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MEMORANDUM

SUBJECT: Possible State purchase of the Connecticut and Deerfield River Damé
DATE: June 24, 2003
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This is a summary of the background and some of the pros and cons of pursumg a state purchase
of the Connecticut and Deerfield River hydroelectric stations.

What is for sale?

USGen New England, Inc., a wholly-owned subsidiary of PG&E National Energy,
purchased a portfolio of hydroelectric dams and fossil fuel generation plants in Vermont, New
Hampshire, Massachusetts and Rhode Island in 1998 from National Grid USA for approximately
$1.6 billion. There are six hydroelectric dams along the Connecticut River that are now owned
by USGen New England, along with three lakes in Northern New Hampshire used as water
storage. There are two hydroelectric dams on the Deerfield River in Vermont (including one
reservoir in Somerset, VT, that doe not have an electric plant), and six in Massachusetts. There
is also a “pumped storage” facility on the Deerfield in Massachusetts. Finally, there are three
fossil fuel plants in the portfolio, two in Massachusetts (Brayton Point in Somerset, Mass., and
the Salem Power Plant in Salem, Mass.) and one in Rhode Island (Manchester Street Station in

Providence, RI).

Since 1998 the legislature has discussed whether Vermont should have attempted to
purchase the facilities on the Connecticut and Deerfield Rivers, characterizing it as an
opportunity for Vermont to control a local, non-polluting source of electric generation. This
discussion has resurfaced this year with the offering of USGen New England, Inc. for sale.

In a conversation with the Department this winter, PG&E National Energy indicated that
it is offering for sale 100% of the stock in USGen New England, Inc. A stock purchaser takes
not only the company’s physical assets, but also its corporate liabilities, existing power sales
contracts, union employee contracts, etc. PG&E National Energy has stated this winter that it
was not entertaining offers on individual assets, or groups of assets. The company would not say
if such offers would be entertained at any time in the future.

How much power do the dams produce?

The six hydroelectric stations on the Connecticut River have a rated output of 480
megawatts (MW). The two Deerfield River hydroelectric stations in Vermont have a rated
output of 44 MW. The two systems in Vermont are rated at 524 MW. There are an additional
six hydroelectric stations on the Deerfield River in Massachusetts (not including the Bear
Swamp pumped storage station) with a rated output of 49MW.

The “rated output” is the amount of energy produced if the turbines are operating at full
capacity. This is rarely the case. The “capacity factor” for each station tells us what percent of



on a number of variables, including: the amount of rainfall, the storage capacity of each station,
and the “head,” or distance the water falls into the turbines. The best bottom line measure of
actual electrical energy production i the average annual generation measured in millions of

kilowatt-hours generated (kWh/yr).

‘In 2001, Vermont’s electric energy load was 5,993,000 kWh. The average for al] six
Connecticut River stations is 1,083,600 kWh/yr. The average for the two Vermont stations on
the Deerfield River, Searsburg and Harriman, is 120,900 kWh/yr. For the whole Deerfield
system (excluding Bear Swamp), the average is 322,600 kWh/yr. Therefore, the Connecticut
and Deerfield stations produce approximately 20% of Vermont’s electrical enérgy needs per
year, on average. This does not mean that the systems will produce the power exactly when it is
wanted or needed, as hydro Stations operations are affected by weather, and there are seasonal

peaks and valleys.

What are the benefits to Vermont of owning the dams?

in 2018, the other three dams op, the Connecticut were relicensed in 2002 for 4¢ years) as well or
better than a private licensee, License operating conditions can require water to be “spilled” for
habitat or recreation, instead of used for electric generation. Different river flow levels, and
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reservoir water levels can be required for different times or year. All of these restrictions can
decrease the water flow through the generators, and thus decrease the affected station’s power
output. The state, like any hydroelectric station owner, will have to balance habitat and
recreational interests with power generation needs.

How would the state go about demonstrating an interest in purchasing the assets?

The Department has had discussions with officials from PG&E National Energy, owner
of USGen New England, as has been told that if there is to be an asset sale of the hydroelectric

stations, the state will be notified so that it can decide whether to get involved in the process.

Should the assets be put on the market the state would need outside expert assistance to
evaluate whether to bid on the assets. Determining the cost of a preliminary assessment is
difficult, but several sources have estimated it a several hundred thousand dollars. It likely will
take a much greater financial commitment to take the next step and engage in the due diligence
and bid process. The state may well conclude at any time during the process that it is not
worthwhile or feasible to continue. It could also go through the entire process and not submit the
winning bid. At that point, there is no return on the resources invested.

~ In pursuing a purchase, the state will have to be nimble, be able to deal in a commercial
time frame, in a professional way, and will have to show the capacity to perform. The sellers are
unlikely to be comfortable engaging in the political process, waiting for legislative approval of
the deal, or of the financing details. There likely will be no benefit to selling to Vermont as
opposed to a private bidder that would cause the seller to accept an inferior offer, or spend more
time than otherwise necessary putting together a deal.

What are the possible risks to the state of purchasing the dams?

The state would be bidding against commercial entities for any assets, and will pay a
market price based on the current and projected price for power in the wholesale market. The
state's advantages would be that we can get lower cost financing, and that we do not pay income
taxes. Although the market is down from when USGen purchased the dams in 1996, they would
not be available at "fire sale" prices today. Therefore, any cost advantage the state would have
over the market power may be slim. .

The state could ultimately be exposed to bond liability even if the purchase is funded
with revenue bonds. A collapse of power prices that does not allow bond service, or a
catastrophic failure at any facility could bring tremendous pressure on the state to prevent default
on the bonds or bankruptcy of the power authority. While neither of these scenarios is likely,
they are nsks that should be evaluated.

State purchase of the dams will not necessarily create lower-priced power than
alternatives -- the main benefit would be a stable source of power at a stable price over the long-
term, barring any major problem (prolonged, severe drought, catastrophic failure of a dam or
generation hardware, etc.). The cost to generate the power will depend significantly on the price 5
paid for the assets and thus the costs of servicing the bonds. Also, owning generation assets in a



competitive market exposes the state to risks when a regional market, into which the state would
be selling power, sets prices.

_ The state would likely be acting as a wholesale generator selling into the market in the
short-to-medium term, because purchasing facilities that generate 1.4 million kWh/yr gives
Vermont surplus energy at least until long-term contracts (especially those of our investor-owned
utilities) start expiring in 2012. Some of Vermont’s municipal and cooperative utilities will have
more near-term power needs, but their needs do not approach the amount of power that will be
available from these systems. ' ‘

Federal Energy Regulatory Commission relicensing requirements can also create some
risk. Increased river flow requirements for recreational or habitat purposes reduce the quantity
and value of the power produced at any station. Because the price paid will be based on the
value of future generation, the possibility that the amount of power produced could decrease in
2018 and beyond can decrease expected revenues, and increase the cost of the avajlable power.

Locking Vermont in to a single source of power now at a fixed price could pfevent us
from benefiting form future low market conditions, new resource opportunities or new
technology. Pursuing this option is making a major decision on what Vermont's power mix will
look like into the future without doing a detailed analysis of all the options. We should be
cautious about choosing this option, whether it is the best option or not, because the opportunity

1s now presenting itself.

Summary

In summary, the state purchasing any hydroelectric stations is an extremely complex
proposition, one that must be undertaken only after a careful vetting of the benefits and risks.
Fully understanding the benefits and risks will take si gnificant resources, commercial business
capabilities and the ability to act quickly. There is probably no existing entity within étate
government that has the necessary skills or resources in-house to manage a transaction of this
size. The state will need to dedicate resources that will be at the ready, should an opportunity to

explore the purchase arise. '
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