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SUBJECT 
 A motion supporting Puget Sound Energy’s long-term plans to meet customer needs.
SUMMARY

Proposed Motion 2008-0426 cites Puget Sound Energy’s long-standing role and history of being the largest energy utility in King County and is a statement of support by the King County Council for “Puget Sound Energy’s long-term plan to serve customers, and proposed merger, to meet the needs of King County customers.”  
BACKGROUND

Puget Energy is a Bellevue, Washington-based company whose core business is Puget Sound Energy (PSE), a regulated utility, providing electric and natural gas service to the growing Puget Sound region of western Washington.

Puget Energy reports that it “is focused on rebuilding its financial strength by concentrating on its core business: retail utility service within a regulated environment. The company's strategy emphasizes meeting the energy needs of the growing PSE customer base through incremental, cost-effective energy conservation, low-cost procurement of traditional energy resources, and far-sighted investment in energy-delivery infrastructure.”
Puget Sound Energy is Washington state's oldest and largest energy utility, with a 6,000-square-mile service territory stretching across 11 Washington counties, primarily in the Puget Sound region.  The utility serves more than 1 million electric customers and 737,000 natural gas customers with 48% of its total electric customers and 59% of the utility’s natural gas customers residing within King County.  
Electricity

Approximately one-third of the electricity PSE customers use comes from the utility's own power plants. Together, these plants have more than 2,400 megawatts of power-generating capacity.  PSE purchases the rest of its power supply, mostly under long-term contracts, from a variety of other utilities, independent power producers, and energy marketers across the western United States and Canada. 

Low-cost hydropower accounts for the single largest share of PSE's power portfolio. The utility owns and operates three hydropower projects, all in Western Washington. In addition, PSE buys a substantial amount of hydroelectric power, much of it from central Washington public utility districts with large Columbia River dams.  

PSE also generates a substantial amount of electricity with its own thermal assets.  The utility has shared ownership of four large coal-fired power plants in eastern Montana, and owns several gas-fired power plants in the Puget Sound region, as well. 

In addition, clean, renewable energy resources have a prominent role in PSE's varied menu of power supplies. The utility owns and operates two large wind farms in Eastern Washington. These facilities make PSE the largest producer of renewable energy in the Pacific Northwest. 

Natural Gas

Puget Sound Energy (PSE) operates Washington state's oldest and largest natural-gas distribution system.   It manages a strategically diversified gas-supply portfolio to reduce financial risks and hold down customers' rates.  PSE also controls its gas-supply costs by storing gas in large underground facilities, then withdrawing it in winter when customer usage is highest. 

All the gas PSE acquires is transported into the utility's service area through large interstate pipelines owned and operated by another company. Once PSE takes possession of gas, the product is distributed to customers through more than 21,000 miles of PSE-owned gas mains and service lines. 
Future Energy Needs 

Puget Sound Energy's Integrated Resource Plan (IRP) is an extensive analysis of the expected risks, costs and opportunities associated with procuring future energy supplies. The plan's aim is to help guide PSE's efforts to secure reliable, cost-effective energy resources for serving customers' needs.  One aspect of the plan is a careful projection of PSE customers' natural gas and electricity needs two decades into the future. Updated every two years, the plan also provides a critical, research-based assessment of the many options available for meeting customers' long-range energy requirements. 

Puget Sound Energy’s latest IRP was completed in May 2007.  The plan seeks to balance the growing energy needs of the region with concerns about the environmental impacts of electric power generation and natural gas supply acquisition. Further it seeks to assess the risks and costs of different alternatives and to weigh them against different ways the future may develop. The IRP’s goal as a planning document is to identify the lowest reasonable cost resource strategy that will meet PSE’s customers' needs and demands for energy.

The planning process to develop PSE’s 2009 IRP is underway.

The 2007 IRP predicts that rising customer demand for electricity and PSE's expiring purchased-power contracts with other utilities will create a need for PSE to replace, renew and acquire nearly 700 average Megawatts (aMW) of electric resources by 2011, more than 1,600 aMW by 2015, and 2,570 aMW by 2025. This is the equivalent of adding enough electricity to power the city of Seattle for the next 20 years. 

Puget Sound Energy has concluded that the lowest reasonable cost way to meet the growing needs of PSE customers will be to aggressively increase customer energy efficiency programs, continue acquiring wind resources and meet the balance with natural gas fueled generation. 

Projected Electricity Demand and Sources
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As of 2007, PSE calculated that it has sufficient natural gas resources to meet projected peak-day requirements for natural gas customers until the winter of 2011-2012.

The 2007 IRP analysis concludes that it appears the lowest reasonable cost way for Puget Sound Energy to fully meet the long-term needs of natural gas customers is through a combination of pipeline capacity with a regional liquefied natural gas (LNG) storage project. Maintaining a diverse source of supply will most likely require reliance on imported LNG that has yet to be constructed in the Pacific Northwest or construction of new long-haul capacity to obtain more supplies directly from Alberta. Such alternatives will be necessary to avoid obtaining 100 percent of additional supplies from northern British Columbia. The lowest reasonable cost gas resource strategy also includes aggressive investment in gas energy efficiency programs.

Projected Natural Gas Demand and Sources
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Puget Sound Energy Merger

Puget Energy, the parent company of Puget Sound Energy (PSE), announced in late October 2007 that it had entered into a definitive merger agreement with a consortium of long-term infrastructure investors. The consortium, now known as “Puget Holdings” is led by Macquarie Infrastructure Partners (MIP), the Canada Pension Plan Investment Board (CPPIB) and British Columbia Investment Management Corporation (bcIMC), and also includes Alberta Investment Management (AIM), Macquarie-FSS Infrastructure Trust (MFIT) and Macquarie Bank Limited (together "Consortium").  

PSE expects the benefits of the merger to include the following:

· Rate credits and cost savings for customers amounting to $100 million over a 10-year period.
· Puget Holdings will be providing capital to fund PSE’s $5 billion capital program ($1 billion per year for the next five years) for infrastructure projects and energy supplies identified by the utility to maintain and improve the reliability of the electric and natural gas systems. As PSE evaluates and updates its five-year capital plan, Puget Holdings will continue to provide funding.
· A commitment to seek an increase in the fund to help low-income PSE customers pay their energy bills will help offset the burden caused by higher costs.
· PSE will set new targets for renewable generation and energy efficient operations with a goal to be carbon neutral by 2050, making PSE the first such investor-owned utility in the region.
· A new customer service performance measurement related to accurate billing will be established.  Customer input will be used to examine PSE’s current 11 key Service Quality Indices (SQIs) to identify and implement enhancements. Tougher penalties for noncompliance on all SQIs.
· Increased investment in energy efficiency programs will provide customers with the tools to lower their energy use and manage their bills.
· Incentives will be increased for customers to invest in renewable generation, such as solar arrays, for their homes and businesses.
· Expands PSE customer participation in the Green Power Program.
· Launches study in collaboration with NW Energy Coalition to identify and enable PSE’s distribution, transmission and generation facilities to apply cost-effective, energy-efficiency measures.
· Increased funding of $5 million will be provided to the PSE Foundation for programs and services within • PSE’s 11-county (Whatcom, Skagit, Jefferson, Island, Kitsap, Snohomish, King, Pierce, Thurston, Lewis, Kittitas) service area and other parts of Washington state where the utility generates or purchases power.
Under the terms of the agreement, the Consortium will acquire all of the outstanding shares of Puget Energy for $30.00 per share in cash, representing over a 25 percent premium based upon Puget Energy's closing share price on Oct. 25, 2007, the last trading day prior to announcement of the transaction.   The transaction was approved by the Board of Directors of Puget Energy and Boards of the Consortium members. 

On Dec. 3, 2007, after receiving notice of early termination of the required waiting period under the Hart-Scott-Rodino Act,  Puget Energy completed the sale to the consortium of 12.5 million shares for an aggregate offering price of approximately $296 million. This infusion will fund PSE's ongoing construction program and working capital needs. 
Under the terms of the merger agreement, Puget Energy had the right to solicit other acquisition proposals through Dec 10, 2007 – under a “go shop” process.  The Puget Energy board of directors, with the assistance of financial advisor Morgan Stanley & Co. Incorporated, solicited interest from approximately 20 potential purchasers, including U.S. utility companies, non-U.S. utility companies, other energy companies and infrastructure investors.  Puget Energy entered into confidentiality agreements with three of these entities and provided confidential information to them regarding Puget Energy and PSE.   However,  Puget Energy concluded its best offer was the definitive merger agreement with the consortium led by Macquarie Infrastructure Partners. 

Following the completion comparison process and decision to move forward --  Puget Energy and the investors consortium subsequently filed an application with the Washington Utilities and Transportation Commission (WUTC) to request its approval in connection with the proposed merger.   

In April 2008, PSE shareholders approved the merger.    In that same month the Federal Energy Regulatory Commission (FERC) conditionally approved the merger.   Under section 203 of the Federal Power Act and the standards set under its 1996 merger policy statement, FERC reviews public utility mergers to evaluate their effects on competition, rates and regulation. FERC must approve a merger if it finds it is consistent with the public interest. It also must determine whether the transaction will result in the cross-subsidization of a non-utility associate company.  

Based on the lack of market overlap of the jurisdictional facilities involved, FERC said it is satisfied the transaction will not result in either horizontal or vertical market power, and will not adversely affect wholesale rates.   FERC conditioned its authorization of the merger on the Applicants, and any other entity that may acquire an interest, making available company books and records for examination – so that it can review if there is inappropriate cross-subsidization in the future.

In the meantime, review of the merger application by the Washington Utilities and Transportation Commission has been moving forward via hearings and filings of certain commitments from the PSE and Puget Holdings.

As part of their filing on Dec. 17, 2007, PSE and Puget Holdings made an initial set of 34 commitments to assure that the merger satisfied the public interest standard for approval.  On June 18, 2008, the interested parties filed their response testimonies and raised issues they believed needed to be addressed by PSE and Puget Holdings. After carefully reviewing the matters raised by the parties, PSE and Puget Holdings made an additional 27 commitments to respond to these concerns. The parties met over several days in July to discuss the specifics of the transaction and the concerns raised by the various parties. As a result of that exchange, the list of commitments agreed by the applicants (PSE and Puget Holdings – the investor group) was revised. Revisions and additions to this list of commitments (ultimately numbering 63 in total) addressed the following areas, among others:

· The level of debt to be incurred in the acquisition 

· Bond ratings of PSE 

· Dividend restrictions 

· Ability of PSE to finance its capital expenditures 

· Programs for low income customers 

· Renewable energy and energy efficiency 
On July 23rd the parties involved filed a settlement agreement with the WUTC based on the additional commitments.   The settling parties will jointly seek commission approval of the merger application as outlined in the settlement stipulation. The UTC staff’s agreement with the settlement and recommendation that the commission approve the settlement is not binding on the three-member panel of UTC commissioners. In formal proceedings such as the merger application, the UTC staff functions as an independent party separate from the commissioners. The commissioners must still review and issue a final decision on the merger request.   The  WUTC is tentatively expected to make a decision by mid to late October.  

PSE and Puget Holdings anticipates filing for Federal Communication Commission approval around September 1, 2008. 
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