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Introduction and Summary

1.

In the Joint Application made by Exdon and PSEG (“Application”), the Applicants
discuss extendvey  dectric market power and their proposed mitigation commitment
plan; however, they pay litle attention to the issue of combined gas capacity
resources. The Application declares that “The combined company aso will have a large
gas digribution portfolio to complement its dectric distribution business’ (Id. at 14),
but provides no direct analyss or discusson concerning the merger’s impact on the
Mid-Atlantic gas market. The Applicants focus on gas issues only insofar as these
issues affect eectric generdion, dating, “The concern is that when the ownership of
naturd gas assets saving dectric generation fadlities is combined with the ownership
of dectric generation fadlities the potentid is created for the resultant merged
company to use control over the naturd gas facilities to disadvantage the competing
owners of the dectric generation fadlities.” (Id. a 46.) The Applicatiion does not
address potentid horizontd market power issues that may result from the merger of
PECO's and PSEG's gas capacity assets, the potentid for aggregating additional power
by providing assst management services for third parties, and the effect of such
activities on various markets.

The Ratepayer Advocate has promulgated discovery questions of Applicants withesses
William Hieronymus and Roger Frame rdaing to gas capacity and market issues under
the juridiction of the FERC. The Applicants have refused to answer those discovery
questions. Consequently, the Ratepayer Advocate and |, as the Advocate's gas witness
in this matter, have been unable to obtain supporting data concerning the issues that have
been raised in this afidavit. It is hoped that the Commisson will grant the Ratepayer
Advocate's request for discovery. It is only in that way that concerns and questions



regarding the Applicants combined gas portfolios and potential concern about control
of the gas market can be properly evaluated.

The merged company would control 35.6 % of gas transportation capecity serving the
PIM East area (Id., Heronymus Tesimony, Exhibit J16). In the Application, the
Applicants do not fully discuss related market power in the gas supply market, merely
conduding, “In short, none of the vertical concerns that the Commission focused upon
in prior vertticd mergers exids in this merger and the Transaction does not create or
enhance vertical market power [in the gas market].” (Id. at 47).

The avaldbility of interstate gas pipeline trangportation and storage capacity is limited,
paticularly during peak winter periods in the Mid-Atlantic markets where pipeine
operationad flow orders and excessve day-ahead gas prices have become on-going
concerns.  With Applicants holding 35.6% of available capacity in the PIM East market
area, avy additiond control of gas capacity resources (for example, through asset
management agreements) would place the Applicants in a podtion where they could exert
market power through various actions.

A ful evauaion should not soldy address market power issues in the upstream market
as they relate to potentia adverse effects in the downstream dectric market. There wel
may be horizontd market power concerns for the gas supply market separate and apart
from the vertica market power issues addressed in the Application.

Given the time frame for the current proceeding, the Application’'s emphasis on eectric
vs. gas maket power, and the increased capacity condraints in the Mid-Atlantic gas
market, it is recommended that the FERC require hearings on the Application in order to
determine whether Exelon and PSEG will have undue market power within the gas market
(in addition to the dectric market), and whether constraints should be placed on the
combined company to ensure that its market share of gas capacity does not become
maeridly greater and that it does not use its gas capacity to negatively affect the Mid-
Atlantic gas market.

Qualifications

7.

My name is Richard W. LelLash and my address is 18 Severty Acre Road, Redding,
Connecticut 0689. In this matter, | am submitting this affidavit on behaf of the New
Jersey Divison of Ratepayer Advocate.

| graduated from the Wharton School of the Universty of Pennsylvania in 1967 with a
BS Degree in Economics and from the Wharton Graduate School in 1969 with a Masters



10.

of Busness Adminigration Degree. | have worked in finance for Touche Ross & Co. and
PepsiCo, Inc. For the past twenty-five years | have worked on matters concerning utility
regulation, firda with the Georgetown Consulting Group and more recently as an
independent consultant.

During the course of my regulatory work, | have tedtified in gpproximately 270 regulatory
proceedings before about 25 date and federd jurisdictions including the Federal Energy
Regulatory Commission. In these proceedings my testimony was presented on behaf of
date public utility commissions, atorneys general and consumer advocates.

Since 1980 most of my regulatory work has involved naturad gas policy issues. Among
other issues, my tedimonies have involved gas sarvice unbundling, physca and
economic  bypass, gas supply incentives demand and capacity planing, gas contract
reformation, and mergers. In addressng these issues, | have analyzed gas regulatory
filingsinvolving about 30 different loca distribution companies.

The Gas Supply Market

11.

12.

Over the past few years, the wholesde naturd gas market has exhibited extreme volatility
with price levds reaching record highs  This pricing and volatlity are related to
dwindling gas supplies and steady increases in demand. As a result, there have been
increases in operationa flow orders on the interdate pipeines and instances of day-
ahead prices reeching levds in excess of $20 per Dth. These factors have led the federal
government to recognize that without the influx of foreign naturd gas supplies, the
economy may face serious economic consequences.

The mismaich between naturd gas supply and demand is particularly evident in the Mid-
Atlatic region where there is a question as to whether the interdate pipdines have the
capacity to meet demand were there to be two or three days of desgn or near-design
winter weather. In addition, with crude oil prices in excess of $50 per barrel, there is
little progpect of naturd gas demand diminution from end users with dud fud
capabilities.  Despite the supply shortfdls, the Mid-Atlantic region has seen few pipeline
expanson programs, and those that have become avalable are expensive sources of
deiverability. It is therefore not surprisng that the east coast has seen upgrades to its
exiging LNG termind fadlities with several incrementd termind projects in various
stages of development.

Market Power Consider ations

13.

Within the Exdon/PSEG application there is only a cursory andyss of gas that addresses
market power. Dr. Hieronymus has provided only summary data on pipdines flowing into



14.

15.

16.

17.

the PIM East teritory and the various shares of such capacity controlled by various
entities. (Application, Exhibit J16). He provides no data on market control for individua
pipdines, nor does he provide information concerning the control of storage capacity
hdd by the entities holding the interstate transportation entittements.  Furthermore, he
fals to discuss wha entities are involved in assst management agreements covering
pipdine capacity and what entities are market facilitators for geographic exchange
transactions.  Without such gasrelaed data, the Application is deficient. The Applicants
have not provided a complete picture of al factors relevant to market power in the Mid-
Atlantic gas market. This lack of factud data relating to gas market power issues prevents
other partiesin this matter from evauating the Applicants cdlams.

Different gas users have different needs, and ther rdiance upon pipeline transportation
may differ. Depending upon the supply resources utilized, individud LDCs and ther
ratepayers, lage commercid and indudrid end users, and gasfired dectric generators
may face very different market power concerns. A gas user that has only one pipeline
supplier or that places high reliance on bundled pesking service is far more subject to
market power iSsues.

The PSEG gas supply portfolio higoricdly has been a dgnificat force in the Mid-
Atlantic gas market. It holds dgnificant pipeline contracts and effectively serves as the
hub for the region because of its diverse array of pipdine interconnections. As a result,
many Mid-Atlantic gas users utilize, if not redy upon, PSEG's &bility to faclitate the
movement of gas supplies from diverse supply points.  With the addition of the Exeon
gas capacity, PSEG's influence in the Mid-Atlantic gas market only grows. PSEG has
higoricdly not taken advantage of its podtion as a pipdine hub; however, Exelon
management may have a different market Srategy that will negatively affect the flow of
gas through the hub.

Yet another area of concern involves the growing trend for LDCs to utilize asset
managers to operate some or al of their pipdine cepacity. With the Applicants
controlling 35.6% of the capacity in the PIM East area and ther expertise in managing
gas portfolios, it is not hard to envison the Applicants performing asset management for
other entities and thereby effectivdy controlling an even greater percentage of the
market capacity. Although gaining control of capacity by providing asset management
of incrementa capacity is not subject to direct Commisson review or approval, it does
impact upon the Commisson's review of the combined companies control of the
interstate Mid-Atlantic gas market.

In its Long Idand Lighting Company (“LILCO”) Order (Docket No. EC97-19-000) the

Commisson noted that the existence of marketers (or third party suppliers) within the
market area does not necessrily dleviage a concern that a proposed transaction may
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increase the merging paties &bility to take actions that would “adversdy affect the
competitiveness of the upstream delivered gas market.” (80 FERC par. 61035, 1997 WL
564503 at 12). Indeed, marketers have had a very limited impact on the Mid-Atlantic
market despite open access in severd dates, and they often rely directly or indirectly on
the embedded LDC’ s interstate gas capacity.

Dr. Higonymus dtates, a page 71 of his testimony, that “Applicants cannot withhold
[ther capacity] rights to reduce supply since falure to use rights amply increases the
amount of release capacity avalable to competitors” This statement is mideading snce
a capacity holder is free to nominate any leve of its entitement and is not obligated to
release capacity into the market. Moreover, if the capacity holder over- nominates, even
if the pipdine has the ability to provide incrementa transportation capecity, it would do
so only on an interruptible basis. This becomes a concern since unutilized capacity could
increase cost to gas customers and potetidly distort the PIM  price to dectric
customers.

Conclusions

19.

20.

21.

The Commisson's Merger Policy Statement generdly consders three factors in
andyzing proposed mergers. the effect on competition, the effect on rates, and the effect
on regulation. To the degree the rdevant market involves multiple States, competitive
issues cannot adequatdly be evauated by any gngle date regulatory commission.
Consequently, it appears that al multi-state aspects of market power for both the gas and
electric markets are at issue before this Commission.

Parties to this proceeding have been condrained in thar evdudions of the proposed
merger since the Application presents only that data that the Applicants believe support
the proposed merger. Other parties have not had the benefit of discovery for what can
only be characterized as complex economic and operationa issues. Additiondly, much
of the rdevant data on market power parameters is not readily available to the parties for
review and andyss. For example, while data on the gas capacity held by PECO and
Public Service Hlectric & Gas is generdly avalable, informetion on additiond gas
capacity hdd by Public Service Energy Resources and Trade (an unregulated entity) is
not.

The gas market is currently experiencing mgor changes in its scope and dructure.

Factors that conditute market power in the gas industry have changed and are, in many
respects, dill evolving. The Commisson’s decison concerning gas market power and
public interest merger issues will be only be made once; however, the consequences and
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impact of that decison on gas consumers will only become evident over time and subject
to the changing gas market.

Based on these considerations, and the other factors discussed above, it is recommended
that the Commission require hearings and discovery on the Applicaion, thereby affording
the paties and the Commisson adequate time and opportunity to fully evduate the
proposed merger. Based on information provided by the Applicants, they do not envison
find approva of the merger before the second quarter of 2006. Consequently, hearings
before this Commisson would not adversdy affect the interests of the Applicants. Such
hearings would dso provide a forum within which to explore possble congrants on the
combined companies in order to ensure that the Applicants assurances about their lack
of market power are and remain aredlity.
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Richard W. LelLash, who being duly sworn, deposes and says that the foregoing affidavit was
prepared by him or under his supervison on behdf of the New Jersey Divison of Ratepayer
Advocate in the captioned proceeding and that the facts stated therein are true and correct to the
best of his knowledge, information and belief.

Dated a Ridgefield, Connecticut, this 6 day of April, 2005.

Richard W. LelLash

Sworn to and subscribed before me this 6™ day of April, 2005

My Commisson Expires.



