with “substantially the same employees’ as there are today and

2 1n two recent electric utility merger cases, the Board required 75% of the merger-related savings to be

flowed through to customers as a rate reduction, effective with the merger’ s closing date. See 1998 Conectiv Merger,
Order, pp. 7, 22; 1/M/O Joint Petition of Orange and Rockland Utilities, Inc., for Approval of the Agreement and Plan
of Merger and Transfer of Control, April 1, 1999, BPU Docket No. EM 98070433, Order, pp. 17-18.
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that the merger “will require few, if any involuntary terminations.”* Regarding
corporate officers, other than for Messrs. Derrick, Shaw, and Cosgrove there has
been no indication who will fill the remaining officer and manager positions. All that
we know thus far is that a small hand full of corporate positions have been targeted

for eimination due to redundancies.?®

IS NEW RC COMMITTED TO HONOR ACE’'S AND CONECTIV'S
COLLECTIVE BARGAINING AGREEMENTS?

Yes. The Joint Petitioners SEC Form S-4 Registration filing includes the following
commitment:

“Following the effective time of the transaction, and subject to the other terms
of the merger agreement, New RC will, or will cause the appropriate
subsdiary to assume and honor al employment-related obligations,
agreements and benefits plans covering current and former employees,
directors and consultants of Conectiv or any of its subsidiaries; ..."%®
In short, New RC is obligated to honor commitments made to present ACE and
Conectiv employees and retirees pursuant to collective bargaining agreements. The

merger cannot alter those obligations.

WILL CONECTIV HAVE PROPORTIONATE REPRESENTATION ON
NEW RC’'SBOARD OF DIRECTORS?
No. As | understand the negotiations, Conectiv insisted on proportionate

representationon New RC' sBoard early on. Apparently, that condition wasdropped

45ee the Joint Testimonies of John M. Derrick, Jr. and Thomas S. Shaw, pages 4 and 12. See also, for
example, the Joint Petitioners' response to NJRAR-R 2-68.

%see Pace Testimony pp. 9-10.

% SEC Form S-4 (Pre-effective Amendment No. 3), filed May 30, 2001, page 85.
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somewhere in the negotiation process. Asthe Merger Agreement now stands, New
RC’ s Board of Directors will consist of ten directors to be nominated solely by
Pepco. Conectiv, with concurrencefrom Pepco, ispermitted to nominate at |east two
directors. The 10-Pepco/2-Conectiv mix results in disproportionate representation
on the board when one considers that Conectiv’'s shareholders will contribute
approximately 33 percent to the initial ownership of New RC. Conectiv and ACE
bring considerable assets and vaueto thistransaction, if the Joint Petitioners’ clams
areto be believed. Yet, New Jersey’sinterests, aswell as the interests of Conectiv
throughout its service territory, may suffer because of the disproportionate
representation of Conectiv on New RC’ s Board. Infact, it was for this very reason
that one of Conectiv’s present board members, Mr. Cyrus Holley, voted against the

merger.?’

WHAT ARE YOUR RECOMMENDATION CONCERNING THE IMPACT
OF THE MERGER ON EMPLOYEES?

Y our Honor and the Board have been asked to approve the merger based on the Joint
Petitioners’ representations that ACE and Conectiv will have “substantially the same
employees’ as they have today and that “the merger will require few, if any,
involuntary terminations.” 'Y our Honor and the Board will consider theimpact of the
merger on New Jersey employees. Therefore, Your Honor and the Board should
strictly enforce the Joint Petitioners’ stated commitmentswith respect to employees
and employment levels. That is, the merger should be conditioned on no significant
changes in New Jersey employees and employment levels following the merger.

Because of theway the Joint Petitioners have presented its case, we must rely on the

2" | bid., page 45.
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commitment by New RC to cause no significant reductions in ACE’s New Jersey

employment base. New RC must be held accountable for its representations.

| am a so concerned that the structure of the new company failsto give Conectiv and
ACE, astrong enough voice in the management and operations of the post-merger
company. If this results, the interests of New Jersey ratepayers may be adversely
affected. Therefore, | recommend that Your Honor and the Board condition
approval of the merger on Conectiv being given proportionate representation on New
RC sBoard of Directors. Thiswouldincrease Conectiv’ srepresentation onthe board
fromtwo persons to four persons (4/12 equals 33 percent). These stepswould help

avoid adverse impacts on ACE’'s employees following the merger.

IS A NEW SHAREHOLDER VOTE REQUIRED TO INCREASE
CONECTIV'S REPRESENTATION ON NEW RC'S BOARD OF
DIRECTORS?

No, apparently not. In response to a Ratepayer Advocate interrogatory concerning
the composition of New RC’s Board of Directors, the Joint Petitioners stated:

“Thereisno condition of the merger that limitsthe number of Conectiv seats
on the New RC Board of Directors. The Merger Agreement provides that
therewill beat least “two” Board Membersfrom Conectiv. The composition
of the Board of Directors of New RC was just one component of the Merger
Agreement negotiationsand, istherefore, part of acomprehensive package of
terms that were negotiated and was not determined inisolation. In addition,
the term specifies “at least two” of New RC’'s Board members will be from
Conectiv’' s Board, so this simply represents a minimum threshold.”#

%5ee Joint Petitioners’ response to NJRAR-R 1-41.
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Thus, shareholder approval isnot required for the Board to condition the merger on
increasing Conectiv’ srepresentationon New RC’ sBoard of Directors. Theinterests
of ACE, Conectiv, and New Jersey ratepayers will be better served by increased

representation on New RC’s Board of Directors.

REGULATORY OVERSIGHT

WHEREWILL NEW RC’'SCORPORATEHEADQUARTERSBELOCATED
FOLLOWING THE MERGER?

The holding company’ s corporate headquarters will be located in Washington, DC.

DOES HAVING CORPORATE HEADQUARTERS IN WASHINGTON
CREATE ANY PROBLEMSIN NEW JERSEY?

Yes, quite possibly. New RC intends to use a service company structure following
themerger to staff corporate governance and centralized servicefunctions. Presently,
Conectiv has a subsidiary, Conectiv Resource Partners (“CRP’), that provides
centralized services to the Conectiv affiliates, pursuant to a contract filed with the
SEC and the Board. As| understand New RC’ s plan, CRP will continue its service
company functionsimmediately following the merger. However, nofirmdecision has
been made for CRP to continue operations thereafter. New RC has formed a new
service company that temporarily has been named “New Service Co.” New RC is
considering transferring the service company functionsfrom CRP to New Service Co.
New RC hasnot stated whereNew Service Co. will belocated, but one must consider
the possibility that it may be located in Washington, DC. If that happens, the
effectiveness of the Board' s regulatory oversight may be diminished because of the
merger. New Jersey regulators, the Ratepayer Advocate, legidators, and the public

at large may have to look to a company that is even further away than Delaware
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(Conectiv’ s headquarters) to address issues formerly addressed on aloca and more
personal level. Routine service company functions, which previously were performed
in New Jersey and Delaware, could aso betransferred further away from New Jersey
to Washington, DC. Thegreater distanceinvolved will createincreased audit burdens
and costs for the Board Staff and for the Ratepayer Advocate. The transfer of
corporate offices and the service company to Washington could complicate the
Board' s regulation of ACE and will likely increase both the cost and the frustration

of regulation for al parties concerned.

WHAT ARE YOUR RECOMMENDATIONS CONCERNING SERVICE
COMPANY AND AFFILIATE TRANSACTION ISSUES?

As one of the conditions of merger approval, Your Honor and the Board should
require the Joint Petitioners to: (1) file for Board approva of the structure and
creation of the new, post-merger service company; (2) subject themselves to Board
jurisdictionfor filing, review, and approval of any cost allocation manual or formulas
that the new service company will use, in addition to any other regulatory approvals
that may berequired; (3) staff an officein New Jersey with highlevel decision makers
knowledgeable in New Jersey local affairs. Theserequirementswill help mitigatethe
merger’s impact on the Board' s ability to regulate ACE post-merger, including the
potential for improper cost alocation to and cross-subsidization by New Jersey
customers. The Board ordered Conectiv to comply with smilar requirementsin its

order in the Atlantic Electric merger case.”

MERGER COST TRACKING REQUEST

2 5ee 1998 Conectiv Merger, Order, pp. 16-17.



© 00 N o o B~ W N P

N RN RN NN R P R R R R R R R
A W N P O O 0O N O O D WO N O

Q.

XI.

David E. Peterson Direct Testimony
Division of the Ratepayer Advocate
BPU Docket No. EM 01050308

OAL Docket No. PUC 04036-01
Page 41

PARAGRAPH 34 OF THE PETITION INCLUDES ACE'S REQUEST FOR
“ANY NECESSARY APPROVALS FROM THE BOARD TO TRACK
[MERGER-RELATED] COSTSFORLATERCONSIDERATION". DOYOU
HAVE ANY COMMENTS?

Yes, | do. Asan initial matter, it is not clear exactly what approval ACE is seeking
inthisregard. | can find no other statementsin the Joint Petitioners’ filing explaining
precisely what ACE seeks from the Board. Apparently, ACE would like some sort
of an accounting order that would alow it to carry on its books the merger-related
costs that it incurs or that are allocated to it by Conectiv and Pepco until thereis a

later determination of the treatment, and presumably, recovery of those costs.

IF YOUR UNDERSTANDING IS CORRECT, DOES ACE’'S REQUEST
SEEM PROPER TO YOU?

No, it does not. FAS 71 permits utilities to defer costs and recognize regulatory
assetsonly if it is*probable’ the regulatory commission will permit the deferred cost
to be recovered in future rates.* Earlier in my testimony, | addressed why it is not
appropriate for the Joint Petitioners to recover itstransaction costs from ratepayers
inthisproceeding. Asfor transition coststhat may beincurred in the future, the Joint
Petitioners have provided no evidence as to the nature of those costs or their
magnitude. Moreover, there is no evidence that any of the costs that have been
incurred or that will be incurred in connection with the merger are necessary,

reasonable and prudent. ACE’s merger cost tracking petition should be denied.

CONCLUSION

statement of Financial Accounti ng Standards No. 71, “Accounting for the Effects of Certain Types of

Regulation,” issued December 1982.
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PLEASE SUMMARIZE YOUR CONCLUSIONS AND
RECOMMENDATIONS.
The Joint Petitioners claim the proposed merger represents an opportunity for both
companies to dsgnificantly increase their combined competitive positions in a
restructured industry offering customer choice. This is to be accomplished by
increasing operating efficienciesand by eliminating redundant functionsand lowering
costs. Yet, the Joint Petitionersfailsto provide asufficient road map explaining how
these goals will be met. In effect, the Joint Petitioners are asking the Board to
approve the merger without first telling Y our Honor and the Board (1) how much
savings can to be expected, (2) how much it will cost to close the merger, (3) how
muchit will cost to achievethe anticipated savings, (4) how ratepayerswill participate
in and benefit from these savings, (5) what voice ACE will have in the newly
established holding company, and (6) that officesin New Jersey will be staffed with
high level decision makers knowledgeable in local affairs. Joint Petitioners have not
provided the basic factsfor Y our Honor and the Board to make aninformed decision
in this matter. Clearly, the Joint Petitioners have not met either the net positive
benefits standard or the even less restrictive no harm standard. Therefore, before
Y our Honor and the Board actson the Joint Petition, | recommend that it direct the
Joint Petitioners to re-file their Petition and:

A. Prepare comprehensive estimates of transaction and transition costs,

including supporting documentation; and
B. Prepare comprehensive estimates of merger savings, including
supporting documentation;

All parties to this case must then have the opportunity to review and respond to this
additional documentary data in an evidentiary hearing process. Thereafter, if the

Board determinesthat thereis quantification of net positive benefitsfromthe merger,
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it should order ACE to reduce its Distribution rates by an allocable share of 100

percent of the annualized net savings, effective with the closing date of the merger.

Y our Honor and the Board should aso conditionitsapproval on the following items:

1.

Conectiv be granted proportionate representation on New RC’'s Board of
Directors (i.e., at least 4 representatives to be nominated by Conectiv);

The same number of customer servicecentersremainin New Jersey following
the merger and a corporate office in New Jersey be maintained and staffed
with high level decision makers knowledgeable in New Jersey affairs;

That ACE maintain employment levels substantially asthey aretoday and that
there be few, if any, involuntary terminations. To the extent that thereis any
deviation from this commitment post-merger, New RC must first obtain
Board approvadl,

Transaction costs will not be included in the rates for ACE’s customers,
The Joint Petitioners shall submit a service company agreement and cost
alocation manual to the Board for review and approval, and abide by the
Board' s decisions thereto for purposes of utility rates and services; and
ACE'srequest to track merger related costs for later disposition should be
denied.

The Ratepayer Advocate’ sother witnesses recommend additional conditionsthat the

Board should impose on the Joint Petitioners as well.

DOESTHISCONCLUDE YOUR TESTIMONY AT THISTIME?

Yesit does.



