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DIRECT TESTIMONY OF RICHARD A. BAUDINO

QUALIFICATIONS AND SUMMARY

Please state your name and business address.
My name is Richard A. Baudino. My business address is J. Kennedy and Associates, Inc.

("Kennedy and Associates™), 570 Colonial Park Drive, Suite 305, Roswell, Georgia 30075.

What is your occupation and by whom are you employed?

I am a consultant to Kennedy and Associates.

Please describe your education and professional experience.

I received my Master of Arts degree with a major in Economics and a minor in Statistics
from New Mexico State University in 1982. | also received my Bachelor of Arts Degree

with majors in Economics and English from New Mexico State in 1979.

I began my professional career with the New Mexico Public Service Commission Staff in
October 1982 and was employed there as a Utility Economist. During my employment
with the Staff, my responsibilities included the analysis of a broad range of issues in the
ratemaking field. Areas in which | testified included cost of service, rate of return, rate
design, revenue requirements, analysis of sale/leasebacks of generating plants, utility

finance issues, and generating plant phase-ins.

In October 1989, I joined the utility consulting firm of Kennedy and Associates as a Senior

Consultant where my duties and responsibilities covered substantially the same areas as
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those during my tenure with the New Mexico Public Service Commission Staff. | became
Manager in July 1992 and was named Director of Consulting in January 1995. Currently,

I am a consultant with Kennedy and Associates.

Exhibit (RAB-1) summarizes my expert testimony experience.

On whose behalf are you testifying?

I am testifying on behalf of the Utah Office of Consumer Services ("OCS").

Please state the purpose of your testimony.

The purpose of my testimony is to address the credit quality and service quality risks to
customers resulting from the proposed merger between Dominion Resources, Inc.
("Dominion™) and Questar Gas Company ("Questar") and to present my conclusions and
recommendations regarding certain customer protections in the form of conditions that
should be ordered by the Public Service Commission of Utah (“Commission”) if it
approves the merger. The risks and conditions that | address are a subset of the risks and
conditions that have been identified by the OCS and that are addressed more generally by

OCS witness Mr. Lane Kollen.

Please summarize your testimony.

Consistent with the Direct Testimony of OCS witness Mr. Kollen, I recommend that the
Commission deny the proposed merger unless it imposes necessary conditions to protect
ratepayers from adverse consequences in the areas of credit quality and service quality. |

recommend that the Commission order the following conditions if it approves the proposed
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merger:

Questar Gas Company shall not pass through any increases in credit costs caused
by the proposed merger. Credit Costs shall be defined as incremental costs of
common equity, costs of new issuances of long-term debt, and costs of short-term
debt due to any downgrading in corporate wide credit and/or utility-specific credit
rating(s) within ten years after announcement of merger as well as the effects of
any increases in common equity as a percentage of capitalization.

Questar Gas Company’s cost of equity shall be determined using a comparable
group gas utilities with A bond ratings regardless of whether Questar Gas Company
is rated A or is downgraded.

Dominion shall continue to provide no less than the same access to short-term debt,
commercial paper, and other liquidity that Questar currently has in place. Questar's
total liquidity through its current arrangements is $750 million.

Questar Gas Company shall continue to comply with the Commission’s service
quality guidelines adopted in Docket No. 02-057-02. The Commission and
Division of Public Utilities (DPU) will continue to monitor current service quality
measures as reported by Questar Gas Company. The "Annual Goals™ currently
contained in Questar's customer satisfaction standards shall be changed to
"Minimum Service Metrics”. The Commission should also impose financial

penalties if Dominion fails to achieve the Minimum Service Metrics.

CREDIT QUALITY RISKS AND PROTECTIONS
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Please describe how the applicants intend to finance the proposed merger.

Applicants witness Fred Wood described the proposed financing for the merger beginning
on line 70 of his Direct Testimony. Initially, Dominion will rely on bridge and term loans
with various financial institutions and its own credit facility. These resources are expected
to provide the entire $4.4 billion needed to fund the exchange of Questar Corporation for
cash. Mr. Wood further testified that Dominion plans to use the proceeds from permanent
financings "to preclude the need for or replace any funds borrowed under these existing

credit facility, bridge and term loan agreements."

Questar Corporation and its subsidiaries' existing indebtedness, which total $1.7 billion as
of December 31, 2015, will remain outstanding at Questar Corporation, Questar Gas, and

Questar Pipeline, all of which will become direct or indirect subsidiaries of Dominion.

The Applicants provided additional information about the merger financing on page 19 of
their presentation at the Utah Technical Conference dated April 28, 2016. Please refer to
Exhibit __ (RAB-2) for the referenced page from this presentation. The contemplated
permanent financing after closing the proposed merger transaction will consist of $1.45
billion of Dominion senior notes, $1.25 billion of Mandatory Convertible securities, $0.50
billion of Dominion equity, and $1.20 million of Master Limited Partnership drop

proceeds.

Have the major bond rating agencies responded to the proposed merger?
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A

Yes. The Applicants provided rating agency reports from Fitch, Standard and Poor's
("S&P"™), and Moody's that addressed the proposed merger with the attendant effects on
Dominion's and Questar's ratings outlooks. Mr. Wood summarized the Applicants' credit

and bond ratings and the ratings outlooks on pages 5 and 6 of his Direct Testimony.

Dominion's credit rating was lowered from A- to BBB+ by S&P after the merger
announcement. S&P's rating outlook for Dominion is now stable. Fitch affirmed
Dominion's Issuer Default Rating of BBB+. Moody's affirmed Dominion's corporate credit

rating of Baa2.

Questar Corporation currently has an A credit rating from S&P. Questar Gas has an A2
rating from Moody's and an A rating from S&P. After the merger announcement, Questar
Corporation's ratings were put on a review for downgrade from Moody's and were placed
on a negative credit watch from S&P. Questar Gas' credit rating was affirmed by Moody's

but was placed on a negative credit watch from S&P.

What were the reasons expressed by S&P with respect to the credit rating outlook for
Questar as a result of the proposed merger?

As Mr. Wood noted in his Direct Testimony, the negative outlook is associated with S&P's
use of a group rating methodology for Questar once it becomes part of the Dominion
corporate family. S&P stated that it expected to view Questar as "core to Dominion and
therefore Questar's issuer credit rating would be aligned with Dominion's ‘BBB+’ group

credit profile”. S&P went on to state the following:
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119

120 The ratings on Questar, QGC, and QPC are on CreditWatch with negative implications,
121 reflecting the prospect for a two-notch downgrade of Questar's issuer credit rating to
122 'BBB+' due to the company's agreement to be acquired by DRI. We expect to resolve the
123 CreditWatch listing by the date of the transaction's closing, which could be by year-end
124 2016.

125

126 We could lower our ratings on Questar, QGC, and QPC to align them with our ratings on
127 DRI. (Joint Application, Exhibit 1.14, page 9 of 12)

128

129 Q. Mr. Baudino, what is your conclusion with respect to the credit risks for Questar from
130 the proposed merger?

131 A S&P's comments with respect to the negative outlook for Questar suggest that Questar Gas

132 may lose it’s A credit rating once the merger is completed. This would be due to the way
133 that S&P employs its group rating methodology. Such a downgrading would be the direct
134 result of the merger and Dominion’s lower credit quality.

135

136 Q. If Questar Gas lost its A rating from S&P, is it possible that the Company's cost of
137 capital would increase?

138 A Yes. With a lower credit rating Questar Gas could face an increased cost of debt and equity.

139 BBB-rated debt costs are higher than A-rated debt cost. For example, the Mergent Bond
140 Record showed that the May 2016 yield on Baa public utility bonds was 4.60% compared
141 to the A-rated public utility bond yield of 3.93%, a difference of 67 basis points.

142

143 In addition, since BBB/Baa rated utilities are perceived as riskier than A/A rated companies
144 by investors, the required return on equity would also be higher. Thus, if Questar Gas is

145 downgraded by S&P, the cost of equity would likely increase as well.
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146

147 Q. Given the risk of downgrading and the attendant increase in the cost of capital for

148 Questar, do you recommend that the Commission include measures to protect Utah
149 ratepayers in the event that Questar’s credit ratings are lowered due to the proposed
150 merger?

151 A Yes. | recommend that the Commission condition its approval of the proposed merger

152 such that neither Questar nor Dominion may pass through to Utah customers any increases
153 in the cost of debt and/or equity that result from the proposed merger. Absent such a
154 condition with attendant credit protection measures, the Commission should deny the
155 proposed merger.

156

157 Q. How could the Commission implement the credit risk protection that you
158 recommend?

159 A In the event of credit rating downgrades for Questar wherein the rating agency cites the
160 merger as a factor in the downgrade, I recommend the Commission implement the
161 following conditions:

162

163 1. For new long-term debt issued by Questar and/or Dominion on behalf of Questar,
164 the Commission should use the lower of (1) an imputed debt cost with a rating equal
165 to the rating before the downgrade, or (2) the actual debt cost. For Questar, the
166 current bond rating is A/A from S&P and Moody's.

167 2. For all short-term debt, the Commission should use the lower of (1) an imputed A-

168 rated debt cost, or (2) the actual debt cost, whichever is lower.
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169 3. Questar's return on equity should be based on a comparison group of A-rated gas
170 utilities.

171 Utah ratepayers must be protected from any resulting higher cost of debt that results from
172 the proposed merger. Tying the cost of any new debt to the lower of actual debt cost or the
173 pre-merger debt rating cost ensures adequate and reasonable protection for ratepayers.
174

175 This is also true for any increases in Questar's cost of equity resulting from a rating
176 downgrade from the merger. If, for example, Questar's credit rating were lowered to
177 BBB/Baa from its current A/A rating, the cost of equity would also rise as investors would
178 consider Questar a higher risk company and, in turn, require a higher cost of equity. Utah
179 ratepayers must be protected from this adverse outcome. Imputing a cost of equity based
180 on A/A rated utilities would provide such a protection.

181

182 Q. Should this protection be extended to short-term debt cost?

183 A Yes. After the closing, Questar Gas Company will obtain its short term financing through

184 the Dominion credit facility and other Dominion sources of capital instead of through
185 Questar Corporations’ credit facility and other sources of capital. A credit downgrade of
186 Dominion could affect the cost of short-term borrowing for Questar Gas. For example,
187 Dominion has $4.5 billion of commercial paper, letters of credit, and additional capacity
188 available under credit facilities as of December 31, 2015. Dominion's credit facilities and
189 short-term debt are described on page 51 of its 2015 10-K Report that was included as
190 Exhibit 1.10 in the Applicants' Joint Application. If the cost of borrowings under these
191 credit facilities is negatively affected from bond downgrades, ratepayers should be

192 protected from any such increased costs.
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193
194 Q. Turning to short-term debt, what changes will the proposed merger cause with
195 respect to Questar's access to short-term debt and other liquidity?

196 A On page 12, lines 298 through 300 of his Direct Testimony Mr. Wood testified that Questar

197 "will continue to benefit from access to the commercial paper market in the same manner
198 that it currently utilizes to finance short-term capital needs on a cost-advantaged and
199 efficient basis." Mr. Wood further testified that Dominion Questar Corporation would
200 provide liquidity to Questar Gas "for seasonal working capital and other needs in a manner
201 consistent with Questar Corporation's past practice."

202

203 Q. Please describe Questar's current liquidity resources.

204 A Questar's 2015 10-K Report described its short-term financing capabilities on page 42 as

205 follows:

206 Questar issues commercial paper to meet short-term financing requirements. The
207 commercial-paper program is supported by revolving credit facilities with various banks
208 that provides back-up credit liquidity. Credit commitments under the revolving credit
209 facilities totaled $500 million under the multi-year credit facility and $250 million under
210 the 364-day facility at December 31, 2015, with no amounts borrowed. The credit facilities
211 expire upon a change of control such as the proposed Merger with Dominion Resources.
212 However, the Company has amended its credit facilities to extend through the closing of
213 the proposed Merger with Dominion Resources. Commercial paper outstanding amounted
214 to $457.6 million at December 31, 2015, compared with $347.0 million a year earlier.
215 Availability under the revolving credit facilities is reduced by outstanding commercial
216 paper amounts, resulting in net availability under the facilities of $292.4 million at
217 December 31, 2015. Under the facilities, consolidated funded debt cannot exceed 70% of
218 consolidated capitalization.

219

220 In summary, Questar has a total of $750 million of short-term debt and credit facilities to
221 meet short-term financing requirements, which include working capital.

222
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Q.

Q.

A

What is your recommendation with respect to assuring that Questar continues to have
adequate access to needed liquidity, including working capital needs, if the
Commission approves the proposed merger?

I recommend that the Commission order Dominion to provide Questar no less than the
same access to liquidity it currently has under its existing short-term debt and commercial
paper arrangements, which currently stands at $750 million. Questar and its customers
must be assured that Questar will have sufficient access to liquidity after the merger with

Dominion is consummated.

Did the Applicants propose any consumer protections with respect to the cost of
capital as part of their Application in this case?

In the aforementioned April 28, 2016 presentation, the Applicants outlined a number of so-
called "ring fencing" provisions for Questar on page 18. Please refer to Exhibit__ (RAB-
2) for this page. With respect to cost of capital protections, the Applicants proposed the

following:

Maintain status as a standalone issuer of long-term debt

Maintain current debt and equity capital ratios

Maintain credit metrics that support strong investment-grade credit ratings

Maintain issuer credit ratings from independent credit rating agencies

What is ring fencing and what is the purpose of ring fencing?
In this case, ring fencing refers to protections provided to a regulated utility company that

shield that company from risks from its affiliates and/or parent company. These risks may



OCS-3D Baudino 16-057-01 Page 11 of 18

246 take the form of operational risks and credit risks. A primary goal of ring fencing is to
247 protect the regulated utility company from harm due to the financial risk, including
248 bankruptcy risk, of its affiliates and/or parent company. Ring fencing also protects the
249 regulated utility from having its assets depleted or compromised by an affiliate. Ring
250 fencing also ensures that customers are not harmed from the results of corporate
251 restructurings, such as the costs that are or may be incurred due to the transaction proposed
252 in this proceeding.

253

254 Q. Are the Applicants' proposed ring fencing provisions for cost of capital sufficient for

255 Commission approval of the merger?

256 A No. The Applicants' ring fencing provisions are not specific enough and do not go far
257 enough to protect Utah ratepayers. Tying cost of capital protections to Questar's credit and
258 bond ratings before the merger announcement is critical to protect ratepayers from the
259 adverse consequences of a downgrade of Questar's debt securities.

260

261 I do agree that the Commission should maintain the currently approved debt and equity
262 ratios for Questar. It is my understanding that Questar will be filing a rate case soon and
263 the Commission should order that its decision on the ratemaking capital structure for
264 Questar in that docket be maintained after the proposed merger is completed.

265

266 I also agree with Dominion's commitment to maintain Questar's status as a standalone
267 issuer of debt.

268



OCS-3D Baudino 16-057-01 Page 12 of 18

269 With respect to Dominion's commitment to maintain issuer credit ratings, it appears that
270 there is a strong likelihood that S&P will downgrade Questar's credit rating as a result of
271 the proposed merger. Thus, this stated commitment from Dominion likely cannot be
272 upheld without the additional protections that | recommend.

273

274 Q. Are you aware of credit quality protections that were part of other merger
275 proceedings before the Commission?

276 A Yes. In Docket No. 98-2035-04 the Commission Report and Order dated November 23,

277 1999 approved a Stipulation among the parties to that case as part of its approval of a
278 merger between Scottish Power PLC and PacifiCorp. Among other things, the
279 Commission's Report and Order provided the following on page 8:

280

281 Financial Issues. Applicants agree that any reduction in the cost of capital will be reflected
282 in rates in Utah, but any increase in the cost of capital of electric operations of PacifiCorp
283 that is a direct result of the merger will be borne by shareholders (Condition 25).
284 Applicants also agree that a hypothetical capital structure based on A-rated electric utilities
285 comparable to PacifiCorp should be used to determine the correct cost of capital for
286 ratemaking purposes (Condition 19). In addition, Applicants agree to maintain separate
287 long-term debt (Condition 21) and to apply to the Commission for approval of debt
288 issuances (Condition 22).

289

290 In Docket No. 05-035-54 the Commission's Report and Order dated June 5, 2006 adopted
291 a Stipulation as part of its approval for a merger between PacifiCorp and MidAmerican
292 Energy Holdings Company. Paragraph 21 of that Stipulation provided for the following:

293
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21) MEHC and PacifiCorp, in future Commission proceedings, will not seek a higher cost
of capital than that which PacifiCorp would have sought if the transaction had not occurred.
Specifically, no capital financing costs should increase by virtue of the fact that PacifiCorp
was acquired by MEHC.

SERVICE QUALITY ISSUES AND PROTECTIONS

Q.

A

Does the Commission currently monitor the quality of service for Questar?

Yes. Questar currently files annual Customer Satisfaction Standards ("CSS") reports on a
variety of service quality indices with the Commission. This comprehensive set of service
quality standards resulted from a Settlement agreed to by members of the Service Standards
Task Force in Docket No. 02-057-02. The Applicants included the 2015 CSS report as

Exhibit 2.2 attached to the Joint Application.

What are the service quality measures reported by Questar in its CSS reports?
Questar's CSS reports cover a broad range of customer service and satisfaction components
in the following general areas:

e Overall impression of Questar Gas Company

e Customer care

e Customer affairs

e Service Calls - Ask-A-Tech

e Service Calls

e Billing
Each component within the broad areas listed above have Annual Goals associated with

performance. Please refer to Exhibit (RAB-3) for a summary of the customer service
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319 and satisfaction Annual Goals and Questar's annual performance associated with each
320 service quality goal for the years 2010 through 2015.

321

322 Q. How has Questar performed with respect to the Annual Goals contained in the CSS
323 reports?

324 A With three exceptions, Questar has met or exceeded every one of the Annual Goals for

325 each service quality component for the six-year period shown in Exhibit (RAB-3). |
326 highlighted the three instances in which Questar did not meet the Annual Goals.
327

328 Q. Did the applicants submit testimony with respect to the effect of the proposed
329 merger on Questar's service quality?

330 A Applicants' witness Diane Leopold addressed customer service beginning on page 13 of

331 her Direct Testimony. Ms. Leopold testified at lines 330 through 331 that Dominion
332 "Intends to maintain Dominion Questar Gas' customer service at or better than current
333 levels and will strive for continued improvements thereto."

334

335 Q. How does Dominion intend to maintain or improve Questar’s customer service after
336 the merger?

337 A The OCS asked Dominion to explain how Dominion intended to maintain customer service

338 after the merger in its Data Request 2.67. The Applicants' response is included in my
339 Exhibit (RAB-4). In its response, the Applicants stated that Dominion "plans to
340 continue to monitor and evaluate the customer service standards and metrics currently

341 approved by the Utah Public Service Commission."
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342

343 Q. Is it enough for Dominion to simply ""monitor and evaluate' the customer service
344 standards currently in place for Questar?

345 A No. Dominion should be held to a higher standard of performance than a simple monitoring
346 and evaluating of current performance goals.

347

348 Utah ratepayers must be assured that Questar's current customer satisfaction performance
349 will not deteriorate after the proposed merger is completed. The risk for customers post-
350 merger is that customer service could decline if Dominion were to reduce staffing levels in
351 an effort to cut its costs and pass the savings on to shareholders. The DPU, OCS (when it
352 was previously known as The Committee), and the other parties worked to carefully
353 construct a suite of customer satisfaction goals in order to assure Utah ratepayers excellent
354 levels of service from Questar. That commitment must be carried forward by Dominion
355 and continue to be monitored by the Commission.

356

357 Q. How should the Commission ensure that Questar's service quality and satisfaction
358 does not decline if it approves the proposed merger?

359 A First, I recommend that the Commission order Dominion to continue its commitment to
360 the currently effective CSS reporting requirements for Questar. In this regard, | further
361 recommend that Dominion be required to submit reports quarterly, rather than annually.
362 Questar had been filing quarterly CSS reports until 2014, when the Commission allowed
363 Questar to file annual reports. If the Commission approves the merger, it would be prudent

364 and reasonable to return to quarterly reporting for Dominion Questar so that the
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365 Commission and DPU can closely and regularly monitor the impact of the merger on the
366 CSS standards established by the Commission in Docket 02-057-02.

367

368 Second, | recommend that the "Annual Goals" for each service criterion in the CSS report
369 be renamed "Minimum Service Metrics". Simply having a goal to shoot for is insufficient
370 incentive for Dominion to maintain service quality and satisfaction for Utah customers
371 after the merger. The currently effective Annual Goals must now be considered minimum
372 achievable service metrics to which Dominion must adhere. Dominion should be required
373 by the Commission to maintain these minimum service metrics.

374

375 Third, the Commission should assess penalties against Dominion for failing to achieve the
376 Minimum Service Metrics.

377

3718 Q. Please explain why the Commission should assess penalties against Dominion for
379 failing to maintain Minimum Service Metrics.

380 A. Dominion should have a strong financial disincentive to allow customer service and
381 satisfaction to decline after the merger. Instituting a penalty for lack of performance will
382 provide an additional inducement for Dominion not to cut back on service quality to Utah
383 ratepayers after completion of the proposed merger.

384

385 Q. What is your recommendation with respect to penalties for failing to achieve the
386 Minimum Service Metrics?

387 A I recommend that the Commission assess Dominion a $200,000 penalty for failure to
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388 achieve one or more of the individual CSS Minimum Service Metrics within each of the
389 six categories of customer satisfaction metrics of the CSS reports.

390

391 The penalty would work in the following manner. Within the Customer Care category, if
392 Dominion failed to achieve one of more of the individual performance metrics, the
393 Commission would assess a $200,000 penalty. The recommended penalty would work in
394 a similar fashion for each of the other categories. If, for example, Dominion failed to
395 achieve one or more of the performance metrics in the Service Calls category in addition
396 to the failure to achieve performance metrics in the Customer Care category, then the
397 Commission would assess a total penalty of $400,000.

398

399 Penalties would be based on Dominion's performance over a calendar year. Penalties for
400 a particular calendar should then be flowed back to Questar's customers in the following
401 year as a 1-month credit to customer bills and allocated based on dekatherm (“dth")
402 consumption to all customers. Across the six customer satisfaction categories, the
403 maximum total penalty amount would be $1.2 million per year.

404

405 Q. Has the Commission approved penalties for lack of customer service quality in prior
406 cases?

407 A, Yes. In the aforementioned Docket 98-2035-04 the Commission-approved Stipulation
408 included penalties associated with certain customer service guarantees from PacifiCorp.
409 Please refer to Exhibit (RAB-5), which includes the customer service standards,

410 performance metrics, and penalties that were contained in an attachment to the Stipulation.
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411

412 In the aforementioned Docket No. 05-035-04, MidAmerican Energy Holdings Company
413 and PacifiCorp agreed to continue the customer service guarantees and performance
414 standards after its acquisition of PacifiCorp. This agreement was attached to the
415 Commission's Report and Order dated June 5, 2006. Please refer to Exhibit _ (RAB-6)
416 for the relevant page from this agreement.

417

418 Q. Does this complete your testimony?

419 A. Yes.
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