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GENERAL ORDERS
GENERAL ORDERS -- ELECTRIC

DOCKET NO. E-160, SUB 103

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of

Investigation of Integrated Resource

‘ORDER APPROVING INTEGRATED

ADDITIONAL INFORMATION IN

)

Planning in North Carolina-2005 )  RESOURCE PLANS AND REQUIRING
)
)

HEARD:

BEFORE:

FOTURE REPORTS

Commission Hearing Room, Dobbs Building, 430 North Salisbury Street, Raleigh,
North Carolina, on May 1, 2006, and June 27 — 28, 2006; Pitt County Courthouse,
Greenville, North Carolina, on May 31, 2006; and Buncombe County Courthouse, 60
Court Plaza, Asheville, North Carolina, on June 1, 2006

Commissioner Sam J. Ervin, IV, Presiding, Chair Jo Anne Sanford, and
Commissioners Robert V. Owens, Jr, Lorinzo L. Joymer, and William T.
Culpepper, I

APPEARANCES:

For Carolina Power & Light Company, d/bfa/ Progress Enérgy Carolinas, Inc.:

Len S. Anthony, Deputy General Counsel, and Kendal C. Bowman, Associate General
Counsel, Progress Energy Carolinas, 410 8. Wilmington Street, Raleigh, North
Carolina 27602

For Duke Power Company LLC, d/b/a Duke Energy Carolinas, LLC:

Lawrence B. Somers, Assistant General Counsel, Duke Energy Corporation, 526 8.
Church Street, Charlotte, North Carolina 28202

Robert W. Kaylor, Law Office of Robert W. Kaylor, P.A., 225 Hillsborough Street,
Suite 480, Raleigh, North Carolina 27602

For Virginia Electric and Power Company, d/b/a Dominion Nerth Carolina Power:

Bemnard L. McNamee, I, McGuire Woods LLP, 901 East Cary Street, Richmond,
Virginia 23219-4030

" Robert W. Kaylor, Law Office of Robert W. Kaylor, P.A., 225 Hillsborough Street,

Suite 420, Raleigh, North Carolina 27602
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For North Carolina Electric Membership Corporation:

Thomas K. Austin, Associate General Counsel, North Carolina Electric Membership
Corporation, 3400 Sumner Boulevard, Raleigh, North Carolina 27616

For Carolina Utility Customers Association, Inc.:

James West, West Law Offices, P.C., Suite 2325, Two Hanover Square,
434 Fayetteville Street Mall, Raleigh, North Carolina 27601

For Carolina Industrial Group for Fair Utility Rates:

Ralph McDonald, Bailey and Dixon, LLP, Post Office Box 1351, Raleigh North
Carolina 27602

For North Carolina Waste Awareness and Reduction Network:
John Runkle, P.O. Box 3793, Chapel Hill, North Carolina 27515
For Environmental Defense and Southern Environmental Law Center:

Gudrun Thompson, Southern Environmental Law Center, 200 W, Franklin Street,
Suite 330, Chapel Hill, North Carolina 27516

For North Carolina Sustainable Energy Association;

T. LaFontine Odom, The Odom Law Firm, PLLC, 1109 Greenwood Cliff, Chariotte,
North Carolina 28204

For the Using and Consuming Public;

Leonard G. Green, Assistant Attomey General, North Carolina Department of Fustice,
P.0. Bex 629, Raleigh, North Carolina 27602

Kendrick C. Fentress, Robert S. Gillam, and Tab C. Hunter, Staff Attomeys, Public
Staff — North Carolina Utilities Commission, 4326 Mail Service Center, Raleigh,
North Carolina 27699-4326

BY THE COMMISSION: G.S. 62-110.1(c} requires the North Carolina Utilities
Commission (Commission) to “develop, publicize, and keep current an analysis of the long-range
needs” for electricity in this State. The Commission’s analysis should include: (1) its estimate of the
probable future growth of the use of electricity; (2) the probable needed generating reserves; (3) the
extent, size, mix, and general location of generating plants; and (4) arrangements for pooling power
to the extent not regulated by the Federal Energy Regulatory Commission (FERC). G.S. 62-110.1
further requires the Commission to consider this analysis in acting upon any petition for a certificate
of public convenience and necessity for construction. In addition, G.S. 62-110.1 requires the
Commission to submit annually to the Governor and o the appropriate committees of the General
Assembly the following: (1) a report of the Commission’s analysis and plan; (2) the progress to date
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in carrying out such plan; and (3) the program of the Commission for the ensuing year in connection
with such plan. The Public Staff is requlred by G.S. 62-15(d} to assist the Commission in its analysis
and plan pursuant to G.S. 62-110.1. '

Consistent with the requirements of G.S. 62-110.1, the Commission conducts an annual
investigation into the electric utilities’ integrated resource planning (IRP). Commission Rule R8-60
requires that -each of the investor-owned utilities and the North Carolina Electric Membership
Corporation (collectively, the utilities) furnish the Commission with an annual report (annual report
or plan) that contains specific information that is set out in subsection (c) of the Rule, In addition,
Commission Rule R8-62(p) requires that the utilities incorporate information in these annual reports
conceming the construction of transmission lines. Within 90 days after the filing of each utility’s
annual report, the Public Staff or any other intervenor may file its own report or an evaluation of or
comments on the utilities’ reports. Furthermore, the Public Staff or any other intervenor may identify
any issue that it believes should be the subject of an evidentiary hearing.

The General Statutes also require that least cost planning be implemented by the utilities in
North Carolina, G.S. 62-2 provides, in part, that it is the policy of the State:

(3a) To assure that resources necessary to meet future growth through the provision of
adequate, reliable utility service include use of the entire spectrum of demand-side
options, including but not limited to conservation, load management and efficiency
programs, as additional sources of energy supply and/or energy demand reductions. To
that end, to require encrgy planning .and fixing of rates in a manner to result in the
least cost mix of generation and demand-reduction measures which is achievable,
including consideration of appropriate rewards to utilities for efficiency and
conservation which decrease utility bills[.]

The Commission has implemented the provisions of these statutes by requiring annual filings
by Progress Energy Caralinas, Inc. (PEC); Duke Energy Carolinas LLC (Duke); the North Carolina
Electric Merbership Corporation (NCEMC); Dominion North Carolina Power (DNCP); and Western
Carolina Energy, LLC (WCE). These annual filings set out the utilities’ load growth projections and
the manner in which the utilities plan to meet anticipated loads,

On August 31, 2005, WCE filed its annual report. On September 1, 2005, DNCP; PEC, and
NCEMC filed their annual reports. - In accordance with an extension of time granted by the
Commission, Duke filed its annual report on November 1, 2005.

The following parties requested and were -allowed to intervene and participate in the
proceedings: the North Carolina Sustainable Energy Association (NCSEA); the North Carolina Waste
Awareness and Reduction Network, Inc. (NCWARN); Environmental Defense and the Southemn
Environmental Law Center (ED/SELC); the Southem Alliance for Clean Energy, Inc. (SACE); the
Carolina Utility Customers Association, Inc. (CUCA); the Carolina Industrial Group for Fair Utility
Rates I, I, and T (CIGFUR); and the North Carolina Advanced Energy Corporation. The
intervention of the Public Staff was recognized pursvant to G.S. 62-15(d) and Commission
Rule R1-19(¢), and the intervention of the Attorney General was recognized pursuant to G.S. 62-20.

Pursuant to 2 motion for extension of time, which was allowed by the Commission, the Public
Staff, NCWARN, NCSEA, ED/SELC, and SACE each filed comments on the annual plans on
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February 6, 2006. On February 20, 2006, Duke, PEC, and the Public Staff filed reply comments. On
March 9, 2006, NCSEA filed additional comments; PEC responded by filing further reply comments
on March 22, 2006.

On April 3, 2006, the Commission issued its Order Scheduling Public Hearing and
Evidentiary Hearing, Requiring Public Notice, and Establishing Workgroup wherein the Commission
scheduled a hearing for public witnesses, scheduled an evidentiary hearing, and formed a workgroup
to review specific general issues related to the IRP. The Commission determined that the following
issues were best suited for an evidentiary hearing:

1) the validity of the utilities’ load forecasting methods;

2) whether the companies are employing and developing adequate DSM and
displacing the need for additional generation assets;

3) the potential opportunities for cost-effective energy efficiency and
conservation measures, as described in G.S. 62-2;

4} the degree to which utility programs can effectively reduce consumption,
including information on the amount of customer education necessary and
financial incentives employed by the companies to encourage customer energy
efficiency measures; and

5) what funding mechanisms could be employed to implement specific energy
efficiency measures.

On May 1, 2006, the Commission held a public hearing in Raleigh. By order issued
May 4, 2006, the Commission scheduled two additional public hearings in Greenville and Asheville.
Those hearings were held on May 31, 2006, and on June 1, 2006, respectively.

Raleigh Public Hearing
Thirty-four public witnesses testified before the Commission, Included in that number were

representatives or members of altemative energy organizations, environmental groups, and members
of the using and consuming public, including one elected state official. The following public
witnesses testified as representatives of an alternative energy organization or an environmental group:
Avram Friedman, Canary Coalition; Norm Miller and Elizabeth Self, North Carolina Sierra Club;
Louis Zeller, Blue Ridge Environmental Defense League; Judy Kincaid, Clean Energy Durham;
Alice Lloyd and Bob Rodriguez, Climate Connection-North Carolina Council of Churches.

The following public witnesses testified as members of the using and consuming public:
Giles Blunden, John Brady, Joyce Brown, Liz Cullington, William Delamar, Susan Delaney, Henry
Elkins, Andrew Foglia, Aniko Gual, E. Thomas Henkel, Chris Hopkins, Herman Jaffe, North
Carolina State Senator Eleanor Kinnaird, Samuel Laurie, Mark Marcopolos, John Martin, Mary
McDowell, Matthew Meares, Daniel Morris, Thomas O'Dwyer, Chatham Olive, Blair Pollock, Jim
Sander, Cindy Pollock Shea, Susan Tideman, Tim Tobbin, and Maurice Werness.

The following individuals were present at the hearing, but, due to time constraints, submitted
written statements for inclusion in the record in lieu of testimony: Lynn Pudlo, Ben Scardella, Carla
Frisch, Patti Dukes, Barbara Janeway, Steve Halsted, Karen Rindge, Shelly Toth, and Niles Barnes,

The public witnesses testified overwhelmingly in favor of energy conservation and efficiency
and urged an investment in renewable energy resources, as opposed to an investment in additional
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generating facilities. Many of the witnesses brought up the perceived risks of nuclear power to the
health of North Carolina residents and to the environment, Witnesses from the North Carolina Sierra
Club suggested improved lighting systems as a way to'cut demand for energy. Other witnesses
strongly opposed coal power and nuclear power. Witnesses representing Clean Energy Durham and
Climate Connection-NC Council of Churches Interfaith Power and Light suggested several energy
efficiency options to reduce global warming, such as energy audits, use of Energy Star appliances,
improved lighting systems, and renewable energy sources. The public witnesses also suggested a
public benefit fund to finance energy efficiency measures statewide,

Greenville Public Hearing
Three public witnesses testified before the Commission. Bill Kloepfer, testified that he was

associated with the North Carolina Sierra Club. Dave Cavellini and Joan Lintelman also testified. As
with the Raleigh public hearing, these witnesses were very much in favor of energy conservation,
energy efficiency and the use of renewable energy resources, as opposed to building new power
plants.

Asheville Public Hearing

Thirty-nine public witnesses testified before the Commission. Many of the public witnesses
were associated with altemative energy organizations or environmental groups: Mary Love, Eco-
Certified Realtors; Margie Meares, Clean Air Community Trust; Ned Ryan Doyle, Southern Energy
Environment Expo; Elizabeth O'Nan, Blue Ridge Environmental Defense League; Lewis Patrie and
Don Richardson, Westem North Carolina Physicians for Social Responsibility; Jody Flemming,
Westem North Carolina Alliance; Grant Millin, Public Fuel Cell; Susan Stewart and William
Thomas, Nerth Carolina Sierra Club; Tabitha Reyes, Home Energy Partners; Ken Huck, Sustainable .
Building Energy Solutions; and Carol Stangler, Nuclear Watch South, formerly Georgians Against
Nuclear Energy.

The following public witnesses also testified as members of the using and consuming public:
Clay Ballentine, M.D., Ske Boniske, lan Booth, John Butcher, Kim Carlyle, Ruth Clark, Marianne
Coats, Claudine Cremer, Dee Eggers, Robert Eidus, Richard Fireman, Biil Fisk, Peggy Guy, Norma
Ivey, David Johnson, Charles Krug, Bill Lyons, Mary Olson, Redmoonsong, Eva Ritchey, Peter Sipp,
Dot Sulock, John Stiopewich, Keith Thompson, Jones Tysinger, and Tom Weinkam.

The following individuals were present at the hearing, but, due to time constraints, submitted
written statements for inclusion in the record in lieu of testimony: Tim Campbell, Jenny Mercer,
Date Camoll, David Barbee, Thomas Coulson, Anne Craig, Ray Denny, Scott Hamilton, Michael
Hopping, David Johnson, Joan and Franklin Palmroos, Sam Powers, Matthew Siegel, Nancy and
Sebastian Sommer, Marie Spengler, and Steven Williams. .

As with the first two public hearings, witnesses appearing in Asheville were overwhelmingly
committed to energy conservation, demand reduction, and renewable energy resources as altematives
to the construction of additional power plants. Some public witnesses suggested a change in the rate
structure to reward customers who reduced their demand for ‘energy. Others discussed the risk of
nuclear power being used to make weapons. The public witnesses also proposed green building of
residences and businesses and recommenided Energy Star appliances to reduce the demand for
cTergy.
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The Commission also received more than 100 letters and e-mails from customers describing
how they had reduced their energy consumption, expressing strong support for energy conservation,
and urging the Commission to pursue cfficiency and renewable. sources of energy as integral

elements in the utilities’ current planning.

In sum, more than seventy public witnesses appeared fo testify before the Commission on
their strong beliefs that North Carolina should become more energy efficient and less reliant upon
non-renewable sources of energy in order to protect our citizens' health and the environment,

On June 21, 2006, PEC, Duke, and DNCP filed a motion to strike all or parts of the prefiled
testimony of four witnesses submitted by NCWARN and NCSEA.

The matter came on for an evidentiary hearing on June 27, 2006, as previously noted and
scheduled. Herman Jaffe testified as a public witness, endorsing energy conservation and expressing
his concern over mercury from the utilities poisoning the environment. Afier hearing argument on
the motion to strike, the Commission denied the motion. Duke, PEC, and DNCP presented the
festimony of Julius Wright, Ph.D. Duke also presented the testimony of a panel of witnesses
consisting of Richard G. Stevie, Ph.D, General Manager of Market Analysis for Duke Shared
Services, and Janice Hager, Vice President, Rates and Regulatory Affairs for Duke.

PEC presented the testimony of its panel of witnesses, Samuel S. Waters, Director of System
Resource Planning, B. Mitchell Williams, Manager of Regulatory Affairs, and Michael T. Ligett,
Director of Market and Energy Services.

DNCP presented the testimony of its witnesses in a panel consisting of David F. Koogler,
Director-State Regulation, and Md. Shamsul Hug, Ph.D., Lead Economist,

NCEMC presented the testimony of David Beam, Senior Vice President of Corporate Strategy
for NCEMC.

CIGFUR. presented the testimony of Nicholas Phillips, Jr., a consultant with the firm of
Brubaker & Associates, Inc.

CUCA presented the rebuttal testimony of Kevin O’Donnell, President of Nova Energy
Consultants, Inc.

ED/SELC presented the testimony of William R. Prindle, Deputy Director of the American
Council for an Energy Efficient Economy.

NCSEA presented the testimony of Jeffrey S. Tiller, Professor at Appalachian State
University, and the panel of Demrick Giles, President of Enpulse Energy Conservation, and Jim
Parker, Director Energy Management Program.

NCWARN presented the testimeny of its witnesses in a panel -consisting of John O.
Blackbum, Ph.D., Professor Emeritus of Economics, Duke University, Alicia O. Ravetta, AIA
Architect, and Paul W. Konove, President of Carolina Country Builders of Chatham County, Inc.

¢ SACE and Advanced Energy did not participate in the evidentiary hearing.
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The following parties submitted briefs and/or proposed orders on August 11, 2006: PEC,
Duke, NCEMC, DNCP, NCWARN, ED/SELC, CUCA, CIGFUR, the Public Staff and the Attorney
General. Alse on August 11, NCSEA submitted a list of findings of fact, stating that it would file
supporting evidence on or before August 18, 2006. This information was, in fact, filed on
August 18,2006 along with a motion asking the Commission to accept the late filing, which is
allowed. .

Based upon the foregoing, the information contained in the utilities’ annual plans, the
testimony and exhibits introduced at the hearings, and the Commlssmn s record of this proceeding,
the Commission now makes the following:

FINDINGS OF FACT

1. The utilities use accepted methods to forecast their peak demand and energy sales
needs.

2. The utilities subject to the Conimission’s IRP rules have complied with R8-60(c)(9),
which requires only that each utility include a list of the demand-side management (DSM) options
reflected in their resource plans.

3. Proposals for new baseload generation capacity, higher energy costs, and less interest
in deregulation of the electeic industry in North Carolina have revitalized interést in energy efficiency
and conservation such that additional review and evaluation of DSM programs are warranted.

4, The utilities’ development and deployment of DSM resources for the purpose of
displacing the need for additional generation assets is adequate for the 2005 IRP, but may not be
adequate for future proceedings.

5. Numerous opportunities exist for the development of cost-effective energy efficiency
.and conservation measures.

6. The degree to which utility programs can effectively reduce consumption cannot. be
determined with precision at this time. However, it is materially less than the total potential for
energy conservation, because the decision whether to take advantage of energy conservation
opportunities must be: made individually by each customer. The.amount of customer education
necessary, and the appropriate and reasonable amount of any financial incentive to be made available,
must be carefully considered with respect to each energy conservation program offered.

1 Numerous funding mechanisms exist to encourage energy efficiency, including but not
limited to riders added to other rates for utility service, public benefit fiunds to subsidize customer
expenditures, and deferral accounting mechanisms.

8. The utilities” 2005 annual plans are reasonable and should be approved.
EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. |

The evidence supporting this finding of fact is contained in the testimony of Duke witness Dr.
Stevie, the testimony of Dr. Wright, the testimony of DNCP witness Dr. Hug, the testimony of
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NCEMC witness Beam, the testimony of CIGFUR witness Philips, the testimony and exhibits of
ED/SELC witness Prindie, the testimony and exhibits of NCWARN witness Blackburn, and the

utilities’ annual plans.

Witness Wright, testifying on behalf of PEC, Duke, and DNCP, stated that the forecasted
growth rates for those utilities” peak loads were reasonable. He found that the forecasts were
consistent with prior years® forecasts, that the forecasts were generally equivalent to the Energy
Information Administration’s southeast region forecasts, and that PEC, DUKE, and DNCP employed
forecasting methodologies previously approved by this Commission.

Duke witness Stevie festified that Duke’s peak demand and energy sales forecasts are
reasonable and appropriate for preparing its resource plan. The forecast methodology is the same as
used in prior annual plans filed with the Commission. Dr. Stevie noted that the primary factors used
in the econometric models are the number of customers, weather, energy price, employment,
industrial production, and income.

Dr. Stevie disagreed with the contention that Duke's load forecast fails to incorporate
properly end-use energy efficiency. He testified that past trends of increasing energy efficiency are
captured in the historical data and reflected in the coefficients developed for the forecasting models
and the subsequent forecast. Dr. Stevie noted that NCSEA witness Prindle’s recommendation would
require the utilities to incorporate 2 forecasting technique that would allow the forecasts to be altered
by an assumed level of future market penetration from an assumed level of future energy saving
appliances and homes. Dr. Stevie further disagreed with Dr. Blackbum’s findings that the predicted
growth rate of Duke’s commercial demand may be overstated. He maintained that the stated growth
rate in Duke’s annual plan was 2.8%, not 3.5%, and that the difference in the growth rates is not that
significant,

The PEC panel of witnesses likewise testified that PEC’s forecast methodology is the same as
used in prior annual plans filed with this Commission. The PEC panel noted that the primary factors
used in the models are the number of customers, weather, energy prices, employment, personal
income, population, and housing stock. The PEC panel disagreed with NCWARN witness Dr.
Blackbum’s supposition that PEC's forecast is too high due to the increasing efficiency of newer
homes. The panel noted the increasing size of homes and the increasing number of large televisions,
computers, and other electric appliances being used today. The panel opined that the increase in
energy efficiency is offset by the increase in the average home size and in the average use per home
associated with those appliances, and that PEC’s forecast implicitly incorporates these trends in
energy efficiency and use.

Dominion witness Hugq testified to the validity of DNCP’s peak demand and energy sales
forecasts. He stated that DNCP has used a standard general method for the past two decades and that
the results have been satisfactory and accepted by various regulatory authorities.

NCEMC witness Beam testified to the validity of NCEMC’s peak demand and energy sales
forecasts.

CIGFUR witness Philips testified that the utilities have presented reasonable load forecasts,
which are continually reviewed, modified, and improved aver time.
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In regard to Duke’s and PEC’s forecasts, ED/SELC witness Prindle testified that those
forecasts are deficient in that they lack documentation on energy efficiency programs. He also
questioned how the energy efficiency programs have been integrated into their plans. Witness
Prindle noted that forecasting methods should reflect the impacts of the new 2006 residential and
commercial air-conditioning standard, and he suggested that Duke should account for its new Energy
Star homes and appliance programs in forecasting peak demand as well as electricity sales. In
addition, witness Prindle testified that the filings should contain adequate documentation on the
impacts of DSM and energy efficiency programs on the forecast. He was unable to find any
documentation on the assumptions, data inputs;, and calculation methods used to produce any
estimates on the impacts of cnergy efficiency programs. Furthermore, witness Prindlc testified that
the failure to quantify the impact of energy efficiency programs in the load forecast is insufficient for
proper resource planning. With regard to PEC’s forecasts, witness Prindle likewise expressed similar
concems about the lack of documentation of energy efficiency programs and how they may have
been integrated into PEC’s annual plans.

NCWARN witness Blackburn testified that the 3.5% predicted growth rate in Duke’s gigawatt
commercial sales may be overstated. Dr. Blackburn maintained that the recent growth in commercial
electricity, which has displaced the use of other fuels, is likely to decrease in the future. Furthermore,
Dr. Blackburn cited.a 2003 study by the Department of Energy that predicted an annual growth rate
for commercial sales at 2.5%.

In his testimony, Dr. Blackbum described the very large scope for conserving electricity and
using it more efficiently. Dr. Blackburn testified that the two utilities analyzed, Duke and PEC,
project in their [RPs additional energy sales of approximately 26 billion kWh in 2015, He estimated
that a vigorous conservation efficiency effort: in the residential and commercial sectors could realize
annual savings of approximately 12-13 billion kWh by 2015 for the two ufilities. Dr. Blackburn
further testified that another 5.5 billion kWh appears to be an overstated projection for commercial
electricity. Industrial savings and cogenerated electricity can supply another significant share of
savings and, on top of that, renewable energy technologies, including some contribution from each of
the in-state sources, can supply any needed generating capacity. Dr. Blackburn concluded that, based
on all of the above, the need for large and expensive new plants can be postponed for years, if not
eliminated altogether.

NCWARN fis convinced that an investigation of the growth in demand, if done fairly and in
consideration of all sectors, will result in the.recognition that no new generation plants are needed
because they are too costly and too risky and would preclude the cleaner and safer alternatives.

The Public Staff comments, which were filed on February 6, 2006, are directed at the ten-year
(2006-2015) growth rates in the utilities’ peak demand and energy forecasts and a three-year and
five-year review of the accuracy of the utilities’ previously filed forecasts. The Commission notes
that the Public Staff determined that all of the utilities use accepted economefric and end-use
analytical models to forecast their peak and energy needs. In its comments, the Public Staff noted
that Duke had predicted a sharp increase in its wholesale sales in 2011, After the February 6, 2006 .
filing, the Public Staff has learned that a portion of the 2011 increase in Duke’s wholesale sales isno
longer expected. Thus, after incorporating this reduction in wholesale sales, Duke’s forecast would
reflect a 1.9% average annuat growth rate in its summer peak with an average annual growth of 348
MW, a 1.1% average annual growth rate in-its winter peak, and  1.7% average annual growth rate in
its energy sales. With these revisions to Duke's forecasts, the Public Staff’s proposed order indicated
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that it had concluded that the peak and energy forecasts by the utilities were reasonable and
appropriate for use in their annual plans.

The Commission is not persuaded by Dr. Blackbum'’s contention that Duke’s and PEC’s
forecasts are overstated. Furthermore, the Cormission is not convinced that Duke’s and PEC’s
forecasts are insufficient for resource planning because the models do not explicitly allow for an
adjustment due to new appliance standards and other efficiency programs. Nor is the Commission
persuaded that the utilities need to revamp their forecasting methodologies. The Commission urges
the utilities to consider applying additional end-use data in their forecasting models that would allow
for recognition of factors, such as the recent changes in appliance efficiency standards, that would not
necessarily be reflected in the historical economic and demographic data. While the Commission
acknowledges that end-use forecasts cari provide useful information, the Commission is not
convinced, based on the record developed in the instant proceeding and past proceedings, that end-
use forecasts provide superior forecasts to econometric methods, particularly in light of the added
costs. In view of the evidence presented, the Commission finds that the methods employed by the
utilities are valid for use in this proceeding,

The Commission notes, however, that both NCWARN and Commissioner Culpepper
questioned Dr. Wright about the impact of the utilities’” wholesale commitments on their predicted
growth rates for their peak load forecasts. In its proposed order, the Public Staff recommended that
the Commission require additional information with respect to the wholesale sales contracts. In view
of these concems, the Commission concludes that the utilities” future annual plans should provide the
following: the identity of each wholesale entity to which the utility has.committed itself to sell power
during the planning horizon, the number of MWs on an annual basis for each such contract, the
length of each contract, and the type of each contract (e.g., native load priority, finm). If such
information is not included in the 2006 plans when filed, the plans shall be supplemented with the
information within 60 days.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 2- 4

The evidence supporting these findings of fagt is contained in the ufilities’ 2005 annual
reports, the testimony of the public witnesses, the testimony and exhibits of witness Wright, PEC’s
panel of witnesses, Duke witness Hager, DNCP witness Koogler, NCEMC witness Beam, CIGFUR
witness Phillips, CUCA witness O’Donnell, NCWARN witness Blackbum, ED/SELC witness
Prindle, and the testimony and exhibits of NCSEA witnesses Edgar and Giles.

Witness Wright described the IRP process in North Carolina during the time he was a member
of this Commission from 1985 to 1993. The IRP process initially involved a significant amount of
time and resources when it was begun in 1988, According to Dr. Wright, this process became too
cumbersome as fuel and capacity costs declined in the 1990s, as electric competition was introduced,
and as the need for new generation resources decreased. Moreover, lower fuel costs and new
generation technologies during the 1990s rendered many DSM programs less cost-effective than
before. In 1998, theréfore, the Commission reduced the IRP rules and requirements, and those
streamlined rules and requirements remain in force today. Dr. Wright quoted from the 1998
Commission order adopting the streamlined rules, stating that

[tlhe IRP process dates from an earlier era and presupposes a monopoly for the
utilities in the generation of electricity. As the industry evolves . . . new regulatory
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mechanisms may need to be developed. At this time, however, the Commission
chooses to keep the IRP process narrowly focused on the requirements of the statute.

Dr. Wright testified that he and an associate had reviewed the utilities’ annual plans for 2005
and found that they were reasonable and in compliance with the statutes and rules goveming the IRP
process. Based on the results of his review, Dr. Wright testified that the utilities are using the full
spectrum of DSM options, as the law requires. In support of his conclusion, Dr. Wright testified that
he interviewed personnel at the utilities and reviewed their ongoing DSM activities. He reported that
PEC, Duke, and DNCP had used DSM peak load reduction programs that reduced their 2005
projected summer peaks by 374 MW, 722 MW, and 29 MW, respectively. Both PEC and Duke
- conduct an initial screening of options to identify practical and reliable resources, review potential
DSM or renewable options and their respective costs, conduct an initial cost screening to identify
potential options, and then implement sophisticated industry standard computer models to develop
their final optimal resource plans. Dr. Wright concluded that their resource comparisons were
reasonable. He noted that PEC and Duke were phasing out some DSM programs, such as water
heater and HVAC controls, because they (1) are aging and lack supplier support for the existing
technology and (2) lack customer acceptance. Both PEC and Duke, however, are re-examining the
costs, customer acceptance, and benefits of these and other load control programs.

Dr. Wright further testified that DNCP’s planning process is influenced by its membership in
PIM, its active participation in the competitive wholesale market, and the deregulation of generation
and the existence of retail competition in Virginia. The marketplace realities allow DNCP to produce
supply-side benefits for its North Carolina ratepayers; at the same time, DNCP provides DSM
programs fo those same ratepayers, .

With regard to PEC specifically, Dr. Wright testified that it currently has 19 DSM programs,
encompassing customer education, energy efficiency programs, interruptible rates, time-of-use rates,
and discounts for energy efficiency. Dr. Wright testified that the list of DSM programs included in
PEC’s 2005 annual report does not actually reflect all of PEC’s DSM activities; he would have
counted the programs differently. For example, Dr. Wright counted PEC’s support of Advanced
Energy and NC GreenPower as DSM activities. PEC has also initiated a new team effort locking at
both additional DSM and renewable energy options, starting with a database of 1,200 DSM

programs.

Dr. Wright’s discussions with Duke indicated that it has 15 to 20 ongoing DSM programs
similar to PEC, and-that it has likewise undertaken a more focused effort on acquiring more cost-
effective DSM and renewable energy sources. An outside finn performed a study for Duke that
examined various DSM programs and their costs. Dr. Wright acknowledged that Duke has only
listed 11 DSM programs in its 2005 annual report, but he counted certain DSM programs as two
distinct programs if they were offered to two different customer classes.

Discussions with DNCP indicated to Dr, Wright that it has several DSM programs, including
approximately six consumer education programs, cne residential energy discount program, some
curtailable service programs, and several additional tariff-based DSM programs, such as time-of-use
rates. Dr. Wright concluded that DNCP’s resource planning process is reasonable.

According to Dr. Wright, ehanging conditions in the electric industry compelled PEC’s and
Duke’s renewed focus on DSM options in the last year. He explained that, when utilities begin to
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consider adding new baseload facilities and when fuel costs are higher, DSM programs become more
important and more cost-effective. This does not mean, however, that they will displace the need for
new generation plants or that a utility will necessarily choose to implement more DSM programs than
it was already using. Furthermore, accurately estimating a future load reduction based on a DSM
program takes a great deal of time and money. Even if another state, such as Wisconsin, has
performed 2 cost/benefit analysis for a DSM program and found that the benefits of the program
outweighed the cost of building more generation, Dr. Wright cautioned that the results of that study
would not necessarily transfer to North Carolina, He believed that a study using North Carolina data
could be done, but that to do so would involve determining what kind of DSM program was to be
used, whether customers would accept it, and whether a pilot program is needed. Dr. Wright also
disagreed with the assertion that, if more energy efficiency programs had been used over the past ten
years, no new capacity would be needed now. He asserfed instead that the utilities must build electric
resources sufficient to meet the demand. Even if everyone insulated their homes and adopted energy
efficiency measures, North Carolina is still adding more than 100,000 people a year to its population,
and the population is butiding bigger houses and buying more appliances. Load is growing faster
than DSM programs are reducing the load or potentially reducing the load. Therefore, Dr. Wright
concluded, sooner or later, the utilities will have to build new or more generating facilities. There is
no “magic silver bullet” to reduce North Carolina’s growing demand.

Dr. Wright next compared North Carolina’s current IRP process to those in neighboring
states. Based on his comparison, he concluded that North Carolina is re-examining the IRP process
and pursuing DSM programs in a reasonable and timely fashion. North Carolina's actions are similar
to, if not more proactive than, those in neighboring states.

The Commission will now summarize the evidence put forth by other parties:

PEC

The PEC panel, consisting of Samuel S, Waters, B, Mitchell Williams, and Michael T. Ligett,
testified in more detail regarding PEC’s implemientation of DSM options and its need for additional
generation in the future. The PEC 2005 annual plan includes proposed generation additions that are
generic resources inclided in the plan solely to indicate the need for additional generation resources;
no commitments as to type, amount, location, or ownership of the needed capacity have been made.
PEC presently has no request pending before the Commission seeking approval to build any specific
_ generating facility.l

The panel listed and described approximately 11 energy conservation programs, including,
but not limited to, various online services that provide tools and information for consumers about
reducing their energy consumption and bills, residential energy evaluations and recommendations on
how to manage home energy costs, and enetgy efficient home building programs and financing. The
panel also described approximately four demand response programs. These time-of-tse and real time
pricing rates stimulate customers to curtail usage during on-peak, high-cost time periods. The panel
estimated that PEC's energy conservation programs have reduced energy consumption by PEC’s
customers by approximately 16 billion kWh since 1981. In addition, the peak load reduction
potential associated with conservation, demand response, and load control programs is estimated to
be more than 950 MW currently. PEC has discontinued some DSM programs over the years. As fuel
and financing costs moderated in the 1990s and as building codes and appliance efficiency standards
evolved, some existing programs were no longer cost-effective. Increasing fuel costs coupled with
the costs for new generation and the potential for more stringent air emissions limits, however, have
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compelled PEC to reexamine DSM options. The panel testified that PEC’s energy efficiency
programs resulted in energy savings of almost 2% of annual energy sales in 2003, but PEC expects to
increase that percentage if it finds additional cost-effective DSM options in the future.

The panel next testified about its present process for screening DSM programs by computer
model. This computer model was not part of the-record in this case becausé it is proprictary and
access is only granted through confidentiality agreements with the vendor. However, PEC had
arranged such agreements in the past for peopie who wanted to have access to the model. First, PEC
inputs the scheduled units to be built. Then PEC enters the DSM programs individually. PEC
perforns the Rate Impact Measure (RIM) and Total Resource Cost (TRC) tests within its.computer
model, as well as the Participant Test separately. Programs that eventually pass. those tests will be
combined so that there wiil be sufficient DSM to avoid generation. 'PEC witness Waters testified that
the RIM test was “obviously one of the major guidelines we use to determine what goes into the final
plan”; however, in some situations PEC would consider a program that fails the RIM test by a narow
margin but passes other tests such as TRC.

Duke

Duke witness Janice D. Hager testified regarding Duke’s DSM in its 2005 annual plan and
about its plans for DSM going forward. Duke classifies its DSM programs as either demand response
or energy efficiency. Duke’s current demand response programs include load curtailment,
interruptible power service, standby generator control, and residential service controlled water
heating. The load curtailment programs include residential air conditioning direct load control with
approximately 190,000 customers and rcsidential water heating direct load control with
approximately 35,000 customers. The interruptible programs include approximately 150 commercial
and industrial customers with interruptible power service and 150 commercial and industrial
customers with standby generator control. These interruptible programs reduce summer 2006
capacity needs by an expected 766 MW. Duke’s structures its time-of-use rates so that customers can
reduce energy bills by shifting load from oh-peak to off-peak hours, thereby helping Duke to avoid
the need for new generaticn.

Ms. Hager also testified that Duke’s energy efficiency programs include Energy Star, which
promotes the development of homes that are significantly more energy-efficient than standard homes.
Duke also provides loans to encourage increased energy efficiency in existing homes. As a result of
the Commission’s approval of Duke’s merger with Cinergy, Duke is investing $2,000,000 in
conservation and energy efficiency programs approved by the Commission.

Ms. Hager described DSM as a “valuable tool”™ in managing Duke’s customers’ demands for
capacity and energy. Duke conducted a “head-to-head” comparison of supply-side and demand-side
- resources for its 2005 annual plan. Demand response programs can offset the need for peaking
capacity, and they will represent approximately 25% of Duke’s reserve margin in 2010. Energy
efficiency and conservation programs can also reduce the amount of needed intermediate and
baseload capacity, Ms. Hager testified that the impact from DSM is difficult to quantify, but it has
resulted in lower baseload and intermediate capacity needs than would have been required without
the DSM programs.

Ms. Hager fiirther testified that, in preparation for its 2005 annual plan, Duke considered the

following potential demand response programs in the planning process: (1) dirécet load control, (2)
interruptible service, (3) standby generation, and (4) energy efficiency programs. Duke also

13



GENERAL ORDERS - ELECTRIC

considered bundles of energy efficiency programs by customer class at increasing costs. Duke’s
analysis revealed potential cost-effective demand-response resources; therefore, Duke's annual plan
includes 100 MW of expected demand response program capability by 2009. Duke’s analysis did not
identify, however, any specific cost-effective energy efficiency resources, because the programs
would have resuited in lower energy bills for participating customers, while non-participating
customers would bear the costs. In other words, the programs would have resulted in cross-
subsidization. Nevertheless, Ms. Hager opined that Duke had employed adequate DSM programs.

Ms. Hager acknowledged that the evaluation of DSM resources is a part of least cost
planning, but indicated that the cost data on DSM resources and Duke’s DSM resource screening
methodology is not in Duke's 2005 annual plan, She explained that the Commission’s rules on
annual plans do not require the utilities to provide that information in their annual plans. According
to Ms. Hager, if the Commission or any other party requires this information, it can request it from
Duke,

DNCP

DNCP witness David F. Koogler testified that DNCP classifies DSM in two basic categories:
(1) DSM education programs, outside the tariff pricing regime, that educate or promote energy
efficiency or conservation and (2) tariffs that either include direct load control provisions or provide
time-differentiated pricing. Mr. Koogler testified that DNCP believes that tariff-based DSM,
particularly dynamic pricing tariffs, enables customers to make energy-efficient purchasing decisions.
In addition to those DSM programs listed in its annual plan, DNCP continues to employ both DSM
education programs and tariff-based DSM to reduce or manage consumption, thereby ultimately
limiting the dsmand for generation.

At the evidentiary hearing, Mr. Koogler filed testimony that DSM programs are not waning,
but arc cvolving. DNCP believes that combining customer education with cost-effective energy
efficiency programs and pricing options provides customers with incentives to decide how to use
electric encrgy. With respect to customer education, DNCP includes energy savings tips in a
customer newsletter, notifies customers once a year of all the available rate schedules, including
dynamic pricing schedules, and posts energy saving tips on its website. DNCP's DSM options
consist of three direct load control programs: Residential Water Heater Load Control, Nonresidential
Standby Generation, and. Nonresidential Curtailable Service programs. Mr. Koogler testified that
these programs are forecast to reduce the summer peak load forecast by 29 MW and the winter peak
load forecast by 26 MW in 2006, Mr. Koogler further testified that DNCP has had time-of-usage
(TOU) rates in some form since the late 1970°s. Two TOU rates are available to North Carolina
residential customers, and DNCP also offers TOU rates to its small and large general service
customers. Further, DNCP has agreements for electric service with ene large industrial customer in
North Carolina that involve dynamic pricing and curtailment provisions during high cost and load
periods. In sum, Mr. Koogler testified that more than 35% of the energy supphed to customers in the
North Carolina service teritory is provided under some form of dynamic pricing tariff. Customers
served under these tariffs reduced their demand approximately 225 MW during high cost periods of
their respective tariffs,

NCEMC

NCEMC witness David Beam testified that NCEMC invested in a statew1de load management
system in the mid 1980s. This system uses radio signals that communicate with switches installed to
control residential air conditioners and water heaters across the State and to communicate control
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signals to customer owned generation resources. In combination, these resources have provided the
capability to reduce system demand by more than 200 MW during peak periods. Mr. Beam further
testified, however, that because this infrastructure was installed about 20 years ago, much of the
cquipment has become obsolete and difficult to replace. Therefore, NCEMC is investigating ways to
cost-effectively extend the work of the current system. NCEMC also actively promotes energy
conservation 1o its customers with a range of programs including education, research, energy audits,
and rebate programs. As with Duke and PEC, NCEMC contributes to NC GreenPower.

CIGFUR
CIGFUR witness Nicholas Phillips, Ir., testified that increased conservation and DSM activity

by North Carolina ratepayers does not translate into automatic reductions in the need for generation
by the utilities. The output from generation plants in North Carolina is influenced by off-system,
often out-of-state, sales. Therefore, reduced consumption by North Carolina ratepayers may simply
result in the utilities selling more of their power to other markets.

ED/SELC
In its August 11, 2006 brief, ED/SELC states that the plans filed by Duke and PEC violate

both the letter and the spirit of G.S. 62-2, in which the General Assembly set forth our State’s policy
regarding least-cost resource planning. Further, the Duke and PEC plans fail to comply with the de
minimis requirements outlined in NCUC Rule R8-60, including Rule R8-60’s requirement that the
plan include a list of demand-side options reflected in the plan. In addition, to the extent that it can
be determined given the lack of detail on DSM options, the plans betray an over-reliance on
nonrenewable supply-side options, to the detriment of DSM and particularly energy efficiency
options. According to ED/SELC, the plans reveal that the utilities are not achieving the least-cost
mix of generation resources available, in contravention of G.S. 62-2.

ED/SELC witness William R. Prindle testified that, while the utilities’ annual plans may
comply with Commission Rules R8-60 and R8-62(p), they do not show that the resources used to
meet future growth include the entire spectrum of DSM options as required by G.S. 62-2(3a). His
review of the annual plans of Duke and PEC revealed no substantive, quantitative analysis of energy
efficiency’s role in resource planning and few significant energy efficiency measures. The plans fail
to show any assessment of energy efficiency potential, any evidence of comprehensive energy
efficiency screening, or any assessment of market factors that would affect energy efficiency
programs. Mr. Prindle acknowledged that Duke witness Hager had testified that she conducted a
quantitative comparison between supply and DSM resources, but he was unsure what data had been
used.

\

M. Prindle noted that Duke's plan in particular lacked energy efficiency programs compared
to the demand response programs included in the report. Duke’s plan did not contain quantification
of energy sales impacts from DSM programs or any details on efficiency program design or design
criteria. Duke’s DSM numbers in its annual plan appear to reflect only load management/demand
response programs that reduce peak loads for short periods. Of Duke’s listed DSM programs, eight
are load management, and four are energy efficiency. He also disagreed with Dr. Wright’s testimony
that Duke has 15-20 ongoing DSM programs; Mr. Prindle counted only 11 DSM programs reflected
in Duke’s annual plan. In addition, Mr. Prindle disagreed with Duke’s classification of Residential
Service Water Heating as an efficiency program because it shifts load to off-peak hours. There are
no commercial or industrial programs listed, even though the majority of energy efffciency potential
exists in those types of programs. The Energy Star program only covers new homes, despite the
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number of other Encrgy Star products that could have been included. Furthermore, Duke has
provided an expected total annual 715,927 MWh reduction. Mr. Prindle testified that 715,927 MWh
represents 0.9% of Duke’s regular sales forecast for 2006. He noted that in other states energy
efficiency has been able to reduce forecast electricity sales by 24%. Mr. Prindle further explained
that a DSM program’s full potential cannot be reached in one year alone, but can be reached in 10-20
years, Mr. Prindle urged that efficicncy programs begin early in the IRP planning process.

As for PEC’s anmual plan, Mr. Prindle stated that it was similar to Duke’s in the lack of
documentation of energy efficiency resources and their integration into the IRP. Mr. Prindle
disagreed with Dr, Wright’s testimony that PEC has approximately 19 different DSM programs. Mr.
Prindle counted only seven DSM programs reflected in PEC’s annual plan.

Mr. Prindle further testified that, according to the Amencan Council for an Energy Efficient
Economy (ACEEE) Scorecard r?ort North Carolina ranks 46™ among the states on utlhty efficiency
program spendmg per capita, 46" on program spending as a percent of revenue, and 47%on program
energy savings as a percentage of energy sales. This ranking does not recognize, however, the encrgy
efficiency programs of Advanced Energy When the impact ﬁ'om those programs is added to the
equation, North Carolina ranks 35™ in spending per capita and 35" in spending as a percentage of
utility revenue. He testified that these rankings show that North Carolina has room for improvement.

According to ED/SELC, Duke and PEC have filed “business-as-usual” plans that fail to
include meaningful DSM measures and are particularly deficient in their lack of energy conservation
and efficiency measures. In addition, the plans do not discuss DSM measures in any detail, fail to
explain how DSM measures were screened and selected, and fail to quantify the impacts of existing
or planned DSM measures. ED/SELC urged the Commission to refrain from approving the Duke and
PEC 2005 plans until those utilities correct the deficiencies in their plans.

NCSEA

NCSEA witness Edgar testified that, based upon his review of the information filed by the
utilities in this docket, curmrent utility DSM programs fail o adequately capture meaningful cost-
effective energy efficiency savings opportunities in North Carolina that would affect the timing and
need for future supply-side additions. The DSM programs identified by the utilities contain both load
management and energy efficiency programs. However, the energy efficiency programs are mostly
informational. While these types of programs are an integral part of a robust IR, they are inadequate
here to capture energy efficiency savings effectively. Moreover, these programs are not
comprehensive because they do not offer efficiency savings to all customer classes and submarkets,
such as working poor families. Witness Edgar pointed out that, while the load management programs
listed in the annual reports can increase reliability and address the growth in peak demand, they
actually save little energy. Alternatively, comprehensive and effective energy efficiency efforts can
reduce a utility’s load curve over the duration of that curve.

Mr. Edgar, however, was unable to identify any state that was currently planning not to add
any form of generation in the next ten years. On cross-examination by PEC, he agreed that, if PEC
was adding approximately 25,000 new residential customers annually in North Carolina, it would be
surprising if PEC could continue to meet its load obligation for an additional ten years without adding
any new supply-side generation,
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NCSEA witness Giles testified that, while the utilities appear to be implementing a broad
range of programs to dissertinate information to consumers, it is unclear how effective these
programs have been. Better tracking and increased attention would probably make these programs
more effective.

NCWARN

Based on the testimony and evidence, NCWARN urged the Commission o declare the plans,
and in particular those filed by Duke and PEC, insufficient as they do not provide adequate
information and analysis for the Commission to meet its mandate. NCWARN stated that it is
difficult to assess the Duke and PEC DSM programs, either current or future, as they have not been
presented as part of the IRPs. There are no reports on the energy efficiency that any of the programs
have accomplished or any projections of any future savings, nor are there any considerations of
renewable energy sources. As such, the platis do not provide a realistic look at all of the demand-side
tools available to the utilities; all projected growth is met with costly, conventional power plants,

NCWARN witness John Q. Blackbun testified that the most abundant renewable sources,
wind and solar electricity, are not considered adequately in the plans. North Carolina has substantial
wind resources and is now the only resource-rich state which is not yet developing them. Solar
electricity is expensive in some applications, but has enjoyed declining costs and may already be
economic at summer peak times. Solar hot water is ideal for North Carolina and complements the
benefits from wind energy. These and other clean energy sources are not addressed in the plans.

The Commission has carefully considered all of the testimony, One of the questions posed by
the Commission for the evidentiary hearing was “whether the companies are employing - and
developing adequate DSM and displacing the need for additional generational assets.” As noted
.above, the policy of North Carolina is to assure that the resources necessary to meet future growth
through the provision of adequate, reliable utility service include the “entire spectrum” of DSM
options, incleding but not fimited to conservation, load management, and efficiency programs,
G.8. 62-2(3a). The Commission implements this policy, in part, through its rules on the IRP process.
Commission Rule R8-60(c) requires that each utility file an annual report to assist the Commission
and Public Staff in their analysis of the long-range needs for expanmsion of electric generating
facilities in North Carolina. That rule further sets out what the companies must include in these
annual reports. Specifically, Rule R8-60(c)(9) reqmres simply that the compames include *a] list of
demand-side opticns reflected in the resource plan.”

Asreported in the Public Staff’s comments, all of the utilities complied with Rule R8-60(c)(9)
in their 2005 annual reports. None of the intervening parties produced any evidence showing that the
utilities did not comply with the rules as written. Several witnesses, however, did fault the annual
plans for their lack of comprehensive information regarding DSM options, and the Commission notes
that the utilities did not list any new programs in their annual reports. Furthermore, the Commission
agrees with ED/SELC’s witness that the plans of Duke and PEC reveal no substantive, qualitative
analysis of energy efficiency measures for 2005. In sum, the 2005 lists of DSM options were
substantially the same as the 2004 and 2003 lists.

Several intervenor witnesses suggested that, despite a recently increased interest in DSM, the
utilities” 2005 annual reports show an inadequate development of DSM. For example, there was
much debate regarding the appropriate test, such as the RIM test or the TRC test, {o assess the cost-
effectiveness of energy efficiency programs and also how crucial the choice of test or tests can be in
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deciding whether a DSM program is cost-cffective. Several intervenors suggested that, in general,
the utilities rely too heavily on the RIM test in their assessment. ED/SELC witness Prindle
recommended that the utilities instead employ the TRC test. The RIM test used by the utilities
tended to show that many DSM programs were not cost-effective. The application of the TRC test,
however, would have resulted in broader DSM efforts. While this is a sigpificant issue, the
Commission has delegated the question of the critera that the Commission should consider in
deciding to approve a DSM program in the future to the collaborative workgroup. Therefore, the
Comumission will not approve or disapprove the tests that a utility employs in its analysis of DSM
programs at this time.

Evidence brought out at the evidentiary hearing showed that the utilities consider and evaluate
DSM options in greater detail than the annual plans actually show. While there was disagreement
conceming the degree to which the utilities are deploying and developing DSM options, the utilities’
testimony showed that they evaluated DSM options and incorporated those that were shown to be
cost-effective into their annual plans. While it is true that the Commission rules do not require that
this information regarding screening and evaluation be included in annual plans, the Commission
found this testimony extremely helpful in assessing whether the utilities include the entire spectrum
of DSM options in their least cost planning.

The question of whether or not the DSM programs currently are displacing the need for
additional generation is difficult to answer, The utilities’ witnesses discussed how DSM had reduced
energy consumption by their customers, thereby reducing peak, intermediate, and base load needs.
There was general agreement among the parties that DSM programs can and have offset the need for
peaking capacity, and that they can potentially defer the need for additional intermediate and base
load capacity. The Commission believes that the DSM programs implemented in North Carolina in
the past have helped to reduce the need for additional generation. The Commission is also mindful of
North Carolina’s growing population and its increasing demand for electricity, as homes increase in
size and in number of appliances. The utilities have an obligation to meet that demand, and the
Commission has an obligation to ensure that demand is met reliably.

The evidence further shows that, while the utilities” development and employment of DSM
programs are adequate for purposes of the 2005 annual plans, a renewed focus on DSM is now
necessary. Dike and PEC conceded as much when they testified that they had recently
“reinvigorated” their DSM efforts. The numerous public witnesses and their demands for greater
energy conservation and efficiency further indicate that DSM has become much more significant to
this process. In the 19705 and 1980s, electric costs escalated due to the Clean Air Act of 970, the
first OPEC il embargo, the nuclear accident at Three Mile Island, and other economic and financial
reasons. These circumstances compelled least cost integrated resource planning that included a
greater emphasis on DSM in addition to supply-side resources. In the 1990s, however, fuel costs and
capacity costs decreased. Electric companies began to prepare for the potential deregulation of the
retai] electric industry, resulting in a diminished emphasis on DSM. Now, the pendulum has swung
back. Fuel costs are increasing, interest in deregulation has waned, and the need for additional base
load generation is on the horizon. The Commission believes that a renewed focus on DSM by both
utilities and consumers can assist in. reducing costs and protecting the environment. Thus, the
Commission believes that there should be an increased focus on DSM and expects to receive more
specific information regarding DSM efforts in future IRP proceedings.
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The Commission finds the information discussed here valuable to its analysis in this
proceeding. The Commission, however, cannot direct that a specific DSM program be implemented
by a utility, or even order any substantive change in a utility’s operations, as part of the IRP process.
State ex rel. Utilities Commission v. North Carolina Electric. Membership Corp., 105 N.C. App. 136,
412 SE.2d 166 (1992). That decision held as follows: “the least-cost planning proceeding should
bear a much closer resemblance to a legislative hearing, wherein a legislative committee gathers facts
and opinions so that informed decisions can be made at a Iater time.” [d. at 144, 412 S.E.2d at 170,
The Commission uses the infonmation gleaned from the IRP process in the analysis required by G.S.
62-110.1(c) when acting upon a petition for the construction of a facility for the generation of
electricity. As discussed above, both PEC and Duke have announced that they have instituted
“reinvigorated” cost/benefit analyses of DSM options in the past year, after the 2005 annual reports
were filed. Duke and PEC are expected to provide these cost/benefit analyses as part of any future
application for a certificate of public convenience and necessity for construction of a generating
facility. The Commission further directs the utilities to cooperate with the Public Staff and other
intervenors in any of their efforts to investigate, review, and analyze these and similar analyses upon
request. These tequirements by the Commission are consistent with the Commission’s obligations
under G.S. 62-110.1 and G.S. 62-2(3a), Also, beginning with the 2006 annua! reports, the utilities
ar¢ directed to inciude a section in their reports containing a comprehensive analysis of their DSM
plans, activities, and relevant cost/benefit information. If such information is not included in the
2006 plans when filed, the plans shall be supplemented with the information within 60 days,

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 5 AND 6
The evidence supporting these findings of fact is contained in the testimony of the public
witnesses, the testimony of the PEC panel, the testimony of Duke witness Hager, the testimony of
DNCP witness Koogler, the testimony of NCEMC witness Beam, the testimony of CIGFUR witness
Phillips, the testimony and exhibits of NCWARN witnesses Blackburn, Konove and Ravetto, the
testimony and exhibits of ED-SELC witness Prindle, and the testimony and exhibits of NCSEA
witnesses Edgar, Tiller, and Parker. .

Many of the public witnesses testified on the potential for cost-effective energy efficiency and
conservation measures. Some suggested that the State provide low interest loans to people who want
to pay for residential energy management systems. Some suggested using compact fluorescent bulbs,
eliminating the clothes dryer, or providing tax credits for retrofitting and tightening building codes.
In general, the public witnesses overwhelmingly endorsed potential energy efficiency and renewables
as an alternative to building more generating plants, in particular more nuclear power plants, A
number of public witnesses stated that the Commission should make a policy decision not to
anthorize the construction of any nuclear or fossil-fired generating plants in the future, becanse such a
decision would limit the availability of electric power and would give customers a strong incentive to
conserve. The Commission also received numerous letters from North Carolina citizens urging the
use of potential energy efficiency and conservation to offset the need for building additional power
plants. :

While many of the public witnesses testified that the potential opportunities for cost-effective
energy efficiency and conservation measures are exfremely large, fewer of these witnesses addressed
the degree to which such measures can effectively reduce consumption.
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Duke witness Hager explained that Duke had engaged a consultant to identify potential DSM
options for analysis in its 2005 annual plan. The consultant, Quantec, identified potential energy
efficiency programs by class and by cost ranging from less than 3 cents’kWh to more than 10
cents/kWh. On that basis, Duke listed in its annual plan 715,927 MWh in potential total annual
reduction from new DSM energy efficiency programs. However, there is still the question of how
much of that potential is cost-effective. Ms. I-Iager looked to the workgroup to help answer that

question,

The PEC panel also testified that, earlier this year, it started to reassess the potential for cost-
effective DSM and renewable options. PEC is presently evaluating a wide array of options for all
customer classes. Some options mentioned by the panel were a new load control program for
residential water heating, more comprehensive energy audits, duct-sealing, and incentives for higher
efficiency home and building construction. When their assessment is complete, PEC will proceed to
develop more specific proposals and seek the necessary regulatory approvals, according to the PEC
panel.

DNCP witness Koogler testified that DNCP offers customer education programs relating to
DSM; however, tariff-based DSM, under which customers are charged higher rates for usage in peak
perieds, is a more effective method of reducing customer demand. He stated that customers are in the
best position to decide when to purchase electric energy and how much to purchase, and tariff-based
DSM programs that provide accurate price signals will enable customers to make more educated
energy purchase decisions, Mr. Koogler further testified that many DSM education programs
formerly provided by utilities are now available from govemnment agencies, in the form of tax
benefits for energy-conserving activities and energy efficiency standards for household equipment
and appliances.

NCEMC witness Beam testified that there were significant untapped sources for energy
conservation and efficiency. He contended that there are two main reasons why customers often fail
to take advantage of opportunities for conserving energy, One is lack of information; many
customers are not aware of the conservation opportunities available to them. The other is cost; some
energy efficiency measures never produce enough savings to pay back the original costs and, in other
cases, customers conclude that the savings are not enough to justify the expense or effort required.

CIGFUR witness Phillips testified that it is reasonable for utilities to educate their customers
about the benefits of energy efficiency, but in his judgment it is not necessary to provide financial
incentives for customers.

CUCA witness O'Donnell testified in favor of a thorough examination of all the costs and
benefits associated with DSM and energy efficiency programs. He also asserted that PEC and Duke
should offer a demand response rate similar to those offered by North Carolina cooperatives and
municipalities. A coincident peak rate design provides an incentive to large users of electricity to
curb their peak usage of electricity at the time of the system’s electric peak. Taking a large load off
the electric system at system peak can create savings for the utility that may avoid the need for foture
generation fo meet peak demands. Manufacturers who install peak shaving generation typically
recover the cost in-approximately four years.

ED/SELC witness Prindle testified that “energy efficiency resources are available in
substantial quantities at levelized costs lower than those of standard central-station new power plant

20



GENERAL ORDERS - ELECTRIC

technologies,” such that a utility can defer or eliminate the need for new generation resources. He
indicated that North Carolina could increase its energy efficiency spending and savings. The average
state spending per capita on utility-sector programs is $4.93; North Carolina spends $0.44. The
average annual state spending as a percentage of utility revenues is 0.54%; North Carolina spends
just 0.04%. The average-annual energy savings as a percentage of electricity sales is 2.1%; for North
Carolina, the savings are 0.01%. Mr. Prindle recommended that the Commission pursue a deliberate,
analytical path to determine what increased level of spending is appropriate.

Mr. Prindle also described numerous programs in different program categories, ranging from
commercial new construction to residential lighting contained in ACEEE’s America’s Best report,
The 2005 annual plans indicate that their current programs are only offered in a few of these
categories. Mr. Prindle recommended that the utilities and the Commission consider all of the
program categories in developing a new suite of energy efficiency programs. This consideration
should include the basic technical and economic research needed to identify a full range of encrgy
efficiency potential in end-use markets, program designs aimed at obtaining the maximum efficiency
gains, and cost recovery and incentive structures. Advanced Energy could administer some of these

programs,

Mr. Prindle testified that North Carolina could achieve a greater degree of energy efficiency
by substantially increasing the number and scale of energy conservation programs available to
customers. He stated that a “market transformation” model for energy efficiency programs has
emerged in the last ten years. Market transformation takes a broader, longer-term view and works
with the whole market to condition it toward energy efficient products. He stated that a market
transformation approach is often more effective than offering large financial incentives to induce
customers to adopt energy conservation measures. Mr. Prindle also discussed the tests used for
evaluating DSM programs and determining which programs should be offered. Among these tests,
he expressed support for use of the TRC test.

NCSEA witness Edgar testified about the tests for evaluating and selecting DSM programs,
expressing support for the TRC, Societal Cost, and Utility Cost tests and identifying problems with
the RIM test. He stated that if energy consumption is to be effectively reduced, the State must move
beyond the earlier types of energy efficiency programs, which relied heavily on providing
information to customers and offering customers financial incentives, Instead,.there is a need to
make use of more modem programs that focus on market transformation, working with energy use
decision-makers such as architects and builders, and preventing the “lost opportunities” that occur
when inefficient equipment is installed at the time a building is built or remodeled or when old
equipment fails and must be replaced.

NCSEA witness Tiller recommended a comprehensive stidy of energy efficiency in this State
because of the current lack of specific North Carolina specific data. Mr. Tiller listed areas in
construction whete cfficiency improvements could be made: insulation, window and door treatments,
air sealing and duct sealing, heating, ventilation, and air conditioning measures, hot water measures,
lighting measures, and appliance and equipment measures. If efficiency improvements were made in
these areas, Mr. Tiller estimated that 15,500 million kWh per year for the.State could be saved, The
building code as it presently exists does not reflect maximum cost-effective efficiency. Mr. Tiller
opined that properly targeted utility rebate programs designed to increase the cost-efficiency of
homes would have saved possibly millions of dollars in the past decade. M. Tiller also provided a
comprehensive list of state entities involved in promoting energy efficiency.
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NCSEA witness Parker testified that customer education plays a very important role in
increasing and sustaining energy efficiency. He stated that one reason why customers choose not to
implement an energy conservation measure is financial risk; thus, financial incentives are sometimes
necessary in order to make an energy conservation system attractive to an end user.

NCWARN witness Blackbum testified that, if the total potential savings that are cost-
effective could be realized, electricity demand would be reduced by some 34 billion kWh in 2015 and
utilities would not need to build any additional generation. On the average, potential reductions of
energy use of 30% can be found in existing buildings and 50% in new buildings. Furthermore, if
every residence and commercial building in North Carolina were retrofitted to be energy efficient and
if all new construction was as energy efficient as the best existing examples, there would be more
conservation achieved than the proposed additional generating capacity for PEC and Duke combined.
However, Dr. Blackbum was unsure whether this could be accomplished in less than a decade.

To provide an example of buildings in North Carolina that were designed with energy
efficiency as a goal, Dr. Blackbum cited the Durant Middle School in Wake County, built in the
1990s, and the Rural Advancement Foundation-USA Building in Pittshoro. The Durant Middle
School relies heavily on daylighting, saves money on standard lighting and air-conditioning, and
consumes 27,500 BTUs per square foot per year as compared with ordinary scheol energy
consumption of 70,000 BTUs per square foot per year. The added cost of $115,000 for construction
was repaid in less than two years. The Rural Advancement Foundation-USA building uses about
30,000 BTUs per square foot per year as compared with the ordinary office building consumption of
70,000 BTUs or more per year.

If all of Dr. Blackbum’s recommended actions were taken by state and local government, the
construction industry, utilities, and nonprofits, he estimated that the energy-efficient potential savings
would be 11-12 billon kWh per year by 2015. He testified that the extent to which the potential
savings in this area can actually be realized depends very much on the vigor with which these
opportunities are pursued by utilities, builders, government, and other interested parties through
customer education, incentives, and, when appropriate, mandates such as building codes. Dr.
Blackburn stated that one reason why energy conservation measures are not adopted more widely is
lack of information ameng developers and homebuyers. In addition, developers and builders, who do
net have to pay residential electric bills, are biased toward the lowest initial cost, and homeowners
may be reluctant to invest in energy-saving measures if they anticipate selling in the near future, Dr.
Blackbum also recommended a study of energy efficiency potential in North Carolina.

NCWARN witness Konove testified regarding “green building.” Green building involves
design and construction practices that minimize or eliminate harmful impacts on both the
environment and the occupants. It consists of five categories: (1) sustainable community and site
planning, (2) encrgy efficiency and renewable energy, (3) safeguarding water and water efficiency,
{4) indoor environmental quality, and (5) materfals. Homes can be built affordably or at the high-end
customer level using green building.

Mr. Konove described the incentives available to builders for building green homes. Ryland
Homes has worked with Advanced Energy and found that its warranty costs have decreased-since
incorporating better energy efficient systems. Green building provides a market niche that sets green
builders apart from the competition. Mr. Konove mentioned a sealed crawl space business in
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Chatham County and a construction waste recycling business as addressing the needs of green
building. Furthermore, Mr. Konove testified, green building will likely be the norm in ten years.

Mr. Konove also testified about the Energy Star Homes Program, a national voluntary effort
by builders to build at least 30% above existing code. Energy Star is not a green building program,
but it is ofien a component of a green building programs. Energy Star Homes are beginning to get
recognition in North Carolina, with the number of Energy Star homes doubling here in one year’s
time. Mr. Konove also mentioned several green building programs and builders in his testimony.

NCWARN witness Ravetto also festified about green building design and, specifically, the
Leadership in Energy and Environmental Design (LEED) rating system. She explained that energy
conservation in buildings includes the appropriate selection of glazing and positioning the building to
maximize the conservation. She also described daylighting, the controlled use of natural lighting to
displace artificial lighting, According to Ms. Ravetto, a daylighting design can save up to 75% of the
energy used for electric lighting in a building, The LEED rating system is a green building rating
system that is a voluntary, consensus-based national standard for developing high-performance,
sustainable buildings, Owners are beginning to seck LEED certified buildings. Ms. Ravetio further
testified that the average premium for green buildings compared to conventional designs is “slightly
less” than 2% or three to five dollars per square foot. This cost is due to the increase in the time
necessary to integrate sustainable building practices into projects.

The Attomey General’s August 11, 2006 brief stated that the overwhelming evidence from
the testimony at the three public witness hearings was that consumers wish to support energy
conservation measures, as opposed to paying increased rates to build new coal and nuclear plants, and
that, although Dr. Wright did not attend the public hearings or read the transcripts, he derided this
outpouring of consumer support for DSM as unrepresentative of consumers’ views. According to Dr.
Wright, supporters of nuclear and coal plants are less likely to come to public hearings and voice
their support. The Attomey General argued that the purpose of the Commission’s public hearings is
to gather information from consumers for use in the Commission's decision-making process. The
Commission should not speculate on what was not stated by consumers who did not attend the public
hearings. '

The Attorney General noted that the Commission’s rules require that DSM be a part of the
companies’ long-range planning in the annual IRP docket and that a thorough consideration of DSM
options is required in order to meet the public convenience and necessity standard in an application
for a certificate to construct a new generating plant. The Attorney General asserted that there are
substantial costs and risks in building baseload plants. According to the Attomey General, captive
retail ratepayers should not be réquired to-shoulder those costs and risks until all viable DSM options
have been presented and fully explored.

Based on the foregoing, it is apparent to the Commission that new opportunities for improved
DSM programs are available, particularly given the recent history of DSM not being aggressively
promoted. Consumers are becoming more aware of the costs of energy and are demanding additional
choices that can assist them in reducing their energy consumption and costs. The Commission is also
aware of national efforts to promote energy efficiency through new and existing DSM programs,
While utilities have maintained limited DSM programs, the future will require a broader memu of
DSM programs that provide energy reduction and efficiency opportunities at a reasonable cost.
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The Commission finds that there are many such epportunities available, All of the utilities
described such opportunities, from customer education to an increase in dynamic pricing signals to
ratepayers. Furthermore, NCSEA, ED/SELC, and NCWARN gave specific examples of programs
that were apparently both cost-effective and successful at reducing eriergy use and consumption.
According to the testimony, a tightening of building codes, better and more energy efficient
construction of residences and other buildings, and greater collaboration among utilities, builders, and
industry could increase energy efficiency in this State immensely. Because the Energy Star programs
have such a proven track record, a broader use of those programs could also reduce energy
consumption and demand.

The Commission finds, however, that, given the information that is available today, it is not
possible to calculate precisely the degree to which DSM programs can effectively reduce energy
consumption at this time, In almost every case, energy conservation requires a decision by a
customer to sign up for a DSM program, to purchase energy-efficient equipment, or to shift the
customer’s electric usage pattems. Customers arrive at these decisions in a gradual manner, and
sometimes the customer chooses not to make use of a conservation opportunity. Consequently, the
total energy conservation that can be achieved in a given period of time is less than the total available
opportunities for conservation, but it cannot be calculated with precision.

Several witnesses called for a statewide study of energy efficiency to inform the parties on the
extent and effectiveness of the current DSM program mix offered by the utilities and the availability
and effectiveness of new program offerings. However, for the Commission to order such a study, the
goals, scope, timeframe, and funding of it would need to be established. Those matters are presently
beyond the scope of this docket. Moreover, it appears that both Duke and PEC have procesded with
their own studies conceming potential DSM. The Commission urges them to continue their
revitalized evaluations and encourages the Public Staff to carefully monitor such studics.

Customer education is of great importance in any effort to promote energy conservation.
Customers cannot take advantage of conservation programs of which they are unaware. Even when a
customer is aware of a program’s existence, education is necessary in order to bring the program’s
benefits to the customer’s attention and persuade the customer to take part in the program. In some
instances, a customer may be inclined not to participate in a program because of the inconvenience
involved or because of the upfront investment required; in these circumstances, a financial incentive
may be effective in inducing the customer to participate. However, financial incentives must be
examined with great care, Ifa conservation program saves money for a utility and its ratepayers by
reducing demand and thereby delaying or eliminating the need for a new generating facility, but the
financial incentives paid out to program participants exceed the savings realized, the benefit of the
program is lost. In the last analysis, the amount to be expended for customer education and the
amount to be offered in financial incentives to customers must be carefully reviewed in the process of
designing any new conservation program or modifying any existing program.

The Commission finds Duke’s testimony regarding Cinergy’s successes with the collaborative
process among stakeholders in Ohio and Kentucky to be interesting. Such a collaborative process
should be pursued in North Carolina, either with the utilities individually or within the workgroup
established in this docket. The evidence at the hearing and the considerations discussed above have
persuaded the Commission that a collaborative process would be a useful forum for productive
discussions an the opportunities for energy efficiency.
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Finaily, the Commission is unable' to agree with the public witnesses: who proposed the
adoption of a blanket policy against the construction of any new nuclear or fossil-fired plants. The
population of North Carolina is growing rapidly and customer demand for power appears to be
likewise increasing. While the Commission is supportive of cost-effective energy efficiency and
renewable energy resources, we are rot,-at this time, prepared to conclude that such resources should
be treated as the only appropriately available alternatives. Thus, a policy against building any muclear
or fossil-fired plants may leave the State’s utilities without sufficient generation to meet demand.
Utiiities would: seek to meet the shortfall by purchasing power from utilities in other states. Usmg
power generated in other states m place of power generated in North Carolina would not result in any
major reduction in electric usage or in any meaningfirl environmental benefits and would have at least
one serious adverse effect. During periods of peak consumption, the state’s utilities might have to
pay extremely high rates to purchase power from other utilities; in some cases, they may be unable to
import sufficient power at all because of the limitations of the transmission system or for other
reasons. Consequently, a policy prohibiting the construction of all nuclear and fossil-fired plants may
create risks of both excessive clectric rates and unreliable service. Such a policy would contravene
G.S. 62-2(a)(3), which provides that a primary purpose of utility regulation is “[tjo promote adequate,
reliable and economical utility service 1o all of the citizens and residents of the State.” Such a policy
cannot appropriately be adopted by this Commission. However, the Commission’s refusal to adopt a
blanket prohibition on the constructioni of new nuclear or fossil-fired units should not be understood
as an expression of support for any particular proposed facility. Instead, the appropriateness of such
facilities, if any, must and will be determined in individual certification proceedings.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 7

The evidence s:upporting this finding is contained in the testimony and exhibits of witness
Wright on behalf of PEC, Duke, and DNCP, the testimony of PEC panel, the testimony of DNCP
witness Koogler, the testimony of NCEMC witness Beam, the testimony of CIGFUR witness
Phillips, the testimony of CUCA witness O’Donnell, the testimony and exhibits of NCSEA witnesses
Edgar and Tiller, and the testimony and exhibits of NCWARN witness Blackbur.

PEC, Duke, and DNCP witness Wright testified that regulators have employed a number of
cost recovery and incentive mechanisms with respect to implementing DSM. He explained that
several issues face regulators in developing any cost recovery program, One of those issues is how to
recover the revenues “lost” to the utility when it reduces its sale of kWhs, Without recovery of these
revenues and profits, a utility would not have an incentive to invest in DSM programs. A second
issue is the timing of DSM cost recovery, either through a rate case or some other regulatory
mechanism. The third issue is how and whether an incentive for a DSM program is tied to
performance of that program or to the overall level of DSM investment,

Dr. Wright listed the various types of DSM cost recovery options: a periodic cost recovery
mechanism, also called a rider; rate case recovery of costs based on actual deferred DSM expenses
recovered within a recovery period of several years and a true up mechanism at the next rate case;
rate case recovery of actual DSM costs through rate basing of some actual deferred costs and
recovery of these actual costs over several years; and direct charging of costs to participants, which
may or may not be periodically adjusted or adjusted at rate cases.
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Dr. Wright also listed potential DSM incentive mechanisms: recovery of lost sales or ost
margins through a tracker mechanism; a refurn on equity based incentive for rate-based DSM
options; and a sharing of the savings or net dollar benefit of a DSM program.

Dr. Wright recounted this Commission's metheds for recovery of DSM costs and incentives
to invest in DSM. In the first IRP Order, Docket No. E-100, Sub 58, the Commission allowed
utilities to begin accumulating in a deferred account the costs associated with the IRP, including a
return, to be recovered at some future date and afer review of cost proposals put forth by the utilities.
In the next IRP Order, Docket No. E-100, Sub 64, the Commission indicated that DSM costs were
being deferred to be recovered in the next general rate case. Also, in Docket No. E-7, Sub 487, the
Commission allowed for recavery of proven lost revenues net of any “found” revenues.

Dr. Wright emphasized that utilities should have a timely recovery of all costs associated with
energy efficiency, DSM, and renewable energy programs, and he expressed his preference for a rider
similar to the fuel adjustment rider. Such a rider would eliminate any disincentive for reducing sales
and would allow for the timely recovery of costs. He did not know whether this would be possible in
North Carolina without legislation. Dr. Wright did not agree that such a rider would be “single issue
ratemaking.” As for the components of his proposed rider, Dr. Wright stated that he would include
the direct costs, including administrative costs that the companies paid, incentives and lost revenues,
minus any gains in revenue. He indicated that he might also support a policy decision to include a
bonus to the utility to promote DSM aggressively.

PEC witness Williams testified that PEC agreed with Dr. Wright’s conclusion that a periodic
cost recovery tracking mechanism is the most appropriate method for the recovery of costs associated
with DSM, and Mr, Williams suggested that this could take the form of a rate rider for recovery of all
costs concurrent with the implementation of the DSM program. The components of this mechanism
should include a return on capital investment, operating and maintenance expenses, including
administrative expenses, program costs, and incentives paid, if any. Mr. Williams also testified that it
should include an incentive or reward to encourage DSM accomplishments. Deferring recovery of
.costs to a rate case does not allow for timely recovery, in Mr. Williams® opinion.

DNCP witness Koogler testified that DNCP does not propose any new funding mechanisms,
but instead believes that dynamic-pricing and other time-differentiated tariff options effectively fund
DSM. Dynamic pricing does not impose any additional financial burdens on customers, while
reducing demand for electrical generation. Mr. Koogler further testified that he generally agreed with
CIGFUR witness Phillips that the costs of DSM initiatives and the collection of these costs through
customers’ rates, coupled with recovery of lost revenues should be such that no class of customets
would benefit at the expense of another. He agreed with PEC that the utilities should be able to
recover all related costs in a timely manner, recover lost revenues, and earn an incentive refum on its
investment.

NCEMC witness Beam testiffed that any incentives provided by a utifity to encourage DSM
to the customer should be no more than the savings produced by the program. Furthermore, he
testified that such incentives should not be at the expense of any particular class of customers to the
benefit of another, be it taxpayers or ratepayets.

CIGFUR. witness Phillips testified that a discussion of funding mechanisms for DSM
programs does not belong in an IRP proceeding. He further indicated that utilities should not perform
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a govemnment function such as taxing some ratepayers and providing payments to others, He
advocated cost-based rates to encourage DSM. Mr. Phillips considered Dr. Wright's suggestion of a
rider to fund DSM programs as “single issue ratemaking.” Imposing such a rider in this proceeding
could result in unnecessary rate increases that are neither sought by the utilities nor justified in a rate
case. In sum, Mr. Phillips opposed any rate increase outside of a rate case,

CUCA witness O’Donnell testified that, while CUCA supports DSM and energy efficiency
efforts, it believes that such programs should be cost-effective, free from subsidization and equitable.
He was opposed to a public benefit fund because of the financial hardship to manufacturers who need
to realize a benefit in the short-term. Mr. O’Donnell was also opposed to the rate rider recommended
by Dr. Wright and the PEC panel. He stated that the Commission should review DSM costs in a rate
case and then design rates accordingly. General rates incorporate all kinds of costs and revenues
which change from year to year. CUCA argued that singling out environmental program costs for
deferral is not fair to ratepayers because it ignores all other changes in costs and revenues and may
result in a windfall fo the utilities. If the implementation of environmental programs has a materially
adverse effect on a utility’s earnings, the utility can always initiate a general rate proceeding before
the Commission, which will allow both the utility and its ratepayers to look at all of the utility’s
revenues and expenses.

NCSEA witness Edgar testified that there have been three basic approaches to funding energy
efficiency programs: (1) a tax on utility customers to create a public benefit fund, (2) a charge to
utility customers as part of the utility's cost of providing service to fund programs administered either
by the utility or by a third-party administrator, and (3) 2 combination of the two approaches above.
He described Focus on Energy, an energy efficiency initiative in Wisconsin. He noted that the
Wisconsin legislature recently enacted Act 141, which moved the funding for this program from a tax
on utility customers to a charge to be levied as a cost of doing business for the utilities. The utilities
will collectively issue a bid to select a third party, non-utility entity as a program administrator. He
acknowledged that there are many pros and cons with these approaches, but concluded that the entity
administering the program should have a clear incentive and motivation to succeed. Mr. Edgar also
testified that funding for the energy cfficiency programs could come from a greater partnership with
marketers who provide high-energy efficiency products. Two private sources of funding are energy
service companies and financial institutions.

NCSEA witness Tiller testified that efficiency improvements should be administered by a
statewide organization. He listed a wide array of potential agencies that may be qualified to do this,
including but not limited to the State Energy Office and Advanced Energy Corporation, He further
recommended a funding mechanism similar to the Focus on Energy program in Wisconsin. _

NCWARN witness Dr. Blackbum testified that financial assistance must be provided more
generously to spur investments in energy efficiency. He mentioned tax credits and low interest loans,
but he indicated that a public benefit fund is the best financing mechanism. Even though Dr.
Blackburn testified that there are many potential cost-effective energy efficiency programs, a public
benefit fund would help to overcome the lack of knowledge about energy efficiency.

The Commission has carefully considered the testimony of the witnesses in this proceeding
regarding funding and incentive mechanisms for DSM programs. In considering this issue, the
Commission has revisited its previous IRP orders regarding incentive mechanisms and the
development of the DSM cost recovery from the early 1990s. The Commission first explicitly
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considered implementation of appropriate rewards to utilities for successful efficiency and
conservation measures, pursuant to G.S. 62-2(3a), in Docket No. E-100, Sub 58. During that
proceeding, the Public Staff entered into stipulations with Duke, CP&L (now PEC), and North
Carolina Power (now DNCP) essentially recommending that the Commission find ways to reward the
utilities for successful implementation of their IRP plans. In its Order Adopting Least Cost
Integrated Resource Plans, issued May 17, 1990, the Commission addressed the issue of rewards by
stating: :

The Commission believes this to be an issue on which there is a general consensus by
all parties that procedures must be developed to encourage positive least cost
integrated resource planning accomplishments. ... [Tlhe Commission finds that it is
appropriate for the utilities to initiate deferral accounting procedures for the purpose of
accumulating and deferring costs associated with implementation of Commission
approved least cost integrated resource plans, including a return at each utility’s last
approved overall rete of retumn. The Commission concludes that each utility should be
required to file its proposed plan for recovery of these costs with its next short-term
action plan in this docket. The companies’ filings should address the kinds of costs
that they are proposing to accumulate and defer for future inclusion in rate case
proceedings.

In its Order Adopting Least Cost Integrated Resource Plans issued on June 29, 1993, in
Docket No. E-100, Sub 64, the Commission noted developments in the area of DSM cost recovery
and incentive mechanisms since the Sub 58 Order, First, the Commission recounted that PEC, Duke,
and DNCP had filed proposed plans for the recovery of DSM costs and incentives in May 1991, and
the Public Staff and other parties filed comments on those proposals in August 1991. Furthermore,
on September 9, 1991, a stipulation between Duke and the Public Staff was filed and approved in
Duke’s then-ongoing general rate case proceeding, Docket No. E-7, Sub 487, allowing Duke to defer
certain DSM program costs beyond those currently reflected in rates, including explicit fncentives,
rebates, and advertising costs, for fature rate recovery. The stipulation also provided that Duke could
seek to recover lost revenues, but only to the extent that it satisfied the burden of proof regarding
such lost revenues and offset such lost revenues with “found” revenues attributable to load factor
improvement programs. Finally, the stipulation provided that at the time rewards were recognized
pursuant to G.S. 62-2(3a), they would be added to the deferred balance.

Next, on October 20, 1992, the Public Staff and Duke entered into a stipulation in E-100,
Sub 64, that provided for a shared savings reward mechanism for DSM programs that decreased
utility bills. The reward would be based on demonstrated kW and kWh savings, and would equal
15% of the North Carolina retail net savings from the program in a given calendar year, However,
the reward would be limited to 0.5% of Duke’s North Carolina retail revenues recorded in the
calendar year for which the reward was claimed.

On October 20 and Qctober 30, 1992, stipulations between the Public Staff and DNCP and the
Public Staff and PEC were filed with the Commission in Docket No. E-100, Sub 64. These cost
recovery and reward mechanism stipulations were virtvally identical to the stipulations between the
Public Staff and Duke, with the exception of the number of years of savings used to calculate
rewards.
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In its Sub 64 Order, the Commission approved the stipulations entered into by the Public
Staff, on one hand, and Duke, PEC, and DNCP, on the other, In conjunction with this approval, the
Commission stated:

The Commission concludes that special ratemaking treatment of DSM currently is
appropriate to encourage utilities to invest aggressively in DSM resources. This
special treatment includes three key elements: (1) the recovery of certain incurred
costs associated with operating DSM programs; (2) the recovery of “lost” revenues
resulting from energy efficiency programs; and {3) an additional financial incentive, or
reward, for exemplary DSM accomplishments.

The deferred account mechanism ... contemplates the potential inclusion of all three
of the elements identified above. The use of deferred accounting for all three of the
special ratemaking elements is appropriate. The purpose of the stipulated deferred
accounting is to attempt to remove any perceived disincentive by utilities to the
implementation of DSM prograros.

IT]he Commission cannot conclude at this time, as advocated by the Public Staff, that
the reward element should be allowed exclusively as a “jump start” mechanism and
should be discontinued as soon as is reasonably practicable. Nevertheless, the need
for continuation of the reward mechanism is an issue that the parties may address in
future LCIRP proceedings. The Public Staff, and any other party for that matter,
always has the right to petition the Commission to prospectively modify or delete any
aspect of the reward mechanism.

The Commission revisited the topic of deferral accounting for DSM cost recovery and
additional incentives in its Order Adopting Least Cost Integrated Resource Plans issued in Docket
No. E-100, Sub 75, on February 20, 1996, The Commission’s Order noted that the Public Staff had
proposed that deferral accounting for DSM costs be discontinued because (1) the need to spur initial
development of DSM had passed and (2) increasing use of the RIM test to evaluate DSM programs
resulted in programs for which an incentive was not needed. The Public Staff also noted that, while
PEC had not implemented deferral accounting for DSM costs and while DNCP’s deferral balance
was only $175,000, Duke had deferred $40 million in costs, and if allowed to continue, could defer
more than $140 million by the year 2005. The Commission went on to state that Duke had filed a
response to the Public Staff’s proposal, noting that Duke had reached a stipulation with the Public
Staff during the proceeding to restrict its future deferral accounting to certain programs, cap its DSM
deferral account at $75 million, and cease accruing the DSM reward clement as of
December 31, 1995.

Since the Commission’s Order in Docket No. E-100, Sub 75, Duke, PEC, and DNCP have
each taken different paths with regard to DSM cost recovery and additional incentives. Duke has
continued to defer its DSM costs, net of revenue collections, subject to the stipulation entered into in
Docket No. E-100, Sub 75. DNCP's deferral account was terminated as part of the resolution of its
2005 general rate case proceeding, Docket No, E-22, Sub 412. As of September 2004, DNCP’s
accumulated deferral was a credit owed to ratepayers in excess of $8 million; including interest. The
credit due to ratepayers was amortized as a credit to rates over a three-year period in DNCP’s recent
rate case. To the kmowledge of the Commission, PEC has never initiated deferral accountmg for
DSM costs or additional incentives.
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A review of the Commission’s past actions with regard to DSM cost recovery and additional
incentives shows that the Commission properly implemented the policy expressed in G.S. 62-2(3a) to
consider appropriate rewards to utilities for successfut efficiency and conservation measures that
reduce utility bills, The Commission established special ratemaking treatment including deferral
accounting, for thiee components of DSM costs and incentives: incurred costs, lost revenues, and a
shared savings reward. The Commission has altered these allowances only twice: first, in agreeing to
the limitation of Duke’s deferral accounting when it appeared that Duke’s deferral account could
become unreasonably large and, second, approving the termination of DNCP’s deferral account in the
2005 general rate case when it became evident that a relatively substantial amount of money was
owed to DNCP’s Norih Carolina retail ratepayers. However, as noted in several of the Commission’s
IRP proceedings held since Docket No. E-100, Sub 75, the utilities’ emphasis on DSM has lessened
over time, due to several factors unrelated to cost recovery. To the extent the utilities have
established deferral accounts, these accounts reflect this lessening of emphasis and expenditures.

The special ratemaking treatment for DSM established by the Commission in the early 1990s
was appropriate for the conditions in North Carolina at that time, including the condition of the
market for DSM products and services, the posture of the utilities toward DSM, the customers’
understanding of the benefits and costs of DSM, and the regulatory environment. All of these factors
influenced the Commission's approach to the implementation of DSM initiatives, and the funding
and ratemaking treatment of DSM reflected the specific circumstances of the early 1990s.

The Commission believes that its approach to the funding and ratemaking treatment of costs
and additional incentives in this era of renewed emphasis on DSM must reflect the present
circumstances. As the testimony showed, many factors have changed since the early 1990s. The
Commission believes that the ratemaking treatment and the design of additional incentives must be
based on the objectives of DSM. Although progress is being made in this proceeding, the picture is
not yet entirely clear. Therefore, the Commission believes that it is premature to settle on any
particular funding mechanism or ratemaking treatment as a means of meeting the policy expressed in
G.S. 62-2(3a). The Commission also wishes to emphasize that special ratemaking treatment couid be
unnecessary if DSM efforts are to be administered by an independent third party statewide. To move
forward, the Commission particularly looks to the collaborative process to facilitate the development
of an approach to DSM in the appropriate environment. Once the picture becomes clearer, additional
steps can be taken to develop or refine any funding mechanisms and ratemaking treatment or to
consider innovative funding options, such as.a third party administrator of DSM efforts, to fulfill the
policy expressed in G.S. 62-2(3a).

The Commission also wishes to note that it does not fully agree with the testimony of
CIGFUR witness Phillips that a discussion of fiunding mechanisms does not belong in an IRP
proceeding. As discussed herein, it is clear that the requirements and guidelines for DSM cost
recovery and additional incentives have historically been addressed in this very type of proceeding,
The Commission intends to stay within the bounds of applicable law and policy with regard to what
actions can and cannot be appropriately taken in the context of its IRP proceedings; however, the
Commission concludes that, to the extent permitted by such law, there is no better forum than an IRP
proceeding for discussion of appropriate and reasonable funding mechanisms for DSM costs.
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EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 8

The evidence supporting this finding is contained in the. testimony and exhibits of the
witnesses in this proceeding, the comments of the parties, and the utilities’ annual plans.

As the Commission has stated in previous IRP dockets,

IRP review is intended to ensure that each utility is including all the considerations
required by the Commission’s Rules in its planning process, that each utility is
generally utilizing state-of-thc-art techniques for its forecasting and planning
activities, and that each utility has developed a reasonable analysis of its long-range
needs for expansion of generation capacity. Also, the Commission reiterates its
opinion that evaluations of individual DSM programs, certificates to construct new:
generating plants or transmission lines, and individual purchased power contracts
should be handled in separate dockets from the IRP proceeding.

This Commission has also emphasized in several IRP proceedings that the inclusion of 2 DSM
program or a proposed new generating station in a utility’s IRP filing does not constitute approval of
such individual elements, even if the utility’s IRP itself is approved,

Based upon the foregoing, the Commission’s review of the annual plans, the comments filed
in this docket, and the entire record of this proceeding, the Commission concludes that the current
IRPs are reasonable for purposes of this proceeding and should be approved.

IT IS, THEREFORE, ORDERED as follaws:

L That this Order shall be adopted as part of the Commission’s current analysis and plan
for the expansion of facilities to meet firture requirements for electricity for North Carolina pursuant
to G.S. 110.1{c);

2, That the IRPs filed by PEC, Duke, DNCP, NCEMC, and WCE in this proceeding are
hereby approved as hereinabove discussed;

3. That future IRP filings by all utilities shall continue to include a detailed explanation
of the basis and justification for the adequacy and appropriateness of the level of the respective
utility’s projected reserve margins;

4, That future [RP filings by all utilities shall continue to include a discussion of the
adequacy of the respective wtility’s transmission system (161 kV and above) and in addition, each
utility shall include 2 copy of the most recently completed FERC Form 715, including all its
attachments and exhibits;

5. That the utilities shali meet with the Public Staff within 30 days of the filing date of
future annual reports to discuss detailed information conceming their transmission line inter-tie
capabilities, transmission line loading constraints, and planned new construction and upgrades within
their respective control areas for the planning period under consideration;
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6. That future IRP filings by all utilities shall continue to provide a separate and updated
list of all non-utility electric generating facilities in the North Carolina portion of their control areas,
including customer-owned and stand-by generating facilities, to the fullest extent possible and this
information should include facility name, primary fuel type, and capacity and location, and should
indicate which facilities are included as part of their total supply resources;

1. That future IRP filings by PEC, Duke, and DNCP shall continue to include
information on levelized busbar costs for various conventional, -demonstrated, and emerging
generation technologies, and any claim of confidentiality under the North Carolina Public Records
Act shall be set forth with specificity at the time this information is filed and shall conform to each of
the conditions specified in G.S. 132-1.2 and in addition, a redacted non-confidential version of the
information in question shall also be included in the annual report filings;

8. That future IRP filings shall contain the following: the identity of each wholesale
entity to which the utility has committed itself to sell power during the planning horizon, the number
of MWs on an annual basis for each such contract, the length of each contmct, and the type of each
contract (e.g., native load priotity, firm);

9. That future IRP filings by PEC, Duke and DNCP shall include a section containing a
comprehensive analysis of their DSM plans and actmues including relevant cost/benefit
information; and

10. That, upon request, the utilities shall cooperate with the Public Staff and other
intervenors in any of their efforts to investigate, review, and analyze the utilities’ cost/benefit
analyses of their DSM programs.

This the _31% day of August, 2006,

NORTH CAROLINA UTILITIES COMMISSION

Gail L. Mount, Deputy Clerk
mr083106.01

DOCKET NO. E-100, SUB 105
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Rulemaking Proceeding to Revise Commission )
Rule R8-62, Certificates of Environmental ) ORDER AMENDING
Compatibility and Public Convenience and }  RULERS-62
Necessity for the Construction of Electric )
Transmission Lines in North Carolina }

BY THE COMMISSION: On November 30, 2005, the Commission initiated a mlemaking
proceeding to amend Rule R8-62 to require an applicant secking a certificate of environmental
compatibility and public convenience and necessity for the construction of electric transmission lines
in North Carolina to prefile direct testimony with the application for certification. The Commission
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made Carolina Power & Light Company d/b/a Progress Energy Carolinas, Inc. {Progress); Duke
Power, a division of Duke Energy Corporation (Duke); and Virginia Electric and Power Company
d/bfa Dominion North Carolina Power (Dominion) parties to the proceeding. Further, the
Commission permitted other interested persons to intervene and required the parties to file comments
on the proposed amendments. On January 26, 2006, the Commission allowed North Carolina Electric
Membership Corporation (NCEMC) to intervene in the proceeding,

Progress and Dominion separately filed comments on the. proposed amendments, Progress
requested that the final rule clarify that prefiled direct testimony is not required when an applicant
files for a waiver of the nofice and hearing requirements pursuant fo Rule R8-62(k) and
G.5. 62-101(d)(1). Progress and Dominion both requested that the Commission make clear that an
applicant may file supplemental direct and/or rebuttal testimony in response to prefiled expert
testimony by the Public Staff and other intervenors in a contested case.

After careful consideration of the concerns raised by Progress and Dominien, the Commission
concludes that the final ule should clarify that prefiled direct testimony is not required when an
applicant files for a waiver of the notice and hearing requirements pursvant to Rule R8-62(k)} and
(.8, 62-101(d)(1). The Commission further concludes that deadlines for prefiling rebuttal testimony
in future transmission line proceedings should be established in their respective scheduling orders.

IT IS, THEREFORE, ORDERED as follows:

1. That, effective as of the date of this Order, Commission Rule R8-62 is hereby
amended as set forth in the Appendix A attached hereto.

2 That deadlines for prefiling rebuttal testimony in future transmission line proceedings
shall be established in their respective scheduling orders.

ISSUED BY ORDER OF THE COMMISSION.
This the 27th day of February, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Patricia Swenson, Deputy Clerk

Lh022306.01

APPENDIX A

Rule R8-62 is hereby amended by adding a new section (c)(7) which reads as follows:

(c)(7) The application shall be accompanied by prefiled direct testimony incorporating and
supporting the application. Provided, however, an applicant requesting a waiver of the notice and
hearing requirements pursuant to Rule R§-62(k) and G.S. 62-101{d)}(1) shall not be required to
prefile direct testimony supporting the application unless the waiver request is subsequently denied
by the Commission.

Further, Rule R8-62(j) will be rewritten as follows:

(i) Testimony and exhibits by expert witnesses shall be filed pursuant to Commission
RuleR1-24(g). Absent substantial cause, the Public Staff and other intervenors shall file direct
testimony and exhibits of expert witnesses no later than the deadline established for filing petitions to
intervene. Non-expert witness testimeny is not required to be reduced to wntmg or filed prior to the
hearing.
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DOCKET NG, P-100, SUB 133k
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Generic Docket to Address Performance ) ORDER GRANTING
Measurements and Enforcement Mechanisms ) BELLSOUTH'S PETITION TO
- ) MODIFY SQM/SEEM PLAN

BY THE COMMISSION: On September 30, 2005, BellSouth Telecommunications, Inc.
(BellSouth), and AT&T Communications of the Southem States, LLC (AT&T), DIECA
Communications, Inc., dfbfa Covad Communications Co. (Covad), ITC*DeltaCom, Inc. (ITC),
MClImetro Access Transmission Services, LLC and MCI WORLDCOM Communication, Inc. (MCI),
KMC Telecom Inc. (KMC), Z-Tel Communications, Inc. (Z-Tel), and IDS Telecom, LLC (IDS)
(collectively the competitive local exchange company (CLEC) Coalition) jointly filed a Motion
requesting the Commission to spprove a new Service Quality Measurement {(SQM) Plan and
Self-Effectuating Enforcement Mechanism (SEEM) Plan (a copy of which was attached to the Joint
Motion). BellSouth and the CLEC Coalition noted that, upon Commission approval, the proposed
SQM/SEEM Plan would supersede and replace the then-current SQM/SEEM Plan.

By Order dated October 24, 2005, the Commission granted the Joint Motion, thereby
approving the proposed SQM/SEEM Plan, unless objections to the proposed SQM/SEEM Plan were
filed by no later than November 7, 2005. The Commission subsequently granted a request for an
extension of time to file objections, and objections were due by no later than November 14, 2003.

No objections were received, and BellSouth’s new SQM/SEEM Plan was approved effective
November 15, 2005. BellSouth implemented its new SQM/SEEM Plan on January 1, 2006,

On March 1, 2006, the Commission issued its Order Concerning Changes of Law (hereinafter,
the Change of Law Order) in Docket No, P-55, Sub 1549. In the Change of Law Order, the
Commission made the following relevant Findings of Fact: '

Finding of Fact No. 8 - The Commission does not have the authority to require
BellSouth to include Section 271 elements in ICAs [interconnection agreements)
entered into pursuant to Section 252, nor does the Commission have the authority to
set rates for such elements.

Finding of Fact No. 12 — With the Commission’s approval of the new, stipulated
SQM/SEEM Plan in Docket No. P-100, Sub 133k, effective November 15, 2005, the
issue in this docket of removing delisted UNEs [unbundled network elements] from
the SQM/SEEM Plan is moot.

No party in the change of law docket filed an objection to.the Commission decisions embodied
in either Finding of Fact No. 8 or Finding of Fact No. 12.
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On March 31, 2006, BellSouth filed a Notice of Intent to Modify the SOM/SEEM Plan.
BellSouth noted that, pursuant to Section 4.6.1 of its SEEM Plan', it was going to modify its
SQM/SEEM Plan, effective on May 1, 2006, to implement the Commission’s March 1, 2006 Change
of Law Order. BeilSouth attached a redlined version of the modified SQM/SEEM Plan to its Notice.

BeliSouth commented in Footnote No. 3 of its March 31, 2006 Notice that, because the
Commission determined in its Change of Law Order which elements had been delisted under
Section 251(c)(3) of the Telecommunications Act of 1996 (the Act), there was no need for-BellSouth
to file the Petition described in Section 4.6.1 of the Plan.

BellSouth stated that, pursuant to SEEM Section 4.6.1, BellSouth planned to remove the
following delisted elements from the SQM/SEEM Plan: -

(1) UNE Line Sharing;

{2)  UNE Switching;

(3)  Sub-Loop Feeder; ‘

{(4)  High Capacity Loops (DS1 and D$3) in unimpaired wire centers;

(5)  Dark Fiber Loops (maintenance and repair metrics for the embedded base remain in
the Plan unti! the September 2006 data menth);

(6) Dedicated Transport {DS1 and DS3) in unimpaired wire centers;

(7)  Dark Fiber Transport in unimpaired wire centers (maintenance and repair metrics for
the embedded base remain in the Plan until the September 2006 data month),;

(8)  Enfrance Facilities (i.e., local channels); and

(9)  OCn Level Facilities.

On April 10, 2006, the Commission issued an Order allowing interested parties, including the
Public Staff, to"file objections to or comments on BellSouth’s March 31, 2006 Notice by
April 24, 2006.

Comments were filed on April 24, 2006 by Covad, DeltaCom, Inc. (DeltaCom), and Business
Telecom Solutions, Inc. (BTI) (hereinafter, the Competing Local Provider (CLP) Partics), and the
Public Staff. On May 1, 2006, the Commission issued its Order Recognizing BellSouth's Netice of
Intent as its Petition and Seeking Comments,

On May 17, 2006, initial comments were filed by the CLP Parties and the Public Staff,
BellSouth filed reply comments on May 30, 2006.

INITIAL COMMENTS

The CLP Parties objected to BellSouth’s Notice of Intent to Modify the SQM/SEEM Plan
filed with the Commission on March 31, 2006, for the reasofs set forth on pages 102 through 109 of
the Commission’s Change of Law Order, regarding removal of elements from the SEEM Plan. The
CLP Parties asserted that the network elements delisted under Section 251(c)(3) should not be
removed from the SQM/SEEM Plan to the extent such network elements are still required pursuant to
Section 271. The CLP Parties maintained that the SQM/SEEM performance measurements were

! Section 4.6.1 of the Plan states, in relevant part, that if a change of law occurs which may relieve BellSouth
of the ebligation to provision a particular UNE or UNE combination, BellSouth shall Petition the Commission within
30 days if it seeks 1o cease reporting data or paying remedies in accordance with the change of law.
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instituted to confirm BellSouth’s compliance with its Section 271 obligations. The CLP Parties
argued that, when switching, loop, and transport network elements are no longer available under
Section 251, BellSouth stili must provide meaningful, nondiscriminatory access to such network
elements pursuant to the Section 271 competitive checklist. The CLP Parties asserted that it is not
compliance with Section 251 obligations that SQM/SEEM Plans are designed to measure, rather it is
compliance with Section 271 obligations — including the provision of unbundled elements required
even after a finding of no impairment under Section 251. The CLP Parties opined that the
Section 271 checklist ilems that must be unbundled sheuld remain subject to the SQM/SEEM Plan,

The CLP Parties noted that the Federal Communications Commission {FCC) ruled in the
Triennial Review Order (TRO) that the Bell Operating Companies’ (BOCs") unbundling obligations
under Section 271 exist independently of the unbundling obligations the FCC establishes for all
incumbent local exchange companies (ILECs) under Section 251, since to find otherwise would mean
that Section 271 has no legal import whatsogver. The CLP Parties maintained that BellSouth wishes
that an FCC decision to eliminate unbundling of a network element under Section 251(c) would
automatically translate into eliminating Section 271 unbundling for that element, but that is not the
law. The CLP Parties asserted that the FCC's determination that Section 271 establishes a separate
unbundling obligation was affirmed by the D.C. Circuit in UST4 [. The CLP Partics noted that
BellSouth petitioned the FCC to remove the Section 271 unbundling requirement - through
forbearance — with respect to all network elements that were “declassified” by the FCC, but the FCC
did not grant BellSouth’s petition. The CLP Parties stated that, thus, except for the four elements
specified in the FCC’s forbearance ruling, all other unbundling requirements contained in
Section 271 remain in effect.

The CLP Parties asserted that Sections 271(c)(2)(B)(iv) through (vi} of the Act require the
BQCs to provide Iocal loops, transport, and switching. Further, the CLP Parties noted that the FCC
has found that the BOC’s obligation to make Section 271 checklist items available to CLPs is
independent of the obligation to provide access to network elements under Section 251. The CLP
Parties noted that the FCC held in Paragraph 659 of the TRO that:

[I1f, for example, pursuant to section 251, competitive entrants are found not to
be ‘impaired’ without access to nnbundled switching at TELRIC [total element,
long-run incremental cost] rates, the question becomes whether BOCs are
required to provide unbundled switching at TELRIC rates pursuant to
section 271(c)(2)(B)(vi). In order to read the provision so as net to create a
confiict, we conclude that section 271 requires BOCs to provide unbundled
access to elements not required to be unbundled under section 251 but does not
require TELRIC pricing.

The CLP Parties noted that the D.C. Circuit in USTA /I considered and affirmed the FCC’s
. treatment of these issues in the TRO. The CLP Parties stated that, thus, BellSouth must make loops,
transport, and switching available as checklist items even after the FCC finds those network elements
are no longer available under the standards established in Section 251.

The CLP Parties maintained that the FCC has recognized state commission authority to
enforce the terms of Section 271 access post-approval. The CLP Parties stated that, while noting that
Congress authorized the FCC to enforce Section 271 to ensure continued checklist compliance, the
FCC’s New York Section 271 Order specifically endorsed state commission authority to enforce
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commitments made by Verizon [then Bell Atlantic] to the New York Public Service Commission
(PSC). The CLP Parties noted that the FCC stated that:

Complaints involving a BOC’s alleged noncompliance with specific
commitments the BOC may have made to a state commission, or specific
performance monitoring and enforcement mechanisms imposed by a state
commission, should be directed to that state commission rather than the FCC.

The CLP Parties stated that, indeed, the FCC noted “with approval” the fact that the New
York Performance Assessment Plan (PAP) “will be enforceable as a New York Commission order.”
The CLP Parties stated that each and every subsequent FCC order granting BOC long distance entry
reached the same conclusion: state commissions are fully empowered to ensure BOC compliance
with the competitive checklist afier Section 271 application approval.

The CLP Parties noted that, in an FCC Order for Arizona, the FCC commended state
commissions for all the work they performed in rendering Bell company operations and processes
Section 271 compliant. The CLP Parties stated that, morcover, thé FCC’s Order made it clear that
continuing state commission autherity to enforce Bell company compliance with the requirements of
Section 271 extended beyond the date of FCC Section 271 approval. The CLP Parties maintained
that, indeed, in determining to grant Qwest's Arizona Section 271 application, the FCC relied
explicitly on the ongoing enforcement authority of state commissions post-approval, under gither
federal or state law. Furthermore, the CLP Parties stated, the FCC took explicit note of the specific
authority of state commissions to resolve carrier-to-carrier disputes under Section 271, The CLP
Parties noted the FCC’s statement that “section 271 does not compel us to preempt the orderly
disposition of intercarrier disputes by state commissions.”

The CLP Parties maintained that, for the reasons summarized in their initial comments and set
forth in detail in CompSouth’s Response to BellSouth’s Motion for Summary Judgment or
Declaratory Ruling and the Commission’s Change of Law Order, the CLP Parties objected to
BellSouth’s Petition and requested that it be denied by the Commission.

The Public Staff stated in its initial comments that, under Sections 271(c)(2)(B)(iv) through (vi),
BellSouth was required to provide access and interconnection to its netwotk for the following as part
of its “competitive checklist” in order to be eligible to provide interLATA long distance service in
North Carolina:

» Local loop transmission from the central office to the customer’s premises, unbundled
from locat switching or other services (Section 271(c}(2)(B)(iv);

o Local transport from the trunk side of a wireline local exchange carrier switch unbundled
from switching or other services (Section 271(c)(2)(B)(v); and

¢ Local switching' unbundled from transport, local loop transmission, or other services
(Section 271(c)(2)(B)(vi).

The Public Staff stated that it believes that each of the delisted elements BellSouth proposes
to remove from its SQM/SEEM Plan falls into one of these categories, and could be viewed as a

37



GENERAL ORDERS - TELECOMMUNICATIONS

“Section 271 requirement” independent of whether or not it was also required to be provided under
Section 251(c) of the Act.

The Public Staff noted that, in Docket No. P-55, Sub 1549, the Commission reviewed whether
network elements delisted under Section 251(c)(3) should be removed from the SQM/SEEM Plan.
The Public Staff commented that CompSouth argued that such elements should not be removed from
the SQM/SEEM Pian to the extent they were still required pursuant to Section 271 of the Act. The
Public Staff opined that this issue was not resolved squarely because the Commission concluded that
the approval of the recent, jointly-filed SQM/SEEM Plan rendered the issue moot. Thus, the Public
Staff noted, the Commission’s Change of Law Order did not expressly address whether BellSouth
was permitted to remove Section 271 requirements from the SQM/SEEM Plan.

The Public Staff commented that the CLP Parties referred to- CompSouth’s argument in
" Docket No. P-55, Sub 1549 in their initial comments on this matter, asserting that, although the
network elements at issue here may have been delisted pursuant to Section 251 of the Act, BellSouth
must still provide meaningful, nondiscriminatory access to such network elements pursuant to the
Section 271 competitive checklist, The Public Staff stated that, therefore, according to the CLP
Parties, those network elements should remain in the SQM/SEEM Plan,

The Public Staff stated that it agrees that BellSouth must still provide meaningful,
nondiscriminatory access to such network elements pursuant to Secction 271. The Public Staff
asserted that the question remains, however, whether the SQM/SEEM Plan is the appropriate
mechanism to measure BellSouth's performance in providing such access. The Public Staff
maintained that self-enforcing penalty plans, including the North Carolina SEEM Plan, were adopted
by state commissions to deter BOCs from retreating or “backsliding” in their provision of services to
competitors after they received in-region, interLATA long distance authority from the FCC. The
Public Staff noted that, pursuant to these plans, if BellSouth fails to provide nondiscriminatory access
to Section 251 UNESs, it must pay the affected CLPs or the state monetary penalties.

The Public Staff maintained that, in this docket, BellSouth and the CLEC Coelition jointly
filed the stipnlated SQM/SEEM Plan on September 30, 2005. The Public Staff noted that the
SQM/SEEM Plan states that it “was developed to respond to the requirements of the
Communications Act of 1996 Section 251 . . . which required BellSouth to provide non-
discriminatory access to Competitive Local Exchange Carriers (CLEC).” The Public Staff
maintained that Section 2.1 of the SEEM Plan states that, “[iln providing services pursuant to the
Interconnection Agreements between BellSouth and each CLEC, BellSouth will report its
performance to each CLEC in accordance with BellSouth’s SQMs and pay remedies in accordance
with the applicable SEEM, which are posted on the Performance Measurement Reports website.”

The Public Staff opined that the Commission, however, no longer requires the elements in
question to be included in interconnection agreements (ICAs) as either Section 251(c} elements or
Section 271 requirements. The Public Staff asserted that Section 251(c) elements are those that the
FCC has determined are necessary for CLPs to provide service and that, without access to the ILEC’s
network, a CLP would be impaired in its ability to do so. The Public Staff opined that since the
elements that BellSouth secks to remove have been delisted, they are no longer considered
“necessary” and the CLPs are no longer impaired without access to them from BellSouth. The Public
Staff maintained that, in other words, the services are competitive and the CLPs may purchase similar
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services from other providers through commercial agreements that may include their own penalties
for performance failures.

The Public Staff stated that, additionally, the Commission determined in the Change of Law
Order that it could not require Section 271 elements to be included in ICAs. The Public Staff
maintained that the Commission noted that “enforcement of Section 271 is largely the responsibility
of thé FCC, with the role of the State commissions being essentially advisory in nature, most notably
and explicitly when a BOC applies for interLATA long distance authority.” The Public Staff argued
that, thus, to the extent that the provision of these nine delisted elements to competitors represents an
ongoing Section 271 obligation, but not a Section 251 obligation, it may be appropriate to continue to
moniter and assess BellSouth’s performance, and to penalize BellSouth for unacceptable
performance. However, the Public Staff pointed out that Section 271(d}(6) seems to assign those
statutory responsibilities exclusively to the FCC.

Finally, the Public Staff noted that Section 4.6.1 of the SEEM Plan provides that, “TiJf a
change of Jaw occurs which may relieve BellSouth’s provisioning of 2 UNE or UNE combination,
BellSouth shall Petition the Commission within 30 days if it seeks to cease reporting data or paying
remedies in accordance with the change of'law.” The Public Staff asserted that it appears, then, that
the partics to the stipulated SQM/SEEM Plan at least contemnplated that if BellSouth were relieved of
its obligation to provide certain UNEs or UNE combinations, it could petition for removal of those
elements. Accordingly, the Public Staff stated that it does not object to BellSouth’s removal of the
delisted elements from the SQM/SEEM Plan.

REPLY COMMENTS

BellSouth stated in its reply comments that the removal of delisted elements from the
SQM/SEEM Plan is a logical and straightforward application of the Commission’s rulings in its
March 1, 2006 Change of Law Order. Accordingly, BellSouth submitted that the Commission
should grant BellSouth’s Petition and thus allow BellSouth to remove delisted Section 251 elements
from the SQM/SEEM Plan.

BellSouth noted that the Commission, in its Change of Law Order, correctly concluded that
“it does not have the anthority to require BellSouth to include Sectien 271 ¢lements in ICAs entered
into pursuant to Section 252, nor does the Commission have the authority to set rates for such
clements.” BellSouth maintained that the Commission further concluded “that BellSouth and the
CLPs should be required to execute amendments to their ICAs deleting the provisions requiring
BellSouth to offer the UNEs that the FCC has found are no longer required to be offered under
Section 251(c) of the Act. .. ." BellSouth argued that, in short, in its Change of Law Order, the
Commission essentially concluded that, unless otherwise agreed to, an ICA approved pursuant to
Section 252 of the Act should be limited to Section 251 elements that BellSouth must provide to
CLPs,

BellSouth asserted that the SQM/SEEM Plan is effectively incorporated into a CLP’s ICA by
virtue of an Attachment to the ICA (typically Attachment 9). BellSouth argued that, because the
Commission has appropriately determined that such ICAs should not contain Section 271 elements, it
logically follows that the SQM/SEEM Plan should not contain Section 271 elements,
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BellSouth maintained that, accordingly, the argument made by the CLP Parties that delisted
elements should remain in the SQM/SEEM Plan when such elements are required to be provided
pursuant to the Section 271 checklist items must fail, because fundamentally this argument is no
different than the already-rejected argument that Section 252 ICAs must contain delisted elements
when those elements remain Section 271 cheeklist items. BellSouth stated that, in not objecting to
BellSouth’s removal of delisted elements from the SQM/SEEM Plan, the Public Staff essentially
reached this same conclusion. BellSouth argued that, contrary to the CLP Parties’ assertion in their
comments, the continued unbundling of Section 271 elements is not the issue here. BeliSouth
maintained that it is required to offer Section 271 elements on an unbundled basis. However,
BellSouth stated that, as the Public Staff noted in its comments, “since the elements that BellSouth
seeks to remove have been delisted, they are no longer considered ‘necessary’ and the CLPs are no
longer impaired without access to them from BellSouth.” Further, BellSouth asserted that, as the
Public Staff recognized, the enforcement of Section 271 is largely the responsibility of the FCC, with
the role of the state commission being essentially advisory in nature. BellSouth argued that,
accordingly, for the reasons set forth in its reply comments, as well as for the reasons set forth in
BellSouth’s Post-Hearing Brief in Docket No, P-55, Sub 1349 at pages 85 through 87 and as stated in
the well-reasoned comments of the Public Staff, the Commission should issue an order allowing
BellSouth to remove delisted elements from the SQM/SEEM Plan, BellSouth noted that, in addition
to being consistent with the Commission’s Findings of Fact Nos. 2 and 8 in its Change of Law Order,
such an order would be consistent with decisions of the PSCs in Florida', South Carolina®, and
Alabama’, all of which have concluded that delisted elements should be removed from the
SQM/SEEM Plan. BellSouth acknowledged that, based upon its Section 271 ruling, the Georgia PSC
issued a ruling requiring BellSouth to keep delisted elements in the Georgia SQM/SEEM Plan
(GA Docket No. 19341-U). BellSouth stated that it has appealed the Georgia PSC’s Section 271
ruling. Additionally, BellSouth maintained that, on May 15, 2006, in Docket No. 04-00381, the
Temnessee Regulatory Authority (TRA) ruled the same way as the Georgia PSC had ruled on this
issue. BellSouth noted that the TRA has not yet issued a written order. BellSouth asserted that,
therefore, the Commission should grant BellSouth’s Petition and allow BellSouth to remove from the
SQM/SEEM Plan the delisted elements identified in BellSouth’s Notice filed on March 31, 2006.

WHEREUPON, the Commission now reaches the following
CONCLUSIONS

The Commission has reviewed and analyzed all of the comments filed by the parties and the
relevant portions of the Act, FCC Orders, and the current, stipulated BellSouth SQM/SEEM Plan,

The Commission agrees with the CLP Parties and the Public Staff that the SQM/SEEM Plan
was developed and put in place to ensure that BOCs would continue to meet their Section 271

! InFL Docket No. 041269-TP, Order No. PSC-06-0172-FOF-TP, at pages 69-70, the Commission found that
performance data for services (delisted clements) no longer under Section 251(c)(3) shall be removed from BeilSouth’s
SQM/PMAP/SEEM.

1
% In SC Docket No. 2004-316-C, Order No. 2006-136, at page 53, the Commission found that network elements
that are delisted under Section 251(c)(3) sheuld be removed from the SQM/PMAP/SEEM.

* In AL Docket No. 29543, Final Order Resolving Disputed Issues, at page 34, the Commission found that

elements that are no longer required to be made available pursuant to Section 251 should be removed from BellSouth’s
SQM/PMAF/SEEM.
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obligations after the FCC granted the BOCs interLATA authority, The Commission further agrees
with BellSouth, the CLP Parties, and the Public Staff that a BOC’s Section 251 and Section 271
unbundling obligations are independent of one another; in othér words, relief from Section 251
unbundiing does not automatically relieve a BOC of its Section 271 unbundling obligations. It is
with the delisting of certain Section 251 UNEs that this issue has come to the forcfront since, at the
time of development of the SQM/SEEM Plan, there were no clements that were required to be
unbundled only under Section 271,

The Commission further agrees with the Public Staff that in delisting Section 251 elements,
the FCC has found those elements are not necessary and that CLPs are no'longer impaired without
access to those elements from the ILECs.' Therefore, delisted Section 251 elements are gencrally
elements which are considered competitive and which the FCC has determined CLPs can purchase
from other sources besides the ILEC. The FCC has generally determined that these delisted
Section 251 elements are available from other sources, and those other sources would not be required
to provide those elements in accordance with any specific service quality measurements; therefore, it
seems logical that BOCs providing those services under Section 271 obligations should, likewise, not
be required to adhere to any specific service quality measurements.

The Commission has also reviewed BellSouth’s new, stipulated SQM/SEEM Plan which
became effective on January 1, 2006. The SQM/SEEM Plan states in the Introduction that:

[tJhe SQM was developed to respond to the requirements of the Communications
Act of 1996 Section 251 (96 Act) which required BellSouth to provide non-
discriminatory access to Competitive Local Exchange Carriers (CLEC). (emphasis
added)

Further, Section 2.1 of the SEEM Plan states:

In providing services pursuant to the Interconnection Agreements between
BellSouth and each CLEC, BellSouth will report its performance fo each CLEC in

accordance with BellSouth’s SQMs and pay remedies in accordance with the
applicable SEEM, which are posted on the Performance Measurement Reports
website, {(emphasis added)

The Commission found in Finding of Fact No. 8 of its March 1, 2006 Change of Law Order
that:

{tlhe Commission does not have the autherity to require BellSouth to include
Section 271 clements in ICAs entered into pursuant to Section 252, nor does the
Commission have the authority to set rates for such elements.

No party objected to the Commission’s decision in Finding of Fact No. 8 of the Change of
Law Order. '

! The Commission recognizes that the FCC has also used the “at 2 minirrum” language in Section 251(d){2) of
the Act to take into account the extent to which unbundling requirements might undermnine the incentives of both ILECs
and CLPs to invest in new facilities and deploy new technology.
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By reading Section 2.1 of the SEEM in conjunction with Finding of Fact No. 8 of the
March 1, 2006 Change of Law Order, BellSouth will not be providing any Section 271 services
pursuant to an JCA which should be subject to the SQM/SEEM Flan.

Therefore, based on the foregoing discussion, the Commission concludes that it is appropriate to
grant BellSouth’s Petition to remove the following delisted Section 251 elements from the

SQM/SEEM Plan:

(1)  UNE Line Sharing;

(2)  UNE Switching;

(3)  Sub-Loop Feeder;

(d4)  High Capacity Loops (DS] and DS3) in unimpaired wire centers;

(5)  Dark Fiber Loops (maintenance and repair metrics for the embedded base remain in
the Plan until the September 2006 data month);

{6) Dedicated Transport (DSI and DS3) in unimpaired wire centers;

(7} Dark Fiber Transport in unimpaired wire centers (maintenance and repair metrics for
the embedded base remain in the Plan until the September 2006 data month);

(8)  Entrance Facilities (i.e., local channels); and

(9)  OCn Level Facilities.

IT IS, THEREFORE, SO ORDERED,

ISSUED BY ORDER OF THE COMMISSION.
Thisthe _21* day of June, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk

Commissioner William T. Culpepper, I dissents from the majority’s decision herein,

bp062006:01

DOCKET NO. P-100, SUB 133k

COMMISSIONER WILLIAM T. CULPEPPER, III, DISSENTING: [ am unable to reach the
result in this proceeding that has been obtained by the majority based upon the following reasoning:

1. The Commission has concluded herein that it agrees with the CLP Parties and the Public
Staff that the SQM/SEEM Plan was developed and put in place to ensure that BOCs would
continue to meet their Sec. 271 obligations afier the FCC granted the BOCs interLATA
anthority.

2. The Commission has also concluded herein that it agrees with BellSouth, the CLP Parties,
and the Public Staff that a BOC’s Sec. 251 and Sec. 271 unbundling obligations are
independent of one another.

3. A BOC must comply with Sec. 271 of the Telecommunications Act of 1996 in order for it to
be able to provide interLATA (long distance) services.
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. See. 271 (c}{1)(A) requires a BOC to enter “into one or more binding agreements that have
been approved under section 252 specifyirig the terms and conditions under which the BOC
is providing access and interconnection fo its network facilities for the network facilities of
one or more unaffiliated competing providers of telephone exchange service. .. to residential
and business subscribers.” (emphasis added).

. Sec. 271{c)(2)(A) requires BOCs to provide access and int'erconnection pursuant to one or
more agreements described in paragraph (1)(A) that meet the requirements of subparagraph
(B).

. Subparagraph (B) of Sec. 271(c){2) is a checklist of elements of access and interconnection
that must be included in the Séc. 252 agreement;

. Sec. 252(e)(1) specifically requires approval of interconnection agreements (ICAs) by “the
State Commission”, {emphasis added)

. In Docket P-772, Sub 8, [n the Matter of Joint Petition of New South Communications Corp.

et al for Arbitration with BellSouth Telecommunications, Inc., this Commission found the.
following Finding of Fact No. 9:

BeliSouth shall permit a requesting carrier to commingle a UNE or a UNE
combination obtained pursuant to Section 251 with one or more facilities or
services that a requesting carrier has obtained at wholesale from an ILEC
pursuant to a method other than unbundling nnder Section 251(c)(3) of the

" Act, including thoss obtained as Section 271 elements. (emphasis added).

. 1 am unable to reconcile the contents of paragraphs 3-8 above with this Commission’s
Finding of Fact No. 8 of the Change of Law Order (in which I did not participate) that “ft]he
Commission does not have the anthority to require BellSouth to include Section 271
elements in ICAs ...,” which I believe to be erroneous.

Therefore, I respectfully dissent.

\s\ William T. Culpepper, IIT -
Comimissioner William T. Culpepper, III

DOCKET NO. P-100, SUB 140

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the matter of
Petition for Rulemaking to Revise Billing ) ORDER AMENDING.
and Collection Procedures for ) RULERI12-17(i}(2)(A) AND
Telecommunications Companies Regarding ) PERMITTING MODIFICATION
Local Disconnection and Toll Denial } OF BILL FORMAT ’
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BY THE COMMISSION: On December 16, 2005, BellSonth Telecommunications, Inc.
{"BellSouth") requested that the Commission amend Rule RI2-17(i)(2)(A) and approve
modifications to BellSouth's bill format as permitted by R12-17(1)(2)(F). On January 22, 2006, the
Commission requested that interested parties submit comments by no later than January 31, 2006,
and that BellSouth submit reply comments by February 17, 2006. On January 31, 2006, the Public
Staff and the Attomey General filed comments. BellSouth met with the Atiomey General's office and
the Public Staff prior to the filing of those comments. On January 31, 2006, BeliSouth filed a
modified motion to amend bill format which reflected suggestions made by those offices. On
February 17, 2006, BellSouth filed reply comments.

BellSouth initially recommended that all unregulated charges on the bill should be marked
with a double asterisk and an associated footnote at the bottom of the page(s) where these asterisks
appedr in lieu of current practice of providing regulated and unregulated charges in separate sections
of the bill. After reviewing the proposal with the Public Staff and the Attorney General, the parties
noted that confusion could arise for customers with interstate charges on their bills under the initial
proposal. To alleviate this concemn, BellSouth made modifications which resolve much of the
confision by using the double asterisks unregulated indicator only on BellSouth Telecommunications
pages of the bill with an associated footnote stating, "Unregulated Charge, Local service will not be
disconnected for nonpayment of unregutated charges." All remaining pages of the bill, including
carrier pages, would have a blanket statement at the bottom of the page that states,
"NONPAYMENT OF ITEMS APPEARING ON THIS PAGE WILL NOT RESULT IN
DISCONNECTION OF YOUR LOCAL TELEFHONE SERVICE; HOWEVER,
COLLECTION OF UNPAID CHARGES MAY BE PURSUED BY THE SERVICE
PROVIDER." This modified format makes it much easier for customers to identify charges on their

 bill that must be paid in order to retain local telephone service. The Public Staff and the Attorney
General support the modified proposal in their January 31, 2006 filings.

BellSouth also requested modifications of Rule R12-17(i)(2)(A), which was promulgated by
the Commyssion in its April 3, 2000 Order. Rule RI12-17(i}(2){A) currently requires that the service
provider's name and toll free contact number be provided on each bill page, "where the services of
any provider other than the billing utility are stated.” BellSouth's original proposal allowed the
company to place contact information on the first page of each service provider's section of the bill
and would have eliminated duplication of this information on each and every page as required in the
current rule. As a result of discussions with the Public Staff, BellSouth modified the original
proposal as follows.

{A)  Where the services of any provider other than the billing utility are stated, and where
all charges from that service provider are included on consecutive pages within the
bill, the name of the service provider offering the service shall be clearly shown on
every page and a toll-free contact number or numbers for the service provider shall be
clearly shown on the first page of the service provider's section of the bill. Otherwise,
the name of the service provider and the toll-free contact information must be included
on each bill page. where the services of any provider other than the billing utility are
stated. The toll-free contact number for the service provider may be a number of the
company that handles the inquiry for the service provider.

The Attomey General and the Public Staff do not object to the language outlined above.
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Finally, in his comments, the Attorney General expressed concern that BellSouth's current bill
fails to specify the precise amount that the consumer owes for local service. As a result, the consumer
cannot easily discem the exact amount that must be paid in order to maintain local service. To fectify
its concern, the Attomey General proposed that BellSouth change its bill format to specify the precise
amount that the consumer owes for local service within 90 to 120 days.

BellSouth objected to the Attomney General's proposal primarily because the proposed change
would require a minimum of six to nine months to accomplish. BellSouth also noted that the bill
provision in question had been in place for a number of years and that'it would prefer to implement a
change of this maguitude coincident with more sweeping changes that it would be proposing by
mid-2007.

After careful consideration of the comments of the parties, the Commission concludes that the
changes proposed by BellSouth in its filings of December 16, 2005 and January 31, 2006 which were
agreed upon after discussions with the Public Staff and the Attomey General should be adopted.
Further, the Commission concludes that BellSouth's current bill format, which does not specify the
precise amount that must be paid in order for the consumer to maintain local service, is a concem and
should be corrected. Correcting this problem will be a large undertaking. For this reason, the
Commission cannot agree that BellSouth should be required to propose a solution to this problem
within 90 to 120 days as suggested by the Attorney General. Nor can the Commiission agree that
resolution to this problem be delayed until mid-2007 as suggested by BellSouth. After: carefully
considering the arguments of the parties and the importance of this information to- consumers, the
Commission concludes that BellSouth shall revise its bill format so that the consumer can precisely
and easily identify the amount due in order to maintain local service within- 180 days of the date of
this order.

IT IS, THEREFORE, ORDERED as follows:

1. That,. effective as of the date of this Order, Rule RI2-17(i)(2)(A) is amended as
follows:

Where the services of any provider other than the billing utility are stated, and where all
charges from that service provider are included on consecutive pages within the bill, the name
of the service provider-offering the service shall be clearly shown on every page and a toll-
free coritact number or numbers for the service provider shall be clearly shown on the first
page of the service provider's section of the bill. Otherwise, the name of the service provider
and the toll-free contact information must be included on each bill page where the services of
any provider other than the billing utility are stated. The toll-free contact number for the
service provider may be a number of the company that handles the inquiry for the service
provider.

2, That BellSouth shall modify its bill format by using the double asterisks unregulated
indicator only on BellSouth Telecommunications pages of the bill with an associated footnote stating,
"Unregulated Charge. Local service will not be disconnected for nonpayment of unregulated
charges.” All remaining pages of the bill, including carrier pages, would have a blanket statement at
the botiom of the page that states, "NONPAYMENT OF ITEMS APPEARING ON THIS PAGE
WILL NOT RESULT IN DISCONNECTION OF YOUR LOCAL TELEPHONE SERVICE;
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HOWEVER, COLLECTION OF UNPAID CHARGES MAY BE PURSUED BY THE
SERVICE PROVIDER."

3 That, BellSouth shall revise its bill format so that consumers can precisely and easily
identify the amount due in order to maintain local service within 180 days of the date of this order.

ISSUED BY ORDER OF THE COMMISSION.,
This the 3" day of April, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk
Lh032006.01

DOCKET NO. P-100, SUB 152
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Competitive Access to Commercial )  ORDER PROMULGATING FINAL RULES

and Residential Developments )

BY THE COMMISSION: On Cctober 3, 2005, the Public Staff, as per Commission Order,
filed a Proposed Rule in this docket attached as Exhibit A to its filing. The Public Staff stated that, in
presenting the Proposed Rule it aitempted to adhere to the Commmission’s ruling and not relitigate
matters already decided, even when they were decided adversely to the Public Staff. The Public Staff
noted that the enactment of Session Law 2005-385 (HB 1468) had rendered moot any rules regarding
carriers of last resort, as well as the letter to customers attached as Exhibit A of the Commission’s
October 29, 2004, Order. The Commission thereupon sought comments on the Public Staffs
Proposed Rule.

- Comments

North Carolina Real Estate Alliance (NCREA) objected to the Proposed Rules’ banning of
weighted commissions in exclusive contracts, arguing that sech a provision is not supporied by the
record and goes beyond the Commission’s ruling on previous motions. Such a ban is not in the
public interest, and the General Assembly has recently rejected legislation that would have
accomplished by statute that which the Public Stalf seeks to have imposed by regulation.
Specifically in this regard, the NCREA referenced HB1470, which would, it safd, have banned
exclusive Preferred Provider Contracts and created affirmative obligations related to access. This bili
never made it out of the House Public. Utilities Committee. Thus, the NCREA argued, the
Comumission must infer that there are sound policy reasons for permitting exclusive contracts that
include weighted commissions. Indeed, NCREA argued that exclusive contracts are vital to ensuring
the long-term prospects for competition in the residential market.

The NCREA, however, did not object to the remainder of the proposed Rule so long as it is
interpreted so as (1) not impose mandatory access to private property within North Carolina and (2)
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to recognize the ability of a property. owners to obtain fair compensation for the use of their property
by means of freely negotiated contracts containing weighted commissions.

ALLTEL Carolina, Inc. (ALLTEL) stated that it supports the Public Staff’s Rule R20-2
with one exception—that the proposed Subsection 2(g) is too broadly written. ALLTEL believed that
Subsection 2(g) should be replaced with a provision focused solely and explicitly on Fiber<to-the-
Home (FTTH) deployment. The Proposed Subsection 2(g)(2) now reads as follows:

The Exempting Provider Attachment shall state either (A) that the exempted provider
is a local exchange company and is not required by federal law fo make subloops
available to competitors in any of the developments. to which the notice is applicable,
or (B) that the exempted provider is a competing local provider, and if it were a local
exchange company, it would not be required by federal law to make subloops
available to competitors in any of the developments to which the notice is applicable;
and its shall briefly specify the exempted provider's legal basis for making such
statement.

ALLTEL recounted that, in the Further Qrder on Reconsideration, the Commission had used
the term “subloop/weighted commission nexus” as referring to the case in which; if a PPC carrier
voluntarily chooses or is otherwise required to offer subloop unbundling at a given development, then
it would be permitted to offer weighted commissions as to that specific development. ALLTEL
asserted that the Commission went on to conclude that, to the extent that an incumbent local
exchange company (ILEC) has been relieved of its federal obligation to unbundle its loops where
FTTH is deployed, the subloop/weighted commission nexus would not apply. ALLTEL further
asserted that no other sitwation or scenaric warranting exemption other than FTTH was set out in any
of the comments addressing the motions for reconsideration, and no such situations currently exist.

ALLTEL contended that the language proposed by the Public Staff above is too broad
because it will simply allow competing local providers (CLPs) who seek to exclude other competitors
from the developments they target to file Exempted Provider Attachments:claiming exemptions and
then burden the ILEC with challenging the legal basis for the claimed exemption. ALLTEL argued
that the Commission’s establishment of the subloop/weighted commission nexus was intended to
eliminate such roadblocks and to condition commission payments by the Preferred Provider on
subloop provisioning to carriers desiring to compete with the Preferred Provider in every situation
except for the specific circumstance presented by the FTTH development. Any exemption from the
general requirement to provide subloops (if a Preferred Provider is willing to pay weighted
commissions) should be narrowly tailored to the situation where FTTH has been or will be deployed.
The Preferred Provider should have to support its FTTH claim via plant-inspection by the requesting
ILEC or competing carrier. If that inspection fails to prove that FTTH exists in the PPC
development, then the ILEC should be able to file an expedited petition for the Commission to
require the Preferred Provider to provide subloops. Thus, Proposed Subsection 2(g) should be struck
and replaced with a provision focused solély and explicitly on FTTH deployment.

Verizon South, Ine. (Verizon) stated that, for the most part, it beligved that the Public Staff
had fairly captured the Commission’s various rulings in this docket but it had several modifications to
suggest. -
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First, with reference to-Subsection (a)(2) and ()(8), Verizon argued that the proposed rule is
ambiguous concerning what constitutes a “preferred provider” and “preferred provider contract” in
that the definitions were circular—i.e., a local service provider is a “preferred provider” if it has
entered into a preferred provider contract and a “preferred provider contract” is one designating a
“preferred provider.” Verizon felt that a strict reading would enable a carrier fo eliminate all notice
requirements simply by using some other phirase than “preferred provider” in its contract, Morcover,
a “preferred provider contract” must give the “preferred provider” special rights “not available to
other local service providers. Verizon felt that this cannot be sufficient to convert the contract into a
PPC, since a local service provider could enter into non-exclusive marketing agreements with the
developer. Yet, Verizon argued, if other local service providers do not take advantage of contractual
opportunities with the developer, or if the-developer decides not to offer the same contract to another
provider, the agreement might still £l within the terms of the rule because the “special rights™ for
marking services would “not be available to other local service providers” under any other contract
with the developer. Such non-exclusive arrangements should not fall within the definition of 2 PPC
under the Commission rule. To address these concerns, Verizon proposed that the rule narrow the
definition of “preferred provider contracts” subject to notice to include “exclusive provider,”

“exclusive access,” “exclusive provisioning,” or weighted commission terms under exclusive
agreements. In this manner, 2 local service provider would only be reqmred to provide notice for
contracts that include terms and conditions that the Commission has determined are either
“anticompetitive and void” or conditioned upon the availability of unbundled subloops in the affected
development. Te require notice for contracts that do not contain such provisions serves no valid

regulatory purpose.

Accordingly, Verizon suggested that Subsection (a){2) be rewritten to read:

“{2) ‘Electing provider’ means a preferred provider that is a competing local provider
and that has chosen to make subloops available to competitors pursuant to
subsections (f) and (h) of this rule.”

Subsection (a){8) should be rewritten to read:

“(8) ‘Preferred provider contract’” means a contract between a particular local
service provider and the owner or developer of a development that contains exclusive
access provisions, exclusive provisioning provisions, and/or weighted commission
provisions that explicitly exclude the right the of the developer to obtain weighted
commission from any other local service provider.”

Second, Verizon objected to Subsection (d) of the proposed rule that declares weighted
commissions to be “contrary to public policy and void” except under certain conditions.” ‘The
Commission has in fact held that weighted commissions are not anticompefitive, and thus the rule’s
statement does not fairly reflect the Commission’s orders. Verizon proposed what it believed to be
more neutral and accurate language as follows:

“(d) Weighted commission provisions in preferred provider contracts may not be
enforced by the Iocal service provider, except as provided in subsections () and (g)
below.”,
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Third, Verizon objected fo subsection (e)(1) of the proposed rule requiring notice for “each
development. where the provider has entered into a preferred provider contract, or intends to enter
into such a contract.” (Emphasis added). Unless and until executed, a contract does not exist and
thus no notice should be required. In fact, provision of such notice before a contract is executed
would cause competitive harm. Thus, the phrase should be deleted and the provision amended as
follows:

“(1) For each development where the provider has entered into a preferred provider
contract, the Preferred Provider Notice shall provide the following information”.

Furthermore, Subsection (¢)(1)(F) should be rewritten to read:

“Whether the contract includes weighted commissions from any other local service

provider, and, if so, whether the provider is filing an Electing Provider Attachment

under subsection (f) of this rule, whether the provider is a local exchange company

that provides access to subloaps pursuant (o federal law and is not required to file an

Electing Provider attachment under subsection (f), or whether the provider is filing an

Exempted Provider Attachment under subsection (g) of this rule.”

Fourth, Verizon saw no valid purpose to Subsection (f), the “electing provider attachment,”
with respect to incumbent carriers. Terms and conditions vnder which ILECs provide subloops are
already set forth in the terms of the interconnection agreements and are available publicly.
Accordingly, Verizon proposed that Subsection (f) be rewritten to read:

() A preferred provider that is a competing local provider may become an electing
provider by filing with the Commission an Electing Provider Attachment that meets
the requirements of subdivisions (1) through (3) below. An electing provider, within
the developments specified in its Electing Provider Attachment, may enter info
preferred provider contracts containing such provisions. Notwithstanding any other
provision of this section, a local exchange company need not file an Electing Provider
Attachment in order to enter into preferred provider contracts containing weighted
commission provisions and may continue to enforce existing preferred provider
contracis containing such provisions.”

Sontheastern Competitive Carriers Association (SECCA), like Verizon, expressed concem
regarding Subsection (2)(8), the definition of “Preferred Provider Contract.” SECCA argued that, if
the “preferred provider” designation is maintained as a separate component of the PPC definition,
whether a provider is officially designated as a “preferred provider” by an owner or developer should
not be determinative of whether a provider has entered into a PPC. In other words, if the requirement
is maintained, the requirements should be stated in the alternative rather than as two essential
components, Otherwise, a provider could avoid compliance with the rule by simply avoiding being
characterized as a preferred provider.

With respect to Subsections (a)(3) and (4), the definitions of “exclusive access” and
“exclusive provisioning,” SECCA argued that these definitions should be amended to add clarity and
address additional circumstances consistent with the Commission’s intent to prohibit all restrictions
on access and provisioning, as well as providing a more meaningful distinction between “access”
restrictions and “provisioning” restrictions. In the absence of such clarifications, restrictions on
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access imposed on a party of the developer would not be prohibited; there could be room for debate
as to whether restrictions regarding access to easements and ofher\ rights-of-way are prohibited; and
requirements which have the effect of restricting access, such as imposing an uneconomic fee for
access or conditioning the right in other ways which are anticompetitive in nature, would not be
prohibited.

Accordingly, SECCA recommiended that Subsection 2(a)(3} should be revised to read:

“(3) ‘Exclusive access provisions’ are provisions of a preferred provider contract that

prohibit the developer, manager, owner or other party controfling access fo a
development from allowing competitors of the preferred provider to enter upon the
development premises or eosements and righi-of-way appurtenant thereto, or
provisions of a preferred provider contract that require the developer, manager,
owner or other parly controlling access to a development to impose restrictions or
requirements on such third party access which are not imposed on the preferred
provider and which are anticompetitive in nature.”

Similarly, Subsection 2(a){4) should be revised to read:

“(4) ‘Exclusive provisioning provisions’ are provisions of a preferred provider
contract that prohibit the developer, manager, owner or other party controlling access
to a development from allowing competitors of the preferred provider to provide
services in a development or provisions of a preferred provider contract that require
the developer, manager, owner or other party controlling access to the development to
impose restrictions or requirements on the provisioning of such third party service
which are not imposed on the preferred provider and which are anticompetitive in
nature.”

With respect to Subsection (g), conceming exempt provider certifications, SECCA
recommended that the subsection be expanded to explicitly recognize the right of the local service
provider to challenge the self-certification that a provider is exempt. The party asserting the
exemption should bear the burden of proof. SECCA’s proposed Subsection (g)(4) would read:

“(4) A local service provider may challenge an Exempted Provider Attachment by
filing a petition seeking review of such Attachment with the Commission. In the event
of such a challenge, the party asserting exemption shall bear the burden of
demonstrating entitlement to the exemption,”

Finally, SECCA recommended that, to facilitate electronic monitoring of and access to
Preferred Provider Notice and Preferred Provider Attachments, the Commission should require filing
such Notices and Attachments in a docket set aside for that purpose and specify filing procedures for
them.

CTC Exchange Services, Inc, (CTC) stated that it was generally supportive of the Public
Staff’s Proposed Rule, but it identified several aspects that it believes are problematical.

First, CTC expressed concern over Subsection (e)(2) conceming filing of the Preferred
Provider Notice. Specifically, CTC objected to that part of the Subsection requiring advance notice
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of the terms of the PPC. This is both impractical and competitively damaging to CTC, and there is
nothing in the Commission’s prior rulings requiring such advance notice. CTC suggested that
Subsection (¢)(2) amended to require the submission of the Notice within 45 days after the PPC is
entered into.

Second, CTC expressed identical concerns with respect to Subsection (f)(3), concemning
updaling Provider Attachment updates before the electing provider enters into any PPC with
weighted commissions, Here also, CTC suggested amending the provision to require the submission
of any such update within 45 days affer the electing provider has entered into any PPC with weighted
commission provisions relating to any of the additional development

Public Staff Reply Comments

Public Staff responded to each of the comments of the above parties, in some cases accepting
their comments and proposing revisions to the rules and in other cases rejecting those comments,
The Public Staff’s revised rule (marked-up) was attached to its filing as Exhibit A.

With respect to the comments of ALLTEL and its argument that Subsection (2)(g), relating to
exempted providers, was too broadly worded, is susceptible to fraud, and should be specifically
limited to FTTH, the Public Staff pointed out that FCC regulations are likely to change as the
telecommunications industry continues to evolve and, therefore, the wording must bz written broadly
enough lo cover every circumstance, present or future, in whick ILECs are exempted from subloop
obligations so that the rule will not have to amended whenever the FCC revises it regulations.
ALLTEL also argued that there should be a procedure allowing the compefitor of a preferred provider
to challenge an Exempted Provider Attachment on the grounds that the exemption asserted is
fictitious. On this point, the Public Staff agreed with ALLTEL (and SECCA, which had similar
concerns) and proposed the revisions to proposed rule (g)(4) to read as follows:

“(4) A local service provider may challenge an Exempted Provider Antachment by
filing a Petition seeking review of suck Attackment with the Commission. In the event
of such challenge, the party asserting the exemption shall bear the burden of
demonstrating entitlement to the exemption.”

In order to deter fictitious assertions, the Public Staff suggested that Subsection (g)(2) should
be revised to read:

(2) The exempted Provider Attachment shall siate either (4) that the exempted
provider is a local exchange company and is not required by federal law to make
subloops available to competitors in any of the developments to which the attachment
is applicable, or (B) that the exempted provider is a competing local provider, and if it
were o local exchange company, it would not be required by federal law to make
subloops availeble to competitors in any of the developments to which the attachment
is applicable. For each development for which exemption is asserted, the exempted
provider shall specify with particularity its legal basis for asserting the exemption.

The Public Staff also proposed certain other minor changes to Subsection (g)(2) in the interests of
clarity which it said do not affect the substance of the rule and which are uncontroversial,
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The Public Staff also recommended that a challenger have the right to inspect the preferred
provider's facilitiés to verify if an exemption based on FITH or Fiber-to-the-Cuib (FTTC) is
allowable. The Public Staff proposed a new Subsection {g)(5) to read:

“(5) When the basis for an exempted provider's claim of exemption is that if is
providing service through fiber to the home or fiber to the curb, the exempted provider
skall, upon written request of any other provider, meet with such provider on the
premises of the development to demonstrate that is in fact providing service through
fiber to the home or fiber to the curb.”

With respect to the comments of CTC, Public Staff was skeptical of CTC's view, shared by
Verizon, that preferred providers would be competitively disadvantaged by Subsections (¢)(2) and
(0)(3) specifying the timetable for filing a new or updated Preferred Provider Notice when a carrier
enters into a new PPC and for filing a new or updated Electing Provider Attachment when a carrier
that is entering into a new PPC desires to offer subloops to competitors and thereby retain the option
of using weighted commissions, CTC wanted the timetable to be 45 days afier it had entered into a
new PPC, while Verizon preferred to delete the phrase “or-intends to enter into such contract” from
Subsection (e)(1). The Public Staff replied that the proposed filing procedure was based on the
discussion of Decision 12 at page 23 of the Commission’s April 14, 2005, Order. The Public Staff
pointed out that the proposed rule says only that the filing is to be made “before” a carrier enters into
anew PPC, Indeed, the filing can be made on the same day the PPC is executed, so long as the filing
occurs before the contract is signed. However, the Public Staff stated that it does not object to
deleting from Subsection (e){1) the phrase “or, intends to enter into such contract,” as recommended
by Verizon and rewriting the provision to state that a Preferred Provider Notice must be filed *[flor
each development where the provider has entered into, or will enter into, a preferred provider
contract,” so as to eliminate the implication that the obligation to file-a Preferred Provider Notice is
triggered by a camrier’s in-house decision to seek a PPC from a particular developer. It would still be
true that a new or updated Preferred Provider Notice must be filed before a new PPC is executed.

The Public Staff further noted that, because of the importance of filing Preferred Provider
Notices in a timely manner and making PPCs public, the Commission must have the ability to impose
a significant penalty on a carrier that fails to file the required notice. If the only sanction is a one-
time $1,000 fine under G.S. 62-310(a), this may obviously be inadequate to deter wrongdoing.
Accordingly, the Public Staff proposes a new Subsection (h) to read as follows:

“No local service provider may maintain a preferred provider contract in effect in any
development unless it has duly filed with the Commission a Preferred Provider Notice
that makes reference to the development, together with any applicable Electing
Provider Attachment or Exempted Provider Atiachment.”

Thus, if a carrier enters into a PPC for a new development but does not file an updated Preferred
Provider Notice until 45 days later, there will be a continuing violation, and the camier could be
penalized up to $45,000.

With respect to the comments of the NCREA, the Public Staff strongly disagreed with the
NCREA's contention that the Commission should reconsider its decision to prohibit exclusive:PPCs,
as well as its decision to allow weighted commission only when the preferred provider offers
subloops to competitors. Aside from the fact that the Commission’s decisions have already been
subject to two rounds of motions for reconsideration, the NCREA’s contentions concerning what the
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General Assembly enacted or failed to enact are simply inapposite, 1If, for example, the General
Assembly had wished to make weighted commissions generally available without regard to whether
or not subloops were offered to competitors, it could have done so; but such legislation was neither
proposed nor enacted.

With respect to the comments of SECCA, the Public Staff agreed that the definition of
“preferred provider contract” was very important and should prevent a preferred provider from
evading regulation simply by changing the terminology of its contracts. The Public Staff agreed that
its originally proposed definition was inartfully worded, and it revised the definition to close the
loophole identified by SECCA as follows:

“(a}(8) “Preferred provider contract” means a contract between a particular local
service provider and the owner or developer of a development giving the preferred
provider special status or rights not available to other local service providers.”

The Public Staff also agreed with SECCA's proposals to modify the definitions of “exclusive
access provisions” and “exclusive provisioning provisions” in Subsection (a){3) and (4). The former
should read: :

“(a)(3) "Exclusive access provisions” are provisions of a preferred provider contract
that prohibit the developer, manager, owner or other party controlling access to a
development fram allowing competitors of the preferred provider to enter upon the
development premises or easements and rights-of-way appurtenant thereto, or
provisions of a preferred provider contract that require the developer, manager,
‘owner or other parly controlling access to a development to impose restrictions or
requirements on such third party access which are not imposed on the preferred
provider and which are anticompetitive in nature.”

+

Similarly, the latter should read:

“(a)(4) “Exclusive provisioning provisions™ are provisions of a preferred provider
contract that prohibit the developer, manager, owner or other party controlling access
to a development from allowing competitors .of the preferred provider to provide
Services in a development or provisions of a preferred provider contract that require
- the developer, manager, owner or-other party controlling access to a development to
impose restrictions or requirements on the provisioning of such third party service
which are not imposed on the preferred provider and which .are anticompetitive in
rature.” '

Lastly, the Public Staff was agreeable to SECCA’s contention that the Preferred Provider
Notices and their attachments should be filed in a docket set aside for that purpose, although the
mechanics of this need not be in the rule itself. The Public Staff, however, proposed a fiew
Subsection (i) dealing with filing requirements as follows;

“(i) Preferred Provider Notice Electing Provider Attachments and Exempted Provider
Attachments shall be subject to the folloving filing requirements: (1) Each preferred
provider shall file its Preferred Provider Notice, together with any aitackments, in a
docket to be designated by the Commission. (2) Each preferred provider Notice filed
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by a particular preferred provider shall be labeled ‘Preferred Provider Notice—
Version 1." The first updated Preferred Provider Notice filed by such provider shall
be labeled ‘Preferred Provider Notice—Version 2,” and subsequent updates shail be
numbered sequentially. (3) Whenever an Electing Provider Attachment or Exempted
Provider Attachment is updated, the provider shall file an update of the entire
Preferred Provider Notice, including the Attachments, with a new version number,
even [f the only changes are in on the Attachments.”

With respect to the comments of Verizon, the Public Staff found less to agrez with. The
Public Staff argued that Verizon’s view that the definition- of “preferred provider contracts” should
include only contracts with exclusive access provisions, exclusive provisioning provisions, or
weighted commission provision would give an incentive to carriers to treat their contracts as falling
outside of the definition. Verizon appears to be using this suggestion as a means to seck further
reconsideration, and this is inappropriate. The Public Staff furthermore viewed Verizon’s objections
as to Subsections (d), (e)(1), and {f) as being essentially quibbles.

Additional Comments Regarding Subsection (g)(5)

On December 5, 2005, Verizon filed a Motion for leave to file 2 Response to the Public
Staff’s Reply Comments regarding Subsection (g)(3) only. Subsection (g)(5) as proposed by the
Public Staff would give a competitive provider the right to demand a physical inspection of a
preferred provider's fiber facilities when the preferred provider has deployed fiber facilities to such
premises. The Commission granted Verizon’s Motion and sought replies from the other parties.

Verizon opposed the Public Staff’s proposed provision for several reasons. First, Verizon
stated it provided access to UNEs only pursuant to its interconnection agreement (ICA), and any right
to inspect must be govemed exclusively by the provisions of the ICA. Second, even if the
Commission could lawfully impose such a right to inspect, the Public Staff’s proposal does not
adequately protect Verizon’s proprietary network information from disclosure to competitors. The
Public Staff's proposal neither defines what kind of “demonstration” the requesting provider can
demand, nor permit Verizon to demand that the competitor enter into a nendisclosure agrecment.
Third, physical inspection is not necessarily a simple matter, as it would involve the dispatch of
technicians and other personnel and may require excavation of facilities. There is no limit on the
number of inspections, which could be highly repetitive, lead to harassment, and be a disincentive to
even deploying such facilities, contrary to federal policy.

Public Staff rejected Verizon's view that, under the Act, ILECs are not required to provide
UNESs to competitors except pursuant to ICAs and that the Commission thus has no power to impose
any obligation.on an ILEC beyond the obligations the ILEC has undertaken in the ICA. This
“interconnection agreements-only” theory is distinguishable from this situation, and its underlying
basis was soundly rejected by the Commission in its Order Denying Petition issued on
September 22, 2003, in Docket No. P-19, Sub-454 regarding transit obligations, The Public Staff also
rejected Verizon’s view that requiring a carrier to reveal its fiber facilities to competitors in the
situation at issue would be averly costly and burdensome. The Public Staff continues to believe that
in most cases the physical disclosure of fiber facilities will indeed be a simple matter. Under
Subsection'(g)(4) competitors retain the right to challenge an Exempted Provider Attachment, and, in
any such challenges, the burden of proof is on the party claiming the exemption.
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The Public Staff further noted that, even if a preferred provider makes use of FTTP, that fact
is not in itself sufficient to exempt the preferred provider from its obligation to offer subloops. Under
the FCC’s Triennial Review Order, when an ILEC provides service to mass market customers
through FTTP, it is not required to offer unbundled loops or subloops to competitors—except that, if
it has overbuilt existing copper lines with fiber facilities and the copper facilities remain available for
use, the ILEC must offer unbundled copper loops or sublaops. Also, ILECs must offer loops and
subloops over fiber for narrowband services when the ILEC overbuilds fiber over copper facilities
and then retires the copper facilities. When enterprise customers are served by FTTP facilities, the
ILEC must continue to offer unbundled loops and subloops for access to multi-unit premises wiring.

Nevertheless, the Public Staff concluded that it would be appropriate to delete
Subsection (g)(5), provided some basic protections can be built into other portions of the rule.
Therefore, the Public Staff has revised its proposed rules in Subsections (2)(2) and (3). It has
included a requirement that exempted providers file affidavits, signed by engineers with direct
personal knowledge of the facilities serving each development to which the Exempted Provider
Attachment applies, specifying with particularity the provider's legal basis for claiming an
exemption. To help protect against the danger of creating an incentive to delay challenge
proceedings, the Public Staff suggested adding to Subsection (g)(4) a provision to specify that, in a
challenge proceeding, the party claiming the exemption bears the burden of proof by clear and
convincing evidence and a provision to give challenge proceedings priority on the Commission’s
docket to the extent reasonably practicable. The higher burden of proof is warranted because in a
challenge proceeding the relevant facts are, to a unique degree, within the exclusive knowledge and
control of the party seeking the exemption. ‘Docket priority is, of course, not absolute but only to the
extent reasonably practicable.

WHEREUPON, the Commission reaches the following
CONCLUSIONS

After careful consideration, the Commission concludes that good cause exists to adopt the
further revised rules as proposed by the Public Staff, with 2 minor exception set out below.

The Public Staff comectly observed that the purpose of the rules is to effectuate the final
decisions of the Commission made after abundant consideration and reconsideration. Although some
parties could not resist the temptation to seek some additional measure of reconsideration, by and
large the comments of the parties were on point and highly constructive. The Public Staff in its
Reply Comments admitted their merits and incorporated many of the changes into the rule. Overall,
the process by which rules were proposed and then modified pursuant to thoughtful comments was
exemplary and illustrative of how such a process ought to work,

With respect to the controversy over ways to verify Exempted Provider Attachments, the
Commission believes that the Public Staff has generally struck the cormrect balance to ensure that
claims for Exempted Provider Attachments are well-founded, while avoiding anything which may
create an undue physical intrusion on property. Accordingly, the Public Staff's recommendation
should be adopted which deletes Subscction (g)(5) and slightly adjusts Subsection (g)(3) and (4).
Thus, the Public Staff’s proposed Subsection {g)(3) should be amended to read: “For each
development for which exemption is asserted in an initial or updated Exempted Provider Attachment,
the provider shall submit an affidavil, signed by an engineer with direct personal mowledge of the

55



GENERAL ORDERS - TELECOMMUNICATIONS

Jacilities serving the development, that specifies with particularity the provider's factual and legal
basis for asserting the exemption.” The Public Staff’s proposed Subsection (g)}{4) should be
amended to read: “4 local service provider may challenge an Exempted Provider Attachment by
filing a Petition seeking review of such Attachment with the Commission. In the event of such a
challenge, the Public Staff shall investigate such challenge and file its report and recommendations
concerning the merits of such challenge within 30 days of the filing of the challenge. The party
asserting exemption shall bear the burden of demonstrating entitlement to the exemption by clear and
convincing evidence. Any such challenge shall, to the extent practicable, be given pnorzty on the
Commission’s docket.”

The amendment to Subsection (g)(3) is largely technical in nature, providing that the affiant
- should specify with particularity both the factual and legal basis for the assertion of the exemption.
The amendment to Subsection (g)(4) is more substantive. It provides that the Public Staff must
investigate a challenge to the Exempted Provider Attachment and make a report within 30 days. As
part of ils investigative powers, the Public Staff can have resort to the provisions of G.S. 62-34(b),
which provides inpertinent part that the Public Staff “may during all reasonable hours enter upon any
premises occupied by any public utility, for the purpose of making the examinations and tests. and
exercising any power provided for in this Article, and may set up and use on such premises any
apparatus and appliances necessary therefor.” The Public Staff may therefore make site visits for
inspection and verification purposes which would be specifically conducted pursuant to statute.

IT IS, THEREFORE, ORDERED as follows:
L. That the rules set out in Exhibit A be promulgated as final rules.

2, That Docket No. P-100, Sub 152c, entitled “Notices and Attachments Pursuant to Rule
R20-2" be established and that all Preferred Provider Notices, Electing Provider Attachments, and
Exempted Provider Attachments be filed therzin.

ISSUED BY ORDER OF THE COMMISSION.
Thisthe _12" day of January, 2006,

NORTH CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk

Commissioner William T. Culpepper I1I did not participate,

Dio11206.01

EXHIBIT A
Pagelof 6

R20-2 FAIR COMPETITION AMONG LOCAL TELECOMMUNICATIONS SERVICE
PROVIDERS

(@  For purposes of this rule, the following definitions shall apply:
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(1) *Development” means a residential subdivision, office park, shopping center
or other area with clearly defined boundaries being developed as a unified entity by one or more
landlords or developers.

(2)  “Electing provider” means a preferred provider that has chosen to make
subloops available to competitors pursuant to subsections (f) and (h) of this rule.

(3)  "Exclusive access provisions” are provisions of a preferred provider contract
that prohibit the developer, manager, owner or other party controlling access to a development from
allowing competitors of the preferred provider to enter upon the development premises or easements
and rights-of-way appurtenant thereto, or provisions of a preferred provider contract that require the
developer, manager, owner or other party controlling access to a development to impose restrictions
or requirements on such third party access which are not imposed on the preferred provider and
which are anticompetitive in nature,

(4)  “Exclusive provisioning provisions” are provisions of a preferred provider
contract that prohibit the developer, manager, owner or other party controlling access to a
development from allowing competitors of the prefemed provider to provide services in a
development or provisions of a preferred provider contract that require the developer, manager,
owner or other party controlling access to a2 development to impose restrictions or requirements on
the provisioning of such third party service which are not imposed on the preferred provider and
which are anticompetitive in nature.

(5)  “Exempted provider” means a preferred provider that is a local exchange
company and is not required under federal law to make subloops available to its competitors, or a
preferred provider that is a competing local provider and would not, if it were a local exchange
company, be required to make subloops available to its competitors.

(6)  “Lecal service provider” includes any compet'.ing‘local provider, as defined in
G.8. 62-3(7a), and any local exchange company; as defined in G.S. 62-3( 16a).

(7)  “Preferred provider” means a local service provider that has entered into a
preferred provider contract. .

(8)  "Preferred provider contract” means a contract between a particular local
service provider and the owner or developer of a development, giving the preferred provider special
status or rights not available to other local service providers.

\ EXHIBIT A
Page 2 of 6

(9)  “Weighted commission provisions” are provisions of a preferred provider
contract providing for the payment of commissions to an owner or developer that (A) are based on
the number of customers in the development who purchase service from the preferred provider, or
(B) are bascd on a percentage of the revenues received by the preferred provider from customers in
the development, or(C) otherwise provide a financial incentive for the owner or developer to exclude
competitors of the preferred provider from the development,
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()  Exclusive provisioning provisions in preferred provider contracts are anticompetitive
and void.

(6)  Exclusive access provisions in preferred provider contracts are anticompetitive and
void. .

(d)  Weighted commission provisions in preferred provider contracts are contrary to public
policy and void, except as provided in subsections (f) and (g) below.

(6)  Every preferred provider shall file with the Commission a Preferred Provider Notice.
There shall be a single notice for each preferred provider, rather than separate notices for each
development where a preferred provider contract exists. The notice shall comply with the following
requirements:

(1)  For each development where the provider has entered into, or will enter into, a
preferred provider contract, the Preferred Provider Notice shall provide the following information:

(A)  Thename and location of the development.

(B)  The identity of the parties to the contract.

(C)  The identity of the local exchange company, if any, in whose franchise
area the development is located.

(DY  Whether the contract includes exclusive provisioning provisions.

(B)  Whether the contract includes exclusive access provisions.

(F)  Whether the contract includes weighted commission provisions, and if
5o, whether the provider is filing an Electing Provider Attachment under subsection (f) of this rule or
an Exempted Provider Attachment under subsection (g) of this rle.

(2)  The Preferred Provider Notice shall be filed within 21 days after the effective
date of this rule, if the provider is a party to any existing preferred provider contract. Before entering
into any new preferred provider contract, a local service

EXHIBIT A
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provider shall file an updated Preferred Provider Notice (or a new notice, if it has not filed such a
notice previously) ‘containing the information provided in subdivision (1) above with respect to the
new preferred provider contract. Before amending any preferred provider contract in a manner that
affects the information in the Preferréd Provider Notice, a local service provider shall file an updated
Preferred Provider Notice,

{(fy A preferred provider may become an electing provider by filing with the Commission
an Electing Provider Attachment that meets the requirements of subdivisions (1) through (3) below,
An electing: provider, within the developmenis specified in its Electing Provider Attachment, may
enter into preferred provider contracts containing weighted commission provisions and may continue
to enforce existing preferred provider contracts containing such provisions.
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(1)  The Electing Provider Attachment shall be attached to the electing provider’s
Preferred Provider Notice. 1t shall identify the name and location of each development to which it is
applicable.

(2)  The Electing Provider Attachment shall state that within the developments fo
which it applies, the electing provider will make unbundled subloops available to its competitors
pursuant to this rule. It shall specify the basic terms under which subloops will be offered, and such
terms shall be consistent with this rule and any applicable orders of the Commission,

(3) The Electing Provider Attachment may be updated to specify additional
developments to which it is applicable. Any such update shall be filed before the electing provider
enters into any preferred provider contract with weighted commission provisions relating to any of
the additional developments.

(8) A preferred provider may become an exempted provider by filing with the
Commission an Exempted Provider Attachment that meets the requirements of subdivisions {1)
through (3) below. An exempted provider, within the developments specified in its Exempted
Provider Attachment, may enter into preferred provider contracts containing weighted commission
provisions and may continue to enforce existing preferred provider contracts containing such
provistons.

(1) The Exempted Provider Aftachment shall be attached to the exempted
provider’s Preferred Provider Notice. It shall identify the name and location of each development to
which it is applicable.

(2)  The Excmpted Provider Attachment shall state either {A) that the exempted
provider is a Jocal exchange company and is not required by federal law to make subloops available
to competitors in any of the developments to which the attachment is applicable, or (B) that the
exempted provider is a competing local provider, and if it were a local exchange company, it would
not be required by federal law to make subloops available to competitors in any of the developments
to which the attachment is applicable.

EXHIBIT A
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(3)  The Exempted Provider Attachment may be updated to specify additional
developments to which it is applicable. Any such update shall be filed before the exempted provider
entets into any preferred provider contract with weighted commission provisions relating to any of
the additional developments. For each development for which exemption is asserted in an initial or
updated Exempted Provider Attachment, the provider shall submit an affidavit, signed by an engineer
with direct personal knowledge of the facilitics serving the development, that specifies with
particularity the provider’s factual and legal basis for asserting the exemption.

(4) A local service provider may challenge an Exempted Provider Attachment by
filing a petition secking review of such Attachment with the Commission. In the event of such a
challenge, the Public Staff shall investigate such challenge and file its report and recommendations -
concerning the merits of such challenge within 30 days of the filing of the challenge. The party
asserting exemption shall bear the burden of demonstrating entitlement to the exemption by clear.and
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convincing evidence. Any such challenge shall, to the extent practicable, be given priority on the
Comumission's docket.

(h)  No local service provider may maintain a preferred provider contract in effect in any
development unless it has duly filed with the Commission a Preferred Provider Notice that makes
reference to the development, together with any applicable Electing Provider Attachment or
Exempted Provider Attachment.

()  Preferred Provider Notices, Electing Provider Attachments and Exempted Provider
Attachments shall be subject to the following filing requirements:

(1)  Bach preferred provider shall file its Preferred Provider Notice, together with
any Attachments, in a docket to be designated by the Commission.

(2)  The first Preferred Provider Notice filed by a particular preferred provider shall
be labeled “Preferred Provider Notice - Version 1.” The first updated Preferred Provider Notice filed
by such provider shall be labeled “Preferred Provider Notice — Version 2,” and subsequent updates
shall be numbered sequentially,

(3)  Whenever an Electing Provider Attachment or Exempted Provider Attachment
is updated, the provider shall file an update of the entire Preferred Provider Notice, including the
Attachments, with a new version number, even if the only changes are in one of the Attachments.

(i)  Whena competing local provider that is an electing provider receives a request from a
competitor for subloops in a given development, the parties shall negotiate in good faith. If they are
not able to reach agreement, the foilowing requirements shall apply:

(1}  The subloops shall be provisioned within the same time period that the local exchange
company in whose franchise area the development is located makes subloops available. If ne such
period exists, such subloops shall be provisioned within seven days,

EXHIBIT A
PageSof §

(2) At any point 60 or more days after the receipt of a bona fide request for
subloop interconnection, either party may request the Commission to set a subloop rate for the
electing provider.

{3)  There is a rebuttable presumption that the appropriate rate for a subloop-is the
applicable subloop rate of the local exchange company in whose franchise area the development is
located. 1If there is no such rate in existence, then the rebuttably presumptive subloop rate is
BellSouth’s Zone 1 subloop rate.

(4)  The party secking a departure from the rebuttably presumptive subloop rate
shall have the burden of proof to demonstrate that such rate is not just and reasonable.

(5)  The Commission will fix the subloop rates for a competing local provider that
is an electing provider on & company-wide basis in an initial contested proceeding. If the rate fixed
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by the Commission is different from the rate previously being paid by the subloop purchaser in the
contested proceeding, a true-up shall be performed.

(k)  Every preferred provider, within the development to which its preferred. provider
contract applies, shall make its service available to competitors for resale. If the preferred provider is
a competing local provider, the following requirements shall apply:

(1)  Unless the competing local provider and the reseller agree on a different rate,
the wholesale discount percentage offered by the competing local provider shall be the same
wholesale discount percentage offered by the local exchange company in whose franchise area the
development is located. If no such wholesale discount percentage has been determined, the discount

percentage established for BellSouth in Docket No. P-140, Sub 50 shall apply.

(2) I either party contends that the discount percentage provided for in
subdivision (1).above is inappropriate, it may.request the Commission to calculate the discount based
specifically on the circumstances of the competing local provider. If the discount percentage fixed by
the Commission is-different from the percentage previously being paid by the reseller in the contested
proceeding, a true-up shall be performed.

()  In every development where a local service provider has entered inte a preferred
provider contract containing provisions that are void under subsections (b), (c) or (d) of this rule, the
local service provider shall, within 21 days after the effective date of this rule, mail to each of the
parties to the preferred provider contract a létter advising such party that certain portions of the
contract have been determined to be void. The

EXHIBIT A
Page 6 of 6

following materials shall be attached to the letter: a copy of the-preferred provider contract, with the
void provisions conspicuously marked; a copy of this rule; and a copy of the Commission’s order
adopting this rule.

DOCKET NOQ. P-100, SUB 158
BEFORE THE NbRTH CAROLINA U'l:]LITIES COMMISSION

In the Matter of
Proposed Assignment of N11 Abbreviated Dialing )  ORDER FINALIZING RATES
Code to the North Carolina One Call Center, Inc. )  ANDIMPLEMENTATION ON
. } 811 ABBREVIATED DIALING

4

BY THE COMMISSION: On February 9, 2006, the Commission issued its Order
Designating Use of 811 and Granting Petition of the North Carolina One Call Center, Inc. (NCOCC)
to use the 811 abbreviated dialing code to recefve from and transmit to its members notifications of
planned excavations. In its Order, the Commission also requested that the following actions be taken
by service providers: (1) any company unable to meet an implementation date of July 7, 2006, should
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go advise the Commission, and any company which is currently using the 811 dialing code should
comply with the April 13, 2007, national implementation date;, (2) any LEC using its present 211 or
511 rate structure for 811 would not be required to refile cost support; (3) any LEC which had
experienced a significant increase in loaded labor rates or intended to propose a new tariff structure
for this N11 service, such as ongoing recurring or usage rates, should file a cost study with the Public
Staff; and (4) the Public Staff and any party wishing to do so should file comments on all cost studies
submitted for consideration for this N11 service. On February 14, 2006, the Commission issued an
Errata Order in which it stated that the implementation of 811 service, as suggested by the Public
Staff, should occur six months after the Commission’s decision, which would have been
August 7, 2006, rather than July 7, 2006, as stated in its earlier Order.

RELATED FILINGS

On February 21, 2006, BellSouth Telecommunications, Inc. (BellSouth) filed its “Proprietary”
cost study with the Commission as directed by the Commission.

Also on February 21, 2006, Verizon filed comments stafing that “Verizon will provision 811
abbreviated dialing via an Advanced Intelligent Network (AIN) platform and intends to utilize the
same cost structure and tariffed rates as were filed and approved in P-100, Sub 150 for its 511
offering for NCDOT." Verizon stated it did not envision any difficulties in mesting the
August 7, 2006 implementation date.

On February 24, 2006, Sprint made an informational filing with the Commission in which it
commented upon its current use of the 811 code and “Sprint’s intended implementation date of
April 13, 2007, In a similar filing on March 8, 2006, the Concord Telephone Company (CTC)
stated that it “curréntly allows the use of the abbreviated dialing code 811 as a way for customers to
contact our customer service representatives.” CTC commented that it would also meet the .
April 13, 2007, implementation date.

PUBLIC STAFF’S COMMENTS

On March 7, 2006, the Public Staff filed its comments on BellSouth’s cost study noting that
Bellsouth’s proposed rates for 811 service consisted of two rate elements: a Central Office Activation
Charge per Central Office of $170.46 and a Change in Point-to-Number by Subscriber Charge per
Central Office 0of $11.23. The first rate element is charged at the time service is initially estabiished.
The second rate element is only charged when a subscriber requests a change in the number to which
the 811 cali is translated.

The Public Staff commented that the rdtes proposed by BellSouth for Central Office Activation
are approximately 55% higher than similar charges by BellSouth for 211 and 511 services and
approximately 10% higher than those proposed by BellSouth for 311 service. The rate proposed by
BellSouth for Charige in Point-to-Number is lower than that charged by BellSouth for 211 and 511
services, but that rate element will only be applied if the NCOCC decides to change its number.

The Public Staff further commented that BellSouth, as well as any other service provider
experiencing a significant increase in loaded labor rates, could as anthorized by the Commission, file
a cost study with the Public Staff in support of its proposed rates for 811, The Public Staff stated
that, in comparing BellSouth’s 811 cost study with the 511 cost study filed by BellSouth in 2004 in
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Docket No. P-100, Sub 150, it determined that the loaded labor rates for the two work groups
identified in the studies had increased by approximately 17% and 43%. Furthermore, the Public Staff
stated that, “since the estimated work times in the 811 cost study are cither the same or slightly less
than the estimated work times in the 511 cost study, it is clear that the increase in loaded labor rates is
the basis for the difference in BellSouth’s 511 rates and those proposed by BellSouth for 811
service.”

However, the Public Staff concluded that, “based on the fact that 811 service is in the Total
Pricing Flexibility category of BellSouth’s Price Plan, it does not oppose BellSouth’s proposed rates
for 811 service despite the significant increase in loaded Iabor rates reflected in BellSouth’s cost
study, and it therefore recommends that the Commission allow BellSouth’s proposed rates for 811
service to become effective.”

NCOCC’S REPLY COMMENTS

On March 17, 2006, NCOCC filed reply comments in which it specifically commented on the
proposed 811 service rates of BellSouth, Sprint, and Verizon. NCOCC did not make any specific
objection to the approval of BellSouth’s propesed rates for 811 service,

NCOCC stated that Sprint, in its reply comments, said that its proposed rates for 811 service
would be the'same as its rates for 311 and 511 services. NCOCC commented that Sprint’s proposed
rate structure consists of three rate elements: 1) a Central Office Charge of $250.00; 2) an Exclusion
Charge of $350,00; and, 3) a Change in Point-to-Number by Subscriber Charge of $50.00. NCOCC
stated that “it is neither necessary nor appropriate for the Commission to approve any Exclusion
Charge in connection with 811 service,” because 811 service “is to be implemented statewide without
exclusion of any geographic areas or dialing prefixes,”

In commenting on Verizon’s proposed 811 service offering, NCOCC stated that Verizon’s 211
service consists of two rate elements: 1) an Establishment Charge of $110.00 per Central Office; and,
2) a Change in Point-to-Number Charge of $28.00; and, that Verizon’s charges for 511 consist of
three rate elements: 1) an Establishment Charge of $168.50 per Central Office; 2) a Central Office
Programming Charge of $130.00 per Switch; and, 3) a Change in Point-to-Number Charge of $15.00.
NCOCC commented that Verizon should be allowed to only charge two rate components in
providing 811 service: 1) an Establishment Charge of $168.50 per Central Office; and, 2) a Change in
Point-to-Number Charge of $19.00,

WHEREUPON, the Commission now reaches the following

CONCLUSIONS

After careful consideration, the Commission concludes that BellSouth’s proposed rates for 811
service should be allowed to become effective as filed. While the Public Staff opined that the cost
study to provide 811 service reflects “an increase in loaded labor rates” and that this difference in
loaded labor rates “is the basis for the difference in BellSouth’s 511 rates and those proposed by
BellSouth for 811 service,” the Commission notes that the Public Staff provided no further comment
as to the reasons for such an increase and ultimately recommended approval. Therefore, the
Commission can only reasonably conclude that the cost study filed by BellSouth, while reflecting an
increase in Ioaded labor rates, was indeed reasonable to the Public Staff. In addition, NCOCC did not

63



GENERAL ORDERS - TELECOMMUNICATIONS

make a specific objection to BellSouth’s proposal. As a result, the Commission authorizes BellSouth
to implement its proposed rates for 811 service,

Furthermore, the Commission stated in its Order Designating Use of 811 and Granting Petition
that LECs could use their existing 211 or 511 rate structure in providing 811 service without having
to re-file cost support. As such, any challenge to Sprint's use of its 311 and 511 rate structure (which
are identical) is superfluous and has already been rejected. In addition, NCOCC’s comment that
Sprint should not be allowed to charge an Exclusion Charge of $350.00 “because 811 service is to be
implemented statewide without exclusion of any geographic areas or dialing prefixes” is in inapposite
for another reasen. The Commission understands that NCOCC could only be charged the Exclusion
Charge in question if, and only if, NCOCC were to subscribe to this particular rate element.
Therefore, Sprint’s approved rate structure for 511 service, which includes the rate element of an
Exclusion Charge of $350.00, is approved for use in supporting the implementation of 811 service.

Lastly, Verizon stated in its comments that it “intends to utilize the same cost structure and
tariffed rates as were filed and approved in P-100, Sub 150 for its 511 offering for NCDOT.”
Although NCOCC suggested that Verizon’s approved three element 511 service rate structure be
reduced to a two element rate structure for 811 service, the Commission approves Verizon's use of its
previously approved 511 rate structure in support of the 811 service implementation consistent with
our prior Order in this preceeding.

Finally, the Commission acknowledges CTC and Sprint’s use of the 811 code in their current
business operations and their commitment to support the implementation of 811 service by
April 13,2007, which is the national implementation date as established by the Federal
Communications Commission’s Sixth Report and Order in CC Docket No. 92-103, “The Use of N11
Codes and Other Abbreviated Dialing Arrangements.” CTC and Sprint shall begin to provide 811
service by the national implementation date.

IT IS, THEREFORE, 80O ORDERED.

ISSUED BY ORDER OF THE COMMISSION.
This the _31%" day of March 2006.

NORTH CARQOLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk

P133006.01

DOCKET NO. P-100, SUB 159
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION
In the Matter of

Petition of Rural Telephone Companies for ) ORDER OF CLARIFICATION
Modification Pursuant to 47 USC 251(f)(2) )
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BY THE COMMISSION: On March 8, 2005, the Commission issued an Order Granting
Modification Under Section 251(f)(2) providing, among other things, that the Rural ICOs' need not
perform TELRIC-based reciprocal compensation studies and establishing an interim compensation
mechanism as between the Rural ICOs.and the commercial mobile radio service providers (CMRS
Providers). The Commission stated that the relief it was granting was to “continue until such time as
the FCC shall have rendered its final ruling in CC Docket No. 01-92 concerning intercarrier
compensation.” The Commission also provided that, “[ijn the meantime, the Rural ICOs should
conduct altemate cost studies utilizing the guidelines recommended by the Public Staff in its
December 14, 2005, Comments” and that the “interim reciprocal compensation rate for termination
by Rural ICOs and CMRS Providers should be $0.015 per minute subject to true-up once a
permanent rate is established.” The Commission noted that the parties may voluntarily agree to
different rates if they are so disposed.

On April 4, 2005, the CMRS I’rt)\ricis:rs2 filed a Motion for Clarification asking the
Commission to affirmatively state the following:

1, The ordered interim rate of $0,015 applies between the Rural ICOs and the CMRS
Providers on a symmetrical, reciprocal basis beginning on March 8, 2006. To. the
extent a CMRS Provider either does not have actual measurement capabilities or opts
to utilize factor billing in lieu of actual measurements, the parties will use a 70%
mobile-to-land and a 30% land-to-mobile traffic ratio for interim billing purposes.

2 Use of the ordered interim rate of $0.015 between the parties will terminate upon the
earlier of (a) the effective date of a Commission-approved voluntary agreement, (b)
the effective date of a Commission-approved arbitrated agreement, or (c) the date that
the negotiation window under 47 U.S.C Section 252 expires with no request for an
arbitration having been filed,

3 If 2 Rural ICO that receives the $0.015 interim rate does not prepare an alternative
cost study during the course of the parties® negotiations and an arbitration is filed, the
Rural ICO will cause the preparation of an altemative cost study to be prepared in the
arbitration proceeding subject to the procedural schedule established in such
proceeding,

The CMRS Providers expressed concern that the Commission’s Order had not stated when the
interim rate was to become effective, when it expired, and when the Rural ICOs were required to
perform an altemative cost study. The CMRS Prowders noted that, pursuant to the Federal
Communications Commission’s (FCC’s) T-Mobile Order *, FCC Rule 20. 11(e) hiad been amended to
permit local exchange companies such as the Rural ICOs to initiate requests for interconnection with
CMRS providers. While it is true that, following the expiration of the Parties’ settlement agreement
in the Summer of 2005, the Rural ICOs served bona-fide requests for negotiations, they never made

! The “Rural ICOs" consist of Citizens Telephone Company, Ellerbe Telephone Company, MEBTEL, Inc.,
Town of Pineville d'b/a Pineville Telephone Company, and Randolph Telephone Company.

2 The “CMRS Providers” consist of New Cingular Wireless PCS, LLC dib/a Cingular Wireless, Cellco
Partnership d/b/a Verizon Wireless on behalf of itself and its affilites, and Sprint Spectrum LP, as agent for SprintCom,
Inc. d/b/a Sprint PCS.

 In the Matter of Developing a Unified Intercarrier Compensation Regime, T-Mobile et al. Petition for

Declaratory Ruling Regarding Incumbent LEC Wireless Termination Tariffs, Declaratory Ruling aur:l Report and Order,
CC Docket No. 01-92 (rel. Feb. 24, 2005).
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any request to the CMRS Providers for the establishment of interim arrangements pending
negotiation and arbitration, choosing rather to file their Petition with the Commission in this docket.
The currently applicable federal rules key interim pricing to a request for interconnection, and FCC
Rule 51.715(c) explicitly provides that an interim arrangement ceases when a voluntary agreement
has been negotiated, an agreement has been arbitrated and approved, or the period for requesting
arbitration has passed with no such request. The CMRS Providers stated that, should an arbitration
be filed, rates supported by an appropriate cost study will certainly be an open issue before the
Commission.

COMMENTS

The Rural ICOs structured their comments as follows: (1) What the effective date of the
Interim Reciprocal Compensation Arrangement (IRCA) should be; (2) when the Rural ICO cost study
should be performed; .and (3) whether the defanlt ratio proposed by the CMRS Providers should be

adopted.

With respect to the effective date of the IRCA, the Rural ICOs stated that, as a general rule,
they would agree that the default interim reciprocal compensation rate established by the Commission
in the Qrder Granting Modification should become effective once an ILEC or a provider of CMRS
makes a bora fide request for interconnection under Section 251 of the Act. This does not, however,
preclude the parties from mutually agreeing otherwise. In fact, the parties have agreed otherwise,
since they had previously agreed that the reciprocal compensation rate ultimately established between
them, either through negotiation or arbitration, would apply refreactivély from July 1, 2005. As the
Commission knows, there was a settlement agreement among various North Carolina independent
telephone companies, including the Rural ICOs, and various CMRS providers applicable to indirect
traffic routed through those ILECs to third-party intermediary local exchange companies (usually
BellSouth or Sprint) which covered the period from January 1, 2004, through May 31, 2005. The
termination date was later extended to June 30, 2005 by lefter agreement. Section 2 of the letter
agreement stated that “any members of the NC Rural ILEC and NC Wireless Group that hereafier
enter into a formal interconnection agreement (as a result of either negotiation or arbitration) shall use
the final compensation terms of that agreement to perform a “true-up’ back to July 1, 2005, the date
on which compensation ceases under this extension of the Settlement Agreement.” Clearly, then, the
operative effective date for the IRCA is July 1, 2005.

As to when the cost study should be performed, the Rural ICOs submitted that they should not
be required to perform a cost study until afier an arbitration petition has been filed. No requirement
exists under the Act or FCC rules that such a study should be coniducted during the pendency of
negotiations. The Rural ICOs noted that the CMRS Providers are free initiate an arbitration, which
wouid obligate the Rural ICOs’ having te generate a cost study.

As for the default ratio proposed by the CMRS Providers, the Rural ICOs noted that, for many
years, the wireless carriers have refied on rural ILECs to record wireless-originated traffic terminated
to those ILECs, poll their switches, assemble message records, mediate the message records, store the
records, and process the message records for billing. The CMRS Providers have typically used
default billing arrangements to estimate the landline-to-mobile minutes for which rural ILECs pay
reciprocal compensation to the CMRS Providers. These default billing arrangements often take the
form of a traffic ratio, which is an estimated ratio of the number of wireless-to-landline minutes
compared to the number of ILEC-to-wireless minutes. The Rural ICOs contended that the CMRS
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providers want to benefit from reduced reciprocal compensation rates to rural ILECs, bill increased
usage to rural ILECs, and yet continue to enjoy the fruits of the ILECs’ billing operations. The
CMRS providers attempt to negotiate ever more favorable default traffic ratios, knowing that most
small ILECs have a limited capability to measure land-to-mobile traffic and thus have no ability to
determine what the actual ratio for traffic is. CMRS providers have the capability to record and bill
for actual land-to-mobile traffic, just as rural ILECs have the capability to record and bill for mobile-
to-land traffic thai they terminate. The Rural ICQs therefore contend that, while parties are certainly
free to negotiate traffic ratios, it is their view that the interim rate should be applied to traffic actually
terminated and that the proposed 70/30 ratio should be rejected.

The Public Stafi doubted the underlying need for clarification. In their initial petition, the
Rural ICOs sought only to modify the requirement that cost studies be based upon TELRIC
principles. The Commission allowed the request but did not further indicate that the Rural ICOs were
permitted to modify the time peried for which interim rates apply or to delay the production of a cost
study. Inany event, it appears that the CMRS Providers may be seeking to impose a condition on the
availability of the interim reciprocal compensation rate that does not comply with FCC rules. In their
Motion, the CMRS Providers wanted. an interim rate of $0.015 to be applied on a symmetrical,
reciprocal basis beginning on March 8, 2006, the date of the Commission’s Order. But FCC
Rule 51.715(2) provides that the interim rates are applicable immediately upon request when an
interconnection arrangement providing for the transport and termination of traffic does not exist. The
Public Staff, not being privy to the negotiations between the parties, is unable to state when
negotiations actually began. In the ongmai Petition, the Rural ICOs claim to have been actively
negotiating with the CMRS Providers since early 2005, Thus, it appears that the CMRS Providers
are requesting the Commission to designate a date for initiating the interim rate that is unrelated to
the time that interconnection was requested.

As for the 70/30 default ratio, the Public Staff observed that the CMRS Providers provided no
basis for such a factor, nor established the need for such a factor. The Public Staff therefore has no
position as to the appropriateness of using the proposed default ratio, but this matter is a fit subject
for negotiation between the parties.

While doubting the need for clarification, the Public Staff stated it did not object to the
- following clarifications addressing the CMRS Providers’ concemns and not conflicting with FCC
rules:

1. The ordered interim rate of $0.015 applies between a Rural ICQ and the CMRS
Provider parties on a symmetrical, reciprocal basis, beginning when the Rural ICO
submitted a request for negotiation, unless the parties mumally agree on a different
date. .

2. Useof the ordered rate of $0.015 between the parties will terminate upon the earlier of
(i) the effective date of a Commission-approved voluntary agreement, (ii) the effective
date of a Commission-approved arbitrated agreement, or (iii) the date that the
negotiation window -under Section 252 expires with no request for arbitration having

been filed; and

! In the Rural [COs’ Petition Concemning TELRIC Studies, on page 2, paragraph 3, it is simply stated: “Since
at least early 2005, the Rural ICOs and various CMRS providers have been in active negotiations for a follow-on
agreement to the Scttlement Agreement...."
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3. If a Rural ICO that receives the $0.015 interim rate does not prepare an altemative
cost study in accordance with the Commission's March 8" Order during the course of
the parties’ negotiations and a petition for arbitration is subsequently filed, the Rural
ICO will cause an altemative cost study to be prepared in the arbitration proceeding
subject to the schedule set forth by the Commission in that arbitration proceeding.

CMRS PROVIDER REPLY COMMENTS

CMRS Providers led off their reply comments by noting that they expected that their
recommendations regarding how and when the interim rate should be implemented to be
controversial. They also stated that they were agrecable to a 75/25 traffic ratio, instead of the
originally proposed 70/30 trafiic ratio. '

More specifically, on the question of the effective date of the interim rate, the CMRS
Providers argued that, while the Public Staff comectly cited to FCC Rule 51.715(z) for the
proposition that the interim rule is applicable upon request for interconnection, the Public Staff was
not correct to equate a request for an interim arrangement with a party’s initial request for
negotiations. Likewise, the Rural ICOs are incorrect in seeking the interim rate true-up to be
effective on July 6, 2005, pursuant to a letter agreement that expressly provides for a true-up to be
subject to “final compensation terms” of a negotiated or arbitrated rate (rather than an interim rate)
and which bears no relationship to any reading of FCC Rule 51.715.

In short, the CMRS Providers believe that the use of any date other than the March 8, 20086,
date is inconsistent with the FCC Rule 51,715, taken in its entirety. In support of this proposition, the
CMRS Providers pointed out that FCC Rule 51.715(a) provides that, “[u]pon request from a
telecommunications carrier without an existing interconnection arrangement...the [non-requesting]
carrier shall provide transport and termination of telecommunications traffic immediately under the
interim arrangement.” Subsection (a)(2) of that rule further provides that “[a] telecommunications
carrier may take advantage of such arrangement only after it has requested negetiation....” And FCC
Rule 51.715(b) provides that, “[u]pon reccipt of a request as described in paragraph (a) of this
section,” an interim arrangement is o be established without wnreasonable delay. The CMRS
Providers argued that the FCC’s rationale for an interim arrangement requirement emanated from
concern that carriers seeking interconnection would be at different stage of market entry readiness.
FCC Rule 51.715 is referring to two different types of requests—one being a request for negotiations
and the other being a request for interim arrangements afier a request for negotiations has been made.

Certainly a requesting camier can incorporate an express request for interim arrangements
within the same initial letter that also requests negotiations, but no Rural ICO at this point has made
any request for interim arrangements to the CMRS Providers. Even so, in the interests of fair
treatment, the CMRS Providers are agreeable to construing the Commission’s Order as a request
from the Rural ICOs to implement an interim arrangement, subject to true-up. The CMRS Providers
also argued that this would avoid the imposition of multiple true-ups clearly not contemplated by the
FCC rules.

As for traffic factors, the CMRS Providers pointed out that traffic factors were utilized in the
Settlement Agreement (a copy of which the. CMRS Providers attached to their filing as Exhibit I).
Despite the Rural ICOs’ statements, it is not true that all CMRS Providers have the switching and
billing system capabilities that enable real-time switch measurement and billing generation,
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Moreover, there is cumently no terminating Rural ICO or CMRS Provider billing system that can
Jjurisdictionalize a call to or from a CMRS Provider on a real-time basis; and, in the case of indirect
interconnection—which is the predominant type of interconnection between the Rural ICOs and the
CMRS Providers—a Rural ICO billing system does not generally perform any (much less automated)
cross-comparisons of terminating CMRS call detail records to any tetminating IXC call detail
records, which can result in double-billing by the Rural ICO for the same call if it attempts to use its
own billing system instead of the transit providers® records. The CMRS Providers also noted that the
use of billing factors is a common industry practice and that the factors mutually benefit both parties
by avoiding disputes over individual bills.”

As for the date on which the inferim rate of $0.015 should expire, the CMRS Providers noted
that the Public Staff did not object to their proposed clarification, and the Rural ICOs did not address
the question. Hence, the CMRS Providers suggested clarification should be approved.

As to when the cost study is to be performed, the CMRS Providers denied that their
clarification sought te impose an-obligation on the Rural ICOs to prepare a pre-arbitration cost study.
While they believe that such preparation would go a long way to advance rate negotiations, the
CMRS Providers are not requesting that the Commission order pre-arbitration cost studies.

Accordingly, the CMRS Providers reiterated their proposed clarifications from their original
Motion, with the exception that a 75/25 traffic factor be used instead of 70/30.

WHEREUPON, the Commission reaches the following
CONCLUSIONS

This matter presents essentially three questions. The first and most complicated question has
to do with when the interim rate of $0.015 should come into play and when it should end. The
second has to do with whether a billing factor should be authorized. The third has to do with when
the Rural ICOs must prepare their non-TELRIC cost studies,

Timing of Interim Rate. As noted above, the first question is the most vexing. The parties
have managed to come up with three separate-answers. The CMRS Providets say that payment of the
interim rate should begin on March 8, 2006; the date of the Commission’s Order Granting
Modification. The Rural ICOs say that it should begin on July 1, 2005, based upon language in the
letter agreement that extended the Settlement Agreement to June 30 2005. The Public Staff says it
should begin when negotiations started in “early 2005.” The Public Staff is not sure of the precise
date upon which negotiations began because that date has never been stated for the record.

Philpsophically, all the parties appear to agree that FCC Rule 51.715 should contrel, but
determining how the precise terms of that rule apply fo the present case and square with the positions
of the parties is something of a mystery. In the T-Mobile Order, issued on February 24, 2005; the
FCC propounded a new FCC Rule. 20.11(f), which, for the first, time enabled ILECs to initiate the
interconnection and arbitration process with CMRS Providers. This provision reads as follows: “An
incumbent local exchange carmer may request interconnection from a commercial mobile radio
service provider and invoke the negotiation and arbitration procedures in section 252 of the Act. A
commercial mobile radio service provider receiving a request for interconnection must negotiate in
good faith and must, if requested, submit to arbitration by the state commission. Once a request for
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interconnection is made, the interim transport and termiration pricing described in [FCC Rule]
51.715 shall apply.”

FCC Rule 51.715 is, of course, consistent with this rule. FCC Rule 51.715(a) requires the
establishment of an “interim arrangement™ upon such request from a telecommunications carrier, but;
under FCC Rule 51.715(a)(2), it can only do so after it has requested negotiation—i.e., a negotiation
under Section 252 leading either to a voluntary agreement or arbitration. The FCC contemplates that
requests for interconnection and requests for interim arrangements will be tied together.

In the instant case, this is a bit of a square peg in a round hole, judging from the positions of
the parties. As noted, the CMRS Providers advocate a March 8, 2006, beginning date, but this has
nothing to do with any date on which a request for negotiations leading to agreement or arbitration
has been made. Indeed, the CMRS Providers adrit that this date is to be construed this way—ont of
“faimess—without actually being this way. The Public Staff advocates “early 2005” on the basis that
this is at least the general time frame in which the Rural ICOs indicate that they have been
“negotiating” with the CMRS Providers. However, the date for requesting arbitration as a result of
those negotiations has long since passed. Two additional complications are that there is no evidence
in the record as to whether the “negotiations” began before or after the T-Mobile Order was issued on
February 24, 2005 and that pushing the beginning date back to early 2005 overlaps with the period
ending June 30; 2005, since the Rural ICOs were presumably receiving compensation under the
Settlement Agreement and its extension up until that time. Finally, the Rural ICOs advocate for
July 1, 2005. This is the date the Settlement Agreement, as extended, expired. The Rural ICOs rely
on language in the letter agreement, which extended the Settlement Agreement to Juze 30, 2005, to
the effect that there should be a true-up back to July 1, 2005, if the parties have “hereafter” entered
into a formal interconnection agreement. This, too, is imperfect because this date does not comport
with a strict reading of the FCC Rule 51.715 keying an interim arrangement to the request for
interconnection or with the literal language of the Settlement Agreement, which refers to an
agreement on final compensation terms.

Nevertheless, of all the alternatives presented, the date proposed by the Rural ICOs is the Jeast
objectionable and the most just. It is the least objectionable because the letter agrecment at Jeast
shows an intent under a negotiated agreement of the parties that there would be a true-up back to
July 1, 2005, as well as an understanding by the parties that there would be either a negotiated or
arbitrated agreement in the future. It is the most just because it simply continues compensation at the
same ratg as in the Settlement Agreement from the point where the Settlement Agreement left off.
The parties have been providing services for each other for which they are presumably not being paid
in full or at all, and that result is not just,

The Commission does not believe, however, that payment of the interim rate should continue
indefinitely without progress toward an interconnection agreement.. Either the Rural ICOs or the
CMRS Providers must initiate a formal Section 252 nepotiation within 30 days of the issuance of this
Order so this matter can be resolved with finality, Otherwise, the payment of the interim rate is
suspended if such negotiation is not initiated within 30 days and will be resumed only upon the
initiation of such negotiation.

Fortunately, there was no substantial disagreement among the parties as to when the interim

rate should otherwise end. It should end when the Commission cither approves a negofiated rate, has
finally arbitrated one, or the negotiation window has expired without a request for arbitration,
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Billing Factor. The CMRS Providers sought clarification that the use of billing factors would
be authorized to the extent that they do not have actual measurement capabilities or opt to utilize a
billing factor in lieu of actual measurements. The CMRS Providers originally sought a 70% mobile-
to-land and a 30% land-to-mobile traffic ratio for interim billing purposes, but in their Reply
Comments revised the ratio to 75 10 25, which was the ratic used in the Settlement Agreement. The
Public Staff did not believe that the CMRS Providers had set forth a basis for a traffic factor, nor
sufficiently proved their need for it. Such ratios are, however, a fit subject for negotiation. The Rural
ICOs took umbrage at the CMRS proposal and expressed their view that the interim rate should be
applied to traffic actually terminated.

The Commission believes, as a general matter, that billing ought to be based on actual
measurement rather than traffic factors to the extent feasible, but the Commission is also convinced
that there may be circumstances pertaining to traffic between the CMRS Providers and the Rural
ICOs where actual measurements are no! possible. In order to provide for orderly compensation in
such circumstances, it is advisable for the parties be required to resort to traffic factors when actual
measurements are not feasible. The most reasonable ratio is that set out in Section 2.02 of the
Settlement Agreement—namely, 75/25—and the most reasonable methodological context is set out
in Section 2.03.

Preparation of cost studies. The CMRS Providers sought clarification of when the Rural ICOs
were expected to prepare their non-TELRIC cost studies, but they later acknowledged that they did
not expect the Rural ICOs to have to do so until an arbitration has commenced. This is the correct
answer. The Rural ICOs are not obliged to perform their cost studies until an arbitration has
commenced and in accordance with the Commission’s procedural order. However, the CMRS
Providers have noted the potential value of earlier cost studies in advancing rate negotiations. The
Commission urges the Rural ICOs to consider this perspective in choosing when to prepare their cost
studies.

IT IS, THEREFORE, ORDERED as follows:

1. That the ordered interim rate of $0.015 shall apply between the Rural ICOs and the’
CMRS Providers on a symmetrical, reciprocal basis beginning on July 1, 2005.

2. That use of the ordered rate of $0.015 between the Rural ICOs and the CMRS
Providers shall terminate upon the earlier of (a) the effective date of 2 Commission-approved
voluntary agreement, (b) the effective date of a Commission-approved arbitrated agreement, or (c)
the date the negotiation window under Section 252 of the Act expires with no request for arbitration
having been filed,

3. That the Rural ICOs or the CMRS Providers shall initiate a Section 252 negotiation
within 30 days from the issuance of this Order. If the Rural ICOs or CMRS Providers do not do so,
the obligation to pay the interim rate shall be suspended pending the initiation of such a negotiation,
The party initiating a Section 252 negotlatlon shall file immediately notice of same with the
Commission.

4, That the Rural ICOs shall prepare altemative cost studies subject to a schedule set
forth in such arbitration proceeding as the Commission may hold but are encouraged to prepare such
studies earlier in order to expedite negotiations.

71



GENERAL ORDERS ~ TELECOMMUNICATIONS

5. That, to the extent actual traffic measurements are not feasible, the parties shall utilize
the traffic factor and methodology set forth in Sections 2.02 and 2.03 of the Settlement Agreement,

ISSUED BY ORDER OF THE COMMISSION.

This the_31% day of May, 2006.
NORTH CAROLINA UTILITIES COMMISSION
Gail L, Mount, Deputy Clerk
DI053106.01
DOCKET NO. P-100, SUB 162

BEFORE THE NCRTH CAROLINA UTILITIES COMMISSION

In the Matterof . )
Rulemaking on Discontinuation and/or Reduction ) ORDER PROMULGATING
of Telecommunications Services ) DISCONNECTION RULES

BY THE COMMISSION: On November 22, 2005, the Commission issued an interim rule in
Docket Nos. P-821, Sub 2 and P-55, Sub 1596, authorizing disconnection with due notice of GTC
Telecom Corporation by BellSouth Telecommunications, Inc. The interim rules, moreover, were to
have general applicability and remain in effect pending further order. The interim rules provided as
follows:

(@)  AnILEC [incumbent local exchange carrier] or other underlying provider shall
not terminate service to CLPs [competing local providers] unless such ILEC or
other underlying provider has provided at least 14 days’ notice prior to
termination of service to the CLP and the Commission,

()  Upon receipt of the Notice at the Commission, the Public Staff shall forthwith
investigate the proposed termination of service and shall file recommendations
with the Commission conceming whether adequate notice has been given by
the CLP and whether there is good cause for such termination.

{c)  [fthe Public Staff recommends that good cause for such termination exists, the
Commission may authorize such disconnection, subject, however, to the
provisions that the CLP shall have first given adequate notice to its end users,
but, if the CLP has not done so or is unwilling to do so, then the ILEC or other
underlying carrier shall have done so.

On December 19, 2003, Verizon South, Inc. (Verizon) filed a Motion for Reconsideration in
the above dockets asking that the Commission vacate the interim rules. On February 28, 2006, the
Public Staff filed proposed permanent rules and a response to Verizon’s Motion for Reconsideration.
On March 2, 2006, the Commission issued an Order Establishing Generic Docket and Denying
Motion for Reconsideration. The Commission solicited comments on the Public Staff’s proposed
rules from interested parties and reply comments from the Public Staff, while permitting the interim
rules to remain in place,
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COMMENTS

Time Warner Telecom of North Carolina and US LEC of North Carolina, Inc. (CLP
Group) stated that they supported the Commission’s goal of an orderly procedure to inform
telecommunications customers that their local exchange service may be discontinued or reduced but
argued that the proposed rules should not operate to frustrate the negotiated terms of interconnection
agreements (ICAs) between the LECs and the CLPs that provide dispute resolution mechanisms or
otherwise detail the terms of service disconnection. Second, the CLP Group also argued that the
dispute resolution and disconnection terms, to the extent that they exceed the baseline measures set
forth in the proposed rules, should continue to govemn the relationship between service providers.

Finally, the CLP Group proposed that the Commission adopt a rule prohibiting LECs from (1)
disconnecting CLPs for defaults occurring in another state and (2) disconnecting one CLP for another
CLP’s failure to pay pursuant to an entirely separate JCA, even if the two CLPs are affiliated. To
permit CLPs to be disconnected in such circumstances would be anti-competitive and frustrate the
purpose of this proceeding, which is to ensure that consumers maintain local exchange service.

The Alliance of North Carolina Independent Telephone Companies, BellSouth
Telecommunications, Inc., ALLTEL Communications, Inc., Carolina Telephone and Telegraph
Company, Central Telephone Company, Randolph Telephone Company, TDS Telecom, and
Verizon (LEC Group) generally praised the efforts of the Commission to establish rules applicable
when a CLP exits a local market. This most commonly occurs when a CLP orders services from an
ILEC but fails to pay for those services, resulting in the ILEC taking actions that may result in the
interruption of the CLP’s end-users’ services. In some cases, end-users may receive little or no
notice of the impending disconnection. The LEC Group stated that its members have acted
responsibly with respect to such disconnection, but CLPs must also be responsible and meet their
obligations as well.

The LEC Group identified its changes to the proposed rules. They also provided a red-lined
version of those changes attached to their filing. Those changes consist of the following:

Rule 21-4(d). Change 45-days notice requirement to 30 days. ICAs currently in place
provide for a 30-day notice period for CLP disconnection by the underlying carrier. A 30-day
requirement would assist in minimizing bad debt because during the additional 15 days a CLP could
continue to incur debt, and a longer time frame increases the length of time in which an ILEC must
provide service for which it is unlikely to be paid. A 30-day notice period is consistent with the time
frame provided in other states.

Rule 21-4(j) and (§). Change 14-day to 7 day notice. The shorter time frame would protect

- the ILECs from additional bad debt. It is adequate, especially since the Commission can extend the

deadline for good cause shown. It is also consistent with the notification window provided in
neighboring states,

Rule 21-4(i). Commission netification of CLP end users versus ILEC notification.
ILECs should not be in the position of having to notify CLP end users of the need to select a new
provider. Arguably, this could confer a competitive advantage on the ILECs. Since the ILECs
cannot discuss any issues involving repair, ordering service, due date, etc. with CLP end users, it
would seem more appropriate for the Commission to make such contact with end users.
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Other, The CLP should be held responsible for reimbursing any expense incurred in
notifying its end users of the pending disconmection of their local service as it is the CLP’s failure to
fulfill its duties that led to these costs. Should a CLP be unwilling or unable to provide
reimbursement, a mechanism should be established to ensure adequate funds for this purpose.
Accordingly, as a condition for certification, all new CLPs should file with the Commission a
corporate surety bond or irrevocable letier of credit in the amount of $5,000 to enstre that such funds
are available. In addition, CLPs that are currently certified should be required to file the required
surety bond or irrevocable letter of credit with the Commission by no later than Qctober 1, 2006 in
order to retain certification. CLPs owning and operating equipment facilities in North Carolina with
a value of mote than $5 million should be exempt from this requirement. The proposals of the LEC
Group are consistent with rules and practices adopted in Tennessee and South Carolina,

PUBLIC STAFF REPLY COMMENTS

The Public Staff responded to the comments of both the CLP Group and the LEC Group and
set out further revisions to its proposed rules.

With respect to the CLP Group, the Public Staff stated that it did not disagree with their
contention that, when an ICA includes provisions regarding the disconnection of service, those
provisions should normally be conirolling. However, the Public Staff doubted the necessity of the
CLP Group’s amendment. Under Rule R21-4 as proposed by the Public Staff, provisfons relating to
disconnection are not prohibited from being included in ICAs and will not be superseded unless they
conflict'with the rule as, for example, by providing for less notice of disconnection to the CLP or its
customers than the proposed rule requires. The Public Staff, on the other hand, stated that it agreed
with the CLP Group that a CLP should not be disconnected in North Carolina for defzults occurring
in other states, nor should a LEC be pemmitted to disconnect service to a CLP because of a default
committed by another CLP that is unaffiliated with the CLP to be disconnected and is served under a
different ICA. However, if a LEC and CLP have agreed that a CLP may be disconnected for a
default committed by another CLP with which it is affiliated, and the default occurs in North
Carolina, the Public Staff believes the disconnection should be allowed to proceed. The Public Staff
stated that it has added a new subsection (a), together with a new subsection (c)(2) [appearing as
subsection (d)(2) because of the insertion of the new subsection (a)] to its propesed rule to
incorporate those suggestions of the CLP Group with which it does agree.

With respect to the LEC Group, the Public Staff agreed with some of the comments and
. disagreed with others. The Public Staff did not agree with the LEC Group’s proposal to allow
disconnection of service within only 30 days after a LEC’s initial filing with the Commission.
During the 45-day notice period provided for in the Public Staff’s propesal, the Public Staff must
investigate the proposed termination of service and try to resolve the problem between the LEC and
the CLP if possible. The Commission will need time to review the matter and determine whether
good cause exists for the termination of service. A 45-day notice period is reasonable and not
excessive.

Likewise, the Public Staff believed that a 14-day period between notice to customers and
disconnection of service is appropriate and cannot be safely cut in-half as proposed by the LEC
Group. A 14-day period is necessary to wam customers of their impending loss of service and to
enable them to acquire a new service provider. Also, this time period is consistent with Commission
Rule R17-2(q) requiring CLPs to provide at least 14 days’ notice prior to disconnecting service to a
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customer. It also gives the CLP a final opportunity to settle its debt once the Commission has
determined that the proposed discontinuance is appropriate.

The Public Staff opposed the LEC Group’s proposal to require the Commission to take
responsibility for notifying customers of the termination of their service when the CLP fails to
provide adequate notice. Certainly, CLPs should bear the primary responsibility for contacting their
customers and providing notice of termination, and the Public Staff’s proposed rules provide for this.
However, the underlying carrier is in the best position to contact the CLP’s customers if it should
come to that. The underlying carrer’s efforts to contact customers cannot be considered
anticompetitive, as they would be conducted pursuant to Commission order.

While the Public Staff agreed with the LEC Group that, when a CLP fails to notify its
customers of pending disconnection, it should be held responsible for any reasonable expense
incurred by the LEC in contacting customers for this purpose, the Public Staff did not believe that
CLPs should be required to file a bond to fund customer notices. The Pubiic Staff pointed out that
requiring a bond could be viewed as an impediment to entering the market in North Carolina and
might run afoul of Section 253 of the Telecommunications Act of 1996 (the Act) or at the very least
be seen as inconsistent with the purpose of that section, Moreover, some CLPs have been
disconnected by more than one underlying carrier. This situation could result in underlying carriers
racing fo discontinue service in order not to be left out of the bond proceeds. Notably, since
January 1, 2004, only five CLPs have been brought before the Commission for failure to pay
underlying camriers. This suggests that the potential financial impact on underlying carriers would be
minimal.

The Public Staff stated that it had carefully reviewed the changes that were included in the
LEC Group’s redraft of the proposed rules but which were not explained in the accompanying
comments. The changes with which the Public Staff agreed have been incorporated into the Public
Staff’s revised version of the proposed rules. Some of these matters have been technical and
clarifying. The Public Staff objected to the changes that the LEC Group proposed with respect to
notice to be sent to the customers under proposed Rules R21-4(g)(1) and (2). The LEC Group’s
proposed changes may result in misunderstanding or confusion. It is essential that all customers be
clearly put on notice that their service is scheduled for termination and that they need to locate a new
local service provider,

The Public Staff noted that the LEC Group’s redraft of the proposed rules included a new
subsection (d) of proposed Rule R21-3. This new subsection, although not entirely clear, is
apparently intended to require that carriers in bankruptcy provide the Commission with a list of their
customers. While recognizing that such a list shouid be provided in the event of termination of
service to, or by, the carrer, it appears that the new proposed rules would cover filing .for
reorganization under Chapter 11 of the Bankruptcy Code, as well as filings for liquidation under
Chapter 7. A Chapter 11 CLP, which would expect to emerge from bankruptey, would strongly
object to making a list of its customers publicly available. The Public Staff therefore has added a
new subsection (1) to proposed Rule R21-4(g) requiring that a customer list be provided to the
Commission by a CLP threatened with disconnection by its underlying carrier, rather than including
such a provision in proposed Rule R21-3.

WHEREUPON, the Commission reaches the following
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CONCLUSIONS

After careful consideration, the Commission concludes that good cause exists to promulgate
Rule R21-1 et seq. as proposed by the Public Staff on February 28, 2006, and revised by the Public
Staff on June 13, 2006, with the exception that the minimum disconnection time period should be
reduced from 45 days to 30 days as set out in Rule R21-4(e) as it appears in Appendix A. These rules
represent a codification and extension of the interim rules adopted on November 22 2005, regarding
discontinuance and reduction of telecommunications service by LECs and CLPs.! The interim rules
themselves were based on informal practices and principles that had proved their usefulness and
equity over time.

- The subject matter of these rules deals mainly with the important question of how to balance
the right of the underlying carriers to terminate wholesale service to CLPs who cannot or will not pay
their bills with the position and rights of innocent end-users. It is universally agreed that such end-
users should receive timely notice that termination is imminent so as to have a meaningful
opportunity to obtain alternate service. Difficulties arise, however, when such customers have not or
will not receive notice and assistance from the CLPs involved, desplte the Iegal requirement that the
CLPs do so.

While generally supportive of the effort to codify the rules, the LEC Group wanted shorter
notice periods and compensation for expenses in notifying end-users if required to do so. The LEC
Group also proposed Commission notification of end-users as a default alternative to the underlying
carrier’s doing so.

The Commission agrees with the LEC Group that the proposed minimum disconnection time
period should be reduced from 45 days to 30 days, noting, however, that the 30-day time period can
be extended by the Commission for good cause. Other time frames as proposed by the Public Staff
should not be changed.

The Commission does not agree with the LEC Group that the Commission should provide
notice of disconnection to CLP end-users if the CLP is unable or unwilling to do so. Such an
approach is impractical since, among other reasons, the Commission lacks the resources and the
subscriber information to do so. The Commission would have fo obtain the information from others,
thereby introducing delays. Further delays would result because the Commission would not have
recourse to one of the more efficient and timely methods to give notice’- placing a phone message on
the end-user’s line — but would have to resort exclusively to the United States mail. The ILECs, by
confrast, are in a much better position to contact the CLP’s end-usets on a timely basis should that
eventuality become necessary.

Of course, the ILECs would incur expenses in contacting CLP customers. The Public Staff
was sympathetic to the arguments made by the LEC Group that ILECs should be able to recover
reasonable expenses in contacting customers but pointed to the practical difficulties of a bond
approach advocated by the LEC Group. The Commission likewise is sympathetic to the recovery of
such expenses but is inclined to believe that a better mechanism would be for the parties to negotiate
reasonable deposit requirements in interconnection agreements.

' ‘The rules also address previously unaddressed lopics such as filing requirements for LECs or CLPs in
bankruptey, (Rule R21-3).
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In summary, the Commission believes that the rules advocated by the Public Staff strike a
good balance of the interests of the ILECs, the CLPs, and customers. Accordingly, for the reasons as
generally stated by the Public Staff, the Commission concludes that Rule R21-1 ef seg. should be
promulgated as set out in Appendix A hereto, effective immediately and supplanting the interim
rules.

IT IS, THEREFORE, SO ORDERED.
This the _30™ day of August, 2006,

NORTH CAROLINA UTILITIES COMMISSION
- Gail L. Mount, Deputy Clerk

DI0B3006.01

Chair Jo Anne Sanford did not participate.
Commissioner James Y. Kerr, I dissented.

APPENDIX A
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DISCONTINUANCE OR REDUCTION OF
TELECOMMUNICATIONS SERVICES

R211-1 APPLICATION

(@  This rule govems both the complete cessation of telephone operations and the
discontinuance or reduction of telephone service by local exchange companies (LECs) and competing
local providers (CLPs), as defined in Commission Rule R17-1. It does not apply to disconnection of
service to an individual customer for nonpayment in accordance with Chapter 12 of the
Commission’s Rules.

(b)  This rule is directed toward the discontinuance or reduction of service by, or
termination of service to, carriers whose customers are end users. In the event of a request for
discontinuance or reduction of service by, or termination of service to, a carrier that provides both
wholesale and retail service, or exclusively wholesale service, the Commission shall address such
request in such manner as may be just, and shall, to the greatest possible extent, ensure that all
affected parties, including but not limited to wholesale customers and end users, are afforded at least
.as much advance notice of cessation of service as provided for in these rules. Rule R21-3 is
applicable to all bankruptcy filings, regardless of whether the bankrupt carrier provides wholesale
service, retail service, or both.

R21-2 DISCONTINUANCE OR REDUCTION OF TELECOMMUNICATIONS
SERVICE BY LECs AND CLPs

(8  ALEC or CLP intending to cease operations or to discontinue or reduce the provision

of telecommunications service in North Carolina shall seek permission from this Commission to
abandon or reduce service in accordance with G.S. 62-118. The LEC or CLP shall file a petition for
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authority to discontinue or reduce service with the Commission not less than forty-five (45) days
prior to the date of discontinuance or reduction of telecommunications service. The petition shall

include, at a minimum;

(1) For each service offering to be discontinued, a description of the service
offering, the number of customers that will be affected by the discontinuance, identification of
any customers affected by the discontinuance that are themselves telecommunications
carriers, identification of the underlying carrier(s), if any, for the-offering, and the proposed
date of discontinuance; ’

(2) A description of customer notification efforts and copies of the written
notice(s) sent or proposed to be sent to customers. If the notice is not consistent with the
requirements of R21-4(g), the petition shall state why the proposed notice is sufficient;

{(3) A full explanation of the reasons for the proposed service discontinuance or
reduction;

APPENDIX A
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(4)  Details of any plan to migrate customers to other carrers and identification of
the carrier(s) to whom the service(s) are to be migrated. If no migration plan is provided, the
petition shall state why 2 plan is not necessary; and

(5)  If all North Carolina service offerings are being discontinued, a request for
cancellation of the certificate(s) of public convenience and necessity of the LEC or CLP upon
the approval of discontinuance. If cancellation of the certificate(s) is not requested, the carrier
shall provide a concise statement explaining why the Commission should not cancel the
certificate(s).

(b)  Existing customers of the service(s) to be discontinued must be provided written
notice sufficiently in advance of service reduction or discontinuance to allow an alterate service to
be established without the customer incurring a lapse in service, and, in any event, not less than
fourteen (14) days prior to the proposed service reduction or disconnection.

()  Inthe event of discontinuance or reduction of local exchange service, the LEC or CLP
shall include in customer notices and on its website a toll-free number that customers may call with
inquiries prior to such discontinuance or reduction of local exchange service. Knowledgeable service
representatives shall be available at the toll-free number to answer customers® questions.

(d)  The Commission shall determine if sufficient notice has been provided or is proposed
to be provided to customers and shall prescribe any additional notice or other requirements, as it
deems necessary in the public interest.

(¢)  No discontinuance or reduction of telecommunications service shall be implemented

until the Commission has ruled on the petition, issued an order, and determined that adequate notice
has been provided to end user customers.
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(fy  Within seven (7} days following Commission approval of the discontinuance or
reduction, the LEC or CLP shall post on its website, for its customers and other carriers, information
that will assist in the orderly migration of customers.

()  Unless the LEC or CLP has already arranged for all of the services which it proposes
to discontinue to be transferred to another carrier, the LEC or CLP shall file with the Commission,
within seven (7) days of receiving Commission approval of the discontinuance or reduction, 2
spreadsheet containing a list of billing names, addresses, and telephone numbers (or circuit numbers
for non-switched services) for all customers affected by the discontinuation, except those with non-
published numbers. For customers with non-published listings, the LEC or CLP shali provide cnly
their billing names, addresses, and the NPA-NXX of their telephone numbers. The list shall
specifically identify those end user customers who are public utilities, governmental agencics, inmate
facilities or hospitals. If the LEC or CLP is facilities-based, the list shall also include circuit IDs,
cable  pair  identification  and a  statement that the LEC  or
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CLP will fully cooperate in the transfer of numbers to other providers through the Number Portability
database. This list shal] only be used to facilitate the transfer of the end user customers to their new

service providers,
R21-3 BANKRUPTCY

(8 A LEC or CLP that is the subject of a petition under any provision of the federal
Bankruptcy Code shall immediately file with the Commission the following materials and shall keep
them updated through further filings with the Commission throughout the duration of the bankruptcy
proceeding:

(1) A complete copy of the bankruplcy petition;

(2)  The name, address, and telephone number of any trustee in its bankruptey
proceeding; and

(3)  The names, addresses and telephone numbers of all attomeys representing the
LEC or CLP in its bankruptcy proceeding.

(t)  During the pendency.of the bankruptey proceeding, the LEC or CLP shall file with the
Commission, immediately upon their being filed with or issued by the Bankruptcy Court, the
following materials:

(1)  Copies of all orders or rulings of the Bankruptcy Court that have an impact on
the provision of North Carolina telecommunications service by the LEC or CLP, or-on the
discontinuance or reduction of such service;

{2)  Copies of any plan under Chapter 11 or any other chapter of the Bankruptcy
Code that is approved by the Bankruptcy Court or is formally submitted to creditors for their
approval or disapproval; and
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(3)  Copies of any other documents filed with or issued by the Bankruptcy Court
that the Commission directs the LEC or CLP to file.

(c)  Nothing contained in this Rule is intended to interfere with the junsdlcuon or authority
of the Bankruptcy Court under the Bankruptcy Code.

R214 TERMINATION OF SERVICE TO CLPs BY UNDERLYING CARRIERS

(@  Anunderlying carrier shall not terminate service to a CLP except as authorized under
its interconnection agreement with the' CLP; provided, however, that an underlying carrier shall not
under any circumstances terminate service to a CLP because of (i) a default by a third party not
affiliated with the CLP or (i) a default occurring outside North Carolina that does not

APPENDIX A
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constitute failure to pay for North Carolina services. For good cause shown, the Commission may
authorize an underlying carrier to terminate service to a CLP for failure to pay for services provided
in another state, if termination under such circumstances is expressly provided for in the parties’
interconnection agreement,

(t)  In the case of billing disputes between a CLP and an underlying carrier, the parties
shall make a good faith effort to work with cach other in determining what portion, if any, of the bill
for resale, unbundled network elements, or other services provided by the underlying carrier to the
CLP is disputed and which portion is undisputed. The underlying carrier shall work with the CLP to
resolve the billing dispute and arrange for payment of the outstanding charges, pursuant to. the
interconnection agreement between the underlying carrier and the CLP,

() Inthe event that the underlying carrier intends to cease providing service to the CLP
for nonpayment or any other reason, it shall send to the CLP a notice of intent to disconnect or deny
services to the CLP pursuant to the current interconnection agreement between the carriers. A copy
of the notice(s) shall be filed with the Commission.

(d)  The underlying carrier shall state the following in the notice:
(1) The name, address and account number of the CLP;

(2) A plain statement of the grounds upon which the right to disconnect or deny is
founded, including the total amount owed, the non-disputed amount owed, the disputed
amount owed, and the amount required to be paid to avoid interuption of service, If the
underiying carrier provides service to the CLP in North Carolina and also in one or more
other states, the portions of these amounts applicable to North Carolina services shall be
stated separately; and

(3)  The exact date and time or range of dates and times the underlying carrier
secks to have service discontinued.
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(&)  The underlying camier shall not disconnect or deny service to the CLP prior to the date
and time (or range of dates and times) given on the notice of intent to terminate. In no case shali
disconnection be effected less than thirty (30) days from the later of the date of mailing of the notice
of intent or the filing of the notice with the Commission. If the last day of the thirty (30} day period
falls on a Saturday, Sunday or legal holiday, the notice period will expire at the close of the
underlying carrier’s next business day. In order to ensure that the interests of customers are
adequately protected, the Commission may issue directives to underlying carriers and CLPs to
effectuate the intent of this Rule.

(f)  The underlying carrier shall make its best efforts through coordination and timely
attention to change requests from end users and other camiers involved in the services subject to
discontinuation to assist in the orderly migration of customers. The underlying carrier and the CLP
being disconnected shall provide the Public Staff, upon request, with the status of the customer
conversions, including, to the extent available to them, the Local Service Request dates, Finm Order
Confirmation dates, and Actual Installation dates.

(g)  Upon the filing of the underlying carrier’s notice of intent with the Commission, the
Public Staff shall forthwith investigate the proposed termination of service and shali file a
recommendation with the Commission conceming whether adequate notice has been or is proposed
to be given by the CLP.

(h) At least fourteen (14) days before the date specified for termination, if the notice of
termination has not been withdrawn and the Commission has not found the proposed termination to
be without good cause, the CLP shall:

(1}  Provide the Commission with a complete list of all customers being served by
the carrier, including the specific customer information referenced in Commission Rule R21-2(g);
and .

(2) Notify all its affected customers, by direct mailing, of the proposed
termination. The CLP shall provide this notice even if it anticipates resolving its dispute with
the underlying carrier and even if-it contends that the proposed termination is without good
cause. The notice to the CLP"s customers shall contain the following information in easily
legible type: '

(® A clear explanation that service to the customer is being terminated by
{(name of carrer);

(i)  The date on which the service will be terminated;

(i) A statement that the customer must make arrangements with an
altemate carrier to continue receiving local service;

(iv)  Ifbasic local exchange service is to be discontinued, a statement clearly
explaining that the customer must .obtain & new local provider by the date of service
termination in order to continue to make local calls, including 911 calls;

(v) A toll-free number that can be reached by customers for any questions
concerning the service termination; and

(vi) A statement explaining that the CLP will no longer make changes to or
reconnect any existing service, or accept any orders for new service.
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APPENDIX A
Page 6.0f 6

()  If the Commission determines that good cause for the proposed termination exists, it
may authorize the termination, subject, however, to the provision that the CLP shall have first given

adequate notice to its end users.

G  Ifthe CLP has not given adequate notice to its customers as required by subsection (h)
above, or is unwilling to do so, then the underlying carrier shall provide at least fourteen (14) days’
notice of the proposed termination to the CLP’s customers either by U.S. Mail, recorded
announcement, or direct contact. If direct contact is employed, the underlying camier is required to
make at least three (3) attempts over a period of not less than two (2} days to contact each of the
CLP’s customers. The CLP shall reimburse the underlying carrier for the cost of notifying the CLP’s
customers of the disconnection of service.

(k) The Commission may extend the fourteen (14) day and forty- ﬁve (45) day notice
periods provided herein for good cause.

()  The CLP shall retum all deposits to customers and apply all appropriate credits
associated with the discontinued service within thirty (30} days of the discontinuation,

_ DOCKET NO. P-100, SUB 162
COMMISSIONER JAMES Y. KERR, I, dissenting in part:

T must respectfully dissent from that part of the Majority’s Order requiring the underlymg
carrier—usually, the incumbent local exchange carrier {(ILEC)}—to provide notice to the competing
local provider’s {(CLP’s) customers that, if the CLP is unable or unwilling to provide such notice, the
CLP’s service is being terminated, and the customer’s service is in jeopardy. While I share the
Majority’s belief that adequate notice to end-users is important in this context, the burden of ensuring
adequate notice should not be shifted to the underlying carrier, or wholesale provider, regardless of
the convenience of doing so. The result achieved by the Majority is characterized by competitive
advantage to the ILEC’s retail business, confusion in the retail market place, and an actual
uncompensated burden on the ILEC’s wholesale operations.

I believe that the responsibility for end-user notification in this context should rest with either
the Commission or the Public Staff. I concur with the LEC Group’s view that such an arrangement is
desirable to remove any hint that ILEC’s are being given a competitive advantage by making such
contacts. Rather, it is more appropriate that a public body, such as the Commission or Public Staff,
should make such contacts. The concem that end-users should have adequate notice is ene grounded
in public interest and safety, and it is not one appropriately imposed upon the wholesale provider,
especially absent adequate compensation. It is notable that two neighboring states—Tennessee and
South Carolina—have both decided, when addressing similar circumstances, to put such
responsibility on the public service commissions. There is 2 new competitive arena now in
telecommunications, and we should reject the mindset demonstrated by the Majority that
automatically reaches back to continuing obligations that are more appropriate for a bygone era.
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L also do not believe that the practical difficulties cited by the Majority to justify protecting
the Commissien or Public Staff from this responsibility are insuperable. There have been relatively
few of these cases, and the number of end-users affected has been correspondingly small. While it
may be necessary to involve the ILECs in the provision of information to the Commission or Public
Staff in order for them to make the notifications, if the CLP is unable or unwilling to do so, the ILEC
is nevertheless removed from direct contact with the end-user; and no competitive advantage to the
ILEC, express or implied, or confusion of end-users is possible.

Lastly, while the Majority has recognized that the ultimate notification requirement places a
financial burden on the ILEC that would be difficult to recoup from the CLP, its solution is to note
with approval that the ILECs may negotiate provisions in interconnection agreements with CLPs
providing for reasonable deposit requirements. This is hardly an immediate or adequate solution, and
it will take a fong time to implement in any comprehensive way. The LEC Group has suggested a
bond approach, which while imperfect, at least would have the virtue of greater immediacy and scope
than the solution of the Majority. I would observe that if the Commission or Public Staff were to
shoulder the ultimate responsibility for notification, there would be no need for either method
because the ILECs would no longer be required to bear a burden for which ail agree they should be
compensated,

The fact that the actual burden ultimately placed on the ILECs by the Majority might tum out
to be small in no way justifies confusing the actual, and appropriate roles, of the parties in this matter,
While expedient, perhaps, such actions as the Majority has taken here petpetuate the economic and
policy distortions that continue to hamper this industry.

\s\ James Y. Kerr, I
Commissioner James Y, Kerr, I

DOCKET NO. P-100, SUB 162
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Rulemaking on Discontinuation and/or ) ERRATA ORDER
Reduction of Telecommunications Services )

BY THE CHAIR: On August 30, 2006, the Commission issued an Order Promulgating
Disconnection Rules in this docket. In that Order, Rule R21-4(k) provides as follows: “(k) The
Commission may extend the fourteen (14) day and forty-five (45) day notice periods provided herein
for good cause.” However, in order to be consistent with Rule R21-4(¢), R21-4(k) should read: “(k)
The Commission may extend the fourteen (14) day and thirty (30) day notice periods provided herein
for good cause,” .

IT IS, THEREFORE, SQ ORDERED.

1SSUED BY ORDER OF THE COMMISSION.
This the _31* day of August, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk
PbI83106.01
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DOCKET NO, P-100, SUB 163

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Petition of Level 3 Communications, LLC to ) ORDER
Amend Commission Rule R17 to Exempt ) AMENDING
Competing Local Providers from G.S. 62-111(a) ). RULERI17

BY THE COMMISSION:  On May 5, 2006, Level 3 Communications, Inc. (Level 3) filed
a Petition to Amend the Commission’s Rules to Strearnline Procedures with Respect to Transfers of
Control of Non-Dominant Competing Local Providers (Petition). In essence, the Petition requests
that the Commission amend Rule R17 to exempt non-dominant competing local providers (CLPs)
from the pre-approval requirements of G.S. 62-111(a) and to implement a notice procedure applicable
to non-dominant CLPs holding certificates of public convenience and necessity. A copy of the
specific rule language proposed by Level 3 to amend Rule R17 is attached to Level 3’s Petition.

On May 19, 2006, the Commission issued an Order Secking Comments from interested
parties on the mle amendment proposed in the Level 3 Petition. Said Order made all CLPs and
incumbent local exchange companies (TLECs) parties to this proceeding and provided for initial as
well as reply comments.

On June 8, 2006, BellSouth Telecommunications, Inc. (BellSouth) filed initial comments,
Also, Time Wamer Telecom of North Carolina, L.P. (TWT) and US LEC of North Carolina, Inc. (US
LEC) jointly filed their initial comments.

On June 22, 2006, reply comments were filed by Level 3 and the Public Staff. On June 23,
2006, TWT and US LEC jointly filed their reply comments.

PETITION OF LEVEL 3

In its Petition, Level 3 notes that G.S, 62-111(a) requires public utilities, which includes
CLPs, to file an application and obtain written Commission approval prior to completing a transfer of
control transaction. The normal procedure employed by the Commission to process such applications
filed by CLPs includes a review of the application by the Commission’s staff, placing the matter on
an agenda for consideration by the Commission at a weekly Staff Conference and, within a few days
following the Staff Conference, the Commission issues a written order ruling on the Application.
This process typically encompasses three to eight week.

Level 3 points out that G.S. 62-111(a) was established when a single local exchange carrier
was the exclusive provider of service in its designated franchise territory. In that market structure,
extensive government regulation of the dominant carrier was hecessary to protect captive ratepayers
who consumed services provided by a monopoly. Level 3 argues ‘that local competition has
dramaticaily changed the telecommunications market and now consumers can choose fresly among
non-dominant carriers offering competitive services. Today, non-dominant CLPs are motivated by
robust competition for customers and need to complete corporate acquisition and financing
transactions quickly, and often, in just a few weeks time. However, non-dominant CLPs remain
constrained by the legacy pre-appraval requirement of G.S. 62-111{a) and thus cannot react quickly
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to meet their business needs. Yet, BellSouth and other ILECs that operate under a Commission-
approved price regulation plan are exempt from the requirements of G.S. 62-111(a), under the
provisiens of G.8, 62-133.5(g), and are able to quickly adapt to today’s competitive market
environment.

Level 3 contends that the pre-approval requirement and process of G.S. 62-111(a) is
especially problematic for transactions involving multiple jurisdictions. In some cases, federal
agencies and other states with streamlined procedures could have already approved a transaction, but
CLPs must await the completion of the Commission approval process to consummate a proposed
transaction. This could be the case even when a CLP has only limited or de minimis operations or
even no customers in North Carolina.

According to Level 3, most carriers ‘operating in multiple jurisdictions also hold authority
from the Federal Communications Commission (FCC) to operate as interstate common carriers. -
Under federal rules, such interstate camiers are required to obtain prior approval to transfer control.
However, the FCC has amended its rules to adopt streamlined approval procedures applicable to
transfer transactions for a vast majority of non-dominant competitive interstate carriers. Specifically,
FCC rules now provide that applications for approval subject to the streamlined treatment are granted
within 31 days of publication of the filing, unless the FCC nofifies an applicant that its application is
being removed from the streamlined processing. Further, in the case of a pro forma transaction, 2
carier is only required to file a notice with the FCC within 30 days after control is transferred.

Level 3 adds that very few transfer of control applications filed with the Commission have
been contested.

Therefore, Level 3 proposes that the Commission streamline its administrative process for
transfers of control transactions by amending Rule R17 to exempt non-dominant CLPs holding
certificates of public convenience and necessity from the pre-approval requirements of
G.8. 62-111(a) and to implement a notice procedure applicable to such CLPs.

Level 3 explains that its proposed rule implements a streamlined notice procedure in the
following manner:

1. Parties to a transfer involving a non-dominant CLP, holding a certificate, would file a notice
of the fransaction with the Commission (*‘Notice”).

2, The Notice would contain certain basic information about the certified, non-dominant CLP,
its operations and the transaction at issue.

to make inquiries of the parties, and, if necessary, to take actmn to protect consumer interests,
commence proceedings, and/or impose conditions on the CLPs certificate(s), including
reporting requirements.

4. Parties to a pro forma transaction involving a non-dominant CLP, holdmg a certificate, would
file a notice with the Commission, post-transaction.
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Level 3 believes that Commission has ample statutory authority to amend Rule R17 as it
proposes and notes that G.S. 62-110(f1) authorizes the Commission to promulgate rules to-regulate
CLPs. Level 3 states that the Commission already chose to exempt CLPs from many of the
requirements of Chapter 62 when establishing Rule R17 (and the regulatory framework for CLPs) in
its Order dated February 23, 1996 in Docket No. P-100, Sub 133. In so doing, the Commission cited
its authority under G.S. 62-2 and G.8. 62-110(f1).

Finally, Level 3 represents that the Public Staff supports an exemption and notice procedure
as set forth in the Level 3’s proposed amendments to Rule R17.

INITIAL COMMENTS

BellSouth:
BellSouth states that it is generally not opposed to the process suggested by Level 3, but

recommends that the Commission revise Level 3’s proposed rule 1) to ensure that ILECs with whom
a CLP has an interconnection agreement (ICA) receive a copy of the notice filed by a CLP with the
Commission, and 2) to ensure that the Commission has the authority to potentially interrupt the
notice process before the expiration of the 31 days to protect not only consumer interests, but also the
interests of ILECs that provide services to CLPs under Commission-approved ICAs.

More specifically, with respect to its first concem that ILECs receive a copy of the notice,
BellSouth recommends that Level 3°s proposed Rule R17-8(b) be revised.as shown below:

A non-dominant CLP holding a Cerfificate shall file a Notice with the
Commission immediately upon filing an application for a domestic Section 214
License Transfer with the FCC porsuant to 47 CER. § 63.03. Coincident with
the filing with the NCUC, the non-dominant CLP shall serve a copy of such
Notice on any ILEC in Narth Carolina with which the CLP has entered into an

interconnection agreement approved by this Commission,

BellSouth recommends that CLPs be required to serve the notice on ILECs with which the CLP has
an ICA in order to enable the ILEC to contact the CLP to discuss if, or how, the transfer of control
will impact the CLP's business relationship with the ILEC. For example, if an ILEC is concerned
that a transfer of control may impact its ability to collect money owned by a CLP for services
rendered under their ICA, the ILEC’s receipt of the notice will allow it the necessary time to 1)
discuss the indebtedness with the CLP and, 2) if necessary, ask the Commission to withhold approval
until the dispute is resolved, with or without direct action by the Commission,

With respect to its second concem that the Comniission should have the authority to
potentially interrupt the notice process before the expiration of the 31 days to protect consumer and
ILEC interests, BellSouth also recommends that Level 3°s proposed Rule R17-8(c) and (d) be revised
as-shown below:

Proposed Rule R17-8(c):
Notwithstanding the provision of subsection (b), and notwithstanding the

ultimate disposition of the Non-dominant CLP’s Section 214 License Transfer
proceeding at the FCC, the Commission retains authority to make inquiries,
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initiate proceedings, and impose conditions on a Non-dominant CLP’s
Certificate(s) including reporting requirements, to protect consumer interests
and those of any ILEC operating in North Carolina with which the CLP has
entered into an ICA approved by this Commission.

FProposed Rule R17-8(d):

eensumer—interests. If prior to the expiration of the 31-day notice period
associated with the Section 214 License Transfer, the Commission determines
that the interests of consumers or ILECs will be protected by a proceeding,
investigation, or imposition of conditions as described in subsection (c), the
Commission may impose whatever conditions it deems necessary. Those
conditions will be imposed upon the new entity.

BellSonth asserts that these changes are necessary to eliminate the possibility that a CLP can simply
start a 31-day notice clock that the Commission cannot stop and to ensure that the Commission has
the authority to protect the interests of [LECs and consumers in connection with a potential transfer
of control. BellSouth adds than even the FCC’s streamlined process outlined in 47 CF.R. § 63.03
allows that agency to remove a carrier’s application from the streamlined process in the event that
timely comments filed by third parties raise public interest concems that require further review.
BellSouth believes its recommended revisions to subsections (c) and (d) would provide the
Commission with the same “safety valve” in the event the Commission needs to address concerns
raised by third parties after receipt of the CLP's notice filing.

In summary, BellSouth agrees with Level 3’s assessment that, historically, the overwhelming
number of CLP transfer of control requests have been routine and uncontested, and that a streamlined
process is needed to help CLPs react to changing market demands. However, BellSouth recommends
that its proposed revisions are needed to give the Commission authority to impose conditions upon
the new entity to protect the interests of either consumers or ILECs.

TWT/US LEC:

TWT/US LEC state in their initial comments that they support the Petition of Level 3 for
several reasons. First, they contend that the Commission declined to exercise jurisdiction to review
the merger of BellSouth with AT&T, yet CLPs are currently required to seek prior approval of all
mergers and transfers of contral, They argue that CLPs typically do not have a carrier of last resort
obligation and CLPs do not have an existing base of captive consumers from which to subsidize
competitive efforts, CLPs must also negotiate prices with customers and are subject to a customer’s
right to choose a different service provider. Therefore, in their opinion, mergers and transfers of
contrel involving CLPs.do not raise the level of public concern as with mergers involving ILECs.
Second, TWT/US LEC state that the quickly changing telecommunications market requires non-
dominant CLPs to maintain flexibility in their operations. Yet, they are unable to complete business
combinations on the best timetable to complete and deliver services because of the time it takes to
obtain Commission approval of even pro forma transfers. Third, they believe that requiring
Commission approval of a transfer of non-dominant CLP ownership or control is inconsistent with
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public policy in favor of fostering telecommunications competition. They note that ILECs operating
under a price plan are not subject to such Commission oversight, which they contend allows ILECs to
cffectuate transfers quickly, while CLPs must wait for Commission approval. In their opinion, this
incongruent and disproportionate treatment is not only ironic but also unsound, given public policy
favering competition. Fourth, TWT/US LEC state that Level 3's proposed amendments to Rule R17
do not conternplate complete disassociation of the Commission from transfers of ownership or
control of non-dominant CLPs. Rather, the proposed amendments provide for notice to the
Commission and continued jurisdiction to investigate such transfers as needed to protect the public
interest. Finally, TWT/US LEC assert that G.S. 62-2(b), in particular, gives the Commission legal
authority to amend Rule R17 as requested. In addition, G.S. 62-30 and 62-31 grant the Commission
broad power to regulate public utilities and to make and enforce rules and regulations and the
Commission has previously cited G.S. 62-2 and 62-160 in exercising its authority to exempt CLPs
from other statutory requirements.

REPLY COMMENTS

LEVEL 3:

In its reply comments, Level 3 stated that it is generally not opposed to the revised language
proposed by BellSouth for Rule R17-8(b), 8(c), and 8(d). However, Level 3°s proposed amendment
to Rule R17 does not contemplate implementing a procedure similar to that employed by the FCC, as
suggested by BellSouth. Rather, Level 3 has requested that the Commission amend Rule R17 to
exempt non-dominant CLPs holding Certificates from the provisions of G.S. 62-111(a) requiring pre-
approval of transfer of control transactions and implementing a nofice procedure. Level 3’s proposed
rule also contemplates the Commission taking action to protect consumer interest by making
inquiries, commencing proceedings and imposing conditions on a post-closing basis.

Level 3 reiterates that the notice process in its Petition is designed to combat the problematic
transfer of control approval process that is a barrier to robust market competition. Level 3 believes
the goal is faimess and efficiency for CLPs, ILECs, the Commission and the public by placing CLPs
on the same procedural footing as BellSouth,

TWT/US LEC:

In their reply comments, TWT/US LEC state that no party filing initial comments opposed
Level 3’s Petition, nor did any contend that the Commission is without authority to grant the relief
requested in the Petition. Noting the amendments advocated by BellSouth to the rules proposed by
Level 3, TWT/US LEC also state that they are opposed to BellSouth’s amendments.

As to BellSouth’s first proposal regarding notice to ILECs, TWT/US LEC argue that the
extent to which a transfer of control may impact the legal relationship between a CLP and an ILEC is
governed by the terms of any applicable ICA. For example, the parties to an ICA may have agreed
that no notice is required of transfers of control, they may have agreed that no transfer is permitted
without the prior writien consent of the other party, or they may have agreed to other terms or
procedures applicable to transfers. In any event, TWT/US LEC state that the responsibilities of the
respective parties are a matter of contract between the parties. TWT/US LEC believe that the filing
of a notice as proposed by Level 3 will not impact the ILECs’ rights under their ICAs and such filings
can be monitored via the Commission’s website or inspection of public records.
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As to BellSouth’s second proposal regarding interruption of a 31-day noetice process,
TWT/US LEC state that they do not read Level 3’s Petition as seeking such a process. TWT/USLEC
believe such a process is indeed contrary to the intent of the Petition which is to streamline the
transfer process for CLPs as it is for price plan regulated ILECs. TWT/US LEC further argue that,
under Level 3’s proposed rule, ILECs would remain free to initiate any proceeding necessary to
enforce their rights under ICAs, Likewise, the Commission would retain its authority to initiate
proceedings should it have concers with regard to a CLP which arise in connection with a transfer of
control.

In summary, TWT/US LEC state that BellSouth’s proposed revisions to Level 3’s proposed
rules are not necessary and serve only to complicate what is otherwise a straightforward and well-
justified proposal.

PUBLIC STAFF:
The Public Staff states that it does not object to the change advocated by BellSouth to Level

3’s proposed Rule R17-8(b), which essentially requires the non-dominant CLP to serve a copy of the
transfer of control notice on ILECs with which the CLP has entered into 2 Commission-approved
ICA. According to the Public Staff, requiring the service of the notice on such ILECs appears to be a
reasonable way to allow an ILEC time to contact a CLP that owes it a large amount of money, as
BellSouth contends.

However, the Public Staff objects to the changes advocated by BellSouth to Level 3’s
proposed Rule R17-8(c) and (d). The Public Staff argues that such changes appear fo be designed
solely to provide ILECs with additional leverage to collect amounts owed by CLPs by preserving the
disparity between price plan regulated ILECs and CLPs with respect to the applicability of
G.S. 62-111(a). Further, the Public Staff believes those changes are both unnecessary to protect users
of CLP services and contrary to the exemption from the pre-approval requirements of G.S. 62-111(a)
which the proposed rules are intended to accomplish. Finally, the Public Staff states that the
Commission’s existing rules regarding reductions and discontinuance of service, the rules emerging
from the rulemaking in Docket No. P-100, Sub 162, the FCCs’ slamming rules, as well as the
proposed rule as written are sufficient to protect users of CLP services that might be affected by a
transfer of control.

CONCLUSIONS

Upon careful consideration of the Petition and comments, the Commission finds and
concludes that the services or business of CLPs are sufficiently competitive at this time to the extent
that it is in public interest to adopt Level 3's proposed amendment to Rule R17, with certain
exceptions and/or clarifications as discussed below, pursuant to the autherity vested in the
Commission under G.S. 62-2(b) and 110 {f1).

First, the Commission notes that Level 3’s proposed Rule R17-1(j) defines the term “Non-
dominant CLP,” and that term later appears in proposed Rule R17-8(a}, (b), (c), (¢) and (f). There is
no discussion or explanation in the record offered by any party as to why the term “Non-dominant
CLP", as opposed to simply “CLP", is advisable or necessary to include in a rule. Therefore, the

" Commission concludes that Level 3°s proposed Rule 17-1(j) should be eliminated, the subsections
should be renumbered, and that the term “Non-dominant” should be eliminated from Level 3’s
proposed Rule R17-8(a), (b), {c), (¢) and ().

89



GENERAL ORDERS ~ TELECOMMUNICATIONS

Second, the Commission further concludes that Level 3's proposed Rule R17-8(f) should be
amended as shown below:

Nothing in the rule shall be deemed to exempt an cntity etherthan—=nen-
dominant-GLP-helding-a-Certificate from the requirements of Rule R17-2.

The purpose of this amendment is to make it clear that no entity can provide local exchange service
without first complying with the requirements of Rule R17-2, even when an entity without a
Certificate is acquiring the assets and customers-of a CLP certificate holder.

Finally, the Commission concludes that BeliSouth's recommended amendment to Level 3's
proposed Rule R17-8(b) should be adopted, but BellSouth’s recommended amendments to
Rule R17-8(c) and (d) should be rejected for the reasons stated by the Public Staff .

A copy of the rule consistent with the Commission findings and conclusions s attached hereto
as Appendix A.

IT IS THEREFORE, ORDERED that Commission Rule R17 shall be amended as set forth in
Appendix A attached to this Order.

ISSUED BY ORDER OF THE COMMISSION.
This the 24" day of August, 2006.

NORTH CAROLINA UTILITIES COMMISSION

Patricia Swenson, Deputy Clerk
08240601

APPENDIX A
Page1o0f2

Rule R17-1. Definitions
(f§f  FCC— The Federal Communications Commission,

i)  Notice -- A document filed with the Commission pursuant to Rule R17-8 which includes the
following: (1) The name, address of the principal headquarters, and telephone and facsimile numbers
for each of the parties to the Section 214 License Transfer or Pro forma Transaction and any changes
in the Name and Contacts information provided in the non-dominant CLP's original Competing
Local Provider Application; (2) A statement setting forth a description of the Section 214 License
Transfer or Pro forma Transaction; {3) A copy of the application for a domestic Section 214 License
Transfer, or in the case of a Pro forma Transaction the notification letter, filed with the FCC; and (4)
A copy of the FCC’s Public Notice of the Section 214 License Transfer or Pro forma Transaction.

(m)  Proforma Transaction — Any corporate restructuring, reorganization or liquidation of internal
business operations that does not result in a change in ultimate ownership or contro] of the camier’s
lines or authorization to operate.

(n)  Section 214 License Transfer — A transfer of control of lines or authorization to operate

pursuant to section 214 of the Communications Act of 1934 subject to the streamlining procedures
for domestic transfer of contro! applications in 47 C.F.R. § 63.03.
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(M  USDOQJ - The United States Department of Justice.
Rule R17-8. Procedures for Transfers of Control

(8 A CLP holding a Certificate is exempt from the provisions of G.S. § 62-111(a) requiring
approval of transfers of control transactions, except as set forth in this rule.

(b) A CLP holding a Certificate shall file a Notice with the Commission immediately upon filing.
an application for a domestic Section 214 License Transfer with the FCC pursuant to 47 C.F.R. §
63.03. Coincident with the filing with the NCUC, the CLP shall serve a copy of such Notice on any
ILEC in North Carolina with which the CLP has entered into an interconnection agreement approved
by this Commission.

APPENDIX A
Page2 of 2

(c)  Notwithstanding the provision of subsection (b), the Commission retains authority to make
inquiries, initiate proceedings and impose conditions on a CLP’s Certificate(s) including reporting
requirements, to protect consumer interests.

(@  Notwithstanding the close of a Section 214 License Transfer, any proceeding or investigation
initiated by the Commission pursuant to subsection (c) shall continue in the Commission’s discretion,
and the Commission shall retain the authority to impose conditions on a CLP’s Certificate(s) if
necessary to protect consumer interests.

(¢) A CLP holding a Certificate shall file a Notice with the Commission no later than 30 days
after control of the carrier is transferred pursuant to a Pro forma Transaction.

(fj Nothing in this rule shall be deemed to exempt an entity from the requirements of Rule R17-2.
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DOCKET NO. E-2, SUB 889
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Application by Caralina Power & Light Company, ) ORDER APPROVING
d/bfa Progress Energy Carolinas, Inc, for Authority to ) FUEL CHARGE
Adjust Its Electric Rates Pursuant to G.S. 62-133.2and ) ADJUSTMENT
)

NCUC Rule R8-55

HEARD: Wednesday, August 9, 2006 at 10:00 2.m. in Commission Hearing Room 2115,
Dobbs Building, 430 North Salisbury Street, Raleigh, North Carolina
BEFORE: Chair Jo Anne Sanford, Presiding; and Commissioners Robert V. Owens, Jr.;
Sam J. Ervin, IV; Lorinzo L. Joyner; James Y. Kerr, IT; and Howard N. Lee
APPEARANCES:
For the Applicant:

Len S. Anthony, Deputy General Counsel — Regulatory Affairs, and Kendal C.
Bowman, Associate General Counsel, Progress Energy Service Company, Post Office
Box 1551, Raleigh, North Carolina 27602-1551

For the Public Staff:

Antoinette R. Wike, Chief Counsel, and William E. Grantmyre, Staff Attomey, Public
Staff — North Carolina Utilities Commission, 4326 Mail Service Center, Raleigh,
North Carolina 27699-4326

For the Attorney General:

Len G. Green, Assistant Attorney General, North Carolina Department of Justlce Past
Office Box 629, Raleigh, North Carolina 27602-0629

For the Carolina Utility Customers Association, Inc. (CUCA):

James P. West, West Law Offices, P.C., Suite 2325, Two Hannover Sguare, 434
Fayettevilie Street, Raieigh, North Carolina 27601

For the Carolina Industrial Group for Fair Utility Rates II (CIGFUR II):

Ralph McDonald, Bailey & Dixon, L.LP., Post Office Box 1351, Raleigh, North
Carolina 27602-1351
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BY THE COMMISSION: Pursuant to G.S. 62-133.2 and Commission Rule R8-55(e),
Carolina Power & Light Company d/b/a Progress Energy Carclinas, Inc. {PEC or Company) is
required to file, at least 60 days prior to the first Tuesday in August of each year, an Application for a
change in rates based solely on changes in the cost of fuel and the fuel component of purchased
power. On June 2, 2006, PEC filed its Application along with the testimony and ‘exhibits of Company
witnesses Dewey S. Roberts and Bruce P. Barkley. In its Application, the Company requested an
increment of 1.090 ¢/kWh (1.126 ¢fkWh including gross receipts tax) to the base factor of 1.276
#/kWh approved in PEC's last general rate case, Docket No. E-2, Sub 337, resulting in a
recommended fuel factor of 2.366 ¢/kWh. The Company also requested an increment of 0,491
¢/kWh (0.507 ¢/kWh including gross receipts tax) for the Experience Modification Factor (EMF) to
collect $178.4 million of under-recovered fuel expense. The Company proposed that the EMF rider
be in effect for a fixed 12-month period.

On June 7, 2006, the Carolina Utility Customers Association, Inc. (CUCA) filed a petition to
intervene, which the Commission granted on June 8, 2006.

On June 7, 2006, the Attorney General filed a notice of intervention, pursuant to G.S. 62-20.

The intervention of the Public Staff is noted pursuant to G.S.62-15(d) and Commission Rule
RI-19(e).

On June §, 2006, the Commission {ssued its Order Scheduling Hearing Dates, Establishing
Filing Dates and Discovery Guidelines, and Requiring Public Notice. The Commission scheduled the
hearing for Angust 9, 2006 and required that intervenor testimony and exhibits, as well as petitions to
intervene, be filed by July 25, 2006.

On June 26, 2006, the Carolina Industrial Group for Fair Utility Rates II (CIGFUR II) filed a
petition to intervene, which the Commission granted on July 24, 2006,

On July 25, 2006, the Public Staff filed the direct testimony of Randy T. Edwards, the
affidavit of Thomas 5. Lam and a Settlement Agreement entered into by PEC, CIGFUR II and the
Public Staff. This agreement set forth these parties’ proposed resolution of issues, including the total
fuel factors to be effective for the next three fuel cases, so as to phase in the rate increase PEC
originally requested in this proceeding.

On August 4, 2006, PEC filed affidavits of publication showing that public notice had been
given as required by Rule R8-55(f) and the Commission’s June 8, 2006 Order.

The docket came on for hearing, as ordered, on August 9, 2006. Herman Jaffe appeared as a
public witness. PEC theri presented witnesses Dewey S. Roberts and Bruce P. Barkley for cross-
examination. Following their testimony and cross-examination, the Public Staff presented Randy T.
Edwards and Thomas S. Lam for cross-examination. No other parties presented a witness. The
Commission, by Order issued August 11, 2006, requested the filing of proposed orders or briefs by
September 1, 2006 and reply bricfs by September 8, 2006. In such Order, the Commission also
requested that the parties address eight questions or issues regarding the Settiement Agreement,

On September 1, 2006, PEC filed a Revised Altemnate Settlement Agreement entered into by
PEC, CIGFUR II and the Public Staff. A copy of the Revised Altemate Settlement Agreement is
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attached hereto as Appendix A. On that same date, PEC and Public Staff jointly filed a proposed
order and briefs were filed by the Attomey General, CIGFUR II and CUCA.

On September 8, 2006, PEC filed a reply brief and the Public Staff filed a letter of support of
the PEC reply brief. CUCA filed a reply brief on September 11, 2006.

Based upon the Company’s verificd Application, the testimony and exhibits received into
evidence at the hearing and the record as a whole, the Commission now makes the following:

FINDINGS OF FACT

1. Carolina Power & Light Company d/b/a Progress Energy Carolinas, Inc. is duly
organized as a public utility company under the laws of the State of North Carelina and is subject to
the jurisdiction of the North Carolina Utilities Commission. PEC is engaged in the business of
generating, transmitting, and selling electric power to the public in North Carolina. PEC is lawfully
before this Commission based upon its Application filed pursuant to G.S. 62-133.2 and Commission
Rule R8-55.

2 The test period for purposes of this proceeding is the 12-month period ended
March 31, 2006.

3. PEC’s fuel procurement and power purchasing practices were reasonable and prudent
during the test period. _ .

4. The performance of PEC’s base load plants during the test period was reasonable and
prudent.

5. PEC is entitled to a fuel factor equal to 2.366¢/kWh (2.444¢/kWh including gross
receipts tax) pursuant to provisions of G.S. 62-133.2.

6. It is reasonable to apply a 50% fuel ratio to the energy cost of purchases from power
marketers and other sellers that are unable or unwilling to provide PEC with actual fuel costs.

7. Thetest period North Carolina retail fuel expense under-recovery in this proceading is
$165,239,556.

8. It is appropriate to reducé the fuel expense under-recovery for purposes of this
proceeding by $1,541,923 to reflect the final settlement of PEC’s freight rate dispute with Norfolk
Southern Railroad.

9, PEC should be allowed to recover $3,462,000 of the $55.46 million under-recovery
deferred from Docket No. E-2, Sub 784, plus interest of $10,820,667, both of which are eligible for
recovery in this case per the Stipulation agreed to by the Parties and approved by the Commission in
Docket No. E-2, Sub 784.

10.  The appropriate EMF increment to use in this proceeding is 0.490 ¢/kWh

(0.506 ¢/kWh including gross receipts tax) based on a total fuel expense under-recovery of
$177,980,300.
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11.  The Revised Altemate Settlement Agreement entered into by PEC, the Public Staff,
and CIGFUR II is just and reasonable, in the public interest, and should be approved, as it phases-in
the rate increase PEC is -otherwise entitled to based upon the record in this proceeding and the
provisions of G.S. 62-133.2.

12.  The prudently-incurred direct, incremental, transaction-related costs of financial and
physical hedging activities utilized by PEC to reduce the velatility of its natural gas costs and charged
or credited to FERC Account No. 547 should be treated as recoverable fuel costs pursuant to G.S. 62-
133.2, subject to the same standards of reasonableness and prudence as other fuel costs incurred by

the Company.

13.  The Commission accepts the increase in the Maximum Dependable Capacity of
Brunswick Unit No. 2 to 937 MWs, '

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 1

This finding of fact is essentially informational, procedural, and jurisdictional in nature and is
not controversial,

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 2

(.S. 62-133.2 sets out the verified, annualized information that each electric utility is required
to furnish to the Commission in an annual fuel charge adjustment proceeding for a historical 12-
month period. In Commission Rule R8-55(b), the Commission prescribed the twelve months ending
March 31 as the test period for PEC. All pre-filed exhibits and direct testimony submitted by the
Company in support of its Application utilized the twelve months ended March 31, 2006, as the test
year for purposes of this proceeding. The Company made the standard adjustments to the test peod
data to reflect normalizations for weather, customer growth, generation mix, and Southeastern Power
Administration (SEPA) and North Carolina Eastern Municipal Power Agency (NCEMPA)
transactions. :

The test period proposed by the Company was not challenged by any party, and the
Commission concludes that the test period appropriate for use in this proceeding is the twelve months
ended March 31, 2006.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACTNOS. 3 & 4

The evidence for these findings can be found in the Company’s Application and the monthly
fuel reports on file with the Commission as well as the testimony of Company witnesses Barkley and
Roberts, and Public Staff witnesses Edwards and Lam.

Commission Rule R8-52(b) requires each utility to file a Fuel Procurement Practices Report at
least once every ten years, as well as each time the utility's fuel procurement practices change. In its
Application, the Company indicated that the procedures relevant to the Company’s fuel procurement
were contained in the Fuel Procurement Practices Report, which was updated in June 2005, In
addition, the Company files monthly reports of its fuel costs pursuant to Rule R8-52(a). These
reports were filed in Docket No. E-2, Sub 862 for calendar year 2005 .and in Docket No. E-2, Sub
888 for calendar year 2006.
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Company witness Barkley described in detail the Company’s coal and gas procurement
« practices. The Company relies on short-term and long-term simulation modelis to estimate the coal
and gas requirements at PEC generating plants. Using this information in conjunction with plant
inventory levels and supply risks, a determination is made of the coal requirements at that time. Once
this determination is made, coal suppliers are contacted and asked to submit bids to mest the
Company’s coal requirements. Coal contracts are awarded based on economic evaluation, supplier
credit review, past performance and coal specifications. ‘Gas contracts follow a similar process.

Wiltness Barkley further testified that PEC continuously evaluates the term and spot markets
for fuel and putchased power in order to determine the appropriate portfolio of long-term and spot
purchases that ensures a reliable supply of electricity to customers at the lowest reasonable prices.
Such evaluations include daily, weekly and monthly solicitations and subscriptions to fuel pricing
services and trade publications. PEC makes fuel purchases at the bést prices possible giving due
regard to reliability of supply needs and environmental compliance. Witness Barkley concluded that
PEC prudently operated its generation resources and purchased power during the period under review
in order to minimize its costs.

Regarding power plant performance, witness Roberts testified that PEC uses two different
measures to evaluate the performance of its generating facilities, the equivalent availability factor and
the capacity factor. Equivalent availability refers to the percentage of a given time a facility was
available to operate at full power if needed. It describes how well a facility was operated, even in
cases where the unit was used in a load following application. Capacity factor measures the
generation a facility actually produces against the amount of generation that theoretically could be
produced in a given time period, based on its maximum dependable capacity.

Regarding the operation of PEC’s natural gas and coal fired plants, witness Roberts explained
that PEC’s combustion turbines averaged a 94.23% cquivalent availability and a 3.60% capacity
factor for the twelve-month period ending March 31, 2006, According to his testimony, these
performance indicators are consistent with combustion turbine generation’s intended purpose. This
generation was almost always available for use, but operated minimally. PEC’s intermediate
Richmond County combined cycle unit had a 93.04% equivalent availability and a 23.90% capacity
factor for the twelve-month period ending March 31, 2006. The Company’s intermediate coal fired
units had an average equivalent availability of 90.85% and a capacity factor of 64.07% for the
twelve-month period ending March 31, 2006, Witness Roberts testified that these performance
indicators for the intermediate units are indicative of good performance and management. Witness
Raberts also testified that PEC’s fossil base load units had an average equivalent availability of
90.86% and 2 capacity factor of 70,16% for the twelve-month period ending March 31, 2006. Thus,
he concluded that the fossil base load units.were also well managed and operated.

With regard to the operation of PEC’s nuclear generation facilities, witness Roberts explained
that, for the twelve-menth peried ending March 31, 2006, the Company’s nuclear generation system
achieved a net capacity factor of 93.75%. This capacity factor included nuclear plant refueling
outages. He, further testified that, during the period April 1, 2005, through March 31, 2006, the
Company's Boiling Water Reactor (BWR) nuclear generation achieved a net capacity factor of
90.77%. In contrast, the Noith American Electric Reliability Council (NERC) five-year average
capacity factor for 2000-2004 for similar size BWR commercial nuclear generation in North America
was 90.35%. The Company's Pressurized Water Reactor (PWR) nuclear generation achieved a net
capacity factor 0£97.17%. In contrast, the NERC five-year average capacity factor for 2000-2004 for
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similar size PWR commercial nuclear generation in North America was 86.63%. The Company's
nuclear system incurred a 1.88% forced outage rate during the twelve-month period ending
March 31, 2006 compared to the industry average of 4.76% for similar size nuclear generators.
Witness Roberts concluded that these performance indicators reflect good nuclear performance and
management for the review period.

Wiiness Roberts explained that Commission Rule R8-55 provides that a ufility shall enjoy a
rebuttable presumption of prudent operation of its nuclear facilities if it achieves a system average
muclear capacity factor during the test period that is (a) at least equal to the national average capacity
factor for nuclear production facilities based ori the most recent 5-year period available as reflected in
the most recent NERC Equipment Avaitability Report, appropriately weighted for size and type of
plant, or (b) an average systemwide nuclear capacity factor, based upon a two-year simple average of
the systemwide capacity factors actually experienced in the test year and the preceding year, that is at
least equal to the national average capacity factor for nuclear production facilities based on the most
recent 5-year period available as reflected in the most recent NERC Equipment Availability Report,
appropriately weighted for size and type of plant. Witness Roberts testified that the Company met
the standard for prudent operation as set forth in Commission Rule R8-55(i). Public Staff witness
Lam verified the Company’s test year average capacity factor calculation.

Regarding power purchases to displace Company owned generation, witness Roberts testified
that the Company is constantly reviewing the power markets for purchase opportunities. He
explained that PEC purchases power when there is reliable power available that is less expensive than
the marginal cost of all available resources to the Company. This review of the power markets is
done on an hourly, daily, weekly, and monthly basis. Also, with regard to long-term resource
planning, PEC always evaluates purchased power opportunities against self-build options.

Public Staff witness Lam testified that he reviewed the Company’s test period fuel prices and
determined they were reasonable. Public Staff witness Edwards testified that he reviewed the
Company’s Monthty Fuel Reports and Company’s fossil, nuclear and purchased power fuel costs. His
only adjustment to PEC’s test period expenses was a reduction of $441,311, which PEC did not
oppose. No party offered any testimony contesting the Company’s test period fiie! procurement or
power purchases. .

No other party offered any evidence regarding PEC’s fulel procurement or power purchases,
or base load power plant performance during the test period. Thus, the Commission finds and
concludes that PEC's fuel procurement procedures-and power purchasing practices and the operation
of the Company's base [oad plants were reasonable and prudent during the test period.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 5-10

The evidence supporting these findings can be found in the testimony and exhibits of
Company witnesses Barkley and Roberts and the testimony of Public Staff wilnesses Edwards and

Lam.

In Barkley Exhibit No. 5, the Company calculated a fuel factor of 2.237 ¢/kWh based on
normalized capacity factors for its nuclear units in accordance with Commission Rule R8-55(c)(1),
by using the five-year NERC Equipment Availability Report 2000-2004 average for BWRs and
PWRs. The workpapers included in Barkley Exhibit No. 9 show kWh normalization for customer
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growth and weather at both meter and generation levels performed in a manner consistent with past
cases. Normalization adjustments were also made for SEPA deliveries and hydro generation. The
unit prices used for coal, nuclear, intenal combustion turbines, purchases and sales were also
calculated in a manner consistent with past cases. The NERC five-year capacity factors for
Brunswick Unit Nos. 1 and 2, both BWRs, were normalized at 86.61%, and the capacity factors of
the Robinson and Harris Units, both PWRs, were normalized at 88.76%. The Company’s NERC
normalized calculations resulted in a system nuclear capacity factor of 87.61% using this data.

Witness Barkley did not recommended a factor of 2.237 ¢/kWh; rather, he recommended the
establishment of a fuel factor of 2.366 ¢/kWh based on forecasted nuclear generation performance,
kWh sales and fuel costs. The derivation of this recommended factor is shown in Barkley Exhibit No.
5A. He explained that PEC’s forecast of fuel costs for the period the rate will be in effect indicates
significant increases for both natural gas and coal. Witness Barkley testified that none of the market
forces that caused the increase in coal prices indicated on Barkley Exhibit No. 1 are likely to change,
These include production’ costs for coal mining, heavy demand for coal both domestically and
internationally, environmental requirements and the fact that coal remains much less expensive than
natural gas. Consequently, as current below- market contracts. expire and are replaced with new
contracts, they will include higher prices. Based on these factors, the Company’s fuel costs are
projected to be higher in the October 2006 though September 2007 time period than experienced
during the period of April 2005 through March 2006. Further, PEC anticipates increases in the price
of rail transportation due to fuel surcharges passed along by rail providers. These surcharges are
based on the price of crude oil, which has reached record high levels recently. The total delivered
cost of coal is expected to increase from $67.56 per ton during the review period up to $73.95 per ton
for the year ending September 30, 2007.

With regard to natural gas prices, witness Barkley explained that extremely high prices were
experienced, up to $20/mmbtu, in the wake of Hurricanes Katrina and Rita which oceurred during
August and September of the test period. PEC expects continued volatility in the gas markets. While
gas prices have come down since these extremely high levels, PEC’s forecasted cost, excluding
transportation, for the year ending September 30, 2007 of $12.14/mmbtu exceeds the $10.14/mmbtu
experienced during the test peried as natural gas prices for the forecast period remain high in light of
the demand for patural gas and record crude oil prices. Recent and projected market prices for
natural gas are shown on Barkley Exhibit No. 2. The computation of the 2.366 ¢/kWh fuel factor is
summarized below:

Generation Type MWhs Fuel Cost
Nuclear 28,879,607 $132,826,254
Purchases — Cogen 670,761 38,408,187
Purchases — AEP Rockport 1,726,358 26,739,605
Purchases — Broad River 365,134 53,207,144
Purchases —~ SEPA 181,546 0
Purchases — Other 255,945 11,936,141
Hydro 681,219 0
Coal 32,196,912 085,204,712
IC&CC 2,080,070 296,628,836
Sales (2.574.777) (118.446,145)
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Total Adjusted $64,462,773 $1,426,504,824
Less NCEMPA:

PA Nuclear 3,651,701 - $18,167,700
PA Buy-Back & Surplus , {439,300) (2,464,900)
PA Coal 1,305,470 41,597,900
System Projected Fuel Expense $1,369,204,124
Projected kWh meter sales 57,881,525,000
Projected Fuel Factor (¢/kWh) 2.366

After review of the Company’s Application, Public Staff witness Lam concluded that the fuel
costs incurred by the Company during the test period were rcasonable and prudent and that the
Company’s forecasted fuel costs were also reasonable. Witness Lam reached this conclusion after
reviewing the projected muclear capacity factors and relevant fuel cost information.

No other party presented any evidence regarding PEC’s forecasted fuel costs during the
period the rate will be in effect, nor did any other party challenge PEC’s forecasted fuel costs or
recommended fuel factor. Thus, the Commission finds that PEC is entitled to a fuel factor of 2.366
¢/kWh (2.444¢/kWh including gross receipts tax) pursuant to the provisions of G.S. 62-133.2, Such
a fuel factor would also best match PEC’s fuel revenues and costs during the period the rate will be
effect.

In the pre-filed direct testimony and exhibits submitted by Company witness Barkley, PEC
also requested recovery of $178,421,611 -of under-recovered fuel expense consisting of three
components. One component is the test period under-recovery of $165,239,556 using the fuel factors
approved by the Commission in Docket No. E-2, Subs 851 and 868. This amount inchudes the use of
a 50% fuel to energy cost ratio for certain purchases from marketers, as discussed below. The second
component is $3,462,000 of the $55.46 million fuel expense deferred from PEC's 2001 fuel case,
Docket No. E-2, Sub 784, plus interest .of $10,820,667. The third component is a reduction of
$1,100,612 associated with the final settlement of PEC’s rate dispute with the Norfolk Southemn
Railroad. The Company requested an EMF increment of 0,491 ¢/kWh (0.507 ¢/k<Wh including gross
receipts tax) to recover the full $178,421,611 under-recovered amount, which was calculated by
dividing the under-recovery by kWh sales of 36,337,162,068.

Public Staff witness Edwards reviewed the Company’s calculation of the EMF for the test
period and recommended only one adjustment, in the amount of $441,311, based upon the Public
Staffs determination that the Norfolk Southem settlement adjustment should have been $1,309,311
- rather than $1,100,612. Applying 10% interest to the Public Staff's calculation of the additional
$208,699 during the applicable period increased the total adjustment to $441,311. PEC did not object
to this adjustment. The Public Staff"s adjustment resuited in a total under-recovery of $177,980,300.
This adjustment decreased the proposed EMF increment to 0.490 ¢/kWh (0.506 ¢/kWh. including

gross receipts fax).

Witness Edwards stated that the Public Staff continues to consider it reasonable to use the
utilities’ off-system sales as a basis for determining the fuel cost proxy for purchases from markéters
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and from other sellers who refuse to provide fuel cost information to the purchasing utility. The
Public Staff believes this methodology for determining a proxy fuel cost meets the criteria set forth in
the Commission’s 1996 Duke Power Company (Duke) fuel case Order. For purposes of calculating a
percentage to be applied in fuel proceedings held in 2006, the Public Staff performed a review of the
fuel component of off-system sales for Duke, Dominion North Carolina Power, and PEC, for the
twelve months ended December 31, 2005, These sales are set forth in the utilities” Monthly Fuel
Reports. This analysis is similar to that performed by the Public Staff for the 1997 Stipulation
addressing this matter {which was applicable to the 1997 and 1998 fuel proceedings) and the 1999
Stipulation (which was filed by Carolina Power & Light Company on June 4, 1999, in Docket No. E-
2, Sub 748, and intended by the parties to be applicable to the 1999, 2000, and 2001 fuel cost
proceedings). Similar analyses were performed for the fuel proceedings held in 2002, 2003, 2004,
and in 2005. The methodology used for each of the above-mentioned Stipulations and subsequent
fuel proceedings has been accepted by the Commission as reasonable in each fuel case since the
beginning of 1997. '

G.S. 62-133.2 requires that purchased power-related costs recovered in fuel adjustment
proceedings consist of only the fuel cost component of those purchases. However, in its Order in
Duke’s 1996 fuel proceeding, the Commission stated that whether a proxy for actual fuel costs
associated with these types of purchases would be acceptable in a future fuel proceeding would
depend on “whether the proof can be aceepted under the statute, whether the profiered information
seems reasonably reliable, and whether or not altemative information is reasonably available.”

The Public Staff continues to consider it reasonable to use the utilities” off-system sales as a
basis for determining the proxy fuel cost as described above. Because the sales made by marketers
and other suppliers utilize the same types of generation resources that the utilities use to make their
sales, the Public Staff believes that it is reasonable to assume for, purposes of proceedings conducted
pursuant to G.8. 62-133.2, that the fuel-to-energy percentage inherent in the purchases made by the
utilities is similar to the percentage exhibited by the utilities’ sales. Additionally, the information
used by the Public Staff to defermine the off-system sales fuel percentage was derived from the
Monthly Fuel Reports filed with the Commission and, in the opinion of the Public Staff, is reasonably
reliable. Finally, the Public Staff is unaware of any altemative information currently available
conceming the fuel cost component of marketers® sales made to utilities, Therefore, the Public Staff
believes that the methodology used in past Stipulations and in the enalysis for this proceeding meets
the criteria set forth in the 1996 Duke Order.

As part of its current review, the Public Staff analyzed the off-system sales information in
several different ways. The Public Staff’s analyses resulted in fuel percentages ranging from 45.33%
to 57.67%. After evaluating all of the data and calculations, the Public Staff concluded that the off-
system sales fuel ratio should be 50%. Witness Edwards acknowledged that PEC utilized the 50%
ratio for purposes of this proceeding.

The Commission notes that fuel costs from marketer purchases are an important part of the
Company’s overall fuel cost. The use of a ratio to determine marketer fuel costs evolved with the
emergence of an active wholesale bulk power market beginning in 1996, which prompted this
Commission to address the issue in the 1996 Duke Power Company fitel case. In its Order in that
proceeding, the Commission stated, “When faced with a utility’s reliance upon some such form of
proof {i.e., a reasonable and reliable proxy] in a future fuel adjustment proceeding, the considerations
will be whether the proof can be accepted under the statute, whether the proffered information seems
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reasonably reliable, and whether or not alternative information is reasonably-available.” Recognizing
that an active wholesale bulk power market continues to evolve and applying this standard to the
evidence presented herein, the Commission concludes, as it has in past proceedings, that the
methedology recommended and used by the Public Staff to determine the firel cost component of
purchases from power marketers and other suppliers (1) satisfies the requirements set forth in the
1596 Duke fuel case order, and (2) is reasonable and will be accepted for purposes of this proceeding.
The Commission approved the use of a 50% ratio in the most recent Duke Power fisel proceeding,
Docket No. E-7, Sub 805. The Commission also accepts the use of 2 50% ratio in thls proceeding as
recommended by Public Staff witness Edwards and adopted by PEC.

No other party submitted any evidence in this proceeding regarding PEC’s test period under-
recovery or calculation of the appropriate EMF. Thus, the Commission concludes that PEC’s under-
recovery of prudently incurred fuel costs appropriate for recovery in this proceeding is $177,980,300
and that the corresponding EMF to which PEC is entitled is 0.490 ¢/kWh, excluding gross receipts
tax. )

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NO. 11

The evidence supporting this finding can be found in the testimony of PEC witness Barkley
and the affidavit and testimony of Public Staff witness Lam.

Public Staff witness Lam testified that the total fuel factor resulting from the Public Staff’s
analysis to which PEC is entitled is 2.856 ¢/kWh (2.366 ¢/kWh futel factor plus 0.490 ¢/x<Wh EMF),
He further testified that, by the time the fuel factor approved in-this proceeding becomes effective, the
under-coliection in the Company’s deferred account is expected to be in excess of $300,000,000. As
a result PEC, CIGFUR 11, and the Public Staff entered into a Settlement Agreement that is designed
to phase-in the rate increase to which PEC is entitled under GS. 62-133.2 and moderate the impact of
the increase in the fuel factors necessary to recover these increased fuel costs over the next three fuel
cases. Under the Settlement Agreement, PEC’s total fuel factor, excluding gross receipts tax, will be
2.550 ¢/kWh effective Cctober 1, 2006. PEC will be allowed to charge and collect 6% interest on an
amount equal to the under-collection resulting from a total fuel factor of 2.550 ¢/kWh rather than
2.856 ¢/kWh effective October 1,2006, On October 1, 2007, the total fuel factor will increase to
2.675 ¢/kWh, and on October 1, 2008, the total fuel factor will increase to 2.750 ¢/kWh. The agreed
upon total fuel factors are estimated to result in increases of approximately 5.5%, 1.4%, and 0.9%,
respectively, for PEC’s residential customers for the twelve-months beginning October 1, 2006,
Qctober 1, 2007, and Qctober 1, 2008.

Public Staff witness Lam recommended approval of the Settlement Agreement, which includes
a total fuel factor of 2.550 ¢/kWh; excluding gross receipts tax, effective October 1, 2006, rather than
a total fuel factur of 2.856 ¢/kWh to which PEC would otherwise be entltled pursuant to
G.S. 62-133.2(d)." With an EMF increment of 0.490 ¢/kWh, this total fuel factor will result in a fuel
factor of 2,060 ¢/kWh.

' GS. 62-133.2(d) provides:
“The Commission shall incorporate;in its fuel cost determination under this subsection the
" expetienced over-recovery or undsr-recovery of reasonable fuel expensés incurred during the
test period . . . in fixing an increment or decrement rider. The Commission shall use deferral
accounting and consecutive test periods in complying with this subsettion, and the over-
recavery or under-recovery portion of the increment ar decrement shall be reflected in rates for
12 months. . "
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The Revised Alternate Settlement Agreement' offers 2 fair and reasonable method to both
phase-in the fuel factor increase PEC is clearly entitled to based upon the record in this proceeding
and addresses recovery of the large fuel cost under-recovery that is expected at September 30, 2006°,
It also significantly mitigates the near-term impact to PEC's customers of the drastically increasing
cost of coal and natural gas. ‘Thus, the Commission concludes that it is in the public interest to adopt
the Seftlement Agreement. In the absence of the phase-in approach set forth in the Settlement
Agreement, based upon the record in this proceeding, the Commission would be required by
G.S. 62-133.2 to grant PEC a total fuel factor in this case of 2.856 ¢/kWh, exclusive of gross receipts
tax. The record contains no evidence to support any other result. The total fuel factors for years
2006, 2007, and 2008 contained in the Settlement Agreement are simply a mechanism to mitigate the
impact to PEC’s customers of the full rate increase that would otherwise be required in this
proceeding by phasing in the rate increase. Nevertheless, the Commission would prefer to follow the
usual practice of setting annual fuel adjustment rates one year at a time and will be inclined to lock
with disfavor on phase-in rate proposals in future fuel adjustment proceedings. The action taken in
this case is, however, clearly reasonable and appropriate based on the large fuel cost under-recovery
incurred by PEC to date in combination with escalating fuel prices. That said, the Commission
concludes that the better practice to follow in future fuel cases is to allow cost recovery on a more
current basis; i.e., over the 12-month period covered by the rates set in those cases.

The Commission had concems about the legality of the provision in the original Settiement
Agreement which allowed PEC to file an application for an adjustment to its fuel cost recovery factor
and experience modification factor (EMF) upon termination of the agreement. The Revised Altemnate
Settlement Agreement eliminated that provision. The Settlement Agreement now provides that, upon
the termination of such Agreement, PEC shall file an application for an adjustment for its fuel cost
recovery factor and EMF pursvant to G.S. 62-133.2 and Commission Rule R8-55. Thus, the
Commission’s concerns and the legal issue regarding this matter have now been resolved and, for that
reason, the Commission will approve the Revised Alternate Seftlement Agreement rather than the
original version.

The Commission also questioned whether it possesses the necessary legal authority fo
approve the proposed Real Time Pricing Energy Rider (RTP Energy Rider), which was discussed in
the Settlement Agreement, in a fuel adjustment proceeding. The Parties to the Settlement Agreement
subsequently advised the Commission that they are not requesting approval of the proposed Rider in
this docket. Rather, as explained in the Settlement Agreement, PEC, through a separate filing in
Docket No E-2, Sub 893, has requested Commission approval of the proposed RTP Energy Rider.
PEC has requested that the new Rider be made effective on the same date as its revised fuel factor,
October I, 2006, PEC has further advised the Commission that, while the RTP Rider, once approved,
will continue in effect for the three-year period regardless of whether the Commission approves the
fire] adjustment proceeding settlement, the rate decrement itself will be revised each year. Thus, the
Commission’s legal concems regarding the Real Time Pricing Energy Rider have been resolved for
purposes of this proceeding. The rate rider in question will be considered for approval in Docket No.
E-2, Sub 893 and is not part of the Settlement Agreement approved in this proceeding,

! For the remainder of this Order, references fo the Settlement Agreement refer to the Revised Alternate
Settlement Agreement and not the original Settlement Agreement. '

? PEC shall provide CIGFUR 11 and the Public Staff quarterly reports beginning February 1, 2007 comparing

the actual fuel cost under-recovery as of the close of the previous calendar quarter to the deferred amounts contained in
Attachment 1. Such reports shall also be filed by PEC with the Commission in this docket.
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CUCA is the only party which opposed approval of the Settlement Agreement. CUCA
maintains that the Commission should reject the Settlement Agreement on grounds that the
Commission does not possess the necessary statutory authority to approve such Agreement; that
approval of such Agreement would violate the fundamental constitutional protections and due
process rights of CUCA and others; and that the record is insufficient to allow the Commission to
determine whether the Agreement is just, reasonable, and prudent.

The Commission rejects CUCA’s arguments for the following reasons.

In approving the Settlement Agreement, the Commission has found good cause, on the facis
of this specific case, to set the total fuel factors that PEC should be allowed to charge for the next
three years. This Order will be legally binding upon all Parties upon the expiration of the time for
seeking judicial review hereof. This decision has been made, however, with the clear understanding
that G.S. 62-80 provides the Commission with the statutory authority to rescind, alter, or amend such
decision if the Commission, for instance, finds 2 material change in PEC’s fuel costs during the
three-"year petiod of time covered by the Seftlement Agreement. Thus, the Commission may, on its
own motion or upon the motion of an- entity not a party to the Settlement Agreement, revisit the
Commission’s Qrder in this proceeding in the fiture. In addition, the Settlement Agreement by its
tetms clearly contemplates that the Commniission will conduct annual fuel cost proceedings for PEC in
2007 and 2008 as required by G.S. 62-133.2. The Commission will also conduct a prudence review
of PEC’s test year fuel costs and purchasing practices in each of those cases as required by law. The
Commission can, at that time, review this Order and decide whether the fuel factors set forth in the
Settlement Agreement contintic to be the appropriate factors in order to provide just and reasonable
rates for PEC's customers. To the extent this Order may need to be modified based upon the
evidence presented in PEC’s 2007 or 2008 fuel adjustment proceedings, the Commission possesses
the necessary statutory authority to do so under G.S. 62-80. Nothing in G.S. 62-133.2 explicitly
precludes a phase-in of the type deemed appropriate here; the Supreme Court did not comment
afversely upon the phase-in approved in Duke’s 1985 general rate case in State ex rel. Utilities
Commission v. Eddleman, 320 N.C. 344, 358 S.E.2d 339 (1987). The Commission further notes that
the Public Staff and the Attorey General, in their capacities as representatives of the using and
consuming public, assert that the Commission possesses the necessary statutory authority to approve
the Settlement Agreement. The Commission has placed great reliance on the legal opinions
expressed by the Public Staff and the Attorney General in deciding this case.

With regard to CUCA’s argument that accepfance of the Settlement Agreement is
unconstitutional, the Commission finds persuasive the legal principle applied by the North Carolina
Supreme Court in the casc of State ex rel. Utilities Commission v. Carolina Utility Customers
Association. Inc., 348 N.C. 452, 500 S.E.2d 693 (1998). In that case, the issue before the Court was
whether a stipulation entered into by less than all of the parties to a proceeding could or should be
adopted by the Commission absent substantial evidence supporting the justness and reasonableness of
the stipulation. In addressing this issue; the Court held:

“Thus, we hold that a stipulation entered into by less than all of the partics as
to any facts or issues in a contested case proceeding under Chapter 62 should be
accorded full consideration and weighed by the Commission with all other evidence
presented by any of the parties in the proceeding. The Commission must consider the
nonunanimons stipulation along with all the evidence presented and any other facts
that the Commission finds relevant to the fair and just determination of the
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proceeding. The Commission may even adopt the recommendations or provisions of
the nonunanimous stipulation as long as the Commission sets forth its reasoning and
makes ‘its own independent conclusion’ supported by substantial evidence on the
record that the proposal is just and reasonable to all parties in light of all the evidence

”

presented....” .

1d. at 466, 500 S.E.2d at 703,

Thus, the Commission may adopt the Settlement Agreement entered into and submitted by PEC,
CIGFUR II, and the Public Staff provided the Commission makes its-own independent conclusion
that the provisions of the Settlement Agreement are just and reasonable and consistent with
applicable law based upon substantial evidence of record.

The evidence of record in this proceeding only permits two courses of action. The first is to
grant PEC a total fuel factor of 2.856 ¢/kWh. The second course of action permitted based upon the
record of this proceeding is approval of the Settlement Agreement that phases-in the rate increase to
which PEC is entitled by statute. The evidence of record clearly supports approval of the
Settlement Agreement. The Commission has independently determined and concluded that it has the
authority to adopt the approach set out in the Seftlement Agreement and that it is in the
public interest, based upon the record in this case, to phase-in the rate increases necessary to allow
PEC to recover its just, reasonable, and prudent fuel expenses rather than impose upon PEC’s
custometrs a larger rate jncrease at this time.

CUCA’s assertion that the Commission has not heard or received any competent evidence to
support the rates at which the Settlement sets the fuel cost factors for 2008 and 2009 is also incorrect.
The attachment to the Seftlement Agreement demonstrates that the fuel cost factors proposed for
2006, 2007, and 2008 result in the recovery of PEC’s ongoing just and reasonable fuel costs and the
deferred fuel cost balance over the three-year period addressed by the Scttlement Agreement. No
party challenged the validity of the substance and content of this evidence. In addition, Public Staff
witness Lam testified that the factors set forth in the Settlement Agreement are designed to moderate
the impact of the fuel factors necessary to recover PEC’s fuel costs over the next three fuel cases.
Thus, the record supports the factors in question, The evidence offered by the witnesses for PEC and
the Public Staff, including Attachment 1 to the Settlement Agreement, support findings that the
following total fiiel factors (exclusive of gross réceipts tax and including the EMF) are just and
reasonable; that they are based on the best available evidence of PEC’s prudently-incurred, ongoing
fuel costs during the three-year peried covered by the Seftlement Agreement; and that they will
facilitate recovery, to the maximum extent possible, of PEC’s deferred fuel cost balance:

Effective October 1, 2006: 2.55 ¢/kWh
Effective October 1, 2007: 2.675.¢/kWh
Effective October 1, 2008: 2.75 ¢/kWh

. Such total fuel factors are, nevertheless subject to recons:deratlon in PEC's 2007 and 2008
fuel adjustment cases pursuant to G.S. 62-80.

Nor has CUCA been deprived of fundamental due process in this proceeding and there is

certainly no compelling reason to reopen the hearing. CUCA intervened in this proceeding at an
early stage, had the opportunity to conduct discovery, and had every opportunity to cross-examine
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and in fact did cross-examine the witnesses for PEC and the Public Staff. CUCA was entitled to, but
chose not to, present a witness or witnesses, and was allowed to file initial and reply briefs. Clearly,
CUCA was given ample notice and the opportunity to be heard in this proceeding and, therefore, its
fundamental due process rights were honored and protected. Further, CUCA’s rights in future
proceedings are not diminished as a result of the Commission’s approval of the Settlement
Agreement in this proceeding. CUCA’s objections and criticisms of the Settlement Agreement have
been fairly and adequately considered and addressed in this Order and have been found to lack merit,
There has been no denial or abridgement of due process in this case. The Commission further notes
that CUCA has an absolute right to attempt to appeal this Order.

Finally, the Commission notes that, while CUCA has advocated that the Commission reject
the Settlement Agreement, it has refrained from stating with specificity what it would have the
Commission order and require in this case, Intervenors are certainly free to advocate their positions
before the Commission in contested cases, but the Commission would prefer that a party which
specifically opposes the relief requested (approval of the Setflement Agreement in this case)
recommend in its brief or proposed otder what action should be taken by the Commission. Simply
advocating that the Settlement Agreement should be rejected without stating what the final outcome
should be is not particuiarly helpful to the Commission.

Regarding the clarity of certain provisions of the Settlement Agreement, the Commission has
satisfactorily resolved any such issues by asking the parties to address the eight questions contained
in the Commission’s Order of August 11, 2006. PEC’s and the Public Staff’s responses to those
questions', the resultant changes made in the Revised Altemate Settlement Agreement, and the
provisions of this Order clearly address, resolve, or eliminate any ambiguity with regard to the intent
of the provisions of the Settlement Agresment.

The Commission finds that the Settlement Agreement represents an acceptable proposal
which equitably addresses PEC's deferred and projected fuel costs. Importantly, while the Attomey
General and CUCA are not signatories to the Agreement, the customers they represent are
beneficiaries of the Agreement. Moreover, neither has proposed an altemnative to the substantial
increase to which PEC is entitled based on the uncontroverted evidence in this case and the Attorney
General has strongly argued that the Commission has the legal authority fo approve the Seltlement
Agreement. CUCA’s attorney did question witness Barkley about the general concept of a type of
seasonal fuel factor to be discussed by PEC and its South Carolina customers and the possibility that
fuel costs might be adjusted to reflect line loss differentials among customer classes. However, these
questions do not constitute an alternative rate proposal, particularly in the absence of testimony
containing specific recommendations supported by competent evidence. At best, such questions
suggest only the possibility of a different rate design for recovering the total fuel cost, current and
deferred, that PEC has incurred through the end of the test peried in a future tase. The Attorey
General questioned PEC about its policies for purchasing coal under contract and on the spot

! The Commission agrees with CUCA's reply comments that there is 2 contradiction between Section 5 of the
Settlement Agreement and the statement in the Joint Proposed Order filed by PEC and the Public Staff that if the
Commission finds that any of PEC’s incurred fusel costs in 2007 or 2008 were imprudent and therefore should be
disallowed, “such diszllowance could not be used by any of the parties to the Settlement Agreement to terminate the
Agreement unless the disallowance caused PEC’s deferred fuel balance to vary by more than 330 millien...” (Emphasis
added). In fact, the Seitlement Agreement provides to the contrary as correcily pointed out by CUCA. By this Order, the
Commission has approved the language contained in the Settlement Agreement, thereby resolving the apparent conflict
pointed out by CUCA.
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markets. However, no suggestion was made or testimony offered to suggest that the coal purchasing
practices of PEC were anything other than reasonable and prudent.

Nothing in the Settlement Agreement or this Order will preclude CUCA or the Attorney
General from bringing forward any new rate design proposal or challenging the prudence of any of
PEC’s fuel expenses in subsequent years, while enjoving the benefits of the Agreement in the
meantime. At this time, however, and based on the record in this proceeding, the Commission finds
and concludes that the Seftiement Agreement is just, reasonable and in the best interest of PEC’s
retail ratcpayers and that no party to this proceeding will be aggrieved by an Order approving the
Settlement Agreement and allowing it to remain in effect pursuant to its terms until it expires or is
terminated. )

As mentioned above, the terms of the Settlement Agreement include a provision for interest
on under-recoveries arising because PEC agreed to a fuel factor below the factor justified in this case,
This provision means that PEC should be allowed to charge and collect interest on the difference
between the fuel factor agreed to by the parties to the Settlement Agreement and the fuel factor which
PEC would otherwise be entitled to charge as a result of this proceeding. By charging a fiel factor
which is substantially below the anticipated fuel cost during the time period rates established in this
proceeding will be in effect, PEC is expected to experience under-recoveties during this time period.
The Public Staff and CIGFUR 1I both agreed that PEC is entitled to interest on the under-recovery
since PEC has agreed to a lower base fuel factor fo help mitigate the customer impact on the rate
change in this case.

In Docket No. E-2, Sub 784, the Commission approved a Stipulation Agreement between all
the parties in the case with the exception of the Attorney General. That Stipulation Agreement
provided for the accumulation of interest on the uncollected EMF amount that was deferred for
recovery because PEC faced a similar situation involving a large fuel increase in the then current
case. The Commission in that case approved an increase. of $55.4 million and deferred recovery of
another $55.46 million of prudently incurred test period fuel costs, that were eligible for recovery in
that proceeding. In approving the Stipulation in that case, the Commission also approved the accrual
of interest on the un-recovered amount during the 5-year recovery period. In that case, PEC was
allowed to accrue interest on amounts deferred that it would otherwise have been entitled to recover.

The Commission agrees that PEC should be allowed to charge and collect 6% interest on an
amount equal to the under-recovery resulting from PEC agreeing to a total fuel factor of 2.55¢/kWh
in this case rather than a total fitel factor of 2.856¢/kWh (excluding gross receipts tax) until all such
costs have been recovered as set forth in the Settlement Agreement. As explained earlier herein, no
party challenged PEC’s forecasted fuel costs or presented evidence. that the provisions of the
Settlement Agreement ‘addressing the accrual of interest are unreasonable. Therefore, the

"Commission will allow PEC to accrue such interest each month at the annual rate of 6%,
compounded annually. However, the Commission notes that the Settlement Agreement does not
specifically address how and when the interest on the under-recovery will be recovered, Therefore,
the Commission concludes that any future proposal for the recovery of such interest should be
submitted for review and approval by the Commission.

106



ELECTRIC - ADJUSTMENT OF RATES

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 12

The evidence supporting this finding can be found in the direct testimony of PEC witness
~ Barkley and the testimony of Public Staff witness Edwards. Witness Barkley explained that PEC
intended to charge or credit prudently-incurred natural gas costs and gains and losses associated with
financial and physical hedging transactions to FERC Account Number 547 and treat them as
recoverable fuel costs pursuant to G.S. 62-133.2, Examples of such items include transaction costs
associated with derivatives, gains and losses'on futires contracts, premiums on options contracts and
net settlements of swaps transactions. Witness Barkley emphasized that these costs are an essential
part of PEC’s cost of fuel and purchasing strategy. As a result, such prudently incurred hedging costs
and the associated natural gas costs should be fully recoverable as a fuel cost.

Public Staff witness Edwards testified that he generally agreed with PEC, provided the
transaction costs in question were just and reasonable and prudently incurred and limited to direct,
transaction-related costs arising from the Company’s prudent efforts to stabilize or hedge natural gas
CoSts.

In its brief, CIGFUR II states that PEC’s Application did not include a request for a
declaratory ruling that future transaction-related heddging costs be treated as fiel costs recoverable in
future fuel charge adjustment proceedings, According to CIGFUR II, G.8. 62-133.2 limits fuel
charge adjustments to those based on the cost of fuel and the fuel component of purchased power and
PEC did not meet its burden of proving that transaction-related hedging costs are fuel costs within the
contemplation of G.S. 62-133.2. CIGFUR believes that such costs are neither costs of fuel or costs of
fabrication or transportation of fuel. Finally, CIGFUR II argues that any decision to allow additional
costs to be passed through the fuel adjustment mechanism should be made only after a
comprehensive review of a full and adequate record.

With regard to CIGFUR II's statement that PEC’s Application did not include a request for.a
declaratory ruling that such hedging costs be treated as fuel costs recoverable in future fuel charge
adjustment proceedings, PEC witness Barkley’s pre-filed direct testimony clearly stated PEC’s
intention to treat such costs as recoverable fuiel costs pursuant to G.S.'62-133.2 and Public Staff
witness Edwards was also cross-examined by PEC counsel on this issue. No other party presented
any evidence regarding this matter. More importantly, the Commission simply disagrees with
CIGFUR TI and agrees with PEC and the Public Staff that direct, transaction-related costs arising
from the Company’s prudent efforts to reduce the impact of natural gas price volatility on the
Company’s fue] costs should be recoverable as fuel costs pursuant to G.S. 62-133.2 subject to the
same standards.of reasonableness and prudence as other fuel costs incutred by the Company.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 13

The evidence supporting this finding can be found in the direct testimeny of PEC witness
Roberts.

The Company proposed increasing the MDC rating for Brunswi;:k Unit No. 2 from 900 MWs
to 937 MW's effective January 1, 2006. No party offered any testimony challenging this change;
therefore the Commission accepts the MDC changes as proposed by the Company.
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IT IS, THEREFORE, ORDERED as follows:

1. That, effective for service rendered on and after October 1,2006, PEC shall adjust the
base fuel component in its North Carolina retail rates by an increment of 0.784 ¢/kWh (0.810 ¢/kWh
including gross receipts tax) above the base.fuel component approved in Docket No. E-2, Sub 537.
Said increment shall remain in effect until changed by a subsequent Order of this Commiission in a
general rate case or fuel adjustment case.

2. That PEC shall establish an EMF Rider as described herein to reflect an increment of
0.490 ¢/kWh (0.506 ¢/kWh including gross receipts tax) for retail rate schedules and applicable
riders. This Rider is to remain in effect for a 12-month period beginning October 1, 2006, and
expiring September 30, 2007,

3 That, effective for service rendered on and afier October 1, 2007, an EMF shall be
derived based upon PEC’s fitel cost under-recovery for the. test year ending March 31, 2007,
including any approved interest, and the prospective component of the fuel factor shall be equal to
2.675 ¢/kWh less the derived EMF.

4, That effective for service rendered on and after October 1, 2008, an EMF shall be
_ derived based upon PEC’s fuel cost under-recovery for the test year ending March 31, 2008,
including any approved interest, and the' prospective component of the fuel factor shall be equal to
2.75¢/kWh less the derived EMF.

5 The Settlement Agreement entered into by PEC, the Public Staff and CIGFUR 1I as
shown in Appendix A is approved.

6.  That PEC is allowed to accrue 6% inferest on an amount equal to the difference
between 2.550 ¢/kWh and 2.856 ¢/kWh applied to service rendered between October 1, 2006 and
September 30, 2007 until such difference has been recovered; and further, any future proposal for the
recovery of such interest shall be submitted for review and Commission approval.

1 That PEC shall file appropriate rate schedules and riders with the Commission to
implement the fuel charge adjustment approved herein not later than seven (7) werking days from the
date of this Order. ‘ '

8. That the prudently-incurred direct, incremental, transaction-related costs of financial
and physical hedging activities utilized by PEC to reduce the volatility of its natural gas costs and
charged or credited to FERC Account No. 547 shall be treated as recoverable fuel costs pursuant to
G.S. 62-133.2 subject to the same standards of reasonableness and prudence as traditional fuel costs
incurred by the Company.

9. That PEC shall provide CIGFUR 1I and the Public Staff quarterly reports beginning
February 1, 2007 comparing the actual fuel cost under-recovery as of the close of the previous
calendar quarter to the deferred amounts shown in Attachment 1, and such reports shall be filed by
PEC with the Commission in this docket.

10.  That PEC shall notify its Notih Carolina retail customers of the fuel charge adjustment
approved herein by inciuding the customer notice attached as Appendix B as a bill message to be
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included on bills.rendered during the Company’s next normal billing cycle following the effective
date of this Order.

11.  That PEC and the Public Staff shall jointly develop a proposed public notice
applicable'to PEC’s next fuel charge adjustment proceeding and file such notice in that docket at the

time the Company files the Application.

ISSUED BY ORDER OF THE COMMISSION.
This the 25™ day of September, 2006,

NORTH CAROLINA UTILITIES COMMISSION

Gail L. Mount, Deputy Clerk
rr092506.01

Commissioner James Y. Kerr, IT concurs in part and dissents in part.

‘Commissioner Robert V. Owens, Jr. dissents with respect to the majority decision regarding natural
gas hedging costs. Commissioner Owens would not allow natural gas hedging costs to be recovered
pursuant to G.S. 62-133.2 in fuel adjustment proceedings.

APPENDIX A
| PAGE 1 OF 4
REVISED ALTERNATE SETTLEMENT AGREEMENT

The North Carolina Utilities Commission Public Staff (“the Public Staff”), Carolina Industrial Group
for Fair Utility Rates II (“CIGFUR"), and Progress Energy Carolinas, Inc. (“PEC”) agree to settle
PEC’s 2006, 2007 and 2008 Fuel Cases on the following terms: ’

i)  PEC’s total fuel factors (exclusive of gross receipts tax) to be effective for the next three fuel
cases, including the EMF, shall be as follows:

- Effective October 1, 2006: 2.55 cents per kWh
- Effective October 1, 2007: 2.675 cents per kWh
- Effeétive October 1, 2008: 2.75 cents per kWh

2) The term of this Settlement Agreement is July 5, 2006 through September 30, 2009,

3)  PEC shall be allowed to charge and collect 6% interest on an amount equal to the under-
recovery resulting from PEC agreeing to a total fuel factor of 2,55 cents per kWh in the 2006 case
rather than a total factor of 2.856 cents per kWh (exclusive of gross receipts tax) until all such costs
have been recovered,

4)  Hduring the term of this Settlement Agreement PEC’s monthly deferred fuel balance varies
from the amounts shown in Attachment 1 to this Agreement by $30 million or more, any party may
terminate the Agreement upon 30 days wntten notice.

5)  During the three-year period addressed by this Agreement, the Commission shall continue to

hold hearings pursuant to G.S. § 62-133.2(b) and Commission Rule R8-55(a) for the purpose of
reviewing PEC’s fuel expenses incurred during the relevant test periods. If, as a result. of such

109



ELECTRIC - ADJUSTMENT OF RATES

hearings, the Commission determines that any of PEC’s actual fuel expenses incurred during the
relevant test periods were imprudently incurred, the Commission may order PEC to make appropriate
adjustments to its fuel expense accounts. Provided, however, such adfustment shall not affect PEC's
authorized fuel factors as set forth above until PEC’s next application for an adjustment to its fuel
factor upon the expiration or early termination of this agreement, nor shall such adjustment be
considered in determining whether PEC’s monthly deferred fuel balance varies from the amounts
shown in Attachment 1 to this agreement by $30 million or more.

APPENDIX A

PAGE2OF 4
6) In the event the Commission determines that any of PEC’s actual fuel expenses incurred
during the relevant test periods were imprudently incurred, PEC shall not be allowed to charge and
collect 6% interest on such amount. Accumulation of interest on the amounts shown in Attachtent 1
shall not be considered in determining whether FEC’s monthly deferred fuel balance varies from the
amounts shown in Attachment 1 to this Agreement by $30 million or more.

7Y PEC shall provide CIGFUR and the Public Staff quarterly reports beginning February 1, 2007
comparing the actual fuel cost under-recovery as of the close of the previous calendar year quarter to
the deferred amounts contained in Attachment 1.

8)  Upon the termination of this Agreement by a party, PEC shall, as soon as permitied by G.S. §
62-133.2, file an application for an adjustment to its fuel cost recovery factor and experience
modification factor pursuant to G.S. § 62-133.2 and Commission Rule R8-55.

9)  Unless this Agreement is terminated early pursuant to the terms of the Agreement, PEC shall
file an application for an adjustment to its fuel cost recovery factor and experience modification
factor pursnant to G.S. § 62-133.2 and Comission Rule R8-55 in Jung of 2009.

10) ' The parties agree that in PEC’s next fuel case following the termination or expiration of this
agreement, PEC shall be allowed to update its Application to seek recovery of its actual deferred fuel
cost balance as of June 30 of that year.

11)  To the extent the implementation of this Settlement Apreement requires a waiver of
Commission Rule R8-53, all parties shall support such waiver or change,

12)  Via a separate.agreement, the parties will agree that PEC shall provide to the LGS-RTP rate
class during the period October 1, 2006 through September 30, 2009, a credit to be applied against
each RTP customer’s actual kWh purchases. Such credit shall be calculated as follows:

Credit = the sum of the following for all coal units during the time period April 1 through
March 31 [{the amount of coal burned by unit on a mmbtu basis to make excess generation
sales) multiplied by (the replacement price of coal at the time of the sale minus the stockpile
average price, both expressed on a $/mmbtu, for the respective.coal unit used to make excess
generation sales)], where:
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APPENDIX A
PAGE 3 OF 4

o The fiel bumed to make excess generation sales will be extracted by unit
from the routine fuel credit calculation process.

» Replacement coal costs are based on the observed: spot value of the commodity from
an independent published source (currently Global Energy’s Daily Coal Price
Forecast), adjusted for applicable variable charges, to represent delivered cost.
Exceptions may exist where the specific fuel type being .utilized is not well
represented by a published source. In such cases, quotes, market observations, or
actual transactions may be used to arrive at the appropriate replacement price signal.

» Stockpile average prices are based on the weighted average delivered coal costs as
recorded at the end of the prior month in the fiel management system.

The credit shall be distributed to the individual RTP customers via a decremental rider to each
RTP customer’s bill. The rider shall be adjusted annually. The decremental rider shall be
calculated by dividing the aggregate credit calculated pursuarit to the methodology described
above by the annual kWh billed for the fiel case test year ended March 31 for Schedule LGS-
RTP participants expected to receive service during the effective term of the rider. The
decremental rider shall be rounded to the nearest thousands of a cent per kWh (ie.
$0.00XXX/kWh). No adjustment shall be made to actual sales for planned or past changes in
consumption due to weather or other events. The decremental rider shall be applicable to the
actual energy consumed and billed in the month, including both the erergy consumed in the
Customer Baseline Load as well as incremental usage subject to RTP hourly rates. The revenue
associated with the Real Time Pricing Energy Rider shall be separately stated on the monthly bill.
Upon termination of thé Rider, there will not be a true-up. of any difference between the
decremental rider revenue and the "revenue reduction target." -

The wording of the actual Rider to be submitted for approval by thé North Carolina Utilities
Commission shall bie as follows:

REAL TIME PRICING ENERGY RIDER

A decremental rider of 0.XXX¢/kWh' shall be added to the Monthly Rate applicable to the Large
General Service (Experimental - Real Time Pricing) Schedule LGS-RTP effective for bills rendered
from October 1, 2006 through September 30, 2007.

4
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The decremental rider is applicable to the actual energy consumed and billed in the month, including
both the energy consumed in the Customer Baseline Load as well as incremental usage subject to the
RTP hourly energy charge.
This Settlement Agreement is entered into this 1st day of September, 2006.

Progress Energy Carolinas; Inc.
fs/ Len S. Anthony

! This decrement is not a part of the energy charges included in the energy prices stated in the LGS-RTP
Schedule and should therefore be applied in addition to the rates stated in the schedule,
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North Carolina Utilities Commission Public Staff
/s/ Antoinette R. Wike

Carolina Industrial Group for Fair Utility Rates IT
/s/ Carson Carmichael

APPENDIX A
. ATTACHMENT 1

PEC .

DEFERRED ACCOUNT PROJECTIONS

Projected  Projected  Settled Monthly Account
Month Year mwhs costkwh  rate/kwh  Change(3M) Balance ($M)

Beginning 325
October 2006 . 2,868,400 1,927 2314 (1 314
November 2006 2,632,566 1.895 2.550 (17) 297
December 2006 3,124,585 2.153 2.550 (12) 284
January 2007 3,384,408 2.083 2.550 (16} 268
February 2007 3,207,019 2296 2.550 8 260
March 2007 2,971,102 2.160 2.550 (12 249
April 2007 2,798,963 2023 2.550 (15 234
May 2007 2,817,473 2.363 2.550 (%) 229
June 2007 3,235,053 2.524 2.550 (1) 228
Tuly 2007 3,620,237 3320 2.550 28 256
August 2007 3,740,206 2.962 2.550 15 M
September 2007 3,516,689 2375 2.550 (6) 265
October 2007 2,924,633 2:321 2613 0] 256
November 2007 2,683,607 2.129 2.675 (15) 242
December 2007 3,188,067 2.255 2675 (13) 228
January 2008 3,451,535 2144 2675 (18) 210
February 2008 3,269,356 2081 2675 (19) 191
March 2008 3,028,117 2289 2.675 (12) 179
April 2008 2,851,515 1.863 2675 (23 156
May 2008 2,870,440 2135 2,675 (16} 140
June 2008 3,296,778 2.649 2,675 (1) 139
July 2008 3,691,012 3.392 2,675 26 166
August 2008 3,813,359 2933 2,675 10 176
September 2008 3,584,854 2.185 2.675 (18) 158
October 2008 2,979,824 2357 2713 (n - 148
November 2008 2,733,766 2.033 2.750 (20) 128
December 2008 3,250,452 2332 2.750 (14) 114
January 2009 3,519,489 2,175 2.750 (20 04
February 2009 3,332,578 2.188 2.750 - (19) 75
March 2009 3,086,011 2.340 2.750 13 63
April 200% 2,504,980 2.363 2.750 (11 52
May 2009 2,924,319 2,203 2.750 {16) 36
June 009 3,359,474 2477 2,750 () 26
July 2009 3,762,753 2,960 2.750 8 kT
August 2009 3,887,491 2615 2.750 {5) 29
September 2009 3,653,989 2.082 2750 (24) 5
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APPENDIX B
PEC BILL MESSAGE

The N. C. Utilities Commission issued an Order on September 25, 2006, after public hearings and
review, approving a fuel charge increase of approximately $177 million in the rates and charges paid
by North Carolina retail customers of Progress Energy Carolinas, Inc. The rate increase will be
effective for service rendered on and after October 1, 2006, and will result in a monthly rate increase
of $4.87 for a typical customer using 1,000 kWh per month.

DOCKET NO. E-2, SUB 889

COMMISSIONER JAMES Y. KERR, I1, DISSENTING IN PART: I dissent from those
parts of the majority’s decision that approve the Revised Alternate Setflement Agreement. I cannot
join my colleagues in this decision because I believe that the settlement violates the legal
requirements-of the fuel charge adjustment statute, denies fundamental requirements of due process
in Commission proceedings, and is unwise, While I appreciate the efforts of the seftling parties to
resolve their differences and understand the inclination of my colleagues to choose the path of least
resistance, I consider the legal and policy flaws reflected in their approach to be too important to
ignore. Accordingly, I believe that the application of PEC should be approved as filed.

The fuel -charge adjustment statute, G.S. 62-133.2, was enacted by the General Assembly to
provide a method and procedure for the recovery of an electric utility’s reasonable and prudently
incurred fuel costs. The statute provides for annual proceedings to review those costs and to approve
an increment or decrement to base rates that will remain in effect until changed in a general rate case
or in the next annual fuel adjustment proceeding. PEC’s application proposed such a fuel factor
calculated according to the statute, but the partial settlement does not comply with the statute,
Instead, the partial settlement establishes fuel factors not only for the present 2006 fuel proceeding,
but also for the 2007 and 2008 fuel proceedings. Together, these factors are intended to.allow PEC to
recover, over a three-year period, both its forecasted fuel costs and:its under-recovery of fuel costs
through September 30, 2006. I am confident that this partial settlement was well-intentioned, but I
believe that it presents serious legal problems,

The majority claims legal authority for its decision, but .it never says exactly where this
authority lies in the General Statutes, The fuc] charge adjustment statute makes no provision for
establishing fuel.factors three years into the future, and the Commission has only such authority as
granted to it by the General Assembly. State ex rel. Utilities Comm. v. Southem Bell Tel. & Tel. Co.
307 NC 541 (1983). Further, PEC’s application-in this docket made no mention of setting fuel
factors for the 2007 and 2008 fuel cases, and the public notice published for this proceeding gave no
notice that such would be considered. Application and notice are fundamental coneepts of due
process.

Next, the Commission’s decisions must be supported by competent, material, and substantial
evidence. G.8. 62-94(b)(5). In this case, the only evidence of PEC’s future fuel expenses for
establishing the 2007 and 2008 fuel factors is a éolumn of “Projected cost/kwh” on Attachment 1 to
the original settlement agreement. No PEC witness sponsored this exhibit, and the Public Staff
witness who sponsorcd the original settlement agreement at the hearing, and presumably this exhibit,
failed to provide substantial evidence in support of the agreement. There is at least a question in my
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mind as to whether the record is sufficient to allow the Commission to make “an independent
determination supported by substantial evidence on the record” as to the appropriate fuel factors for
the 2007 and 2008 fuel proceedings. See and compare State ex rel. Utilities Comm. v. Carolina

Utility Customers Assn., 351 NC 223, 229-32 (2000).

There is no question in my mind that there is insufficient evidence to allow the Commission
to approve the Revised Alternate Settlement Agreement, and the substantive changes contained
therein. The Revised Altemnate Seitlement Agreement (which made substantive changes to the
original settlement agreement) was not filed with the Commission until September 1, 2006, well after
the close of the hearing. A settlement entered into by less than all of the parties to a proceeding is
different from mere argument in a post-hearing brief or proposed order. Such a settlement is
evidence, not argument. Such a seftlement cannot be used for informal disposition of a contested
proceéding under G.S. 62-69(a); rather, such a settlement must be considered by the Commission
*with all other evidence presented by any of the parties in the proceeding.” State ex rel. Utilities
Comm. v. Carolina Utility Customers Assn., 348 NC 452, 466 (1998) (emphasis added). When
evidence is received after the close:of a hearing, any non-settling party “[ulnquestionably...had the
right, unless waived, to demand that the hearing be reopened, in order to permit it to cross-examine
witnesses...or to offer evidence of its own in rebuttal.” Utilities Comm. v. Telegraph Co., 267 NC
257, 269 (1966). CUCA has requested that the hearing be re-opened, and I believe that the law
requires such before the Revised Altemate Settlement Agreement can be approved. While it is not

. clear to me why one advocate for industrial consumers supports a settlement intended to phase in the
rate impact of the fuel charge adjustment PEC is entitled to, and the other advocate for industrial
consumers opposes it, it is CUCA’s legal right to do so and to request that the hearing be reopened.

PEC and the Public Staff, joined by the majority, respond to these obvious concems by
essentially resorting to a game of “legal Twister.” They cite G.S. 62-80 and argue that the
Commission “on its own motion or upon the motion of an entity that was not a party to the
Settlement Agreement, may rescind, alter or amend the Commission’s Order in this proceeding.”
This argument is illogical and does not solve the problem. The possibility of reconsideration under
G.S. 62-80 camnot be used to excuse non-compliance with proper procedure in the first place,
Indeed, reliance upon G.S. 62-80 compounds the error. PEC and the Public Staff weuld require other
parties to seek reconsideration as to fuel factors which have been set contrary to G.S, 62-133.2 and
due process. A proceeding for reconsideration of a Commission order under G.S. 62-80 is a very
different animal -- in terms of procedure, burden of proof, and appeal -- than a fuel adjustment
proceeding under G.S. 62-133.2, and reconsideration simply cannot substitute for a proper fiel
adjustment proceéding in the first place. Following this argument to its logical conclusion, the
majority would have G:S. 62-80 act as a blanket excuse from compliance with all other provisions of
Chapter 62. Surely this is not the appropriate application of G.S. 62-80."

The Attorney General poinis out that the Commission is not required to set the fuel factor
“solely and strictly ‘by the numbers."™ This is true; however, the flexibility that G.S. 62-133.2 wisely

! This reliance to G. S. 62-80 raises an interesting question. What kind of notice does the majority intend to
give the public in PEC’s next two fuel cases? The 2007 and 2008 fuel factors have been set in this case. Therefore, the
standard public notice used for fiel proceedings would not accurately reflect the status of the 2007 and 2008 proceedings.
Does the majority intend to tell the public in the 2007 and 2008 proceedings that PEC’s fuel factor has already been set
one or two years before and that the burden has been shifted to them to show why the previously approved fuel factor
should be reconsidered?
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affords the Commission in weighing the evidence in a fuel case cannot be invoked to disregard the
procedures required by that statute, by due process, and by the decisions of our appellate courts.

In summary, the partial settlement approved by the majority violates the fuel adjustment
statute and due process, and I cannot overcome this ebjection by deferring to some of the consumer
advocates’ judgment to the contrary or by simply hoping that CUCA will not appeal. Commissioners
are appointed to exercise their independent judgment, not to go along with whatever is presented to
them.

In addition to these significant legal problems, I believe that the settlement is unwise as a
matter of policy. First, the success of the settlement depends upon the accuracy of PEC’s projections
of fuel expenses for three years into the future. However, as discussed above, PEC did not present
any expert testimony supporting such projections beyond one year, and it is undeniable that such
long-range projections are infierently uncertain. We need only look te PEC’s recent experience
(which has led to an under-recovery of over $300 million) fo understand the difficulty of predieting
fuel expenses accurately just one year in advance, much less three years.

Second, I am concemed about the interest obligation that the partial settlement imposes upon
ratepayers. G.S. 62-133.2 prowdes for truing-up under-recoveries (or over-recoveries) year by year as
they oceur and does not require ratepayers to pay interest to the utility, The settlement approved by
the majority allows PEC to charge and collect 6% interest on its under-recovery “until all such costs
have been recovered,” and this can add up to a substantial sum.! Commission Staff estimates that
such interest could amount to approximately $30 million. Giveri that PEC is entitled to recover its
prudently incurred fuel costs on an annual basis, any deferral of such recovery appropriately should
include interest. Thus, it is not the payment of interest that is objectionable; it is the deferral itself
and the accompanying substantial additional costs imposed on ratepayers that is unwise and
UNnECESSary.

Third and miost important, I simply believe that the time has come to face the-under-recovery
of PEC’s fuel costs squarely. PEC is entitled to recover its reasonable and prudently incurred fiiel
costs. In recent years, PEC and various intervenors have entered .into partial scitlements,
subsequently approved by the Cormmission, which have had the effect of contributing to under-
recoveries in successive cases. The 2001 partial settlement added almost $3.5 million in under-
recovery and $11 million in interest to the fuel costs which are to be recovered in the present case:
The 2005 partial settlement set PEC’s fuel factor lower than what was justified by the evidence, and
that has contributed to the massive under-recovery that we now face.” The present partial settlement
continues this practice: it potentially creates an interest expense extending into the 2009 fuel case,

! This imposition of interest alone is arguably enough to render CUCA an aggrieved party. Compare State ex
rel, Utilities Comm, v, Crolina Utility Customers Assn., 104 NCApp 216 (1991).

? nits 2001 fue! case, PEC agreed to spread §55.46 million of its under-récovery over the succeeding five fuel
cases, and the Commission agreed. 91" Report of NCUC Orders and Decisions 255 (2001). 1t is worth noting that that
decision, in which I joined, did not establish fuel factors for those future cases (as doés this one), but only carried over
expenses into the future cases. Also, in the 2001 fuel case, PEC agreed to write off any unrecovered balance at the end of
the five-year peried. PEC has made no such commitment here.

* The Commission stated in that proceeding that its declsmn "will, in all probabitity, cause PEC to significantly
under-recover its firel casts...,” and that has proven all too true. 95 Report of NCUC Orders arnd Decistons 185, 203

{2005).
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and it provides that any disailowance for imprudence ordered in connection with the 2007 and 2008
fuel cases will not even be reflected in rates until the 2009 fuel case.

When natural gas prices spiked in recent years, the Commission followed the rate adjustment
procedures prescribed by statute and did what was required. Natural gas rates rose, and hardship
undoubtedly ensued, unfortunately. But the higher rates sent consumers appropriate price signals as
to the economic environment of the time and as to the utility’s costs, and natural gas prices and rates
have since abated. The majority’s decision to accepl the partial settlement in this case sends
misleading price signals to PEC’s customers for years to come, and it does so at a time when the
Commission is trying, in other contexts, 10 encourage energy efficiency and conservation.

I do not minimize the difficulty that consumers would experience this year under the result
that I advocate; and I understand the majority’s desire for a phase-in. But, in reality, the phase-in
does not provide any rate relief. The immediate rate impact approved by the majority is'$4.87 per
1000 kWh, as opposed to $8.05 per 1000 kWh under PEC’s original proposal, but the difference is
not forgiven; it will be recovered with interest over the succeeding two years. In reality, the majority
is merely postponing the inevitable, and the cost of its doing so is high --a significant interest
obligation, perpetuation of PEC’s underrecovery of fuel costs, and misleading price signals for
consumers. Moreover, it is my belief that there are other issues lurking on the horizon that cannot be
avoided and which will put upward pressure on rates.

The majority tries to cover its decision herein with advice to future Commissioners to follow
proper procedure and avoid deferrals and phase-ins, all to be done tomorrow. With all due respect
and the utmost admiration for my colleagues, these decistons will not be any easier tomorrow and it
is a disservice to those we serve not to deal with them today. The Commission is unlikely to ever see
another partial settlement more violative of proper procedure than this one. Now, if ever, is the time
to stand on principle.

\s\ James Y. Kerr, IT
Commissioner James Y. Kem, II

DOCKET NO. E-7, SUB 805
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Application of Duke Power, a Division of Duke ) ORDER APPROVING
Energy Corporation Pursuant to G.S. 62-133.2 ) FUEL CHARGE
and NCUC Rule R8-55 Relating to Fuel Charge ) ADJUSTMENT
Adjustments for Electric Utilities )

HEARD: Tuesday, May 2, 2006, at 10:00 am., in the Commission Hearing Room, Dobbs
) Building, 430 North Salisbury Street, Raleigh, North Carolina

BEFORE:  Commissioner Sam J. Ervin IV, Presiding; Commissioner Lorinzo L. Joyner; and
Commissioner William T. Culpepper I

116



ELECTRIC - ADJUSTMENT OF RATES

APPEARANCES:
For Duke Power Company LLC, d/b/a Duke Energy Carolinas, LL.C:

Lara 8. Nichols, Associate General Counsel, Duke Energy Corporation, Post Office
Box 1244, Charlotte, North Carolina 28201-1244

and

Robert W. Kaylor, Law Office of Robert W. Kaylor, P.A., 225 Hillsborough Street,
Suite 480, Raleigh, North Carolina 27603

For the Using and Consuming Public:

Robert S. Gillam, Staff Attomey, Tab C. Hunter, Staff Attomey, Public Staff, North
Carolina Utilities Commission, 4326 Mail Service Center, Raleigh, North Carolina
27699-4326

Len Green, Assistant Attormey General, North Carolina Department of Justice, Post
Office Box 629, Raleigh, North Carolina 27602-0629

For the Carolina Utility Customers Assaciation, Inc.:

James P. West, West Law Offices, P.C., Suite 1735, 434 Fayetteville Street Mall,
Raleigh, North Carolina 27601

For the Carolina Industrial Group for Fair Utility Rates III:

Ralph McDonald, Bailey & Dixon, L.L.P., Post Office Box 1351, Raleigh, North
Carolina 27602

BY THE COMMISSION: On March 3, 2006, Duke Power, a division of Duke Energy
Corporation (now Duke Power Company LLC, d/b/a Duke Energy Carolinas, LLC) (hereinafter
Duke or the Company), filed an Application and accompanying testimony and exhibits pursuant to
G.S. 62-133.2 and Commission Rule R8-55 relating to fuel charge adjustments for electric utilities.

On March 8, 2006, the Commission issued an Order Scheduling Hearing, Requiring Filing of
Testimony, Establishing Discovery Guidelines and Requiring Public Notice.

On March [0, 2006, the Carolina Industrial Groups for Fair Utility Rates ITI (CIGFUR 1II)
filed a petition to intervene, and the petition was allowed by the Commission on March 20, 2006, On
March 22, 2006, the Carolina Utility Customers Association, Inc. (CUCA), filed a petition to
intervene, and the petition was allowed by the Commission on March 29, 2006. The intervention of
the Public Staff is recognized pursuant to Commission Rule R1-19(¢). On Aprl 13, 2006, Roy
Cooper, Attorney General, filed a notice of intervention. The intervention of the Attorney General is
recognized pursuant to G.S. 62-20.
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On April 19, 2006, the Public Staff filed a notice of affidavits and the affidavits of Thomas 3.
Lam, Utilities Engineer, Electric Division, and Darlene P. Peedin, Staff Accountant, Accounting
Division. On May 2, 2006, CUCA gave notice pursuant to G.S. 62-68 that it wished to cross-
examine the Public Staff witnesses.

On April 26, 2006, Duke filed the supplemental testimony of Janice D. Hager.

On May 1, 2006, Duke filed affidavits of publication indicating that public notice had been
provided in accordance with the Commissicn’s procedural order.

The case came on for hearing as ordered on May 2, 2006. M. Elliott Batson, Manager, Coal
and Bulk Material Procurement, and Janice D. Hager, Vice President, Rates and Regulatory Affairs,
presented direct testimony for the Company. Darlene P. Peedin, Staff Accountant, Accounting
Division presented direct testimony on behalf of the Public Staff. The Commission admitted into
evidence the affidavit of Thomas S. Lam, Utilities Engineer, Electric Division, following CUCA’s
waiver of its right to cross-examine him. No other party presented witnesses, and no public witnesses
appeared at the hearing,

After the hearing, the parties filed briefs and proposed orders on May 26, 2006, as allowed by
the Commission.

On June 1, 2006, the Commission issted an order allowing any party to file a reply brief. On
June 8, 2006, the Company filed a reply brief.

Finally, on June 26, 2006, the Company filed exhibit pages that had been inadverfently
omitted when the supplemental testimony of Janice D. Hager was filed with the Commission’s Clerk
on April 26, 2006. The exhibit pages had been served on the parties on April 26, 2006, and they were
admitted into evidence at the hearing. No party objected to this late filing of the exhibit pages with
the Clerk.

Based upon the Company's verified Application, the testimony and exhibits received into
evidence.at the hearing, and the record as a whole, the Commission makes the following:

FINDINGS OF FACT

L. Duke is a duly organized limited liability company existing under the laws of the State
of North Carolina and is engaged in the business of developing, generating, transmitting, distributing,
and selling electric power to the public in Narth Carolina, and is subject to the jurisdiction of the
North Carolina Utilities Commission as a public utility. Duke is lawfully before this Commission
based upon its Application filed pursuant to G.S. 62-133.2.

2. The test period for purposes of this proceeding is the 12-month period ended
December 31, 2005.

3. Duke’s fuel procurement and power purchasing practices during the test period were
reasonable and prudent.

4, The test period per book system sales are 78,776,140 MWh.
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5. The test period per book system generation is 90,784,256 MWh and is categorized as

follows:
Generation Type MWh
Coal 46,572,280
Qil and Gas 74,384
Light Off -
Nuclear 40,545,294
Hydro 1,841,017
Net Pumped Storage (858,150)
Purchased Power 1,180,806
Catawba Interconnection Agicements 1,244,200
Interchange 184,425

Total Generation 90,784,256

6. The nuclear capacity factor appropriate for use in this proceeding is 950%.

7. The adj

usted test period system sales for use in this proceedirig are 78,616,204 MWh,

8. The adjusted test period system generation for use in this proceeding, is 90,104,290
MWh and is categorized as follows:

Generation Typs MWh
Coal 48,389,480
Qil and Gas 101,476
Light Off -
Nuclear 39,579,650 . .
Hydro - 1,682,200
Net Pumped Storage (829,322)
Purchased Power 1,180,806
Total Generation 90,104,299
9. The appropriate fuel prices and fuel expenses for use in this proceeding are as follows:
A, Thecoal fuel price is $26.68/MWh,
B.  Theoil and gas fuel price is $160.37/MWh.
C.  Theappropriate Light Off fuel expense is $9,837,000.
* D.  Thenuclear fuel price is $4.38/MWh.
E.  The nuclear fuel price for Catawba generation is $4.23/MWh.
F. The purchased power fuel price is $22.66/MWh.
G.  The adjusted level of fuel credits associated with intersystem sales is
’ $198,755,000.
10.  Sefting fuel costs associated with purchases from power marketers and certain other

sellers at a level equal
proceeding.

to 50% of the energy pottion of the purchase price is reasonable for use in this

11.  The adjusted test period system fuel expense for use in this proceeding is

$1,318,414,000.
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12.  The appropriate fuel factor for this proceeding is 1.6770¢/kWh, excluding gross
receipts tax.

13, The Company's North Carolina test period jurisdictional fuel expense over-collection
was §3,731,000. The pro forma North Carolina jurisdictional sales are 54,338,729 MWh.

14. The Company's Experience Modification Factor (EMF) is a decrement of
0.0069¢/kWh, excluding gross receipts tax.

15.  Interest expenses associated with over-collection of test period fuel expenses during
the test period amount to $560,000 based upon a 10% annual interest rate,

16.  The EMF interest decrement is 0.0010¢/kWh, excluding gross receipts tax.

17.  The final net fuel factor produced by these Findings of Fact to be billed to Duke’s
North Carolina retail customers during the 2006-2007 fuel clause billing period is 1.6691¢/kWh,
excluding gross receipts tax, consisting of the prospective fuel factor of 1.6770¢/kWh, the EMF
decrement of 0.0069¢/kWh, and the EMF interest decrement of 0.0010&kWh.,

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 1

This finding of fact is essentially informational, procedural, and jurisdictional in nature and is
not controverted. <

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 2

G.S. 62-133.2(c) sets out the verified, annualized information which each electric utility is
required to furnish to the Commission in an annual fuel charge adjustment proceeding for an
historical 12-month test period. In Commission Rule R8-55(b), the Commission has prescribed the
12 months ending December 31 as the test period for Duke. The Company’s filing was based on the
12 months ended December 31, 2005.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 3

Commission Rule R8-52(b) requires each electric utility to file a Fuel Procurement Practices
Report at least once every 10 years and each time the utility's fuel procurement practices change. The
Company's updated fuel procurement practices were filed with the Commission in Docket No. E-100,
Sub 474, in July 2004 and were in effect throughout the 12 months ended December 31, 2005. In
addition, the Company files monthly reports of its fuel costs pursuant to Commission Rule R8-52(a).

Duke witness Batson described the Company’s fuel procurement practices. These practices
include estimating fuel requirements, establishing appropriate inventory requirements, monitoring on-
going fuel requirements, developing qualified supplier lists, bid evaluation, balancing long term
contracts and spot purchases, expediting/monitoring purchases, and on-going quality control.

In its brief, CUCA recommends that the Commission disallow $49.7 million in fuel costs die

to Duke’s failure to engage in prudent coal purchasing practices during the test period. CUCA
contends that (1) Duke neglected to adequately diversify its coal supply sources and (2) Duke
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unreasonably incorporated excessive emission allowance prices in comparison studies of its coal
supply options in order to justify purchases of expensive low sulfur coal and avoid using emission
allowances and making capital improvements. CUCA states that the incurrence of higher coal
expenses instead of using emission allowances or making capital improvements allows Duke to
attempt to recover most costs from ratepayers through firel charge adjustment proceedings and leaves
fewer costs to be bomne by sharcholders until its next general rate case. CUCA calculates the
$49.7 million recommended disallowance by reducing Duke’s fuel expense forcoal consumed during
the test period, which was $994.5 million, by 5%. CUCA argues that the 5% reduction is appropriate
considering the coal costs incurred by certain other utilities in Duke’s region.

CUCA’s brief relies heavily on certain information from Duke’s 2006 Duke Power Fuels
Management Ten-Year Assessment and Plan, identified in the record as CUCA Batson Cross-
Examination Exhibit No. 1. Using information in this confidential exhibit, CUCA essentially argues
that Duke bumed only Central Appalachia coal in 2005, excluding small amounts of non-Central
Appalachia coal used in test burns, and that Duke was imprudent to reply upon this single source of
coal.

In response to questions from counsel for CUCA, Duke witness Batson explained the
transportation and operational issues associated with using non-Central Appalachia coal. In
connection with developing its 2006 Fuel Management Ten-Year Assessment & Plan, Duke
benchmarked its coal costs against those of other utilities within and outside the Southeast. Witness
Batson described the geographic and transportation differences between the Company and the other
utilities in the assessment that led to Duke’s continued reliance on Central Appalachia coal, given the
delivered cost of various coals to the Company and environmental restrictions on the Company’s
emissions. Witness Batson testified that the Company continually evaluates the market conditions”
for non-Central Appalachian coal, even if Duke does not receive offers from the market through an
REP process.

Witness Batson testified that Duke's coal-fired generation plants were designed to bum
Central Appalachia coal. To bum other types of coal on a regular basis, the Company would need to
make significant capital improvements, such as installing, coal-blending facilities, installing soot
blowers to address slagging, and making coal handling improvements and other equipment
modifications, including modifications to boilers and coal mills. Witness Batson explained that
higher sulfur coal in particular has a lower ash fiision temperature than the coal the units were
designed to bum. The result is the creation of “slag” that clings to the sides of the boilers and boiler
tubes, cakes up, and can form large clinkers that increase the ‘possibility of forced outages. Further,
due to environmental restrictions, the Company cannot bum Northem Appalachian or Illinois Basin
coals other than in very small percentages until scrubbers are installed and operational. Witness
Batson also testified conceming the transportation difficulties which Duke had .encountered in its
attempts to diversify its coal supply. He testified that it-generally took Duke some period of time to
get the railroads to develop the infrastructure-and get crews in place to deliver coal from a new coal
supply region to Duke’s plants. For example, he stated that Duke had been working with a railroad
for a couple of years to-be able to get deliveries under a Northern Appalachia coal supply agreement
starting in 2007. According to Batson’s testimony, the Company reasonably and appropriately
evaluates the use of non-Central Appalachian coals on a total cost basis, considering the fuel cost on
a delivered basis, any increased operation and maintenance costs, and the cost of any capital
modifications that would be required.
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Additional evidence concerning Duke’s initiatives and efforts to diversify its coal supply and
purchase less expensive coal is discussed below in the Evidence and Conclusions for Finding of Fact

No. 9.

After review of the evidence in this case relevant to CUCA’s argument that Duke neglected to
adequately diversify its coal supply sources, the Commission concludes that the Company’s coal
purchasing practice$ were reasonable during the test period. Duke wiiness Batson testified that the
Company continually evaluates non-Central Appalachia coal, considering commodity and delivery
costs as well as transportation and operational constraints. CUCA submitted no evidence pointing to
any specific coal purchase transaction entered by Duke during the test vear, or coal purchasing
opportunity foregone, in support of its imprudency argument. CUCA relies heavily on comparisons
of the cost of coal between Duke and certain other utilities. While such benchmark comparisons can
be useful, evidence in the record also demonstrates that there are differences in plant design and coal
supply options which affect coal costs. Therefore, differences in coal costs between utilities, without
more, do not constitute sufficient evidence upon which to predicate a finding of imprudence.

As noted above, CUCA also takes the position that Duke unreasonably incorporated excessive
emission allowance prices in comparison studies of its coal supply options in order to justify
expensive low -sulfir coal purchases and avoid using emission allowances or making capital
improvements. More specifically, CUCA argues that the Company should use the book cost of its
emission allowances in inventory, rather than market prices of emission allowances (which have been
escalating), to adjust coal cost comparisons for SO2 content in its evaluation of coal purchases from
various suppliers.

The Commission finds it unnecessary to decide this issue in this proceeding. First,
transportation and operational constraints clearly limited the Company’s ability to purchase high
sulfur coal from suppliers outside the Central Appalachia region even if it had wanted to do so.
‘Further, Duke witness Batson maintained that Duke’s use of the currént market price for emission
allowances is appropriate for making economic evaluations of incremental coal purchases. CUCA
presented evidence of no particular coal purchasing decision which should have changed, based on
cost considerations alone, if the Company had used the book cost of its emission allowances, and
Duke witness Batson testified that he was not sure whether the Company’s purchase decisions would
have changed if it had used a different emission allowance price. Given the evidence in this record,
the Commission cannot determine that this issue affected Duke’s coal purchase decisions or cost of
coal during the test period. In Utilities Commission v. Intervenor Residents, 52 N.C.App. 222
(1981), reversed 305 N.C. 62 (1982), as in the present proceeding, there was testimony from a utility
witness that the expenses in question were reasonable and this tesiimony was not contradicted or
challenged by any other witness. “No party offered any evidence to refute this testimony nor even
any evidence tending to show that the costs allocated to the Company were unusual in any way or
unreasonable,...” 305 NC at 75. The Supreme Court re-affirmed that the burden of persuasion as to
the reasonableness of expenses “always rests with the utility,” but the Supreme Court went on to state
that, “in the absence of contradiction or challenge by affirmative evidence offered by any party to the
proceeding, the Commission has no affirmative duty to make further inquiry or investigation into the
reasonableness of charges or fees paid to affiliated companies.” Id. The Supreme Court-conciuded
that the “burden of going forward with evidence of reasonableness and justness arises only when the
Commission requires it or affirmative evidence is offered by a party to the proceeding that challenges
the reasonableness of expenses...” 305 N.C. at 76. The Commission finds no evidence in this
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proceeding to support CUCA’s argument, Should this issue arise in future fuel adjustment
proceedings, the Commission will decide the matter based on the record in those proceedings.

No other party elicited testimony contesting the Company’s fuel procurement and power
purchasing practices. Based upon the fuel procurement practices report, the evidence in the record,
and the absence of any credible testimony to the contrary, the Commission concludes. that these
practices were reasonable and prudent during the test period.

EVIDENCE AND CONCLUSIONS FOR FINDINGS QF FACT NOS. 4-6

The evidence for these findings of fact is found in the testimony of Company witness Hager
and the affidavit of Public Staff witness Lam.

Company witnéss Hager testified that the test period per book éystem sales were 78,776,140
MWHh and test period per book system generation was 90,784,256 MWh. The test period per book
generation is categorized as follows:

Generation Type MWh
Coal \ 46,572,280
Oiland Gas 74,384
Light Off -
Nuclear 40,545,294
Hydro 1,841,017
Net Pumped Storage (858,150)
Purchased Power - 1,180,806
Catawba Contract Purchases -
Catawba Interconnection Agreements 1,244,200
Interchange ' 184,425
Total Generation 90,784,256

Commission Rule R8-55(c)(1) provides that capacity factors for nuclear production facilities
will be normalized based generally on the national average for nuclear production facilities as
reflected in the most recent North American Electric Reliability Council’s (NERC) Equipment
Availability Report, adjusted to reflect the unique, inherent characteristics of the utility facilities and
any unusual events.

Witness Hager testified that Duke achieved a system average nuclear capacity factor of
93.68% for the test period and that the most recent (2000-2004) NERC five-year average nuclear
capacity factor for all pressurized water reactor units is 88.46%. The affidavit of Public Staff witness
Lam also included this information. Witness Hager recommended a nuclear capacity factor of 90%
for use in setting the firel rate in this proceeding, based on the operational history of the Company’s
nuclear units and the number of outage days scheduled for the billing period.

By recommending Commission approval of Duke’s propesed fuel factor, Public Staff witness
Lam implicitly agreed with the Company’s per books sales and generation levels of 78,776,140 MWh
and 90,784,256 MWh, respectively, as well as Duke's recommended nuclear capacity factor of 90%.
No other party contested these amounts,
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Based upon the agreement of the Company and the Public Staff as to the appropriate levels of
per book system MWh generation and sales, and noting the absence of evidence presented to the
contrary, the Commission concludes that the levels of per book system sales of 78,776,140 MWh.and
per book system gencration of 90,784,256 MWh are reasonable and appropriate for use in this

praceeding.

Based upon the requirements of Commission Rule R8-55(c)(1), the historical and reasonably
expected performance of the Duke system, the agreement of the Public Staff, and the absence of
evidence to the contrary, the Commission concludes that the 90% nuclear capacity factor and its
associated generation of 39,579,650 MWh, excluding the Catawba Joint Owners’ portion of said
generation, are reasonable and appropriate for determining the appropriate fuel costs in this

proceeding.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NOS. 7-8
The evidence for these findings of fact is found in the testimony of Company witness Hager.

Witness Hager made an adjustment of a negative 159,936 MWh and a negative 679,966 MWh
to per book system sales and generation, respectively, to normalize for weather, customer growth, the
Catawba Interconnection Agreements, and line losses/Company use, based on a 90% normalized
system nuclear capacity factor, She, therefore, calculated an adjusted system sales level of
78,616,204 MWh and an adjusted system generation level of 90,104,290 MWh.

By recommending Commission approval of Duke’s proposed firel factor, Public Staff witness
Lam implicitly accepted witness Hager's adjusted sales and generation”levels of 78,616,204 MWh
and 990,104,290 MWh, respectively. No party contested the Company’s adjustments for weather
normalization, customer growth, Catawba retained generation, or line losses/Company use.

The Commission coneludes, after finding a system nuclear capacity factor of 90% reasonable
and appropriate in Finding of Fact No. 6, that the adjustment to per books system generation of a
negative 679,966 MWh and the resulting adjusted test period system generation level of 90,104,290
MWh are both reasonable and appropriate for use in this proceeding, Total adjusted generation is
categorized as follows:

Genetation Type MWh
Coal 48,389,480
0il and Gas 101,476
Light Off ! -
Nuclear 39,579,650
Hydro 1,682,200
Net Pumped Storage (829,322)
Purchased Power 1,180,806
Total Generation - 90,104,299

The Commission also finds the adjusted sales level of 78,616,204 MWh to be reasonable and
appropriate for use in this proceeding.
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EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 9

The evidence for this finding of fact is found in the testimony and exhibits of Company
witnesses Batson and Hager.

Company witness Batson testified regarding Duke’s fossit fuel costs during the test year and
changes expected in 2006. Witness Batson described market conditions in the spot and contract coal
markets during the test year and the increasing costs of coal in the current market due to increasing
domestic and intemational demand for coal, limited production response to this inereased demand
(especially in Central Appalachia), continuing strong export market conditions for Central
Appalachia coal, increasing mining operating costs, high natural gas prices, and transportation
complexities associated with altemalive coal sources. Duke benefited from favorably priced coal
contracts negotiated in previous years, which resulted in significantly lower average coal mine costs
in the test year compared to prevailing market prices. During the test period, the Company continued
to purchase synthetic fuel from facilities at Duke’s Belews Creek and Marshall steam stations under
the arrangements addressed in the fuel proceedings in Docket Nos. E-7, Sub 780 and E-7, Sub 746,
resulting in savings of over $14 million in 2005,

Witness Batson further testified that, as Duke’s existing coal contracts expire, they will be
replaced at market prices significantly higher than what they have been in the past few years. Current
market prices used by the Company in calculating its proposed fuel factor are based on new coal
contracts entered into in late 2005, recent unsolicited offers from several producers, and forward coal
prices as published by coal brokers that indicate Central Appalachia coal prices for the balance of
2006 and first half of 2007 in the low to upper $50s per ton for contract arangements. This data
indicates that the Company’s cost of coal will be increasing in 2006 compared to 2005, although
Duke’s average cost of coal will be below the projected market price for Central Appalachia coal in
2006.

Wilness Batson testified that average coal transportation costs increased in the test year due to
increases in fuel surcharges applied by the railroads as a result of increasing fuel oil prices and tariff
and contractual escalations relating to freight rates paid in 2005. For the test year, transportation
costs constituted 31% of the Company’s total delivered cost of coal. The Company expects that filel
surcharges will continue to apply in 2006 as fuel oil prices remain high.

Witness Batson also testified as to the Company’s settlement of rate case complaints Duke
initiated at the Surface Transportation Board (STB) concemiing the freight rates Norfolk Southern
Railway Company (Norfolk Southem) and CSX Transportation (CSX) charged the Company. In
June 2005, Duke reached settlements with both railroads and entered into new transportation
contracts. Key terms of the agreement with Norfolk Southern include a lump sum cash payment,
which Duke received and credited against fuel expense, and a multi-year rail transportation contract
with rates comparable to tarif rates the Company was paying. Key terms of the agreement with CSX
include a multi-year rail transportation contract with rates slightly below the tariff rates the Company
was paying for captive coal plants, an extension of coal deliveries to its Marshall steam station at
competitive terms, and the provision of new rates for non-Central Appalachia coal sources to all of
Duke’s steam stations on the CSX system that have enhanced coal supply flexibility. Witness Batson
stated that the primary benefit of reaching settlements and multi-year agreements with the rajlroads is
the elimination of exposure to Norfolk Southern’s and CSX's unlimited authority to increase rates
upon 20 days notice.

125



ELECTRIC ~ ADJUSTMENT OF RATES

Witness Batson testified that the Company is pursuing several initiatives that will limit
exposure to regional coal market price increases and help control and stabilize coal costs in genéral.
The Company continues o take action to enhance a comprehensive coal procurement strategy that
reduces the risk of the extreme price volatility that can be seen in the coal market. Aspects of this
strategy include having the appropriate mix of contract and spot purchases, staggering coniract
expirations such that the Company is not in the position of replacing a significant percentage of
contracts at any one time, and purswing contract extension options that provide flexibility to extend
terms within a price collar.

Further, witness Batson testified about the Company’s efforts to develop the ability to bum
non-Central Appalachia coal in the future to take advantage of market opportunities to purchase less
expensive coal as these opportunities arise. Duke performed test burns on several non-traditional
coals in 2005 and early 2006, including coals from Wyoming's Powder River Basin, Pennsylvania’s
Northem Appalachia Basin, and imported coal from South America. Witness Batson further testified
that the Company will continue to evaluate operational and maintenarice plant issues associated with
the use of non-Central Appalachia coal, as permitted given environmental restrictions, and will
communicate with the appropriate railroads the need to develop appropriate infrastructure to deliver
this coal. This market and operational evaluation will analyze current and future opportunities to
diversify the Company’s coal supply with the result being able to provide on-going flexibility to take
advantage of purchase opportunities in changing domestic and international market conditions, In
2005, the Company installed a coal blending system at its Marshall plant so that it would be in a
position to take advantage of coal blending opportunities when the Company’s first scrubbers at that
facility come on line. Witness Batson stated that.the Company expects that non-Central Appalachia
coals could represent as much as 15% of Duke’s total coal supply in 2007 as coal and rail market
conditions develop and stabilize. Given infrastructure improvements that will increase the capacity at
the port in Charleston, South Carolina, Duke will begin receiving coal from South America in
May 2006. Additionally, Duke has obtained competitive rail rates on the CSX system to its plants
from new coal sources and has entered into a supply agreement for Northern Appalachia coal

beginning in 2007.

Duke witness Hager testified that, during the test year, the fossil steam generating plants
provided approximately 52% of the Company’s total generation and that the heat rate for these units
was 9,528 BTU/MWh. Achievement of this heat rate continues Duke’s consistent track record of
operating the most efficient fossil-fired units in the country,

Witness Hager recommended firel prices and expenses as follows:

The coal fuel price is $26.68MWh.

The oil and gas fuel price is $160.37/MWh.

The appropriate Light Off fuel expense is $9,837,000.

The nuclear fuel price is $4.38/MWh.

The nuclear fuel price for Catawba generation is $4.23/MWh.

The purchased power fuel price is $22.66/MWh.

The adjusted level of fuel credits associated with intersystem sales is $198,755,000.

QEmEUOw>

By recommending Commission approval of Duke’s proposed fuel factor, Public Staff witness
Lam implicitly agreed with the Company’s proposed fuel prices and expenses.
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Based upon the evidence in the record as to the appropriate fuel prices and expenses, the
Commission concludes that the fuel prices recommended by witness Hager and accepted by the
Public Staff are reasonable and appropriate for purposes of this proceeding.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACTNO. 10

The evidence for this finding of fact is contained in the affidavit of Public Staff witness
Peedin and the exhibits of Company witness Hager.

Public Staff witness Peedin’s affidavit stated that one of its purposes was to present her
calculation of the appropriate fuel-to-energy percentage to be applied to the fuel costs associated with
power marketers and other suppliers who supplied power to the Company during the test year.
Witness Peedin indicated that, in order to determine this percentage, the Public Staff had performed
an analysis of the fuel component of off-system sales made by Duke, Virginia Electric and Power
Company and Carolina Power & Light Company d/b/a Progress Energy Carolinas, Inc. (PEC), which
are set forth in the utilities’ Monthly Fuvel Reports for the twelve months ended December 31, 2005.
This analysis is similar to that performed by the Public Staff for the 1997 Stipulation addressing this
matter (which was applicable to the 1997 and 1998 fuel proceedings) and the similar 1999 Stipulation
{which was filed by PEC on June 4, 1999, in Docket No. E-2, Sub 748, and intended by the parties to
be applicable to the 1999, 2000, and 2001 fuel cost proceedings). Similar analyses were performed
for the 2002 through 2005 fuel proceedings. The methodology used for each of the above-mentioned
Stipulations and subsequent firel proceedings has been accepted by this Commisston as reasonable in
each fue] case since the beginning of 1997.

Witness Peedin stated that G.S. 62-133.2 requires that purchased power-related costs -
recovered through fuel proceedings consist of only the fuel cost component of those purchases.
However, in its Order in Duke’s 1996 fuel adjustment proceeding, the Commission stated that
whether a proxy for actual fuel costs associated with these types of purchases would be acceptable in
a future fuel proceeding would depend on “whether the proof can be accepted under the statute,
whether the proffered information scems reasonably reliable, and whether or not alternative
information is reasonably available.,” Order Approving Fue] Charge Adjustment, Docket No. E-7,
Sub 575 (June 21, 1996).

Public Staff witness Peedin stated in her affidavit that the Public Staff continues to consider it
reasonable to use the utilitics’ off-system sales as a basis for determining the proxy fuel cost as
described above. Because the sales made by marketers and other suppliers utilize the same types of
generation resources that the utilities use to make their sales, the Public Staff believes that it is
reasonable to assume for purposes of thése proceedings that the fuel-to-energy cost percentage
inherent in the purchases made by the utilities is similar to the percentage exhibited by the utilities’
sales. Additionally, the information used by the Public Staff to determine the off-system sales fisel
percentage was derived from the Monthly Fuel Reports filed with the Commission and, in the opinion
of the Public Staff, is reasonably reliable. Finaily, the Public Staff is unaware of any alternative
information currently available conceming the fuel cost component of marketers’ sales made to
utilities. Therefore, the Public Staff believes that the methodology used in the past Stipulations and
in the analysts for this proceeding meets the criteria set forth in the 1996 Duke Order.

As part of its current review, the Public Staff analyzed the ofi-system sales information in
several different ways. The Public Staff’s analyses resulted in fire] percentages ranging from 45.33%
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to 57.67%, as set forth on Peedin Exhibit I After evaluating all of the data and calculations, the
Public Staff concluded that the off-system sales fuel percentage should be 50% for purposes of this
proceeding.

The Comumission concludes, as it has in past dockets, that the methodology underlying
the 1997 and 1999 Stipulations, the use of the utilities’ own off-system sales to determine the proxy
fuel cost for purchases from entities that do not provide actual fiiel costs, is reasonable and satisfies
the requirements set forth in the 1996 Duke fuel case order for purposes of this proceeding. First, the
results of applying the methodology can be accepted under G.S. 62-133.2. As Public Staff witness
Peedin stated in her affidavit, the sales made by marketers and other relevant suppliers are sourced
from the same types of generation resources that the utilities regulated by this Commission use to
make their sales. The Commission thus finds it reasonable to assutne for purposes of this proceeding
that the fuel-to-energy cost percentage exhibited by the utilities’ sales is similar to the percentage
inherent in the sales made to Duke from the same types of generating resources. Second, the
Commission concludes that the information used by parties to derive the fuel percentage is
reasonably reliable, According to Public Staff witness Peedin’s affidavit, this data was derived from
the Monthly Fuel Reports filed by the utilities with the Commission, which are public reports taken
from the utilities’ financial records that are subject to Commission review. Finally, no party to this
proceeding has elicited evidence of any altemnative information available concerning the fuel cost
component of purchases made from power marketers or other relevant sellers of power to Duke.
Therefore, the Commission concludes that the methodology underlying the 1997 and 1999
Stipulations used in prior cases meels the criteria set forth in the 1996 Duke fuel case order and is
reasonable for purposes of this proceeding as the method of determining the proxy fuel cost.

Given the fact that the Commission has concluded that the methodology underlying the 1997
and 1999 Stipulations is reasonable for purposes of this proceeding, the question remains as to the
appropriate fuel percentage to be used in this case. As part of its current review, the Public Staff
analyzed the off-system sales information in different ways, The Public Staff’s analyses resulted in
percentages ranging from 45.33% to 57.67% and, based on its analyses, the Public Staff concluded
that 50% is an appropriate and reasonable fuel proxy percentage for purposes of this proceeding.
Duke reviewed and accepted the results of the analysis performed by the Public Staff, and no other
party opposed the Public Staff’s recommendation.

Based on the foregoing, the Commission concludes that it is reasonable, for purposes of this
proceeding, to use the 50% fuel percentage as the basis for determining the proxy fuel costs for
purchases from power marketers and other suppliers that do not provide actual fuel costs.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 11-17

The evidence for these findings of fact is contained in the testimony and exhibits of Company
witness Hager and the affidavits and testimony of Public Staff witnesses Peedin and Lam.

Based upon the agreement between the Company and the Public Staff as to the appropriate
levels of sales, generation, and unit fuel costs, as discussed in the Evidence and Conclusions for
Findings of Fact Nos. 4-9, the Commission concludes that adjusted test period system fuel expenses
of $1,318,414,000 and a base fuel factor of 1.6770¢/kWh, excluding gross receipts tax (as set forth on
Hager Exhibit 1, Schedule 2(c)), are reasonable and appropriate for use in this proceeding. This
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approved base fuel faclor is 0.5738¢/kWh higher than the base fuel factor of 1.1032¢/kWh set in the
Company’s [ast general rate case, Docket No. E-7, Sub 487.

G.S. 62-133.2(d) provides that the Commission “shall incorporate in its fuel cost
determination under this subsection the experienced over-recovery or under-recovery of reasonable
fuel expenses prudently incurred during the test period. . . in fixing an increment or decrement rider.
The Commission shall use deferral accounting, and consecutive test periods, in complying with this
subsection, and the over-recovery or under-recovery portion of the increment or decrement shall be
reflected in rates for 12 months, notwithstanding any changes in the base fuel cost in a general rate
case.”

Public Staff witness Peedin testified about the results of the Public Staffs investigation of the
Expentence Modification Factor (EMF). The EMF rider is utilized to “true-up™ the recovery of fuel
costs incurred during the test year pursuant to G.S. 62-133.2(d) and Commission Rule R8-55. The
Public Staff’s investigation included procedures to evaluate whether the Company properly
determined its per books fuel costs and fiiel revenues during the test petiod. These procedures
included a review of the Company’s filing, prior Commission Qrders, the Monthly Fuel Reports filed
by the Company with the Commission, and other Company data provided to the Public Staff.
Additionally, the procedures utilized by the Public Staff included review of certain specific types of
expenditures impacting the Company’s test year fhel costs, including nuclear fuel disposal costs,
federally mandated payments for decommissioning and decontamination of Department of Energy
uranium enrichment facilities, payments to non-utility generators, and purchases of power from other
suppliers who may or may not have provided the actual fuel costs associated with those purchases.
Also, the Public Staff’s procedores included reviews of the source documentation associated with
fuel costs for certain selected Company generation resources. Performing the Public Staffs
investigation required the review of numerous responses to written and verbal data requests, as well
as a site visit to the Company’s ofiices.

Witness Peedin testified that she made two adjustments that reduced the Company’s test year
system fuel expenses. First, she made an adjustment to apply the 50% fuel percentage as discussed
above to Duke's purchases from power marketers and other suppliers who do not provide actual fuel
costs. Second, witness Peedin recommended an adjustment to reduce North Carolina retail test year
fuel expense for the portion of the settlement with Norfolk Southem that was not reflected in test year
expenses, The Company applied the settlement payment from Norfolk Southem as a reduction to
coal inventory as required by the Uniform System of Accounts, Because it takes several months for
coal in inventory to be bumed and reflected as actual fuel cost, the entire settlement amount did not
flow through test year fuel expense. The Public Staff prefers that the entire settlement amount flow
through to fuel expense during this test perjod.

In her supplemental testimony, Duke witness Hager presented Revised Hager Exhibit 6
setting forth the Company’s revised recommended EMF increment. Witness Hager testified that she
had reflected witness Peedin’s recommended adjustments to test year fuel expense in this exhibit. In
addition, witness Hager proposed that an adjustment be made to apply the 50% fuel percentage to
purchases of power the Company used to supply intersystem sales. The total over-recovery set forth
on Revised Hager Exhibit 6, page 1 of 2 is $3,731,000. Witness Peedin testified that the Public Staff
accepted the Company’s adjustment and caleulation of the total over-recovery. Witness Hager also
noted that the deferred tax decrement rider approved by the Commission in Docket No. E-7, Sub 780
for a one year period was not applied to the fuel factor when computing the over-recovery. The rider

129



ELECTRIC - ADJUSTMENT OF RATES

expires on June 30, 2006, Based upon the evidence in the record, the agreement of the Company and
the Public Staff, and the absence of any evidence to the contrary, the Commission concludes that
Duke’s reasonable North Carolina retail test period jurisdictional fuel expense over-collection is

$3,731,000.

Pl

Hager Exhibit 5 and Hager Revised Exhibit 6 set forth 54,338,729 MWh as the level of test
year adjusted North Carolina retail sales to be used to calculate the EMF increment rider. No party
disagreed with this level of MWh sales, and the Commission finds it réasonable.

Duke witness Hager calculated the EMF decrement by dividing the $3,731,000 over-
recovered firel expense by the adjusted North Carolina jurisdictional sales of 54,338,729 MWh to
arrive at an EMF decrement of 0.0069¢/kWh, excluding gross receipts tax. She likewise divided the
associated interest of $560,000 by the adjusted North Carolina jurisdictional sales of 54,338,729
MWh, producing an EMF interest decrement of 0.0010¢/kWh. Public Staff witness Peedin
recommended the same EMF decrement and EMF interest decrements. The Commission concludes
that an EMF decrement of 0.0069¢/kWh, excluding gross teceipts tax and an EMF interest decrement
of 0.0010¢/kWh, are reasonable and appropriate for use in this proceeding. ™

Accordingly, the overall fuel calculation, incorporating the conclusions reached herein, results
in a net fuel factor of 1.6691#/kWh, excluding gross receipts tax, consisting of a prospective fiel
factor of 1.6770¢/kWh and EMF and EMF interest decrements of 0.0069¢/kWh and 0.0010¢/kWh,
respectively. '

Two other rate changes, which have already been ordered in separate proceedings, should be '
mentioned here. First, in Duke’s 2005 fuel charge adjustment proceeding in Docket No. E-7,
Sub 780, the Commission’s June 15, 2005 Order approved a rate decrement related to excess deferred
income taxes and provided for it to remain in effect for service rendered through June 30, 2006.
Expiration of this-deferred tax decrement results in an increase of 0.2041 cents per kWh (including
North Carolina gross receipts tax). Sccond, in the recent merger proceedings in Docket No. E-7,
Sub 795, the Commission approved a one-year rate decrement in the amount of $117,517,000 in
order to sharé with retail customers some of the cost savings associated with the merger of Duke
Energy Corporation and Cinergy Corporation, and the Commission provided for this merger savings
decrement to be implemented in conjunction with the 2006 fuel charge adjustment proceedings. On
May 30, 2006, the Commission issued an Order in Docket No. E-7, Sub 795, approving a one-year
mierger savings decrement of 0.2182 cents per kWh (including North Carolina gross receipts tax),
effective for service rendered on and after July 1, 2006. Both of these rate changes should be
included in the public notice given in conjunction with this docket.

IT IS, THEREFORE, ORDERED:

1. That, effective for service rendered on and after July 1, 2006, Duke shall adjust the
base fuel cost approved in Docket No. E-7, Sub 487, in its North Carolina retail rates by an amount
equal to a 0.5738¢/kWh increase (excluding gross receipts tax), and further that Duke shall adjust the
resultant approved fuel cost by decrements of 0.0069¢/kWh and 0.0010¢/kWh (excluding gross
receipts tax) for the EMF and EMF interest decrements, respectively. The EMF decrement and EMF
interest decrement are to remain in effect for service rendered through. June 30, 2007.
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2. That Duke shall file appropriate rate schedules and riders with the Commission in
order to implement these approved rate adjustments no later than 10 days from the date of this Order.

3. That Duke shall notify its North Carolina retail customers of these rate adjustments by
including the Notice to Customers of Change in Rates attached as' Appendix A as a bill insert with
bills rendered during the Company's next normal billing cycle.

ISSUED BY ORDER OF THE COMMISSION.
Thisthe _27% day of June, 2006.

NORTH CAROLINA UTILITIES COMMISSION

Gail L. Mount, Deputy Clerk
mr061906.01

APPENDIX A
STATE OF NORTH CAROLINA
UTILITIES COMMISSION
RALEIGH

DOCKET NO. E-7, SUB 805
DOCKET NO. E-7, SUB 795,

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matier of :
Application of Duke Power, a Division of Duke )
Energy Corporation, Pursuant to G.S. 62-133.2 )
and NCUC Rule R8-55 Relating to Fuel Charge )
Adjustments for Electric Utilities )

NOTICE TO CUSTOMERS
OF CHANGE IN RATES

NOTICE IS GIVEN that the North Carolina Utilities Commission entered an Order in Docket
No. E-7, Sub 805, on June 27, 2006, after public hearings, approving a fuel charge net rate increase
of 0.1986 cents per kWh (including North Carolina gross receipts tax), or approximately
$107,917,000 on an annual basis, in the rates and charges paid by the retail customers of Duke in
North Carolina, effective for service rendered on and after July 1, 2006, The rate increase was
ordered by the Commission after review of Duke’s fuel expense during the 12-month period ended
December 31, 2005, and represents. actual changes experienced by the Company with respect to its
reasonable cost of fuel and the fiel component of purchased power during the test period.

Additionally, the expiration on the same date of the decrement related to excess defemed l
income taxes approved in Dacket No. E-7, Sub 780, results in a further increase 6f 0.2041 cents per
'kWh (inciuding North Carclina gross receipts tax).

Finally, on May 30, 2006, the Commission issued an Order in Docket No. E-7, Sub 795,
approving a one-yedr rate decrement of 0.2182 cents per kWh (including North Carolina gross
receipts tax), effective for service rendered on and after July 1, 2006, related to cost savings
assoctated with the merger of Duke Energy Corporation and Cinergy Corporation.
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The net change.in rates will be an increase of 0.1845 cents per kWh, which will be in effect
for service rendered for the peried of July 1, 2006 through June 30, 2007. The change in approved
rates will result in a monthly net rate increase of approximately $1.85 for each 1,000 kWh of usage

per month.

ISSUED BY ORDER OF THE COMMISSION.
This the _27™ day of June, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk

DOCKET NO. E-22, SUB 436
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of ‘
Application of Dominion North Carolina ) ORDER APPROVING
Power for Authority to Adjust its Electric ) FUEL CHARGE
Rates Pursuant to G.S. 62-133.2 and NCUC ) ADJUSTMENT

: )

Rule R8-55

HEARD: Tuesday, November 7, 2006, beginning at 9:00 am. in the Commission Hearing
Room, Dobbs Building, 430 North Salisbury Street, Raleigh, North Carolina 27603

BEFORE:  Commissioner James Y. Kerr, II, Presiding; and Commissioners Sam J. Ervin, IV, and
William T. Culpepper, IIl

APPEARANCES:
For Dominion quth Carolina Power:
Robert W. Kaylor, 225 Hillshorough Place, Suite 480, Ratei gh, North Carolina 27603

James C. Dimitri, McGuire Woods, LLP, 901 East Cary Street, Richmond, Virginia
23219

For Carolina Industrial Group for Fair Utility Rates

Ralph McDonald, Bailey and Dixon, LLP, Post Office Box 1351, Raleigh, North
Carolina 27602

For Nucor Steel-Hertford:

Joseph W. Eason, Nelson, Mullins, Riley & Scarborough, LLP, 4140 ParkLake
Avenue, Glen Lake One, Suite 200, Raleigh, North Carolina 27612
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Damon E. Xenopoulos, Brickfield, Burchette, Ritts & Stone, 1025 Thomas Jefferson
Street, NW, Washington, DC 20007

For the Using and Consuming Public:

Gisele L. Rankin, Staff Attomey, Public Staff-North Carolina Utilities Commission,
4326 Mail Service Center, Raleigh, North Carolina 27699-4326

Leonard G. Green, Assistant Attorney General, North Carolina Department of Justice,
P.0. Box 629, Raleigh, North Carolina 27602-0629

BY THE COMMISSION: North Carolina General Statute § 62-133.2 requires the North
Carolina Utilities Commission to hold a hearing for each electric utility engaged in the generation and
production of electric power by fossil or nuclear fuels for the purpose of determining whether an
increment or decrement rider is required to reflect actual changes in the cost of fuel and the fiiel
component of purchased power over or under thé base fuel component established in the last general
rate case. In addition, the Commission is required to incorporate in its fue] cost determination the
experienced over-recovery or under-recovery of reasonable fuel expenses prudently incurred duririg
the test year. The last general rate case order for Dominion North Carolina Power (Dominion NC
Power or the Company) was issued by the Commission on March 18, 2003, in Docket No. E-22,
Sub412, The last order approving a fuel charge adjustment for the Company was issued on
December 19, 2005 in Docket No. E-22, Sub 428.

On September 8, 2006, Dominion NC Power filed the direct testimony and exhibits of Wesley
S. Gregory, Anne M. Tracy, Jack E, Streightiff and Alan L. Meekins pursuant to G.8. § 62-133.2.and
Commission Rule R8-55 relating to fuel charge adjustments for electric utilities. The Company also
filed information and workpapers required by Commission Rule R8-35(d).

The Carolina Group for Fair Utility Rates (CIGFUR I) filed a petition to intervene en
September 11, 2006, which was allowed by Commission Order issued September 14, 2008,

Nucor Steel~Hertford (Nucor), a division of Nucor Corporation, filed a petition to intérvene
on September 13, 2006, which was allowed by Commission Order issued September 15, 2006,

On September 14, 2006, the Commission issued its Order Scheduling Hearing and Requiring
Public Notice. On September 15, 2006, the Commission issued its Order Rescheduling Hearing and
Requiring Publication of Revised Notice.

The Attorney General filed a notice of intervention on September 26, 2006.

On October 16, 2006, the Company filed the revised direct testimony and exhibits of Alan L.
Meekins.

On October 23, 2006, the Public Staff filed the testimony and exhibits of Darlene P. Peedin,
Staff Accountant, and the testimony of Thomas S. Lam, Electric Engineer. On October 31, 2006, the
Public Staff filed the revised testimony and exhibits of Ms. Peedin and the revised testimony of Mr.

Lam.
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On October 23, 2006, Nucor filed the testimony and exhibits of J. Bertram Soloman and Dr.
Matthew J. Morey.

On October 26, 2005, the Company filed its Affidavits of Publication.

On November 3, 2006, the Company filed the rebuttal testimony of Jack E. Streightiff:, Anne
M. Tracy, Andrew J. Evans, Karla J. Haislip and Alan L. Meekins. On November 6, 2006, Dominion

NC Power filed Appendix A of Karla J. Haislip’s testimony.

At the hearing, the prefiled direct and rebuttal testimony and exhibits of the Company’s
witnesses, the prefiled revised testimony and exhibits of Public Staff witnesses, and the testimony
and exhibits of Nucor’s witnesses were admitted into evidence. No public witnesses appeared at the

hearing,

Based upon- the verified Application, the evidence -adduced at the hearing, and the entire
record in this matter, the Commission makes the following

FINDINGS OF FACT

1. Dominion NC Power is duly organized as a public utility operating under the laws of
the State of North Carolina and is subject to the jursdiction of the North Carolina Utilities
Commission. The Company is engaged in the business of developing, generating, transmitting,
distributing, and selling electric power to the public in northeastem North Carolina. Dominion NC
Power is lawfully before this Comniission pursuant to G.S. § 62-133.2.

2. The test period for purposes of this proceeding is the twelve months ended
June 30, 2006,

3. The Company's fuel procurement and purchasing practices during the test period were
reasonable and prudent.

4. Thetest period per book system sales are 80,272,456 MWh.

5. The test period per book system generation is 84,610,882 MWh, which includes
various generation as follows:

Generation Type MWh
Coal 33,050,623
Combustion Turbine 3,636,807
Heavy-0il . 2,215,509
Nuclear 26,033,795
Hydro 2,577,329
Pumped Storage (Pumping) (2,778,276)
Power Transactions

NUG 11,015,103

Other 9,886,973

Sales for Resale (1,026,981)
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6. . The nuclear capacity factor appropriate for use in this proceeding is 91.67%, which is
the estimated nuclear capacity factor for the twelve months ending December 31, 2007.

7. The adjusted test period system sales for use in this proceeding are 80,464,487 MWL

8. The adjusted test period system generation for use in this proceeding is 84,817,849
MWh, which is categorized as follows:

Generation Type MWh
Coal 33,264,124
Combustion Turbine 3,660,300
Heavy Oil 2,229,851
Nuclear 25,854,361
Hydro 2,577,329
Pumped Storage (Pumping) (2,778,276)
Power Transactions
NUG 11,086,296
Other 9,950,845
Sales for Resale (1,026,981)
9, The appropriate fuel prices and fuel expenses for use in this proceeding are as follows:
A $23.47/MWh for coal;
B.  $4.25MWh for nuclear;
C.  $82.93/MWH for heavy oil;
D.  $64.35/MWh for internal combustion turbine fuel;
E.  $40.79/MWh for the fuel price of other power trangactions; and,
F.  Azero fuel pnce for hydro and pumped storage.

10.  The adjusted fest period system fuel expense for use in this proceeding is
$1,735,350,975.

11.  The proper fuel factor for this proceeding is 2.157¢/kWh, excluding gross receipts tax,
or 2.229¢/kWh, including gross receipts tax.

12.  Setting fuel costs associated with purchases from power marketers and certain other
sellers at a level equal to 50% of the energy portion of the purchase price is reasonable for use in this
proceeding.

13.  The adjustment recommended by the Public Staff reducing the Company’s test year
North Carolina retail fuel costs by $756,336 of Financial Transmission Rights (FTR) revenue, in
order to offset any congestion charges in the firel component of the Company’s net purchased power
expense, is necessary to bring the Company’s test year fiel costs into compliance with Ordering
Paragraph 1, Condition 1{€), as well as Ordering Paragraph 1, Condifion 2, of the Commission’s
Order Approving Transfer Subject to Conditions issued on April 19, 2005, in Docket No. E-22,
Sub 418 (PIM Order), and thus is reasonable and appropriate for purposes of this proceeding,

14.  The results of Dominton NC Power's study to determiine compliance with Ordering
Paragraph 1(e) of the PJM Order (hereinafier referred to as the PTM Study) cannot be relied upon and
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no explicit or implicit approval or aceeptance of Dominion NC Power’s methodology should be
assumed. The Company should continue to work with the Public Staff and other interested
intervenors on the study methodology and file a new study as ordered herein. To the extent the
Public Staff or other interested intervenors disagree with the Company’s proposed methodology, they
may file their own methodology and its results in testimony in the next fuel adjustment proceeding.

15.  The appropriate North Carolina test period jurisdictional fuel expense undercoilection
is $14,084,244. The adjusted North Carolina jurisdictional test year sales are 4,212,758MWh,

16.  The appropriate Experience Modification Factor (EMF) for this proceeding is an
increment of 0.334¢/kWh, excluding gross receipts tax, or 0.345¢/kWh, including gross receipts tax.

17.  The final net fuel factor to be billed to Dominion NC Power’s North Carolina retail
customers during the 2007 fuel clause billing period is 2.491¢/kWh, excluding gross receipts tax,
consisting of the prospective fuel factor of 2.157¢/kWh and the EMF increment of 0.334¢/kWh, or
2.574¢/kWh, including gross receipts tax, consisting of the prospective fiel factor of 2.229¢/kWh and
the EMF increment of 0.345¢/kWh.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 1

This finding of fact is essentially informational, jurisdictional, and procedural in nature and is
‘ot controverted.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 2

General Statule § 62-133.2(c) sets out the verified, annualized information that each electric
utility is required to furnish the Commissjon in an annual fuel charge adjustment proceeding for an
historical 12-month test period. Commission Rule R8-55(b} prescribes the 12 months-ending June 30
as the test period for Dominion NC Power. The Company’s filing was based on the 12 months ended
June 30, 2006,

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 3

Commission Rule R8-52(b) requires each electric utility to file a Fuel Procurement Practices
Report at least once every ten years and each time the utility's fue! procurement practices change,
The Company's current fiel procurement practices were filed with the Commission in Docket
No. E-100, Sub 47A, onr December 30, 2003. In addition, the Company files monthly reports of its
fuel costs pursuant to Rule R8-52(a),

In pre-filed testimony, Nucor witness Solomon questioned the reasonableness of certain coal
purchasing decisions of the Company and recommended that the Commission disallow at least
$4.35 million of North Carolina jurisdictional test year fuel costs unless the Company provided
adequate support to justify those purchases. However, in response to questions from the Commission
during the hearing, witness Solomon testified that he was no longer advancing his disallowance
recommendation after his review of the rebuttal testimony of the Company.

No other party offered testimony contesting the Company’s fuel procurement and power
purchastng practices.
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In its brief, Nucor recommended that the Commission should continue this proceeding or
initiate a separate proceeding pursuant to G.S. §2-37 to examine the impact of the Company’s failure
to build or acquire baseload peneration over the last several years on its fuel costs. Nucor further
recommended that the fuel charge allowed to go ito effect in this proceeding should be subject to
refund, pending the results of such a proceeding. Nucor stated that such a proceeding is necessary
because the annual fuel charge adjustment proceeding, given its compressed schedule, has been too
abbreviated to make such an examination. The Commission will not continue this proceeding or
initiate a new proceeding pursuant to G.S. 62-37 at this time to address the concems expressed by
Nucor. This ruling is without prejudice to any right of Nucor to raise such concerns in the IRP
process or a complaint proceeding.

In its brief, the Attorney General stated that it does not disagree that the Company has. carried
its burden of proof as to the reasonableness and prudence of the fuel costs incurred by the Company.
However, the Attorney General believes that the Company has failed to show its recovery of its fuel
costs would hold North Carolina customers harmless from the effects of its participation in PIM.
More specifically, the Attomey General argued that the Company has not-properly adjusted its fiel
costs to account for the substantial increase in purchased power, at significantly higher fuel costs,
which resulted from its membership in PJM. According to the Attormey General, if the Company had
generated an additional 2,427,828 MWh with its own generating plants, rather than purchasing this
power due to its membership in PIM, the Attomey General calculated that North Carolina retail
customers would have received the benefit of $1,715,959 in lower fuel costs. Therefore, the Attomey
General recommended that the Commission shouid consider reducing the Company's fuel costs by
$1,715,959 in order to hold customers hanmless from the fuel cost increase resulting from Dominion
NC Power’s increase in purchased power. After careful review of the record and the Attomey
General’s position on this issue, the Commission questions certain of the numerous and important
assumptions underlying the Attorney General’s position and calculations. For example, the Attoney
General assumes that the Company’s generating units could and should have purchased the additional
purchased power at $20.23 per MWh, which is the average fuel cost of the Company’s coal, nuclear,
oil and natural gas generating units. The Commission notes that Table 2 in the Attomney General’s
brief shows that only nuclear generation had an averdge system fitel cost less than $20.23 in the test
year. The Commission is unable to conclude that these assumptions are valid and cannot, for that
reason, accept the Attorney General’s proposed adjustment.

Based on the fiel procurement practices report and the absence of an appropriate basis for
reaching a contrary conclusion, the Commission concludes that the Company's fuel procurement and
power purchasing practices were reasonable and prudent during the test year.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS, 4-6

The evidence for these findings of fact is contained in the testimony of Company witnesses
Tracy and Streightiff and the testimony of Public Staff witness Lam,

Witness Streightiff testified that the test period per book system sales were 80,272,456 MWh
and test period per book system generation was 84,610,882 MWh. The test period per book system
generation is categorized as follows:
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Generation Type : MWH
Coal 33,050,623
Combustton Turbine 3,636,807
Heavy Qil 2,215,509
< Nuclear 26,033,795

Hydro 2,577,329
Pumped Storage (Fumping) (2,778,276).
Power Transactions . .

NUG 11,015,103

Other 9,886,973

Sales for Resale (1,.026.981)
Total Generation 84,610,882

Commission Rule R8-55(c)(1) provides that capacity factors -for nuclear production facilities
will be nomalized based generally on the national average for nuclear production facilities as
reflected in the most recent North American Reliability Council's (NERC) Equipment Availability
Report, adjusted to reflect the unique, inherent characteristics of the utility facilities and any unusua!
events.

Company witness Tracy testified that the Company achieved a system nuclear capacity factor
of 92.43% for the July 1, 2005, to June 30, 2006, test period. Public Staff witness Lam stated that the
most recent (2001-2005) NERC five-year average nuclear capacity factor for pressurized water
reactor units is 86.63%. Witness Tracy normalized the system nuclear capacity factor to a level of
91.67%, which is the estimated nuclear capacity factor for the twelve months ending
December 31, 2007. Witness Lam agreed that the nuclear capacity factor of 92.43% as achieved by
the Company should be normalized as proposed. No other party offered or eficited testimony on the
nomalized nuclear capacity factor.

The Commission concludes that the July 1, 2005, to June 30, 2006, test period levels of sales
and generation are reasonable and appropriate for use in this proceeding, as is the 91.67% nomalized
system nuclear capacity factor. '

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO.7

The evidence supporting this finding of fact is found in the testimony and exhibits of
Company witness Streightiff,

Witness Steightiff testified that the Company’s system sales for the twelve months ended
June 30, 2006, were adjusted for weather normalization, customer growth and increased usage in
accordance with Commission Rule R8-55(d)(2). Witness Streightiff adjusted total Company sales by
192,031 MWh. This adjustment is the sum of adjustments for customer growth; increased usage, and
weather normalization of 395,937 MWh, 183,690 MWh and (269,873) MWh, respectively, and an
adjustment of (117,723) MWh from the restatement of non-jurisdictional ODEC sales from
production level to sales level. The Public Staff reviewed and accepted these adjustments.

Based on the foregoing evidence, the Commission concludes that these adjustments are

reasonable and appropriate adjustments for use in this procceding. Therefore, the Company’s
adjusted system sales for the twelve months ended June 20, 2006, were 80,464,487 MWh.
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EVIDENCE AND CONCLUSIONS FOR FINDING QOF FACT NO. 8

The evidence for this finding of fact is contained in the testimony of Company witnesses
Streightiff and Tracey and the testimony of Public Staff witness Lam.

Company witness Streightiff presented an adjustment to per book MWh generation for the 12-
month period ended June 30, 2006, due to weather normalization, customer growth, and increased
usage of 206,967 MWH, to arrive at witness Tracy’s adjusted generation level of 84,817,849 MWh,
Public Staff witness Lam reviewed and accepted witness Streightiff’s adjustment and also accepted
witness Tracy’s adjusted generation level of 84,817,849 MWh, which includes generation from
various sources as follows:

Generation Type MWh
Coal 33,264,124
Combustion Turbine 3,660,300
Heavy Oil 2,229,851
Nuclear 25,854,361
Hydro 2,577,329
Pumped Storage (Pumping) (2,778,276}
Power Transactions

NUG 11,086,296

Other 9,950,845

Sales for Resale (1,026,981)

The Commission concludes that it is reasonable and appropriate to use 84,817,849 MWh in
this proceeding as the amount of adjusted test period system generation.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NOS. 9-11

The evidence for this finding of fact is contained in the testimony of Company witnesses
Streightiff and Tracey and the testimony of Public Staff witness Lam.

Company Witness Tracy testified that the Company’s proposed fuel factor was based on
June 2006 fuel prices as follows: (1) coal price of $23.47MWH; (2) nuclear fuel price of
$4.25MWh; (3} heavy oil price of $126.92/MWh; (4) intenal combustion turbine price of
$64.35/MWHh; (5) other power transactions price of $40,79/ MWh; and (6) hydro and pumped storage
at a zero price.

Public Staff witness Lam testified that, based upon his examination, the heavy oil generation
price proposed by the Company required adjustment. Mr. Lam stated that the last month of the test
period to price fuel for the prospective fuel factor has been used in many of past fuel adjustment
cases because the price of fitels has been consistent through the test year. However, in this docket,
the price of heavy oil had been in the low to mid $80/MWh price range for all of 2006 except for the
$126.92/MWh price for June 2006. As a result, Mr. Lam recommended that the August 2006 rate of
$82.93/MWh be used in this fuel adjustment proceeding. Mr. Lam also testified that the replacement’
of the June 2006 rate of $126.92/MWh with the August 2006 rate of $82.93/MWh reduces the
DNCP-filed fuel factor expense by $98,091,145. Witness Lam further testified that the use of the
Public Staff’s adjusted fuel factor expense of $1,735,350,975 results in a reduction of the DNCP fuel
factor from 2.279 ¢/kWh to'the Public Staff's recommended fuel factor of 2.15 T¢/KWh.
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The Company did not present evidence to oppose the adjustment made by Mr. Lam and
adopted this adjustment in its proposed order. Therefore, in the absence of any evidence to the
contrary, the Commission concludes that the fuel prices recommended by Company witness Tracy
and adjusted by Public Staff witness Lam are reasonable and appropriate for use in this proceeding.

Company witness Tracy testified that she calculated the level of normalized fuel expenses by
multiplying the normalized generation amounts for the Company’s generating units by actual June
2006 fuel prices. The level of test period normalized fuel expense resulting from this calculation was
$1,833,442,138. The level of test year normalized fuel expense calculated by the Public Staff is
$1,735,350,975, which uses the actual June 2006 fuel prices for the generation except for the
replacement of the June 2006 heavy oil firel price of $126.92/MWh with the August 2006 heavy oil
fuel price of $82.93/MWh. The Company did not oppose this level of test year nonmalized fuel
expense.

Public Staff witness Lam calculated a proposed fuel factor for the 12 months ended
December 31, 2007, by dividing the normalized fuel expense of $1,735,350,975 by the 2djusted level
of test year system MWh sales (80,464,487 MWh). This calculation results in a proposed fire] factor
of 2.157¢/kWh (excluding gross receipts tax) and 2.229¢/kWh (including gross receipts tax). When
this fuel factor is reduced by 1.647¢/kWh, the base fuel component approved in the Cornpany’s mest
recent general rate case, the resulting fuel cost rider (Rider A) is 0.510¢/kWh (excluding gross
receipts tax) and 0.527¢/kWh (including gross receipts tax). The Company did not oppose witness
Lam’s calculation.

The Commission concludes that adjusted fuel test period expenses of $1,735,350,975 and the
fuel cost rider (Rider A) increment of 0.510¢/kWh, excluding gross receipts tax, or a 0.527¢/kWh
increment, including gross receipts tax, are reasonable and appropriate for use in this proceeding.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO, 12

The evidence for this finding of fact is contained in the testimony of Public Staff witness
Peedin, Ms. Peedin testified that, during the test year, Dominion NC Power purchased power from
suppliers that did not provide it with the actual fuel costs associated with those purchases. She stated
that a similar situation has occurred in each of the fuel proceedings for Duke Energy Carolinas, LLC
(Duke}), Progress Energy Carolinas, Inc, (PEC), and Dominicn NC Power since 1996.

For purposes of determining Dominion NC Power’s EMF in this proceeding, Ms. Peedin
recommended that the Commission adopt a percentage of 50% to be applied to purchases from power
marketers and to purchases from other sellers who do not provide Dominion NC Power with actual
fuel costs. To determine this percentage, the Public Staff performed a review of the fuel component
of off-system sales made by Duke, PEC, and Dominion NC Power, which are set forth in each of the
utilities’ Monthly Fuel Reports, for the twelve months ended December 31, 2005. Ms. Peedin
indicated that this analysis is similar to that performed by the Public Staff for purposes of
implementing both the Marketer Stipulation entered into in 1997 covering these types of purchases
(applicable to the 1997 and 1998 fuel proceedings) and a subsequent Marketer Stipulation entered
into in 1999 (applicable to the 1999, 2000, and 2001 fuel cost proceedings). The methodology used
for both of the above mentioned Marketer Stipulations has been accepted by this Commission as
reasanable in each fuel case since the beginning of 1997, including those held in 2002, 2003, 2004,
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and again in 2005. The methodology has also been accepted by this Commission as reasonable in the
2006 Duke and PEC fuiel proceedings.

As part of the current review, the Public Staff analyzed the off-system sales information in
several different ways. The Public Staff’s analyses resulted in fuel percentages ranging from 45.33%
to 57.67%, as set forth in Peedin Exhibit II. After evaluating all of the data and calculations, the
Public Staff concluded that the off-system sales fuel ratio should be 50%.

General Statute § 62-133.2 requires that purchased power-related costs recovered through fuel
proceedings consist of only the firel cost component of those purchases. However, in its Qrder in
Duke’s 1996 fuel proceeding, the Commission stated that whether a proxy for actual fuel costs
associated with these types of purchases would be acceptablé in a future fuel proceeding would
depend on “whether the proof can be accepted under the statute, whether the proffered information
seems reasonably reliable, and whether or not altemative information is reasonably available.”

In her testimony, Public Staff witness Peedin stated that the Public Staff contirues to consider
it reasonable to use the utilities’ off-system ‘sales as a basis for determining the proxy fuel cost as
described above. She stated that because the sales made by marketers and other supplics utilize the
same types of generation resources that the utilities use to make their sales, the Public Staff believes
that it is reasonable to assume for purposes of these proceedings that the futel-to-energy percentage
inherent in the purchases made by the utilities is similar to the percentage exhibited by the utilities’
sales. Additionally, the information used by the Public Staff to determine the off-system sales fuel
percentage was derived from the Monthly Fuel Reports filed with the Commission, and, in the
opinion of the Public Staff, it is reasonably reliable. Finally, Ms, Peedin stated that the Public Staff is
unaware of any altemative information currently available conceming the fuel cost component of
marketers’ sales made to utilities. Therefore, according to Ms. Peedin, the methodology used in past
proceedings and in the analysis for this proceeding meets the criteria set forth in the 1996 Duke
Order: No other party offered evidence contrary to the Public Staff's position.

The Commission concludes, as it has in past dockets, that the methodology underlying the
1997 and 1999 Marketer Stipulations, i.¢., the use of the utilities” own off-system sales to determine
the proxy fuel cost for purchases from entities that do not provide actual fuel costs, is reasonable and
satisfies the requirements set forth in the 1996 Duke fue] case order for purposes of this proceeding.
First, the results of applying the methodology are acceptable under G.S. § 62-133.2. As Public Staff
witness Peedin stated, the sales made by marketers and other relevant suppliers are sourced from the
same types of generation resources that the utilities regulated by this Commission use to make their
sales. The Commission therefore finds it reasonable to assume for purposes of this proceeding that
the fuel-fo-energy percentage exhibited by the utilities’ sales is similar to the percentage inherent in
the sales made to Dominion NC Power from the same types of generating resources. Second, the
Commission concludes that the information used by the parties to derive the fuel ratio is reasonably
reliable. According to the testimony of Ms. Peedin, the data was derived from the Monthly Fuel
Reports filed by the utilities with the Commission, which are public reports taken from the utilities’
financial records and are subject to Commission review. Therefore, the Commission concludes that
the methodology underlying the 1997 and 1999 Marketer Stipulations used in prior cases meets the
criteria set forth in the 1996 Duke fitel case order and is reasonable for purposes of this proceeding as
the method of determining the proxy fuel cost, )
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Given the fact that the Commission has concluded that the methodology underlying the 1997
and 1999 Marketer Stipulations is reasonable for purposes of this proceeding, the question remaibs as
to the appropriate fire] percentage to be used in this case.

As part of the most recent review, the Public Staff’s analyses of off-system sales information
resulted in fuel percentages ranging from 45.33% to 57.67% and, based on these analyses, the Public
Staff recommended that 50% be used as an appropriate and reasonable fue} percentage for purposes
of this proceeding,

Based on the foregoing, the Commission concludes that it is reasonable, for purposes of this
proceeding, to use the 50% fuel ratio as the basis for determining the proxy fuel costs for purchases
from power marketers and other suppliers that do not provide actual fuel costs.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO, 13

The evidence supporting this finding of fact is contained in the testimony and exhibits of
Public Staff witness Peedin, the rebuttal testimony of Company witness Evans in this proceeding, and
Mr. Evans’ rebuttal testimony in Docket No. E-22, Sub 418, the latter of which the Commission takes
judicial notice, as well as in the Commission’s final orders in Docket No. E-22, Subs 380, 412, and
418, al] of which the Commission judicially notices.

Public Staff witness Peedin testified that she recommended an adjustment, in the amount of
$756,336 (on a North Carolina retail basis), to reduce the firel component of purchased power
expense by a portion of the Company’s Financial Transmission Rights (FTR) revenues recorded
during the period May 2005 through June 2006. She indicated that this adjustment was intended to
offset any congestion charges that may be included in the Company’s net power purchases from PIM
Interconnection, L.L.C. (PJM)}, during that period. She stated that, although the Company had
removed congestion costs from fuel expenses associated with the Company’s generation, the net kWh
the Company purchased from the PJM day-ahead and real-time markets (the kWh in excess of the
Company’s system generation) may alse include congestion charges. Because the specific amount of
those congestion charges is not currently quantifiable, Ms. Peedin allocated a proportionate amount
of FTR revenue to the fuel component of purchased power expense to offsst them.

In support of her adjustment, Ms. Peedin noted that Condition 1, as set forth in Ordering
Paragraph 1 of the Commission’s PIM Order, requires that the Company’s North Carolina retail
ratepayers be “held harmless from all direct and indirect effects and costs ... arising from its
integration with PIM ...,” and includes the following condition specifically related to the Company's
firel rates:

()e. Dominion shall allocate sufficient FTRs, ARRs, or other revenues toward its
firel costs to offset any congestion charges or other fuel-related costs resulting
from Dominion joining PJM and sought to be recovered from Dominion’s
North Carolina retail ratepayers through the operation of G.S. 62-133.2[.]

Condition 2 of Ordering Paragraph 1 requires the following of the Company and PIM:

(2)  That Dominion and PJM shall, consistent with, and to the extent not altered by,
the above additional regulatory conditions and this Order, comply with the
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terms of the Joint Offer of Seitlement filed [by the Company and PIM]
December 16, 2004[.]

Ms. Peedin further noted that as part of the Joint Offer of Settlement (JOS) referenced in Condition 2,
the Company agreed that, in any fuel factor in effect through December 31, 2014, it would “credit a
portion of its FTR revenues fo the cost of PJM Purchases prior to determining the purchased energy
expense that the Company flows through the fuel clause.” The JOS defined “PIM Purchases” as
“purchases from the PJM market in excess of the output of the Company’s resources.” In testimony
prefiled with the Commission in Sub 418 in support of the JOS, Company witness Evans stated that
the proposal to credit FTR revenues to the cost of PIM Purchases would provide ratepayers with a
benefit that they did not receive prior to integration “by crediting a portion of the Company’s hourly
FTR value to the fuel clause to offset congestion costs that may be embedded in the cost of PJM
purchases.”

Ms. Peedin testified that the Public Staff belicves that the requirement of the Commission’s
PIM Order that “any congestion charges ... resulting frore Dominien joining PIM” be offset in the
fuel rate by FTRs, ARRs, or other revenues, coupled with the requirement that the Company comply
with all consistent and non-altered terms of the JOS, makes it reasonable for purposes of this
proceeding to make the adjustment to credit FTR revenues to purchased power costs.as described in
the JOS. She stated that, based on the Public Staff’s interpretation of the language of Condition i(e),
she could not reasonably conclude that the FTR. credit process as set forth in the JOS had been
superseded. The Public Staff believes that the language of the condition refers to “congestion
charges” and “other fuel-related costs” as separate categories of cost, and thus requires the removal of
both.

Ms. Peedin stated that she had calculated the FTR credit allocation using the method set forth
on Maness Exhibit I, Schedule 1, attached to the prefiled testimony of Public Staff witness Michael
C. Maness in Docket No. E-22, Sub 418, except that, due to limited time and the absence of readily
available information, she had used monthly amounts rather than hourly ories. She indicated that,
except for that difference, the method she nsed was consistent with the method set forth by the
Company in the JOS.

During cross-examination, Ms. Peedin was asked if she thought it was fair for the Company to
receive less than 50% of purchased enmergy costs in the fuel clause due to her recommendation
regarding the FTR credit, while the other utilities were receiving at least 50%. Ms. Peedin responded
that she did not believe that the Company was receiving less than 50%. She stated that the Company
had proposed this adjustment in the Sub 418 procesding as a benefil {0 its customers and that the
Public Staff believes that the Commission had accepled that proposal and also implemented extra
safeguards for the customers. She pointed out that the other utilities, unlike the Company, are not
integrated with a Regional Transmission Organization (RTO). Ms. Peedin was also asked if the fact
that the Company is currently under a rate freeze causes it not to be able to recover in non-fuel rates
the 50% or more of purchased power costs it is not able to recover through the fuel clause. Ms.
Peedin responded that the Company has recently been involved in a general rate case (Docket
No. E-22, Sub 412), and that the Public Staff presumes that its non-fuel costs are being recovered.

Company witness Evans testified that he did not agree with Ms. Peedin’s recommended

adjustment, both because the Commission’s PIM Order did not support it and because it would
“improperly deny the Company recovery of its fuel costs.”” Mr, Evans agreed that, as part of the
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Sub 418 JOS, the Company had proposed a credit of FTR revenues to fuel costs to offset congestion
charges possibly embedded in the costs of energy purchases from PJM, but asserted that the
Commission adopted a much broader and more comprehensive approach in the PJM Order to protect
the ratepayers from congestion and fuel-related costs resulting from the Company joining PTM.
According to Mr. Evans, the language of Condition 1(e) of the PJM Order requires the Company to
simply hold the ratepayers harmless from congestion and fuel-related costs resulting from integration
with PJM and that adopting Ms. Peedin’s adjustment “would result in windfall benefits to
customers.” Mr. Evans stated that, in this fuel clause proceeding, the Company had more than held
the ratepayers harmless by not including any congestion associated with Company generation and by
demonstrating that integration with PJM had actually resulted in lower fuel costs than would have
been incurred had the Company not joined PTM.

Mr. Evans testified that, for purposes of Condition 1(¢) of the PIM Crder, the Commission
had defined the term “congestion charges” in the Evidence and Conclusions for Findings of Fact
Nos. 13-14 of that Order, wherein the Commission stated, “[l]astly, Condition 1{g) protects
Dominion’s North Carolina retail ratepayers from congestion costs related to that portion of its load
served by Dominion’s own generation.” According to Mr. Evans, this language indicates that the
Commission intended, by way of Condition 1(¢), to protect ratepayers from congestion costs
associated with Dominjon-owned generation, but not from congestion charges embedded in the net
purchases made from PJM (those kWh needed to serve the Company's load over and above its
system generation). Mr. Evans noted that any congestion charge embedded in the cost of net
purchases Is not in itself relevant to the Company’s decision whether to purchase power from PJM in
any given hour because the Company makes its purchase decisions on the basis of the total cost of
such purchases, not their individual components. Mr. Evans also noted that, prior to intcgration with
PIM, the Company paid any congestion charges embedded in the price of any purchases it made from
PIM, and that those charges had been included in the fuel clause. Mr. Evans stated that “{the
Commission’s Final Order {in Sub 418] required global prolection from congestion and fuel related
costs resulting from the Company’s integration into PIM,” and not “the specific FTR adjustment
offered in the Joint Offer of Settlement ....”

Mr. Evans further testified that the language of Ordering Paragraph 1, Cendition 2 of the PIM
Order further suppotts his assertion that the limited fuel clause protection offered by the Company in
the JOS was superseded by the broad language of Condition {{e). Specificaily, Mr. Evans stated that
the fact that Condition 2 preserved the protections in the JOS only to “the extent not altered by” the
regulatory conditions set forth in the PJM Order indicates that the Commission knew that its broad
ratepayer protection with regard to the fiiel clause altered, and therefore superseded, the limited
protection in the JOS. Furthermore, Mr. Evans testified that the Commission’s statements in the PTM
Order that “modifications are required to a few of” the conditions set forth in the. JOS and that the
modified conditions “are made explicit Regulatory Conditions to the Commission’s approval”
indicates that the Commission intended Condition 1(e) to alter and supersede the fuel clause
protection in the JOS. Finally, Mr. Evans testified that his position is supported by the fact that
Ordering Paragraph 1, Condition 1(d) of the PJM Order explicitly restated certain JOS conditions
related to base rates, but Condition 1(e) contained no such restatement of the JOS condition regarding
the fuel clause.

Under cross-examination, Mr. Evans pointed out an additional portion of the Commission’s

PJM Order that he believes supports the Company’s position. He indicated that on page 22 of the
PIM Order, the Commission stated:
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Purchases from the wholesale market are, and will contine to be, priced at the market
price, using the marketer stipulation to determine the percentages recoverable through
fueel rates and through base rates. ... These purchases are priced at LMP and are
subject to the rate treatment described above for wholesale purchases. The evidence
indicates that any purchases from PIM would be treated in exactly the same way as
they are today.

After careful consideration, the Commission concludes that the adjustment recommended by
Public Staff witness Peedin is necessary to bring the Company’s test year fuel costs into compliance
with Ordering Paragraph 1, Condition 1(¢), as well as Ordering Paragraph 1, Condition 2, of the
Commission’s PJM Order, and that it does not result in an unfair denial to the Company of its right to
recover prudent and reasonable fuel expenses. Specifically, the requirement that the fuel portion of
congestion charges resulting from Dominion joining PIM be offset in the fuel clause by FTR or other
revenues is independent of and not reliant upon the existence of “other fuel-related costs” related to
joining PJM. Put another way, the allocation of FTR revenues to offset “any congestion costs” is
required regardless of whether or not the total impact of belonging to PIM in a fuel case test period is
anet benefit or 4 net cost to the Company.

The Company takes the position that the Commission, through its PTM Order, discarded the
limited fuel clause protection set forth in the JOS and instead adopted a much broader and more
comprehensive approach to protect the ratepayers from the total fuel-related cost resulting from the
Company joining PTM. The Company is incorrect in its conclusion, as a thorough examination of the
PIM Order reveals. While the Commission expanded the fitel clause protections in order to allow the
Company to join PIM, the Commission in no way discarded the specific fitel clause protection set
forth in the JOS.

The evidence that the Commission did not discard the fuel clause protection set forth in the
JOS can first and most directly be seen in the language of the PIM Order’s Ordering Paragraph 1 and
in enumerated paragraph 3 of the JOS itself. Ordering Paragraph I reads, in relevant part:

1. That the Commission will allow Dominion to join PIM as described in its
Application and testimony subject to the following conditions:

(1) That Dominion’s North Carolina retail ratepayers shall be held
harmless from all direct and indirect effects and costs, either refated to
operations, quality of service, reliability, or rates, arising from its
integration with PIM including, specifically, the following:

e Dominioni shall allocate sufficient FTRs, ARRs, or other
revenues toward its firel costs to offset any congestion charges
or other fuel-related costs resulting from Dominion joining PJM
and sought to be recovered from Dominion’s North Carolina
retail ratepayers through the operation of G.8. 62-133.2; ...

(2)  That Dominion and PJM shall, consistent with, and to the extent not
altered by, the above additional regulatory conditions and this Order,
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comply with the terms of the Joint Offer of Sefflement filed
December 16, 2004; ...

Enumerated paragraph 3 of the JOS (JOS Paragraph 3) reads as follows:

k) The Company agrees that in any fuel factor in effect through
December 31, 2014, the Compeny will credit a portion of its FTR. revenues to
the costs of PJM Purchases prior to determining the purchased energy expense
that the Company flows through the fuel clause. This credit will be determined
by multiplying the total hourly value of the Dominion FTRs for native load
obligations in PIM-South by the hourly percentage of PIM Purchases to total
load MWhs. The remaining purchased energy expense will be multiplied by
the marketer percentage to determine the amount of the purchased encrgy
expense allowed through the fuel clause. As used in this paragraph 3, FIM
Purchases are defined as purchases from the PIM market in excess of the
output of the Company’s resources, Aftachment A to this Offer of Settlement
provides an example calculation of this change to the current fuel clause
methodology.

As discussed above, Public Staff witness Peedin testified that the method she used to calculate
the FTR credit was consistent with the method set forth by the Company in the JOS, with the
exception that monthly, rather than hourly, amounts were used. Further she testified that congestion
charges related to net power purchases from PJM should be removed by the most reasonable means
available, and that the method set forth in the JOS cutrently comprises that means. This testimony
was not disputed by any party.

In separate bricfs filed afier the hearing, CIGFUR 1 and Nucor supported the FTR adjustment
recommended by the Public Staff. In its brief, the Attorney General stated that PTM’s transmission
congestion charges are not fuel costs and must be removed from the purchased power fuel costs. The
Attomey General contended that the Company should have obtained the actual amounts of
congestion charges included in each purchased power transaction from PIM, despite the testimony of
Company witness Evans in this proceeding that PJM could not provide the Company with such
charges at this time. Given that the Company did not obtain and deduct the actual congestion charges
from its purchased power fuel costs, the Attorney General recommended that one approach the
Commission should consider is to disallow a portion of the Company’s purchased power fuel costs,
allowing instead the recovery of purchased power fuel costs equal to the Company’s average
generation fuel costs. Using this approach, the Attomey General calculated an adjustment for
congestion charges equal to $5,321,007. As an altemative, the Attomey General recommended that
the Commission should consider crediting all of the Company’s jurisdictional FTR revenues,
$11,319,174, to purchased power fuel costs, thereby treating FTR revenues as an appropriate proxy
for the actual congestion charges.

Based upon its review of the record concerning this issue, the Coriimission concludes that the
calculation of Public Staff witness Peedin is generally consistent with JOS Paragraph 3 and agrees
with her assertion that this method currently comprises the most reasonable means by which to
determine and remove congestion charges from fuel costs related to net power purchases from PIM.
The methods used by the Attomey General are not consistent with JOS Paragraph 3, and further,
there is insufficient evidence in this record to support the assumptions underlying the Attorney

146



ELECTRIC — ADJUSTMENT OF RATES

General's calculation of the $5,321,007 adjustment for congestion charges, such as the
appropriateness of the assumption that the Company’s generating units could have supplied the
purchased power at an average fuel cost of $20.23 per MWh.

Therefore, the only issue remaining with regard to the adjustment to remove congestion
charges related to net power purchases from PIM is whether the language of Condition 1(¢) in the
PIM Order is inconsistent with or alters JOS Paragraph 3 in a manner that substantively eliminates
the obligation to make the adjustment from the regulatory conditions adopted by the Commission.
The Commission believes that this determination is the crux of this issue.

The language of Condition 1(e) itself demonstrates that this is not the case. Condition 1(c) .
requires the Company to offset from the fuel clause “any congestion charges or other fuel related
costs resulting from Dominion joining PJM.” The wording of that phrase, particularly the use of the
words “any” before “congestion charges,” “other” before “fuel related costs,” and “or” between the
two items, indicates that the Commission’s intent was to require both (1) the fuel component of “any”
congestion charges resulting from Dominion joining PIM, and (2) “any other” fuel costs resulting
from Dominion joining PIM be offset in firel clause expenses by FTR or other revenues. It is not
correct to conclude, as the Company does, that the language of Condition 1(e) simply requires
protection from the total of congestion and fuel related costs resulting from PIM ‘integration. If the
Commission had intended to simply say that the net fue] cost resulting from Dominion joining PIM
should be offset, it could have directly stated that in the condition, Instead, the Commission’s choice
of language isolates congestion as a specific item to be removed, regardless of the presence of any
other fuel costs. Thus, Condition 1(¢) is both a preservation of the protections offered in JOS
Paragraph 3 regarding congestion charges-associated with net purchases and an expansion of that
protection by the addition of congestion costs related to the Company’s own generation and “other
fuel related costs.” Even if it can be argued that Condition 1(e) is, as a matter of form, a replacement
for, and thus an alteration of, JOS Paragraph 3, Condition 1(e) preserves the JOS Paragraph 3
requirement that the congestion charges associated with net purchases from PJM be offset by FTR
Tevenue.

Mr, Evans has misinterpreted the language of the paragraph he cited in the Evidence and
Conclusions for Findings of Fact Nos. 13-14 of the PYM Order, wherein the Commission stated,
“[I]astly, Condition (1)e protects Dominion’s North Carolina retail ratepayers from congestion costs
related to that portion of its Joad served by Dominion’s own' generation.” This statement is not a
“definition,” as Mr. Evans puts it, of the only type of congestion' charges that Condition 1(c) is
intended to address; instead, the statement is intended to specifically identify the type of PIM
congestion charges that are not addressed by JOS Paragraph 3 (those related to Company generation),
and thus make the expanded protection of Condition 1(e) necessary. Specifically, although Mr.
Evans’ Sub 418 rebuttal testimony stated that the actual fuel costs for all MWh generated by
Company-owned resources would continue to be used to calculate firel expenses for the North
Carolina retail fuel clause (thus excluding PIM congestion charges related to that generation from the
fuel clause), thé JOS did not directly address that type of congestion charges, Therefore, the first
sentence of the paragraph in the PJM Order cited by Mr. Evans simply emphasizes that
Condition 1(¢) explicitly provides for the exclusion of those Company generation-related PIM
congestion charges that had not been explicitly addressed in the JOS.
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Furlhermore, an examination of the paragraph cited by Mr. Evans in its entirety makes it clear
that the Commission’s intent was to protect North Carolina retail customers from all PJM congestion
charges. The paragraph in its entirety reads as follows:

Lastly, Condition {1)e protects Dominion’s Nerth Carolina retail ratepayers from
congestion costs related to that portion of its load served by Dominion's own
generation.  Dominion’s own costbenefit study indicated that Dominion’s
participation in PJM is expected to raise fuel costs aver the ten-year study period by
$5.6 million. CUCA argued that the Commission should, in order to protect
ratepayers, order Dominion to allocate additional FTR revenues as a credit against
such increased fuel costs. The Commission concludes that the solution proposed by
CUCA to address this problem is reasonable and adopts Condition (1)e to require
Dominion to allocate sufficient revenues toward its firel costs t6 offset any congestion
charges or other fuel-related costs resulting from Dominion joining PIM and songht to
be recovered from North Carolina retail ratepayers through the fuel clause. The
revised JOS proposed to allocate approximately $2.8 million in FTR revenues as a
partial offset to the increased fuel costs, leaving ratepayers with an increase totaling
$2.8 million over ten years. It is unreasonable to expect ratepayers to bear this cost for
the foreseeable future since the purported savings identified int the CRA study benefit
ratepayers only by adjusting base rates.

While this paragraph begins with the statement that Condition 1(g) protects the customers
from congestion costs associated with the Company’s generation (which it certainly does), the
paragraph goes on to state that the condition requires the Company to use FTR or other revenues to
offset “any congestion charges ... resulting from Dominion joining PIM.” There is no reason to
conclude that “any congestion charges™ means anything less than all congestion charges that may be
associated with purchases from PJM. The CUCA proposal discussed in the paragraph was made with
specific reference to the Charles River Associates (CRA) cost/benefit study presented by Company
witness Robert Stoddard in his rebuttal testimony in the PJM proceeding, which projected that the net
fuel cost of joining PJM over the first ten years would be more than the allocation of FTR revenues
proposed by the Company in the JOS. The use of the CRA study results by the Commission as a
basis for discussing the need for Condition 1(e) was not intended to override the condition’s clear
language that the customers should be protected from all congestion costs resulting from Dominion’s
integration with PJM, regardless of the presence or absence of other fuel costs.

Mr. Evans also misinterprets the meaning and intent of the other portion of the PIM Order
that he discussed during his cross-examination (the portion he refers to as being on page 22 of the
PIM Order). That portion of the PIM Order also is included in the Evidence and Conclusions for
Finding of Fact Nos. 13-14, and reads as follows:

Purchases from the wholesale matket are, and will continue to be, priced at the market
price, using the marketer stipulation to determine the percentages recoverable through
fuel rates and through base rates. ... These purchases are priced at LMP and are
subject to the rate treatment described above for wholesale purchases. The evidence
indicates that any purchases from PIM would be treated in exactly the same way as
they are today.

148



ELECTRIC - ADJUSTMENT OF RATES

Mr. Evans appears to contend that via this language, the Commission indicated that it intended for the
Company to treat purchases from PJM exactly the same way for fuel clause ratemaking purposes
after integration as it did before integration. This interpretation is incorrect and, furthermore, ignores
several key factors. First, it must be noted that this portion of the PIM Order is included in the
Commission’s discussion of Condition 1{b), which generally requires the Company to continue to
serve its native load customers in North Carolina with the lowest-cost power it can generate or
purchase, not the portion of the Order dealing with the treatment of such costs in fuel clause
proceedings. Second, the quoted passage clearly reflects statements and conclusions set forth on
pages 19 and 20 of the Company’s proposed order in Sub 418, in which the Company also
recommended that the JOS be adopted. Thus, in order for the Company to maintain that the quoted
Commission statements support the abandonment of the ratepayer protection offered by JOS
Paragraph 3, it also must maintain that the Commission’s use of language very similar to that used by
the Company in its praposed order (wherein it.supported the JOS) means something entirely different
than it meant when used by the Company. . Third, the Company has ignored the two sentences
directly following the end of the quoted language, which state the following:

Dominion’s customers should realize a benefit if these purchases truly replace more
expensive Company generation. Thé Company will not, however, be allowed to use
such market purchases to recover excessive costs from North Carolina retail ratepayers
through the operation of the fuel adjustment clause mechanism.

By the inclusion of this last sentence, the Commission clearly intended to indicate that the general
discussion of the freatment of purchases included in the discussion of Condition 1(b) was not
intended to override the specific Condition 1(¢) directives regarding the fuel clause treatment of PJM
congestlon charges and any other applicable fiel-refated costs. Thus, the passage quoted by Mr,
Evans is irrefevant to the FTR credit adjustment at issue here,

The Commission also desires to make it clear that, contrary to the assertions made by
Mr. Evans, the language in the PIM Order regarding the need for modifications to a few of the
provisions of the JOS and the presentation of those modified provisions (including Condition 1(e)) as
explicit Regulatory: Conditions in the Order was not intended to indicate that the provisions of JOS
Paragraph 3 were somehow discarded or replaced by Condition 1(e). It is important to note that the
language quoted by Mr. Evans in this regard (set forth in the “Extension of Proposed Settlements”
section of the Evidence and Conclusions for Findings of Fact Nos. 13-14) was in fact simply referring
back to the Commission’s previous discussion in that portion of the Order. If the previous sections of
the Evidence and Conclusions for Findings of Fact Nos. 13-14 to which the quoted language refers
are reviewed, the follewing is clear: (1) the Commission stated that “certain Regulatory Conditions
may be adopted in addition to those proposed by Dominion and PJM in the revised JOS,” (2) the
Commission referred to “[tJhe additional Regulatory Conditions adopted herein,” and (3) the
Commission stated, “[TThe Application cannot be approved without additional regulatory conditions
that will protect Dominion’s North Carolina retail ratepayers ....” (Emphasis added) Thus, the entire
thrust of the Evidence and Conclusions for Findings of Fact Nos. 13 and 14 is the need to adopt
additional protections for ratepayers over and above those offered in the JOS, not on the discarding of
the JOS protections. Furthermore, as previously stated, even if it can be argued as a matter of form
that Condition 1(¢) is a replacement for JOS Paragraph 3, Condition 1(e} effectively preserves and
expands, rather than discards, the JOS Paragraph 3 requirement,
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Additionally, the Commission desires to make it clear that its restatement of certain JOS
provisions in Ordering Paragraph 1, Condition (d), was not intended to indicate the abandonment of
any JOS provision that had not been restated. In addition to the simple logical fallacy of that
assertion, the language of Condition 1{€) preserves the substance of the JOS Paragraph 3 protection,
even though it does not quote JOS Paragraph 3 word-for-word. Moreover, the fact that Condition
1(d) incorporates certain unaltered provisions of the JOS, even in the presence of Condition 2,
supports the conclusion that Condition 1{e} can incorporate the substantive requirements of JOS
Paragraph 3, even in the presence of Condition 2. In other words, the mere existence of Condition
1{¢) does not prove that JOS Paragraph 3 has been altered or superseded.

The Commission also disagrees with Mr. Evans® assertion that adoption of the adjustment
would “improperly deny the Company recovery of its fuel costs” and “result in windfall benefits to
customers.” Although the allocation of FTR revenues to the fuel clause as an offset to net purchase-
related congestion charges does reduce the Company’s fuel rate, it does not improperly deny the
Company recovery of its fuel costs. To the contrary, it simply implements the reasonable -and
appropriate safeguard put in place by the Commission in its PIM Order to protect the Company’s
North Carolina retail ratepayers from the risks of the Company’s integration into PIM. In addition, it
is consistent with safeguards that the Commission has historically put in place in connection with
mergers and other transfers of ownership and/or control approved pursuant to G.S. § 62-111.

In order to illustrate the incorrectness of the Company’s assertion, it is helpful to reiterate the
statutory standard followed by the Commission in making its determinations in the PJM proceeding.
This standard is set forth as follows in the Evidence and Conclusions for Finding of Fact No. 12 in
the PJM Order:

Pursuant to G.S. 62-111, Dominion must demonstrate that the proposed transfer of
control over its transmission and generating assets to PIM would be justified by the
public convenience and necessity. This standard requires that the Commission
consider all aspects of the proposed transaction. See State ex rel. Utilities
Commission v. Villase of Pinehurst, 99 N.C. App. 224,393 S.E2d 111, aff'd, 331
N.C. 278, 415 S.E.2d 199 (1990). In merger and holding company applications under
G.S. 62-111, the Commission has consistently examined three aspects of the proposed
transaction:

(1)  whether sufficient reguiatory conditions can be imposed to ensure that
the transfer will not adversely impact the utility’s rates and services;

(2)  whether the utility’s retail ratepayers will be protected as much as
possible from potential harms, including adverse effecis that could
result from any loss of the Commission’s regulatory authority; and

(3)  whether the utility’s retail ratepayers will receive sufficient benefits to
offset any potential costs, risks and harms,

As the PJM Order states, this statutory standard is the same as has beeri applied in several, if not all,
of the merger applications to come before the Commission in recent years, including the Duke
Power-PanEnergy merger {Docket No. E-7, Sub 596), the Carolina Power & Light (CP&L}-North
Carolina Natural Gas (NCNG) merger (Docket No. E-2, Sub 740), the Dominion-Consolidated
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Natural Gas (CNG) merger {Docket No. E-22, Sub 380), and the CP&L-Florida Progress Corporation
(FPC) merger {Docket No. E-2, Sub 760).

After summarizing the terms of the JOS filed by the Company and PIM, the PIM Order sets
forth the Commission’s conclusion regarding the Company’s satisfaction of the requirements of the
statute:

In applying the statutory standard to the evidence presented by the parties in this
proceeding, the Commission concludes that Dominion has failed to show that, absent
further regulatory conditions in addition to those proposed in the revised JOS, the
proposed transfer to PJM will serve the public convenience and necessity as required
under G.8. 62-111. Dominion’s application to join PIM, absent further regutatory
conditions, fails to meet this public convenience and necessity standard for three
reasons. First, the transfer would likely adversely impact the utility’s rates because the
quantifiable costs to Dominion’s retail ratepayers exceed the quantifiable benefits.
Second, the transfer could result in the loss of a substantial portion of the
Commission’s regulatory authonty, causing barm to Dominion’s retail ratepayers.
Third, the revised JOS filed by Dominion and PIM does not adequately insulate
Dominion’s retail ratepayers from these costs and risks.

The Commission then proceeds to discuss in detail the reasons that the application fails to
meet the statutory standard in the areas of costs and benefits, tégulatory authority, and insulation
from costs and risks. With specific regard to the adjustment at issue here, the Order states:

The conditions proposed by Dominion and PYM in [the] revised JOS do not resolve all
of the cost and jurisdictional concerns raised by Dominion’s membership in PJM. For
example, the proposed conditions to exclude administrative fees, congestion costs and
some increases in transmission service charges from Dominion’s base rates, as well as
to credit a portion of FTR revenues to fuel costs, would all expire on
December 31, 2014

In the Evidence and Conclusions for Findings of Fact Nos. 13-14, as noted previously, the
Commission goes on to state that the Company’s application could not be approved without
additional regulatory conditions; in other words, the application would not meet the statutory
standard necessary for approval without those additional conditions. Regarding these additional
conditions, the Commission’s PIM Order states (he following;

These regulatory conditions are broadly intended to accomplish the following: (1) to
hold Dominion’s North Carolina retail ratepayers harmless from the potential costs
and risks that might result from Dominion’s integration into PIM as to (i) base rates,
(i) adjustments in the cost of fuel, and (iii) reliability; (2) to preserve the
Commission’s existing authority to-set the rates, terms, and conditions of retail electric
service to Dominion’s North Carolina retail ratepayers; and {3) to extend the duration
and applicability of the protections proposed by Dominion and PIM in the revised JOS
and the Progress Settlement. .

Among the additional conditions found necessary are parts of Condition 1(a) and Condition 1(e) (the
expanded fuel protections).
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From the foregoing, it is clear that the rationale for the imposition of regulatory conditions in
Sub 418 was similar to and consistent with the imposition of regulatory conditions in previously
approved mergers and transfers of ownership and/or control. More specifically, the imposition of
Condition 1(e) and the requirement that the Company continue to comply with JOS Paragraph 3 is
similar to the rate cap and rate reduction conditions imposed by the Commission in prior proceedings.
For example, in the Duke Power-PanEnergy, CP&L-NCNG, and Dominion-CNG proceedings, the
Commission imposed rate caps for periods ranging from four to six years; in the CP&L-FPC
proceeding {and in the subsequent Duke Power-Cinergy proceeding), the Commission required rate
reductions to be passed on to North Carolina retail ratepayers. A common characteristic of all of
these ratepayer benefits was that they did not require compliance with any earnings or other types of
tests before they were implemented; they were simply- up-front safeguards required by the
Commission to ensure that the merger or transfer of ownership and/or control satisfied the public
convenience and necessity standard of G.S. § 62-111. The Commission considers the requirement
that a credit of FTR or other revenues be applied against the cost of net power purchases from PIM,
as set forth in JOS Paragraph 3 and carried forward in Condition 1(g), to be a safeguard similar to the
rate cap and rate reduction safeguards put in place in other G.8. § 62-111 proceedings: a rate benefit
provided to the customers, without eamings or other types of testing, to ensure that Dominion’s North
Carolina retail ratepayers are held harmless from the potential costs and risks that might result from
Dominion’s integration into PTM.

With regard to the Company’s cross-examination of Ms. Peedin addressing whether it was
fair for her adjustment to be made when it caused the Company to receive less than 50% (the current
marketer percentage) of purchased energy costs through the fuel clause, the Commission concludes
that the assertion inherent in that cross-examination is without merit. The Commission agrees with
Ms. Peedin that the Company will not truly receive less than 50% due to adoption of her
recommended adjustment. The calculation of a percentage less than 50% would unreasonably mix
two adjustments to purchased energy costs (the marketer adjustment and the FTR credit adjustment)
made for two different reasons. ;

With regard to the Company’s implication that it would be unfair to make the FTR credit
adjustment during a rate freeze period, when the Company camnot undertake a general rate case to
recover any related increase in non-fuel costs, the Commission likewise finds that the Company’s
assertion is both generally without merit and contrary to the Stipulation entered into by the Company
in its most recent general rate case, Docket No. E-22, Sub 412, In general, the fact that a utility is
under a rate freeze does not nullify the ratemaking principle that utility costs incurred in the interim
period between general rate cases are presumed to be recovered by revenues earned during that
period. More specifically, the Stipulation and Agreement entered into by the Company and several
intervenors in the Sub 412 general rate case, which was adopted by the Commission and effectively
settled the case, contains several provisions that would seem to strongly discourage the Company
from even advancing such an assertion. First, via the Stipulation, the Company voluntarily entered
into the rate freeze; thus, it is generally difficult to see how the Company could reasonably complain
about its effects now. Furthermore, the Rate Change Moratorium section of the Stipulation contains
the following specific items that appear to invalidate such claims of unfairness:

A, None of DNCP’s North Carolina retail electric rates will be increased or

decreased from the levels established pursuant to this Stipulation and
Agreement for five years from the Effective Date of those rates (the Rate
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Change Moratorium Period) except (1) as a resuit of fuel cost adjustment
proceedings held pursuant to G.S. 62-133.2...

C.  The Stipulating Parties agree and recommend that an order accepting this
Stipulation and Agreement contain the following provisions:

(1)  The rates approved by this order are intended to recover the specific
costs incurred by DNCP to provide elecirc service to its North
Carolina retail customers during the Rate Change Moratorjum Period
and afterwards until changed pursuant to law....

Thus, the Stipulation maintains the Commission’s full authority to conduct fuel cost adjustment
proceedings such as this one during the rate freeze period (and adjust fuel rates accordingly, without
consideration of the freeze on the non-fuel portion of rates), and explicitly sets forth the presumption
that the non-fuel costs incurred during the rate freeze period are intended to be recovered by the non-
fiel portion of the rates in effect during that period. It is, therefore, erroncous for the Company to
claim that adjustments made in fuel cost proceedings during the current rate freeze are unfair simply
because there is a rate freeze in effect. More specifically, there is nothing inkerent in the FTR credit
adjustment that would make it particularly susceptible to such a claim.

Finally, in addition to the above discussion of the Commission’s intent in issuing the PIM
Order and the reasons why the FTR credit adjustment recommended by the Public Staff is reasonable
and fair, there is one common-sense factor that particularly highlights the appropriateness of the
adjustment. It is clear that the Company believes that, if its fuel costs were calculated in this
proceeding in accordance with its interpretation of the PYM Order, then they would be higher than
they would be if they were calculated in accordance with the JOS and Mr. Evans’ Sub 418 testimony.
(The fuel costs are higher under the Company’s interpretation of the PIM Order because that
inferpretation eliminates the FTR allocation offered in the JOS and Mr. Evan's rebuttal testimony.)
This higher cost outcome is not consistent with the Commission’s intent when it added conditions to
the JOS. The Commission wishes to make it absolutely clear that it did not and does not intend that
firel expenses in any test period determined in accordance with its PM Order will be greater than fuel
expenses would have been if determined solely by the JOS.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 14

The evidence supporting this finding can be found in the Company’s Application and in the
direct testimony and exhibits of Dominion NC Power witness Meekins, Public Staff witness Lam,
and Nucor witness Morey and the rebuttal testimony of Dominion NC Power witness Meekins,

Witness Meekins testified that, in the last fue] clause proceeding, the Company was ordered to
piepare a study showing the impact of its integration into PYM on the North Carolina fuel clause. The
study compared Dominion NC Power’s current total fuel expenses versus that of the hypothetical
case of Dominion NC Power operating as a stand alone utility, He filed this PTM Study with his
testimony and testified that it showed, for the months of May 2005 through June 2006, that the
purchases from PJM were econorhical as compared to Dominion NC Power running as a stand alone
utility outside of the PTM system, and that the fuel factor in the PIM case was stightly lower than in
the stand alone case. Witness Meekins testified that no adjustments were required to comply with
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Ordering Paragraph 1(¢) of the Commission’s PJM Order. However, in his rebuttal, Mr. Meekins
discussed the problems the Public Staff and Nucor had raised with Dominion NC Power’s PJM Study
and concluded that “[t]he Public Staff has raised some valid concems regarding the dispatch of some
of our coal units, which we agree with and we have attempted to capture the bulk of those differences

in the revised study filed as part of this testimony,”

Public Staff witness Lam testified that his investigation of the PYM study found four items
that warranted discussion.

The first item was the fact that many coal units in the Stand Alone Case produced less
generation than the same units in the PIM Case for the identical month and load served. Mr. Lam
testified that this was surprisingly true even for some of the low cost base Toad units in the Stand
Alone Case. Witness Lam testified that “[a] stand alone utility, when faced with limited availability
of purchased power, would run its lowest cost coal units as much as the ioad would allow. The PTM
Case, which shows much larger quantities of purchased power being available around the clock,
should show these coal units running less, not more.” Dominion NC Power acknowledged a mistake
was made in the model runs and cotrected some of the months, but dld not explain the remaining
differences to the Public Staff’s satisfaction.

The second item involved the pricing for oil, CT and natural gas units in the Stand Alone
Case. Many of the units in the Stand Alone Case had higher unit fuel prices and higher generation
levels than the same units in the PJM Case for the same months of operations. The Company
contended that many of the gas and oil-fired units in the Stand Alone Case ran many of the days
when the same units were not dispatched by PIM. In its proposed order, the Public Staff
acknowledged that prices can change, but stated that the explanation of the Company does not
satisfactorily explain such differences.

The third item involved discrepancies between Dominion NC Power’s monthly unit details
for coal and nuclear units in Attachment 2 to the PJM Study and the monthly coal and nuclear totals
in Attachment 1 to the- PIM Study. When added up, the monthly individual unit data on Attachment 2
did not equal the total amounts for the same units shown on Attachment 1. Cross-examination by the
Public Staff of Company witness Meekins showed that, in 2 number of months, Mr. Meekins’ revised
testimony still showed the nuclear generation in the Stand Alone Case to.be zero. Dominion NC
Power wilness Meekins testified that he corrected the data for only five of the 14 months in the study.
In its proposed order, the Public Staff stated that this is not a satisfactory explanation or correction of
the differences between Attachment 1 and Attachment 2 for the Stand Alone Case.

The fourth item discussed in Public Staff witness Lam’s testimony is the use of too low a
percentage of purchased power in the Stand Alone Case when compared to the equivalent months
afier integration with PJM. According to Mr. Lam, Dominion NC Power made the first caleulation of
30% of the PIM purchased power available to the Stand Alone Case from the seven stand alone
months (October 2004 through April 2005) compared to the first eight months (May 2005 through
December 2005} for the Company in PIM. This early calculation was made to allow an early review
of the study methodology, in February 2006, as opposed to waiting until the end of the test period
(June 2006), and then first reviewing it in the middle of August 2006. When the remaining six
months of the fuel test period (January 2006 through June 2006) were incorporated, the initial 30%
purchased power calculation for the Stand Alone Case was not revised, even though the study period
had changed greatly. Public Staff witness Lam testified that, when he compared the seven months in
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the Stand Alone Case to the comparable months in the PJM case, the allocation percentage changed
to approximately 35%. He also testified that further investigation might yield an even higher number
and that, he had caleulated the reduction in the costs for the Stand Alone Case to be $100 million if
the percentage were increased from 30% to 40%, which would significantly erode the benefit
Dominion NC Power shows in its study. According to his testimony, the Company*s response to the
Public Staff’s calculation of 35% was  “...that both numbers were in the ballpark”. The Company
did not agree with the Public Staff hypothetical calculation of 40% and a possible replacement power
cost reduction of $100 million.

As aresult of this investigation of the PJM study, Public Staff witness Lam recommended that
no adjustment to the fuel costs be made for this test period. However, because of the numerous
problems with the study, Mr. Lam further recommended that the study process be refined for future
test years to ensure that the Commission’s condition is satisfied, Witness Lam testified that ‘the
Public Staff intends to work with Dominion NC Power and any intervenors who are interested and
devise a schedule to continue working on the study methodology and inputs prior to the Company’s
next fuei clause adjustment proceeding. In response to questions from Commissioners Ervin and Kerr
regarding the study, Mr. Lam reiterated that further work needed to be done. Following these
responses, counsel for the Company stated that the Company would stipulate for the record that it
would continue to work with the Public Staff and with_other parties to make sure that the benefits
from PIM are understood.

Nucor witness Dr. Morey presented festimony addressing two issues with respect to
Dominion NC Power’s comparative study of the fuel clause impacts of integration into PIM versus
continuing to operate as a stand alone utility. The first issue drew a comparison between the current
Dominion NC Power fuel impacts study discussed in witness Meekins testimony and the fuel factor
impacts estimated in the stedy by Charles River Associates submitted on behalf of Dominion NC
Power in Docket No. E-22, Sub 418. The second issue involved problems that Dr. Morey believes
exist with the current study that render its results unreliable as a basis for determining whether
Dominion NC Power’s North Carolina retail cnstomers have benefited from its integration into PIM.

With respect to the first issue, Dr. Morey concluded that with the range of possible outcomes
from the use of the study method encompassing both benefits and costs from PIM integration,
Dominion’s NC Power's PJM Study should not be relied upon to make a determination about
changes to the fue! cost rider at this time. With respect to the second issue, Dr. Morey stated that the
fuel clause benefits in the current study are highly sensitive to the purchased power assumption made
in the Stand Alone Case. Dr. Morey testified that a plausible, but conservative, assumed increase in
the amount of purchased power each month in the Stand Alone Case, relative to the purchased power
in the PJM Case, results in fuel costs in the PIM Case being higher than in the Stand Alone Case. Dr.
Morey also listed other shortcomings in the study and concluded that Dominion NC Power had not
shown that lower fuel costs are actually attributable to integration into PJM. According to his
testimony, the fuel cost savings from the PIM study of the Company is an artifact of the assumption
of lower purchases, not the result of a demonstration that a stand alone utility could operate as
efficiently as a utility integrated into PJM. He further testified that the fundamental problem with the
methadology of the current study is that it does not show that integration itself has produced a change
in fuef costs. The assumption of lower economy purchases in the Stand Alone Case for the test year is
the basis for the study when it should be the result of a definitive study.
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Dr. Morey recommended that the Commission not use the results of the study to make a
determination of what adjustment to make to the fuel cost rider in this proceeding because to do so
could he interpreted as implicitly approving Dominion NC Power’s methodology, which would
create the great risk that additional unwarranted costs of Dominion NC Power’s joining PIM would
be imposed on Dominion NC Power’s North Carolina retail customers. Second, he recommended
that the Commission refect the methodology of the study as a means of showing what the fuel clause
impacts are of Dominion NC Power joining PIM. Finally, he stated that, to clear up the problems
with the current study, a new study with a different approach is needed and that the Commission
should seek to ensure a credible study is filed in the future.

. In its brief, Nucor stated that the informal collaborative process has failed to produce an
accurate study. Therefore, Nucor recommends that the Commission should continue this proceeding,
and establish a formal process by which the Company, Commission staff, and intervenors can work
together to produce an acceptable study method that will accurately show the impact of the
Company’s integration into PJM on the North Carolina fuel charge, Further, Nucor believes that the
fuel charge which is allowed to go into effect in this proceeding should be subject to refund pending
the results of a revised and accurate study. Finally in this proceeding, Nucor recommends that once
an accurate study is developed, the Company should be required to use that study method during all
subsequent proceedings conducted pursuant to G.S. 62-133.2,

The Attorney General’s brief stated that the testimony of witnesses Morey, Meekins, and Lam
pointed out problems with the PJM study. Therefore, the Attomey General recommended that the
Commission should not accept the PIM study or rely upon it as proof that the Company has held its
ratepayers harmless from the adverse fuel cost effects of integration into FIM. The Attorney-General
noted that the Company and the Public.Staff have agreed to work together to imprave the study for
use in future fiel cases.

Based on the evidence, the Commission finds and concludes that no further adjustments to
Dominion NC Power’s fuel costs should be made in this proceeding, but that the results of the study
shall not be relied upon and that nothing in this Order should be interpreted or construed as an
explicit or implicit approval, acceptance or endorsement of Dominion NC Power’s methodology. A
new study js needed and the Commission intends to ensure that a credible study is filed in the future.
The Commission further concludes that the Company should continue to work with the Public Staff
and other interested intervenors on the study methodology and file a new study on February 15, 2007,
incorporating the results of the revised methodology using the first six months of the next test period
(July 2006 through December 2006). The Company shall continue to work with the Public Staff and
-other interested intervenors on the methodology, and file on August 15, 2007, the study resnlts for the
entire test period (Tuly 2006 through June 2007). The Company shall then continue to work with thé
parties on the study methodology until it files its testimony for the next fuel adjustment in
September 2007. To the extent the Public Staff or other interested intervenors disagree with the
Company’s proposed methodology, they may file their own methodology and its results in testimony
in the next fuel adjustment proceeding.

At this point in time, the Commission prefers to continue a collaborative process. The
Commission strongly encourages the Company and interested parties to make their best efforts to
work together to try and reach as much agreement as possible on'the appropriate study methodology,
underlylng assumptions, and data inputs. The Commission expects the Company to respond fully
and in a timely manner to requests for information and such requests should be reasonable. Any
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party that wishes to bring any issue relating to data availability or any other aspect of the study
process should feel free to bring that issue to the Commission for resolution.

EVIDENCE AND CONCLUSIONS FOR FINDINGS QF FACT NCS. 15 & 16

The evidence supporting these findings of fact is contained in the testimony and exhibits of
Company witnesses Gregory and Streightiff and Public Staff witnesses Peedin and Lam,

Company witness Gregory testified that the Company under-collected its fuel expenses by
$17,838,573 during the test year ending June 30, 2006.

Public Staff witness Peedin investigated the Experience Modification Factor (EMF) to
determine whether the Company properly determined its fuel costs during the test period.
Ms. Peedin’s investigation resulted in three adjustments. The first adjustment relates to the marketer
stipulation and resulted in decreasing Dominion NC Power’s North Carolinz retail firel expense by
$3,018,127, as discussed in Evidence and Conclusions for Finding of Fact No. 12. The second
adjustment relates to a credit of FTR revenues to purchased power expense and resulted in a
reduction to Dominion NC Power’s North Carolina retail firel expense in the amount of $756,336, as
discussed in the Evidence and Conclusions for Finding of Fact No. 13. She also adjusted test year
fuel costs to include the energy and generation imbalance costs, which resulted in increasing North
Carolina retail test year fuel costs by $20,134. The combination of the three adjustments reduced the
total test year fuel under-recovery from $17,838,573 to $14,084,244. Based upon the evidence, the
Commission finds and concludes that the appropriate North Carolina jurisdictional test year fuel
expense under-collection 1s $14,084,244,

Company witness Streightiff indicated that the appropriate and reasonable level of adjusted
North Carolina retail sales for the test year is 4,212,758 MWh. No party disagreed with this level,
and the Commission finds it reasonable. -

General Statute § 62-133.2(d) provides in part that the Commission “shall incorporate in its
fuel cost determination under this subsection the experienced over-recovery or under-recovery of
reasonable fuel expenses prudently incurred during the test period...in fixing an increment or
decrement rider. The Commission shall use deferral accounting, and consecutive fest periods, in
complying with this subsection, and the over-recavery or under-recovery portion of the increment or
decrement shall be reflected in rates for 12 months, notwithstanding any changes in the base fuel cost
in a general rate case.” )

The $14,084,244 under-recovered fuel expense can thus be divided by the adjusted North
Carolina jurisdictional sales of 4,212,758 MWh to arrive at an EMF increment of 0.334¢/kWh,
excluding gross receipts tax, or 0.345¢/kWh including gross receipts tax. The Comimission concludes
that this EMF increment of 0.334¢/kWh, excluding gross receipts tax, or 0.345¢/kWh, including
gross receipts tax, is reasonable and appropriate for use in this proceeding.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 17
The evidence supporting this finding of fact is cumulative and is contained in the testimony

and exhibits of Company witnesses Gregory and Streightiff and the testimony of Public Staff
witnesses Peedin and Lam,
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Based upon the above findings, the Commission finds and concludes that the final net.fuel
factor approved for usage in this proceeding is 2.491¢/kWh, excluding gross recelpts tax, and

2.574¢fkwh, including gross receipts tax.

This final net fuel factor is determined as follows:

Normalized System Fuel Expense

System kWh Sales at Sales Level

Test Year North Carolina Retail
Fuel Underrecovery

North Carolina Retail kWh Sales
At Sales Level

Base Fuel Component Approved in
Docket No. E-22, Sub 412
(cents per kWh)

Gross Receipts Tax Factor

$1,735,350,975
80,464,487,281

314,084,244
4,212,758,202

1.647
1.03327

Base Fuel Component including gross receipts tax =
1.647¢/kWh x 1.03327 = 1.702¢/kWh

Fuel Cost Rider A (excluding gross receipts tax) =
[($1,735,350,975) 80,464,487,281]-1.647¢/kWh = $0.510¢/kWh

Fuel Cost Rider A (including gross receipts tax) =
$0.510¢/kWh x 1.03327 = $0.527¢/kWh

Fuel Cost Rider B (excluding gross receipts tax) =
[($14,084,244)/4,212,758,202] = $0.334¢/kWh

Fuel Cost Rider B (including gross receipts tax) =
$0.334¢/kWh x 1.03327"= $0.345¢/kWh

b

Base Fuel Factor
EMFE/Rider B

Fuel Cost Rider A
FINAL FUEL FACTOR

Effective 1/1/2007

{¢/kWh Including Gross Receipts Tax)

1.702
345
527

2.574

ITIS, THEREFORE, ORDERELD as follows:

1. That effective beginning with usage on and after January 1, 2007, Dominion NC
Power shall adjust the base fuel component in its North Carolina retail rates approved in Docket No.
E-22, Sub 412, by an increment Rider A of 0.510¢/kWh, excluding gross receipts tax, or

0.527¢/kWh, including gross receipts tax;
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2. That an EMF Rider increment (Rider B) of 0.334¢/kWh, excluding gross receipts tax,
or 0.345¢/kWh, including gross receipts tax, shall be instituted and remain in effect for usage from
January 1, 2007, until December 31, 2007;

3. That Dominion NC Power shall file appropriate rate schedules and riders with the
Commission in order to implement the fuel charge adjustments approved herein not later than five (5)
working days from the date of receipt of this Order;

4, That Dominion North Carclina Power shall notify its North Carolina retail customers
of the rate adjustments approved in this proceeding by including the Notice to Customers of Rate
Increase attached to this Order as. Appendix A as a bill insert with customer bills rendered during the
next regularly scheduled billing cycle;

5 That Dominion North Carolina Power shali do the following:

(8)  continue to work with the Public Staff and other interested intervenors on the
study methodology and file a new study on February 15, 2007, incorporating
the results of the revised methodology using the first six months of the next
test period (July 2006 through December 2006);

(b)  continue to work with-the Public Staff and other interested intervenors on the
methodology and file on August 15, 2007, the study results for the entire test
period (July 2006 through June 2007);

(c)  continue to work with the parties on the study methodology until it files its
testimony for the next fuel adjustment in September 2007; and

6. To the -extent the Public Staff or other interested intervenors disagree with the
Company’s proposed methodology, they may file their own methodology and its results in testimony
in the next fire] adjustment proceeding.

ISSUED BY ORDER OF THE COMMISSION.
This the 22" day of December 2006,

NORTH CAROLINA UTILITIES COMMISSION

Gail L. Mount, Deputy Clerk
] 2220601 .

APPENDIX A
STATE OF NORTH CAROLINA
UTILITIES COMMISSION
- RALEIGH

DGCKET NO. E-22, SUB 436
BEFORE THE NCRTH CAROLINA UTILITIES COMMISSION

In the Matter of
Application of Dominion North Carolina
Power for Authority to Adjust its Electric
Rates Pursuant to G.S. 62-133.2 and
NCUC Rule R8-55

NOTICE TG CUSTOMERS
OF RATE INCREASE -

St N Nt e’ N
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NOTICE IS HEREBY GIVEN that the North Carolina Utilities Commission entered an Order
in this docket on December 22, 2006, after public hearing, approving a $20,811,026 increase in the
annual rates and charges paid by customers of Dominion North Carolina Power in North Carolina.
The rate increase will be effective for usage on and after January 1, 2007. The rate increase was
approved by the Commission after review of Dominion North Carolina Power’s fuct expenses during
the 12-month test period ended June 30, 2006, and represents changes experienced by the Company
with respect to its reasonable costs of fuel and fuel component of purchased power.

The change in the approved fitel charge will result in a monthly net increase of approximately
$4.94 for each 1,000 kWh of usage per month.

ISSUED BY-ORDER OF THE COMMISSION.
This the 22™ day of December, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk

mrl22206.01
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DOCKET NO. E-2, SUB 863
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
John B. Jaske, 20019 Springhill Lane,
Rapidan, Virginia 22733,
Complainant
ORDER REQUIRING REFUNDS

V.

Carolina Power & Light Company, d/b/a
Progress Energy Carolinas, Inc.,
Respondent

R ™ L N N N )

HEARD: Wednesday, June 22, 2005, at 9:00 am., in Hearing Room 2115, Dobbs
Building, 430 North Safisbury Street, Raleigh, North Carolina

BEFORE: Commissioner James Y. Kerr, II, Presiding, and Commissioners Sam J. Ervin, IV,
and Robert V. Owens, Ir.

APPEARANCES:  For Complainant:

John B. Jaske, 20019 Springhill Lane, Rapidan, Virginia 22733, representing
himself

For Carolina Power & Light Company, d/b/a Progress Energy Carolinas, Inc.:

Len S. Anthony, Deputy General Counsel - Regulatory Affairs, Post Office Box
1551, Raleigh, NC 27602

BY THE COMMISSION: By letter filed with the Commission on February 28, 2005, John B,
Jaske (Complainant) initiated a complaint against Carolina Power & Light Company, d/b/a
Progress Energy Carolinas, Inc. (PEC), concemning an assessment that PEC had made for installing a
new underground-electrical line to Complainant’s house on Bald Head Island. The complaint was served
on PEC by Commission Order of March 2, 2005.

PEC filed its Answer and Motion for Judgment on Pleadings on March 21, 2005, which was
served on Complainant by Commission Order dated March 23, 2005. On April 5, 2005, Complainant
filed a Response to Respondent’s Answer and Motion for Judgment on the Pleadings and Cross Motion
for Judgment on the Pleadings or, in the Altemative, for a Hearing,

On April 14, 2005, the Commission issued an Order Denying Motions for Judgment on the
Pleadings and Scheduling Docket -for Hearing. The original hearing date was postponed, at
Complainant’s request, by Order dated May 4, 2005, and the hearing was rescheduled for
June 22, 2005. .
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The hearing was held as scheduled. The parties stipulated to two exhibits, a map of the area
involved and PEC’s March 24, 2004 letter to Complainant. Complainant testified in his own behalf,
and PEC offered the testimony of witnesses Bill White and Greg Cagle. After the hearing, Complainant
filed a brief and PEC filed a proposed order.

Based on the pleadings and the testimony and exhibits presented at the hearing, the
Commission makes the following:

FINDINGS OF FACT

1. PEC is a public utility providing electric service to customers in North Carolina,
including customers on Bald Head Island, subject to the jurisdiction of this Commission.

2. Complainant John B. Jaske is a residential customer of PEC taking service at a house
‘on lot 1245 on Bald Head Island. He has owned the lot about three years. Lot 1245 (also referred
to as lot 226 and as 226 West Bald Head Wynd) is between Bald Head Wynd and Sand Piper Trail,
and it has frontage on both streets. Complainant’s lot was originally.on the second row of lots from
the ocean, but the lots on the first row, between Sand Piper Trail and the Atlantic Ocean, were
never developed.

3. PEC installed an underground electrical distribution system on Bald Head Island in
the 1980s. The distribution system included underground lines along Sand Piper Trail and a
transformer located on lots 1244 and 1245 near Sand Piper Trail. These were the facilities that originally
served the lots of Complainant and his neighboting property owners,

4, After PEC installed the distribution system, the high tide line of the Atlantic Ocean
moved steadily inland at that part of the island. By March 2004, the high tide line had crossed the first
row of lots and Sand Piper Trail and was up to Complainant’s lot. Beach renourishment has since
moved the high tide line further out, but Complainant and his neighbors are now oceanfront. The
original first row of lots and the part of Sand Piper Trail that once ran by Complainant and his
neighbors are now covered with sand.

5. As the ocean advanced, underground lines in the area were sometimes left exposed by
erosion. PEC reburied lines that had been exposed and made various attempts to maintain the facilities.
By early 2004 PEC’s distribution facilities along Sand Piper Trail were under water and the transformer
near Sand Piper Trail was about to be underwashed.

6.  The situation in early 2004 posed a danger to the public. PEC disconnected service to
Complainant and three of his neighbors and abandoned that part of its distribution system along Sand
Piper Trail serving these customers. PEC designed.and installed new underground distribution lines
and a new transformer to serve these customers from the Bald Head Wynd side of their properties.
Neither Complainant nor his neighboring property owners requested that the facilities be moved.

7. PEC wrote letters to Complainant and the three ofher affected property owners
informing them that they would need to pay allocated shares of the cost to install new distribution
facilities to serve their lots. The letters cited PEC’s Line Extension Plan as authority for the charges.
Complainant’s letter was dated March 24, 2004, and a bill for $2,636.68 was attached to it.
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8. Complainant paid the charges billed by PEC, and service was restored to his
house. However, Complainant disputes PEC’s authority to charge its customers for the
relocation of the facilities, and he seeks a refund.

9. The Commission concludes that PEC’s tariffs do not authorize it to charge ‘its
customers for the relocation of the facilities ereded away by the ocean in this case and that refunds
with interest must be made to Complainani and the similarly situated neighboring property owngrs,

DISCUSSION OF EVIDENCE AND CONCLUSIONS

The findings of fact are based upon the testimony and exhibits of Complainant and PEC’s
witnesses. There is little dispute as to the crucial facts'; the primary issue concerns the application of
PEC’s tariffs. .

Complainant argues that none of PEC’s tariffs authorizes PEC to charge him for moving the
lines and transformer. Complainant contends that the relocation of these facilities was nothing more
than maintenance and that maintenance -- whether necessitated by age or by damage due to fire, flood,
wind, ar erosion -- is PEC’s responsibility.

PEC concedes that its tariffs do not specifically address the situation where ocean encroachment
requires the abandonment and relocation of eleciric lines and that this complaint presents a matter of
first impression. However, PEC cites several provisions from its tariff and argues that “the logical
conclusion of those [tariffs] in theory is the position we have taken here.”

The Commission agrees with Complainant that the relocation of the facilities at issue
constituted maintenance for which PEC is responsible. At the hearing, PEC witness Cagle could not
convincingly distinguish this case from a natural disaster such as a tomado hitting a portion of a
metropolitan area. When asked if PEC would charge the customers. if it had to relocate facilities as a
result of a tomado, Cagle answered, “I'm not sure that I could say for sure we would or would not
- charge them. ,..But if you are talking about a feeder or'something like that that serves a large number of
customers and it’s knocked down as a result of a hurricane or something, we would put it back up and
consider that to be normal maintenance.” The applicable tariff is therefore Section 12(z) of PEC's
Service Regulations.

Section 12(a) provides, “Company shall install, own, operate, and ‘maintain all lines and
equipment located on its side of the point of delivery.” This tariff reflects basic principles of public
utility law. In general, an electric public utility such as PEC is obligated to provide electric service to
all those in its service territory who apply for service. The utility is responsible for extending basic
service to customers on an equal basis with the cost of providing such basic service spread over the
utility’s entire customer base, The wtility is responsible for providing and maintaining the necessary
facilities up to the point of delivery of electricity to the customer. Inherent in these principles is the
further proposition that the public utility essentially takes its service territory as it finds it, including
all of its unique geographic, meteorological, and demographic characteristics. Just as the customer
who lives near a generating plant pays the same rate as the customer furthest away, so the customers

' For example, there was disagreement as to whether the Building Inspector for Bakd Head Island ordered PEC to
disconnect houses and abandon the distribution facilities in question or whether PEC took it upon itself to do so after the:
Buiiding Inspector merely told PEC that it “needed to do something”; however, this dispute is not crugial o the reasoning
adopted herein,

163



ELECTRIC - COMPLAINT

more susceptible to ice storms or hurricanes or beach erosion pay the same rate as the customers less
susceptible to such phenomena. All of these general principles are, of course, subject to any tariffs
that have been approved by the Commission to address specific situations or specific costs, but PEC
has no specific tariff addressing the facts of this case. PEC tries to use tariffs written for other
situations to charge Complainant for the relocation of the facilities necessary to provide him with
electric service, but the tariffs do not support PEC’s position.

Utility tariffs are to be interpreted according to the rules for interpretation of contracts, State
ex rel. Utilities Comm. v. Thrifty Call, 154 NCApp 58, 63 (2002), dis. rev. denied, 357 NC 66
(2003), and there is a large body of case law addressing the interpretation of contracts. See, e.g,, 6
Strong’s NC Index 4th, Contracts §§ 52-78 (2002); 17A AmJur2d, Contracts §§ 328-499 (2004).
Woods v. Insurance Co., 295 NC 500 (1978), which involved an insurance policy, summarizes
several general principles for construction of contracts and is helpful here:

As with all contracts, the goal of construction is to arrive at the intent of the parties
when the policy was issued. Where a policy defines a term, that definition is to be
used, If no definition s given, non-technical words are to be given their meaning in
ordinary speech, unless the context clearly indicates another meaning was intended.
The various terms of the policy are to be harmoniously construed, and if possible,
every word and every provision is to be given effect. If, however, the meaning of
words or the effect of provisions is uncertain or capable of several reasonable
interpretations, the doubts will be resolved against the insurance company and in favor
of the policyholder, Whereas, if the meaning of the policy is clear and only one
reasenable interpretation exists, the courts must enforce the contract as written; they
may not, under the guise of construing an ambiguous term, rewrite the contract or
impose liabilities on the parties not bargained for and found therein.

Id at 505-6. Applying the principles of construction to PEC’s tariffs, the Commission concludes that
the tariffs do not support PEC’s arguments.

PEC’s letter to Complainant cited its Line Extension Plan as authority for the charges. Section
1L A2 of the Plan states in part, “When it is necessary to relocate the primary distribation facilities
serving any customer-requested facilities...for the Customer’s convenience, the Customer shall pay the
amount by which the Construction Cost exceeds Revenue Credit...” PEC argues that the relocation of
the facilities herein was undertaken for the “Customer’s convenience” since the work satisfied
Complainant’s continuing need for electric service. Section IILE4 of the Plan states, “When the
Company’s existing facilities within a Real Estate Development must be rearranged and/or abandoned
duc to any actions of the original owner or developer or any subsequent owner(s) or developer(s) within
the development, the party requesting the changes shall pay...." Complainant did not request that PEC
relocate the facilities, but PEC argues that that is immaterial since Complainant clearly wanted to
continue receiving electric service. The Commission concludes that these tariffs do not apply to the
facts of this case.

PEC’s own testimony establishes that the facilities were relocated for reasons of public safety.
PEC witness White testified that once he became aware of the situation in early 2004, it was not possible
to leave the facilities in place because of safety and engineering guidelines. He stated, “] went by and
inspected the area and we could not leave it as it was exposed to the public.” When asked if the facilities
could have been maintained in place in compliance with safety guidelines, he answered, ‘No....it
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became a danger from where it was. Secondary voltage and primary voltage are two different things,
Primary voltage, to have a transformer ioss right there, you are talking about some grave danger from
15,000 volts.” White testified that PEC made various attempts to maintain the facilities and that *we
try to keep it as safe as we can to the public. And when we get to a point where we can’t do anything
else fo it, then we have [to] disconnect them.” The relocation here was necessitated by PEC’s
obligation to serve within its service territory and to do so in a manner that meets safety requirements
and protects the public from danger. By no reasonable interpretation of its tariffs can PEC construe
such a fundamental public utility obligation as a matter of mere customer convenience or request,
Neither Section.IIL.A.2 nor Section IILE.4 was ever intended for a situation where the original means
of providing service has become a danger to the public and must be relocated for that reason. These
tariffs are typically applied in situations where the original means of service is still available and
adequate, but the customer (or developer) requests that the utility’s facilities be moved for his own
purposes (for example, when a service line is moved to accommodate the building of 2 home addition
or a garage). In such a case, the customer alone has caused the relocation costs to be incurred, and it
follows that the customer should bear those costs. The customer should not bear the costs of a
relocation undertaken because the utility’s facilities, for reasons unrelated to any acts of the customer,
have become unsafe.

At the hearing, PEC relied upon other provisions of its tariffs which were not mentioned in the
letter to Complainant -~ Section 1{h), Section 2(d), and Section 12(d) of PEC’s Service Reguiations.
For the reasons discussed below, the Commission concludes that none of these tariff provisions
applies to this case.

PEC witness Cagle cited Section 1(k) of PEC’s Service Regulations, which gives PEC the rght
to terminate service under certain circumstances, including “in case of a condition on Customer’s side of
the point of delivery actually known by Company to be, or which Company reasonzbly anticipates may
be, dangerous to life or property.” When questioned, Cagle quickly backed off reliance on this tariff,
conceding, “Well, guite honestly, we are talking here about a condition that existed on our side of the
point of delivery.” This tariff does not avail PEC because (1) it does not address unsafe conditions on
the utility’s side of the delivery point, where the utility is responsible for maintenance, and, in any event,
(2) it does not address the question of costs which is the issue here.

Section 2(d} of PEC’s Service Regulations states that PEC may discontinue service to a
customer who is served by lines that cross govemnment land

if and when (1) Company is required by governmental authority to incur expense in
the relocation or the reconstruction underground of any portion of said lines, unless
Company is retmbursed for such expense by Customer or Customers served therefrom, or
(2) the right of Company to maintain and operate said lines shall be terminated, revoked,
or denied by governmental authority for any reason.

First, the Commission notes that this tariff does not authorize the charges bilted by PEC since not all of
the relocated facilities were originally in the public strest: some underground lines were in the street
right of way, but the transformer was on private property. More to the point, the Commission concludes
that this tariff is typically applied where the original means of service would still be available but for the
act of the governmental authority, and that is not the case here. Here, there is a dispute as to whether the
local building inspector’s communication to PEC amounted to an order; PEC contends that the Island’s
Building Inspector told PEC that “you’re going to have to do something” and that this constituted a
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denial of PEC’s right to operate the existing lines on Sand Piper Trail. However, as discussed above,
PEC witness White testified that, once he became aware of the situation, it was not possible to leave the
facilities “as it was exposed to the public” because of safety and engineering guidelines. Thus,
regardless of what the building inspector said, the real reason PEC relocated the facilities was that
erosion had rendered them dangerous to the public, and Section 2(d) does not speak to a situation where
PEC relocates facilities for reasons of public safety. As a public utility, PEC has an obligation to serve
and to do so safely, and PEC eannot argue that acts undertaken to meet that fundamental responsibility
were in fact undertaken at the behest of the local government,

Finally, Section 12(d) of PEC’s Service Regulations provides as follows:

Protection: Customer shall protect Company’s wiring and apparatus on Customer’s
premises and shall permit no one but Company’s agents to handle same. In the event
of any loss or damage to such property of Company cansed by or arising out of
carelessness, neglect, or misuse by Customer, his employees or agents, the cost of
making good such loss or repairing such damage shall be paid by Customer. In cases
where Company’s service facilities on Customer’s premises require abnormal
maintenance due to Customer’s operation, Customer shall reimburse Company for
such abnormal maintenance.

PEC cites the last sentence of the tariff. Again, the Commission concludes that this tariff does not apply
to the facts of this case. First, the sentence cited by PEC refers to utility facilities “on customer’s
premises.” Not all of the relocated facilities were originally on Complainant’s property; many of them
were in the sireet right of way. Second, this sentence is in a tariff entitled “Protection,” and the previous
sentence speaks (o a customer’s responsibility to protect the utility’s equipment from loss or damage
caused by the customer’s negligence or misuse. There is no evidence that Complainant was negligent or
that he misused the facilities that had to be relocated. Third, all of that aside, the only abnomial
maintenance that the last sentence charges to the customer is abnormal maintenance “due to Customer’s
operation.” PEC witness Cagle testified that since the facilities serving Complainant had to be
redesigned and moved, “it is certainly sbnormal maintenance,” and PEC’s proposed order tries to apply
this tariff by arguing that “Customer’s operation” should be interpreted as referring to the fact that
Complainant wanted electric service in an “unusual and abnormal location,” i.e., oceanfront property
subject to erosion. PEC is again taking a tariff that was written for another situation and trying to invoke
it in a situation where it does not apply. The language of contracts and tariffs should be read in context
and ordinary words should be given their ordinary meaning. Section 12(d) does not apply here because
the phrase “Customer’s operation” was never intended to include merely living at the beach, and it
cannot be interpreted in that manner,
] f

In summary, the relocation of the lines and transformer serving Complainant was maintenance
necessitated by natural forces beyond the utility’s or customer’s control. It was similar to the
reburying of lines that PEC had done before on Bald Head Island - for which it did not charge customers
~ and similar to the rebuilding in communities both modest and affluent that PEC does after a hurricane
or tomado - for which it does not charge customers. PEC is responsible for such maintenance under
general principles of public utility Jaw and under its own tariffs, and PEC must make a refund to
Complainant. PEC shall also make refinds to the similarly situated neighboring property owners who
were charged for the relocation of the facilities at issue in this case to the extent that they paid the charges
billed and that PEC finds no distinguishing issues of fact as to them. G.8. 62-132,
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IT 1S, THEREFORE, ORDERED that the complaint filed in this docket on
February 28, 2003, should be, and hereby is, allowed and that PEC shall make refunds, with 10% interest
pursuant to G.S. 62-130(e), to Complainant and to the similarly situated neighboring property owners
who were charged for the relocation of the facilities at issue in this case.

ISSUED BY ORDER OF THE COMMISSION.
This the _6" day of February, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy. Clerk

Ga20606.02
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DOCKET NO. E-7, SUB 795A
DOCKET NO. E-7, SUB 810

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

DOCKET NO. E-7, SUB 795A
In the Matter of
Application of Duke Energy Corporation for
Approval of Form Service Agreements and the
List of Services Duke Power, LLC Intends to Take
or Provide Under These Agreements and a Ruling That
the Services Described in the Utility Service Agreement
are Shared Services Under the Regulatory Conditions

Ul

e i L L N P W R A e e ]

and Code of Conduct ORDER ACCEPTING
AFFILIATE AGREEMENTS
DOCKET NO. E-7, SUB 810 FOR FILING AND
In the Matter of ALLOWING PAYMENTS
Advance Notice of Initial Transfer of Services, THEREUNDER

Functions and Employees from Duke Energy
Corporation to Duke Energy Business Services,
LLC, and Duke Energy Shared Services, Inc.

BY THE COMMISSION: This matter concerns the request by Duke Power Company LLC
d/b/a Duke Energy Carolinas, LLC (Duke Power or Company) for Commission approval of certain
service agreements between and among Duke Power and its affiliates and the lists of goods or
services Duke Power intends to receive and provide under these service agreements pursuant to-G.S.
62-153 and Regulatory Condition No. 20. According to Duke Power, these service agreements are
proposed in order to take advantage of the potential synergies and cost savings associated with the
merger of Duke Energy Corporation and Cinergy Corp. by combining similar corporate functions. In
addition, Duke Power also requests that the Commission find that the services described in one of the
service agreements constitute “Shared Services” under the Regulatory Conditions and Code of
Conduct previously approved by the Commission in Docket No. E-7, Sub 795.

i

BACKGROUND

On February 1, 2006, Duke Power filed final forms of service agreements that authorize the
provision and receipt of non-power goods and services between and among Duke Power, its
Affiliates and Nonpublic Utility Operations’, the lists of goods and services it intends to take from
Duke Energy Shared Services, LLC (Duke Services), and the basis for the determination of such lists.
In addition, Duke Power also filed the lists of goods and services it intends to offer its Affiliates and
take from Affiliates other than Duke Services. This filing was made pursuant to the requirements of
Regulatory Condition No. 20 and G.S. 62-153.

More specifically, Duke Power’s filing included the following service agreements and lists of
services:

' These words and phrases are defined:in the Regulatory Candition and Cade of Conduct approved by the
Commission Grder dated March 24, 2006 in Docket No. E-2, Sub 795.
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1. Attachment 1 — The Service Company/Utility Service Agreement, including Appendix
A and Appendix B (Utility Service Agreement), which will govern the provision of
services from Duke Services to Duke Power and other regulated utility affiliates
following consummation of the merger.

2. Attachment 2 — The list of services Duke Power intends to take from Duke Services
under the Utility Service Agreement.

3. Attachment 3 — The Operating Companies Service Agreement (Operating Companies
Agreement), which is an agreement between and among Duke Power, The Cincinnati
Gas and Electric Company (CG&E), PSI Energy, Inc. (PSI), Union Light, Heat and
Power Company (Union), and Miami Power Corporation (Miami). Under this
agreement, the utilities are permitted to perform services for one another.

4. Attachment 4 — The list of services Duke Power inténds to take from and provide to
utility affiliates under the Operating Companies Agreement.

5. Attachment 5 — The Operating Company/Nonutility Companies Service Agreement,
which will allow Duke Power to provide services to various non-regulated affiliated
companies and vice versa. Duke Power does not intend to take or provide any
services under this agreement at this time.

6.  Attachment 6 ~ The Service Company/Nonutility Service Agreement, which will
govern the provision of services from Duke Services to non-utility affiliates of Duke
Power following consummation of the merpger.

The filing further indicates that the key driver in the determination of which services Duke
Power will take from Duke Services is the identification of the functions that will be performed for
more than one operating or nonutility company. As proposed, the employees that perform functions
for more than one operating company will be employed by Duke Services.

According to this filing, similar finctions across Duke Energy Corporation (Duke Energy)
and Cinergy Corp. will be combined where doing so is expected fo result in cost savings, Many
corporate functions; such as corporate finance, legal and human resources, are already provided to
Duke Power under an affiliate -agreement with Duke Energy Business Services, LLC (DEBS),
pursuant to which payment was allowed by the Commission in Docket No. E-7, Sub 658. With
regard to the determination of which services Duke Power will take from Duke Services, the filing
indicates that the key is the identification of which functions will be performed for more than one
utility or nonutility company. As proposed, the employees performing such functions will be
employed by Duke Services.

Duke Power’s February I, 2006 filing also explains a transition plan which is necessary due
to certain provisions in the merger agreement between Duke Energy and Cinergy Corp, that result in
a need for a period to fully transition all employees providing the shared services to one legal entity.
Additionally, due to tax considerations, Duke Power’s filing states that there may be 2 need to keep
employees in their existing companies until Janvary 1, 2007, Effective January 1, 2007, Duke Energy
intends to have all personnel performing service company activities employed by either DEBS or
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Duke Services. Effective January 1, 2008, Duke Energy intends to fully transition fo one shared
services legal entity, which will be Duke Services. .

In summary, Duke Power requests that the Commission approve the Utility Service
Agreement, the Operating Companies Agreement, the Operating Company/Nonutility Companies
Service Agreement, and the lists of services Duke Power intends to take or provide under these
agreements. In addition, Duke requests that the Commission find that the services described in the
Utility Service Agreement constitute “Shared Services” under the Commission-approved Regulatory
Conditions and Code of Conduct.

On March 1, 2006, Duke Power filed an advance notice to comply with Regulatory Condition
No. 55 (which initiated Docket No. E-2, Sub 810). In the advance notice filing, Duke Power stated
that it intended to transfer certain functions and employees from Duke Power to DEBS and Duke
Services on or about April 1, 2006 during a transition period which was necessitated by certain
provisions in the merger agreement, as explained in its filing dated February I, 2006.

On March 23, 2006, Duke Power filed a notice explaining that it planned to operate under the
Service Agreements on an interim basis pursuant to Regulatory Condition No. 20(b). Duke Power
acknowledged that such interim operation does not constitute acceptance or appraval of the Service
Agreement under G.S. 65-153 or preclude the Commission from addressing any issue raised by
intervenors. Duke Power further acknowledged that such interim operation under the Service
Agreements would be subject to refund and subject to any fully adjudicated Commission order on -
this matter.

Also on March 23, 2006, the Public Staff filed a response to Duke Power’s filings dated
February 1, 2006 and March 1, 2006. In its response, filed pursuant to Regulatory Condition
Nos. 20(b) and 55, the Public Staff recommended that the Commission issue a procedural order as
described in its filing.

On March 30, 2006, the Commission issued an Order Establishing Procedures in this mater.
Said Order: required Duke Power to file any revisions or clarifications to its February 1, 2006 filing
in Docket No. E-2, Sub 795A and to its March 1, 2006 filing in Docket No. E-2, Sub 810 within ten
days of the date of the Order, established a schedule for the filing of comments and reply comments,
and stated that any objections filed pursuant to Duke Power’s advance notice filed in Docket No, E-2,
Sub 810 would be handled in accordance with Regulatory Condition No. 59(b).

On April 10, 2006, Duke Power filed 2 number of revisions to the service agreements and lists
of services filed in Docket No, E-2, Sub 795A and in the lists of functions and employees included in
the 2dvance notice of initial transfer filed in Docket No. E-2, Sub 810.

On April 24, 2006, the Public Staff filed a conditional objection in response to Duke Power’s
advance notice of initial transfer. In its filing, the Public Staff stated that the filings by Duke Power
in Dockel Nos. E-2, Sub 795A and Sub 810 are intrinsically related because the services, functions
and employees proposed 1o be transferred in Sub 810 are for the purpose of combining numerous
functions in Duke Services, from which Duke Power will take various services pursuant to the Utility
Service Agrecment and list of services filed in Sub 795A. The Public Staff stated that certain items
in the list of services filed by Duke Power on February 1, 2006 (as amended on Apil 10, 2006)
‘presented no issues, while other items raised a number of issues. The Public Staff stated that such
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issues would be addressed in its comments fo be filed at a later date as allowed by the Commission’s
Order Establishing Procedures dated March 30, 2006,

On May 16, 2006, the Public Staff filed comments in which it raised several issues related to
the Service Agreements. On that same date, the Carolina Utility Customers Association, Inc.
(CUCA) also filed comments and raised an issue as to whether or not the asymmetric. pricing
provisions in Duke’s Commission-approved Code of Conduct should apply to each transacnon
pursuant to the Service Agreements involving Duke.

" On May 31, 2006, Duke Power filed reply comments, In addition, Duke Power's reply
comments included two atlachments. Attachment A includes a revised list of services for the
Operating Companies Agreement and the Operating Company/Nonutility Companies Service
Agreement and (2) a description of the charging-and accounting treatment the Company plans to use
for joint project development projects that serve to benefit all of the participants in a project.
Attachment B includes a description of certain additional employees to be transferred from Duke
Power to Duke Services.

On June 6, 2006, the Commission issued an Order in which it noted that the comments-of the
Public Staff and CUCA and the reply comments of Duke Power revealed that numerous issues then
existed among the parties as to whether the Commission should approve the Service Agreements and
transfers and/or whether additional conditions should be required: Further, based upon its
examination of those comments, the Commission stated its belief that this was an appropriate case in
which to urge the parties to attempt to negotiate the issues. Therefore, the Commission required the
parties to meet and negotiate, with a view toward resolving or simplifying the issues, and then file
further comments advising the Commission-as to agreemcnts reached and stating their positions on
matters still in dispute,

On July 27, 2006, CUCA filed furttier comments in which it stated that the negotiations of
CUCA and Duke Power were unsuccessful and that CUCA’s position on the issue identified in its
comments filed on May 16, 2006 has not changed.

On July 28, 2006, the Public Staff filed its further comments and reported that Duke Power
and the Public Staff had resolved all outstanding issues between them as discussed-below.

Duke Power also filed further comments on July 28, 2006. In its further comments, Duke
Power stated that it was able to resolve the issues raised by the Public Staff and had reached
agreement as to certain changes and conditions that are set forth in the Public Staff's further
comments. Duke Power also noted that negotiations with CUCA were unsuccessful. By reference,
Duke Power incorporated the arguments contained in its reply comments filed on May 31, 2006 to
address the outstanding issue raised by CUCA.

On August 18, 2006, the Commission issued an Order which scheduled an ]oral argument to
consider the issues which remained in dispute after negotiations.

On September, 5, 2006, the Commission issued an Order canceling the oral argument based
upon further review of written comments,
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DISCUSSION

In the remaining section of this Order, the agreements of Duke Power and the Public Staff
will be set forth and addressed by the Commission. In addition, the issue raised by CUCA, which is
now ripe for decision, will be discussed and addressed.

Agreements of Duke Power
and the Public Staff

As noted above, Duke Power and the Public Staff resolved all outstanding issues between
themn according to the reply comments filed by each of these parties on July 28, 2006. Their
agreements as to certain changes and conditions, which are set forth in the Public Staff reply
comments or in the Public Staff’s comments filed on May 16, 2006, are described below.

Attachment 1 - Utility Service Agreement

In comments filed on May 16, 2006, the Public Staff questioned whether Section 5.7 of the
Utility Service Agreement, as filed by Duke Power on February 1, 2006, complies with the
Regulatery Conditions and is sufficient to protect the Commission’s jurisdiction from preemption.
However, Duke Power included a revised Section 5.7 in its filing on April 10, 2006, With this
revision, the Public Staff believes that the Utility Service Agreement complies with the Regulatory
Conditions and is sufficient to protect the Commission’s jurisdiction from preemption.

With respect to whether Duke Power’s proposed transition plan requires any changes to the
Utility Service Agreement, the Public Staff reported that the addition of DEBS as a party to the
Utility Service Agreement substantially resolved its comcem. However, the Public Staff
recommended that (2) the Commission should make it explicit in any order accepting the Utility
Service Agreement that, during the transition period, DEBS is to be subject to the same Regulatory
Conditions and other conditions to which Duke Services is subject and (b) Duke Power should be
required to file a notice with the Commission within 30 days of fully transitioning to Duke Services
being the only shared services legal entity.

Section 2.2 of the Utility Service Agresment provides for the service company’s ability to
make material changes to methods of cost assignment, distribution or allocation. The Public Staff
stated that the sentence added to 2.2, along with the revised section 5.7, are sufficient to ensure that
the service company cannot make changes without complying with the Regulatory Conditions and
the Code of Conduct.

Appendix A to the Utility Service Agreement

In its comments filed on May 16, 2006, the Public Staff expressed concem as to whether the
statement at the top of page 9 in Appendix A, regarding substitution or changes in allocation,
complies with the advance notice and approval provisions of Regulatory Condition No. 20.
According to thie Public Staff’s further comments filed on July 28, 2006, the Public Staff and Duke
Power have agreed to resolve this concem by adding the following language in Appendix A: “Any
such substitution or changes shall be in compliance with the requlrements of applicable state law,
regulations and regulatory conditions.
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Attachment 2 - List of Services under the Utility Service Agreement

According to the comments of the Public Staff filed on May 16, 20006, the extent to which the
activities undertaken by the service company might render it a public utility under the Federal Power
Act or cause the Utility Service Agreement to be considered an integration agreement subject to the
FERC’s jurisdiction is an important issue. However, given the revisions filed by Duke Power on
April 10, 2006, the Public Staff does not believe that the activities included in the service agreement
would render Duke Services a public utility under the Federal Power Act or cause the agreement to
be considered an integration agreement. In addition, Regulatory Condition No. 20 requires changes
to the list of services to be filed in advance, but does not explicitly require notice or approval of
changes to the agreement itself. Because of the importance of this issue, any future changes to the
agreement or list of services must be carefully scrutinized. According to the further comments of the
Public Staff filed on July 28, 2006, Duke Power and the Public Staff have also agreed to the
following conditions related to preemption:

(1)  Consistent with G.8. 62-153, Duke Power shall obtain prior approval of any
proposed substantive revisions to the Utility Service Agreement and in the
contractual relationship between it and Duke Services.

(2)  Duke Power shall obtain Commission approval before Duke Services or DEBS
are sold, transferred, merged with any other entities, have any ownership
interest therein changed, or otherwise changed so that a change of control
could occur. This requirement does not apply to the currently planned merger
of DEBS into Duke Services or any movement of DEBS or Duke Services
within the Duke Energy corporate organization-for-tax-purpeses that does not
constitute a change of control.

In its comments filed on May 16, 2006, the Public Staff noted that the service company would
perform a number of services for both regulated utilities and nonregulated affiliates and operations.
This caused the Public Staff to express concern with respect to priority of service. According to the
further comments of the Public Staff filed on July 28, 2006, the Public Staff and Duke have agreed to
the following condition relating to priority of service and applicable to Items 7, 12 and 20 in
Attachment 2 - List of Services.

Duke Power, Duke Services, and Duke Energy Corporation shall ensure that Duke
Power’s regulated native load operations will be assigned the highest priority of all
work, services, or projects with respect to Item 7 — Power Engineering and
Construction, Item 12 — Power Planning and Operations, and Ttem 20 - Fuels
performed or to be performed by Duke Services vis-a-vis non-regulated operations and
that Duke Power’s regulated native-load operations will be treated no less favorably
than the regulated native load generation-related operations of PSI and Union and the
generation-related operations of CG&E as specified herein. For purposes of this
condition, CG&E’s generation-related operations are limited to the generating units
considered to be in its rate base at the time Ohio’s electric restructuring legislation was
implemented (August 31,2000), and -only to the extent that these units (a) are
considered physically dedicated to serving retail load in CG&E’s service temitory and
subject to the rate stabilization plan market based standard service offer (as approved
in Case 03-93-ATA) or (b) again become subject to traditional regulation. Afler
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December 31, 2008, Commission approval must be obtained to continue treating the
foregoing CG&E generation-related operations as regulated operations. CG&E
generating units that do not meet the foregoing requirements shall be treated as non-
regulated operations except that, solely for reliability purposes, Duke Services, in its
performance of the relevant activities under Item 12(2) and (3), may give those
generating units priority equal to the priority given to the regulated operations of Duke
Power, PSI and Union. Any party may request that the Commission alter the
foregoing limitations based upon subsequent developments or changes in Ohio with
respect to the treatment of CG&E’s generating units. The burden shall be on Duke
Power to establish that it received the priority required by this condition and that
CG&E’s previously rate based generating nnits are, and remain, physically dedicated
to serving retail load in CG&FE’s service territory during the rate stabilization period.

In addition, several items in Attachment 2 present an issue concerning the extent to which the
service company should be aliowed to file joint comments and make other filings with the FERC,
according to the comments of the Public Staff filed on May 16, 2006. However, the further
comments of the Public Staif filed on July 28, 2006 state that the Public Staff and Duke Power have
agreed to the following condition with respect to joint filings:

Duke Power may participate in joint comments and other joint filings with
Affiliates only when such participation fully complies with both the letter and
the spirit of the Regulatory Conditions, Any filing made by Duke Services on
behalf of Duke Power, or in which Duke, Power participates, must clearly
identify Duke Services as an agent of Duke Power for purposes of making the
filing,

Item 5 in Attachment 2 is Marketing and Customer Relations, which includes the design of
sales and demand-side management programs, customer meter reading, bill and payment processing,
and customer services, including the operation of call centers. To the extent that the provision of
thess services necessitates or otherwise results in the disclosure of Duke Power’s Customer
Information to Duke Services, such disclosure and Customer Information must be administered and
managed in accordance with the Code of Conduct. According to the comments of the Public Staff
filed on May 16, 2006, as well as its further comments filed on July 28, 2006, the Public Staff and
Duke Power have also agreed to the following conditions, which zddress information sharing and
direction:

() No Duke Services employee may use Customer Information to diseuss;
market; or sell any product or service to Duke Power’s customers, except in
support of a Commission-approved rate schedule or program or a marketing
effort managed and supervised directly by Duke Power.

(2) Duke Services employees with access to Customer Information must be
prohibited from making any improper indirect use of the data, including
directing or encouraging any actions based on the Customer Information by
employees of Duke Services that do rot have access to such information, or by
other employees of Duke Energy- (holding company) or other Affiliates or
Nonpublic Utility Operations of Duke Power. '
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(3)  Duke Power must file in this docket, within 60 days of any Commission Order
permitting the provision of services as described in Item 5, a copy of the
guidelines established for Duke Services employees with regard to complying
with the Customer Information Section of the North Carolina Code, a narrative
explanation of the training to be given Duke Services employees regarding
such compliance, and a copy of any documents provided to employees in the
course of that training.

(4)  Should any inappropriate disclosure of Duke Power Customer Information
occur at any time, Duke Power is required to immediately prompely file a
statement with the Commission in this docket deseribing the circumstances of
the disclosure, the Customer information disclosed, the resulis of the
disclosure, and the mitigating and/or other sieps taken to address the
disclosure.

In its comments filed on May 16, 2006, the Public Staff noted that Item 4 (Electric System
Maintenance), Item 6 (Electric Transmission and Engineering and Construction), Item 7 (Power
Engineering and Construction), and Item 12 (Power Planning and Operations) in Attachment 2 are
interrelated. According to the Public Staff, the coordination of maintenance services between and
among Duke and the Affiliates raises a number of issues with respect to prierity of service; how
closely maintenance services need to be coordinated with the functions and services in Item 6, Item 7,
and Item 12; and conditions to govem any sharing of Duke Power’s Confidential Systems Operation
Information (CSOI) and other sensitive information. The Public Staff added that Item 12 causes the
most concern of all the items listed in Attachment 2. More than any of the other Attachment 2 items,
and more than has been attempted by Progress Energy Carolinas, Inc. or Dominion North Carolina
Power, Duke Power’s proposal moves essential core utility operations to a separate corporate entity.
Therefore, the Public Staff believes this situation must be closely monitored. The Public Staff also
stated that Duke Power must be able to demonstrate on an ongoing basis that its proposed
organization is more beneficial to its North Carolina retail ratepayers than any other feasible

" organizational structure, including one that moves all the power planning and operations functions
back to the Duke Power corporate entity. In addition, the Public Staff recommended that certain
additional conditions are necessary with respect to priority of service (as set forth above) and the
protection of CSOI and other sensitive information {as set forth below). The Public Staff also
expressed concern with regard to specific wording which was originally used in Item 12. The phrase
included in section (a), “Duke Energy Corporation’s electric generation units and transmission and
distribution systems”, concems the Public Staff because such language could be interpreted as being
inconsistent with the Regulatory Conditions and conveys the impression that there is one Duke
Energy power system rather than separate systems operated by individual utilities. Instead of this
phrase, the Public Staff recommended more precise wording, such as “the electric generation units -
and transmission and distribution systems belonging to the regulated utilities owned by Duke Energy
Corporation.” In its reply comments filed on May 31, 2006, Duke Power agreed to make this change
in language to clarify Item 12,

The Public Staff also expressed concerns with respect to Ttem 20 (Fuels) in Attachment 2 in at
least 2 respects. First, as with the power planning and operations functions and services proposed to
be transferred in Item 12, fuel procurement is a core utility function. Second, the Code of Conduct
permits joint purchases of coal (explicitly) and oil (implicitly, by the lack of any prohibition) directly
between Duke, PS], and Union; however, it does not permit joint purchases of natural gas, according
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to the Public Staff. In addressing these concerns, the Public Staff stated that, at a minimum, (a) the
nonregulated business operations cannot be allowed to participate with the regulated utilities in this
joint procurement, (b) CSOI and other sensitive information cannot be directly or indirectly shared
with the nonregulated operations in contravention of North Carolina and FERC Codes and Standards
of Conduct and conditions recommended elsewhere in its comments, and (c) no personnel that are
involved in fuel procurement for the utilities can also be involved in fuel procurement for the
nonregulated operations. The Public Staff also stated again that Duke Power must be able to
demonstrate on an ongoing basis that its proposed organizational structure is more beneficial to its
North Carolina retail ratepayers than any other ofganizational structure, including one that moves all
Duke Power fuel procurement back to the Duke Power corporate entity. In addition, according to the
further comments of the Public Staff filed on July 28, 2006, the Public Staff and Duke Power have
agreed that Section D.(5). of the Code of Conduct should be revised to address joint fuel purchases,
as foilows:

D.(5). Duke Power and its Affiliates may capture economies-of-scale in joint
purchases of goods and services {excluding the purchase of (a) electricity and
ancillary services intended for resale, (B) natural gas, and (¢) coal electricity
and-aneillary-services-intended-for resale), if such joint purchases result in cost

savings to Duke Power’s Customers. Duke Power, PSI Energy, Inc., and Union
Light, Heat and Power Company may capture economies-of—scale in joint
purchases of natural gas for consumption and coal for consumption, if such
joint purchases result in cost savings fo Duke Power’s Customers.
Notwithstanding the foregoing, if any of the natural gas or coal jointly
purchased by Duke Power, PSI Energy, Inc., and Union Light, Heat and Power
Company, is transfemred to or utilized by another Affiliate within 12 months of
the joint purchase, Duke Power will file a notification of such with the
Commission.

The Public Staff also pointed out that the provision of the services to be provided to Duke
Power by Duke Services in Items 4, 6, 7, 12 and 20 may cause certain émployees of Duke Services to
come info possession of Duke Power CSOL In addition to applicable provisions of the Code of
Conduct, the further comments of the Public Staff filed on July 28, 2006 state that the Public Staff
and Duke Power have agreed to the following CSOI conditions:

{1) Duke Services employees with access to CSOI must be prohibited from
making any improper indirect use of the data, including directing or:
encouraging any actions based on the CSOI by employees of Duke Services
that do not have access to such information, or by other employees of Duke
Energy (holding company} or other Affiliates or Nonpublic Utility Operations
of Duke Power.

(2)  Duke Power shall file in this docket, within 60 days of any Commission Qrder
permitting the provision of services as described in Jtems 4, 6, 7, 12, and 20, a
copy of the guidelines established for Duke Services employees with regard to
complying with the CSOI Section of the NC Code, a narrative explanation of
the training to be given Duke Services employees regarding such compliance,
and a copy of any documents provided to employees in the course of that
tratning.
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(3)  Should any inappropriate disclosure of CSOI occur at any time, Duke Power
shall immediately promptly file a statement with the Commission in this
docket describing the circumstances of the disclosure, the CSOI disclosed, the
results of the disclosure, and the mitigating and/or other.steps taken to address
the disclosure.

(4)  Should the handling or disclosure of Market Information or Transmission
Information by Duke Services or its employees result in (2) a violation of the
FERC Code or the Transmission Standards, (b) the posting of such data on an
OASIS or other Intemet website, or (c) other public disclosure of the data,
Duke Power shall immediately promptly file a statement with the Commission
in this docket describing the circumstances leading to such violation, posting,
or other public disclosure, any data required to be posted or otherwise publicly
disclosed, and the miligating. and/or other steps taken to address the current or
any fisture potential violation, posting, or other public disclosure,

(5)  Should Duke Power begin to compete with PSI or Union in the wholesale
power sector in more than a very limited manner, Duke Power shall
immediately take steps to amend Items 4, 6, 7, 12, and 20, and these
conditions, as appropriate, and shall file the amended ltems and conditions
with the Commission for approval within 60 days of the change in
circumstances.

(6)  Should either the FERC Code or the Transmission Standards be eliminated,
amended, superseded, or otherwise replaced, Duke Power shall file a letter
with the Commission in this docket describing such action within 60 days of
the action, along with a copy of any amended or replacement document.

Attachment 3 — Operating Companies Agreement

Attachment 3 is the Operating Companies Agreement, which is an agreement between and
among Duke Power, CG&E, PSI, Union, and Miami. -Under this agreement, the utilities are
permitted to perform services for one another. Including Duke Power’s revisions to Attachment 3
filed on April 10, 2006 and subject to Duke Power receiving pnonty of service, the Public Staff does
not object to Attachment 3.

Attachment 4 -- List of Services under the Operating Companies Agreement

and
Attachment 5 — Operating Company/Nonutility Companies Service Agreement.

Attachment 4 is the list of services Duke Power intends to take from and provide to its
operating company affiliates under the Operating Companies Agreement. As originally filed on
February 1, 2006 by Duke Power, the only service on the list was support during storm recovery.

Attachment 5 is the Operating Company/Nonutility Companies Service Agreement which

allows Duke Power to provide'services to, and take services from, the non-regniated affiliate
companies on the signatory pages of this agreement.

177



ELECTRIC - FILINGS DUE PER ORDER OR RULE

As noted above, Duke Power’s reply comments filed on May 31, 2006, included two
attachments. Attachment A includes (1) revised lists of services for the Operating Companies
Agreement and for the Operating Company/Nonutility Companies Service Agreement and (2) a
description of the charging and accounting treatment Duke Power proposes to use for joint project
developments that serve to benefit all of the participants in a project. In its reply comments, Duke
Power stated that it continues to believe that these services will occur only on an incidental basts.
Attachment B includes a description of certain additional employees to be transferred from Duke
Power to Duke Services.

With exception to the joint project development language in Attachment A, the Public Staff
stated in its reply comments filed on July 28, 2006 that it has no objection to Attachments A and B,
so long as it is clear that any such services must be incidental in nature and that Duke Power’s
regulated operations must receive pricrity. According to the Public Staff, Duke Power and the Public
Staff are still discussing the joint project development language and will file an appropriate
amendment to the Code of Conduct at a Jater date. The Public Staff added that the joint project
development language is not part of the service agreement and its resolution should not delay a ruling
on the service agreements, lists of services, and transfer of employees.

Further, éxcept as noted above, the Public Staff veiced no objection to Attachment 4 and 5.

Attachment 6 — Service Company Nonutility Service Agreement

Attachment 6 is the Service Company Nonutility Service Agreement which will govem the
provision of services from Duke Services to nonutility affiliastes. Duke Power’s filing on
February I, 2006 states that this agreement is filed for informational purposes only to demonstrate the
terms and conditions under which Duke Services will provide the same services to nonutility
affiliates that it provides to Duke Power. According to Duke Power, this agreement does not require
approval or acceptance by the Commission becanse Duke Power is not a party to the agreement.

The Public Staff believes that this agreement is an Affiliate Contract, as that term is defined in
the Regulatory Conditions, because it is a contract among Duke affiliates and it is reasonably likely to
have an Effect on Duke Power’s Rates, as that term is also defined in the Regulatory Conditions. The
Public Staff contends that, as an Affiliate Contact, it is subject to the provisions of Regulatory
Condition No, 1(z). Since service agreements are not required to be filed with the FERC at this time,
the Public Staff further believes that Regulatory Condition Nos. 1(c) and 10 would not apply.
However, if Duke Power proposes to file the agreement or if the FERC requires such agreements to
be filed, the Public Staff states that these two Regulatory Conditions would apply.

Shared Services

In its February 1, 2006 filing, Duke Power also requests that the Commission find that the
services described in the Utility Service Agreement constitute “Shared Services” under the
Regulatoxy Conditions and the Code of Conduct.

In its comments filed on May 16, 2006, the Public Staff contended that Duke Power’s request

with respect to “Shared Services” is overbroad, “Shared Services” are defined in both Regulatory
Conditions and Code of Conduct as follows:
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The services that meet the requirements of the Regulatory Conditions approved in Docket
No. E-7, Sub 795, or subsequent orders of the Commission and that the Commission has
explicitly authorized Duke Power to take from Duke Energy Shared Services pursvant to a
service agreement (2) filed with the Commission pursuant to G.S. § 62-153(b), thus
requiring acceplance and authorization by the Commission, and (b) subject to all other
applicable provisions of North Carolina law, the rules and orders of the Commission, and
the Regulatory Conditions, including, but not limited to, Regulatory Condition No. 20
approved in Docket No. E-7, Sub 795.

The Public Staff stated that it has no objection to a finding by the Commission that the specific
services that the Commission explicitly allows Duke Power to take pursuant to the Utility Service
Agreement are “Shared Services” under the Regulatory Conditions and the Code of Conduct.

Pending Issue of CUCA

In its comments filed on May 16, 2006, CUCA stated its belief that the asymmetric pricing
provisions of Section II1.D.3{a) and (b) need to be applied to all transactions between Duke Power
and its affiliates, including the three affiliate agreements filed by Duke Power for approval,
According to CUCA, only the Operating Company/Nonutility Companies Service Agreement
expressly incorporates the asymmtetric pricing language of the Code of Conduct, while the Utility
Service Agreement and the Operating Companies Agreement address pricing of affiliate transactions
at cost and fail to explicitly incorporate the asymmetric pricing provisions,

CUCA also stated that Section [I1.D.4. allows Duke Power to pay for services from affiliates
and receive payments for services to affiliates on a cost basis as they are “cost beneficial”, subject to
- Regulatory Condition No. 18. However, CUCA argued that Regulatory Condition No. 18 is subject
to the Code of Conduct, which prohibits Duke Power from recovering costs from ratepayers that
exceed fair market value for services from affiliates, wnless the services are not commetcially
available. Therefore, in order to remove all ambiguity and circularity regarding the charges {for
accounting purposes) for the services that Duke Power purchases from or provides to affiliates
pursuant to the Utility Service Agreement and the Operating Companies Agreement, CUCA believes
and recommended that the Commission order should clearly impose the asymmetric pricing provision
restrictions upon each and every transaction involving Duke Power pursuant to these agreements,
CUCA stated that such clarifying language is necessary and appropriate given Duke Energy’s
intention te transfer more than one thousand employees from Duke Power to Duke Services; which
indicates numerous and significant affiliate transactions that will be difficult to monitor. In addition,
CUCA believes that the independent auditor acting pursuant to Regulatory Condition No. 32 should
be directed to review whether the allocation methodologies in the agreements are reasonable and
consistent with industry norms.

In its reply comments filed on July 29, 2006, Duke Power stated that CUCA’s argument
misinterprets the Code of Conduct and ignores Commission precedent that permits the sharing of
support services by a service company on a fully distributed cost basis,

Duke Power cited Section H1.D.4 of the Code of Conduct, which pravides that:

To the extent that Duke Power, Duke Energy Corporation, other Affiliates, or the
Nonpublic Utility Operations receive Shared Services from Duke Energy Shared
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Services, these Shared Services may be jointly provided to Duke Power, Duke Energy
Corporation, the Affiliates, or the Nonpublic Utility Operations on a fully distributed
cost basis, provided that the taking of such Shared Services by Duke Power is cost
beneficial on a service-by-service (e.g., accounting management, human resources
management, legal services, tax administration, public affairs). basis to Duke Power
and is undertaken pursuant to the provisions of Regulatory Condition No. 18 approved
by the Commission in Docket No. E-7, Sub 795. Charges for such Shared Services
shall be allocated in accordance with the cost allocation manual(s) filed with the
Commission pursuant to Regulatory Condition No. 20, subject to any revisions or
other adjusiments that may be found appropriate by the Commission on an ongoing
basis.

According to Duke Power, this language is consistent with the Code of Conduct in effect prior to the
merger with Cinergy Corp. Similarly, the Commission-approved Codes of Conduct for Progress
Energy Carolinas, Dominion NC Power, and Public Service Company of North Carelina, Inc. provide
that a service company may provide the utility and its affiliates with support services “on a joint
basis” and that such shared services shall be charged among the entities receiving the services,

Duke Power belicves that the issue of shared services being provided on a fully distributed
cost basis was addressed at length in the evidentiary hearing in Docket No. E-7, Sub 795. Duke
Power argued that its testimony made it clear that the savings estimated to result from the merger
between Duke Energy and Cinergy Corp. are predicated on the sharing of corporate and utility
support functions on an at-cost basis. Duke Power also noted that Section IILD.3(d) of the Code of
Conduct provides an express exception to the asymmetrical pricing rules for certain transactions
between Duke Power and its Utility Affiliates. Duke Power added that the Regulatory Conditions
and Code of Conduct approved by the Commission provide for the sharing of corporate and utility
support functions, subject to the obligation to perform periodic market studies to demonstrate that it
is cost-effective to Duke Power for these fanctions to be performed by the shared services company.
Fmally, Duke Power submitted that the Commission has already decided the issue raised by CUCA
in approving the Regulatory Conditions and Code of Conduct.

CONCLUSIONS

After careful consideration, the Commission concludes that the Utility Service Agreement, the
Operating Companies Agreement, the Operating Company/Nonutility Companies Service Agreement
and the lists of services Duke Power intends to take or provide under these agreements, as revised
and subject to the changes and conditions agreed upon by Duke Power and the Public Staff, should be
accepted for filing and that Duke Power should be allowed to make payments under the terms and
conditions of these .agreements, pursuant to G.S. 62-153 and Regulatory Condition No. 20. The
Commission further concludes that the services includéd in the filed list of services, as revised, which
Duke Power intends to take under the Utility Service Agreement constitute Shared Services under the
Regulatory Conditions and Code of Conduct. In addition, the Commission concludes that Section
D.(5) of the Code of Conduct approved by the Commission Order dated March 24, 2006, in Docket
No. E-7, Sub 795 should be amended, as agreed upon and proposed by Duke Power and the Public
Staff and as set forth above.

With the additional conditions related to preemption, the Commission is convinced that its
jurisdiction is not adversely affected by the service agreements and transfer of function. The taking
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of services by Duke Power pursuant to these service agreements and lists of services is subject to the
requirement that Duke Power be able to demonstrate on an ongoing basis that the transfer of
functions and employees and the resulting organization is more beneficial to its North Carolina retail
ratepayers (including cost of service impacts) than any other feasible organizationat structure.

The service agreements accepted herein and the payments allowed pursuant thereto will
remain subject to ongoing review as to the reasonableness of each agreement, the applicable fist of
services and the amount of compensation paid. The areas subject to review include, but are not
limited to: (a) the services taken by Duke Power pursuant to the service agreements; (b) the costs and
benefits assigned and/or allocated in connection with such services; (c) the determination and/or
calculation of the bases and factors utilized to assign and/or allocate such costs and benefits; and (d)
Duke Power’s compliance with its Commission-approved Code of Conduct and Regulatory
Conditions, as currently approved and revised by the Commission in the future.

With respect to the issue raised by CUCA, the Commission rejects the position of CUCA for
the reasons generally stated by Duke Power in its reply comments and further comments, In so
doing, the Commission notes that Section IILD.4. in the Commission-approved Code of Conduct
provides that Shared Services may be jointly provided to Duke Power provided that such services are
cost beneficial on a service-by-service basis. Any challenge to the cost-effectiveness of Duke
Power’s decision to obtain Shared Services from Duke Services may be advanced and adjudicated in
an appropriate general rate case or complaint proceeding.

Finally, Duke Power should incorporate revisions and changes agreed upon by the Public
Staff in these service agreements and file executed copies of the agreements. In addition, Duke
Power should file one complete list of services incorporating all previously filed revisions for each
agreement.

IT IS, THEREFORE, ORDERED as follows:

L. That the Utility Service Agreement, the Operating Companies Agreement, the
Operating Company/Nonutility Companies Service Agreement, and the Iists of services Duke Power
intends to take or provide under these agreements, as revised and including the changes and
conditions agreed upen by Duke Power and the Public Staff, are hereby accepted for filing and Duke
Power is hereby authorized to make payments under the terms and conditions of these agreements.

2. That the services included in the lists of services, as revised and filed, which Duke
Power intends to take under the Utility Service Agreement constitute Shared Services pursuant to the
Commission-approved Code of Conduct,

3. That Section D.5 of the Code of Conduct approved by the Commission Qrder dated
March 24, 2006, in Docket No. E-7, Sub 795 is hereby amended, as agreed upon and proposed by
Duke Power and the Public Staff, and as set forth hereinabove,

4, That the taking of services by Duke Power pursuant to these service agreements and
lists of services shall be subject to the requirement that Duke Power be able to demonsirate on an
ongoing basis that the transfer of functions and employees and the resulting organization is more
beneficial to North Carolina retail ratepayers, including cost of service impacts, than any other
feasible organizational structure,
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5. That the service agreements accepted herein by the Commission, and the payments
allowed thereunder, shail be subject to ongoing review as to the reasonableness of each agreement,
the applicable lists of services and the amount of compensation paid and shall be subject to
modification by Commission QOrder.

6. That Duke Power shall incorporate the revisions and changes agreed upon by the
Public Staff in these service agreements and file executed copies of the agreements. In addition,
Duke Power shall file one complete list of services ificorporating all previously filed revisions for
each agreement.

7. That for ratemaking purposes, this Order shall not constitute approval of the amount of
fees, or other compensation paid under these agreements, and that the authority granted herein is
without prejudice to the right of any party to take issue with any provision of these agreements in a
future proceeding,

ISSUED BY ORDER OF THE COMMISSION.
This the 30th day of October, 2006,

NORTH CAROLINA UTILITIES COMMISSION

Patricia Swensor, Deputy Clerk
10300501

Chair Jo Anne Sanford did not participate in this decision.
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DOCKET NO. E-7, SUB 793

BEFORE THE NORTH CARQLINA UTILITIES COMMISSION

In the Matter of
Application of Duke Energy Corporation for ) ORDER APPROVING MERGER
Authorization under G.S. 62-111 to Enter ) SUBJECT TO REGULATORY
Into a Business Combination Transaction ) CONDITIONS AND CODE OF
With Cinergy Corp. and for Approval of ) CONDUCT
Affiliate Agreements under G.S. 62-153 )

HEARD: Commission Hearing Room 2115, Dobbs Building, 430 North Salisbury Street,
Raleigh, North Carolina, on Tuesday, December 6, 2005, at 9:30) a.m., Tuesday,
December 13, 2005, at 1:00 p.m,, Wednesday, December 14, 2005, at 9:30 am.,
Thursday, December 15, 2005, at 9:30 2.m., and Wednesday, January 18, 2006, at
9:30 a.m. :

BEFORE:  Chair Jo Anne Sanford, Presiding, and Commissioners Robert V. Owens, Jr., Sam J.
Ervin, IV, Lorinzo L. Joyner, James Y. Kerr, II, and Howard N. Lee

APPEARANCES:
For Duke Energy Corporation:
Kodwo Ghartey-Tagoe, Chief Litigation Counsel, Lara 8. Nichols, Associate General
Counsel, and Lawrence B. Somers, Assistant General Counsel, Duke Energy

Corporation, 422 South Church Street, Charlotte, North Carolina 28202

Robert W. Kaylor, Law bfﬁces of Rebert W. Kaylor, P.A,, 225 Hillsborough Street,
Suite 480, Raleigh, North Carolina 27603

For Carolina Industrial Group for Fair Utility Rates III:

Ralph McDonald, Bailey & Dixon, LLP, P.O, Box 1351, Raleigh, North Carolina
27602

For Carolina Utility Customers Association, Inc:

James West, West Law,Ofﬁ.ces, P.C., 434 Fayetteville Street Mall, Suite 1733,
Raleigh, North Carolina 27601

For Environmental Defense:

Danie] Whittle, Senior Attorney, Environmental Defense, 2500 Blue Ridge Road,
#330, Raleigh, North Carolina 27607
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For North Carolina Sustainable Energy Association:

John Runkle, P.O. Box 3793, Chapel Hill, North Carolina 27515

For the Using and Consuming Public:

Antoinette R. Wike, Chief Counsel, and Gisele L. Rankin, Staff’ Attorney, Public
Staff-North Carolina Utilities Commission, 4326 Mail Services Center, Raleigh,
North Carolina 276994326

Leonard G. Green, Assistant Attomey General, North Carolina Department of Justice,
P.Q. Box 629, Raleigh, North Caralina 27602

BY THE COMMISSION:  This matter arose upon the filing of an Application by Duke
Energy Corporation (Duke Energy) on July 15, 2005, seeking authority pursuant to G.S. 62-111 to
enter into a business combination (hereinafter referred to as “the Merger”) with Cinergy Corp.
(Cinergy) and approval pursuant to G.S. 62-153 of certain affiliate agreements. Exhibits filed with
the Application included the Agreement and Plan of Merger (Merger Agreement) dated May 8, 2005,
and amended as of July 11, 2005; a schematic diagram of transactions under the Merger Agreement;
Annual Reports of Duke Energy and Cinergy; a Cost-Benefit Analysis; and a Market Power Analysis.
Also included were four affiliate agreements: a Utility Service Agreement, an Operating Companies
Service Agreement, an Operating Company/Non-Utility Companies Service Agreement, and a Utility
Money Pool Agreement. A Tax Sharing Agreement was filed on August 1, 2005. On
November 18, 2005, Duke Energy filed the Second Amendment to the Merger Agreement, dated
Qctober 3, 2005.

In response to the Application, the Commission issued an order on August 11, 2005,
scheduling the matter for hearing on December 6, 2005, and requiring public notice. On
November 17, 2005, the Commission issued an order scheduling the December 6 hearing for the sole
purpose of receiving public witness testimony and rescheduling the evidentiary hearing for
December 13, 2005.

Petitions to intervene were filed by Carolina Utility Customers Association, Inc. (CUCA);
Carolina Industrial Group for Fair Utility Rates ITI (CIGFUR 1Ii); North Carolina Sustainable Encrgy
Assoctation, Inc. (NCSEA); Environmental Defense; and the North Carolina Electric Membership
Corporation (NCEMC). By various orders, the Commission granted the petitions to intervene. The
Attorney General filed notice of intervention pursuant te G.S. 62-20. The intervention of the Public
Staff was deemed recognized pursuant to Commission Rule R1-19(e).

On November 29 and 30, 2005, a Stipulation and Agreement (Stipulation) between
Duke Energy and the Public Staff was filed by the Public Staff. Attached to the Stipulation were
proposed Regulatory Conditions, a proposed Code of Conduct, and a revised exhibit showing the net
merger savings proposed to be shared by Duke Energy with its North Carolina retail ratepayers.

The matter came on for hearing as scheduled. Dr. Edwin Cox, a licensed physician and

former director of the cancer center database at the Duke Comprehensive Cancer Center, and Martin
Lancaster, President of the North Carolina Community College System, testified as public witnesses.
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Duke Energy presented the direct testimony of Ruth G. Shaw, President and Chief Executive
Officer of Duke Power; James E. Rogers, Chairman and Chief Executive Officer of Cinergy; Myron
L. Caldwell, Group Vice President and Chief Financial Officer of Duke Power; Thomas J. Fiaherty,
Senior Vice President in the Energy and Utilities practice of Booz Allen Hamilton; and Carol E,
Shrum, Vice President of Financial Planning and Analysis for Duke Energy Business Services. The
testimony of Dr. William Hieronymus, Vice President of CRA Intemational, Inc. (formerly Charles
River Associates), filed with the Application, was entered into the record by stipulation. .

CIGFUR III presented the testimony of Nicholas Phillips, Jr., a consultant with the firm of
Brubaker & Associates, Inc. CUCA presented the testimony of Kevin W. O’Donnell, President of
Nova Energy Consultants, Inc. The Public Staff presented the joint testimony of Elise Cox, Assistant
Director, Accounting Division; Thomas W. Farmer, Jr., Director, Economic Research Division; and
James S. McLawhom, Utilities Engineer, Electric Division. Environmental Defense presented the
testimony of Michael Shore, Senijor Air Policy Analyst.

Duke Energy presented the rebuttal testimony of Myron L. Caldwell, Thomas J. Flaherty, and
Janice D. Hager, Vice President, Rates and Regulatory Affairs, for Duke Power. CUCA presented
the rebuttal testimony of Kevin W. O’Donnell

By order issued December 20, 2005, the Commission directed Duke Energy and the Public
Staff to convene a conference of all parties to discuss and negotiate reasonable and appropriate post-
hearing changes and modifications to the proposed Regulatory Conditions and Code of Conduct that
were attached to the Stipulation. The partics were directed to prepare and file a matrix of contested,
non-settled issues following the negotiations. The order also required Duke Energy to file a pro
forma balance sheet setting forth the financial position of Duke Power Company, LLC, immediately
following the Merger and updated Cost-Benefit Analyses setting forth the total five-year and ten-year
net merger savings expected to be realized from the Merger. The Public Staff was required to file a
detailed assessment of the separate settlement proposals filed with or approved by each of the state
and federal agencies that are required to rule on the Merger, with particular emphasis on the benefits
granted to ratepayers and whether any of those benefits would invoke the provisions of the
Most Favored Nation clause in the proposed Regulatory Conditions. Duke Energy was also
requested to file copies of all state and federal orders ruling on the proposed Merger. By order issued
December 29, 2005, the Commission reaffirmed the requirement of an informal conference and
granted Duke Energy and the Public Staff’s request for oral argument.

On December 22, 2005, Duks Energy filed copies of the following orders: Order Authorizing
Merger issued December 20, 2005, by the Federal Energy Regulatory Commission (FERC) in Docket
No. EC05-103-000; Order Approving Stipulations and Merger issued December 7, 2003, and Order
Granting Clarification issued December 8, 2005, by the Public Service Commission of South
Carolina in Docket No. 2005-210-E; Order issued November 29, 2005, by the Public Service
Commission of Kentucky in Case No. 2005-00228; and Finding and Order issued
December 21, 2005, by the Public Utilities Commission of Ohio in Case Nos. 05-732-EL-MER,
05-733-EL-AAM, and 05-794-GA-AAM.

On January 13, 2006, Duke Energy filed the pro forma balance sheet and updated Cost-
Benefit Analyses required by the Commission.

185



ELECTRIC - MERGER

On January 17, 2006, the Public Staff filed a matrix of contested, non-settled issues and the
Revised Regulatory Conditions and Code of Conduct provisions proposed by Duke Energy and the
Public Staff, and CUCA filed its proposed Revised Regulatory Conditions and Code of Conduet. An
oral argument to consider relevant issues related to the proposed Regulatory Conditions and Code of
Conduct was held as scheduled on January 18, 2006.

On January 25, 2006, Environmental Defense and NCSEA jointly filed a Partial Proposed
Order.

On January 27, 2006, the Public Staff filed Further Revised Regulatory Conditions and Code
of Conduct, a revised matrix of contested, non-settled issues, and its assessment of the settlement
proposals and orders in other jurisdictions; the Attomey General filed his Brief; and the Commission
issued an Order Granting Second Extension of Time to File Proposed Orders and Briefs.

On January 30, 2006, the Public Staff filed its Proposed Order and Brief, Duke Energy filed
its Proposed Order, and Briefs were filed by CUCA and CIGFUR III.  On Febmuary 1, 2006,
CIGFUR I filed redacted pages omitted from its Brief filed on January 30, 2006.

On February 10, 2006, in response to the Commission’s order of December 20, 2005, Duke
Energy filed a copy of the Nuclear Repulatory Commission’s Order Approving Application
Regarding Proposed Corporate Restructuring and Approving Conforming Amendments, issued on
February 7, 2006.

On February 14, 2006, Duke Energy filed its Revised Utility Money Pool Agreement.

On March 3, 2006, Duke Energy filed its Revised Tax Sharing Agreement and, in response to
the Commission’s order of December 20, 2005, the Entry on Rehearing issued by the Public Utilities
Commission of Chio on February 6, 2006,

On March 21, 2006, in response to the Commission’s order of December 20, 2005, Duke
Energy filed a copy of the Indiana Utility Regulatory Commission’s March 15, 2006 order approving
the Settlement Agreement and items related to the merger of Cinergy and Duke Energy Corporation.

On March 23, 2006, the Public Staff filed an Updated Assessment of Orders wherein it set
forth its evaluation of the Indiana Utility Regulatory Commission’s recent order approving the
Settlement Agreement.

Based on the foregoing, the evidence presented at the hearing, and the entire record in this
matter, the Commission now makes the following

FINDINGS OF FACT

1. Duke Energy is a corporation duly organized and existing under the laws of North
Carolina and headquartered in Charlotte, North Carolina. Duke Power, a division of Duke Energy, is
engaged in the business of generating, transmitting, distributing, and selling electricity to
approximately 2.2 million retail customers in a service area that covers central and western North
Carolina and western South Carolina.
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2. Duke Energy owns and operates approximately 94,000 miles of distribution lines and
13,000 miles of transmission lines, It also sells electricity at wholesale to municipal, cooperative, and
investor-owned electric utilities.

3. Duke Energy is a public ﬁtility subject to the Jurisdiction of this Commission and the
Jjurisdiction of the Public Service Commission of South Carolina. Duke Energy is also a public utility
under the Federal Power Act (FPA) and is subject 1o the jurisdiction of the FERC.

4, Subsidiaries of Duke Energy are engaged in a broad range of energy and energy-
related business activities in North and South America.

5. Cinergy is a corporation duly organized and existing under the laws of Delaware and
headquartered in Cincinnati, Ohio. Its principal direct and indirect subsidiaries are PSI Energy, Inc.
(PSD), a vertically-integrated electric utility serving a portion of Indiana; The Cincinnati Gas &
Electric Company (CG&E), a utility engaged in the production, transmission, distribution, and sale of
electricity and the transportation of natural gas in southwestern Ohio; and The Union Light, Heat and
Power Company (ULH&F), a wholly-owned subsidiary of CG&E and a vertically-integrated utility
providing retail electric and natural gas service in northern Kentucky. Collectively, PSL, CG&E, and
ULH&P serve approximately 1.5 million retail electric customers and 500,000 retail natural gas
customers. Cinergy is a registered holding company under the Public Utility Holding Company Act
of 1935 (PUHCA 1935).

6. PS8l is a publlc utility subject to the jurisdiction of the Indiana Utility Regulatory
Commission, and ULH&P is a public utility subject to the jurisdiction of the Public Service
Commission of Kentucky. The electric transmission and distribution functions and natural gas
distribution functions of CG&E are subject to the jurisdiction of the Public Utilities Commission of
Chio. PSI, ULH&P, and CG&E are public utilities under the FPA and are subject to the jurisdiction
of the FERC.

7. Subsidiaries of Cinergy are involved in wholesale power generation, energy marketing
and trading, and other energy-related businesses.

8. Duke Energy is lawfully before the Commission pursuant to G.S. 62-111 and 62-153
with respect to the relief sought in its Application and is in compliance with the filing requirements
established by the Order Requiring Filing of Analyses issued November 2, 2000, in Docket
No. M-100, Sub 129, with respect to the Market Power and Cost-Benefit Analyses submitted with the
Application.

9. The Merger Agreement provides that, through a.series of mergers, conversions, and
reorganizations, Duke Power, Duke Capital, LLC, Duke Energy Shared Services, LLC, and Cinergy
will become wholly-owned subsidiaries of a new Delaware holding company to be named Duke
Energy Corporation (sometimes referred to as “new Duke Energy”).! The Merger will be
accomplished through an all-stock transaction. Holders of Duke Energy common stock will receive
new Duke Energy common stock on a one-for-one basis, and holders of Cinergy common stock will
receive 1.56 shares of new Duke Energy common stock for each share of Cinergy stock held. After

' For purpases of this order, the term “Duke Energy” will be used 1o refer io existing Duke Energy Corporation
and to new Duke Energy Corporation, as zppropriate. .
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the Merger is completed, former Duke Energy shareholders will own approximately 76% and former
Cinergy shareholders will own approximately 24% of the new Duke Energy holding company stock.

10.  Pursuant to the Merger Agreement, Duke Energy will convert to a limited liability
company o be called Duke Power Company, LLC (Duke Power), and Duke Power then will
distribute its assets and liabilities associated with Duke Capital to new Duke Energy. Following the
Merger, Duke Power will be a stand-alone public utility without extensive non-utility holdings.

11.  Known and potential benefits of the Merger to Duke Energy include greater diversity
and depth of resources, diversity of service areas, increased efficiency, and increased financial
strength and flexibility. Known and potential benefits to North Carolina ratepayers in particular
include economies of scale and scope that will enable Duke Power to offer lower rates than otherwise
would have been possible, greater depth and diversity of human resources experience that will help
Duke Power to continue its commitment to customer service, and access to best practices of other
utilities in the Cinergy group.

12, Another significant, known and potential benefit of the Merger to ratepayers is the
creation of a holding company, which will allow Duke Power to be maintained as a separate legal
entity with its own debt issuances and its own capital structure and will also simplify the tracking of
costs and revenues between utility and non-utility operations.

13.  The primary quantifiable benefit of the Merger to ratepayers consists of the estimated
net merger savings generated by combining certain corporate and utility functions after the Merger
Duke Power proposes to share 42% ($117,517,000) of the five-year estimated net merger savings
amount of $279,841,000 assignable to its North Carolina retail customers. Pursuant to Finding of
Fact No. 35, Duke Power will be required to implement a one-year across-the-board decrement to
rates for the benefit of its North Carolina retail customers in the amount of $117,517,000. The
Commission makes no specific determination as to the reasonableness of Duke Energy’s five-year
estimated net merger savings amount of $279,841,000 assignable to its North Carolina
retail customers, the propriety of the determination and apportionment thereof, or the validity and
cameetness of the Company’s Cost-Benefit Analyses. .

14, Known and potential costs and risks of the Merger to ratepayers include the possibility
of preemption resulting from the creation of a holding company, the repeal of PUHCA 1935, and the
enactment of the Encrgy Policy Act of 2005 (EPACT 2005). Other known and potential costs and
risks include cost increases that could impact North Carolina retail rates, potential adverse impacts on
Duke Power’s cost of capital, potential adverse effects on Duke Power of transactions within the
holding company family and the resulting need for increased regulatory oversight of such
transactions, the potential for Duke Power to unreasonably favor its unregulated affiliates over
non-affiliated suppliers of goods and services, the potential for Duke Power’s quality of service to
deteriorate because of increased management focus on diversification and growth, and the exposure
of Duke Power’s ratepayers to environmental compliance costs incurred by Cinergy subsidiaries.
The Commission-approved Regulatory Conditions and Code of Conduct will protect Duke Power’s
North Carolina retail ratepayers to the extent reasonably possible from known and potential costs and
risks of the Merger.

15, The Commission-approved Regulatory Conditions will effectively protect the
Commission’s jurisdiction from the probability of federal preemption.
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16, The Commission-approved Regulatory Conditions will effectively address known and
potential risks and concerns related to cost allocation and ratemaking arising from the Merger.

17. The Commission-approved Regulatory Conditions will impose appropriate and
effective auditing and reporting requirements with respect to affiliate transactions and cost of service,

18.  The Commission-approved Reguiatory Conditions will effectively protect Duke
Power’s North Carolina retail customers from impacts of the Merger on cost of service for
ratemaking purposes,

19.  The Code of Conduct required by the Commission-approved Regulatory Conditions
will effectively govem the relationships, activities, and transactions among Duke Power and other
members of the Duke Energy holding company family following the Merger,

20.  The Commission-approved Regulatory Conditions will effectively address known and
potential risks and concems related to finance and corporate governance issues arising from the
Merger.

21, The Commission-approved Regulatory Conditions will effectively enable the
Commission to exercise its jurisdiction over business combinations involving Duke Power or other
members of the Duke Energy holding company family following the Merger.

22, The Commission-approved Regulatory Conditions will effectively address known and
potential risks and concerns related to structure and organization arising from the Merger.

23.  The Commission-approved Regulatory Conditions will provide appropriate and
effective procedures for advance notices and other filings arising from the Merger.

24, The Commission-approved Regulatory Conditions will effectively ensure that Duke
Energy and Duke Power maintain a commitment to customer service following the Merger.

25.  The Commission-approved Regulatory Conditions will effectively ensure that Duke
Power’s North Carolina retail customers are protected from any adverse effects of a tax sharing
agreement and receive an appropriate portion of income tax benefits associated with Duke Energy
Shared Services.

26.  The Commission-approved Regulatory Conditions will effectively preserve the
benefits of Nantahala’s historical hydroelectric resources and cost of service for Duke Power’s
Nantahala retail customers following the Merger.

27.  The Commission-approved Regulatory Conditions will effectively ensure that the
Commission and the Public Staff continue to have access to the books and records of Duke Power
and members. of the Duke Energy holding company family in accordance with North Carolina law
following the Merger.

28.  The Commission-approved Regulatory Conditions will appropriately recognize the
continuing effect of prior Commission orders,
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29.  The Commission-approved Regulatory Conditions accurately describe their effect on
the Commission’s statutory authority and Duke Energy’s rights under state and federal Jaw.

30.  The Commission-approved Regulatory Conditions do not impose legal obligations on
entities in which Duke Energy does not have a controlling interest.

31, The Commission-approved Regulatory Conditions will appropriately allow requests
for waivers of any aspect of the conditions under exigent circumstances.

32, The Commission-approved Regulatory Conditions will appropriately become effective
only upon closing of the Merger.

33, The Commission-approved Regulatory Conditions will appropriately recognize the
rights of parties to this docket with respect to participation in subsequent proceedings.

34, The Merger presents no known risk of adverse competitive effects within the
jurisdiction of the Commission or concerns of increased market power within Duke Power’s service

territory.

35.  Duke Power shall implement a one-year across-the-board decrement to rates for the
benefit of its North Carolina retail customers in the amount of $117,517,000. In addition, any fitel-
related savings associated with the Merger shall be flowed through to Duke Power’s North Carolina
retail customers pursuant te G.8. 62-133.2.

36.  Duke Power shall contribute $12,000,000 to various energy- and environmental-

» related and economic- and educationally-beneficial programs, said funds to be distributed as follows:

$6,000,000 to Duke Power’s Share the Warmth, Cooling Assistance, and Fan-Heat Relief programs;

$2,000,000 for conservation and energy efficiency programs; $2,000,000 to the Community College
Grant Fund; and $2,000,000 fo NC GreenPower.

37.  The Commission will, in 2007, initiate an investigation pursuant to G.S. 62-130(d),
62-133, and 62-136(a) to determine whether Duke Power's existing rates and charges are unjust and
unreasonable and, as part of this investigation, will require Duke Power to either (a) file a general rate
case (including prefiled testimony and exhibits) in North Carolina pursvant to G.S. 62-137 or
(b) show cause in the form of prefiled testimony and exhibits why the Company’s existing rates and
charges should not be found unjust and unreasonable.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS.1-8

The evidence supporting these findings of fact is contained in the verified Application and in
the testimony of Duke Energy witnesses Shaw and Rogers. These findings are essentially
informational, procedural, and jurisdictional in nature and for the most part are not in dispute.

Pursuant to the order entered on November 2, 2000, in Docket No. M-1060, Sub 129,
applicants for merger approval pursuant to G.S. 62-111 are required, among other things, to file (1) a
market power analysis employing the Herfindah!-Hirschman Index or other accepted measurement
and (2) sensitivity analyses on the impact on market power of significant factors as discussed in that
order. Applicants are also required to file a “comprehensive list of all material areas of expected
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benefit, detriment, cost, and savings over a specified period (e.g., three to five years) following
consummation of the merger.” The purpose of such analyses is to assist the Commission in
determining whether or not a merger meets the statutory standard for approval. None of the parties in
this case challenged the Market Power Analysis submitted with the Application or contended that the
Merger raises market power issues. With respect to the Cost-Benefit Analysis, at the hearing some
questioned the allocation of net merger savings and the proposed sharing mechanism as discussed
below, but none took issue with the estimates themselves.

The Commission therefore finds and concludes that Duke Energy is lawfully before the
Commission with respect (o the relief sought in its Application and has fully met the merger filing
requirements established in Docket No. M-100, Sub 129,

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 9 AND 10

The evidence supporting these findings of fact is contained in the verified Application,
incleding the Merger Agreement, and the testimony of Duke Energy witness Caldwell. These
findings are essentially uncontroverted.

Through its Application and the testimony of witness Caldwell, Duke Energy described the
mergers, conversions, and restructurings through which the Merger will be accomplished, including
the creation of a new holding company to be named Duke Energy Corporation (new Duke Energy),
and the conversion of the current Duke Energy Corporation into a limited liability company, Duke
Power Company, LLC. Witness Caldwell testified that post-merger, Duke Power will be a separate,
first-tier subsidiary under new Duke Energy. He further explained that, as part of the overall merger
transaction, Duke Power will distribute its ownership of Duke Capital to new Duke Energy and
become a free-standing utility subsidiary without extensive non-utility holdings other than land held
for future use. .

Thus, following the Merger, Duke Power will be a stand-atone public utility without extensive
ron-utility holdings.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 11

The evidence supporting this finding of fact is contained in the verified Application and the
testimony of Duke Energy witnesses Shaw, Rogers, and Fiaherty.

Duke Energy witness Shaw testified that the Merger will benefit Duke Energy and its
customers by creafing greater diversity and depth of resources, as well as increasing the number and
diversity of service areas and customers. She stated that the integration of the two companies will
lead to increased efficiency and lower operating costs and increase the financial flexibility of the new
company. Witness Shaw further testified that the Merger will allow the companies 1o reduce risk to
regulated operations by adding diversity of service areas, climates, and economic and competitive
conditions. Refeming to witness Flaherty’s testimony, she stated that the Merger will result in
synergies that will lower the overall cost structure of the combined company and enable Duke Power
to offer lower rates than would otherwise have been possible. She also stated that the Merger will
enhance Duke Power’s ability to serve its cuslomers by providing greater depth and diversity of
human resources experience and by allowing access to “best practices” among the operating
companies.
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Duke Energy witness Rogers testified that the anticipated cost savings and synergies, paired
with the increased scale and scope of the combined company, will position new Duke Energy to serve
its customers well in an era of rising costs.

Based on the conclusions reached hereinafter with respect to the effectiveness of the
Commission-approved Regulatory Conditions, the Commission finds and concludes that known and
potential benefits to North Carolina retail ratepayers in particular include economies of scale and
scope that will enable Duke Power to offer lower rates than otherwise would have been possible,
greater depth and diversity of human resources experience that will help Duke Power to continug its
commitment to customer service, and access to best practices of other utilities in the Cinergy group.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 12

The evidence supporting this finding of fact is contained in the testimony of Duke Energy
witnesses Caldwell, Shrum, and Hager.

Duke Energy witness Caldwell testified that Duke Power will remain responsible for
approximately $6 billion of debt securities issued at the Duke Encrgy level for which it is responsible
today. These securities consist of approximately $4.5 billion of unsecured debt and $1.5 billion of
first mortgage bonds.

He explained that the unsecured debt was issued for the benefit of Duke Power for the
purpose of supporting its regulated operations and can only be used to support the electric operations
within Duke Power, but, because Duke Power is a division of Duke Energy, this debt was issued in
tho legal name of Duke Energy. By virtue of the conversion of the existing Duke Energy into Duke
Power, the holders of the securities would not have the ability to call on the assets of Duke Capital in
the future, unless Duke Energy guaranteed them. As a result, new Duke Energy will guarantee the
unsecured debt to maintain the current status of the debt holders and their ability to call on the assets
of new Duke Energy, including Duke Capital. He further explained that Duke Power does not own or
have financial encumbrances associated with Duke Capital operations.

Witness Caldweil testified that, as a separate subsidiary, Duke Power’s credit risk will be
rated separately from that of new Duke Energy and its other subsidiaries. The structure in place after
the Merger will potentially improve the credit standing of Duke Power as a stand-alone company, as
it will give Duke Power visibility and transparency for the rating agencies. Witness Caidwel] further
testified that each operating company, including Duke Power, will have its own distinct capital
structure for both accounting and ratemaking purposes. Duke Power will issue its own debt andfor
receive equity contributions from new Duke Energy as needed. Thus, the formation of the holding
company and the presence of Duke Power as a stand-alone subsidiary will provide additional
protection to insulate Duke Power from any potential risks associated with the unregulated
businesses.

The Commission recognizes that the holding company is a common and accepted corporate
structure for diversified business activities. Indeed, the Commission has considerable experience
with this structure, having approved regulatory conditions, codes of conduct, cost allocation manuals,
and a variety of affiliate agreements for the Carolina Power & Light Company, Dominion Resources,
and SCANA holding companies. Morcover, as Duke Energy witnesses Shrum and Hager observed,
the use of a service company is not a new concept to Duke Power or the Commission, inasmuch as
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many service company functions are currently being provided by Duke Energy Business Services
(DEBS). Thus, while the number of transactions may increase, the costs will either be directly
assigned or aflocated in accordance with the cost allocation manual (CAM) just as they are today.
There is no reason to conclude that the allocation process will be any more complex or that affiliate
transactions will not be appropriately documented, reported, and audited as curently required.
Contrary to the contentions of CIGFUR III and CUCA, the Commission believes that a holding
company structure can actually simplify the tracking of costs and revenues between utility and non-
utility operations, which can be expected to result in improved regulatory oversight, particularly with
the Commission-approved Regulatory Conditions.

Furthermore, the Commission agrees with Duke Energy witness Caldwell that this structure
should potentially improve Duke Power’s credit standing, as Duke Power should be insulated from
events that occur elsewhere in the holding company family. As discussed below, the Commission
also concludes that with the “ring fencing” provisions of the approved Regulatory Conditions, Duke
Power should be protected from any adverse affects that might result from its membership in a
holding company system.

Based on the conclusions reached hereinafter with respect to the effectiveness of the
Commission-approved Regulatory Conditions, the Commission finds and concludes that Duke
Power’s North Carolina retail ratepayers will benefit from the creation of a holding company as part
of the Merger.

EVIDENCE AND CONCIL.USIONS FOR FINDING OF FACT NO. 13

The evidence supporting this finding of fact is contained ‘in the verified Application, the
testimony of Duke Energy witnesses Flaherty, Shrum, and Hager, the testimony of CIGFUR III
witness Phillips, and the testimony of Public Staff witnesses Cox, Farmer, and McLawhom.

Duke Energy witness Flaherty testified that the Merger is expected to provide the potential for
an estimated $2.1 billion in total gross cost savings to be realized for corporate, shared services,
regulated, and non-regulated businesses over a five-year period following the close of the Merger.
Witness Flaherty testified that $780 million of the total related to gross cost savings were directly
attributable to the non-regulated business segment, whereas approximately $1.3 billion of gross
savings were attributable to corporate, shared services, and utility-related services. He also stated
that approximately $770 million in corporate, shared services, regulated, and non-regulated costs-to-
achieve, and other offsets to the identified savings, had been estimated. These offsets consist of 4))]
approximately $61 million directly attributable to the non-regulated segment, (2) approximately
$183 million in change-in-contro! payments that have been eliminated from consideration for
purposes of calculating net merger savings for this proceeding, (3) approximately $513 million of
costs-to-achieve related to corporate, shared services and utility segments, and (4) $10 million in pre-
merger initiatives for cost savings that Cinergy had planned prior to the Merger.

Witness Flaherty testified that the net merger savings that relate fo corporate, shared services,
and the utility segments amount to approximately $807 million ($1.3 billion in gross savings less
3513 nullion in costs-to-achieve and $1¢ million in pre-merger initiatives). He stated that the
§1.3 billion in cost savings are in six major categories: corporate and headquarters staffing, uiility
support staffing, corporate and administrative programs, information technology, supply chain, and
coal supply. He also stated that the $513 million in costs-to-achieve are in the following categories:
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separation, retention, relocation, directors’ and officers’ coverage, regulatory process, mtemal and
external communication, transition costs, and transaction costs.

Wilness Flaherty testified that the estimated cost savings were joinfly developed by the
management of Duke Energy and Cinergy with the assistance of Booz Allen Hamilton. According to
witness Flaherty, the process utilized by Duke Energy and Cinergy was comprehensive and captured
all significant sources of merger-related costs savings that are typically available.

Duke Energy witness Shrum testified that the estimated net savings were allocated to Duke
Power and other companies of new Duke Energy using cost causation principles. For example,
savings related to customer service were assigned using the number-of-customers ratio. When
costs/savings could not be identified at the function level or data necessary for the calculation of a
proposed new factor could not yet be identified, a general allocation methed was used to assign
costs/savings.

The Public Staff witnesses testified that estimated five-year net savings assignable to North
Carolina retail customers should be $279,841,000, which is an increase from the $273,283,000
amount criginally filed by Duke Power. The increase is atiributable to changes in an affiliate
allocation factor and a jurisdictional allocation factor assigning net savings to North Carolina retail
operations. As shown on Attachment C of the Stipulation, Duke Energy and the Public Staff agreed
that the amount of estimated five-year net savings assignable to North Carolina retail customers is

$279,841,000.

Duke Energy witness Hager testified that the vast majority of the non-regulated savings were
due to the consolidation of two trading floors to one trading floor for the Duke Energy North America
(DENA) operations. She testified that, now that Duke Energy is divesting itself of the majority of its
merchant generation and is no longer going to have a trading floor, those savings are no longer
merger savings but are savings associated with discontinued operations,

CIGFUR III witness Phiilips disagreed with the presentation or allocation of the net merger
savings in Table I of witness Flaherty’s testimony. Witness Phillips testified that the way the savings
are structured, Duke Energy will keep the total unregulated savings, which he stated is more than
50% of the total, and Duke Energy will share 42% of the smaller regulated savings. According to
witness Phillips’ calculation, under this structure, Duke Energy will keep 84% of the total savings
and will give only 16% of the total savings to regulated ratepayers.

The Commission, in conjunction with its ruling on Finding of Fact No. 35, concludes that
Duke Power should be required to implement a one-year across-the-board decrement fo rates for the
benefit of its North Carolina retail customers in the amount of $117,517,000. The Commission
makes no specific finding or determination as to the reasonableness of Duke Energy’s five-year
estimated net merger savings amount of $279,841,000 assignable to jts North Carolina
retail customers, the propriety of the determination and apportionment thereof, or the validity and
corrcetness of the Company’s Cost-Benefit Analyses. Such a determination is unnecessary in view of
the Commission’s decision to accept Duke’s offer to refund the amount of $117,517,000 to the
Company's North Carolina retail customers in a manner to be determined by the Commission.
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EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 14

The evidence supponting this finding of fact is contained in the testimony of Public Staff
witnesses Cox, Farmer, and McLawhom, CIGFUR III witness Phllhps CUCA witness O'Donnell,
and Environmental Defense witness Shore.

The Public Staff witnesses testified. that, because PUHCA 1935 has been repealed, the-
concerns about preemption by the Securities and Exchange Commission (SEC) that were addressed
in earlier merger proceedings aré no longer at issue. The witnesses further testified that they had
been advised by counsel that the Merger creates other preemption risks and concems given the
enactment of various other parts of EPACT 2005, including the Public Utility Holding Company Act
of 2005 (PUHCA 2005). In addition, they testified that they had been advised by counsel that the
repeal of PUHCA 1935 removes a number of significant consumer protections on large holding
company systems, such as limitations on non-utility diversification and investment in merchant and
foreign generating plants.

The other potential costs and risks identified by the Public Staff include: (1) direct merger
costs, indirect corporate costs, and other cost increases that could impact North Carolina retail rates,
(2) potential adverse effects on Duke Power’s cost of capital, (3) potential adverse effects resulting
from transactions between and among Duke Power and its affiliates, (4) the potential for Duke Power
to unreasonably favor its unregulated affiliates over non-affiliated suppliers of goods and services,
and (5) the potential for Duke Power's quality of service to deteriorate for reasons such as an
increased focus on diversification and growth in non-regulated businesses. The Public Staff further
testified that all of these concerns have been addressed in the Regulatory Conditions and Code of
Conduct stipulated to by the Public Staff and Duke Energy. .

CIGFUR III witness Phillips suggested that the proposed Merger presents even greater
regulatory challenges than those faced by the Commission in Docket No, E-7, Sub 694. In that case,
Duke Power proposed to transfer employees who operate and maintain Duke Power’s fossil,
hydroelectric, and nuclear generating facilities to subsidiaries of a new affiliate, Duke Energy
Generation Services, LLC (DEGS}, which would then operate the facilities for Duke Power pursuant
to affiliate agreements but would also perform services for an unregulated affiliate, DENA. CUCA
witness O’Donnell also cited the DEGS case, noting that the Commission approved the proposed
affiliate agreements subject to a number of conditions related to affiliate transactions and that Duke
Power ultimately withdrew its request for approval,

The Commission notes that, while some of the conditions imposed in Docket No. E-7, Sub
694 were vacated after the request was withdrawn, most were retained and have been implemented
without undue difficulty or fanfare. Moreover, those conditions have been incorporated into the
Regulatory Conditions approved in this case. The Commission further notes that one of the principal
concems in the DEGS case was not the complexity of the transactions but the fact that operating
personnel were involved. There is no such proposal before the Commission in this case. Indeed,
Duke Energy witness Shrum indicated that the utility shared services would be of a different nature
and would include managerial support and other administrative-type services. Duke Power's
generating facilities will continue to be operated by Duke Power employees as they are today.

Environmental Defense witness Shore testified with respect to financial risks due to firture
regulation of global warming pollution, especially the costs that Cinergy may be required to bear in
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order to meet federal standards. Witness Shore recommended that the Commission require an
assessment of the financial risks of the transaction. He encouraged the Commission to consider
requiring that all new electric generating resources acquired by Duke Energy be selecied based on an
imputed carbon dioxide cost. He further requested the Comrhission to consider ordering
commencement of a new proceeding to evaluate opportunities for Duke Energy to develop a
comprehensive global warming management plan to protect North Carclina ratepayers from the
financial risks of future global warming reduction regulation. :
L]

Duke Energy witness Hager testified that witness Shore’s recommendations are outside the
scope of this proceeding. She added that Duke Energy looks forward to the opportunity to work with
Environmental Defense and other stakeholders on these issues in the appropriate forums. The
Comimission agrees that such cnvironmental issues are outside the scope of this specific merger
docket. The Commission does note, however, that Commission-approved Regulatory Condition
No.30 holds Duke Power’s North Carolina retail customers hammless from all cument and
prospective liabilities of Cinergy Corp. and its subsidiaries including matters such as, but not limited
1o, litigation involving manufactured gas plant sites, asbestos claims, and environmental compliance.

Based on the conclusions reached hereinafter with respect to the effectiveness of the
Commission-approved Regulatory Conditions, the Commission finds and concludes that Duke
Power’s North Carolina retail ratepayers will be protected to the extent reasonably possible from
known and potential costs and risks of the Merger.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 15

The evidence supporting this finding of fact is contained in the testimony of Duke Energy
witness Caldwell and Public Staff witnesses Cox, Farmer, and McLawhom.

Duke Energy witness Caldwell testified that EPACT 2005 repealed PUHCA 1935 effective
six months from August 8, 2005. He further testified that, as a result, the SEC will no longer have
regulatory authority over a public utility holding company system like the proposed Duke Energy
system and that the companies do not intend to file for SEC approval of the Merger under PUHCA
1935. Nevertheless, new Duke Energy will be organized as a holding company and will have a
services company, a money pool agreement, a tax sharing agreement, and several other structures that
enable a more efficient and transparent operation — even though such arrangements are no longer
required by federal law.

The Public Stafl panel testified that, because PUHCA 1935 has been repealed, the concems
about preemption by the SEC that were addressed in earlier merger proceedings are no longer at
issue. They further testified, however, that they had been advised by counsel that the proposed
Merger creates other preemption risks and concems given the enactment of various other parts of
EPACT 2005, including PUHCA 2005.

The Public Staff panel further testified that Regulatory Condition Nos. 1 through 15 are
designed to protect the Commission’s anthority from the risk of preemption with respect to affiliate
transactions, whelesale contracts, resource adequacy, asset transfers and any proposed transfers of
operational control of generating or transmission facilities, and financings.! They testified that they

The only corditions currently applicable to Duke Energy in North Carolinz related to preemption are
Condition (k) zpproved in Docket No, E-7, Sub 700, and Candition (q) in Docket No. E-7, Sub 596, These conditions
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had been advised by counsel that these conditions are intended to- address preemption concerns,
including those raised by EPACT 2005, and that these conditions adequately protect the
Commiission’s jurisdiction. The only exception to the protection from preemption is the right Duke
Power has under Regulaiory Condition No. 21 to exercise a limited opportunity under
Section 1275(b) of PUHCA 2005 to request that the FERC review traditional service company costs
and allocations under certain citcumstances.

To address the fact that the FERC had not yet issued its order ruling on Duke Energy’s and
Cinergy’s Merger Application, the Public Staff witnesses further testified that Regufatory Condition
No. 16 provides that Duke Energy and the Public Staff will request that the Commission include a
paragraph in any order approving the Merger that requires the Public Staff and Duke Power to meet
promptly after the FERC issues its order to determine whether changes are needed in the conditions
to maintain their intended protections.

Finally, the Public Staff panel testified that Regulatory Condition No. 17, as originally
proposed by Duke Energy and the Public Staff, requires Duke Power to provide to the Public Staff on
a quarterly basis a list and summary of (1) filings and submissions Duke Power and its affiliates make
to the FERC and (2) orders issued by the FERC that are reasonably likely to have an effect on
Duke Power’s rates or service. The purpose of this condition is to ensure that the Public Staff will be
aware of relevant filings and orders so that it can monitor them, This condition was revised after the
hearing during the required negotiation process to require Duke Power to file-the lists and summaries,
but not to serve them.

No other witness filed testimony with respect to these conditions, although CUCA, through its
revised conditions filed on January 17, 2006, proposed that a number of revisions be made to them.,
Most of the proposed revisions with respect to the anti-preemption conditions, however, are not
challenges to the anti-preemption conditions themselves, but rather are directed at incorporating
CUCA’s proposed definitions of “Effect” and “Requesting Intervenor” and at amending Regulatory
Condition No. 2 to subject new Duke Energy to GS. 62-111 and securities regulation by the
Commission. These and the other revisions proposed by CUCA will be addressed subsequently.

The Merger raises a number of issues with respect to potential preemption risks that are
predominantly legal, rather than factnal, in nature. The Commission has been faced with similar
issues in prior cases, although they involved the potential for preemption by the SEC under PUHCA
1935. The Commissicn concluded in those proceedings that a utility becoming part of a registered
holding company system created substantial risks that an appellate court would find that the
Commission’s jurisdiction was preempted, and the Commission therefore imiposed a number of
conditions designed to protect its jurisdiction in that regard.! Because PUHCA 1935 has now been
repealed, the SEC’s authority is no longer an issue. The risks of preemption created by the Merger

simply provide that, if Duke Energy or its affiliates engage in acquisitions or other actions that create the possibility of
Duke Energy becoming a registered holding company, Duke Energy will notify the Commission, will bear the full risk of
any preemptive effects of the FPA or the PUHCA 1935, and will take ali such actions as the Commission finds necessary
and appropriate to hold North Carolina retail ratepayers harmless from such preemption.

Ses, e.g., Order Approving Merper and Issuance of Securities, 98 NCUC 187 (Docket No. E-2, Sub 760,
August 22, 2000); Order Approving Application, 98 NCUC 259 (Docket No. E-2, Sub 753, May 17, 2000); Order
Approving Merper and Issuance of Securities, 97 NCUC 384 (Docket No. G-5, Sub 400, December 7, 1999; Order
Approving Merger and Issuance of Securities, 97 NCUC 306 (Docket No, E-22, Sub 380, October 18, 1999).
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now must be analyzed with respect to the authority of the FERC given the repeal of PUHCA 1935
and the additional grants of authority to the FERC under EPACT 2005.

The issues related to preemption risks under the FPA can be divided into the following four
calegories: (1) inter-affiliate transactions involving wholesale sales and the transmission of electricity
in interstate commerce under the FPA, (2) inter-affiliate financings, (3) mergers and acquisitions
under § 203 of the FPA, inchrding amendments by EPACT 2005, and (4) inter-affiliate transactions
involving non-power goods and services under PUHCA 2005. These four categories of issues are
discussed separately below,

(1)  Wholesale Sales and Transmission in Interstate Commerce

With regard to preemption issues raised by the creation of a holding company and its
acquisition of one or more additional public utilities, the Commission dealt with such issues in the
Carolina Power & Light Company/Florida Progress merger proceeding (Docket No. E-2, Sub 760)
and in the native load priority cases {e.g., Dacket Nos. E-100, Sub 854, and E-2, Sub 820). These
issues include: (a) wholesale sales of electricity generally; (b) market-based rates; (c) joint planning,
coordination, and generation dispatch (i.c., 2 holding company system integration agreement);
(d)native load priority, (¢} Regional Transmission Organization (RTO) membership; and
() FERC filings, such as Duke’s Application to amend its Open Access Transmission Tariff (OATT)
to include an Independent Entity and Independent Monitor (Docket No. ER05-1236-000) and the
Duke/Cinergy FERC Merger Application (Docket No. EC05-103-000).

The majority of these issues were dealt with in the Stipulation filed by Duke Energy and the
Public Staff by adapting conditions that had previously been approved by the Commission in other
dockets. The remaining issues were handled by formulating new conditions or, in the case of
Cinergy’s ownership of a public utility (CG&E) that is subject to retail competition, by changes in
other conditions (see, e.g., the definition of “Utility Affiliates” and Regulatory Condition No. 48) and
by specific provisions in the Code of Conduct (see, e.g., the definition of “Utility Affiliates” and
Sections II1.D.3.(d) and IIL.D.5).

(a) Wholesale Sales Generally. In Nantahala Power & Light Co: v. Thomburg, 476 U.S. 953
(1986 ) (Nantahala), and in Mississippi Power & Light v. Mississippi ex rel. Moore, 487 U.S. 354
(1988) (Mississippi Power), the Supreme Court reasoned that the FERC’s approval of an inter-
affiliate power sale agreement under § 205 of the FPA was the equivalent of a FERC order requiring
the utility to buy the specified amount of power. Because the relevant state commissions, for
ratemaking purposes, then treated the utility buyer as having the freedom to buy a different amount,
the state decisions resulted in “trapped costs” and were preempted. The key fact in both Nantahala
and Mississippi Power was that the purchasing utility’s actions were ordered by the FERC either with
respect to mandated allocations of power or the rate paid. Because the utility had no choice but to
follow the FERC’s decision, the Supreme Court reasoned that a state could not then treat the utility as
if it were free to make a different purchase or pay a different rate, Nantahala, at pp. 966-67.

When a FERC-imposed obligation to make 2 specific purchase has not been involved, states
have not been found to be preempted from making ratemaking adjustments to disallow imprudent
choices among wholesale suppliers. Kentucky West Virginia Gas Co. v. Pennsylvania Public Utilities
Commission, 837 F.2d 600 (3d Cir. 1988) (citing the “long-standing notion that a State Commission
may legitimately inquire into whether the retailer prudently chose to pay the FERC-approved
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wholesale rate of one source, as opposed to the lower rate of another source”); Pike County Light &
Power Co. v. Pennsylvania Public Utilities Commission, 465 A.2d 735 {1983) (similar holding). In
both of these cases, no trapped costs and no preemption were found because the buying utility was
free to choose its seller and the state commission’s disallowance was based on its judgment as to the
wisdom of that choice. Thus, to protect the Commission’s jurisdiction from preemption after the
Merger, a condition must be imposed to ensure that contracts entered into by Duke Power for the
purchase of electricity from affiliates arc voluntary and do not obligate Duke Power to make any
purchases. Regulatory Condition No, 1 explicitly requires this.

Regulatory Condition No. 1 prescribes procedures related to all contracts between Duke
Power and any affiliate and between any affiliates of Duke Power if such contracts are reasonably
likely to have an Effect on Duke Power's Rates or Service (as defined in the conditions). First, Duke
Power must obtain the Commission’s permission before engaging in such inter-affiliate transactions.
Second, the contracts themselves must provide that Duke Power’s participation in the agreement is
voluntary, that Duke Power is not obligated to take or provide services or make any purchases or
sales pursuant to the agreement, and that Duke Power may elect to discontinue its participation in the
agreement at its clection after giving any required notice. Third, the contracts must provide that
Duke Power may not (a) make or incur a charge under the contract except in accordance with North
Carolina law, or (b) seek to reflect in rates.any cost incurred or revenue eamed under the contract
except as permitted by the Commission.

As a result of Regulatory Condition No. I, Duke Power’s obligation to make purchases
pursuant to the inter-affiliate contract would be voluntary, and its obligation to pay charges under the
contract would be limited to those charges determined by the Commission to be consistent with Duke
Power’s obligation under state law to charge just and reasonable rates. This approach responds
directly to the “trapped cost” reasoning used in the Supreme Court decisions discussed above. If the
FERC-jurisdictional contract (the “filed rate™} itself provides that Duke Power’s participation is
voluntary and limits Duke Power’s obligation to one that is consistent with state law and the amount
allowed into rates, there can be no “trapped costs” and, therefore, no preemption.

Subsection (c) of Regulatory Condition No. 1 provides a mechanism for enforcing the
foregoing by requiring Duke Power to file with the Commission any proposed affiliate contract or
amendment 30 days prior to filing it with the FERC. This allows parties and the Commission an
opportunity to determine if a proposed contract poses a risk of preemption and provides a process for
handling objections, :

Regulatory Condition No. 7 serves a number of purposes. Subsection (d) prohibits Duke
Power from making a variety of constitutional arguments that could otherwise inhibit the
Commission's authority with respect to wholesale contracts in which Duke Power is the seller. The
first sentence of Regulatory Condition No. 7(d)(iv) is designed to protect the Commission’s
jurisdiction to make retail ratemaking decisions invalving Duke Power’s wholesale contracts from
claims of federal preemption based upon the Commerce Clause, The second sentence of Regulatory
Condition No. 7(d)(iv) creates an exception that allows Ditke to claim “that a specific exercise of
authority by the Commission violates the Commerce Clause.” At the January 18, 2006 oral argument
in this docket, Duke and the Public Staff expressed different views as to the scope of Regulatory
Condition No. 7(d)(iv). Duke stated that the exception would apply anytime “you had a Duke-
specific case and you looked at a specific transaction and issued an order....” The Public Staff stated
that the exception would only apply to a Commission order “that bore no relationship to the facts or
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evidence...it was irrational, capricious. ..it was a pretty egregious action.” CUCA argues in its brief
that the exception in the second sentence is too broad and should be eliminated altogether.

The Commission notes that Progress Energy Carolinas, Inc. (Progress), has a similar
regulatory condition and that Progress’ condition was discussed before the Commission at an
August 30, 2004 conference in Docket No. E-2, Sub 844. At that conference, Progress and the Public
Staff “stated that their intent was to bar Commerce Clause challenges globally and only allow them
based on specific evidence of undue interférence. Progress and the Public Staff agreed that ‘what
could not be done under this thing would be to say that any condition, period, constituted an implicit
Commerce Clause violation, but that instead a showing would have to be made of...undue
interference with interstate commerce on a case-by-case basis on the facts of that specific case.™
Order Revising Repulatory Conditions and Code of Conduet (Docket No.E-2, Sub 844,
September 15, 2004). The Commission adopted this interpretation of the Progress condition and
concluded that the Progress condition put the Commission in a position to protect retail ratepayers.
“The primary tool for protecting ratepayers has always been the Commission’s authority to set retail
rates. That authority is recognized by the new condition and is protected from many challenges that
Progress would otherwise be able to assert.” Id.

The Commission befieves that the interpretation and application of Duke Power’s Regulatory
Condition No. 7(d)(iv) should be consistent with the comparable regulatory condition of Progress
since the two are similarly worded and are intended to address the same issue. In order to accomplish
this result, the Commission has revised the proposed Regulatory Condition No. 7(d)(iv) by changing
“general statutory authority of” in the first sentence to “exercise of authority by” (which is the
wording of the Progress condition) and by adding “besed upon specific evidence of undue
interference with interstate commerce™ at the end of the second sentence {which is the interpretation
of the Progress condition adopted by the Commission in the September 15, 2004 order in Docket No.
E-2, Sub B44).

(b) Market-Based Tariffs. Market-based rates present additional issues that need to be
addressed by the conditions in order to protect the Commission’s jurisdiction. The FERC approved,
by order dated November 22, 2005, the market-based tariffs filed August 19, 2005, by Cinergy
Services, Inc., on behalf of CG&E, PSI, ULH&P, and Cinergy's marketing affiliates. These FERC-
approved tariffs establish the rate that will apply to affiliate sales. Cinergy’s filing explicitly states
that the market-based rate tariffs proposed therein will be further amended prior to the Merger closing
to include appropriate affiliate safeguards with respect to any relevant new Duke Energy affiliates.
Regulatory Condition No. 4 is intended to protect the Commission's jurisdiction in this regard by
prehibiting Duke Power from buying and selling electricity except as:specifically provided in the
condition. In addition, both Regulatory Condition No. 1 and Regulatory Condition No. 7 offer
protection. Any proposed tariff revisions to include Duke Power will have to be pre-filed with the
Commission pursuant to Regulatory Condition No, 1(c) 30 days in advance of their being filed with
the FERC. The prohibitions against making various constitutional arguments in Regulatory
Condition No. 7(d) are explicitly applicable to master and service agreements under Duke Power’s
market-based rate tariff.

The FERC’s market-based tariff analysis also potentially raises preemption issues as to
resource adequacy. Before allowing market-based pricing, the FERC has required a showing that
there is direct head-to-head competition either in a formal solicitation or in an informal negotiation
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process that does not provide a preference to an affiliate.! The FERC has explicitly stated that this
does not involve a determination that the buyer has ¢valuated all supply and demand-side options and
prudently chosen from among them, noting that such a determination is primarily a state commission
matter, However, an argument with respect to preemption could be made. While several of the
conditions are relevant, Regulatory Condition No. 8 specifically prohibits Duke Power and its
affiliates from asserting that approval by the FERC of market-based rates, transfers of generating
facilities, or any matter that involves affiliates in any way preempts the Commission’s authority to
determine the reasonableness or prudence of Duke Power's decisions with respect to supply-side
resources, demand-side management, or any other aspect of resource adequacy.

(c) The Potential for a Holding Company System Intepration Agreement. Because Cinergy
currently is a registered holding company with multiple public utilities that formerly operated
pursuant to a FERC-approved integration agreement,” the Public Staff notes in its brief that additional
attention was paid to the potential tisk of preemption in this regard. Due to the repeal .of
PUHCA 1933, Duke no longer intends to enter into a formal integration agreement as initially
proposed in its FERC Merger Application. Even without this requirement, however, there is a risk
that an inter-affiliate agreement could be interpreted as such an agreement.

There is little question that the FERC has exclusive jurisdiction to approve the wholesale rates
paid and received by, and to approve the allocations of power among, public utility members of a
holding company system. As a result, Regulatory Condition No. 9 specifically provides that Duke
Power cannot enter into an agrecment, and no filing with the FERC can be made by it or on its
behalf, that {a) commits Duke Power to, or involves it in, joint planning, coordination, or operation of
generation, transmission, or distribution facilities with one or more affiliates, or (b) otherwise alters
Duke Power’s obligations with respect to these Regulatory Conditions, absent explicit approval of the
Commission.

In addition, Regulatory Condition Nos. 5 and 6 specifically impose a continuing obligation on
Duke Power to pursue least cost integrated resource planning and remain responsible for its own
resource adequacy subject to Commission oversight, and require that Duke Power's ratepayers
receive priority with respect to the planning and dispatch of its system generation.

Regulatory Condition No. 10 provides added protection in this regard by requiring Duke
Power and its affiliates fo file notice with the Commission 30 days prier to filing with the FERC any
agreement, tariff, or other document or any proposed amendments, modifications, or supplements to
any such document having the potential to (a) affect Duke Power’s cost of service for its pre-merger
system power supply resources or transmission system; (b) be interpreted as involving Duke Power in
joint planning, coordination, or operation of generation or transmission facilities with one or more
affiliates; or {c) otherwise affect Duke Power’s rates or service.

{d) Other Issues. Other potential preemption risks presented by the proposed Merger relate to
(1) potential RTO membership, (2) Duke Power’s Independent Entity (IE) Application at the FERC,

! Boston Edison Co. Re: Edgar Electric Energy Co., 55 FERC 761,382 (1991).
! Uniil January 1, 2006, CG&E and PSI operated pursuant to the Joint Generation Dispatch Agreement

approved by the FERC on March 18, 2002, Cinergy Services, Inc., 98 FERC 7 61,306 (2002), and revised on
March 25, 2005, Cinergy Services, Ins., Letter Order, ER05-640-000 (dated March 25, 2005).
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(3) Duke and Cinergy’s FERC Merger Application, and (4)currently pending rulemaking
proceedings and potential future revisions of PUHCA 2005 that could affect the proposed conditions.

With respect to RTO membership (and any proposed transfer of control, operational
responsibility, or ownership), Regulatory Condition No. 3 requires a 30-day notice and specific
protective language in any contract and in any filing with the FERC with respect to the transfer by
Duke Power of the control of, operational responsibility for, or ownership of any generation,
transmission, or distribution assets (in excess of $10 million gross book value) used to provide retail
service to its North Carolina retail customers. In addition, Regulatery Condition No. 11 specifically
requires any contract or filing regarding Duke Power's membership in-or withdrawal from an RTO or
comparable entity to be contingent upon state regulatory approval.

With respect to Duke Power’s IE Application at the FERC, Regulatory Condition No. 12
provides that, if the FERC (1) does not approve the specified sections of the OATT Attachment K
and Duke Power’s IE Agreement dated July 22, 2005, both of which were filed with the FERC in
Docket No. ER05-1236-000 on July 22, 2005, or (2) makes any change that would make the IE a
FERC-jurisdictional entity or otherwise affect the Commission’s jurisdiction over the transmission
component of Duke Power’s retail service or rates, then Duke shall withdraw the filing and exercise
its right to terminate the IE Agrcement, absent an order from the Commission explicitly relieving
Duke Power of this obligation. -Subsequent to the filing of the stipulated conditions, the FERC
approved the IE Application without condition; however, this condition should be retained to protect
against any subsequent orders that may be issued by the FERC.

With respect to potential preemption risks posed by Duke and Cinergy’s FERC Merger
Application, the Commission notes that the FERC has approved the Application without imposing
any conditions of concern. However, at least one rehearing petition has been filed, and the FERC has
not yet acted on that petition. Therefore, Regulatory Condition No. 16 explicitly provides that upon a
decision by the FERC on the petition for rehearing, Duke Power shall meet promptly with the Public
Staff and negotiate in good faith whether and how these Regulatory Conditions might be or have
been affected by such order, and whether changes are necessary to maintain their intended
protections. In the event the parties are unable to reach agreement within a reasonable time, the
unresolved issues shall be submitted to the Commission for resolution. Such resolution would be
subject to appeal.

Finally, Regulatory Condition No. 15 provides for subsequent determinations as to, whether
any condition would need to be revised based upon currently pending rulemaking proceedings that
_ could affect the proposed conditions, and upon the repeal or revision of PUHCA 2005.

Additional conditions have been included to provide additional, more generic protections
against the risk of preemption. Specifically, Regulatory Condition No. 13 prohibits Duke Power and
its affiliates from asserting in any forum that the Commission is in any way preempted from
exercising any authority it has under North Carolina law, and prohibits Duke and its affiliates from
supporting such arguments if any other entity were to make them. Regulatory Condition No. 14’
requires Duke Power and its affiliates to bear the full risk of any preemptive effects of federal law

! The Commission has revised proposed Regulatory Condition Nos. 14 and 29 to add “Affiliates” to the Iist of
entities subject to the specific provisions set forth therein. This change would ensure that the language of these
Regulatory Conditions is consistent with other Regulatory Conditions, such as Nos. 8, 10, 13, 14, 20, 22, 24, 27, ¢te.
which apply to Duke Power, Duke Energy Corporation, Affiliates, and Nonpublic Utility Operations.
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and to take all actions as may be teasonably necessary and appropriate to hold North Carolina
ratepayers harmless.

(2)  Inter-Affiliate Financings

With respect to issues presented by inter-affiliate financings, the Commission is familiar with
these from issues raised in the Carolina Power & Light Company (CP&L) holding company
proceeding (Docket No. E-2, Sub 753). In this regard, the Commission notes that § 204(a) of the
FPA, 16 U.S.C. § 824c(a), provides the FERC with authority comparable to that granted to the
Commission in G.S. 62-161. With respect to preemption, however, § 204(f) provides that the
FERC’s authority does not extend to a public utility organized and operating in a state in which its
security issuances are regulated by a state commission. Thus, the FERCs financing authority does
not encompass a public utility organized and operating in North Carolina.

While EPACT 2005 did not amend § 204, it did change the FERC’s authority vis-a-vis the
SEC. Section 318 of the FPA, 16 U.S.C, § 825q, provides that, with respect to the issuance, sale, or
guaranty of a security or assumption of an obligation or liability in respect of a security, or the
acquisition or disposition of any security, capital assets, facilities, or any other subject matter, if a
person is subject to both PUHCA 1935 and the FPA, such person shall not be subject to the FPA with
respect to the same subject matter. Section 1277(a) of EPACT 2005 repealed § 318. Thus, the FERC
now has authority over the issuance of securities and the assumption of liabilities by public utilitics
that it previously could mot have had. However, because § 204(f) has not been changed, the
Commission concludes that this should have relatively little preemptive effect on the Commission's
authority.

Although there appears to be relatively. little risk of preemption with respect to the
Commission’s authority over financings, Regulatory Condition No. 2 provides that, with respect to
any financing transaction involving Duke Power and its affiliates, any proposed contract must
provide (1) that Duke Power may nof enter into any such financing transaction except in accordance
with North Carolina law and the Commission’s rules, regulations, and orders and (2) that Duke
Power may not include the effects of any capital structure or debt or equity costs associated with such
financing transaction in its North Carolina retail cost of service or rates except as allowed by the
Commissien. Regulatory Condition Nos. 13 and 14 again would serve as catch-all provisions in the
unlikely event the other conditions did not-conitrol a particular risk of preemption.

(3)  Mergers and Acquisitions under § 203 of the FPA, including Amendments to § 203 by
EPACT 2005

The following issues are presented by § 203 of the FPA and the amendments in EPACT 2005
to the FERC’s § 203 authority: () the expansion of the FERC’s § 203 authority to include certain
generating facilities and certain holding company transactions and (b) the requirement for findings
about cross-subsidization and pledging and encumbrances of utility assets,

(a) Generating Facilities and Holding Company Transactions. Prior fo the EPACT 2005
amendments, the FERC’s authority under § 203 of the FPA, 16 U.S.C. § 824b, did not extend to
transactions involving the acquisition of generating facilities or to certain acquisitions by holding
companies. Section 1289 of EPACT 2003, in relevant part, amends § 203 of the FPA to include these
types of transactions,
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Amended § 203(a)(1){D) states that no public utility shall, without first having secured an
order of the FERC authorizing it to do so, purchase, lease, or otherwise acquire an existing generation
facility (i) that has a value in excess of $10 million and (ii) that is used for interstate wholesale sales
and over which the FERC has jurisdiction for ratemaking purposes. In its order implementing the
amendments,' the FERC adopted a rebuitable presumption that amended § 203(a) as it applies to the
transfer of any existing (i.e., operational) generation facility unless the utility can demonstrate with
substantial evidence that the generating facility is used exclusively for retail sales.

The FERC’s Section 203 Finaf Rule generally recognizes that Congress did not intend any
infringement on state jurisdiction. In addition, as stated before, the FERC’s jurisdiction under § 203
has always been viewed as concurrent with state jurisdiction. In any event, Regulatory Condition
Nos. 1, 3, 8 and 10 all protect the Commission’s jurisdiction in this regard. As discussed ealier,
Regulatory Condition No. § specifically prohibits Duke Power and.its affiliates from asserting that
approval of a transfer of generating facilities by the FERC in any way preempts the Commission’s
authority to determine the reasonableness or prudence of Duke Power’s decisions with respect to
supply-side resources, demand-side management, or any other aspect of resource adequacy.
Regulatory Condition Nos. 13 and 14 again serve as catch-all provisions in the unlikely event the
other conditions did not control a particular risk of preemption,

Section 203(a)(2) adds the entirely new requirement that no holding company in a holding
company system that includes a transmitting utility or an electric utility shall (1) purchase, acquire, or
take any security with a value in excess of $10 million or (2) by any means whatsoever, directly or
indirectly, merge or consolidate with a transmitting utility, an electric utility company, or a holding
company in a holding company system that includes a transmitting utility, or an electric utility
company, with a value in excess of $10 million, without prior Commission authorization.?

The scope of amended § 203(a)(2) turns in large part upon the FERC’s interpretation of the
term “electric utility company,” which, in tum, affects whether an entity is a holding company
subject to § 203(a)(2). The FPA does not include a definition of “electric utility company,” and the
FERC concluded in its Section 203 Final Rule that the term, as used in amended § 203(a)(2), should
have the same meaning as in PUHCA 2005, which is “any company that owns or operates facilities
used for the generation, transmission, or distribution of electfic energy for sale.” EPACT of 2005 at
§ 1262(5).

Because of concems expressed by parties to the rulemaking, the FERC included the following
language in its Section 203 Final Ruie:

Our core jurisdiction under Part II of the FPA continues to be transmission and
sales for resale of electric energy in interstate commerce and we believe that a
major impetus behind § 203()(2) was to clarify the Commission’s jurisdiction
over mergers of holding companies that own public utilities as defined in the
FPA. However, the fact is that the language in § 203(a)(2) does more than
address this issue, and we must implement the provision in a way that

Transactions Subject to FPA_Section 203, Order No. 669, 113 FERC § 61,315 (December 23, 2005)
{Section 203 Final Rule).

? Section 203(a)(6), which is also new, provides that for purposes of this. subsection, the terms “associate

company,” “halding compeny,” and “holding company system” have the meaning given those terms in PUHCA 2005.
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recognizes the expansion of authority, yet retains our primary focus on interstate
wholesale energy markets and does not interfere unduly with historical state
jurisdiction.”

There appears to be relatively little-risk of preemption as a result of this amendment to § 203.
Nevertheless, to the extent there is any risk, Regulatory Condition Nos. 2, 13 and 14, as discussed
above, apply.

{b) Cross-Subsidization. In its Section 203 Final Rule, the FERC required § 203 applicants to
include an explanation of (1) how they are providing assurances that the proposed transaction will not
result in cross-subsidization or improper pledges or encumbrances of utility assets or {2) if such
results would occur, how those results are consistent with the public interest. With respect to the
effect of this requirement on state jurisdiction, the FERC explicitly stated that any additional
conditions imposed by it would complement, not nullify, those imposed by state commissions., The
Commission therefore concludes that the conditions previously discussed in this section provide
adequate protection from any risk of preemption.

(4)  Inter-Affiliaste Transactions Involving Non-Powerm Goods and Services under
PUHCA 2005

The issues raised by PUHCA 2005 generally include the following: (a) federal access to
books and records pursuant to-§ 1264; (b) the allocation of costs of non-power goods and services
supplied to a public utility by an affiliated company, including the FERC’s authority to review the
recovery in jurisdictional rates, and whether.cost allocation agreements have to be filed-as agreements
affecting jurisdictional rates; and (c) the potential for preemption pursuant to-§ 1275(b) at the request
of a holding company system or a state commission.

Section 1261 gt seq..of EPACT 2005, repeals PUHCA 1935 and enacts PUHCA 2005, As
interpreted by the FERC in its implementing order,” PUHCA 2005 contains only two grants. of new
authority to the FERC: (1) the federal books and records access provision in § 1264 and (2) the non-
power goods and services provision in § 1275(b), both of which supplement the FERC’s ex1st1ng
authorities under the FPA (and the Natural Gas Act).

(a) Access to Books and Records. Sections 1264(a) and (b} of EPACT 2005 generally
provide. that each holding company and each associate company of a holding company, as well as
each affiliate of a holding company or any subsidiary company of a holding company, shall maintain,
and shall make available to the FERC, such books, accounts, memoranda, and other records (books
and records) as the FERC determines are relevant to the costs incurred by a public utility and
necessary or appropriate for the protection of public utility customers with respect to jurisdictional
rates. With respect to preemptive concerns, the FERC confirmed that its own access under § 1264
does not preempt rights to access information by state commissions under § 1265

! Section 203 Final Rule, § 56.

! Repeal of the Public Utility Holding Company Act of 1935 and Enactment of the Public Utility Holding
Company Act of 2003, Order No. 667, FERC Stats. & Regs. ] 31,197 (December 8, 2005) (PUHCA 2005 Final Rule).

YOI, atg 105,
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(b) Section 1275: The Allocation of Costs of Non-Power Goods and Services. In its
PUHCA 2005 Final Rule, the FERC stated that there are two circumstances in which the “at-cost” or
“market” standard may arise in the context of its jurisdictional responsibilities under § 205 and § 206
of the FPA. First, the FERC has a responsibility to ensure that the costs of non-power goods and
services provided by a traditional, centralized service company to public utilities within the holding
company system are just, reasonable, and not unduly discriminatory or preferential for purposes of
FERC-jurisdictional rates. The second context in which the “at-cost” or “market” standard is likely
to arise is when a service company that is a special-purpose company within a holding company (e.g.,
a fuel supply company or construction company) provides non-power goods or services to one or
more public utilities in the same holding company system.

The FERC concluded that traditionai, centralized service companies currently using the
SEC’s “at-cost” standard would not be required to comply with the FERC’s market standard for their
sales of non-fuel, non-power goods and services to regulated affiliates. The FERC agreed with
commenters that centralized provision of accounting, human resources, legal, tax, and other such
services benefits ratepayers through increased efficiency and economies of scale. It, therefore,
decided to apply a rebuttable presumption that costs incurred under “at cost” pricing of such services
are reasonable, with the proviso that it would entertain complaints that “at cost” pricing for such
services exceeds the market price.

With respect to non-power goods and services transactions between holding company
affiliates other than traditional, centralized service companies (i.e., service companies that are non-
regulated, special-purpose affiliates such as a fuel supply company or a construction company), the
FERC concluded that it would continve its prior policy of requiring the service company to provide
non-power goods and services at a price no higher than market. When a public utility is providing
non-pawer goods and services, the price should be the higher of cost or market.

With respect to concerns that were expressed about the potential preemptive effect of FERC
review of cost-allocation agreements, the FERC concluded that it would not mandate the blanket
filing of cost-allocation agreements governing the costs of non-power goods and services purchased
by jurisdictional public utilities from affiliated service companies under § 1275(b) of EPACT 2005.!

Based upon the foregoing, the Commission concludes that the provisions of PUHCA 2005
other than § 1275(b) do not present risks of preemption different from other aspects of the FERC’s
authority. As a result, the cenditions previously discussed, partieularly Regulatory Condition Nos. 1,
9, and 10, apply to protect the Commission’s jurisdiction from preemption, with' Regulatory
Condition Nos. 13 and 14 again serving as catch-all provisions.

(c) The Potential for Preemption Pursuant to § 1275(h). With respect to the preemptive effect,
if any, of a FERC-approved service company cost allocation, the FERC’s PUHCA 2005 Final Rule

does not clearly answer the question.
Section 1275(b) provides as follows:
In the case of non-power goods or administrative or management services

provided by an associate company organized specifically for the purpose of
providing such goods or services to any public utility in the same holding

' 1d,at 9151,
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company system, at the election of the system or a State commission
having jurisdiction over the public utility, the Commission [FERC], after
the cffective date of this subtitle, shall review and authorize the allocation
of the costs for such goods and services to the extent relevant to that
associate company.

In its comments in response to the FERC’s Notice of Proposed Rulemaking, the Missouri
Public Service Commission argued that an interpretation of § 1275(b) giving FERC-approved cost
allocations preemptive effect would be contrary to the clear language contained within § 1275(c),
which provides that “[n]othing in this section shail affect the authority of the Commission or a state
commission under other applicable law.” The Missouri Commission further argued that, since state
commissions have state law authority to set retail rates, including authority to disallow purchase costs
or sales prices deemed unreasonable or imprudent, § 1275(c) on its face protects the state
commissions from any asserted preemptive effect of a FERC allocation under § 1275(b). A number
of utilities argued (1) that the FERC would need to impose a specific methodology in a situation in
‘which 4 multi-state holding company systern finds that all state commissions do not approve a single
allocation agreement and (2) that any FERC-approved cost allocations under § 1275 would
necessarily preempt state determinations.

The FERC concluded as follows:

In response to the requests for clarification of the preemptive effects of section
1264 and the Commission’s regulations thereunder, we believe that issues
related to preemption are more appropriately addressed on a case-by-case basis:
to give the Commission the opportunity to consider the potential preemptive
effect of section 1264 in specific circumstances. However, we anticipate that
such issues would arise only in unusual circumstances.’

Given the reference to § 1264, rather than § 1275(b), which was the section under discussion in the
preceding paragraphs of the FERC order, the FERC’s position with respect to the preemptive effect
of § 1275(b) cannot be conclusively determined.

The Regulatory Conditions and Code of Conduct adopted herein impose fairly strict rules .
with respect to affiliate transactions, particularly with respect to those involving a service company,
and the Commission maintains comprehensive oversight of Duke Power’s affiliated transactions and
cost allocations. For example, under Regulatory Condition No. 18, Duke Power caunot seek to
recover from its retail customers any costs that exceed fair matket value (as defined in the conditions)
for any service provided to Duke Power by an affiliate, and Duke Power is required to seek out and
buy all goods and services from the Jowest cost qualified provider of comparable goods and services.
Duke Power has the burden of proving that ail: goods and services procured from its affiliates have
been procured on terms and conditions comparable to the most favorable terms and conditions
reasonably available in the relevant market, which must include a showing that comparable goods or
services could not have been procured at a lower price from qualified non-affiliate sources or that
Duke Power could not have provided the services or goods itself on the same basis at a lower cost.

Under Regulatory Condition No. 20, Duke Power is required to re-file its proposed final
forms of service agreements that authorize the provision and receipt of. non-power goods or services

' 1d, at 180 {emphasis added).
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between and among Duke Power and its affiliates, the lists of goods and services it intends to take
from the proposed service company and other affiliates, the basis for the determination of such lists
and election of such services, and appropriate cost allocation manuals (CAMs). The required CAMs
must be updated annually, and neither the lists of goods and services nor the CAMs can be changed
except upon the filing of 3 15-day notice with the Commission. :

Except to the limited extent to which Regulatory Condition No. 21 provides otherwise, no
claims of preemption can be made with respect to the allocation of costs. In addition, Regulatory
Condition No. 21 does not apply to the list of services a utility chooses to take from a service
company, and, therefore, neither Duke Power nor Duke Energy can make any claims of preemption
with respect to the services the Commission allows Duke Power to take. For example, under
Regulatory Condition No. 18, Duke Power cannot take a service from a service company unless it has
carried its burden of proving that it couid not have procured the service at a lower price from
qualified non-affiliate sources, that it could not have provided the service itself on the same basis at a
lower cost, or that no comparable service is available. Requiring Duke Power to provide the service
for itself or to take it from a non-affiliate is not subject to any preemptive effect that § 1275(b) may
ultimately be determined to have. g

In addition, the exception provided in Regulatory Condition No. 21 with respect to the other
anti-preemption conditions is more limited than the provisions of §1275(b). This section allows the
holding company system to request review by the FERC. Regulatory Condition No. 21 only allows
Duke Power to make such a request. In addition, any such request is limited to “the extent the
allocations adopted by the Commission when compared to the allocations adopted by the other State
commissions with ratemaking authority as to a Utility Affiliate of Duke Power result in significant
trapped costs,” which is considerably narrower than the language used in § 1275(b).

In conclusion, it is not clear that § 1275(b) will have any preemptive effect given the savings
clauses in PUFICA 2005 and the FERCs interpretation in its PUHCA 2005 Final Rule (particularly if
one assumes that the reference to § 1264 was inadvertent). If it does, it is further limited as described
above. The Public Staff stated in its brief that it believes that allowing this potential narrow
preemption risk was an appropriate trade off given the waiver of all the federal rights by Duke Power,
Duke Energy, and other affiliates in the other conditions, and the Commission agrees.

In addition to the above discussion of the anti-preemption Regulatory Condition Nos. 1
through 17, the Commission must also address in more detail several specific arguments and
proposed revisions made by CUCA.

CUCA'’s primary substantive attack on the effectiveness of the anti-preemption conditions is
the argument that. the conditions do not protect Duke Power’s ratepayets from an assertion of
precmption by third parties. The Commission coneludes that many of the conditions do provide such
protection. An excellent example is Regulatory Condition No. 1, which makes an affiliate contract
unenforceable against Duke except to the extent the Commission approves the costs. Regulatory
Condition No. I limits the utility’s obligation to pay charges under the contract to those charges
determined by the Commission to be consistent with the utility’s obligation under state law to charge
just and reasonable rates. As previously discussed, this approach responds directly to the “trapped
cost” reasoning of the Supreme Court. If a FERC-jurisdictional contract itself provides that the
utility’s participation is voluntary and limits the utility’s obligation to one that is consistent with state
law, there would be no “trapped costs” and, therefore, no preemption. Regulatory Condition Nos. 2
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and 3, which apply to financings and asset transfers, respectively, are very similar to Regulatory
Condition No. 1. They also provide protection against challenges by third parties.

It is difficult to perceive how a third party would have standing to challenge Regulatory
Condition Nos. 5 though 7 on preemption grounds. Ifa third party were found to have standing, it is
difficult to perceive how it could successfully argue that the Commission’s authority to require least
cost planning, the dedication of Duke Power’s generating facilities to retail native load customers (as
defined in the conditions), and the Commission’s ratemaking and other types of authority with
respect to Duke Power’s wholesale contracts as seller was preempted. The retail loads of the
historjcally served wholesale customers are the only third parties that have any sort of claim on
Duke Power’s generating facilities, and they have been included in the protections provided by
Regulatory Condition Nos. 5 though 7.

Regulatory Condition No. 10 requires the pre-filing of certain contracts that are required or
intended to be filed at the FERC. Given the North Carolina appellate courts’ recent affirmations of
the Commission’s autherity relating to the 20-day notice required by the Commission in Docket No.
E-2, Sub 760 (appealed in Docket No. E-100, Sub 85A), a successful third-party challenge to this
condition appears to be unlikely.

The provisions of Duke’s OATT and IE Agreement referenced in and protected by Regulatory
Condition No. 12 have already withstood numerous arguments before the FERC that they should be
rejected. The FERC approved the OATT without change to the provisions protecting the ability of
Duke to withdraw the OATT and terminate the IE Agreement if a negative effect on the
Commission’s jurisdiction were to occur.

Regulatory Condition No. 13 recognizes that another -entity could make preemption
arguments and prohibits Duke Power and its affiliates from supporting any such arguments. This
condition is similar to several conditions imposed, without objection by CUCA, in various merger
proceedings. See Docket Nos. E-2, Sub 753 (Condition Nos. 2, 7, and 12); E-2, Sub 760 {Condition
No. 15); E-22, Sub 380 (Condition Nos. 31, 38, and 41); G-5, Sub 400 (Condition Nos. 2, 9, and 12);
and E-2, Sub 844 (Condition Nos. 6, 9, and 11).

Finally, Regulatory Condition No. 14 provides the ultimate protection. It requires Duke Power
and its affiliates to (1) bear the full risk of any preemptive effects of federal law with respect to any
contract, transaction, or commitment entered into or made by Duke Power or which may otherwise
affect Duke Powjrcr’s operations, service, or rates and (2) take all actions as may be reasonably
necessary.and appropriate to hold North Carolina ratepayers harmless.

In conclusion, as demonstrated above, the anti-preemption conditions are not particularly
susceptible to third-party challenges. In any event, they require Duke Power and its affiliates to bear
any effects and hold Duke Power’s ratepayers harmless from any preemption.

CUCA’s other objections do not go to the effectiveness of the conditions as protection against
preemption, but rather are specific proposals that object to the wording of the conditions.

During the hearing, counsel for CUCA cross-examined the Public Staff with respect to the

meaning of “affect Duke Power’s rates or service” and “have an effect on Duke Power’s rates or
service” in a number of conditions. In response, Duke and the Public Staff proposed to create a
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definition of “Effect on Duke Power’s Rates or Service” and replace “affect Duke Power’s rates or
service” and “have an effect on Duke Power's rates or servicé” in the definition of “Affiliate
Contract,” and in Regulatory Condition Nos. 2(b), 10, 13, and 22. That definition is as follows:

Effect on Duke Power’s Rates or Service: When used with reference to the
consequences to Duke Power of actions or transactions involving an Affiliate
or Nonpublic Utility Operation, this phrase has the same meaning that it has
when the Commission interprets G.3. 62-3(23)(c} with respect to the affiliation
covered therein.

The Public Staff explained at the oral argument that the purpose of this definition and its use in the
specified conditions was to incorporate into the Regulatory Conditions the concept in
G.S. 62-3(23)(c) with respect to the extent to which affiliation can cause an affiliate to be found to be

a public utility.

In the revised conditions it filed on January 17, 2006, CUCA proposed to replace “affect
Duke Power's rates or service” and “effect on Duke Power’s rates or service” with a different defined
term, “Effect”” This defined term would be included in the definition of “Affiliate Contract,”
Regulatory Condition Nos. 2(a), 10, 13, 14, and 17, as well as in Regulatory Condition Nos. 20(d},
22,23,26,27, 28, 29, 32, 38, 55, and 57. CUCA would define the term “Effect” as follows:

Effect: Any effect on Duke Power’s rates and/or services to its North Carolina
retail customers, including but not limited t¢ an increase in fuel costs or fuel-
related costs for which Duke Power seeks recovery pursuant to G.S. 62-133.2,
a change of one (1) basis point (one-tenth of one percent) or more in Duke
Power’s quarterly or annual earnings in the ES-1 report, a ratings downgrade, a
change of $100,000 or more in the net bulk power revenues ordered to be
shared by the Commission in Docket No. E-7, Sub 751, an appreciable change
in service quality perceptible by a reasonable person, asset transfers and sales,
and change(s) in operaticn, efficiency, interchange, pooling, wholesale power
sales agreements, and financing.

CUCA stated at the oral argument that more specificity was needed in the conditions, particularly
with respect to establishing a floor to ensure that it was clear that a particular contract or action fell
within a condition. Duke Energy and the Public Staff took the position that specifically defining a
term can lead to unintended consequences over time and limit the Commission’s ability to make
appropriate case-by-case determinations based upon the facts at the time the determination is made.
They also argued that attempting a specific definition could create confusion as to the meaning of the
term in its broader application in Chapter 62. The Commission concludes that CUCA’s proposed
definition should be rejected. The terms “effect” and “affect” are used in Chapter 62 without
definition, so the Commission has the ability to determine their meanings based upon the facts and
circumstances of eazch case at the time the interpretation is made. It is the Commission’s
responsibility to decide in a particular case whether a transaction or action has the necessary effect,
CUCA’s proposed definition could be both too limiting and not fimiting enough, depending upon the
particular circumstances to which it is being applied.

In addition, CUCA proposed to insert “any adverse Effect to Duke Power's North Carolina
retail ratepayers” into Regulatory Condition No. 2(b) and “Effect that is adveise o the ratepayers’
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interest associated with or related to [such preemption)” into Regulatory Condition No, 14, The term
“Effect,” as defined by CUCA, already includes a substantial list of adverse effects, While CUCA
explained this additional language at the oral argument as reflecting a desire to capture any positive
effects, the Commission finds it to be an added complication that is unnecessary.

CUCA also proposed to revise Regulatory Condition No. 2(a) to deem new Duke Energy to
be a public utility for purposes of the Commission’s securities authority and G.S. 62-111 and to have
waived all of its federal and constitutional challenges with respect to such aothority. This is an
expansion of the Commission’s authority, rather than a protection of the Commission’s authority
from preemption. This would be more appropriately accomplished, if at all, with a revision to
Regulatory Condition No. 41, and it is discussed in that section of this order,

CUCA further proposed to revise Regulatory Condition No. 3 to state that it applies to
transfers that, either alone or collectively, have a gross book value in excess of $10,000,000 in any
calendar year. Duke Energy and the Public Staff argued that the condition as written provides
sufficient protection. The book value of $10,000,000 proposed in Duke Energy and the Public Staff’s
stipulated conditions would be a very small fraction of Duke Power’s gross book value,
Additionally, subjecting such a small amount to the condition would be an inefficient use of
resources.  Furthermore, it is illogical to approve a condition that could require Duke Power to
provide notice, after having made transfers totaling $9,900,000, for a transfer of $101,000. The
Commission concludes that CUCA’s proposed revision should be rejected.

In addition, CUCA proposed to revise Regulatory Condition No. 4 to clarify its relationship to
various sections of the Code of Conduct, to specify that the costs incurred are “total all-in” costs, and
to delete the exception for emergency transactions. The Commission concludes that this condition
should be revised to specify that the costs incured are “total all-in costs, including, but not limited to,
generation, transmission, ancillary costs, distribution, and delivery points costs,” but that the
exception for emergency transactions should be retained. This exception has been approved in other
proceedings without objection or need for revision. See Docket No. E-2, Sub 760 (Condition No. 18)
and Docket No. E-2, Sub 844 (Condition No. 54). As noted by the Commission during the oral
argument, any such emergency transactions would be tracked, accounted for, and subject to review in
both the required affiliate transaction report and in fuel clause proceedings. By their very nature,
emergency transactions cannot be planned or subjected to rigid before-the-fact limitations. A utility
must have some flexibility in the relatively few instances when the integrity of its transmission
system, for example, requires unusual actions and transactions.

CUCA further proposed to revise Regulatory Condition No. 6 to delete “off-system” and to
substitute “outside of its North Carolina and South Carolina retail franchised service territory or to
any wholesale customer.” This language would treat historically served wholesale customers as off-
system sales, which is inconsistent with the protections intended by the condition. Duke Energy and
the Public Staff took the position that “off-system sales™ should be deleted, but that it should be
replaced with “sales to customers that are not Retail Native Load Customers.” The Commission
concludes that “off-system sales™ should be replaced as proposed by Duke Energy and the Public
Staff. CUCA’s replacement language would exclude the historically served wholesale customers
from protections intended to be granted to them in Regulatory Condition No. 7.

With respect to Regulatory Condition No. 7, CUCA proposed to delete subsection (a) in its
entirety. This provision would allow Duke Power to grant its historically served wholesale customers
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native load priority, which would cause the retail native loads of those wholesale customers to be
considered Retail Native Load Customers, as defined in the conditions, for purposes of Regulatory
Condition Nos. 5 and 6. The Commission rejects CUCA’s proposal to delete this provision for much
the same reasons it found unpersuasive CUCA’s opposition to including CP&L’s historically served
wholesale customers in a virtually identical condition approved by the Commission in Docket
No. E-2, Sub 844. The Commission concludes that, given the interpretation of the condition as
provided for in the Sub 844 proceeding and the benefits to all customer classes from such a condition,
subsection (a) of Regulatory Condition No. 7 should not be deleted. CUCA’s two additional
proposed changes, to increase the notice period in Regulatory Condition No. 7(b) from 30 to 45 days
and to delete the provision that exempts wholesale sales at less than native load priority from the
notice provision, are also rejected.

CUCA also proposed to revise Regulatory Condition No. 17 to require Duke Power to provide
the required lists and summaries to “the Public Staff and each Requesting Intervenor” and to provide,
in addition to the lists and summaries already included in the condition, a list of each affiliate that has
made one or more filings with the FERC and a summary of the content of each filing if the filing is
made under seal. Duke Power and the Public Staff subsequently proposed revisions to Regulatory
Condition No. 17 to require Duke Power to file with the Commission, but not serve, the required lists
and summaries. The Commission concludes that Regulatory Condition No. 17 already requires Duke
Power to compile and file with the Commission a substantial amount of information on a quarterly
basis and that Duke Power should not be required to file the additional lists and summaries sought by
CUCA. However, the Commission agrees with CUCA that all parties should receive copies of any
information actually filed by Duke Power pursuant to Regulatory: Condition No. 17, and the
Commission will not include the phrase “but need not serve” in the condition. Duke Power,
therefore, shall serve any information filed with the Commission pursuant to Regulatory Condition
No. 17 on all parties, if any, to the applicable docket.

Finally, CUCA’s proposal to define “Requesting Intervenor” and insert it into various
conditions, including Regulatory Condition Nos. 1(a) and (¢}, 13, 15 and 17, is discussed and rejected
later in this order.

In summary, based upon all of the foregoing, the Commission concludes that the Regulatory
Conditions approved herein are comprehensive and do everything reasonably possible to preserve the
Commission’s regulatory authority from the probability and risk of federal preemption. The mere
risk of federal preemption as an abstract theory does not justify rejection of the proposed transaction.
The slight risk that might remain, therefore, is entitled to very little weight in the balancing of the
potential benefits and harms of the Merger identified in the record in this proceeding. Accordingly,
based upon the conclusions of law discussed above with respect to the effectiveness and
comprehensiveness of Regulatory Condition Nos. 1 through 17 approved herein, the Commission
finds and concludes that Regulatory Condition Nos. 1 through 17 ensure that the Commission’s
jurisdiction is protected as much as possible from the probability of federal preemption and that Duke
Power’s ratepayers are insulated as much as reasonably possible from the probability of any
presmptive consequences potentially resulting from the Merger.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 16

The evidence supporting this finding of fact is contained in the testimony of Duke Energy
witnesses Hager and Shrum and Pubiic Staff witmesses Cox, Farmer, and McLawhom.
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The Public Staff testified that Regulatory Condition No, 18 provides that Duke Power will not
seek to recover more than fair market value for the services and costs provided by affiliates and
establishes principles that will govern the prices at which goods and services are exchanged between
and among Duke Power and its affiliates. Regulatory Condition No. 19 requires that the accounting
for the provision of good and services among Duke Power and its affiliates be consistent with the
conditions and Code of Conduct.

Regulatory Condition No. 20 deals with service agreements, the filing of cost allocation
manuals and the lists of services Duke Power intends to offer to and take from affiliates. While the
Public Staff believes efficiencies and cost savings can be achieved by the combination of a number of
corporate and utility support functions, the service agreements as filed raise 2 number of concerns.
Therefore, Regulatory Condition No. 20 sets forth procedures for the re-filing of the service
agreements and recommendations from the intervening parties. In this regard, the Public Staff noted
that Regulatory Condition No. 20 requires Puke to re-file final forms- of service agreements and the
lists of goods and services it intends to tzke from and provide to its affiliates no later than 60 days
prior to the expected close of the Merger. Within 30 days after such filing, the Public Staff is
required to file its comments and recommendations conceming these agreements with the
Commission. Therefore, the Public Staff recommended that the Commission address these
agreements after Duke Power has made its filing pursuant to Regulatory Condition No. 20 and the
Public Staff and other parties have filed their recommendations with the Commission.

Reguiatory Condition No. 21 provides that, notwithstanding any of the provisions contaired
in the conditions, if allocations adopted by the Commission result in significant trapped costs related
to non-power goods or administrative or management services, Duke Power may request, pursuant to
EPACT 2005, that the FERC review the allocation of costs for such goods and services.

On cross-examination, the Public Staff testiffed that the purpose of the periodic market studies
in Regulatory Condition No. 18 was to establish the reasonableness of the prices paid and the
prudence of choosing to purchase from and sell to affiliates. When questioned atout the frequency of
the market studies and the reliance on Duke to perform the market studies, the Public Staff testified
that how often market studies should be performed depends on the type of goods and services
procured or provided and that Duke should be required to conduct the studies, rather than another
entity, because it is in the market of purchasing poods and services. The Public Staff further stated
that it would review the market studies and, because other utilities are subject to the same
requirement, it can compare Duke's studies with other studies to determine their reasonableness,

Another jssue raised on cross-cxamination of the Public Staff panel regarding Regulatory
Condition No. 18(d) was the definition of, and exception for, items that are not commercially
available. The Public Staff defined “not commercially available” as there being no equivalent service
available in the market place, with the example of executive management as something specific or
unique to Duke. When questioned by the Commission about the exception to transfer pricing for
providing services ftom the service company to affiliates at fully distributed cost, Duke Energy
witness Shrum stated that the conditions require that Duke be able to demonstrate on a periodic basis
that costs coming from the shared services organization are comparable or better than market to show
that Duke is not being charged more than it could secure those services elsewhere., She testified that,
in Duke’s current ongoing operations, it does comparisons to market 6n an annual basis for certain
types of costs.
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CUCA proposed that the market studies required by Regulatory Condition No. 18 be
conducted by an independent auditor and that market studies be required every two years,
Additionally, CUCA proposed to eliminate the “not commercially available™ exception to the market
study requirgment.

After careful consideration, the Commission concludes that Duke Power should be
responsible for conducting market price studies and that the frequency with which market price
studies should be performed should not be set at two years, but rather the frequency should be
determined based upon the nature of the goods and services being procured. Similar conditions have
been approved without objection in other proceedings. (See Docket Nos. E-2, Sub 753 (Condition
21), E-2, Sub 380 (Condition 19) and E-2, Sub 844 (Condition 17).) In addition, the Commission
concludes that it is appropriate to make an exception to Regulatory Condition No. 18 for goods or
services that are not commercially available. The exception was included to recognize that market
studies are unnecessary for goods or services that are not commercially available. This language is
consistent with Duke’s current Code of Conduct and with other Codes of Conduct approved by the
Commission. :

With respect to CUCA’s concern about Regulatory Condition No. 20, on cross-examination,
Duke witness Shrum was asked why Duke could not file the cost allocation manual prior to filing the
service agreements and prior to asking for approval. She testified that the services agreements would
tell the Commission how Duke plans to allocate the service company costs and that more time was
needed to comply with the requirement.

The Public Staff panel testified that Duke Power is required to file the list of services that it
intends to take from the service company and provide the basis for the election of services to be
taken. Additionally, Regulatory Condition No. 20 requires Duke to file a revised CAM a month afier
the Merger closes, an annual update of the CAM, and a review of the allocation factors every two
years.

CUCA proposed that CAM revisions should be filed prior to Duke Power undertaking the
affiliate transactions and that the allocation factors in the CAM should be approved by the
Commission and audited by a third-party independent auditor to ensure appropriate allocations.

After careful consideration, the Commission concludes that Regulatory Condition No. 20, as
approved herein, is appropriate. Moreover, as discussed below, these conditions are intended to
establish much broader and more defailed requirements related to pricing between and among
affiliates and Duke Power's nonpublic utility operations than currently are in effect for Duke
pursuant to orders in Docket No, E-7, Subs 694 and 596.

CUCA also proposed revising Regulatory Condition No. 21 to more specifically define
“trapped cost” for purposes of Duke Power’s ability to avail itself of the provisions of § 1275(b) of
PUHCA 2005. As discussed carlier, Regulatory Condition No. 21 represents an appropriate
balancing of interests and would not be improved by the revisions proposed by CUCA. Accordingly,
its proposed revisions are rejected.

Based upon all of the foregoing, the Commission finds and concludes that Commission-

approved Regulatory Condition Nos. 18 through 21 will effectively address known and potential risks
and concerns related to cost allocation and ratemaking issues arising from the Merger.
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EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 17

The evidence supporting this finding of fact is contained in the testimony of Public Staff
witnesses Cox, Farmer, and McLawhom, CUCA witness O’Donnell, and Duke Energy witness
Shrum, '

The Public Staff witnesses testified that proposed Regulatory Condition No. 22 provides that
affiliated transactions that are likely to have a significant effect on Duke Power’s rates or service
shall be reviewed annually by Duke Energy’s internal auditors. The witnesses further testified that
proposed Regulatory Condition No. 31 continues the current requirement that Duke Power file an
annual report of affiliated transactions, and proposed Regulatory Condition No. 32 provides for the
filing of third-party independent audit reports, With respect to cost of service, Further Revised
Regulatory Condition No. 33 requires the filing of revisions to Duke Power's electric cost of service
manual to reflect any changes to the cost of service resulting from the Merger.

Commission-approved Regulatory Condition No. 22 provides that transactions between Duke
Power and other members of the Duke Energy holding company family that are reasonably likely fo
have a significant Effect on Duke Power’s Rates or Service must be reviewed at least annually by
Duke Energy’s intemal auditors. Moreover, the audits and all wotkpapers related to internal audits
and all other internal audit workpapers related to affiliate transactions must be madg available to and
for review by the Public Staff and the Commission. Finally, Duke Energy will not oppose requests
by the Public Staff or the Commission to review external audit workpapers.

CUCA’s proposed Regutatory Condition No. 22 would apply to transactions that “either alone
or collectively, will have or are reasonably likely to have an Effect [adefined term discussed
elsewhere in this order]” and would place each Requesting Intervenor [another proposed defined term
discussed elsewhere] along side the Public Staff.

With respect to applicability of this condition, the Commission believes CUCA’s proposed
change is unnecessary, as the consideration of whether affiliate transactions have a significant effect
can take into account the interdependencies of affiliate transactions. The Commission also rejects
CUCA's proposal that “each Requesting Intervenor” have the same right of access to audit reports
and workpapers as the Commission and the Public Staff for the reasons given elsewhere in this order.

Regulatory Condition No. 31 provides that Duke Power shall file an annual report of affiliate
transactions in the format prescribed by the Commission in Docket No. E-7, Sub 694. Changes miay
be made as necessary to the reporting requirements and submitted to the Commission for approval.
None of the parties took issue with Regulatory Condition No.31.

There was extensive testimony conceming third-party independent audits of
affiliate transactions. Regulatory Condition No. 32, as originally proposed, required Duke Power to
provide to the Public Staff and the Commission the third-party independent audit reports that were
agreed to be submitted to the Kentucky Commission and the Attorney General in the stipulation in
Case Number 2005-00228. Public Staff withess Cox testified that an independent audit would be
conducted of affiliate transactions and that, to the extent that Duke Power participated in affiliate
transactions related to the Service Agreements, such audit would ‘cover those affiliate transactions.
Witness Cox explained that it would be beneficial for there to be coordination between the states
concerning the audit process. CUCA witness O'Donnell testified that he would be more satisfied if

215



ELECTRIC - MERGER

this Commission required an independent audit specific to North Carolina as opposed to the
Kentucky audit,

Proposed Regulatory Condition No, 32, as further revised by Duke Power and the Public Staff
in their filing of January 27, 2006, provides that comprehensive third-party independent audits of
affiliate transactions undertaken pursuant to the affiliate agreements filed in this docket will be
conducted no less often than every two years and that the independent auditor will have sufficient
access to the books and records of Duke Energy to perform the audits. Duke Power is required to
identify one or more proposed independent auditors with the selection subject to Commission
approval. Other parties may comment and propose additional auditors. Duke Power will provide the
funds for the audit and will record the appropriate allocation of the cost of the audit in utility
accounts, subject to review in a subsequent ratemaking proceeding. The auditor’s reports will be
filed with the Commission. Duke Power may request a change to the frequency of the audits in
future years, subject to Commission approval. Duke Energy will endeavor to coordinate the affiliate
transaction audits in the various states. To the extent separate independent audits continue to be
performed in any of the states, Duke Power will provide the audit reports to the Public Staff and the
Commission.

CUCA’s proposed Regulatory Condition No. 32 would require comprehensive third-party
independent audits of all affiliate transactions to which Duke Power is a party and all afiiliate
transactions that “have an Effect or are reasonably likely to have an Effect” The auditor would have
sufficient access to the books and records to perform the audits. The audit reports would be provided
to the Public Staff and each Requesting Intervenor. The independent auditor would be selected by
the Commission, in cooperation with regulatory agencies in other states, from a list nominated by the
Requesting Intervenors., The independent auditor would not be a governmental agency or a division
of such an agency. The auditor’s fees would be paid by Duke Energy to the Commission, which
would be responsible for retaining the auditor and remitting the payments to the auditor,

After careful consideration, the Commission concludes that Regulatory Condition No. 32
should be modified to read as follows:

Periodic comprehensive third-party independent audits of the affiliate transactions
undertaken pursuant to the affiliate agreements filed in this docket (as subsequently re-
filed in accordance with Regulatory Condition No. 20 and allowed to go into effect by
the Commission) shall be conducted no less often than every two years. The
independent auditor shall have sufficient access to the books and records of
Duke Power, Duke Energy Corporation, other Affiliates, and all of the Nonpublic
Utility Operations to perform the audits. The scope of the audits shall include Duke
Energy Corporation’s and Duke Power’s compliance with all conditions ordered
herein conceming affiliate company transactions, including the propriety of the
transfer pricing of goods and services between and/or among Duke Power and its
affiliates, that is, Duke Energy Corporation, other Affiliates, and all of the Nonpublic
Utility Operations. Duke Power and the Public Staff shall confer and jointly identify
one or more proposed independent auditors. Other parties shall have an opportunity to
comment and propose additional auditors. Selection of the independent auditor shall
be made by the Commission. The independent auditor shall be supervised in its duties
by the Public Staff. Not later than 60 days after consummation of the Merger, the
Public Staff shall file a recommendation with the Commission as to how and when the
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first independent audit should be commenced. Duke Energy Corporation shall bear
the cost of the audits, and all such costs shall be excluded from Duke Power’s utility
accounts, except to the extent that reasonable assignments or allocations of such audit
costs may be included in the transfer prices charged to Duke Power for goods and
services provided to it by Duke Encrgy Corporation, other Affiliates, and all of the
Nonpublic Utility Operations; provided however, that such transfer prices,
individually, shall not exceed prices determined in strict compliance with all other
Regulatory Conditions and the Code of Conduct as prescribed herein. The
appropriateness of the assignment or allocation of the cost of the audits to utility
accounts in the manner described above, if any, shall be subject to review in
subsequent ratemaking proceedings. The auditor’s reports shall be filed with the
Commission. Duke Power may request a change in the frequency of the audit reports
in future years, subject to approval by the Commission. Duke Energy Corporation
shall endeavor to coordinate the various state affiliate transaction audits. To the extent
separate third-party independent audits continue to be performed in the other states,
Duke Power shall provide the reports of those audits to the Public Staff and the
Commission.

The additional changes and modifications adopted and required by the Commission with
respect to Regulatory Condition No. 32 significantly strengthen the consumer protections afforded to
North Carolina retail ratepayers which such Condition is designed to provide. These changes
guarantee that the independent auditor will have access to all records necessary to ensure the
integrity, completeness, and scope of the audit process. In addition, the Public Staff, fulfilling its
statutory duty to represent the interests of North Carolina retail consumers, has been designated by
the Commission to play a crucial and integral role in the audit process as supervisor of the
independent auditor.

Appropriate provisions for the assignment and allocation of audit costs have also been
adopted to ensure that North Carolina retail ratepayers of Duke Power are not improperly, unduly,
and/for unfairly burdened by such costs. In particular, the Commission has done so as it is of the
opinion that it would ke unfair and unreasonable to indiscriminately saddle ratepayers with costs
incurred to protect them from the potential abuse that arises from the creation of a holding company
arrangement, particulatly in consideration of the fact that such an arrangement was requested by
Duke Energy. Strict and extensive affiliate transfer pricing rules and other conditions have been
adopted herein to protect ratepayers against that potential holding company abuse. The independent
audit is crucial to determining whether those rules have been appropriately implemented and whether
they are being exactingly followed. Therefore, inasmuch as the audit, including its attendant cost, is
made necessary by virtue of creation of the holding company arrangement, as requested by Duke
Energy, the Commission is of the view that such cost should not be borne by the North Carolina retail
ratepayers of Duke Power, except to the extent, if any, as discussed below.

In reaching this decision regarding the cost of the audit, the Commission has been mindful of
the fact that efficiencies and cost savings may be realized by Duke Power and its ratepayers as a
result of the holding company arrangement. Therefore, the Commission has included provisions in
this regard that would allow audit cost to be passed through to ratepayers as a component of the
transfer prices chargéd for goods and services provided by Duke Energy Corporation, other affiliates,
and Nonpublic Utility Operations to Duke Power, provided however, that such transfer prices are
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determined in strict compliance with other Regulatory Conditions and the Code of Conduct as
prescribed herein. !

The provisions of Regulatory Condition No. 32 have been reinforced by the Commission to
ensure, to the maximum extent possible, that the Merger will have no adverse impact cn the rates
charged and the services provided to Duke Power’s North Carolina refail ratepayers and that
ratepayers are sufficiently protected and insulated from potential costs and risks resulting from the

Merger.

Furthermore, in so ruling, the Commission has declined to adopt CUCA’s proposal to require
an independent audit of all affiliate transactions to which Duke Power is a party and other affiliate
transactions that have an effect on Duke Power’s rates or service, as defined by CUCA. The
Commission believes it is sufftcient for purposes of this proceeding to require an independent audit
only of transactions pursuant to the affiliate agreements filed in connection with the proposed
Merger. The Commission has ample authority to require an audit by the Public Staff or an
independent third party of other affiliate transactions should such an audit appear warranted in the
future.

The Commission, therefore, finds and concludes that the Commission-approved Regulatory
Conditions as discussed hereinabove will impose appropriate and effective auditing and reporting
requirements with respect to affiliate transactions and cost of service,

Additionally, as an added measure to further protect North Carolina retail ratepayers from
future potential negative consequences that may arise from the Merger, if any, the Commission is of

! For example, with regard to transfer pricing, the Code of Conduct required by the Commission-approved
Regulatory Conditions as adopted herein, among other things, in pertinent part, providss as follows:

Part I1l, Section D(3}{b}: Except as otherwise provided for in this Section D, for goods and services ,
provided, directly or indirectly, by Duke Energy Corporation, an Affiliate, or a Nenpublic Utility
Operation to Duke Power, the transfer price(s) charged by Duke Energy Corporation, the Affiliate, and
the Nenpublic Utility Operation to Duke Power shall be set at the lower of Market Value or Duke
Energy Corporation’s, the Affiliate’s or the Nonpublic Utility Operation’s Fully Distributed Cost(s). . .

Therefore, with certain noted exceptions, the present provision effectively places a ceiling on the transfer prices that may
be charged to Duke Power by an affiliate for goods and services provided by the affiliate to Duke Power. The ceiling
price is the lower of “market value” or the affiliate’s “fully distributed cosL™ Thus, in determining the transfer price(s) to
be charged for goods and services subject to this pricing provision of the Code of Conduct, the “market values” and “fully
distributed costs” of such goods and services must be determined. In determining “fully distributed cost,” under the
Comunission’s instant ruling, it would be entirely proper to include an appropriate proportional share of the audil cost in
the “fully distributed cost” of each good or service. If “fully distributed cost,” including an appropriate share of audit
cost, was the same as or less than “market value,” then and in that event such audit cost would be properly chargeable to
Duke Power’s regulated electric utility opcrations. However, if “fully distributed cost” exceeded “market value,” the
transfer price would be limited to “market value” and the audit cost, either in whole or in part, would not be chargesble to
or recoverable fram Duke Power's Nosth Carolina retail ratepayers.

To the extent audit cost is included in determining the appropriateness of transfer prices andfer is otherwise included in
assessments of the net benefit(s) of the instant affiliate relationships, the Commission is of the opinion, and so concludes,
that the audit cost should be appropriately assigned or allocated, at a minimum, to all goods and services of all afiiliates
engaged both directly and indirectly in providing goods and services to Duke Power. Further, to the extent the cost of an
audit is deferred for potential recovery from Duke Power’s North Carolina retail ratepayers, such cost shall not be eligible
for recovery for a period any longer than 24 months from the date the audit report is filed with the Commission.
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the opinion that the following Regulatory Condition requiring Duke Power to track its actual net
merger savings should be added to those proposed by Duke Energy and the Public Staff:

32a.  Duke Power shall track its actual net merger savings for the five-year period
beginning immediately subsequent to consummation of the Merger and submit
quarterly reports delineating the actual net benefits derived therefrom with
respect to its North Carolina retail operations. Said reports shall include
explanations of the methodologies, assumptions, judgments, and estimates, if
any, ot which the reports are based. Copies of the workpapers setting forth the
calculations of the net merger savings shall also be provided. These reports
shall be verifted by either the Chief Executive Officer, a sentor-level financial
officer, or the responsible accounting officer of Duke Power and shall be
provided in conjunction with- Duke Power’s quarterly NCUC ES-1 Reports.
The Public Staff is hereby requested to investigate, verify, and assess the
reports required in this regard and submit an annual report to the Commission
setting forth its findings and recommendations. It is firther requested that the
Public Staff’s annual report be submiited on or before June 1¥ with respect to
Duke Power’s quarterly reports for the preceding calendar year.

This Regulatory Condition, which requires Duke Power to track the actual benefits and costs
of the Merger, should provide the Commission with additional meaningful information that will
allow it to monitor the actual effect that the Merger is having on North Carolina retail ratepayers,
thereby helping to ensuré that such ratepayers are, in fact, appropriately and filly protected from
adverse consequences, if any, that may arise from the Merger. The Commission, therefore, finds and
conciudes that Regulatory Conditien No. 32a should be adopted for purposes of this proceeding.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 18

The evidence supporting this finding of fact is contained in the testimony of Duke Energy
witness Hager and Public Staff witnesses Cox, Farmer, and McLawhorn.

The Public Staff witnesses testified that proposed Regulatory Condition No. 23 states that
costs and credits associated with the Catawba agreements will result in no harm to North Carolina
retail customers. This condition provides that the assignment or allocation of costs to the North
Carolina retail jurisdiction will not be adversely affected by virtue of the agreements between Duke
Power and the Catawba Joint Owners.

\

CUCA’s proposed Regulatory Condition No. 23 replaces “be adversely affected by ‘the
manner and amount of recovery of electric system costs from the Catawba Joint Owners as a result of
the agreements between Duke Power and the Catawba Joint Owners” with “result in an Effect [as
defined by CUCA] adverse to the interest of Duke Power’s Carolina retail ratepayers due to the
manner and amount of recovery of electric system costs from the Catawba Joint Owners as a result of
the agreements between Duke Power and the Catawba Joint Owners.”

Having rejected use of the term “Effect,” as defined by CUCA, in the Regulatory Conditions,

the Commission concludes that Regulatory Condition Ne. 23 is already clear and rejects CUCA’s
_proposed revision.
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The Public Staff witnesses also testified that proposed Regulatory Condition Nos. 25 through
27 protect North Carolina retail ratepayers from potential negative effects of the merger by ensuring
that direct merger costs and any costs associated with commitments made by Duke Power or imposed
on Duke Power are not flowed through to Duke Power’s cost of service for ratemaking purposes.

Regulatory Condition No. 25 proposed by Duke Energy and the Public Staff excludes direct
expenses associated with costs to achieve the Merger from Duke Power's retail cost of service for
ratemaking purposes and provides that any capital costs must be shown by Duke Power to benefit
North Carolina retaii customers before they may be included. This condition also provides that, if a
one-year rate decrement is approved, Duke Power may spread the impact evenly over five years, but
must note the amount expensed as z footnote to its ES-1 Reports.

CUCA’s proposed Regulatory Condition No. 25 provides that the impact of the rate
decrement may be evenly spread over “the savings period upon which the decrement was based.”

After careful consideration, the Commission concludes that Regulatory Condition No. 25
should be modified to include the following additional language:

If the merger is not consummated, neither the cost of any termination
payment nor the receipt of a termination payment between Duke Energy and
Cinergy shall be allocated to Duke Power’s books. Nor shall Duke Power's
North Carolina retail customers otherwise bear any direct expenses or costs
associated with a failed merger,

The modiftcation adopted and required by the Commission with respect to Regulatory
Condition No. 25 ensures that there will be no adverse impact on the rates charged to Duke Power's
North Carolina retail ratepayers and that the ratepayers are sufficiently protected from potential costs
that may result if the Merger fails to be consummated.

Furthermore, as discussed below, the Commission has adopted Duke Energy’s offer of a
one-year rate decrement in the amount of $117,517,000, and the Commission also finds it reasonable
and appropriate to adopt Duke Energy’s proposal to allow the Company to spread the impact evenly
over five years for NCUC ES-1 reporting purposes. Accordingly, CUCA’s proposed revision to
Regulatory Condition No. 25 is rejected,

Proposed Regulatory Condition Nos. 26 and 27 ensure that any commitments to Duke
Power’s wholesale customers in connection with the Merger will not decrease the bulk power
revenues to be shared in Docket No. E-7, Sub 751, or increase North Carolina retail fuel costs or cost
of service.

CUCA’s proposed Regulatory Condition No. 26 provides that if “one or-more” commitments
to Duke Power's wholesale customers “have an Effect that is adverse to the interest of Duke Power’s
North Carolina retail customers,” including but not limited to the effects listed, those effects shall not
be recognized for North Carolina retail cost of service or ratemaking purposes.

Having rejected use of the term “Effect,” as defined by CUCA, in the Regulatory Conditions,
the Commission concludes that Regulatory Condition No. 26 is already clear and rejects CUCA’s
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proposed revision. The Commission further concludes that the addition of “one or more™ is equally
unnecessary, as “commitments” is already plural,

As explained by the Public Staff wilnesses, proposed Regulatory Condition No. 28 provides
that any acquisition adjustment that results from the merger will be excluded from Duke Power’s
utility accounts and will not affect Duke Power’s North Carolina retail electric rates and charges.
CUCA’s proposed revision would replace “affect Duke Power’s North Carolina retail rates and
charges” with “have an Effect that is adverse to the interests of Duke Power’s North Carolina retail
ratepayers,” but the proposed revision is rejected.

The Public Staff witnesses testified that proposed Regulatory Condition Nos. 29 and 30
provide that Duke Energy and its affiliates will take all steps reasonably necessary to hold Duke
Power’s North Carolina retail ratepayers harmless from any effects of the merger and that North
Carolina retail ratepayers will be protected from current and prospective liabilities of Cinergy.

CUCA’s proposed revision to Regulatory Condition No. 29 would replace “effects of the
Merger, including” with “each and every Effect of the Merger that is adverse to Duke Power's North
Carolina retail ratepayers, including but not limited to.” This revision is rejected for the reasons
given above with respect to other conditions.

None of the parties took issue with Regulatory Condition No. 30, The Commission notes,
however, that this condition effectively addresses the concem expressed by Environmental Defense
with respect to the impact of Cinergy’s environmental compliance costs on North Carolina retail
ratepayers.

The Commission, therefore, finds and concludes that the Commission-approved Regulatory
Conditions will effectively protect Duke Power's North Carolina retail customers from other impacts
of the Merger on cost of service for ratemaking purposes. -

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO, 19

The evidence supporting this finding of fact is contained in the testimony of Duke Energy
witness Hager and Public Staff witnesses Cox, Farmer, and McLawhormn,

The Public Staff testified that Regulatory Condition No. 34 provides that Duke Power and its
affiliates and nonpublic utility operations would be bound by the Code of Conduct approved in this
proceeding. Other than several specific revisions proposed by CUCA, no party took exception to the
Code of Conduct.

The Commission notes that approval of this condition by the Commission would impose a
Code of Conduct on Duke Power that is significantly broader and more restrictive than the Code
approved in Docket No, E-7, Sub 694. The most substantive revisions are the expansions of the Code
of Conduct to explicitly incorporate certain standards, or revised to provide more specific
instructions, with respect to (a) nonpublic utility operations, (b) separation of Duke Power operations
from affiliate operation, (c) disclosure of Confidential Systems Operation Information, (d) joint
marketing and the use of Duke Power’s name or logo in non-utility advertising, (e) intangible
benefits compensation, if appropriate, (f) shared services, (g) disclosure of Customer Information to
affiliates and non-affiliates, (h) exchange of goods and services between Duke Power and the other
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Utility Affiliates of new Duke Energy, (i) joint coal purchases between Duke Power, PSI, and
ULH&P, and (j) demonstration of the reasonableness and prudence of any permitted acquisition of
natural gas, other fuel, or purchased power by Duke Power from an affiliate or nonpublic utility

operation,

The specific revisions proposed by CUCA to the Code of Conduct include the following:
(1) substantial revisicns to the definition of Fuily Distributed Cost, (2) the explicit exclusion of goods
and services that are subject to sale or purchase at market based rates from Section II1.D.3.(c), and
{3) the inclusion in Section IILE.3 of 2 requirement that a competitive bidding process be used.

The Public Staff and Duke Energy also proposed an amendment to the definition of Fully
Distributed Cost and proposed that the definitions in the Conditions and the Code be the same. The
definition they proposed in the Attachment A filed with their proposed orders is as follows:

Fully Distributed Cost: All direct and indirect costs, including overheads and an
appropriate cost of capital, incurred in providing goods or services to another
business entity; provided, however, that (1) the retum on common equity utilized in
determining such cost of capital for each good and service supplied by or from Duke.
Power shall equal the return on common equity authorized by the Commission in
Duke Power’s most recent general rate case proceeding, and (2) the cost of capital
for each good and service supplied-to Duke Power shall not exceed the overall cost
of capital authorized by the Commission in Duke Power’s most recent general rate
case proceeding.

The definition proposed by CUCA would require the cost of capital for each good and service
supplied by or from Duke Power to equal the overall cost of capital, which would not allow current
debt costs to be used. The Commission concludes that CUCA’s definition unduly complicates the
matter, particularly considering that the cross-subsidization concern upon which CUCA’s revisions
are based is prohibited by the Code of Conduct. -

With respect to CUCA’s proposed revision of Section IILD.3.(c), the Commission concludes
that the proposed change is unnecessary. “Customer,” as defined in the Code, is any Duke Power
retail customer, which means the provision is only applicable to retail tariffs. Similarly, CUCA’s
proposed change to'Section IIL.E.3 is unnecessary. Similar provisions which have been approved by
the Commission for other utilities have not required that competitive bidding be used. Finally,
CUCA’s proposed changes to reflect its defined terms “Effect” and “Requesting Intervenor” have
been discussed and rejected elsewhere in this order.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 20

The evidence supporting this finding of fact is contained in the testimony of Duke Energy
witness Caldwell and Public Staff witnesses-Cox, Farmer, and McLawhorn.

Duke witness Caldwell testified that, based upon estimates as to income, assets, and market
capitalization, the new Duke Energy would be one of the top five electric businesses in the United
States if the Merger is approved. He further testiffed that Duke Power would benefit from new Duke
Energy’s financial strength and access to financial markets and that Duke Power would itself retain

222



ELECTRIC ~ MERGER

the ability and financial strength to obtain financing on its own, subject to any needed regulatory
approvals.

He further testified that, historically, Duke Energy’s Duke Power division has had strong cash
flow and financial stability and the Merger will have no adverse impact on this position. Post-
Merger, Duke Power will be a separate first-tier subsidiary under new Duke Energy. As a separate
subsidiary, Duke Power’s credit risk will be rated separately from that of new Duke Energy and its
other subsidiaries, with the structure in place afier the Merger potentially improving the credit
standing of Duke Power as a stand-alone company, The financial ability of new Duke Energy and
Duke Power, he testified, would support Duke Power’s ability to provide reliable service to its North
Carolina ratepayers.

Witness Caldwell further testified that each operating company, including Duke Power, would
have its own distinct capifal structure for both accounting and ratemaking purposes, with Duke Power
issuing-its.own debt and/or receiving equity contributions from new Duke Energy as needed. He also
testified that the operating companies’ dividend payout amounts would be consistent with each
operating company maintaining an adequate cash position and that all debt issued by new Duke
Energy and its other subsidiaries would be non-recourse to Duke Power.

The Public Staff’s testimony described the general finance conditions as follows: Regulatory
Condition Nos. 35 through 37 provide for the tracking of cost of capital details so that the Public
Staff may evaluate and propose various capital structure components and cost rates for regulatory
purposes. Regulatory Condition No. 38 provides a means for adjusting long-term debt cost if Duke
Power’s long-term debt is adversely affected by the Merger. Regulatory Condition No. 39 addresses
the redemption of Duke Energy preferred stock. Regulatory Condition Nos. 40 and 41 require Duke
Power’s long-ferm debt securities to be associated with its utility operations and capital requirements
and contain procedural and informational requirements for Duke Power’s and Duke Energy's
financings. Regulatory Condition No, 42 clarifies that other conditions do not restrict the
Comnmission’s right to adjust Duke Power’s cost of capital for securities associated with the Merger.
Finally, because Merger-related risks could affect Duke's cost of debt or common stock, Regulatory
Condition No. 53 makes all of the cost of capital conditions in the stipulated conditions applicable to,
and prevents any Merger risks from affecting, Duke Power's determination of the maximurm
allowable AFUDC rate, the rate of return applied to any deferred accounts, and the other purposes
listed in the condition.

With respect to Regulatory Condition Nos. 43 through 52, the Public Staff testified that they
are intended to address the loss of PUHCA 1935 protections by providing some protections to Duke
Power and its ratepayers from any financial risks caused by the creation of a holding company and
affiliated dealings. To this end, Regulatory Condition No. 43 establishes as a target an investment
grade debt rating for Duke Power and requires prompt notice and action if Duke Power’s debt rating
falls to the lowest level considered investment grade, Regulatory Condition No. 44 (originally No.
47) provides that both Duke Power and new Duke Energy are obligated to ensure that Duke Power's
operations are adequately funded. Regulatory Condition No. 45 (originally No. 44) and No. 46
(originally No. 45) set parameters for distributions from Duke Power to-Duke Energy and for Duke
Power’s investment in non-regulated assets, respectively.

The Public Staff further testified that the anmmal report requirefi in Regulatory Condition
No. 47 (originally No. 46) will provide some perspective concerning Duke Energy’s investments in
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Exempt Wholesale Generators and generation assets in foreign countries. Requirements related to
short-term and long-term debt financings are set out in Regulatory Condition No. 48. The
composition of Duke Energy’s Board of Directors is addressed in Regulatory Condition No. 49.
Condition No. 50 sets forth notification requirements for Duke Power if it makes certain regulated or
non-regulated investments, Regulatory Condition Ne. 51 requires notification in the event of a
default of an obligation or a bankruptey that is material to Duke Energy. Finally, an antual report is
required in Regulatory Condition No. 52 to provide information on Duke Power, Duke Energy, and
certain significant affiliates, including current organization, non-regulated investments, risk
assessments, capital structure, market capitalization, protective measures, and shared personnel.

With respect to Duke Energy’s proposed Utility Money Pool Agreement (Utility MPA), as
shown in Exhibit 2 to witness Caldwell's testimony, the Public Staff stated that it was concemed that
it includes participants that currently or potentially prospectively are not utility companies. Tri-State
Improvement Company is a development company for CG&E and should be excluded from the
Utility MPA. Because the generation assets of CG&E may become completely unregulated after
2008, the Public Staff recommended that Duke Power should be required to obtain Commissicn
approval to continue to participate in the Utility MPA if CG&E is still a participant. These concems
were addressed in Regulatory Condition No. 48. The Public Staff recommended that Duke Power be
required to re-file the Utility MPA in accordance with Regulatory Condition No. 48.! To address the
reporting requirements in G.S. 62-169, the Public Staff recommended that Duke Power file monthly
reports for months that it initiates a transaction under the Utility MPA. Such reports should include
the following for each transaction: date of transaction, borrowing or lending activity, counterparty,
amount, date of maturity, interest rate, brief explanation for interest rate, and associated expenses.

Neither CUCA witness O’Donnell nor CIGFUR III witness Phillips specifically addressed
Regulatory Condition Nos. 35 through 42 and No. 53, although CIGFUR 111 witness Phillips did offer
some comments on the ring-fencing conditions, which are summarized below.

On rebuttal, Duke witmess Caldwell testified that, with the exit of Duke Energy from
substantially all of the DENA business, any risk to Duke Power from unregulated operations would
be substantially reduced. The formation of the holding company and the presence of Duke Power as
a stand-alone subsidiary will provide additional protection to insulate Duke Power from any potential
risks asseciated with the unregulated businesses. He also noted that, as part of the Stipulation, Duke
Energy has committed to Regulatory Condition Nos. 35 through 53, which specify new Duke
Energy’s obligations with regard to finance and corporate govemance and include an annual report
requirement that will include, among other things, an assessment of the risk associated with
significant affiliates of Duke Power, He also pointed out that the Commission is able to protect
customers from risk through its statutory authority with regard to ratemaking, In his opinion, there are
no additional significant risks to customers from the unregulated operations of new Duke Energy and
any potential risks are more than offset by the existing regulatory framework and the settlement and
conditions with the Public Staff.

In response to a question from the Commission with respect to whether any of the conditions
would make it difficult for Duke Power to operate in the manner that he thought necessary, witness
Caldwell testified that he was comfortable with all of the conditions associated with the financings
(Regulatory Condition Nos. 35 through 53). In addition, witness Caldwell stated that, if the

! Duke Energy filed its revised Utility Money Pool Agreement on February 14, 2006.
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Commission approved the proposed Merger, what North Carolina would have with Duke Power
would be nothing but a utility, except for ancillary things like holding property for future utility use.

For purposes of discussion, this order divides Regulatory Condition Nos. 35 through 53 into
two groups based upon their purpose: (1) Regulatory Condition Nos. 33 through 42 and Condition
No. 53, which provide the usual kinds of protections the Commission has approved in the past to
protect a utility’s ratepayers from adverse financial impacts of a proposed Merger, and (2) Regulatory
Condition Nos. 43 through 52, which are “ring-fencing” measures designed to replace the loss of
PUHCA protections.

(1) General Financial Protections

With respect to the more general financial protections provided by Regulatory Condition
Nos. 35 through 42 and No. 53, the Commission concludes, based upon the foregoing, that they will
effectively insulate Duke Power’s ratepayers from any increases in cost of capital and other risks
related to the Merger. Specifically, Regulatory Condition No. 36 requires Duke Energy and Duke
Power to keep their respective accounting books and records in @ manner that will allow all capital
structure components and cost rates of the cost of capital to be identified easily and clearly for each
entity on a separate basis. The purpose of this condition is to ensure that the components of the cost
of capital can be isolated so that ratepayers can be held harmless from the effect of any Merger-
related risks in this regard, Similarly Regulatory Condition No. 38 protects ratepayers from the
possibility of higher berrowing costs if the Merger were to have a negative impact on Duke Power’s
* credit rating. It provides that to the extent that debt ratings are adversely affected by a downgrade
due to the Merger, a replacement cost rate will be utilized to prevent Duke Power’s ratepayers from
paying any increased costs.

Regulatory Condition No. 39 is solely a reporting requirement allowing the Commission to
track the source of the funds used to execute the redemption of current Duke Energy preferred stock.

The first part of Regulatory Condition No. 42 ensures that no prior orders of the Comrnission
with respect to Duke Energy issuances are affected by the conditions. The second part continues the
Commission’s long-standing expressed right. to review and adjust a utility’s cost of capital for
ratemaking purposes to account for the effects of the securities-related transactions associated with -
the Merger.

Finally, because Merger-related risks could affect Duke’s cost of debt or common stock,
Regnlatory Condition No. 53 makes all of the cost of capital conditions in the stipulated conditions
applicable to, and prevents any Merger risks from affecting, Duke Power’s determination of the
maximum allowable AFUDC rate, the rate of return applied to any deferred accounts, and the other
purposes listed in the condition.

Most of the foregoing conditions have been approved in numerous prior merger proceedings
and have not been controversial. Other than Regulatory Condition No. 41, CUCA’s specific
proposed revisions to the foregoing conditions are solely to include the defined terms “Requesting
Intervenor” and “Effect” and to add “adverse to the interests of Duke Power ratepayers.” These
proposed revisions have been rejected previously in this order and are rejected with respect to these
conditions for the same reasons.
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CUCA proposed to delete Regulatory Condition No. 41 as unnecessary because its proposed
amendments to Regulatory Condition No. 2 provide that Duke Energy (the holding company) shall be
deemed a public utility for purposes of Article 8 of Chapter 62 and G.S. 62-111 and that it waives all
federal and:constitutional challenges, thus making Regulatory Condition No. 41 unnecessary.

Under Regulatory Condition No. 41, new Duke Energy is required to file an annual financing
plan, including details about the types of security, an estimate of cost rates, the amount of the
proceeds, a brief description of the purpose for the issue, and the amount of proceeds, if any, that
might flow to Duke Power. This condition further provides that Duke Energy may proceed with
equity issuances upon the filing of the plan, but cannot issue debt until 30 days after the plan has been
filed. Specifics as to procedures by which the Commission can determine if any debt issuance
requires approval pursuant to Chapter 62 also are provided.

The Commission notes that this condition does not remove any Commission authority, It
merely facilitates review by the Commission of new Duke Energy’s financing plans. The
Commission retains the authority to treat new Duke Energy as a public ufility by virtue of
G.S. 62-3(23)(c) if it makes the necessary finding that new Duke Energy's affiliation with Duke
Power, with regard to a proposed equity issuance, affects Duke Power's rates or service,

More importantly, the Commission does not need absolute authority with respect to equity
issuances by new Duke Energy. The Commission’s major concern in this regard with a holding
company is that it will become too highly leveraged and its worsened financial state will have a
negative impact upon the utility. The ability to determine without challenge whether proposed debt
issuances will affect Duke Power and to take appropriate action, again without challenge, if the
Commission finds that they do is sufficient authority in this regard. In addition, as discussed more
fully below, if the Commission were concemed that Duke Power had become overly leveraged, it
could require new Duke Energy to take action, such as infusing equity into Duke Power, pursuant to
Regulatory Condition No. 44 (originally filed as No. 47). Finally, the Commission does not need to
control new Duke Energy’s equity issvances for purposes of determining Duke Power’s
capital structure for ratemaking purposes because the Commission has full authority to determine the
appropriate capital structure for such purposes.

The Commission ‘concludes that the revisions proposed by CUCA should be rejected. The
protections provided by the Commission-approved conditions in conjunction with the insulating
effects of the legal separation of the holding company and the utility operations that will occur as a
result of the Merger will effectively protect Duke Power’s ratepayers.

(2) Ring-Fencing Conditions

As described by the Public Staff in its testimony, Regulatory Condition Nos, 43 through 52,
the so-called ring-fencing conditions, are intended to address the loss of PUHCA 1935 protections by
providing some protections to Duke Power and its ratepayers from any financial risks caused by the
creation of a holding company. On cross-examination, the Public Staff testified that Regulatory
Condition Nos. 43 and 47 (No. 47 is now No. 44) are sufficient to protect Duke Power in the event of
a problem with the parent,

CIGFUR II witness Phillips testified that the conditions are not adequate to protect the utility
against the parent company leaning on it during times of stress. In response to questions from the
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Commission, witness Phillips referenced a case involving the financial difficulties of CMS Energy
(CMS) resulting from investments in other countries. He testified that, despite its pledge not to let
those activities affect its regulated subsidiary, he believed that the Michigan Commission ended up
having to grant a rate increase to the regulated subsidiary of CMS because of concems about
bankruptcy.

The repeal of PUHCA 1935 presents numerous issues because of the loss of its consumer
protections. It was designed to contrel bolding companies and prevent abusive affiliated transactions;
cost misallocations; financial abuse, such as draining the utility of cash and using it for collateral; and
diversification into non-core, risky businesses. With the repeal of PUHCA 1935, none of these
federal limitations and protections remain in effect.

Section 7 of PUHCA 1935, 15 U.S.C. § 79g, provided for extensive regulation of the use of
securities by holding companies and their subsidiaries. In addition, § 12 of PUHCA 1935, 15 U.S.C.
§ 791, prohibited holding companies and their subsidiaries from borrowing and from receiving an
extension of credit, or an indemnification, from a public utility in the same holding company system.
By virtue of PUHCA 1935, using a utility’s assets or revenue streams as collateral for holding
company or affiliate loans, using the utility as a “cash cow” fo make excessive dividend payments,
thereby depriving the utility of working capital, and diversifying by investing in unrelated businesses
and increasing the riskiness of the utility were all prohibited. These types of restrictions, along with
limitations on future acquisitions and mergers, typically are called ring-fencing measures. Such
measures tend to be a major topic of discussion at the state level and within NARUC given the repeal
of PUHCA 1935 effective February 8, 2006.

Ring-fencing can be defined as the legal walling off of cerfain assets or liabilities within a
corporate family, including the creation of a new subsidiary to protect (i.e., ring-fence) specific assets
from creditors.  Ring-fencing measures are used to insulate a regulated utility from the potentially
riskier activities of unregulated affiliates. From a debt rating agency perspective, ring-fencing
mechanisms are techniques used to isolate the credit risks of one company from the risks of affiliate
companies. Concurrent use of numerous Tting-fencing measures, including regulatory, financial,
structural, and operational restrictions, is considered to be the most effective way to separate risk.”

According to Fitch Ratings, the holding company structure itself aids in the construction of a
strong ring fence’ Thus, Duke’s proposed separation of its regulated utility operations into a
separate company, rather than continuing to operate the utility as a division of the parent company, is
an effective ring-fencing measure separate and apart from the other measures discussed subsequently
herein,

The Sarbanes-Oxley Act of 2002 is viewed as protection for a utility’s captive customers in
that it requires audit committee independence, chief executive officer and chief financial officer
certification of the accuracy and truth of financial filings, enhanced financial disclosure, and criminal
fraud accountability. These requirements, when coupled with appropriate ring-fencing measures,

' Commission Stafl Analysis of Ring-Fencing_Measures for Investor-Qwrned FEletrc and Gas Utilities,

Maryland Public Service Commission Staff, February 18, 2005,

2 Bonelli, Sharon and Lapson, Ellen, Ratings Linkage within U.S. Utility Groups, Fitch Ratings Global
Power/North America Special Report, April 9, 2003.

M, atp.3.
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should provide for a transparent environment that will enable the Commission and others to monitor
the activities of Duke Power, new Duke Energy, and its unregulated subsidiaries.

Generally speaking, a key difficulty in establishing ring-fencing measures is fashioning a
response that meets all of the goals but does not unnecessarily mhibit the operations of the utility and
its relationships within a helding company structure, Possible solutions include (a) capital structure
requirements (often a minimum percentage of equity), (b) dividend restrictions, (c) restrictions on
unregulated investments, including some control over future acquisitions and mergers, whether
unregulated or not, (d) prohibitions or at least control of utility asset sales, (¢) collateralization
requirements, (f) working capital restrictions, {g) prohibitions on inter-family loans, (h) maintepance
of stand-alone bonds, (i) independence of board members, (j) bankruptcy protection, and (k) credit
rating separation. These possible solutions are discussed separately below,

(2) Capital structure requirements. Conditions related to capital structure requirements can be
couched in terms of a minimum percentage of equity being maintained. The Oregon Public Utility
Commission, when it approved the acquisition of Portland General Electric (PGE) by Enron
Corporation in Order No. 97-196 on June 4, 1997, required that PGE maintain a 48% equity ratio,
Kentucky’s stipulation and order approving the present Merger require that ULH&P maintain a
capital structure with a minimum of 35% equity.

Prescribing a specific equity ratio is problematic for a number of reasons. A relatively high
minimum equity ratio increases the cost of financing ongoing business operations. Deb is generally
less expensive, within leverage limits, because debt usually has a'significantly lower cost than equity.
In addition, a utility with a higher equity ratio than its parent or unregulated affiliates creates the
potential for the parent and affiliates to benefit from the utility’s higher equity ratio by increasing
their debt levels while maintaining the same debt rating, On the other hand, an equity minimum that
is too low can also cause higher costs to be incurred because a more highly leveraged company is a
higher risk. The optimal solution is for the equity ratio to be high enough for the utility to maintain a
solid investment grade debt rating, but no higher,

Regulatory Condition No. 44 (criginally proposed as No, 47) addresses these concemns. This
condition provides that new Duke Energy and Duke Power shall ensure that Duke Power has
sufficient access to equity and debt capital to enable Duke Power to adequately fund and maintain its
current and fiiture generation, transmission, and distribution systems and otherwise meet the service
needs of its customers at a reasonable cost. This condition imposes on new Duke Energy both the
obligation to infuse-sufficient equity and debt capital into Duke Power to adequately fund its current
and future operations and the obligation that such funding be at a reasonable cost. This ailows the
Tatio of equity to debt to fluctuate from time to time depending upon industry trends and issues, but it
requires that the costs to ratepayers always be reasonable.

The protections afforded by this condition are further enhanced by the requirement in
Regulatory Condition No. 43 that Duke Power operate its business with the intention of maintaining
an investment grade rating and a requirement that, in the event its debt rating falls to the lowest
investment grade level, it provide immediate notice to the’ Commission and the filing of a plan
45 days later regarding the steps it intends to take to maintain and improve its debt rating,

Finally, part 4 of the report required by Regulatory Condition No. 52 requires Duke Power to
provide a description of the actual capital structure of Duke Power and each “Significant Affiliate”
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and 1o describe new Duke Energy’s and Duke Power’s goals for Duke Power’s capitai structure and
plans for achieving those goals.

(b) Dividend restrictions. Conditions related to dividend restrictions need to strike a balance
between not discouraging investors while preventing the siphoning off of utility funds to the
detriment of the utility. Regulatory Condition No. 45 {formerly No. 44) requires cumulative
distributions paid by Duke Power to new Duke Energy subsequent to the Merger to be limited to (i)
the amount of Retained Eamings on the day prior to the closure of the Merger, plus (i) any future
eamings recorded by Duke Power subsequent to the Merger. This is very similar to the provision in
the Kentucky stipulation and order that provides that ULH&P will pay dividends only out of retained
eamings.

(c) Restrictions on unregulated investments. Significant investments in unregulated assets can

obviously create greater risks for the parent and its subsidiaries. Six of the conditions are designed to
ameliorate these risks. One of these, Regulatory Condition No. 46 (formerly No. 45), prohibits Duke
Power from investing in a non-regulated utility asset or any non-utility business venture exceeding
$50 million dollars in purchase price or gross book value to Duke Power {except for land held for
future franchise use) until after it has provided 30 days® advance notice to the Commission.

Regulatory Condition No. 50 requires new Duke Energy to notify the Commission of any
intended investment in a regulated or non-regulated business representing five percent or more of
new Duke Energy’s market capitalization. Because investments in exempt wholesale generators
(EWGs) and foreign utility companies (FUCOs) are generally considered to be riskier than many
other types of investments, Regulatory Condition No. 47 (formerly No. 46} requires new Duke
Energy to provide an annual report summarizing its investments in EWGs and FUCOs.

. While not included in the “Finance/Corporate Governance” section of the conditions,
Regulatory Condition Nos. 41 and 54 can be considered to be ring-fencing measures. Regulatory
Condition No. 41 requires that an annual financing plan be filed, including deseriptions of ail
financings that new Duke Encrgy reasonably believes tmay occur during the calendar year. This
enables the Commission to determine if any proposed debt financings could affect Duke Power
sufficiently for approval under North Carolina law to be required. Similarly, Regulatory Condition
No. 54 provides a mechanism by which the Commission can determine if a merger or acquisition
proposed by new Duke Energy is likely to affect Duke Power, thereby necessitating the filing of an
application for approval.

Finally, the annual report required by Regulatory Condition No. 52 requires Duke Power to
(1) identify all “Significant Affiliates” that are considered to constitute non-regulated investments
and provide each company’s total capitalization, the percentage it represents of new Duke Energy’s
total non-regulated investment, and the percentage it represents of new Duke Energy’s total
investments, and (2) provide an assessment of the risks that each unregulated “Significant Affiliate”
could pose to Duke Power based upon the current business activities of those affiliates and any
contemplated significant changes to those activities.

(d) Prohibitions on utility asset sales. As previously discussed in this order, Regulatory
Condition No. 3 applies to the transfer by Duke Power to any entity, affiliated or not, of the cantrol
of, operational responsibility for, or ownership of utility assets with a gross book value in excess of
$10 milljon. It requires that notice be given and that any contract effectuating the proposed transfer
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contain language protecting the Commission’s authority. In addition, Regulatory Condition No. 9
prohibits any agreement and all filings with the FERC that alter Duke Power’s obligations with
respect to the conditions, absent explicit approval of the Commission. Finally, Regulatory Condition
No. 10 requires notice to the Commission 30 days prior to any filing with the FERC of any
agreement, tariff, or other document or amy proposed changes, amendments, medifications, or
supplements to any such document that have the potential to affect Duke Power’s cost of service or

otherwise affect its rates or service.

(e) Collateralization restrictions. Chapter 62 regulates the extent to which a utility can
guarantee or be used as collateral for affiliate debt. G.S. 62-160 prohibits & public utility from
pledging its faith, credit, moneys, or property for the benefit of any holder of its stocks or bonds or
any other business interest with which it may be affiliated without making application to the
Commission and obtaining its permission by order. G.S. 62-161 prohibits a public utility from
assuming any liability or obligation as lessor, lessee, guarantor, indorser, surety or otherwise with
respect to any other person unless and until the Commission, after investigation, authorizes by order
_such issue or assumption. Because explicit written approval is required, conditions prohibiting utility
guarantees and requiring parent company debt to be non-recourse to the utility are not necessary.

(f) Working capital restrictions. As discussed above, Regulatory Condition No. 44 (formerly
No. 47) imposes on new Duke Energy the obligation to infuse sufficient equity and debt capital into
Duke Power to adequately fund its current and future operations, and Regulatory Condition No. 45
{formerly No. 44) imposes limits on the amount of cumulative distributions that can be paid by Duke
Power to Duke Energy.

(g) Prohibitions on inter-family loans. Regulatory Condition No, 48 requires Duke Power to
borrow short-term funds through the financial markets or through the Utility Money Pool Agreement

(Utility MPA) approved by the Commission, which prohibits loans through the Utility MPA being
made to, and borrowings through the Utility MPA being made by, new Duke Energy and Cinergy
Corp. In addition, it requires Duke Power to acquire its long-term debt funds through the financial
markets and prohibits its borrowing from, and lending to, on a Jong-term basis, new Duke Energy or
any of its other affiliates.

(h) Maintenance of stand-alone bohds. Regulatory Condition No. 40 requires Duke Power to
identify as clearly as possible long-term debt (of more than one year duration) that it issues in
connection with its regulated utility operations and capital requirements or to replace existing debt. In
addition, Regulatory Condition No. 48 requires that Duke Power acquire its long-term debt funds
through the financial markets, and have all of the debt it acquires throngh the financial markets rated
under its own name, to the extent it is feasible to obtain a debt rating.

(i} Independence of board members. Regulatory Condition No. 49 requires new Duke
Energy to comply with the New York Stock Exchange Listing Standards with respect to the

composition of its Board of Directors. These standards require listed companies to have a majority of
independent directors on their boards of directors, which increases the quality of board oversight and
lessens the possibility of conflicts of interest. See Corporate Governance Standard 303A.01.

(i) Bankruptcy protection. Regulatory Condition No. 51 requires Duke Power to notify the
Commission of a defeult if (1) an affiliate of Duke Power experiences a default of an obligation that
is material to Duke Energy or (2) files for bankruptcy, and such bankruptey is material to new Duke
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Energy. This notification must be made in advance, if possible, or as soon as possible, but not later
than ten days, from the default. In addition, part 5 of the annual report required by Regulatory
Condition No. 52 requires Duke Power to provide a complete description of all protective measures
(other than those provided for by the conditions adopted in this case) in effect between Duke Power
and any of its affiliates and a description of how each measure operates, including the mitigation of
Duke Power’s exposure in the event of a bankruptcy proceeding of any affiliates.

(k) Credit rating separation. To the extent ring-fencing measures are viewed as effective or
enforceable, credit rating agencies may not consolidate a utility subsidiary with its parent for debt
rating: purposes. Regulatory Condition Nos. 35 through 52, as a package, should be sufficient to
justify a separate credit rating for Duke Power.

With respect to CIGFUR LI witness Phillips' use of a CMS case in Michigan to criticize the
proposed ring-fencing conditions, a review of the Michigan Commission’s order in Case
No. U-13730, dated October 14, 2004, reveals that the “pledge™ apparently made by CMS was in
filings made pursuant to § 33(a)(2) of PUHCA 1935, 15 U.S.C. 79z-5b; with respect to investments
in FUCOs, and that the “pledge” was a representation that the investments would not have a
detrimental effect on the regulated utility, Interestingly, in this regard, the Michigan Commission
initiated a show cause proceeding in 2003 (Case No. U-13860) because CMS had not filed the
application required by PUHCA 1935 before investing in a FUCO.

In neither of these cases does it appear that the Michigan Commission had previously
imposed significant conditions or taken other official actions, particularly with respect to specific
limits on the. payment of dividends and the imposition on the parent of a specific, enforceable
abligation to provide adequate funds at a reasonable cost to the utility, As 2 result, this situation does
not cast doubt on the adequacy of the ring-fencing conditions proposed in this proceeding. Similar
conditions did not fail in the CMS situation; there were very few, if any, comparable conditions, In
addition, the witness for CIGFUR. LIl acknowledged on cross-examination that he did not know if
Duke Power would have to get permission from the Commission to loan money to an affiliate and
conceded that the conditions make progress.

CUCA’s specific proposed revisions to these conditions include (1) adding the defined term
“Requesting Intervenor,” (2) adding “alone or collectively in a calendar year” to Regulatory
Condition Nos. 45 and 50, and (3) changing “shall” to “may” in Regulatory Condition No. 48. The
Commission has rejected the first two with respect to other conditions and again rejects these
revisions. With respect to Regulatory Condition No. 48, the Commission notes that the purpose of
the term “shall” was to prohibit Duke Power from borrowing short-term funds from affiliates. If
“shall” were changed to “may,” further revisions to the condition would be necessary to prohibit
Duke Power from borrowing short-term funds from new Duke Energy or other affiliates. This
proposed revision also is rejected.

The foregoing conditions as a group provide very comprehensive ring fencing protections. In
addition, a comprehensive report is required by Regulatory Condition No. 52 to aliow the
Commission to gather relevant information into one report, which will allow the Commission to act
more promptly if it becomes necessary to take measures to protect Duke Power. Nevertheless, the
Commission is of the opinion that two supplemental conditions need to be added in the general arca
of financial requirements.
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The first of these conditions concerns the appropriate capital structure for use by Duke Power
in preparing its quarterly NCUC ES-1 Reports to the Commission. This condition, which has been
memorialized as Regulatory Condition No. 37a, in essence, provides that Duke Power shall,
following consummation of the Merger, begin transitioning to its actval capital structure for purposes
of cafculating and reporting its actual North Carolina retail jurisdictional eamings to the Commission.
In particular, this condition sets forth general guidelines for Duke Power to follow in the phase-in
process and establishes a time certain by which Duke Power shall have transitioned to exclusive use
of its actual capital structure for purposes of its quarterly NCUC ES-1 Reports. Regulatory Condition
No. 37a also contains certain informational reporting reguirements. The Commission has determined
that this condition is needed in consideration of the change in the organizational structure of the
regulated corporate entity, including the change in its actual capital structure, which will result upon
consummation of the Merger, and in consideration of the overall objective associated with the
Commission’s ES-1 reporting requirement.”

The second supplemental condition concems the carry-forward, without adjustments, of
certain Duke Energy balance sheet account batances to Duke Power’s balance sheet following the
Merger, that is, in particular, account balances of the following nature: regulatory liability; deferred
credit, including deferred income tax; reserve; valuation; and over-accrued liability accounts, if any,
applicabie and/or reasonably attributable to Duke Energy’s regulated clectric utility operations which
existed prior to consummation of the Merger. This condition also contains provisions which are
intended to help ensure that funds, if any, distributed to Duke Energy after consummation of the
Merger that are attributable to payments and distributions made by its regulated clectric utility
operations prior to the Merger are, where appropriate, promptly distributed to Duke Bower. This
condition has been memorialized as Regulatory Condition No. 53a.

The Commission is of the opinion that Regulatory Condition No. 532 is needed in
consideration of certain aspects of modem-day accounting theory, including certain generally-
accepled principles, practices, and procedures through which it is implemented. The art of
accounting, and in particular the periodic reporting of net income and/or operating income, inherently
involves the use of estimates, assumptions, and judgments. Estimates are most ofien not realized in
an absolute sense and assumptions and judgments do not always turn out to be entirely correct,
notwithstanding their having been made with the best of intentions and employing state-of-the-art
techniques. Thus, it is not at all unusual for a level of cost recorded in one period to be adjusted in a
subsequent period, and such adjustments may, in certain instances, be of material consequence.

In consideration of the foregoing and generally speaking, the primary purpose of Regulatory
Condition No. 53a is this: to the extent, if any, certain regulated electric utility accounts have been
overstated prior to the Merger, this provision is intended to help ensure that adjustment for such
overstatement will be made to, and reflected in, regulated electric utility accounts following the
Merger, Thus, in consideration of (a) the foregoing, (b) the change in the corporate ownership of the
regulated electric utility following the Merger, and (c) the need to ensure that Duke Power's North
Carolina retail customers are not disadvantaged in any way by the Merger, the Commission has

' Generally speaking, with regard to jurisdictional utilities who are subject to rate base, rate-of-return

regulation, the purpose of the ES-1 reporting requirement is to allow the Commission to obtain meaningfai information
on an ongaing basis which will allow the Commission to monitor the financial viability of the reporting companies,
including assessment of certain standard measures of their profitability and consequently, in certain respects, thereby
allowing the Commission to gain insight into the appropriateness of their existing rates and charges.
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determined that the present condition is warranted and that it should be implemented as a\rcgulatory
conditicn in addition to those proposed by Duke Energy and the Public Staff.

The Commission, therefore, finds and concludes that Commission-approved Regulatory
Condition Nos. 35 through 53a will effectively address known and potential risks and concerns
related to finance, cotporate governance, and certain other matters of a financial nature arising from
the Merger.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 21

The cvidence supporting this finding of fact is contained in the testimony of Public Staff
witnesses Cox, Farmer, and McLawhorn.

The Public Staff witnesses testified that proposed Regulatory Condition No. 54 provides for
Commission approval of future proposed mergers by Duke Power and notification of further
proposed mergers involving Duke Energy or other affiliates.

Regulatory Condition No. 54, as proposed by Duke Energy and the Public Staff, addresses
both business combinations involving Duke Power and those involving other entities within the Duke
Energy holding company family. With respect to Duke Power, this condition provides that an
application for approval pursvant to G.S. 62-111(a) will be filed at least 180 days before the closing
of the proposed transaction. With respect to the other entities, it establishes a procedure to enable the
Commission to determine, before the fact, whether a proposed transaction is reasonably likely to
affect Duke Power so as to require approval pursuant to the statute.

In considering whether to approve the Regulatory Conditions proposed by Duke Energy and
the Public Staff, the Commission is influenced by regulatory conditions approved in other dockets,
most recently those approved for Progress by order issued October 27, 2004, in Docket No, E-2,
Sub 844, as well as by factors specific to this case. The Commission notes that Regulatory Condition
No. 33 approved in Docket No. E-2, Sub 844, requires the filing of advance notification of a
proposed transaction and the filing of an application for approval of a transaction belicved to have an
effect on utilities 180 days prior to the closing date. Progress’ condition further provides for a
“demonstration of no effect” on utilities, a 45-day comment period, and a ruling by the Commission
as promptly as possible. If the Commission does not agree with the demonstration, closing is
prohibited until the transaction has been approved. Thus, Progress” condition recognizes that not all
business combinations within the holding company family will implicate G.S. 62-111a).

Regulatory Condition No. 54(b), as proposed by Duke Energy and the Public Staff, takes the
same general approach as Progress’ condition, Unlike Progress’ condition, however, the advance
notification requirement in Regulatory Condition No. 54(b) is proposed to be limited to business
combinations with a transaction value exceeding five percent of the market capitalization of new
Duke Energy. In addition, unlike Progress” condition, Regulatory Condition No. 54(b) explicitly
provides that the entity in question may proceed with the transaction if no order has been issued at the
end of the notice period, although it will be subject to any fully adjudicated Commission order on the
matter, including a requirement to file an application and potential ultimate denial of approval to
enter into the proposed transaction.
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The Commission raised questions during oral argument concerning the use of the defined
term “Effect on Duke Power's Rates or Service” in proposed Regulatory Condition 54(b), suggesting
that the condition be revised to conform to the fanguage in G.S: 62-111{a), which reads “affecting
any public utility.” A question was also raised as to whether subsection (d) should be revised to
clarify that the 180-day notice requirement-in subsection (a) does not also apply if the Commission
determines that approval is required pursuant to the statute. The Further Revised Regulatory
Conditions proposed by Duke Energy and the Public Staff attempted to address these concerns.

CUCA initially proposed to revisé- Regulatory Condition No. 54 to require Duke Exergy to )
file an application for approval pursuant to G.S. 62-111(a) of any business combination invelving a
member of the holding company family, whether or not the transaction has been determined to affect
Duke Power. In Exhibit1 attached to its brief, CUCA subsequently argued that Regulatory
Condition No. 54 “should be deleted in virtually its entirety because it appears to unduly [imit the
Commission's merger jurisdiction.” CUCA further argued “that the application of a 5% threshold to
a $60 billion company such as [new Duke Energy] would allow a merger of up to $3 billion without
regulatory scrutiny.” :

After careful consideration, the Commission is of the opinion that the general framework set
forth in Regulatory Condition No. 54, as proposed by Duke Energy and the Public Staff, is a
reasonable and appropriate way of enabling the Commission to exercise its authority and
responsibility under G.S. 62-111(z) while recognizing Duke Energy's right to assert in a timely
manner that jurisdiction does not lie in a specific case. Regulatory Condition No. 54(a) is clarified,
however, to require Duke Power to file in advance an application pursuant to G.S. 62-111(a) for
approval of any proposed transaction “by or affecting” Duke Power. Thus, Duke Power shall proceed
to file an application for any transaction that it concedes is subject to the jurisdiction of the
Commission pursuant to G.S. 62-111(z). To require the filing of an application in each and every
case, as advocated by CUCA, would not only burden the Commission’s docket unnecessarily but also
attempt to impermissibly expand the Commission’s statutory authority under G.S. 62-111(a) to
include approval of proposed business combinations not affecting Duke Power. Regulatory
Condition No. 54(b) is revised to incorporate as subsections the applicable procedures proposed by
Duke Energy and the Public Staff in sections 54(c) through 54(e). Under Regulatory Condition
No. 54(b), Duke Energy is only required to provide 90-day advance notice to the Commission of
transactions involving Duke Energy, other affiliates, or the nonpublic utility operations which
(1) Duke Energy believes do not affect Duke Power and would not, therefore, be subject to the
Commission’s jurisdiction pursuant to G.S. 62-111(a) and (2) exceed a threshold transaction valye,
The Commission agrees with CUCA, however, that the threshold proposed by Duke Energy and the
Public Staff is too high, and shall require Duke Energy to file advance notice pursuant to Regulatory
Condition No: 54(b) of any transaction which involves Duke Energy, other affiliates, or the nonpublic
utility operations and which has a transaction value exceeding $1 billion.

The Commission, therefore, finds and concludes that the Regulatory Conditions, as modified
and approved herein, will effectively enable the Commission to exercise its jurisdiction over business
«combinations involving Duke Power or other members of the Duke Energy holding company family
following the Merger. The Commission reserves the right to act on its own motion with regard to any
advance notice filed by Duke Power regardless of whether objections are filed by any other party.
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EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO, 22

The evidence supporting this finding of fact is contained in the testimony of Public Staff
witnesses Cox, Farmer, and McLawhern,

The Public Staff testified that Regulatory Condition Nos. 55 through 57 address (1) notice
requirements before Duke Power transfers functions or cmployees, (2) continuing Commission
review of the holding company structure, and (3) discussions between Duke Power and the Public
Staff about significant changes and developments affecting Duke Power or new Duke Energy.
Regulatory Condition No. 58 addresses filing requirements for the Tax Sharing Agreement as well as
any plans to consolidate employee benefits plans and other similar agreements,

Regulatery Condition No. 55 requires Duke Power to file notice with the Commission
30 days prior to the initial transfer or any subsequent transfer of any services, functions, departments,
employees, rights, obligations, assets, or liabilities from Duke Power to an affiliate to the extent such
transfers potentially would have a significant effect on Duke Power's public utility operations.
Regulatory Condition No. 56 provides that the benefits, costs, and associated risks of the Merger and
the operation of Duke Power under a holding company structure shall continue to be subject to
Commission review and subject 1o the Commission’s authority to order lawfiil modifications to the
structure or operations of Duke Energy and Duke Power's other affiliates. Finally, Regulatory
Condition No. 57 requires Duke Power to meet and consult with, and provide requested relevant data
to, the Public Staff, at least semiannually through 2010, unless there is agreement that no meeting is
necessary, regarding plans for significant changes in Duke Power’s or new Duke Energy's
organization, structure, and activities; the expected or potential impact of such changes on Duke
Power’s refail rates, operations, and service; and proposals for assuring that such plans do not
adversely affect Duke Power"s North Carolina retail electric customers.

CUCA proposed several specific revisions with respect to these conditions, With respect to
Regulatory Condition No. 55, CUCA proposed to increase the required advance notice from 30 to
75days. The Commission concludes that this proposal should be rejected. The provision, as
proposed by Duke Energy and the Public Staff, represents a reasonable balance between allowing
Duke Power to operate its business and providing sufficient time for parties to raise concems. CUCA
also proposed to revise Regulatory Condition No. 55 to state that it would be deemed applicable to a
transfer or a series of transfers involving more than 50 employees in a calendar year. The
Commission rejects this proposed change also. Again, the condition, as proposed by Duke Energy
and the Public Staff, represents a reasonable balance between allowing Duke Power to operate its
business and providing sufficient time for parties to raise concerns. Additionally, the transfer of
50 employees may be toc few or too many, depending upon what functions are involved. The other
changes proposed by CUCA to these four conditions have already been rejected in other parts of this
order.

The Commission, therefore, finds and concludes that Commission-approved Regulatory

Condition Nos. 55 through 58 will effectively address known and potential risks and concerns related
to structure and organization arising from the Merger.

235



ELECTRIC - MERGER

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 23

The evidence supporting this finding of fact is contained in the testimony of Public Staff
witnesses Cox, Farmer, and McLawhorn.

The Public Staff testified that Regulatory Conditicn No. 59 describes the procedures to be
followed for advance notices with respect to the various conditions. As revised, it clearly sets forth
the procedures that dre to be followed with respect to all filings that are required pursuant to the
Regulatory Conditions. Parties to this docket may file a request in Docket No. E-7, Sub 795A within
30 days of the date of this order to be made parties to that docket and to be served with copies of any
filings made pursuant to Regulatory Condition No. 59(a}(i) that do net involve advance notices.

CUCA proposed that Regulatory Condition No. 59(a)(ii) be revised to require Duke Power to
“state prominently on the first page of such advance notice that it is filed ‘pursuant to Condition 59 of
the Regulatory Conditions set forth in Docket No. E-7, Sub 795.” The Commission rejects this
proposal because this subsection already requires sufficient identifying information to be provided in
the cover sheet for an advance notice.

CUCA also proposed to revise Regulatory Condition No. 59(b)(ix} to provide that, as a
general rule, Duke Power shall bear the burden of proof in proceedings pursuant to Regulatory
Condition No. 59. ‘The Commission rejects this proposed revision because it is inconsistent with the
conclusion reached by the Commission in its September 11,2002 order in Docket No. E-2,
Sub 753A. In that order, the Commission rejected the Public Staff's argument that the party
protesting the subject -of the advance notice should be required to show sufficient grounds for a
hearing, but that the burden of proof on the merits should be borne by the utility. The Commission
concluded that the party filing the objection should bear the burden of proof if the Commission
schedules a hearing on the objection. This same procedure is set forth in Regulatory Condmon
No. 59, as filed by the Public Staff and Duke Energy.

However, the Commission will require that Regulatory Condition No. 59(b)(viii) be revised to
add a new second sentence which reads as follows: “The Commission reserves.the right to extend an
advance notice period by order should the Commission need additional time to deliberate or
investigate any issue.” Under the procedures set forth in Regulatory Condition No. 59, when Duke
Power files a 30-day advance notice, the Public Staff or any other party has 15 days within which to
file an objection. The Public Staff then has two weeks to place the matter on a Commission Staff
Conference Agenda. Finally, if the Commission has not issued an order at the end of the advance
notice period, Duke Power may proceed with the activity to be undertaken, but shall be subject to any
fully-adjudicated Commission order on the matter. Since the procedure under Regulatory Condition
No. 59 could take almost the entire advance notice period, leaving the Commission with little or no
time to investigate the matter which is the subject of the advance notice, the Commission shall
require that Regulatory Condition No. 59 be further revised, as specifically described herein, to
prevent Duke Power from proceeding with any activity to be undertaken until the Commission
reaches a decision. Furthermore, the Commission reserves the right to act on its own motion with
regard to any advance notice filed by Duke Power regardless of whether objections are filed by any

other party.
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The Commission concludes that Regulatory Condition No. 59, as approved herein, will
provide appropriate and effective procedures for advance notices and other filings arising from the
Merger or this order.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 24

The evidence supporting this finding of fact is contained in the testimony' of Duke Energy
witnesses Shaw and Rogers and Public Staff witnesses Cox, Farmer, and McLawhom,

Witness Shaw testified that the proposed Merger will directly enhance Duke Power’s ability
to serve its customers by providing even greater depth of human resources experience to customer
service. For example, the broader employee base will provide.all retail customers access to greater
resources in the event of severe weather or emergency outages. Witness Shaw stated that quality of
service should also improve by giving Duke Power access to the best practices of well-run utilities i
the Cinergy group. In addition, Duke Power customers will continue to have the same local presence
of, and access to, the utility that they have corne to expect.

Witriess Rogers testified that, like Duke Power, Cinergy’s operating utilities share a
commitment to service and satisfaction, commitments that are reflected in-recent rankings and awards
. such as those given by J.D, Powers and Associates.

Regulatory Condition No. 60 proposed by Duke Energy and the Public Staff provides that
Duke Power will continue to implement and further its commitment to providing superior utility
service, will make every effort to incorporate best practices of utilities in the Cinergy group in Duke
Power’s operations, and will work with the Public Staff to monitor service quality. This condition
further commits Duke Power to advise the Commission at least annually for a period of five years on
the adoption and implementation of best practices following the Merger. In addition, Further Revised
Regilatory Condition No. 44 requires both Duke Energy and Duke Power to ensure that Duke Power
has sufficient access to capital to be able to maintain its facilities and otherwise meet the service
needs of its customers.

The Commission rejects the suggestion of CIGFUR IIT that the term “superior” in Regulatory
Condition No. 60 might be defined to strengthen the condition. As noted by Duke Energy and the
Public Staff, this term has been used in similar conditions, without objection, in various proceedings.
As the term appears to be well understood and accepted, the Commission believes no definition is
necessary.

The Commission also rejects CUCA’s proposal that Duke Power be required to work with
“each Requesting Intervenor” in addition to the Public Staff to monitor service quality; however, the
Commission- expects Duke Power to work with all of its customers to monitor and improve service
quality to them individually.

The Commission, therefore, finds and concludes that the Commission-approved Regulatory

Conditions will effectively ensure that Duke Energy and Duke Power maintain a commitment to
customer service following the Merger.
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EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 25

The evidence supporting this finding of fact is contained in the testimony of Public Staff
witnesses Cox, Farmer, and McLawhomn.

The Public Staff testified that Regulatory Condition Nos. 61 and 62 provide that Duke Power,
under any tax sharing agreement, will not seek to recover any tax cost that exceeds Duke Power's tax
liability calculated on a stand-alone basis and that Duke Power shall share in appropriate tax benefits
associated with Duke Energy Shared Services. Additionally, the Public Staff testified that it had
discussed the Tax Sharing Agreement with Duke Energy and recommended that the agreement be re-
filed clarifying certain terms and allocation methodologies.'

None of the parties took issue with Regulatory Condition Nos. 61 and 62. The Commission
concludes that the approved conditions will effectively ensure that Duke Power’s North Carolina
retail customers are protected from any adverse effects of a tax sharing agreement and that they will
receive an appropriate portion of income tax benefits associated with Duke Energy Shared Services,

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 26

The evidence supporting this finding of fact is contained in the testimony of Public Staff
witnesses Cox, Farmer, and McLawhorn.

The Public Staff witnesses testified that proposed Regulatory Condition Nos. 63 and 64
address the continuation of the current ratemaking treatment of Nantahala’s hydroelectric generation
resources as well Nantahala’s separate rates and financial information.

Regulatory Condition No. 63 provides that retail customers in Duke Power's Nantahala area
will continue to receive the benefits of Nantahala’s historical hydroelectric generating resources.
Regulatory Condition 64 provides that, until the Commission orders otherwise, the rates charged
Nantahala’s retail customers will continue to be based on Nantahala’s own cost of service,
Nantahala’s purchased power costs will continue to be determined in accordance with the Duke —
Nantahala Interconnection Agreement, and stand-alone Duke Power and Nantahala financial
information will continue to be provided. '

None of the parties took issue with Regulatory Condition Nos. 63 and 64. The Commission
finds and concludes that the Commission-approved Regulatory Conditions will effectively preserve
the benefits of Nantahala’s historical hydroelectric resources and cost of service.for Nantahala’s retail
customers following the Merger.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 27- 32

The evidence supporting these findings of fact is contained in the testimony of Public Staff
witnesses Cox, Farmer, and McLawhorn.

The Public Staff witnesses testified that Regulatory Condition Nos. 65 through 71 proposed
by Duke Energy and the Public Staff address miscellaneous matters such as continued access to
books and records of Duke Energy, applicability of prior Commission orders, the Commission’s

! Duke Energy filed its revised Tax Sharing Agreement on March 3, 2006,
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statutory authority, and the ability of Duke Power and its affiliates to request waivers from the
conditions. -

Regulatory Condition No, 65 provides that the Commission will continue to have access to
the books and records of Duke Power and other members of the Duke Energy holding company .
family, in accordance with North Carolina law. Regulatory Condition No. 66 ensures that all Duke
Power books and records will be made available in Charlotte, North Carolina.

None of the parties took issue with Regulatory Condition Nos. 65 and 66. The Commissicn
finds and concludes that these Commission-approved Regulatory Conditions will effectively ensure
that the Commission and the Public Staff continue to have access to the books and records.of Duke
Power and members of the Duke Energy holding company family in-accordance with North Carolina
law.

Regulatory Condition No. 67 provides that all prior orders of the Commission applicable to
Duke Energy, Duke Power, and Nantahala will remain applicable to Duke Power after the Merger
unless superseded by Commission order. To enable the Commission to determine which of the
regulatory conditions previously approved remain in effect, this condition requires Duke Energy to
file for comment a list of conditions imposed in Docket Nos. E-7, Subs 557, 596, 694, and 700,
which have not been superseded by the Regulatory Conditions.

None of the parties took issue with Regulatory Condition No. 67. The Commission finds and
concludes that the Commission-approved. Regulatory Conditions will appropriately recognize the
continuing effect of prior Commission orders. '

Regulatory Condition No. 68, as proposed by Duke Energy and the Public Staff, provides as
follows:

These Regulatory Conditions are based on the general power and authority granted to
the Commission in Chapter 62 of the North Carolina General Statutes to control and
supervise the public utilities of the -State. The Regulatory Conditions either (a)
constitute specific exercises of the Commission’s authority, (b) provide mechanisms
that enable the Commission to determine in advance the extent of its authority and
jurisdiction over proposed activities of and transactions involving Duke Power, Duke
Energy Corporation, other Affiliates or Nonpublic Utility Operations, or (c) protect the
Commission’s jurisdiction from federal preemption and its effects. Pursuant to these
conditions, Duke Power, Duke Energy Corporation, and other Affiliates waive certain
of their federal rights as specified in these Regulatory-Conditions, but do not otherwise
agree that the Commission has authority other than as provided for in Chapter 62.
Other than as provided for, or explicitly prohibited, in these conditions, Duke Energy
Corporation, Duke Power, and its Affiliates retain the right to challenge the lawfulness
of any Commission order issued pursuant to or relating to these Regulatory Conditions
on the basis that such order exceeds the Commission’s statutory authority under
North Carolina law or the other grounds listed in G.S. 62-94(b).

CUCA proposed certain changes to Regulatory Condition No. 68 in order to prevent such-Condition
from “undermining the efficacy of all other conditions.”
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The Commission finds good cause to approve Regulatory Condition No. 68 as filed and to
deny CUCA's proposed changes for the reason that such changes are unnecessary. Regulatory
Condition No. 68 does not, in any way, undermine the efficacy of any of the other Commission-
approved Regulatory Conditions. This Regulatory Condition does not restrict or detract from the
Comimission’s statutory authority or otherwise subtract from the benefits and protections offered by
the other Regulatory Conditions. Therefore, the Commission finds and concludes that the
Commission-approved Regulatory Conditions clearly and accurately describe their effect on the
Commission’s statutory authority and Duke Energy’s rights under state and federal law.

Regulatory Condition No. 69 provides that these Regulatory Conditions are not intended to
and do not purport to impose legal obligations on entities in which Duke Energy does not directly or
indirectly have a controlling voting interest,

None of the parties took issue with Regulatory Condition No. 69. The Commission finds and
concludes that the Commission-approved Regulatory Conditions will appropriately clarify that there
is no intent to impose legal obligations on entities not subject to control by new Duke Energy.

Regulatory Condition No. 70 propoesed by Duke Energy and the Public Staff provides that
entities subject to the conditions may request waivers if exigent circumstances in a particular case
justify such. CUCA's proposed Regulatory Conditions omit this provision, and the record indicates
that CUCA believes relief should be sought pursuant to G.S. 62-80 rather than through a waiver
request.

G.8. 62-80 authorizes the Commission upon notice and opportunity to be heard to rescind,
alter, or amend an order or decision made by it. While the language of the statute is quite broad, it
allows the Commission to reconsider or rehear a matter when, for example, it appears that a decision
was based on a misapprehension of the facts. In.the Commission’s experience, circumstances that
may justify a waiver of a regulatory condition are not such as to require reconsideration of the
condition in its entirety. Rather, a waiver procedure simply recognizes the impossibility of
anticipating and addressing all circumstances where the letter of a condition may apply but the spirit
of the condition would warrant an exception. The Commission, therefore, finds and concludes that
the Commission-approved Regulatory Conditions will appropriately allow requests for waivers of
any aspect of the conditions under exigent circumstances.

Regulatory Condition No. 71 provides that the Regulatory Cenditions will become effective
only upon the closing of the Merger. The Commission finds and concludes that the Commission-
approved Regulatory Conditions will appropriately become effective only upon closing of the
Merger. The Commission notes, however, that if the Merger is not approved, Duke Energy will
continue to be subject to conditions and code of conduct provisions approved in previous dockets and
many of the protections and benefits secured by the Commission-approved Regulatory Conditions
will not be realized until another day.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 33
The Revised Regulatory Conditions proposed by Duke Energy and the Public Staff include a

new condition which makes it clear that the conditions are not intended to affect the rights of parties
to this docket with respect to participation in subsequent proceedings. The Commission believes that
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this new Regulatory Condition No. 72 is sufficient to protect the legitimate rights and interests of
intervenors with respect to all of the other conditions on an ongoing basis.

In its proposed conditions, CUCA included the following defined term:

Requesting Intervenor: An intervenor in this proceeding, provided that the intervenor
signs a confidentiality agreement to protect the confidentiality of any proprietary
 information of Duke Energy Corporation, Duke Power, or any Affiliate, to the extent the

disclosing company reasonably deems 2 confidentiality agreement to be necessary. .
CUCA proposed to insert this term in a number of the Regulatory Conditions proposed by Duke
Energy and the Public Staff. While the proposed definition would appear to include the Public Staff,
some of CUCA’s proposed Regulatory Conditions refer to “the Public Staff and each Requesting
Intervenor,” and the Commission therefore assumes that the Public Staff is not included.

The Commission finds and concludes that the Commission-approved Regulatory Conditions
appropriately recognize the effect of the Regulatory Conditions on the rights of parties to this docket
with respect to participation in subsequent proceedings, that the definition of the term “Requesting
Intervenor” proposed by CUCA is not necessary, and that adopting CUCA’s proposal might, in fact,
introduce unneeded confusion into the operation of the Regulatery Conditions.

EYIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 34

The evidence supporting this finding of fact is contained in the testimony of Duke Energy
witness Hieronymus. This finding of fact is uncontroverted.

Witness Hieronymus presented and explained a detailed market power analysis that he
conducted, and from which he concluded. that the proposed merger will have no adverse effect on
competition in the markets in which Duke Energy and Cinergy conduct business. There was no
cross-examination or rebuttal of witness Hieronymus® study or conclusions, nor did any other witness
address the effect of the Merger on competition or market power.

The Commission, therefore, finds and concludes that the Merger presents no known risk of
adverse competitive effects within the jurisdiction of the Commission or concems of increased
market power within Duke Power’s service territory.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 35 - 37

The evidence supporting these findings of fact is contatned in the testimony of Duke Energy
witnesses Flaherty and Hager, CIGFUR III witness Phillips, CUCA witness O’Doanell, and Public
Staff witnesses Cox, Farmer, and McLawhorn.

Regulatory Condition No. 73" as proposed by Duke Energy and the Public Staff provides that
Duke Power would share $117,517,000 or 42% of the net merger savings assignable to North
Carolina with its retail customers. This sharing is in addition to any firel-related savings associated
with the Merger that will flow through the annual fuel charge adjustment.

' The number for this Repulatory Condition changed from 72 to 73 based on the revisions filed by the Public
Staff on January 27, 2006. The corresponding Commission-approved Regulatory Condition is also numbered 73.
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CIGFUR Il witness Phiilips testified that Duke Emergy’s proposal to keep all of the
unregutated savings and share 42% of the regulated savings amouats to keeping 86% and giving up
only 14% of total savings related to the Merger. With respect to the sharing of net merger savings,
witness Phillips recommended a base rate reduction of $78.8 million annually based on normalized
net savings during the third year, excluding one-time costs. He further recommended that the
reduction be allocated 45% to residential customers, 45% to industrial customers, and 10% to
commercial customers based on the differences between Duke Power’s rates in North Carolina and

South Carolina.

CUCA witness O’Donnell initially testified that a proxy for the risk to ratepayers of
accounting misrepresentations involving affiliate transactions would be the average annual pre-tax
effect of accounting irregularitics that occurred in 1998, 1999, and 2000 as identified in the 2002
Grant Thomton report or approximately $41,300,000 a year. In order to compensate ratepayers for
the larger risks related to the Merger, Duke Energy should share 50% of the ten-year estimated net
merger savings. In his rebuttal testimony, witness O’Donnell recommended that the $112,517,000
one-time rate reduction recommended by the Public Staff, if approved, be allocated exclusively to
manufacturers in Duke Power’s North Carolina territory.

Duke Energy witness Flaherty testified that the use of a ten-year view of cost savings
realization to determine the level of savings to be distributed to customers would be inappropriate
because it intraduces z level of uncertainty and additional complexity into determination of the level
of sharing. He stated that it is not the predictability in saving estimation that should determine the
time period over which savings should be viewed. Rather, it is the ability to adequately determine the
financial and operating position of the merged companies that defines the time frame to be utilized.
Witness Flaherty further testified that adopting a period longer than five years would be difficult to
accept without providing for adequate protection against the possibility of adverse events which have
been prone to occur given the nature, degree, and pace of change with this industry. He stated that
the use of a longer time period would imply that there will be no subsequent opportunities for the
Commission to revisit the level of savings sharing in a future rate proceeding when better information
is available about ongoing costs, financial performance and other external influences that can affect
required rate levels. Furthermore, he testified that, in his experience, a shorter time period is typically
used where an up-front savings sharing will be determined.

The Commission does not find good cause to base the decision in this case on ten-year cost
savings projections as advocated by CUCA.! As noted above, the Commission’s merger filing
requirements call for estimates of savings “over a specified pericd (e.g., three to five years) following
consummation of the merger. . .”* Accordingly, the Commission finds good cause to deny CUCA’s
proposed revisions to Regulatory Condition Nos. 25, 72, and 73 to utilize ten-year estimated savings
in furtherance of its position. With respect to Condition No. 72, however, the Commission agrees in
concept with CUCA’s proposed revision to-include language used in South Carolina, but believes that
the language proposed by Duke Energy and the Public Staff is more appropriate. The Commission
notes that Regulatory Condition No. 24 provides that any party may, without objection, seek the
inclusion of cost savings that may be realized as a result of the Merger in futurc rate proceedings.

! Nor has the Commission made a finding regarding the validity and correctness of the Company’s five-year
Cost-Benefit Analysis. Sez footnote 21.

See Order Requiring Filing of Analyses entered in Docket No. M-100, Sub 129 on November 2, 2000
{Decretal Paragraph 2.a).
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The Commission agrees with Duke Energy witness Hager that the reliance of CIGFUR Il on
rate disparities between North and South Carolina, standing alone,’ is contrary to North Carolina law.
See State ex rel. Corporation Comm'n_v. Cannon Mf. Co., 185N.C. 17, 28, 116 S.E. 178, 185
(1923): “[Tihe Corporation Commission [now Utilities Commission] in this State is empowered and
directed to make reasonable and just rates as applied to the distibution and sale of power in this State
and not otherwise, and such power cammot be directly controlled or weakened by conditions existent
in other states, either from the action or nonaction of official bodies there, or the dealings between
private parties. To hold otherwise would, in its practical operation, be to withdraw or nullify the
powers that the statute professes to confer and should not for a moment be entertained.” See also
State ex rel. Utilities Comm’n v. Lee Tel. Co., 263 N.C. 702, 709, 140 S.E.2d 319, 325 (1965):
“When a company operates in two or more states, the operations are treated as separate businesses for
the purpose of rate regulation.”

Moreover, the Commission rejects CUCA’s argument that the ratepayers are somehow at risk
in amounts exceeding $400 million over the next ten years because of potential accounting
misrepresentations involving affiliate transactions. The Commission addressed the basis for this
argument in 2002 by approving a Settlement Agreement between Duke Energy and the Commission
Staff and the Staff of the Public Service Commission of South Carolina in an order that withstood
challenge on appeal. State ex rel. Utilities Comm'n v. Carolina Utility Customers Association, Inc.,
163 N.C. App. 1, 552 5.E.2d 277 (2004). The Settlement Agreement provides that the Staffs “desire
to formally and positively resolve all matters within the scope of the accounting review without
further controversy” and that “Thjaving reached resolution of this matter, it is the intention of the
parties to move forward in a positive fashion without further controversy” This was the
Commission’s desire and intent as well. The Commission also rejectsas unreasonable and
inappropriate the specific rate reduction proposals advocated by CIGFUR III and CUCA, including
the testimony regarding those proposals offered by their respective witnesses.  The
Commission-approved one-year rate decrement in the amount of $117,517,000 is based on a careful
consideration of the totality of the facts in this case, including all of the other Commission-approved
Regulatory Conditions. It is not unreasonable or unfair to Duke Power since it is the level of rate
reduction in dollars offered by the Company as a principal part of its proposal to gain approval of the
Merger. It is also generally consistent with the position taken by the Public Staff as to the
appropriate amount of the one-year rate decrement in total dollars which should accrue to the benefit
of Duke Power's North Carolina retail customers, In sum, $117,517,0001s a fair and reasonable
amount by which to reduce rates by a rate decrement in this case, considering in particular the totality
of the Conditions imposed by the Commission on the Merger.

Duke Power proposes to sharc 42% ($117,517,000) of the five-year estimated net merger
savings amount of $279,841,000 assignable to its North Carolina retail customers, Public witness
Lancaster requested additional funding for economic development and educational programs
established through the sharing of net revenues from bulk power sales that was approved by the
Commission in Docket No. E-7, Sub 751, The Public Staff witnesses recommended a one-year
across-the-board decrement to Duke Power's rates in the amount of $112,517,000, with the
remainder distributed as follows: $2,000,000 for Duke Power’s Share the Warmth, Cooling
Assistance, and Fan-Heat Relief programs; '$2,000,000 for conservation and energy efficiency
programs (to be submitted to the Commission for approval); and $1,000,000 for NC GreenPower.

' Evidence comparing the rates of different utilities “is not competent or proper in the absence of evidence
showing the comparative costs and conditions under which the respective companies operate.” _State ex re]. Utilities
Comm’n v. Gas Co., 254 N.C. 734, 740 (1961),
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The Public Staff witnesses further stated, however, that if the Commission wished to direct a portion
of the savings to worker training through the Community College Grant Fund, the Public Staff would
have no objection and would recommend that the $2,000,000 for conservation and energy cfficiency
programs be reduced accordingly. Duke Energy took ro position on this issue.

After careful consideration, the Commission concludes that the Merger should be approved
subject to the following conditions as set forth in Commission-approved Regulatory Condition
Nos. 73 through 76:

(1)  Duke Power shall implement a one-year across-the-board decrement to rates for the
benefit of its North Carolina retail customers in the amount of $117,517,000, rather than
$112,517,000 as advocated by the Public Staff.! This decision is literally consistent with the
proposed language of Regulatory Condition No. 73, which provides, in pertinent part, that “Duke
Power shall share with its North Carolina retail customers $117,517,000 . . . in a manner to be
determined by the Commission.” If customers receive a one-year rate reduction of only
$112,517,000, with the remaining $5,000,000 being allocated to other uses, Duke Power’s
North Carolina retail customers will not in fact receive the full benefit of the exact “sharing” required
by the Duke Energy and Public Staff proposed Regulatory Condition No. 73, ie., $117,517,000.
Furthermore, the Commission rejects as unreasonable CUCA’s suggestion that any rate reduction be
limited to a single class of customers. All customers will bear the risks associated with the Merger,
and it only follows that all customers should share in the quantifiable benefits.

(2)  Any fuel-related savings associated with the Merger shall be flowed through to
Duke Power’s North Carolina retail customers pursuant to G.S. 62-133.2, :

(3) Duke Power shall contribute $12,000,000 to various energy- and environmental-
related and economic- and educationally-beneficial programs, said funds to be distributed as follows:
$6,000,000 to Duke Power’s Share the Warmth, Cooling Assistance, and Fan-Heat Relief programs;
$2,000,000 for conservation and energy efficiency programs (to be submitted to the Commission for
approval)’; $2,000,000 to the Community College Grant Fund; and $2,000,000 to NC GreenPower.
These coniributions shall be made by Duke Power on or before June 30, 2006. Such contributions
shall not be charged to Duke Power’s regulated utility operations, but shall be bome by the
Company’s shareholders.

(4 The Commission will, in 2007, initiate an investigation® pursuant to G.S. 62-130{(d),
62-133, and 62-136(a) to determine whether Duke Power's existing rates and charges are unjust and

! Inso ruling, the Commission has made no finding or determination as to cither the reasonableness of Duke’s
specific proposal to share 42% of the Company's five-year estimated net merger savings amount of $279,841,000
assignable to its North Carolina retail customers, the propriety of the determination and apportionment thereof, or the
validity and correctness of the Company's Cost-Benefit Analyses, Thus, the Commission’s decision to accept Duke’s
offer to implement a one-year rate reduction in the amount of $117,517,000 should not be viewed as a precedent in fisture
merger cases, particularly on issues related to the reasonableness of the percentage of net merger savings proposed to be
shared with consumers or the validity of the Cost-Benefit Analysis employed by the utility to estimate net merger savings.

? Duke Power, tke Public Staff, and the Atomey General shall canfer and jointly develap a list of appropriate
and effective conservation and energy efficiency programs and shall submit their recommendations to the Comenission for
approval not later thae 45 days from the date of this Order,

*  This investigation will be urdertsken as a condition to regulatory approval of the Merger and has been

memorialized as Regulatory Condition No. 76.
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unreasonable and, as part of this investigation, will require Duke Power to either (a) file a general rate
case (including prefiled testimony and exhibits) in North Carolina pursuant to G.S. 62-137 or
(b} show cause in the form of prefiled testimony and exhibits why the Company’s existing rates and
charges should not be found unjust and unreasonable’ The Merger at issue in this docket and the
Commission-approved Regulatory Conditions adopted herein are extremely complex and will have
significant impact on the post-merger operations and regulation, including surveillance, 'of Duke
Power. Uporn consummation of ‘the Merger, the organizational structure of Duke Power will be
substantially altered; Duke Power will become, for the first time, a stand-alone operating company
and a first-tier subsidiary within a holding company structure. Therefore, consummation of the
Merger will constitute 2 compelling and very specific factor that warrants a general rate investigation
for Duke Power so that the Commission can ensure that (a) the ongoing rates charged by Duke Power
are in fact just and reasonable and (b) customers receive the actual, achieved benefits of
Duke Power’s, post-merger operations to the maximum extent possible.” Nevertheless, in so ruling,
the Commission notes that it has made no determination that the rates currently being charged by
Duke Power are in fact unjust and unreasonable. To the contrary, that is why the Commission will
allow Duke Power, in the first instance, to either file a general rate case (including prefiled testimony
and exhibits) in Norih Carolina pursuant to G.S. 62-137 or show cause why the Company’s existing
rates and charges are not unjust and unreasonable. ‘

Regulatory Condition No. 74 provides that Duke Power's North Carolina retail customers will
reccive the benefit of “Most Favored Nation™ status with regard to the percentage sharing of net
merger savings among the states of Kentucky, Ohio, South Carolina, and Indiana. :

‘The Commission has reviewed the orders of other state commissions filed by Duke Energy
and the assessment- of those orders/settlement proposals filed by the Public Staff, Based on this
review, the Commission concludes that none of the sharing arrangements agreed to andor ap?roved
in other states invokes the “Most Favored Nation” provision in Regulatory Condition No, 74.> That

! The test period for this praceeding will be the twelve-month period ending December 31, 2006, with -
appropriate adjustments. Duke Power will be required to make its filing, including a Rate Case Information Report -
NCUC Form E-1, not later than Jure 1, 2007, Any rate changes proposed by Duke Power should be proposed to become
effective on January 1, 2008. To the extent the $117,517,000 one-year rate decrement flowed through by Duke Power to
its North Carolina retail customers is deferred, with plans or provisions for amortization over future periods pursuant to
Regulatory Condition No. 25, no portion of such amount, including amortization thereof, will be eligible for recovery as a

- component of Duke Power's North Carolina retail rates set prospectively following consummation of the Merger. In
particular, ne allowance for same will be included in the test-year cost of service developed for purposcs of the general
rale case proceeding to be instituted pursuant fo this Regulatory Condition; nor will any portion of stch amount be
recoverable from Duke Power’s North Carolina retail ratepayers by means of a rate rider or otherwise. Nor wili any
portion of the net merger savings attributed to shareholders by Duke Energy be eligible for recovery from North Carolina
retail ratepayers in base rates, rate riders, or other cost recovery mechamisms set prospectively subsequent to
consummation of the Merger. This investigation will be consolidated with the investipation and hearing the Commission
is required to undertake for Duke Power pursuant to G.S. 62-133.6(d) and (f) 1o review the Company’s environmental
compliance costs.

2 Indeed, the Commission views this provision as integral.to the safeguards implemented herein to ensure that
Duke Power's Nonth Carolina retail ratcpayers are protected to the-maximum extent possible from potential negative
consequences, if any, which may arise from approval of the Merger.

3 Pursuant to the order entered in this docket on ﬁecember 20, 2005, parties have until Monday, April 3, 2006,
to file comments on the report filed by Public Staff on March 23, 2006, wherein the Public Staff set forth its cvaluation of
the Indiana Utility Regulatory Commission’s récent order approving the Settlement Apreement. If any comments are
filed, the Commission will take appropriate action. . !
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provision, which is identical to the “Most Favored Nation” provisions in the other states, is limited to
the percentage of net merger savings-that will be shared with retail ratepayers, It does not include
other benefits and commitments, which may or may not be quantifiable and may or may not be
relevant to North Carolina. Likewise, none of the Regulatory Conditions imposed by the
Commission in this case will trigger any of the “Most Favored Nation” provisions in the other states
and the Commission has been careful to adopt no Condition which will trigger any of those
provisions.

Furthermore, the Commission is satisfied that the benefits of the Merger to be received by
Duke Power’s North Carolina retail ratepayers are at least equal to those to be received by retail
ratepayers in the other states and in many respects are superior. To the Commission’s knowledge, no
other state commission has imposed specific conditions giving it the same opportunity to determine
in advance the extent of its statutory jurisdiction over activities of utility affiliates or the protections
against federal preemption set forth in the Commission-approved Regulatory Conditions.

The Commission, therefore, finds and concludes that the Commission-approved Regulatory
Conditions and Code of Conduct will effectively ensure that Duke Power’s North Carolina retail
customers will receive an appropriate share of the benefits resulting from the Merger.

CONCLUSIONS OF LAW

The Commission concludes that (1) the Commission-approved Regulatory Conditions and
Code of Conduct, (2) the one-year across-the-board decrement to rates for the benefit of Duke
Power’s North Carolina retail customers in the amount of $117,517,000° (3) the $12,000,000
contribution to various energy- and environmental-related programs to be made by Duke Power, and
{4) the Commission-initiated 2007 Duke Power rate investigation are sufficient to ensure that the
Merger will have no adverse impact on the rates and service of Duke Power’s North Carolina retail
ratepayers; that Duke Power’s retail ratepayers are protected as much as possible from potential costs
and risks resulting from the Merger; that there are sufficient benefits from the Merger to offset the
potential costs and risks; and that the proposed business combination between Duke Energy and
Cinergy is justified by the public convenience and necessity. )

Accordingly, the Commission finds good cause to approve Duke Energy's application to enter
into a business combination with Cinergy, provided that Duke Energy shall file a statement in this
docket notifying the Commission that the Company accepts and agrees to all of the terms, conditions,
and provisions of this order +and the Commission-approved Regulatory Conditions and Code of
Conduct. '

' This conclusion is supported by representations by Duke Power"s ‘counsel at the Janvary 18, 2006 oral

argument (Tt. pp. 74-80). The Commission notes that the one-year rate decrement in the amount of $117,517,000 ordered
by the Commission is equivalent and equal to the exact dollar amount offered by Duke Power based upon its proposal to
share 42% of the Company’s five-year estimated net merger savings amount assignable to its North Carolina, retail
ratepayers. ’

! Duke Power shall, not later than Friday, April 7, 2006, make an appropriate filing to implement this
rate decrement in conjunction with its pending fuel adjustment proceeding in Docket No, E-7, Sub 805.
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IT IS, THEREFORE, ORDERED as follows:

1. That Duke Energy’s Application to enter into & business combination with Cinergy is
approved, provided that Duke Energy shall, not later than Friday, March 31, 2006, file a statement in
this docket notifying the Commission that the Company accepts and agrees to all of the terms,
conditions, and provisions of this order and the Commission-approved Regulatory Conditions and
Code of Conduct attached hereto as Attachments A and B, respectively, and incorporated herein; |

2. That the Commission will take further action, if necessary, as contemplated by
Regulatory Condition No. 16 following the issuance of a FERC decision on rehearing with respect to
FERC Docket No. EC05-103-000; however, notwithstanding anything in this paragraph, unless
changed by a subsequent Commission order, this order constitutes final approval of the Application
in this docket;

3 That, consistent with the provisions of this order, Duke Power, the Public Staff, and
the Attomney General shall confer and jointly develop a list of appropriate and effective conservation
and energy efficiency programs and shall submit their recommendations to the Commission for
approval not later than 45 days from the date hereof; and

4, That parties to this docket may file a request'in Docket No. E-7, Sub 795A within
30 days of the date of this order to be made parties to that docket and to be served with copies of any
filings made pursuant to Regulatory Condition No. 59(a)(i) that do not involve advance notices.

ISSUED BY ORDER OF THE COMMISSION.
This the 24th day of March, 2006.

NORTH CAROLINA UTILITIES COMMISSION

Geneva S. Thigpen, Chief Clerk
BH032406.01

: ATTACHMENT A

REGULATORY CONDITIONS
DOCKET NO. E-7, SUB 795

A.  DEFINITIONS

For the purposes of these Regulatory Conditions, the terms listed below shall have the following
definitions:

Afiiliate: Duke Energy Corporation and any business entity, other than Duke Power, of which ten
percent (10%) or more is owned or controlled, directly or indirectly, by Duke Energy Corporation.
For purposes of these Regulatory Conditions, Duke Energy Corporation and any business entity so
controlled by it are considered to be Affiliates of Duke Power.

Affitiate Contract: Any contract or agreement (a) between and among any of the Affiliates if such

contracts are reasonably likely to have an Effect on Duke Power’s Rates or Service, or (b) to which
both Duke Power and any Affiliate are parties. Such contracts and agreements include, but are not
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limited to, service, operating, interchange, pooling, and- wholesale power sales agreements and
agreements involving financings and assef transfers and sales.

Catawba Joint Owners: The North Carolina Electric Membership Corporation, North Carolina
Municipal Power Agency No. 1, Piedmont Municipal Power Agency, and Saluda River Electric
Cooperative, Inc. For purposes of these Regulatory Conditions, Duke Power is not included in the
definition of Catawba Joint Owners.

Commission; The North Carolina Utilities Commission.

Customer: Any retail electric customer of Duke Power, including those served under the
Commission-approved rates for Nantahala Power.and Light.

Duke Energy Corporation: The current holding company parent of Duke Power arid any successor
company.

Duke Energy Shared Services: Duke Energy Shared Services, LLC, and its successors, which is a
service company Affiliate that provides Shared Services to Duke Power, Duke Energy Corporation,
other Affiliates, or the Nonpublic Gtility Operations of Duke Power, singly or in any combination.

Duke Power: Duke Power Company, LLC, the business entity, wholly owned by Duke Energy
Corporation, that holds the franchises granted by the Commission to provide Electric Services within
the North Carolina service territories of Duke Power and Nantahala Power and Light, and that
engages in public utility operations, as defined in G.S. 62-3(23), within the State of North Carolina.

Effect on Duke Power’s Rates or Service: When used with reference to the consequences to Duke
Power of actions or transactions involving an Affiliate or Nonpublic Utility Operation, this phrase has
the same meaning that it has when the Commission interprets G.8. 62-3(23)(c) with respect to the
affiliation covered therein.

Electric Services: Commission-regulated eleciric power generation, transmission, distribution,
delivery, or sales, and other related services, including, but not limited to, administration of Customer
accounts and rate schedules, metering, billing, and standby service. .

FERC: The Federal Energy Regulatory Commission.

Fully Distributed Cost: All direct and indirect costs, including overheads and an appropriate cost of
capital, incurred in providing goods or services to another business entity; provided, however, that
(1) the refurn on common equity utilized in determining such cost of capital for each good and
service supplied by or from Duke Power shall equal the return on common equity authorized by the
Commission in Duke Power’s most recent general rate case proceeding, and (2) the cost of capital for
each good and service supplied to Duke Power shall not exceed the overall cost of capital autherized
by the Commission in Duke Power’s most recent general rate case proceeding.

Market Value: The price at which property, goods, and services would change hands in an arm’s

length transaction between a buyer and a seller without any compulsion to engage in a transaction,
and both having reasonable knowledge of the relevant facts,
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Merger: The mergers, the conversion of Duke Energy Corporation into a limited liability company,
the restructuring transactions, and all other transactions contemplated by the Agreement and Plan of
Merger between Duke Energy Corporation and Cinergy Corp.

Nonpublic Utility Operations: All business operations engaged in by Duke Power involving activities
(including the sales of goods or services) that are not regulated by the Commission, nor otherwise
subject to public utility regulation at the state or federal level.

PUHCA 2005:; The Public Utility Holding Company Act of 2005.

. Regulatory Conditions: The conditions imposed by the Commission in connection with or related to
the Merger.

Retail Native Load Customers: The captive retail Customers for which Duke Power has an
obligation under North Carolina law to engage in long-term planning and to supply all Electric
Services, including installing or contracting for capacity, if needed, to reliably meet their electricity
needs.

Retained Earnings: The retained camnings-currently required to be listed on page 112, line 11, of the
pre-Merger Duke Energy Corporation FERC Form 1,

Shared Services: The services that meet the requirements of these Regulatory Conditions and that the
Commission has explicitly authorized Duke Power to take from Duke Energy Shared Services
pursuant to a service agreement (a)} filed with the Commission pursuvant to G.S. 62-153(b), thus
requiring acceptance and authorization by the Commission, and (b) subject to all other applicable
provisions of North Carolina law, the rules and ordecs of the' Commission, and the Regulatory
Conditions, including, but not limited to, Regulatory Condition No. 20.

Utility Affiliates: The public utility operations of any Affiliate of Duke Power, including the public
utility operations of PSI Energy, Inc., the public utility operations of Union Light, Heat and Power
Company, and the transmission and distribution operations of The Cincinnati Gas and Electric
Company.

B. PROTECTION FROM PREEMPTION

1. With respect to transactions between Duke Power and its Affiliates and to Affiliate Contracts,
the following requirements and procedures shall apply:

{a)  Duke Power shall not engage in any such transactions without first filing the proposed
_Affiliate Contract with the Commission that memorializes any such dealings and
taking such actions and obtaining from the Commission such decisions as are required
under North Carolina law. Duke Power shall submit each proposed Affiliate Contract
to the Public Staff for informal review at least ten days before filing it with the
Commission. No additional advance notice is required for agreements that Duke
Power intends to file pursuant to G.S. 62-153 unless the agreements are to be filed
with the FERC, in which case subsection (¢) applies.

()  All Affiliate Contracts to which Duke Power is a party shall provide the following;
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Duke Power’s participation in the agreement is voluntary, Duke Power is not
abligated to take or provide services or make any purchases or sales pursuant
the agreement, and Duke Power may elect to discontinue its participation in the
agreement at its election after giving any required notice;

Duke Power may not make or incur a charge under the agreement except in
accordance with North Carolina law and the rules, regulations and orders of the
Commission promulgated thereunder;

Duke Power may not seek to reflect in rates any (A) costs incurred under the
agreement exceeding the amount allowed by the Commission or (B) revenue
level eamed under the agreement less than the amount imputed by the
Commission; and

Buke Power will not assert in any forum that the Commission’s authority to
assign, allocate, make pro-forma adjustments to or disallow revenues and costs
for retail ratemaking and regulatory accounting and reporting purposes is
preempted and will bear the full risk of any preemptive effects of federal law
with respect to the agreement.

The following shall apply to all proposed Affiliate Contracts and any proposed
amendments to existing Affiliate Contracts to which Duke Power is a party or which
involve costs that will be assigned or allocated to Duke Power that are required or
intended to be filed with the FERC:

(0

(i)

(iii}

In order to enable the Commission to determine if it has jurisdiction over the
proposed Affiliate Contract or amendment and how it will exercise its
jurisdiction, Duke Power shall file a notice and a copy of the proposed
Affiliate Contract or amendment with the Commission 30 days prior to a filing
covered by this condition being made with the FERC. A copy shall be
provided to the Public Staff at the time of the filing.

If an objection to Duke Power proceeding with the filing with the FERC is
filed pursuant to the procedures set out in Regulatory Condition No. 59(b), the
proposed filing shall not be made with the FERC until the Commission issues
an order resolving the objection.

Filings of advance notices and copies of Affiliate Contracts and amendments to
existing Affiliate Contracts pursuant to this subsection shall be in addition to
filings required by G.S, 62-153, and the burden of proof as to those filings
shall be as provided by statute,

Duke Power shall certify that neither Duke Power, Duke Energy Corporation, any
Affiliate, nor any Nonpublic Utility Operation has made any filing with the FERC or
any other federal regulatory agency inconsistent with the foregoing. Such certification
shall be repeated annually on the anniversary of the first certification.

With respect to any financing transaction involving Duke Power, Duke Energy Corporation or
any of its Affiliates, the fellowing shall apply:

{a)  With respect to any financing transaction between Duke Power and Duke Encrgy
Corparation or any one or more of its other Affiliates, any contract memorializing
such transaction shall provide that Duke Power may not enter into any such financing
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transaction except in accordance with North Carolina law and the rules, regulations
and orders of the Commission promulgated thereunder; and

(b)  With respect to any financing transaction (i) between and among any of the Affiliates
if such contracts are reasonably likely to have an Effect on Duke Power’s Rates or
Service, or (ii) between Duke Power and any Affiliate, any contract memorializing
such transaction shall provide that Duke Power may not include the effects of any
capital structure or debt or equity costs associated with such financing transaction in
its North Carolina retail cost of service or rates except as allowed by the Commission.

At the time the Merger is closed, Duke Power shall own and control all assets or portions
thereof used for the generation, transmission, and distribution of electric power to its North
Carolina retail customers (with the exception of assets used to provide power purchased by
Duke Power at wholesale). With respect to the transfer by Duke Power to any entity,
affiliated or not, of the control of, operational responsibility for, or ownership-of such assets
with a gross book value in excess of ten million dollars ($10 million), the following shall

apply:

(a) Duke Power shall provide notice with the Commission pursuant to Regulatory
Condition No. 59(b} at least 30 days in advance of the proposed transfer;

(»)  Any contract memorializing such a transfer shall provide the following;
()  Duke Power may not commit to or carry out the transfer except in accordance
with all applicable law, and ‘the rules, reguiations and orders of the
Commission promulgated thereunder; and
(ii)  Duke Power may not include in its North Carolina cost of service or rates the
value of the transfer, whether or not subject to. federal law, except as allowed
by the Commission in accordance with North Carolina law; and

(©)  Any filing with the FERC in connection with any transfer of control, operational
responsibility or ownership that involves or otherwise affects Duke Power shall
include the commitments in (b)(i) and (if), above, and shall request that the FERC
include language in its approval order(s) to the effect that its approval of the
application in no way affects the right of the North Carolina Commission to review
and determine the value of such asset transfer and establishing the value of the asset.
transfer for purpeses of determining the rates for services rendered to Duke Power’s
North Carolina retail customers.

Subject to additional restrictions set forth in the Code of Conduct approved by this
Commission, Duke Power shall not purchase electricity (or related ancillary services) from
Duke Energy Corporation, another Affiliate, or a Nonpublic Utility Operation under
circumstances where the total all-in costs, including, but not limited to, generation,
transmission, ancillary costs, distribution, and delivery point costs, incurted (whether directly
or through allocation) exceed fair Market Value for comparable service, nor shall it sell
electricity (or related ancillary services) to Duke Energy Corporation, another Affiliate, or a
Nonpublic Utility Operation for less than fair Market Value; provided, however, that such
restrictions shall not apply to emergency transactions,
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Duke Power shall retain the obligation to pursue least cost integrated resource planning for its
Retail Native Load Customers and remain responsible for its own resource adequacy subject
to Commission oversight in accordance with North Carolina law. Duke Power shall
determine the appropriate self-built or purchased power resources to be used to provide future
generating capacity and energy to its Retail Native Load Customers, including the siting
considered appropriate for such resources, on the basis of the benefits and costs of such siting
and resources specifically to Duke Power’s Retail Native Load Customers,

The planning and dispatch of Duke Power system generation and purchased power resources
subsequent to the Merger shall ensure that Duke Power’s Retail Native Load Customers
receive the benefits of those resources, including pricrity of service, to meet their electricity
needs. Duke Power shall continue to .serve its Retail Native Load Customers in North
Carolina with the lowest-cost power it can reasonably generate or purchase from other sources
before making power available for sales to customers that are not Retail Native Load

Customers.

“The following provisions shall apply to Duke Power’s participation in the wholesale market
subsequent to the issuance of the Commission’s Order in Docket No. E-7, Sub 795:

(2)  To the extent that Duke Power proposes to enter into wholesale power contracts that
grant native load priority to the following historically served customers: Schedule 10A
Customers, Town of Highlands, WCU, the electric membership cooperatives (EMCs)
within Puke’s control area, North Carolina Municipal Power Agency No. 1, Piedmont
Municipal Power Agency, and Saluda River Electric Cooperative, Inc., Duke Power is
not required to file an advance notice with the Commission or receive its approval.
Subject to the conditions set out in subsection (d) below, the retail native loads of
these historically served wholesale customers shall be considered Duke Power’s Retail
Native Load Customers for purposes of Regulatory Condition Nos. 5 and 6; provided,
however, that this subsection applies only to the same types of supplemental load and
backstand requirements services that were historically provided to the Catawba Joint
Owners under the Catawba Interconnection Agreements between Duke Power and the
Catawba Joint Owners prior to 2001, which, for the North Carolina Electric
Membership Corporation, only includes the EMCs within Duke Power’s control area.

(b)  Before granting native load priority to a wholesale customer other than as provided for
in subsection (a) above or to other companies’ retail customers, Duke Power must
provide 30 days’ advance notice of its intent to grant native load priority and to treat
the retail native load of a proposed wholesale customer as if it were Duke Power’s
retail native load pursuant to Regulatory Condition Nos. 5 and 6. The advance notice
provisions of Regulatory Condition No. 59(b) apply.

(c)  To the extent that Duke Power’s proposed wholesale power contracts or other sales of
energy and capacity are at less than native load priority, then no advance notice is
required and no approval by the Commission is needed. For purposes of this
condition, “native Joad priority” is defined as power supply service being provided or
electricity otherwise being sold with a priority of service equivalent to that planned for
and provided by Duke Power to its Retail Native Load Customers.
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The following conditions apply to all wholesale contracts (including master and
service agreements under Duke Power’s market-based rate tariff) that are entered into
by Duke Power, as seller, subsequent to the date of the Commission’s order approving
the Merger in this docket:

®

(i)

(iii)

(i)

)

The” Commission rétains the right to assign, allocate, and make pro-forma
adjustments with respect to the revenues and costs associated with Duke Power’s
wholesale contracts for both retail ratemaking and regulatory accounting and
reporting purposes.

Eniry into wholesale contracts that grant native load priority or otherwise
obligate Duke Power to construct generating facilities or make commitments to
purchase capacity and energy to meet those contractual commitments constitutes
acceptance by Duke Power, Duke Energy Corporation, and any Affiliates or
Nonpublic Utility Operations thercof of the risks that investments in generating
facilities or commitments to purchase capacity and energy to meet such
contractual commitments and maintain an adequate reserve margin throughout
the term of such contracts may become uneconomic sunk costs that are not
recoverable from Duke Power’s retail ratepayers. In a future Commission retail
proceeding in which cost recovery i$ at issue, Duke Power shall (1) not claim
that it does not bear this risk, and (2) acknowledge that the Commission retains
full authority under Chapter 62 to disallow such costs as not used and usefu] and
to allocate or assign such costs away from retail customers. For purposes of this
condition, capacity will be considered used and useful and not excess capacity to
the extent the Commission determines such capacity is needed by Duke Power to
meet the expected peak load of Duke Power’s Retail Native Load Customers in
the near term future plus a reserve margin comparable to that currently being
used or otherwise considered appropriate by the Commission.

Duke Power shall not assert before the FERC or any federal -or stale court that
(1) transactions entered into pursuant to Duke Power’s cost- or market-based rate
authority or (2) the filing with, or acceptance for filing by, the FERC of any
wholesale power contract imply a cost allocation methodology that is binding on
the Commission, require the pass-through of any costs or revenues under the
filed rate doctrine, or preempt the Commission’s anthority to assign, allocate,
make pro-forma adjustments to, or disallow the revenues and costs associated
with, Duke Power's wholesale contracts for both retail ratemaking and
regulatory accounting and reporting purposes.

Duke Power shall not assert before any federal or state court that the exercise of
authority by the Commission to assign, allocate, make pro forma adjustments to,
or disallow the costs and revenues associated with Duke Power's wholesale
contracts for retail ratemaking and regulatory accounting and reporting purposes
in itself constitutes an undue burden on interstate commerce or otherwise
violates the Commerce Clause of the United States Constitution. However,
Duke Power retains the right to argue that a specific exercise of authority by the
Commission violates the Commerce Clause based upon specific evidence of
undue interference with interstate commerce.

Except as provided in the foregoing conditions, Duke Power retains the right to
challenge the lawfulness of any Commission order issued in connection with the
assipnment, allocation, pro-forma adjustments to, or disallowances of the
revenues and costs associated with Duke Power’s wholesale contracts for retail
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ratemaking and regulatory accounting and reporting purposes on any other
grounds, including but not limited to the right outlined in G.S. 62-94(b).

Neither Duke Power, Duke Enefgy Corporation, another Affiliate, nor a Nonpublic Utility
Operation shall assert that approval by the FERC of market-based rates, transfers of
generating facilities, or any matter that involves Affiliates in any way preempts the
Commission’s authority to determine the reasonableness or prudence of Duke Power's
decisions with respect to supply-side resources, demand-side management, or any other aspect

of resource adequacy.

s

No agreement shall be entered into, nor shall any filing be made with the FERC, by or on
behalf of Duke Power, that (a) commits Duke Power to, or involves it in, joint planning,
coordination, or operation of generation, transmission, or distribution facilities with one or
more Affiliates, or (b)otherwise alters Duke Power’s obligations with respect to these
Regulatory Conditions, absent explicit approval of the Commission.

Duke Power, Duke Energy Corporation, the other Affiliates, and the Nonpublic Utility
Operations shall file notice with the Commission 30 days prior to filing with the FERC any
agreement, tariff, or other document or any proposed amendments, modifications, or
supplements o any such document having the potential to (a) affect Duke Power’s cost of
service for its pre-merger system power supply resources or transmission system; (b) be
interpreted as involving Duke Power in joint planning, coordination or operation of generation
or transmission facilities with one or more Affiliates; or (c) otherwise affect Duke Power’s
rates or service. The advance notice provisions of Regulatory Condition No. 59(b) apply;
provided, however, that, to the extent the filing with the FERC is not to be made by Duke
Power, the advance notice procedures shall be for the purpose of a Commission determination
as to whether the filing is reasonably likely to have an Effect on Duke Power’s Rates or
Service. -

Any contract or filing regarding Duke Power’s membership in or withdrawal from an RTO or
comparable entity must be contingent upon state regulatory approval,

If the FERC does not approve Section 3.2 of the OATT Attachment K and Section 4.5 in
Duke Power’s Independent Entity Agreement (IE Agreement) dated July 22, 2005, both of
which were filed in FERC Docket No. ER05-1236-000 on July 22, 2005, or makes any
change that would make the Independent Entity a FERC-jurisdictional entity or otherwise
affect the Commission’s jurisdiction over the transmission component of Duke Power’s retail
service or rates, then Duke shall withdraw the filing and exercise its right to terminate the IE
Agreemenl, absent an order from the Commission explicitly relieving Duke Power of this
obligation.

Neither Duke Power, Duke Energy Corporation, another Affiliate, nor a Nonpublic Utility
Operation shall assert in-any forum, with respect to any contract or transaction in which Duke
Power is involved or any contract or transaction involving Duke Energy Corporation, any
other Affiliate, or any Nonpublic Utility Operation that may have an Effect on Duke Power's
Rates or Service, that the Commission is in any way preempted from exercising any authority
it has under North Carolina law as to:
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(3)  reviewing the'reasonableness of any Affiliate commitment entered into by Duke
Power, or from disallowing the costs of, or imputing revenues related to such
commitment to, Duke Power;

(b)  exercising its authority over financings or from setting rates based .on the capital
structure, corporate structure, debt costs, or equity costs that it finds to be appropriate
for ratemaking purposes;

(c)  reviewing the reasonableness of any commitment entered into by Duke Power to
transfer an asset, mandating, approving or otherwise regulating a transfer of assets, or
scrutinizing and establishing the value of the asset transfers for purposes of
determining the rates for services rendered to Duke Power’s retail customers; or

(d  otherwise exercising any lawful authority it may have.

Should any other entity so assert, neither Duke Power, Duke Energy Corporation, the other
Affiliates, nor the Nonpublic Utility Operations shall support any such assertion and shall,
upon learning of such assertion, so advise and consult with the Commission and the Public
Staff regarding such assertion.

Duke Power, Duke Eucrgy Corporation, the other Affiliates, and the Nompublic Utility
Operations shall (a} bear the full risk of any preemplive effects of federal law with respect lo
any contract, transaction, or commitment entered into or made by Duke Power or which may
otherwise affect Duke Power’s operatmns service, or rates and '(b) shall take all actions as
may be reasonably necessary and appropriate to hold North Carolina ratepayers harmless
from rate increases, foregone opportunities for rate decreases or any other effects of such
preemption. Such actions include, but are not limited to, filing with and making reasonable
efforts to obtain approval from the FERC or other applicable federal entity of such
commitments as the Commission deems reasonably necessary to prevent such preemptive
effects. '

The following provisions shall apply:

(@  Whenever the FERC issues rules regarding PUHCA 2005 or other rules reasonably
likely to affect these Regulatory Conditions, Duke Power shall meet promptly with the
Public Staff and negotiate in good faith whether and how these Regulatory Conditions
might be or have been affected by such rules, and whether changes are necessary to
maintain their intended protections. In the event the Public Staff and Duke Power arc
unable to reach agreement within a reasonable time after the issuance of final rules,
the unresolved issues shall be submitted to the Commission for resolution. Any
proposed changes to these Regulatory Conditions must be approved by the
‘Commission.

(b)  IfPUHCA 2005 is amended, revised, or replaced by future legislation, Duke Power
-shall meet with the Public Staff promptly after the passags of such legislation and
negotiate in good faith whether and how these conditions have been affected by such
legislation, and whether changes are necessary to maintain their intended protections;
In the event the Public Staff and Duke Power are unable to reach agreement within a
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reasonable time after passage of such legislation, the unresolved issues shall be
submitted to the Commission for resolution. Any proposed changes to these
Regulatory Conditions must be approved by the Commission.

Upon a decision by FERC on the petition for rehiearing pending in Docket No. EC05-103-0G0,
Duke Power shall meet promptly with the Public Staff and negotiate in good faith whether
and how these Regulatory Conditions might be or have been affected by such order, and
whether changes are necessary (o maintain their intended protections. In the event the parties
are unable to reach agreement within a reasonable time, the unresolved issnes shall be
submitted to the Commission for resolution.

In addition to the filing requirements of Commission Rule R8-27 and all other applicable
statutes and Commission Rules, Duke Power shall, on a quarterly basis, file with the
Commission the following: (a) a list of all applications, reports, contracts, rate schedules, and

* other documents (including the docket number(s) and a summary of each item listed) filed

with or submitted to the FERC or other federal regulatory agency (or their staffs) by Duke
Power, Duke Energy Corporation, Duke Energy Shared Services, other Affiliates, or the
Nonpublic Utility Operations, to the extent such filings and submissions are reasonably likely
to have a significant Effect on Duke Power’s rates or service to its North Carolina retail
customers, and (b) a list of all orders issued by FERC or any other federal regulatory agency
{including docket number(s) and a summary of each order listed) in dockets to which Duke
Power, Duke Energy Corporation, any other Affiliate, or any Nonpublic Utility Operation is a
party, to the extent such orders are reasonably likely to have a significant Effect on Duke
Power’s rates or service to its North Carolina retail customers.

COST ALLOCATIONS AND RATEMAKING

Subject to additional provisions set forth in the Code of Conduct approved by this
Commission, Duke Power shall take the following actions in connection with procuring goods
and services for its utility operations from Affiliates or Nonpublic Utility Operations and
providing goods and services to its Affiliates or Nonpublic Utility Operations:

(a)  Duke Power shail not seck to recover from its retail customers any costs that exceed
fair Market Value for any service provided to Duke Power from Duke Energy
Corporation, another Affiliate, or a Nonpublic Utility Operation.

(b)  Duke Power shall seck out and buy all poods and services from the lowest cost
qualified provider of comparable goods and services, and shall have the burden of
proving that all goods and services procured from its Affiliates or Nonpublic Utility
Operations have been procured on terms and conditions comparable to the most
favorable terms and conditions reasonably available in the relevant market, which
shall include a showing that comparable goods or services could not have been
procured at a lower price from qualified non-Affiliate sources or that Duke Power
could not have provided the services or goods itself on the same basis at a lower cost,
To this end, Duke Power must conduct periodic market price studies for goods and
services it receives from Duke Energy Corporation, Duke Energy Shared Services,
another Affiliate, or a Nonpublic Utility Operation.
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()  Duke Power shall have the burden of proving that all goods and services provided to
Duke Energy Shared Services, Duke Energy Corporation, another Affiliate, or a
Nonpublic Utility Operation have been provided on the terms and conditions
comparable to the most favorable terms and condilions reasonably available in the
market, which shall include a showing that such goods or services have been provided
at the higher of cost or market price. To this end, Duke Power shall conduct periodic
market price studies for goods and services provided to Duke Energy Corporation,
Duke Energy Shared Services, another Affiliate, or a Nonpublic Utility Operation.

(d)  The evaluation of providers of goods and services and the comparison of goods and
services to Market Value required by the Regulatory Condition may take into
consideration qualitative as well as quantitative factors. To the extent that comparable
goods or services provided to Duke Power or by Duke Power are not commerciaily
available, this Regulatory Condition shall not apply.

For the purposes of North Carolina retail accounting, reporting, and ratemaking, the
Commission may, after appropriate notice and hearing or other appropriate opportunity for
Duke Power to be heard, issue future orders relating to Duke Power's cost of service as the
Commission may determine is necessary to ensure that Duke Power’s opetations and
transactions with its Affiliates and Nonpublic Utility Operations are consistent with the
Regulatory Conditions and Cede of Conduct approved by the Commission, and with any
other applicable decision of the Commission,

With fegard to goods and services provided by Duke Power to Duke Energy Corporation,
other Affiliates, or the Nonpublic Utility Cperations, and to goods and services, including
Shared Services, provided to Duke Power by Duke Energy Shared Services, Duke Energy
Corporation (should Duke Energy Corporation be allowed to provide any such goods or
services), any other Affiliate, or any Nonpublic Utility Operation, the following conditions
shall apply:

(@  No later than 60 days prior to the expected close of the Merger, Duke Power shall file
pursuant to G.S. 62-153 final forms of service agreements that authorize the provision
and receipt of non-power goods or services between and among Duke Power, its
Affiliates or Nonpublic Utility-Operations, the list(s) of goods and services it intends
to take from Duke Energy Shared Services, and the basis for the determination of such
list(s) and election of such services. All such lists that involve payment of fees or
other compensation by Duke Power shall require acceptance and authorization by the
Commission, and shall be subject to any other Commission action required or
authorized by North Carolina law and the Rules and orders of the Commission.

()  No later than 30 days after such filing, the Public Staff shall file its response to Duke
Power’s filing, which shall include a recommendation as to how the Commission
should proceed. If no Commission order is issued by the close of the Merger, Duke
Power may operate on an interim basis, subject fo ongoing Commission review,
pursuant to the agreements as filed and make payments, subject to refund, as provided
for therein,
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The services rendered by Duke Power to its Affiliates and Nonpublic Utility
Operations and the services received by Duke Power from its Affiliates and Nonpublic
Utility Operations pursuant to these agreements, the costs and benefits assigned or
allocated in connection with such services, and the determination or calculation of the

‘bases and factors utilized to assign or allocate such costs and benefits, as well as Duke

Power’s compliance with its Commission approved-Code of Conduct and all
Regulatory Conditions placed upon it by the Commission, shall remain subject to

‘ongoing review. These agreements shall be subject to any Commission action required

or authorized by North Carolina law and the Rules and orders of the Commission,

No later than one month after the closing date of the Merger, Duke Power shall file
with the Commission all newly-created cost allocation manuals (CAMs) and revisions
to existing CAMs, inciuding CAMs related to Shared Services provided by Duke
Energy Shared Services. The CAMs referred to herein are those intended fo govemn
the assignment and allocation of direct, indirect, and other costs associated with goods
and services (i) provided by Duke Power to Duke Energy Corporation, Duke Energy
Shared Services, other Affiliates, and the Nonpublic Utility Operations, or (ii) by those
entities to Duke Power and to each other (to the extent they may affect Duke Power’s
cost of service to its North Carolina retail electric Customers) and shall include a full
description thereof, including a detailed review of common costs to be allocated and
allocation factors to be used. The following additional provisions shall apply:
iy The CAM(s) shall be updated annually, and the revised CAM(s) shall be filed
with the Commission no later than March 31 of the year that the CAM(s) are to
be in effect. Duke Power shall review allocation factors every two years, and the
result of such review shall be filed with the Commission; and
(i) Interim changes shall be made to the CAM(s), if and when nrecessary, and shall
be filed with the Commission. No changes shall be made to the cost allocations,
cost allocation methodologies, or related accounting entries. associated with
goods and services (including Shared Services provided by Duke Energy Shared
Services) provided to or by Duke Energy Corporation, other Affiliates, and the
Nonpublic Utility Operations until Duke Power has given 15 days notice to the
Commission of the proposed changes.

No later than 30 days after the closing date of the Merger, Duke Power shall file with
the Commission pursuant to G.S. 62-153 the lisi(s) of goods and services (1) it intends
to offer to Duke Energy Corporation, Duke Energy Shared Services, other Affiliates,
and the Nonpublic Utility Operations, and (2} it intends to take from Duke Energy
Corporation, other Affiliates, and the Nonpublic Utility Operations (excluding Shared
Services provided by Duke Energy Shared Services, which are required to be filed
pursuant to subsection (a) above), and the basis for the determination of such list(s)
and election of such services. All such lists that involve payment of fees or other
compensation by Duke Power shall require acceptance and authorization by the
Commission, and shall be subject to any other Commission action required or
authorized by North Carolina law and the Rules and orders of the Commission. The
following additional provisions shall apply:
{i) The list(s) of goods and services, including the list required by subsection (a)
above, shall be updated annually, and the revised lisi(s) shall be filed with the
Commission no later than March 31 of the year that they are to be in effect; and
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(i) Interim changes shall be made to the list{s) of goods and services, if and when
necessary, and shall be fifed with the Commission. No changes shall be made to
the list(s) of goods and services until Duke Power has given 15 days notice io the
Commission of the proposed changes.

()  With respect to interim changes to the CAM(s) or the list(s) of goods and services, for
which 15 days notice to the Commission is required, the following procedures shall
apply: Before the end of the notice period, the Public Staff shall file a response and
make a recommendation as to how the Commission should proceed. If the
Commission has not issued an order within 30 days of the end of the notice period,
Duke Power may proceed with the changes but shall be subject to any fully
adjudicated Commission order on the matter,

(g The advance notice provisions of Regulatory Condition No. 59(b) do not apply to any
of the filings made pursuant to this condition.

(b}  The Service Agreements, the CAM(s) and the assignments and allocations of costs
pursuant thereto, the biannual allocation factor reviews, the list(s) and the goods and
services provided pursuant thereto, and the changes to these documents shall be
subject to ongoing Commission review, and Commission action if appropriate:

Notwithstanding any of the provisions contained in these Regulatory Conditions, to the éxtént
the allocations adopted by the Commission when compared to the allocations adopted by the
other State commissions with ratemaking authority as to a Utility Affiliate of Duke Power
result in significant trapped costs related to *non- -power goods or administrative or
management services provided by an associate company organized specifically for the
purpose of providing such goods or services to any public utility in the same holding company
system,” including Duke Power, Duke Power may, after the effective date of the Energy
Palicy Act of 2005 (PUHCA 2005), request pursuant to Section 1275(b) of Subtitle F in Title
XII of PUHCA 2005 that the FERC “review and authorize the allocation of the costs for such.
goods and services to the extent relevant to that associate company.” Such review and
authorization shall have whatever effect it is determined to have under the law. The quoted
language in this condition is taken directly from Section 1275(b) of Subtitle F in Title XII of
PUHCA 2005. The terms “associate company” and “holding company system” are defined in
Sections 1262(2) and 1262(9), respectively, of Subtitle F in Title XII of PUHCA 2005 and
have the same meamngs for purposes of this condition:

Transactions between Duke Power and Duke Energy Corporation, other Affiliates, or the
Nonpublic Utility Operations, and other transactions among Affiliates if such transactions are
reasonably likely to have a significant Effect on Duke Power’s Rates or Service, shall be
reviewed at least annually by Duke Energy Corporation’s interhal auditors. To the extent
extemnal audits of the transactions are conducted, Duke Power shall make available such
audits for review by the Public Staff and the Commission. Duke Power shall make available
for review by the Public Staff and the Commission all workpapers relating to internal audits
and all other intemal audit workpapers, if any, related to affiliate transactions, and shall not
oppose Public Staff and Commission requests to review relevant external audit workpapers.
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For North Carolina retail electric cost of service/ratemaking purposes, Duke Power electric
system costs shall be assigned or allocated among retail and wholesale jurisdictions based on
reasonable and appropriate cost causation principles. Assignment or allocation of costs to the
North Carolina retail jurisdiction shall not be adversely affected by the manner and amount of
recovery of electric system costs from the Catawba Joint Owners as a result of agreements
between Duke Power and the Catawba Joint Owners. For cost of service/ratemaking purposes,
North Carolina retail ratepayers will be held harmless from any cost assignment or allocation
of costs resulting from the agreements between Duke Power and the Catawba Joint Qwners.

Neither Duke Power, Duke Energy Corporation, any other Affiliate, nor a Nonpublic Utility
Operation shall assert that any interested party is prohibited from seeking the inclusion in
future rate proceedings of cost savings that may be realized as a result of the Merger.

Direct expenses associated with costs to achieve the Merger shall be exciuded from retail cost
of service for ratemaking purposes, Duke Power shall bear the burden of proof to
demonstrate in its first rate case after closing of the Merger that any capital costs, such as
system integration costs, associated with costs to achieve the merger that Duke seeks to
recover from the North Carolina retail customers are to the benefit of North Carolina retail
customers. The North Carolina portion of costs to achieve merger savings shall be reflected in
Duke Power's North Carolina ES-1 report as recorded on its books and records under
generally accepted accounting principles. To the extent a one-year rate decrement is
approved, the rate decrement's impact may be spread evenly over five years in the ES-1
report, commencing with the date the rate decrement is implemented. However, Duke Power
shall include as 2 footnote in the ES-1 report the merger related costs to achieve that were
expensed during the relevant period. If the merger is not consummated, neither the cost of
any termination payment nor the receipt of a termination payment between Duke Energy and
Cinergy shall be allocated to Duke Power's books. Nor shall Duke Power’s North Carolina
retail customers otherwise bear any direct expenses or costs associated with a failed merger.

The revenues from certain Duke Power electric utility wholesale transactions are (a) assigned
or allocated in part to Duke Power’s North Carolina retail operations and (b) treated in part as
a credit to jurisdictional fuel expenses in Duke Power's annual North Carolina retail fuel
proceedings. To the extent commitments to Duke Power’s wholesale customers relating to
the Merger are made by or imposed upon Duke Power, the effects of which serve to
(a) decrease the net bulk power revenues ordered to be shared by the Commission in Docket
No. E-7, Sub 751, (b) increase the North Carolina retail cost of service, or (c) increase Notth
Carolina retail fitel costs under reasonable cost assignment and allocation practices approved
or allowed by the Commission, those effects shall not be recognized for North Carolina retail
cost of service or ratemaking purposes.

To the extent that other such commitments are made by or imposed upon Duke Power, Duke
Energy Corporation, another Affiliate, or a Nonpublic Utility Operation relating to the
Merger, either through an offer, a settlement, or as a result of a regulatory order, the effects of
which serve to increase the North Carolina retail cost of service or North Carolina retail fuel
costs under reasonable cost allocation practices, the effects of these commitments shall not be
recognized for North Carolina retail ratemaking purposes.
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Any acquisition adjustment that results from the Merger shall be excluded from Duke Power’s
utility accounts and treated for regulatory accounting, reporting, and ratemaking purposes so

that it does not affect Duke Power’s North Carolina retail electric rates and charges.

Duke Power, Duke Energy Corporation, the other Affiliates, and all of the Nonpublic Utility
Operations shall take all such actions as may be reasonably necessary and appropriate to hold
North Carolina retail ratepayers harmless from effects of the Merger, including rate increases
or foregone opportunities for rate decreases, and ather effects otherwise adversely impacting
North Carolina retail customers. '

Duke Power’s North Carolina retail customers shall be held harmless from all current and
prospective liabilities of Cinergy Corp. and its subsidiaries including, but not limited to, the
litigation involvirig manufactured gas plant sites, asbestos claims, environmental compliance,
pensions and other employee benefits, and taxes.

Duke Power shall file an annual report of affiliated transactions with the Commission in the
format prescribed by the Commission in Docket No. E-7, Sub 694. The report shall be filed
on or before May 30 of each year, for activity through December 31 of the preceding year.

- Changes may be made, if and when deemed necessary, to the required affiliated transaction

reporting requirements and submitted to the Commission for approval.

Periodic comprehensive third-party independent audits of the affiliate transactions undertaken
pursuant to the affiliate agreements filed in this docket (as subsequently re-filed in accordance
with Regulatory Condition No. 20 and allowed to go into effect by the Commission) shall be
conducted no less often than every two years. The independent auditor shall have sufficient
access to the books and records of Duke Power, Duke Energy Corporation, other Affiliates,
and all of the Nonpublic Utility Operations to perform the audits. The scope of the audits shall
include Duke Energy Corporation’s and Duke Power's compliance with all conditions ordered
herein concerning affiliate company transactions, including the propriety of the transfer pricing
of goods and services between and/or among Duke Power and its affiliates, that is,
Duke Energy Corporation, other Affiliates, and all of the Nonpublic Utility Operations.
Duke Power and the Public Staff shall confer and jointly identify one or more proposed
independent auditors. Other parties shall have an opportunity to comment and propose
additional auditors. Selection of the independent auditor shall be made by the Commission.
The independent auditor shall be supervised in its duties by the Public Staff. Not later than
60 days after consummation of the Merger, the Public Staff shall file a recommendation with
the Commission as to how and when the first independent audit should be commenced. Duke
Energy Corporation shall bear the cost of the audits, and all such costs shall be excluded from
Duke Power"s utility accounts, except to the extent that reasonable assignments or allocations
of such audit costs may be included in the transfer prices charged to Duke Power for goods and
services provided to it by Duke Energy Corporation, other Affiliates, and all of the Nonpublic
Ultility Operations; provided however, that such transfer prices, individually, shall not exceed
prices determined in strict compliance with all other Regulatory Conditions and the Code of
Conduct as prescribed herein. The appropriateness of the assignment or allocation of the cost
of the audits to utility accounts in the manner described above, if any, shall be subject to
review in subsequent ratemaking proceedings. The auditor’s reports shall be filed with the
Commission. Duke Power may request a change in the frequency of the audit reports in future
years, subject to approval by the Commission. Duke Energy Corporation shall endeavor to
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coordinate the various state affiliate transaction audits. To the extent separate third-party
independent audits continue to be performed in the other states, Duke Power shall provide the
reports of those audits to the Public Staff and the Commission.

Duke Power shall track its actual net merger savings for the five-year period beginning
immediately subsequent to consummation of the Merger and submit quarterly reports
delineating the actual net benefits derived therefrom with respect to its North Carolina retail
operations.  Said reports shall include explanations of the methodologies, assumptions,
Jjudgments, and estimates, if any, on which the reports are based. Copies of the workpapers
setting forth the calculations of the net merger savings shall also be provided. These reports
shall be verified by either the Chief Executive Officer, a senior-level financial officer, or the
responsible accounting officer of Duke Power and shall be provided in conjunction with Duke
Power’s quarterly NCUC ES-I Reports. The Public Staff is hereby requested to investigate,
verify, and assess the reports required in this regard and submit an annual report to the
Commission setting forth its findings and recommendations. It is further requested that the
Public Staff’s annual report be submitted on or before June 1% with respect to Duke Power’s
quarterly reports for the preceding calendar year,

Within six months after the closing date of the Merger, Duke Power shall file with the
Commission revisions to its electric cost of service manual to reflect any changes to the cost
of service determination process made necessary by the Merger, any subsequent alterations in
the organizational structure of Duke Power, Duke Energy Corporation, other Affiliates, or the
Nonpublic Utility Operations, or other circumstances that necessitate such changes.

CODE OF CONDUCT

Duke Power, Duke Energy Corporation, the other Affiliates, and the Nonpublic Utility
Operations shall be bound by the Code of Conduct approved by the Commission in Docket
No. E-7, Sub 795, and as it may subsequently be amended.

FINANCE/CORPORATE GOVERNANCE

Duke Energy Corporation shall maintain its books and records so that any. net equity
investment in Cinergy Corp. or its subsidiaries (or their successors) by Duke Energy
Corporation or any of its Affiliates can be identified and made available on an ongoing basis,
This information shall be provided to the Public Staff upon its request.

‘Duke Energy Corporation and Duke Power shail keep their respective accounting books and

records in a manner that will allow all capital structure components and cost rates of the cost
of capital to be identified easily and clearly for each entity on a separate basis. This
information shall be provided to the Public Staff upon its request.

Duke Power shall keep its books and records so that the amount of Duke Energy
Corporation’s equity investment and member’s equity in Duke Power can be identified and
made available upon request on an ongoing basis. This information shall be provided to the
Public Staff upon request.

Effective upon consummation of the merger and beginning with the quarterly report due for
the first 12-month reporting period beginning concurrent therewith or subsequent thereto,
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whichever shall first occur, Duke Power shall begin transitioning to its actual capital strueture
for purposes of calculating and reporting its quarterly North Carolina retail jurisdictional
earnings in its NCUC ES-1 Reports to the Commission. Said transition shall be accomplished
by use of a consistent, uniform, systematic approach applied on a quarterIy basis such that
exclusive use of the Company’s actual capital structure will be fully phased in and reﬂected in
the Company’s NCUC ES-1 Report for the 12-month period ending June 30, 2007.! Once
fulty phased in, the information to be submitted as part and parcel of, or in conjunction with,
the NCUC ES-1 Reports shall include, among other things, a calculation of the 13-month
average actual capital structure utilized in such reports, with the individual capital
components (long-term debt, member’s and/or common equity, etc.) on a total-company-basis
shown separately and in total. NCUC ES-1 Reports filed by Duke Power during the phase-in
shall clearly disclose and reflect the methodology employed by Duke Power in calculating the
13-month average capital structure utilized therein. In recognition of the change in its
organizational structure that will result upon consummation of the merger, Duke Powet shall,
following the merger, continue o provide tothe Commission and/or the Public Staff all
financial and operational information which is currently being provided on an ongeing basis
by Duke Energy Corporation. Duke Power shatl base such reports primarily on the corporate
entity Duke Power.

As part of its NCUC ES-1 Reports, Duke Power shall also include a schedule of any capital
contribution(s) received from Duke Energy Corporation in the applicable calendar quarter.
The same requirements set forth above shall also apply to NCUC ES-1 Quarterly reports filed
for Nantahala Power & Light Company subsequent to consummation of the merger.

To the extent the cost rates of any of Duke Power’s long-term debt (more than one year) or
short-term debt (one year or less) are or have been adversely affected, through a ratings
downgrade or otherwise, by the Merger, a replacement cost rate to remove the effect shall be
used for all purposes affecting any of Duke Power’s retail rates and charges. This
replacement cost rate shall be applicable to all financings, refundings, and refinancings taking
place following the change in ratings. This procedure shall be effective through Duke
Power’s next general rate case. As part of Duke Power’s next general rate case, any future
procedure reiating to a replacement cost calculation will be determined. This condition does
not indicate a preference for a specific debt rating for Duke Power within the intended
investinent grade range provided for in Reguiatory Condition No. 43 on current or prospective
bases.

Within 90 days from the date of redemption of current Duke Energy Corporation’s preferred
stock, announced via a press releass dated November 14, 2005, Duke Energy Corporation or
Duke Power shall file a report with the Commission identifying the source(s) of funds used to
execute the redemption and describing all costs, fees, etc., that are associated with the
redemption.

Duke Power shall identify as clearly as possible long-term debt (of more than one year's
duration) that it issues in connection with its regulated utility operations and capital
réquirements or to replace existing debt.

! This phase-in requirement is not, and should not be construed to be, a precedent or otherwise determinative

with respect to the capital structure zppropriate for use in determining the test-year cost of service for purposes of sefting
rates prospectively in the context of any fiture general rate case proceeding for Duke Power.
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With respect to all proposed financing transactions, the following shall apply:

(@)

(b)

For all types of financings for which Duke Power (or its subsidiaries, if any) are the
issuers of the respective securities, Duke Power (or its subsidiaries, if any) shall
request approval from the Commission to the extent required by G.S. 62-160 through
G.S. 62-169 and Commission Rule R1-16. Generally, the format of these filings
should be consistent with past practices. A “shelf registration” approach (similar to
Docket No. E-7, Sub 727) may be requested.

For all types of financings by Duke Energy Corporation, other than short-term debt as
deseribed in G.8. 62-167, the following shall apply:

6}

(ii)

(iif)

(iv)

)

On or before January 15 of each year, Duke Energy Corporation shall file with
the Commission and serve on the Public Staff an advance confidential plan of
all securities issuances that are anticipated to occur during that calendar year,
For 2006, an advance confidential plan shall be {iled as soon as possible after
the merger is consummated. The annual confidential plan shall include a
description of all financings that Duke Energy Corporation reasonably believes
may occur during the applicable calendar year. A description for each
financing shall include the best estimates of the following: type. of security;
estimate -of cost rate (e.g., interest rate for debt); amonnt of proceeds; brief
description of the purpose/reason for issue; and amount of proceeds, if any,
that may flow to Duke Power.

If at any time material changes to the financing plans included in the filed plan
appear likely, Duke Energy Corporation shall file a revised 30-day advance
confidential plan that specifically addresses such changes with the Commission
and serve such notice on the Public Staff.

At the time of the confidential plan filings identified above, Duke Energy
Corporation shall also file a non-confidential notice that states that a
confidential plan has been filed in compliance with Regulatory Condition
No. 41.

Duke Energy Corporation may proceed with equity issuances upon the filing of
the confidential plan. However, actual debt issuances shall not occur until 30
days after the advance-confidential plan or revised plans are filed. In the event
it is not feasible for Duke Energy Corporation to file a revised advance
confidential plan for a material change 30 days in advance, such plan shall be
filed by a date that allows adequate time for review or a debt issuance shall be
delayed to allow such review.

Within 15 days after the filing of an advance confidential plan or revised plan,
the Public Staff shall file a confidential report with the Commission with
respect to whether any debt issuances require approval pursuant to G.S. 62-160
through G.S. 62-169 and Commission Rule R1-16 and shall recommend that
the Commission issue an order deciding how to proceed. Duke Energy
Corporation shall have seven days in which to respond to the report. If the
Commission determines that any debt issuance requires approval, the
Commission shall issue an order requiring the filing of an application and no
issuance shall occur until the Commission approves the application. If the
Commission determines that no debt issuance requires approval, the
Commission shall issue an order so ruling. At the end of the notice period,

264 -



42.

43.

44,

45.

46.

ELECTRIC - MERGER

Duke Energy Corporation may proceed with the debt issuance, but shall be
subject to any fully adjudicated Commission order on the matter; provided,
however, that nothing herein shall affect the applicability of G.S. 62-170 or
other similar provision to such securities or obligations,

(vi)  On or before April 15 of each year, Duke Energy Corporation shall file with
the Commission a report on all financings that were executed for the previous
calendar year. The actual reports should include the same information as
required above for the advance plans plus the actual issuance costs.

{0  Ifafiling with the Securities and Exchange Commission or other federal agency will
be made in connection with a securities issuance, the notice shall describe such
filing(s) and indicate the approximate date on which it would occur.

(d)  All securities issuances or financings that are associated with a merger, acquisition, or
other business combination shall be filed in conjunction with the information
requirements and deadlines stated in Regulatory Condition No. 54.

(e)  The advance notice provisions of Regulatory Condition No. 59(b) do not apply to any
of the filings made pursuant to this condition.

These conditions do not supersede any orders or directives of the Commission regarding the
issuance of specific securities by Duke Power or Duke Energy Corporation. The approval of
the Merger by the Commission does not restrict the Commission’s right to review, and by
order to adjust, Duke Power’s cost of capital for ratemaking purposes for the effect(s) of the
securities-related transactions associated with the Merger.

Duke Power shall manage its business with the intention of maintaining an investment grade
debt rating on all of its rated debt issuances with all of its debt rating agencies. If Duke
Power’s debt rating falls to the lowest level still considered investment grade at the time,
Duke Power shall provide notice to the Commission and Public Staff within five (5} days of
such change and an explanation as to why the downgrade occurred. Within 45 days of such
notice, Duke Power shall meet with the Commission and the Public Staff and provide
information regardmg the steps it intends to take to maintain and improve its debt rating, The
advance notice provisions of Regulatory Condition No. 59(b) do not apply to this Condition.

Duke Energy Corporation and Duke Power shall ensure that Duke Power has sufficient access
to equity and debt capital to enable Duke Power to adequately fund and maintain its current
and future generation, transmission, and distribution systems and ctherwise meet the service
needs of its customers at a reasonabie cost.

Duke Power shall limit cumulative distributions paid.to Duke Energy Corporation subsequent
to the Merger to (i) the amount of Retained Earnings on the day prior to the closure of the
Merger, plus (ii) any future eamings recorded by Duke Power subsequent to the Merger.

Duke Power shall not invest in a non-regulated utility asset or any non-utility business venture
exceeding $50 million dollars in purchase. price or gross book value to Duke Power unless it
provides 30 days’ advance notice, to which the advance notice provisions of Regulatory
Condition No. 59(b) shall apply. Purchases of assets, including fand, that will be held with a
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definite plan for future use in providing Electric Services in Duke Power’s franchise area shall
be excluded from this advance notice requirement.

By April 15 of each year, Duke Energy Corporation shall provide to the Commission and the
Public Staff a report summarizing Duke Energy Corporation’s investment in exempt
wholesale generators (EW(Gs) and foreign utility companies (FUCOs) in relation to its-level of
consolidated retained earnings and consolidated total capitalization at the end of the preceding
year. Exempt wholesale generator and foreign utility company are defined in Section 1262(6)
of Subtitle F in Title XII of PUHCA 2005 and have the same meanings for purposes of this
condition, .

Duke Power shall borrow short-termn funds in the financial markets or through the “Utility
Money Pool Agreement” (Utility MPA), provided that the Utility MPA (a) is modified to
exclude Tri-State Improvement Company; and (b) continues to provide that no loans through
the Utility Money Pool will be made to, and no borrowings through the Utility Money Pool
will be made by, Duke Energy Corporation and Cinergy Corporation. If, afier December 31,
2008, certain of The Cincinnati Gas & Electric Company’s generation assets are not dedicated
to serving retail load in its service territory and are not subject to the rate stabilization plan (as
approved in Case 03-93-ATA) or traditional regulation, then Duke Power shall obtain
Commission approval to continue to participate in the Utility MPA. Duke Power shall acquire
its long-term debt funds through the financial markets, and shall neither borrow from nor lend
to, on 4 long-term basis, Duke Energy Corporation or any of its other Affiliates. To the extent
that Duke Power borrows on short-term or long-term bases in the financial markets and it is
feasible to obtain a debt rating, its debt shall be rated under its own name.

Duke Energy Corporation shall comply with New York Stock Exchange Listing Standards
with respect to the composition of its Board of Directors.

Duke Energy Corporation shall notify the Commission subsequent to Board approval and as
soon as practicable following any public announcement of any investment in a regulated or
non-regulated business representing five (5) percent or more of Duke Energy Corporation’s
market capitalization. The advance notice provisions of Regulatory Condition No. 59(b) do
not apply to this Condition.

If an Affiliate of Duke Power experiences a default on an obligation that is material to Duke
Energy Corporation or files for bankruptcy, and such bankruptcy is material to Duke Energy
Corporation, Duke Power shall notify the Commission in advance, if possible, or as soon as
possible, but not later than ten days from such event. The advance notice provisions of
Regulatory Condition No. 59(b) do not apply to this Condition.

By March 31 of the first calendar year following the close of the Merger and each March 31
thereafier, Duke Power shall file an annual report in the format provided hereinafter. Duke
Power and the Public Staff shall meet and reach agreement as to the list of Affiliates for
purposes of this Annual Report that constitute Significant Affiliates and Duke Power shall file
this list with the Commission. In the event the Public Staff and Duke Power are unable to
reach agreement within a reasonable time, both shall file their proposed lists and-submit the
unresolved issues to the Commission for resolution. Thereafter, the list shall be updated as
appropriate on an annual basis.
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ANNUAL REPORT ON CORPORATE
GOVERNANCE AND FINANCE

Report for Duke Power Company, LLC,
Year Ending December 31, .

1. Provide a complete, detailed organizational chart that identifies Duke Power and
each Significant Affiliate, including major groups and departments. State the
business purpose of each company and each major group and each department
within each company. Changes from the report for the immediately preceding

- year shall be summarized at the beginning of the report.

2, Identify all Significant Affiliates that are considered to constitute non-regulated
investments and provide each company’s total capitalization, the percentage it
represents of Duke Energy Corporation’s total non-regulated ‘investments, and
the percentage it represents of Duke Energy Corporation’s total investments.
Changes from the report for the immediately preceding year shall be summarized
at the beginning of the report.

3 Provide an assessment of the risks that each unregulated Significant Affiliate
could pose to Duke Power based upon current business activities of those
affiliates and any contemplated-significant changes to those activities.

4. Provide a description of Duke Power’s and each Significant Affiliate’s actual
capital structure. In addition, describe Duke Energy Corporation’s and Duke
Power’s goals for Duke Power’s capital structure and plans for achieving such
goals.

5. Provide a complete description of all protective measures (other than those
provided for by the Regulatory Conditions adopted in Docket No. E-7, Sub 795)
in effect between Duke Power and any of its Affiliates and a description of how
each measure operates. This should include, but not be limited to, mitigation of "
Duke Power’s exposure in the event of a bankruptey proceeding involving any
affiliate(s). '

6. Provide a list of corporate officers and other key personnel that are shared
between Duke Power and any Affiliate, along with a description of each person’s
position(s) with, and duties and responsibilities to each entity.

7. Provide a calculation of Duke Energy Corporation’s total market capitalization
as of December 31 of the preceding year.for common equity, preferred stock,
and debt.

The cost of capital conditions included herein shall also apply to Duke Power’s determination
of its maximum allowable AFUDC rate, the rate of return applied to any of Duke Power’s
deferral accounts and regulatory assets and liabilities that accrue .a return, and any other
component of Duke Power’s cost of service impacted by the cost of debt.
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Duke Power shall carry forward to its post~merger balance sheet, among other things, the
balances, without adjustment(s), in all accounts of the following nature: regulatory liability;
deferred credit, including deferred income tax; reserve; valuation; and over-accrued lability
accounis, if any, applicable and/or reasonably attributable to Duke Energy’s regulated electric
utility operations which existed prior to consummation of the merger. Further, Duke Energy
shall promptly, where appropriate, distribute to Duke Power any and all payments, refunds,
dividends, other distributions, etc., received by Duke Energy subsequent to the merger that
have arisen from and/or are attributable to payments, distributions, etc., having been made by
its regulated electric utility operations prior to the merger, including such funds recelved asa
result of retrospective and/or other insurance plans.

FUTURE PROFOSED MERGERS

For all proposed mergers, acquisitions, or other business combinations invelving Duke
Energy Corporation, Duke Power, other Affiliates, or the Nonpublic Utility Operations, the
following conditions shall apply;

(a)  For any proposed merger, acquisition, or other business combination by or affecting
Duke Power, Duke Power shall file an application for approval pursuant to
G.5.62-111(a) at least 180 days before the proposed closing date for such merger,
acquisition, or other business combination.

{(b)  For any proposed merger, acquisition, or other business combination that is believed
not to affect Duke Power but which invalves Duke Energy Corporation, other
Affiliates, or the Nonpublic Utility Operations and which has a transaction value
exceeding $1 billion:

()  Advance notification shall be filed with the Commission at least 90 days prior
to the proposed closing date for such proposed merger, acquisition or other
business combination. The advance notification is intended to provide the
Commission an opportunity to-determine whether the proposed merger,
acquisition, or other business combination is reasonably likely to affect Duke
Power 50 as to require approval pursuant to G.S..62-111(a). The notification
shall contain sufficient information to enable the Commission to make such a
determination. If the Commission determines that such approval is required,
the 180-day advance filing requirement in subsection (a), above, shall not
apply.

(i)  Any interested party may file comments within 45 days of the filing of the

. advance notification.

{iif)  If timely comments are filed, the Public Staff shall place the matter on a
Commission Staff Conference agenda as soon as possible, but in no event later
than 15 days after the comments are filed, and shall recommend that the
Commission issue an order deciding how to proceed. If the Commission
determines that the merger, acquisition, or other business combination requires
.approval pursuant to G.S. 62-111(a), the Commission shall issue an order
requiring the filing of an application, and no closing can occur until and unless
the Commission approves the proposed merger, acquisition, or business
combination. If the Commission determines that the merger, acquisition, or
other business combination does not require approval pursuant to
G.8. 62-111(a), the Commission shall issue an order so ruling. At the end of
the notice period, if no order has been issued, Duke Energy Corporation, any
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other Affiliate, or the Nonpublic Utility Operation may proceed with the
merger, acquisition, ot other business combination but shall be subject to any
fully-adjudicated Commission order on the matter.

(iv)  The advance notice provisions of Regulatory Condition No. 59(b} do not apply
to any of the filings made purseant to this Cendition.

STRUCTURE/ORGANIZATION

Duke Power shall file notice with the Commission 30 days prior to the initial transfer or any
subsequent transfer of any services, functions, departments, employees, rights, obligations,
assets, or liabilities from Duke Power to Duke Energy Shared Services, Duke Energy
Corporalicn, another Affiliate, or a Nonpublic Utility Operation that potentially would have a
significant effect on Duke Power’s public utility operations. The advance notice provisions of
Regulatery Condition No. 59(b} apply to this Condition.

The benefits, costs, and associated risks of the Merger and the operation of Duke Power under
2 holding company structure shall continue to be subject to Commission review. To the
extent the Commission has authority under North Carolina law, it may order lawful
modifications to the structure or operations of Duke Energy Corporation, Duke Energy Shared
Services, another Affiliate, or a Nonpublic Utility Operation, and to take whatever action the
Commission deems necessary to protect Duke Power’s North Carolina retail customers,
including, but not limited to, modifications necessary to address changes in the electric

industry.

Druke Power shall meet and consult with, and provide requested relevant data to, the Public
Staff, at least semiannually through 2010, unless there is agreement between Duke Power and
the Public Staff that no meeting is necessary, regarding plans for significant changes in Duke
Power’s or DukeEnergy Comporation’s organization, structure (including RTO
developments), -and activities; the expected or potential impact of such changes on Duke
Power’s retail rates, operations and service; and proposals for assuring that such plans do not
adversely affect Duke Power’s North Carolina retail electric customers. To the extent that
proposed significant changes are planned for any Affiliate’s or Nonpublic Utility Operation’s
organization, structure, or activities, then Duke Power’s plans and proposals for assuring that
those plans do not adversely affect its customers must be included in these meetings. Duke
Power or the Public Staff may initiate meetings more frequently if significant events or other
changes require. Duke Power shall inform the Public Staff promptly of any such events and
changes.

Duke Power shall provide to the Public Staff, 30 days prior to finalization, the Tax Sharing
Apgreement, any plans to consolidate Duke Energy Corporation’s and Cinergy Corp.’s
employee benefit plans, and any other similar agreements and plans.

PROCEDURES
Except to the extent a condition, Commission order, rule, or statute specifically provides

otherwise, the following procedures shall apply with respect to all filings made pursuant to
these Regulatory Conditions:
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All filings pursuant to the Regulatory Conditions shall be made as follows:

(i)
(i)

Regulatory Condition filings that do not involve advance notices shall be made
in Docket No. E-7, Sub 795A.

Each filing for which the Regulatory Conditions require an advance notice
shall be assigned a new, separate Sub docket. Such a filing shall state what
condition and notice period are involved and whether other regulatory
approvals are required and shall be in the formal of a pleading, with a caption,
a title, allegations of the activities to be undertaken, and a verification.
Advance notices may be filed under seal if necessary.

The following additional procedures shall apply to all advance notices filed pursuant
to Condition Nos. I, 3, 7(b), 10, 46, and 55:

(i)

(if)

(ii})

(iv)

v)

()

(vii)

Advance notices of activities to be undertaken shall not be filed until sufficient
details have been decided upon fo allow for meaningful discovery as to the
proposed activities.

The Chief Clerk shall distribute a copy of advance notice filings to each

Commissioner and to appropriate members of the Commission Staff and

Public Staff.

Duke Power shall serve such advance notices on each party to Docket No. E-7,
Sub 793, that has filed a request to receive them with the Commission within
30 days of the issuance of an order approving the Merger in this docket. These
parties may participate in the advance notice proceedings without petitioning
to intervene. Other interested persons shall be required to follow the
Commission’s usual intervention procedures.

To effectuate this Regulatory Condition, Duke Power shall serve pertinent
information on all parties at the time it serves the advance notice. No later
than 90 days after the closing date of the Merger, Duke shall have solicited
input from the parties to Docket No. E-7, Sub 795, and shall have developed
and circulated to those parties lists of pertinent information to be provided in
each type of advance notice proceeding. Should Duke and any party not agree
as to the adequacy of these lists, they shall take the matter to the Commission
for resolution. During the advance nofice period, a free exchamge of
information is encouraged, and parties may request additional relevant
information. If Duke Power objects 1o a discovery request, Duke Power and
the requesting party shall try to resolve the matter, If the parties are unable to
resolve the matter, Duke Power may file a motion for a protective order with
the Commission.

The Public Staff shall investigate and file a response with the Commission no .
later than 15 days before the notice period expires. Any other interested party
may also file a response within the notice peried. Duke Power may file a reply
1o the response(s).

The basis for any objection to the activities to be undertaken shall be stated
with specificity. The objection shall allege grounds for a hearing, if such is
desired.

If neither the Public Staff nor any other party files an objection to the activities,
no Commission order shall be issued, and the Sub docket in which the advance
notice was filed may be closed.
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(viii) If the Public Staff or any other party files a timely objection to the activities to
be undertaken by Duke Power, the Public Staff shall place the matter on a
Commission Staff Conference agenda as soon as possible, but in no. event
later than two weeks after the objection is filed, and shall recommend that the
Commission issue an order deciding how to proceed as to the objection. The
Commission reserves the right to extend an advance notice peried by order
should the Commission need additional time to deliberate or investigate any
issue. At the end of the notice period, if no order, whether procedural or
substantive, has been issued, Duke Power, Duke Energy Corporation, any
other Affiliate, or the Nonpublic Utility Operation may proceed with the
activity to be undertaken, but shall be subject to any fully-adjudicated
‘Commission ordér on the. matter.

{ix) If the Commission $chedules a hearing on an objection, the party filing the
objection shall bear the burden of proof at the hearing.

(x)  The precedential effect of advance notice proceedings, like most issues of res
Judicata, will be decided on a fact-specific basis.

(xi) If some other Commission filing or Commission approval is required by
statute, notice pursuant to a Regulatory Condition alone does not: satisfy the
statutory requirement.

(xii) Duke Power, the Fublic Staff, or any party may move for a waiver if exigent
circumstances in a particular case justify such.

SERVICE QUALITY

Duke Power shall continue to take steps to implement and further its commitment to
providing superior public utility service. To.the extent the quality of service practices of
Cinergy Corp. or its utility subsidiaries are found to be superior to Duke Power’s, Duke
Power shall make every reasonable effort to incorporate those practices into its own practices
to the extent practicable. Duke Power shall work with the Public Staff (a) to continue td
monitor and improve service quality, and (b) to ensure the service quality indices (e.g.,
SAID], SAIF]) are appropriate and to revise them if and when such revisions are necessary.
Duke Power commits that for a period of five years following the Merger, that it shall advise
the Commission at least annually on the adoption and implementation of best practices at
Duke Power following the completion of the Merger between Cinergy and Duke Energy.

TAX

Under any tax sharing agreement, Duke Power shall not seck to recover from its North
Carolina retail ratepayers any tax costs that exceed Duke Power’s tax liability calculated as if
it were a stand-alone, taxable entity for tax purposes.

The appropriate portion of any income tax benefits associated with Duke Energy Shared

Services shall accrue to North Carolina.retail operations for regulatory accounting, reporting,
and ratemaking purposes. - .
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NANTAHALA

“Until otherwise ordered by the Commission, Nantahala’s retail customers shall continue to

receive the benefits of Nantahala’s historic hydroelectric generating resources.

Until otherwise ordered by the Commission, Nantahala’s retail customers shall continus to be
charged rates based on Nantahala’s own cost of service, separate from that relating to the non-
Nantahala Duke Power service area, Nantahala’s purchased power costs shall continue to be
determined in accordance with the Duke-Nantahala Interconnection Agreement, and stand-
alone Duke Power and Nantahala financial information shall continue to be provided as it has
been prior to the Merger.

GENERAL

In accordance with North Carolina law, the Commission and the Public Staff shall continue to
have access to the books and records of Duke Power, Duke Energy Corporation, other
Affiliates, and the Nonpublic Utility Operations.

Duke Energy Corporation shall make available in Charlotte, North Carolina, all Duke Power
financial books and records.

All previously issued Commission orders applicable prior to the Merger to Duke Energy
Corporation, to Duke Power as a division of Duke Energy Corporation, to Nantahala as an
area or division of Duke Power, or to Nantahala Power and Light Company shall remain
applicable to Duke Power after the Merger, unless superseded by Commission order. Within
30 days of the Commission’s Order approving the Merger, Duke Energy shall file a list of the
conditions imposed by the Commission in Docket Nos. E-7, Subs 557, 596, 694, and 700, as
well as in other dockets, that have not been superceded by these Regulatory Conditions. The
Public Staff and other parties shall have 30 days to file responses. The Commission will then
determine which of the previously approved conditions remain in effect. The advance notice
provisions of Regulatory Condition No. 59(b) do not apply to this Condition.

These Regulatory Conditions are based on the general power and authority granted to the
Commission in Chapter 62 of the North Carolina General Statutes to contro] and supervise the
public utilities of the State. The Regulatory Conditions either (a) constitute specific exercises
of the Commission’s authority, (b) provide mechanisms that enable the Commission to
determine in advance the extent of its authority and jurisdiction over proposed activities of
and transactions involving Duke Power, Duke Energy Corporation, other Affiliates or
Nonpublic Ultility Operations, or (¢) protect the Commission’s jurisdiction from federal
preemption and its effects, Pursuant to these conditions, Duke Power, Duke Energy
Corporation, and other Affiliates waive certain of their federal rights as specified in these
Regulatory Conditions, but do not otherwise agree that the Commission has authority other
than as provided for in Chapter 62. Other than as provided for, or explicitly prohibited, in
these conditions, Duke Energy Corporation, Duke Power, and its Affiliates retain the right to
challenge the lawfutlness of any Commission order issued pursuant to or relating to these
Regulatory Conditions on the basis that such order exceeds the Commission’s statutory
authority under North Carolina law or the other grounds listed in G.S. 62-94(b).
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These Regulatory Conditions are not intended to and do not purport to impose legal
obligations on entities in which Duke Energy Corporation does not directly or indirectly have
a controlling voting interest,

Duke Power, Duke Energy Corporation and its Affiliates may request a waiver of any aspect
of these Regulatory Conditions if exigent circumstances in a particular case justify such by
filing a request for waiver with the Commission for approval.

These Regulatory Conditions shall become effective only upon closing of the Merger.

These Regulatory Conditions are not intended to and do not purport to affect any rights of the
parties to Docket No. E-7, Sub 795, with respect to participation in subsequent proceedings.

RATE REDUCTION, MOST FAVORED NATION CLAUSE, CONTRIBUTION TO

ENERGY- AND ENVIRONMENTAL-RELATED PROGRAMS, . AND RATE
INVESTIGATION

Duke Power.shall implement a one-year across-the-board decrement to rates for the benefit of
its North Carclina retail customers in the amount of $117,517,000. In addition, any fuel-
related savings associated with the Merger shall be flowed through to Duke Power's North
Carolina retail customers pursuant to-G.S. 62-133.2.

Following the approval of the Merger by the state commissions of Kentucky, Ohio, and South
Carolina and approval of the affiliate agreements filed with the Indiana Utility Regulatory
Commission in connection with the Merger, any sharing mechanisms pursuant to which
Merger savings are shared with retail customers in each of these states will be reviewed to
identify the.utility whose electric retail customers will receive the largest percentage of the net
merger savings to be achieved over the first five years after closing of the Merger allocated to
that utility. If the application of that percentage to the net savings allocable to North Carolina
retail would result in a greater savings sharing than that which has been allocated to North
Carolina customers, then the rate reduction described in Regulatory Condition No. 73 for
North Carolina retail customers will be increased to match the application of that percentage
to the net savings allocable to North Carolina retail customers. Application of this
methodology is intended to ensure that North Carolina retail customers receive the benefit of
a “Most Favored Nation” status with regard to the sharing of net merger savings among the
states named above. In no event will the application of the methodology cause North
Carolina retail customers” share of net merger savings to be reduced.

Duike Power shall, as a condition to approval of the Merger, contribute $12,000,000 to various
energy- and environmental-related and economic- and educationally-beneficial programs, said
finds to-be distributed as follows: $6,000,000 to Duke Power’s Share the Warmth, Cooling
Assistance, and Fan-Heat Relief programs; $2,000,000 for conservation and energy efficiency
programs (to be submitted to the Commission for approval), $2,000,000 to the Community
College Grant Fund; and $2,000,000 to NC GreenPower. These contributions shall be made

- by Duke Power on or before June 30, 2006. Such contributions shall not be charged to Duke

Power’s regulated utility operations, but shall be borme by the Company’s shareholders.
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As a condition te approval of the Merger, the North Carolina Utilities Commission shall in
2007, initiate an investigation pursuant to G.S. 62-130{d), 62-133, and 62-136(a) to
determine whether Duke Power’s existing rates and charges are unjust and unreasonable and,
as part of this investigation, shall require Duke Power to either (1) file a general rate case
(including prefiled testimony and exhibits) in North Carolina pursuant to G.S. 62-137 or
(2) show cause in the form of prefiled testimony and exhibits why the Company’s existing
rates and charges should not be found unjust and unreasonable. The test period for this
proceeding shall be the twelve-month period ending December 31, 2006, with appropriate
adjustments. Duke Power shall make its filing, including a Rate Case Information Report -
NCUC Form E-1, not later than June 1, 2007. Any rate changes proposed by Duke Power
shall be proposed to become effective on January 1, 2008. To the extent the $117,517,000
one-year rate decrement flowed through by Duke Power to iis North Carolina retail customers
is deferred, with plams or provisions for amortization over future periods pursuant to
Regulatory Condition No. 25, no portion of such amount, inclrding amortization thereof, will
be eligible for recovery as a component of Duke Power’s North Carolina retail rates set
prospectively following consummation of the Merger. In particular, no allowance for same
will be included in the test-year cost of service developed for purposes of the general rate case
proceeding to be instituted pursuant to this Regulatory Condition; nor will any portion of such
amount be recoverable from Duke Power’s North Carolina retail ratepayers by means-of a rate
rider or otherwisé. Nor will any portion of the net merger savings attributed to shareholders
by Duke Energy be eligible for recovery from North Carolina retail ratepayers in base rates,
rate riders, or other cost recovery mechanisms set prospectively subsequent to consummation
of the Merger. This investigation shall be consolidated with the investigation and hearing the
Commission is required to undertake for Duke Power pursuant to G.S. 62-133.6(d) and (f) to
review the Company’s environmental compliance costs.

ATTACHMENT B
DOCKET NO. E-7, SUB 795

CODE OF CONDUCT
GOVERNING THE RELATIONSHIPS, ACTIVITIES,
AND TRANSACTIONS BETWEEN AND AMONG
THE PUBLIC UTILITY OPERATIONS OF DUKE POWER,
DUKE ENERGY CORPORATION,
THE AFFILIATES OF DUKE POWER,
AND THE NONPUBLIC UTILITY OPERATIONS OF DUKE POWER

DEFINITIONS

For the purposes of this Code of Conduct, the terms listed below shall have the following definitions:

Affiliate: Duke Energy Corporation and any business entity, other than Duke Power, of which ten
percent (10%) or more is-owned or controlled, dircctly or indirectly, by Duke Energy Corporation.
For purposes of this Code of Conduct, Duke Energy Corporation and any business entity so
controlled by it are gonsidered to be Affiliates of Duke Power.
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Commission: The North Carolina Utilities Commission.

Confidential Systems Operation Information: Nonpublic information that pertains to Electric Services
provided by Duke Power, including but not limited to information conceming electric generation,
transmission, distribution, or sales.

Customer: Any retail electric customer of Duke Power, including those served under the
Commission-approved rates for Nantahala Power and Light.

Customer Information: Non-public information or data specific to a Customer or a group of
Customers, including; but not limited to, electricity consumption, load profile, billing history, or
credit history that is or has been obtained or compiled by Duke Power in connection with the
supplying of Electric Services to that Customer or group of Customers.

Duke Energy Corporation: The current holding company perent of Duke Power and any successor
company.

Duke Energy Shared Services: Duke Energy Shared Services, LLC, a service company Affiliate
that provides Shared Services to Duke Power, Duke Energy Corporation, other Affiliates, or the
Nonpublic Utility Operations of Duke Power, singly or in any combination.

Duke Power: Duke Power Company, LLC, the business entity, wholly owned by Duke Energy
Corporation, that holds the franchises granted by the Commission to provide Electric Services within
the North Carolina service territories of Duke Power and Nantahala Power and Light, and that
engages in public utility operations, as defined in G.S. 62-3(23), within the State of North Carclina.

Electric Services: Commission-regulated electric power generation, transmission, distribution,
delivery, and sales, and other related services, including, but not limited to, administration of
Customer accounts and rate schedules, metering, billing, standby service, backups, and changeovers
of service to other suppliers,

Fue] and Purchased Power Supply Services: All fuel for generating electric power and purchased
power obtained by Duke Power from sources other than Duke Power for the purpose of providing
Electric Services.

Fully Distributed Cost: All direct and indirect costs, including overheads and an appropriate cost of
capital, incurred in providing goods or services to another business entity; provided, however, that (1)
the return on common equity utilized in determining such cost of capital for each good and service
supplied by or from Duke Power shall equal the retum on common equity authorized by the
Commission in Duke Power’s most recent general rate case proceeding, and (2) the cost of capital for
each good and service supplied to Duke Power shall not exceed the overall cost of capital authorized
by the Commission in Duke Power’s most recent general rate case proceeding.

Market Value: The price at which property, goods, and services would change hands in an arm’s

length transaction between a buyer and a seller without any compulsion to engage ina transaction,
and both having reasonable knowledge of the relevant facts.
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Merger: The mergers, the conversion of Duke Energy Corporation into a limited liability company,
the restructuring transactions, and all other transactions contemplated by the Agreement and Plan of
Merger between Duke Energy Corporation and Cinergy Corp.

Natural Gas Services: Natural gas sales and natural gas transportation, and other related services,
including, but not limited to, metering and billing,

Nonpublic Utility Operations: All business operations engaged in by Duke Power invelving
activities (including the sales of goods or services) that are not regulated by the Commission, nor
otherwise subject to public utility regulation at the state or federal level, This Code does not address
whether or not this term includes joint or shared utility/non-utility operations such as a network. for
power line communications.

Personnel: An employee or other representative of Duke Power, Duke Energy Corporation, another
Affiliate, or a Nonpublic Utility Operation, who is involved in fulfilling the business purpose of that
entity.

Regulatory Conditions: The conditions imposed by the Commission in connection with or related to
the Merger.

Shared Services: The services that meet the requirements of the Regulatory Conditions approved in
Docket No. E-7, Sub 795, or subsequent orders of the Commission and that the Commission has
explicitly authorized Duke Power to take from Duke Energy Shared Services pursuant to a service
agreement (a) filed with the Commission pursuant to G.S. 62-153(b), thus requiring acceptance and
authorization by the Commission, and (b} subject to all other applicable provisions of North Carolina
law, the rules and orders of the Commissicn, and the Regulatory Conditions, including, but not [imited
to, Regulatory Condition No. 20 approved in Docket No. E-7, Sub 795.

Similarly Situated: Possessing comparable characteristics, such as, with regard to Electric Services,
time of use, manner of use, customer class, load factor, and relevant Standard Industrial Classification.

Utility Affiliates: The public utility operations of any Affiliate of Duke Power, including the public
utility operations of PSI Energy, Inc., the public utility operations of Union Light, Heat and Power
Company, and the transmission and disiribution operations of The Cincinnati Gas and Electric
Company.

II. GENERAL

This Code of Conduct, while not wholly inclusive or totally encompassing, establishes the minimum
guidelines and rules that apply to the relationships between and among, and activities and transactions
involving Duke Power and (2) Duke Energy Corporation, (b) the other Affiliates of Duke Power, or (c)
Duke Power’s Nonpublic Utility Operations, to the extent such relationships, activities, and transactions
affect the operations or costs of utility service experienced by the public utility operations of Duke
Power in its Duke Power or Nantahala Power and Light service areas. This Code of Conduct will
become applicable on the date that it is approved by the Commission. This Code of Conduct is
subject to such modification by the Commission as the public interest may require, including, but not
limited to, changes necessitated by a change in the organizational structure of Duke Power, Duke
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Energy Corporation, other Affiliates, or the Nonpublic Utility Operations; changes in the structure of
the electric industry; or other changes that warrant modification of this Code.

Duke Power may request a waiver of any aspect of this Code of Conduct if exigent circumstances in
a particular case justify such by filing a request for waiver with the Commission for approval.

III. STANDARDS OF CONDUCT

A.-  Independence and Information Sharing

1. Separation — Duke Power, Duke Energy Corporation, and the other Affiliates shall opérate

independently of each other and in physically separate locations to the maximum extent

- practicable. Duke Power, Duke Energy Corporation, and each of the other Affiliates shall

maintain separate books and records. Each of Duke Power’s Nonpublic Utility Operations

shall maintain separate records from those of Duke Power’s public utility operations to ensure
apprapriate cost allocations and any arm’s-length-transaction requirements.

2. Disclosure of Customer Information:

@

(b)

©

(d)

©

Upon request, and subject to the restrictions and conditions contained herein, Duke
Power may provide Customer Information to Duke Energy Corporation, another
Affiliate, or a Nonpublic Utility Operation under the same terms and conditions that
such information is provided to non-Affiliates. ,

Except as provided in Section HLA2.(f) below, Customer Information shail not be
disclosed to any person or company, without the Customer’s consent, and then only to
the extent specified by the Customer. Consent to disclosure of Customer Information
to Affiliates or Nonpublic Utility Operations may be obtained by means of written
authorization, electronic authorization or recorded verbal authorization upon providing
the Customer with the information set forth in Attachment A; provided, however, that
Duke Power retains such authorization for verification purposes for as long as the
authorization remains in effect.

If the Customer allows or directs Duke Power to provide Customer Information to
Duke Energy Corporation, arother Affiliate, or a Nonpublic Utility Qperation, then
Duke Power shall ask the Customer if he, she, or it would like the Customer
Information to be provided to one or more non-Affiliates, If the Customer directs'
Duke Power to provide Customer Information to enc or more non-Affiliates, the
Customer Information shall be disclosed to all entities designated by the Customer
contemporaneously and in the same manner.

Sections 1IL.A.2.(a), 2. (b), and 2.(c) herein shall be permanently posted on Duke
Power’s website.

No Duke Power employee who is transfemred to Duke Energy Corporation or another
Affiliate will be permitted to copy or otherwise compile any Customer Information for
use by such entity except pursuant to written permission from the Customer, as
reflected by a signed Data Disclosure Authorization. Duke Power shall not transfer
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any employee to Duke Energy Corporation or another Affiliate for the purpose of
disclosing or providing Customer Information to such entity,

Notwithstanding the prohibitions established by this Section IIL.A.2, Duke Power may
disclose Customer Information to Duke Energy Shared Setvices, any other Affiliate, a
Nonpublic Utility Operation or a non-affiliated third party without customer consent,
but only to the extent necessary for the Affiliate, Nonpublic Utility Operation or non-
affiliated third party to provide goods or services to Duke Power and upon their explicit
agreement to protect the confidentiality of such Customer Information.

Duke Power shall take appropriate steps to store Customer Information in such a
manner as to limit access to only those persons permitted to receive it and shall require
all persons with access to such information to protect its confidentiality.

Duke Power shall establish guidelines for its employees and representatives to follow
with regard to complying with this Section IILA.2.

The disclosure of Confidential Systems Operation Information of Duke Power (referred to
hereinafter as “Information™} shall be govemed as follows:

@

(b

Such Information shall rot be disclosed by Duke Power to an Affiliate or a Nonpublic
Utility Operation unless it is disclosed to all competing non-Affiliates
contemporaneously and in the same manner. Disclosure to non-Affiliates is not
required when disclosure to Affiliates or Nonpublic Utility Operations meets one of
the following exceptions:

() A state or federal regulatory agency or court having jurisdiction over the

' disclosure of such Information requires the disclosure;

(i)  The Information is provided to employees of Duke Energy Shared Services
pursuant to a service agreement filed with the Commission pursuant to
G.8. 62-153;

(iif)  The Information is provided to employees of Duke Power’s Utility Affiliates
for the purpose of sharing best practices and otherwise improving the provision
of regulated utility service;

(iv)  The Information is provided to an Affiliate pursuant to an agreement filed with
the Commission pursuant to G.S. 62-153, provided that the agreement
specifically describes the types of Information to be disclosed;

{v)  Disclosure is otherwise essential to enable Duke Power to provide Electric
Services to its Customers; or

(vi)  Disclosure of the Informiation is necessary for compliance with the Sarbanes-
Oxley Act of 2002.

Any Information disclosed pursuant to the exceptions in Section I.A.3.(a), above,
shall be disclosed only to employees that need the information for the purposes
covered by those exceptions and in as limited a manner as possible. The employees
receiving such Information must be prohibited from acting as conduits to pass the
Information to any Affiliate(s) and must have explicitly agreed to protect the
confidentiality of such Information.
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(¢)  For disclosures pursuant to exceptions (v) and (vi) in Section IIL.A.3.(a), above, Duke
Power shall include in its annual affiliated transaction report required by Regulatory
Condition No. 31 approved in Docket No. E-7, Sub 795, the following information:

(i)  Thetypes of Information disclosed and the name(s) of the Afﬁhate(s) to which it
is being, or has been, disclosed,

(i)  The reasons for the disclosure; and

(iif)  Whether the disclosure is intended to be a one-time occurrence or an ongoing
process.

To the extent a disclosure subject to the reporting requirement is intended to be
ongoing, only the initial disclosure and a description of any processes governing
subsequent disclosures need to be reported.

Nondiscrimination

Duke Power employees and representatives will not unduly discriminate against non-
Affiliated entities.

Duke Power shall not provide any preference to Duke Energy Corporation, another Affiliate, or
a Nonpublic Utility Operation, nor to any customers of such an entity, as compared to non-
Affiliates or their customers, in responding to requests for Electric Services or in providing
Electric Services. Moreover, neither Duke Power, Duke Energy Corporation, nor any of the
other Affiliates will represent to any person or entity that Duke Energy Corporation, another
Affiliate; or a Nonpublic Utility Operation will receive any such preference.

Duke Power shall apply the provisions of its tariffs equally to Duke Energy Corporation, the
other Affiliates, the Nonpublic Utility Operations, and non-Affiliates.

Duke Power shall process all similar requests for Electric Services in the same timely manner,
whether requested on behalf of Duke Energy Corporation, another Affiliate, a Nonpublic
Utility Operation, or a non-Affiliated entity.

No personnel or representatives of Duke Power, Duke Energy Corporation, or another
Affiliate shall indicate, represent, or otherwise give the appearance to another party that Duke
Energy Corporation or another Affiliate speaks on behalf of Duke Power; provided however,
that this prohibition does not apply to employees of Duke Energy Shared Services providing
Shared Services-or to employees of another Affiliate to the extent explicitly provided for in an
affiliate agreement that has been accepted by the Commission. In addition, no personnel or
representatives of a Nonpublic Utility Operation shall indicate, represent, or otherwise give
the appearance to another party that they speak on behalf of Duke Power’s regulated public
utility operations.

No personnel or representatives of Duke Power, Duke Energy Corporation, another Affiliate,
or a Nonpublic Utility Operation shall indicate, represent, or otherwise give the appearance to
another party that any advantage to that party with regard to Electric Services exists as the
result of that party dealing with Duke Energy Corporation, another Affiliate, or a Nonpublic
Utility Operation, as compared with a non-Affiliate,
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Duke Power shall not condition or otherwise tie the provision or terms of any Electric
Services to the purchasing of any goods or services from, or the engagement in buosiness of
any kind with, Duke Energy Corporation, another Affiliate, or a Nonpublic Utility Operation.

When any employee or representative of Duke Power receives a request for information from
or provides information to a Customer about goods or scrvices available from Duke Energy
Corporation,” another Affiliate, or a Nonpublic Utility Operation, the employee or
representative must advise the Customer that such goods or services may also be available from
non-Affiliated suppliers.

Disclosure of Customer Information to Duke Energy Corporation, another Affiliate, a
Nonpublic Utility Operation, or a non-Affiliated entity shall be governed by Section IILA.2 of
this Code of Conduct.

Markefing

The public utility operations of Duke Power may engage in joint sales, joint sales calls, joint
praposals, or joint advertising (a joint marketing arrangement) with its Utility Affiliates and
with its Nonpublic Utility Operations, subject to compliance with other provisions of this
Code of Conduct and any conditions or restrictions that the Commission may hereafter
establish. Duke Power may not otherwise engage in such joint activities with Affiliates
without making such opportunities available to comparable third parties.

Neither Duke Energy Corporation nor any of the other Affiliates may use Duke Power’s name
or logo(s) in any communications unless a disclaimer is included that states the following;

(8)  "[Duke Energy Corporation/Affiliate] is not the same company as Duke Power, and
[Duke Energy Corporation/Affiliate] has separate management and separate
employees";

(®  "[Duke Energy Corporation/Affiliate] is not regulated by the North Carolina Utilities
Commission o in any way sanctioned by the Commission";

(c)  "Purchasers of products or services from [Duke Encrgy Corporation/Affiliate] will
receive no preference or special treatment from Duke Power"; and

(d) “A customer does not have to buy products or services from [Duke Energy
Corporation/Affiliate] in order to continue to receive the same safe and reliable electric
service from Duke Power.”

Nonpublic Utility Operations may not use Duke Power's name or logo(s) in any
communications unless a disclaimer is included that states the following:

(@  "[Nonpublic Utility Operation] is not part of the regulated services offered by Duke
Power and is not in any way sanctioned by the North Carolina Utilities Commission";

(b)  "Purchasers of products or services from [Nonpublic Utility Operation] will reteive no
preference or special treatment from Duke Power”; and
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(c)  "A customer does not have to buy products or services from [Nonpublic Utility
Cperation] in order to continue to receive the same safe and reliable electric service
from Duke Power."

The required disclaimer must be sized and displayed in a way that is commensurate with the
name and logo so that the disclaimer is at least the larger of one-half the size of the type that first
displays the name and'logo or the predominant type used in the communication.

Transfers of Goods and Services, Transfer Pricing, and Cost Allocation

Cross-subsidies involving Duke Power, on the one hand, and Duke Energy Corporation, other
Affiliates, or the Nonpublic Utility Operations, on the other, are prohibited.

All costs incurred by Duke Power personnel or representatives for or on behalf of Duke
Energy Corporation, other Affiliates, or the Nonpublic Utility Operations shall be charged to
the entity responsible for the costs.

As a general guideline, with regard to the transfer prices charged for goods and services,
including the use or transfer of personnel, exchanged between and among Duke Power, Duke
Energy Corporation, the other Affiliates, and the Nonpublic Utility Operations, to the extent
such prices affect Duke Power's operations of costs of utility service, the following conditions
shall apply:

(a}  Except as otherwise provided for in this Section LD, for untariffed goods and
services provided by Duke Power to Duke Energy Corporation, an Affiliate, or a
Nonpublic Utility Operation, the transfer price patd to Duke Power shall be set at the
higher of Market Value or Duke Power’s Fully Distributed Cost.

()  Except as otherwise provided for in this Section ILD, for goods and services
provided, directly or indirectly, by Duke Energy Corporation, an Affiliate, or a
Nonpublic Utility Operation to Duke Power, the transfer price(s) charged by Duke
Energy Corporation, the Affiliate, and the Nonpublic Utility Operation to Duke Power
shall be set at the lower of Market Value or Duke Energy Corporation's, the Affiliate's,
or the Nonpublic Utility Operation’s Fully Distributed Cost(s). If Duke Power does not
engage in competitive solicitation and instead obtains the goods or services from Duke
Energy Corporation, an Afiiliate, or a Nonpublic Utility Operation, Duke Power shall
implement adequate processes to comply with this condition and ensure that in each
case Duke Power’s Customers receive service at the lowest reasonable cost.

(c)  Tariffed goods and services provided by Duke Power to Duke Energy Corporation, an
Affiliate, or a Nonpublic Utility Operation shall be provided at the same prices and
terms that are made available to Similarly Situated-Customers under the applicable
tariff.

(@  Subject to and in compliance with all conditions placed upon Duke Power by the
Cormmission, including the Regulatory Conditions imposed in Docket No. E-7, Sub 795,
and subject to a case-by-case acceptance by the Commission of an affiliate agreement,
untariffed non-power, non-generation, or non-fuel goods and services provided by Duke
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Power to its Utility Affiliates or by the Utility Affiliates to Duke Power, which for a
single item or a single transaction amount to $100,000 or less, shall be transferred at the
supplier’s Fully Distributed Cost, if cost-beneficial to. the recipient. Fully Distributed
Cost pricing for items/transactions pursuant to this paragraph shall be limited to an
aggregate annual amount of $7,500,000. Transfers above either the single
item/transaction limit or the aggregate annual limit shall be priced according to Sections
1ILD,3.(a) and [ILD.3,(b) of this Code of Conduct.

To the extent that Duke Power, Duke Energy Corporation, other Affiliates, or the Nonpublic
Utility Operations receive Shared Services from Duke Energy Shared Services, these Shared
Services may be jointly provided to Duke Power, Duke Energy Corporation, the Affiliates, or
the Nonpublic Utility Operations on a fully distributed cost basis, provided that the taking of
such Shared Services by Duke Power is cost beneficial on a service-by-service (e.g,
accounting management, human resources management, legal services, tax administration,
public affairs) basis to Duke Power and is undertaken pursuant to the provisions of
Regulatory Condition No. 18 approved by the Commission in Docket E-7, Sub 795. Charges
for such Shared Services shall be allocated in accordance with the cost allocation manual(s)
“filed with the Commission pursuant to Regulatory Condition No. 20, subject to any revisions
or other adjustments that may be found appropriate by the Commission on an ongoing basis.

Duke Power and its Affiliates may capture economies-of-scale in joint purchases of goods and
services (excluding the purchase of natural gas, coal, and' electricity or ancillary services
intended for resale) if such joint purchases result in cost savings to Duke Power’s Customers.
Duke Power, PSI Energy, Inc., and Union Light, Heat and Power Company may capture
economies-of-scale in joint purchases of coal, if such joint purchases result in cost savings to
Duke Power’s Customers. Notwithstanding the forcgoing, if any of the coal jointly purchasad
by Duke Power, PSI Energy, Inc., and Union Light, Heat and Power Company is transferred to
or utilized by another Affiliate within 12 months of the joint purchase, Duke Power will file a
notification of such with the Commission.

All joint purchases entered into pursuant to this section shall be priced in a manner that permits
clear identification of each participant's portion of the purchases and shall be reported in Duke
Power’s affiliated transaction reports filed with the Commission.

All permitted transactions between Duke Power, Duke Energy Corporation, other Affiliates,
and the Nonpublic Utility Operations shall be recorded and aceounted for in accordance with
the cost allocation manuals required to be filed with the Commission pursuant to Regulatory
Condition No. 20 and with affiliate agrcements accepted by the Commission or otherwise
processed in accordance with North Carolina law, the rules and orders of the Commission,
and the Regulatory Conditions.

Costs that Duke Power incurs in assembling, compiling, preparing, or famishing requested
Customer Information or Confidential Systems Operation Information for or to Duke Energy
Corporation, other Affiliates, Nonpublic Utility Operations, or non-Affiliates shall be
recovered from the requesting party pursuant to Section II1D.3 of this Code of Conduct.

Any technology or trade secrets developed, obtained, or held by Duke Power in the conduct of
regulated operations will not be transferred to Duke Energy Corporation, another Affiliate, or
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a Nonpublic Utility Operation without fust compensation and 60-days prior notification to the
Commission; provided however, that Duke Power may request a waiver of this requirement
from the Commission if circunistances warrant. In no case, however, shall the notice petiod -
requested be less than 20 business days.

Duke Power shall receive compensation from Duke Energy Corporation, other Affiliates, and
the Nonpublic Utility Operations for intangible benefits, if appropriate. N

Regulatory Oversight

The State’s existing requitements regarding affiliate transactions, as set forth in G.S. §2-153,
shall continue to apply to all transactions between Duke Power, Duke Energy Corporation,
and the other Affiliates.

The books and records of Duke Power, Duke Energy Corporation, the other Affiliates, and the
Nonpublic Utility Operations shall be open for examination by the Commission, its staff, and
the Public Staff as provided in G.S. 62-34, 62-37, and 62-51.

To the extent North Carolina law, the orders and rules of the Commission, and the Regulatory
Conditions permit Duke Energy Corporation, an Affiliate, or a Nonpublic Utility Operation to
supply Duke Power with Natural Gas Services or other Fuel and Purchased Power Supply
Services used by Duke Power to supply electricity, and fo the extent such Natyral Gas
Services or other Fuel and Purchased Power Supply Services are so supplied, Duke Power
shall demonstrate in its annual fuel adjustment clause proceeding that each such acquisition
was prudent and the price was reasonable.

Utility Billing Format

To the extent any bill issued by Duke Power, Duke Energy Corporation, another Affiliate, a
Nonpublic Utility Operation, or a non-Affiliated third party includes any charges to
Customers for Electric Services and non-Electric Services from Duke Energy Corporation,
another Affiliate, a Nonpublic Utility Operation, or a non-Affiliated third party, the charges
for the Electric Services shall be separated from the charges for any other services included on
the bill. Each such bill shall contain language stating that the Customer’s Electric Services
will not be terminated for failure to pay for any other services billed.

Complaint Procedure

Duke Power shall establish complaint procedures to resolve potential complaints that arise
due to the relationship of Duke Power with Duke Energy Corporation, its other Affiliates, and
its Nonpublic Utility Operations, The complaint procedures shall provide for the following:

(@)  Verbal and written complaints shall be referred to a designated representative of Duke
Power. .

(b)  The designated representative shall provide written notification to the complainant
within 15 days that the complaint has been received.
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(6)  Duke Power shall investigate the complaint and communicate the results or status of
the investigation to the complainant within 60 days of receiving the complaint.

(d)  Duke Power shall maintain a log of complaints and related records and permit
inspection of documents {other than those protected by the attomey/client privilege)
by the Commission, its staff, or the Public Staff.

2. Notwithstanding the provisions of Section IILG.1, any complaints received through Duke
Energy Corporation’s EthicsLine (or successor), which is a confidential mechanism available
to the employees of the Duke Energy Corporation holding company syster, shall be handled
in accordance with procedures established for EthicsLine.

3. These complaint procedures do not affect a complainant’s right to file a formal complaint or
otherwise address questions to the Commission.

CODE OF CONDUCT
ATTACHMENT A

DUKE POWER CUSTOMER INFORMATION DISCLOSURE AUTHORIZATION
For Disclosure to Affiliates:
Duke Power's Affiliates offer products and services that are separate from the regulated services
provided by Duke Power. These services are not regulated by the North Carolina Utilities
Commission or the Public Service Commission of South Carolina. These products and services may
be available from other competitive sources,
The Customer authorizes Duke Pawer to provide any data associated with the Customer account(s)
residing in any Duke Power files, systems or databases [or specify specific types of data] to the

following Affiliate(s) . Duke Power will provide this
data on a non-discriminatory basis to any other person or entity upon the Customer’s authorization.

"For Disclosure to Nonpublic Utility Operations:

Duke Power offers optional, market-based products and services that are separate from the regulated
services provided by Duke Power. These services are not regulated by the North Carolina Utilities
Commission or the Public Service Commission of South Carolina. These products and services may
be available from other competitive sources.

The Customer authorizes Duke Power to use any data associated with the Customer account(s)
residing in any Duke Power files, systems or databases [or specify types of data] for the purpose of
offering and providing energy-related products or services to the Customer. Duke Power will provide
this data on a non-discriminatory basis to any other person or entity upon the Customer’s
authorization.
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DOCKET NO. E-7, SUB 795
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Application of Duke Energy Comporation ) ORDER APPROVING JOINT
for Authorization Under G.S. 62-111t0 ) RECOMMENDATION.OF DUKE
Enter Into a Business Combination } ENERGY CAROLINAS, THE PUBLIC
"Transaction With Cinergy, Corp. and for ) STAFF AND THE ATTORNEY
Approval of Affiliate Agreements Under ) GENERAL FOR CONSERVATION AND
G.8. 62-153 ) ENERGY EFFICIENCY PROGRAMS

BY THE COMMISSION: On May 8, 2006, Duke Power Company LLC d/b/a Duke Energy
Carolinas {Duke), the Public Staff and the Attomngy General, pursuant to the Commission’s
March 24, 2006 Order Approving Merger Subject to Regulatory Conditions and Code of Conduct
(the Order), filed a Joint Recommendation for Conservation and Energy Efficiency Programs for
approval by the Commiission.

In the Order, Duke was directed to contribute $2,000,000 for conservation and energy
efficiency programs and to confer with the Public Staff and Attomey General to jointly develop a list
of appropriate and effective conservation' and energy efficiency programs for approval by the
Commission.

The Order also required Duke to make such contributions for conservation and energy
efficiency programs on or before June 30, 2006. Because the recommended programs will take time
to develop and implement, Duke, the Public Staff and the Attorney General jointly requested that the
Commission allow twelve months from the date of the approval order for Duke to complete
implementation and funding of the programs. Duke also pmposed that it file a report with the
Commission at the conclusion of this twelve-month period summarizing the status of the programs’
(number of participants, final costs, etc.).

The Commission finds good cause to approve the proposed’ conservation and energy
-efficiency programs as listed in the Joint Recommendation, allow Duke-twelve months from the date
of this Order to complete implementation and funding of the programs, and require that Duke file a
report with the Commission at the conclusion of this twelve-month period summarizing the status of
the programs. This status report is due on or before July 2, 2007.

IT IS, THEREFORE, 80 ORDERED

ISSUED BY QRDER OF THE COMMISSION
This the 22" day of May, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk

mr052206.67
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DOCKET NO. E-2, SUB 891

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Request by Progress Energy Carolinas, ) ORDER APPROVING REALLOCATION
Inc., for Approval to Reallocate ) OF DECOMMISSIONING FUND

Decommissioning Fund Contributions ) CONTRIBUTIONS

BY THE COMMISSION:  On July 6, 2006, purseant to G.S. 62-30, 32, and 35 and
Commission Rule R1-5, Carolina Power & Light Company, d/b/a Progress Energy Carolinas, Inc.
(PEC), filed an application for approval to reallocate decommissioning fund contributions,

On September 7, 1995, the Commission issued an Order in Docket No. E-2, Sub 682, which
clarified the following annual amounts of North Carolina retail nuclear decommissioning expense
established for ratemaking purposes in Docket No. E-2, Sub 537:

1996
Unit 1994 1995 and thereafter
Brunswick Unit 1 $ 5,094,013 $5,156,742 § 5,156,742
Brunswick Unit 2 6,361,524 6,442,619 6,497,337
Harris Unit 1 3,349,510 3,369,324 3,369,324
Robinson Unit 2 5.346.66% 5,450,711 5.509,554
Total £20151,708  $20419,396 $20,532,957

The Order did not impact PEC’s rates.

The Order stated that the decommissioning charges approved in Docket No. E-2, Sub 537,
may be modified based on the Commission’s findings in the then pending generic decommissioning
docket, Docket No. E-100, Sub 56. The Commission issued an Order approving decommissioning
guidelines in Docket No. E-100, Sub 56, on November 3, 1998.

By application filed on December-6, 1999, and amended on April 16, 2001, in Docket No
E-2, Sub 756, PEC requested approval to reallocate decommissioning fund contributions based on
updated decommissioning cost studies, trustee eamnings reports, and associated revenue
requirements/expense calculations filed in 1999,

On June 6, 2001, the Commission issued an Order in Docket No. E-2, Sub 756, stating that for
2001 and thereafter, North Carolina retail per unit amounts of anhual nuclear decommissioning
expense established for ratemaking purposes are:

Annual %

Unit Expense Total
Brunswick Unit 1 $4,934,785 24%
Brunswick Unit 2 3,672,213 18%
Harris Unit 1 4,204972 20%
Rohinson Unit 2 7,720,987 38%
Total : ’ $20,532.957 100%
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On December 30, 2004, in Docket No. E-100, Sub 56, PEC filed updated decommissioning
cost studies, and on July 20, 2005, based on the results of the updated decommissioning cost studies
and trustee earnings reports, PEC filed a Decommissioning Cost and Funding Report, including the
associated revenue requirements/expense calculation. Based on the cost studies and reports, PEC
calculated the following per unit North Carolina retail revenue requirements:

Revenue %
Unit Reguirements Total
Brunswick Unit 1 $686,523 4%
Brunswick Unit 2 430,800 2%
Harris Unit 1 11,108,093 56%
Robinsen Unit 2 1.612.846 ; 38%
Total ' $19,838,262 100%

Because the total revenue requirement of $19,838,262 varied by only (3.4%} from the anmial
decommissioning expense of $20,532,957 currently being recorded on PEC's books, which is less
than the 15% variance set forth in Guideline No. 5 in Docket No. E-100, Sub 56, PEC did not request
that the total annual decommissioning expense for ratemaking purposes be deereased. However,
because the revenue requirements for Brunswick Unit 1, Bnmswick Unit 2, and Harris Unit 1 as
individual units varied so widely from the existing allocation, PEC is requesting in the current docket
that, for 2006 and thereafter until such time as the Commission orders a change, the annual
decommissioning expense of $20,532,957 be reallocated amang the various units at the ratio of the
updated unit amounts to the updated total revenue requirement of $19,838,262. The resulting per unit
amounts are as follows: '

Annual %
Unit Expense Total
Brunswick Unit 1 $ 710,564 4%
Brunswick Unit 2 445,886 2%
Harris Unit 1 11,497,075 56%
Robinson Unit 2 1,879,432 38%
Total §$ 20,532,957 100%

According to PEC, the reallocation is necessary to reflect updated decommissioning
contributions needed to decommisston the individual units.

Commission approval of the reallocation is also needed before PEC can use it when
determining the amount of contributions to be deposited into the external qualified and external non-
qualified trust funds in accordance with Section 468A of the 1986 Intenal Revenue Code, as
amended. The Section 468A guidelines and requirements are based -on per unit decommissioning
totals. A utility can deduct, for federal income tax purposes, its contributions to a qualified extemal
trust for the taxable year in which the annual contribution is made to the trust, but the amount of its
annual contributions is limited by Section 468A. In general, the maximum annval contribution a
utility can deposit into a qualified external trust is equal to the lesser of (1) the amount of
decommissioning -costs included in its cost of service for ratemaking purposes or (2} the ruling
amount, an annuity approved by the Internal Revenue Service that, over time, will accumulate to
equal the portion of future decommissioning costs allocable to the remaining life of the nuclear unit
as of 1984, the date Section 468A was enacted. In addition to a tax deduction for contributions to a
qualified external trust, earmings on funds deposited in a qualified external trust are taxed at 2 lower
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rate for federal income tax purposes than funds deposited in 2 non-qualified external trust. Therefore,
it is in PEC’s and its customers’ best interest to maximize the contributions made to the qualified
external trust. PEC’s rates will not be impacted by the request for reallocation.

The Public Staff brought this matter before the Commission at its Regular Staff Conference
on September 11, 2006. The Public Staff stated that it had reviewed PEC's application for approval to
reallocate nuclear decommissioning fund contributions and recommended that the' Commission
approve PEC's application. '

Based on the foregoing, the Commission concludes that the reallocation of decommissioning
fund contributions among units as requested by PEC is appropriate to refiect an update of
decommissioning contributions needed to decommission the units.

IT IS, THEREFORE, ORDERED as follows:

L, That PEC's application for approval to reallocate decommissioning fund contributions
among its nuclear units is approved.

2. That, effective beginning January 1, 2006 and thereafier until such time as the
Commission orders a change, the North Carolina retail per unit' amounts of annual nuclear
decommissioning expense established for ratemaking purposes are:

: Annual
Unit Expense
Brunswick Unit 1 $710,564
Brunswick Unit 2 445,886
Harris Unit 1 11,497,075
Robinson Unit 2 7.879.432
Total $.20,532,957

ISSUED BY ORDER-OF THE COMMISSION.
This the _14" day of September, 2006.

NORTH CAROLINA UTILITIES COMMISSION

Gail L. Mount, Deputy Clerk
ARO91306.02 '
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DOCKET NO. E-7, SUB 817

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Application of Duke Power Company LLC, )
Nantahala Area d/b/a Duke Energy - ) ORDER APPROVING
Nantahala Area for Approval of Purchased ) PURCHASED POWER
Power Cost Rider Schedule “CP” ")  COSTRDER

BY THE COMMISSION:  On July 10, 2006, Nantahala Power and Light, now known as
Duke Power Company LLC, Nantahala Area d/b/a Duke Energy — Nantahala Area (Nantahala or the
Company), filed an application to adjust the purchased power cost component of its electric rates for
the period September 2, 2006, through September 1, 2007, per Commission Order dated October 28,
1996, in Docket No. E-13, Sub 171. By letter dated Angust 10, 2006, Nantahala filed an Updated
Exhibit A to its filing showing the actual data for over/under collections for the full test period.

The factor proposed by the Company to be included in rates for the period ending at midnight
on September 1, 2007, is an increment of $0.0436 (including gross receipts tax) and consists of two
components. The first is an increment of $0.0432 to recover the estimated purchased power costs for
the period September 2, 2006, through September 1, 2007. The second is an increment of $0.0004 to
collect the under-recovery of purchased power costs for the period August 2005 through July 2006.

Additionally, the factor has equivalent demand and energy components, which are included in
Schedules IT and OPTN, the industrial time-of-use schedule and the net metering time-of-use
demand schedule respectively. The time-of-use demand charge is $10.05 per kW (including gross
receipts tax). The time-of-use energy charge proposed by the Company is $0.0207 per kWh
(inciuding gross receipts tax, consisting of $0.0203 to recover estimated purchased power costs for
the period September 2, 2006, through September 1, 2007, and $0.0004 to recover the under-recovery
of purchased power costs for the period August 2003 through July 2006),

The Public Staff presented this item at the Commission Staff Conference on August 21, 2006,
stating that it had reviewed the Company’s filing and recommended that the factors sét forth above be
approved.

IT IS, THEREFORE, ORDERED as follows:

1. That Nantahala’s Purchased Power Cost Rider, Schedule “CP,” Attachment A to this
Order, is allowed to become effective for bills rendered on and after September 2, 2006, and expires
at midnight on September 1, 2007.

2. That the Purchased Power Cost Rider is allowed to become effective without prejudicé
to the right of any party to teke issue with the rider in a general rate case.

3. That Nantahala shall give appropriate notice to its retail customers of the Purchased
Power Cost Rider approved herein. Such notice shall be by bill insert for the billing cycle beginning
September 2, 2006. A copy of the notice shall be filed with the Chief Clerk of the North Carolina
Dhilities Commission within fifteen (15) working days of the date of this Order.
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4. That Nantahala shall file with the Chief Clerk within five (5) working days of the date
of this Order, copies of its retail rate schedules apprapriately adjusted to include the purchased power
cost rider approved herein.

ISSUED BY ORDER OF THE COMMISSION.
This the 231d day of August, 2006.

NORTH CAROLINA UTILITIES COMMISSION

Patricta Swenson, Deputy Clerk
A0E2106.02 :

ATTACHMENT A

Duke Power Company, LLC, Nantahala Area
d/b/a Duke Energy - Nantahala Area

SCHEDULE CP (NC)
PURCHASED POWER COST RIDER

APPLICABILITY (North Carolina Nantahala Area only)

The custorer's bill rendered for each month September 2, 2006, through September 1, 2007, shall be adjusted by a charge
of 4.36 cents per kWh, including revenue-related taxes, as detenmined to be appropriate by the North Carolina Utilities
Commission. This energy charge is included in the monthly energy rate stated on the appropriate rate schedules. The
demand and enrgy time-of-use components of this charge are included in the demand and enctgy rates of Schedules IT
and OPTN, which apply only to non-residentia] time-of-use customers,

This rats is determined as follows: ]

All Schedules Schedules IT, OPTN Schedules IT, OPTN

(except IT, OPTN) Demand Energy

Factor to recover estimaled purchased 4.32 cents per kWh 310.05 per KW 2.03 cents per kWh
power costs for the billing period
September 2006-September 2007
Experience modification factor to reflect  0.04 cents per kWh 0.04 cents per kWh
actual results for the period August 2005-
July 2006
TOTAL RATE 4.36 cents per kWh $10.05 per kW 2.07 cents per kKWh

Effective for bills rendered on and after September 2, 2006.
NCUC Docket No. E-7, Sub 817
Order dated August ___, 2006 (Page 1 of 1)

250



NATURAL GAS - MISCELLANEOUS
DOCKET NO. G-9, SUB 519
BEFORE THE NORTH CARQLINA UTILITIES COMMISSION

In the Matter of

Application of Piedmont Natural Gas ) ORDER APPROVING
Company, Inc., to Modify Tariffs and ) MODIFICATIONS )
Service Regulations ) .

HEARD IN: Commission Hearing Room 2115, Dobbs Building, 430 North Salisbury Street,
Raleigh, North Carolina, on Tuesday, July 18, 2000, at 9:30-a.m.

BEFORE:  Commissioner Lorinzo L. Joyner, Presiding; Commissioners.Sam J. Ervin, IV; James
Y. Kerm, IT; William T. Culpepper, III; and Howard N. Lee.

APPEARANCES:
For Piedmont Natural Gas Company, Inc.:

James H. Jeffties IV, Moore & Van Allen PLLC, Bank of America Corporate Center,
100 N. Tryon Street, Suite 4700, Charlotte, North Carolina 28202-4003

For the Using and Consuming Public:

Gina Holt, Staff Attorney, Public Staff — North Carolina Utilities Commission, 4326
Mail Service Center, Raleigh, North Carolina 27699-4326

For Carolina Utility Customers Association, Inc.:

James P. West, West Law Offices; PC, Suite 2325, Two Hannover Square, 434
Fayetteville Street Mall, Raleigh, North Carolina 27601

BY THE COMMISSION: On February 22, 2006, Piedmont Natural Gas Company, Inc.
(Piedmont or the Company) filed a notice of its intent to extend the date by which its customers
eligible to receive service under Piedmont’s Rate Schedules 103, 104, 113, and 114 are required to
make an annual election between sales and transportation service. The stated purpose of Piedmont’s
extension was to permit time for the preparation and filing of tariff revisions relating to Third-Party
Agent (TPA) transactions on the Piedmont system. The Commission allowed Piedmont’s extension
of time upon which annual elections must be made, without prejudice to the rights of parties to take
any position on the substance of Piedmont’s follow-up tariff filing, pursuant to’its February 27, 2006
Order Alfowing Extension For Annual Election Of Sales Or Transportation Service.

On February 28, 2006, Carolina Utility Customers Association, Inc. (CUCA) filed a petition
to intervene, which was granted by Commission Order dated March 2, 2006, ’

On March 16, 2006, Piedmont filed its Petition seeking approval. of certain modifications to
its transportation rate schedules and service regulations in order to establish greater control
over the activities of and risks posed by TPAs operating on Piedmont's system on behalf of industrial
transportation customers.
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On March 21, 2006, the Commission issued its Order Providing for Notice and Comments in
this proceeding. In that Order, the Commission adopted mechanisms designed to ensure that
interested parties were provided notice of Piedmont’s proposals and atlowed for the filing of initial
and reply comments on Piedmont’s tariff modification proposals.

On April 11, 2006, CUCA filed its comments on Piedmont’s tariff modification proposal in
which CUCA indicated its opposition to Piedmont’s proposed TPA creditworthiness provisions and
further proposed that Piedmont be required to provide certain intra-month operational data to its

customers.

On April 18, 2006, Amerada Hess Corporation (Amerada Hess) filed 2 petition to intervene,
which was granted by Commission Order dated April 25, 2006.

On April 28, 2006, Piedmont filed it Reply Comments addressing CUCA’s concems and
asking that its proposed tariff modifications be approved by the Commission.

On May 19, 2006, the Commission issued its Order Scheduling Hearing in this proceeding in
which it noted that Pledmont and CUCA continued to maintain opposing positions on the relative
need for and propriety of certain of Piedmont's proposed tariff modifications and established a
hearing date for this matter of July 18, 2006, at 9:30 a.m. in the Commission Hearing Room.

On June 9, 2006, Piedmont filed the direct testimony of Frank Yoho in support of its proposed
tariff modifications. -

On June 29, 2006, CUCA filed the direct testimeny of Kevin W. O’Donnell in opposition to
Piedmont’s proposed tariff modifications.

On July 11, 2006, Piedmont filed the rebuttal testimony of Frank Yoho.
No other party filed testimony.
On July 18, 2006, this matter came on for hearing as scheduled.

Based on the testimony and exhibits received into evidence and the record in this matter as a
whole, the Commission makes the following;

' FINDINGS OF FACT

i. Piedmont is a public utility as defined in Chapter 62 of the North Carolina General
Statutes. ' -

2. Piedmont is engaged in the business of transporting, distributing, and sel]iﬁg natural
gas to customers in North Carolina, South Carolina, and Tennessee.

3 Under Piedmont’s existing tariffs, Piedmont’s transportation customers have the right,
within Limits, to maintain intra-month imbalances on the Pledmont system. These imbalances are
created when a transportation customer delivers cither more or less gas to Piedmont on any given day
than the customer actually consumes on that day.

292



NATURAL GAS - MISCELLANEOUS

4. The purpose of this imbalance flexibility is to-avoid penalizing individual customers
for slight variations between projected usage of gas and actual usage on a daily basis.

5. The right to maintain these imbalances is subject to Piedmont’s operational needs and
abilities and may be restricted by the Company if system integrity or service to other customers is
threatened.

" 6. Under Piedmont’s tariff structure, these intra-month imbalances are carried forward
from day-to-day and any unresoived imbalances remaining at the end of each month are “cashed-out”
purseant to terms contained in Piedmont's transportation tariffs, *

7 Under Piedmont’s existing tariffs, a transportation customer has the right to appoint a
TPA to act as agent for the customer in making nominations for transportation service, in managing
and resolving monthly imbalances, and for billing purposes. :

8. TPAs nominated by Piedmont’s customers to perform one or more of these fimctions
do so under terms and conditions agreed to in private contracts between the customer and the TPA,
the terms of which are not known by or disclosed to Piedmont,

9. TPAs are not customers of Pledmont inasmuch as they use no gas provided or
delivered by Piedmont for any purpose. Instead, they act as agents for Piedmont’s customers and
attempt to extract value out of providing service to customers, including, in some cases, the provision
of upstream gas supplies fo Piedmont on behalf of their customers. As a result of this fact, their
motivations in scheduling and delivering gas can be somewhat different from those of their
customers, who are primarily concemed with the availability of gas for manufacturing or process

purposes.

10. TPAs arc nominated by execution of an Agency Authorization Form attached to

" Piedmont’s transportation tariffs. This form, which is also executed by the TPA, establishes joint and

several liability of the customer and the TPA for any amounts due Piedmont under its tariffs for the

transportation service provided by Piedmont at the direction of the TPA acting as the customer’s
agent.

11.  Other than as created by this form, there is no legal relationship established between
Piedmont and the TPAs operating on ils system.

12.  TPAs operating on Piedmont’s system may represent a large number of individual
customers, whose transportation volumes are aggregated by the TPA for nomination and imbalance
management purposes.

13.  As a result, the nomination and delivery activities of a single TPA can result in very
substantial aggregate nominations and imbalances on the Piedmont system in a very short period of
time. The impact of this phenomenon can be magnified by the extreme volatility and high prices
present in today’s natural gas commodily market.

14, Where such imbalances result in transportation customers taking more gas from
Piedmont than their TPA has caused to be delivered to Piedmont, then Piedmont must utilize its own
system assets (and sometimes upstream assets) to maintain service to these customers.
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15.  In extreme cases, substantial shortfalls in deliveries can result in potential operational
harm to Piedmont and/or the diversion and depletion of assets with limited availability which are
designed to meet the peak-day needs of Piedmont’s sales customers.

16.  This past winter, Piedmont experienced problems with a TPA that represented over
120 individual transportation customers. That TPA failed to nominate or deliver any gas to Piedmont
over a three-day weekend period while all of its customers continued to bum gas during that period.

17.  This situation resulted in the creation of an immediate and serfous imbalance on the
Piedmont system, equal to approximately 80,000 dekatherms, which posed a financial threat to
customers and both an operational and financial threat to the Company.

18.  Piedmont immediately contacted the TPA, which told Piedmont that its supply
arrangements had fallen through and that it would make up the imbalance in the next few days.
Piedmont continued to try to work with the TPA for a few more days to determine if it could make up
the imbalance, but then suspended that TPA’s operations on the Piedmont system when the
imbalance was not made up.

19.  This TPA was placed into involuntary receivership shortly thereafter and filed for
bankruptey protection a short time later, leaving an unresolved and substantial imbalance. The scale
of this imbalance, which totaled approximately $1.2 million (exclusive of penaliies), created a
material credit risk for Piedmont and a substantial unresolved Liability for the customers served by

this TPA,

20.  Over the next approximately eight (8) months, Piedmont pursued its customers for
their proportional share of the unresolved imbalance liability (Piedmont was precluded by federal
bankrupicy laws from pursuing the TPA). According to Piedmont, a number of its customers initially
denied liability for these amounts, notwithstanding the clear provisions of the Agency Authorization
Form establishing joint and several Liability for these amounts. Ultimately, after a substantial
expenditure of time and outside attorney’s fees, and, in some cases, in the face of a threat of pending
service disconnection, each of Piedmont’s customers agreed to make payment for their share of the
imbalance.

21.  For many of these customers, the obligation to pay Piedmont for their share of the
aggregate imbalance represented paying twice for the gas they used inasmuch as they had previously
prepaid the TPA for that gas,

22.  Following this incident and in recognition of the increased risk posed by the prevailing
volatility and high prices in commodity gas markets, Piedmont proposed certain modifications to its
tariffs meant to address weaknesses identified by last winter’s events relating to the activities of
TPAs on its system. These weaknesses included the lack of limits on permissible TPA aggregate
imbalances, the need for some sort of creditworthiness provisions to protect Piedmont and its
customers, and clarification of some aspects of its existing tariff language. In implementing these
provisions, Piedmont also sought to create a direct contractual and tariff relationship between itself
and the TPAs operating on its system, ’

23.  Piedmont’s proposed tariff revistons did not change or modify the substantive rghts or
tariff terms applicable to its transportation customers. Instead, according to Piedmont, the revisions
were intended to place reasonable limits on the ability of TPAs to create large aggregate imbalances
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on Piedmont’s system and to provide Piedmont, through its proposed creditworthiness requirements,
with a three-to-four-day safe harbor during which it could work with TPAs to resolve imbalance
problems without serious economic threat to Piedmont or its customers,

24.  Piedmont’s initial filing indicated that, in its opinion, these proposed tariff changes
were limited in nature. Piedmont further indicated that it had consulted with the Public Staft,
marketers active on its system, and representatives of its industrial transportation customers prior to
filing and that it had incorporated suggestions from these entities into its proposals,

25, In response to preliminary comments filed by CUCA in this proceeding, Piedmont
further modified its proposed tariff changes to (a) create a “small TPA” exclusion from its
creditworthiness requirements applicable to TPAs whose aggregate creditworthiness obligations total
$100,000 or less and (b) provide copies of formal notices issued by Piedmont to TPAs, in written or
electronic form, to customers served by that TPA.

26,  No party other than CUCA objected to any aspect of Piedmont’s proposed tariff
revisions.

27. CUCA (a) objected to Piedmont’s proposed TPA creditworthiness requirements, (b)
objected to the application of those requirements to TPAs that do not take title to gas, (c) proposed
that Piedmont be required to provide information regarding a TPA’s performance and all notices to a
TPA to its customers, and (d) proposed that Piedmont be required to permit a customer to make mid-
month changes to its authorized TPA at the Customer’s volition.

28.  Piedmont opposed CUCA proposals.

29.  Piedmont’s proposed tariff modifications are limited in nature and reasonably required
to address the potential for operational and economic harm to Piedmont’s customers and Piedmont
itself arising from the operations of TPAs on Piedmont’s system.

30.  Piedmont’s proposed TPA. creditworthiness provisions are reasonable, the
creditworthiness mechanisms proposed are not materially different from TPA mechanisms previously
approved by the Commission, and the TPA creditworthiness provisions will nol be unreasonably
costly to customers.

31, There is no basis to distinguish between TPAs that take title to gas and those that do
not take title to gas in the application of Piedmont’s revised tariff provisions.

32.  Itis not reasonable or appropriate to l'E:qllll‘e Piedmont to disclose commercial details
of aggregate TPA operations to TPA customers, but it is reasonable o require Piedmont to provide
contemporaneous copies to customers of all official notices isswed by Piedmont to TPAs serving such
customers.

33, Itis not reasonable to require Piedmont to permit transportation customers to make ad
hoc changes to TPAson an intra-month basis.
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EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 1-2

The evidence supporting these findings of fact is contained in the Petition (which, along with
the attached tariffs, is designated as Exhibit FHY-1) and in the official files and records of the
Commission. These findings are essentially informational and jurisdictional in nature and are not

contested by any party.
EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 3-6

The evidence supporting these findings of fact is contained in Piedmont’s Petition and
attached taniffs and in the testimony of Piedmont witness Yoho,

As is reflected in Exhibit FHY-1, Piedmont’s existing transportation tariffs (Rate Schedule
113 — Large General Transporiation Service, Rate Schedule 114 - Interruptible Transportation
Service, Rate Schedule T-5 - Transportation Service to Large Float Glass Fumaces, Rate
Schedule T-7 — Transportation Service to Large Aluminum Operatlons Rate Schedule T-10 -
Transportation Service to Military Installations with Contract Demand in Excess of 5,000 DT per
day, and Rate Schedule T-12 - Transportation Service to Military Installations in Onslow County)
each permit customers to maintain a reasonable degree of flexibility in the management of intra-
month imbalances on the Piedmont system. Intra-month imbalances occur when the quantity of gas
delivered to Piedmont on behalf of a transportation customer differs from the quantity of gas actually
consumed by that customer on that day. Piedmont’s tariffs do not prescribe specific limits on intra-
month imbalances, but they do place an obligation on transportation customers to manage their
nominations and receipts so as to correct imbalances as they oceur. Piedmont’s tariffs also provide
the Company with authority to limit such imbalances where necessary to avoid operational harm.

As is evident from Piedmont’s tariffs, intra-month imbalances are carried forward on a day-
to-day basis and any imbalance remaining at the end of a month is cashed out pursuant to the
formulas set forth in Piedmont’s tariffs.

These facts regarding the structure of Piedmont’s existing transportation tariffs are evident
from the face of its tariffs and are not contested by any party.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 7-11

The evidence supporting these findings of fact is contained in Exhibit FHY-1 and the
testimony of Piedmont witness Yoho.

As is reflected in Piedmont’s Exhibit FHY-1, the Company’s transportation rate schedules
permit each transportation customer to “authorize an Agent to act on its behalf with respect to the
nominations, imbalance resolution, and/or billing under this Rate Schedule by exccuting an Agency
Authorization Form .. . .”

_ Piedmont’s Petition and the testimony of Piedmont witmess Yoho both indicated that TPAs

are not customers of Piedmont and, instead, are selected by Piedmont’s customers to act as their
agents for purposes of making nominations, managing imbalances, and billing. Mr. Yoho's
testimony indicated that TPAs may have economic interests in particular circumstances that vary
from those of the customers they serve and that those interests can lead TPAs to potentially engage in
behavior that is not consistent with the efficient operation of Piedmont’s system.
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As is reflected in Exhibit FHY-1, the Agency Authorization Form by which transportation
customers designate TPAs establishes the joint and several liability of both the customer and the TPA
for amounts that may become due to Piedmont. This form is the only document establishing a legal
relationship between Piedmont and a TPA under Piedmont’s existing tariff structure.

No other party presented evidence on these matters.

Based on this evidence the Commission concludes that Piedmont transportation customers
have the ability to designate TPAs as their agents for nomination, imbalance management, and billing
purposes, but that those TPAs are not customers of Piedmont and may have different economic
interests from either their customers or Piedmont. The Commission further concludes that the current
Agency Authorization Form is the only document establishing a direct contractual relationship
between a TPA and Piedmont.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 12-15

The evidence supporting these findings of fact is contained in Exhibit FHY-1 ‘and the
testimony of Piedmont witness Yoho.

In his testimony Mr. Yoho indicated that, because TPAs can aggregate valumes for many
customers, “their impact on the Piedmont system can be substantially larger than that of individual
customers.” By way of example, Mr, Yoho testified that one TPA this past winter represented over
120 individual transportation customers. Mr. Yoho also testified that the volatility now prevailing in
the natural gas commodity market exacerbates the risk of harmful TPA behaviers because of the
potential for very high per dekatherm costs of gas. In order to deal with serious aggregate imbalances
created by a TPA, without curtailing service to its customers, Piedmont may be required to lean
heavily. on its own system assets andfor upstream storage and transportation assets, which were
procured to serve other higher priority customers under peak-day conditions. Mr, Yoho described the
nature of the potential harm that could result from apgregate TPA imbalances as both operational and
financial. The operational harm is the result of possible system integrity issues -- both near term and
long term - resulting from large imbalances. The possible financial harm results from the fact that a
large negative imbalance {where customers have taken much more gas off of Piedmont’s system than
their TPA has delivered) effectively constitutes an involuntary loan of gas by Piedmont to those
customers. Under Piedmont’s existing tariffs, there is no security to assure repayment of this loan by
the TPA.

i

No other party provided evidence on these issues.

Based on this evidence, the Commission concludes that, under Piedmont’s existing tariff
structure, TPAs who have the ability to aggregate the quantities of many transportation customers
have the capability to create large and potentially problematic imbalances on the Piedmont system.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 16-19

The evidence supporting these findings of fact is contained in the Petition and the testimony
of Piedmont witness Yoho.
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In its Petition, Piedmont indicated that, last December, a TPA which was performing
nomination and imbalance resolution functions for 122 individual transportation customers on the
Piedmont system, failed to make any nominations over a three-day weekend. During this period, the
customers on whose behalf the TPA was acting as agent consumed more than 80,000 dekatherms of
natural gas, notwithstanding the fact that no quantities of natural gas were delivered to Piedmont on
behalf of these customers. In order to provide service to these transportation customers, Piedmont
was forced to draw on its firm contractual upstream supplies and storage inventories. As a result of
these events, an immediate and significant imbalance was created which threatened the ability of the
Company to continue service to these customers (and its firm sales customers) and exposed Piedmont
and its customers to well over 2 million dollars in gas costs associated with this imbalance,

According to Piedmont’s undisputed account, it immediately contacted this TPA and
attempted to work with it for several more days in an effort to reduce or eliminate the imbalance
created over this weekend. The TPA assured Piedmont that it would resolve the jmbalance by
delivering additional volumes to Piedmont, but failed to do so for several days. Ultimately, Piedmont
suspended the ability of this TPA to conduct business on its system. Shortiy thereafter, the TPA was
forced into involuntary receivership and then subsequently filed for federal bankruptey protection.
At the time it was suspended from operating on Piedmont’s system, the TPA owed more than
$1.2 miflion in imbalance cash-out costs (exclusive of penalties).

No other party presented evidence on these matters.
EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 20-21

The evidence supporting these findings of fact is contained in the testimony of Piedmont
witness Yoho.

Mr. Yoho testified that Piedmont had substantial difficulty collecting the allocated share of
the TPA imbalance liability created last fall from the customers on whose behalf that TPA was
acting. This was true notwithstanding the fact that these customers had received and used the gas
comprising the imbalance and had expressly agreed to be liable for any such imbalance. Initially, and,
notwithstanding the plain language of the Agency Authorization Form establishing joint and several
liability for the imbalance, many of these customers denied liability to Piedmont for their share of the
imbalance. After substantial efforts and the incurrence of significant expense (both internally and
externally) Piedmont was recently able to obtain agreement from its customers to pay their allocated
share of the imbalance. In several cases where customers had prepaid the TPA for December gas,
this resulted in customers actually paying twice for the gas they used in the early part of last
December.

No other party presented evidence on these matters.

Based on the foregoing, the Commission concludes that, in cases where large imbalances are
created by TP As, economic risks exist to both Piedmont and its customers.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 22-25

The evidence supporting these findings of fact is contained in Exhibit FHY-1, Piedmont’s
April 28, 2006 Reply Comments, and in the testimony of Piedmont witness Yoho.
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In its Petition, Piedmont indicated that, in the afiermath of the harmful TPA activity on its
system last December, it determined that modifications to its tariffs were necessary in order to protect
against similar occurrences in the future where substantial intra-month imbalances might be created
by TPAs. In its filing, Piedmont proposed (a) to make certain clarifying changes to its Agency
Authorization Form, (b) to adopt a new Customer Agent Agreement (CAA) form, and (c) to require
TPAs to execute the new CAA in order to be eligible to conduct business on the Piedmont system.
As is evident from Piedmont's proposed tariffs, the primary impact of the proposed CAA is to require
the establishment of creditworthiness by TPAs, through a variety of possible means, equivalent to
approximately three to four days of average nominations and to restrict aggregate intra-month TPA
imbalances to a similar level. According to Mr. Yoho, this would give Piedmont a three-to-four-day
window within which to work with TPAs who were creating large imbalances before Piedmont and
its customers would be at risk of harm from inappropriate TPA behavior. Piedmont’s proposed tariff
changes would also create a direct contractual relationship between Piedment and TPAs operating on
its system. Finally, Piedmont’s proposed tariff revisions would not change the tariff rights of
individual transportation customers under its existing tariffs.

As reflected in Piedmont’s Petition, these proposed tariff changes are limited in nature and
" were presented to Piedmont’s customers, TPAs operating on its system, CUCA, and the Public Staff
before they were filed with the Commission. In that process, Piedmont made changes to its filing
based on comments received from CUCA. Piedmont offered further changes to its proposed tariff
revisions in its April 28, 2006 Reply Comments, relating to a small-TPA exclusion from
creditworthiness requirements where that requirement would be $100,000 or less and an agreement to
provide customers with copies of all official notices issued to the TPAs acting as their agent.

No other party presented evidence on these issues.

Bascd on the foregoing, the Commission concludes that Piedmont’s proposed tariff changes
are limited in nature and seek to mitigate the aggregate potential impact of improper TPA behavior
on its system without changing the existing tariff rights of transportation customers.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 26-28

The evidence supporting these findings of fact is contained in .the Commission’s records in
this proceeding and in the testimony of CUCA witness O"Donnell and Piedmont witness Yoho.

In its March 21, 2006 Order Providing for Notice and Comments in this proceeding, the
Commission directed the Clerk to serve a copy of its order on all parties on the Commission’s natural
gas service list. In addition, the Commission directed Piedmont to serve a copy of the same
document on all TPAs operating on its system and to file a certificate of service with the Commission
attesting to the completion of that task by March 28, 2006. On March 24, 2006, Piedmont filed 2
certificate with the Commission indicating that it had served a copy of the Commission’s order on all
TPAs active on its system and identifying thirty-two (32) entities that met that description. In this
case, only two parties have sought intervenor status. One is CUCA and the other is Amerada Hess, a
large TPA operating on Piedmont’s system (and nationally),

In this proceeding, no TPA has posed any objection to Piedmont’s proposed tariff

modifications. In fact, only CUCA - an entity that represents industrial end-users - has posed any
objection to Piedmont’s proposals. As is reflected in the testimony of CUCA witness O’Donnell,
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CUCA objected to Piedmont’s proposed TPA creditworthiness requirements as too costly and overly
intrusive of the relationship between TPA and customer, and further objected to the application of
those requirements to TPAs that do not take title to gas. Mr. O’Donnell also proposed that Piedmont
be required to provide information refating to the operation of TPAs on the Piedmont system as well
as copies of notices from Piedmont to the TPA. Finally, Mr. O’Donnell proposes that customers be
permitted to make ad koc changes to TPAs on an intra-month basis.

Piedmont opposed CUCA’s positions.
EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 29-30

The evidence supporting these findings of fact is contained in the Pefition and in the
testimony of Piedmont witness Yoho and CUCA witness O’Donnell.

Piedmont’s evidence demonstrated that TPAs, who have the ability to aggregate nominations
for many industrial customers, are able to create large imbalances on the Piedmont system in a very
short period of time. These imbalances present both operational and economic risks to Piedmont and
its'customers (including the customers served by the TPA). This risk is more significant now than it
has been in the past because of the unprecedented per dekatherm cost of natural gas on the
commodities market and the extreme volatility in that market experienced in the recent past. These
risks were realized in the case of one TPA this past winter when that TPA (acting as agent for more
than 120 industrial transportation customes) failed to nominate or deliver gas for its customers. This
resulted in the creation of a large imbalance in just a three-day period. This imbalance required
Piedmont to utilize upstream capacity and storage assets which were intended to support peak-day
service to high priority sales customers in order to avoid a curtailment of service to the customers
served by this TPA. These events also caused Piedmont to incur substantial intemal and external
expenses in an effort to recover the imbalance charges from Piedmont's customers, many of whom
initially denied liability for these costs and/or were required to pay for the gas they used last
December twice.

In recognition of the risks presented by TPAs capable of aggregating the quantities utilized by
a large number of individual transportation customers, Piedmont proposed tariff modifications which
will require TPAs operating on its system to enter into a direct contractual relationship with Piedmont
pursuant to which those TPAs must establish creditworthiness and are restricted in the level of
aggregate intra-month imbalance that they can exceed.

As was noted above, no TPAs active on the Piedmont system have objected to Piedmont’s
proposal.! CUCA did not object to the establishment of a contractual relationship between Piedmont
and the TPAs and did not object to the proposed restrictions in the level of aggregate intra-month
imbalances that the TPAs could exceed. However, Mr. O’Donnell testified that the costs incurred by
the TPAs due to the creditworthiness requirements in Piedmont’s proposed CAA will be passed
through to Piedmont’s customers. CUCA further objected because the creditworthiness requirements
are, in its view, too costly and intrusive of the relationship between a TPA and its customer.

One mechanism for establishing creditworthiness listed in the Piedmont CAA was a letter of
credit. The cost of establishing creditworthiness for an individual industrial customer with a letter of

! The Commission notes that Picdmont's proposed tariff revisions 2t issue in this proceeding, have been

approved in both South Carolina and Tennessee without objection by any party.
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credit was the subject of disagreement. Mr. O’Donnell testified that he was informed that
establishing creditworthiness with a letter of credit to cover an individual customer could cost as
much as $30,000 a year. He argued that such costs would be passed on to the industrial customers
and would be prohibitively expensive for those customers.

Both Piedinont witness Yoho and CUCA witness O’Donnell seemed to be in general
agreement as to the percentage fee for a letter of credit. Mr. Yoho testified that Piedmont’s treasury
and financial groups told him that the fee for a typical letter of credit would be a hundred basis
points. Mr. O’Donnell testified that credit analysts he had talked to stated that the cost could range
from forty basis points to.over two hundred basis points, depending on a number of factors, but
agreed that a hundred basis points was “in the ball park.”

The substantive point of disagreement was whether the letter of eredit needed to be sufficient
to cover the dollar amount of Piedmont’s CAA credit requirement based on three days of throughput,
as stated by Mr. Yoho, or whether it would have to cover the throughput for an entire year, as stated
by Mr. O’Donnell. Mr. Yoho testified, based on information acquired from finance experts at
Piedmont, that the annual cost of obtaining a letter of credit for a large Piedmont transportation
customer would be in the range of $200 In an example of the cost of a letter of credit, Mr. Yoho
testified that a large customer might consume 500 dekatherms of gas a day at a price of $10 per
dekatherm and, using the three days of volume described in the CAA, would yield “about $200 a year
on a $2 million gas bill.”

Mr. O’Donnell asserted that the cost of establishing creditworthiness with a letter of credit
would be $30,000 per year. Mr. O’Donnell was not the source of the $30,000-a-year cost estimate
and nowhere in his testimony did he identify the source of that estimate other than to say it was a
marketer. He testified that he did not show his source the Piedmont CAA, but rather asked a “generic
question” about the cost of a letter of credit and was told it was “one percent of throughput.”
Whether the source understood that Piedmont was requiring credit to cover approximately three days
is unclear from Mr. O'Donnell’s testimony. As such, it is impossible for the Commission to evaluate
the validity of that estimate, or even to know how it was calculated.

Mr. O’Donnell agreed that, using the assumptions put forward by Mr, Yoho (500 dekatherms
per day of consumption at $10 per dekatherm), the CAA formula would yield a dollar amount of
$18,750 for three days of throughput. While Mr. Yoho's testimony estimated that a letter of credit
would cost one percent of $18,750, or $187.50, Mr. O’Donnell maintained that, if the TPA were to
use a Jetter of credit, the issuer was “going to be asking for what’s your annual throughput,” Mr.
Yoho testified that an escrow deposit would be cheaper than buying a letter of credit if the cost was
of the nature described by Mr. O'Donnell.

The Commission has carefully considered Mr. Q’Donnell’s testimony on the question of the
cost of a lefter of credit and does not find it to be persuasive. In this situation, the Commission
concludes that it should not base its decision on this estimate.

The Commission has carefully considered the testimony of Mr. O’Donnell and of Mr. Yoho
on the cost of meeting the creditworthiness requirement of the CAA and finds Mr. Yoho's testimony
to be more persuasive. As Piedmont's proposed tariffs state, and Mr Yoho confirmed, letters of
credit are not the only mechanism available to establish creditworthiness. As the situation allows,
creditworthiness can be established through no-cost parental guarantees or other mechanisms
acceptable to Piedmont.
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The Commission.notes that, should CUCA’s fears be realized and the cost prove fo be
prohibitive, a complaint proceeding could be initiated with this Commission.

Mr. O’Donnell also drew a distinction between prior TPA creditworthiness provisions
approved by the Commission for NUI Corporation and Piedmont’s proposal in this docket. Mr.
O’Domnell testified, “The Commission has addressed third-party creditworthiness issues in the past.
In Docket No. G-3, Sub 235, the Commission apprfoved plan by NUI Carolina Gas to order marketets
to provide certain financial records, and other written documents...to prove their financial
creditworthiness.  If the marketer was not able to maintain the creditworthiness, NUI was then
permitted to require a payment in advance, a letter of credit or a guarantee. In the cument case,
Piedmont is automatically seeking credit for problems that may or may not develop in the future.
Since costomers are already held liable for all supplies of gas their marketer does not supply, I don't
believe the customers should be required to pay higher gas costs to provide Piedmont with the extra
credit assurances.”

Mr. Yoho testified that Piedmont’s CAA was “very quantitative and very consistent.” Each
month, if a TPA could not satisfy the creditworthiness requirements of Piedmont’s CAA, then that
TPA's customers would receive “a signal that a there was a credit issue.” If the TPA was able to
establish credit, but subsequently had z problem, both Piedmont and the TPA’s customers would
have some protection. With regard to the TPA that experienced a problem on Piedmont’s system last
Drecember, Mr. Yoho testified that there were no problems in terms of intra-month imbalances or any
other delivery issues from June to November and that problems developed “very quickly.” The
Comnmission notes that, using the NUI plan, if that marketer had passed the creditworthiness scrutiny
in June, then it is possible that the customers would have gotten neither 2 waming nor any protection.

As to the cost, the Commission notes that NUI’s creditworthiness requirements had the ability
to require such mechanisms as letfers of credit if NUI was dissatisfied with other indicators of
creditworthiness. If a letter of credit would be prohibitively expensive under Piedmont’s CAA as Mr.
O’Donnell testified, then it would also be prohibitively expensive when called for under NUI’s plan.
The distinction that Mr. O'Donnell drew was that, under the NUI plan, if the TPA was deemed
creditworthy by the company, it would not have to incur the cost.

No other parties presented evidence on this issue.

Based on the foregoing, the Commission concludes that Piedmont’s proposed tariff revisions,
including its TPA creditworthiness requirements, are designed to address a real threat to Piedmont
and its customers, are reasonable in scope, and are neither unduly costly nor inconsistent with prior
TPA creditworthiness mechanisms approved by the Commission.

The Commission interprets the language in Piedmont's CAA to mean that Piedmont will
examine the creditworthiness of each TPA and will require appropriate credit, in form and substance
acceptable to Piedmont, equivalent to the amount described in the CAA.

The CAA requires each TPA to “establish credit in the form of a Letter of Credit, escrow
deposit, parental guaranty or otherwise, in form and substance acceptable to Piedmont.” The
Commission interprets “otherwise™ to mean a reasonable mechanism satisfactory to Piedmont.
Piedmont witness Yoho testificd that a supplier guaranty could be another acceptable mechanism for
establishing credit.
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The Commission approves Piedmont’s tariff with the understanding that the forms of credit
mechanisms listed in the CAA are non-exclusive and will be applied to each marketer in 2 reasonable
manner based on that marketer’s situation.

The Commission notes that, the in the event a parfy considers the application of a specific
creditworthiness mechanism by Piedmont to be unfair, that party has the option of filing a complaint
before this Commission.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 31

The evidence supporting this finding of fact is contained in the testimony of CUCA witness
O’'Donnell and Piedmont witness Yoho.

In his testimony, Mr. O’ Donnell indicated that, in his view, Piedmont bears no third-party risk
with respect to TPAs that do not take title to the gas delivered onto Piedmont’s system for the benefit
of their customers. In that testimony, Mr. O’Donnell further recommended that TPAs that do not
take title to gas be exempted from the Company’s proposed creditworthiness requirements. In his
rebuttal testimony, Mr, Yoho took issue with Mr. O’Donnell's assertion and indicated that TPAs who
do not take title to gas “have exactly the same operational profile on our system as third-party agents
that do take title to gas.” As a result, according to Mr. Yoho, both types of TPAs present the same
risk profile.

No other party presented evidence on this issue.

The Commission concludes that it is unable to distinguish any varation in the risks to
Piedmont and its customers presented by the activities of TPAs that take title to gas from those that
do not take title to gas. As such, the Commission finds no basis to treat these two groups of TPAs
differently for purposes of Piedmont’s creditworthiness requirements.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 32

The evidence supporting this finding of fact is contained in the testimony of CUCA witness
O’Donnell and Piedmont witness Yoho.

In his testimony, Mr. O’Donnell testified that customers of the “rogue marketer” described by
Piedmont did not know the extent of the TPA’s financial and operational difficulties and had they
known the extent of the problems, they could have taken action before Piedmont did. Mr. O’'Donnell
proposed that Piedmont be required to disclose substantive information about a TPA’s performance
on the Piedmont system to each of its customers and to provide copies of ali communications
between Piedmont and a TPA to affected customers. Mr. O’Donnell stated that CUCA was drafting a
template agency agresment that will require that all TPA’s notify customers immediately of any
notices sent by Piedmont to the TP A regarding the TPA’s performance.

Mr. Yoho testified that many of the communications between Piedmont’s gas conirol
personnel and TPAs are verbal in nature and need to be because of the need to communicate and take
immediate action. He asserted that it is not practical or even possible to provide a copy of verbal
notices to customers. Mr. Yoho testified that TPAs consider much of the information about how they
are setting up their pools to be proprietary. He added that nomination and bum- information is
considered proprietary by individual customers, Finally, Mr. Yoho testified that TPAs are retained
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by customers and Piedmont believed that the primary obligation to provide information about a
TPA’s conduct should be created between the TPA and the customer.

Piedmont witness Yoho stated that Piedmont has agreed to provide customers with copies of
all formal notices issued to TPAs.

No other party presented evidence on this issue.

Based on the foregoing, the Commission concludes that it is not reasonable or practicable to
require Piedmont to provide detailed aggregate information about TPA performance to its customers
or to require Piedmont to provide copies of all communications between Piedmont and the TPA to its
customers. The Commission does find it reasonable to require Piedmont to provide TPA customers
with copies of all official notices issued to the TPA by Piedmont.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 33

The evidence supporting this finding of fact is contained in the testimony of CUCA witness
O’Donnell and Piedmont witness Yoho.

In his testimony, Mr. O’Donnell proposed that Piedmont transporiation customers be
permitted to change TPAs on an intra-month basis if they terminate their relationship with a TPA for
any reason. Mr. Yoho opposed this proposal on several grounds. First, according to Mr. Yoho, the
administration of daily and monthly nominations and imbalance allocations for TPAs, who are acting
as agents for multiple customers at any given time, is a substantial challenge. Allowing ad hoc intra-
month changes of TPAs, whereby customers could move between multiple TPA pools within a single
month, would exponentially complicate this task. Second, according to Mr. Yoho, Piedmont's
existing systems are not capable of accommodating intra-month TPA changes as a routine matter.
Piedmont did agree to allow a customer to designate a new TPA intra-month if the original TPA
designated by that customer is suspended from operating on Piedmont’s system,

No other party presented evidence on this issue.

Based on the foregoing, the Commission concledes that it is not reasonable to require
Piedmont to accommodate intra-month changes in TPAs as a matter of course, but that it is
reasonable for Piedmont to allow TPA changes where a customer’s TPA is suspended from operating
on the Piedmont system.

IT IS, THEREFORE, ORDERED as follows:

1, That Piedmont’s proposed TPA tariff modifications, as amended by its April 28, 2006
Reply Comments, are hereby approved to be effective on the first day of the month following the
issuance of this order;

2. That the Company file revised tariff sheets consistent with this order within ten (10)
days of the date hereof; and

3. That the jurisdiction of the Commission to hear and resolve complaints refated to the

application of the tariff provisions approved herein, or other provisions of Pledmont’s tariffs, is
preserved.
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ISSUED BY ORDER OF THE COMMISSION.
This the _12™ day of October, 2006,

NORTH CAROLINA UTILITIES COMMISSION

Gail L. Mount, Deputy Clerk
wzl0i20601

DOCKET NO. G-49,SUB 0

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of .
Request by R.J. Griffin & Company for Approval )
of Natural Gas Metering Plan for a Condominium ) ORDER APFROVING
Apartment Building at 230 South Tryon Streetin =~ ) METERING PLAN
Charlotte, North Carolina )

BY THE COMMISSION: On April 7, 2006, R.J. Griffin & Company (Griffin) filed a letter
requesting the Commission to find that the natural gas metering plan for 2 condominium apartment
building at 230 South Tryon Street, Charlotte, North Carolina, meets the requirements of
G.S. 143-151.42 and may be installed without approval of the Commission. Altematively, Griffin
requested the Commission to approve the installation of a natural gas meter that supplies gas for a
“fresh air” unity that provides air to corridors, common areas, and community amenities, for heating
the pool, and for gas grills.

Griffin is the general contractor for the construction of 107 condominium apartments,
inclnding eight *“penthouses.” All condominium apartments will have electric water heaters and
electric heating and cooling. All penthouse apartments will have natural gas for kitchen cocking,
patio grilling, and fireplace heating. All condominium apartments will have separate electric meters,
and all penthouse apartments will have separate gas meters. The building will have community
amenities, including a concierge, doorman, lobby, fitness center, pool, and a leisure activity salon for
its residents.

L

According to Griffin, an AAON “fresh-air unit” will deliver fresh, temperature-neutral
(between 70 and 74 deprees) and low-humidity air to the core of the building for heating and cooling
the comidors, common areas and community amenities (lobby, salon, fitness center, etc.). The
AAON unit will use electrical cooling components for cooling air and gas components for heating air
to ensure that the air supplied to the building is temperature-neutral. The AAON unit is equipped
with an “economizer” feature that is designed to prevent unnecessary operation of the heating or
cooling functions when the outside air conditions meet the temperature and humidity requirements of
the unit. Griffin intends to install gas-operated grills on the exterior patios of the non-penthouse
condominium apartments and a gas-operated heater for heating the water in the building’s pool.
Griffin proposes that the gas for these uses be metered through the same meter used for the natural
gas connection {o the fresh-air AAON unit. Bills for the natural gas usage monitored by this natural
gas meter will be paid by the condominium owners’ association. Water used in the common areas of
the building will be electrically heated and metered by a common area meter.
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Griffin asserts that, because each condominium apartment’s electric temperature control
system is individually metered, and each penthouse apartment has an individual gas meter, the
condominium apartment owner is responsible for his or her individual energy use. This feature of the
230 South Tryon building is consisient with the premise of G.S. 143-151.42. Unlike the
diseretionary interior use of electricity and gas for heating and cooling, lighting, and operating
electrical -appliances (e.g., televisions), individuals will only use the gas needed for grilling,
regardless of whether grill gas is connected to a common meter. Even with the addition of the patio
grills to the meter for the comridors, common areas, and community amenities, the energy used by gas
erills will be minuscule compared to the other energy uses in the building — all of which are
individually metered. Furthermore, the design of this building makes it physically impossible to
accommodate separate metering solely for gas grills.

The Public Staff presented this matter at the April 24, 2006, Commission Conference. The
Public Staff stated that it had reviewed the proposed master metering plan and determined that it
provides energy savings and effects individual accountability in keeping with the purpose of
G.5. 143-151.42. The Public Staff stated that, except for the gas grills, the plan does not involve
residential gas service through a master meter, and it appears doubtful that the grills would be offered
apart from the gas that serves the community areas of the building. Thus, as Griffin noted, the plan
goes further than the gystem that was approved in Docket No. G-45, Sub 0, with respect to The
Metropolitan Condominiums in downtown Raleigh proposed by the Florian Companies.

Based on the foregoing, and the recommendation of the Public Staff, the Commission
concludes that Griffin’s request for use of a natural gas master meter for the fresh air unit, pool
heating, and gas grills as proposed for 230 South Tryon in Charlotte should be approved.

IT IS, THEREFORE, SO ORDERED.
This the _10™ day of _May, 2006.

NORTH CAROLINA UTILITIES COMMISSION

Gail L. Mount, Deputy Clerk
AR042406.00 )
Commissioner Ervin dissents

DOCKET NO. G-49,SUB 0
Commissioner Sam J. Ervin, [V, dissenting.

Aithough I agree that the manner in which Griffin proposes to heat and cool the building
corriders, common areas, community amenities, and common area water supply and to heat the pool
planned for the proposed condominium building at 203 South Tryon Street in Charlotte, North
Carolina, does not run afoul of G.S, 143-151.42, I cannot concur in the majority’s decision to reach
the same conclusion with respect to the gas grills to be installed on the exterior patios of the “non-
penthouse” units. As a result, while the proposed condominium structure will undoubtedly provide
benefits to its residents and the downtown Charlotte community, I respectfully dissent from the
Commission’s conclusion that the failure to individnally meter the natural gas used to operate these
gas grills is not inconsistent with Norih Carolina’s master metering statute.

The Supreme Court of North Caroiina has clearly stated that the Commission has no authority
except that granted by the General Assembly. State ex rel. Utilitics Commission v. National
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Merchandising Corporation, 288 N.C. 715, 722, 220 S.E. 2d 304 (1975); State ex rel. Utilities
Commission v. General Telephone Company of the Southeast, 281 N.C. 318, 336, 189 S.E. 2d 705
(1972). For that reason, “the Commission has no authority to permit that which is forbidden by
statute . .. .” State ex rel. Utilities Commission v. Edmisien, 291 N.C. 451, 464, 232 S.E. 2d 184
(1977). “When the language of a statute is clear and unambiguous, it must be given effect and its
clear meaning may not be evaded by an administrative body or court under the guise of construction.”
State ex rel. Utilities Commission v. Edmisten, 291 N.C. 451, 465, 232 8.E. 2d 184 (1977). See also:
Peele v. Finch, 284 N.C. 375, 200 8.E. 2d 663 (1969); State ex rel. Utilities Commission v. Lumbee
River Electric Membership Corporation, 275 N.C. 260, 166 S.E. 2d 663 (1969). As a result, the
issues raised by Griffin’s request for a declaratory ruling can only be resolved by comparing the facts
as alleged in Griffin’s April 7, 2006, filing with the language of G.8. 143-151.42.

G.S. 143-151.42 provides that “it shall be unlawful for any new residential building ... tobe
served by a master meter for electric service or natural gas service” and that “[eJach individual
dwelling unit shall have individual electric service and, if it has natural gas, individual natural gas
service with a separate natural gas meter, which service and meter shall be in the name of the tenant
or other occupant of said apartment or dwelling unit.” The General Assembly undoubtedly enacted
G.S. 143-151.42 in order to encourage the conservation of electricity and natural gas by ensuring that
building residents pay for the energy that they elect to consume. The only potentially relevant
exception to the prohibition against master metering contained in G.S. 143-151.42 allows master
meeting by “any owner or builder of a multi-unit residential building who desires to provide central
heat or air conditioning or central hot water from a central furnace, air conditioner or hot water heater
which incorporates solar assistance or other designs which accomplish greater energy conservation
than separate heat, hot water, or air conditioning for each dwelling unit.” Provisions creating
exceptions to the general prohibition against master metering for technical infeasibility or de minimis
use are conspicuously absent from G.S. 143-151.42,

According to Griffin’s April 7, 2006, filing, each of the 107 units in the proposed
condominium building wifl be “electrically heated and cooled and have individual electric water
heaters.” In addition, eight “penthouse” apartments “will have gas for range cooking, outdoor
grilling and fireplace use.” The electricity and natural gas used to operate these appliances will be
separately metered, rendering this usage filly compliant with the provisions of G.S. 143-151.42, In
addition, Griffin indicates that “[h}eating and cooling in the building’s corridors, common areas and
community amenities (i.e., lobby, salon, fitness center, etc.) will be accomplished” using a “fresh air”
unit that incorporates “electrical cooling components to cool air and gas components to heat air” and
that utilizes an “economizer” feature to “prevent([] unnecessary operation of the heating or cooling
functions.” The electricity and natural gas necessary to operate the “fresh -air” unit, the electricity
needed to heat water used in the common areas, the natural gas used to heat the building’s pool, and
the natural gas used to heat gas grills located on the patios exterior to the “non-penthouse” apartments
will all be metered through common electric and natural gas meters, with “[blills for natural gas
usage monitored by this propesed natural gas meter [to be] paid by the condomininm owners’
association, which derives its funds from assessments of the residents of the building.”

In approving Griffin’s request, the majority appears to accept the Public Staff’s determination
that the plan proposed by Griffin “provides energy savings and effects individual accountability in
keeping with the purpose of G.S. 143-151.42", that, “except for the gas grills,” the building plan
“does not involve residential gas service [provided] through a master meter”; and that “it appears
doubtful that the grills would be offered apart from the gas that serves the community areas of the
building.” Except for these statements, the Commission does not provide any justification for its
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conclusion “that Griffin’s request for use of a natural gas master meter for the fresh air unit, pool
heating, and gas grills proposed for 230 South Tryon in Charlotte should be approved.”

I fulty agree with the Commission’s conclusion that master metering the natura] gas and
electricity used in connection with heating and cooling the comidors, common areas, community
amenities, and common area water supply and heating the pool is permissible under G.S. 143-151.42,
The relevant statutory language, whith requires the provision of “individual electric service and, if it
has natural gas, individual natural gas service,” clearly indicates that the prohibition against master
metering is specifically directed fo service provided in individual residential units rather than to
service provided on a common basis to all residents of or to other uses occurring in the building in
question. Such an interpretation of G.S. 143-151.42 js consistent with its obvious purpose of
fostering energy conservation by ensuring that the occupants of covered multi-tenant buildings pay
for the electric and natural gas consumption over which they have direct and immediate control. Asa
result of the fact that no single unit occupant will have the ability to determine the amount of electric
or natural gas usage associated wilh heating and cooling the corridors, common areas, community
amenities, and common area water supply and heating the swimming pool, I concur with the
majority’s conclusion that master metering the clectricity and gas used for these purposes does not
contravene G.S. 143-151.42,

I am unable, however, to reach the same conclusion with respect to the usage associated with
the gas grills to be located on the exterior patios of the “non-penthouse” units. Unlike the electricity
and natural gas used to heat and cool the corridors, common areas, community amenities, and
common area water supply and the natural gas used to heat the pool, the gas used in these grills is
unquestionably part of the natural gas service provided to individual residential units. Since the
amount of natural gas used in connection with the operation of these grills is completely within the
control of the unit occupant, this usage is squarely within the general scope of the prohibition against
master metering contained in G.S. 143-151.42. The fact that “it appears doubtful that the grilis would
be offered apart from the pas that serves the community areas of the building” does not suffice to
justify the result reached by the Commission in this proceeding given that the statute totally lacks any
sort of “technical feasibility” exception. Similarly, to the extent that the Commission’s conclusion
that the building design “provides energy savings and effects individual accountability” is relevant to
an analysis of the “gas grills” issue, it fails to justify the result reached by the majority given that the
“energy savings” exception to the G.S. 142-151.42 requires “greater energy conservation than
separate heat, hot water, or air conditioning for each dwelling unit” and the fact that the record is
devoid of any evidence tending to show that greater energy savings should result from the proposed
design than would result from individuaily metered gas service to the gas grills. As a result, neither
of the arguments apparently adopted by the Commission in order to approve the provision of natural
gas service to the gas grills located on the exterior patios of the “non-penthouse” units can be squared
with the language of G.S. 143-151.42,'

In addition to the arguments apparently accepted by the majority, Griffin also argues that the
fact that “each ‘individual dwelling unit’ [will] have an individual meter for eleciricity and gas used
in the unit” suffices to meet the requirements of G.S. 143-151.42 and that “the energy used by the gas
grills at 230 South Tryon will be miniscule compared to the other energy uses in the building—all of
which [will be] individually metered.” I do not, unfortunately, find either of these additional

' I recognize that the Commission adopted similar reasening in In re Harrinpton Street Associates, Order

Approving Master Metering, Docket No, G-47, Sub 0 (2004). As the Commission’s records reflect, 1 did ot participate
in that decision.
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arguments persuasive. Acceptance of the first of these arguments, which amounts to an assertion that
the statute does not require that all of the electric or natural gas service provided to a patticular
dwelling unit be individually metered as long as some or most of it is metered in that fashion, finds
1o support in the language of G.S. 143-151.42. Allowing some, but not all, of the electric and natural
gas service to a particular building unit to be master metered would eviscerate the clear statutory
requirement that “[e]ach individual dwelling unit shall have individual electric service and, if it has
natural gas, individual natural gas seérvice with a separate natural gas meter.” Similarly, even if G.S.
143-151.42 incorporates a de minimis exception, there is nothing in the present record beyond the
conclusory assertions of Griffin and the Public Staff to the effect that “the energy used by these gas
grills will be miniscule compared to the other energy uses in the building” that establishes that the
usage in question will be de minimis. Any de minimis exception to the prohibition against master
metering contained in G.S. 143-151.42 should rest on some quantification of the relevant energy use
and should be predicated on a showing other than a simple comparison of the consumption of the
appliance in question with the total consumption associated with occupancy of the building. As a
result, I do not find either of these additional arguments persuasive,

.1 fully understand and sympathize with the majority’s reluctance to disapprove an atiractive
feature of an overall development plan on the basis of the provisions of a statute that antedates many
modern building design features. 1 have no doubt that the condominium building at 230 South Tryon
will provide a source of high quality housing in central Charlotte. Unfortunately, however, I simply
do not believe that these benefits permit us to approve facilities that appear inconsistent with the
provisions of G.S. 143-151.42. As I stated in my dissent from the Commission’s decision in In re
Florian Companies, Docket No. G-45, Sub 0, Ninety-First Report of the North Carolina Utilities
Commission; Order and Decisions 418, 423 (2001), “[tlhe General Assembly has defined the
circumstances under which master metenng is and is not permissible” and the “only avenue available

. for seeking relief from the provisions of G.S. 143-151.42 runs through the General Assembly
ralher that the Commission.” As a result, I respectfully dissent from the Commission’s conclusion
that the gas grills proposed to be installed on the exterior patios of the “non-penthouse” units at
230 South Tryon are not inconsistent with G.S. 143-151.43.

\s\ Sam J: Ervin, [V
Commissioner Sam J, Ervin, IV
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DOCKET NO. G-5, SUB 481
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Application of Public Service Company of ) ORDER APPROVING
North Caroling, Inc., for a General Increase ) PARTIAL RATE INCREASE

in its Rates and Charges )

HEARD IN: Statesville Hall of Justice Annex, Statesville, North Carolina, on July 12, 2006;
Buncombe County Courthouse, Asheville, North Carolina, on July 12, 2006; Gastonia
Police Department, Gastonia, North Carolina, on July 13, 2006; Ductham City Hall,
Durham, North Carolina, on July 13, 2006; and the Commission Hearing Room,
Dobbs Building, Raleigh, North Carolina, on August 21, 2006, and August 22, 2006

BEFORE:  Commissioner Lorinzo L. Joyner, Presiding, and Commissioners Robert V. Owens,
Jr., Sam J. Ervin, IV, James Y. Kerr, IT, Howard N. Lee, and William T. Culpepper, III

APPEARANCES:
For Public Service Company of North Carolina, Inc.:

B. Craig Collins, SCANA Corporation, 1426 Main Street, Columbia, South Carolina
20218

Mary Lynne Grigg, Womble Carlyle Sandridge & Rice, PLLC, Post Office Box 831,
Raleigh, North Carolina 27602

William R. Pittman, The Pittman Law Firm, PLLC, 1312 Annapolis Drive, Suite 200,
Raleigh, North Carolina 27608

For the Using and Consuming Public:

Elizabeth D. Szafran and Ralph J. Daigneault, Staff Attomeys, Public Staff - North
Carolina Utilities Commission, 4326 Mail Service Center, Raleigh, North Carolina
27699-4326

Margaret A. Force, Assistant Attomey General, North Carclina Department of Justice,
Post Office Box 629, Raleigh, North Carolina 27602

For Carolina Utility Customers Association, Inc.:

James P. West, West Law Offices, PC, Suite 2325, Two Hannover Square, 434
Fayetteville Street, Raleigh, North Carolina 27601

BY THE COMMISSION: On March 1, 2006, Public Service Company of North Carolina,

Inc. (PSNC or Company) gave notice pursuant to Commission Rule R1-17(a) of its intent to file a
general rate case.
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On March 22, 2006, Carolina Utility Customers Association, Inc. (CUCA) filed a Petition to
Intervene, which the Commission granted on March 29, 2006,

On April 3, 2006, PSNC filed its verified application for a general rate increase (Application).
Included with the Application were the data required by NCUC Form G-1, and the direct testimony
and exhibits of D. Russell Harris, Jimmy E. Addison, Dr. Donald R. Murry, John J. Spanos, Sharon
D. Boone, and Candace A. Paton,

On April 27, 2006, the Attorney General of North Carolina (Attorney General) filed his notice
of intervention.

By Order issued May 4, 2006, the Commission declared the Company’s Application to be a
general rate case pursuant to G.S. 62-137 and suspended the proposed rates for a period of 270 days
from and after May 3, 2006. In that Order, the Commission also set the matter for hearing, required
the Company to give notice of hearing, established discovery guidelines, and established dates for
interventions and for the prefiling of direct testimony by intervenors and rebuttal testimony by the

Company.
On May §, 2006, the Commission filed an errata order to correct a clerical error.

On May 26, 2006, PSNC filed an amendment to its Application providing additional NCUC
Form G-1 data.

On June 14, 2006, PSNC filed a Motion for Admission to Practice and Statements of PSNC
and B. Craig Collins pursuant to G.S. 84-4.1 seeking an order from the Commission allowing Mr.
Collins to appear before the Commission in this proceeding. On June 20, 2006, the Commission
issued an order granting PSNC’s motion. On July 19, 2006, the Company filed a Pro Hac Vice
registration statement ag it had been provided to the Administrative Office of the Courts,

On July 12, 2006, a hearing on the Application was held in Statesville as scheduled. At the
hearing in Statesville, no person testified as a public witness. On July 12, 2006, a hearing was held in
Asheville as scheduled. At the hearing in Asheville, Keith Levi testified as a public witness. On
July 13, 2006, a hearing was held in Gastonia as scheduled. At the hearing in Gastonia, William L.
Martin and Elizabeth Glenn testified as public witnesses. On July 13, 2006, a hearing was held in
Durham as scheduled. At the hearing in Durham, no person testified as a public witness..

On July 31, 2006, the Company filed its Motion for Extension of Timé to File Intervenor and
Rebuttal Testimony. By Order, the Commission granted the motion on August 1, 2006.

On Au.gust 8, 2006, the Company filed its Motion for Extension of Time to File Intervenor
Testimony. By Order, the Commission granted the motion on August 9, 2006,

On August 10, 2006, the Attorney General filed the direct testimony and exhibits of Roger D.
Colton.

On Angust 16, 2006, the Company, the Public Staff, and CUCA (Stipulating Parties) filed a
joint stipulation and exhibits (Stipulation) resolving all issues in this proceeding as among the
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Stipulating Parties. On August 17, 2006, the Company filed the supplemental testimony of Candace
A. Paton in support of the Stipulation.

On August 17, 2006, the Attoney General filed a letter requesting that the Commission allow
the admission into evidence of the testimony of Roger D. Colton without the need for him to appear
at hearing. The Attomey General further stated that he did not object to the Stipulation.

On August 21, 2006, a hearing was held in Raleigh as scheduled. At the hearing in Raleigh,
Loraine Poacher, JoAnne Forgach, and William Carson testified as public witnesses.

On-August 22, 2006, the hearing in Raleigh was continued as scheduled and no person
testified as a public witness. At the hearing, the various prefiled direct and supplemental testimony
and exhibits of the following Company witnesses were offered and accepted into evidence: D.
Russell Harris, Jimmy E. Addison, Dr. Donald R. Murry, John J. Spanos, Sharon D. Boone, and
Candace A. Paton. The prefiled direct testimony of Attorney General witness Roger D. Colton also
was offered and accepted into evidence. Company witness Paton testified at the hearing and
answered questions from the Commission and the Public Staff,

On August 25, 2006, the Company filed Supplemental Paton Exhibit 2 to Company witness
Paton’s suppiemental testimony per the Commission’s request at the evidentiary hearing.

On September 25, 2006 PSNC, the Public Staff, and CUCA filed a Joint Proposed Order.
On October 18, 2006, PSNC filed a letter with a proposed Customer Notice Bill Insert.

Based on the verified Application, testimony, and exhibits received into evidence at the
hearings, and the entire record in this proceeding, the Commission makes the following:

FINDINGS OF FACT

1. PSNC is a corporation duly organized and existing under the laws of the State of
South Carolina, having its principal office and place of business in Gastonia, North Carolinz. PSNC
operates a natural gas pipeline system for the transportation, distribution, and sale of natural gas
within a franchised area consisting of all or parts of twenty-eight (28) counties in central and western
North Carolina,

2. PSNCis engaged in providing natural gas service to the public and is a public utility
as defined in G.S. 62-3(23), subject to the jurisdiction of this Commission.

3 The Commission has jurisdiction over the rates and charges, rate schedules, rate
classifications, and practices of public utilities, including the Company.

4. Inthe Application in this docket, the Company sought: (i) an increase of $28,422,375
in revenue, offset by a decrease of §7,520,155 related 1o a reduction in the fixed-cost portion of the
Company’s cost of gas, resulting in an overall increase of $20,902,220 in the Company’s rates and
charges for natural gas utility service; (ii) certain changes to the cost aillocations and rate design
underlying existing rates for the Company; (iii) revisions to the current tariff language and Rules and
Regulations; (iv) amortization of certain deferred account balances; (v) depreciation rates for plant
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maintained by the Company; and (vi) the implementation of customer conservation and assistance
initiatives.

5. The Company is properly before the Commission with respect to the relief sought in
the Application pursuant to the provisions of Chapter 62 of the General Statutes.

6. The appropriate test period for use in this proceeding is the twelve-month period
ended December 31, 2005, updated for certain known and measurable changes through

June 30, 2006.

7. The Stipulation executed by PSNC, the Public Staff, and CUCA is not opposed by the
Attorney General, the only other party to the proceeding, and it settles all matters in this docket,

8. The Stipulation provided for an increase in annual revenues for the Company of
$15,188,102, offset by $9,220,399 of reductions in fixed gas costs, for a net increase in rates and
charges of $5,967,703.

9 The original cost of the Company’s property used and useful, or to be used and useful
within a reasonable time after the test period, in providing natural gas utility service to the public
‘within North Carolina, less that portion of the cost which has been consumed by depreciation
expense, all as described and set forth in Paragraph 4 and Exhibit A of the Stipulation and reflected
on Schedule 1 hereto, is appropriate for use in this docket.

10.  The Company’s end-of-period pro forma revenues under the present and proposed
rates, as set forth in Paragraph 6.A and Exhibit A of the Stipulation and reflected on Schedule 1
hereto, are reasonable for use in this docket.

11.  The Company’s operating expenses, including actual invesiment currently consumed
through reasonable actual depreciation, as set forth in Paragraph 6.A and Exhibit A of the Stipulation
and reflected on Schedule 1 hereto, are reasonable for use in this docket,

12, The overall rate of return that the Company should be allowed the opportunity to eam
on the cost of the Company’s used and useful property, as ascertained pursuant to Paragraph 9 above,
is set forth in Paragraph 6.B and Exhibit A of the Stipulation and is reflected on Schedule 1 hereto.
The Commission makes no determination with respect to PSNC’s authorized rate of retum on
common equity in this proceeding. Thus, PSNC has no Commission-authorized rate of retumn on
common equity as of the date of this Order.

13.  For the purpose of this proceeding, the appropriate level of adjusted sales and
transportation volumes is 723,500,040 therms, which is comprised of 416,357,726 therms of sales
quantities and 307,142,314 therms of transportation quantities. The appropriate level of company use
gas is 732,710 therms and of lost and unaccounted for gas is 7,235,000 therms, and the appropriate
level of purchased gas supply is 424,325,436 therms, consisting of sales volumes, company use and
lost and unaccounted for gas.

4. The fixed gas costs that should be embedded in the proposed rates and used in tree-ups
of fixed gas costs in proceedings under Rule R1-17(k} until the resolution of PSNC’s next general
rate case are those derived from the fixed gas cost allocation percentages set forth in Exhibit D to the

Stipulation. :
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15, The appropriate depreciation rates for use in this proceeding are those set forth in the
depreciation study filed by the Company in this proceeding, as described and set forth in Paragraph 5
and Exhibit B of the Stipulation.

16.  The rate design and rates, including volumeiric rates, fixed monthly charges, and other
charges, as described in Paragraph 7 of the Stipulation and reflected in Exhibits C and F of the
Stipulation (as the same may be 2djusted for any changes in the Company’s benchmark cost of gas or
changes in demand and storage charges prior to the effective date of the revised rates), are just and
reasonable and should be approved. .

17.  The proposals to remove the commodity cost bifurcation for Rate Schedules 145 and
150 customers, as described in Paragraph 12 and Exhibit F of the Stipulation, and to implement the
annual election requirement for customers on Rate Schedules 145, 150, 175, and 180 are reasonable
and should be approved.

18.  The reasonable end of period level for the total cost of gas in this proceeding is
$410,466,808, and the reasonable pro forma level after the rate increase is $394,840,028, as described
in Paragraph 11 and Exhibit H to the Stipulation and reflected on Schedule 1 hereto.

19.  The proposed temporary rate decrements described in Paragraph 1LF of the
Stipulation are fair and reasonable and should be approved for implementation for a twelve-month
period beginning on the effective date of rates hereunder.

20.  The proposed “R;"” values, heat-sensitive factors, and base Inad factors to be used in
the Company’s Weather Normalization Adjustment (WNA) mechanism as set forth in Paragraph 9
and Exhibit E of the Stipulation are fair and reasonable and should be approved.

21, The proposal to record all negotiated losses in the All Customers Deferred Account
upon the effective date of rates hereunder, as described in Paragraph 11.E of the Stipulation, is fair
and reasonable and should be approved.

22, The proposal to capitalize PSNC’s electric power costs associated with operating its
liquefied natural gas (LNG) facility as part of LNG inventory and to roll these power costs into the
average cost of LNG so that the higher level of costs flows through the commodity cost of gas,
subject to true-up, as discussed in Paragraph 11.D of the Stipulation, is just and reasonable and
should be approved.

23.  The proposed treatment of the gas cost portion of uncollectibles expense, as set forth
in Paragraph 14 of the Stipulation, is fair and reasonable and should be approved.

24, The appropriate Allowance for Funds Used During Construction (AFUDC) rate for the
Company should be the overall rate of retum,

25, The proposed amortization of certain deferred costs, as set forth in and described in
Paragraph 13 of the Stipulation, is fair and reasonable and should be approved.

26.  The tariffs attached to the Stipulation as Exhibit F are fair and reasonable and should
be approved.
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27 The service regulations reflected in Exhibit G to the Stipulation are fair and reasonable
and should be approved.

28.  All of the provisions of the Stipulation are fair and reasonable énd should be approved.
EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 1-5

The evidence supporting these findings of fact is contained in the Company’s verified
Application, the testimony and exhibits of the various witnesses, the NCUC Form G-1 that was filed
with the Application, the provisions of Chapter 62 of the General Statutes, and the Commission’s
records as a whole. These findings are primarily jurisdictional and are not contested by any party.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 6

The Company filed its Application and exhibits using a test period consisting of the twelve-
months ended December 31, 2005. In its Order of May 4, 2006, the Commission ordered the parties
to use a test period consisting of the twelve-months ended December 31, 2005, with appropriate
adjustments; The Stipulation is based upon the test period ordered by the Commission, and this test
period was not contested by any party. In the Stipulation, the Stipulating Parties agreed to make
appropriate adjustments to the test period data for circumstances occurring or becoming known
through June 30, 2006. These adjustments were not contested by any party.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 7

This finding is supported by the Stipulation, the supplemental testimony of Candace A. Paton,
and the August 17, 2006 letter filed by the Attomey General.

The Stipulation recites that it was filed on behalf of PSNC, the Public Staff and CUCA. The
Stipulation provides that it represents a settlement of all the issues in the proceeding, In his
August 17, 2006 letter, the Attomney General indicated that he had no objection to the Stipulation.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 8

These findings are supported by the Application, the direct testimony of Company witness
Boone, the supplemental testimony of Company witness Paton, the Stipulation, and the testimony of
_Company witness Paton at the hearing.

Boone Exhibit 6 indicates that the Company filed for a revenue increase of $28,422,375,
offsct by a decrease in fixed gas costs of $7,520,153, for a net increase of 320,902,220, The
Stipulation in Paragraph 6.B indicates that the Company should be allowed to increase its anmial
level of margin through the rates and charges approved in this case by $15,188,102, offset by
39,220,399 of reductions in fixed gas cosls, for a net annual increase in rates and charges of
$5,967,703. Company witness Paton testified at the hearing that, as part of the negotiations with the
Stipulating Parties, the Company agreed to withdraw its proposal to include in the cost of service an
amount to implement customer conservation and assistance initiatives. She further testified that the
Company would continue its customer education efforts without seeking to recover the costs through
rates. These findings are not contested by any party.
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EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 9

The reasonable original cost of the Company’s property used and useful, or to be used and
usefizl within a reasonable time afler the test period, in providing natural gas utility service to the
public within its service territory, less that portion of the cost that has been consumed by depreciation
expense, is described and set forth in Paragraph 4 and Exhibit A to the Stipulation and reflected in

Schedule 1 hereto.

The amounts shown on Exhibit A to the Stipulation are the result of negotiations among the
Stipulating Parties in this docket, as described in the Stipulation and the supplemental testimony of
Company witness Paton, and are not opposed by any party. The stipulated reasonable original cost of
the Company’s property used and useful, or to be used and useful within a reasonable time after the
test period, in providing natural gas service to the public, less depreciation expense, is not contested
by any party. The Commission has reviewed these amounts, as well as all of the record evidence
relating to the Company’s rate base, and concludes that the stipulated amounts are appropriate for use

in this docket.
EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 10

The end of test period pro forma revenues under the Company’s present and stipulated
proposed rates are set forth in Paragraph 6.A and Exhibit A to the Stipulation and reflected on

Schedule 1 hereto.

The amounts on Exhibit A to the Stipulation are the result of negotiations among the
Stipulating Parties in this docket, as described in the Stipulation and the supplemental testimony of
Company witness Paton, and are not contested by any party. The Commission has reviewed these
amounts, as well as all record evidence relating to the Company’s pro forma revenues, and concludes
that the stipulated pro forma reveaues are reasonable and appropriate for use in this docket.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 11

The Company’s reasonable operating expenses, including actual investment currently
consumed through reasonable actual depreciation, are set forth in Paragraph 6.A and Exhibit A to the
Stipulation and reflected on Schedule 1 hereto.

The amounts on Exhibit A to the Stipulation are the result of negotiations among the
Stipulating Parties in this docket, as described in the Stipulation and the supplemental testimony of
Company witness Paton, and are not contested by any party. The Commission has reviewed these
amounts, as well as all record evidence relaling to the Company’s reasonable operating expenses, and
concludes that the stipulated reasonable operating expenses, including actual investment currently
consumed through reasonable actual depreciation, are reasonable and appropriate for use in this
docket.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 12

The overall rate of return on the cost of the Company’s used and useful property is set forth in
Paragraph 6.B and Exhibit A to the Stipulation and reflected on Schedule 1 hereto, This overall rate
of retumn is the result of negotiations among the Stipulating Parties, as described in the Stipulation
and the supplemental testimony of Company witness Paton, and it is not contested by any party. The
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Commission has reviewed the stipulated overall rate of retum and the evidence of record relating to
rate of retum and concludes that the stipulated overal! rate of return is fair and reasonable.

The Commission also concludes that the stipulated overall rate of return will allow the
Company, by sound management, the opportunity to produce a fair retumn for its shareholders,
considering changing economic conditions and other factors, as they now exist, to maintain its
facilities and services in accordance with the reasonable requirements of its customers in the territory
covered by its franchise and to compete in the market for capital funds on terms which are reasonable
and which are fair to its customers and to its existing investors.

The Commission makes no determination with respect to PSNC’s authorized rate of return on
common equity in this proceeding. Thus, PSNC has no Commission-authorized rate of return on
common equity in this proceeding. This is similar to the approach taken by the Commission in its
Order Approving Stipulation in the Dominion North Carolina Power investigation of rates and
charges in Docket No. E-22, Sub 412, and in its Order Approving Partial Rate Increase and Requiring
Conservation Initiative in the Piedmont Natural Gas Company, Inc., general rate case in Docket No.
G-9, Sub 499.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 13

The level of adjusted sales and transportation volumes used in the Stipulation is 723,500,040
therms and the level of purchased gas supply as shown on Exhibit H to the Stipulation is 424,325,436
therms. The throughput volume level is derived as follows:

Sales 416,357,726
Transportation 307.142.314
Total Throughput 723,500,040

The level of purchased gas supply is 424,325,436 therms, derived as follows:

Sales . 416,357,726
Company Use 732,710
Lost & Unaccounted for 7,235,000
Total Gas Supply 424,325,436

The throughput level and level of purchased gas supply are the result of negotiations among
the Stipulating Parties, as described in Paragraph 3 of the Stipulation and the supplemental testimony
of Company witness Paton, and are not opposed by any party. The Conumission has reviewed this
throughput leve! and concludes that it is a fair and reasonable approximation of the Company’s pro
forma adjusted sales and transportation volumes. The Commission has also reviewed the purchased
gas supply level and concludes that it is a fair and reasonable approximation of the Company’s pro
forma purchased gas supply level.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 14

Under the Commission’s procedures for truing-up fixed gas costs in proceedings under
Rule R1-17¢k), it is necessary and appropriate to determine the amotmt of fixed gas costs that are
embedded in the rates approved herein. In Paragraph 8 of the Stipulation, the Stipulating Parties
agreed that, for the purpose of this proceeding and future proceedings under R1-17(k), the
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appropriate amount of fixed gas costs allocated to each rate schedule is set forth below, as well as in
Exhibit D to the Stipulation:

Fixed Gas Cost Fixed Gas Cost

Rate Schedule Description Rate (S/therm) Apportionment %
105 Residential Value $0.13879 | 45.0114%
110 Residential Standard $0.14992 16.6531%
125/126 Small General Service $0.12092 26.5257%
145 Large General Service $0.05800 3.0864%
150 Interruptible  Commercial and

Indvstrial $0.03601 0.8491%
175 Large General Service

Transportation $0.02267 2.5415%
180 Interruptible  Commercial and

Industrial Transportation $0.01604 4.9328%

No party has contested this proposal. The Commission has examined these amounts, as well
as all record evidence on fixed gas cost allocations, and concludes that the stipulated allocations of
fixed gas costs are fair and reasonable,

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 15

In Paragraph 5 of the Stipulation, the Stipulating Parties proposed to utilize the depreciation
rates contained in the depreciation study filed by the Company with its Application and supported by
the direct testimony of Company witness Spanos, as reflected on Exhibit B to the Stipulation. No-
party contested this proposal. The Commission has reviewed this proposal and concludes that use of
the Company’s filed depreciation rates, as reflected on Exhibit B to the Stipulation, is appropriate.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 16

The evidence for this finding is contained in the Application, in Paragraph 7 of the Stipulation
and Exhibits C and F thereto, in the dircct and supplemental testimony of Company witness Paton,
and in the direct testimony of Attomey General witness Colton,

The computation of revenues under the proposed rates (based on a Benchmark Commodity
Cost of Gas of $0.825 per therm) is set forth on Exhibit C of the Stipulation. These computations
show that the proposed rates will produce the revenues calculated under the rate design approved for
use in this proceeding.

In its Application, the Company proposed to increase monthly facilities charges for residential
customers from existing levels of $7.74 and $10.65 for Rate Schedules 105 and 110, respectively, to
$15.00 per month. According to Company witness Paton the intent of the proposed increase was to
implement a rate structure that recognizes that many of an LDC’s costs are fixed and are not
dependent on the quantity of gas consumed. Company witness Paton stated that recovery of more
fixed costs in the monthly facilities charges would minimize the variance in customer bills on a
monthly basis and improve margin stability for the Company. In his direct testimony, Attorney
General witness Colton opposed this proposal, stating that increased fixed monthly charges for
residential customers, as proposed by the Company, have a disproportionate impact on lower income
customers. In the Stipulation and as reflected in the supplemental testimony of Company witness
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Paton, the Stipulating Parties agreed to a monthly facilities charge for all residential customers of
$10.00 per month, which is not opposed by any party. The Commission concludes that the monthly
facilities charges reflected in the Stipulation are appropriate and should be approved. .

With respect to the issue of the appropriate rates and rate design for use in this proceeding,
Company witness Paton testified in her supplemental testimony that the proposed rates and
underlying rate design reflected in Exhibit C to the Stipulation are somewhat different than those
originally proposed by the Company, but that they are just and reasonable and fzir to consumers and
the Company in the context of the Stipulation as a whole. The Stipulating Parties agreed that these
rates are proper, just and reasonable. Witness Paton’s conclusions and the conclusions set forth in the
Stipulation are uncontested.

The Commission has reviewed these rates, as well as all record evidence relating to the proper
rates to be implemented in this proceeding, and concludes that the stipulated rates are just and

reasonable.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 17

The evidence for this finding is contained in Paragraph 12 and Exhibit F of the Stipulation
and the supplemental testimony of Company witness Paton.

The Stipulating Parties agreed that, effective November 1, 2006, the Monthly Commodity Gas
Cost component of the rates paid by Rate Schedules 145 and 150 customers will be discontinued and
- teplaced with the Benchmark Commodity Cost of Gas applicable to Rate Schedules 105, 110, 115,
125, and 126 in effect on that date. Effective November 1, 2006, the rates for all sales customers,
including Rate Schedule 145 and 150 customers, will include the Benchmark Commodity Cost of
Gas approved by the Commission. Pursuant to the Commission’s order in Docket No. G-5, Sub 379,
the current sales rate for Rate Schedule 145 is composed of the Rate Schedule 175 transportation rate
Plus an clement for the Monthly Commodity Gas Cost determined pursuant to the Company’s PGA
Procedures — Rider D. Similarly, the current sales rate for Rate Schedule 150 is composed of the
Rate Schedule 180 transportation rate plus the Monthly Commodity Gas Cost. Temporary rate
increments or decrements related to the Sales Customers Only Deferred Account currently do not
apply to Rate Schedule 145 or 150 customers. The existing Monthly Commodity Gas Cost
component of the rates paid by Rate Schedule 145 and 130 customers is 8 market-based rate
determined in the manner specified in Section I of Rider D.

The Stipulating Parties also agreed that the ability of customers on Rate Schedules 145, 150,
175, and 180 to switch between sales and transportation service on 2 monthly basis will be replaced
with an annual election process whereby such customers must commit to either sales (Rate Schedules
145 or 150) or transportation (Rate Schedules 175 or 180) service,

No party contested these proposals. The Commission has reviewed these proposals and
concludes that the Company’s elimination of commodity cost bifurcation is appropriate and that the
implementation of the annual election requirement for customers on Rate Schedules 145, 150, 175,
and 180, as detailed in Exhibit F of the Stipulation, is fair and reasonable and should be approved.
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EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NQO. 18

The evidence for this finding is contained in Paragraphs 11.B and 11.C of the Stipulation.and
the supplemental testimony of Company witness Paton.

The Stipulating Parties support the pro forma level of the total cost of gas after the rate
increase as described in Paragraph 11.C of the Stipulation. No party has contested this assertion. The
Commission has examined these amounts as set forth in Paragraphs 11.B and 11.C of the Stipulation,
finds them to be fair and reasonable, and concludes they should be approved.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 19

The evidence for this finding is contained in Paragraph 11.F of the Stipulation and the
supplemental testimony of Company witness Paton.

The Stipulating Parties agreed to the following proposed temporary rate decrements effective
for the period November 1, 2006, through October 31, 2007 to refund the balance in the All
Customers Deferred Account:

Rate Schedule 105 - $.022248 per therm;

Rate Schedule 110 - $.025347 per therm;

Rate Schedules 125 and 126 - $.019396 per therm;
Rate Schedules 145 and 175 - $.013196 per therm; and
Rate Schedules 150 and 180 - §.007458 per therm.

The Commission has reviewed the proposed temporary rate decrements and concludes that
they are just and reasonable.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 20

The evidence for this finding is found in the testimony of Company witness Paton, Paragraph
9 and Exhibit E of the Stipulation, and the supplemental tesnmony of Company witness Paton.

The Stipulating Parties agreed to the appropriate WNA factors, which were not opposed by
any parties. The Commission has considered the WNA “R;” values, heat-sensitive factors, and base
load factors set forth in Paragraph 9 of the Stipulation and Exhibit E thereto and concludes that they
are fair and reasonable and should be approved.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 21
The evidence for this finding is found in Paragraph 11.E of the Stipulation.

The Stipulating Parties agreed to the proposal to record all negotiated losses in the All
Customers Deferred Account upon the effective date of rates hersunder, as described in
Paragraph 11.E of the Stipulation. No party opposed this proposal.

The Commission has reviewed this proposal and concludes that the proposed treatment of
recording all negotiated losses in the All Customers Deferred Account is fair and reasonable and
should be approved.
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EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 22

In Paragraph 11.D of the Stipulation, the Stipulating Parties agreed that the electric power
costs associated with operating the Company’s LNG facility should no longer be recorded as an
operating and maintenance expense, but, instead, should be capitalized as part of LNG inventory.
The Stipulating Parties agreed that these power costs should be rolled into the average cost of LNG
and that this higher level of cost should flow through the commodity cost of gas, subject to true-up.

This proposal to capitalize PSNC’s electric power costs associated with operating its LNG
facility as set forth in Paragraph 11.D of the Stipulation is not opposed by any party. The
Commission has considered the proposal and finds that the treatment of these electric power costs is
fair and reasonable and should be approved,

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 23

The evidence for this finding is contained in the direct testimony of Company witnesses Paton
and Boone and in Paragraph 14 of the Stipulation. :

In Paragraph 14 of the Stipulation, the Stipulating Parties agreed to adopt the Company’s
proposal to remove the gas portion of uncollectibles expense, net of write-offs (uncollectible write-
offs minus recoveries) from base rates and recover these costs through the gas cost deferred accounts.
The Stipulating Parties further agreed that the Company should record this entry in the Sales
Customers Only Deferred Account for all such amounts. No party opposed this proposal.

The Commission has reviewed this proposal and concludes that the stipulated treatment of
uncollectibles expense is fair and reasonable and should be adopted.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 24

The evidence for this finding is contained in Paragraph 15 of the Stipulation and the
supplemental testimony of Company witness Paton.

The Stipulating Parties agreed that the appropriate AFUDC rate for the Company, effective
November 1, 2006, should be the agreed upon overall rate of retum. No party objected to this
proposal.

The Commission has reviewed this proposal and concludes that the agreed upon AFUDC rate
is fair and reasonable and should be adopted.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 25

The evidence for this finding is contained in the Company’s Application and the direct
testimony of Company witnesses Boone and Paton, the Snpulatmn, and the supplemental testimony
of Company witness Paton,

In Paragraph 13 of the Stipulation, the Stipulating Parties proposed certain agreed upon
amortization periods for the treatment of the following deferred costs as of June 30, 2006:
{a) manufactured gas plant costs; (b) pipeline integrity management costs; (c) wotkers compensation
losses; and (d) excess deferred income taxes (EDIT). The Stipulating Parties further agreed that it is
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appropriate to continue until the resolution of PSNC’s next general rate case proceeding the
regulatory asset treatment for costs paid to outside contractors and outside consultants incurred as a
result of the Pipeline Safety Improvement Act of 2002 and necessary for compliance with current
federal regulations, pending the establishment of an appropriate recovery mechanism in a future
proceeding, '

The Stipulating Parties also agreed that it is appropriate to discontinue the decrement and
special EDIT accounting procedures previously approved by the Commission in Docket Nos. G-5,
Subs 280, 289, and 295. The Stipulating Parties agreed that the estimated November 1, 2006 balance
of previously amortized plant-related EDIT and the balance of non-plant-related EDIT should be
flowed back to customers over five years. In addition, the Stipulating Parties agreed that PSNC’s
income tax expense will now reflect a reduction for the annual amount of plant-related net EDIT
amortized for book accounting purposes and the annual amortization of the balance on non-plant
related EDIT based on a five-year amortization period.

No party opposed the proposals contained in Paragraph 13 of the Stipulation. The
Commission has considered the proposed amortization periods and related matters set forth in
Paragraph 13, as well as the relevant evidence in the record, and concludes that the stipulated
amortization periods are fair and reasonable and should be approved. The Commission further
concludes that ths proposed continuation of regulatory asset treatment for pipeline integrity
management costs is fair and reasonable and should be approved.

EVIDENCE AND CONCLUSIONS FOR FINDINGS OF FACT NOS. 26 AND 27

The evidence supporting these findings is contained in the direct and supplemental testimony
of Company witness Paton, the Stipulation, and Exhibits F and G thereto.

Company witness Paton testified to the proposed additional changes to the Company’s tariffs
and service regulations and the reasons underlying those changes. In general, she testified that the
changes are necessary and appropriate to reflect.changes in market, usage, and regulatory conditions
and to improve service.

The changes to the Company's tariffs and service regulations which were agreed to among the
Stipulating Parties, including those designed to address certain concems raised by the Attorney
General, are reflected in Exhibits F and G to the Stipulation. No party objected to these changes.
The Commission has reviewed these changes to the Company’s tariffs and service regulations and
concludes that they are fair and reasonable and should be approved.

EVIDENCE AND CONCLUSIONS FOR FINDING OF FACT NO. 28

For the reasons set forth in the foregoing paragraphs, the Commission concludes that the
Stipulation in this proceeding provides a just and reasonable resolution of all the issues in this case,
will allow the Company a reasonable opportunity to eam a fair retumn, and provides just and
reasonable rates for all customer tlasses. The Commission finds and concludes that all of the
provisions of the Stipulation, taken together, are fair and reasonable under the circumstances of this
proceeding and should be approved,

IT IS, THEREFORE, ORDERED s follows:
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1. That PSNC is hereby anthorized to adjust its rates and charges in accordance with the
Stipulation in this proceeding (as such rates may be adjusted for any changes in the Benchmark Cost
of Gas and changes in Demand and Storage Charges prior to the effective date of the revised rates)
effective for service rendered on and after Navember 1, 2006;

2. That PSNC is authorized to implement the tariffs attached to the Stipulation as Exhibit
F effective November 1, 2006;

3. That PSNC is authorized to implement the service regulations attached as Exhibit G to
the Stipulation effective November 1, 2006;

4. That PSNC shall file tariff and service regulations to comply with this Order within
ten (10) days from the date of this Order;

5. That PSNC is authorized to implement the other actions, practices, principles, and
methods agreed upon in the Stipulation and not inconsistent with this order; and

6. That PSNC shall give notice to its customers by means of a bill insert, beginning with
the billing cycle that includes the rate changes approved herein, in the format submitted to the
Commission with PSNC’s October 18, 2006 letter.

ISSUED BY ORDER OF THE COMMISSION.
This the _23" day of October, 2006.

NORTH CAROLINA UTILITIES COMMISSION .

Gail L. Mount, Deputy Clerk
wrl02306.01 '
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NATURAL GAS - RATE INCREASE

DOCKET NO. G-9, SUB 499
DOCKET NO. G-21, SUB 461
DOCKET NO., G-44, SUB 15
DOCKET NO. G-9, SUB 521

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Application of Piedmont Natural Gas Company, Inc., )
North Carolina Natural Gas, and Eastemn North )
Carolina Natural Gas Company for the Consolidation )
of their Revenues, Rate Bases and Expenses, a )
General Increase in Rates and Charges, Approval of )
Various Changes to and Consolidation of their Rate ) ORDER APPROVING RATE
Schedules, Classifications and Practices, and ) ADJUSTMENTS EFFECTIVE
Approval of Depreciation Rates ) APRIL 1, 2006, AND DENYING
) MOTION OF ATTORNEY
In the Matter of ) GENERAL
Application of Piedmont Natural Gas )
Company, Ine., for Appraval of Semi-Annual )
Adjustment of Rates Under Appendix C of its Service )
Regulations )

BY THE COMMISSION: On November 3, 2005, the Commission issued its Order
Approving Partial Rate Increase and Requiring Conservation Inifiative in a general rate case for
Piedmont Natural Gas Company, Inc. (Piedmont), conducted in Docket Nos. G-9, Sub 499, G-21,
Sub 461, and G-44, Sub 15. Among other things, that Order approved the Customer Utilization
Tracker (CUT) mechanism as an experimental, provisional tariff for Piedmont. The CUT mechanism
provides that, beginning November 1, 2005, Piedmont shall compare actual ma:gms recovered from
residential and small and medium commercial customers with the margins in the rates approved in
the general rate case and, on a semi-annual basis, shall apply for authority to implement temporary
rate increments or decrements in order to cellect or refund the differences.

On January 3, 2006, the Attomey General filed Notice of Appeal and Exceptions as to the
November 3, 2005 Order. The exceptions and appeal relate to the Commission’s approval of the
CUT mechanism. The Attorney General’s appeal has not yet been docketed with the North Carolina
Supreme Court.

On March 17, 2006, Piedmont filed its first application pursuant to the CUT mechanism. The
application was filed in Docket No. G-9, Sub 521. By this application, Piedmont requests authority
to adjust rates effective April 1, 2006, by adding temporary rate increments to reflect the under-
recovery of residential and small and medium commercial margins during the period
November 1, 2005, through January 31, 2006. Piedmont has calculated the proposed temporary rate
increments (temporanes) as a rate per dekatherm (dt) as follows:
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Rate Description CUT Balance Temporaries
and Schedule (@ 1/31/2006 (5/dt)

Residential $8,821,575 £0.2262
(101 and 121)

Small Commercial $2,892,078 $0.1230
(102 and 132)

Medium Commercial 851,104 $0.0086
(152 and 162)

The Public Staff presented this application to the Commission at the March 27, 2006
Commission Conference and recommended approval of Piedmont’s proposed CUT rate increments.
On that same date, the Attorney General filed a motion in all four dockets designated above,
requesting that the application in Docket No. G-9, Sub 521 “be addressed by the Commission in
Piedmont’s general rate case docket[s] rather than a new docket or, in the alternative,...that the
dockets be consolidated for consideration.” The Attomey General also opposed the CUT rate
increments proposed by Piedmont on the same grounds previously argued in the general rate case.
Piedmont appeared at the Commission Conference and opposed the Attorney General’s motion.

The Commisston finds good cause to deny the motion of the Attomey General asking that the
present CUT application either be considered in the general rate case dockets or consolidated
therewith.! The order in the general rate case dockets resoived the issues raised in those proceedings,
including approval of the CUT. The CUT provides for the filing of applications for rate adjustments
every six months during the life of the tariff. Although the general rate case order did not specify
how the semi-annual CUT applications should be filed, the Commission concludes that, for
administrative convenience, it is appropriate that all such applications shall be filed in a single, new
docket and that Docket No. G-9, Sub 521 shell be used for this purpose, This ruling is not intended
to prejudice the Attorney General's appeal of the general rate case order in any way. The Rules of
Appellate Procedure provide for consolidation of appeals involviig common questions of law by
motion to the appellate court wherein the appeals are docketed. N.C.R.App.P. 40.

The Commission further finds good cause to apprave the CUT application filed by Piedmont
on March 17, 2006. The Public Staff has reviewed the calculations by which Piedmont derived the
proposed CUT rate increments, and the Public Staff recommended that the rate increments be
approved as filed Although the Attomey General opposes the CUT on legal and poelicy grounds, he
raised no issue as to the accuracy of Piedmont's calculations. The Commission finds that the
application is consistent with the provisions of the CUT tariff, which has not been stayed pending
appeal, and that it should be approved.

IT IS, THEREFORE, ORDERED as follows:

! The present order is beirg issued in all four dockets only because the Attorney General filed his motion in all
four dockets. The provisions of the order approving the CUT rate adjustments should be regarded as issued in Docket
No. G-9, Sub 521,
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1. That Piedmont is allowed to implement rate increments as contained in the body of
this Order effective for service rendered on and after April 1, 2006, in order to collect the balance in
the Customer Utilization Tracker deferred account;

2. That Piedmont shall file an original and eleven copies of its revised tariffs consistent
with Ordering Paragraph 1 within five days of the date of this Order;

3. That Piedmont shall give notice to its customers of the rate changes allowed in this
Order;

4, That the motion filed by the Attomey General on March 27, 2006, should be, and
hereby is, denied; and

5. That, for adminisirative convenience, Piedmont shall file 2l future CUT applications
in Docket No. G-9, Sub 521.

ISSUE BY ORDER OF THE COMMISSION.
Thisthe _28" day of _March 2006.

NORTH.CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk

Commissioners Sam J. Ervin, IV, and Lorinzo L. Joyner dissent as to approval of the CUT rate
increments for the reasons stated in their dissents from the November 3, 2005 Order in Docket Nos.
G-9, Sub 499, G-21, Sub 461, and G-44, Sub 15. ‘They join in the remainder of the Commission’s:
order herein. :

Ah032706.01
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DOCKET NO. P-55, SUB 1577
BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Complaint of dPi Teleconneet, L.L.C. Against )
BellSouth Telecommunications, Inc. Regarding }  ORDER DENYING dPi’s
Credit for Resale of Services Subject to Promotional )  MOTION TO RECONSIDER
Discounts ) '

BEFORE:  Commissioner James Y. Kerr, 11, Presiding, and Commissioners Sam J. Ervin, IV, and
Chair Jo Anne Sanford

APPEARANCES:
For dPi Telecommect, L.L.C.:

Ralph 'McDonaId, Bailey & Dixon, L.L.P,, Post Office Box 1351, Raleigh, North
Carolina 27602-1351 :

Christopher Malish, Foster, Malish, Blair & Cowan, L.L.P., 1403 West Sixth Street,
Austin, Texas 78703

For BellSouth Telecommunications, Inc.:

Edward L. Rankin, III, BellSouth Telecommunications, Inc., Post Office Box 30188,
Charlotte, North Carolina 28230

Andrew D. Shore, BeliSouth Telecornmunications, Ine., 675 W. Peachtree Street NE,
Suite 4300, Atlanta, Georgia 30375

For the Using and Consuming Public:

Robert S. Gillam and Ralph J. Daigneault, Staff Attomeys, Public Staff - North
Carolina Utilities Commission, 4326 Mail Service Center, Raleigh, North Carolina
27699-4326

BY THE COMMISSION: ~ On August 25, 2005, dPi Teleconnect, L.L.C. (dPi) filed a
complaint against BellSouth Telecommunications, Inc. {BellSouth) secking credit for resale of
services subject allegedly to promotional discounts in accordance with their interconnection
agreement. Among other things, dPi resells BellSouth's retail residential telephone services, some of
which are subject to BellSouth promotional discounts, The discount dPi sesks credit for in this
proceeding is the Line Connection Charge Waiver (LCCW), which BellSouth gave to customers that
purchased certain packages or features.

It was dPi’s belief that some of its customers met the requirements of the LCCW by obtaining

" at least two of the following features: blocking per-use call retum, blocking repeat dialing, and
blocking call tracing. BellSouth refers to these features by the codes BCR, BRD, and HBG,
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respectively. BellSouth charges customers for most custom calling features, but it furnishes BCR,
BRD, and HBG to customers upon request, without charge. BellSouth believes that customers
obtaining BCR, BRD, or HBG did not qualify for the discount because the promotion only provided
the discount for purchased features.

On March 1, 2006, the Commission held an evidentiary hearing in Raleigh with witnesses
from dPi and BellSouth presenting testimony and exhibits. On April 27, 2006, the Public Staff filed
its Proposed Order and dPi and BellSouth filed briefs. On June 7, 2006, the Commission issued an
Order Dismissing the Complaint.

On July 6, 2006, dPi filed a Motion for Reconsideration which can be summarized as follows:

a. dPi is entitled to recover $2,537.70 for credits wrongfully denied on the grounds that a
transfer, rather than a winover or reacquisition, was involved.

b. Applying the correet test, or basing the decision on the best evidence in the record,
inexorably leads to the determination that dPi is entitled to LCCW promotion pricing when it
purchases Basic Local Service plus two of the BCR, BRD, and HBG Touchstar features.

The Commission subsequently issued an Order Requesting Comments from BellSouth and
the Public Staff and requiring reply comments to be filed by dPi. Briefly summarized, the parties
commented as follows: .

BeliSouth Comments

- BellSouth contended that dPi failed to present anything new for the Commission to consider.
It simply reiterated statements contained in its earlier brief. dPi's arguments were not persuasive the
first time, nor are they now, dPi's claim is founded upon selective use of three months out of two
years billing data. dPj has presented absolutely no substantive evidence that refutes the results of the
statistically valid sampling analysis presented by BellSouth, As such, the Commission should deny
dPi's request for payment of $2,537.70,

Bel!South recommended that the Commission reaffirm its ruling that dPi is not entitled under
the terms of the parties' interconnection agreement to credits for BellSouth's Line Connection Charge
Waiver Promotion because BellSouth does not and would not give the promotion to its own End
Users with only basic service and free blocks.

Public Staflf Comments

The Public Staff stated that it cannot confirm whether dPi's-claims for $2,537.70 in credits for
wrongfully denied transfers/winovers are legitimate without a review of each credit request submitted
by dPi. The Public Staff recommended that Bellsouth should examine each credit request
individually, without the use of a sampling procedure, to determine the comrect amount of credits due.
If the total credits due as a result of the recalculation are greater than the credits already granted to
dPi, BeliSouth should award the necessary additional credits; if they are lower, dPi should reimburse
BellSouth for the excess credits it has received.

It was also the Public Staff’s view that BellSouth should not be forced to allow promotional
pricing for customers that subscribe to blocking services for which no charge is made, including
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BCR, BRD, and HBG. The Public Staff believes these services did not serve to qualify a custorner for
BellSouth's promotion and agrees with the Commission's ruling,

dPi Reply Comments
In its Reply Comments, dPi reiterated its comments from its Motion to Reconsider that:

1. dPi is entitled to recover $2,537.70 for credits wrongfully denied on the grounds that a
transfer, rather than a winover or reacquisition, was involved.

2. Applying the correct test, or basing the decision on the best evidence in the record,
inexorably leads to the determination that dPi is entitled to LCCW promotional pricing when it
purchases Basic Locai Service plus two of the BCR, BRD, and HBG Touchstar features.

WHEREUPON, the Commission reaches the following
CONCLUSIONS

The Commission’s analysis on Reconsideration addresses the two core issues raised by the
reconsideration motion—improper credits for transfers and interpretation of the interconnection
agreement:

Improper Credits for Transfers. During the hearing, dPi witnesses Brian Bolinger and Steve
Watson responded affirmatively to the following question by dPi’s counsel in prefiled rebuttal
testimony:

So in short, this case is reduced to whether dPi is entitled to promotional credits when
it orders Basic Service plus Touchstar block features because it has “purchase[d]..,
BellSouth Basic Service with at least [two] feature[s]” and thus has “qualiffied] for a
waiver of the local service fee.” Tpp, 40, 111,

G. 8. 62-73 provides that complaints may be made by any person having an interest in any act
or thing done or omitted to be done by a public utility that is unjust and unreasonable. The burden of
proof with respect to any such complaint shall be upon the Complainant to show that the public
utility’s rates, service, classification, rule, regulation or practice is unjust and unreasonable.
G.S. 62-75. In this case, dPi has the burden to demonstrate to this Commission by the greater weight
of the evidence that BellSouth’s determination of the credits due to dPi was unjust and unreasonable.

In this case, BellSouth Witness Pat Tipton testified that BellSouth employed two procedures
to determine transfer - related credits due to dPi. First, BellSouth sampled end user accounts
submitted for promotional billing credit to determine if they would qualify for the promotion in
question. If, during the course of review, BellSouth determined that a portion of the accounts did not
qualify, BellSouth applied the resulting percentage of qualified accounts to the total eredit amount
requested to determine dPi’s credit amount. Tp. 201. BellSouth issued credits to dPi based on the
results of this sampling process for each month of the 22 month promotional period. Tp. 204, dPi
Exh 4.

In the second procedure, BellSouth enlisted the services of Dr. Joseph B. Thomas, PhD in
statistics, to develop a sampling procedure for the North Carolina accounts for which dPi was
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claiming promotional credits. Dr. Thomas determined the sample sizes for dPi promotional requests
that would determine a statistical accuracy of 95% and a precision of +/~ 5%. When applied to the
LCCW credits requested by dPi, Dr. Thomas found that 64% of the North Carolina credits applied for
by dPi did not qualify for the promotion. This result, when the margin of ermor is considered,
compared favorably with the 66% denial rate that BellSouth actually utilized when denying dPi
promotional requests based on the previously described sampling process. Tp. 206,

During the hearing, BellSouth contended that it was not required to examine each account
submitted to determine if the accounts qualified for promotional credits. According to BellSouth,
such verification is neither necessary nor required. Rather, in BellSouth’s view, examination of a
representative sample of the accounts submitted is-a suitable substitute for determining the amount of
credits due. Under those circumstances, one cannot expect that thé numbers provided by BellSouth
will correspond precisely with the actual numbers derived after an actual examination of the credit
requests for each month. At best, the numbers can merely approximate, within a range, the numbers
predicted by the sampling process employed by BellSouth and verified by Dr, Thomas. BeliSouth
contends and the Commission concludes that the sampling process employed by BellSouth was
statistically valid.

According to dPi, the process employed by BeliSouth resulted in dPi being shortchanged in
the amount of $2,537.70. dPi now asks this Commission to award it additional credits in that
armount. In support of this request, dPi noted that its review of the BellSouth sarpling data revealed
denials for the months of June, August and November, 2005 which were significantly higher than
industry and company expected denials for transfers. These results led dPi to question the validity of
the data derived from these samples and caused dPi to perform an audit-of those months. The audit
revealed the denial percentages derived from the audits’ actual numbers were substantially less than
the denial percentages derived from sampling,

dPi now contends that it did not receive credits that it was due because the sampling process
utilized by BellSouth was flawed. We are not persuaded from the evidence provided by dPi that
BellSouth’s approach to calculating credits due yielded incorrect results and is therefore unjust or
unreasonable.

In this case, BellSouth determined credits for dPi based on the sampling process described by
Witness Tipton and validated by Dr. Thomas for each of the 22 months of the promotional period.
dPi chose not to examine the results derived from this sampling process for 19 of the 22 months for
which the promotion operated. That is, dPi-did not audit each credit request submitted for the entire
22 months for which the promotion was featured, and the credits were calculated to reach this
conclusion. Nor did dPi perform an audit for each of the 12 months in which the sample indicated
that a transfer request was denied. Either audit would have bzen invaluable in determining whether
the sampling process provided a realistic assessment of transfer based derials.

Instead of auditing the submittals in the manner previously suggested, dPi picked those
months for audit which had extremely high denial rates for transfers and offered the most opportunity
for errors favorable to dPi, and did not audit those months which had low or zero denial rates because
of transfers which, presumably, would yield results more favorable to BellSouth. dPi’s method of
caleulating the credits it was due was inherently flawed and does not account for those months in
which the denial rate, as determined by the sample, was low or nonexistent; nor does it indicate if the
denial rates derived from the sample for other reasons were inaccurate. As a result, we have no way
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of knowing if the sampling process employed by BellSouth is in emor or if the abnormally high
deviations are no more than an anomaly in the statistically accurate sampling process.

Stated more simply, we are unable to tell from this data whether the $2,537.70 deviation
identified by dPi is offset by a similar deviation in the remaining 19 months of the promotion period
in favor of BellSouth. Thus, even if we accept that those three months produced a discrepancy of
$2,537.70, we cannot determine by the greater weight of the evidence that the “emor” requires an
adjustment to dPi’s account because dPi has not proven that the discrepancy has not been offset at
some other point in BellSouth’s statistically valid sample. Thus, dPi has not met its burden of proving
by the greater weight of the evidence that the result reached by BellSouth’s sampling process is
unjust or unreasonable. Therefore, dPi’s request for additional credits must be denied.

Interconnection Agreement Interpretation. On June 7, 2006, the Commission issued an Order
Denying dPi’s Compiaint against BellSouth to recover credits which it alleged had been wrongfully
denied. In the Order, we stated:

Under the clear language of this provision, promotions are only available if end users
would have qualified for the promotion if the promotion had been provided by
BellSouth directly. In Witness Tipton's testimony, she stated emphatically that
BellSouth does not authorize promotional discounts to its End Users who only order
basic services and the blocks provided by dPi. This fact was uncontested by dPi at the
hearing and unrebutted in its post hearing brief. Thus, under the clear terms of the
interconnection agreement and the facts of this case, dPi end users who only order
blacking features are not eligible for the credits because similarly situated BellSouth
End Users are not entitled to such credit. dPi’s complaint should therefore be denied.

In its Motion for Reconsideration, dPi argues that the Commission’s decision in this case rests
upen the Commission’s failure to accurately apply a provision of the parties’ interconnection
agreement which states:

“Where available for resale, promotions will be made available only to End Users
who would have qualified for the ‘promotion had it been provided by BellSouth
direetly.” ' .

dPi argues that the Commission was required to interpret the promotion to determine whether the
end-user would have qualified for the promotion. The argument that dPi is now making is identical to
the argument that it made in the hearing and in the post hearing brief. In our Order of June 7%, we
expressly rejected this approach. We stated that “the Commission concludes that we are not required
to analyze and decide this case based on the language of the promotion. The fact is that BellSouth and
dPi jointly agreed to methodology for determiriing the limits of any promotion in their voluntarily
negotiated interconnection agreement.” (emphasis in original) Further, we stated “Under the clear
terms of the interconnection agreement and the facts of this case, dPi end users who only order
blocking features are nof eligible for the credits because similarly situated BellSouth End Users are
not entitled to such credits.” (emphasis in original) Although dPi challenges the credibility of the
testimony offered by BellSouth conceming the manner in which BellSouth applies the promotion in
question to its own customers, nothing in the record suggests that BellSouth applies the promotional
language in any manner other than that described by BellSouth’s wiiness. As a result, dPi has not
offered any persuasive rationale that would lead this Commission to overtum its origirial
determination in this regard. For that reason, dPi’s motion to reconsider this issue is denied.
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IT IS, THEREFORE, SO ORDERED that:

1, dPi’s motit_m for the Commission 1o ‘award it additional credits in the amount of
$2,537.70 be denied.

2. dPi’s motion to reconsider the Order of June 7, 2006 be denied.

ISSUED BY ORDER OF THE COMMISSION.
This the _12™ day of October, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Gail L. Mount, Deputy Clerk

Lh101206.01
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DOCKET NO. P-35, SUB 96

In the Matter of
Application of MebTel, Inc. for Approval ) RECOMMENDED ORDER
of a Price Regulation Plan Pursuant )  APPROVING MODIFIED FRICE
to N.C. Gen. Stat § 62-133.5(a) )} REGULATION PLAN

HEARD: Thursday, September 13, 2006, in the Council Chambers, Mebane Municipal Hall,
106 East Washington Street, Mebane, North Carolina

BEFORE:  Hearing Examiner Dan Long, Presiding

APPEARANCES:
FOR MEBTEL, INC.:

Daniel C. Higgins

Bumns, Day & Presnell, P.A.
2626 Glenwood Ave., Ste. 560-
Raleigh, North Carolina 27608

FOR THE USING AND CONSUMING PUBLIC:

Kendrick C. Fentress

Public Staff - North Carolina Utilities Commission
4326 Mai] Service Center

Raleigh, North Carolina 27699-4326

BY THE HEARING EXAMINER: G.8. 62-133.5{a) provides that “[a]ny local exchange -
company [LEC], subject to the provisions of G.S. 62-110(f1), that is subject to rate of retum
regulation pursuant to G.S. 62-133 . . . may clect to have the rates, terms and conditions of its
services determined pursuant to a form of price regulation, rather than rate of return or other forms of
earnings regulation.”

Under the form of price regulation authorized by G.S. 62-133.5(a), “the Commission shall,
among other things, petmit the local exchange company to determine and set its own depreciation
rates, to rebalance its rates, and to adjust its prices in the agpregate, or to adjust its prices for various
aggregated categories of services, based upon changes in generally accepted indices of prices.”

(.8, 62-133.5(a) requires notice and a hearing, allows different forms of price regulation as
between different LECs, and requires the Commission te decide price regulation cases within 90 days
subject to an extension by the Commission for an additional 90 days, or a total of 180 days from the
filing of the Application. The statute requires the Commission to approve price regulation for a LEC -
upon finding that a proposed plan:

(i)  protects the affordability of basic local exchange service, as such service is defined by
the Commission;
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(i)  reasonably assures the continuation of basic local exchange service that meets
reasonable service standards that the Commission may adopt;

(iii)  will not unreasonably prejudice any class of telephone customers, including
telecommunications companies; and

(iv)  is otherwise consistent with the public interest.

MebTel, Inc. (“MebTel”) is currently operating pursuant to-the price regulation plan that was
the subject of the Commission’s Order Approving MebTel’s Price Regulation issued in this.docket on
September 10, 1999 (the “Onginal Plan”), as subsequently amended. G.8. 62-133.5(c) provides that

“[a]ny local exchange company subject to price regulation under the provisions of subsection () of
this section may file an apphcanon with the Commission to modify such form of price regulation or
for other forms of regulation.” The Commission must approve the amended plan if it satisfies the
four criteria quoted above. G.S. 62-133.5(c) further provides: “If the Commission disapproves, in
whole or in part, a local exchange company’s application to modify its existing form of price
regulation, the company may ¢lect to contiriue to operate under its then existing plan previcusly
approved under this subsection or subsection (a) of this section.”

On June 1, 2006, MebTel and the Pubhc Staff — North Carolina Utilities Commission (*Public
Staff”), collectively referred to as the “Parties,” filed a Stipulation and Agreement with the
Commission. In the Stipulation and Agreement, the Parties mufually agreed that the Small Local
Exchange Carrier Price Regulation Plan for MebTel attached to the Stipulation (the “Stipulated Plan”
or “Plan”) met and satisfied the four statutory criteria for Commission approval of a price regulation
plan under G.8, 62-133.5(c) and requested Commission approval. MebTel advised the Commission
that its Stipulated Plan was substantially identical to the revised price regulation plans recently
approved by the Commission for other local exchange companies.

The Stipulated Plan modified the Original Plan with the followihg provisions:

. Reclassification of existing services into five (5) new categories of service designated
as Moderate Pricing Flexibility, Interconnection Services, Discretionary Pricing
Flexibility, High Pricing Flexibility, and Total Pn'cing Flexibility.

. Servmes that would be classified in the Moderate Pncmg Flexibility category include
business and residential basic local exchange services. Prices for these services.could -
be increased by a maximum of 10% in each Plan year, provided that revenues for the
category do not increase by more than one and one-half times the rate of inflation.

. Services that would be classified in the Interconnection Services category include
Carrier Common Line, Switched Access Service, and the IntraLATA Toll Originating
Responsibility Plan (ITORP). Prices for these services could be increased by a
maximum of 10% in each Plan year, provided that revenues for the category do not
increase by more than one and one-half times the rate of inflation.

) Initile‘ﬂly,_ there would be no services that would be classified to the Discretionary
Pricing Flexibility category. Prices for services placed into the Discretionary Pricing
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Flexibility catégory will be no higher than tariff rates but may be reduced to individual
customers, for competitive reasons, below tariff rates at MebTel’s discretion.

. Services that would be classified to the High Pricing Flexibility category include
operator assisted local calls and optional business and residential calling features.
Prices for these services could be increased by a maximum of 20% in each Plan year,
provided that revenues for the category do not increase by more than two and one-half
times the rate of inflation.

(] Services in the Total Pricing Flexibility category include Centréx service. Prices for
these services would not be regulated by the Plan.

° Financial penalties to be paid to customers if MebTel fails to meet service objectives
established by the Commission.

On June 27, 2006, the Commission issued its Order Scheduling Hearing, Requiring Public
Notice, And Submission of Prefiled Testimony. This Order consolidated the public hearing and the
evidentiary hearing for September 13, 2006, with respect to MebTel’s request for approval of the
Stipulated Plan, The Order required that MebTel publish notice of the hearing in newspapers having
general circulation in the Mebane, Milton and Gatewood exchange areas once a week during the
weeks of July 31 and August 7, 2006; that MebTel send the Notice to-its customers by means of bill
inserts or special direct mailing between August 1 and August 10, 2006; that petitions to intervene be
filed no later than August 17, 2006; that MebTel prefile direct testimony no later than
August 22, 2006; that the Public Staff and any other intervener prefile direct testimony no later than
September 1, 2006; that rebuttal testimony be filed no later than September 8, 2006; and that all the
parties in this docket file witness lists, proposed order of witnesses and estimated cross-examination
timies no later than September 8, 2006.

On August 22, 2006, MebTel filed the direct testimony of Stephen Murray, Director of
Regulatory Affairs for MebTel. On August 22, 2006, MebTel also filed affidavits of publication
establishing that public notice had been provided in accordance with the Commission’s procedural
otder. On September 1, 2006, the Public Staff filed the direct testimony of Charles B. Moye, an
Engineer with the Communications Division. Both witnesses supported the Stipulated Plan,

At the September 13, 2006 evidentiary hearing in Mebane, the Parties were present, as well as
members of the public. The public witnesses consisted of Montrena Hadley, Ken Creager, and Steve
Cole, who testified witheut objection. All three public witnesses testified in support of MebTel,
complimenting its service. At the conclusion of the public hearing, MebTel witness Murray and
Public Staff witness Moye testified without objection.

On September 22, 2006, the North Carolina Attorney General filed a Notice of Intervention
and a Brief in this docket. In his brief the Attomey General expressed his belicf that the Commission
should not approve the Stipulated Plan on the grounds that it was contrary to the public interest and
unnecessary for MebTel to compete fairly.

MebTel and'the Public Staff filed a Joint Proposed Order on October 4, 2006.

336



TELECOMMUNICATIONS - MISCELLANEOUS

WHEREFORE, based on the foregoing, the evidence adduced at the hearing, and the entire
record in this matter, the Hearing Examiner now makes the following

FINDINGS OF FACT AND CONCLUSIONS OF LAW

I.  MebTel is a “local exchange company” as the term is defined in G.S. 62-3(16a).
MebTel is currently subject to a price regulation plan pursuant to the provisions of G.S. 62-133.5(a)
and has sought revisions to that plan pursvant to G.S. 62-133.5(c). Thus, this matter is properly
before the Commission for consideration, and MebTel meets all of the requirements for price
regulation under .S, 62-133.5.

2. The Stipulated Plan will protect the affordability of basic local exchange service.

3. The Stipulated Plan will reasonably assure the continuation of basic local exchange
service that meets reasonable service standards.

4 The Stipulated Plan will not uireasonably prejudice any class of telephone customers,
including telecommunications companies.

5. The Stipulated Plan is otherwise consistent with the public interest.
EVIDENCE FOR FINDING OF FACT AND CONCLUSION OF LAW NO. 1

Finding of Fact and Conclusion of Law No. 1 is supported by the record as a whole and is not
contested.

EVIDENCE FOR FINDING OF FACT AND CONCLUSION OF LAW
NO. 2 - AFFORDABILITY

Finding of Fact and Conclusion of Law No. 2 (and Nos, 3-5 as well) are supported by the
testimony and exhibits of MebTel witness Murray and Public Staff witness Moye. The Hearing
Examiner has also taken into account the testimony of public witnesses Hadley, Creager and Cole,

- MebTel witness Murray testified as to the economic rationale for revising MebTel’s Original
Plan; the economic context in which the stipulated revisions to the Original Plan should be evaluated;
the changes in competitive landscape for telecommunications services in the United States and North
Caroling; the effects of new technology and increased competitive options; and the entry of larger
companies such as Time Wamer. In addition, witness Murray explained why MebTel sought to make
the modification to the Original Plan. Specifically, witness Murray testified that the Stipulated Plan
would enable MebTel to more quickly react to competitive pressurcs and changing customer
expectations and demand. The flexibility provided for in the Stipulated Plan could provide immediate
as well as long-term benefits to many of MebTel’s customers and would allow MebTel to better meét
competitive challenges within its territory.

In his direct testimony, witness Murray discussed the detailed provisions of the Stipulated
Plan, explained why the Plan is consistent with the requirements of G.S. 62-133.5(a), and stated that
it represents a compromise supported by representatives of the using and consuming public and
MebTel. Witness Murray’s testimony provided evidence that MebTel has experienced loss of access
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lines to competition, that such losses continue, and that the prospect for future losses through
competition is high. Witness Murray testified to the significant. risk for traditional wireline local
telephone companies from competition from wireless and Voice over Internet Protocol (“VolP™)

providers.

Public Staff witness Moye also testified that developments have changed the landscape of the
telecommunications industry in North Carolina since local competition was authorized by state and
federal law. Specifically, witness Moyc described these changes as the growth in aceess line
competition from competing local providers (“CLPs"); the growth in wireless service; the halt and
possible permanent reversal of access line growth for incumbent LECs; and the potential for further
competition from new technologies. In addition, witness Moye testified that the Stipulated Plan
satisfies the criteria of G.S. 62-133.5(a). Like MebTel witness Murray, Mr. Moye testified that the
Stipulated Plan is a reasonable compromise between MebTel and the Public Staff. The testimony of
witnesses Murray and Moye establishes that, for many services in MebTel’s service areas, price
constraints imposed by the existence of competitors are current, real and generally effective, aiding
the Commission’s determination that the Stipulated Plan will result i affordable rates.

In Commission Rule R17-1(a) the Commission has defined basic local exchange service as
“[t]he telephone service comprised of an access line, dialtone, the availability of touchtone, and usage
provided to the premises of residential customers or business customers within a local exchange
area.” In the Stipulated Plan basic local exchange service is included in the Moderate Pricing
Flexibility Services category. However, the Stipulated Plan allows MebTel flexibility to adjust the
price of basic local exchange service. Under the Stipulated Plan, aggregate annual price changes for
services included in the Moderate Pricing Flexibility Services. category are limited to one and one
half times the rate of inflation as measured by the annual change in the Gross Domestic Product Price
Index (“GDPPT”), minus a productivity offset of zero. The constraint for the High Pricing Flexibility
Services category is set at two and one-half timés the GDPPI minus the offset.

As witness Moye noted, the rate element constraints are based on a set percentage. Under the
Stipulated Plan, the rate element constraint is 10% in the Moderate Pricing Flexibility Service
category and the Interconnectioni Services-category. In the High Pricing Flexibility Services category
the rate element constraint is 20%. The Stipulated Plan also includes 2 minimum increase provision,
under which any rate element in the Moderate Pricing Flexibility Services category may be increased
on an annual basis by a minimum of ten percent (10%) or thirty-five cents ($0.35), whichever is
‘greater, if it is priced on a flat-rated monthly basis, and ten percent (10%) or fifteen cents (30.15),
whichever is greater, if it is priced on a per-use basis. A similar constraint is available for rate
elements in the High Pricing Flexibility Services category with the following allowed minimum rate
increases: twenty percent (20%) or fifty cents (80.50), whichever is greater, for rate elements priced
on 2 flat-rated monthly basis, and twenty percent (20%) or thirty cents ($.30), whichever is greater,
for rate elements priced on a per-use basis.

The Attomey General opposed the increased pricing flexibility on the basis that MebTel and
the Public Staff have failed to show that the increases are necessary for MebTel to compete fairly.

Notwithstanding the position taken by the Attorney General, the Hearing Examiner concludes
that the incremental increase in pricing flexibility is appropriate while still protecting the affordability
of basic local exchange service. Prices for Moderate Pricing Flexibility Services in the aggregate can
increase no more than the one and one half times the change in GDPPI. Aggregate price increases for
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rate elements in this category above this rate must be accompanied by commensurate (offsetting).
aggregate price reductions in other rate elements. The Sfipulated Plan further protects the
affordability of local exchange services by generally limiting the potential annual price increase for
any single rate element to ten percent (10%) for basic and twenty percent (20%) for non-basic
service.

In reaching this conclusion, the Hearing Examiner notes that MebTel’s Original Plan was
approved almost seven years ago under competitive circumstances very different from those in
existence today. The record shows that in the past five years, MebTel has continued to Jose access
lines, as a result of changes in technology and competition. In contrast, when MebTel’s current rates
were adopted there was no competition for basic service. The limited increase in pricing flexibility
allowed under the Stipulated Plan for basic local exchange services and discretionary services is fully
justified by the increased competition that exists in MebTel's North Carolina telecommunications
market. It is also consistent with increased pricing flexibility approved for other North Carolina
incumbent LECs.

EVIDENCE FOR FINDING OF FACT AND CONCLUSION OF LAW
NO. 3 - SERVICE QUALITY

Finding of Fact and Conclusion of Law No. 3 was not disputed by any party. The Original
Plan did not contain specific service quality measurements and self-enforcing service penalties. In
contrast, in the Stipulated Plan there are provisions expressly relating to service quality
measurements and provision for appropriate service quality penalties. The Commission retains
powers and authority with regard to the provision of quality service. MebTel will continue to operate
under Commission Rule R9-8 and will be subject to the service quality penaities set forth in the
Stipulated Plan. Furthermore, the Commission will retain oversight for service quality, complaint
resolution, and compliance with all elements of the Stipulated Plan and applicable state law.

Thus, the Hearing Examiner concludes that the Stipulate& Plan reasonably assures the
continuation of basic local exchange service that meets the reasonable service standards established
in Commission Rule R9-8.

EVIDENCE FOR FINDING OF FACT AND CONCLUSION OF LAW
NO. 4 - NO PREJUDICE AMONG CUSTOMER CLASSES

MebTel witness Murray’s testimony addressed the issue of whether the Stipulated Plan will
unreasonably prejudice any class of telephone customers. He stated that, for several reasons, the
Stipulated Plan will not result in such prejudice. First, he asserted that MebTel will continue to
charge tanffed rates for services on non-discriminatory terms and conditions and that those prices
will be restrained by the Stipulated Plan’s pricing limits and by competition.

Second, customes in a position to negotiate customer-specific agreements will obtain prices
that are constrained by the existence of competitive alternatives.

Third, the Stipulated Plan does not change any terms and conditions applicable to MebTel’s
relationships with other camiers, such as the terms of access tariffs, interconnection agreements, or
wholesale service arrangements and numbering, and applicable nondiscrimination requirements
remain in effect.
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Finally, the Stipulated Flan uses existing rates as a starting point and therefore preserves the
pricing far basic residential services. At the same time, the Stipulated Plan permits MebTel to modify
its basic residential prices, over time, without necessarily making cormresponding changes in basic
business prices that begin at higher levels, In this way, the Stipulated Plan preserves a balance
between the treatment that residential customers have traditionally enjoyed and the possibility that
basic business rates may require a somewhat different treatment in the future because they are more

competitive,

Public Staff witness Moye did not take issue with witness Murray’s analysis and agreed that
the Stipulated Plan will not be unreasonably prejudicial to customers.

The Hearing Examiner finds the testimony of witnesses Murray and Moye to be persuasive
and concludes that the Stipulated Plan will not unreasonably prejudice any class of telephone
customers, including telecommunications companies.

EVIDENCE FOR FINDING OF FACT AND CONCLUSION OF LAW
NO. 5 - PUBLIC INTEREST STANDARD

The public interest standard is one the Commission has employed in its deliberations for
many years. The Hearing Examiner finds the Stipulated Plan to be in the public interest for several
reasons. First, it permits the rate rebalancing necessary for the ongoing transition to competition,
without allowing the rebalancing process to praceed at such a rapid pace as to impose an undue
burden upon those customers whose rates may increase. Second, the Stipulated Plan provides
affordable rates and assures that MebTel will continue to provide adequate service to its customers.
Third, the Stipulated Plan contains specific service performance measures and penalties, Fourth, the
Hearing Examiner believes that a competitive marketplace is consistent with the goals established by
the legislature, and will engender significant benefits for the citizens of the State through improved
services, generally lower prices, and greater technological innovation, and that it will therefore offer
significant potential for enhanced economic development.

At the same time, the Hearing Examiner recognizes that the public interest could be adversely
affected if telecommunications services were fully deregulated, or regulated so lightly that the only
limitations on prices were those imposed by competition, at a time when competition had not yet
progressed to the point where it could discipline prices effectively in MebTel’s service areas.

In addressing this concem, the Hearing Examiner notes that there is a close comelation
between the assignment of telecommunications services to pricing categories under the Stiputated
Plan and the degree of competition for particular services in MebTel's service areas. The assignment
of services to categories in the Stipulated Plan was determined by negotiation batween MebTel and
the Public Staff and based on previously approved plans of other incumbent local exchange
providers. The services assigned to the Total Pricing Flexibility Services category are those for
which the greatest degree of competition exists. In contrast, the services categorized as Moderate
Pricing Flexibility Services are those for which competition is less vigorous. The Hearing Examiner
finds it significant that the Public Staff, which is responsible under G.S. 62-15 for protecting the
interests of the using and consuming public, has agreed to the Stipulated Plan. Under the Stipulated
Plan, the Commission will retain sufficient authority to moniter and maintain service quality, to
review rate structures and the terms and conditions of tariffs against public interests standards, to
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decide complaints conceming anticompetitive behavior, and to oversee the reclassification and
regrouping of services and the financial impacts of governmental actions.

In addition, the Hearing Examiner notes that three public witnesses testified in favor of the
Company and the Stipulated Plan. .

The Hearing Examiner further notes that the Attorney General .expressed concems about the
pricing flexibility in the Stipulated Plan being contrary to the public interest in his brief. The
Attomey General, however, submitted no evidence to support his concerns; and it is the Hearing
" Examiner’s evaluation that the Attomey General has not recognized the dramatic change in
competitive circumstances that have occurred since MebTel’s first plan was adopted which have
tended to diminish the need for direct regulatory supervision over prices.

The Hearing Examiner concludes that the Stipulated Plan is consistent with the public interest
given the current leve! of competition in MebTel’s service areas. Furthermore, the Hearing Examiner
recognizes that, under the Stipulated Plan, the Commission retains the regulatory oversight authority
for any request by MebTel to classify new services or reclassify existing services to -a Category
providing greater pricing flexibility. ~This continuing authority regarding the appropriate
classification of services is important, as it enables the Commission going forward to ensure that each
request to classify or reclassify services is supported by a showing of increased competition for these
services.

FINAL OBSERVATIONS AND CONCLUSIONS

Consistent with the law and policy of this State, MebTel and the Public Staff have negotiated
a Stipulated Plan that meets each of the criteria prescribed by G.S. 62-133.5(c) and therefore the
Hearing Examiner finds that approval of the Stipulated Plan is appropriate. The Commission has
approved similar price plans for similarly situated companies. The Stipulated Plan in this case has
many elements in common with these previously approved price regulation plans. The record shows
that the competitive landscape has changed considerably since 1996. The Hearing Examiner believes
that the flexibility afforded by the Stipulated Plan will enable MebTel to compete effectively and
continue to provide reasonably affordable basic local exchange service. The Hearing Examiner’s
decision to approve the Stipulated Plan is based upon its analysis of competitive conditions in
MebTel’s service territory, and should not be understood as indicating that a different plan would not
be appropriate given the existence of different competitive conditions.

IT 1S, THEREFORE, ORDERED that the Stipulated Plan be, and the same is hereby
approved for implementation by MebTel effective no later than October 25, 2006, provided that
MebTel shall, not later than Qctober 24, 2006, refile the Stipulated Plan bearing an effective date not
later than October 25, 2006.

ISSUED BY ORDER OF THE COMMISSION.
This the _6™ day of October, 2006.

NORTH CAROLINA UTILITIES COMMISSION

. Gail L. Mount, Deputy Clerk
Fb100606.01
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DOCKET NO. P-55, 5UB 1549

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

In the Matter of
Proceeding to Consider Amendments to )
Interconnection Agreements Between } ORDER RULING ON
BellSouth Telecommunications, Inc. } OBJECTIONS ,
and Competing Local Providers Due to )
Changes of Law )

BEFORE:  Commissioner James Y. Kerr, II, Presiding, and Commissioners Sam J. Ervin, TV,
Lorinzo L. Joyner, and Howard N. Lee

BY THE COMMISSION: On March 1, 2006, the Commission issued its Order Concerning
Changes of Law (the Change of Law Order) in this docket. The Commission made the following
Findings of Fact:

L. Language implementing the TRRO [Triernial Review Remand Order] transition
should require the identification and physical reconfiguration of affected unbundled network
elements (UNEs) as soon as practicable, impose transition rates throughout the applicable transition
periods, require notification of end users where applicable, identify wire centers in accordance with
Finding of Fact No. 5, require that CLPs [competing local providers] be notified of affected wire
centers, and provide for the self-certification and protest process that is curently in place.

2. BellSouth [BellSouth Telecommunications, Inc.] and the CLPs should be required to
execute amendments to their ICAs [interconnection agreements] deleting the provisions requiring
BellSouth to offer the UNEs that the FCC [Federal Communications Commission] has found are no
Ionger required to be offered under Section 251(c)(3) of the Telecommunications Act of 1996 (the
Act or TA96). Unless the parties mutually agree on different language, the language of the
amendments must be as set forth in this Crder; or, if no specific language is set forth in this Order, it
must be consistent with the Commission’s conclusions. The decisions reached in this Order will be
controlling in all pending arbitration proceedings involving BellSouth, and, unless the parties agree
on different language, the language approved in this Order should be included in any ICA currently
under negotiation.

3. . The definitions contained in FCC Rule 51.5 for business line and fiber-based
collocator are appropriate for inclusion in interconnection agreements. The definition of building as
modified and proposed by CompSouth fthe Competitive Carriers of the South] witness Gillan is
approptiate. The definition of route in FCC Rule 51.319(¢) shouid be adopted with a clarification
regarding wire centers and reverse collocation facilities, as proposed by Sprint [Sprint
Communications Company, L.P.] witness Maples, The parties may adopt a verbatim recitation of the
FCC’s threshold rules or simply reference them in the ICA, in order to incorporate BellSouth’s
obligation to offer unbundled access to high-capacity loops and dedicated transport in ICAs.

4, The Commission has the authority, in this situation wherein there is a dispute, to

determine whether or not BellSouth’s application of the FCC‘s Section 251 nonimpairment criteria
for high-capacity loops and transport is appropriate.
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5. In determining the number of business lines, it is inappropriate for BellSouth to
expand its count of its switched access business lines to count full system capacity. The number of
switched business access lines reported in Automated Reporting Measurement Information System
(ABMIS) should be used. In addition, it is inappropriate for BellSouth to include residential
unbundled network element — loop (UNE-L) lines in the connt of business lines. Further, it is
inappropriate for BellSouth to expand its count of high-capacity UNE-L to count full-system
capacity. Instead, BellSouth should use the same utilization factor for CLP high-capacity UNE-L as
exists for BellSouth’s high-capacity lines. Finally, it is appropriate for BellSouth to count the number
of lines provided via HDSL [high-bit-rate digital subscriber line], asymmetrical digital subscriber line
(ADSL), unbundled copper loop — short (UCL-S), and integrated services digital network (ISDN)
digital subscriber line (IDSL) loops on a one-for-one basis.

6. The parties should negotiate appropriate language to include in the interconnection
agreements which reflects the procedures outlined by the Commission in Finding of Fact No. §
conceming the calculation of business lines. After the nonimpairment wire center list is established,
CLPs should not be able to self-certify that they are entitled to obtain high-capacity loops and
transport on an unbundled basis in a wire center where they are not impaired. Further, it is
appropriate for BellSouth to only include the initial nonimpaired wire center list in its intercormection
agreements and simply to make a reference in the interconnection agreements to BellSouth’s Carrier
Notification Letters as posted on its website for the latest wire center list. BellSouth’s proposed
process for developing future nonimpaired wire center lists by posting a Carrier Notification Letter is
appropriate, however, BellSouth should not be required to wnbundle new high-capacity loops or
transport 30 business days after posting a Carrier Notification Letter. Finally, high-capacity loops
and transport UNEs that are in service when a subsequent wire center determination is made should
remain available as UNEs for one-half of the original transition period, with the clock starting to tick
the day BellSouth posts the Carrier Notification Letter,

1. HDSL-capable loops are not equivalent to DS1 [Digital Signal 1] loops for the
purpose of evaluating impainnent.

8 The Commission does not have the authority to require BeliSouth to include
Section 271 elements in ICAs entered into pursuant to Section 252, nor does the Commission have
the authority to set rates for such lements.

9. No conditions should be imposed on moving, adding, or changing orders to a CLP’s
respective embedded base of switching except those described in 47 CF.R. § 51.319(d}(2). However,
Rule 51.319(d)(2)(iii) requires Be]lSouth to provide unbundled switching to a CLP's embedded base
of end-user customers until March 11, 2006. No conditions should be imposed on moving, adding, or
changing orders to a CLP's high-capacity loops except those described in 47 C.F.R. § 51.319(a). No
conditions should be imposed on moving, adding, or changing orders to a CLP’s dedicated transport
except those described in 47 C.FR. § 51.319(e).

10.  Any service arrangements delisted by the FCC in the TRO [Triennial Review Order)
should be removed from ICAs as Section 251 UNE offerings effective with the TRO amendment.
BellSouth should not impose disconnection or nonrecurring charges when transitioning the delisted
Section 251 UNEs to altemate services. The issue of future delisting is addressed in Finding of
Fact 6.
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11.  Ininstances where BellSouth has tariffed altematives to a delisted UNE, and the CLP
does not submit conversion orders or spreadsheets to BellSouth prior to the end of the transition
petiod, such UNEs should be converted to the appropriate tariffed rate effective on the day following
the end of the FCC-specified transition period. No disconnection charges should apply, and in cases
where no physical rearangements are necessary for conversion, no tariffed nonrecurring charges
should apply. For services for which no tariffed offering exists, BellSouth must provide each CLP a
spreadsheet or order as soon as possible prior to the end of thé transition period listing the services
for which no order has been placed, together with a notice that the services will be disconnected on
the day after the end of the transition period.

12.  With the Commission's approval of the new, stiptlated Service Quality Measurement
(SQM) / Self-Effectuating Enforcement Mechanism (SEEM) plan in Docket No, P-100, Sub 133k,
effective November 15,2005, the issue in this docket of removing delisted UNEs from the
SQM/Performance Measurements and Analysis Platform (PMAP)/SEEM plan is moot.

13.  Section 271 offerings can be commingled with Section 251 UNE offerings. The cost
of multiplexing equipment should be based on the cost of the higher speed element associated with
the multiplexing equipment. Rates for commingling should remain at total ¢lement long-run
incremental cost (TELRIC) prices for Section 251 UNEs and just and reasonable market prices for
Section 271 elements.

14.  BellSouth is required to provide conversion of special access circuits to UNE pricing.
The contract language concerning the “Conversion of Wholesale Services to Network Elements or
Network Elements to Wholesale Services”, as proposed by CompSouth witness Gillan, in his First
Revised Exhibit JPG-1, should be adopted. The conversions should be made pursuant to the terms of
the ICA. The switch-as-is conversion rates proposed by BeliSouth, in its December 5, 2005 filing,
are the appropriate rates. '

15.  The rates, terms, and conditions for conversions should be retroactive back to the TRO
effective date, except that requests for conversions that were pending as of the effective date of the
TRO should be processed under the conditions that existed prior to the TRO.

16.  The Commissicn concludes that, since it has decided in Finding of Fact No. 8 that it
daes not have the authority to require BellSouth to include Section 271 elements in ICAs entered into
pursuant to Section 252, nor have the authority to set rates for such elements, it will not rule on
whether BellSouth is obligated pursuant to the Act and FCC Orders to provide line sharing to new
customers after October i, 2004 under its Section 271 obligations.

17, ICAs should only contain language for line sharing transitioning from CLPs® existing
Section 251 line sharing arrangements.

18.  Inaccordance with the Commission’s decision on Matrix Item No. 14 (Finding of Fact
No. 13), line splitting should be allowed on a commingled arrangement of a Section 251 loop and
unbundled local switching pursuant to Section 271. BellSouth and CompSouth should negotiate
acceptable language to address whether a CLP should indemnify BellSouth for “claims” or “claims
and actions™ arising out of actions by the other CLP involved in the line splitting arrangement. 1t is
approprizte to adopt Section 3.8.15 from CompSouth’s First Revised Exhibit JPG-1 conceming
access to operations support systems {(OSS). Finally, BellSouth is not obligated to provide CLPs with
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access to BellSouth-owned splitters, however, CompSouth’s proposed Ianguage in Section 3.6.13 of
CompSonth’s First Revised Exhibit JPG-1 is acceptable.

19.  Consistent with its ruling in Finding of Fact No. 8, the Commission concludes that it
does not have the authority to require BellSouth to include cali-related databases provided pursuant to
Section 271 in ICAs entered into pursuant to Section 252.

20.  The following Sections should be incorporated into the TRR(O amendments:

2.12.1.1 Fiber to the Home(FTTH) loops are local loops consisting entirely of fiber
optic cable, whether dark or lit, serving an End User’s premises or, in the
case of predominantly residential multiple dwelling units (MDUs), a fiber
optic cable, whether dark or lit, that extends to the MDU minimum point of
entry (MPOE). Fiber to the Curb loops are local loops consisting of fiber
optic cable connecting to a copper distribution plant that is not more than
five hundred (500) feet from the End User’s premises or, in the case of
predominantly residential MDUs, not more than five hundred (500) feet
from the MDU's MPOE. The fiber optic cable in a FTTC loop must
commect to a copper distribution plant at a serving area interface from
which every other copper distribution subloop also is not more than five
hundred (500) feet from the respective End User’s premises. BellSouth
shall offer CLECs unbundled access to FTTH/FTTC loops serving
enterprise customers and predominantly business MDUs.

2.1.2.1.2 In new build (Greenfield) areas, where BellSouth has only deployed
FTTH/FTTC facilities, BellSouth is under no obligation to provide such
FTTH and FTTC Loops. FITH facilities include fiber loops deployed to
the MPOE of a MDU that is predominantly residential regardless of the
ownership of the inside wiring from the MPOE to each End User in the .
MDU.

2.1.23  Notwithstanding the above, nothing in this Section shall limit BellSouth’s
obligation to offer CLECs an unbundled DS1 loop (or loop/transport
combination) in any wire center where BellSouth is required to provide
unbundled access to DS! loops and loop/transport combinations.

21.  The follo;ving language should be adopted for the TRRO' amendments to address
BellSouth’s hybrid loop unbundling obligations;

2.13 A hybrid loop is a local loop, composed of both fiber optic cable usually in
the feeder plant and cooper twisted wire or cable usually in the distribution
plant. BellSouth shall provide unbundled access to hybrid loops pursuant
to the requirements of 47 C.F.R. 51.319(a)(2).

22, The language proposed by Sprint witness Maples, in his rebuttal testimony, for

Section 1.10 of the TRRO amendments should be adopted to implement BellSouth’s obligation to
provide routine network modifications (RNMs).
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23.  Sprint witness Maples’ amended version of Section 1.10 of the TRRO' amendments,
previously adopted in Finding of Fact 22, adequately addresses the appropriate charges for RNMs.
Such language will provide BellSouth with the flexibility to price network modifications on an
individual case basis in the event that existing rates do not cover a particular situation.

24, The following language should be adopted for Section 2.1.2.2 of the TRRO
amendments to address issues relating to fiber to the home and fiber to the curb:

2122 In FITHFTTC overbuild situations where BellSouth also has copper
Loops, BellSouth will make those copper Loops available to
<<customer_short_name>> on an unbundled basis pursuant to the
requirements of 47 C.F.R. § 51.319(a)(3)(ii). BellSouth’s retirements of
copper loops or copper subloops must comply with the requirements of
47 C.FR. § 51.319(a)(3){(iv).

25.  Thirty to forty-five days’ advance notice of an audit provides a CLP with an adequate
time to prepare. In its Notice of Audit, BellSouth shall state its concem that the requesting CLP has
not met the qualification criteria and set out a concise statement of the reasons therefore. BellSouth
may select the independent auditor without the prior approval of the CLP or the Commission.
Challenges to the independence of the auditor may be filed with the Commission only after the audit
has been concluded. BellSouth is not required to provide documentation, as distinct from a statement
of concem, to support its basis for an audit, or seck the concurrence of the requesting carrier before
selecting the location of the audit.

26. The Core Order removed the “growth caps” and “new markets” reciprocal
compensation restrictions and should be implemented in ICAs. The language set forth in Exhibit JW-
1 should be used as a puide by parties to remove the “growth caps” and “new markets™ restrictions
wherever such restrictions are included in ICAs. Such language need not be used where the parties
adopt negotiated language to implement the Core Order, or where the right to amend an ICA to
implement the Core Order has been waived through a party’s failure to make a request by a deadline
specified in the ICA. Amendments to ICAs to implement the Core Order should be included with
the TRO/TRRC amendments.

27.  BellSouth and all CLPs with whom it has ICAs currently in effect should execute and
file amendments to the ICAs that are consistent with the provisions' of this Order, or are mutually
agreeable to the parties to the ICA, by March 10, 2006. '

On March 31, 2006, BellSouth filed its Motion for Reconsideration and Clarification of
certain findings in the Change of Law Order. Specifically, BellSouth requested reconsideration or
clarification of Findings of Fact Nos. 5, 13, 15, 18, and 20.

On April 4, 2006, the Commission issued an Order requesting comments and reply comments
on the Motion for Reconsideration and Clarification filed conceming the Change of Law Order. On
Aprii 17, 2006, the Public Staff filed a Motion for Extension of Time to File Initial Comments and
Reply Comments in this regard. The Public Staff's Motion was granted by Order dated
April 18, 2006, and initial comments were due by no later than April 26, 2006, and reply comments
were due by no later than May 10, 2006,
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Initial comments were filed on Aptil 26, 2006 by CompSouth' and the Public Staff:

BellSouth requested three separate extensions of time to file reply comments. On
June 6, 2006, BellSouth filed a letter in lie of formal reply comments.

Following is a discussion, by Finding of Fact, of the outstanding Objections to the Change of
Law Order. Appendix A provides a list of the acronyms used in this Order.

FINDING OF FACT NO. 5 (ISSUE NO. 5 - MATRIX ITEM.NO. 5(b)): TRRO/FINAL RULES
— What procedures should be used to identify those wire centers that satisfy the FCC’s Section 251
nonimpairment criteria for high-capacity loops and transport?

INITIAL COMMISSION DECISION
The Commission concluded that:

(a) it is inappropriate for BellSouth to expand its count of its switched access business
lines to count full system capacity. The number of switched business access lines
reported in ARMIS should be used; \

(b) it is inappropriate for BellSouth to include residential UNE-L lines in the count of
business lines;

(c) it is inappropriate for BellSouth to expand its count of high-capacity UNE-Ls to count
fitll system capacity. Instead, BellSouth should use the same utilization factor for CLP
high-capacity UNE-Ls as exists for BellSouth’s high-capacity lines; and

(d) it is appropriate for BellSouth to count the number of lines provided via HDSL,
ADSL, UCL-S, and IDSL loops on a one-for-one basis.

MOTION FOR RECONSIDERATION

BELLSOUTH: BellSouth objected to Finding of Fact No. 5, stating that the Commission’s decision
to disallow the inclusion of full system capacity of BellSouth’s switched access lines and CLP UNE-
L lines is not consistent with the FCC’s directives. BellSouth maintained that the Commission’s
decision concerning how business’lines should be.counted for purposes of the FCC’s impairment
tests states that it will “focus on the FCC’s-directives in calculating business lines found in the TRRG
and Rule 51.5..." BellSouth stated that the Commission also makes clear that it seeks to follow
“the directives.of the FCC . ..” BellSouth asserted that, however, the Commission concluded that
BellSouth should not expand its count of either switched access business lines or high-capacity UNE
lines to include full system capacity. BellSouth maintained that the Commission’s decision to

! CompSouth’s members include the following companies participating in this proceeding: Access Point Inc.,
Cbeyond Communications, LLC, Cinergy Communications Company, Dialeg Telecommunications, DIECA
Conmmunications, Inc.,, d'b/a Covad Communications Company, FDN Communications, DS Telcom, LLC, InLine,
ITC*DeltaCom, LecStar Telecom, Inc., Momentum Telecom, Inc., Navigator Telecommunpications, LLC, NuVox
Communications, Inc., Supra Telecorn, Talk America (and Network Teleplione, a Talk America company), Trinsic
Communications, Inc., XO Communications Services, Inc,, and Xspedius Communications, LLC,
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disallow the inclusion of full system capacity for BellSouth's switched access lines and CLP UNE-L
lines is not consistent with the FCC’s directives.

BellSouth argued\that, to properly implement the FCC’s directives, the full system capacity of both
BellSouth’s switched access lines and CLP high-capacity loops must be used. BellSouth noted that,
in other words, if BellSouth has a switched DS1 line in service, it should count as 24 lines; likewise,
if a CLP has a DS1 UNE in service, it also counts as 24 lines. BellSouth maintained that this is the
comrect method of counting business lines because the FCC has made it clear that “a DS1 line
comresponds to 24 64 kbps [kilobits per second]-equivalents, and therefore to 24 ‘business lines’.”
BellSouth asserted that the FCC reiterated its intention to count the full system capacity of business
lines in appellate papers filed in the United States Court of Appeals, District of Columbia Circuit, in
which the FCC explained that *“[the [FCC’s] test requires ILECs [incumbent local exchange
companies] to count business lines on a voice grade equivalent basis. In other words, e DS1 loop
counts as 24 business lines, not one.” [Emphasis added.] BellSouth.argued that neither the federal
rules nor the FCC’s appellate papers limit the calculation of business lines to what is in service —
instead, the clear directive is to count a DS1 line as 24 lines.

BellSouth maintained that, indeed, the FCC’s test cannot reasonably be implemented otherwise if the
directive to use business lines as a proxy for revenue opportunities is to be realized. BellSouth stated
that this is because the FCC sought to capture actual and potential competition (TRRQ, Paragraphs 87
and 88) and also made it clear that it wanted to identify potentiaf revenue and revenue opportunities
(TRRO, Paragraphs 86, 87, 88, 93, 94, 95, 103, 129, 130, and 168). BellSouth argued that limiting
the business line calculation to lines that are actually in use would fail to evaluate potential
competition and potential revenue. BellSouth: noted that a simple analogy makes this clear — in
shopping for homes, many prospective homeowners request a certain number of bedrooms.
BellSouth stated that newlyweds may elect a three bedroom home, for example, anticipating that they
may have children. BellSouth maintained that such a home would not be considered a one-bedroom
home, simply because a young couple only uses one bedroom until children arrive, Instead,
BeliSouth maintained, the home would properly be considered a three-bedroom home. BellSouth
stated that the same holds true for high-capacity business lines — a business may order a switched
DS line from BellSouth anticipating that it will grow into the full capacity, BellSouth noted that a
CLP may order a UNE DS1 loop to meet its end user’s needs. BellSouth asserted that, in either case,
the FCC’s directive is clear — such a linc counts as 24 lines, not some other number, in order to
capture both potential competition and potential revenue.

BellScuth also requested that the Commission reconsider its decision to disallow residential UNE-L
lines in the count of business lines. BellSouth requested reconsideration of this aspect of the
Commission’s ruling for three reasons. BellSouth stated that, first, the Commission’s ruling is
inconsistent with the evidentiary record. Second, BellSouth stated that it cannot practicably
implement this aspect of the Commission’s ruling. Third, BellSouth mamlamed that its customer of

- record for the UNE-L — the CLP —is a business customer,

BellSouth noted that, with respect to the evidentiary record, the primary CLP witness in this case —
Joseph Gillan - testified during his deposition that he did not think it would be worth correcting
BellSouth’s business line count to exclude residential DSO loops (which would be the loop type used
to serve residential customers). BellSouth maintained that witness Gillan stated that it was not worth
correcting BellSouth’s business line count to exclude residential DS0 loops becanse “it’s such a small
number . . . trying to do it comectly wouldn’t be worth it.” Thus, BellSouth argued, although the
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CLPs disagreed with BellSouth’s inclusion of residential lines, their legal position conflicts with the
evidentiary record. BellSouth asserted that the Commission’s Change of Law Order does not
reconcile this conflict and should be reconsidered on that basis.

BellSouth maintained that, as further grounds for reconsideration, BellSouth cannot practicably
implement this aspect of the Change of Law Order. BellSouth stated that witness Gillan
acknowledged that fact in his deposition when he stated *'you [referring to BellSouth] just — you don’t
know whether or not these lines are used to provide switched business service.” BellSouth stated
that, as a practical matter, BellSouth’s records do not contain any class of service indicators for UNE-
L lines; thus, BellSouth cannot simply recalculate business line numbers to exclude residential UNE-
Ls. BellSouth maintained that this contrasts with residential unbundled network element — platform
(UNE-P) lines, which BellSouth did exclude from its calculations, and which have class of service
indicators that allow for the exclusion of thesc lines in implementing the FCC’s test. BellSouth
asserted that, in seeking reconsideration, BellSouth recognizes that the Commission expressed some
concern with including residential UNE-Ls. BellSouth noted that, notwithstanding its disagreement
with the Commission’s ruling, BellSouth takes seriously its obligations to abide by effective orders
and is compelled to seek reconsideration to ensure that the Commission understands that
implementing its Change of Law Order has practical ramifications.

Finally, BellSouth requested reconsideration because, from an operational perspective, CLP UNE-L
lines are business lines. BellSouth noted that this is because the CLP is BeliSouth’s customer in a
UNE serving arrangement. BellSouth maintained that while a CLP may elect to use a UNE loop to
serve a residential end-user, there is nothing troublesome in considering all UNE loops business lines.

INITIAL COMMENTS

COMPSOUTH: CompSouth stafed in ifs initial comments that BellSouth maintained that the
Commission wrongfully concluded that when counting “Business Lines” as defined by the FCC,
BellSouth should count only those switched access business lines that are actually being used to serve
business customers and that BellSouth should not expand its count to inclede the number of switched
business and residential access lines that BellSouth has the capacity to provide. CompSouth noted
.that BellSouth claimed that the Commission’s decision is inconsistent with the FCC’s directives on
how to count business lines. Yet, CompSouth maintained, in its Change of Law Order, the
Commission clearly noted that it had read and analyzed the FCC’s directives in both the FCC’s
TRRO and Rule 51.5 and concluded that the FCC did not intend for an ILEC’s business line count to
be adjusted to reflect the maximum polential use. Therefore, CompSouth asserted that the
Commission concluded that when counting business lines, BellSouth should count only those
switched access lines that are used to serve a business customer.

CompSouth noted that BellSouth continues to assert that the Business Line rule should be applied
only selectively. CompSouth stated that, according to BellSouth, the Commission may ignore the
FCC’s specific direction in Rule 51.5 that Business Lines “shall include only those access lines
connecting end-user customers with incumbent LEC end-offices for switched services.” CompSouth
asserted that the methodology proposed by BellSouth, and properly rejected by the Commisston,
makes no efforl to limit the Business Line count to access lines used to offer switched services.
CompSouth maintained that there is no support in the TRRQ or FCC Rules for BellSouth’s claim that
“full system capacity of BellSouth’s switched access lines and CLP high-capacity loops must be
used” in counting Business Lines. CompSouth stated that, in fact, as the Commission found it its
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Change of Law Order, the exact opposite is true: the FCC explicitly limited Business Lines to access
lines (whether served by BellSouth or CLPs) connecting end-users for switched services.

CompSouth argued that BeliSouth’s attempt to analogize its flawed position to newlyweds buying a
new home does nothing to advance its flawed legal position. CompSouth maintained that BellSouth
noted that when a CLP buys a DS1 loop, there may be unused capacity on the loop. CompSouth
asserted that the FCC certainly understood this as well, and it found that only lines used to provide
switched services should be counted as Business Lines. Moreover, CompSouth maintained that the
FCC surely understood that some circuits on a DS1 loop may be dedicated to nonswitched data
services. CompSouth asserted that the Business Line definition specifically excludes those
nonswitched lines from the Business Line count. Thus, CompSouth argued, even if a CLP “grows
into” full usage of a DS loop, the FCC specified that only the lines used to provide switched services
to business customers count 2s Business Lines for purposes of the TRRO impairment criteria.

CompSouth maintained that the Commission should similarly reject BellSouth’s contention that
residential TUNE-L lines should be included in the Business Line count. CompSouth noted that the
FCC’s Business Line definition in Rule 51.5 plainly states: “A business line is an incumbent LEC-
owned switched access line used fo serve a business customer, whether by the incumbent LEC itself
or by a competitive LEC that leases the line from the incurnbent LEC.” CompSouth stated that lines
used to serve residential customers are, by definition, not lines used to serve business customers.
CompSouth asserted that to include residential UNE-L lines ignores the FCC's definition by ignering
the limitation regarding switched services. CompSouth noted that, in its Motion, BellSouth puts a
new spin on its argument, asserting that aff UNE-L lines are business lines because they are provided
at wholesale to CLPs, and all CLPs are business customers. CompSouth asserted that this position is
directly contrary to the FCC's Rule. CompSouth stated that the sentence quoted above makes clear
that all ILEC lines used to serve business customers are to be counted, whether the business customer
is served by the ILEC or by a CLP leasing the line from an ILEC. CompSouth asserted that there is
no question that the business customer the FCC has in mind is a retail business customer, not a CLP
purchasing UNEs from the ILEC at wholesale.

CompSouth argued that BellSouth also incomectly claims that the Commission’s decision on
counting residential UNE-L is contrary to the record. CompSouth stated that BellSouth correctly
noted that CompSouth witness Gillian understood that eliminating residential UNE-L lines from
BellSouth’s Business Line count would not have nearly the same impact as eliminating BellSouth’s
inflation of Business Lines resulting from counting non-switched access lines. CompSouth
maintained that the fact that the impact of BellSouth’s emor of counting residential UNE-L is
relatively small does not mean that BellSouth should thus be giver an exemption from complying
with the terms of the TRRO. Moreover, CompSouth noted, the Commission’s comect legal
determination that this error should be corrected is not in any way contrary to the factual record in
this proceeding,

CompSouth maintained that, on the other hand, BellSouth’s arguments about the “practicability” of
implementing the Commission’s decision are indeed contrary to the record. CompSouth noted that
witness Gillian presented an administratively simple methodology — ail based on data in BellSouth’s
possession ~ for implementing the Business Line count in a way that fully complies with the FCC’s
directives. CompSouth stated that, for example, CompSouth proposed that BellSouth use the
percentage of residential UNE-L lines reported for the Survey of Local Telecommunications
Competition in North Carelina published in Qctober 2004, CompSouth noted that the Commission’s
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decision to apply the TRRO as wrtten need not be revisited for reasons of administrative
convenience, CompSouth stated that it presented & methodology that implements all (not just
selected) parts of the Business Line definition that is both practicable and accurate.

Finally, CompSouth noted that BellSouth cited to a fragment from a FCC Brief to the D.C. Circuit
Court in an attempt to bolster its position on the Business Line definition. CompSouth maintained
that in the cited portion of the Brief, however, the FCC itself notes that the question of proper
application of the TRRO Business Line definition is “not before the Court.™ Thus, CompSouth
argued that the relevance of this excerpt is questionable. CompSouth asserted that, more
fundamentally, however, what the FCC said in its Brief is nothing more than a restatement of the
terms of the Rule itself. CompSouth maintained that according to the FCC: “The {FCC]’s test
requires JLECs to-count business lines on a voice grade basis. In other words, a DS1 loop counts as
24 business lines, not one.” CompSouth stated that it does not dispute that if a DSI loop includes 24
business lines (i.e., switched access lines used to provide service to a business customer), then the
DS! loop should be counted as 24 business lines for impairment purposes. CompSeuth maintained
that that does not mean that all of the capacity on a DS1 loop — no matter how it is used or whom it is
used to serve — satisfies the criteria for being counted as a Business Line. CompSouth argued that the
Commission’s decision in this proceeding correctly reflects this understanding, and nothing the FCC
has said in the TRRO or since its issuance is contrary to the Commission’s holding in this case.

PUBLIC STAFF: The Public Staff stated in-its initial comments that BellSouth argued in its Motion
that the Commission’s decision to preclude BellSouth from using full system capacity in determining
its total number of switched access business lines and UNE-L lines provided to CLPs is inconsistent
with the FCC’s directives. The Public Staff noted that, in support of its argument, BellSouth pointed
out that the Florida, Georgia, and South Carolina Public Service Commissions concluded that
business lines should be calculated so as to recognize the maximum capacity to serve customers,

The Public Staff noted that, as further support for its request for reconsideration, BellSouth stated that
it is unable to determine which UNE-L loops .are residential because its records do not indicate
whether a UNE-L loop is being used to provide business service or residential service. The Public
Staff stated that, furthermore, BeliSouth noted, CompSonth witness Gillan testified in his deposition
that it would not be worth correcting BellSouth's business line count to exclude residential DSO
loops. The Public Staff stated that, finally, BellSouth argued that all CLP UNE-L lines are properly
classified as business lines, because BellSouth’s customer for these loops is the CLP, a business
customer, even if the CLP’s end-user customer is residential.

The Public Staff asserted that many of the arguments now being raised by BellSouth were included in
the post-hearing brief and submissions of additional authority filed by BellSouth prior to the issuance
of the Commission’s Change of Law Order. For example, the Public Staff commented, BellSouth’s
argument that the Commission’s decision is inconsistent with the FCC’s Rules is nothing more than a
restatement of its previously articulated position in this proceeding. The Public Staff asserted that
BellSouth also pointed out in its post-hearing brief and submissions of additional authority that some
states have reached a different conclusion regarding this issue. However, the Public Staff argued that
it is clear from the Change of Law Order that the Commission devoted a considerable amount of time
examining the FCC’s intent and Rules. The Public Staff asserted that just because the Commission’s
decision is different from the one advocated by BellSouth does not mean that the Commission’s
decision violates FCC Rules.
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The Public Staff noted that, as further support for its position regarding maximum capacity,
BellSouth included, as Exhibit A to its Motion, an excerpt from the appellate Brief filed by the FCC
in Covad Communications Co. v. FCC, No. 05-1095, an appeal currently pending in the United States
Court of Appeals, District of Columbia Circuit. The Public Staff noted that, in that Brief, the FCC
indicated that a DS1 line corresponded ta 24 64 kbps-equivalents or 24 business lines, However, the
Public Staff stated, in the same paragraph of its Brief, that the FCC explained that a petition for
reconsideration is currently pending before the FCC regarding this very issue.

The Public Staff maintained that, as the voluminous discussion in the Change of Law Order attests,
the issue of countirig business lines is one of interpretation. The Public Staff noted that BellSouth has
one interpretation of the FCC's Rules while the Commission has another. The Public Staff opined
that, because this issue is currently under review by the FCC, the Public. Staff believes it would be a
futile undertaking to re-examine the issue now. Instead, the Public Staff recommended that the
Commission should defer its decision pending the petition for reconsideration currently before the
FCC. The Public Staff maintained that, if the FCC authoritatively states that the full capacity of
high-capacity lines must be taken into account, the Commission can modify its Change of Law Order
accordingly.

REPLY COMMENTS

BELLSOUTH: BellSouth stated in its reply comments that, since neithier CompSouth nor the Public
Staff had raised any new issues in their latest filings, it was not necessary for BellSouth to reply.
BeliSouth requested the Commission grant its Motion for Reconsideration-and Clarification,

DISCUSSION

First, BellSouth believes that the Commission’s decision to disallow the inclusion of full
system capacity of BellSouth’s switched access lines and CLP UNE-L lines is not consistent with the
FCC’s directives. BellSouth asserted that the FCC has made it cléar that a DS1 line corresponds to
24 64kbps-equivalents, and therefore to 24 business lines. However, the Commission has considered
this same argument before it issued its Change of Law Order and has rejected it. BellSouth has not
provided any new or compelling arguments in this regard,

Specifically, the Commission believes that FCC Rule 51.5 must be read as a whole, and that,
therefore, a business line should be counted only when it is used to serve a business customer. FCC
Rule 51.5 states: ' -

Business line. A business line is an incumbent LEC-owned switched access line used
to serve a business customer, whether by the incumbent LEC itself or by a competitive
LEC that leases the line from the incumbent LEC, The number of business lines in a
wire center shall equal the sum of all incumbent LEC business switched access lines,
plus the sum of all UNE loops connected to that wire center, including UNE loops
provisioned in combination with other unbundled elements. Among fthese
requirements, business line tallies (1) shall include only those access lines connecting
end-user customers with incumbent LEC end-offices for switched services, (2) shall
not include non-switched special access lines, (3) shall account for ISDN and other
digital access lines by counting each 64 kbps-equivalent as one line. For example, a
DS1 line correspends to 24 64 kbps-equivalents, and therefore to 24 “business lines.’
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The Commission continues to believe that the first sentence of Rule 51.5 is the core of the FCC’s
definition of a business line. In addition, the Commission notes that the third sentence states, again,
that among the requirements for a line to be counted as a business line for impairment purposes, that
line shall connect end-user customers with ILEC end-offices for switched services. The Commission
continues to believe that counting full system capacity would not be-in compliance with the first
sentence or third sentence of FCC Rule 51.5, which reference lines used to serve a customer and lines
connecting end-user customers with [LEC -end-offices for purposes of providing switched services.
These directives do not indicate that full system capacity should be used to-count business lines.

BellSouth also noted that it believes that the FCC’s intent to use full system capacity was
reiterated in the FCC's Brief filed in the United States Court of Appeals, District of Columbia
Circuit. In its September 9, 2005 Brief, the FCC stated that “{tJhe Commission’s [FCC’s] test
requires ILECs to count business lines on a voice grade equivalent basis. In other words, a DS loop
counts as 24 business lines, not one.” The Commission agrees with CompSouth that what the FCC
stated in its Brief is nothing more than a restatement of the terms of Rule 51.5 itself. The
Commission also agrees with CompSouth that the quote from the FCC’s Brief and Rule does not
mean that all of the capacity on a DS1 loap satisfies the criteria for being counted as a business line.
The Commission agrees with CompSouth that if a DS1 loop includes 24 switched access lines used to
pravide service to a business customer, then the DS1 loop should be counted as 24 business lines for
impairment purposes. The Commission also notes, as did the Public Staff, that in the same
referenced paragraph of the FCC's Brief, the FCC noted that a petition for reconsideration on this
issue is pending before the FCC'.

Second, BellSouth requested that thé Commission reconsider its decision to disallow
BellSouth’s proposal to count residential UNE-L lines as business lines. BellSouth outlined three
reasons for requesting reconsideration of this aspect of the Change of Law Order, as follows:

(@)  the ruling is inconsistent with the evidentiary record;

{b)  BellSouth cannot prqcticably implement this aspect of the ruling; and
{c)  BellSouth’s customer of record for the UNE-L, the CLP, is a business customer.

Addressing the first reason, that the fuling is inconsistent with the evidentiary record, the
Commission agrees with CompSouth that the Commission’s decision to exclude residential UNE-L
lines from the count of business lines is not in any way contrary to the factual record in this
proceeding. As BellSouth noted, CompSouth witness Gillan did state in his deposition that it would
not be worth correcting the business line count to remove residential UNE-L lines because the
number would be so small. However, witness Gillan did not agree that it is correct to include
residential UNE-L lines in the business line count, Witness Gillan specifically stated in his
deposition, as follows:

Q.  DS0. You said this column does not include DSO.

' On March 28, 2005, several CLPs, including Birch Telecom, Inc., BridgeCom International, Inc., Broadview
Networks, Eschelon Telecom, Inc., NuVox Communications, Inc., SNiP LINK, LLC, XO Communications, Inc., and
Xspedius Communications, Inc. filed a Petition for Reconsideration with the FCC in WC Docket No, (4-313. The
petitioning CLPs asked for the FCC to reconsider its business line count rules concerning counting DSI loops and other
digital lines on a per 64 kbps-equivalent basis. .
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A, No. It probably over counts, because you can’t be certain that they’re used to provide
switch business line services, but I did not make an adjustment to that ling; that
column is so inconsequential, I don’t think it makes any difference.

Q. So.when BellSouth counts business lines, you do not — you don’t take issue with
BeliSouth including all DS0 UNE loops?

A, Ithink it'’s more accurate to say that it’s such a small number, that trying to go in to do
it correctly wouldn’t be worth it. ‘Cause you just — you don’t know whether or not
those lines are used to provide switch business line service. But there [are] so few of
them, I did not try and correct for any potential error in that column.!

However, the Commission based its decision on FCC Rule 51.5, which specifies that a
counted business line should be used to serve a business customer. Therefore, the Commission does
not believe that its finding regarding residential UNE-L lines is inconsistent with the evidentiary
record.

Next, BellSouth asserted that it cannot practicably implement the Commission’s decision in
this regard since BellSouth’s records do not contain any class of service indicators for UNE-L lines.
CompSouth argued that the Commission’s decision does not need to be revisited for reasons of
administrative convenience. CompSouth stated that it had proposed that BellSouth use the
percentages of residential UNE-L lines reported for the Survey of Local Telecommunications
Competition in North Carolina published in QOctober 2004. The Public Staff did not specifically
address BellSouth’s assertion in this regard.

The Commission does not believe that BellSouth’s assertion concerning the practicability of
implementing the Commission’s decision on residential UNE-L lines is persuasive. The Commission
believes that BellSouth should use whatever methods it deems reasonable to identify or estimate the
number of residential UNE-L lines and exclude those lines from its business line connt. Residential
UNE-L lines do not serve business customers and should not be included in the business line count in
accordance with FCC Rule 51.5.

Finally, BellSouth maintained that BellSouth’s customer of record for the UNE-L, the CLP, is
a business customer; therefore, CLP UNE-L lines are business lines. The Commission believes that
BellSouth’s argument in this regard is without merit. The Commission agrees with CompSouth that
the first sentence of FCC Rule 51.5 specifically states that a business line is an ILEC-owned switched
access line used to serve.a business customer; whether by the ILEC itself or by a CLP that leases the
line from the ILEC. The business customer, therefore, is a retail business custemer and not a CLP
customer leasing a UNE-L from the ILEC.

Therefore, based upon the foregoing, the Commission finds it appropriate to deny BellSouth’s
Motion for Reconsideration on Finding of Fact No. 5. The Commission specifically notes that a
Motion for Reconsideration on the correct method of counting business lines is pending before the
FCC. The Commission notes that a future decision of the FCC may clarify that full system capacity
should be used in counting business lines, and, in that event, BellSouth could seck authorization to
alter its method of counting business lines in North Carolina to reflect full system capacity.

! See Joint Exhibit No. 4, Gillan Deposition, Page 43.
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CONCLUSIONS

The Commission finds it appropriate to deny BellSouth’s Motion for Reconsideration and
Clarification of Finding of Fact No. 3, thereby upholding and affirming its original decision in this
regard.

FINDING _OF FACT NO. 13 (ISSUE NO. 13 — MATRIX ITEM NO. 14):
TRO/COMMINGLING — What is the. scope of commingling allowed under the FCC's rules and
orders and what language should be included in Interconnection Agreements (ICAs) to implement
commingling {including rates)?

INITIAL COMMISSION DECISION

The Commission concluded that Section 271 offerings can be commingled with Section 251
UNE offerings. The cost of multiplexing equipment should be based on the cost of the higher speed
clement associated with the multiplexing equipment. Rates for commingling should remain at total
element long-run incremental cost {TELRIC) prices for Scction 251 UNEs and just and reasonable
market prices for Section 271 elements,

MOTION FOR RECONSIDERATION

BELLSOQUTH: BellSouth objected to Finding of Fact No. 13 and requested that the Commission
reconsider its decision concering commingling to ensure that the Charge of Law Order as a whole is
consistent concerning Section 271.

BeliSouth stated that the Commission properly recognized that it does not have the authority to
require BellSouth to include Section 271 elements in ICAs entered into pursuant to Section 252, nor
does the Commission have the authority to set rates for such elements. The Commission had
nevertheless concluded that Section 271 offerings can be commingled with Section 251 UNE
offerings. Rates for commingling will remain at TELRIC prices for Section 251 UNEs and just and
reasonable prices for Section 271 elements. The TRRO Amendments should reflect the Commission’s
conclusions on this issue. BellSouth requested reconsideration of this specific language.

BellSouth maintained that the Commission’s commingling conclusions conflict with its Section 271
findings. In patticular, by explicitly requiring BellSouth’s contract amendments to reflect the
Commission’s conclusions, the Commission is intruding on the FCC’s role of administering and
enforcing Section 271, which it should not do. BellSouth argued that the Commission can remedy
this aspect of its order as the Kansas Commmission did; namely, by ruling that Section 271
commingling terms and conditions have no. home in ICAs because the Commission would have no
enforcement authority concerning commingling disputes. Alternatively, BellSouth stated that, the
Commission can require the inclusion of the commingling definition as set forth in the federal ruies,
without mandating explicit language concerning Section 271.

BellSouth argued that whether or not Section 271 services are- wholesale services is not the
controfling consideration. Thus, while the Change of Law Order focuses on whether Section 271
elements are wholesale services, BellSouth argued that reconsideration is appropriate because. the
FCC has very clearly created a Section 271 exception to any commingling obligation that exists.
BellSouth stated that the Commission can remedy this aspect of its decision on reconsideration by
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making clear that BellSouth is required to commingle or to allow commingling of a UNE or a UNE
combination with one or more facilities or services that a CLP has obtained at wholesale from an
ILEC pursuant to any method other than unbundling under Section 251(¢)(3), except for offerings
made available under Section 271. BellSouth stated that this approach would appropriately focus on
the Section 271 -exclusion to any commingling obligations and would bring the Commission into
accord with several other state commissions regarding this issue:

INITIAL COMMENTS

COMPSOUTH: CompSouth noted that BellSouth does not articulate any new argument in support
of its request. Instead, BellSouth urged the exclusion under the guise that exclusion of any reference
to Section 271 terms and conditions is merited to ensure that the Change of Law Order as a whole is
consistent concerning Sectiort 271,

Contrary to BellSouth’s assertion, CompSouth argued that the Commission’s conclusions on the
issue of Section 271 commingling are not inconsistent with any other finding of the Commission.
CompSouth observed that, in its Change of Law Order, the Commission derived the commingling
obligation of Section 251(c)(3) UNEs with Section 271 elements not from Section 271 but from
Section 252(c)(1), which requires state commissions to ensure that ICAs meet the requirements of
Section 251.  Therefore, ICAs must meet the requirements of the FCC's rules addressing
commingling and allow commingling of Section 251 elements with Section 271 elements. Thus,
CompSouth stated that the Commission’s directive that ICAs meet the requirements of commingling
contemplated by the FCC is necessary to effectuate the requirements set down by the FCC.
CompSouth argued that the Commission correctly held that the FCC has required commingling to be
available for any wholesale service, and that category includes offerings ‘made available pursuant to
BellSouth’s Section 271 obligations whether those obligations are spelled out in the ICA or not.

The Commission has exhaustively examined this issue. A thorough examination has occurred in both
this proceeding and in a separate arbitration docket. CompSouth argued that the Commission reached
the comect conclusion and should therefore deny BellSouth’s request for reconsideration.

PUBLIC STAFF: The Public Staff noted that, in Finding of Fact No. 13, the Commission stated that
offerings made pursuant to Section 271 of the Telecommunications Act of 1996 (TA96 or the Act)
may be commingled with Section 251 UNE offerings. The Public Staff stated that this finding on
commingling is consistent with the Commission’s previous conclusion on this issue in the Order
Ruling on Objections and Reguiring the Filing of the Composite Agreement, Docket No. P-772,
Sub 8, et al.

The Public Staff argued that BellSouth’s motion for reconsideration regarding Finding of Fact No. 13
should be denied. The Commission has thoroughly considered this issue in Docket No. P-772, Sub 8,
et al., as well as in the instant docket. The Public Staff commented that the Commission rejected
BellSouth’s claim that the Commission lacks authority to require that ICAs reflect BellSouth’s
commingling obligations. The Public Staff argued that the Commission properly found instead that
its authority to require commingling stems not from Section 271, but from Section 252(c)(1) of the
Act, which requires statc commissions to ensure that [CAs meet the requirements of Section 251. The
Public Staff stated that BellSouth has offered no new or persuasive argument for a reversal of the
Commission’s decision here.
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There is no compelling reason for the Commission to revisit its decision that the FCC has not
excluded Section 271 elements from commingling obligations, The Public Staff stated that
BellSouth’s citation to United States Telecom Association v. FCC, 359 F.3d 534, 589 (D.C. Cir.
2004) (USTA II), is inapposite, because it discusses an ILEC’s duty to combine network elements,
As the Commission has properly recognized, commingling is not the same as combining, and
BeliSouth provides no reason to revisit that distinction.

Finally, the Public Staff noted BellSouth’s argument that it would be in accord with the decision of
other state commissions if it found in BellSouth’s favor on reconsideration. It is true that this jssue
has been contested in other states with various outcomes. The Public Staff argued that the fact that
other states may have decided this issue differently does not undermine the Commission’s decision
here. Instead, the Public Staff stated that the Commission’s conclusions.on Finding of Fact No. 13
are sound and should be affirmed.

REPLY COMMENTS

BELLSOUTH: BellSouth stated in its reply comments that, since neither CompSouth nor the Public
Staff had raised any new issues in their latest filings, it was not necessary for BellSouth to reply.
BellSouth requested the Commission grant its Motion for Reconsideration and Clarification.

DISCUSSION

After careful consideration, the Commission concludes that BellSouth’s Motion for
Reconsideration as to this issue should be denied. The essential argument that BellSouth has made—
and that it made from the beginning—is that commingling should not include Section 271 elements
and that allowing them to be commingled with Section 251 elements contradicts the Commission’s
decision in Issue No. 8. On the contrary, the Commission in its original Change of Law Order
carefully distinguished between its conclusion in Issue No. 8 that Section 271 elements should not be
included in ICAs and its conclusion in Issue No. 13 regarding commingling. In a nutshell;
commingling constitutes a special -situation becanse Section 271 elements constitute “wholesale”
elements, and the FCC held that “wholesale” elements should be commingled with other elements.
The basis for commingling, moreover, derives.from Section 251, not Section 271. The Commission
has heard no arguments from BellSouth on reconsideration which are not essentially repetitive of the
arguments it has heretofore made and which have been rejected. The Commission is therefore not
persuaded that it should reconsider its original conclusion on this issue.

CONCLUSIONS

The Commission finds it appropriate to deny BellSouth’s Motion for Reconsideration and
Clarification of Finding of Fact No. 13, thereby upholding and affirming its original decision in this
regard.

FINDING OF FACT NO. 15 (ISSUE NO. 15 —~ MATRIX ITEM NO. i6):
TRO/ CONVERSIONS — What are the appropriate rates, terms, and conditions, and effective dates,
if any, for conversion requests that were pending on the effective date of the TRO?
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INITIAL COMMISSION DECISION

The Commission concluded that the rates, terms, and conditions for conversions should be_
retroactive back to the TRO effective date, except that requests for conversions that were pending as
.of the effective date of the TRO should be processed under the conditions that existed prior to the
TRO.

MOTION FOR RECONSIDERATION

BELLSOUTH: BellSouth objected to Finding of Fact No. 15, stating that the Commission’s
decision to mandate conversion rights retroactive to October 2, 2003, cannot be reconciled with the
evidentiary record because it improperly provides CLPs that failed to negotiate TRQO amendments an
unfair advantage over other CLPs and because it conflicts with the FCC's directives. ‘

BellSouth maintained that the Commission’s ruling on this issue is inconsistent with the evidence.
BellSouth commented that CompSouth’s witness did not request or testify that conversion requests
that were made after the effective date of the TRO should be retroactive to October 2, 2003,
BellSouth argued that CompSouth’s testimony requested convers:on rights retroactive to
March 11, 2005 (the effective date of the TRRO), and not October 2, 2003." BellSouth opined that
there is no reason to provide CLPs with a windfall that exceeds their requested contract language.
Moreover, BellSouth asserted that no CLP could legitimately object to reconsideration in order to
ensure that the Commission’s Change of Law Order conforms to the evidentiary record.

In addition, BellSouth argued that the Commission’s decision provides an unfair advantage to CLPs
that failed to amend their agreements as compared to other CLPs. BellSouth explained that this is
because many CLPs did amend their interconnection agreements to include conversion rights at
various times fellowing the TRO; and every CLP that signed such an amendment became entitled to
convert standalone special access circuits to UNEs following execution of the amendment to include
the conversion language — and not at some earlier time. BellSouth contended that the Commission’s
ruling sends the wrong message in that delays in resolving contract disputes have been rewarded by
retroactive contractual rights that exceed the contractual rights of other CLPs.

Lastly, BellSouth argued that the Commission’s ruling in this regard is also at odds with the FCC’s

directives because, in the TR0, the FCC adopted new criteria CLPs must meet to convert special
access circuits to UNEs? In particular, BellSouth observed that the FCC specifically required
carriers to use the negotiation and amendment process to implement the new obligations in the TRO,
and rejected arguments to override the Section 252 process and unilaterally change all
interconnection agreements.” BellSouth asserted that the FCC made clear that, as to the 7RO,
individual carriers should be allowed to negotiate specific terms and conditions to translate the new

! See First Revised Exhibit JPG-1, Pages 2, 4, 6, 8, 11, and 13 (“to the extent that language implementing . .
conversion . . . rights/obligations is effective retroactively lo March 11, 2005, BellSouth may apply transition rates
retroactively !o March 11, 2005 as well.”) .

?  See TRO at Paragraph 577.

¥ See TRO at Patagraph 702,
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rules into the commercial environment.! BellSouth observed that several state commissions
confronted by this identical issue have ruled in a manner contrary to this Commission’s ruling’; those
commissions determined that the FCC intended to allow conversion rights beginning on the date that
interconnection agrecments were amended and not going back to October 2, 2003. BeilSouth
maintained that the Commission should reconsider its Change of Law Order in this regard and reach
a similar resplt.

INITIAL COMMENTS

COMPSOUTH: CompSouth asserted in its initial comments that the Commission fully examined
this issue and that the Commission’s determination that conversion rights should be retroactive to the
effective date of the 7RO is reasonable and not inconsistent with any FCC directive.”

With respect to BellSouth’s argument that reconsideration is warranted because CompSouth’s
witness did not expressly request or testify that conversion requests made after the effective date.of
the TRO should be retroactive to the effective date of the TRO, CompSouth observed that the
Commission noted such fact in its Change of Law Order, but observed that CompSouth, in its Brief,
asserted that the rates, terms, and conditions for conversions pending on the effective date of the 7RO
should be those that reflect the FCC’s decisions in the TRO. In addition, CompSouth stated that the
Commission noted that CompSouth pointed out that, in the TRO, the FCC expressly addressed the
question of how to handle pending conversion requests when it issued the TRO and that, in such
instance, the FCC tied pricing provisions regarding conversions to the effective date of the TRO.
Thus, CompSouth urged the Commission to use the effective date of the TRO as the effective date for
conversions in the amended interconnection agreements. CompSouth asserted that the question is
essentizlly a legal one, and the FCC addressed it explicitly in the TRO. CompSouth maintained that
the Commission’s determination is supported by the TRO and was properly raised and briefed by
CompSonth.

Next, regarding BellSouth’s argument that the Commission’s ruling unfairly advantages those CLPs
that failed to amend their interconnection agreements, CompSouth cbserved that BellSouth has not
provided any support for this “unfair advantage’ argument or why it should trump the directive of the
FCC or generally adopted true-up concepts.

Finally, CompSouth stated that BellSouth has claimed that the Commission’s ruling is at odds with
the FCC’s general directives in the TRO and,. specifically, BellSonth has generally postulated that by
establishing the effective date of the TRO as the effective date for conversions, the Commission has

! Sece TRO at Paragraphs 700-704. BellSouth argued that the FCC's directive in the TRO differed from its mandate
in the TRRO, in which the FCC made its natignwide bar on new UNE-P amangements and other delisted elements
effective on March 11, 2005, without the need for amendments to interconnection agreements,

?  See Florida Docket No. 041269-TP, Order No, PSC-06-0172-FOF-TP, Order Addressing Changes of Law;
No. 2006-136, South Carelina Docket No. 2604-316-C, 2005 D.C. PUC LEXIS 257; Arbitration Order, Massachusctis
D.T.E, 04-33, (July 14, 2005); Arbitration Decision, Rhode Island Docket No., 3588, (November 10, 2005); and New
Jersey Docket Nos. TO05050418 et al, Telecommunications Order (March 27, 2006).

¥ CompSouth alsa noted that the Commission’s muling is consistent with the recent ruling of the Georgia Public
Service Commission. “The Commission finds consistent with CompSouth’s position that CLECs that submitted
legitimate requests to convert wholesale services to UNEs or UNE combinations prior to the effective date of the TRO are
eatitled te UNE pricing as of the date the TRO became effective.”
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impliedly run afout of the new negotiation and amendment process adopted by the FCC in the TRO
that allows carriers to negotiate the specific terms and conditions of their agreements. CompSouth
contended that BeliSouth cannot and does not, however, point to any specific language in the TRO or
any other pronouncement by the FCC to support its belief, Indeed, CompSouth asserted that is
because there is none.

CompSouth maintained that the Commission’s decision is completely consistent with the FCC’s

- directive in the TRO. CompSouth opined that, since the conversion rights were established when the
TRO took effect, it is reasonable and correct that the effective dates for the mandated conversion
rights to be effective should be the date the TRO became effective. Accordingly, CompSouth argued
that the Commission should not reconsider its ruling on this issue.

PUBLIC STAFF: The Public Staff stated in its initial comments that BellSouth objected to the
Commission’s Finding of Fact No. 15, which states that “[tlhe rates, terms, and conditions for
conversions should be retroactive back to the TRO effective date [October 2, 2003], except that
requests for conversions that were pending as of the effective date of the TRO should be processed
under the conditions that existed prior to the TRO.” The Public Staff noted that BeliSouth requested
reconsideration of the ruling for three reasons: (1) the ruling is contrary to the evidentiary record;
(2) the ruling improperly provides CLPs that failed to negotiate TRO amendments an unfair
advantage over other CLPs; and (3) the ruling conflicts with the FCC’s directives. The Public Staff
maintained that none of BellSouth’s allegations, however, require the Commission to reconsider its
conclusions for Finding of Fact Ne. 15.
i

The Public Staff noted that BeliSouth first contended that the Commission’s finding is inconsistent
with the evidence because CompSouth’s witness did not request or testify that conversion requests
that were made after the effective date of the 7RO should be retroactive to October 2, 2003, The
Public Staff asserted that, rather, according to BellSouth, CompSouth’s testimony requested
conversion rights retroactive to March 11,2005, the effective date of the TRRO, and not
October 2, 2003. The Public Staff noted that BellSouth befieves that the Commission’s ruling
provides the CLPs with an undeserved windfall in that it exceeds the CLPs’ requested contract
proposal,

The Public Staff observed that it had argued in its proposed order that, when deciding differences
between parties'in an arbitration dispute, the Commission has generally adopted the concept of true-
ups, ie., rates or terms and conditions become effective when the. regulatory body, either the
Commission or the FCC, approves the change.' The Public Staff stated that it believed neither party
presented an adequate resolution to this issue in this docket, Therefore, the Public Staff noted that it
had recommended that the Commission adopt the “true-up” rationale that the rates, terms, conditions,
and effective dates for conversions in the amended ICA be retroactive to the TRO effective date in
faimess to all the parties.

Further, the Public ‘Staff asserted that, because of actions taken by the FCC in the TRRO, the
proposed transition rates included in CompSouth witness Gillan’s Exhibit JPG-1 required
modification. Therefore, the Public Staff noted, witness Gillan added the language in his proposed
Section 2.3.6.3 to apply to rates during the transition period specified in the TRRO for those dark
fiber UNE loops being transitioned from Section 251 UNEs. The Public Staff maintained that, had

V' See Change of Law Order, Page 124,
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he not done so, the ICA would not be reflective of the changes mandated by the FCC in the TRRO.
The Public Staff argued that a simple reading of witness Gillan’s proposed Section 2.3.6.3 shows that
the language reflects the rates that are applicable during the transition period that began on
March 11, 2005, when the TRRQ became effective.

Furthermore, the Public Staff noted that witness Gillan also included this language in Section 2.2.6
conceming the transition rates applicable to certain DS1 and DS3 UNE loops, in Section 4.4.4
concerning the transition rates applicable to certain local switching UNEs, in Section 5.3.3.4
conceming the transition rate for UNE-P, in Section 6.2.4.4 concerning the transition rates for certain
DS1 and DS3 dedicated transport UNEs, and in Section 6.9.1.5 conceming the transition rates for
certain dark fiber UNE transport. The Public Staff maintained that these are all UNEs affected by the
TRRO, and the ICA needs to reflect the transition period imposed by the TRRO. The Public Staff
asserted that witness Gillan’s language merely addresses this need.

In addition, the Public Staff maintained that BellSouth’s argument also appears to be that the
Comsmission was bound by final offer or “basebail” arbitration rules to accept either BellSouth’s or
CompSouth’s proposal, with no consideration of other alternatives. The Public Staff stated that it
believes, however, that the Commission had the flexibility to find and conclude as it did, based upon
the Commission’s review of the evidence and arguments presented by the parties.

The Public Staff argued that, moreover, the. Commission’s ruling does not, as BeilSouth asserted,
give an unfair advantage to CLPs that failed to amend their agreements as compared to other CLPs,
since each CLP had the same opportunity to amend or not amend its agreement. The Public Staff
maintained that amending agreements is the responsibility of all the parties involved. The Public
Staff asserted that failure to amend an agreement cannot be blamed solely on a CLP; the CLPs that
were able to amend their ICAs after the TRO were aware of its existence and should have taken it into
consideration.

Finally, the Public Staff noted that the Commission’s ruling is not at odds with the FCC’s directives.
The Public Staff maintained that simply because some other states have decided differently does not
warrant revision of Finding of Fact No. 15. The Public Staff stated that Paragraph 589 of the 7RO,
which was cited by the Commission on Page 124 of its Change of Law Order, solidly supports the
Commission’s decision to make the rates, terms, and conditions retroactive to the effective date of the
TRO. The Public Staff maintained that the Commission’s conclusion on conversions pending on the
effective date of the TRO is the position advocated by BellSouth and is consistent with FCC
directives. The Public Staff noted that, also in compliance with FCC. directives, the: Commission’s
ruling does not negate any agreements between the parties. The Public Staff stated that the last
phrase in Ordering Paragraph 2, Page 197, stated that “the parties may mutually agree on langnage
that departs from the provisions of this Order.” The Public Staff asserted that parties remain free to
negotiate this issue and adopt language that differs from the Commission’s conclusions. However,
the Public Staff asserted that the Commission’s conclusions and findings on this issue are sound and
should be affirmed.

REPLY COMMENTS
BELLSOUTH: BellSouth stated in its reply comments that, since neither CompSouth nor the Public

Staff had raised any new issues in their latest filings, it was not necessary for BellSouth to. reply.
BeltSouth requested the Commission grant its Motion for Reconsideration and Clarification.
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DISCUSSION

BellSouth is seeking reconsideration of the Commission’s decision regarding conversion
rights. BellSouth has presented (hree arguments in support of its request: (1) the ruling Is
inconsistent with the evidence; (2) the ruling provides an unfair advantage to CLPs that failed to
amend their agreements as compared io other CLPs; and (3) the ruling is at odds with the FCC’s

directives.

First, BellSouth argued that the Commission’s ruling in Finding of Fact No. 15 is inconsistent
with the evidence. BellSouth maintained that CompSouth witness Gillan did not request or testify
that conversion requests that were made after the effective date of the 7RO should be retroactive to
October 2, 2003. BellSouth asserted that CompSouth’s testimony requested conversion rights
retroactive to March 11, 2005 (the effective date of the TRRO), and not Gctober 2, 2003. BellSouth
specifically noted First Revised Exhibit JPG-1, Pages 2, 4, 6, 8, 11, and 13 and referenced the “to the
extent that language implementing . . . conversion . . . rights/obligations is effective retroactively to
March 11, 2005, BellSouth may apply transition rates refroactively to March 11, 2005 as well”
Ianguage provided therein. However, the Commission has reviewed the noted Sections of First
Revised Bxhibit JPG-1, specifically Sections 2.2.6, 2.3.6.3, 4.4.4, 5.3.3.4, 6.2.4.4, and 6.9.1.5, and
agrees with the Public Staff that witness Gillan’s proposed language reflects the rates for UNEs
affected by the TRRO that are applicable during the transition period that began on March 11, 2005,
when the TRRO became effective.

In addition, the Commission agrees with CompSouth that, although CompSouth did not
present any testimony in this regard, CompSouth did state in its Brief that the rates, terms, and
conditions for conversions pending on the effective date of the TRO should be those that reflect the
FCC’s decisions in the TRO.  Further, the Commission agrees with the Public Staff that the
Commission has the flexibility to find and conclude that the rates, terms, and conditions for
conversions should be retroactive back to the TRO effective date after a review of the evidence and
arguments presented by the parties and a review of applicable FCC Orders. Therefore, the
Commission does not believe that its ruling in Finding of Fact No. 15 is inconsistent with the
evidence.

BellSouth’s second argument is that the ruling in Finding of Fact No. 15 provides an rinfair
advantage to CLPs that failed to amend their agreements as compared to other CLPs. The
Commission agrees with CompSouth that BellSouth has not offered any support for this argument or
explained why this argument should undermine the directive of the FCC or the generally adopted
true-up provision. In addition, as-the Public Staff pointed out, each CLP had the same opportunity to
amend or not amend its agreement, and amending agreements is the responsibility of all the parties
involved. The fact of the matter is that the FCC adopted conversion rights which should be made
allowable as of the effective date of the TRO. In Paragraph 589 of the 7RO, the FCC explicitly
states:

As a final matter, we decline to require retroactive billing to any time before the
effective date of this Order. The eligibility criteria we adopt in this Order supersede
the safe harbors that applied to EEL conversions in the past. To the extent pending
requests have not been converted, however, competitive LECs are entitled to the
appropriate pricing up to the effective date of this Order. [Emphasis added.]
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Therefore, the Commission does not find "merit in BellSouth’s argument that the
Commission’s ruling provides an unfair advantage to CLPs that failed to amend their agreements as

compared to other CLPs,

BellSouth’s final argument is that the Commission’s ruling is at odds with the FCC’s
directives. However, the Commission agrees with CompSouth and the Public Staff that the
Commission’s ruling is not in any way in conflict with the directives of the FCC. As the Public Staff
noted, Paragraph 589 of the TRO, as quoted above, solidly supports the Commission’s decision in
this regard. BellSouth has not provided any directives of the FCC which run counter to the
Commission’s decision. Therefore, the Commission does not believe that its decision on conversion
rights is at odds with the FCC’s directives.

Based upon the foregoing discussion, the Commission finds it appropriate to deny
BellSouth’s Motion for Reconsideration on Finding of Fact No. 15.

CONCLUSIONS

The Commission finds it appropriate to deny BellSouth’s Motion for Reconsideration and
Clarification of Finding of Fact No. 13, thereby upholding and affirming its original decision in this

regard,

FINDING_OF FACT NO. 18 (ISSUE NGO, 18 — MATRIX ITEM NO. 19): TRO/LINE
SPLITTING - What is the appropriate ICA language to implement BellSouth’s obligations with
regard to line splitting?

INITIAL COMMISSION DECISION

The Commission concluded that:

(@)  In accordance with the Commission’s decision on Matrix Item No. 14, line splitting
should be allowed on & commingled arrangement of a Section 251 loop and unbundled
local switching pursvant to Section 271;

()  BellSouth and CompSouth should negotiate acceptable language to address whether a
CLP should indemnify BeliSouth for “claims™ or “claims and actions™ arising out of
actions by the other CLP involved in the line splitting arrangement; -

{c) It is appropriate to adopt Section 3,8.15 from CompSouth’s First Revised Exhibit JPG-
1 congerning access to OSS; and

(d)  BellScuth is not obligated to provide CLPs with access to BellSouth-owned splitters;
however, CompSouth’s proposed language in Section 3.6.13 of CompSouth’s First
Revised Exhibit JPG-1 is acceplable.

MOTION FOR RECONSIDERATION

BELLSOUTH: BellSouth requested that the Commission clarify its Conclusions for Finding of Fact
No. 18 conceming line splitting. Specifically, BellSouth stated that it was looking to ensure that the
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Commission is not seeking to regulate the operational manner in which line splitting will be
provided. BellSouth maintained that for CLPs that purchase Section 271 switching from BellSouth
together with a Section 251 loop, line splitting can and should be properly provided by allowing a
CLP to terminate both the Section 271 switch port and the Section 251 loop in the collocation space
of the data provider and aflowing the voice CLP and the data CLP to cooperatively work together to
connect the two services and provide line splitting. BellSouth argued that it should not be required to
be in the middle of the relationship of a voice CLP and a data CLP, nor should BellSouth be required
to perform the tasks necessary to effectuate line splitting over its commercial Section 271 offering.

BellSouth maintained that it seeks clarification to ensure that fiture digputes do not arise between it
and other CLPs in which other CLPs may claim the Change of Law Order requires BellSouth to offer
line splitting over its Section 271 switching offering. BellSouth noted that FCC Rule 47 CF.R.
51.319(a)(1)(ii) requires BellSouth to “provide a requesting telecommunications carrier that obtains
an unbundled copper loop from the incumbent LEC with the ability to engage in line splitting
arrangements with another competitive LEC using a splitter collocated at the central office where the
Toop terminates into 'a distribution frame or its equivalent.” BellSouth asserted that the federal rules
are consistent with BellSouth’s operational plans to provide line splitting. BellSouth argued that the
Commission should not require BellSouth to effectuate line splitting over its Section 271 switching
product — any such outcome would improperly intrude upon the FCC’s exclusive Section 271
authority, and BellSouth is seeking reconsideration or clarification in an effort to avoid fiture
disputes.

INITIAL COMMENTS

COMPSOUTH: CompSouth stated in its initial comments that BellSouth’s proposed clarification
would significantly undermine the Commission’s decision on commingling. CompSouth asserted
that, as “clarified” by BellSouth, anyone using BellSouth’s commercial wholesale loop/switching
product (what was known as UNE-P or the UNE platform) would be forced to switch the entire
facility to a standalone loop to the data CLP’s collocation space. CompSouth stated that, in tum, this
approach would require a hot cut, cause a voice outage, and result in significant additional expense
for the rearrangement, CompSouth asserted-that the Commission should resist BellSouth’s effort to
effectively deny commingling for a particular wholesale service — line splitting. CompSouth argued
that the commingling obligation is not an obligation that exists for all wholesale services “except
one.” CompSouth opined that commingling is an obligation for al/ wholesale services. CompSouth
maintained that BellSouth’s commercial platform service is a wholesale service — one that BellSouth
must comimingle with other wholesale services. CompSouth asserted that BellSouth’s effort to avoid
this obligation for the most competitively important arrangement of the commingled wholesale
services — a bundle of data and voice (line splilting) — is directly contrary to the FCC’s effort to
encourage bundled products. CompSouth maintained that BellSouth shouid continue to pravide fine
splitting as it always has — adding line splitting to the wholesale platform product. CompSouth
asserted that BellSonth’s motion for clarification should be denied.

PUBLIC STAFF: The Public Staff stated in its initial comments that, in Finding of Fact No. 18, the
Commission held that “line splitting should be allowed on a commingled arrangement of a
Section 251 loop and unbundled local switching pursuant to Section271.” The Public Staff noted
that BellSouth has requested clarification of this finding. The Public Staff maintained that BellSouth
has contended that the Commission should not regulate the operational manner in which line splitting
is provisioned over its Section 271 switching product, as this would improperly intrude on the FCC's
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exclusive authority over Section 271. The Public Staff noted that BellSouth maintained that line
splitting can be established on a commingled arrangement through the cooperation of the voice CLP
and the data CLP without involvement from BeéllSouth.

The Public Staff noted that, in the Change of-Law Order, the Commission determined that when a
CLP obtains a commingling arrangement consisting of switching under Section 271 and a UNE loop
under Section 251, BellSouth must allow line splitting but is not obligated to provision BellSouth-
owned splitters for use by CLPs. The Public Staff asserted that, based on these findings, it is not
clear to the Public Staff why further clarification is needed. The Public Staff noted that BellSouth
has acknowledged that it is responsible for ensuring that CLPs have the ability to engage in line
splitting, and it appears from BellSouth’s comments that it can satisfy both the Commission’s
findings and its current federal obligations. The Public Staff opined that, therefore, without further
persuasive reasoning, the Public Staff does not believe that clarification or reconsideration of Finding
of Fact No. 18 is necessary.

REPLY COMMENTS

BELLSOUTH: BellSouth stated in its reply comments that, since neither CompSouth nor the Public
Staff had raised any new issues in their Jatest filings, it was not necessary for BellSouth to reply.
BellSouth requested the Commission grant its'Motion for Reconsideration and Clarification.

DISCUSSION

The Commission agrees with the Public Staff that it is not clear why further clarification s
needed on this issue. In the Change of Law Order, the Commission ruled that BellSouth must aliow
line splitting on a’ commingled arrangement consisting of a Section 251 loop and Section 271
switching and that BellSouth is not obligated to provide CLPs with access to BellSouth-owned
splitters.  The Commission does not believe that BellSouth has provided any compelling or
convincing arguments which warrant any clarification or reconsideration of Finding of Fact No. 18.

BellSouth stated that it is seeking to ensure that CLPs do not claim that the Commission’s
Change of Law Order requires BellSouth to offer line splitting over its Section 271 switching
offering. The Commission believes that the Change of Law Order specifically finds that BellSouth
must allow line splitting on a Section 251 loop which is included in a Section 251 loop/Section 271
switching commingled arrangement. The Commission does not believe that BellSouth has provided
any arguments which warrant clarification or reconsideration of the Commission’s conclusions in this
regard. Therefore, the Commission finds it appropriate to deny BeliSouth’s motion for clarification of
Finding of Fact No. 18, thercby upholding and affirming the Commission’s original decision on this
issue. .

CONCLUSIONS

The Commission finds it appropriate to deny BellSouth’s Motion for Reconsideration and
Clarification of Finding of Fact No. 18, thereby upholding and affirming its criginal decision in this
regard,

FINDING OF FACT NO. 20 (ISSUE NO. 20 - MATRIX ITEM NO. 23(b)): What is thé
appropriate language to implement BellSouth’s obligation, if any, to offer unbundled access to

365



TELECOMMUNICATIONS - MISCELLANEOQUS

newly-deployed or “Greenfield” fiber loops, including fiber loops deployed to the minimum point of
entry (MPOE) of a multiple dwelling unit that is predominantly residential and what, if any, impact
does the ownership of the inside wiring from the MPOE to each end user have on this obligation?

INITIAL COMMISSION DECISION

The Commission concluded that the following sections should be incorporated into the TRRO
amendments:

2.1.2  Fiber to the Home (FTTH) loops are local loops consisting entirely of fibet
optic cable, whether dark or lit, serving an End User’s premises or, in the case of
predominantly residential multiple dwelling units (MDUs), a fiber optic cable,
whether dark or lit, that extends to the MDU minimum point of entry (MPOE). Fiber
to the Curb loops are local loops consisting of fiber optic cable connecting to a copper
distribution plant that is not more than five hundred (500) feet from the End User’s
premises. or, in the case of predominantly residential MDUs, not more than five
hundred (500) feet from the MDU’s MPOE. The fiber optic cable in a FTTC loop
must connect to a copper distribution plant at a serving area interface from which
every other copper distribution subloop also is not more than five hundred (500) feet
from the respective End User’s premises. BellSouth shall offer CLECs unbundled
access to FTTH/FTTC loops serving enterprise customers and predominantly business
MDUs.

2121 In new build (Greenficld) areas, where BellSouth has only deployed
FTTE/FTTC facilities, BellSouth is under no obligation to provide such FTTH and
FTTC Loops. FTTH facilities include fiber loops deployed to the MPOE of a MDU
that is predominantly residential regardless of the ownership of the inside wiring from
the MPOE to each End User in the MDU,

2.1.2.3 Notwithstanding the above, nothing in this Section shall limit BellSouth’s
obligation to offer CLECs an unbundled DS1 loop (or loop/transpert combination) in
any wire center where BellSouth is required to provide unbundled access to DS1 loops
and loop/iraiisport combinations.

MOTION FOR RECONSIDERATION

BELLSOUTH: BellSouth objected to Finding of Fact No. 20 and requested that the Commission’s
decision be reconsidered or clarified to reflect incorporation of the following contract language for
Section 2.1.2.3:

In new build (Greenfield) areas, where BellSouth has only deployed FTTH/FTTC
facilities, BellSouth is -only required to unbundle DSI loops to predominantly
commercial MDUs, but has no obligation to unbundle such fiber loops to residential
MDUs or any other end user customer premises. While the FCC’s rules provide that
FTTH/FTTC loops serving end user customer premises do not have to be unbundled,
CLP access to unbundled DS1 loops at predominantly commercial MDUs is
preserved. Accordingly, in wire centers in which a non-impairment finding for DS1
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loops has not been made, BellSouth is obligated upon request to unbundle a
FTTH/FTTC loop to provide a DS1 loop to a predominantly commercial MDU.

BellSouth maintained that its proposed language, included above, more fully addresses the scope of
the FCC’s fiber relief and makes elear that the FCC’s fiber orders distinguish between predominantly
commercial and residential MDUs. BellSouth asserted that the Commission recognized a distinction
between predominantly business MDUs and predominately residential MDUs, yet the Change of Law
Order, as written, allows widespread unbundling to predominantly residential MDUs. BellSouth
contended that such unbundling conflicts with the FCC's MDU Reconsideration Order.
Significantly, BellSouth explained ‘that, if a CLP is provided a DSI FTTH/FTTC loop to a
predominantly residential MDU, a CLP could easily subdivide the loop to provide DSO0 service to a
residential customer and thereby thwart the FCC’s fiber relief. BellSouth noted that, while
BellSouth’s original contract [anguage, unmodified, remains appropriate, BellSouth is now requesting
clarification to ensure that the Change of Law Order does not allow CLPs to circumvent the
FCC’s fiber orders.

INITIAL COMMENTS

COMPSOUTH: CompSouth stated in its initial comments that BellSouth’s requested “clarification”
would eviscerate the Commission’s carefully considered decision on this issue. As the Commission
noted, the FCC “intended for FTTC and FTTH loops to enterprise customers to be subject to loop
unbundling obligations.” As the evidence and arguments before the Commission made clear, that
conclusion by the FCC was not limited by the FCC’s holding regarding “predominantly residential”
MDUs. According to CompSouth, the “clarification” proposed by BellSouth would eliminate loop
unbundling obligations for enterprise customers in situations in which the FCC meant for such
obligations to be maintained. The contract language adopted by the Commission preserves enterprise
loop unbundling obligations as intended by the FCC, while also memorializing the substantial
unbundling relief that BellSouth did receive in the FTTC/FTTH context. Therefore, CompSouth
urged the Commission not to disturb that balance,

PUBLIC STAFF: The Public Staff stated in its initial comments that; in Finding of Fact No. 20, the
Commission developed language to implement the TR0, the FCC’s MDU Order, and its FTTC
Order, which required ILECs to provide CLPs limited access to FTTH and FITC loops and DS1
loops. The Commission incorporated three specific sections into the TRRO amendments to address
these requirements. The Public Staff pointed out that, in Section 2.1.2, the Commission mirrored the
FCC’s definitions of FTTH and FTTC loops in 47 C.F.R. 51.319(a)}{3} and established access
requirements for loops serving enterprise customers and predominantly business MDUs. 1n
Section 2.1.2.1, the Commission covered access requirements for FTTH and FTTC loops in new
build (Greenfield) areas, In Section 2.1.2.3, the Commission adopted, with minor modifications,
language proposed by CompSouth that addressed DS1 loop and transport unbundling in the context
of the FCC’s FTTH/FTTC access requirements.

The Public Staff stated that it continues to believe, based on its reexamination.of the TRO, the MDU
Order, the FITC Order, and 47 C.F.R. 51.319(a), that the language adopted by the Commission for
Sections 2.1.2, 2.1.2.1, and' 2.1.2.3 faithfully implements the FCC’s current policy defining an
ILEC’s obligation to provide CLPs with unbundled access to FTTH, FTTC, and DS! loops. In
Paragraph 325 of the. TR0, the FCC found that “requesting carriers generally are impaired without
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access to unbundled DS1 loops.” Footnote 956 to that finding emphésized that this access was in no
way limited by the technology employed to provide it, or by the nature of the customers to be served:

DS1 loops will be available to requesting carriers, without limitation, regardless of the
technology used to provide such loops, e.g., two-wire and four-wire HDSL or
SHDSL, fiber optics, or radio, used by the incumbent LEC to provision such loops
and regardless of the customer for which the requesting carrier will serve unless
otherwise specifically indicated . ... The unbundling obligation associated with DS1
loops is in no way limited by the rules we adopt today with respect to hybrid loops
typicallyused to serve mass market customers. . . .

According to the Public Staff] this passage makes it clear that an ILEC may not refuse to make DSI
loops available to 2 requesting CLEC, based on fiber loop access “exemptions™ that would otherwise
apply, simply because the DS1 loops must be provisioned on a fiber optic facility. This assures that
customers who require one or more DS1 loops to meet their service needs will be able to obtain them
from competitive providers, as well as BellSouth. The Public Staff maintained that the
Commission’s language for Section 2.1.2.3 preserves this vital competitive access for all customers,

The Public Staff recommended that the Commission decline to modify the language it previousty
adopted for Sections 2.1.2, 2.1.2.1, and 2.1.2.3 of the TRRO amendments.

REPLY COMMENTS

BELLSOUTH: BellSouth stated in its reply comments that, since neither CompSouth nor the Public
Staff had raised any new issues in their latest filings, it was not necessary for BellSouth to reply.
BellSouth requested the Commission grant its Motion for Reconsideration and Clarification.

DISCUSSION

The Commission concludes that the Public Staff and CompSouth have put forward
compelling justification in support of their position on this issue. The Commission agrees with the
Public Staff that the language adopted in the Change of Law Order for Sections 2.1.2, 2.1.2.1, and
2.1.2.3 faithfully implements the FCC’s current policy defining an ILEC’s obligation to provide
CLPs with unbundled access to FTTH, FTTC, and DS1 loops; that in Paragraph 325 of the TR0, the
FCC found that “requesting carriers generally arc impaired without access to unbundled DS1 loops;”
and that Footnote 956 to that finding emphasized that this access was in no way limited by the
technology employed to provide it, or by the nature of the customers to be served. Footnote 9356
makes it clear that an ILEC may ot refuse to make DS1 loops available to a requesting CLP, based
on fiber loop access “exemptions” that would otherwise apply, simply because the DS1 loops must be
provisioned on a fiber optic facility. The Commission believes that, logically, if the FCC had
intended to limit the availability of DSI loops in the MDU environment, it would have issued a
specific conclusion to that effect, since the MDU Order (issued August 9, 2004) preceded the TRRO.
This assures that customers who require one or more DS1 loaps to meet their service needs will be
able to obtain them from competitive providers, as well as BellSouth. Section 2.1.2.3, as set forth in
the Change of Law Order, preserves this vital competitive access for all customers. Therefore, the
Commission finds good cause to deny BellSouth’s Motion for Reconsideration and Clarification,
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CONCLUSIONS

The Commission finds it appropriate to deny BellSouth’s Motion for Reconsideration and
Clarification of Finding of Fact No. 20, thereby upholding and affirming its original decision in this
regard.

IT IS, THEREFORE, ORDERED as follows:

1. That the Commission denies all objections to Findings of Fact Nos. 5, 13, 15, 18, and
20, thereby upholding and affirming its original decisions regarding these issues.

2. That the Commission will entertain no further comments, objections, or unresolved
issues with respect to issues previously addressed in this proceeding.

ISSUED BY ORDER OF THE COMMISSION.
This the 10th day of July, 2006.

NORTH CAROLINA UTILITIES COMMISSION
Patricia Swenson, Deputy Clerk

bp07100591
Appendix A
] o Pagelof2
Glossary of Acronyms
Docket No. P-55, Sub 1549
Act Telecommunications Act of 1996
ADSL '| Asymmetrical Digital Subscriber Line
| Agreement Interconnection Agréement ,
ARMIS Automated Reporting Measurement Information System
-BellSouth BellSouth Telecommunications, Inc.
CLEC Competitive Local Exchange Company
CLP Competing Local Provider
Comnission North Carolina Utilities Commission
CompSouth The Competitive Carriers of the South
Covad DIECA Communications, Inc., d/b/a Covad Communications
‘ Company
Ds1 Digital Signal 1 -
DS3 Digital Signal 3
DSL | Digital Subscriber Line
EEL Enhanced Extended Link (Loop)
FCC Federal Communications Commission
FTIC Fiber-to-the-curb
FITH Fiber-to-the-home
HDSL High-bit-rate Digital Subscriber Line
ICA Interconnection Agreement
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IDSL ISDN Digital Subscriber Line

ILEC Incumbent Local Exchange Company (Carrier)

ISDN Integrated Services Digital Network

Kbps Kilobits Per Second

Appendix A
Page 2 of 2

LEC Local Exchange Company

MDU Multiple Dwelling Unit

MPOE Minimum Point of Entry

03§ Operations Support Systems

PMAP Performance Measurements and Analysis Platform

Public Staff - Public Staff - North Carolina Utilities Commission

RNMs Routine Network Modifications

SEEM Self-Effectuating Enforcement Mechanism

Sprint Sprint Communications Company, L.P.

SOM Service Quality Measurement

TA96 Telecommunications Act of 1996

TELRIC Total Element Long-Run Incremental Cost

TRO Triennial Review Qrder

TRRO Triennial Review Remand Order

UCL-8 ' Unbundled Copper Loop - Short

UNE ' Unbundled Network Element

UNE-L Unbundled Network Element — Loop

UNE-P Unbundled Network Element — Platform

DOCKET NO. P-118, SUB 86
In the Matter of:

Application of ALLTEL Carolina, Inc., ) RECOMMENDED ORDER
for Approval of a Price Regulation Plan } APPROVING MODIFIED PRICE
Pursnant to G.5. 62-133.5(a) ) REGULATION PLAN

HEARD: Thursday, December 15, 2005, in the Matthews Town Hall, 232 Matthews Station
Street, Matthews, North Carolina

BEFORE:  Hearing Examiner Dan Long, Presiding

APPEARANCES:
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FOR ALLTEL CAROLINA, INC.:

Daniel C. Higgins

Bums, Day. & Presnell, P.A.
2626 Glenwood Ave., Ste. 560
Raleigh, North Carolina 27608

FOR THE USING AND CONSUMING PUBLIC:

Elizabeth D. Szafran

Ralph J. Daigneault

Public Staff - North Carolina Utilities Commission
4326 Mail Service Center

Raleigh, Notth Carolina 27699-4326

Kevin L. Anderson
North Carolina Department of Justice
P.0. Box 629
Raleigh, North Carolina 27602-0629
BY THE HEARING EXAMINER: G.S. 62-133.5(a) provides that “[a]ny local exchange
company [LEC], subject to the provisions of G.S. 62-110(f1), that is subject to rate of retum

regulation pursuant to G.S. 62-133 . . . may elect to have the rates, terms and conditions of its
services determined pursuant to a form of price regulation, rather than rate of return or other forms of
eamnings regulation.” .

Under the form of price regulation authorized by G.S. 62-133.5(a), “the Commission shall,
among other things, permit the local exchange company to determine and set its own depreciation
rates, to rebalance its rates, and to adjust its prices in the aggregate, or to adjust its prices for various
ageregated categories of services, based upon changes in generally accepted indices of prices.”

G.S. 62-133.5(a) requires notice and a hearing, allows different forms of price regulation as
between different LECs, and requires the Commission to decide price regulation cases within 50 days
subject to an extension by the Commission for an additional 90 days, or a total of 180 days from the
filing of the Application. The statute requires the Commission to approve price regulation for a LEC
upon finding that a proposed plan:

(i)  protects the affordability of basic local exchange service, as such service is defined by
the Commission;

(i) reasonably assures the continuation of basic local exchange service that meets
reasonable service standards that the Commission may adopt;

(iii) will not unreasonably prejudice any class of telephone customers, including
telecommunications companies; and

(iv)  is otherwise consistent with the public interest.

ALLTEL Carolina, Inc. (“ALLTEL") is currently operating pursuant to the price regulation
plan that was the subject of the Commission’s Order Approving ALLTEL’s Revised Price Regulation
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issued in this docket on September 15, 1998 (the “Original Plan™) as subsequently amended.
G.S. 62-133.5(c) provides that “[aJny local exchange company subject to price regulation under the
provisions of subsection () of this section may file an application with the Commission to modify
such form of price regulation or for other forms of regulation.” The Commission must approve the
amended plan if it satisfies the four criteria quoted above. G.S. 62-133.5(¢) further provides: “If the
Commission disapproves, in whole or in part, a local exchange company’s application to modify its
existing form of price regulation, the company may elect to continue to operate under its then existing
plan previously approved under this subsection or subsection (a) of this section.”

On October 18, 2005, ALLTEL and the Public Staff — North Carolina Utilities Commission
(“Public Staff”), collectively referred to as the “Parties,” filed a Stipulation and Agreement with the
Commission. In the Stipulation and Apreement, the Parties mutually agreed that the Small Local
Exchange Carrier Price Regulation Plan for ALLTEL (the “Stipulated Plan” or “Plan”) met and
satisfied the four statutory criteria for Commission approval of a price regulation plan under
G.8. 62-133.5(c) and requested Commission approval. ALLTEL advised the Commission that its
Stipulated Plan was substantially identical to the revised price regulation plans recently approved by
the Commission for other local exchange companies.

The Stipulated Plan modified the Original Plan with the following provisions:

. Reclassification of existing services into four new categories of service designated as
Moderate Pricing Flexibility, Discretionary Pricing Flexibility, High Pricing
Flexibility, and Total Pricing Flexibility,

. Services that would be classified in the Moderate Pricing Flexibility category include
business and residential basic local exchange services and switched access charges
applicable to interexchange carriers. Prices for these services could be increased by 2
maximumn of 10% in each Plan year, provided that revenues for the category do not
increase by more than one and one-half times the rate of inflation.

. Initially, there would be no services that would be classified to the Discretionary
Pricing Flexibility category. Prices for services placed into the Discretionary Pricing
Flexibility category will be no higher than tariff rates but may be reduced to individual
customers, for competitive reasons, below tariff rates at ALLTEL’s discretion.

. Services that would be classified to the High Pricing Flexibility category include
operator assisted local calls and optional business and residential calling features.
Prices for these services could be increased by a maximum of 20% in each Plan year,
provided that revenues for the category do not increase by more than two and ane-half
times the rate of infiation.

. Services in the Total Pricing Flexibility category include Centrex service. Prices for
these services would not be regulated by the Plan.

. Financial penalties to be paid to customers if ALLTEL fails to meet service objectives
established by the Commission.

On October 24, 2005, the Commission issued its Order Setting Hearings and Requiting Public
Notice. This Order consolidated the public hearing and the evidentiary hearing for
December 15, 2005, with respect to ALLTEL’s request for approval of the Stipulated Plan. The
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Order required that ALLTEL publish notice of the hearing in newspapers having general circulation
in its service areas near Charlotte, Winston-Salem, Tryon, Sanford and Aberdeen once a week for
two weeks beginning the week of October 31, 2005; that ALLTEL send the Notice to its costomers
by means of bill inserts or special direct mailing between November 1 and November 15, 2005; that
ALLTEL prefile direct testimony no later than November 23, 2005; that the Public $taff and any
other intervenor prefile direct testimony no Jater than December 5, 2005; that rebuttal testimony be
filed no later than December 9, 2005; that petitions to intervene be filed no later than
November 18, 2005; and that all the parties in this docket file witness lists, proposed order of
witnesses and estimated cross-qxamination times no later than December 12, 2005,

On November 23, 2005, ALLTEL filed the direct testimony of fayrie Eve, Director of
External Affairs for ALLTEL. On December 5; 2005, the Public Staff filed the direct testimony of
Charles B. Moye, an Engineer with the Communications Division, Both witnesses supported the
Stipulated Plan, On January 4, 2006, ALLTEL filed affidavits of publication establishing that public
notice had been provided in accordance with the Commission’s procedural order.

At the December 15, 2005 evidentiary hearing in Matthews, the Parties were present, as well
as members of the public. The public witnesses consisted of Lee Myers, Steve Huff, and Robert
Thore, who testified without objection. Public witnesses Myers and Huff génerally testified in
support of ALLTEL. Public witness Thore testified s to his belief that he was in a monopoly
situation with no other local phone service provider available to him and expressed his concern as to
the rate adjustment flexibility described in the public notice he had received from ALLTEL regarding
the hearing. In addition, ALLTEL witness Eve and Public Staff witness Moye testified without
objection. Although Alltel Corporation’s proposed spin off of its wireline business, which includes
ALLTEL, and merger of that business with VALOR Communications.Group Inc. is not beforé the
Commission, nor directly relevant to this proceeding, ALLTEL witness Eve testified at the hearing
that ALLTEL will be affected by the spin-off in name only. She also testified that the new wireline
company will continue to provide the same services on the same terms and conditions using the same
network, and the spin-off is in the public interest as it is expected to better position the new wireline
company to compete in the marketplace and provide telecommunications services to consumers in
North Carolina at competitive rates. At the hearing, the Stipulation was entered into evidence
without objection. ALLTEL and the Public Staff filed a Joint Proposed Order on January 17, 2006,

WHEREFORE, the Hearing Examiner makes the following
FINDINGS OF FACT AND CONCLUSIONS OF LAW
. ALLTEL is a “local exchange company” as the term is. defined in G.S. 62-3(16a).
ALLTEL is currently subject to-a price regulation plan pursuant to the provisions of G.S. 62-133.5(a)
and has sought revisions to that plan pursuant to G.S. 62-133:5(c). "Thus, this matter is properly

before the. Commission for consideration, and ALLTEL meets all of the requitements for price
regulation under G.S, 62-133.5,

2. The Stipulated Plan will protect the affordability of basic local exchange service.

3. The Stipulated Plan will reasonably assure the continuation of basic local exchange
service that meets reasonable service standards.
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4, The Stipulated Plan will not unreasonably prejudice any class of telephone customers,
including telecommunications companies.

5. The Stipulated Plan is otherwise consistent with the public interest.
EVIDENCE FOR FINDING OF FACT AND CONCLUSION OF LAW NO. 1

Finding of Fact and Conclusion of Law No. 1 s supported by the record as a whole and is not
contested.

EVIDENCE FOR FINDING OF FACT AND CONCLUSION OF LAW
NO. 2 - AFFORDABILITY

Finding of Fact and Conclusion of Law No. 2 (and Nos. 3-5 as well) are supported by the
testimony and exhibits of ALLTEL witness Eve and Public Staff witness Moye. The Hearing
Examiner has also taken into account the testimony of public witnesses Myer, Huff and Thore.

ALLTEL -witness Eve testified as to the economic rationale for revising ALLTEL’s Original
Plan; the economic context in which the stipulated revisions to the Original Plan should be evaluated;
the changes in compelitive landscape for telecommunications services in the United States and North
Carolina; and the effects of new technology and increased competitive options and the entry of larger
companies such as Time Warner. In addition, witness Eve explained why ALLTEL sought to make
the modification to the Original Plan. Specifically, witness Eve testified that the Stipulated Plan
would enable ALLTEL to quickly react to competitive pressures and changing customer expectations
and demand. The flexibility provided for in the Stipulated Plan would provide immediate as well as
long-term benefits to many of ALLTEL’s customers and would allow ALLTEL to better meet
competitive challenges within its territory.

In her direct testimony, witness Eve discussed the detailed provisions of the Stipulated Plan,
explained why it is consistent with the requirements of G.S. 62-133.5(a), and stated that it represents
a compromise supported by representatives of the using and consuming public and ALLTEL.
Witness Eve’s testimony provided clear evidence that ALLTEL has experienced a net loss of access
lines to competition, that such losses continue to date, and that the prospect for future losses through
competition is high. Witness Eve testified to significant risk for traditional wireline local telephone
companies from competition from wireless and Voice over Internet Protocol {“VoIP”) providers.

Public Staff witness Moye also testified that developments have changed the landscape of the
telecommunications industry in North Carolina since local competition was authorized by state and
federal law. Specifically, witmess Moye described these changes as the growth in access line
competition fiom competing local providers (CLPs}; the growth in wireless service; the halt and
possible permanent reversal of access line growth for incumbent LECs; and the potential for further
competition from new technologies. In addition, witness Moye testified that the Stipulated Plan
satisfies the criteria of G.S. 62-133.5(a). Like witness Eve, he indicated that the Stipulated Plan is a
reasonable compromise between ALLTEL and the Public Staff. The testimony of witnesses Fve and
Moye establishes that, for many services in ALLTEL"s service areas, price constraints imposed by
the existence of competitors are current, real and generally effective, aiding the Commission’s
determination that the Stipulated Plan will result in affordable rates.
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In Commission Rule R17-1(a) the Commission has defined basic local exchange service as
“t]he telephone service comprised of an access line, dialtone, the availability of touchtone, and usage
provided to the premises of residential customers or business customers within a local exchange
area.” In the Stipulated Plan basic local exchange service is included in the Moderate Pricing
Flexibility Services category. However, the Stipulated Plan allows ALLTEL flexibility to adjust the
price of basic local exchange service:. Under the Stipulated Plan, aggregate annual price changes for
services included in the Moderate Pricing Flexibility Services category are limited to one and one
half times the rate of inflation as measured by the annual change in the Gross Domestic Product Price
Index (“GDPPI"), minus a productivity offset of zero. The constraint for the High Pricing Flexibility
Services category is set at two and one-half times the GDPPI minus the offset.

. Aswitness Moye noted, the rate element constraints are based on a set percentage. Under the
Stipulated Plan, the rate element constraint is 10% in the Moderate Pricing Flexibility Service
category. In the High Pricing Flexibility Services category the rate element constraint is 20%. The
Stipulated Plan also includes a minimum increase provision, under which any rate element in the
Moderate Pricing Flexibility Services category may be increased on an annual basis by a mimimum of
ten percent (10%) or thinty-five cents ($0.35), whichever is greater, if it is priced on a flat-rated
monthly basis, and ten percent (10%) or fifteen cents (30.15), whithever is greater, if it is priced on a
per-use basis. A similar constraint is available for rate elements in the High Prcing Flexibility
Services category with the following allowed minimum rate increases; twenty percent (20%) or fifty
cents (30.50), whichever is greater, for rate elements priced on a flat-rated monthly basis, and twenty
percent (20%) or thirty cents {§.30), whichever is greater, for rate elements priced on a per-use basis,

The Attorney General opposed the increased pricing flexibility on the basis that it would permit
ALLTEL to use its price for an indefinite period of time,

Notwithstanding, the position taken by the Attorney General, the Hearing Examiner concludes
that the incremental increase in pricing flexibility is appropriate while still protecting the affordability
of basic local exchange service. Prices for Moderate Pricing Flexibility Services in 