O 0 9 N N Bk WD~

|\ T N N O S R N S R S S L e e e T S S S S
O 00 I 4 L A W D= O LV NN Y N R, WND = O

Are there concerns aside from those you have already address ed that warrant the
imposition of additional conditions?

Yes. The Public Staff s concerned that the merger might reduce this Commission’s ability to
reguhte CP&L in ways that protect the interests of North Carolina ratepayers. A very
important example is CP&L’s and Florida Power’s plan to integrate their power supply
resources through their proposed FERC-jurisdictional System Integration Agreement
(Integration Agreement), which was filed with the FERC merger application. According to the
agreement, its purpose ® to provide the contractual basis for integrating CP&L’s and Fbrida
Power’s power supplyresources, including the coordinated planning, operation, and
maintenance of the combined resources, and the achievement of economgs consistent wih the
provsion ofreliable electric service and an equitable sharing of the benefts and costs of such
coordimated arrangements. Itprovides for numerous potential amendments and modifications,

as well as for the fiing of separate agreements and service scheduks in the future.

Accordingto testimony fiked at the FERC, CP&L and Florida Power will jointly plan future
gererating facilities, coordinate the dispatch of ther respective power plants and centralize fuel
supply and plant maintenance programs, among other things. To accomplsh these ends, the
Integration Agreement provides for the establishment of an Operating Committee to adminster
the agreement, oversee the operation ofthe two utiity’s power supply resources, review the
allocation of costs and benefis, evaluate the need for future capacity additions, and coordinate
the activites of a designated Agent or Agents. Together, the Agent(s) and the Op erating
Committee will determine, anong other things, whether generating resources should be added;
if they should be added, who should buid them and where; and whether the two utilities should
buy from one another pursuant to one of the service scheduks attached to the Integration

Agreemert or from others.

The Agent also wil coordinate trading and marketing activites. Both utilties are required to
communtate potential trade opportunties to the Agent and assist the Agent m facilitating

transactions (subject to code of conduct restrictions). The Agent has numerous duties wih



respect to the allocations of costs (between and among wholesale transactions and the two

utilities’ native bads, for example) and the allocations ofearnings (from offsystem sales, for

example).

I hawve been advised by Counselthat the Integration Agreement raises three potential
preemption problems, two within the cortext of current regubtion and the third at the onset of

retail conpetition. These are as folbws:

(1) Under cumrent regulation, CP&L’s ratepayers could be forced
to pay higher costs or receive less revenues (reduced credits to
the revenwe requirement from wholesale transactions, for
example), if the threat of preemption chilk state action or if a
court were to rule that the NCUC is preempted;

(2)  Also under current regulation, the NCUC’s abilty to fulfill ts
obligations wth respect to gereration expansion, least cost
integrated resource planning, and the adequacy of service could
be dimnished by claims of or findings with respect to
preemption; and

3) At the outset of retail competition, when retail stranded costs
are being determned and decisions are being made about
functional or actual divestiture, utility assertions ofand findings
with respect to preenption could negatively mfluence and affect
decision-making,

Accordingly, the Public Staffhas developed a series of conditions which will protect the
NCUC’s tradtional reguhtory jurisdiction over CP&L from claims and fndings of preemption
by FERC:

The proposed merger of CP&L Energy, Inc., and Florda Progress
Corporation and the resulting participation of Carolina Power & Light
Company (CP&L) in the proposed System Integration Agreement filed
with the Federal Energy Reguhtory Commssion (FERC) as part of the
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FERC merger application may adversely affect the NCUC’s traditional
reguhtory authority over CP&L because of the potentially preemptive
relationship between the Federal Power Act (FP A) and state law. The
following requirements and procedures are intended to protect the
NCUC's jurisdiction n that event:

(a) CP&L and/or CP&L Energy shall amend the proposed
System Integration Agreement Between Carolina
Power & Light Company and Florida Power
Corporation (Integration Agreement) fied with the
FERC merger application of CP&L Holdings, Irc.
(now CP&L Erergy), and Florida Progress
Corporation on behalfof their public ttilty subsidaries,
to provide the following

(1) CP&L’s particpation in ths agreement s voluntary, and CP&L
is not obligated to make any purchases or sales pursuant to ths
agreement; and

(1) CP&L may not make or incur a charge under this agreement
except n accordance with North Carolina hw and the rules,
regubtions and orders of the NCUC promulgated thereunder.

If the Integration Agreement has been approved (or accepted for filing) by the

FERC prior to CP&L having an opportunity to amend it as provided above, then
CP&L and/or CP&L Energy shall promptly make a filing with the FERC seeking
an order approving or accepting the Integration Agreement amended as set forth

above.

(b)

(c)

All future FERC-jurisdictional agreements, service schedukes
and simibr arrangemernts entered into pursuant to the
Integration Agreement (or comparable agreements) and filed
with the FERC, (a) to which CP&L is a party or (b) which can
affect CP&L’s costs and revenues, either directly or indrectly
through allocation, shall contain the language set forth n
subsection (a)I) and (i) above.

CP&L and CP &L Energy shall request that the follbwing
language be included in any order issued by the FERC
approving or acceptinga FERC-jursdictional agreement and/or
service scheduk entered nto pursuant to the Integration
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Agreement (or comparable agreement) to which CP&L or any
Affiliate thereofis a party:

Approval or acceptance of ths agreement and/or service scheduk in no
way precludes the North Carolina Utilities Commission ffom
scrutinzng and dsallowing charges incurred or made or allowing or
mputing a different level of such charges when setting retai rates for
services rendered to customers of affiiated public utilties n North
Carolna.

(d) CP&L shall certify to the NCUC that neither CP&L, CP&L
Energy, nor any Affilate thereof has made any filing wih the
FERC inconsistent with the foregong The frst such

certifcation shall be made no hter than # and shal be
repeated annually thereafter on the anniversary ofthe first
certifcation.

With respect to any transfer by a Utility ofthe control of operational
responsibilities for, or ownership of any asset or portion thereofused
for the gereration, transmission, dstrbution or other provision of
reguhted electric, natural gas, and/or telecommuntations service to
retail customers in North Carolna:

(a) No Utilty shall commt to or carry out such a transfer except in
accordance with these conditions, all applicable hw, and the
ruks, regubtions and orders ofthe NCUC promulgated
thereunder; and

(b) No Utility may refkct in rates the valie ofany such transfer
exceptas allowed by the NCUC.

CP&L, NCNG, CP&L Erergy, and ther Affiliates shall nclude inany application to
the FERC for approval of any transfer described in the immediately preceding condtion
the commitment set forth n that condtion. CP&L will not tramsfer the control of,
operatonal responsibilities for, or owrership of any transmission asset to an Affiliate or
non-Affiliate without first obtaning NCUC approval

Any filing with the FERC in comection with any asset transfrs involving CP&L shall
request that the FERC include the following language in its approval order(s):
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Approval of ths application in no way precludes the North Carolna Utilities
Commission from scrutinzing and establishing the valie ofthe asset transfer for

purposes of determining the retail rates for services rendered to CP&L's
customers. It 5 the FERC's ntention that the North Carolina Utilities

Commission retain the right to review and determine the value of such asset

transfer for purposes of determining retailrates.

Neither CP&L, CP&L Erergy, nor any Affiliate thereof shall assert or
support the assertion in any forum with respect to any asset transfer
transaction as described in ## Condition No. X to which CP&L is
mnvolved and which & subject to the FPA, that the FPA i any way
preempts the NCUC from exercising suchauthorty as it may have
under all applicable law to (a) revew the reasonableness of any
commitmert entered into by CP&L and mandate, approve or otherwise
reguhte a transfer of assets by or to CP&L; and/or (b) disallow costs
or impute revenues, related to such commitment, to CP&L and
scrutinize and establish the value ofthe asset transfers for purposes of
determining the rates for services rendered to CP&L's retai customers.
Should any other entity so assert, CP&L, CP&L Erergy and/or other
Affiliates shall advse and consult with the NCUC and the Publc Staft
regarding such asserton.

CP&L, NCNG, CP&L Erergy, and all Affiliates shall take all such
actions as may be reasonably necessary and appropriate to hold North
Carolina retail ratepayers harmless from rate ncreases, foregone
opportunities for rate decreases, and/or other effects of merger.

A copy of al applrations, reports, contracts, rate schedulks, or other
documents (including attachments, exhbits, and simibr itens) filed with
the FERC by CP&L Erergy, any Service Company, the Utllities, other
Affiiates, and/or a Nonpublc Utlity Operation shall be filed
contemporaneously by CP&L with the NCUC and a copy shall be
provided to the Public Staffat the time ofthe filing. CP&L and NCNG
also shal fie with the NCUC all orders ssued by the FERC that
directly or indrrectly affect CP&L’s and/or NCNG’s accounting
practices, North Carolina-reguhted rates, operations, and/or tramsfer
prices or allocations.

CP&L may not purchase electricity (and/or related goods and services)
from an Affiliate under circumstances where the costs ncurred for
comparable service (whether directly or through allocation) exceed fair
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market value, nor may t sell electricity (and/or related goods and
services) to an Affiliate for less than fair market value except for
emergency interchange transactons.

Does the proposed Integration Agreement warrant the imposition of other conditions?
Yes. Inaddition to the general conditions set out abowe, specifc condtions should be inposed
to ensure that CP&L’s current generation s operated for the benefit of its retai native load
customers and that the NCUC can cortinwe to exercise some control over CP&L’s granting of
native load priority to new wholesale customers, which can have profound effects on reliabilty.
These protectons should apply to all of CP&L’s existing generating units, including those that

are not yet operational ifthey have akeady been awarded a certifcate.

While there are some provsions i the Integration Agreement that seek to preserve pre-merger
gereration for the beneft ofnative bad, the FERC could reject these provisions at the outset or
could change themas the Integration Agreement is modified in the future. In addtion, new
agreements could be filed in the future that do not contain these provisions. Therefore, the
Publc Staffhas developed a series of conditions which will protect North Carolina ratepayers

frompotential adverse impacts ofthe proposed Integration Agreement with FPC:

CP&L and ts retai customers will continue to bear the cost
responsibility or CP&L’s pre-merger power supply resources and
receive the revenues from those resources. CP &L shall ensure that its
retail native load customers receive the benefis associated with
CP&L’s existing gereration assets, including those for which a
certifcate has been granted as of the closing date ofthe merger. 7o
the extent CP&L and/or any of its Affiliates plan to file with the
FERC proposed amendments, modifications, or supplements to the
Integration Agreement (or comparable agreement) that change or
affect that cost responsibility and/or receipt of revenues and/or
could potentially have a negative effect on CP&L’s North
Carolina ret ail native load customers, CP&L must obtain
approval from the NCUC in advance of filing with the FERC.
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The joint phnning and coordnated dispatch of generation contemplated
by the Integration Agreemert (and/or future comparable agreements)
shall ensure retail mtive load priority and shallensure that CP&L’s
retai native bad customers receive the berefits of CP&L owned or
controlkd generation resources. CP&L shall contnue to serve its retai
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 off-systemsales. To the extent CP&L owned or
controled system generation s made availabk for off-system sales,
such sales shall be made and accounted for in a manner that

max imizes their contribution to the reduction of CP&L ’s retail
cost of service. (CP&L’s alternative?: “. . .off-system sales, the
revenues realized by CP&L from such sales shall continue to be
used to reduce CP&L’s retail cost of service.)

CP&L shall not enter into contracts fr the sale of energy and/or
capacity at native bad priority and/or under such terms and condtions
as to cause the purchasingentity to fal wthin the definition of “native
load” in the Integration Agreement without making a showing to the
NCUC that it has adequate reserve margins to adequately serve
its retail native load customers and obtaining the NCUC'’s
approval.

The costs ofany resource additions that are allocated or assigned
directly or ndrectly to CP&L, mustbe treated for ratemaking
purposes i accordance with al applicabk laws and all NCUC orders,
ruks and regulations.

Changes will be made, if and when necessary, to required affiiated
transactions reports and cost albcation manuals.

These conditions primarily deal with FERC jurisdictional issues. Are additional

conditions necess ary with res pect to CP&L Energy’s change in status to a registered
holding under PUHCA as a result of this merger?
Yes. The Commssion, in its order albwing the formation of CP&L Energy and approving the
transfer to it of CP&L, NCNG, and Interpath, imposed a number of conditions relating to the

potential preemption ofthe NCUC’s jurisdiction by the Securities and Exchange Commission
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(SEC). Ihave been advised by Counsel that several additonal condtions, most of which relate

to CP&L and NCNG taking service from CP&L Energy’s newly-formed service company, are

needed. These are set out below.

(1)

2)

)

4)

)

A copy of al applications, reports, or other docunents filed
with the SEC under PUHCA by CP&L Erergy, any Service
Company, the Utllties, other Affiiates, and/or any Nonpublic
Utility Operation shall be contemporaneously fied with the
NCUC and provided to the Public Stafft CP&L and NCNG
also shal fik with the NCUC promptly upon receipt all orders
issued by the SEC that directly or indirectly affect any of the
Utllities” accounting practices, financings, operatons, and/or
transfer prices or allocatiors.

CP&L and NCNG shall not take services from nor provide
services to Affiliates other than CP&L Services if comparable
services can be provided more economically and effciently by
CP&L Services.

CP&L and NCNG shall fie with the NCUC m this docket
annually one week before the effective date of the annual
contract the list of services each intends to provide to CP&L
Services and/or other Affilates. Any modifications by CP&L
and/or NCNG to this list of services shall be fikd with the
NCUC at the time CP&L and/or NCNG receive written notce
of the modifcations.

CP&L and NCNG shall fie with the NCUC in this docket
annually one week before the effective date of the annual
contract the list of services each elects to take from CP&L
Services. Any modifications by CP&L and/or NCNG to the
selection of services shall be filed with the NCUC at the time
CP&L and/or NCNG gives written notice to CP&L Services.

Any and all proposed changes to CP&L Services’ contracts
and service contracts between CP&L and/or NCNG and any
of their Affiliates must be filed for approval by the NCUC
contenporaneously with their being filed with the SEC.
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Are there any other conditions, in addition to those you have already discusse d, which
you recommend being imposed upon approval of the merger?

Yes. The Pwblic Staff las developed some additional condtions, which cannot easiy be
grouped into categories. They relate to a future nvestigation of affiiate transactions in the
power and natural gas marketingarea; the protecton of CP&L’s and NCNG’s cwstomers from
all current and prospective liabilities of FPC, including the litigation involving Mid-Continent Life
Insurance Company; service qualty; and other areas of concern. For the most part, these

conditions are reasonably selfexplanatory.

(1) CP&L and NCNG shall cooperate fully in any future
investigation of power and matural gas marketing activiies,
incliding, but not limited to, how those actwties are structured,
how prices and costs are determned and whether these
activities are being conducted in conplance with the relevant
codes of conduct.

(2) CP&L’s North Carolina retail customers and NCNG’s
customers shall be held harmless from all current and
prospective liabities of Florida Progress and its subsidiaries,
incliding, but not limited to, the ltigaton nvolving Mid-
Contnent Life Insurance Company, pensions and other
empbyee benefts, decommissioning costs, and taxes.

3) CP&L shall provide to the Public Staff mmediately upon
execution and/or finalization the Tax Allocation Agreement,
plans to consolidate employee benefits plans, and other similar
agreements and plans.

4) CP&L and NCNG wil contnue to take steps to implement
and further ther commitment to providing superior public utilty
service following CP&L Energy’s acquisition of Florida
Progress. To the extent Florida Power Corporation’s qualty
of service practices are found to be superior to CP&L's,
CP&L shall incorporate those practices into ts own practices
to the extent practicable. CP&L and NCNG will work with
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)

(6)

(7

the Public Staff to ensure the service qualty ndices are
appropriate and to revise them if and when such revsions are
necessary.

Unless expressly superseded by the conditions contained
heremn, the condtions agreed to by CP&L and NCNG, and
ordered by the NCUC, in Docket Nos. E-2, Sub 740, and
G-21, Sub 377, and the conditions agreed to by CP&L,
NCNG, Interpath, and CP&L Holdings, Inc., (subsequently
CP &L Energy), and ordered by the N CUC in Docket Nos. E-
2, Sub 753, G-21, Sub 387, and P-708, Sub 5, remain n ful
force and effect.

CP&L Erergy shal mantain all Utllity financial books and
records in Raleigh, North Carolina.

Subject to subsequent revisions relating to this docket, CP &L,
all of ts Affiates, and its Nonpublc Utlity Operations shall
remain bound by the Code of Conduct approved in Docket
Nos. E-2, Sub 753, G-21, Sub 387 and P-708, Sub 5.
CP&L shall cooperate in revsing the Code as necessary to
incorporate the Florida Progress merger.
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