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7 In fact, the amount of dividends paid by BGE to CEG represents

CEG’s earnings.®
approximately 53% of the total amount of dividends paid to CEG by all of its subsidiaries
between 1999 and 2008. During that period, BGE paid annual dividends to CEG ranging
from $0 to $200 million.*® There were only 2 years, 2001 and 2002, in which BGE paid
less than $106 million in dividends to CEG, and in those years BGE paid no dividends to
CEG. In every other year (i.e., 1999, 2000 and 2003-2008), BGE paid an average of
$140 million in dividends per year to CEG. In those same yeérs, the other CEG
subsidiaries (which represent 75% of CEG’s earnings),89 together paid annual dividends
to CEG ranging from $0 to $457.9 million.”® However, those subsidiaries paid CEG no
dividends four times, in 1999, 2003, 2005 and 2008, and since 2004 have not paid any
dividends in excess of $15 million.”' Interestingly, in 2002, when the non-regulated
subsidiaries paid the largest amount to CEG, $j157.9 million, CENG contributed $267.9
million of that amount.”> BGE’s dividends are critical enough to CEG that Mr. Shattuck
receives a special briefing regarding these dividends prior to their discussion by the BGE
Board.”?

In addition to controlling the disbursemgnt of money from BGE to CEG, CEG
controls injections of capital into BGE, which competes with other CEG subsidiaries for

94

capital allocations.” CEG itself recognizes that, in the currently depressed capital

8 Obviously, to the extent BGE dividends cash to CEG, there is less cash available at BGE for its
operations, all other things being equal.
% CEG Dividends Paid by Subsidiaries 1999 to 2008 (produced May 14, 2009).
¥ Transcript at 184-185; Reply Testimony of Mayo Shattuck at 5 (hereinafter referred to as “Shattuck
Reply™).
% CEG Dividends Paid by Subsidiaries 1999 to 2008 (produced May 14, 2009).
91
1d.
2 1d.
** Transcript at 1443-1444 (testimony of Kenneth W. DeFontes, Jr.).
** Transcript at 233-35 (panel testimony of Mayo Shattuck and Michael Wallace) (acknowledging that there
is a “competition” for CEG’s available capital between its subsidiaries.
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markets, capital is a “scarce resource,” and the competition for CEG’s investment dollars
is likely to be substantial in the coming years,” particularly given CEG’s major and
growing commitment to nuclear power. As the 100% shareholder and corporate parent,
CEG controls how this finite resource is to be allocatred among its various subsidiaries,
including BGE.? 1
Finally, although less significant to the analysis, BGE participates in a “cash
pool” created by CEG, and CEG’s decisions regarding when to “borrow” from the cash
pool to benefit other subsidiaries may directly affect BGE’s financial health. CEG’s cash
pool balance has ranged from a negative balance of $952 million to a positive balance of
$2.3 billion. In 2008, the cash pool had a negative balance of $111 million. BGE is
generally a positive contributor to the cash pool. That is, in every year other than 2000
and 2005, BGE made more deposits than Withd;rawals to the cash }pool, and in 2000 and
2005, BGE only withdrew $2-3 million more than it had deposited in those years.”’
Finally, upon consummation of the proposed transaction, CENG no longer will
participate in the cash pool.”®
This all demonstrates the interdependence of BGE’s financial, health and structure

with CEG’s financial health and decisions. And although CEG and EDF tout BGE’s

ability to issue its own debt as evidence that BGE is not dependent upon CEG’s capital

% See footnote 85 infra.

% Shattuck Reply at 6 (“Each division has to present its plans. Those plans have to be scrubbed and
scrutinized. The net result is that the company, and I in particular, make the decisions as to how the capital
is going to be allocated.”).

7 CEG Year End Cash Pool Balances 1999 to 2008 (produced May 14, 2009).

 See CEG Exhibit No. 5 at Section 6.11 (Master Put Option and Membership Interest Purchase
Agreement).
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allocation decisions, BGE’s recent (and recently approved)® request for authority to issue
$1.5 billion in new debt proves exactly the opposite.'® As BGE argued in connection
with its recent debt issuance application, rating agencies require BGE to maintain a
certain debt-equity ratio in order for its debt to retain {an investment-grade rating.'”! At
present, according to BGE, its debt-equity ratio sits right on the edge — an investment-
grade rating requires that an entity’s capitalization consists of a minimum of 40% equity;
BGE’s equity currently stands at 41%, %% far less than in BGE’s last base rate proceeding
in 2005, when its equity represented approximately 48% of its total capitalization.103 In
support of its application, BGE identified four ways that it could rebalance its debt-equity
ratio: (a) BGE could stop paying dividends to CEG; (b) CEG could inject capital into
BGE;'™ (c) BGE could issue additional preferred stock; or (d) BGE could increase its
revenues by increasing rates.'”® And if BGE cannot issue its own debt without

rebalancing, it becomes all the more dependent on CEG’s capital expenditure decisions

for its ongoing capital needs.

- ¥
® In the Matter of the Application of Baltimore Gas and Electric Company for Authorization of the
Issuance of up to $§1.5 Billion Principal Amount of Long Term Debt, Case No. 9185, Order No. 82709
(issued June 5, 2009).
1% Moreover, at least one of the credit rating agencies, Standard & Poor’s (“S&P”) has indicated that “in
most cases [it] will not rate a wholly owned subsidiary higher than the parent.” See S&P Ratings Direct
report on BGE, February 23, 2009, at 1. S&P has stated as well that BGE is not insulated from the
activities of CEG in terms of its credit rating. See Research Update: Constellation Energy Group Inc.
“BBB” Credit Rating Still On CreditWatch Negative, May 13, 2009, at 2 (submitted as Attachment B to
BGE’s 2008 Ring Fencing Report, Maillog No. 116734).
"V In the Matter of the Application of Baltimore Gas and Electric Company for Authorization of the
Issuance of up to 81.5 Billion Principal Amount of Long Term Debt, Case No. 9185, Comments of the
Telecommunications, Gas and Water Division (RR-2340), Exhibit 2 at 19.
'2 14, at Exhibit 2 at 18.
' 1d. at 6 (citing Re. Baltimore Gas and Electric Co., 96 Md. PSC 334, 359 (2005)).
1% All things being equal, to the extent that BGE requires a capital infusion from CEG, there will be less
capital available for CEG’s other subsidiaries and/or projects, including CENG and UniStar.
' In the Matter of the Application of Baltimore Gas and Electric Company for Authorization of the
Issuance of up to §1.5 Billion Principal Amount of Long Term Debt, Case No. 9185, Comments of the
Telecommunications, Gas and Water Division (RR-2340), Exhibit 2, at 19,
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This means, then, that all of BGE’s available options for rebalancing its debt-
equity ratio depend on decisions that CEG makes or controls. Because CEG can directly
control BGE’s debt-equity ratio by controlling equity/capital infusions, it controls the
extent to which BGE needs or does not need to issue débt (it makes no difference that the
debt is issued in BGE’s name). BGE has,sat least for 2009, committed not to pay
dividends to CEG,' but decisions to have BGE pay dividends or not in future years, in
either direction, affect BGE’s capital availability and needs. And if BGE CEO Kenneth
DeFontes is correct that BGE expects to require more capital than it generates over the
next few years,'”” BGE’s dependence on CEG’s capital allocation decisions likely will
grow. )
This financial interdependence between CEG and BGE matters for substantial
influence purposes because the proposed tran}saction gives EDE the power to block
CENG from distributing dividends to its parents, i.e., EDF and CEG. CENG’s earnings

represented 30% of CEG’s overall earnings last year,'® and after closing, EDF would

own 49.99% of CENG. The proposed transaction would divide the CENG Board, which

»109

¥

CEQG itself described currently as having “very limited purposes, equally between
CEG and EDF. And outside of matters of nuclear safety, CEG management no longer

would control the CENG Board, but will instead be forced to accommodate the business

1% See Transcript at 1475-76 (testimony of Kenneth W. DeFontes, Jr.):
“Chairman Nazarian: All else being equal, if it goes according to plan, what’s the expectation for
BGE to pay dividends to Constellation Energy Group in 2009?
Mr. DeFontest: Zero.”
17 Transcript at 1460 (testimony of Kenneth W. DeFontes, Jr.).
"% Transcript at 629 (panel testimony of Mayo Shattuck and Michael Wallace).
1% Transcript at 201 (panel testimony of Mayo Shattuck and Michael Wallace).
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priorities of its new partner. Indeed, Section 7.2(j) of the Second Amended and Restated

Operating Agreement requires unanimous Board approval for twenty-five “fundamental

5110 11

business decisions and actions,”  most notably any decision to distribute dividends.

Under different circumstances — for example, Pif CEG was ﬂush. with cash and
BGE’s debt-equity ratio was closer to 50-50 - the power to withhold distributions from
CENG might not rise to the level of substantial influence. But in the reality of the
present-day CEG and BGE, we find that EDF’s post-closing power ‘to veto distributions
from CENG could influence CEG’s capital allocation decisions in a substantial way. A
decision by EDF to block distributions from CENG could significantly affect the capital
available to CEG. This, in turn, could alter the options available to CEG and BGE as
they attempt to rebalance BGE’s debt-equity ratio to preserve BGE’s investment-grade
credit rating and BGE’s latitude to issue its own"debt to cover its caioital needs. If CEG is
unable to infuse capital into BGE, then CEG and BGE may have to consider other

alternatives to raise BGE’s revenues, including a rate increase BGE otherwise might not

have sought. As such, we find that the power EDF will have to veto decisions regarding

"' State/MEA Exhibit Nos. 3, 3A, at 8, n, 12.

" Transcript at 243-46 (panel testimony of Mayo Shattuck and Michael Wallace) (acknowledging that
nothing in the transaction documents would prevent EDF from blocking the payment of CENG dividends
back to the parent companies). In response to concerns raised during the course of the hearing in this case,
EDF and CEG signed a Letter Agreement agreeing that, in the event of a tie among the CENG Board
members regarding the distribution of dividends, the established arbitration proceedings would be amended
to provide that the arbitrator must approve the distribution unless that arbitrator concludes that CENG
requires the dividends for purposes of capital investment. See EDF Exhibit No. 5 (Letter Agreement dated
April 30, 2009 between CEG and EDF). But this Letter Agreement does not eliminate EDF’s power to
veto distributions from CENG. Because CEG hopes that CENG will be able to fund its own capital needs,
see transcript at 559-561 (panel testimony of Mayo Shattuck and Michael Wallace), we believe EDF would
have little difficulty articulating a capital investment “need” for any disputed funds, given CENG’s capital
expenditure budget of hundreds of millions of dollars each year. See Rebuttal Testimony of Mayo Shattuck
at 9 (“CEG's potential share of CENG’'s annual projected capital expenditures for the coming years is only
projected to be $200-250 million out of a total capital expenditure budget of $1.25 billion.”). We find that
this Letter Agreement does not mitigate EDF’s leverage in this regard, and we find it telling that the parties
attempted to address these issues indirectly, rather than revising the operative portions of the Operating
Agreement directly.
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distributions from CENG by itself constitutes the power to exercise substantial influence
over the policies and actions of CEG and BGE.
b. EDF’s Board Member Adds Influence.

EDF’s post-closing influence over CEG and BE}E does not end with its ability to
block dividends from CENG to CEG. Rathér, we find that EDF’s right to nominate a
director to the CEG Board, a right unique to EDF,''? is another way in which EDF will
acquire the power to exercise substantial influence over CEG post-clésing.

The companies’ witnesses acknowledged that the EDF director will have the
power to exercise influence: Mr. Shattuck admitted that “EDF [will] have the means to
influence Constellation . . . by the expression of the views of their one director.”'"
Similarly, Mr. Morris described the EDF director as having “the opportunity to express
an opinion and argue a position, to put argumen‘gs on the table and :;dvocate things.” EDF
will have access to private information about CEG plans and the opportunity to weigh in
on those plans before they are implemented.'*

Yet it is not simply the presence of the EDF-nominated director on the CEG
Board that creates the opportunity for inﬂuence,? but the particular ¢ircumstances of the
post-closing relationship CEG and EDF will have formed. EDF’s director will almost

certainly possess more knowledge and experience bearing on CEG’s future nuclear

expansion, and thus CEG’s predominant future business priority, than all or nearly all of

"2 As a result of this transaction and the recent sale by MidAmerican of the remaining shares of common
stock of CEG held by MidAmerican, EDF will be the only CEG stockholder with the right to nominate a
director. The directorship is important to EDF; Mr. Morris testified that it “enables us to have oversight of
the investment.” OPC Exhibit No. 13 at 62-63 (deposition transcript of John Morris).

'* Direct Testimony of Mayo Shattuck at 10.

" Transcript at 770-71 (testimony of Daniel J. Lawton) (describing the manner in which EDF will attempt
to influence the management of CEG prior to any Board action being taken).
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the other members of the CEG Board.'"> As the largest owner/operator of nuclear power
plants in the world, currently operating 58 nuclear plants,''® EDF possesses great
prominence and prestige in the nuclear industry. In fact, one of the primary reasons CEG
cites for its partnership with EDF is that company;s ;reeminence and expertise in this
field.!’” Accordingly, the EDF nominee todthe CEG Board is likely to be far more
influential than one Board seat might suggest numerically. EDF Vice President John
Morris acknowledged this, stating that the other CEG board membefs will take the EDF
board member’s “views seriously because EDF is the biggest nuclear operator in the
world.”!!®

EDF is overt about its intentions; the company is investing $4.5 billion in CENG
in order to solidify its position in the United States nuclear market. CEG knows this and
has acknowledged that it shares this goal with lj;DF.119 As the CEQG Board is faced with
decisions about how to allocate capital, set dividends and grow the nuclear business, all
decisions that undoubtedly have an effect on BGE as one of CEG’s subsidiaries, the
prestige of the EDF Board Member in these matters will weigh heavily on CEG’s
decisions.

We are also persuaded that EDF’s director will have the power to exercise

influence based on the economic realities of the relationship between EDF and CEG.

EDF possesses much greater wealth than CEG. EDF realized total sales in 2008 of

"5 Id. at 833 (testimony of Professor Schwartz) (highlighting EDF’s expertise in building and running
nuclear plants).

" Morris Direct at 3.

"7 State/MEA Exhibit No. 1 at 116 (deposition of Mayo Shattuck) (referring to EDF as “both an incredibly
important strategic partner and a very important financial partner”).

"8 Transcript at 1161 (testimony of John Morris).

"% Transcript at 505 (panel testimony of Mayo Shattuck and Michael Wallace) (acknowledging that the
development of new nuclear plants in the United States is a strategic priority for CEG).
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approximately $90 billion,'?® and EDF’s current market value is approximately 20 times
that of CEG.'' Perhaps more to the point, EDF comes to this transaction not only as
CEG’s partner in UniStar and CENG, but as the “white knight” that saved the CEG
Board from being acquired and subsumed by I\/IidAmelfican.122 This disparity in financial
strength and bargaining power, especially in iight of CEG’s recent financial troubles, is
significant. As the world’s capital markets continue to be troubled, and CEG’s credit
rating remains precarious, EDF’s ability to offer or withhold future ~liquidi’[y from CEG,
and therefore BGE, is a powerful form of influence.'”® This influence will inform the
consciousness of the other CEG Board members, and could impart greater influential
power to the EDF director. ) |

Finally, the EDF director is eligible to serve as Chairman of the CEG Board, as
well as to serve on CEG’s executive committse.m These représent opportunities for
influence over the CEG Board, and decisions relating to BGE, that could be substantial in

themselves and that only bolster EDF’s power otherwise to exercise substantial influence

through the CENG Board.

120 Schwartz Direct at 17, Exhibit No. 8.

12! Reply Testimony of Howard Lubow at 15.

122 14 at 773 (testimony of Howard E. Lubow) (“[EDF] invested this money with an expectation. I'm sure
their business plan and their business model expect what they want done will get done. They’re not going
to pony up $4.5 billion, more than the market capitalization of this entire company, just on a wish that Mr.
Shattuck and Constellation are going to come through. They’re smart businessmen, sir.”); id. at 859
(testimony of Professor Schwartz) (“I think also, the closer these companies come together to each other,
the more that CEG’s future is tied to the success of this venture, the more influence a partner is going to
have of what things are going to be done.”).

123 CEG acknowledges this important attribute of EDF: “EDF is making a significant investment in CEG’s
nuclear subsidiary in order to grow this business in Maryland and throughout the nation.” Direct Testimony
of Michael Wallace at 10.

"% Transcript at 355 (testimony of Charles Berardesco). The executive committee has the authority to
exercise all of the powers of the CEG Board, other than: (i) authorizing shareholder dividends; (ii) issuing
stock; (iii) recommending to shareholders any action requiring shareholder approval; (iv) amending
bylaws; or (v) approving mergers or share exchanges that don’t require shareholder approval. See, e.g.
CEG Schedule 14A, April 29, 2009 at p. 10.
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In an effort to minimize the EDF director’s influence over BGE, and while this
case was pending, EDF and CEG executed an April 21, 2009 Letter Agreement which
prohibits the EDF director from participating in any Board discussions regarding BGE.'”
This agreement is revocable at any time by the parties ’and is not enforceable by BGE.'*
Regardless, we find the power to exercise sul;stantial influence here not from any direct
leverage EDF could assert vis-a-vis BGE, but from EDF’s ability to influence decisions
CEG might make regarding the allocation of capital within CEG. Aécordingly, and even
assuming that the EDF director could cleanly be cordoned off from information and
discussions relating directly to BGE, we are not convinced that the separation would
totally mitigate the forms of influence that inform our ruling here. Finally, our
conclusion is not altered by the fact that the EDF designee director would owe his or her
fiduciary duties to CEG’s shareholders whengserving as a CEG director. The EDF
director’s fiduciary duties to CEG do not address or mitigate the financial
interdependence between BGE and CEG or the tensions we have identified regarding
allocation of scarce resources within CEG.

Conclusion and N;ext Steps

For the foregoing reasons, we hold that EDF would, after closing of the proposed
transaction, acquire directly or indirectly the power to exercise substantial influence over
the policies and actions of BGE. As such, the statute requires CEG and EDF to obtain
the Commission’s authorization prior to closing, after the public interest review set forth
in PUC § 6-105(g). We reiterate here what we said at the outset of this Order: we have

found only that EDF would acquire the power to exercise substantial influence if the deal

12 CEG Exhibit No. 14 (April 21, 2009 Letter Agreement between CEG and EDF).
¢ Transcript at 345-46 (testimony of Charles Berardesco).
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proceeds. Nothing in this opinion should be construed to reflect this Commission’s view
as to the merits of this transaction or the likelihood that the deal will or will not
ultimately be approved. Issues bearing on the public interest will be addressed in the next
phase of the case "

As the companies conceded early in this process, our statutory authority pursuant
to PUC § 2-113 allows us to adopt specific ring-fencing measures regarding BGE
separate from our statutory review under PUC § 6-105, and we will address these issues
in a separate phase of the case after the public interest review. Without compromising
our analysis of the public interests involved, we will determine at the status conference to
be held on June 17, 2009 whether and how we could streamline the application and
review process pursuant to PUC § 6-105(f) and (g) to allow evidentiary hearings to begin
on the afternoon of Wednesday, August 19, 20(39 and continue thrf)ugh Tuesday, August
25, 2009, and to allow the issuance of an order resolving the public interest review before
the parties’ anticipated closing on September 17, 2009.

IT IS THEREFORE, this 11" day of June, in the year Two Thousand and Nine,
by the Public Service Commission of Maryland,

ORDERED: (1) That the parties appear for a status conference on
Wednesday, June 17, 2009 at 1:00 PM for the purpose of determining the scope and

schedule of further proceedings. Each party shall be prepared to identify all additional
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documents (or categories of documents) required from EDF or CEG and those PUC § 6-

105(g)(2) factors it believes are still at issue at the June 17" status conference.

/s/ Douglas RP M. Nazarian

k)

/s/ Harold D. Williams

/s/ Susanne Brogan
/s/ Lawrence Brenner
Commissioners
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