Memorandum

To: Michael Pace, Chairman of the Board
From: John D. Clark, Operations Division Head
Date: December 23, 2002

Re: Summary — Review of Power Marketing Alternatives

This memorandum provides a summary of CRRA’s consideration of electrical
power marketing options for the Mid-Connecticut Project.

Review of Power Marketing Options

In performing this review, CRRA engaged the services of PLM, a consulting firm
that has specialized expertise in power marketing and marketplace operations.
CRRA’s engineering and operations staff supported PLM in this effort. A
memorandum prepared by PLM is attached as Exhibit 1, which summarizes the
results of their work.

CRRA has performed a formal analysis of three primary options for the sale
of power from the Mid-Connecticut Project, as follows:

= Option 1 — Sell All Power to CL&P At the “Buy-Down” Contract Price

= Option 2 —Wholesale Market One-Half the Output, and Sell One-Half To
CL&P at the “Buy-Down” Contract Price

= Option 3 —Market One-Half the Output to a Designated Load of State
Facilities and Sell One-Half To CL&P at the “Buy-Down” Contract Price

In addition, staff has also reviewed two additional options. These additional
options were not incorporated into the financial model that was developed for the
purpose of considering the three primary options, described above. These two
additional options are summarized as:

= Option 4 —Negotiate a new arrangement with CL&P for 100 percent of the
output from the Mid-Connecticut Project. This option has been discussed
with CL&P, and viewed by CRRA as a means of providing benefits to both
CL&P and CRRA. A copy of CRRA’s proposed Memorandum of
Understanding (MOU) that would be used as the basis for further
negotiations is attached as Exhibit 2. This MOU has been reviewed by
CL&P and a conference call between CL&P and CRRA was held on
December 18, 2002. During that conference call, CL&P raised a concern
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that the MOU reduced certain CL&P benefits and would not likely be
acceptable to DPUC.

=  Option 5 — CRRA becomes a member of the New England Power Pool
(NEPOOL), and sells power directly into the electric grid. Selling power
directly to the NEPOOL means that the Mid-Connecticut Project would be
paid the actual marketplace “clearing price”, which is set by NEPOOL from
time-to-time. The clearing price constantly changes throughout each day, and
is a function of many factors, including but not limited to load, availability of
other units, and similar factors. While this option does not provide price
certainty, it may warrant further investigation as an interim strategy for use
while the Project undertakes the process of evaluating, selecting, and
implementing a permanent solution. Recent pricing suggests this fifth option
could yield more total revenue than CL&P would pay under the “buy-down”
contract schedule. However, there is no assurance that average price would
yield increased revenues in the future.

Further information on each of the three primary options identified above,
and the results of the analysis is presented in the sections below. An overall
summary and suggestions for future action are presented at the end of this
memorandum. A copy of a Memo presented to the Board of Directors at the July
Board Meeting is attached as Exhibit 3. The July Memo provides background
associated with this effort.

Option 1 — Sell All Power To CL&P At the “Buy-Down” Contract Price

This option would involve selling all of net electrical energy output of the
Mid-Connecticut Project each year to CL&P at the stipulated contract pricing. This
option is the simplest to evaluate in that the rates that would apply each year are
established in the agreement, and the transaction involves relying upon a single
buyer.

Option 2 —Wholesale Market One-Half the Output, and Sell One-Half To
CL&P at the “Buy-Down” Contract Price

This option involves selling the first 250,000 MWh of net electrical output
from the Mid-Connecticut Project each year to an electric supplier, who will use the
energy in its portfolio. The balance would be sold to CL&P at the pricing stipulated
in the existing contract.

This option was somewhat more complex than Option 1, because it involved
marketing the electrical power to another electric supplier. The best information
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available, including the information presented in the July 19, 2002 memo has been
used in estimating the revenues the Project is expected to receive under this option.

Option 3 -Market One-Half the Output to a Designated Load of State Facilities
and Sell One-Half To CL&P at the “Buy-Down” Contract Price

This option is highly complex, and has been approached by considering a number of
technical and business factors, including:

= For almost all of the time, the Mid-Connecticut Project will produce either
too little power to perfectly match the load of the selected facilities (such as a
summer daytime load), or too much power (such as an early weekend
morning). When it produces too little, the Project would need to buy power
from another source to serve the load. When the Project has too much power
to serve the load, it will need to sell the surplus into the wholesale
marketplace.

= The Mid-Connecticut Project is not available 100% of the time, and there
will be occasions when system maintenance or outages will affect some or
even all of the output, requiring the purchase of replacement power in the
market, occasionally on an emergency, unplanned basis.

* Those times when the output of Mid-Connecticut will least be able to serve
the load (a summer afternoon, for example) will coincide with the times
when the cost of replacement power in the market will be the highest, and
has been as much as $1.00 per KWh in the NEPOOL.

= Those times when Mid-Connecticut will have the most power to sell into the
wholesale market (such as early in the morning on a September weekend),
pricing in the wholesale market will be the lowest.

In order to evaluate these factors, with the assistance of PLM, it was
necessary to first develop a business model for the various power purchasing and
marketing transactions that would be associated with the option. Additionally,
preliminary estimates were prepared of the administrative and operational costs that
would be incurred to operate this new business. Finally, in combination with
forecasts of the wholesale power market, a cash-flow model of the overall business
was prepared that considered a wide range of factors, including:

1. Estimated amounts of power to be purchased by the state and pricing;

2. Estimated amounts of power to be purchased by the new business to meet the
projected loads, and to address planned and unplanned outages at the Project;

Estimated costs associated with the replacement power;

4. The cost of purchasing financial instruments (“hedges”) that would protect
the Project from market pricing fluctuations;
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structure, and costly. However, in light of the potential for the Project to suffer
substantial losses in the absence of such mechanisms, they are an important

Administrative costs;
Capacity payments;

Transmission charges; and,

© =N W

Metering costs.

It should be noted that the financial instruments associated with protecting
the Project from market conditions in serving the load are both sophisticated in their

component of the business model, and have been included in the business model.
These, and similar financial instruments are typically used by companies that serve a
customer base to protect themselves from significant losses.

Project revenue that exceed both the expected net revenue of Options 1 and 2.

As is somewhat the case under Option 2, Option 3 presents even greater risk
as compared to Option 1. Consequently, for Option 3 to be sufficiently appealing to
be recommended for consideration, it must provide superior expectations of net

Summary And Suggestions For Future Action

CRRA may be able to “wholesale” one-half the output of the Mid-Connecticut
Project to a supplier at greater prices than provided for in the existing CL&P

Although the concept of selling power to the State has a measure of initial
appeal, the analysis performed by our consultant indicates that option is the least
attractive, given current retail pricing in Connecticut, and the other aspects of the
business that may pose additional risk. However, the analysis does indicate that

agreement.
Following is the summary analysis performed by PLM:

Base Case Results — Current Market Conditions for Wholesale Offers and Retail Pricing

First 250,000 MWhrs only

Projected
Calendar 2003
Net Income

Rank

Variance
from
Option 2

Pricing
($/MWhr)

Option 1

100% of Output to CL&P

$14,594,784

-8.1%

32.0

Option 2

Wholesale first 250,000 MWhr

$15,879,319

34.8

Option 3

Retail Service of State Load

$14,970,413

DN [ —

-5.7%

45.9

The model developed by PLM is adaptable to numerous variations of the

options. Ifit is determined that CRRA is able to wholesale or retail the entire output
of the facility (as compared to only the first 250,000 MWhrs of output) the model
can be modified and rerun with these parameters.
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Based upon the above, and the current pricing in the market, and, assuming
the Authority’s goal is to maximize revenues without taking undue risk, I believe
that the best course of action is to simultaneously pursue the following courses of
action:

¢ Gain approval to market power to the Power Pool (Option 5),

e Negotiate with CL&P (Option 4), and

e Continue to negotiate with energy suppliers interested in the wholesale
purchase of the output (Option 2).

Depending upon the outcome of the CL&P discussions, CRRA could then
either move forward with CL&P, begin selling to the Pool at the marketplace
clearing pricing, or sell the output on the wholesale market.



Exhibit 1
PLM Report



Licensure as an Electric Supplier. CRRA stated that it would provide a copy of
the Resolution passed by the previous Board of Directors and that it would make
a request that the new Board of Directors pass a Resolution at the June 20, 2002
Board of Director’s Meeting directing CRRA to obtain an Electric Suppliers
License. The DPUC also requested evidence of authorization and commitment
for a Surety Bond. A copy of the Bond and the proposed Resolution for the
Board’s consideration are attached.

On June 18, 2002 the DPUC suspended the hearing schedule and its review of
the Supplier Application, citing, among other issues, DPUC’s rights to rule on
the prudence of CL&P’s involvement.

2. Wholesale Market Indicative Offers

CRRA, with the assistance of PLM, an outside consulting firm with
expertise in wholesale marketing, conducted a competitive solicitation process,
known as a Request For Offers (RFO) in order to obtain proposals from the
wholesale marketplace for the purchase of the electrical energy output from
CRRA’s Mid-Connecticut facility.

CRRA procurement documents were structured to test a variety of
arrangements because many variables contribute to pricing in the wholesale
markets, including:

e A short-term sale, perhaps through the winter of 2003 or June 2003,
allowing CRRA to re-enter the market if there is reason to believe
prices will be more favorable to CRRA next year;

e A longer term sale of the unit’s output (e.g. 10 years);

¢ Ancillary market variables, including premiums for renewable energy
and Installed Capacity (ICAP) were incorporated

The final RFO was distributed electronically to a distribution list of
approximately twenty wholesale electric suppliers actively involved in the
wholesale power market in New England.

A summary of the bid results is included at the end of this Memo. Key
issues associated with the proposals are:

e Select Energy was the only bidder that provided pricing for all options;

e PGET submitted a second proposal that excluded the backstop provision.
While this information was valuable, it is not consistent with the other
bids or the project requirements and the revised bid was not ultimately
considered; and,

e Based upon the review of submittals, Select Energy and Constellation
Power were “short-listed” for further review.



SUMMARY OF PROJECTED ANNUAL REVENUES

Fiscal Year

Rank

Delta %

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012

2003
2004
2005
2006
2007
2008
2009
2010
2011
2012

CRRA will continue discussions with these two parties and prepare a
summary of the results of this process for review and consideration by the Board
at a future meeting. In addition, we will prepare a proposed contract for
consideration by the Board that is based upon the results of this process.

Annual Revenues ($)
First 250
GWh Only
100% Output Plus CL&P
Dominion | Select | Constellation | PGET Select & CL&P
$ 14,850,653 $ 16,144,563 $ 16,701,618 $ 14,866,712 $ 15,592,882
15,008,425 16,104,978 - 14,853,030 15,354,236
15,092,841 16,346,712 - 14,926,004 15,582,327
15,163,823 15,975,363 - 15,103,877 15,605,235
15,337,077 15,508,570 - 15,272,630 15,138,442
15,538,405 15,505,236 - 15,359,286 15,138,442
15,705,291 15,508,570 - 15,409,456 15,138,442
15,805,020 15,508,570 - 15,555,404 15,138,442
16,217,112 15,508,570 - 15,591,891 15,138,442
16,671,089 15,505,236 - 15,664,864 15,138,442
$ 155,389,737 §$ 157,616,368 $ 16,701,618 $ 152,603,153 | $ 152,965,332
Dominion | Select | Constellation | PGET Select & CL&P
4 2 1 3
2 1 4 3
2 1 4 3
2 1 4 3
2 1 4 3
1 2 4 3
1 2 4 3
1 3 4 2
1 3 4 2
1 3 4 2
Dominion | Select | Constellation | PGET Select & CL&P
-11% -3% 0% -11%
-7% 0% -8%
-8% 0% -9%
-5% 0% -5%
-1% 0% -2%
0% 0% -1%
0% -1% -2%
0% -2% -2%
0% -4% -4%
0% -7% -6%




Resolution Regarding Application for Electric Supplier License

RESOLVED: That the Chairman is hereby authorized to direct the CRRA
Operations and Legal staff to complete an Application for Electric Supplier
License, to submit such Application to the DPUC, and to take all other actions
necessary to obtain an Electric Supplier License, including the obtaining of a
surety bond for $250,000, the premium for which shall not exceed $5,000.

FURTHER RESOLVED: That the Chairman is authorized to sign the
aforementioned surety bond on behalf of the Authority.
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