COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR CERTIFICATES OF )
PUBLIC CONVENIENCE AND NECESSITY ) CASE NO. 2011-00161
AND APPROVAL OF ITS 2011 COMPLIANCE )
PLAN FOR RECOVERY BY )
ENVIRONMENTAL SURCHARGE )

In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR CERTIFICATES
OF PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011

COMPLIANCE PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00162
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RESPONSE OF
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS

1. Provide the names of each member of the KIUC that in fact is represented by KIUC in
Case Nos. 2011-00161 and 2011-00162.

RESPONSE:

Arch Chemicals, Inc. Lexmark International, Inc.
Cemex GE — Appliance Park
Clopay Plastics Products Co., Inc. MeadWestvaco

Corning Incorporated NewPage Corp.

Dow Corming Corporation North American Stainless
E.I. DuPont de Nemours & Company Schneider Electric USA

Ford Motor Company Toyota Motor Engineering & Mfg. NA, Inc.
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2. Please provide all data, assumptions and calculations in Excel format with formulas intact
for each of the Baron Exhibits SJB-2 through SJB-6.

RESPONSE:

Please see attached compressed file: “Baron Workpapers.zip.”
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3. Provide a detailed description of all changes that would need to be made to LG&E's [or
KU's] tariff to implement Mr. Baron's proposal.

RESPONSE:

Please see response to Question No. 10. The tariff would be modified by adding additional steps
to implement the additional calculations described in the response to Question No. 10. This
would include calculations of E(m) values for the non-C&I and C&I rate groups using each rate
group’s (non-C&I and C&I) “Base Revenues,” the calculation of the non-C&I Environmental
Surcharge billing factor by dividing the non-C&I E(m) by the non-C&I base revenues and the

C&I Environmental Surcharge billing factor by dividing the C&I E(m) by the C&I non-fuel base

revenues.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR CERTIFICATES OF )
PUBLIC CONVENIENCE AND NECESSITY ) CASE NO. 2011-00161
AND APPROVAL OF ITS 2011 COMPLIANCE )
PLAN FOR RECOVERY BY )

)

ENVIRONMENTAL SURCHARGE
In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR CERTIFICATES
OF PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011

COMPLIANCE PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00162

AR T

RESPONSE OF
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS

4. Provide a detailed description of all changes that would need to be made to the monthly
ECR forms submitted by LG&E [or KU] to implement Mr. Baron's proposal.

RESPONSE:

Please see response to Question No. 10.
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5. Refer to Page 7, lines 12 through 15 of Mr. Baron’s testimony where he says:
“Because the majority of ECR revenue requirements are fixed costs that are unrelated
to energy use or the level of the Companies’ fuel expenses, it is not appropriate to
apply the environmental surcharge to customers on the basis of fuel expenses.”
Given this assertion, explain why it is appropriate to allocate ECR expenses between C&I
customers and non-C&I customers based on total revenue rather than using net revenue
for all classes?
RESPONSE:
From a pure cost of service perspective, Mr. Baron believes that it would be appropriate to use
net revenues rather than total revenues for all classes. However, in consideration of gradualism

and rate impact on smaller non-C&I customers, including residential customers, Mr. Baron is

only proposing to modify the allocation of ECR expenses among C&I rate classes.
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6. Please provide any work papers or support documents for Mr. Baron’s Table No. 1 at
page 9 of his testimony.

RESPONSE:

Please see workpapers provided in response to Question No. 2.
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7. Please explain how Mr. Baron’s proposal would affect high-load-factor customers served
on the General Service Rate Schedule.

RESPONSE:

Since customers on the General Service Rate Schedule are not billed on a demand metered basis,
but only on a kWh basis, there is no recognition of load factor differences among GS customers.
Because, on average, GS customers have a lower load factor than all C&I customers as a group,
Mr. Baron would expect that high load factor GS customers would pay a higher ECR charge

under his proposal. Baron Exhibit _ (SJB-6) provides typical bill impacts for GS customers.
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8. Refer to the Direct Testimony of Stephen Baron page 12. Please explain why Rate

Schedule GS (which does not have a demand charge component) is being treated

differently that the other rate schedules that do not have a demand charge component

under the proposed methodology by the KIUC.
RESPONSE:
As explained in Mr. Baron’s testimony, and in response to Question No. 5, it would be
appropriate from a pure cost of service basis to allocate ECR revenue requirements to each rate
schedule, including Schedule GS, on a non-fuel base revenue basis. Mr. Baron’s proposal is to
mitigate the impact on non-C&l customers (e.g., residential, all-electric schools, etc.). Since

customers on Schedule GS are business customers, Schedule GS should be included in the

“C&I” rate group.
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9. Given that there may be customers who are served on residential rate (“RS”), Volunteer
Fire Department (“VFD”), Lighting (“LE, “St. LT and P.O. Lt.”), Traffic Energy (“TE”)
and All Electric Schools (“AES”) that have load factors similar to the above-average load
factor C&I customers, should such customers also be allocated ECR charges by removing
fuel revenue from the ECR allocator for such customers?

RESPONSE:

No. The purpose of Mr. Baron’s proposal is to maintain the current ECR allocation among non-

C&I customers, such that these customers would be unaffected by the KIUC proposal.
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Refer to the Direct Testimony of Stephen Baron page 13. Under the KIUC’s proposals

there would be two different ECR billing factors for each month.

a. How would the KIUC propose to determine the two monthly ECR billing factors

in the monthly ECR filings with the Commission?

b. How would the KIUC propose to determine the actual over/(under) recovery

position during the review periods?

c. How would the KIUC propose to perform a roll-in to base rates during the 2-year

review proceedings?

RESPONSE:

a.

Separate ECR factors would be calculated each month following the methodology used in
Mr. Baron’s exhibits and workpapers. Step 1 would allocate the monthly ECR revenue
requirement among the designated non-C&I and C&l rate groups using base revenues.

Step 2 would separately remove the non-C&I and C&I “Revenue Collected through Base

10
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Rates.” The result would be a separate “Net Jurisdictional E(m)” for the non-C&lI rate
schedules and the C&I rate schedules. The resulting non-C&I ECR factor would be
identical to the current factor produced by the Companies’ ECR adjustment clause and be

calculated in the same manner that is currently used by the Companies in their monthly

ECR filings.

For the C&l rate schedules, a ratio would be developed of 1) the remaining “ECR
revenue requirement less the amount collected through base rates” to 2) the non-fuel base
revenues based on the average monthly base revenues ending with the current month of

the rate schedules comprising the C&I rate group identified by Mr. Baron in his

11
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Exhibit (SJB-2). The resulting non-fuel base revenue ECR factor for C&I customers

would be applied to each customer’s monthly non-fuel base revenues.

b. Mr. Baron would propose that any necessary prior period adjustment by made to the total
ECR revenue requirement each month, prior to the allocation between non-C&lI and C&I

customers.

c. Mr. Baron would recommend that the base rate roll-in follow the existing methodology
except that an additional step would be added to the calculations to first allocate the roll-
in amount to non-C&I and C&I rate schedule groups on the basis of total revenues

excluding ECR revenues (the current method). For non-C&lI rate schedules, the allocated

12
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roll-in total would be spread to rate schedules following the current methodology that use
total revenues excluding ECR. For the C&I rate schedules, the allocated C&I roll-in
amount would be allocated to rate schedules on the basis of total revenues excluding ECR

and FAC in base revenues. The resulting roll-in would then be assigned to rate schedules

and rate elements in the same manner as is currently used by the Companies.
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11.  Refer to the Direct Testimony of Stephen Baron page 15 and Baron Exhibit SJB-6.
Please provide the calculations for Rate Schedule FLS in the same manner as provided
for all other Rate Schedules.

RESPONSE:

See attached file.
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Attachment to Question No. 11

KU Billing Analysis
August 2011 Base Rates™

Incremental ECR Charges
Monthly Monthly 2012 2012 2012 Difference 2014 2014 2014 Difference 2016 2016 2016 Difference
kW kWh KU As-Filed KIUG $ % Total Bill KU As-Filed KIucC $ % Total Bill KU As-Filed KIUG $ % Total Bill
FLS
$22766.50 $19,545.75 § (3.220.75) -0.2% .$128,700.44 $119,986.99 § (8.713.45) -0.5% $189,411.12 §180,140.04 $(9.271.08) -0.6%

* Average Summer/Winter Demand Charge
FAC and ECR Surcharges Average far 12 Months Ended August 201
Assumes Base Fuel is identical for all rate schedules



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY UTILITIES
COMPANY FOR CERTIFICATES OF
PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011 COMPLIANCE
PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00161

AL e R S

In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR CERTIFICATES
OF PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011

COMPLIANCE PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00162

N S S S o s’

RESPONSE OF
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS

12.  Refer to the Direct Testimony of Lane Kollen page 4 line 20 through page 5 line 1.

Provide the calculation of the referenced $161 million and $225 million in savings for

KU and LG&E customers, respectively. Provide all data, assumptions and calculations in

Excel format with formulas intact.

RESPONSE:

See the workpapers for these calculations provided on the attached CD.

The $161 million savings calculated for KU represents the difference in the Kentucky
jurisdictional revenue requirement for all years depicted on the worksheet tabs entitled
“Summary” for two files entitled “Revenue Requirement for KU-As Filed-No Retired” and

“Revenue Requirement for KU-As Filed GCOC-STD During Const.-No Retired.”

15



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR CERTIFICATES OF )
PUBLIC CONVENIENCE AND NECESSITY ) CASE NO. 2011-00161
AND APPROVAL OF ITS 2011 COMPLIANCE )
PLAN FOR RECOVERY BY )

)

ENVIRONMENTAL SURCHARGE
In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR CERTIFICATES
OF PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011

COMPLIANCE PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00162

e N S S’ N’ e’

RESPONSE OF
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS
The $225 million savings calculated for LG&E represents the difference in the Kentucky
jurisdictional revenue requirement for all years depicted on the worksheet tabs entitled

“Summary” for two files entitled “Revenue Requirement for LG&E-As Filed-No Retired” and

“Revenue Requirement for LG&E -As Filed GCOC-STD Dur Const.-No Retired.”

The calculations are also depicted in the data tables for the two graphs depicted in the two files
entitled “Chart .16% STD During Construction - KU” and “Chart .16% STD During

Construction - LG&E.”
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13.  Refer to the Direct Testimony of Lane Kollen page 5 lines 7 through 11. Provide the

calculation of the referenced $75 million and $97 million in savings for KU and LG&E

customers, respectively. Provide all data, assumptions and calculations in Excel format

with formulas intact.

RESPONSE:

See the workpapers for these calculations provided on the attached CD.

The $75 million savings calculated for KU represents the difference in the Kentucky
jurisdictional revenue requirement for 2016 depicted on the worksheet tabs entitled “Summary”
for two files entitled “Revenue Requirement for KU-As Filed GCOC-STD During Const.-No

Retired” and “Revenue Requirement for KU-Securitized COC-STD During Const.-No Retired.”
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The $97 million savings calculated for LG&E represents the difference in the Kentucky
jurisdictional revenue requirement for 2016 depicted on the worksheet tabs entitled “Summary”

for two files entitled “Revenue Requirement for LG&E -As Filed GCOC-STD Dur Const.-No

Retired” and “Revenue Requirement for LG&E —Securitized COC-STD Dur Const.-No Retired.”

18



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR CERTIFICATES OF )
PUBLIC CONVENIENCE AND NECESSITY ) CASE NO. 2011-00161
AND APPROVAL OF ITS 2011 COMPLIANCE )
PLAN FOR RECOVERY BY )

)

ENVIRONMENTAL SURCHARGE
In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR CERTIFICATES
OF PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011

COMPLIANCE PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00162

N S Nt St e’

RESPONSE OF
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS
14. Refer to the Direct Testimony of Lane Kollen page 5 lines 16 through 23. Provide all

prior Commission decisions that includes “the allocation of all new tax-exempt pollution
control debt” to environmental projects.

RESPONSE:

Mr. Kollen is proposing a refinement of the existing methodology to more directly tie the actual
debt issued to finance the new environmental projects to the costs recovered through the ECR.
The Commission has refined its methodology on several occasions to achieve this objective. Mr.
Kollen is aware of the Commission’s Order in Case No. 93-465 wherein the Commission used
the 5.85% interest rate from a new tax-exempt pollution control debt issue as the rate of return

for all costs pursuant to the 1994 Plan.
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KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS

15.  Refer to the Direct Testimony of Lane Kollen page 8 lines 1 through 4. Provide all

supporting documentation that would indicate that “the proposed regulations may never

be adopted.”
RESPONSE:
Mr. Kollen’s understanding is that a proposed regulation is not final and binding until such time
as it becomes final. According to the EPA’s website, a proposed regulation is one that is

currently under development. At this stage, the proposed regulation could later become final as

proposed, become final as modified, or withdrawn altogether.
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APPLICATION OF KENTUCKY UTILITIES
COMPANY FOR CERTIFICATES OF
PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011 COMPLIANCE
PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00161
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In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR CERTIFICATES
OF PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011

COMPLIANCE PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00162

N N S v S

RESPONSE OF
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS

16.  Refer to the Direct Testimony of Lane Kollen pages 11 and 12. Provide all data,
assumptions and calculations in Excel format with formulas intact that support the two

graphs.

RESPONSE:
See the workpapers for these calculations and graphs provided on the attached CD. See also the

response to 1-12.
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In the Matter of:

APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR CERTIFICATES OF )
PUBLIC CONVENIENCE AND NECESSITY ) CASE NO. 2011-00161
AND APPROVAL OF ITS 2011 COMPLIANCE )
PLAN FOR RECOVERY BY )
ENVIRONMENTAL SURCHARGE )

In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR CERTIFICATES
OF PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011

COMPLIANCE PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00162

e N S’ o e’

RESPONSE OF
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS

17.  Refer to the Direct Testimony of Lane Kollen page 12 lines 6 through 8. Provide a listing

of all states that have authorized the use of securitization to finance the costs of assets

that the utility currently owns and operates (excluding storm reconstruction assets).
RESPONSE:
Mr. Kollen is aware that Wisconsin and West Virginia have authorized the use of securitization

financing for this purpose. Please refer to the presentation by Saber Partners at the NARUC

Winter 2006 meeting attached and provided in electronic format on attached CD.
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Why does Securitization matter?

e Public interest solution to slowing the rise in energy rates

- Benefits consumers and utilities

e Mitigates long-term rate impact of investment decisions
and government mandated costs

~ Least cost alternative in global capital markets.

e Creates economic value in capital markets from
Commission’s powerful regulatory authority

Proprietary



Different Names; Same Technology

Also known as....

- Rate Reduction Bonds

- Stranded Cost Bonds

— Utility Fee Bonds

- Energy Recovery Bonds

- Environmental Trust Bonds

— Storm Recovery Bonds

Proprietary



What is Securitization?

e /Nota bond by the Utility

- Non-recourse to utility, its shareholders and creditors,
completely independent corporate bond

e /yota Municipal Bond

— Not a charge against the state’s taxing or budget authority

e /Notan Asset Backed Security

- No pool of receivables, financial assets or other complexities

Proprietary



What is Securitization?

It is:

e Direct borrbwing on rate base — “ratepayer-backed”
bond

e Guaranteed by State’s regulatory authority over rates —
an R.O. (regulatory obligation) not G.0O. (general
obligation)

e AAA rated, top quality

e Lowest cost way to raise investment funds in debt
capital markets today

Proprietary



What Makes a Successful Securitization

e Specific state statutory authorization (Generally) which
includes a “State Pledge” of non-impairment (Always)

e Irrevocable financing order which includes an automatic
adjustment mechanism (true-up/true-down)

e Active Commission oversight of, and involvement in,
financing process

Proprietary



Debt Structure

e Issued by a special purpose entity, owned by utility and
responsible to the Commission — “"bankruptcy remote”

e Secured by and payable from a dedicated component of
the retail rate

~ Broadly based

—- Non-bypassable
— Not more than 20% of the total bundled rate

Proprietary



Any Credit Risk Effectively Eliminated

“The broad-based nature of the true-up mechanism and

the State Pledge will serve to effectively eliminate for
all practical purposes and circumstances any credit risk

associated with the Bonds.”

Source: SEC Prospectus: TXU Electric Delivery

Proprietary



Lower/Less Volatile Rates than Utility bonds

Spread to

Treasuries (bps) — 7-10 yr "A" Utility Bond Spreads
300 - -~ 10 yr Utility Fee Bond Spreads
——10 yr Credit Card Spreads

250 - - 10 yr Agency Spreads

50 i Wﬂwgww%mwwwﬁw
0 T ] I [ 1
Jan-01 Jan-02 Jan-03 Jan-04 Jan-05 Jan-06

Souzrce: Citigroup Proprietary



With Large Benefits to Ratepayers:
e.g., $1 billion 10-Year Average Life Financing

SAVINGS
vs. Other
Utility
Financing
Options

WACC | $678

A-Rated 50 Least Cost Financing Technique:

Substantial savings with
Securitization

BBB-Rated

BB & Lower

T otal Nominal Savings from Securitization, $ millions

Based on Citigroup utility bonds spreads

it ; g =Y 3
versus securitization spread 2001-2006 Froprietary



Differing uses in States...expanding over time

Proprictary
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Sources: Bloomberg, Transition Bond prospectuses, and other SEC filings.
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RTNERS

1994 - 1997

e Introduced by Puget Power
-~ Demand side management
e Followed by several issuances from California

- Finance 10% rate reduction facilitating deregulation

— Consumer groups oppose

Date Issue State Size ($mm) Purpose
Jun-95  Puget Power, Series 1995-1 Washington 202.3 Demand Side Management
1997 Puget Power, Series 1997 Washington 35.2 Demand Side Management
Nov-97  PGR&E, Ser. 1997-1 California 2,901.0 Rate Reduction
Dec-97  SCE, Ser. 1997-1 California 2,463.0 Rate Reduction
Dec-97 SDG&E, Ser. 1997-1 California 658.0 Rate Reduction

Total "$  6,259.5

Source: SEC Documents, Fitch.

Proprietary
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1998 - 2000

Financing method quickly embraced for stranded costs by
utilities

e Securitization becomes synonymous with deregulation and
stranded costs

Date Issue State Size ($mm) Purpose
Dec-98  Montana Power Montana 62.7 Stranded Costs
Dec-98  ComkEd, Ser. 1998 Illinois 3,400.0 Stranded Costs
Dec-98  Illinois Power, Ser. 1998-1 Illinois 864.0 Stranded Costs
Mar-99  PECO, Ser. 1999-A Pennsylvania 4,000.0 Stranded Costs
Apr-99  Sierra Pacific California 24.0 Stranded Costs
Jul-99 Boston Edison Massachusetts 725.0 Stranded Costs
Jul-99 PP&L, Ser. 1999-1 Pennsylvania 2,420.0 Stranded Costs
Nov-99  West Penn Power, Ser. 1999-A Pennsylvania 600.0 Stranded Costs
Apr-00  PECO, Ser. 2000-A Pennsylvania 1,000.0 Stranded Costs
Total " $13,095.7

Source: SEC Documents.

Proprietary



e Energy Crisis/Enron — PG&E goes bankrupt — Securitization
bonds perform without a hitch... no downgrade or even
watchlist

e Texas issues securitization order but requires active and
involved oversight of financing process to “ensure lowest cost

of funds”

Date Issue State Size ($mm) Purpose
Jan-01 PSE&G, Ser. 2001-1 New Jersey 2,525.0 Stranded Costs
Feb-01  PECO, Ser. 2001-A Pennsylvania 805.5 Stranded Costs
Mar-01  Detroit Edison, Ser. 2001-1 Michigan 1,750.0 Stranded Costs
Mar-01  CL&P, Ser. 2001-1 Connecticut 1,438.4 Stranded Costs
Apr-01  PSNH, Ser. 2001-1 New Hampshire 525.0 Stranded Costs
May-01  WMECO, Ser. 2001-1 Massachusetts 155.0 Stranded Costs
Oct-01 CenterPoint Energy, Ser. 2001-1 Texas 748.9 Stranded Costs
Oct-01 Consumers Funding, Ser. 2001-1 Michigan 468.6 Stranded Costs

Total $ 8,416.3

Source: SEC Documents.

Saber Assignment

Proprietary



%

SABER PARTNEE

5 1]
o, 1L

fas

2002 - 2003

e Vermont passes cost mitigation statute for power purchase
buy-downs

e PG&E bankruptcy settlement - consumer groups now
PROPOSE $3 billion securitization to refinance new regulatory
asset carried at WACC

Date Issue State Size ($mm) Purpose
Jan-02 PSNH, Ser. 2002-1 New Hampshire 50.0 Stranded Costs
Jan-02 CPL, Ser. 2002-1 Texas 797.3 Stranded Costs
Jun-02  JCP&L 2002-1 New Jersey 320.0 Stranded Costs
Dec-02  Atlantic City Electric 2002-1 New Jersey 440.0 Stranded Costs
Aug-03  Oncor Electric 2003-1 Texas 500.0 Stranded Costs
Dec-03  Atlantic City Electric 2003-1 New Jersey 152.0 Stranded Costs
Total $ 2,259.3

Source: SEC Documents.

1 > o 3
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2004 - 2005

Financing method expands to uses other than “stranded”
investments/costs

e New Jersey issues securitization for deferred balances

Date Issue State Size ($mm) Purpose
May-04  Oncor/TXU Electric 2004-1 Texas 789.8 Stranded Costs
Jul-04 Rockland Electric New Jersey 46.3 Deferred Balances
Feb-05  Pacific Gas and Electric California 1,887.9 Refinance Regulatory Asset
Feb-05  Mass. Special Purpose RRB Trust Massachusetts 674.5 PPC Contract Buydown
Sep-05  Public Service Electric & Gas New Jersey 102.7 Deferred Balances
Sep-05  West Penn Power, Ser. 2005-A Pennsylvania 115.0 Stranded Costs
Nov-05  Pacific Gas and Electric California 844.5 Refinance Regulatory Asset
Dec-05 CenterPoint Energy Texas 1,851.0 Stranded Costs

Total $10,675.7

Total All Deals $36,342.5

Source: SEC Documents.

Q : PR el pey
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2006 Estimate

e Wisconsin and West Virginia apply method to environmental

facilities

o Florida to use technology for storm recovery

financing/reserves

e Idaho legislature authorizes securitization for any utility
purpose up to 40% of balance sheet

Date Issue State Size ($mm) Purpose
Pending Wisconsin Electric Power Wisconsin 450.0 Enviromental Control
Pending Allegheny Power West Virginia 381.0 Enviromental Control
Pending JCP&L New Jersey 300.0 Deferred Balances
Pending AEP Texas 1,300.0 Stranded Costs
Pending Florida Power & Light Florida 1,050.0 Storm Recovery
Pending Gulf Power Florida 150.0 Storm Recovery
Total $ 3,631.0

Source: SEC Documents, Proposal Requests.

Saber Assignment

Proprietary



Bonds begin to Attract International Investors

In December 2005:
Texas Transition Bonds - 33% sold internationally...

67°/o - . -\ 31%
Asia
<1%

Africa

TX: $1.85 Billion CNP 1%

Series A

TB's

s Transition Bonds Proprietary




Irrevocable Order? No post-financing review or adjustments

_ Closer consideration of prudency, eligibility for securitization

- Up-front transaction costs, interest rate: every dollar a

ratepayer dollar

_ More involved Commission and Staff and cooperation with utility
throughout financing process

High Transaction Costs?

_ Commission with state-wide, ratepayer perspective and leverage

- Programmatic, state-wide approach keeps costs low versus
application by application

Proprictary



But Ratepayer Savings are not Automatic

e Lowest Possible Bond Rate, Fees and Other Costs?

— Wall Street always looking for a bargain - doesn’t want to pay full
value if it can

- Requires cooperation between Commission and Utility. Activist
Commission/Staff/Utility with Wall Street in all negotiations with
financial service providers, counsel, investors and others

- Active vs. Passive makes substantial difference in ratepayer costs

Proprietary



Difference Active PUC Makes in Pricing

Securitization Pricings
Non-Activist PUC Deals Since 2001
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Going Forward:
Policy Questions/Steps for a "New” Financial Tool

e Step One:
Where can securitization be used? (utility infrastructure,
government mandated costs) Commissions can be pro-
active.

e Step Two:
How can the transaction costs be minimized?
Programmatic approaches, closer cooperation between
Commission and utility.

e Step Three:
How can the benefits to ratepayers be maximized and
extended? Achieve lowest financing costs and potential
positive balance sheet effect resulting in lower WACC for
the utility

Proprictary
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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR CERTIFICATES OF )
PUBLIC CONVENIENCE AND NECESSITY ) CASE NO. 2011-00161
AND APPROVAL OF ITS 2011 COMPLIANCE )
PLAN FOR RECOVERY BY )

)

ENVIRONMENTAL SURCHARGE
In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR CERTIFICATES
OF PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011

COMPLIANCE PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00162

AT g AL A A g

RESPONSE OF
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS

18.  Please state specifically the support for Mr. Kollen’s statement at lines 5-6 at page 20 of

this testimony, “Short-term debt is used to finance the projects during construction, and

generally is not used to finance the plant in service amounts ....”
RESPONSE:
This statement is based on Mr. Kollen’s experience in multiple ratemaking proceedings,
including claims made by utilities, such as Atmos Energy Corp., and precedent by various state
commissions, including the Public Utilities Commission of Ohio, which generally does not

include short term debt in the capital structure for the rate of return applied to rate base excluding

CWIP.
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In the Matter of:

APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR CERTIFICATES
OF PUBLIC CONVENIENCE AND NECESSITY
AND APPROVAL OF ITS 2011

COMPLIANCE PLAN FOR RECOVERY BY
ENVIRONMENTAL SURCHARGE

CASE NO. 2011-00162

A R g

RESPONSE OF
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.
TO KENTUCKY UTILITIES COMPANY AND
LOUISVILLE GAS AND ELECTRIC COMPANY’S
DATA REQUESTS
19.  Please provide all documents in Mr. Kollen’s possession which refer or relate to Florida
Public Service Commission Rule 25-14.004

RESPONSE:

Please refer to the FPSC Rule 25-14.004, which was quoted in its entirety in Mr. Kollen’s Direct
Testimony at 25-26. In addition, please refer to copies of MFR schedules filed by Florida Power
& Light Company in a recent rate proceeding that address the requirements of this FPSC Rule
and the FPSC Order in a recent TECO rate proceeding, in which the Commission applied this

rule despite TECO’s arguments against it. Copies of the relevant pages of these documents are

attached and included in electronic format on the attached CD.
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Schedule C-24 PARENT(S) DEBT INFORMATION Page 10f 1
2011 SUBSEQUENT YEAR ADJUSTMENT

FLORIDA PUBLIC SERVICE COMMISSION EXPLANATION: Provide information required in order to adjust income tax expensas Type of Data Shown:
by reason of interest expensa of parent(s) that may be invested in the Proj. Subsaquent Yr Ended 12/31/11
COMPANY: FLORIDA POWER & LIGHT COMPANY exqulty of the utiltty in question. If a projected test perlod Is used, PriorYearEndod___ J
AND SUBSIDIARIES provide on both a projected and historical basts. X _ Historical Test Year Ended 12/31/06
DOCKET NO.: 080677-E1 Witness: Kim Ousdahl
Line n @) @) “) (5
No. Arnount Percent of Capital Cost Rate Welghted Cost
1. Long Tesm Debt $ % % %
2. Short Term Debt
3 Preferred Stock
4, Common Equity
5. Deforred Incoms Tax
6. frvestment Tax Credits
7. Other (specify)
8. Total $ 100.00% %
9. Weighted cost of parent debt x 38.575% {or appiicable consolidated fax rate) x equity of subsidary = %
10. NOTE: For Historic Test Year Ended 12/31/08, ploase refer to MFR C-24 Historic contained in the 2010 Test Year MFR Schedules.

Supparting Schedules: Recap Schedules:



Schedule C-24 PARENT(S) DEBT INFORMATION Page 1of1
2011 SUBSEQUENT YEAR ADJUSTMENT

.

FLORIDA PUBLIC SERVICE: COMMISSION EXPLANATION: Provide information required in order to adjust income tax sxpenses Type of Data Shawn:
by reason of interest expenss of parent(s) that may be nvested inthe  _X__ Proj. Subsequent Yr Ended 12/31/11
COMPANY: FLORIDA POWER & LIGHT COMPANY ety of the utifity in question. fa projected test period is used, o PriorYearEnded__/__[___
AND SUBSIDIARIES provide on both & projectad and historical basis, —Historical TestYearEnded _ [/
DOCKET NO. 080677-E} Witness: Kim Ousdahl
Line (8} a 6] @ )
No. Amount Percent of Capital Cost Rata Weightad Cost

1. NOTE: FPL GROUP, INC., THE PARENT OF FLORIDA POWER & LIGHT COMPANY, 1S PROJECTED TO HAVE RO OUTSTANDING DEBT DURING 2011

2 Long Term Debt $ % % %
3 Shiort Term Debt

4 Prefered Stock

5 Common Equity

6 Defoired ncome Tax

7. Investment Tax Credits

8 Other (specify)

9 Total ~100.00% _ %
10. Woighted cost of parent debt x 38.575% (or applicable consolidated tax rats} x equity of subsidiary = %

Soupporting Schedules: Recap Schedules:



BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION

DOCKET NO. 080317-EI
ORDER NO. PSC-09-0283-FOF-EI
ISSUED: April 30, 2009

In re: Petition for rate increase by Tampa
Electric Company.

The following Commissioners participated in the disposition of this matter:

MATTHEW M. CARTER II, Chairman
LISA POLAK EDGAR
KATRINA J. McMURRIAN
NANCY ARGENZIANO
NATHAN A. SKOP

APPEARANCES:

LEE L. WILLIS, JAMES D. BEASLEY, KENNETH R. HART, and J. JEFFRY
WAHLEN, ESQUIRES, Ausley & McMullen, Post Office Box 391, Tallahassee,
Florida 32302

On behalf of Tampa Electric Company (TECO)

PATTY CHRISTENSEN, ESQUIRE, Office of Public Counsel, ¢c/o The Florida
Legislature, 111 W. Madison Street, Room 812, Tallahassee Florida 32399-1400
On behalf of the Office of Public Counsel (OPC)

CECILIA BRADLEY, ESQUIRE, Office of the Attorney General, The Capitol,
PL-01, Tallahassee, Florida 32399-1050
On behalf of the Citizens of Florida (OAG)

MICHAEL B. TWOMEY, ESQUIRE, P.O. Box 5256, Tallahassee, Florida
32314-5256
behalf of AARP

JON MOYLE, JR. and VICKI GORDON KAUFMAN, ESQUIRES, Keefe
Anchors Gordon & Moyle, P.A., 118 North Gadsden Street, Tallahassee, Florida
32312 and JOHN W. MCWHIRTER, JR., ESQUIRE, P.O. Box 3350, Tampa,
Florida 33601-3350

behalf of the Florida Industrial Power Users Grou UG

ROBERT SCHEFFEL WRIGHT and JOHN T. LAVIA, III, ESQUIRES, Young
van Assenderp, P.A., 225 South Adams Street, Suite 200, Tallahassee, Florida
32301

On behalf of the Florida Retail Federation (FRF)

DOCUMENT NUMBER-CATE
04028 APRIDS
FPSC-COMMISSION CLERK
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Depreciation Expense

Based on our previous adjustments under Projected ILevel of Plant in Service,
Apnualization of Five Simple Cycle Combustion Turbine Units, and Anpualization of Rail
Facilities, the projected 2009 Depreciation and Amortization Expense of $194,608,000 shall be
reduced by $7,579,4835, to an adjusted amount of $187,028,515. (See Schedule 3)

Taxes Other Than Income Taxes

We find that TECO has properly forecasted Taxes Other Than Income Taxes and no
adjustment is warranted.

Parent Debt Adjustment

Rule 25-14.004, F.A.C., states that “the income tax expense of a regulated company shall
be adjusted to reflect the income tax expense of the parent debt that may be invested in the equity
of the subsidiary where a parent-subsidiary relationship exists and the parties to the relationship
join in the filing of a consolidated income tax return.” Further, Rule 25-14.004(3), F.A.C., states
that “it shall be a rebuttable presumption that a parent’s investment in any subsidiary or in its
own operations shall be considered to have been made in the same ratios as exist in the parent’s
overall capital structure.” Rule 25-14.004(4), F.A.C., provides that:

The adjustment shall be made by multiplying the debt ratio of the parent by the
debt cost of the parent. This product shall be multiplied by the statutory tax rate
applicable to the consolidated entity. This result shall be multiplied by the equity
dollars of the subsidiary, excluding its retained earnings. The resulting dollar
amount shall be used to adjust the income tax expense of the utility.

In MFR Schedule C-24, TECO provided some of the information required to calculate
the parent debt adjustment, but did not include an adjustment to income tax expense to reflect the
parent debt in the calculation of its requested revenue requirement. In Interrogatory No. 11, the
Company was asked to provide the financial information necessary to make a parent debt
adjustment in accordance with Rule 25-14.004, F.A.C. The Company provided the following
information: ‘

Debt Ratio of the parent 19.01%

Debt Cost Rate of the parent 6.90%
Consolidated Statutory Tax Rate 38.575%
Subsidiary Equity $1,901,759,000

In its response, the Company also provided an alternative set of data, which it labeled “Company
Position,” as follows:



ORDER NO. PSC-09-0283-FOF-EI
DOCKET NO. 080317-EI

PAGE 76
Debt Ratio of the parent 0.00%
Debt Cost Rate of the parent 6.90%
Consolidated Statutory Tax Rate 38.575%
Subsidiary Equity $0 - $72,957,000

TECO reiterated its objection to application of the parent debt adjustment in this case, as
expressed in the testimony of TECQO witness Gillette.

In direct testimony, witness Gillette stated that TECO Energy, the parent company of
TECQ, has $404 million of long term debt on its books. Witness Gillette also stated that there
were circumstances where the Company could rebut the presumption in Rule 25-14.004(3),
F.A.C., that a parent debt adjustment is appropriate. According to witness Gillette, “TECO
Energy did not raise debt to invest in Tampa Electric, nor did it invest the proceeds of the debt it
did raise as equity in Tampa Eleciric.” Witness Gillette stated that the debt was related to TECO
Energy’s investment in TPS, a former subsidiary which is no longer in existence.

Witness Gillette provided the following expanded rationale for not applying the parent
debt adjustment:

1) as stated above, the debt that exists at the parent was raised for TECO Energy’s
merchant power plant investments at TPS and was not used to invest in Tampa
Electric, 2) imputing parent debt would result in an inappropriate imputed capital
structure given how TECO Energy raises capital on behalf of its regulated and
unregulated companies, 3) imputing debt for the cumulative equity infused to
Tampa Electric over time ignores that the vast majority of the equity that exists at
Tampa Electric was invested by TECO Energy in Tampa Electric during times
when either no parent debt existed or at a time when parent debt was actually
being repaid, and 4) TECO Energy’s internal subsidiary 100 percent net income
dividend policy results in an overstatement of the paid in capital equity amounts
that have required the investment of parent capital as used in the parent company
debt male calculation.

‘Witness Gillette stated that at the time of the Company’s last rate case, TECO Energy had
approximately $100,000,000 of debt related to its Employee Stock Option Trust, and that this
debt was not tmputed to TECO in the rate case. We have reviewed Order No, PSC-93-0165-
FOF-EI, and note that there is no discussion of the applicability of the parent debt adjustment in
the order.*

Witness Gillette stated that between 1998 and 2003, TECO Energy raised approximately
$3.4 billion dollars of external capital, including approximately $2.1 billion in debt. He asserted
that the bulk of this capital was inveésted in TPS and other unregulated subsidiaries. He also

% See Order No. PSC-93-0165-FOF-EL, issued February 2, 1993, in Docket No. 920324-EI, In re: Application for a
rate increase by Tampa Blectric Company.
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stated that TECO Energy has not raised debt outside this time frame and has, in fact, paid the
balance down to its present level.

In addition to his argument that the parent debt adjustment is inappropriate because none
of the debt proceeds were invested in TECO, witness Gillette also stated that the $1,901,759,000
of projected subsidiary equity is overstated because TECO Energy’s policy requires subsidiaries
to pay dividends equal to all of their net income to the parent, Most of these dividends are paid
out to TECO Energy shareholders, and some are reinvested in the subsidiaries, He expressed the
opinion that the accounting treatrient of these tramsactions results in amounts that should
properly be classified as retained earnings of TECO, but are instead classified as paid in capital
on the financial statements. Rule 25-4.004(4), F.A.C,, states that the subsidiary equity used in
calculating the parent debt adjustment does not include retained earnings. Witness Gillette
maintained that the appropriate subsidiary equity to be used in a parent debt calculation in this
case would be approximately $72 million, rather than the approximately $1.9 billion reflected in
the financial statements.

In its post-hearing brief, OPC disagreed with TECO’s rationale for not applying the
parent debt adjustment. OPC noted that the assets of TPS are no longer on the consolidated
books of TECO Energy, and that the remaining debt must be repaid from corporate funds of
TECO Energy, which could include funds generated by TECO. OPC noted that TECO Energy
receives the tax benefit of the interest paid on the debt, but cannot specifically link the tax benefit
to a subsidiary which no longer exists. In its statement of position, OPC stated that a parent debt
adjustment should be made in the amount of $8,140,774. OPC does not explain how this amount
was calculated, '

We concur with OPC that the Company has not effectively rebutted the presumption that
the parent debt adjustment should be applied in this case. In his testimony, witness Gillette
admitted that “tracing funds is a complicated and difficult exercise.” In ruling that a parent debt
adjustment was required in a case involving Indiantown Company, Inc., we stated:

Based on our analysis, the rule requires that a parent debt adjustment be made in
this proceeding. Further, the rule does not allow for specific identification of debt
from the parent to the subsidiary utility. Since the utility is included in the
consolidated income tax returps of the parent, we believe that it would be very
difficult to prove specific identification to only the utility. Rule 25-14.004(3),
Florida Administrative Code, states that it shall be a rebuttable presumption that a
parent’s investment in any subsidiary or in its own operations shall be considered
to have been made in the same ratios as exist in the parent's overall capital
structure.”’

Rule 25-14.004, F.A.C., is based on the premise that debt at the parent level supports a
portion of the parent’s equity investment in the utility. Since the interest expense on such debt is

3! Gee Order No. PSC-00-2054-PAA-WS, issued October 27, 2000, in Docket No. 990939-WS, In re: Application
for rate increase in Martin County by Indiantown Company. Inc.
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dedu'ct.ible .by the parent for income tax purposes, the income tax expense of the regulated
subsidiary is reduced by the tax effect, Furthermore, the Company has not demonstrated that the
interest on the debt on its books can be attributed to any source other than the general funds of
the parent,

With respect to the subsidiary equity amount to be used in the caleulation of the parent
debt adjustment, we find that it is appropriate to use the full amount of paid in capital reflected
on the books and records of the Company. Witness Gillette criticized what he characterizes as a
change in classification of retained earnings to paid in capital resulting from TECO Bnergy’s
dividend policy. However, he does not contend that the current books and records are not
presented in accordance with generally accepted accounting principles (GAAP). In a case
involving United Telephone of Florida (UTI), we required the use of UTID’s current capital
structure in the computation of a parent debt adjusiment, stating:

However, we must determine the capital structure to be used for that adjustment,

United, although opposed to the parent debt adjustment, proposed that if such an

adjustment was to be made it should utilize the parent's 1983 capital structure which

preceded the significant increase in debt at the parent level to finanée the acquisition

and expansion of US Sprint. OPC contends that the Commission should not apply

the parent company debt adjustment proposed by United based on UTT's debt level

in 1984, because such a procedure would implicitly assume that it is possible to frace

dollars. However, if the Commission chooses a procedure to trace funds, then a
double leverage capital adjustment utilizing UTTs 1983 consolidated capital
structure and cost rates to determine UTF's cost of common equity should be used.

We believe that the current UTI capital structure should be used for determining the
parent debt adjustment. It would not be appropriate to use UTF's 1983 capital
structure for ratemaking purposes in 1993; similarly, it would make no sense to use
UTI's 1983 capital structure for making a parent debt adjustment for ratemaking
purposes in 1993. Additionally, we will not use the double leverage adjustment
suggested by OPC. The double leverage formula inherently traces funds to their
capital source, but we consider funds to be fungible. Also, we believe that a double
leverage adjustment for UTF may result in an ROE that understates the Company’s
required return on capital. Accordingly, we shall apply the parent debt adjustment as
set forth in Rule 25-14.004.%

Accordingly, the parent debt adjustment shall be applied in this case, and the elements of the
computation shall be based on the projected test year capital structures of TECO Energy and TECO.
Our calculation of the system income tax expense reduction is as follows:

%2 gee Order No. PSC-92-0708-FOF-TL, issued July 24, 1992, in Docket No, 910980-TL, In re: Application for a
rate increase by United Telephone Cormpany of Florida.
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Debt Ratio of parent 1901
Debt Cost Rate of parent X 069
= 0131169
Consolidated Tax Rate X 38575
= (05059844
Subsidiary Equity X $1.901,759 (in 000s)
Parent Debt Adjustment = $9.623 (in 000s)

In MFR Schedule C-4, p. 5, TECO calculated a jurisdictional separation factor for
income taxes of 1.003612. Applying this factor to the adjustment calculated above results in a
jurisdictional adjustment of $9,657,000 (9,623,000 x 1.003612).

In conclusion, the Company has not effectively rebutted the presumption that a parent
debt adjustment should be applied pursuant to Rule 25-14.004, F.A.C. The appropriate
subsidiary equity amount to be used in the calculation is the projected test year equity of
$1,901,759,000. Accordingly, the appropriate jurisdictional adjustment is a reduction of income
tax expense in the amount of $9,657,000.

Income Tax Expense

Based on our adjustments, the requested total income tax expense of $48,492,000
(current, deferred, and ITC) shall be increased by $6,004,887 resulting in an adjusted total of
$54,496,887 for the 2009 projected test year. (See Schedule 3)

Amount Requested $48.492,000
Commission Adjustments:
Issue 76 — Parent Debt (9,657,000)
Effect of Other Adjustments 14,677,178
Interest Synchronization 984,709
Total Adjustments 6,004.887
Adjusted Amount $54,496,887

Projected Net Operating Income

Based on our adjustments, the appropriate net operating income for the 2009 projected
test year is $215,013,533. (See Schedule 3) "

REVENUE REQUIREMENTS

Net Operating Income Multiplier

Tn calculating the net operating income (NOT) multiplier, the only component at issue is
the bad debt rate. In its calculation, TECO used its 2009 projected bad debt rate of .349 percent,
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FLORIDA POWER & LIGHT COMPANY - ) :

DIRECT TESTIMONY OF LANE KOLLEN

I. QUALIFICATIONS AND SUMMARY

Quualifications

Please state your name and business address.
My name is Lane Kollen. 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 utility rate and planning consultant holding, the position of Vice President

and Principal with Kennedy and Associates.

'Please describe your education and professional experience,
I eamned a Bachelor of Business Administration in Accounting degree and a
Master of Business Administration degree, both from the University of Toledo. 1

~

also earned a Master of Arts degree from Luther Rwe Uhx%e?s&t’}’" riq bR %Tréﬁed

12268
—_— ‘ e <

FPSC-COMMISSION CLERK
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Public Accountant, with a practice license; and a Certified Management

" Accountant.

1 have been an active participant in the utility industry for more than thirty years,
both as a consultant and as an employee. Since 1986, I have been a consultant

with Kennedy and Associates, providing services to consumers of utility services

"and state and local government agencies in the areas of utility planming,

ratemaking, accounting, taxes$, financial reporting, financing and management
decision-making. From 1983 to 1986, 1 was a consultant with Energy
Management Associates, providing services to investor and consumer owned

utility éompanies in the areas of planning, financial reporting,. financing,

- ratemaking and management decision-making. From 1976 to 1983, I was

employed by The Toledo Edison Company in a series of positions providing

services in the areas of planning, accounting, financial and statistical reporting

and taxes.

I have appeared as an expert witness on utility planniné ratemaking, accounting,
reporting, financing, and tax issues before state and federal regulatory
commissions and courts on nearly two hundred occasions. In many of those
proceedings, 1 have represented staté and local ratemaking agencies or their

Staffs, including the Louisiana Public Service Commission, Georgia Public

Service Commission and various groups of Cities with original rate jurisdiction in

Texas. I also have appeared before the Florida Public Service Commission
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(“Commission”) in numerous proceedings, including the two most recent Florida

Power & Light Company (“FPL” or “Company™) base rate proceedings in' Docket

. Nos. 050045-EI (2005) and 001148-EX (2002). I have developed and presented

papers at various industry conferences on ratemaking, accounting, and tax issues.

My qualifications and regulatory appearances are further detailed in my
Exhibit___(LK-1).

Summary

Q. On whiose behalf are you testifying?

A. I am offering testimony on behalf of the South Florida Hospital and Healthcare
Association (“SFHHA™) and individual healthcare institutions (collectively, the
“Hospitals™) taking electric service on the FPL system.

Q. What is the purpose of your testimony?

A.  The purpose of my testimony is to address the Company’s proposed series of base
rate and recovery clause increases and to make recommendations on the
approptiate rate increase amounts.

Q. Please summarize your testimony.

A,

The Company has requésted an unprecedented series of rate increases in this
proceeding of more than $1,550 million, the magnitude of which may not be

immediately evident, and which would repiesent a radical change in the

Commission’s rateroaking process. These increases consist of a base rate increase
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of $1,044 miilion on January 1, 2010, another series of increases on January 1,

© 2010 summing to $77 million through various recovery clauses due to transfers in

the recovery of such costs betwéen base rates and the clauses, another base rate

increase of $247 million on Ianﬁary 1, 2011, an estimated initial base rate

_increase of $182 million through a Generation Base Rate-Adjustment (“GBRA")

mechanism for West County Energy anter Unit 3 (“WCEC 3™) on June 1, 2011

and another series of unknown future base rate increases through the GBRA for

future generation costs.

I recommend that the vCommission reject the Cc'mxpaﬁy’s’ proposals in this
ﬁrobceding for all base rate increasé’s after Iémuar.y 1, 2010. Instead, the Cdmpany
should file for future base rate increasés closer to the effec.ﬁve dates of siich
increases using then current costs and asswmptions. The Commission realistically
cannot determine 2t this time the reasonable level of revenes and costs that
should be recovered through b.asc rates some ﬂ:rc;.e' or more years into the future,
particularly given the present cconomic uncertainty. Purther, the Commission
should not adopt a GBRA that providés the Compahy an almost unfettcred aBility
to automatically impose base rate increases to recover selective increases in

certain costs without consideration of increases in revenues and reductions in all

other costs,

In addition, I recommend that the Commission reduce the -Coinpany’s base rates

by at least $336.338 million (nét of transfers of costs between base rates and
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various recovery clauses) on January 1, 2010 compared to the Company’s

requested increase of $1,044 million. My recommendation reflects the SFHHA

adjnstments to remove the excessive and inappropriate costs that affect the rate

base, operating income and rate-of refurn that are included in the Company’s

request. I have summarized the effects of the SFHHA recommendations on the

following table.

FLORIDA POWER AND LIGHT BASE RATE INCREASE
SUMMARY OF SFHHA RECOMMENDATIONS
TEST YEAR ENDING DECEMBER 31, 2070
{$ MILLIONS)

FPL Requested Baso Rats Increase

Operating Income Adjustments:
_ Reduce OBM Expenses - Other (Maintain Status Quo)
Reduce O&M Expenses - DOE Settiement Refunds
Reduce Q&M Expenses - AMI Deployment Savings
Reduce O&M Expenses ~ Devalopment of New CIS
Remove Annual Storm Damage Expenss Accruel
Reduca O&M Labor, Payroll Taxes, and Fringe Benafits - Productivity lmprovements
Reduce O&M Lahor, Payroll Taxes, and Fringe Benefits - Nuclear Steffing
Remove Depreciation Expenss - Development of New CIS
Retuce Depreclation Expense - Capital Cost Reductions
Redute Dapreciation Expense - Five Year Amortization of Depreciation Reserve Surplus
Reduce Depreciation Expense - No Acceleration of Capltal Recovery Costs
Reduce Depreclation Expanse - Forty Year Seyvice L¥a for Comblined Cycle Gas Units
Reduce Dapreclation Expanse - Economic Stimulus Grants for AMI Deployment

Rate Bass Adjustments:
Reflact Capttalizatori/Deferral of CIS D&M Expenses
Reduce Plant for Caplital Expenditure Reductions
Restate Accumn Dapr to Reflect Capital Expendiure Reductions
Restate Accum Depr to Reflact Five Year Amortization of Depraciation Reserve Surplus
Restate Accum Depr to Adjust Amortization Periods for CapHal Recovery Costs
Restats Accumn Depr to Reflect Forty Year Service Lives for Combined Cycle Gas Units
Restate Gross Plant and Acoum Dapr to Reflect Econorhic Sumulus for AMI Deployment

CapHal Structure and Rale of Return Adjustmente:
Reabalance Common Equity and Deit in Caplial Structure
Rebalance Long and Short Term Debt in Cepital Structure
Eliminate FIN 48 Adjustment to Accumulated Deferrad income Tax
_ Reallocate Pro Reta Adjustmenta to Exclude Cust Deposits ADIT, ITC
tncrease ADIT for Depreciation Changes
Restate ROE at104%
Restate Shon Term Dett Interest Rate

Total SFHHA Adjustments

SFHHA Recommendation for Base Rate Change on January i, 2010

Amount

$ 1,043535

{169.256)
(9.030)
(5.885)
(7.274)

(148.162)

(38.541}
(21.525)
{0.506)
(26.719)
(247.555)
(63.605)

{123.730) .
{1.584)

0.428
(92.520)
3.868
14,568
8.741
7.276
(2.267)

{121.424)
(11.018y
(17.643)
(48.895)

{8.008)
{es2.810)
{11.785).

__(1370873)

($326.338)




10
11
12
13
14
15
16
17
18
19
20

21

© 22

23

24

Lane Kollen
Page 7

The remainder of my testimony is structured to follow the séqucncé of my |
summary. In the next section, I address the Company’s proposed base rate

increases effective on January 1, 2011 and beyond and why the Commission

éhould reject those increases in this proceeding. In the subsequent sections, I ‘
focus én the Company’s proposed base rate increase effective on January 1, 2010
and the appropriate adjustments to that proposed increase by major ratemaking
component (operating income, rate base, and capitalization and rate of retum) and

by issue affecting each of those major ratemaking components.

Economic Uncertaingxﬂ and Reguested Base Increase op January 1, RA

. Increase on June 1, 2011

Q.

anuary 1, 2011 and GB

Should the thmission appl;ove a second base rate increase to be effective
on January 1, 2011 based on a “subsequent” tét year of 2011‘%

No. First, the’ Co@ssion cannot determine at this time what the reasonable
revenues and costs will be in 2011 given the present economic uncertainty.  will
be di_fﬁcult enou_gh to determine the reasonable level of revenues and costs for the
2010 test year, which itself is two years removed from actu.al experience and is
based on a budgeting process covering 2009 and 2010, but which began in mid-
2008 prior\ to the meltdown in the financial markets aﬁd the recession. Since
2008, the Company has engaged in extensive cost reductions compared to its
2009 budget, thus rendering the 2009 budget unreliable as the basis for the 2010

test year forecast, and even more so for the 2011 subsequent test year forecast. I
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subsequently describe the Conipany’s cost reductions in both capital expenditures

and operating expenses compated to 2008 actual amounts and dompared to the

Company’s 2009 budget:

Second, there is no evidence that there will bf; actual savings to ratepayers |
resulting from the avoidance of a separate proceeding sometime in 2010 for rates
that will be effective in 2011. Company witness Ms. Kim OQusdahl asserts that the
Commission should determine the 2011 rate increase in this proceeding to “avoid
the cost and distraction for all' patties of back-to-back rate proceedings.” |
{Ousdahl birect at 12]. However, if the Company’s 2011 test year costs are
reduced as the result of the Company’s cost cutting efforts compared to the
piojections in the Company’s 2011 subsequent year forecasts in this proceeding,
then the cost of a separate proceeding in 2010 or in some future year is likely to
palé against the effect of such savings in a subsequent proceeding. It would be far
better to incur the cost of another rate proceeding in 2010 or later and to endure
the allegéd “distraction” of such a proceeding in order to avoid an excessive
increase for 2011 that is not merited and that cannot be reasonably determined at

this time. The reasonable levels of revenues and costs in 2011 are not known and

measurable today.

Third, the Company is not harmed if the Commission rejects the proposed 2011
subsequent year increase because it can file another case in 2010 using more

current assumptions and data. Company witness Ms. Ousdahl recognizes that the
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Commission, may reject the Company’s request for thé January 1, 2011 'base rate
inc;reas.f; and concludes that this may resnlt in another rate filing. [Ousdahl Direct
at 41. 'fhat may be and the Commission can consider such a request after it is
filed, if one is filed. Regardless, Ms. Qusdahl does not claim that the Company

will harmed if it must make a subsequent filing, nor could it reasonably make

such a claim.

Poﬁrth, it may very well be that thé Comp@y will not file another case in 2010 if
it continues to reduce its costs through “ additional reductions in capital
expenditures and operatihg expenses as it addresses the lack of growth in sales
and revenues due to the economic recession. In any event, it is premature both for
the Commissijon and the Compax_ly to make a determination at this time as to the

Company’s re_vgnﬁe requirement in 2011 given the present uncertainty.

Should the Commission approve the Company’s proposed GBRA?

No. The Company’s proposed GBRA mechanism fcpresents a radical departure
from the traditional ratemaking process and should be rejected for sevéral reasons.
First, the Company’s preéosed.GBRA will be a permanent mechanism that will
oée,rate to automatically implemen‘; significant future base rate increases as the

Company adds new generation. The Company effectively will self-implement

" those base rate increases without the normal regulatory scrutiny and resulting

cost-control discipline that accompanies the filing, review and adjudication of a

comprehensive base rate. case. The proposed GBRA will not be limited only to
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the West County Energy Center Unit 3 revepue requirement; but also will include

all future generation and related transmission costs.

Second, the ciiémnstances and nature 01:' the proposed GBRA differ from those of
the expiring GBRA. The expiring GBRA was implemented in conjﬁnction with a
settlement in Docket Nos. 050045-EI and 050188-EI, which provided for no base
rate increases fo;' the next four years except for costs recovered through various
adjusunent mechanisms, including. the GERA and» various clanses, uﬁless the
Comﬁany’s earnings fell below a threshold level. ~ In addition, the GBRA

mechanism was temporary and will expire at the end of this year unless it is re-

established in. this proceeding.

Third, the proposed GBRA mechanism constitutes a single issue and one-way
base rate increase mechanism that fails to considér cost reductions that the
Company may achieve in other areas. For example, the proposed mechanism will
not rcficqt cost reductions due to the continued depieciation on or reu“rementﬂ of
existing product‘ion | plant investment as acknowledged by the Company in
response to SFHHA Interrogatory 112. The proposed GBRA mechanism allows
the Company to retain the saviﬁgs resulting from ongoing recoveties of exis’t'mg

plant investment through depreciation from ratepayers, the cost free capital

‘resulting from ongoing accelerated tax depreciation, increases in revenues due to \

customer and usage growth and capital expenditure and expense cost reductions.

~ This fundamental flaw will be accentuated the lomger the period between
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¢

comprehensive base rate proceedings. I have attached a bopy of the Company’s

response to SFHHA Interrogatory 112 as my BExhibit___ (LK-2)

Third, the GBRA recovery ‘wi‘ll be based on the Company’s first year estimate of
the revenue requirement of the new geperation gmd related transmission when that
revenue requirement is at its p.eak level. Once thé:.Company self—ixhplements a
base rate increase when a new prdject enters commercial operatiori, that rate
increase will be permanent and remain at the level when implemented, at least
until the next comprehensive base rate proceeding. Once the increase is
implemented, base Tevenies will not be revised downward as the mderlﬁg rate
base amount declines due to increases in accﬁmlﬂated cleprtaciationw or as the

related cost of capital declines due to increases in cost-free accumvlated deferred

income taxes and apparently never is trued-up to actual. This a;iproach allows the

Company to increase base rates when the revenue requirement is at the maximum

level and then to retain any savings due to the declining rate. base or actual
expenses that are less than initially projected until the next comprehensive base
rate proceeding. This approach also will allow the Company to avoid or at least

defer a voluntary comprehensive review of its base rates absent growth in its other

basé rate costs. that exceeds such savings.

Fourth, the GBRA mechanism is not even a proposed tariff even though it is self-
implementing, There is no proposed tariff to review. There is not ¢ven a detailed

description of the mechanism and the revenue requirement computations in the
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testimony of any FPL witness.. Company witness Ms. Ousdahl simply refers to

the existing GBRA in her testimony. However, the description of the existing

GBRA mechanism in paragraph 17 of the settlement agreement in Docket Nos.
050045-EI and 050188-EX and approved by the Commissio'n in Order No. PSC-
05-0902-S-EI is not\ sufficienﬂy detailed for a permanent self-implementing base
raté increase mechanism. ] have attached aﬁ copy of the settlement agreement in

that proceeding as my Exhibit__(LK-3) for ease of reference.

Fifth, based on the Company’s computation of the proposed West County Energy
Center 3 revenue requirement, there are serious computational prQbIems in the
Company’s proposed GBRA, all of which serve 0 improperly increase the

Company’s revenue requirement.

Please describe the cbmputatidnal problems with the Company’s proposed
GBRA. |

There are numerous problems that are evident from a review of the Company's
separate computation of tlhe WCEC 3 revenue requirement for the first year of its
operation that the Company provided in this proceeding. The Commission should
not allo‘”,v the use (or misuse) of a GBRA to provide the Company with excessive
revenues. | First, the proposed rate of return is overstated due to an excessive
common equity ratio of 55.80%. A reasonable capital structure consists of 50.0%

common equity and 50.0% debt for rating agency reporting purposes and 53.46%
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common equity and 46.54% debﬁ for ratemaking purposes, according to SFHHA

witness Mr. Richard Baudino’s testimony in this proceeding.

Second, the proposed rate of retumn is overstated due to the Company’s use of the

so-called “incremental” cost of debt rather than the weighted average cost of debt
outstanding. For example, the Company’s computations reflect a 6.43% cost of
debt on Schedule D-1a for the WCEC 3 revenue requireinent corﬁparcd to the

5.81% weighted average cost of debt on Schedule D-1a for the 2011 subsequent

test year revenue requirement.

Third, the proposed rate of return is overstated due to the failure to include low-
cost short texm debt in the capital structure. If the WCEC 3 rate base investment
was included in the rate base for the base revenue requirement, then the retum

applied to thehrat‘e base investment would include short-term debt.

Fourth, the rate of return is overstated. because it does not include any cost-free
ADIT in the capital structuré_:. The Company should not be allowed to retain this

benefit by computationally assutming that it does not exist.

Fifth, the depreciation expense is overstated because it is based on a 25 year life
for the WCEC‘B facility. Such a facility has a reasonable service life of 40 years
and depreciation expense should be based on the reasonable service life, not an

accelerated life established only to accelerate and increase near-term ratemaking
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recovery. I address the appropriate sérvice lives for depreciation expense in the

QOperating Income section of my testimony.

How should the Company recover ifs costs associafed with the West County
Energy Center Unit 3 and future generation facilities?

If the Company believes that it has or will have a revenue deﬁcieﬁcy for 201 1,
thén it should file a request to increase its base rates some fime in 2010.
Similarly, if the Compan%r believes that it has or will have a re\fer;ue deficiency in
years after 2011, then it should file requests to increase its base rates in those

years.
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II. OPERATING INCOME ISSUES

Operation and Mainfenance Expensg — Summary

Q.

How does the Company’s proposed C&M expense compare fo ' the
Company’s most recent actual O&M expense? | ﬂ

The Cbmpany proposes an incredible increase in O&M exéense for the test year
compared to the actual O&M expense for the mqst rccgnt three histém'cal yeafs as
summarized on its MER Sc;hedulcs C-1 and C-36. In contrast to its actual success

in controlling expenses in 2008 and prior years, the Company projects an increase

‘in non-fuel O&M expense recovered thiough base rates of $387.414 million, from

$1,306.953 million in 2008 to $1,694.367 million in the 2010 test year, as shown

on MFR Schedule C-1. However, this increase masks the full magnitude of the

proposed increase because the Company proposes that $20.880 million of the
projected 2010 expense be transferred to clause recovery. Thus, the actual
proposed increase is $408.294 million, which is an increase of more than 31%

compared the Company’s actual 2008 O&M expense.

This requested growth is excessive when compared to the Company’s actual

experience in recent years. The Company’s MFR Schedule C-36 compares the

O&M expense in the years 2007 through the 2010 test year (although MFR

Schedule C-36 includes only the “Commission” proforma adjustments and. does
not include the “Company” proforma adjustments), the annual percentage

increase in the O&M expense, and the annual percentage increase in the CPI, The
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résults s‘h(’)w that the Company effectively managed its total non-fuel O&M
expense each year to Jevels ]eéls than the actual CPI growth and even reduced its
actual non-~fuel O&M expense in 2008 by an absolute $26.842 million, or 2.0%,
compared to the actual O&M cxpense in 2007. In other words, the C‘ompahy
achieved éi gnificant productivity gains in its O&M expenses over the last several

years; offsetting and even' surpassing the growth in these expenses caused by

inflation.

This requested growth also is excessive when compared to the Company’s actual

0O&M expenses for the first guarter this year compared to the sdme quarter last

~year, The Company has further rednced its O&M expense in 2009 compared to

2008 and compared to its 2009 budget. The Company’s SEC 10-Q for the Lst
Quarter 2009 indicates that it has reduced its actual O&M expense iﬁ the first
quarter by $38 million compared to 2008, of which $9 million was due to the
DOE settlement that I subsequently discuss. In its press release announcing fust
quarter ea;'nings, FPL Grou;i cited the Company’s reduction in O&M expense as

the driver of th'é Company’s-increased earnings in the first quarter 2009 compared

to the first quarter 2008. |

I ! have attached a copy of the relevant pages from the Company’s

10-Q as my Exhibit __ (IK-4), a copy of the FPL Group press release as my
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Exhibit__(LK-5), and 2 copy o the [N
RN - .y Exhibit_(LK-6) (confidential).

Are expense increases of this magnitude jusﬁﬁed?

No. Thxs level of increase is wildly excessive anci cannot reasonably be justified
given the present economic circimstances, particularly in South Florida, the
Company’ s proven ability to implement cost redirctions, including the effects of
prdductivi_ty imprévements through capital investment and continue& efficiency
ihxprqvements‘ through the adoption: of best pracﬁc;as, and given the Company’s
actual cost reductions compared to 2008 and compared to its budget that it already

has implemented to-date in 2009.

The Company’s ta:st year O&M expenscsk should be no more than the actual 2008
expenses, a “status quo” basis, except for Yimited known and measnrable changes.
Orﬂy certain de the increases in expenses are known and measurable at this time,
and thus potentially justified, such as the expenses due to the commercial
operation of new generation, specifically the West County Energy Ccnter Units 1
and 2 in 2009. However, the increases in other expenses are not known and
measurable; but rathér represent significant and largely unjustified expansions of
programs, proposed increases 1n staffing levels, and other general incréases
resulting from inflation and other forecasting éssumptions that tend to increase

expenses When used to support a proposed rate increase.
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"How do you propose the Commnission proceed on the Company’s requested

level of O&M expense increases?

I recommend a significant reduction in the Company’s proposed non-fuei o&M
expense, which I address through .BOﬂl‘i; “top-down” appioach and a “bottom-up”
approach. Under the ‘top-down approach, I recommend that the Commission lirit

the test year O&M expenses to the actual 2008 O&M expenses, adjusted only for

appropriate known and measurable changes, such as transfers between base rates

and clause recoveries and-increases to incorporate the WCEC 1 and 2 expenses.
Under the bottom-up approach, 1 recommend that the Commissioi; reducé the
Com'paﬁy’é propqsed test year O&M expensé to reflect specific. adjustments to the
Compaxay;s requested amount. | Given the Company’s reductions i;l O&M
expenses in the first quarter of this year to levels below 2008, the Commission

may wish to. consider these reductions on an anpualized basis as a further

reduction in the test yéar O&M expense under either a top-down or bottom-up |

approach.

Please describe the top-down approach to determine thé reasonable level of

test year O&M expense,

The fop-down approach reflects the “status quo” and relies on the use of the

historic test year as the best evidence of the Company’s expenses, but with
adjustments for known. and measurable changes to those expenses that the

Company likely will incur in the projected test year. The Commission should

reject the concept that the Company’s projected O&M expenses are known and
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measurable in the abstract based on its budget and forecasting process and that the

Company cannot or will not manage its expenses in its self-interest.

The top-down status quo approach assumes that there should be and will be 10

“general increase in non-fuel O&M expenge increase in the 2010 test year

compared to the 2008 gctual expense. The top-down approach assumes that the
2008 level of expense not only was adequate in that year but will rernain adequate
in the future absent known and measurable changes and that increases in expenses
due to inﬂatioﬁ, if any, in 2009 and 2010, will be at least offset by réductions in
expenses due to ptoductivitf improvem@ts and other cost-reductions. The top—'

down approach is consistent with thie manner in which the Company actually

_manages its O&M expense and the Company’s reductions in non-fuel O&M

expenses for the first quarter this year compéred to the same quarter last year.

In addition, the top-down approach recognizes that there are and should be

savings in O&M expense resulting from the costs of new ‘“‘long-term

infrastructure investments” to “better manage work, assets, people, and finances”

[Barrett at 27) that are included in rate base. The rate base investments have the

effect of “reducing costs while enhancing many aspects of service to customers.”

[_Bérrett at 27]. The Commission should ensure that ratepayers actually get the

benefit of the expense reductions due to the investments made to achieve those

~ reductions.
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Finally, the top-down approach recognizes that utilities manage their O&M

expénses in response to the timing and level of ratemaking recoveries. The
Company aggressively managés its O&M expense when it cannot

contemporaneously recover increases and is able to retain the earnings benefits

from its actions. However, if the Company is provided excessive recoveries

based on inflated forecasts, such recoveries will allow the Company to iﬂc;rease its
expenses Without consequence, and override the normal self-interest in cost-
contco). |V
MR 1iove attached these [N - =y Exbibit _ (LK-
7 {confidential) and Exhibit___(8) (confidential) | NN, respectively.

In conjunction w;}.ith tﬁe top-down approach, the Commission should adjust the
“status quo™ O&M expense for known and measurable adjustments to: 1) subtract
expenses that no longer will be incurred or no longer recovered through base
1ates, such as thoge mfened to various clauses for recovery, and 2) add specific

and unavoidable cost increases, such as the increases in non-fuel O&M expense

associated with WCEC 1 and 2.

Please describe the bottom-up approach to determine the reasonable level of

test year O&M expense.

I recommend that the Commission also review the specifics of the Company’s
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projected 2010 test year expense through a Bottgm—pp appxoacl; to determine if
the requested amounts are reasoﬁable. Amounts that are not reasonable should be
specifically disallowed. In this manner, the Commission can determine the
overgll redsonable level of Q&M éﬁpense throngh the top-down approach; but
confirm and 'reﬁnc the result of the top-down approach by starting with the

Company’s request and reducing it for unreasonable expenses through the

bottom-up approach.

What is your rec,ommeﬁdation on the tést vyear O&M expense?

1 recommend that the Commission reduce the Company’s test year O&M expense
by $39'7n.648 million. This reduces the Company’s requested test year O&M
expense from the $1,694.367 million requested to the $1,306.953 million actual
2008 adjusted downward on a net basis to $1,296.719 million for the following
known and meagurablc changes: 1) the reduction in O&M expense due to the

transfer of certain expenses to various clauses for recovery ($20.880 million), 2)’

the increase in O&M expense for WCEC 1 and 2 ($18.918 million), and 3) the

reduction due to the DOR refunds that I subsequently discuss ($9.000 million),

and 4) the increase due to all other Company adjustments reflected on MFR

Schedule C-2, except for the storm damage expense ($0.728 million).

I obtained the Company's proposed known and measurable changes from the

Company adjustments shown on MFR Schedule C-2. I obtained the O&M

expense amount for WCEC 1 and 2 from the Company's response to SFHHA
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Interrogatory 119. I attached a copy of this response as my Exhibit ___(LK-9). I

discuss and provide the source of thé DOE refund amount in a subsequent section

of my testimony.

Alﬂlough I recommend this net reduction in O&M expense based on the top-down
approach, I also have disaggregated the net reduction into various specific

adjustments and disallowances that are based on the bottom-up approach. Ihave

- characterized the difference between the net reduction based on the top»dowxi

approach and the sum of the specific adjustments based on the bottom-up

approach as an “other” adjustment on the table in the Summary section of my

testimony.

Please describe your bottom-up review of the Company’s proposed test year
O&M expense.

First, I reviewed the forecast' assumptions reflected in the Company’s projected
2010 O&M expense to identify .éssumptiondﬁven reasons for the p;oposed
increase. in O&M expenses.- Second, I reviewed the Company’s O&M expense
benchmark analysis summarized on MFR Schedule C-41 to identify specific
functional areas where the Company proposed growth in test year exﬁenses above
and beyond the levels in;licated By the benchmark computations. Third, I
compared the Company’s 0&M eipense in the test year to 2008 actual levels to
identify specific functional areas wheré the Corﬁpany proposed éxcessive growth

in O&M exp,enses.‘ Finally, I reviewed the Company’s responses to the SFHHA
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disco%ry as well as the responses to other parties’ discovery to identify
inappropriate and excessive expenses. [ subsequently address each of the bottom-
up speciﬁc adjustments that I recommend and reflect the amount of each

adjustment on the table in the Summary section of my testimony.

Operation and Maintenance Exnense — Productivity Savings

o

Did the Company include an explicit assumption regarding productivity
improvements and the ‘résulting expense reductions given the Company’s

history of controlling the growth in payroll costs below the rate of inflation?

~ No. The Company reflected signiﬁéént increases in payroll coéis, ‘including

inflation and merit increases and staffing increases, but did not explicitly reflect .

an offset against these proposed expense increases for productivity improvements.

Is the Company’s failure to explicitly take into account productivity
improvements in its O&M expense consistent with its historic experience?
No. Inrecent years and as I previously deséribed, the Company has sucéess'fully

managed its O&M expenses so thai annual increases areless than the rate of

iniflation.

What is the source of the Company’s productivity improvements?
The Company- achieves such productivity improvements through capital
investment in assets that reduce maintenance requirements and allow fewer

employees to do more in less time as well as the adoption of best practices in
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managing processes. Company witness J. A. Stall described how the Company’s
nuclear production business unit achieves ;uch efficiencies. Mr. Stall states that:
“we coﬁtinuously pursue standardization of programs and procedures and share-
best pracﬁces among our nuclear fleet, improving safety, efficiencies, and
réducing costs.” [Stall Direc;t at 15]. Mr. Stall also described the Turkey Point
Excellénce project, stating: “In the “process category, the project focuses on

implementing a procedure upgradg program, reducing the corrective action

- backlog, upgrading training programs, and implementing process improvements

consistent with industry best practices. In the “plant improvement” category, the
project is focused on reducing on-line and outage mair@tenancé and corrective .
action backlogs, pmacﬁve'management of age-related conos%nn and coatings
related issues, improving operational margin, ;md implementing a preventative

maintenance optimization progrém.” [Id, 22-23]. In addition to the Turkey Point

‘Excellence program, the Company has replaced major equipment components,

including steam generators, reactor pressure vessel heads, and a pressurizer at its
nuclear units. [ld, 14}, The Company has invested hu’ndredS‘of millions of
dollars in capital expenditures to repiace and upgrade other equipment and is now

engaged in numerous long-term equipment reliability projects at the nuclear units.

[1d, 28].

Are the Company’s historic productivity achievements cousistent with the

productivity improvements across the national economy?




Lane Kollen
Page 25

1 Yes, The following table summarizes the national non-farm productivity
2 ~ improvements in recent years. The indices were obtained from the U.S. Bureau of
3 Labor Stafistics website. Iadded the column labeled “% Increase” and computed
4 the 5 year simple average, 10 year simple ayer‘agej‘and the most.reccnt‘ annualized
5 level in the first quarter 2009.
6
. BLS Productivity Statistics.
Seties Jd: PRS85006093
JDuration: index, 1992 = 100
Measure: Output Per Hour
Sector: Nonfarm Business
‘ %
Year Qtrl { Qtr2 Qtr3 " Qtrd.- | Annual | Increase
1998 | 1
1999 2.9%)
2000. . ~ T15.€ 2.8% -
2001 . 25%
2002 | << * 2Y LU 4 4.1%
2003 3.7%
2004 . 2.8%
2005 1.7%
2006 § 159.034]°159, 530 . 0.9%
2007 1.4%
2008 § rov. ! - ' -/ i 2.8%
2009
5 Yoar Simple Average 1.9%
10 Year Simple Average 2.6%
vl Most Recent Annualized 15t Qtr 1.9%
g
-9 Should the Commission reflect ongoing productivity improvements since
10 2008 in the test year?
11 Yes. The Commission should reduce the Company’s propoécd test year payroll
12 expense to reflect producﬁvity improvements and thus, reductions in payroll and
13

related expenses. In addition to the Company’s demonsirated ability to restraip —
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growth in O&M expenses below inflation, the Commission also should consider
the Company’s capital investment incurred to achieve these savings that is
included in rate base. The Company’s ratepayers should receive the full benefit

of their investment in rate base. If the Commission does not restate the

hCompany’s proposed test-year O&M expense to reflect these savings, -then the

Company either will retain the savings or otherwise increase its actual O&M

expenses to the levels included in the revenue requirernent or some combination

of the two.

Have you quantified the effect of your .’recommendation?

Yes. The effect is to reduce O&M expense by $36.519 million and the revenue
requirement by $36.641 million. I assumed that the Company would achieve
productivity gains of Q.O% annually, which will offset the Company’s general
inflation assumption of 2.0% z;nnually. 1 based this assumption not only on the

Company’s most recent expetience at more than offsetting inflation increases in

2008, but also on the smost recent nétior;al historic trends in productivity

improvement, which converge on a 2.0% annual improvement as reflected in the

preceding table.

The recognition of a 2.0% annual productivity improvements will have the effect
of reducing‘tixe Company’s proposed $765.261 miilion in payroll expense amount
by $30.917 million, or 4.04% reflecting the cumulative and compounded effect of

the 2009 and 2010 ”produdivity improvements compared to 2008. I obtained the
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O&M expense portion of the Company’s projaéted 2010 payroll expense from the
Company’s response to SFHHA Interrogatory 297, a copy of which I have

attached as my Exhibit __(I.K-10).

In addition, nthcrc will be reductions of $1.995 million in the related payroll tax
expense and $3.607 million id the related fringe benefits expense. To compute
thése amounts, I applied the same 4.04% cumulative productivity factor to these '
expense ‘amounts. T obtained the payroll tax expense from the Company’s MFR
Schedule C-20 and the base recovery portion of the fringe benefits expexise from

the Company’s response to SFHHA Interrogatory 297.

My computations of the reductions in payroll and related expenses are detailed on

my Exhibit  (LK-11).

Operation and Maintenance Expense - Nuclear Staffing

Q.

Does the Company prepose an increase in nuclear production O&M expense

to reflect staffing increases?

Yes. The Company proposes an increase in nuclear staffing of 270 employees,

- ostensibly to address its employee attrition and training tequirements and for its

Turkey Point Excellence program The Company cited employee attrition and

training requirements as one reason for the proposed $37.298 million in excess

over the benchmark level proposed for nuclear production on its MFR Schedule

C41.

[ UG ——
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The increase of 270 employees also was cited by Company witness J. A. Stall in
his tesﬁmoﬁy as one of the reasons for the $43.4 million increase in nuclear
production O&M expense in the test year compared to 2008 actual expenses. The

Company proposes an increase to $424.3 million in the test year from the $380.9

million actually incurred in 2008, according to Exhibit JAS-10 attached to M.

Stall’s Direct Testimony.

The Company also provided a list and brief description of the primary reasons and

 the Amounts related to each of those primary reasons for the proposed increases in

nuclear production O&M exi)cnse in response to SFHHA Interrogatory 240, a
copy of which I have attached as my Exhibit _(LK-12). In this discovery
response, the single largest reason idcntified by the Company was an increase in
payroll costs to reflect a significant increasg in staffing levels. In that response,

the Company quantified the payroll expense effect of adding these employees at

$18.5 Imlhon for the test year compared to 2008.

How have the Company’s a‘u:tu'al nuclear staffing levels increased since 2006
and what are the reasons cited by the C;)mpany for these increases?

The Company previously increased its nuclear staffing levels by 199 positions in
2007 and 2008, or 12%, from 2006 levels, according to the Company’s response
to SFHHA Interrogatory 291. I have attached a cdpy of the Company’s

supplemental response as my Exhibit___ (LK-13). The pmnary reason cited by
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the Company for the increased nuclear staffing was to “anticipate and ultimately

compensate for attrition and retirements.”

“Is this the same primary reasen cited by the Company for the proposed

. increase of another 270 positions reflected in O&M exf:ense for the test year?

Yes. The Company cites the “Apprenticeship Program and opetations training
pipeliie” as the pritnary reasons for the p;opdsgd increases in staffing levels in

fhe test year compared to year end 2008, according to the Company’s response to

SFHHA. Interrogatory 291.

" How has the Company’s nuclear staffing actually changed since the end of

2008?

The Company has been systemati}:ally reducing nuclear staffing since September

2008, contrary to the increase in staffing tﬁg Company assumed in both its 2009
and 2010 budgets and thus, in the test year O&M expense. In the Company's
supplemental response to SFHHA Interrogatory 291, the Conﬁpany’s nuclear

staffing peaked in September 2008 and has been steadily declining each month

since then.

Should the Commission reflect the additional increases in nuclear production
staffing in the test year ostensibly hecessary for the Apprenticeship Program-
and the operations training ﬁipeline?

No. The Commission should reject the increase in nuclear production O&M
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expense for an additional 270 positions. First, the Company already increased
nuclear production staffing by 12% from 2006 to 2008, primarily for this same

reason. The Company’s proposal will result in a cumulative staffing increase of

© 23% from 2006 to 2010. Increases of this magnitude for this reason are not

reasonable. In effect, the Co"mpany claims that it is necessary.to increase staffing
by 23% over its normal réquirements so that it can perpemally train additional
personnel to replace emp,loyeesﬂ' who will retire or othgrwise terminate
employment at some foture date, bﬁt who will not have done so prior to or within

the test year, That is not reasonable.

Second, the evidence is, that the Company has been steadily reducing nuclear
staffing now that the recession has bitten deeper, particularly in the South Florida

economy and the' Company hés been forced to engage im cost reductions

compared to its budget.

Third, the Company’s proposed increase in stafﬁng levels is inconsistent wﬁh the
significant capital investments the Company has made and included in rate base to
improve the peiformanée and material condition of .its nuclear facilities that
should reduce staffing levels and O&M expense, not increase it year after year for
the same facilities. In addition, thé proposed increase in staffing lc§cls is
incoﬁsistent with ti)c Company’s expense “investments” igcurred through such
efforts as the Turkey Point Bxcellence project, reducing maintenance bécklogs,

reducing attrition rates, and improving employee efficiency consistent with
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industry best practices.

extensively by Comipany witness J. A. Stall in his testimony. At some point, the

Company and its ratepayers must reap the expense savings benefit from. these

large capital and expense investments, the resulting reductions in maintenance

-activities, and efficiency improvements. Otherwise, there is no justification for

the investments or their inclusion in rate base. The point at which ratepayers

should reap those benefits is during the test year that serves as the basis for setting

the Company’s revenue requirement.

What is your ret;ommendaﬁoﬁ regarding the proposed increase nuclear
production staffing expense?

1 recommend that the Commission reduce the Company’s nuclear production
O&M expensé by $21.852 million to eliminate the Company’s request- for
increased staffing to meet its alleged and seemingly never ending and growing
attrition and training requirersents. This amount consists of the $18.5 million

reduction in O&M payroll expense compared to 2008 levels included in the test

ostensibly for this purpose, which was quantified by the Company, plus the -

related expenses of $1.194 million in payroll taxes and $2.158. million in

employee fringe benefits. The computations of thg related payroll taxes and

employee fringe benefits expenses are detailed on my Exhibit___(LK-14).

Operation and Maintenance Expense — DOFE Settlement

These activities and investments are described
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Please describe the liﬁg_afjon and settlement between FPL and the U.S.
Department of Energy related to the dispos‘al‘ of spent nuclear fuel.

FPL and other parties sued the U.S. Department of Energy (“DOB™). seeking
damaées caﬁse& by the DQE’s faihire to disposé of spent fuel from the
Company’s nuclear generating facilities. FPL described the litigation and the

settlement of that litigation in its. SEC Form 10-Q for ﬁze quarter ending March
31, 200972s follows: »

In March 2009, FPI, certain subsidiaries of NexiEra Energy
Resources and certain muclear plant joint 6wners signed a settlement
agreement with the U.S. Government (settlement agreement) agreeing
to dismiss with prejudice lawsuits filed against the U.S. Government
seeking damages caused by the U.S. Department of Energy’s failure to
dispose of spent nuclear fuel from FPL’s and NextEra Energy
~ Resources’. nuclear plants. In connection with the settlement
agreement, FPL Group established an approximately $153 milltion
($100 million for ¥PL) receivable from the U.S. Government and a
liability to nuclear plant join owners of $22 million ($5 million for
FPL), which are included with other receivables and other current
liabilities, respectively, in the condensed consolidated balance sheets
at March 31, 2009. In addition, ¥PL Group reduced its March 31,
2009 property, plant and equipment balances by $107 million ($83
million for FPL) and, for the three months ended March 31, 2009,
reduced operating expenses by $15 million ($12 million for FPL) and
increased operating revenues by $9 million. The payments due from
the U.S. Government under the settlement agreement increased FPL
Group’s net income for the three months ended March 31, 2009 by
approsimately $16 million (39 million for FPL). A substantial portion
" of the amount due from the U.S. Government is expected during the
second quarter of 2009. FPL and NextEra Energy Resources will
continue to pay fees to the U.S. Government’s nuclear waste fund

The Company also described the séttl‘ement, providing additional defail, in
response to SFHHA Intertogatory 237, a copy of which I have attached as my
Exh:blt (LK-IS)
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How did the Company reflect the results of the DOE setilement in the test

year?
The Company reflected the reduction in plant in service in the test year rate base,

but failed fo reflect any reduction in ekpenses for the ongoing reimbursement

from the DOE. In response to SFHHA Interrogatory 237, the Company stated the

following:

3,

Therefore, the 2010 plant balances used to calculate test year results
reflect this estimated reduction and customers will recejve the benefits
associated with the SNF settlement through future rates. Reductions
" in prospective costs should likewise occur as DOE reimburses FPL fox
SNFE costs incurred in 2009 and beyond. These refunds were not

forecasted in the Test Year and Subsequent Year revenue
requirements? ‘

Should the ongeing DOE refunds be reflected in the test year as a reduction

to the revenue requirement?
Yes. The failure to reflect the refunds in the test year clearly was an error in the

Company’s filing given the ongoing nature of the DOE reimbursements resulting

from the litigation settlement.

What amount should the Commission reflect in the test year?

I rccoinmcnd that the Commission use the actual $9 million amount reimbursed

by the DOE and used by the Company to reduce expense in 2009 as a reasonable

estimate for the test year. The revenue requirement effect is $9.030 million.
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" Customer Accounts and Sales Expense - AMI

Please describe ihe costs included in the Compgny’s test year revenue
requirement for the deployment of AMI meters and related infrastructure.

The Company included $7.4 mﬂﬁon in account 902 expense for the deployment
of ité new advanced meiering i;liﬁaﬁve meters and relateﬁ inffasirucnuc. The
Company provided a summary of its deplbyment schedule and the projected costs
to develop the system separated into expense and capital amounts in response to
SFHHA Interrogatories 120, 259 and 290. | I have attachedﬁ a copy of each of these

responses as my Exhibit___(LK- 16), Exhibit___ (L.X-17) and Exhibit___(LK-18),

. respectively. The Company described the types of costs expensed by the

" Company in response to SFHIIA Interrogatory 283, a copy of which I have

attached as my thub1t (XK1 9)

How many of the proposed AMI meters will be deployed in the test year?

The Company’s test year. reﬂeétsﬂ an average of 734,000 meters deployed and a
total of 1,298, 000 deployed by the end of the test year, accordmg to its response
to SFI-IHA Interrogatory 289. The Company plans to deploy a total of 4,346,000 |
meters by the end of 2013. Thus, the Company will have deployed 16.9% of the

total AMI meters on average during the test year or 30.0% of the total by the end

of the test year.
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_ Does the Company expect that the AMI meters will result in expense savings

related to the removal of the old non-AMI meters that will offset the
iﬁcreases due to the new AMI meters?
Yes. The Company estimates annual expense savings of $36 million after all

AMI meters are deployed, according to SFHHA Interrogatory 243, a copy of
which 1 have attached as my Exhibit___ (1.X-20). |

What amount of expense savings has the Company reflected in the test year?
The Company has reflected only $0.418 million in eipenée _saﬁ'ngs in the test
year, aécording to its response to SFHHA Interrdgatory 289 (replicated as my
Eﬂ;ibit____(LK»l’?). This is, only 1.2% of the anrualized savings the bompany
projects upon full deployment.

Is the Company’s estimate of savings in fhe test year reasonable? -

No. The Company’s estimate of 1.2% of the annualized savings compared to the

nnearly 16.9% of the total investment-in rate base for the test year is unreasonable.

Upon deployment of these AMI meters, the Company will reduce expenses

compared to the levels necessary for its existing non-AMI meters, which include

meter reading payroll and rélated expenses, vehicle expenses, and connect and

disconnect expenses, among others, in approximately. the same proportion as it
has deployed the AMI meters. The Cormission should match the savings with

the costs and reflect 16.9% of ’ché annualized O&M expense savings consistent
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with the inclusion in rate base of 16.9% of the cost of the total AMI met'ers‘the

Company plans to deploy.

Have you quantiﬁed the amount of expense savings that should be reflected

in the test year?
Yes. The Commission should increase the expense savings by $5.666 million to

$6.084 million in order to match the savings in expense to the investment

~ included in rate base. I computed this amount by multiplying the 16.9% times the

$36 million annualized éaw}ings upon full deployment and subtracted the $0.418

‘million in savings reflected in the Company’s projected test year expenses.

Customer Accounts and Sales Expense - CIS

Please describe the expenses included in the Company’s test year revenue
requirement for the devielopment of a new customer information system.
The Company included $7.250 million in account 903 expense and $0.504in

depreciation expense for the development of a new customer information system

(“CIS”). The Company provided a summary of its development schedule and the

projected costs to develop the system separated into expense and capital amounté
in response to SFHHA Interrogatories 287 and 288. 1 have attached a copy- of

each of these responses as my Exhibit _ (LK-21) and Exhibit___ (LK-22),

respectively.
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The ;:osts the Company included as expense are for the preparétion of a detailed
project plan, review of scope and preliminary project requirements, approval of
scoping study documentation and preparatiph for daté conversion, abcording to
the C(;mpany’s response to SFHHA Intérroéatory 284. 1have attached a copy of.

this response as my Exhibit___ (LK-23).

Should any of the CIS developmental costs he~expensedvfor ratemaking
purposes? |

No. These costs should be either capitalized to the CIS plant costs or deferred as
a regulatory asset for ratemaking purposes rather than expensed in the test year.
The Company has detertﬁined that the costs should be expensed for accounting
‘purposes, according to its response to SFHHA Interrogatory 284; however, the
accountiﬁg doe.s not . ;nd should noi control the ratemaking treatment even
assuming that the Company’s proposed accounting treatment is correct, which is a
1;;atter of 'judgmgnt. The costs should be ,capitalizéd or deferred because they will
be incurred for the development of the new CIS, which will be capitalized as
intangible plant. The Company will not continue to incur these costs after the
new CIS is implemented in June 2012. Thus, the costs are not recurring in nature
i;nd should be appended to the CIS capitalized asset or deferred for raternaking

purposes and then depreciated or amortized and recovered over the same expected

useful service life as the CIS asset.
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Have you quantified the revenue requirement effect of your recommendation
to capitalize or defer this expense? .

Yes. The Commission should reduce the fevenue requirement by $7.274 million
to reflect the reduction in expense. In addition, the Comimission should increase
the revenue requirement by $0.428 million to reflect the increase in rate base.

The comptuitations are detailed on my Bxhibit___(LK-24).

Adxixiﬂistraiive and General Expense - ‘Storm Damage’ Accrtigl

o

Please describe the Company’s proposal to “reestablish® an annual accrual

for the Company’s storm damage reserve.

The éompany proposes 1o recover through base rates an annual storm damage
expense accrual amount of $148.667 million ($150 million total Company). This
request has a xévenuc requirement effect of $149.162 million. The Compaﬁy

presently recovers no storm damage expense through base rates. Instead, the

. Company presently recovers storm. damage expense through a sutchéa:ge. The

Company does not propose a reduction in the surcharge amounts.

The Company’s rate request is sponsored by Company witness Mr. Armando
Pimentel, but it is based on a probabilistic loss analysis performed by Company

witness Mr. Stephen P. Harris of ABS Consulting using a proprietary probabilistic

simulation model.
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Please describe the Comiission’s historic framework for FPL’s recovery of

its storm damage costs.

~ Prior to its Order approving the settlement of the 2005 rate case, the Commission

historically allowed recovery of storm damage costs in base rates through a storm
damage expense accrual. This expense amount.was recovered from ratepayers
and addéd to the storm damage reserve. When actnal storm damage costs were
incurred, FPL charged these costs to the reserve, régardless of whether thci were.
costs. that normally would be capitalized to plant or expensed and regardless of

whether they were “incremental” to costs that already were recovered through

base rates.

At any point in time, the storm damage reserve is in either a surplus or a
deficiency. The Company’s storm damage reserve historically was in a surplus
until a series of severe hurricanes and storms in 2004 depleted the reserve and the
storm damage resérve became a deficiency. The Commission authorized a
provision.a,l sf.orm restoration surcharge in Docket No. 041291-El, which it
affirmed in Order No, PSC—05~0937-FOF-EI, to provide the Company recovery of

the reserve deficit over three years, In addition, the Commission required a

change in the types of costs that could be charged to the reserve, thus feducing the

amount of annual expensé accrual and the target reserve levels, all else equal.
The Commission determined that only “neremental” storm damage costs could
be charged to the reserve. This change meant that costs normally capitalized to

plant in service no longer could be charged against the storm damage reserve and
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" were required to be capitalized to plant in service. This change also meant that

other costs recovered in base rates could not be charged against the storm damage

reserve to avoid recovering the same costs twice.

The Commission élso changed the form of storm damage recovery in 2005 by -

-removing all such recoveries from base rates and instead providing all recoveries

through a storm damage surcharge rider. In the Coropany’s last base rate increase
proceeding, Docket No. 050045;131, the parties reached a settleme_ni whereBy the
Company no longer would recover a storm damage expense accrual through base
rates. Instead, the Company was permitted to :ecbvcr its reasonable 'and
prudently incurred storm restoration costs and to replenish the storm damage

reserve through a surcharge pursuant toa newly approved securitization financin g

law (Section 366.8260, Florida Statutes) and/or through a surcharge s.imﬂar to the

one aﬁprbvcd for storm damage recovery in 2004. The Commission approved

this seﬁlcment agreement by Order No. PSC-05-0902-S-EI on September 14,
2005.

-

The Commission a,ffirfned this change in the form of recovery from base rates to a
surcharge in yet another proceeding to recover the Company’s storm damage

costs that it incurred in 2005. These costs were incurred as the result of several

more severe hurmricanes that resulted in significant storm damage losses and
.another storm damage reserve deficiency. To recover these storm damage costs,

the Company sought surchatge recovery of the costs based on the issuance of
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\

low-cost securitization financing sufficient to recover not oniy the costs incurred
but also to replenish the sto;m damage reserve. The surcharge in conjunction
with securitization financing was made possible by a statute newly enacted for the
express purpose of reducing the costs to ratepayers of storm darnage loss
recovery. In Order No. PSC—OB~O464—FOF—EL the CommiSsipn approved a
levelized surcharge to tecow)er the securitization and related costs over a 12 year
period, approved the recovery of “orily “incremental” costs despite the Company’s

request for costs that otherwise would have been capitalized to plant in service or

“that otherwise were already recovered in base rates, approved the securitization

" financing, and approved the-replenishrment of the reserve fund in excess of the

storm damage reserve deficiency by $200 million while rejecting the Company’s
request for $650 million. The Commission summarized its decision in Order No.

PSC-06-0464-FOF-FI as follows:

In this Financing Order, we find that the issuance of storm-recovery
bonds and the imposition of related storm-recovery charges to finance
the recovery of FPL’s reasonable and prudently imcurred storm-
recovery costs, the replenishment of FPL’s storm-recovery reserve,
and related financing costs are reasonably expected to significantly
mitigate rate impacts to customers as compared with alternative

methods of recovery of storm-recovery costs and replenishment of the -
storm-recovery reserve. [Order at 5].

Regarding its decision to limit recovery to only “incremental” storm damage

costs, the Comruission stated:

Under FPL’s Actual Restoration Cost Approach, all costs — both
normal and incremental — that were related to storm damage
activities are charged to FPL’s Reserve. We find that the inclusion of
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normal costs results in a double recovery, once through base rates and
again through the Reserve. Accordingly, we find that an incremental
cost appreach, including an adjustment to remove normal capital

costs, is the appropriate methodology to be used for booking FPL’s
2005 storm-recovery costs to its Reserve. [ld., 17].

Regarding its decision to limit the replenishment of the reserve to $200 million

rather than FPL's requestl for $650 million, the Commission stated the following:

Given that ¥PL has the opportunity to seek recovery of future storm
restoration- costs through either a surcharge ox securitization
pursuant to the 2005 Settlement Agreement and applicable law, and
given the preference of FPL’s customers fo face that risk when such
costs actnally materialize, we decline to approve funding of ¥PL’s
Resexve to a level of $650 million through the storm-recovery bonds
authorized to be issued under the terms of this Order. We find that
funding FPL’s Reserve to a level of $200 million is appropriate and
will (i) reduce the incidental costs associated with issnance of the
stormerecovery bonds authorized to be issued under the terms of this
Order, (ii) provide more critical review of ¥PL’s charges o its

Reserve, and (iii) result in lower overall storm-recovery charges at
this time. [ld, 25].

Finally, the Commission found that the storm damage surcharge in conjunction
with securitization resulted in a significant reduction in the rate impacts to .
. ratepayers compared to more traditional methods of financing or recovering

storm-recovery costs and replenishing the reserve. The Commission stated the

following;

Thus, we find that the isshance of the stoxm-recovery bonds and the
imposition of the storm-recovery charges authorized by this Order
are reasonably expected to significantly mitigate rate impacts te
customers as compared with alternative, more traditional methods of
‘financing or recovering storm-recovery costs and replenishing the
Reserve. Likewise; through implementation of the required standards
and procedures established in this Order, we find that the structuring,

4
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marketing, pricing, and financing costs of the storm-recovery bhonds
are reasonably expected to significantly mitigate rate imapacts to
customers as compared with alternative methods of financing or
recovery storm-recovery costs and replenishing the Reserve. [Id,, 32}.

Should the Commission reverf to the recovery of storm damage expense

through base rates?

No. There is no reason for the Commission to revisit its conclusions in the Orders

. previously cited resulting in the exclusive use of surcharge recoveries in

conjunction with securitization to minimize the costs ’tp ratcpayers."’ The
Commissioxnl shOufd continue to use the surcharge Aappmacl‘l in conjunction with
securitizaﬁpn of unusualli(‘ large storm restoration costs resulting in storm damage :
reserve deficiencies. The use of a surcharge approach in conjunction with
securitization provides the Company full’ and tixhely recovery of prudently
incurred stomm damage costs, avoids the need to engage in speculation regarding

future storm damage costs, and results in substantially lower costs to ratepayers.

The present storm damage surchaj:-ge not only provides the Company mcovaf of

its prior storm damage reserve deficiencies, but also provides recovery of $200

" million in future storm damage amounts. That is because the Company’s

securitization financing provided a “replenishment” of the storm damagc reserve
in the amount of $200 million. The surcharge is designed to recover the debt
service not only to repay FPL for its ac;tual prudently incurred storm restoration
costs prior to that date, but also to fund the additional $200 million to the rcservé

available for future storm demage cost. The Company estimates. on MFR




10.

11
12
13
14
15
16
17
18
19
20
21
22

23

Lane Kollen
Page 44

Schedule B-21 that the test year storm darnage reserve will have a surplus of
$192.966 million after adding the earnings on that $200 million and subtracting

charges for subsequent storm damage amounts charged to the reserve since the

securitization financing.

To the extent that there are severe storms that deplete this reserve surplus in the
future, then the Commission can reset the storm damage surcharge or establish a
new surcharge, and authorize the Company to securitize the storm damage reserve

deficiency at that time, includihg amounts necessary to replenish the reserve.

The surcharge approach also avoids the need to engage in speculation ovér an
appropriate storm damaée expense amount to include in base rates. The most
éophisﬁcafed models, including the ABS probabilistic simtﬂe;tion model ‘employed
by Company witness Mr. Hauis, cannot possibly accurately predict the mégnitude

or the timing of actual storm damage costs.

Finally, the use of the surcharge approach in comjunction with securitization
financing is the least cost and most egonomically efficient approach. This is true
for several reasons. First, the use of the surcharge approach to recover the
securitization debt service énsmes that there is no tax penalty becanse the
revenues match the expense. In contrast, the recovery of excessive expensé
accruals through base rates to prefund a surplus in the storm damage reserve

results in a tax penalty because such recoveries are included in taxable income,
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but the expense accrual is not deductible from taxable income (only actual costs
incurred are deductible). Under the Company’s approach, there is an immediate
tax penalty of 38.58% (combined federal and state income tax rate) against the

storm damage expense accrual amounts collected through base rates that reduces

" the amount that can be funded to the reserve. Thus, under the Company’s

approach, ratepayers are required to make unnecessary payments to the federal
and state governments and then are penalized farther thxoughv a reduction in the

actual funds-in the storm damage reserve fund that can eam income.

Second, the surcharge approach in conjunction with securitization allows
significant savings to ratepayers by using 100% highly rated and lower cost
securitization debt instead of financing reserve deficiencies with conventional
financing. The costs of conventional financing include 5 combination of higher

cost debt and an even greater cost of common equity, including the income taxes

on the returh 0n common equity.

Thizd, the use of the surcharge approach minimizes the investment the ratepayers
must make in the storm damage reserve and the lost return on their investment by

comparison to the Company’s return on its rate base investment. The earnings on

. the stc;rm damage reserve funds are extremciy low due to the nature of the

investments and the need to maintain liquidity. Thus, while ratepayers will be
required to pay the Coﬁipany an 11.80% return before tax on its rate base

investments (based on its request in this proceeding), ratepayers will earn only a
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7.2% return before tax on their investment in the storm damage reserve fund

(based on the Company’s trust fund eamnings assumptions reflected on MFR

Schedule B-21).

If the Commission determines thal’ ﬂiexe should be some amount of storm

damage expense recovery through base rates, should it adopt the Company’s

proposed $148.667 million amount?

No. The proposed $148.667 million expense amount is wiidly eXcessive and

- should be set at $0 if the Commission deems it appropriate to reconsider the form

of storm damage expense recovery in this proceeding. First, the proposed amount
is based on an insurance-type probabilistic model of risk exposure and

replécement property démage. This type of analysis may be appropriate for the

insurance industry, but it does not reflect the substance or form of the ratemaidng

process, or more specifically, this Commission’s ratemaking for storm damage

costs.

Unlike the insurance companies, it is not necessary for the Company to
preemptively recover exéessive amounts through rates in order to build up a loss
reserve or 2 “cushion” for potential significant future Idsses. This is true because
the Commission has stated rcpqatedly in its orders that the Company is entitled to

recovery of its reasonable and prudently incurred storm damage costs, regardless

~ of whether there is a sufficient amount in the storm damage reserve, If there is a.
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deficiency, then the Commission historically has allowed the Company to recover

the.deficiency through a surcharge.

In addition, the analysis performed and the quantificatibn p‘rbvided by Company

witness Mr. Harris is overstated because it is not based on the “incremental” cost

for which the Commission allows recévery. Instead, his analysis provides a gross-
damages estimate comparable to what the Company in prior storm damage
proceedings referred to as an “actual restoration cost approach.” vThe Commission
réjected (.hIS approach in the two most r:ecept” storm damage orders that I
previously addressed and inétead adopted the “incremental” cost approach. The
incremental cost approach excludes all costs that otherwise would be capitalized
to plant in service and excludes all costs alreadyvrccovered through base rates,

such as the litany of such costs identified and removed by the Commiission in its

PSC-06-0464-FOF-EI Order.

Finally, the analysis pérformed by Mr. Harris is overstated because it is based on
the Company’s proposal for a target reserve éurplus of $650 million. The
Commission previously rejected that approach and specifically rejected the $650
million target ‘amo"unt and fouﬁd that a $200 | million reserve surplus was

reasonable. There is no valid reason for the Commission to revisit its most recent

determination on this issue.

Depreciation Expense - New Customér'Mormaﬁon System
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Please describe the depreciation exi:oense included in the Company’s test year

for the development of a t'gew- customer information system.

The Company included $0.504 milﬁ:‘m in dcprcciatioh expense on capitalized

plant in service costs for a ncw' CIS. This has a revenue requirement effect of |
$0.50§ million. The.Company expects to commence development of the new CIS

in January 2010 and to complete and implement it in Jupe 2012. The Company

provided a summary of its development schedule in response to SFHHA

Interrogatory 287 and the depreciation expeﬁse included in the test year revenue

requirement in response to SFHHA Interrogatory 288. I have attached a copy of

‘each of these responses as my. Exhibit__(LK-21) and Exhibit__ (LK-22),

respectively.

Should the Company have included depreciation expense for the new CIS in
the test year?

No. The new CIS is not scheduled to be implemented (“go live™) until Jﬁne 2012,
according to its response to SFHHA Interrogatory 287. No amouats should be }
transferred from construction work in progress to plant in service until the date
the new system is placed in service. Consequently, depreciation expense should
not commence until June 2012 in accordancé with generally accepted accounting
priﬁciples (“GA.AP”) and the Federal Energy Regulatory Commission (“FERC™)

Uniform System of Accounts (“USOA™).

 Depreciation Expense — Capital Expendifure Reductions




10
11
12
13
14
15
16
17
18
19
20
21
2

23

Laﬁe Kollen
Page 49

. In the Rate Base section of your testimony, you address capital expenditure

reductions and the effects on rate base and the revenue requirement. Is there

also a related effect on depreciation expense?

Yes. A reduction in the plant in service amounts hfor the test year will result in

less depreciation expense than reflected .in the Company’s projected test year

~ amounts.

Have you quantified the effect of your recommendation?

Yes. The effect is to reduce depreciation expense by $26.883 million and to
m&uce the revenue requirement by $26.719 million, I address the effects on rate
base and tt;e‘ resulting reduction in the revenue reqnirem;znt related to that
component in the rate base section of my testimony. The 'cdmputgﬁons are
detailed on my Bxhihit__,,(LK-ZS). T used a composite "&epreciation rate for all
élant acéounts to compute the reduction in depreciation expense based on the
assumption that the reduction in the plant investment due to capital expenﬂiturc

reductions was proportional to the Company’s plant investment reflected in its

depreciation study.

Depreciétion Expense ~ Depreciation Reserve Surplus

Q.

A,

Does the Company presently have a depreciation reserve surplus?
Yes. Despite the reduction of the Company’s reserve surplus over the last four
years by $500 million ($125 million annually from 2006 through 2009) as the

r'esﬁ]t of the settlement reached in Docket Nos. 050045-EI and 050188-El, the
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Company still has an estimated reserve surplas of $1,245 million at January 1,
2010. The Company’s comp\;taﬁons of the reserve surplus are summarized Sn
page 53 ‘of the depreciation study attached to Mr. C. Richard Clarke’s Diréct
Testimony as Exhibit CRC-1. T have attached a copy ‘of this page from the

Company’s depreciation study as my Exhibit__(J.K-26) for reference purposes.

The Company has a depreciation reserve surplus Afor every functional plant
category, except for transmission plant. The following table summarizes the

composition of the reserve surplus computed by the Company at. December 31,

2009 by flmction.al plant category.

Florida Power & Light Company

Excess Reserve as of December 31, 2009
{$ Millions)
Bxcess

Function Reserve |

© Steam Generation 410,110
Nuclear Geperation : 377.507
"Combined Cycle Generation 25.945
Combustion Turbine Generation 28.028
Trapsmission (15.637)
Distribution ‘ 340.529
General 78.879

Total Excess Depreciation Reserve 1,245.360

How should the Commission address the reserve surplus in this proceeding?
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1 recommend that the Commission amortize the reserve surplus over five years in
é manney similar to that which it ﬂapproved in Order No. PSC-05-0902-S-EI
approving the settlement in the Company’s 2005 rate gasé. In that p;oceeding, the
Company was aliowed to amortize $125 _millimi of its reserve surplus as a
reduction to depreciation eipense each year from 2006 through 2009 for a
cumulative total of $500 million. The Company did so-and allocated the

amortization over the plant accounts on a pro rata basis to reduce the actual

_depreciation expense and accumulated depreciation recorded on its accounting

books each year.

Why is it appropriate to amortize the reserve surplus over a five year
period? -
The Commission should‘attempt to refund this surplus over a reasonably short

peridd to as closely as possible return the amounts to the ratepayers who overpaid

- for depreciation expense in prior years based on prior life and salvage estimates.

The reserve surplus means that depreciation expense in prior years was excessive

compared to present expectations for the service lives, retirements and salvage

estimates of plant assets.

Have you quantified the effect 61:‘ your recommendation?
Yes. The effect is to reduce depreciation expense by $246.735 million and to
reduce the revenue requirement by $247.556 million. In addition, thete is an

offsetting increase of $14.559 million in the revenue requirement for the rate of
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return on the rate baée, which will be more than the Cﬂmpany projected due to the

reduction in accumulated depreciation. The computations are detailed on my

Exhibit___(LK-27).

. Depreciation Expense — Capital Récovery

Q.

i’léase describe the Company’s request for “capital recovery” of certain
plant investment costs.

The Cormspany proposes a four year amortization of the net book value of
numerows costs as of Decgain_ber 31, 2009. These costs include the remaining
undepreciated costs of the Cape Canaveral Units 1 and 2 ar;d common, the Riviera
Units 3 and 4 and common; the remaining undepreciated nucleaf uprate costs of
St, Lacie Units 1 and 2 ana Turkey Point Units 3 and 4 and common; and the
undepreciated costs of the Company’s existing meter investment that will be

replaced with advanced meters under the Company’s advanced metering initiative

(“AMI”).

The Company plans to remove the Cape Canaveral facilities from service in 2010
and commence a “modemization” of the facilities as combined cycle units.
Similarly, the Company plans to remove the Riviera facilities from service in
2011 and commence a modemization of the Riviera faci]ities; as combined cycle
units. The Conupany simply pro‘poses to amortize the nucleér uprate costs over

four years with no rationale provided By any witness. Finally, the Company plans
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to amortize the remaining investment in its existing meters over four years due to

its planned AMI meter deployment.

The fonowing table summarizes the net book value at Debember 31, 2009 of each
of these capital recovery costs and the Company’s proposed depi'eciaﬁon €xpense

based on a four year capital recovery period.

Florida Power & Light Company
Unrecovered Capital Costs as of December 31,2009,
(% Millions) ‘
Unrecovered
Description Costs
Cape Canaveral Common 3.539
Cape Canaveral Unit 1 23.148
Cape Canaveral Unit 2 8.616
‘Riviera Commeon . 0.057
Riviera Unit 1 5.664
Riviera Unit 2 ‘ 3.883
St. Lucie Unit 1 . 40.821
St Lucie Unit 2 : 37.448
Turkey Point Common . 2.149
Turkey Point Unit 3 43931
. Turkey Point Unit 4 43.886
Acct 370 Meters Made Obsolete by AMI 101.082
Total Unrecovered Costs’ 314.223

Should the Commission authorize depreciation over a four year period for
the undepreciated costs of the Cape Canaveral and Riviera facilities?
No. The Commission should direct the Company to cease depreciation on these

facilities, add the reméining net book value 10 the costs of the Ihodemization, and’

 then depreciate the costs along with the modemization costs over the estimated
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service lives of the modemized facilities. The Company’s witnesses have offered

no valid rationale to accelérate the recovery of these capital casts to four years.

To the extent the facilities are fetired for property accounﬁr;g purposes, the
retirement ambunts will be used to reduce gross plant in service and accumuiated ‘
depreciaﬁdn by the same amounts in accordance with GAAP and the FERC
USOA. In this manner, the remaining net plant associated with these facilities
will- be reflected as an asset amount of accnmulated deprecation. In addition,

depreciation expense will cease because there no longer will be any gross plant in

service.

Once the modernization is‘completed,-'then the Commission should allow the
Company to recover bbth t,ffe modernizatmn ‘costs and the asset accumulated
depreciation related to the reﬁred assets over the expected service lives 6f the new
facilities. This is similar in c;mcept to the cost of reacquiring debt and replacing it
with lower cost debt. In that sitwation, the costb of reacquiring th“e old debt is

deferred and then }amottized‘ over the life of the new debt issue.

 Alternatively, the Commission should direct the Company to defer the net

remaining book value at December 31, 2009 and then amortize the deferred

amounts using the existing depreciation rates.
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Should the Commission authorize depreciation over a foux year period for
the nuclear uprate costs incurred through December 31, 20097

No. The Comnﬁs’sion shoulﬁ depreciate these costs over the remairﬁng' extended
license life‘of the nuclear units. These costs are capital costs that were incurred to
substantially imprové and increqsg the output of the nuclear facilities over their
extended lives: Thqe is no valid reason thatj these capital costs should be
segtegated from the other capital costs of thf:se facilities and depreciated over any

period shorter than their estimated useful service lives in the same manner as any

other capitalized plant cost,

Should t‘he Commission authorize depreciation over a four year period for
tlu; existing meter investment? |

No. . The Commission should use the same depreciation Or amortization rate for
these costs as it adopts 'for the remaining existing meter investment that will not
be réplaced by AMI meters. There is no valid reason to accelerate the recovery of
the Company’s existing meter investment, particularly when the Company’s
revenue requkérﬁent also includes the costs of the replacement AMI meters. The
Company’s proposal has the effect not only of “doubling up” the recovery of old
non-AMI and new AMI meter investiﬁent, but also of accelerating the recovery of

the old meter investment from the present recovery using a 3.26% depreciation

rate to 2 25% depreciation rate.
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Have you quantified the effect of your recommendations on the Company’s
proposed capital recovery amounts?

Yes. The effect is to reduce depreciation expénsc by $63.394 million and to
reduce the revenue fequirement by $63.605 million for the three capital recovery
components. In addition, there is an offsetting increase in the revenue
rquiirement of $3.741 million to reflect the return on rate bése resulting from the
reduction in'accumulated depreciation compared to the Company’s requested rate
base. amount. The expense and rate base revenue requirmﬁent effects are shown
separately in the table in the Summary section of my testimony. The

computations are detailed on my Exhibit___(LK-28).

Depreciation Expense - Service Lives

Q.

Please describe the Company’s proposed service lives used to develop the
depreciation rates and depreciation expense for its combingd cycle
generating facilities, including WCEC 1 and 2, reﬂécted in its requested test
year revenue requirement and for the WCEC 3 facilities reflected in its
proposed GBRA. -

The Company proposes a sérvice life of 25 years for all such facilities, except for

‘those that would be refired prior to June 2020 if it had continued to use that

service life assumpﬁon for those facilities, or ten years after the test- year,
according to the depreciation study attached to the Direct Testimony of C,
Richard Clarke es his Bxhibit CRC-1. The Company offered no support for the

proposed 25 year service life.
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Is the Company’s proposed 25 year service life reasonable?

No. Irecommend a 40 year service life. The service life used for depreciation
pﬁrposes should reflect the ‘expected vseful life of the facility, not some arbitrary
shorter period. The Company p-topoées deprcciéﬁon rates assuming 25 year
service lives based on 'probable retiremeﬁt dates 25 years after the commercial in-

service dates for its combined cycle units with the exception of the Putnam units.

The Putnam 1 unit went into commercial operation in 1977 and Putnam 2 in 1978,

éccording to the Com;iany"s FERC Form 1. I bave attached a copy of page 402

~ from the Company’s 2008 Form 1 filing as my Exhibit .(LK-29). The

Company originally claimed that the units had a service life of 25 years for
depreciation purposes and the Commission set depreciation rates based on that
assumpﬁoﬁ. kHowever, Putnam 1 was not retired in 2002 and Putmam 3 was not
retired in 2003, their respecﬁ‘ée 25th annivgrsary dates and the assumed end of
their service Yives. Instead, me'Company continues to operate both units. The
Company now asserts that the Putpam 1 and 2 units both have a probable
rctirexnenty date of June 2020 for depreciation purposes, which means that the
Company has no plans to retire the anits before that date and may continue to

operate the units beyond that date. The June 2020 retirement date indicates that

the Putnam 1 unit has a service life of at least 43 years and Putnam 2 of at least 42

'years. The Company provided this information on page 132 of Company witness

Mr. €. Richard Clarke’s Exhibit CRC-1, the Company’s depreciation study. I
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have attached a copy of this page as my Exhibit _(LK-30) for reference
purposes. These probable retirement dates for the Putnam units demonstrate that
in reality the Company’s combined cycle units have service lives of at least 40

years.

In addition to the experience of the Company’s own units, other utilities use a 40
year service life for planning and depreciation purposes. For example, PacifiCorp
uses & 40 year life for its combined cycle combustion turbine facilities. 1 ha\}e :

attached a copy of the cover and the relevant page from PacifiCorp’s 2008 IRP,

-which shows PacifiCorp’s service life assumptions for such facilities used in its

resource planning process, as my Exhibit __(LK-31).

Finally, as a practical matter, utilities do not retire generating units if they rermain

.economic 10 generate. Thus, the Commission should assume that the Company

will éont:inuc to operate these units for at least 40 years unless the Company can

demonstrate conclusively that they will be operated only for 25 years.

Have you quantified the effect of your recommendation?

Yes. The effect is to reduce depreciation expense by $123.319 million and to
rgéuce the revenue requirement by $123.730 million. In addition, there is an
offsetting increase in the revenue requirement of 57 726 million to reflect the

return on rate base resulting from the reduction in accumulated depreciation

-compared. to the Company’s requested rate base amount. The expense and rate
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base revenue requirement effects are shown separately in the table in the

Summary section of fay tes’timony.‘ The computations are detailed on my

 Exhibit___(1LK-32).

come Tax E ense — Economic Stimulps Bill

Has the Company reflecied any of the tax benefits resulting from the federal
Economic Stimulus Bill in its filing? h

No. Company witness Ms. Ousdahl acknowledged that “many provisions of the

bill are effective for the 2009 tax year,” but stated that “[a] this time, the

Company has not quantified or captured the potential benefits.” [Ousdahl Direct
at 361, A

Should the tax benefits resulting from the American Recovery and

Reinvestment Act of 2009 (“Stimulus Bill”) be reflected in the Company’s

revenue requirement?

Yes. There are numerous provisions that provide grants or other subsidies for

utility investment in generation, transmission and distribution infrastructure.-

AMany of the provisions are effective already in 2009 and extend into subsequent

years,

Should these tax benefits be reflected im the Company’s revenue

~ réquirement?
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Yes. "At a minimum, the Commission should reflect a $20 million grant available
to the Compény to réducc the costs of advanced (AMD) meters and other smart
grid investment. The Company’s filing includes the costs of deploying advanced

meters and the related smart grid infrastructure. Tt is axiomatic that any grants or

* other savings resulting from that deployment should be used to reduce the costs

included in the revenue requirement.

The Sﬁmulus Bill modified the provisions of the Energy Independence and
Seécurity Act ("EISA”) of 2007 addressing smart grid' technology deployment.
Section 405 of the Stimulus Bill modified Section 1304 of the BISA to provide a
”sut_;sidy of up to' 50% (up from 20% under EISA) of the cost of smaﬁ grid
téchnoloéy deployment in the form of grants to utilities for qualified costs. The
i)epartment of Eﬁergy (“DOE”) issued a draft notice of its “Funding ()ppérmnity
Announcement (FOA) for the Smart Grid Investment Grant Program™ providing
for gﬁmts of up to $20 million for this 