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. INTRODUCTION
Please state your name and your business address.
My name is John J. Reed. My business address is 293 Boston Post Road West,
Marlborough, Massachusetts 01752.

By whom are you employed and in what capacity?
I am the Chairman and Chief Executive Officer of Concentric Energy Advisors, Inc. and

its subsidiary, CE Capital Advisors (together “Concentric”).

Please summarize your professional experience in the energy and utility industries.

I have more than 30 years of experience in the energy industry, having served as an
executive in energy consulting firms, including the position of Co-CEO of the nation’s
largest publicly-traded management consulting firm, and as Chief Economist for the
nation’s largest gas utility. I have advised more than 100 clients over the course of my
career on a wide range of strategic, economic, financial and regulatory matters. My
experience is described in more detail in Attachment A to my testimony. I have appeared
as an expert witness and provided expert testimony on a wide variety of economic,
financial and valuation issues related to the energy and utility industry on numerous
occasions before administrative agencies, courts, arbitration panels and elected bodies
across North America. Attachment B to my testimony is a list of my appearances in the

past four years as an expert witness.

What is the purpose of your testimony in this proceeding?

I am testifying on behalf of Oklahoma Gas and Electric Company (“OG&E” or
“Company”) in support of its proposed acquisition from Kelson Holdings LLC
(“Kelson™) of a 51% operating interest in the Redbud generating facility. Redbud is a
1,230 MW natural gas-fired combined cycle generating facility located near Luther,
Oklahoma, less than an hour outside of Oklahoma City and within OG&E’s service
territory. More specifically, I have been asked to testify as to the prudence of the

acquisition of Redbud. In doing so, I discuss the following:
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e Policies and requirements of the Oklahoma Corporation Commission (“OCC” or
“Commission™) which are pertinent to the Company’s proposed acquisition of
Redbud and the requested approval thereof, most notably the prudence of the

acquisition of Redbud (Section II of my testimony);

e Trends in the national and regional electricity market which, in part, led to the

Company’s decision to pursue the acquisition (Section III of my testimony);

e My assessment of OG&E’s decision to consider the acquisition of Redbud (Section

IV of my testimony);

e My assessment of the value paid by OG&E for Redbud based on both my
independent financial valuation of Redbud and my review of comparable transactions

during this same time period (Section V of my testimony); and

e The Company’s proposed ratemaking treatment for the acquisition of Redbud

(Section VI of my testimony).

How does your testimony relate to the testimony of the Company witnesses?

The proposed acquisition and its benefits to OG&E’s customers are described in
considerable detail in the testimony of Company witness Mr. Jesse Langston. The
resource planning considerations which led to the Company’s proposed acquisition of
Redbud are described in the testimony of Company witness Mr. Leon Howell. The
Company’s proposed ratemaking treatment for the acquisition is described by Company
witness Jim Hatfield. Although I will cite many of the same facts, circumstances, and
decisions as do Messrs Langston, Howell, and Hatfield, the focus or my testimony

remains on the prudence of OG&E’s acquisition of Redbud.

Please summarize the principal conclusions that you reach in your testimony.

My principal conclusions are:

1) The Company’s decision to consider the purchase of and to ultimately acquire
Redbud was appropriate and prudent. Kelson’s sale of Redbud presented the
Company with a unique opportunity. Kelson’s sale process required that OG&E



(L T VS B (S ]

O e N &

10
11
12
13

14
15
16
17

18
19

20

21
22
23
24
25
26
27

2)

4)

)

either immediately evaluate the plant outside of a traditional competitive bidding or
Request for Proposal (“RFP™) process or pass on the opportunity. The Company
evaluated the potential acquisition of Redbud in the context of OG&E’s resource
planning efforts, and determined that the acquisition of an interest in this plant is the

appropriate addition to its resource portfolio to meet its customers’ needs.

The current market environment favors the acquisition of Redbud. In particular, the
tightening supply and demand balance, greenhouse gas (“GHG”™) considerations,
practical limitations on other resource alternatives in the near term, and cost

pressures all make Redbud a very attractive resource.

The value paid by OG&E for Redbud of $852 million (or $692.7/kW) is well within
the reasonable range of value for the plant based upon a discounted cash flow
(“DCF”) analysis of the value of the plant, an assessment of comparable

transactions, and an assessment of new build costs.

The proposed ratemaking treatment for the Redbud transaction, namely the use of a rider to
recover Redbud’s annual revenue requirement until OG&E’s next rate case is
completed and new rates, which provide for the recovery of Redbud’s revenue

requirement, are implemented, is reasonable and appropriate.

The Redbud transaction is a good deal for customers and should remain a valuable asset in

OG&E’s portfolio throughout its useful life.

II. COMMISSION POLICIES

Please identify Commission policies that are pertinent to the Company’s proposed

acquisition of Redbud.

The primary policy of the OCC, which must be satisfied in order for the Company’s

proposed acquisition of Redbud to be approved, is the prudence standard. Other pertinent

and informative policies include those related to integrated resource planning (“IRP”’) and

competitive bidding.



—
S VW O W B W N

B DD = e e ek e e e e e
—_— O O 0 NN N R W =

[NO RN SO NS I \S S
(o RV I SR VS I\

[N oS
[= =B |

>

Please describe the prudence standard.

The Commission considered the prudence of the Company’s acquisition of a power plant
in Cause No. PUD 200500151 wherein the Company requested the Commission’s
approval of, among other things, its acquisition of an interest in the McClain power plant.
In approving that acquisition, the Commission summarized its application of the
prudence standard:

It is well settled that prudence inquiries involve a determination whether
the utility management made a reasonable decision in light of the
circumstances existing at the time of the decision and the knowledge of
such circumstances that management had or should have had.'

Is the Commission’s summary of the prudence standard consistent with that used in
common utility ratemaking?

Yes. In the testimonies I sponsored in Cause No. PUD 200500151, I provided a
comprehensive explanation of the prudence standard, which is consistent with the
standard articulated by the Commission in that proceeding. While I will not restate the
full discussion that I offered in that case, I believe it is useful to highlight the principles
articulated by the National Regulatory Research Institute (“NRRI”), the regulatory
research affiliate of the National Association of Regulatory Utility Commissioners
(“NARUC”). NRRI identified the following four principles to be followed by state utility
commissions when evaluating the prudence of a utility’s actions:

1) A presumption of prudence;

2) A rule of reasonableness under the circumstances;
3) A proscription against hindsight; and

4) A retrospective, factual inquiry.®

The Commission’s application of the prudence standard in Cause No. PUD 200500151 is

consistent with these principles.

1

OCC Cause No. PUD 200500151 — Final Order, p. 103
The Prudent Investment Test in the 1980s, Burns, Poling, Whinihan and Kelly, 1984, p. 55.
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You indicated that IRP policies are also pertinent to the Commissions’ review of the
proposed acquisition of Redbud. Please explain.

As discussed in detail by Witnesses Howell and Langston, Section 165:35-37 establishes
the procedures for the Commission’s review of utilities’ resource plans. In particular, the
procedures require that utilities (1) submit IRP plans every three years, unless otherwise
ordered by the Commission, which include strategy for, among other things, fuel
procurement, purchased-power procurement, risk management, and environmental
compliance; (2) monitor markets and inputs and notify the Commission of any material
changes in planning assumptions; and (3) submit plans which include specific forecasts,
descriptions, and assessments, and in support of their proposed IRPs. The Commission’s
IRP objectives include ensuring the prudence of resource planning and major investment
decisions in the context of an overall “fit” in the utility’s portfolio, and that the overall

cost of power supply to retail ratepayers is fair, just, and reasonable.

As discussed throughout my testimony and in the testimony of Company witnesses
Howell and Langston, I believe that OG&E’s proposed acquisition of Redbud satisfies
the Commission’s IRP objectives. Notably, Mr. Howell explains that the Company has
updated its resource planning analyses and based its assessment of the Redbud

opportunity on a current perspective of key Company and global drivers.

What are the Commission’s requirements with regard to competitive bidding?
The competitive bidding requirements of Section 165:35-34.3(e) state that:

Prior to a utility taking long-term procurement action other than that
contemplated by these rules, a utility shall seek a waiver of all or any part
of these competitive bidding rules by filing a cause with the Commission.

It is apparent that OG&E was not able to compare the acquisition of Redbud to options
that may have been proposed through a competitive bidding process. OG&E did not
independently seek out the acquisition of a generating facility, rather Redbud’s owner,
Kelson, decided to offer its assets, including Redbud, providing interested parties a
targeted opportunity to consider the acquisition and present proposals. This is not at all

unusual in the sale of a merchant plant by an unregulated owner. Moreover, OG&E
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1IV. THE DECISION TO CONSIDER THE ACQUISITION OF REDBUD
Please describe your understanding of how the Company came to consider the
acquisition of Redbud.
Company witness Langston described the Company’s decision, the opportunity, and the
proposed acquisition in detail. It is my understanding that OG&E was attracted to
Redbud based on several factors including its location within OG&E's control area, age
and condition of the plant, portfolio fit to meet near-term capacity needs, price, and as a

hedge against higher CO2 prices and a tightening SPP market.

Was it appropriate for OG&E to consider the acquisition of Redbud outside of a
formal RFP process?

Yes. As noted earlier in my testimony, the Commission’s procedures recognize the
complexity of the resource planning process. In some cases, traditional competitive
bidding or RFP processes are the best means of securing the appropriate next resource.
In other situations, an opportunity like Redbud is available to the utility and, in the best

interest of customers, must be immediately evaluated.

It was a practical impossibility for OG&E to evaluate Redbud and simultaneously
conduct an RFP process. Kelson articulated a specific schedule for the submittal of bids
to acquire Redbud. Although the original schedule was shorter, OG&E was required to
submit its initial bid on November 15, 2007 providing a little more than two months
before the agreements were executed. It can take up to a year to conduct an RFP process
to add a significant long-term resource to the portfolio. There was insufficient time for

OG&E to conduct and RFP process during the Redbud sale process.

The fact that there was insufficient time to conduct an RFP process does not in any way
reflect on the Company’s decision to evaluate and ultimately pursue the acquisition of
Redbud on behalf of its customers. Management made the appropriate and prudent
decision to evaluate a unique opportunity at the time it was presented. As described by
Witnesses Langston and Howell, the Company evaluated the resource it in the context of

OG&E’s IRP, and determined that the acquisition of an interest in this plant is the

16
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Next, I performed an analysis of what it would cost to build a new plant like Redbud
today (“New Build Value Analysis”). Given OG&E’s current short-term supply surplus,

one would expect some discount off full new build costs.

Third, I examined other recent transactions for gas fired generating plants (“Comparable
Value Analysis™). While my Comparable Value Analysis was challenged by the lack of a
meaningful sample of similar transactions, it still provides valuable input regarding the

marketplace for gas fired generating plants.

Finally, I established the range of reasonable values for the plant in consideration of each

of the above analyses and my assessment of other, strategic value offered by the plant.

Please describe the Merchant Value Present Value Analysis.

The Merchant Value Present Value Analysis relied upon a DCF model. A DCF analysis
calculates the current value (the Net Present Value or “NPV”™) of an asset based upon the
estimate of its future after tax cash flows discounted to a current or present value at an
appropriate after tax discount rate. DCF analysis is a commonly used tool for this type of

financial examination and is used by most acquirers and investors when valuing assets.

The key inputs to a present value analysis include forecasts of revenue, expenses, future
capital expenditure requirements, income tax rates, and the discount rate. For a merchant
plant, revenue is based on selling energy and capacity into the market going forward,
including short term sales and potentially longer term sales under contracts. The ability
to generate revenue depends on the expected market or contract pricing for electrical
energy and capacity coupled with the plant’s operating and locational characteristics.
Expenses include the cost of fuel (natural gas) and the fixed and variable operating costs
of operating the plant (which includes taxes of various types). Future capital
expenditures include those required expenditures to maintain the plant’s operating

performance and make regular and necessary overhauls or replacement of equipment.

20































































1 Schedule JJR-1 (c)

2
Energy Margin* Valuation Sensitivities
Fuel Cost Plant Total Plant
Change Valuation Value
(S/kw) MMs
-4.00% $755.5 $929.3
-2.00% $733.7 $902.5
Base Energy Margin Base $711.9 $875.6
2.00% $690.0 $848.7
4.00% $668.1 $821.8
* Assumes market power costs are unchanged. Large changes
3 in fuel costs would likely change market power costs as well.
4
5 Schedule JJR-1 (d)
6
Operating Cost Valuation Sensitivities
Operating Cost Plant Total Plant
Change Valuation Value
(S/kw) (SMMs)
-10.00% $730.1 $898.0
-5.00% $§721.0 $886.8
Base Operating Costs Base $711.9 $875.6
5.00% $702.7 $864.3
10.00% $693.6 $853.1
7

41
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