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The Missouri Public Service Commission, having considered all the competent and 

substantial evidence upon the whole record, makes the following findings of fact and 

conclusions of law . The positions and arguments of all of the parties have been considered 

by the Commission in making this decision . Failure to specifically address a piece of 

evidence, position, or argument of any party does not indicate that the Commission has 

failed to consider relevant evidence, but indicates rather that the omitted material was not 

dispositive of this decision . 

Summary 

This order allows AmerenUE to increase the revenue it may collect from its Missouri 
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customers by approximately $162.6 million, based on the data contained in the True-up 

Reconciliation filed by the Missouri Public Service Commission Staff on January 9,2009. 

Procedural History 

On April 4, 2008, Union Electric Company, d/b/a AmerenUE filed tariff sheets 

designed to implement a general rate increase for electric service. The tariff would have 

increased AmerenUE’s annual electric revenues by approximately $251 million. The tariff 

revisions carried an effective date of May 4, 2008. 

By order issued on April 7,2008, the Commission suspended AmerenUE’s tariff until 

March I, 2009, the maximum amount of time allowed by the controlling statute.’ In the 

same order, the Commission directed that notice of AmerenUE’s tariff filing be provided to 

interested parties and the public. The Commission also established April 28 as the 

deadline for submission of applications to intervene. The following parties filed applications 

and were allowed to intervene: Noranda Aluminum, Inc.; The State of Missouri; The 

International Brotherhood of Electrical Workers Locals 2, 309, 649, 702, 1439, and 1455, 

AFL-CIO and International Union of Operating Engineers Local 148 AFL-CIO (collectively 

the Unions); The Missouri Industrial Energy Consumers (MIEC);2 The Missouri Energy 

Group (~v~EG) ;~  The Missouri Department of Natural Resources; Laclede Gas Company; 

The Consumers Council of Missouri; AARP; The Commercial Group;4 and Missouri 

’ Section 393.1 50, RSMo 2000. 

The members of MlEC are Anheuser-Busch Companies, Inc.; BioKyowa, Inc.; The Boeing 
Company; Chrysler; Doe Run; Enbridge; Explorer Pipeline; GKN Aerospace; General Motors 
Corporation; Hussmann Corporation; JW Aluminum; Monsanto; Pfizer; Precoat Metals; Proctor & 
Gamble Company; Nestle Purina PetCare; Solutia; and U.S. Silica Company. 

The members of MEG are Barnes-Jewish Hospital; Buzzi Unicem USA, Inc.; and SSM 
Healthcare. 

The members of the Commercial Group are JCPenney Corporation and Wal-Mart Stores East, LP. 
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Coalition for the Environment and Missouri Nuclear Weapons Education Fund, d/b/a 

Missourians for Safe Energy. 

On May 29,2008, the Commission established the test year for this case as the 12- 

month period ending March 31, 2008, with certain pro forma adjustments through 

September 30, 2008, trued-up as of September 30, 2008. In its May 29 order, the 

Commission established a procedural schedule leading to an evidentiary hearing. 

In September, the Commission conducted fourteen local public hearings at various 

sites around AmerenUE’s service area. At those hearings: the Commission heard 

comments from AmerenUE‘s customers and the public regarding AmerenUE’s request for a 

rate increase. 

In compliance with the established procedural schedule, the parties prefiled direct, 

rebuttal: and surrebuttal testimony. The evidentiary hearing began on November 20, and 

continued on November 21,24 and 25, as well as December 1-4 and December 10-12. 

The parties indicated they had no contested true-up issues and Commission cancelled the 

true-up hearing scheduled for January 6 and 7,2009. The parties filed post-hearing briefs 

on January 8. Based on the true-up reconciliation filed by Staff on January 5, 2009, 

AmerenUE’s rate increase request has been reduced to $187,829,805. That same 

reconciliation indicates that each party has taken positions that will allow AmerenUE a rate 

increase of at least $66 million. 

The Partial Stipulations and Agreements 

During the course of the evidentiary hearing, various parties filed two nonunanimous 

partial stipulations and agreements resolving several issues that would otherwise have 

been the subject of testimony at the hearing. No party opposed those partial stipulations 
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and agreements. As permitted by its regulations, the Commission treated the unopposed 

partial stipulations and agreements as unanimou~.~ After considering both stipulations and 

agreements, the Commission approved them as a resolution of the issues addressed in 

those agreements6 The issues that were resolved in those stipulations and agreements 

will not be further addressed in this report and order, except as they may relate to any 

unresolved issues. 

During the course of the hearing, the Office of the Public Counsel, Noranda, MIEC, 

MEG, and the Commercial Group filed a third non-unanimous stipulation and agreement 

that would have resolved various class cost of service and rate design issues. The 

Commission’s Staff opposed that non-unanimous stipulation and agreement and as 

provided in the Commission’s rules, the Commission will consider that stipulation and 

agreement to be merely a position of the signatory parties to which no party is bound.’ The 

issues that were the subject of that stipulation and agreement shall be determined in this 

report and order. 

Overview 

AmerenUE is an investor-owned utility providing retail electric service to large 

portions of Missouri, including the St. Louis Metropolitan area. AmerenUE has 

approximately I .2 million retail electric customers in Missouri, more than 1 million of which 

Commission Rule 4 CSR 240-2.1 15(C). 

The Commission issued a n  Order Approving Sfipulafion and Agreement as fo All FAC TariffRafe 
Design Issues and an Order Approving Stipulation and Agreement as to Of-System Sales Relafed 
lssues on December 30,2008. 

’ Commission Rule 4 CSR 240-2.A 15(2)(D). 
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are residential customers.8 AmerenUE also operates a natural gas utility in Missouri but 

the rates it charges for natural gas are not at issue in this case. 

AmerenUE began the rate case process when it filed its tariff on April 4, 2008. In 

doing so, AmerenUE asserted it was entitled to increase its retail rates by $250.8 million 

per year, an increase of approximately 12.7 percent.' AmerenUE set out its rationale for 

increasing its rates in the direct testimony it filed along with its tariff on April 4. In addition 

to its filed testimony, AmerenUE provided work papers and other detailed information and 

records to the Staff of the Commission, Public Counsel, and to the intervening parties. 

Those parties then had the opportunity to review AmerenUEs testimony and records to 

determine whether the requested rate increase was justified. 

This is a complex case with many issues and it is easily understandable why the 

parties could, in fact, disagree on a multitude of those issues. Fortunately, the parties were 

able to resolve their differences on many issues. Where the parties disagreed, they 

prefiled written testimony for the purpose of raising those issues to the attention of the 

Commission. All parties were given an opportunity to prefile three rounds of testimony - 

direct, rebuttal, and surrebuttal. The process of filing testimony and responding to the 

testimony filed by other parties revealed areas of agreement that resolved some issues and 

areas of disagreement that revealed new issues. On November 12, the parties filed a Joint 

Statement of Issues listing the issues they asked the Commission to resolve. 

As previously indicated, a number of the identified issues were resolved by the 

approved partial stipulations and agreements and will not be further addressed in this 

report and order. The remaining issues will be addressed in turn. 

Voss Direct, Ex. 1, Page 2, Lines 21-22. 

Voss Direct, Ex. 1, Page 3, Lines 17-1 8. 
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Conclusions of Law Regarding Jurisdiction 

AmerenUE is a public utility, and an electrical corporation, as those terms are 

defined in Section 386.020(43) and (15), RSMo (Supp. 2008). As such, AmerenUE is 

subject to the Commission’s jurisdiction pursuant to Chapters 386 and 393, RSMo. 

Section 393.140(1 I), RSMo 2000, gives the Commission authority to regulate the 

rates AmerenUE may charge its customers for electricity. When AmerenUE filed a tariff 

designed to increase its rates, the Commission exercised its authority under Section 

393.150, RSMo 2000, to suspend the effective date of that tariff for 120 days beyond the 

effective date of the tariff, plus an additional six months. 

Conclusions of Law Regarding the Determination of Just and Reasonable Rates 

In determining the rates AmerenUE may charge its customers, the Commission is 

required to determine that the proposed rates are just and reasonable.” AmerenUE has 

the burden of proving its proposed rates are just and reasonable.” 

In determining whether the rates proposed by AmerenUE are just and reasonable, 

the Commission must balance the interests of the investor and the consumer.’* In 

discussing the need for a regulatory body to institute just and reasonable rates, the United 

States Supreme Court has held as follows: 

Rates which are not sufficient to yield a reasonable return on the value of the 
property used at the time it is being used to render the services are unjust, 
unreasonable and confiscatory, and their enforcement deprives the public 
utility company of its property in violation of the Fourteenth Amendment.13 

lo Section 393.1 50.2, RSMo 2000. 
Id. 

l2  Federal Power Commission v. Hope Nafural Gas Co., 320 U.S. 591,603, (1944). 
l3 Bluefield Wafer Works 6: lmprovemenf Co. v. Public Sewice Commission of the Sfafe of West 
Virginia, 262 U.S. 679,690 (1923). 
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In the same case, the Supreme Court provided the following guidance on what is a just and 

reasonable rate: 

What annual rate will constitute just compensation depends upon many 
circumstances and must be determined by the exercise of a fair and 
enlightened judgment, having regard to all relevant facts. A public utility is 
entitled to such rates as will permit it to earn a return on the value of the 
property which it employs for the convenience of the public equal to that 
generally being made at the same time and in the same general part of the 
country on investments in other business undertakings which are attended by 
corresponding risks and uncertainties; but it has no constitutional right to 
profits such as are realized or anticipated in highly profitable enterprises or 
speculative ventures. The return should be reasonably sufficient to assure 
confidence in the financial soundness of the utility and should be adequate, 
under efficient and economical management, to maintain and support its 
credit and enable it to raise the money necessary for the proper discharge of 
its public duties. A rate of return may be reasonable at one time and become 
too high or too low by changes affecting opportunities for investment, the 
money market and business conditions generally.14 

The Supreme Court has further indicated: 

‘[Rlegulation does not insure that the business shall produce net revenues.’ 
But such considerations aside, the investor interest has a legitimate concern 
with the financial integrity of the company whose rates are being regulated. 
From the investor or company point of view it is important that there be 
enough revenue not only for operating expenses but also for the capital costs 
of the business. These include service on the debt and dividends on the 
stock. By that standard the return to the equity owner should be 
commensurate with returns on investments in other enterprises having 
corresponding risks. That return, moreover, should be sufficient to assure 
confidence in the financial integrity of the enterprise, so as to maintain its 
credit and to attract ~apita1.l~ 

In undertaking the balancing required by the Constitution, the Commission is not 

bound to apply any particular formula or combination of formulas. Instead, the Supreme 

Court has said: 

l4 Id. at 692-93. 
l5 federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944) (citations 
omitted). 
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Agencies to whom this legislative power has been delegated are free, within 
the ambit of their statutory authority, to make the pragmatic adjustments 
which may be called for by particular circumstances.16 

Furthermore, in quoting the United States Supreme Court in Hope Nafural Gas, the 

Missouri Court of Appeals said: 

[T]he Commission [is] not bound to the use  of any single formula or 
combination of formulae in determining rates. Its rate-making function, 
moreover, involves the making of ‘pragmatic adjustments.’ . .. Under the 
statutory standard of ‘just and reasonable’ it is the result reached, not the 
method employed which is controlling. It is not theory but the impact of the 
rate order which  count^.'^ 

The Rate Making Process 

T h e  rates AmerenUE will be allowed to charge its customers are based on a 

determination of the company’s revenue requirement. AmerenUEs revenue requirement is 

calculated by adding the company’s operating expenses,  its depreciation on plant in rate 

base, taxes, and its rate of return multiplied by its rate base. The revenue requirement can 

be expressed as the following formula: 

Revenue Requirement = E + D + T + R(V-AD+A) 
Where: E = Operating expense requirement 

D = Depreciation on plant in rate base 
T = Taxes including income tax related to return 
R = Return requirement 
(V-AD+A) = Rate base 

For the rate base calculation: 
V = Gross Plant 
AD = Accumulated depreciation 
A = Other rate base items 

All parties accept the basic formula. Disagreements arise over the amounts that should be 

included in the formula. 

l6 Federal Power Commission v. Natural Gas Pipeline Co. 315 U.S. 575, 586 (1942). 
l7 State ex re/. Associated Natural Gas Co. v. Pub. Serv. Comm’n, 706 S.W. 2d 870,873 (Mo. App. 
W.D. 1985). 



The Issues 

1. Rate of Return 

Introduction: 

This issue concerns the rate of return AmerenUE will be authorized to earn on its 

rate base. Rate base includes things like generating plants, electric meters, wires and 

poles, and the trucks driven by AmerenUE’s repair crews. In order to determine a rate of 

return, the Commission must determine AmerenUE’s cost of obtaining the capital it needs. 

a. Capital Structure 

Findings of Fact: 

The relative mixture of sources AmerenUE uses to obtain the capital it needs is its 

capital structure. All parties agree that AmerenUE’s actual capital structure should be used 

for purposes of establishing its rates in this case. In his rebuttal testimony, AmerenUE’s 

witness, Michael G. O’Bryan described AmerenUE’s actual capital structure as of March 31, 

2008 as: 

Long-Term Debt 45.532% 
Short-Term Debt 00.722% 
Preferred Stock 01.737% 
Common Equity 52.009%18 

That structure is slightly different from the actual capital structure as of March 31, 

2008 that O’Bryan described in his supplemental direct testimony. At that time, O’Bryan 

indicated the common equity component made up 50.928% of the stru~ture.’~ In his 

rebuttal testimony, O’Bryan explained that the adjustment to common equity had occurred 

because he had previously adjusted the March 31 common equity balance to remove any 

O’Bryan Rebuttal, Ex. 8, Schedule MGO-REI. 
O’Bryan Supplemental Direct, Ex. 7, Schedule MGO-ES. 
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earnings related to unregulated subsidiaries. AmerenUE had historically made that 

adjustment to remove any earnings related to unregulated subsidiaries, so that unregulated 

earnings would not have an impact on the company’s regulated capital structure. 2o As of 

March 31 AmerenUE no longer owned the subsidiaries, so the adjustment was no longer 

necessary.” As a result, O’Bryan’s adjustment to common equity in his rebuttal testimony 

was intended simply to correct a mistake in his description of the actual capital structure 

contained in his supplemental direct testimony. 

If the retained earnings had already been removed from AmerenUE’s March 31 

capital structure, as they should have been since the company no longer owned the 

unregulated subsidiaries, O’Bryan’s original adjustment to remove costs that were not there 

would be unnecessary, and would understate the proportion of common equity in 

AmerenU E‘s actual capital structure. O’Bryan’s decision to reverse his previous adjustment 

would increase AmerenUE’s revenue requirement by $7.6 million.22 

In his surrebuttal testimony, Stars witness, Stephen Hill, accused O’Bryan of 

improperly adding back to the capital structure the retained earnings of unregulated 

subsidiaries that he had previously correctly removed from the capital structure.23 Hill and 

O’Bryan agree that the retained earnings of the unregulated subsidiaries do not belong in 

the capital structure. The real question is whether those retained earnings are in fact in 

AmerenUE’s capital structure as of March 31, 2008. 

Hill does not offer any independent evidence or calculation to show that retained 

2o O’Bryan Rebuttal, Ex. 8, Page 8, Lines 1-6. 

” O’Bryan Supplemental Direct, Ex. 7,  Page 3, Lines 20-21. 

” Weiss Rebuttal, Ex. 12, Page 16, Lines 8-14. 

23 Hill Surrebuttal, Ex. 205, Page 8, Lines 4-8. 
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earnings of unregulated subsidiaries are in the March 31,2008 capital structure described 

by O’Bryan in his rebuttal testimony. Instead, he seizes on a line in O’Bryan’s rebuttal 

testimony that says AmerenUE’s UES month-end March 2008 accounts were corrected to a 

zero balance subsequent to the filing of O’Bryan’s supplemental direct testimony.24 Hill 

reasons that if the retained earnings were not removed from the account until after O’Bryan 

filed his supplemental direct testimony, then they must have still been in the account at the 

time O’Bryan originally calculated the capital structure he reported in his supplemental 

direct testimony. Therefore, O’Bryan would still need to make his adjustment to remove the 

retained earnings from the capital structure. 

Considering it .is worth $7.6 million, the parties paid amazingly little attention to this issue. 

Neither Hill nor O’Bryan were effectively cross-examined about this issue at the hearing, 

and neither Staff nor AmerenUE effectively addressed the issue in their briefs. 

Hill’s position is understandable as a matter of bare logic. However, it does not 

account for the likelihood that O’Bryan in fact used the corrected account balance when he 

reported the revised capital structure in his rebuttal testimony, even though he does not 

report that fact in his testimony. Given the paucity of evidence on this issue, the 

Commission finds O’Bryan’s representations to be more credible than the theory offered by 

Hill. Accordingly, the Commission finds that the correct capital structure is that described 

by O’Bryan in his rebuttal testimony. 

Conclusions of Law: 

There are no additional conclusions of law for this issue. 

Decision: 

24 O’Bryan Rebuttal, Ex. 8, Page 8, Lines 12-13. 

14 



The Commission finds that AmerenUE’s actual capital structure as of March 31 , 

2008, is 

Long-Term Debt 45.532% 
Short-Term Debt 00.722% 
Preferred Stock 01.737% 
Common Equity 52.009% 

b. Return on Equity 

Introduction: 

Determining an appropriate return on equity is without a doubt the most difficult part 

of determining a rate of return. The cost of long-term debt and the cost of preferred stock 

are relatively easy to determine because their rate of return is specified within the 

instruments that create them. In contrast, in determining a return on equity, the 

Commission must consider the expectations and requirements of investors when they 

choose to invest their money in AmerenUE rather than in some other investment 

opportunity. As a result, the Commission cannot simply find a rate of return on equity that 

is unassailably scientifically, mathematically, or legally correct. Such a “correct” rate does 

not exist. Instead, the Commission must use its judgment to establish a rate of return on 

equity attractive enough to investors to allow the utility to fairly compete for the investors’ 

dollar in the capital market, without permitting an excessive rate of return on equity that 

would drive up rates for AmerenUE’s ratepayers. In order to obtain guidance about the 

appropriate rate of return on equity, the Commission considers the testimony of expert 

witnesses. 

Four financial analysts offered recommendations regarding an appropriate return on 

equity in this case. Dr. Roger A. Morin testified on behalf of AmerenUE. Dr. Morin is 
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Emeritus Professor of Finance at Robinson College of Business, Georgia State University, 

and Professor of Finance for Regulated Industry at the Center for the Study of Regulated 

Industry at Georgia State University. He holds a Ph.D. in Finance and Econometrics from 

the Wharton School of Finance, University of Penn~ylvania.’~ He recommends the 

Commission allow AmerenUE a return on equity of 10.9 percent if AmerenUE is allowed to 

establish a fuel adjustment clause.26 If AmerenUE is not allowed to establish a fuel 

adjustment clause, Dr. Morin recommends a return on equity of I 1  . I 5  percentz7 

Stephen G. Hill testified on behalf of Staff. Hill is self-employed as a financial 

consultant, specializing in financial and economic issues in regulated industries. He has 

earned a Masters in Business Administration from Tulane University.28 Hill recommends 

the Commission allow AmerenUE a return on equity of 9.5 percent, assuming the company 

is not allowed to establish a fuel adjustment clau~e.’~ If AmerenUE were allowed to 

establish a fuel adjustment clause, Hill’s recommended return on equity would drop to 

below 9.375 percent.30 

Michael Gorman testified on behalf of MIEC. Gorman is a consultant in the field of 

public utility reg~lation.~’ 

concentration in Finance from the University of Illinois at Sprir~gfield.~’ 

He holds a Masters in Business Administration with a 

Gorman 

25 Morin Direct, Ex. 3, Page I, Lines 8-18. 

Morin Direct, Ex. 3, Page 65, Lines 7-16. 

27 Morin Direct, Ex. 3, Page 71, Lines 10-13. 

28 Hill Direct, Ex. 203, Page 1, Lines 7-1 5. 

29 Hill Direct, Ex. 203, Page 44, Lines 10-12. 

30 Hill Direct, Ex. 203, Page 44, Lines 2-4. 

31 Gorman Direct, Ex. 600, Page 1, Line 5. 

32 Gorrnan Direct, Ex. 600, Appendix A, Page 1, Lines 10-12. 



recommends the Commission allow AmerenUE a return on equity of 10.2 percent.33 That 

rate of return is based on AmerenUE’s current level of risk without a fuel adjustment clause. 

If AmerenUE were allowed to establish a fuel adjustment clause, Gorman would reduce his 

recommendation by 20 or 25 basis points, resulting in a recommended rate of return of 

9.95 or I 0.0 percent.34 

Finally, Billie Sue LaConte testified on behalf of MEG. LaConte is a consultant in the 

field of public utility economics and reg~ la t ion .~~ She holds a M.B.A. in finance from the 

John M. OIin School of Business at Washington University, St. Louis, Missouri. LaConte 

recommends the Commission allow AmerenUE a return on equity of 10.2 percent without a 

fuel adjustment clause, or 10.0 percent if a fuel adjustment clause is e~tabl ished.~~ 

Findings of Fact: 

A utility’s cost of common equity is the return investors expect, or require, to make 

an investment in that ~ompany.~’ Financial analysts use variations on three generally 

accepted methods to estimate a company’s fair rate of return on equity. The Discounted 

Cash Flow (DCF) method assumes the current market price of a firm’s stock is equal to the 

discounted value of all expected future cash flows. The Risk Premium method assumes 

that all the investor’s required return on an equity investment is equal to the interest rate on 

a long-term bond plus an additional equity risk premium to compensate the investor for the 

risks of investing in equities compared to bonds. The Capital Asset Pricing Method (CAPM) 

assumes the investor’s required rate of return on equity is equal to a risk-free rate of 

33 Gorman Direct, Ex. 600, Page 2, Lines 5-7. 

34 Transcript, Page 543, Lines 1-9, and Page 548, Lines 2-25. 

35 LaConte Direct, Ex. 650, Page 1, Line 4. 

36 LaConte Direct, Ex. 650, Page 2, Lines 3-4. 

37 Gorman Direct, Ex. 600, Page I O ,  Lines 4-5. 
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interest plus the product of a company-specific risk factor, beta, and the expected risk 

premium on the market portfolio. No one method is any more “correct” than any other 

method in all circumstances. Analysts balance their use of all three methods to reach a 

recommended return on equity. In the words of Dr. Morin, what financial analysts do is a 

“scientific art”, based on a solid economic foundation, but still dependent upon the analyst’s 

judgment.38 

Before examining the analyst’s use of these various methods to arrive at a 

recommended return on equity, it is important to look at another number. For the first nine 

months of 2008, the average return on equity awarded to electric utilities in this country was 

10.51 percent, as reported by Regulatory Research Associates. That figure was up from 

an average of 10.36 percent for calendar year 2007.39 That overall average number 

includes all electric utilities, some of which are “wires only” utilities in restructured states 

that provide only distribution services and do not own generation assets. Such utilities tend 

to be less risky and generally receive lower authorized returns on equity. If the “wires only” 

utilities are eliminated from the average, the average allowed return on equity for integrated 

utilities, such as AmerenUE, was 10.62 percent. For Midwest integrated electric utilities40, 

that average return on equity rose to 10.71%.41 

The Commission mentions the average allowed return on equity not because the 

Commission should, or would slavishly follow the national average in awarding a return on 

Transcript, Page 385, Lines 16-23. 38 

39 Ex. 60. 
40 “Integrated” or “vertically-integrated” is an industry-specific term commonly used to refer to 
utilities that own their own generation, transmission and distribution system. An electric utility that 
only owns a distribution system or possibly owns some transmission in connection with a 
distribution system is commonly referred to as a “wires only” company. 

41 Morin Rebuttal, Ex. 4, Page 5, Lines 5-18. 
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equity to AmerenUE. However, AmerenUE must compete with other utilities all over the 

country for the same capital. Therefore, the average allowed return on equity provides a 

reasonableness test for the recommendations offered by the return on equity experts. 

In AmerenUE’s last rate case, the Commission bemoaned the tendency of return on 

equity witnesses to race to extreme positions instead of offering a balanced analysis that 

could aid the Commission in its evaluation of the proper return on equity.42 In this case, the 

experts have generally done a better job of offering a balanced analysis and the parties are 

to be commended. Other than Mr. Hill’s recommended 9.5 percent return on equity, the 

recommendations of the other parties are separated by only 70 basis points, and all of 

those recommendations are within 50 basis points of the reported average return on equity 

for either vertically-integrated utilities or all utilities. 

In evaluating the recommendations of the experts, the Commission will look first at 

the recommendation offered by Michael Gorman, the witness for MIEC. Gorman utilized a 

constant growth DCF model to arrive at an average return on equity of I I .86 percent.43 He 

also utilized a two-stage DCF model that showed an average return on equity of 9.73 

percent.@ Gorman’s use of a multi-stage DCF indicated an average return on equity of 

9.89 percent.45 Gorman also used a Risk Premium model to arrive at a return on equity in 

a range between 10.25 percent and 10.66 percent, with a midpoint estimate of 10.46 

percent.46 Gorman’s use of a Capital Asset Pricing Model (CAPM) showed an estimated 

42 In the Matter of Union Electric Company d/b/a AmerenUE’s TariffSs Increasing Rates for Electric 
Service, Report and Order, Case No. ER-2007-0002, May 22,2007, Page 42. 
43 Gorman Direct, Ex. 600, Page 18, Lines 9-16. 

Gorman Direct, Ex. 600, Page 26, Lines 8-15. 
45 Gorman Direct, Ex. 600, Page 27, Lines 16-22. 
46 Gorman Direct, Ex. 600, Page 31, Lines 1-2. 
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range of return on equity of 10.63 percent to 10.64 percent, with a midpoint of 10.63 

percent.47 

Method 

Constant Growth DCF 

The results of Gorman’s various methods are summarized in the following chart: 

Resulting Return on Equity 

11.86% 

Two-Stage Growth DCF 

Multi-Stage DCF 

Risk Premium 

CAPM 

9.73% 

9.89% 

10.46% 

10.63% 

Average of Five Methods 

However, Gorman chose to ignore the results of his constant growth DCF model in making 

his recommended return on equity. The results upon which he did rely are summarized in 

10.51 % 

this chart: 

Method 

Two-Stage Growth DCF 

Multi-Stage DCF 

Risk Premium 

CAPM 

Average of Four Methods 

Resulting Return on Equity 

9.73% 

9.89% 

10.46% 

10.63% 

10.2% 

47 Gorman Direct, Ex 600, Page 36, Lines 6-1 0. 
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Gorman then recommended a return on equity of 10.2 percent, which is the midpoint of his 

estimated return on equity range of 9.81 percent to 10.55 percent.48 

Gorman explains that he decided to ignore the results of his constant growth DCF 

because he found the results unreasonable and believes they represent an inflated return 

for AmerenUE.49 The average 3-5 year growth rates for his three proxy groups are 6.80 

percent, 7.25 percent, and 8.03 percent. He believes these growth rates are too high to be 

a rational estimate of the proxy groups' long-term sustainable growth, because they would 

exceed the growth rate of the overall US ec~nomy.~' 

For his two-stage growth DCF model, Gorman uses a published nominal 5-year and 

IO-year Gross Domestic Product growth rate of 5.0 percent and 4.8 percent to limit the 

long-term growth estimate of his proxy gro~ps .~ '  However, Gorman used these 5 and 10 

year growth estimates improperly to model the historical long-term growth of the economy 

as a whole.52 If instead, Gorman had used the 6.0 percent estimate of long-term US GDP 

growth found in Morningstar's Stocks, Bond, Bills and inflation 2008 Yearbook Valuation 

Edition, his two-stage DCF model would have been raised by approximately 100-1 20 basis 

points, putting his estimates in the 10.7 percent to 10.9 percent range.53 Making the same 

adjustment to his multi-stage DCF model would raise the results of that model into the 10.9 

percent to I I .I percent range.54 

48 Gorman Direct, Ex. 600, Page 37, Lines 1-6. 

49 Gorman Direct, Ex. 600, Page 18, Lines 19-20. 

50 Gorman Direct, Ex. 600, Page 18-9, Lines 19-23, 1-1 3. 

" Gorman Direct, Ex. 600, Page 25, Lines 14-22. 

53 Morin Rebuttal, Ex 4, Page 40, Lines I 1-21. 

54 Morin Rebuttal, Ex. 4, Page 41, Lines 1-5. 

Morin Rebuttal, Ex. 4, Page 39-40, Lines 22-23, 1-3. 
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The Commission will not attempt to recalculate Gorman’s two-stage and multi-stage 

DCF models using different inputs, but the problems with those models illustrate the 

desirability of considering his model that produces a relatively high return on equity as a 

balance to his DCF models that show a relatively low return on equity. In that way, the 

possibly unreasonable impact of one model is counterbalanced by other models. There 

simply is no good reason to ignore the results of Gorman’s constant growth DCF. 

As previously indicated, if the result of Gorman’s constant growth DCF model is 

included with the results of his other models, the average result is 10.51 percent. That 

result should be further adjusted upward because the proxy groups Gorman uses are all, 

on average, less risky than AmerenUE in that they have average bond ratings two grades 

higher than the bond ratings assigned to AmerenUE by two widely-used credit rating 

agencies - Standard & Poor and Moody’s.55 

In the recent Empire rate case, the Commission faced the exact same scenario and 

noted the difference between a BBB- rating and a BBB+ rating can add between 25 and 50 

basis points to a reasonable return on equity.56 Ultimately, the Commission settled on a 25 

basis point upward adjustment to Gorman’s recommended return on equity to recognize 

the increased risk.57 

55 Gorman Direct, Ex. 600, Schedule MPG-3. 
56 In the Matter of The Empire District Electric Company’s Tariffs to Increase Rates for Electric 
Service Provided to Customers in the Missouri Service Area of the Company, Report and Order, 
Case No. ER-2008-0093 July 30,2008, Page 20. 
57 In the Matter of The Empire District Electric Company’s Tariffs to Increase Rates for Electric 
Service Provided to Customers in the Missouri Service Area of the Company, Report and Order, 
Case No. ER-2008-0093 July 30,2008, Page 21. 
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AmerenUE is a much different utility from Empire in that AmerenUE has a higher 

portion of equity in its capital structure5’. Less debt proportionately means that the utility is 

less risky. Accordingly, the Commission finds that in this case a 20 basis point adjustment 

of ROE is necessary to recognize the difference for utility bond ratings. That brings 

Gorman’s recommended return on equity up to 10.71 percent. 

One more adjustment to Gorman’s recommended return on equity is appropriate. 

Gorman used an annualized quarterly dividend payment in calculating his DCF ana lyse^.^' 

AmerenUE as well as the overwhelming majority of traditional vertically-integrated electric 

utilities pay dividends quarterly, not annually. This distinction is important because the 

conventional DCF model does not account for the compounding of interest (earnings) 

investors receive and expect in the real world. So, it is more appropriate to use a quarterly 

DCF model. 

At the hearing, Dr. Morin further explained that the use of the annual DCF model is 

appropriate in jurisdictions that use a forward test year to avoid being overly generous to 

the company. However, in a jurisdiction such as Missouri that uses a historical test year, 

the quarterly test year is more appropriate.60 Morin indicated the difference between the 

quarterly and the annual DCF model would “definitely “add 20 basis points to a return on 

equity recommendation.61 However, Morin’s analysis does not contemplate the greater 

amount of equity in AmerenUE’s capital structure referenced by the Commission earlier. 

58 In the Empire Report and Order, the Commission found that the percentage of common equity in 
Empire’s capital structure was 50.78 percent. In the Maffer of The Empire District Electric 
Company’s Tariffs to Increase Rates for Electric Service Provided to Customers in the Missouri 
Service Area offhe Company, Report and Order, Case No. ER-2008-0093 July 30,2008, Page I O .  

59 Gorman Direct, Ex. 600, Page 27, Lines 13-14. 

6o Transcript, Page 433-434, Lines 19-25, 1-1 2. 

Transcript, Page 435, Lines 2-6. 
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Therefore, the Commission finds that only a five basis point adder is appropriate in this 

case. 

Before finishing the analysis of Mr. Gorman’s testimony, the Commission takes 

notice that this is the second consecutive case where the Commission has made an 

upward adjustment for return on equity using the quarterly dividends DCF model. Since 

Ameren does pay quarterly dividends, it is appropriate for this Commission to require the 

PSC Staff to use the quarterly dividend method when calculating return on equity using the 

DCF model in future rate cases. Moreover, if Staff does not agree with that approach in 

succeeding rate cases, Staff needs to make a more compelling argument grounded in 

economic reality as to why the Commission should relieve them of this obligation. 

The Commission finds Gorman’s recommended return on equity using the DCF 

model as adjusted above is the most appropriate return on equity for AmerenUE. 

Therefore, Ameren’s authorized return on equity should be 10.76 percent. However, the 

Commission’s analysis does not end there. 

That return on equity is also supported by a necessary adjustment to Gorman’s bond 

yield plus risk premium analysis. That analysis is based on the difference between a 

utility’s required return on common equity investments and bond yield.62 

In his direct testimony, Gorman used a 22-year average of authorized electric return 

and Treasury bond yields to calculate an indicated risk premium of 5.08 percent.63 

Gorman’s decision to begin his historical analysis with 1986 data is purely arbitrary and he 

offers no compelling reason for doing so. A careful review of this data demonstrates his 

62 Gorman Direct, Ex. 600, Page 28, Lines 12-13. 

63 Gorrnan Direct, Ex. 600, Schedule MPG-14. 
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range and average risk premium are remarkably lower due to events that occurred 15-20 

years ago. 

The Commission finds that the use of more recent data when calculating a 

company’s historical equity risk premium is helpful. The Commission makes no finding as 

to where that cut-off line should be, but finds the following analysis is worth noting in the 

context of Mr. Gorman’s testimony. Using Gorman’s data to calculate the average risk 

premium for the last ten years yields an average risk premium of 5.56 percent. Excluding 

1999 data from that average yields a 5.68 percent risk premium. The averages for the 

most recent five-year period and three-year periods are 5.66 percent and 5.58 percent, 

respectively. 

Further, in making these calculations, Gorman does not account for the fact that, in 

recent years, vertically-integrated electric utilities like AmerenUE have been awarded an 

average ROE substantially higher than the average for all electric utilities. 

Therefore, the Commission finds the upper range of Gorman’s risk premium 

estimates to be his most valid. If the five-year average indicated risk premium of 5.66 

percent is added to the 5.1 percent 30-year Treasury bond yield used by Gorman in his 

Risk Premium analysis, the result is a return on equity of 10.76 percent. 

As previously indicated, there is no precisely “correct” return on equity for 

AmerenUE. The Commission’s manipulation of Gorman’s recommendation is not intended 

to calculate a “correct” return. Rather it is intended to demonstrate the area in which a 

reasonable return is to be found. After a close examination, the recommendations of two of 

the other financial experts are also in the same range as the modified recommendation 

from Gorman. 
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, Dr. Morin recommends a return on equity of 10.9 percent, which is slightly above the 

10.76 percent return the Commission has found to be reasonable. However, Dr. Morin’s 

recommendation includes an upward adjustment of approximately 30 basis points to allow 

for flotation Flotation costs are associated with stock issues. Those costs can 

either be expensed and recovered at the time the stock is issued, or they can be recovered 

over a longer period through the use of a flotation allowance, such as Morin incorporated in 

his return on equity  recommendation^.^^ However, Morin conceded that AmerenUE did not 

incur any flotation costs during the test year.66 He also was unaware of whether this 

Commission has expensed flotation costs in the past, but concedes that if flotation costs 

were expensed they should not be recovered again through a flotation adju~tment .~~ 

AmerenUE contends flotation costs could not have been expensed in many years 

because before it filed its last previous rate case in 2006, it had not filed a rate case in 20 

years.68 However, the absence of a rate case does not mean AmerenUE did not recover 

its costs during that period, nor does it mean it should be able to reach back to retroactively 

recover those costs in this case. Presumably, since AmerenUE chose not to file a rate 

case during that 20-year period, it was recovering at least a reasonable return on equity 

during that time. 

Since the record does not clearly indicate whether AmerenUE’s flotation costs have 

been expensed in the past, Morin’s 30 basis point flotation adjustment must be removed 

64 Morin Direct, Ex. 3, Page 63, Lines 11-16. 

Transcript, Page 393, Lines 4-1 9. 
Transcript, Page 393, Lines 4-6. 

67 Transcript, Page 402, Lines 1-5. 
Transcript, Page 462, Lines 3-8. 

65 

66 
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from his return on equity recommendation. That reduces his return on equity 

recommendation to 10.6 percent, which is slightly lower than the 10.76 percent return the 

Commission has found to be reasonable. However, Morin also used the annual DCF 

model rather than the quarterly DCF model that the Commission found to be appropriate 

when discussing Gorman’s recommendation. The Commission made only a 5 basis point 

adjustment to Gorman’s recommendation, but Morin insisted a 20 basis point adjustment is 

appr~priate.~’ A 20 basis point upward adjustment brings Morin’s recommendation back to 

10.8 percent, which is very close to the 10.76 percent the Commission has found to be 

reasonable. 

MEG’s witness, Billie Sue LaConte, utilized three methods to analyze an appropriate 

return on equity for AmerenUE and found that a return on equity in the range of 10.1 

percent to 10.6 percent would be appr~priate.~’ At the hearing, LaConte agreed that 

anything within her range would be a reasonable return on equity.71 Thus, the top end of 

LaConte’s recommendation is within 16 basis points of the rate the Commission has found 

to be reasonable. 

Ms. LaConte frequently testifies before this Commission on rate design issues,72 and 

some of her points are well taken. However, a comparison of Ms. LaConte’s return on 

equity analysis to that offered by Dr. Morin and Mike Gorman reveals that she did not 

provide quite the same detailed analysis as either of those two witnesses. This limits her 

69 Transcript, Page 435, Lines 2-6. 

70 LaConte Direct, Ex. 650, Page 14, Lines 2-4. 

71 Transcript, Page 295, Lines 22-24. 

72 Transcript, Page 285, Lines 10-1 3. 
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credibility on the issue and the Commission does not find her testimony persuasive enough 

to require a reduction in the rate of return the Commission has found to be reasonable. 

The final return on equity expert witness is Stephen Hill for the Commission’s Staff. 

Hill recommended a return on equity of 9.5 percent, which is 70 basis points lower than any 

other recommendation offered in this case, and more than 100 basis points lower than the 

average allowed return on equity for all electric utilities throughout the country. Hill’s 

recommendation would give AmerenUE the lowest return on equity authorized for any 

integrated electric utility in the country for 2008.73 Mr.Hill does not argue that AmerenUE is, 

in fact, the least risky of all those utilities. 

Hill generally testifies on behalf of consumer but even Public Counsel 

in this case did not support his extremely low recommendation. Dr. Morin’s rebuttal, 

surrebuttal, and live testimony convincingly explain all the problems with Hill’s 

recommendation, and the Commission will not waste its time recounting those deficiencies. 

it is enough to say that based on Morin’s testimony, the Commission specifically finds that 

Hill’s return on equity recommendation in this case is not credible, and the Commission will 

give it no further consideration. 

Should the Commission adjust AmerenUE’s return on equity downward in the event. 
a fuel adjustment clause is awarded? 

In this Report and Order, the Commission is authorizing AmerenUE to implement a 

fuel adjustment clause for the first time. Several parties contend the allowed return on 

equity should be adjusted downward to recognize the decreased risk AmerenUE will face 

because it now has a fuel adjustment clause. 

73 Ex. 60. 
Transcript, Page 490, Lines 7-14. 74 
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There is no dispute that the implementation of a fuel adjustment clause will reduce 

the level of operating risk AmerenUE will face. The question is whether the analysts’ 

recommendations already take that decreased risk into account. 

Fuel adjustment clauses are commonly used around the country,75 so most of the 

comparable companies included in the proxy groups used by the various return on equity 

analysts already have fuel adjustment clauses in place. Moreover, the overwhelming 

majority of the jurisdictions where traditional vertically-integrated utilities like AmerenUE 

operate (including our neighboring states of Arkansas, Kansas and Oklahoma) allow for the 

100 percent pass-through of fuel and purchased power costs, which are the most 

significant costs AmerenUE faces. This Report and Order will not allow AmerenUE to 

pass-through 100 percent of those costs, meaning AmerenUE will retain more risk than 

most comparable companies. 

AmerenUE’s witness, Dr. Morin, testified that if AmerenUE did not receive a fuel 

adjustment clause he would have to increase his return on equity recommendation by 25 

basis points to compensate AmerenUE for the higher financing costs and increased risk it 

would face.76 That possible upward adjustment does not, however, mean a similar 

downward adjustment must be made for the presence of a fuel adjustment clause. 

As indicated, most of the companies included in the proxy groups used by the 

analysts to estimate an appropriate return on equity for AmerenUE already operate under a 

fuel adjustment clause. That means the analysts are measuring and evaluating AmerenUE 

against companies with a level of risk that takes into account their use of a fuel adjustment 

clause. Therefore, while an upward adjustment may have been appropriate if a fuel 
_ _ ~  

75 Lyons Rebuttal, Ex. 42, Schedule MJL-RE8. 

76 Morin Direct, Ex. 3, Page 68, Lines 6-14. 
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adjustment clause were not allowed, no corresponding reduction is necessary because a 

fuel adjustment clause will be in place. 

Generic Return on Equity Case 

Billie Sue LaConte, the witness for MEG, advised the Commission to consider 

opening a generic return on equity case to better deal with future rate cases. Such a case 

would have no effect on AmerenUEs current rate case, but it might make the 

Commission’s task easier in future rate cases. At the same time, it would also bring some 

certainty to utilities and other parties as they participate in those future rate cases. The 

concept of a generic case was supported at the hearing by other witnesses and parties. 

The Commission is interested in learning more about the concept of a generic return 

on equity case and plans to hold a roundtable or open a working case to consider that 

concept. Moreover, this Commission finds that discussion of a generic return on equity 

should included the quarterly DCF issue previously discussed in this Report and Order. 

Conclusions of Law: 

In assessing the Commission’s ability to use different methodologies to determine 

just and reasonable rates, the Missouri Court of Appeals has said: 

Because ratemaking is not an exact science, the utilization of different 
formulas is sometimes necessary. ... The Supreme Court of Arkansas, in 
dealing with this issue, stated that there is no ‘judicial mandate requiring the 
Commission to take the same approach to every rate application or even to 
consecutive applications by the same utility, when the commission in its 
expertise, determines that its previous methods are unsound or inappropriate 
to the particular application’ (quoting Southwestern Be// Telephone Com any 
v. Arkansas Public Service Commission, 593 S.W. 2d 434 (Ark 1980). e 7  

Furthermore, 

77 State ex rel. Assoc. Natural Gas Co. v. Public Service Commission, 706 S.W. 2d 870,880 (Mo. 
App. W.D. 1985). 
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Not only can the Commission select its methodology in determining rates and 
make pragmatic adjustments called for by particular circumstances, but it 
also may adopt or reject any or all of any witnesses’ testimony.78 

In another case, the Court of Appeals recognized that the establishment of an 

appropriate rate of return is not a “precise science”: 

While rate of return is the result of a straight forward mathematic calculation, 
the inputs, particularly regarding the cost of common equity, are not a matter 
of ‘precise science,’ because inferences must be made about the cost of 
equity, which involves an estimation of investor expectations. In other words, 
some amount of speculation is inherent in any ratemaking decision to the 
extent that it is based on capital structure, because such decisions are 
forward-looking and rely, in part, on the accuracy of financial and market 
forecasts.7g 

Section 386.266, RSMo (Supp. 2008), the statute that allows the Commission to 

order AmerenUE to implement a fuel adjustment clause, allows the Commission to modify a 

company’s allowed return on equity to reflect the implementation of a fuel adjustment 

clause. Specifically, subsection 7 of that statute provides that the Commission may: 

take into account any change in business risk to the corporation resulting 
from implementation of the adjustment mechanism in setting the 
corporation’s allowed return in any rate proceeding, in addition to any other 
changes in business risk experienced by the corporation. 

That section does not, however, require the Commission to make any adjustment to 

allowed return on equity when it allows a company to implement a fuel adjustment clause. 

Decision: 

Based on the evidence in the record, on its analysis of the expert testimony offered 

by the parties, and on its balancing of the interest of the company’s ratepayers and 

shareholders, as fully explained in its findings of fact and conclusions of law, the 

’’ Id. 

’’ State ex re/. Missouri Gas Energy v. Public Service Commission, 186 S.W.3d 376,383 (Mo App. 
W.D. 2005). 

31 



Commission finds that 10.76 percent is a fair and reasonable return on equity for 

AmerenUE. The Commission finds that this rate of return will allow AmerenUE to compete 

in the capital market for the funds needed to maintain its financial health. As one final 

check on reasonableness, the 10.76% return on equity is within 15 basis points of the 

national average return on equity for electric utility companies. 

2. Vegetation Management and Infrastructure Inspection Expenses 

Introduction: 

In 2006, AmerenUE experienced extensive service outages due to severe 

thunderstorms in the summer and ice storms in the winter. In response to concerns that 

AmerenUE and other electric utilities had failed to properly maintain their electric 

distribution systems, the Commission promulgated new rules designed to compel 

Missouri's electric utilities to do a better job of maintaining their electric distribution facilities 

to enhance the reliability of electric service to customers. Those rules, entitled Electrical 

Corporation Infrastructure Standards" and Electrical Corporation Vegetation Management 

Standards and Reporting Requirements," became effective on June 30, 2008. 

The rules establish specific standards requiring electric utilities, including 

AmerenUE, to inspect and replace old and damaged infrastructure, such as poles and 

transformers. In addition, electric utilities are required to more aggressively trim tree 

branches and other vegetation that encroaches on transmission lines. In promulgating the 

stricter standards, the Commission anticipated utilities would have to spend more money to 

comply. Therefore, both rules include provisions that allow the utility a means to recover to 

Commission Rule 4 CSR 240-23.020. 

Commission Rule 4 CSR 240-23.030. 
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the extra costs it incurs to comply with the requirements of the rule. In general, this issue 

concerns whether and how AmerenUE will be allowed to recover those costs. 

This is a complicated and confusing issue that the Commission will address in 

pieces by answering the specific questions offered by the parties in the Statement of Issues 

filed before the start of the hearing. Once the specific pieces are addressed, the overall 

picture will come into focus. 

a. Vegetation Management 

What level of vegetation management expense is appropriate for recognition 

in AmerenUE’s revenue requirement in this case? 

Findings of Fact: 

The determination of this number is the starting point for other decisions to follow. 

Staff proposes the amount be set at the company’s actual expenditures during the test 

year, trued-up through September 30, 2008.82 What that amount may be is not clearly 

revealed in the record. Initially, Staff indicated the test year level of vegetation 

management costs should be set at $45,666,000,83 which is a number derived from the 

supplemental direct testimony of AmerenUE’s witness, Gary we is^.^^ However, since 

Weiss’ testimony was filed on June 16, 2008, that number would not be trued-up through 

September 30, 2008. At the hearing, Staffs witness indicated his belief that the trued-up 

number might have been $49.7 million.85 

Transcript, Page 1673, Lines 6-1 2. 

83 Beck Surrebuttal, Ex. 21 8, Page 4, Lines 8-9. 

84 Weiss Supplemental Direct, Ex. 11, Page 20, Lines 8-9. 

into evidence as Ex. 240. 
Transcript, Page 1673, Lines 13-1 9. That number is also found in Zdellar‘s workpapers entered 
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AmerenUE proposes the base amount for vegetation management be set at the 

average amounts included in AmerenUE’s budgets for 2009 and 2010.86 In Ron Zdellar’s 

rebuttal testimony, he says that number is $49 million.87 However, in his corrected 

surrebuttal testimony, the number has become $54.1 million.B8 

Whatever the exact numbers, the important determination at this point is the 

principle of whether an actual test year amount or a prospective budgeted amount should 

be used. Public Counsel, and presumably Staff, oppose the use of budgeted cost 

numbers, because they believe such numbers are not known and mea~urable.~’ 

AmerenUE’s expenditures on vegetation management have increased each quarter 

of 2008, as the company ramps up its compliance with the Commission’s vegetation 

management rules.g0 Therefore, a projected budget amount is more likely to properly 

measure the company’s actual expenditures in the coming years. 

AmerenUE has made good progress in meeting its prior commitments and the 

requirements of the Commission’s rule by attaining the required four and six-year tree 

trimming cycles as of November 14, 2008.” The Commission wants to encourage the 

company to continue making progress and allowing an amount in rates that is likely to 

match the company’s actual expenditures is the best way to achieve that goal. Therefore, 

the Commission will include $54.1 million as the base amount of vegetation management 

costs for the calculation of rates in this case. 

86 Transcript, Page 161 0, Lines 20-24. 

Zdellar Rebuttal, Ex. 16, Page 9, Lines 1-2. 

Ex. 76. 

Robertson Surrebuttal, Ex. 408, Page 4, Lines 10-1 1. 

Zdellar Surrebuttal, Ex. 17, Page 3, Lines 21-22. 

Transcript, Page 1608, Lines 17-20. 
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Should AmerenUE’s revenue requirement in this case include a three year 

amortization of vegetation management expense from January 1,2008 to June 30, 

2008 that is in excess of the $45 million annual level that was included in 

AmerenUE’s revenue requirement for Case No. ER-2007-0002? 

Should AmerenUE’s revenue requirement in this case include a three year 

amortization of vegetation management expense from July 1,2008 to September 30, 

2008 that is in excess of the $45 million annual level that was included in 

AmerenUE’s revenue requirement for Case No. ER-2007-0002? 

These two questions are interrelated so the Commission will address them together. 

Findings of  Fact: 

In answering the previous question, the Commission determined AmerenUE’s rates 

going forward should allow the company to recover $54.1 million per year from ratepayers 

for vegetation management expenses. In AmerenUE’s last rate case, the Commission 

approved a stipulation and agreement that allowed the company to recover $45 million per 

year, and, in fact, established a one-way tracker that required the company to spend that 

amount of money on vegetation management, but did not track or require future 

consideration of any additional spending over $45 million.92 

The Commission’s new vegetation management rule includes a provision that allows 

an electric utility to recover expenses it incurs to comply with the rule to the extent those 

costs exceed the amount allowed in the utility’s existing rates.93 Between January 1 2008, 

and September 30, 2008, AmerenUE spent an additional $2.9 million for vegetation 

92 Transcript, Pages 1626-1 627, Lines 1 8-25, 1-1 5. 

93 Commission Rule 4 CSR 240-23.020(4). 
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management, beyond what it was able to recover in its existing ratesQ4 AmerenUE asks 

that it be allowed to amortize that amount over three years and recover it in the rates to be 

established in this case. 

Staff opposes AmerenUE’s attempt to recover these additional expenditures for two 

reasons: first, because the one-way tracker from the last rate case does not allow 

AmerenUE to track and recover expenditures above $45 million; and second, because 

AmerenUE’s additional expenditures are related to its prior commitment to improve its 

vegetation management practices, and not because of the implementation of the new 

vegetation management 

Staff does not identify, and the Commission does not find, anything in the one-way 

tracker implemented in AmerenUE’s last rate case that would preclude the company from 

utilizing the clear provisions of the rule to recover the additional expenses it incurred to 

comply with the vegetation management rule. Thus, to the extent AmerenUE incurred 

additional costs to comply with the rule, it should be allowed to recover those costs in this 

case. 

The question of whether AmerenUE’s additional expenditures were caused by its 

compliance with the new rule is complicated by the fact that the new rule did not go into 

effect until June 30, 2008. Thus, AmerenUE’s increased expenditures for the period of 

January 1 , 2008 to June 30, 2008, undeniably occurred before the rule went into effect. 

94 Exhibit 76, Page 12, Lines 5-6. 

95 Beck Rebuttal, Ex. 217, Page 7, Lines 1-9. 
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However, AmerenUE began complying with the Commission’s rule on January -l, 

2008, six months before the rule went into effect.g6 It did so because it anticipated that the 

rule would be effective on January I, and in fact, the rule would have been effective on that 

date except the Commission missed the deadline for submission of its rulemaking to the 

secretary of state and had to restart the rulemaking process. Staffs witness, however, 

agreed that AmerenUE‘s decision to begin complying with the rule before it became 

effective was a good practice that benefited the company’s ratepayeng7 

The Commission finds that AmerenUE’s decision to begin complying with 

requirements of the rule benefited the reliability of AmerenUE’s electric system and thus 

benefited the company’s ratepayers. The fact that those costs were incurred before the 

rule went into effect does not affect AmerenUE’s ability to recover those costs under the 

terms of the rule. 

However, that determination does not necessarily mean that AmerenUE incurred 

those costs because of the rule. As Staff points out, in a previous case,’* AmerenUE made 

a commitment to increase its spending on vegetation management to improve the reliability 

of its electric system. In particular, AmerenUE agreed to implement a four-year tree- 

trimming cycle in urban areas and a six-year cycle in rural areas by the end of 2008.99 Staff 

contends AmerenUE’s extra spending was to comply with that earlier commitment and not 

to comply with the rule. 

96 Zdellar Surrebuttal, Ex. 17, Page 2, Lines 6-8. 

97 Transcript, Page 1682, Lines 20-23. 

98 Commission Case No. EW-2004-0583. 

g9 Zdellar Surrebuttal, Ex. 17, Page 4, Lines 8-18. 
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"The rule requires AmerenUE to take steps above and beyond its earlier 

commitment. The rule also sets a minimum clearance distance, requires mid-cycle 

inspections, customer education efforts, and requires notice be given before trimming. 

None of those requirement existed before AmerenUE began complying with the new rules 

and all impose additional costs on the company."' 

Furthermore, the existence of the $45 million one-way tracker in the previous rate 

case actually supports AmerenUE's position. The $45 million was established in the last 

rate case as the amount AmerenUE would be required to spend to comply with the 

commitments it had made at that time. It is reasonable to assume it actually spent that 

amount to comply with those earlier commitments. However, after AmerenUE began 

complying with the rule on January 1, 2008, it spent more than the $45 million it was 

required to spend under the tracker. Therefore, the Commission concludes the extra $2.9 

million spent above $45 million was the amount AmerenUE spent to comply with the rule. 

Under the terms of the rule, AmerenUE is entitled to recover that amount from ratepayers, 

and it may do so by amortizing $2.9 million over three years and recovering it in rates. 

Should accounting authority be granted for vegetation management expense 

incurred from October 'I, 2008 to February 28, 2009, in excess of the $45 million 

annual level that was included in AmerenUE's revenue requirement for Case No. ER- 

2007-0002, with this cost being deferred for treatment in AmerenUE's next rate case? 

Findings of Fact: 

AmerenUE is requesting an accounting authority order to allow it to accumulate and 

defer the additional costs of complying with the vegetation management rule it will incur 

loo Zdellar Surrebuttal, Ex. 17, Page  4, Lines 19-23. 
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during the period of October 1 , 2008 through February 28,2009."' That period is between 

the end of the true-up for this case and the beginning of new rates that will go into effect at 

the end of this case. The Commission has just found that extra expenses incurred before 

October I can be recovered in this case. Similarly, extra expenses incurred after February 

28 would be deferred for future consideration in the tracking mechanism that will be 

considered later in this order. However, extra expenses AmerenUE incurs during this gap 

could not be considered and recovered in a future rate case unless an accounting authority 

order is authorized. 

Staff opposed granting of the requested accounting authority for the same reason it 

opposed allowing AmerenUE to recover the extra expenses it incurred through September 

30, 2008. For the same reasons it rejected Staffs arguments regarding those costs, the 

Commission rejects Staffs arguments regarding the requested accounting authority order. 

AmerenUE is authorized to accumulate and defer the additional costs of complying with the 

vegetation management rule it will incur during the period from October 1 , 2008, through 

February 28, 2009. 

Should a tracker be implemented for vegetation management expense that 

exceeds the level of vegetation management expense the Commission recognized in 

AmerenUE's revenue requirement in this case? Should such a tracker be 

implemented for the one-year period of March 1, 2009 to February 28,2010? 

Findings of Fact: 

AmerenUE asks the Commission to implement a two-way tracking mechanism for 

vegetation management and infrastructure inspection and repair expenses. The tracker 

lo' Zdellar Surrebuttal, Ex. 17, Page 12, Lines 8-10. 
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would set a base level of vegetation management and infrastructure inspection and repair 

costs. Actual expenditures would then be tracked around that base level with the creation 

of a regulatory liability in any year where AmerenUE spends less than the target amount, 

and a regulatory asset where the company spends more than the target amount. The 

assets and liabilities would then be netted against each other and considered in 

AmerenUE’s next rate case.’” 

Staff supports the idea of a two-way tracking mechanism. However, Staff would 

place a ten percent cap on  expenditure^,"^ and would limit the operation of the tracker to 

only one year, March I, 2009, through February 28, 2010.104 

The Commission finds a ten percent cap on the tracker to be appropriate. Without a 

cap, the tracker would essentially give AmerenUE a blank check to spend however much it 

wants on vegetation management with assurance that any expenditure will likely be 

recovered from ratepayers. Of course, any such expenditure would still be subject to a 

prudence review in the next rate case, but a prudence review is not a complete substitute 

for a good financial incentive. If AmerenUE finds it must increase its vegetation 

management spending to a level more than ten percent above its budgeted amount, it has 

the option of coming to the Commission for accounting authority to defer those costs for 

consideration in a future rate case.’05 

Public Counsel opposes the implementation of any tracking mechanism. Public 

Counsel’s witness argues “the use of tracker mechanisms subvert the regulatory rate model 

Zdellar Rebuttal, Ex. 16, Pages 7-8, Lines 15-22, 1-2. 

Transcript, Page 1684, Lines 7-22. 

$04 Beck Surrebuttal, Ex. 21 8, Page 6, Lines 22-23. 

Transcript, Page 1703, Lines 14-25. 
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process and should be used in very limited insfances.”’O6 Public Counsel further explains 

that tracker mechanisms violate the “matching principle” of regulation by moving revenues 

or expenses away from the time in which they were incurred, to be recovered from future 

ratepayers who may not have benefited from the  expenditure^."^ They also reduce the 

utility’s business risk at the expense of ratepayers, and they reduce the utility’s incentive to 

minimize its expenses.“* 

Staff also suggests the tracker be limited to one year. Staff provided no testimony or 

other evidence to support such a restriction. The Commission finds that the tracker shall 

remain in effect until new rates are established in the next rate case. 

Public Counsel’s general concerns about the overuse of tracking mechanisms are 

valid. The Commission does not intend to allow the overuse of tracking mechanisms in this 

case, or in future rate cases. However, the tracker proposed by AmerenUE in this case is 

appropriate. This is a limited tracker that will have only a limited effect on AmerenUE’s 

business risk. With the cap proposed by Staff, the tracker can increase AmerenUE’s 

vegetation management costs by no more than approximately five million dollars. 

Furthermore, because the vegetation management rule is still very new, no one can know 

with any certainty how much AmerenUE will need to spend to comply with the rule’s 

provisions. The tracker will ensure AmerenUE does not over-recover for its actual 

expenditures, as much as it will ensure it does not under-recover those expenditures. 

Thus, the risk for ratepayers, as well as for AmerenUE, is reduced by operation of the 

tracking mechanism. 

I O 6  Robertson Surrebuttal, Ex. 408, Page 10, Lines 4-5. 

I O 7  Robertson Surrebuttal, Ex. 408, Pages 10-1 1, Lines 17-21, 1. 

lo’ Robertson Surrebuttal, Ex. 408, Page 1 1, Lines 1-21. 
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In addition, Public Counsel is concerned AmerenUE will have fewer electrical 

outages on its system in the future because of the work that it is doing to comply with the 

vegetation management rule.’0g As a result, AmerenUE will likely have fewer outage 

related expenses. Public Counsel points out that any reduction in outage related expenses 

will not be included in the tracker.‘” 

Public Counsel’s concerns are unwarranted. The Commission certainly hopes 

AmerenUE’s increased spending on vegetation management will result in a reduction in 

outage related expenses. That will mean AmerenUE’s electric system has become more 

reliable, a result that will certainly benefit the utility’s customers. Any reduction in outage 

related expenses will, of course, be reflected in a reduced cost of service in AmerenUE’s 

next rate case. In the same rate case, the Commission will consider any adjustments, up 

or down, that result from application of the tracking mechanism the Commission will 

approve in this case. Thus, balance will be maintained and ratepayers will not be harmed 

by operation of the tracking mechanism. 

b. Infrastructure inspection and Repair. 

What level of infrastructure inspection and repair expense is appropriate for 

recognition in AmerenUE’s revenue requirement in this case? 

Findings of Fact: 

AmerenUE proposes it be allowed to recover $23.9 million in this case for 

infrastructure inspection and repair costs.“’ Staff would limit AmerenUE’s recovery under 

these provisions to the amount spent for inspections, but would eliminate expenditures for 

log Transcript, Page 1622, Lines 19-22. 

’lo Transcript, Page 161 8, Lines 3-8. 

’I1 Zdellar Surrebuttal, Ex. 17, Page 12, Lines 14-1 5. 
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repairs made as a result of those inspections.'12 The Commission finds that AmerenUE's 

rates already allow for recovery of the expenditures required to repair its electric system. 

The fact those repairs may occur following an inspection does not mean the repairs would 

not eventually have been made anyway and there is no reason to believe the repairs would 

be more costly simply because they were made after an inspection. Thus, to allow 

recovery under this provision as an increased cost of complying with the rule could result in 

a double recovery of those COS~S. "~  

AmerenUE's witness, Ron Zdellar, offered vague assurances AmerenUE would be 

able to separate repair costs resulting from inspections from repair costs resulting from a 

system failure or a customer report of  problem^,"^ thus avoiding the double counting 

problem. However, the Commission is not convinced, and finds that the risk of double 

recovery precludes AmerenUE's attempt to recover repair costs under this provision. 

Therefore, the Commission finds that AmerenUE shall recover $10.7 million as the cost of 

conducting infrastructure inspections. That amount is the average of AmerenUE's forecast 

expense for 2009 and 2010.115 

Should AmerenUE's revenue requirement in this case include a three year 

amortization of infrastructure inspection and repair expense from January 'I, 2008 to 

June 30,2008? 

Beck Surrebuttal, Ex. 21 8, Page I 1  I Lines 23-24. 

'I3 Beck Surrebuttal, Ex. 218, Page 11, Lines 24-28. 

'I4 Zdellar Surrebuttal, Ex. 17, Pages I 0-1 1, Lines 17-21, 1-2. 

'I5 Exhibit 240. 
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Should AmerenUE’s revenue requirement in this case include a three year 

amortization of infrastructure inspection and repair expense from July 1, 2008 to 

September 30,2008? 

Should accounting authority be granted for infrastructure inspection and 

repair expenses incurred from October I, 2008 to February 28,2009, with these costs 

being deferred for treatment in AmerenUE’s next rate case? 

Findings of Fact: 

AmerenUE again proposes a three-year amortization and recovery in rates of the 

$8.0 million in infrastructure inspection and repair expenses it incurred to comply with the 

Commission’s rule from January I, 2008, through September 30, 2008.”6 For the 

compliance costs incurred from October 1 I 2008, through February 28, 2009, AmerenUE 

requests an accounting authority order to defer those costs for consideration in its next rate 

case. 

Staff again opposes recovery of the amount incurred before the rule went into effect 

on June 30, 2008. For the reasons previously described regarding the vegetation 

management rule, the Commission rejects that position. 

Conclusions of Law: 

For the costs AmerenUE incurred from July 1 , 2008 through September 30, 2008, 

Staff again opposes AmerenUE’s proposal to amortize and recover those costs in this 

case. Staff instead advises the Commission to grant AmerenUE accounting authority to 

defer recognition of the costs incurred from July 1 , 2008 through February 28, 2009 for 

’I6 Exhibit 76. 
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consideration in AmerenUE’s next rate. 

added to the tracking mechanism for consideration in AmerenUE’s next rate case. 

In its brief, Staff suggests those costs simply be 

Staff takes that position because of its interpretation of a provision of the 

Commission’s Infrastructure Standards Rule, 4 CSR 240-23.020.118 Section (4) of that rule 

allows a utility to request an accounting authority order to recover compliance costs in its 

next general rate case, “filed after the effective date of this rule”. AmerenUE filed this 

before the rule became effective, so Staff contends the costs incurred from July I, 2008, 

through September 30, 2008 cannot be recovered in this case and must instead be 

deferred until AmerenUE’s next rate case. 

Staffs interpretation of the rule is overly technical and nonsensical. The intent of the 

rule is simply to indicate costs may be deferred until the next rate case. The Commission 

did not intend to limit a utility’s ability to recover costs incurred within the update period of a 

pending rate case. 

AmerenUE may amortize its infrastructure inspection costs incurred from January I, 

2008, through September 30, 2008, to comply with the Commission’s Infrastructure 

Standards rule over three years and recover those costs in this case. Furthermore, 

AmerenUE is granted accounting authority to defer its infrastructure inspection costs 

incurred between October 1, 2008, and February 28, 2009, to comply with the 

Commission’s Infrastructure Standards rule. 

AmerenUE also proposed to recover or defer its cost of infrastructure repairs. For 

the reasons previously stated, the Commission finds that recovery or deferral of those 

repair costs is not appropriate. 

Beck Surrebuttal, Ex. 218, Page 11, Lines 1-3. 

’I8 Beck Surrebuttal, Ex. 21 8, Page 1 I, Lines 5-1 9. 
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In his surrebuttal testimony for AmerenUE, Ron Zdellar indicated the cost of 

infrastructure inspection and repairs for the period of January I, 2008, through September 

30, 2008, was $8.6 million. Exhibit 240, drawn from Zdellar’s work papers, breaks that 

down into $3.7 million for inspections and $4.9 million for repairs for the January through 

September period. In his corrected surrebuttal testimony, which is exhibit 76, Zdellar 

reduces that amount to a total of $8.0 million for infrastructure inspection and repair. 

Unfortunately, the record does not contain a breakdown of that total amount between 

repairs and inspections. Since the Commission has determined AmerenUE should not be 

allowed to defer and recover those repair costs, the Commission must devise a way to 

remove those costs from the total. 

The Commission will assume Zdellar’s corrected amount will retain the same ratio of 

repair costs to inspection costs as that in the number contained in his surrebuttal testimony. 

The number in the surrebuttal testimony was 43 percent inspection costs and 57 percent 

repair cost. Applying the same ratio to the $8.0 million number in exhibit 76 shows 

inspection costs of $3.44 million and repair costs of $4.56 million. Thus, the Commission 

will allow AmerenUE to amortize $3.44 million in inspection costs over 3 years and recover 

them in the rates to be established in this case. 

Should a tracker be implemented for infrastructure inspection and repair 

expense that exceeds the level of infrastructure inspection and repair expense the 

Commission recognizes in AmerenUE’s revenue requirement in this case? Should 

such a tracker be implemented for the one-year period of March 1,2009 to February 

28,2010? 

Findings of Fact: 
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AmerenUE proposes a single tracking mechanism that would track both vegetation 

management expenses and infrastructure inspection expenses. The Commission has 

previously approved a tracker for vegetation management expenses and for the same 

reasons, will approve the tracking mechanism to also apply to infrastructure inspection 

expenses as previously described. 

Conclusions of Law Regarding Vegetation Management and Infrastructure 

Inspection and Repair: 

Commission Rule 4 CSR 240-23.020 establishes standards requiring electrical 

corporations, including AmerenUE, to inspect its transmission and distribution facilities as 

necessary to provide safe and adequate service to its customers. Specifically, 4 CSR 240- 

23.020(3)(A) establishes a four-year cycle for inspection of urban infrastructure and a six- 

year cycle for inspection of rural infrastructure. 

Commission Rule 4 CSR 240-23:020(4) establishes a procedure by which an electric 

utility may recover expenses it incurs because of the rule. Specifically, that section states 

as follows: 

In the event an electrical corporation incurs expenses as a result of this rule 
in excess of the costs included in current rates, the corporation may submit a 
request to the commission for accounting authorization to defer recognition 
and possible recovery of these excess expenses until the effective date of 
rates resulting from its next general rate case, filed after the effective date of 
this rule, using a tracking mechanism to record the difference between the 
actually incurred expenses as a result of this rule and the amount included in 
the corporation’s rates . . . . 

Commission Rule 4 CSR 240-23.030 establishes standards requiring electrical 

corporations, including AmerenUE, to trim trees and otherwise manage the growth of 

vegetation around its transmission and distribution facilities as necessary to provide safe 

and adequate service to its customers. Specifically, 4 CSR 240-23.030(9) establishes a 
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four-year cycle for vegetation management of urban infrastructure and a six-year cycle for 

vegetation management of rural infrastructure. The vegetation management rule also 

includes a provision that would allow AmerenUE to ask the Commission for authority to 

accumulate and recover its cost of compliance in its next rate case.”’ 

Decision: 

The Commission’s decision regarding vegetation management and infrastructure 

inspection expenses can be summarized as follows: 

1. AmerenUE shall recover in its base rates $54.1 million for vegetation 

management costs, and $1 0.7 million for infrastructure inspection costs. 

2. AmerenUE shall amortize over three years and recover in rates $2.9 million for 

vegetation management expenses beyond what it was able to recover in prior rates. 

AmerenUE shall amortize over three years and recover in rates $3.44 million in 

infrastructure inspection costs beyond what it was able to recover in prior rates. 

3. AmerenUE shall establish a tracking mechanism to track future vegetation 

management and infrastructure inspection costs. That tracking mechanism shall include a 

base level of $64.8 million ($54.1 million + $10.7 million = $64.8 million). Actual 

expenditures shall be tracked around that base level with the creation of a regulatory 

liability in any year where AmerenUE spends less than the base amount and a regulatory 

asset in any year where AmerenUE spends more than the base amount. The assets and 

liabilities shall be netted against each other and shall be considered in AmerenUE’s next 

rate case. The tracking mechanism shall contain a ten percent cap so expenditures 

exceeding the base level by more than I O  percent shall not be deferred under the tracking 

’I9 Commission Rule 4 CSR 240-23.030( IO) .  
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mechanism. If AmerenUE’s vegetation management and infrastructure inspection costs 

exceed the ten percent cap, it may request additional accounting authority from the 

Commission in a separate proceeding. The tracking mechanism shall operate until new 

rates are established in AmerenUE’s next rate case. 

3. January 2007 ice Storm AAO 

Introduction: 

AmerenUE experienced a severe ice storm in its service territory on January 13, 

2007. Staff and AmerenUE agree AmerenUE incurred $24.56 million in storm restoration 

costs following that storm.12’ In an earlier case, Case No. EU-2008-0141, the Commission 

approved a stipulation and agreement that gave AmerenUE an accounting authority order 

(AAO) authorizing it to defer those storm restoration costs for consideration in this rate 

case.121 The approved stipulation and agreement also determined the storm restoration 

costs would be amortized over a five-year period. In other words, an amount would be 

included in rates that would allow AmerenUE to recover one fifth of the total costs in each 

of five years. The only disagreement was about when that amortization period should 

begin. Rather than resolve that question, the stipulation and agreement in the AAO case 

provided the issue would be deferred for consideration in this rate case, which was already 

pending at the time. 

Staff proposes the five-year amortization period begin on February 1, 2007, 

AmerenUE contends the five-year approximately two weeks after the storm.’22 

Cassidy Surrebuttal, Ex. 226, Page 1 I, Lines 7-9. 

12’ In the Matter of the Application of Union Electric Company, d/b/a AmerenUE for an Accounting 
Authority Order Regarding Accounting for the Extraordinary Costs Relating to Damage from the 
January 2007 Ice Storm, Case No. EU-2008-0141, Order Approving Stipulation and Agreement, 
April 30, 2008. 

49 



amortization period should begin on March 1 , 2009, the presumed effective date of the new 

rates that will be established in this case.Iz3 

Findings of Fact: 

Staffs proposed February 1, 2007, starting date for the amortization period 

effectively ensures AmerenUE will be unable to recover two fifths of the storm restoration 

costs for which the Commission granted an AAO. When the rates established in this case 

go into effect, more than two of the five years of amortization would have already occurred. 

Those amounts amortized over the first two years would be lost to AmerenUE and likely 

could not be recovered. In the particular circumstances of this case, that result would be 

unfair to AmerenUE. 

The purpose of an AAO is to give the utility an opportunity to recover extraordinary 

expenses. In granting AmerenUE an AAO, based on the stipulation and agreement of the 

parties, the Commission determined the ice storm restoration costs are extraordinary costs, 

and no party disputes that fact. As Staff points out, an AAO is not intended to absolutely 

ensure a utility recovers all those extraordinary expenses.’24 However, the utility should be 

given a reasonable opportunity to make that recovery. 

Staffs proposed date for beginning the amortization period would not give 

AmerenUE a reasonable opportunity to recover those expenses because of the timing of 

this ice storm in relation to AmerenUE’s last rate case. The ice storm occurred on January 

13,2007. That was only two weeks after the January 1 , 2007, cut-off date for known and 

Izz Cassidy Surrebuttal, Ex. 226, Page 1 I, Lines 12-1 3. 

Barnes Rebuttal, Ex. 26, Page 8, Lines 3-5. 

Cassidy Surrebuttal, Ex. 226, Page 13, Lines 2-4. 
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measurable changes in AmerenUE’s last rate case.125 Therefore, AmerenUE incurred the 

expenses after the close of the test year and as a result could not recover those costs in 

the normal course of that rate case. 

Staff suggests perhaps AmerenUE could have sought recovery of these expenses 

as an isolated adjustment in the last rate case.Iz6 However, such recovery would have 

been unlikely because the actual amount of the storm expenses was not known and 

measurable until the final invoices from contractors and other utilities were received in June 

2007, after the rates from the prior rate case had gone into effect, and long after the 

evidentiary record in that case had closed. As a result, AmerenUE was effectively 

precluded from seeking recovery of those storm expenses in the last rate case. 

That is important because in ordinary situations, when a utility obtains an AAO, it can 

control the timing of a rate case in which it will seek to recover the expenses deferred under 

the AAO. Thus, the utility can weigh the expenses that are being amortized under the AAO 

against its other expenses and revenues and decide whether it needs to come in for a rate 

case to try to recover the expenses that are being amortized. In some cases, the utility 

may conclude it does not need to increase its revenues and will decide not to file a rate 

case, allowing the costs deferred under the AAO to be amortized out of existence. 

In this case, the extraordinary ice storm restoration expenses were incurred while 

AmerenUE was already in the later stages of a rate case, but too late to be recovered in 

that rate case. AmerenUE concluded it needed additional revenue as it failed to earn its 

Barnes Rebuttal, Ex. 26, Page 8, Lines 10-12. 

126 Transcript, Page 1858, Lines 7-1 0. 
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allowed return on equity throughout 2007,127 but as a practical matter, could not have filed 

a rate case much before April 2008 when it filed this case.128 That means AmerenUE could 

not effectively use the option of filing a rate case to recover the costs sooner, as is 

frequently done in an AAO situation. 

Staff contends AmerenUE would not necessarily be precluded from recovering the 

full amount of the expenses deferred under the AAO no matter when the five-year 

amortization begins. In theory, that is true, because once the annually amortized amount of 

expenses is included in rates, that amount of expenses will remain in rates until the 

Commission revises those rates in a future rate case. If the five-year amortization begins in 

2007, as Staff proposes, the amortization would be complete in 2012. However, if 

AmerenUE chose not to file another rate case until 2014 the annually amortized amount of 

expenses would continue in rates for two extra years and AmerenUE would fully recover its 

storm restoration expenses. Indeed, if AmerenUE did not bring a rate case until 2015 or 

later, it could actually over-recover those expenses. 

However, given the rising cost environment facing AmerenUE, it is unreasonable to 

believe the company will wait until 2014, or after, to file its next rate case. Indeed, the 

testimony presented at the hearing indicated AmerenUE will not wait nearly that long to file 

its next rate case.129 Furthermore, since the Commission is authorizing AmerenUE to 

establish a fuel adjustment clause in this case, AmerenUE will be required to file a new rate 

’” Barnes Rebuttal, Ex. 26, Page 9, Chart at Line 1. 
”* Transcript, Page 1847-1 848, Lines 3-25, 1. 
‘” Transcript, Page 2210, Lines 9-12, and Ex. 433HC, Page 17, AmerenUE’s exact plan for filing 
future rate cases is highly confidential. 
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case no later than 201 2, so that new rates will go into effect no later than March 1,201 3.I3O 

Under these circumstances, there is no risk that AmerenUE will over-recover its storm 

restoration expenses, and beginning the five-year amortization on the date proposed by 

Staff would guarantee AmerenUE would be unable to recover the full amount of expenses. 

Conclusions of Law: 

A fuel adjustment clause approved under Section 386.266, RSMo (Supp. 2008), the 

statute that give the Commission authority to approve a fuel adjustment clause for an 

electric utility, must contain a provision requiring the utility to “file a general rate case with 

the effective date of new rates to be no later than four years after the effective date of the 

commission order implementing the adjustment mechanism.” 

Decision: 

Under the unique circumstances of this case, the five-year amortization period for 

the storm restoration costs relating to the January 2007 ice storm shall begin on March 1 , 

2009. This decision is dictated by these particular facts and should not be interpreted as a 

general rule that would require the beginning of an amortization period in a future case to 

coincide with the effective date of rates in a future rate case. 

4. Deferred Income Taxes 

Introduction: 

Deferred income taxes arise from temporary differences between book and tax 

treatment of an item of income or expense. Under well-established regulatory principles, 

deferred taxes are treated as a reduction to rate base so ratepayers do not pay a return on 

I 3 O  Section 386.266, RSMo (Supp. 2008). 
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funds provided to the company at no cost.‘31 In that way, ratepayers are given the benefit 

of what is, in effect, an interest free loan from the government to the ~ti1ity.l~’ In other 

words, the benefit the company receives from being able to keep money by delaying 

payment to the government is passed along to ratepayers. 

There is no disagreement about those principles. The issue concerns several 

uncertain tax positions AmerenUE has taken before the IRS. Staff wants to treat all of the 

money associated with those uncertain positions as deferred income taxes, and thus as a 

reduction to AmerenUE’s rate base.133 AmerenUE argues only the portion of the money it 

ultimately expects to pay to the IRS should be excluded from the deferred income tax 

category.’ 34 

Findings of Fact: 

AmerenUE has taken three tax positions with the IRS about which it is uncertain. In 

other words, it may ultimately have to pay additional tax if the IRS rules against 

AmerenUE’s position. At this time those taxes have not been paid.135 The IRS audit of 

AmerenUE’s tax positions is still in progress and AmerenUE expects to learn the results of 

that audit in the summer of 2009.136 

Generally Accepted Accounting Principles (GAAP) provide rules for recording the 

effect of tax deferrals. Under a GAAP standard known as FIN 48, AmerenUE is required to 

record as deferred tax only the portion of the tax liability upon which the company expects 

13‘ Staff Report - Cost of Service, Ex. 200, Page 11. 

13’ Nelson Rebuttal, Ex. 21, Page 4, Lines 10-16. 

133 Staff Report - Cost of Service, Ex. 200, Page I 1. 

134 Nelson Rebuttal, Ex. 21, Page 4, Lines 17-21. 

13’ Transcript, Pages 1076-1 077, Lines 25, I. 

136 Transcript, Page 1079, Lines 10-1 I. 
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to prevail. The portion of that liability that the company ultimately expects to pay to the 

government in taxes, including interest, is treated as a “FIN 48 liability”137 

FIN 48 requires AmerenUE to review its FIN 48 liabilities quarterly and to adjust 

those liabilities to take into account changes in laws and regulations and the impact those 

changes may have on the company’s prospects of prevailing before the IRS. The 

company’s adjustments are reviewed quarterly by external a ~ d i t 0 r s . l ~ ~  AmerenUE would 

exclude its FIN 48 liabilities from Staffs calculations of deferred taxes for ratemaking 

purposes. Staff would treat the entire amount of potential tax liability as if AmerenUE will 

win on all positions and never have to pay the tax.139 

If the ultimate outcome before the IRS matches the FIN 48 analysis, in other words, 

AmerenUE loses the uncertain tax positions, there would be no deferral of tax and no 

means by which AmerenUE would recover the amount that reduced rates, but was not 

actually realized by the company.14’ 

Both ratepayers and shareholders benefit when AmerenUE takes an uncertain tax 

position with the IRS, because saving money on taxes benefits the company’s bottom line 

and reduces the amount of expense the ratepayers must pay. At the hearing, Staffs 

witness agreed AmerenUE should pursue such  position^.'^' The best way to encourage 

AmerenUE to continue to take uncertain tax positions is to treat the company fairly in the 

regulatory process. 

13’ Nelson Rebuttal, Ex. 21, Page 5, Lines 9-1 9. 

13’ Nelson Rebuttal, Ex. 21, Page 5, Lines 21-23. 

j3’ Staff Report - Cost of Service, Ex. 200, Page 12. 

I 4 O  Nelson Rebuttal, Ex. 21, Page 6, Lines 6-9. 

14‘ Transcript, Pages 1086-1 087, Lines 23-25, 1-2. 
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AmerenUE should not be required to recognize as deferred taxes the amount of its 

uncertain tax positions it ultimately expects to pay with interest to the IRS. The best means 

of determining that amount is by recognizing the allocation of those costs AmerenUE 

already makes under FIN 48. Therefore, the Commission will exclude from the deferred 

taxes account the amount of AmerenUE’s FIN 48 liability. 

Conclusions of Law: 

There are no additional conclusions of law for this issue. 

Decision: 

The Commission finds in favor of AmerenUE’s position. AmerenUE’s FIN 48 liability 

shall be excluded from consideration in the deferred taxes account. 

5. Entergy Arkansas Equalization Costs in SO2 or other Tracker 

Introduction: 

This issue concerns potential refunds AmerenUE may receive as the result of 

ongoing litigation before the Federal Energy Regulatory Commission (FERC). The 

disagreement was between Staff and AmerenUE. At the hearing, Staff and AmerenUE 

read the following stipulation into the record as a settlement of their disagreement: 

The company shall maintain such books and records as are necessary to 
allow the Staff to identify the amount of refunds, if any, the company may 
receive in the future arising from the dispute involving the 1999 purchased 
power service agreement with Entergy Arkansas described in the surrebuttal 
testimony of Staff witness John P. Cassidy. The company shall also maintain 
the books and records necessary to identify any costs associated with 
obtaining any such refunds such as legal expenses associated with efforts to 
obtain refunds.’42 

Decision: 

‘42 Transcript, Pages 1866-1 867, Lines 24-25, 1-1 0. 
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The stipulation agreed to by the parties is a reasonable resolution of their 

disagreement. The Commission accepts that stipulation as a resolution of this issue. 

6. Off-System Sales 

This issue was resolved by the Stipulation and Agreement as to Off-System Sales 

Related Issues, which the Commission approved in an order issued on December 30, 

2008. 

7. The Proposed Fuel Adjustment Clause 

General Findings of Fact Regarding Fuel Adjustment Clauses: 

The rates AmerenUE will be allowed to charge its customers are based on a 

determination of the company’s revenue requirement. A revenue requirement is based on 

the costs and income the company experienced during a historical test year. For this case, 

the test year was established as the 12-month period ending on March 31, 2008, with 

certain pro forma adjustments through September 30,2008, trued-up as of September 30, 

2008. That means the Commission will use the expenses and revenues measured during 

the test year to predict the expenses the company will be allowed to recover in future rates. 

Expenses that may be incurred in the future generally are not included in rate calculations. 

Under traditional ratemaking procedures, at the end of the rate case the Commission 

establishes the rates an electric utility can charge. Once rates are established, the utility 

cannot change those rates without filing a new rate case and restarting the review process. 

However, in 2005, the Missouri legislature passed a law authorizing the Commission to 

establish a mechanism to allow an electric utility to make periodic rate adjustments outside 

of general rate proceedings to reflect increases and decreases in its prudently incurred fuel 
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and purchased-power costs.’43 The sort of mechanism envisioned by the statute is 

generally known as a fuel adjustment clause. AmerenUE has requested a fuel adjustment 

clause in this case. 

Requests from Missouri electric utilities for implementation of a fuel adjustment 

clause are a relatively recent development because of the recent statutory change. 

However, fuel adjustment clauses are frequently allowed by utility commissions in other 

states. A chart submitted by AmerenUE’s witness indicates 87 out of 94 utilities in non- 

restructured states, excluding Missouri, already have a fuel adjustment clause in place. 

Another 3 currently have a request for a fuel adjustment clause pending. Of 27 utilities with 

more than 50 percent coal capacity in neighboring and other non-restructured states, 26 

already have a fuel adjustment clause in place.lM Clearly, this statute and the 

accompanying rules have merely transported Missouri back into the mainstream of utility 

regulation. That mainstream of regulation recognizes a utility must be able to recover its 

prudently incurred fuel costs and that it is impossible for a utility to earn its allowed return 

on equity in a rising cost environment without a fuel adjustment clause. 

While the new statute, Section 386.266, allows the Commission to approve a fuel 

adjustment clause, in effect, overturning a 1979 Missouri Supreme Court decision finding 

fuel adjustment clauses to be contrary to Missouri law for residential the 

statute does not require the Commission to approve a fuel adjustment clause. Instead, it 

specifically gives the Commission authority to reject a proposed fuel adjustment clause 

143 Section 386.266, RSMo (Supp. 2008). 

Lyons Rebuttal, Ex. 42, Schedule MJL-RE8. 

Safe ex re/. Ufi/ify Consumers Council of Mo., lnc. v. Pub. Sew. Cornrn’n, 585 S.W.2d 41 (Mo. 
banc 1979). 
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after giving an opportunity for a full hearing in a general rate case.14' The statute, while not 

providing specific guidance on when a fuel adjustment clause should be approved, does 

provide some guidance on when such a clause is appropriate. Specifically, it indicates any 

such fuel adjustment clause must be reasonably designed to provide the utility with a 

sufficient opportunity to earn a fair return on equity.'47 

There are circumstances when the use of a fuel adjustment clause may be 

appropriate to preserve the financial health of the utility, and no one, including ratepayers, 

benefits when a utility becomes financially unhealthy. In an era where fuel costs are highly 

volatile or rapidly rising, a fuel adjustment clause may be appropriate if the company is to 

earn its authorized rate of return. The problem then is how to determine when a fuel 

adjustment clause is appropriate. 

General Conclusions of Law Regarding Fuel Adjustment Clauses: 

Section 386.266.1, RSMo (Supp. 2008), the statute that allows the Commission to 

establish a fuel adjustment clause provides as follows: 

Subject to the requirements of this section, any electrical corporation may 
make an application to the commission to approve rate schedules authorizing 
an interim energy charge or periodic rate adjustments outside of general rate 
proceedings to reflect increases and decreases in its prudently incurred fuel 
and purchased-power costs, including transportation. The commission may, 
in accordance with existing law, include in such rate schedules features 
designed to provide the electrical corporation with incentives to improve the 
efficiency and cost-effectiveness of its fuel and purchased-power 
procurement activities. 

Subsection 4 of that statute sets out some of the provisions that must be included in a fuel 

adjustment clause as follows: 

146 Section 386.266.4, RSMo (Supp. 2008). 
147 Section 386.266.4(1), RSMo (Supp. 2008) 
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The commission shall have the power to approve, modify, or reject 
adjustment mechanisms submitted under subsections I to 3 of this section 
only after providing the opportunity for a full hearing in a general rate 
proceeding, including a general rate proceeding initiated by complaint. The 
commission may approve such rate schedule after considering all relevant 
factors which may affect the cost or overall rates and charges of the 
corporation, provided that it finds that the adjustment mechanism set forth in 
the schedules: 

(I) Is reasonably designed to provide the utility with a sufficient 
opportunity to earn a fair return on equity; 

(2) Includes provisions for an annual true-up which shall accurately and 
appropriately remedy any over- or under-collections, including interest at the 
utility’s short-term borrowing rate, through subsequent rate adjustments or 
refunds; 

(3) In the case of an adjustment mechanism submitted under subsections 
1 and 2 of this section, includes provisions requiring that the utility file a 
general rate case with the effective date of new rates to be no later than four 
years after the effective date of the commission order implementing the 
adjustment mechanism. . . . 

(4) In the case of an adjustment mechanism submitted under subsections 
1 or 2 of this section, includes provisions for prudence reviews of the costs 
subject to the adjustment mechanism no less frequently than at eighteen- 
month intervals, and shall require refund of any imprudently incurred costs 
plus interest at the utility’s short-term borrowing rate. (emphasis added) 

Subsection 4(1) is emphasized because that is the key requirement of the statute. Any fuel 

adjustment clause the Commission allows AmerenUE to implement must be reasonably 

designed to allow the company a sufficient opportunity to earn a fair return on equity. 

Subsection 7 of the fuel adjustment clause statute provides the Commission with 

further guidance, stating the Commission may: 

take into account any change in business risk to the corporation resulting 
from implementation of the adjustment mechanism in setting the 
corporation’s allowed return in any rate proceeding, in addition to any other 
changes in business risk experienced by the corporation. 

, Finally, subsection 9 of that statute requires the Commission to promulgate rules to “govern 

the structure, content and operation of such rate adjustments, and the procedure for the 

submission, frequency, examination, hearing and approval of such rate adjustments.” In 
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compliance with the requirements of the statute, the Commission promulgated Commission 

Rule 4 CSR 240-3.761, which establishes in detail the procedures for submission, 

approval, and implementation of a fuel adjustment clause. 

Is a Fuel Adjustment Clause Appropriate? 

Findings of Fact: 

The Commission addressed the question of when a fuel adjustment clause is 

appropriate in AmerenUEs last rate case and in recent rate cases for two other Missouri 

electric utilities. In all cases, the Commission accepted three criteria for determining 

whether an electric utility should be allowed to implement a fuel adjustment clause. The 

Commission concluded a cost or revenue change should be tracked and recovered through 

a fuel adjustment clause if that cost or revenue change is: 

I. Substantial enough to have a material impact upon revenue 
requirements and the financial performance of the business between 
rate cases; 
beyond the control of management, where utility management has 
little influence over experienced revenue or cost levels; and 
volatile in amount, causing significant swings in income and cash 
flows if not tracked.‘48 

2. 

3. 

After applying those criteria in AmerenUEs last rate case, the Commission found 

that fuel costs for AmerenUE, which derived most of its power through its own coal or 

nuclear-fired generating plants, were not sufficiently volatile to justify the use of a fuel 

adjustment clause.’49 In addition, the Commission was influenced by the strength of Staffs 

witness, Mike Proctor’s, testimony suggesting AmerenUE’s rising fuel costs would be at 

least partially off-set by rising profits from off-system sales Aquila, Inc., in contrast to 

’45 In the Matter of Union Electric Company d/b/a AmerenUEs Tariffs Increasing Rates for Electric 
Service, Report and Order, Case No. ER-2007-0002, May 22,2007, Pages 20-21. 

14’ In the Matter of Union Electric Company d/b/a AmerenUEs Tariffs Increasing Rates for Electric 
Service, Report and Order, Case No. ER-2007-0002, May 22,2007, Page 26. 
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AmerenUE, derived much of its power through natural gas-fired generating plants and 

purchased power. In those circumstances, the Commission concluded Aquila would be 

allowed to implement a fuel adjustment clause.150 For similar reasons, the Commission 

allowed The Empire District Electric Company to implement a fuel adjustment clause.151 

Applying that three-part test to AmerenUE, it is clear AmerenUE’s fuel and 

purchased power cost is substantial. The approved Stipulation and Agreement as to Off- 

System Sales Issues established AmerenUE’s total fuel and purchased power costs at 

$735 million for the test year, which was netted against off-system sales of $451.7 million, 

resulting in annual net fuel costs of $283.3 million. The cost of fuel and purchased power is 

AmerenUE’s largest expense, comprising 25 percent of the company’s operations and 

maintenance expense.15* Clearly, these amounts are substantial enough to have a 

material impact on AmerenUE’s revenue requirements and financial performance between 

rate cases. The first prong of the three-part test is satisfied. 

The second prong of the test is whether the fuel and purchased power costs tracked 

in the fuel adjustment clause are largely beyond the control of AmerenUE’s management. 

The largest portion of AmerenUE‘s cost to purchase fuel goes toward the purchase of 

Powder River Basin coal to fire its coal-fired generation plants.153 AmerenUE buys a lot of 

Power River Basin coal and Staff and other parties suggest that perhaps the amount of 

15’ In fhe Matter of fhe Tariffs of Aquila, Inc., Hb/a Aquila Networks - MPS and Aquila Networks - 
L&P Increasing €lectric Rates, Report and Order, Case No. ER-2007-0004, May 17, 2007, Page 
37. 

15’ In the Mafter of ?he Empire Disfrict Elecfric Company’s Tarifis to Increase Rates for Electric 
Sewice Provided fo Cusforners in fhe Missouri Service Area of fhe Company, Report and Order, 
Case No. ER-2008-0093 July 30,2008, Page 40. 

15’ Staff Report - Cost of Service, Ex. 200, Page 60. 

153 Mantle Surrebuttal, Ex. 224, Page 2, Table LMI. 
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coal AmerenUE buys would enhance its ability to negotiate coal and transportation ~ 0 s t s . l ~ ~  

However, no one presented a study to actually measure any influence AmerenUE might 

have over those On the contrary, most of the costs that comprise AmerenUE’s 

fuel costs, the costs that would be tracked in a fuel adjustment clause, are dictated by 

national and international markets, including competing purchases by China and India, far 

beyond the control of AmerenUE. Hence, no one suggests AmerenUE can control the 

market price it pays for coal, diesel fuel to transport that coal, natural gas, nuclear fuel, or 

the effect Federal carbon legislation may have on coal prices. Neither can it control the 

other side of its net fuel cost, the price at which it is able to sell electricity into the off-system 

sales market. The second prong of the three-part test is also satisfied. 

The third prong of the previously established test is whether AmerenUE‘s net fuel 

cost is volatile in amount, causing significant swings in income and cash flows if not 

tracked. In AmerenUE’s last rate case, the Commission refused to authorize a fuel 

adjustment clause for AmerenUE because it found the company did not satisfy this prong of 

the test.156 In that decision, the Commission was heavily influenced by the fact that 

AmerenUE’s largest fuel cost is for the purchase of coal, and those coal purchases are 

substantially hedged for upcoming years. 

AmerenUE’s coal purchase costs are still substantially hedged,157 but the 

Commission’s previous focus solely on coal purchase costs was misplaced. AmerenUE’s 

net fuel cost, the amount tracked in a fuel adjustment clause, is not dependent simply on 

154 Mantle Surrebuttal, Ex. 224, Page 5, Lines 9-1 1. 
15’ Transcript, Page 2633, Lines 5-16. 

Service, Report and Order, Case No. ER-2007-0002, May 22,2007, Page 26. 
In the Matter of Union Electric Company db/a AmerenUE‘s Tariffs Increasing Rates for Electric 

Neff Direct, Ex. 47, Page 16, Lines 1-9. 
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the purchase price of coal. Other factors, such as the market price for the sale of off- 

system power, which AmerenUE largely cannot hedge,158 are very volatile. AmerenUE’s 

witness, Shawn Schukar explained: 

The variability inherent in generation availability, native load, and market 
prices can cause the amount and value of off-system sales to vary 
significantly from one period to another, both on a short-term and long-term 
basis.15’ 

Furthermore, through the testimony of its witness, Ajay Arora, AmerenUE was able to 

demonstrate that the net fuel costs AmerenUE has actually experienced over the past 

several years are very uncertain.’60 Considering all the costs and revenues that go into the 

calculation of AmerenUE’s net fuel cost, it is apparent AmerenUE has satisfied the third 

prong of the three-part test. 

In its report and order in the previous rate case, the Commission relied on the three- 

part test to conclude AmerenUE did not need a fuel adjustment clause at that time. As it 

has evaluated requests for approval of a fuel adjustment clause from other utilities in other 

rate cases, the Commission has found that the three-part test does not fully define the 

question of whether a fuel adjustment clause is needed. Thus, although the Commission 

has found that AmerenUE now satisfies the requirements of the three-part test, there are 

other, more persuasive reasons to approve AmerenUE’s request for a fuel adjustment 

clause. 

Section 386.266.4(1) RSMo (Supp. 2008) requires that any fuel adjustment charge 

approved by the Commission must be “reasonably designed to provide the utility with a 

Lyons Rebuttal, Ex. 42, Page 19, Lines 1-3. 

Schukar Direct, Ex. 27, Page 14, Lines 16-18. 

Arora Surrebuttal, Ex. 24, Page 9, Table AKA-SRI. The numbers in the table are highly 
confidential. 
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sufficient opportunity to earn a fair return on equity”. While that statutory requirement 

specifically applies to the design of a fuel adjustment clause rather than the need to 

implement such a clause, it also states a good standard by which the Commission can 

measure the need for such a clause. In a sense, the need to provide a utility with a 

sufficient opportunity to earn a fair return on equity is just a summation of the end goal of 

the previously described three-part test. The question then becomes, does AmerenUE 

have a reasonable opportunity to earn a fair return on equity without a fuel adjustment 

clause? 

An examination of recent history indicates the answer is no. AmerenUE is faced 

with a rising cost environment and consequently is hit hard by regulatory lag. Regulatory 

lag is simply the time between when the company incurs an increased cost and the time it 

can recover that increased cost from its customers through a rate increase. As costs rise, 

AmerenUE inevitably experiences a delay in being able to recover those costs. In other 

words, the company must run faster toward a goal that keeps moving away. 

For example, AmerenUE’s cost of delivered coal increased by 12 percent from the 

amount used to set rates in the last rate case to the amount that will be used to set rates in 

this case.161 Delivered coal costs for the next several years, much of which has already 

been locked in under long-term contracts, will experience similar cost increases in future 

years.162 By the time the rates approved in this case go into effect, AmerenUE will have 

under-recovered $1 14 million in coal costs since January 1, 2007.163 

Since fuel costs are the largest expense item for AmerenUE, rising fuel costs have a 

Neff Direct, Ex. 47, Page 4, Lines 1-5. 

Neff Direct, Ex. 47, Page 4, Lines 7-1 3. The precise numbers are highly confidential. 

Lyons Rebuttal, Ex. 42, Page 2, Lines 18-20. The number in the testimony is declared to be 
highly confidential, but it is repeated as public information in AmerenUE’s brief at page 32. 
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large effect on the company’s bottom line. As a result, in recent years, AmerenUE has 

been unable to earn its allowed rate of return. For the period following the implementation 

of new rates following AmerenUE’s last rate case in May 2007, through August 2008, 

AmerenUE was able to earn an actual return on equity of only 9.31 percent, far below its 

authorized return of 10.2 percent.‘64 

In its Report and Order in AmerenUE’s last rate case, the Commission said, “a future 

rate case, not a fuel adjustment clause, is the proper means by which AmerenUE should 

recover its rising fuel C O S ~ S . ~ ’ ’ ~ ~  However, simply filing more frequent rate cases cannot 

solve the regulatory lag problem for AmerenUE. In Missouri, rate cases generally last 1 I 

months from the time the company files tariffs to increase rates until the Commission issues 

a decision about that rate increase request. So, for example, this rate case, filed in April 

2008, is able to incorporate the substantial January 1, 2008 coal cost increase in 

AmerenUE’s cost of service for consideration in this order. Those coal cost increases will 

be included in the rates that go into effect at the conclusion of this case on March 1 , 2009. 

However, that means AmerenUE will not recover approximately 14 months of those 

increased costs. If, following the conclusion of this case, AmerenUE wants to recover its 

January 1, 2009 coal cost increase, it could perhaps file for its next rate increase in July 

2009. Those rates would likely not go into effect until June 201 0. By that time, AmerenUE 

would have lost 17 or 18 months of the 2009 cost increase, as well as 5 or 6 months of the 

201 0 increase, assuming the 201 0 increase could be brought within the test year for that 

i 

Voss Rebuttal, Ex. 2, Page I O ,  Chart at line 3. 
In the Matter of Union Electric Company d/b/a ArnerenUEs Tariffs Increasing Rates for Electric 

Service, Report and Order, Case No. ER-2007-0002, May 22,2007, Page 26. 
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rate case.‘66 

When costs are steadily rising, regulatory lag clearly has a significant impact on 

AmerenUE’s opportunity to earn a fair return on its investment. In its Report and Order in 

AmerenUE’s last rate case, the Commission said “rising, but known fuel costs are the worst 

reason to implement a fuel adjustment clause ....”167 That statement did not take into 

account the fact that regulatory lag in a rising cost environment will deprive AmerenUE of 

an opportunity to earn a fair return on its investment. As a result, the statement is, simply, 

wrong. 

Regulatory lag’s pernicious effect on AmerenUE’s ability to earn a fair return not 

surprisingly has an effect on the company’s ability to attract investors. For all the reasons 

previously indicated, fuel adjustment clauses have become extremely common for 

regulated utilities in this country.I6* As a result, investors expect to see those fuel 

adjustment clauses in operation. The lack of a fuel adjustment clause puts AmerenUE a 

step behind the utilities against which it must compete for investment capital. 

The credit rating agencies that evaluate AmerenUE have taken note of the 

company’s lack of a fuel adjustment clause. In downgrading AmerenUE’s investment 

grade in May 2008, Moody’s Investor Services said: 

The downgrade also reflects the challenging regulatory environment for 
electric utilities operating in the state of Missouri, as Union Electric is one of 
the relatively few utilities in the country operating without fuel, purchased 
power, and environmental cost recovery mechanisms. This lack of automatic 
cost recovery provisions creates uncertainty regarding the timely recovery of 

166 Lyons Direct, Ex. 41, Page’l 1 , Lines 4-14. 

Service, Report and Order, Case No. ER-2007-0002, May 22,2007, Page 23. 
In the Matter of Union Electric Company d/b/a AmerenUEs Tariffs Increasing Rates for Elecfric 

Lyons Rebuttal, Ex. 42, Schedule MJL-RE8. 
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the higher costs and investments being incurred and leads to significant 
regulatory 

In issuing a credit opinion on Union Electric Corporation in August 2008, Moody’s 

reaffirmed that opinion, stating: 

A combination of higher operating costs, limited rate relief, and the lack of 
cost recovery mechanism in place has resulted in a steady decline in Union 
Electric’s financial metrics and ratings over the last several years. 

What Could Change the Rating - Up 

An increase in the supportiveness of the regulatory environment for electric 
utilities in Missouri; the implementation of fuel, purchased power, andlor 
environmental cost mechanisms.. . 

What Could Change the Rating - Down 

An adverse outcome of its pending rate case, including the inability to 
implement a fuel adjustment clause ... 170 

Gary M Rygh, a Senior Vice President at Barclays Capital Inc., the investment 

banking division of Barclays Bank PLC, 17’ testifying on behalf of AmerenUE, convincingly 

described the problem as follows: 

[Tlhe majority of utilities with which AmerenUE has to compete for capital 
benefit from the inclusion of an FAC in their ratemaking process. As I 
addressed earlier, that competition for capital now and in for the foreseeable 
future will be difficult and intense, and will be even more difficult for 
AmerenUE if it must compete for capital without the benefit of an FAC. 

Indeed, investors, credit rating agencies and others will likely penalize 
AmerenUE for the risk associated with the inability to better manage the 
burden associated with procuring fuel for customers unless an FAC is 
approved for AmerenUE. In a good environment these penalties would be 
visible, in the current environment and the environment we expect for the 
foreseeable future, they could be severe. This will likely cause an increase in 
the cost of capital which will create a longer term and greater cost for 
customers. The lack of inclusion of a reasonable FAC will continue to keep 

16’ Rygh Rebuttal, Ex. 46, Page  25, Lines 9-21. 
I 7 O  Gordon Surrebuttal, Ex. 45, Schedule KG-SE2. 

17’ Rygh Rebuttal, Ex. 46, Page 1, Lines 7-13. 
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AmerenUE in the minority of its peers who have these procedures in place 
and will also be going to market to raise ~apita1.l~’ 

It would be easy to join with Public Counsel in criticizing the credit rating agencies as 

“greedy and focused on short-term profits”.’73 However, while Public Counsel’s witness, 

Ryan Kind, may not “take a whole lot of stock in what they say as a a whole lot 

more investors care about what Moody’s and the other rating agencies say about 

AmerenUE than care about Ryan Kind’s opinion. 

Right or wrong, the opinions of credit rating agencies do matter. And they matter to 

AmerenUE’s ratepayers as well as its investors. A further investment rating downgrade of 

AmerenUE would increase the company’s cost to borrow the capital it needs to meet the 

electricity needs of its customers. Those increased borrowing costs will ultimately be 

passed along to ratepayers in a future rate case. 

Conclusions of Law: 

There are no additional conclusions of law for this issue. 

Decision: 

The Commission finds that AmerenUE meets the previously described three-part 

test for approval of a fuel adjustment mechanism. Further, the Commission finds that the 

company needs a fuel adjustment clause to have a sufficient opportunity to earn a fair 

return on equity. Finally, the Commission finds that AmerenUE needs a fuel adjustment 

clause to be able to compete for capital with other utilities that already have a fuel 

17‘ Rygh Rebuttal, Ex. 46, Page 24, Lines 1-17. 

173 Public Counsel’s Post Hearing Brief, Page 15. 

174 Transcript, Page 2740, Lines 3-5. 

69 



adjustment clause. Based on those findings, the Commission authorizes AmerenUE to 

implement a fuel adjustment clause. 

Appropriate Incentive Mechanism 

Introduction: 

The Commission has authorized AmerenUE to implement a fuel adjustment clause. 

The Commission now must define an appropriate incentive mechanism to include in 

AmerenUE’s fuel adjustment clause. The statute that authorizes the Commission to 

establish a fuel adjustment clause for AmerenUE already includes features designed to 

give the company an incentive to maximize its income from off-system sales and minimize 

its costs. Specifically, the statute requires a utility operating under a fuel adjustment clause 

to file a new rate case every four years, and requires the Commission to review the 

prudence of the company’s purchasing decisions every 18 months. But regulatory reviews 

are only a partial substitute for the direct incentives that can result from a utility’s quest for 

profit. Therefore, the statute allows the Commission to include features “designed to 

provide the electrical corporation with incentives to improve the efficiency and cost- 

effectiveness of its fuel and purchased-power procurement a~tivi t ies.” ’~~ 

AmerenUE proposed the Commission use the same incentive mechanism it used 

when it established fuel adjustment clauses for Aquila and Empire in those companies’ 

recent rate cases.176 The fuel adjustment clause would include a 95 percent pass-through 

provision. That means only 95 percent of any over or under recovery balance, measured 

against a base level, would be passed to customers under the fuel adjustment clause. The 

other 5 percent would be absorbed by AmerenUE’s shareholders. 

175 Section 386.266.1, RSMo (Supp. 2008). 

176 Lyons Direct, Ex. 41, Page 3, Lines 6-14. 
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Maurice Brubaker, witness for MIEC, proposed an 80 percent pass-through 

provision. Under his proposal, the other 20 percent of any fuel cost increase would be 

absorbed by AmerenUE’s shareholders. Of course, shareholders would also retain 20 

percent of any fuel cost decreases.177 To protect shareholders and ratepayers from truly 

dramatic cost variations, Brubaker’s proposal would also place a 50 basis point cap on the 

amount of cost changes that would be absorbed by AmerenUE’s 

Testifying on behalf of the State, Martin Cohen also recommended an 80 percent 

pass through provision. Alternatively, Cohen proposed an asymmetrical provision that 

would give AmerenUE‘s shareholders an 85 percent pass through of any cost increases 

above the base, while giving ratepayers a 95 percent pass through of any cost decreases 

below the base.179 

Public Counsel, through its witness, Ryan Kind, proposed a 50 percent pass through 

mechanism.18* AARP and the Consumers Council of Missouri did not offer any testimony 

on a sharing mechanism, but supported Public Counsel’s proposed 50 percent pass 

through mechanisrn.l8’ Noranda also did not offer testimony on a sharing mechanism, but 

suggested a pass through sharing mechanism of between 75 and 90 percent.182 Staff took 

no position on an appropriate sharing mechanism.183 

The goal of all these pass-through plans is to ensure AmerenUE retains sufficient 

In Brubaker Direct, Ex. 607, Page 9, Lines 2-6. 

17‘ Brubaker Direct, Ex. 607, Page 9, Lines 12-23. 

17’ Cohen Direct, Ex. 500, Pages 23-24, Lines 20-21, 1-5. 

Kind Rebuttal, Ex. 404, Page 6, Lines 21-23. 

Transcript, Page 2139, Lines 21-25. 

Post-Hearing Brief of Noranda Aluminum, Inc., Page 33. 

Transcript, Page 261 6, Lines 1-6. 183 
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financial incentive to make a strong effort to reduce its fuel and purchased power costs. 

The statute that allows the Commission to approve a fuel adjustment clause contains some 

protections to ensure the electric utility acts prudently to control its costs. Notably, it 

requires the Commission to undertake periodic prudence reviews of the company’s incurred 

However, an after-the-fact prudence review is not a substitute for an appropriate 

financial incentive, nor is an incentive provision intended to be a penalty against the 

company. Rather, a financial incentive recognizes that fuel and purchased power activities 

are very complex and there are actions AmerenUE can take that will affect the cost- 

effectiveness of those activities. 

Findings of Fact: 

The Commission finds that the 50 percent pass through proposed by Public Counsel 

is inappropriate because it would largely negate the effect of the fuel adjustment clause. 

For example, consider the $1 14 million in increased coal costs that AmerenUE was unable 

to recover from January 1, 2007 through the March I, 2009 presumed effective date of 

rates established in this case.’85 Under Public Counsel’s proposal, AmerenUE would be 

able to pass through to ratepayers only half of those increased costs, and shareholders 

would be required to absorb the other $57 million in increased costs. No matter how 

efficiently it operated, there is no evidence to suggest AmerenUE could find cost savings 

sufficient to balance a cost increase of that magnitude. Therefore, a 50 percent pass 

through operates not as an incentive, but rather as a means to blunt the desired effect of 

the approved fuel adjustment clause. 

The 80 percent pass through proposals offered by Brubaker and Cohen are more 

Section 386.266.4(4), RSMo (Supp. 2008). 

Lyons Rebuttal, Ex. 42, Page 2, Lines 18-20. 
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reasonable attempts to devise an incentive mechanism. However, those proposals would 

still impose more costs on AmerenUE than is necessary to provide an appropriate 

incentive. If AmerenUE’s coal costs increased by $137 million in 2009 and 2010 as 

anticipated, Brubaker’s mechanism would still force AmerenUEs shareholders to absorb 

approximately $25 million in coal costs alone in 2010.186 

A 95 percent pass through provides AmerenUE sufficient incentive to operate at 

optimal efficiency because the company already has several incentives in place that 

encourage it to minimize net fuel costs. First, AmerenUEs largest fuel cost is for the 

purchase of Powder River Basin coal to fire its power  plant^.'^' The coal AmerenUE uses 

is purchased by an affiliated company, AmerenEnergy Fuels and Service Company, which 

also purchases coal for the unregulated Ameren merchant generating companies operating 

in Illinois. As a result, AmerenUE ‘pays the same price for coal as the unregulated 

affiliates.‘88 Presumably, Ameren has a strong incentive to minimize costs for its 

unregulated operations, so AmerenUE would benefit from those same incentives. 

Second, AmerenUE’s key employees responsible for managing the company’s net 

fuel costs all have personal financial performance incentives related to things like 

generation levels, generation availability, and cost of generation.18’ Thus, individual 

employees have a financial incentive to minimize the company’s fuel costs.’g0 

Third, adjustments under the fuel adjustment clause are based on historical rather 

projected costs. Hence, AmerenUE will not entirely escape the incentive effects of the 

Lyons Rebuttal, Ex. 42, Page 24, Lines 13-1 6, as corrected at Transcript, Page 2141. 
Mantle Surrebuttal, Ex. 224, Page 2, Table LM1 . 
Lyons Rebuttal, Ex. 42, Page 21, Lines 3-9. 
Transcript, Pages 21 79-21 80, Lines 23-25, 1-5. 
Lyons Rebuttal, Ex. 42, Page 23, Lines 9-17. 
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regulatory lag between the incurrence of its fuel costs and the recovery of those increased 

fuel costs from ratepayers under the fuel adjustment clause. Therefore, the company has 

an incentive to minimize net fuel costs to mitigate that remaining regulatory lag.‘” 

Fourth, as required by the Commission’s rules, AmerenUE’s fuel adjustment clause 

includes a detailed heat ratelefficiency testing plan that will allow the Commission to guard 

against imprudent operation and maintenance of the company’s generating units, thus 

controlling net fuel costs. 

Fifth, AmerenUE will need to come back to the Commission in its next rate case to 

have its fuel adjustment clause renewed. As the Commission has previously indicated, “a 

fuel adjustment clause is a privilege, not a right, which can be taken away if the company 

does not act pr~dent ly.” ’~~ If AmerenUE does not efficiently control its net fuel costs, the 

Commission could reconsider the fuel adjustment clause. 

There is one additional consideration that supports the implementation of a 95 

percent pass through provision in AmerenUE’s fuel adjustment clause. That is the likely 

impact the pass through provision will have on AmerenUE credit worthiness in the eyes of 

Wall Street. The Commission has recently allowed two other Missouri electric utilities, 

Aquila and Empire, to implement a fuel adjustment clause including a 95 percent pass 

through provision. To now impose a less favorable pass through provision on AmerenUE 

would signal investors that AmerenUE was less well regarded by this regulatory agency.Ig3 

When asked specifically about the 80 percent pass through proposal offered by MIEC, 

Lyons Rebuttal, Ex. 42, Page 22, Lines 3-15. 

’’‘ In the Matter of The Empire District Electric Company’s Tariffs to Increase Rates for Electric 
Service Provided fo Customers in the Missouri Service Area of the Company, Report and Order, 
Case No. ER-2008-0093 July 30,2008, Pages 45-46. 

Transcript, Pages 2370-2371, Lines 23-25,1-8. Also, Transcript, Pages 2384-2385, Lines 14- 
25, 1-7. 
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AmerenUE’s witness, Wall Street investment banker, Gary Rygh, said he would not be 

comfortable with that proposal because “the markets are looking for bad news ... that 

would be a fairly tough thing for them to swallow.’”94 

The key from the perspective of investors and the rating agencies is that 

AmerenUE’s fuel adjustment clause must be in the mainstream of regulation. Most fuel 

adjustment clauses in use around the county provide for a I00 percent pass through of 

costs.lg5 To allow substantially less than a I00  percent pass through would push 

AmerenUE’s fuel adjustment clause out of the mainstream and hurt the company’s efforts 

to compete for needed capital. 

Some parties argue rating agencies and investors simply look to see whether a fuel 

adjustment clause is in place and do not concern themselves with the operational details of 

the clause. In support of this idea they offer the testimony of AmerenUE’s rate of return 

witness, Dr. Roger Morin, who, when asked whether rating agencies essentially view fuel 

adjustment clauses as either present or not present, replied in the affirmative and indicated 

such agencies typically do not get into the details of the clause.lg6 

However, Dr. Morin’s response must be read in the context of earlier questioning 

regarding rating agencies concern or lack of concern about the technical details of fuel 

adjustment clauses such as timing and duration of accumulation and recovery periods.lg7 

As a result, Dr. Morin’s comment should not be interpreted as suggesting something as 

significant as a pass through percentage would not be considered by the rating agencies. 

Transcript, Page 2374, Lines 18-21. 
Transcript, Page 2369, Lines 22-23. 
Transcript, Pages 382-383, Lines 20-25, 1-2. 
Transcript, Pages 362-365. 
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Indeed, Dr. Morin also testified that the terms of a fuel adjustment clause are 

important to the credit rating agencies, saying, “ I  think they would be concerned with a 

marked deviation from the conventional practice of one to one (pass through of all fuel 

costs). They would look at the terms of the adjustment clause.”’98 MIEC’s rate of return 

witness, Michael Gorman, also testified that in his opinion, “rating agencies are capable of 

understanding a fuel adjustment clause and understanding the - the effect of that clause in 

allowing a utility to produce the cash flows necessary to support financial  obligation^."'^^ 

Conclusions of Law: 

The Commission rule that requires AmerenUE to submit a heat rate/efficiency testing 

plan as part of its proposed fuel adjustment clause is 4 CSR 240-3.161(2)(P). 

Decision: 

AmerenUE‘s fuel adjustment charge shall include an incentive clause providing that 

95 percent of any deviation in fuel and purchased power costs from the base level shall be 

passed to customers and 5 percent shall be retained by AmerenUE. This incentive clause 

will give AmerenUE a sufficient opportunity to earn a fair return on equity as required by 

Section 386.266 and the Hope and Bluefield decisions. At the same time, it will protect 

AmerenUE’s customers by giving the company an incentive to be prudent in its decisions 

by not allowing all costs to simply be passed through to customers. 

Rate Design of the Fuel Adjustment Clause: 

The details of the tariff that will actually implement AmerenUE’s fuel adjustment 

clause are established through the Stipulation and Agreement as to All FAC Tariff Rate 

Design Issues, which the Commission approved in an order issued on December 30,2008. 

Transcript, Page 459, Lines 14-21. 

”’ Transcript, Page 545, lines 15-1 9. 
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8. Callaway 2 COLA Costs 

Introduction: 

During the test year, AmerenUE spent $45,987,000 to prepare and file a 

Construction and Operating License Application (COLA) with the Nuclear Regulatory 

Commission, seeking approval to construct a second nuclear reactor at the company’s 

Callaway Nuclear Plant.200 AmerenUE proposes to adjust its accounts to move that 

approximately $46 million into its plant in service account. 

That means the COLA cost would be moved into the company’s rate base so that 

AmerenUE would earn a return on that investment.201 That $46 million would not be 

subject to depreciation until the Callaway 2 plant is actually in operation, so AmerenUE 

would not immediately receive a return of its investment.202 As a result, if AmerenUE’s 

proposed adjustment is accepted, the inclusion of the $46 million in the company’s rate 

base would have the effect of increasing AmerenUE’s cost of service by approximately $5 

million per year, the exact amount depending upon the rate of return the Commission 

authorizes in this case. Several parties oppose AmerenUE’s proposal to move the $46 

million into rate base as a violation of section 393.1 35, RSMo, frequently known as the anti- 

CWIP initiative. 

Findings of Fact: 

AmerenUE is currently accounting for the Callaway 2 COLA costs as Construction 

Work in Progress, generally known by the acronym CWIP, just as it would any other capital 

Weiss Supplemental Direct, Ex. 1 1, Page 8, Lines 6-7. 

Transcript, Page 1300, Lines 6-1 0. 

’02 Transcript, Page 1300, Lines 11-24. 
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project that is not yet complete.203 A utility does not earn a return on investments held as 

CWIP until the project for which the investment is made is actually placed in service.204 

However, AmerenUE is allowed to calculate AFUDC (allowance for funds used during 

construction) on the project until it is complete.205 AFUDC represents the financing cost 

associated with construction projects, and when the project is complete, the company will 

earn a return on the cost of the project, including AFUDC.206 

For purposes of this rate case, AmerenUE’s senior management, presumably 

AmerenUE‘s President and Chief Executive Officer, Thomas R. Voss, decided that it would 

be appropriate to include the Callaway 2 COLA costs in rate base and instructed the 

company’s accountants to make a pro forma adjustment to accomplish that change.207 

The costs associated with the Callaway 2 COLA are properly accounted for as 

CWIP, as a necessary construction related cost to operate the Callaway 2 reactor.208 This 

is the same accounting treatment the Commission afforded AmerenUE’s cost to obtain the 

operating permit to build the Callaway 1 plant in the 1970s and 1 9 8 0 ~ . ~ ~ ~  

Missouri’s statutes include a provision that explicitly prohibits the inclusion of cost of 

construction work in progress in rates before the project is fully operational and used for 

AmerenUE attempts to avoid the statute’s prohibition on the inclusion of CWIP 

in rates by arguing that the Callaway 2 COLA costs are not CWIP because the NRC’s 

Rackers Surrebuttal, Ex. 202, Page 4, Lines 20-22. 

Transcript, Page 1297, Lines 9-24. 

Transcript, Page 1298, Lines 3-7. 

Rackers Surrebuttal, Ex. 202, Page 3, Lines 17-18. 

‘07 Transcript, Page 1298, Lines 12-24. 
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permit to build Callaway 2 might have some independent value apart from the permission 

to construct the nuclear reactor. In that regard, Thomas Voss, AmerenUE’s president and 

chief executive officer, compared the Callaway 2 COLA to real estate that would be 

purchased in advance and held for later development.211 

The supposed independent value of the COLA is based on the eligibility for certain 

federal tax credits afforded by the filing of the COLA in 2008. The federal Energy Policy 

Act (EPAct) creates potential tax savings that could save AmerenUE and its ratepayers a 

total of $500 million over eight years if the Callaway 2 unit is ultimately built. Since EPAct 

required a COLA be filed and docketed with the NRC on or before December 31,2008, to 

be eligible to receive those tax credits, AmerenUE’s COLA might have an independent 

value if AmerenUE later decided to sell the right to build Callaway 2 as a merchant plant.212 

However, any independent value of the COLA is highly speculative since, so far as 

AmerenUE’s witness was aware, no COLA has ever been sold.213 In any event, even if the 

COLA was treated as an asset to be held for future use, that does not allow that asset to be 

put into rate base, until its is actually in use. That is particularly true where, as here, 

AmerenUE has no definite plan to either build Callaway 2 or attempt to sell the COLA to a 

merchant plant operator.214 

Even if the COLA has some independent value, it is no different from a turbine that 

AmerenUE might purchase in anticipation of ultimately installing it as part of Callaway 2 or 

for some other project, or even for eventual resale to some other utility. That turbine would 

211 Transcript, Page 128, Lines 20-23. 
212 Transcript, Page 129, Lines 1-5. 
213 Transcript, Page 1320, Lines 19-21. 
214 Transcript, Page 1309, Lines 5-23. 
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not be included in rate base until it was actually used to generate electricity, despite its 

undeniable independent value.215 If that turbine could not be included in rate base, 

AmerenUE did not make a convincing argument that the COLA should be included in rate 

base at this point in time. 

Conclusions of Law: 

In 1976, Missouri’s voters passed an initiative that was codified as Section 393.1 35, 

RSMo 2000. That section provides as follows: 

Any charge made or demanded by an electrical corporation for service, or in 
connection therewith, which is based on the costs of construction in progress 
upon any existing or new facility of the electrical corporation, or any other 
cost associated with owning, operating, maintaining, or financing any 
property before it is fully operational and used for service, is unjust and 
unreasonable, and is prohibited. 

That statute clearly and explicitly forbids the inclusion of CWlP in an electric utility’s rates 

until the construction work is complete and the project is fully operational and used in 

service. 

Decision: 

AmerenUE contends the inclusion of the Callaway 2 COLA costs in rate base is 

simply a means by which ratepayers should be required to bear their fair share of the cost 

and risk associated with the COLA. Whatever the merits of that proposition, AmerenUE’s 

argument is unconvincing because when Missouri’s voters passed the initiative that 

became Section 393.135, RSMo, they determined a utility would have to wait until a plant 

was completed and in service before it could recover the cost of its investment. The costs 

associated with AmerenUE’s preparation and filing of the Callaway 2 COLA are properly 

treated as CWIP and as such they may not be included in AmerenUE’s rate base until the 

215 Transcript, Page 253, Lines 1-7. 

80 



Callaway 2 plant is fully operational and used for service. 

9. MISO Day 2 Charges 

Introduction: 

AmerenUE participates in the Midwest ISO, which is a regional transmission 

organization that jointly operates the transmission systems of its member utilities. Midwest 

IS0 also operates a day-ahead and real-time energy market, referred to as MISO Day 2. In 

operating that market, Midwest IS0 sometimes has to dispatch a utility’s generation assets 

in a manner required to meet the reliability needs of the system while not actually selling 

any power. In those circumstances, Midwest IS0 compensates the affected utilities by 

making Revenue Sufficiency Guarantee (RSG) payments to the utilities for the use of the 

assets, and collecting RSG charges from the other member utilities to cover those 

payrnents.’l6 

Midwest IS0 began operating its Day 2 market on April 1 , 2005. Subsequently, the 

Federal Energy Regulatory Commission (FERC) ruled Midwest IS0 had not properly 

followed its tariff when it charged its members for RSG, and ordered the Midwest IS0 to 

resettle those RSG transactions. As a result of that resettlement, in 2007, Midwest IS0 

billed, and AmerenUE paid, $12,430,094 for additional RSG charges relating to the period 

of 2005 and 2006.217 

AmerenUE proposes to amortize these resettlement RSG charges over two years 

and recover them in rates at approximately $6.1 million per year.218 Staff opposes the 

recovery of these charges because the expenses relate to charges incurred in the two 

’I6 Staff Report - Cost of Service, Ex. 200, Page 23. 
‘I7 Weiss Rebuttal, Ex. 12, Page 6, Lines 8-15. 

”* Weiss Rebuttal, Ex. 12, Page 6, Lines 18-20. 
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years prior to the test year and because the charges are not recurring and thus will not 

cause expenses to be higher in future years.’” 

Findings of Fact: 

There is very little dispute about the fact regarding this issue. The $12.4 million 

resettlement imposed on AmerenUE by Midwest IS0 covered the period of April I , 2005, 

through December 2006.220 AmerenUE actually paid that resettlement amount to Midwest 

IS0 in April 2007,’” which was within the test year for this case.”’ Furthermore, although 

Midwest IS0 frequently imposes smaller resettlements, there is no indication AmerenUE 

will be required to make a resettlement payment of this magnitude in the f~ture.’’~ 

It is also clear that the Commission has approved AmerenUE‘s participation in the 

Midwest EO, and no one has questioned the prudence of that parti~ipation.’’~ AmerenUE 

was required to make the resettlement RSG payment by the terms of the Midwest IS0 

The resettlement was necessary because Midwest IS0 did not properly follow its 

tariff in 2005 and 2006, not because AmerenUE did anything wrong.’’6 

If Midwest IS0 had properly followed its tariff and charged AmerenUE the correct 

amount in 2005 and 2006, an additional $6.2 million would have been included in 

AmerenUE’s annual revenue requirement in its last rate case and would have been 

’I9 Hagemeyer Surrebuttal, Ex. 222, Page 7, Lines 1-10. 

220 Transcript, Page 778, Lines 18-1 9. 

221 Transcript, Page 779, Lines 4-5. 
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recovered from ratepayers during the last two years.227 If Staff‘s position is adopted, 

AmerenUE would be precluded from recovering the $12.4 million resettlement cost and the 

company’s shareholders would be required to absorb that entire cost.228 A $12 million 

expense that cannot be recovered from ratepayers would reduce AmerenUEs actual return 

on equity by approximately 24 basis points.229 Staff agrees such an impact on AmerenUEs 

earnings would be significant.230 

Staff‘s reason for excluding the cost is that the resettlement cost is n~n-recurring.~~’ 

That means if the larger amount is included in rates, there is a possibility AmerenUE will be 

able to over-recover its costs, to the detriment of  ratepayer^.'^^ However, that over- 

recovery is only possible if AmerenUE waits more than two year to file its next rate case. 

As has been noted elsewhere in this order, given the rising cost environment facing 

AmerenUE, it is unlikely the Company will wait more than two years to file its next rate 

case.233 

Conclusions of Law: 

Since AmerenUE paid the Midwest IS0 resettlement charge during the test year, it 

does not need to obtain an accounting authority order to bring this expense into the rate 

case. As a result, the accounting standards used to consider the granting of an accounting 

authority order do not apply. Because this is a test year expense, the Commission has a 

227 Transcript, Page 803, Lines 20-25. 

”* Transcript, Page 807, Lines 18-25. 
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great deal of discretion when deciding whether to include this expense when setting 

AmerenUEs revenue requirements for ratemaking purposes. 

Decision: 

Under the circumstances of this case, fundamental fairness requires that AmerenUE 

be allowed an opportunity to recover the $1 2.4 million RSG resettlement cost, which was 

incurred in the test year and was necessitated by the failure of the Midwest IS0 to follow its 

tariff. AmerenUEs proposal to amortize that amount over two years is a reasonable means 

to allow that recovery to take place, and that proposal is approved. 

I O .  Incentive Compensation 

Introduction: 

AmerenUE chooses to pay a portion of its employee compensation as incentive pay. 

That is, the employees receive that portion of their compensation only if they, or the 

company, meet certain goals. The compensation in question is, for the most part, not a 

bonus program restricted to top executives, but rather is a portion of the market-based pay 

for ordinary employees. AmerenUE offers a total rewards package to its employees, which 

includes both base pay and incentive pay programs, to attract talent and remain 

competitive with other employers.234 

AmerenUE offers several different incentive pay plans, divided into the general 

categories of long-term compensation, short-term compensation, and an exceptional 

performance bonus program.235 Staff would entirely disallow the cost of the long-term 

compensation program and the exceptional performance bonus program, but would allow a 

234 Bauer Rebuttal, Ex. 25, Page  8, Lines 7-9. 
235 Bauer Rebuttal, Ex. 25. 
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small portion of the short-term compensation program.236 The Commission will separately 

consider the three categories of incentive compensation. 

Findings of Fact: 

Long-Term Compensation: 

AmerenUE’s long-term compensation plans are offered to members of the Ameren 

Leadership Team, which includes Officers, Directors, and Managers.237 AmerenUE’s 

witness indicated, “the purpose of a long-term incentive plan is to ensure that the 

Company’s leaders are focused not only on the short-term success of the organization, but 

also on the long-term success of the organizat i~n. ”~~~ The long-term compensation 

programs attempt to meet that goal by offering stock options, or other means by which 

executives are given an equity stake in the business.239 

Ameren offered a restricted stock plan from 2001 through 2005, and replaced that 

program with the Performance Share Unit Program in 2006. The restricted stock program 

gave participants annual grants of stock that vested over a 7-year period based on 

earnings performance. The Performance Share Unit Program gives participants annual 

performance share units, which allows them to receive stock if certain performance criteria 

are met.240 Eligibility for both long-term incentive programs are based on measures of 

earnings per share or of total shareholder return.241 

236 Hagemeyer Surrebuttal, Ex. 222. 
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The Commission has frequently disallowed costs relating to incentive programs that 

are based on measures of the financial return achieved by the utility. It has done so 

because such measures are based on the level of profits the utility can achieve. At best, a 

utility’s level of profitability has little or no benefit for ratepayers. At worst, an increase in 

the utility’s profitability may be harmful to ratepayers if that profitability is obtained by cutting 

customer service or system maintenance to cut costs and thereby increase earnings per 

share. Because eligibility for AmerenUE’s long-term compensation plans are based on 

measures of the financial return achieved by the utility, the cost of those plans should fall 

on the shareholders who will primarily benefit from the company’s increased financial 

return. 

S ho rt-Te rm Incentive Plans : 

AmerenUE offers several short-term incentive plans for various groups of 

employees. One, the Executive Incentive Plan for Officers, is entirely funded by a measure 

of earnings per share. AmerenUE is not seeking to recover the cost of that program 

through rates.242 The other short-term incentive programs are the Executive Incentive Plan 

for Managers and Directors (EIP-M), the Ameren Management Incentive Plan (AMIP), the 

Ameren Marketing, Trading and Commodities Plan (AMTC) and the Ameren Incentive Plan 

Except for the EIP-M for members of the Ameren Leadership Team below the 

Officer level, which is 25 percent funded by earnings per share, these short-term 

compensation plans are not measured by the company’s earnings per share. Rather, they 

242 Bauer Rebuttal, Ex. 25, Page 15, Lines 11-22. 
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are funded based on the employee‘s achievement of pre-defined Key Performance 

Indicators (KP I s) .244 

The KPls are part of a system AmerenUE has developed to communicate specific 

goals to its employees and to drive the performance of those employees.245 The KPls 

focus on four critical areas: financial management of the business, process improvement, 

the customer, and employees.246 Each functional group within AmerenUE develops a 

scorecard of KPIs that will contribute to the overall performance of AmerenUE.247 Every 

individual employee receives a scorecard containing from 4 to 6 K P I s . ~ ~ ~  Individual KPls 

are designed to focus the employee’s attention on such things as increased reliability, 

customer satisfaction, safety, or operational performance.249 

Each KPI includes’three levels of performance. The first level of performance is 

called “threshold,” and it represents the “minimum acceptable level of goal achievement for 

any given KP1.”250 At the hearing, AmerenUEs witness clarified that the “threshold” level of 

performance represents “a continuous improvement toward a goal”, not just the minimum 

an employee must do to keep their job.251 Beyond the “threshold” level, an employee’s 

performance can reach the “target” level, which is a stretch goal that employees are striving 

DM Bauer Rebuttal, Ex. 25, Page 5, Chart at Line 1. 
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to achieve.252 Finally, if an employee does very well, they might reach the “maximum” 

level, which represents a level of performance that is very difficult to achieve.253 As an 

employee, or a team of employees moves up in level of performance their incentive 

compensation will increase.254 

Staff does not entirely oppose the KPI concept and the short-term compensation 

program, but for various reasons would disallow most of the costs related to that 

program.255 Specifically, Staff would disallow payments made under certain KPls because 

they were based on what Staff called financial metrics or what Staff described as project 

based metrics. In addition, Staff would disallow incentive payments made for performance 

that reached the “threshold” level, but did not reach the “target” 

Before examining Staffs reasons for disallowing part of the cost of the short-term 

compensation program, it is important to look at the qualifications of the witnesses 

presented by Staff and AmerenUE. AmerenUE’s witness was Krista Bauer. Ms. Bauer is 

employed by Ameren Services Company as Manager, Compensation and Performance.257 

She holds a Masters Degree in IndustriaVOrganizational Psychology from Southern Illinois 

University in Edwardsville, and she will complete her MBA from Webster University in 

October of 2009. She has eleven years of human resources experience and has served as 

252 Bauer Rebuttal, Ex. 25, Page 10, Line 13. 
253 Bauer Rebuttal, Ex. 25, Page 10, Lines 14-1 5. 
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adjunct faculty at St. Louis University between 2000 and 2005, where she taught courses in 

Industrial Psychology.258 

Staff’s witness was Jeremy Hagemeyer. He has been a Utility Regulatory Auditor 

within the Auditing Department of the Commission’s Staff since 2002. He has a Bachelor 

of Science degree in Accounting and German from Southwest Missouri State University, 

and an MBA from Fontbonne University.25g Although Mr. Hagemeyer was a bright and 

articulate witness for Staff on several issues in this case, he has no real expertise in 

evaluating or designing a compensation plan for a major utility.260 

Yet, Mr. Hagemeyer offered testimony suggesting that payments made under 

specific KPls, which are part of the overall compensation plan designed by AmerenUE, 

should, or should not be recovered through rates. Not surprisingly, his standards for 

deciding what should be recovered and what should be disallowed were rather vague and 

do not provide the Commission with any real basis to judge the plan. Furthermore, his 

proposal to disallow all payments for performance that met only the threshold level of the 

plan clearly misunderstood the intent of the plan. As Ms. Bauer explained, “threshold” is a 

description of the level of improvement at which incentive compensation is earned. It does 

not represent the minimum an employee must do to keep their job. 

Staff should not be in the business of trying to design a compensation plan for 

AmerenUE. Staff is not qualified to do so and its attempts to manage the affairs of 

AmerenUE are inappropriate. That does not mean that anything goes for the company. 

Staff certainly must evaluate AmerenUE’s incentive compensation plans. However, it must 
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259 Staff Report - Cost of Service, Ex. 200, Background, Education and Credentials, Page 18. 

260 Transcript, Pages 1468-1471. 
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do so at a higher level and not get bogged down in the details. AmerenUE’s incentive 

programs must stand or fall as a program. If the overall program is appropriate, AmerenUE 

should be able to recover the costs of that program through rates. If the overall program is 

unacceptable, then the entire program will be excluded from rates. The Commission will 

not attempt to manage the details of those programs. 

Looking at the short-term compensation programs as a whole, the Commission finds 

them to be appropriate for recovery through rates. Incentive compensation programs are 

very common in business in general and in the utility industry in particular. Among 

AmerenUE’s peer utility companies, 36 out of 37 offer short-term incentive plans for their 

executives.261 Thus, AmerenUE needs to offer similar plans to compete for employees with 

other utilities. 

For example, if AmerenUE’s research determines that the market rate for a certain 

position is $60,000 per year, it will evaluate the appropriate base-level of compensation and 

determine an appropriate amount that should be offered through incentive 

compensation.262 It is clear that if AmerenUE simply abandoned its incentive plan and 

offered market rates as base pay, it would have no difficulty in recovering all those costs 

through rates.263 However, AmerenUE has chosen to implement an incentive 

compensation plan so that it has the ability to reward its employees for achieving the 

performance goals set by the company. So long as the overall program does not contain 

incentives that could be harmful to ratepayers, such as the purely financial incentives that 

’“ Bauer Rebuttal, Ex. 25, Page 6, Lines 11-14. 

’“ Bauer Rebuttal, Ex. 25, Page 8 ,  Lines 9-15. 

263 Transcript, Page 1546, Lines 11 -1 5. 
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caused the Commission to disallow recovery of AmerenUE’s long-term compensation plan, 

AmerenUE should be able to recover the costs of incentive compensation through rates. 

The Commission finds that the overall KPI system described in the testimony is likely 

to bring improvements in employee performance that will benefit AmerenUE’s ratepayers 

as well as the company’s shareholder. The Commission will allow AmerenUE to recover 

the cost of those short-term incentive compensation programs through rates. 

The Exceptional Performance Bonus Plan: 

The final program within AmerenUE’s incentive compensation package is known as 

the Exceptional Performance Bonus Plan. That program applies to 868 management 

employees below the level of the Ameren Leadership team.264 The program allows a 

supervisor to recommend an employee receive a bonus for exhibiting superior performance 

above and beyond what is expected of them. The supervisor’s recommendation is 

reviewed by senior leadership for review and approval. Awards under the plan generally 

range from $500 to $3,000.265 Many of the rewards are given for exceptional performance 

that directly benefits AmerenUE’s customers, such as exceptional performance at restoring 

power after an ice storm.266 Staff opposes AmerenUE’s recovery of the cost of this 

program because the program lacks specific criteria by which awards are to be given.267 

The lack of specific criteria for the program is actually the point of the program. It 

exists so that unusual and unanticipated exceptional effort can be rewarded. The program 

could certainly encourage outstanding customer service and exceptional performance that 

264 Bauer Rebuttal, Ex. 25, Page 17, Lines 17-23. 

265 Bauer Rebuttal, Ex. 25, Pages 17-18, Lines 23, 1-3. 

266 Bauer Rebuttal, Ex. 25, Page 18, Lines 3-1 8. 

267 Hagemeyer Surrebuttal, Ex. 222, Page 3, Lines 21-22. 
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would benefit ratepayers and the company as a whole. However, if not run properly, the 

program could degenerate into a means by which extra money is funneled to management 

favorites, without any benefit to the company or to ratepayers. The Commission will allow 

the program to be included in rates, but will direct AmerenUE to maintain proper records of 

payments made under the program so that Staff can review it in AmerenUE’s next rate 

case. 

Conclusions of Law: 

There are no additional conclusions of law for this issue. 

Decision: 

The Commission finds that AmerenUE shall recover in rates the cost of its short-term 

incentive compensation programs and the cost of its Exceptional Performance Bonus Plan. 

Taken as a whole, those programs are likely to benefit AmerenUE’s ratepayers as well as 

its shareholders. However, AmerenUE shall not recover in rates the cost of its long-term 

compensation plan, which the Commission finds will primarily benefit shareholders and not 

ratepayers. 

I I .  Depreciation 

Introduction: 

Depreciation is the means by which a utility is able to recover the cost of its 

investment in its rate base by recognizing the reduction in value of that property over the 

estimated useful life of the property. AmerenUE’s current depreciation rates were 

established by the Commission in AmerenUE’s last rate case, Case Number ER-2007- 

0002. Public Counsel contends the Commission should adjust downward the established 
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depreciation rates for five specific accounts for the Callaway Nuclear Production Plant.268 

Staff and AmerenUE agree the Commission should not “cherry pick a few isolated 

accounts to adjust outside the context of a complete depreciation study, which was not 

conducted for this case. 

Findings of Fact: 

A complete depreciation study requires an actuarial analysis of the complete 

mortality records of all plant account assets owned by the company.269 Such a 

depreciation study was performed in AmerenUE’s last rate case, ER-2007-0002, and the 

depreciation rates that resulted from that case have only been in effect since June I, 

2007 .270 

Not surprisingly, complete depreciation studies are expensive and time consuming. 

Such a study may involve site visits, interviews, data and actuarial analysis, and the 

production of reports and testimony.271 That is one of the reasons, the Commission’s rules 

require such depreciation studies to be done only periodically, and not necessarily for every 

rate case.272 AmerenUE submitted a complete depreciation study in July 2006, as part of 

its last rate case, covering the period through December 31, 2005. As a result, 

AmerenUE’s next complete depreciation study would be due in July 201 1, unless it files a 

268 Dunkel Direct, Ex. 400, Schedule WWD-1. The affected accounts are 321 Structures and 
Improvements, 322 Reactor Plant Equipment, 323 Turbogenerator Units, 324 Accessory Electrical 
Equipment, and 325 Miscellaneous Power Plant Equipment. 

269 Gilbert Rebuttal, Ex. 209, Page 3, Lines 13-14. 

270 Gilbert Rebuttal, Ex. 209, Page 3, Lines 14-16. 

271 Transcript, Pages 864-865, Lines 18-25, 1. 
Transcript, Page 865, Lines 14-1 8. 272 
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new rate case after July 2009, in which case a new depreciation study would have to be 

filed with the rate case.273 AmerenUE did not submit a depreciation study in this case. 

Public Counsel also did not submit a complete depreciation study in this case. 

However, through the testimony of its witness, William Dunkel, Public Counsel asks the 

Commission to order changes to five particular depreciation accounts. Dunkel contends 

there is a mismatch in these accounts because the approved depreciation rates a re  

calculated using a theoretical reserve instead of actual book 

Dunkel explains that since the Callaway plant was  built, depreciation rates have 

been based on  an assumption that the nuclear plant would have a life of 40 years, which 

w a s  the length of its license from the NRC. However, in the last rate case, the Commission 

ordered the depreciation rates regarding the Callaway plant be calculated based on a 60- 

year life span,  assuming that AmerenUE would seek and receive a 20-year license 

extension from the NRC. The actual book reserve, which is based on past  depreciation 

that assumed a 40 year life, is now higher than theoretical reserve, which is based on a n  

assumed 60 year life.275 Dunkel argues the theoretical reserve and the book reserve 

should be brought back into balance by adjusting the depreciation rates for the five 

273 Weidmayer Rebuttal, Ex. 13, Page 5, Lines 8-14. . 
274 Dunkel Direct, Ex. 400, Page 5, Lines 9-1 1. 

275 Dunkel Direct, Ex. 400, Page 14, Lines 1-16. AmerenUE’s witness describes “theoretical 
reserve” and “book reserve” as follows: 

The theoretical reserve, also known as the calculated accrued depreciation, is as its 
name implies a calculated amount or reserve and is a function of the age of the 
electric plant in service and the depreciation parameters selected. The theoretical 
reserve is commonly used in industry practice as a benchmark to assess the 
adequacy of a company’s book reserve. The theoretical reserve is a calculated 
amount made at a particular point in time. The Company’s accumulated 
depreciation or “book reserve” is the sum of actual monthly charges that have been 
recorded by the Company throughout its history to accumulated depreciation for 
items such as depreciation accruals, salvage, cost of retiring, retirements, etc. 

VViedmayer Rebuttal, Ex. 13, Page 13, Lines 5-12. 
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specified accounts and reducing AmerenUE’s depreciation expense by approximately $7.1 

million per year.276 

Staff and AmerenUE contend no adjustment should be made at this time without the 

benefit of a full depreciation study. The Commission finds that Staff and AmerenUE are 

correct in their concern about making an isolated adjustment to a few depreciation 

accounts outside the context of a full depreciation study. Such an isolated adjustment is 

closely analogous to the ,larger concept of single-issue ratemaking. Just as it would be 

inappropriate to adjust a utility’s rates based on a change to a single item without 

considering changes in all other items that may off-set that single item, it would be 

inappropriate to adjust a few depreciation rates without looking at all depreciation rates in a 

complete study. In a complete study, depreciation rates for some accounts may increase, 

while others decrease. The balance of the increases and decreases is what is important in 

establishing depreciation rates for the company. 

The Commission did look at a complete depreciation study in the last rate case. 

Furthermore, the parties to that case were aware of the difference between theoretical 

reserve and book reserve. A Staff witness brought that imbalance to the Commission’s 

attention, but at that time, Staff advised the Commission to simply monitor the imbalance 

for possible correction in a future depreciation study. No party, including Public Counsel, 

proposed any adjustment regarding that imbalance in that case.277 

Public Counsel’s witness claims an adjustment should be made in this case because 

of a “major change” since the last rate case. The Itmajor change” he describes is 

276 Dunkel Direct, Ex. 400, Page 17, Lines 7-1 1. 
277 Dunkel Direct, Ex. 400, Page 6, Lines 1-33, quoting In the Matter of Union Electric Company 
d/b/a AmerenUE‘s Tariffs Increasing Rates for Electric Service, Report and Order, Case No. ER- 
2007-0002, May 22,2007, Page 94. 
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AmerenUE’s announcement that it will, indeed, be filing an application to extend the 

Callaway plant‘s NRC license by another 20 years.278 However, AmerenUE’s filing of the 

application to extend the license of the Callaway plant is not a “major change” from the last 

rate case. It is not a change at all. The question of whether Callaway’s service life should 

be extended for 20 years for depreciation purposes was certainly an issue in the last rate 

case, and the Commission emphatically ordered that the plant‘s service life should be 

extended.279 Therefore, the 60-year life-span assumption for the Callaway plant was 

already in place when rates were set in the last case. AmerenUE’s decision to actually 

apply for a license extension changes nothing. 

Public Counsel’s witness also claims that an immediate change to the depreciation 

rate for these five accounts is necessary because the imbalance between the actual and 

theoretical reserve has “grown drastically” since the last case.280 However, Dunkel actually 

testified that the actual Callaway book reserve in 2005, measured at Commission approved 

depreciation rates, was $21 9 million above the theoretical reserve. By December 31,2007, 

he testified that difference had grown to $250 million.281 While the difference has grown, it 

is hardly the “drastic growth” that might justify an isolated change to the depreciation rates 

for just five accounts. 

Public Counsel’s witness attempts to justify his proposed isolated adjustment by 

claiming the balancing of possibly increasing and decreasing rates that would take place in 

Dunkel Direct, Ex. 400, Page 3, Lines 7-20. 

279 In the Matter of Union Electric Company d/b/a AmerenUE’s Tariffs Increasing Rafes for Elecfric 
Service, Report and Order, Case No. ER-2007-0002, May 22,2007, Pages 87-88. 

Dunkel Direct, Ex. 400, Page 8, Lines 17-19. 

“’ Dunkel Direct, Ex. 400, Page 8, Lines 19-24, as corrected at Transcript, Page 824. 
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a complete depreciation study is not necessary because if his adjustment were applied to 

all accounts, not just the five he proposes to adjust, the result would be a much larger 

reduction.282 However, his calculation are based on 2005 data, which likely would not be 

accurate for 2008.283 Furthermore, his proposed adjustment would still be based on just a 

single factor, albeit spread over a wider range of accounts. It would not eliminate the 

single-issue ratemaking objection to his proposal to adjust the depreciation rates for a few 

accounts outside of a complete depreciation study. 

When the Commission last looked at this issue in the 2007 rate case, it accepted 

Staffs suggestion to continue to monitor the imbalance between theoretical reserve and 

actual book accumulated depreciation. The Commission will continue to monitor that 

imbalance and if Public Counsel wants to raise this issue again in AmerenUE’s next rate 

case in the context of a complete depreciation study, it is free to do so. 

In his surrebuttal testimony, Dunkel requested that if the Commission decided not to 

make his proposed adjustments in this case, it should order AmerenUE to include certain 

information in its next depreciation study to aid in the review of the imbalance.284 That 

request is reasonable and was not opposed by any party. The Commission will order 

AmerenUE to include the requested information in its next depreciation study. 

Conclusions of Law: 

Commission Rule 4 CSR 240-3.160 requires any electric utility that submits a 

general rate increase to submit a complete depreciation study, unless the utility has 

282 Dunkel Surrebuttal, Ex. 401, Page 6, Lines 10-1 I. 

283 Transcript, Page 894, Lines 6-9. 

284 Dunkel Surrebuttal, Ex. 401, Pages 10-1 1, Lines 16-20, 1-4. 
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previously submitted such a study to the Commission’s Staff within the three years before 

filing the rate case. 

Commission Rule 4 CSR 240-3.175 requires a n  electric utility to submit a complete 

depreciation study a t  least once every five years even if it has not filed a rate case within 

that time. 

Decision: 

The Commission will not make any changes to AmerenUE’s depreciation rates 

without consideration of a complete depreciation study. When it prepares its next 

depreciation study, AmerenUE shall provide for each account (1) the book reserve amount, 

(2) the theoretical reserve amount, (3) the remaining life years, and (4) the whole life 

depreciation rate with the reserve variance amortized over the average remaining life. 

12. Demand Side Management 

Introduction: 

In AmerenUE’s last rate case, the Commission approved a stipulation and 

agreement that established a regulatory asse t  that allows AmerenUE to treat demand side 

management expenditures as a depreciable asset, thus diminishing any advantage 

AmerenUE might perceive in investing in new generation rather than in demand-side 

resources.285 Staff asked the Commission to clarify its previous order by directing that net 

expenditures were to be included in the regulatory asse t  account, so that income resulting 

from demand-side expenditures would be netted against those expenditures.286 In his  

rebuttal testimony, Public Counsel’s witness, Ryan Kind proposed language to accomplish 

285 Staff Report - Cost of Service, Ex. 200, Page 9. 

Staff Report - Cost of Service, Ex. 200, Page 9. 
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that netting.287 AmerenUE did not object to the concept of netting, but objected to Kind's 

language as overly broad.288 

Findings of Fact: 

At the hearing, Kind acknowledged his original language could be difficult to 

administer. As a result, he offered the following substitute language: 

In addition to booking the incremental costs of implementing DSM programs 
in its regulatory asset account, UE shall book the reimbursement of 
incremental costs, in dollars, that are equal to capacity related revenues from 
any source that the Company receives that are associated with its 
implementation of DSM programs and not otherwise credited.289 

At the time of the hearing, Voytas expressed general satisfaction with the change 

offered by Kind, but indicated he would have to examine the language in more detail before 

he could accept it.290 In its brief, AmerenUE offered the following language as a substitute 

for that offered by Kind: 

DSM should be booked as net expenditures when DSM has a 
transactionable, identifiable and measurable increase in revenue to the 
Company. Transactionable refers to tradable products with an identifiable 
counter-party which provides a value. Identifiable refers to the linkage 
whereby specific revenue streams can be tied to specific programs. 
Measurable means that there is a protocol established as the basis for cash 
settlement. 

It appears this issue is moot since the Commission allows AmerenUE to implement a 

fuel adjustment clause. The netting that would be the result of the language proposed by 

both AmerenUE and Public Counsel would occur through the fuel adjustment clause.291 

However, to the extent this issue is not moot, the Commission finds that the language 

287 Kind Rebuttal, Ex. 404, Page 14, Lines 21-25. 

289 Transcript, Page 929, Lines 3-9. 

Voytas Surrebuttal, Ex. 18, Page 4, Lines 8-14. 

Transcript, Page 948, Lines 15-1 9. 

Transcript, Page 942, Lines 8-25. 

99 



proposed by AmerenUE is preferable because it is more narrowly tailored to meet the need 

identified by the parties. 

Conclusions of Law: 

There are no additional conclusions of law for this issue. 

Decision: 

The Commission finds that if this issue is not moot, the language proposed by 

AmerenUE shall be adopted. 

13. Low-Income Weatherization Program 

Introduction: 

In the Commission’s Report and Order resolving AmerenUE’s last rate case, ER- 

2007-0002, the Commission ordered AmerenUE to fund a low-income weatherization 

program. That order directed $600,000 of that funding be included in AmerenUE’s cost of 

service to be collected from ratepayers. The Commission directed the other $600,000 be 

paid by AmerenUE using shareholder funds2” In response to the 2007 order, AmerenUE 

entered into a contract with the Missouri Department of Natural Resources, the State 

Environmental Improvement and Energy Resources Authority (EIERA), and the Public 

Service Commission, whereby it agreed to pay $1,200,000 to the low-income 

weatherization fund administered by EIERA on July 5 of each year.293 AmerenUE made 

the entire required payment in 2007, but on June 26, 2008, it paid only $900,000 to the 

fund. 

292 In the Matter of Union Electric Company d/b/a AmerenUE’s Tariffs Increasing Rates for Electric 
Service, Report and Order, Case No. ER-2007-0002, May 22,2007, Pages 1 12-1 13. 

293 A copy of that contract is attached to Wolfe Direct, Ex. 550, as Attachment LW-2. 

100 



The Department of Natural Resources asks the Commission to order AmerenUE to 

pay the $300,000 it withheld in July, and asks the Commission to order AmerenUE to 

continue funding the program in the future. 

Findings of Fact: 

At the hearing, the parties agreed there was no dispute about the facts and agreed 

this issue could be resolved on stipulated facts and as a matter of law. To that end, they 

agreed to stipulate to the following three facts: 

I. In the Commission’s Report and Order issued in ER-2007-0002, the 
Commission ordered that: “the Commission directs that the low income 
weatherization program continue with funding provided $600,000 by 
ratepayers and $600,000 by AmerenUE shareholders.” 
2. A contract was entered into among the parties and a true and correct 
copy of that contract is attached to the direct testimony of DNR witness 
Wolfe, marked as Exhibit LW-2. 
3. AmerenUE paid $900,000 on or around June 26, 2008, toward that 
obligation.294 

The parties also agreed the prefiled testimony of all witnesses relating to this issue could 

be admitted into evidence without cross-e~amination.~~~ 

AmerenUE withheld $300,000 from the July 2008 payment required by the contract 

because it believed new rates would be going into effect on March I, 2009 at the 

conclusion of this case and it was unsure whether this Commission would require it to 

continue to make the payment under the new rates. Therefore, it withheld payment for the 

last three months of the fiscal year.296 

294 Transcript, Page 1001, Lines 9-23. 

295 Transcript, Page 1002, Lines 5-9. 

296 Wolfe Direct, Ex. 550, Page 12-18. 
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As explained in its conclusions of law, the Commission has no authority to require 

AmerenUE’s shareholders to make what is in essence a charitable contribution to the low- 

income weatherization fund. Therefore, it cannot require AmerenUE’s shareholders to 

continue to contribute $600,000 to the fund. However, there is a continuing need for the 

low-income weatherization fund. The Commission finds that low-income residential 

customers face great hardships as they face high energy expenses on a small household 

income. Weatherization provides long-term benefits to customers by helping reduce 

energy demand, thereby reducing energy bills.297 Therefore, the Commission will order 

AmerenUE to continue to pay $1.2 million per year into the fund, with all funds being 

recovered through rates. Since the program is continuing at full funding, AmerenUE shall 

immediately pay into the fund the $300,000 it withheld in June 2008. 

There is one other matter that needs to be addressed. The Department of Natural 

Resources is concerned about disruptions in payment to the EIERA fund every time 

AmerenUE files a new rate case and thus brings the continued funding of the program into 

question. AmerenUE concedes the EIERA needs to have a stable source of funding, but is 

unwilling to commit to making payments that it may not recover in a future rate case.298 

AmerenUE may have an obligation to make those payments under its contract with EIERA, 

the Department of Natural Resources, and this Commission. However, as indicated in the 

conclusions of law for this issue, the Commission has no authority to enforce that contract. 

The Commission, will, however, encourage AmerenUE to continue its stable funding of the 

program. While this Commission cannot bind a future Commission to make a particular 

297 Wolfe Direct, Ex. 550, Page 6, Lines 4-9. 

298 Mark Rebuttal, Ex. 20, Pages 7-8, Lines 18-23, 1-7. 
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decision in a future rate case, the Commission believes that AmerenUE will be treated fairly 

in any future rate case. 

Conclusions of Law: 

The Commission has broad authority under the law to regulate public utilities. It 

does not, however, have unlimited power. The case cited by AmerenUE, City of Joplin v. 

although an old case, actually predating the creation of this Commission, 

establishes the principle that a regulatory body ‘‘can no more compel a public service 

corporation to do or abstain from doing anything not pertaining to the public service itself 

than it can compel a private individual; for, outside of its public functions, the corporation is 

a private ~ o r p o r a t i o n . ~ ’ ~ ~ ~  By ordering AmerenUE to fund part of the low-income 

weatherization program the Commission would be requiring the shareholders to make a 

charitable contribution. Such a contribution has nothing to do with AmerenUE’s obligation 

to provide service to the public and is beyond the Commission’s authority. 

AmerenUE has entered into a contract that requires the company to pay $1.2 million 

each July to EIEW. AmerenUE did not make the full required payment in July 2008. In 

refusing to make that payment, AmerenUE may have violated that contract, but the 

Commission has no authority to make such a determination. “The PSC is an administrative 

body created by statute and has only such powers as are expressly conferred by statute 

and reasonably incidental theret~.”~” The Commission is not a court, and the legislature 

*” 173 Mo. App. 590,158 S.W. 924 (Mo. App. 1913). 

300 City of Joplin, at 928. 

301 State ex re/. AG Processing v. Thompson, 100 S.W. 3d 915,919 (Mo. App. W.D. 2003) 
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has not given it authority to enforce a contract.302 Therefore, if any party want to enforce 

that contract, it will need to proceed to circuit court. 

Decision: 

The Commission finds that AmerenUE shall continue to pay $1.2 million per year 

into the low-income weatherization fund administered by EIERA. AmerenUE’s payments to 

the fund shall be included in the company’s revenue requirement to be recovered through 

rates. 

14. Pure Power Program 

Introduction: 

In AmerenUE’s last rate case, the Commission approved AmerenUE’s proposal to 

begin offering a voluntary green energy program.303 The voluntary program AmerenUE 

now offers is called Pure Power. Staff opposed the proposed green energy program in the 

last rate case and now asks the Commission to require AmerenUE to discontinue the 

program. 

Findings of Fact. 

The Pure Power program is a voluntary program whereby participating AmerenUE 

customers agree to pay an additional amount on their monthly bill to purchase a 

Renewable Energy Credit, known as a REC. The RECs are purchased from a third party, 3 

Degrees, which purchases the RECs from the green power producer.304 

302 Kansas City Power & Light v. Midland Realty, 338 Mo 1141,93 S.W.2d 954 (Mo. 1936). 

303 In the Matter of Union Electric Company d/b/a AmerenUEs Tariffs Increasing Rates for Electric 
Service, Report and Order, Case No. ER-2007-0002, May 22,2007, Page 11 5. 

304 Barbieri Rebuttal, Ex. 9, Page 3, Lines 8-14. 
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AmerenUE has entered into a five-year contract with 3 Degrees that fixes the price 

AmerenUE customers pay for a REC at fifteen dollars.305 One dollar of that fifteen is kept 

by AmerenUE as an administrative fee, with the remaining fourteen going to 3 Degrees. 3 

Degrees uses that money to buy the REC and keeps any money left over to pay its own 

expenses, and as profit. 

3 Degrees is obligated under the contract to market and administer the Pure Power 

program and to educate AmerenUE’s customers about the program.306 One half of the 

RECs 3 Degrees purchases for AmerenUE’s customers must come from green power 

generators located in Missouri or Illinois, with the rest coming from generators located 

within the MISO region.307 The Pure Power program is Green-e certified and 3 Degrees 

pays for an annual Green-e audit through the Center for Resource Solutions.308 

The Pure Power program has been operating since October 2007.309 Approximately 

4000 AmerenUE customers have chosen to participate in the program during that first 

year.310 

Staff is concerned the sale of RECs is not an effective means of producing green 

power to supplant fossil fuel power. RECs are for the purchase of power generated in the 

past, and Staff is concerned the sale of RECs will do nothing to encourage the future 

generation of green power.311 This is the same concern Staff expressed in the last rate 

305 Barbieri Rebuttal, Ex. 9, Page 4, Lines 9-10. 

Barbieri Rebuttal, Ex. 9, Page 4, Lines 11-13. 

307 Barbieri Rebuttal, Ex. 9, Page 4, Lines 15-20. 

308 Barbieri Rebuttal, Ex. 9, Page 4, Lines 21-23. 

309 Transcript, Page 662, Lines 12-1 7. 

310 Transcript, Page 71 3, Lines 7-1 0. 

311 Staff Report - Class Cost of Service & Rate Design, Ex. 206, Page 19-20. 

306 
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case. However, other governmental organizations do not share Staffs concern. The 

National Renewable Energy Lab and the Federal Department of Energy state programs 

such as Pure Power have assisted in bringing more than 1,000 MWs of new renewable 

projects 

A REC is not produced until actual renewable energy is produced. Even though 

those electrons have already been produced and used, the sale and purchase of a REC 

stimulates demand for additional renewable energy by sending a market signal to green 

power producers to develop additional sources of renewable energy.313 Staffs witness 

may not believe RECs are effective, but he concedes that millions of RECs are sold each 

year.314 He also concedes the Missouri Department of Natural Resources, and the 

Environmental Protection Agency support the concept of RECs3I5 In fact, he concedes 

RECs are widely accepted throughout the nation as contributing to the expansion of green 

generation, although he describes that acceptance as “an unsubstantiated belief, widely 

accepted.”316 

Staff is also concerned that customers are confused about what they are actually 

receiving when the purchase a REG. Staff seems to believe customers think they are 

buying actual electrons generated by a green generation source, when they buy a REC. 

The concept of a REC and the purchase of the environmental attributes associated with 

312 Barbieri Rebuttal, Ex. 9, Page 7, Lines 9-9 9 .  

313 Transcript, Page 724, Lines 14-21. 
314 Transcript, Page 629, Lines 16-22. 
315 Transcript, Page 637, Liens 13-1 8. 

316 Transcript, Pages 641 -642, Lines 22-25, 1-4. 
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green production versus fossil fuel production is difficult to understand.317 AmerenUE 

concedes it is difficult to explain to customers that they are purchasing a REC and not 

electricity. Some of the initial marketing materials sent out by 3 Degrees did not do enough 

to avoid that confusion, but AmerenUE and 3 Degrees have continued to improve those 

marketing materials, including major revisions to the Pure Power website. In the end, the 

desire to improve the marketing materials does not justify terminating the program after 

only one year of existence. 

Aside from its concerns about the effectiveness and the marketing of the Pure Power 

program, Staff is also concerned the contract between AmerenUE and 3 Degrees does not 

pass enough money through to actual green energy producers. As previously indicated 

fourteen of the fifteen dollars AmerenUE collects from participating customers is passed to 

3 Degrees for the purchase of RECs. Not surprisingly, not all the money that goes to 3 

Degrees is used to purchase RECs. 3 Degrees keeps some to pay for marketing and 

administration and profit.318 Staff believes the contract is overly generous to 3 Degrees. 

However, 3 Degrees assumed the risk that the market price for RECs may rise in the next 

five years, thus reducing its profit margin. A rise in the market price for RECs is possible as 

demand for RECs rises because of the imposition of renewable portfolio standards such as 

the recently enacted Proposition C in Mi~souri.~” 

Finally, Staff is concerned non-participating AmerenUE customers may be 

subsidizing AmerenUE’s administrative costs associated with the Pure Power program 

317 Transcript, Page 628, Lines 6-1 4. 

318 The highly confidential numbers are found at Ensrud Surrebuttal, Ex. 220, Page I 1 , Line 18. 

319 Transcript, Page 748, Lines 1 1-1 9. 
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because AmerenUE is not doing enough to separately track those AmerenUE 

agrees that non-participating customers should not be subsidizing the program and 

indicates all administrative costs, as well as revenues generated by the program, are 

accounted for below the line.321 Staff is concerned, for example, that the cost of billing 

customers who participate in the Pure Power program is not segregated from the cost of 

billing all other customers.322 However, the maximum potential cost identified by Staff is not 

substantial and does not justify any immediate accounting change.323 

The Commission finds that the Pure Power program is a voluntary program that 

seems to be popular with some of AmerenUE’s customers. No customer is forced to 

participate in the program and if they are unhappy with the program, they can leave at any 

time. The program is nationally respected and has been awarded the 2008 New Green 

Power Program of the year award by the U.S. Department of Energy, in conjunction with 

the U.S. Environmental Protection Agency and the Center for Resource Solutions.324 Most 

importantly, the program has only been in operation for one year. It is too soon to properly 

assess the program and it is certainly too soon to kill the program. 

Conclusions of Law: 

There are no additional conclusions of law for this issue. 

Decision: 

320 Staff Report - Class Cost of Service & Rate Design, Ex. 206, Pages 21 -22. 

321 Barbieri Rebuttal, Ex. 9, Page 9, Lines 5-22. 

322 Transcript, Page 696, Lines 4-1 0. 

323 Staff Report - Class Cost of Service & Rate Design, Ex. 206, Page 22. The precise number is 
highly confidential. 

324 Barbieri Rebuttal, Ex. 9, Page 1 I, Lines 1-5, and Transcript, Page 703-704, Lines 20-25, 1. 
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The Commission authorizes AmerenUE to continue to offer the voluntary Pure 

Power program to its customers. 

15. Union Issues 

Introduction: 

The various unions that represent AmerenUE‘s employees appeared at the hearing 

to generally support the company’s request for a rate increase. However, they asked the 

Commission to order AmerenUE to spend more money on employee training and to take 

specific steps to increase its internal workforce so it will use fewer outside contractors. 

AmerenUE contends it is currently providing safe and adequate service and argues the 

Commission has no authority to manage the day-to-day affairs of the company. 

Findings of Fact: 

David Desmond is the business manager of International Brotherhood of Electrical 

Workers Local 2, AFL-C10.325 He testified that too much of AmerenUE’s daily workload is 

performed by less trained subcontractors rather than by AmerenUE‘s internal workforce.326 

He asked the Commission to require AmerenUE to invest in its employee infrastructure and 

require subcontractors to meet the standards of training and certification similar to those 

required of AmerenUE’s internal workforce.327 

Donald Giljum is the Business Manager for the International Union of Operating 

Engineers Local Union No. 148.328 He testified AmerenUE has curtailed its training 

Desmond Direct, Ex. 901, Page 1, Lines 2-3. 

326 Desmond Direct, Ex. 901, Page 2, Lines 14-22. 

327 Desmond Direct, Ex. 901, Page 3, Lines 13-19. 

328 Giljum Direct, Ex. 903, Page I. 
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activities and allowed internal staffing level to decline to the point it must rely on outside 

contractors to perform some of the work at its power plants.32g 

Michael Walter is the Business Manager of International Brotherhood of Electrical 

Workers Local 1439, AFL-C10.330 He testified AmerenUE has not spent enough on training 

new workers and as a result has over-relied on outside contractors to perform normal and 

sustained He asks the Commission to require AmerenUE to spend its rate 

increase to improve training and increase the portion of the workload performed by its 

internal workforce.332 

Michael Datillo is the Business Manager and Financial Secretary of International 

Brotherhood of Electrical Workers Local 1455, AFL-C10.333 Datillo also complained 

AmerenUE relied too heavily on outside contractors. In particular, he objected to the 

outsourcing of call center work to a company operating out of North Carolina.334 

AmerenUE denied its use of outside contractors has diminished the efficiency or 

safety of the company's operations. AmerenUE demonstrated that measures of power 

plant reliability have significantly improved over the last 10 years. Since 1998, the 

equivalent availability335 of AmerenUEs coal plants has improved from 79.91 percent in 

329 Giljum Direct, Ex. 903, Page 2. 

330 Walter Direct, Ex. 902, Page 1, Lines 2-3. 

331 Walter Direct, Ex. 902, Pages 24. 

332 Walter Direct, Ex. 902, Page 6, Lines 8-23. 

333 Datillo Direct, Ex. 900, Page 1, Lines 24. 

334 Datillo Direct, Ex. 900, Page 2, Lines 18-20. 

335 Equivalent availability is the total actual megawatt hours a unit is available after all outages and 
derates have been subtracted, divided by the total maximum megawatt hours a full unit capacity. 
Birk Rebuttal, Ex. 15, Pages 6-7, Lines 22-23, 1. 
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1998, to 90.73 percent in 2008. In the same period of time, the net capacity factor336 for 

those plants has improved from 61.92 percent to 79.26 percent.337 Furthermore, the OSHA 

incident rate for generation employees has declined over the last ten years from 9.0 in 

1998 to I .9 in 2008,338 which is near the top quartile rate for generating plants around the 

AmerenUE acknowledges it is facing an industry-wide shortage of trained linemen, 

and must, therefore, rely on outside contractor. However, AmerenUE is trying to find more 

workers that are qualified and is offering a $15,000 bonus for persons who qualify as a 

journeyman lineman.340 In addition to a general shortage of linemen, the average age of 

AmerenUE’s work force is getting older. For example, in one union bargaining unit the 

average age is 49 and one half, with an average retirement age of 55 or 56.341 As more 

employees approach retirement, there is a need for increased training to bring new workers 

in to replace those who are retiring. 

In response to those concerns, Commissioner Davis asked the AmerenUE 

witnesses how the company would spend an extra $3 million on training if provided with 

additional funds as a result of this case.342 In response to Commissioner Davis’ question, 

336 Net capacity factor is a ratio of how much power was actually produced by the plants, divided by 
the capacity of the plants. Birk Rebuttal, Ex. 15, Page 7, Lines 2-3. 

337 Birk Rebuttal, Ex 15, Page 7, Chart at Line 4. 

338 Birk Rebuttal, Ex. 15, Page 8, Chart at Line I. 

339 Transcript, Page 181 0, Lines 22-25. 

340 Zdellar Rebuttal, Ex. 16, Page 11, Lines 12-13. 

342 Transcript, Page 1820-1 821, Lines 23-25, 1-1 9. 

Transcript, Page 1766, Lines 17-25. 
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AmerenUE subsequently filed an exhibit detailing how it would spend extra money on 

training.343 

The Commission finds that the evidence presented by the union witnesses does not 

demonstrate that AmerenUE has failed to supply safe and adequate service to the public. 

Furthermore, for reasons fully explained in its Conclusions of Law, the Commission does 

not have the authority to dictate the manner in which AmerenUE conducts its business. 

Therefore, the Commission will not attempt to dictate to the company regarding its use of 

outside contractors. 

However, the union witnesses and AmerenUE agree there is a need for improved 

training to replace skilled workers nearing retirement age. Therefore, the Commission will 

add $1,410,000 to AmerenUE‘s cost of service to fund increased training staff. The 

Commission will also allow AmerenUE an additional $1,800,000 for additional training 

equipment and materials, and external costs, to be amortized over five years and 

recovered in rates. That would increase AmerenUE’s cost of service by an additional 

$360,000 per year, for a total increase of $1,770,000. 

Conclusions of Law: 

The Commission has the authority to regulate AmerenUE, including the authority to 

ensure the utility provides safe and adequate service. However, the Commission does not 

have authority to manage the company. In the words of the Missouri Court of Appeals, 

The powers of regulation delegated to the Commission are comprehensive 
and extend to every conceivable source of corporate malfeasance. Those 
powers do not, however, clothe the Commission with the general power of 
management incident to ownership. The utility retains the lawful right to 
manage its own affairs and conduct its business as it may choose, as long as 

343 Ex. 78. 
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it performs its legal duty, complies with lawful regulation, and does no harm 
to public welfare.344 

Therefore, the Commission does not have the authority to dictate to the company whether it 

must use its internal workforce rather than outside contractors to perform the work of the 

com pany . 

Decision: 

The evidence presented by the union witnesses does not demonstrate that 

AmerenUE has failed to provide safe and adequate service and the Commission will not 

dictate to the company whether it must use its internal workforce or outside contractors to 

perform the company’s work. However, the Commission will add $1,410,000 to 

AmerenUE’s cost of service to fund increased training staff. The Commission will also 

allow AmerenUE an additional $1,800,000 for additional training equipment and materials, 

and external costs, to be amortized over five years and recovered in rates. That increases 

AmerenUE’s cost of service in this case by $1,770,000 per year. 

16. Hot Weather Safety Program 

Introduction: 

AARP asks the Commission to order AmerenUE to instigate a limited experimental 

pilot program designed to encourage low-income seniors to turn on their air conditioners 

during hot weather by offering them a bill credit during the summer. AmerenUE opposes 

the pilot program as poorly thought out and unlikely to be effective. 

Findings of Fact: 

AARP cites studies showing that some seniors refuse to turn on their air conditioners 

even in very hot weather, in part because of concerns about the high cost of operating an 

344 State ex re/. Harfine v. Public Sew. Com’n, 343 S.W.2d 177, 182 (Mo. App. 1960) 
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air conditioner.345 As a result, those seniors are at a greater risk of dying from heat related 

illness.346 AARP’s proposed pilot program attempts to address that problem by offering 

low-income seniors a small bill credit on their bills to encourage them to use their air 

conditioning when it is hot. 

AARP initially proposed to make the hot weather credit available to all low-income 

seniors in the AmerenUE’s service territory at a cost of nearly $1.5 million.347 However, by 

the time of the hearing, AARP had reduced its proposal to an experimental pilot program 

that would provide bill credits of $5 per day for 9.5 extreme heat days during the summer 

months, for 2,400 participating households. The cost of providing the bill credits would be 

$1 14,000, which AmerenUE would be allowed to recover in rates.348 

The Commission is concerned about the health of the elderly citizens of AmerenUE’s 

service territory, but AARP’s proposed pilot program is not well thought out and there is no 

indication that a bill credit of $5.00 per day will actually prompt an at-risk elderly person to 

turn on their air conditioning. This sort of program has never been tried anywhere else and 

AARP admits it does not really know how it will A heat alert warning from the 

Missouri Department of Health, attached to AARP’s testimony, indicates for some at-risk 

elderly persons, “even encouragement from relatives and friends could not convince them 

to use their air ~onditioner.”~~’ In those circumstances, it is hard to see how a slightly 

345 Howat Direct, Ex. 850, Pages 6-7, Lines 17-23, 1-5. 

346 Howat Direct, Ex. 850, Page 8, Lines 1-20. 

347 Howat Direct, Ex. 850, Page 12, Lines 7-8. 

349 Transcript, Pages 1165-1 166, Lines 20-25, 1-2. 

350 Howat Direct, Ex. 850, Attachment AARP-JH-3. 

Transcript, Page I 130, Lines 7-1 2. 
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reduced utility bill at the end of the month would convince an at-risk person to turn on their 

air conditioning. 

Of course, in terms of this multi-million dollar rate case, the $1 14,000 it would cost to 

implement AARP’s pilot program is not significant. However, implementation of an ill- 

conceived pilot program could distract AmerenUE and other interested parties from more 

effective actions to help the elderly poor. In fact, that was the conclusion of the 

collaborative group to which AARP presented its proposal last spring.351 Instead, that 

collaborative group decided to move forward with other plans to educate the elderly about 

the dangers of extreme heat.352 

The Commission finds that AARP’s proposed hot weather safety pilot program, while 

well intentioned, would not be an effective use of AmerenUE’s resources and the financial 

resources of AmerenUE’s ratepayers. 

Conclusions of Law: 

There are no additional conclusions of law on this issue. 

Decision: 

AARP’s proposed hot weather safety pilot program is rejected. 

17. Certain Power On and Dollar More Advertising Expense 

Introduction: 

Staff seeks to disallow approximately $1.36 million in advertising expenses incurred 

by AmerenUE in promoting its Power On program and its Dollar More program.353 

351 Transcript, Page 1228, Lines 8-14. 

352 Transcript, Page 1231, Lines 5-9. 

353 Transcript, Page 1008, Lines 10-12. 
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AmerenUE replied that the advertisements challenged by Staff were appropriate for 

inclusion in rates and their cost should be recovered from ratepayers. 

Findings of Fact: 

Staff bases its proposal to disallow the cost of certain advertisements on a decision 

made  by the Commission in a 1986 KCPL rate case. In that decision, the Commission 

defined five categories of advertisements. 

I. General: Informational advertising that is useful in the provision of adequate 

service; 

Safety: Advertising that conveys the ways to safely use  electricity and to 

avoid accidents; 

Promotional: Advertising used to encourage or promote the use of electricity; 

Institutional: Advertising used to improve the company’s public image; and 

Political: Advertising associated with political issues. 

2. 

3. 

4. 

5. 

In that case, the Commission found the cost of General and Safety advertising could be 

recovered from ratepayers, while the cost of Institutional and Political advertising should not 

be recovered. The Commission in that case found promotional advertising could be 

recovered if it was  shown to be cost The Commission finds that categorization 

of advertising to be useful and will use  the s a m e  categories in considering this issue. 

Staffs witness, Erin Carle, examined hundreds of individual print, radio, television 

and billboard advertisements, the cost ofwhich AmerenUE seeks to recover in rates. Staff 

disallowed recovery for many of those advertisements as institutional advertising designed 

354 In the Matter of Kansas Cify Power & Light Company’s Tariffs Increasing Rates for Electric 
Service, 28 Mo. P.S.C. (N.S.) 228,270 (1986). 
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to promote the image of the AmerenUE contend the challenged ads are properly 

categorized as General, meaning they are informational advertising that is useful in the 

provisioning of adequate service. 

AmerenUE’s Power On program is a billion dollar initiative AmerenUE has 

undertaken to improve the reliability of its electric network. Under Power On, AmerenUE 

will spend approximately $500 million in mandated environmental expenditures, $300 

million in undergrounding work, and $1 50 million to more aggressively trim trees.356 Staff 

conceded that some advertising for Power On should be categorized as General 

advertising because it conveyed useful information to the public about the specifics of the 

program. However, Staff claimed the cost of other Power On ads should be excluded 

because the advertisements did not convey enough useful information to the 

Erin Carle examined each of AmerenUE‘s Power On advertisements and offered an 

opinion on whether each advertisement conveyed enough useful information to the public. 

The problem with that approach is Erin Carle is an accountant, and is working on her 

MBA.358 Although she claims to be an advertising expert for ratemaking she 

has no training in the field of advertising, aside from looking at old cases at the 

commission. 360 

Not surprisingly, given her lack of expertise and the vague standard by which she 

was attempting to judge the individual advertisements, Carle’s testimony fell apart on cross- 

355 Carle Surrebuttal, Ex. 219, Page ?, Lines 16-19. 

356 Mark Rebuttal, Ex. 20, Page 6, Lines 7-1 0. 

357 Transcript, Page 1040, Lines 17-20. 

358 Transcript, Page 1030, Lines 12-20. 

Transcript, Page 1038, Lines 19-25. 

360 Transcript, Page 1039, Lines 6-1 6. 

359 
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examination and it became clear that her categorization of particular Power On 

advertisements as either General and thus recoverable, or Institutional, and thus 

excludable, was essentially arbitrary. 

The fault was not with Ms. Carle, but rather with Staffs attempt to individually 

categorize each and every advertisement produced by AmerenUE. As Mr. Mark testified 

for AmerenUE, it makes more sense to look at an advertising campaign as a 

Thus, a simple billboard advertisement that by its nature cannot convey a great deal of 

information to a motorist rushing by at 70 miles per hour, may motivate and direct that 

customer to seek out more detailed information from another source. 

In the future, Staff would do well to examine advertisements on a campaign basis 

rather than becoming ensnared in the effort to evaluate individual ads within a larger 

campaign. If on balance a campaign is acceptable then the cost of individual 

advertisements within that campaign should be recoverable in rates. If the campaign as a 

whole is unacceptable under the Commission’s standards, then the cost of all 

advertisements within that larger campaign should be disallowed. 

The same finding must be made in relation to the challenged Dollar More 

advertisement, which was a print advertisement that appeared in the game day program for 

the St. Louis Rams and urged Rams fans to go to the company website to learn more 

about the Dollar More program.362 The overall campaign to promote the Dollar More 

program is acceptable, so the individual advertisements within that larger campaign shall 

not be disallowed. 

Transcript, Page 1024, Lines 7-1 1. 

The ads in question are attached to Mark Rebuttal, Ex. 20, Schedules RJM-RE2-9 and RE2-10. 
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For purposes of this case, Staffs proposal to disallow the cost of certain Power On 

and Dollar More advertisements is rejected. 

Conclusions of Law: 

There are no additional conclusions of law for this issue. 

Decision: 

Staffs proposal to disallow the cost of certain Power On and Dollar More 

advertisements is rejected. 

18. Rate Design 

introduction: 

After the Commission determines the amount of rate increase that is necessary, it 

must decide how that rate increase will be spread among AmerenUE’s customer classes. 

The basic principle guiding that decision is that the customer class causing a cost should 

pay that cost. During the course of the hearing, Public Counsel, MIEC, MEG, the 

Commercial Group, and Noranda filed a nonunanimous stipulation and agreement that 

reached an agreement on how the rate increase should be allocated to the customer 

classes. AmerenUE did not sign the stipulation and agreement but did not oppose the 

compromise agreement. Staff, however, does oppose that agreement. Therefore, the 

Commission cannot approve the stipulation and agreement. Nevertheless, the compromise 

described in the stipulation and agreement remains the position of the signatory parties and 

the Commission can consider that position as it decides this issue. 

Findings of Fact: 
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AmerenUE has five customer classes.363 The Residential class is comprised of 

residential households. The Small General Service and Large General Service classes are 

comprised of commercial operations of various sizes. The first three classes receive 

electric service at a low secondary voltage level. The Small Primary Service and the Large 

Primary Service are larger industrial operations that receive their electric service at a high 

voltage level. The final class is Large Transmission Service. There is only one member of 

that class, Noranda. Noranda operates an aluminum smelter in Southeast Missouri and 

receives massive amounts of electricity at a transmission voltage 

To evaluate how best to allocate costs among these customer classes, four parties 

prepared and presented class cost of service studies. The studies presented by 

AmerenUE and MlEC used versions of the Average and Excess Demand Allocation 

method. An Average and Excess Demand Allocation method recognizes that peak 

demand, the amount of energy that must be produced and delivered during the periods of 

highest demand, and average class energy consumption, determine how the generation 

and distribution systems must be structured. The Average and Excess Demand Allocation 

method gives weight to both of those considerations by evaluating both average class 

demands and the excess non-coincident peak demands of each class.365 

Staff and Public Counsel also presented class cost of service studies, but they used 

a different allocation method known as a Peak and Average Demand Allocation method. 

Staffs allocation method is based on each class’ contribution to the 12 monthly non- 

363 The Lighting class, which includes street lights, is a sixth class but because of its unique load 
pattern, it is not treated as a separate class for the class cost of service studies. Staff Report - 
Class Cost of Service & Rate Design, Ex. 206, Page 9. 

364 Cooper, Direct, Ex. 39, Page 4, Lines 7-1 1. 

365 Cooper Direct, Ex. 39, Page 13, Lines 7-21. 
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coincident class peak demands and applies a monthly weighting factor for capacity 

utilization prior to calculating the class contribution to demand.366 Public Counsel also 

Study 

Staff 

OPC (TOU) 
OPC (A&P) 

AmerenUE 

MlEC 

presented a second study using a time of use method. 

Residential Small Large Primary Large 
General General Service Transmission 
Service Service Service 

3.160% -3.063% -5.092% 2.901 % 4.882% 

-1.850% -9.900% -2.130% 14.470% 23.01 0% 
0.060% -7.080% -2.550% 10.480% 11.630% 

6.820% -6.626% -7.561 % 3.536% -2.641 % 

12.300% -5.800% -1 1 .OOO% -3.800% -1 6.200% 

The following chart compares the results of each of the class cost of service studies, 

indicating the percent change in class revenues required to equalize class rates of return. 

A negative number means the class is paying more than its indicated share of costs. A 

positive number means that class is paying less than its indicated share. 

The completion of a class cost of service study does not end the rate the design 

process. The Commission is not required to precisely set rates to match the indicated class 

cost of service. Instead, the Commission has a great deal of discretion to set just and 

reasonable rates, and can take into account other factors, such as public acceptance, rate 

stability and revenue stability in setting rates367 

AmerenUE and Staff proposed that because their class cost of service studies did 

not show any large variations from appropriate class contributions, any rate increase 

should be allotted equally to each customer class. In other words, each class would 

receive the system average percentage increase. Several other parties advocated various 

adjustments to benefit the customer classes they represent. 

366 Staff Report - Class Cost of Service & Rate Design, Ex. 206, Page 1 1 

367 Cooper Direct, Ex. 39, Attachment A-2. 
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The objected-to stipulation and agreement represents a compromise among the 

various customer classes. It would divide any rate increase into three tiers, as follows: 

Tier 1 : For any increase up to $80 million, all classes will receive the system 

average percentage increase. 

Tier 2: The Tier 2 spread operates on any approved increase equal to or 

above $80 million and up to $150 million. Within Tier 2, there are several interrelated 

adjustments. 

Step I. The increment directed to the Large Transmission Service class will 

be one-half of the system average percentage increase. 

Step 2. The amount of the increase not directed to the Large Transmission 

Service class will be spread among the remaining customer classes in 

proportion to the true-up level of rate revenues of these classes. 

Step 3. The residential increase will be adjusted to be equal to the system 

average percentage increase plus 0.3 percent. For example, a 7 percent 

system average increase would result in a residential increase of 7.3 percent. 

Step 4. The additional revenue generated by the Step 3 adjustment to 

residential class revenues will be spread among the Small General Services, 

Large General Services and Small Primary Service rate classes in proportion 

to the true-up revenues form those rate classes. 

Tier 3. Tier 3 applies to the increase amount, if any, in excess of $150 million. 

Under that Tier, all classes will receive the system average percentage increase. 
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In other words, the first $80 million of rate increase will be spread equally over all 

classes as Staff and AmerenUE suggested. It is only for the increment between $80 million 

and $150 million that any adjustments would be made among the classes. 

At the hearing, after the compromise was filed, witness afterwitness took the stand 

to testify that the compromise is supported by the studies and would be a reasonable 

exercise of the Commission’s authority to set reasonable rates. Maurice Brubaker, the 

witness for MIEC, a collection of large industrial customers, testified that the compromise is 

consistent with the class cost of services studies. He pointed out that the deviations from 

system average were minor, with no disruptive increases for any customer Donald 

Johnstone testified in support of the compromise on behalf of Noranda, the only member of 

the Large Transmission Service class.369 Richard Baudino, testifying on behalf of the 

Commercial Group, a group of large retailers, described the compromise as reasonable 

and resulting in “just and reasonable rates the Commission can rely Finally, Barbara 

Meisenheimer and Ryan Kind testified on behalf of Public Counsel. Both Mei~enheimer~~’ 

and Kind372 supported the compromise position. 

The only witness who opposed the compromise position was James Watkins 

representing Staff. He indicated Staff opposed the compromise because it would result in a 

reduction for the Large Transmission Service, which Staffs study shows is already paying 

368 Transcript, Page 191 6, Lines 1-16. 

369 Transcript, Page 1952-1953, Lines 24-25, 1-7. 

370 Transcript, Page 1965, Lines 4-8. 

371 Transcript, Page 1974, Lines 18-25. 

372 Transcript, Pages 1 976-1 977, Lines 14-25, 1-1 3. 
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less than its indicated share of Staff acknowledged its study also showed that the 

Small General Service, Large General Service, and Small Primary Services classes should 

receive a smaller than system average increase, as they would under the compromise 

position, but not under the across the board increase demanded by Staff.374 Staff also 

conceded that only $2.9 million is being redistributed between classes compared to the 

equal percentage distribution demanded by Staff.375 That $2.9 million would represent only 

0.14 percent of AmerenUE current total revenues.376 Nevertheless, Staff dogmatically 

insisted it would oppose the compromise position even if only $1 was redistributed for the 

benefit of the Large Transmission Service 

Staff claims its position is justified because its cost of service study shows the Large 

Transmission Service class should be given a larger than system average increase rather 

than a decrease. The cost of service studies presented by AmerenUE and MIEC both 

indicate the Large Transmission Service class should receive a lower than average 

increase, but Staff believes only its cost of service study, and perhaps that of Public 

Counsel, is valid.378 

However, the method Staff uses in its study, the Capacity Utilization method, is a 

method of Staffs own invention, having been designed by Dr. Michael Proctor in 1 982.379 

Staff has used this method since that time, but the method has never been accepted by this 

373 Transcript, Page 1991, Lines 22-25. 

374 Transcript, Page 1995, Lines 10-1 5. 

375 Transcript, Page 201 7,  Lines 1 1-14. 

376 Transcript, Page 201 8, Lines 1-4. 

377 Transcript, Page 201 5, Lines 6-1 0. 

378 Transcript, Page 2025, Lines 10-1 7. 

379 Staff Report - Class Cost of Service & Rate Design, Ex. 206, Page 12. 



or any other Commission in the Indeed, the Peak and Average Demand 

allocation method used by Staff is inherently flawed as it double counts the average 

demand of customer classes, resulting in customers with higher load factor, in other words 

industrials, being allocated an inequitable share of production plant inve~tment.~~’ 

The Commission finds that the compromise position advocated by parties 

representing all of the customer classes is supported by the class cost of service studies 

submitted by AmerenUE and MIEC. The class cost of service study offered by Staff is 

inherently flawed and unreliable, but even that study does not preclude the slight 

redistribution between classes that will result from the compromise position. The 

Commission find that the compromise position will result in just and reasonable rates, and 

the Commission will adopt that position. 

Conclusions of Law: 

There are no additional conclusions of law for this issue. 

Decision: 

The Commission adopts the compromise position advocated by Public Counsel, 

MIEC, MEG, the Commercial Group, and Noranda. That position is described as follows: 

For any increase up to $80 million, all classes will receive the system Tier I : 

average percentage increase. 

Tier 2: The Tier 2 spread operates on any approved increase equal to or 

above $80 million and up to $150 million. Within Tier 2, there are several interrelated 

adjustments. 

380 Transcript, Page 2066, Lines 15-1 8. 

Cooper Rebuttal, Ex. 40, Pages, 4-5, Lines 17-23, 1-4. 38 1 
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Step 1. The increment directed to the Large Transmission Service class will 

be one-half of the system average percentage increase. 

Step 2. The amount of the increase not directed to the Large Transmission 

Service class will be spread among the remaining customer classes in 

proportion to the true-up level of rate revenues of these classes. 

Step 3. The residential increase will be adjusted to be equal to the system 

average percentage increase plus 0.3 percent. For example, a 7 percent 

system average increase would result in a residential increase of 7.3 percent. 

Step 4. The additional revenue generated by the Step 3 adjustment to 

residential class revenues will be spread among the Small General Services, 

Large General Services and Small Primary Service rate classes in proportion 

to the true-up revenues form those rate classes. 

Tier 3. Tier 3 applies to the increase amount, if any, in excess of $150 million. 

Under that Tier, all classes will receive the system average percentage increase. 

19. FERC 7-Factor Test 

Introduction: 

This final issue is not contested by any patty. Nonetheless, AmerenUE asks the 

Commission to make a factual determination to satisfy the requirements of its agreement 

with the Midwest Independent Transmission System Operator, Inc. (Midwest ISO), and 

Midwest ISO’s FERC electric tariff. 

Findings of Fact: 

The Agreement of Transmission Facilities Owners to Organize the Midwest 

Independent Transmission System Operator, Inc., a Delaware Non-Stock Corporation 
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requires its member utilities to request a determination by their state regulatory commission 

that the utility has classified its energy delivery facilities in accordance with the 7-Factor 

Test prescribed by the Federal Energy Regulatory Commission (FERC).382 AmerenUE is a 

party to that agreement by virtue of its membership in the Midwest ISO. 

The FERC 7-Factor Test is a test used to determine whether an energy delivery 

facility should be classified as either local distribution or transmission.383 As a participant in 

the Midwest ISO, AmerenUE has transferred operational control of its electrical 

transmission facilities to the Midwest ISO. AmerenUE retains control over its local 

distribution facilities. Thus, the purpose of the determination required by the Midwest IS0 

agreement is to ensure that the participating utility has properly classified the facilities it has 

transferred to the control of the Midwest ISO. 

AmerenUE’s witness, Edward Pfeiffer, testified that AmerenUE has applied the 7- 

Factor Test in classifying its energy delivery facilities between distribution and 

382 Pfeiffer Direct, Ex. 53, Page 2, Lines 15-14. 

383 The 7 factors in FERC’s test are as follows: 

I. Local distribution facilities are normally in close proximity to retail customers. 

2. Local distribution facilities are primarily radial in character. 

3. Power flows into local distribution systems; it rarely, if ever, flows out. 

4. When power enters a local distribution system, it is not reconsigned or transported on to 
some other market. 

5. Power entering a local distribution system is consumed in a comparatively restricted 
geographical area. 

6. Meters are based at the transmission/local distribution interface to measure flows into 
the local distribution system. 

7. Local distribution systems will be of reduced voltage. 

Pfeiffer Direct, Ex. 53, Page 3, Lines 1-1 I. 
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transmission.384 He also attached a list of the energy delivery facilities AmerenUE 

classified as transmission and transferred to Midwest IS0 for operations.385 

Staffs witness, Daniel Beck, testified that the list of transmission facilities identified 

by AmerenUE “appears to be reasonable”. However, Beck indicated he had not reviewed 

the list and application of the FERC 7-Factor test on a line-by-line basis.386 Beck also 

explained that Midwest ISO’s FERC electric tariff, which incorporates the requirements of 

the Midwest IS0 agreement referenced by AmerenUE, requires the company to request a 

determination from the Commission. It does not require that the Commission approve that 

request. Thus, AmerenUE met the requirement of the Midwest ISO’s tariff when it 

requested the determination, and the Commission does not actually need to approve the 

requested determinat i~n.~~~ 

Beck testified that if the Commission chooses to make the determination requested 

by AmerenUE, it should note that its determination does not have any ratemaking impact, 

and does not modify the terms of AmerenUE’s participation in the Midwest ISO. 

Conclusions of Law: 

Midwest ISO’s FERC Electric Tariff provides as follows: 

Prior to the end of the fourth (4&) year of the Transition Period, each 
Owner shall file a request with the appropriate regulatory authority or 
authorities (unless a proceeding has already been initiated or completed) for 
a determination of which of its facilities are transmission facilities or which are 
distribution in accordance with the seven (7) factor test set forth in FERC 
Order No. 888, 61 Fed. Reg. 21,540, 21,620 (1996) or any applicable 
successor test. Each Owner shall use its best effort to cause these 
determinations to be made before the end of the Transition Period. Owners 

384 Pfeiffer Direct, Ex. 53, Page 3, Lines 22-23. 

385 Pfeiffer Direct, Ex. 53, Schedule ECP-E1 . 
386 Beck Rebuttal, Ex. 217, Page 3, Lines 12-14. 

387 Beck Rebuttal, Ex. 217, Page 2, Lines 25-28. 
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that are not subject to regulation by a re ulatory authority shall apply to the 
Midwest IS0 for such a determination. 38! 

Decision: 

Based on the uncontested testimony of Edward Pfeiffer, the Commission determines 

that AmerenUE has classified its energy delivery facilities in accordance with the 7-Factor 

Test prescribed by the FERC. This determination does not have any ratemaking impact, 

and does not modify the terms of AmerenUE’s participation in the.Midwest ISO. 

IT IS ORDERED THAT: 

1. The tariff sheets filed by Union Electric Company, d/b/a AmerenUE on 

April 4, 2008, and assigned tariff number YE-2008-0605, are rejected. 

2. Union Electric Company, d/b/a AmerenUE is authorized to file a tariff 

sufficient to recover revenues as determined by the Commission in this order. 

388 Midwest IS0 FERC Electric Tariff, First Revised Rate Schedule No. 1, Substitute First 
Revised Shee t  No. 125. Beck Rebuttal, Ex. 217, Appendix C. 
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3. This report and order shall become effective on February 6,2009. 

BY THE COMMISSION 

( S E A L )  

Colleen M. Dale 
Secretary 

Murray and Jarrett CC, concur; 
Davis, C, concurs, with separate concurring opinion to follow; 
Clayton, Chm, dissents; 
and Gunn, dissents, with separate dissenting opinion to follow; 
and certify compliance with the provisions 
of Section 536.080, RSMo. 

Dated at Jefferson City, Missouri, 
on this 27'h day of January, 2009. 
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FC 1076, Pepco Base Rate Case 
Order No. 15710 Page 1 

I. BACKGROUND 

1. On May 22,2009, less than 16 months after an increase in its base rates, Potomac 
Electric Power Company (“Pepco” or “the Company”) filed an Application with the Public 
Service Commission of the District of Columbia (“Commission”) requesting a $51.7 million 
increase in its retail service rates for distributing electricity in the District of Columbia’ The 
Company initidy requested authority to earn an 8.88 percent rate of return, including a return on 
common equity of 11.50 percent. Subsequently, Pepco modified its request, seeking a $4-4.514 
million increase based on a rate base of $1,020,095,000, an 8.53 percent overall rate of return 
and a 10.75 percent return on equity? Pepco contends that its proposal for higher distribution 
rates is justified by higher costs (i.e., the higher cost of capital, options and maintenance 
expenses, and capital expenditures to maintain poles, wires, and critical equipment) as well as 
the need for Pepco to invest in new “mart grid” technology. 

2. Pepco seeks approval of a surcharge to recover what it &eges are volatile 
pension-related, other post employment benefits (“OPEB”), and uncollectibles expenses based 
on a three-year rolling average (rather than actual test year costs); cost recovery for investment in 
advanced metering infkasttucture (“AMI”); a new depreciation study filed December 31,2008; 
and other cost of service items. 

3. The Company states that current earned returns vary widely by customer class. It 
proposes to move gradually (“onequarter of the way”) toward equalizing class rates of return, by 
raising distribution rates (which are only one part of each customer’s bill) more for residential 
than for commercial customers. Overall, Pepco proffers that an average residential customer’s 
bill would increase by 6.1 percent or $6.43 on the total bill under its proposals? Further, Pepco 
proposes a significant 21 1 percent increase in Street Light energy distribution rates. Other Pepco 
rate design proposals include replacement of its current Standby Rider with a new “GT-3A-S” 
tariff that would apply to customers with behind-the-meter generation that runs in parallel with 
the Company’s delivery system; and a new Volatility Mitigation Surcharge (Rider “VM“) to 
reflect changes in certain volatile expenses. 

4. The Commission held a pre-hearing conference on July 2, 2009. By Order No. 
15322 the Commission designated the issues for consideration and set the procedural schedule 

Formal Case No. 1076, h the Matter of the Application ofthe Potomac Elechic Power Company f i r  
Authority to Increase Existing Retail Rates and Chargesfor Elect& Dishibution Service, filed May 22,2009 
C‘Fomal Case No. 1076“) (“Pepco’s Application”). Pepc5’s Direct Testimony is heminailer referred to as ‘Tpepco 
- ”; its Supplemental Direct Testimony as ‘Tepco (2J; its Rebuttal Testimony as “Pepco ( 3 3 ,  its post-hearing 
initial brief as ‘Tpepco Br.”; and its post-hearing w l y  brief as ‘Tpepco R Br.” 

See Tr. 1242. 

Pepco (A) at 4 (Kamerick). 
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for this proceeding? We granted petitions to intervene by, among others, the Apartment and 
Office Building Association of Metropolitan Washington (“AOBA”), the District of Columbia 
Government (“DCG” or ‘73istrict Government.”); the District of Columbia Water and Sewer 
Authority (‘WASA’’); Washington Metropolitan Area Transit Authority (“WMATA”); and the 
General Services Administration (“GSA”).’ The Office of the People’s Counsel of the District 
of Columbia (“OPC”) is a “party as of right.’& 

5. Pepco submitted supplemental direct testimony on July 27, 2009. Order No. 
15540 directed the filing of additional testimony concerning Pepco’s request for special 
regulatory asset treatment of its increased 2009 pension costs.7 OPC, AOBA, the District 
Government, WASA, WMATA, and GSA all submitted written testimony on September 17, 
2009. 

6. Rebuttal testimony was filed by all the parties on October 22, 2009. The 
Commission held evidentiary hearings on November 9,10,12, and 13,2009. The Commission 
convened community hearings on October 24, November 19, and November 20,2009. Over 125 
community witnesses submitted comments or testified at the Commission’s community hearings 
in this Pepco rate case. All the parties filed post-hearing initial briefs on December 9,2009, and 
reply briefs on December 22 or 23,2009.8 

II. TEST PERIOD qssue NO. 119 

7. Pepco’s application reflects a test year of actual results for the twelve months 
ending December 31, 2008, adjusted for known and measureable changes, of the conditions 
which are expected to prevail during the rate-effdve period.” OPC does not challenge Pepco’s 

Order No. 15322 (July 10,2009). The Commission’s orders in this proceeding (Fonnal Case No. Z076) are 
hereinafter m f d  to as ‘%der No.- at (page or 1 number) (Date).” Orders m other Commission proceedings 
are cited in the following format “Fonnul Cae No. - Order No. ___ (Date), __ DCPSC - (Year).” Court 
decisions will be cited as “[Case Nume/, k 2 d  , @.C. (Year)).” Transcripts of the Commission’s 
evidentiary hearings are cited as ‘Tr. -”- 

Order No. 153 10 (June 24,2009). 

See D.C. Code 0 34-804 (2009 Supp.) (OPC is a party, as of right, in any Commission investigation, 
valuation, reevaluation, concerning any public utility ope* in District of Columbia). OPC‘s Direct Testimony is 
designated as ‘YIPC -”; its Rebuttal Testimony as “OPC ( 2 3 ;  its post-hearing initial brief as “OPC Br.”; and its 
post-hearing reply brief as “OPC R Br.” The direct testimony of an intervenor is identified by party in the form (for 
example) ‘WMATA -”; with rebuttal testimony denoted as (for example) “AOBA (2J”; post-hearing iuitial 
briefs as (for example) “GSA Br.”; and post-hearing reply briefx designated as (for example) ‘WASA R Br.” 

4 

5 

6 

Order No. 1.5540 (September 2,2009). 

The Commission grants the separate unopposed motions of AOBA and the District Government to file their 

I 

8 

reply briefk, out-of-time on December 23,2009. 

Designated Issue No. 1 asks, “Is Pepo’s proposed test year ending December 3 1,2008, reasonable?” 

Pepco (A) at 10 (Kamerick); Pepm (C) at 3 (Hook); and Pepco (2C) at 2 (Hook Rebuttal). 
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use of a test ’year ending December 31, 2008.” No other party filed testimony on Pepco’s 
proposed test year. 

DECISION 

8. . The purpose of adopting a test year is to ensure that rate levels and the revenues 
they produce have a realistic relationship to the revenue requirements of the Company and to 
determine costs and investments as accurately as possible to allow the company a reasonable 
opportunity to recover its ~0st.s.’~ Pepco and OPC agree that the December 3 1,2008, test year is 
a reasonable test year. The Commission concurs that Pepco’s proposed test year ending 
December 31, 2008, is reasonable and an appropriate test year on which to review Pepco’s 
Application. 

m. . I L ~ ~ T E  BASE (Issue NO. 2)13 

A. Unopposed Adjustments (Ratemaking Adjustments Nos. 2,3, 5, 12,19,20,21, 
22,24, and 29) 

9. Rate base represents the investment the Company makes in plant and equipment 
in order to provide service to its  customer^.'^ The undisputed portion of the rate base including . 
agreed djustments, totals $3.013 million and include Ratemaking Adjustment No. 2 (“RMA No. 
2’3, cwlp in Rate Base, RMA No. 3, Annualization of Northeast Substation, RMA No. 5, 
Exclusion of Supplemental Executive Retirement Plans, RMA No. 12, Reflection of FC 1076 
Costs, RMA No. 19, hualization of Software Amortization, RMA No. 20, Ann-on of 
Deductible Mixed Service Cost Tax Method, RMA No. 21, Exclusion of Capitalized Portion of 
Disallowed Fomd Case No. 939 Costs, RMA No. 22, Reflection of Disallowance of Incentive 
Plan Costs, RMA No. 24, Inclusion of Deferred Customer Education Costs, and RMA No. 29, 
Reflection of New Method-Repair Categorizations. 

DECISION 

10. Inasmuch as no party challenges these adjustments and as the Commission has 
reviewed them and independently found the& reasonable, we approve the adjustments. 

OPC (A) at 10 (Ramas). 

See, e.g., Wmhington GmLight Co., 1 DCPSC 142 (1975). 

Designated Issue No. 2 asks, “Has Pepco properly computed its proposed rate base?’’ 

Public Utilities Reports Guide, References, 9-28 (2008). 

l2 
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B. Pepco’s Proposed 13-Monfh Average Rate Base (Issae No. 2A)” 

11. Pepco states that its proposed 13-month average rate base is reasonable, properly 
computed, and conforms to past Commission ratmaking The rate base 
proposed by Pepco is $1,020,095,000.’7 OPC, nor any other party, challenges the use of a 13- 
month average rate base. OPC does, however, recommend various adjustments (totaling 
$212,109,000) to Pepco’s proposed rate base which, if accepted, would result in a rate base of 
$841.923 million. 

DECISION 

12. While OPC proposes certain adjustments to Pepco’s test year rate base, neither 
OPC nor any other patty objects to Pepco’s use of the 13-month average rate base. Moreover, 
Pepco’s Use of a 13-month average rate base is consistent with Commission precedent” 
Therefore the Commission finds, subject to certain adjustments proposed by the parties and 
discussed below, Pepco’s 13-month average rate base is reasonable and appropriate. 

C. Construction Work in Progress 

1. Benning Road Relocation Project 

@ m e  No. 2b)” 

13. Pepco. Pepco states that RMA No. 4, the Benning Road Relocation Project 
(‘13enning Road”), reflects a large, unique, onetime project that costs more than $20 million and 
is part of the District’s “Great Street Initiative.” It required Pepco to relocate and reconstruct 
duct banks and manholes, and install electric and fiber optic cable along B&g Road?’ The 
project is unique in that, under normal circumstanw, recormstruction of ductwork and facilities 
would not have been necessary in a street modification and repaving project. Pepco indicates 
that the electric plant installation was energized and in stmice  in February 2009,2l and the 

Designated Issue No. 2a asks, “Is Pepco’s proposed 13-month average rate base reasonable?”’ 

P e p  (C) at 5 (Hook); Pepco (2C) at 2 (Hook S q p ) .  

In its hit ial  application, Pepco’s proposed average rate base was $1.054 I ~ ~ O R  Pepco (C)-1 at 1 of 33 

l6 

17 

(Jhk). Pepco Br. 5. 

See, e.g., Potomac Electric Power Co-, Formal Case No. 748, Order No. 7457 at 410,412417 (December 
30, 1981); Potomac Electric Power Co., Formal Case No. 939, order No. 10646 at 54; Formal Case No. 1053, 
Oder No. 14712, T[ 62. 

Issue No. 2b asks, “Is the construction work io progress that Pepco included in the rate base reasonable?’’ 

Pepo (D) at 11-12 (Gausn~an). . 

Pepco (C) at 8-9 (Hook); P e p  (D) at 12 (Gausman). 
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adjustment reflects a known and certain change which will take place within six months of the 
end of the test year, and prior to the end of the rate-effective period.22 Pepco contends that 
Benning Road is identical to the Northeast Substation cut-in project approved in Formal Case 
No. 1053.23 Pepco proposes to increase rate base by $19.794 

14. OPC. OPC recosnmends that the Commission exclude the B e d n g  Road 
“Retirement Work In Progress” ( “ R W )  rate base portion which would reduce rate base by 
$886,640 and the revenue requirement by $113,000; and reflect the removal of the assets that 
have been or will be retired as a result of the relocation project,25 Regarding the first adjustment, 
OPC argues Pepco failed to clearly demonstrate that the dollars associated with retiring the 
replaced assets should be included in “Electric Plant in Service’’ Regarding the 
second adjustment, OPC contends that the costs of both the new and old assets being replaced 
are included in rate base. OPC contends that the Company’s filing does not reflect the removal 
of the replaced assets fkom rate ba~e .2~ 

15. OPC reconamends that EPIS and accumulated depreciation be reduced by 
$1,051,000 to reflect the retirements booked by Pepco and that depreciation expense be reduced 
by $28,000?* OPC contends that it does not have the accumulated depreciation balance for the 
test year associated with the retired assets, but assumed that the assets were’close to fully 
depreciatd OPC also states that it needs additional inforation from the Company to 
determine the full extent of a reduction. Absent the removal fkom rate base of the assets being 
retired and removal of the associated depreciation expense, OPC asserts that Pepco’s CWIP 
adjustment associated with Benning Road EPIS and the resulting depreciation expense should be 
denied?’ OPC concludes that to include the RWIP depreciation expenditures would r d t  in 
double recovery.30 

16. Pepco RebuttaL Pepco agrees with OPC that the retired assets should be 
removed fkom rate base?1 However, Pepco contends that because EPIS and accumulated 

22 

23 

24 

2s 

26 

27 

28 

29 

30 

31 

PQCO (C) at 8-9 (Hook). 

Id. at 8. 

Pepco (C)-1 at 7 (Hook). 

OPC (A) at 24-25 (Ramas); OPC Br. 41. 

Id. at 26. 

Id. at 27. 

OPCRBr. 72. 

OPC (A) at 29 (Ramas). 

OPC Br. 40-4 1. 

Pepco ( 4 0  at 9 (Hook Rebuttal). 
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depreciation will be redud by the same amount, there is no rate base impact.32 Therefore, 
Pepco submits it is proper to increase EPIS by $18.9 million and the reserve by $886,640 
because the impact on rate base would be the ~ame.3~ Pepco maintains that the costs are properly 
included in rate base. 

17. In response to cross examination by OPC, Pepco later verified in an exhibit filed 
with the Commission that the RWTP removal costs ($886,640) had been recorded in the test year 
and should have been removed h m  rate base.” The impact of the correction is reflected in the 
Company’s final proposed revised revenue require~nent.~~ OPC’S proposed adjustment to 
remove duplicative removal costs is therefore moot. OPC also contends that the costs of the new 
assets and the old assets being replaced are included in Pepco’s proposed rate base. However, 
the plant-in-service assets ($1.05 million) have been removed fi-om service and do not impact 
rate base. Therefore, the additional adjustment proposed by OPC is unnecessary. Finally, OPC‘s 
proposed depreciation adjustment ($28,000), which reduces depreciation expense, bas been 
reflected in Pepco’s revised revenue requirement.36 With these changes, the Commission accepts 
Pepco’s adjustment, as amended. 

2. 69 kV Overhead Lines 

18. Pepco. Pepco seeks to recover in rate base the D.C.-allocated portion of the 
Company’s investment in the two temporary 69 kV emergency overfiead lines used to provide 
service to the District of Columbia. Pepco indides that a segment of the line over the National 
Park Service’s Oxon Cove Park has been removed &om service and retired on the Company’s 
books with the remaining portion of the lines de-energized. Pepco represents that the lines were 
taken out of service in July 2009. 37 

19. QPC. OPC contends that Pepco built the two overhead 69 kV lines to provide 
additional reliability to WASA’s Blue Plains Wastewater Plant and that a significant segment of 

32 Id. at 10. 

Id. 

Tr. 1356-1357; see Pepco Ex 50 (fiedNovember 11,2009). 

Tr. 907. See Fonnal Case No. 1076, ‘Xevised Revenue Requirement Schedules of OPC’s witness Ramrls,” 

33 

34 

35 

filed November 20,2009. 

36 Tr. 1242, Pepco Attachment 9 of 34. 

37 There is conflicting testimony as to the exact length of the line and the segment removed h m  service. 
One Pepm witness testifies that approximately 4,600 feet of the 13,000 feet line was removed, while another states 
that 4,000 feet of fhe 16,000 feet line was removed. Pepco (4C) at 2-3 (Hook); OPC Cross F ”on E;K 100, Tr. 
1329,1422. 

. 
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the lines were "physically removed" and "retired" on the Company's books?* Based on these 
retirements, OPC argues that Pepco's EPIS should be reduced by $2.54 million @.C.-docated 
costs), with a corresponding reduction in depreciation expense of $51,337,39 and a resulting 
reduction to the revenue requirement in the amount of $376,000.@ OPC asserts lhat the 
Company has.not demonstrated that the lines are abandoned, or that the investment should be 
included in rate base?1 To the extent the Commission is inclined to allow rate recovery for the 
ha, OPC maintains that WASA should be directly assigned the c0sts.4~ OPC also claims that 
the dollar value of the portion removed from service should be approximately $1 million, as 
Pepco witness Gausman testifies, and not $61,529 as proffered by Pepco witness.H~ok!~ 

20. Pepco Rebuttal. Pepco explains that the 69 kV overhead lines were used to 
provide emergency back-up support for the load supplied by the Potomac River station to the 
District of Columbia and Blue Plains in case Mkant's Potomac River generating station shut 
downM The Company acknowledges that a segment of the l i e  which ran over the National 
Park Service's Oxon Run Park has been removed &om service, but maintains that the remainder 
is available to serve as back-up capacity. Pepco argues that the plans for the lines were approved 
by the Commission, the costs were prudently in- and, therefore, that cost recovery is 
appro~riate.4~ 

21. Pepco indicates that, in order to replace dependence on the Mirant Potomac River 
generating station, two new 230 kV lines were being installed, and, pending installation, the 
Company needed the two 69 kV overhead lines to ensure public safety, protect the economic 
viability of the District and avoid a potential environmental Pepco transferred the load 
from the Potomac River station, which freed up capacity on the existing 230 kV lines to serve 
other customers within the District of Columbia47 Pepco asserts that it proceeded with the work 

OPC Br. 24. 

39 OPC (A)-15. 

40 

' .38 

OPC Br. 33; OPC (A)-3, Summary at 1 of 4. 

OPC Br. 29 

Id. at 24, n 58. 

41. 

42 

43 Id. at 33. 

44 

4s 

Pepco (4C) at 2 (Hook Rebuttal). 

Id., Pepco (3D) at 16 (Gausmaa Rebuttal) 

Idat1415 

47 Tr. 905-906, 1425. At the time of Formal Case No. 1044, Potomac River served approximately 14,927 
customers with approximately 11,000 being residential customers. See F o m Z  Case No. 1044, In the Matter of the 
Emergency Application of Pepco for a Certificate of Public Convenience and Necessity to consbuct nvo 69 K y  
Overhead lYansmission Lines and Notice of the Proposed Construction of nvo Underground 230 €T lYansmission 
Lines, Order No. 13895 ("Formal &e No. 1044") (March 6,2006). 
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based upon Order No. 13895 in Formal Case No. 1044, because neither the Commission nor any 
other party saw a quick, reasonable alternative to the problem. The issue of cost recovery and 
allocation was not addressed in Formal Case NO. 1044:’ Pepco acknowledges that the lines are 
not energized and are not “used and useful” and that the Oxon Run Park section was “physically 
removed” and retired on the Company Pepco contends that the majority of the lines 
remains available to serve as back-up and can be reconnected, restoring service in five to seven 
days.” Pepco seeks full recovery for the lines, but, in the alternative, proposes that only the 
retired plant be excluded from rate base?’ 

DECISION 

22. We agr& with Pepco that its expenditure on the emergency overhead lines was 
prudent. Without the installation of the 69 kV and 230 kV lines, a major loss of power could 
have negatively impaded electric service to the District of Columbia and its utility 
The lines were installed to ensure service reliability in light of the emergency that resulted from 
the potentid closure of Mirant’s Potomac ~ v e r  

Pepco, PJM Interconnection, Inc. (“PJIvP’),~~ and OPC all agreed that the 
completion of the two 69 kV overhead lines and the two underground 230 kV lines were 
necessary to ensure service reliability to the areas served by the Potomac River Plant, and they 
all supported construction of the ~ i n e s . ~ ~  while acknowledging that ~ e p c o ’ s  actions were 

23. 

Pepco (3D) at 168. (Gausman Rebuttal). 

Tr. 1328,1331-1334 (Kooks); Pepco (3D) at 17 (Gausm Rebuttal). 

Pepco (3D) at 19 (Gausman Rebuttal). 

Pepco (4C) at 2-3 (Kook). Pepco wituesses have stated two difkrent valm for the costs of the retired 
plant. Pepco witness Hook estimates the total value for retirement purposes to be $61,529, while Pepco witness 
Chumman estimates the d u e  to be approxhnately$lmillion. Tr. 1344. 

a In addition to Blue Plains, affected customers included, among others, all electric customers in 
Georgetown, Foggy Bottom, major portions of downtown Washington, numerous hospitals, sch00ls, universities, 
the Fl31, the U.S. Justice Deparlmmt, the U.S. State Department, the F e d d  Emergency Management Agency, and 
the U.S. Departments of Interior and Energy. If power was lost, Blue Plaias would have had to release raw 
untreated sewage directly into the Potomac River, which would have a significant ackrse impact on the Potomac’s 
msystem as well as human health, See Formal Case No. 1044, Order No. 13895,g 23. Pepm (3D) at 19 
(Gausman); Pepm (4C) at 2 (Hook); Tr. 905-906. 

s3 

54 

parts of 13 states and the District o f  Columbia 

49 

51 

See Formal Case No. 1044, &der No. 13895. 

PJM is a regional transmission organization that coo- the movement of wholesale electricity in a~ or 

Id. 55 
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prudent, OPC opposes cost recovery, arguing that the lines are no longer ‘”used and useful” and 
that their costs were incurred outside the test year. 

24. I The Commission finds that cost recovery is warranted here. In fact,.the 
Commission, by Order No. 13895, approved Pepco’s aplication to install the lines?6 Without 
the lines, public health and safety, and national security might have been placed at risk. The 
emergency overhead lines significantly improved Pepco’s ability to provide safe and reliable 
service to District ratepayers. The out-of-period expenditure reflects costs that were justised and 
adequately supported by Pepco, and is therefore reasonable. 

. 

25. Out of test year adjustments have been routinely considered by this Commission 
on an item-by-item ba~is.5~ Neither the “out-of-test-year” objection nor the “bo-longer-in- 
service” objection gives appropriate consideration to the emergency situation that was facing the 
District. Strict adherence to a particular set of general policies should not be pursued to the point 
where it has a ‘"chilling effect’’ on the cooperation necessary when emergencies arise. ‘‘[[Tlhe 
Commission may depart fkom the ‘used and useful’ standard if it takes into account the extent to 
which the risk that this particular plant [69 kV overhead lines] would become obsolete was borne 
by investors in the part and the extent to which they were compensated for it.”’* In this instance, 
the Commission finds that a balanced decision will serve the best interests of the District of 
Columbia, Pepco investorS, and Pepco ratepayers.” 

26. Approximately 25 percent of the 69 kV lines have been removed from service; 
therefore, we will deny Pqco cost recovery for 25 percent of the jurisdictional amount ($2.54 
million) that was included in EPIS.60 Pepco should remove $635,000 fkom rate base to reflect 
the full value of the “physically removed” and “’retired‘’ segment of the lines. The Commission 
will allow Pepco to include the remaining amount of the 69 kV lines in rates. To safeguard the 
skfbty and reliability of Pepco’s distribution system that serves the District of Columbia, the lines 
will serve as emergency back-up. The Commission is persuaded by Pepco’s testimony that it 
might be “better to leave [the 69 kV overhead lines] up and ready to use again if it were needed, 
than to tear them down”‘ and that the lines, if needed, could be quickly reconnected.62 A major 

56 Id., 12529. 

57 Eartier case law provides ample precedent for allowing out-of-test-year adjustments, when known id 
definite deviations &om the test year could be calculated with some precision See, e-g., OPC v. Pub. Serv. 
Comm’n, 610 k 2 d  240,247 @.C. 1992); see Q ~ O ,  OPC v. Pub- Serv. Comm’n, No. 08-AA-947 at n 5 (Febnuuy 
18,2010). 

5B ’ 

See, e.g., Washington Gas Light Co. v. Baker, 188 F.2d 11,20 @.C. Ci. 1951). 

‘Weither re-gime [&e prudent investment rule or the used and useful rule], mechanically applied with 6111 
rigor, will Wly  achieve justice among the competing interests.” Jersey Central Pmm & Light v. FERC, 810 F.2d 
1168,1191 @.C. Ci. 1987). 

6o Tr. 1329. 

59 

Tr. 1337. 61 
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outage in the downtown area, where residents, business, essential governmental agencies and 
hospitals are located, could have catastrophic consequences. It is essential that Pepco be able to 
bring service back on line in an expedited mmer. Pepco shall reclassify the lines in an 
appropriate account (e.g. “emergency capital spares”) consistent with this Order. Pepco shall not 
remove the remaining portions of the 69 kV overhead lines without first obtaining the explicit 
prior approval of the Commission. 

D. Cash Working Capital Qssoe No. 2cyj3 

27. Pepco. Pepco proposes to include a $12.194 million cash working capital 
(‘TWC”) allowance in rate base based on a net lag of 20.46 days.& Pepco represents that the 
revenue and expense lags used to determine the net lag were taken from the 2005 lead-lag study 
filed and approved in Formal Case No. 1053. Pepco indicates that CWC was determined by 
applying Pepco’s net lag days to the average daily expense incurred in the test period, to which it 
made two adjustments. The first adjustment removes $80,873 of District of Columbia-allocated 
withholding taxes and the second, includes $183,038 for District of Columbia-allocated imprest 
f i ~ d s . 6 ~  

28. OPC. OPC initially challenged but subsequently concurred with Pepco’s CWC 

DECISION 

29. The Commission’s independent review, finds that Pepco has properly reflected 
CWC in rate base. The Commission, therefore, accepts Pepco’s CWC adjustment. 

Pepco (3D) at 19 (Gausmsn Rebuttal). 

63 ’Issue No. 2c asks, “Is Pepco’s proposed ca+h working capital allowance reasonable?” CWC is the amount 
of cash required by a utility to operate during the interh between when service is rendered and payment received. 
It is detexmined by multiplying the net lag days (difference between the company’s revenue and expense lags) by the 
average M y  expense i u c d  during a test year. 

64 

based on the twelve months ended December 31,2008. 
Pepco (C) at 19-20 (Hook); Pepco (2C) at 2 (Hook Supp). The ~ v e m e  and expense lags w m  determined 

Pepco (C) at 20 (Hook). 

OPC Br. 43. 66 
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E. OPC’s Proposed Offset to Rate Base for Ratepayer Funded Reserves 

Self-funded Reserve Accruals 

30. OPC. OPC recommends that the test year average balance of the self-funded 
reserve accruals for general and auto liability, and the in- but not reported reserve 
(“IBNR”) for health claims, be reflected as an offset to rate base in recognition that the h d s  are 
cost-ficee capital provided by ratepayers. OPC is concerned with the steady increase in, and size 
ot; the reserve balances. These reserve accruals are included in the cost of service as an expense 
ite1n.6~ OPC contends that these funds have been collected in advance fiom ratepayers, have not 
been paid out in claims and represent ready-available, ratepayer-supplied funds. The funds serve 
to offset the Company’s working capital needs. OPC contends that because of the direct impact 
of the expense d s  on the reserve balance, it is appropriate to deduct the reserve balance 
fiom rate base for each of these non-cash expenses!* OPC recommends that the rate base be 
reduced by $1.34 million for self-hded reserve acCruals.6’ 

31. OPC also recommends tha6 in the next base rate case, Pepco be required to 
provide testimony: (1) describing each of its self-funded reserves; (2) i d e n w g  the target 
reserve balances; (3) explaining how the target reserve balances were determined, and (4) 
detailing how the expense amounts associated with the reserves were 

32. Pepco RelbuttalL Pepco testifies that it uses actuaries “in determum ’ ’ gtheliability 
balances for workers compensation, long term disability, surviving spouse welfare plan and 

probability and estimating a d s  for automobile and general liabilitie~.~ Following SFRT 71 
rules, the Company adjusts the self-funded expense a c d s  and records a regulatory asset for its 
workers compensation, long term disability, and surviving spouse welfare plan. Pepco 
represents that historically the Company has included an allowable cost for ratemaking on a pay- 
as-you-go basis. The difference between the actuarial accrual, as determined by the actuaries, 
and actual payment is recorded as a regulatory asset.73 

. -  
The Company also explains that it uses actuaries to provide a basis for deternmm g B N R ” 7 1  

67 OPC (A) at 1s @amas). 

Id. at 19. 

Tr. 865, OPC Br. 22. originatly OPC had proposed a reduction of $14.45 million 

OPC (A) at 21 @amas). 

Pepco (3E) at 5 (White). 

Id. a t 5 4  

70 

71 

Id. 



FC 1076, Pepco Base Rate Case 
Order No. 15710 Page 12 

33. Pepco maintains that it follows the guidelines outlined in SFAS 1 12 and SFAS 
5.74 The expense is based on probable and estimated liabilities and does not have a component 
for building and maintaining a re~erve.7~ Pepco explains that the amount expensed pursuant to 
General Accepted Accounthg Principles (“GAAP”) is based upon estimates of future payments. 
The Company’s rates have historically reflected pay-outs for the items included in self-funded 
accruals, and the difference between accruals and pay-as-you-go is included in the regulatory 
a ~ s e t . 7 ~  Pepco slates that the amount included in Pepco’s expense for cost of service purposes 
for worker’s compensation, long-term disability, and surviving spouse welfare plan does not 
include a component associated with building up and maintaining the reserve balance. Further, 
Pepco contends that neither the liabilities nor the regulatory asset associated with it are included 
in rate base?7 

DECISION 

34. The Commission has reviewed OPC‘s proposed adjustment, Pepco’s response 
thereto, and the historical treatment of these self-funded reserve accruals. We are not persuaded 
that the self-funded reserve accruals should be adjusted and, therefore, OPC’s proposed 
adjustment is denied. The Commission is satisfied that Pepco is following GAAP to estimate the 
expense for the various welfare plans and is recording the reserves properly. 

IV. TEST YEAR SALES ANI) REWWES (ISSUE No. 317’ 

A, Weaaer Normalization OP and ~evenues~’ 

35. Pepco. Pepco proposes to reduce test year revenues by $2.065 million (RMA No. 
1):’ Pepco calculates weathm-corrected sales and revenues using a 30-year average (1978-2007) 
in accordaflce with Order No. 10646.8’ Pepco indicates that to obtain weather corrected sales 

Pepco (3E9 at 3-5 (White Rebuttal). SFAS 112 requires companies to accrue a liability for employee future 
absences when attributable to employee services already render& SFAS 5 quires an estimated loss be accrued by 
a charge to income if it is probable that an asset has been impaired or a liability incunred and the loss can be 
reasonable estimated 

” 

76 

74 

Id. at 5, Pepco R Br. 8. 

Pepco (4C) at 8 (HookRebuttal). 

Id. at8-9. 

Designated Issue No. 3 asks, “Are Pepco’s test year-sales and revenues appropriate?” 

Designated bsue No. 3a asks, “Has Pepco properly weather-normalized its sales and revenue?” 

Pepco 0 at 20-21 (Browning), Pepco (2F) at 3 (Browning Supp). Pepco had proposed a $2.196 million 
adjustment. However, in the November 20,2009, filing, the update to the Company’s revenue re@mment model 
indicates an adjustment of $2.065 million. 

* 
’’ 

See Formal Care No. 939, order No. 10646 ( h e  30,1995). 
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and revenues, it ran regression analyses on daily degree day weather and d a y  sales to relate 
energy usage to heating degree days (HDD) and cooling degree days (“CDD”).82 For the 
summer months, Pepco used a 65 degree base (65OF) and for winter months, both a 35 and a 65 
degree (35’ and 65”) base. The heatin season covers October through Mack wbile the cooling 
season includes May through October! Pepco states that the weather coefficients developed for 
each class estimated the weather sensitivity of each class and were applied to the degree day 
differences ikom the 30-year average to develop the amount of kwh weather adjustment for the 
twelve months ending December 2008.84 

36. QPC. OPC proposes to decrease test year revenues by $576,956.*’ OPC 
contends that Pepco should have used the most recent National Oceanographic and Atmospheric 
Administration (‘WOAA”) 30-year normal heating and cooling degree days (1971-2000). 
Further, OPC contends that Pepco improperly uses two balance points (65°F and 35OF) Without 
providing justification, and uses a time period that is too short to capture changes in temperature 
and usage ~atterns.8~ 

37. OPC claims that its weather normalization adjustment is more appropriate 
because, among other things, it: (1) uses Pepco’s daily temperature and retail sales data for the 
period 2005-2008 (which better captures the relationship between consumption and 
temperature); (2) uses the industry accepted single 65’F balance and (3) reflects 1971- 
2000 30-year normal heating and cooling degree days. OPC argues the use of less than one year 
of data fails to accurately capture the relationslip between electric consumption and temper$ure. 
OPC recommends that Pepco’s sales revenues be adjusted by approximately $1.62 millioa 

~ e p c o  CF) at 20 (Browning). 

83 See Formal Case No. I053, In the Matter of the Application of the Potomac Electric Power Company for 
Authority to Increase Existing Retail Rates and Charges for Electric Dktribution Service, r F o d  Case NO. 
IO53”) Order No. 14712, 7 143. The Commission found Pepco’s heating and cooling seaso~s rea~onably 
designad 

84 ~ e p c o  Q at 20. (Browning); see also ~ e p c o  0-4, -5 and 6 (vpdated). 

” OPC (A) at 33 (Ramas). 

86 OPC @) at 5-6, 13 (Mariam); OPC Br. 44. Balance point temperature refers to a point at which no 
additional heating or cooling is required when outdoor temperatures are higher or less than the balance point, 
respectively. 

’’ OPC Br. 49. OPC also stam it prefers to include additional approp.’ately chosen balance point 
temperatuses in order to capture the non-linear relationship between energy consumption and temperatwre. OPC @) 
at 8, n.4. (Mariam). 

OPC @) at 18 (Mariam). 
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38. Pepco Rebuttal Pepu, states that N O M  publishes new 30-year normal weather 
data only once a decade and that NOAA, citing climate change (warming trend), is developing 
alternatives to the 30-year normal temperat~res.8~ Pepco argues that it uses the 35 degree 
threshoid as a variable because the engineering characteristics of electric heat pumps, a major 
heating technology, imply an inflection point in the relationship between temperature and 
electricity use. Moreover, regression statistics support its use in many of the rate cases studidgo 
Pepco argues that OPC’s approach, among other things, blends data fiom several years and 
mixes the heating and cooling seasons, which can muddy the estimation of the relationship 
between weather and usage?’ 

DECISION 

39. The Commission, in past rate proceedings determined that it would review the 
issue of weather nomalization on a case-by-case basis? Regarding the data to be used to 
calculate normalization, the Commission determined that “[tlhe appropriate data set for a method 
that uses daily sales and weather shall encompass the most recent twelve-month period.”g3 The 
Commission also determined that “the use of a 30-year period to determine average or n o d  
weather was appr~priate.”~~ Here, as in prior proceedings, the Commission is inter&ed in the 
continual refinement and improvement of the analyses that goes into determining normal 
WC%ithH. 

40. OPC challenges Pepco’s selection of a 30-year period (1978-2007) to determine 
normal weather. OPC proposes that end of the decade data published by the NO& following 
standards established by the World Meteorological Organization (“WMO”), be used to determine 
the thirty-year period. However, using the 30-year period (1971-2000) suggested by OPC would 
lead to weather normals that drop 10 years of data at a time as a result of moving from one 
decade to the next. For example, during 201 1, the WMO normal will change from 1971-2000 to 
1981-2010, effectively dropping ten years of data (1971-1980) at one time. By contrast, if the 
Company were to file a rate case in 2011, its methodology would move the period fiom 1978- 
2007 to 1980-2009, thus dropping only two years of data (1978-1979). This is consistent with 
the Commission’s desire for more recent and stable data. 

Pepco ( 3 0  at 5-6 (Browning Rebuttal). 

Idat6-7. 

91 Id. at 7-8. 

92 

10387 at 76. 
Fonnal Case No. 939, Order No. 10646 at 73 (June 30, 1995), citing Formal Gm No. 929, Order No. 

Id. at 73. 

Id at 75. 

93 

94 
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41. The Commission also finds that Pepco’s use of two balance points (65 and 35 
degrees) is consistent with what we have permitted in the past.” OPC’s own witness has 
recommended multiple balance points in other proceedings.% The Commission finds that Pepco 
has established that the 35 degree threshold as a variable is reasonable because of the 
engineering characteristics of electric heat pumps. Moreover, regression statistics support its 
use. 97 

42. Last, the Commission’s stated preference is for daily sales and weather that 
encompass the most recent twelvsIllonth period?’ OPC has not shown that the use of a 12- 
month period is too short to capture changes in temperature and usage pattern. OPC has not 
convincingly shown why the Commission should depart fiom this estabkhed precedent. The 
methodology used by the Company is reasonable and consistent with our past orders. Therefore, 
we accept the revenue adjustment as proposed by Pepco. This weather normalization adjustment 
will reduce test year revenues by $2.065 million. 

V. RATE OF RETURN/COST OF CAPITAL 
(Issue No. 4)w 

43. As in all base rate proceedings, the Commission must determine a reasonable rate 
of retum ‘including capital costs and the appropriate capital structure for Pepco. We need not 
discuss in great detail the legal standards and guidelines governing our responsibility to 
determine a fair and reasonable rate of return and the purpose of that determhtion. Our 
c6ntinuing basic reliance on Washington Gas Light Co. v. Public Service Commission, 450 A.2d 
1187 at 1209-1215 @.C. 1982) (review of Formal Case No. 686) is amply described in many of 
our discussions of rate of retum in rate cases. In this decision also we will adhere to the 
standards derived from the Supreme Court’s decisions in Bluefield and Hope,”’ as set forth in 
Wmhington Gas Light Co. supra. 

44. With these standards forming the backdrop for our consideration of Issue No. 4, 
we tun to its various components and the evidence presented on the record of this proceeding by 
the parties. 

’’ Id. at72. 

% Tr. 1021. 

91 Pepco (3F) at 6-7 (Browning Rebuttal). 

M e r  No. 10387 at 73. 

Designated Issue No. 4 aslcs, “Am Pepco’s requested cost of capital and capital structure 

Bluefield Water Works & Improvement Co. v. Pub. Sew. Comm’n, 262 U.S. 679 (1923); Fed.‘Power 

98 

* 
loo 

C o r n  ‘n v. Hope Natural Gas Co., 320 US. 590 (1944). 
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a. Overall Cost of Capital 

45. 
follows: 

The overall costs of capital recommend& by the parties to this proceeding are as 

Pepco. 
Capitalization Ratio Cost Rates Return 
Long-Term Debt 53.82% 6.63% 3.57% 
CommonEquity 46.18 10.75% 4.96 

100.00% 8.53% 

OPC. 
Capitalization Ratio Cost Rates Return 

Short-Term Debt 4.30% 1.35% 0.06% 
Long-Term Debt 51.51 ' 6.63 3.41 
CommonEquity 44.20 9.00 - 3.98 

100.00% 7.45% 
AOBA. 

Cauitalization Cost Rates Return 

Long-Term Debt 56.00% 6.11% 3.42% 
Common Equity 44.00 9.40 - 4.14 

100.00% 7.56 % 

b. Cost of Common Equity (Issue No. 4a)lo1 

46. Pepco. Pepco recommends a return on equity ("R0E"R of 10.75 percent., 
including a Bill Stabilization Adjustment ('BSA"), discussed below. O2 Initially Pepco 
recommended an ROE of 11.25 percent., with the BSA adjustment. However, during the 
hearings, Pepco revised its recommended ROE to reflect the improvement in financial conditions 
and the abatement of the financial crisis.103 Pepco's revised ROE is based on a cost of equity 
range of 10.75 to 11.25 percent, without a BSA djustment and without any adjustment to reflect 

lo' 

'02 Tr. 239-243. 

'03 Tr. 239. Although Dr. Morin updated his DCF, CAPM, and Risk Premium calculations during the hearing 
to reflect changes in market conditions, he did not update the analyses he provided as support for his returns on 
equity. 

Designated Issue No. 4a asks, 'What cost of common equity should Pepco be allowed to earn?" 
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Pepco’s proposed surcharge related to pension, other post-employment benefit (“OPEE%”), and 
uncollectible expenses (the Company’s surchargddeferral mechanism), discussed below. 

47. Pepco Witness Kamerick testifies that the Company’s proposed ROE is the 
minimum necessary for the Company to attract capital on reasonable terms in the current capital 
markets.’a4 Witness Morin originally testified that capital m e e t s  were in a state of turmoil, 
extremely volatile and ~npredictable,’~’ but appeared to be improving.’o6 During the hearings, 
he revised his recommended ROE downward, stating that the “financial crisis has abated, and 
there had been some significant improvements in the capital markets and stability.”107 

48. To determine the cost of common equity, witness Morin employs three market- 
based methods: the Capital Asset Pricing Model (“CAPM”), Risk Premium, and Discounted 
Cash Flow (“’DCF’) methods. He contends that reliance on a single methodology or preset 
formula would be inappropriate when dealing with investor expectations because of possible 
measurement errors and vagaries in individual companies’ market data Dr. Morin uses two 
proxy groups in his analyses: investment-grade dividend-paying combination electric and gas 
utilities h m  AUS Utility Reports (Pepco’s Combination Utility Group),lo8 and electric utilities 
in the S&P Electric Utility Index.!Og 

49. According to witness Morin, the CAPM approach to estimating the cost of 
common equity is a form of risk premium analysis that is based on the principle that risk-averse 
investors demand higher returns for assuming additional risk, and higher-risk securities are 
priced to yield higher expected returns than lower-risk securities. The CAPM quantifies the 
additional return, or risk premium, required for bearing incremental risk, The CAPM provides a 
formal risk-return relationship anchored on the basic idea that only market risk matters. Market 
risk is measured by a firm’s “beta.y’”o The r e m  expected by investon is equal to the risk-fiee 

‘04 

lo’ P ~ C O  at 5  orin in). 

IO6 Tr.239. 

Pepco (A) at 13 (Kamerick). 

Irn Tr. 239-242. 

lo* ~ h e s e  companies a~egedly possess large amo~n$ of energy distriiution assets, are investment grade, pay 
dividends, have a market capitalization of more than $500 million, and derive more than 50% of their revenues from 
regulated utiIity operations. See Pepco @)-7. 

Pepco (B) at 57-58 @lorin). 

‘Io Id at 25. Beta is a measure of the volatility, or systematic risk, of a stock or a portfbIio in comparison to 
the market as a whole. A beta of 1 indicates that the stock‘s price will move with the market. A beta of less than 1 
means that the stock will be less volatile than the market. A beta of greater than 1 indicates that the stock’s price 
will be more volatile than the market Many utilities stoch have a beta of less than 1. 
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rate (witness Morin uses the current interest rate on 30-year Treasury bond) plus the risk 
premium. In his analysis, Dr. Morin relies on average betas for his proxy groups and forward- 
looking and historical studies of long-term risk premiums.'" Witness Morin also uses an 
empirical version of CAPM ('ECAph"') because, he contends, CAPM-based estimates of the 
cost of capital underestimate the return required from low-beta securities and overstzte the return 
required &om high-beta se~ur i t ies."~ 

Risk Premium 

50. In his historical risk premium analysis, witness Morin estimates the cost of 
common equity by comparing returns earned by the Standard & Poor's Utility Index and the 
yield on A-rated utility bonds. Morin states that an historical risk premium was estimated based 
on an annual time series analysis applied to the utility industry as a whole over a 1930-2007 
period. The risk premium is calcdated by computing the actual realized return on equity for the 
S&P Utility Index for each year, using the actual stock prices and dividends of the index, and 
then subtracting the utility bond return for that year. Dr. Morin then added the average risk 
premium for the 1930-2007 period to the current risk-fkee interest Dr. Morin believes 
that, in the current financial markets, it is more appropriate to use utility bond yields as opposed 
to government bond yields, as he has previously, because the trends in utility cost of capital are 
directly reflected in the cost of debt and not by a risk premium estimate tied to government 
bonds.' l4 

Discounted Cash Flow 

51. Dr. Morin's DCF analysis is based on the proposition that the value of m y  
security to an investor is the expected discounted value ofthe future stream of dividends or other 
benefits."' According to Dr. Morin, the standard DCF model assumes a constant average growth 
trend for both dividends and earnings, a stable dividend payout policy, a discount rate in ex&s 
of the expected growth rate, and a constant price-earnings multiple, which implies that growth in 
price is synonymous with growth in earnings and dividends. It also assumes that dividends are 
paid at the end of the year, when in fact, dividends are paid on a quarterly basis.'I6 

52. As proxies for the expected dividend growth component of the DCF model, 
witness Morin uses the consensus growth estimates developed by Zacks Investment Research, 

''I ~ d .  at31. 

''' Id. at 36-40. 

Id at44. 

'14 Id at 43-46. 

'I5 Id. at48. 

!I6 Id. at 50. 
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kc. (“Zwks”) and Value Lie .  Morin rejects the uses of historical growth rates to estimate 
expected future growth because several electric utility companies have experienced negative 
growth rates, and, he believes, historical growth rates have little relevance as proxies for future 
long-term growth. Witness Morin also rejects OPC’s use of the sustainable growth/retention 
growth method of estimating future growth because, he testifies, this approach assumes that the 
ROE is constant over time and no new common stock is issued (and, if so, at book value), the 
method requires an estimated ROE, and this method is not as significantly correlated to measures 
of value (such as stock prices and priceearnings ratios) as analysts’ fore~asts.”~ 

53. Dr. Morin rejects the use of dividend growth estimates in DCF analysis, because 
some utilities will continue to lower their dividend payout ratios and so their dividend growth 
rates are not Likely to provide a meanin@ guide to investors’ growth expectations. Investors, 
he contends, are more focused on earnings, and earnings growth provides a more meaningful 
guide to investors’ long-term growth expectations. Growth in earnings will support future 
dividends and share prices. Moreover, dividend growth forecasts are not readily available.”* In 
his DCF studies, Dr. Morin increases the curr&t dividend used in calculating the dividend yield 
component of the DCF model by the expected growth rate, to adjust for the quarterly payment of 
dividends.”’ 

54. Dr. Morin argues that investors must be compensated for flotation costs on an on- 
going basis, to the extent that such costs have not been expensed in the past, in order for 
investors to have the opportunity to earn the ROE set by the Commission. He includes a 
floatation cost adjustment in his estimates ofthe cost of common equity. lZo 

55. Dr. Morin’s revised cost of equity results, including floatation costs are:121 

Studv ROE, 

CAPM 9.4% 
Empirical CAPM 9.8 
Historical Risk Premium 10.9 
DCF Combo. Elec. & Gas Utilities -Value Line Growth 11.6 
DCF Combo. Elec. & Gas Utilities - Zacks Growth 10.4 
DCF S&P Electric Utilities - Value Line Growth 11.2 
DCF S&P Electric Utilities - Zacks Growth 11.4 

I” Id. at 51-54. 

‘” Id. at 55-56. 

Id. at 49-50. 

lm Id. at 62-67. 

**’ .. 
Pepco witness Morin updated his analysis in light of the changes in market conditions. Tr. 239-243. 
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56. Based on his revised data, Dr. Morin’s range for Pepco’s ROE, including 
floatation costs, is from 10.75 percent to 11.00 percent.’” As discussed below, with the BSA, 
Dr. Morin contends Pepco’s risk will be reduced and the cost of common equity lowered by 
some 25 basis points. With a BSA adjustment, his recommended ROE is 10.75 ~ercenL*’~ He 
recommends no surchmgddefd adjustment, 

57. QPC. OPC proposes a cost of equity of 9.0 percent for Pepco, Mth a BSA 
adjustment and no adjustment to reflect Pepco’s m c h a r g d d e f d  mechanism. This is a 
revision of Dr. Woolridge’s recommended cost of equity incorporated in the testimony of OPC 
witness Ranias, which reflects OPC’s changed position on the appropriate BSA 
OPC witness Woolridge states that the worst of the credit crisis appears to be 

58. OPC, iike Pepco, utilizes the DCF and CAPM approaches in estimating the cost 
of common However, OPC witness Woolridge relies primarily on the DCF approach. 
He employs two proxy groups - his own group of electric companies (“OPC’s Electric Group”) 
and Dr. Morin’s S&P Electric Group.’” Dr. Woolridge argues that, based on various fal 
metrics, ~epco’s electric group is slightly riskier than OPC’s.’~~ 

DCF 

59. OPC criticizes Dr. Morin’s DCF analysis on three bases: dividend yield 
adjustment, use of the forecasted EPS growth rates from Zacks and Value Line (to estimate the 
growth rate to be used in the DCF model), and his floatation cost adjustment. Woolridge argues 
that witness Morin’s quarterly timing adjustment to the dividend yield component of the DCF 
model overstates the equity cost rate. Dr. Morin’s approach presumes that investors require 
additional compensation because theit dividends are paid out quarterly instead of in one lump 
sum. For the dividend yield component of the DCF model, OPC adjusts the dividend yield by 
one-half (%) the expected growth rate to reflect the growth over the coming  ear.''^ 

lzz Tr.241. 

Pqco states that, should the Commission decide to deviate &om the capital structure, with each reduction 
in common equity ratio of 1%, the return on equity would increase by approximately 10 basis points. 

Tr. 865-866. 

OPC (B) at 12 (woolridge). 

OPC (€3) at 25 (Woolridge). OPC primarily relies on the DCF model and givw little weight to the results 

IU 

’% 

obtained using the CAPM. Pepco utilized the ECAPM and Risk Premium a p p m h e s  as well. 

‘27 Id. at 14-15. See OPC @)-4. 

128 Id. 

OPC (B) at 31 (Woolridge). 
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60. Dr. Woolridge states that the primary difficulty with the DCF model is eshafing 
expected dividend growth rates. For the dividend growth rate componmt of the DCF model, 
OPC contends investors use a combination of historical and projected growth rates for earnings 
per share (“EPS’?, dividends per share (“DPS”), and internal (retention rate) or book value per 
share growth (“BvpS’7) to assess long-term potential.’30 To obtain the appropriate growth rate, 
OPC indicates that it reviewed Value Line’s historical and projected growth rate estimates for 
EPS, DPS, and BVPS. It also utilizes the average EPS growth rate forecasts of Wall Street 
analysts as provided by Yahoo First Call, Zacks, and Reuters. Nevertheless, OPC contends that 
Wall Street analysts’ EPS growth forecasts are overly optimistic and upwardly biased. Thus, 
OPC contends that using these growth rates exclusively as a means of estimating a DCF growth 
rate will overstate the equity cost rate.’31 Based on his analysis, Dr. Woolridge contends that the 
DCF-based cost of common equity is 9.8 percent for OPC‘s Electric Group and 10.6 percent for 
Pepco’s S&P Electric Group. 

CAPM 

61. OPC alleges that there are two flaws in Pepco wituess Morin’s CAPM analysis: 
the equity risk premium and his use of the ECAPM approach. In regard to the equity risk 
premium relied on by Pepco, Dr. Woolridge contends that the Ibbotson’s historical returns, relied 
on by Pepco, are poor measures of the expected market risk premium. According to OPC, 
leading financial practitioners conclude that the financial crisis has not significantly chan ed the 
long-term estimates of the equity risk premium, which is in the 3.5 to 4.0 percent Past 
market conditions do not give a realistic or accurate reading of the expectations of the future.’33 
According to OPC, historical bond returns are biased downward because of the past losses 
suffixed by bondholders. Also, because Pepco’s study covers more than one period and makes 
the assumption that dividends are reinvested, the use of geometric means, instead of the 
arithmetic means used by Dr. Morin, better captures investment performance. OPC contends 
that the upward bias of the arithmetic means overstates the return experienced by investors.‘)4 

62. According to Dr. Woolridge, Dr. Morin’s use of the ECAPM is inappropriate 
because Dr. Morin uses Value Line betas in his CAPM, and those betas are adjusted to reflect the 
fact that, historically, betas tend to regress toward 1 .O over time. Using adjusted betas increases 
the return for stocks with betas less than 1.0, and decreases the returns for stocks with a beta 
greater than 1.0. Suggesting that the ECAPM accomplishes the same lhing, Dr. Woolridge 
testifies that Dr. MOMS ECAPM approach makes “two adjustments to the expected 

I3O . Id. 

13‘ Id. at 33,77 -78. 

13’ 

133 Id. at 58. 

Id. at59. 

13’ Id. at 66. 

Id. ai 49. Tr. 223- 224. 
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63. OPC states that its CAPM analysis relies on three procedures (historic returns, 
surveys, aod expected return models) to arrive at its equity risk premium. OPC maintains that its 
equity risk premium is consistent with the risk premium found in recent academic studies by 
leading kancial scholars, and employed by leading investment banks and management 
consulting firms. OPC uses the yield on 30-year U.S Treasury bonds as the risk-fiee rate of 
interest in the CAPM. It relies on average betas, as provided by Value Line, for OPC‘s Electric 
Proxy Group and Pqco’s S&P Electric In estimating the equity risk premium, OPC is 
not Convinced that using historical stock and bond returns to measure the market’s future 
expected return is appropriate. First, historical returns are not the same as forward looking 
expected returns. Secondly, market risk premium can change over time. Lastly, market 
conditions can change such that historical returns are a poor indication of fbture expected 

According to Dr. Woolridge, the equity cost rates indicated by the CAPM are 7.5 
percent for OPC’s Electric Group and 7.8 percent for Pepco’s S&P Electric 

Risk Premium 

64. OPC maintains that Pepco’s risk premium analysis includes an “inflated based 
interest rate“ ’and an excessive risk premium which is based on the historical relationship 
between stock and bond returns,139 OPC concludes that the appropriate equity cost rate for 
Pepco is in the range of 7.5 percent to 10.6 percent, with a midpoint of 9.1 percent. OPC 
believes this wide range reflects the m-ty and volatility in the capital markets and that, in 
recognition of this volatility and u n m t y ,  an equity cost rate at the upper end of that range is 
appropriate. Further, OPC believes that it is appropriate to give primary weight to OPC’s 
Electric Group results. Therefore, OPC recommends an equity cost range of 9.50 percent to 10.0 
percent, with a midpoint of 9.75 percent. Within this range, Dr. Woolridge proposes an ROE of 
9.50 percent, which reflects a 25 basis point reduction for Pepco’s poor service and system 
reliability.’4o When the BSA adjustment is included, OPC’s recommended ROE is 9.25 percent. 
This ROE does not include OPC’s recommended surchargddefmal adjustment. During the 
hearings, OPC witness Ramas adopted the 50 basis point BSA adjustment determined by the 
Commission in Formal Case No. 1053, Phase II, producing an OPC-recommended ROE of 9.00 

Id. at 40, OPC @)-ll at 3. 

‘ l3’] Id. at41. 

Id. at 51. 

Id. at69. 

Id. at 52. 

14’ Tr. 865-866. 
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65. AQBA. AOBA argues that the ROE Pepco requests substantially overstates 
current market requirements and contends that investors have experienced significant declines in 
returns Since the last rate case. Additionally, AOBA asserts that Pepco does not appropriately 
account for the influence of non-utility risks and returns on holding company financial results. 
According to AOBA, Dr. Morin’s results reflect a significant upward ROE bias as a result of his 
use of cornparables and industry groups without risk profiles comparable to that of Pepco’s. The 
data used by Dr. Morin are for the parent holding companies, many of which have substantial 
investments in generation assets andlor are significantly diversified and, therefore, face much 
greater risk than P e p ~ o . ’ ~ ~  According to AOBA, of the 27 companies included in Pepco’s 
Electric Group, 15 are assessed by Edison Electric Institute as having either 20 percent to 50 
permt  unregulated activities or greater than 50 percent unregulated activities. AOBA avers that 
Pepco’s Electric Group of electric companies includes some of the largest generation portfolios 
in the U.S. and Pepco’s “combined gas and electric companies” grou is likewise heavily 
inffuenced by substantial generation ownership and diversified operations. 8 3  

66. Witness Oliver states that the bias found in Pepco’s DCF analyses also is found in 
its CAPM and risk premium analyses. As in his DCF analysis, Morin’s risk premium does not 
differentiate between electric distribution utilities and electric utilities holding substantial 
generation portfolios or utility holding companies that have significant non-regulated activities. 
It makes no attempt to account for biases that are introduced as a result of reliance on electric 
utility stock price data that incorporate information for generation activitics and non-regulated 
activities. Last, he fails to account for, or make any adjustment to reflect, the influence of 
changes in the composition of the industry over time, including industry consolidation and 
diversification experienced over the last two decades.’44 According to AOBA, the standard 
deviations associated with Pepco’s annual risk premium estimates are roughly three to four times 
the magaitude of witness Morin’s computed average for those risk premiums. The 
comparatively large standard deviations render Pepco’s computed uity risk premiums, at best, 
very poor and unreliable indicators of future equity risk premiums. 12 

67. Further, AOBA contends Morin’s CAPM and ECAPM are biased because the 
proxy group he employs to estimate a beta for Pepco includes PHI as well as a number of large 
utility holding companies.’46 

68. Witness Oliver recommends an ROE of not greater than 9.9 percent, including 
floatation costs. He considers his own DCF analyses; witness Morin’s CAPM, ECAPM, and 
historical risk premium analyses, which he gives little weight; and the ROES allowed in other 

142 AOBA (A) at 16-19 ( o L ~ v ~ ) .  

143 Id. at 19-22. 

‘44 Id. at23-24. 

Id. at25. 

’Id. at 27-28. 
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electric utility rate proceedings in 2008 and the first half of 2009. Witness Oliver uses two proxy 
groups in his DCF analysis, one a group having substantial electric distribution operatiom and 
the other a group of gas distribution utilities. In his DCF studies, witness Oliver relies on 
projected earningS growth rates from Thom son Financial Network and b k s  Investment 
Research to estimate expected future growth.’ Witness Oliver averages the composite of his 
DCF results for gas and electric utilities with his computed average of recent commission ROE 
determinations for electric utilities. 14* This results in an ROE of 9.9 percent, before my BSA or 
mchargddeferral adjustments. With a BSA adjustment, AOBA recommends an ROE of 9.4 

! 

percent.’49 

69. WMATA. Dr. Foster contends that the Commission should ‘‘keep Pepco’s ROE 
at the current authorized level (10 percent before the BSA adjustment) if there is no BSA or 
Rider VM (surchargddefmd rnechani~rn).”’~~ Dr. Foster states that he reviewed 126 cases that 
involved electric utilities and natmal gas companies for the period 2007-2009. The average 
allowed return over the three year period was 10.34 percent. Dr. Foster maintains that Pepco is 
less risky than most of the utilites in the group he analyzed because, unlike Pepco, the electric 
companies in the group have extensive generation and, therefore, face more risk due to 
competi t io~~’~~ Further, Dr. Foster believes PEPCO faces less risk than other utilities because: 
(1) natural gas utilities face greater business risk than electric distribution companies; (2) 
PEPCO’s customer profile is less risky than that of other utilities, and its service territory is more 
af€luent; and (3) the Washington Metropolitan Area has a stronger economy than the U.S. as a 
whole.’s2 

147 Id. at 28-29. AOBA (A)-I. 

14* During the hearing, Pepco witness Morin attempted to update AOBA witness Oliver’s ROE testimony. 
Having reviewed the exhibits, it is apparent that Pepco is seek& to introduce new testimony that will enhance its 
case without the data’s undergoing appropriate scrutiny. Although Pepco contends that the testimony and evidence 
address witness Oliver’s direct testimony, the testimony is nevertheless new. ‘Ihe cost of capital, and in particular 
the return on equity, is an important component in rate proceedings, requiring carerl and fair consideration and 
weighing of the evidence. Fairness quires that the partis be given an opportunity to examine the new data and to 
challenge it, if they so desire. The parties were not afforded that opportunity. Promdud due p- outweighs 
any probative value the testimony might possess. The scape of rebnttal is within the discretion of the Commission. 
The Commission hereby grants AOBA’s motion to exclude Pepco Cross -tion Exhibit Nos. I I, 12, and 13 
and to correct the transcript to show that these exhibits were never formally admitted into evidence. 

149 Id. at 29 -30. 

Is’ 

Is’ Id. at 6-9. 

Is* Id. at 5-6. 

M T A  (A) at 4 (Foster). 
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DECISION 

70. In its decisions, the Commission has relied primarily on the DCF method to 
determine a utility’s cost of common equity because the Commission consistently has found that 
the DCF method produces more reasonable results than those of other calculation methods. 
Nevertheless, the Commission’s preference for the DCF method does not preclude consideration 
of other methods for calculating the cost of equity. The Commission has taken into accouIlt the 
results of the various approaches (DCF, CAPM, and Risk Premium) in estimating the ROE in 
this proceeding. The Commission, however, will focus on the DCF model (relying primarily on 
forecasted growth rates) to determine the appropriate ROE. 

71. In the application of the DCF model, the Commission implicitly has given 
considerable weight to forecasted earnings growth rates (estimates of earnings growth over the 
next approximately five years) in the recent past, as opposed to historical growth rates in 
eamings, dividends, and book value and retention growth rates. Although the expected dividend 
growth rate is one of the components of the DCF model, earnings growth rates often are used as 
a proxy. Arguably, based on the uncertainty and volatility in this economy, the forecasted 
earnings growth rates may overstate the long-term expected dividend growth rate to be used in 
the DCF model at this time, since, if earnings are unusually low when the estimates are made, 
this would produce u~lusually high estimates of expected groprith in the roughly 5-year period 
covered by projected rates. However, some of this e f f i  is captured in Pepco’s updated ROE 
&ate. 

72. Pepco recommends a ROE of 10.75 percent including a flotation adjustment, 
which, according to P‘epco witness Monln, represents approximately 30 basis points. The 
Commission traditionally excludes floatation costs fiom its ROE calculation, since floatation 
costs are treated as an expense item. Pepco’s proposed 10.75 percent ROE also reflects its BSA 
adjustment. This recommendation is based on a range of reasonable returns of 10.75 to 11.00 
percent, before any BSA or surchargddefd adjustments. In other words, to incorporate its 
BSA adjustment, Pepco adopted the lower end of its range of reasonable returns. Further, 
historically, in its application of the DCF model, the Commission has projected the dividend 
yield component of the DCF model forward by onehalf the expected growth rate, rather than the 
growth rate which is Pepco’s approach. Pepco alleges that using one-half the growth rate 
understates the dividend yield by 10 basis Finally, in Formal Case No. 1053, the 
Commission concluded that Pepco’s ROE results for its electric proxy group overstated Pepco’s 
required return on its distribution operations due to the inclusion of companies that have risk 
profiles different fiom that of Pepco, i.e., the inclusion of companies with greater risk due to 
generation and unregulated operations. The Commission continues to believe that this is a 
consideration in estimating Pepco’s ROE? 

Pepco (3B) ai 13 (Morin). 

156 OrderNo. 14712,733. 
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73. OPC recommends a ROE of 9.50 percent, before BSA or surchargddefd 
adjustment, but including a 25 basis point reduction adjustment for poor performance. In that the 
Commission has deferred the issue of the reliability of service to another docket, it would be 
inappro~ate to djust  the Company’s ROE for reasons of poor performance when reliability is 
not an issue for determination in this ~r0ceeding.l~~ Without this adjustment, OPC’s ROE figure 
is 9.75 percent. Additionally, OPC’s recommendation understates the return required by 
investors because of its partial reliance on historical growth rates to estimate expected future 
growth. OPC’s Exhibit B-10 (at page 3) S~ONS that the historic returns relied on by OPC include 
nummus negative growth rates which most likely do not reflect investor’s expectations going 
forward. With its revised BSA adjustment of 50 basis pointsy OPC recommends an ROE of 9.00 
0-t. 

74. AOBA’s recommended ROE, without a BSA adjustment, is 9.9 percent. This 
ROE is based in part on returns allowed in other jurisdictions in 2008 and the first half of 2009, 
10.37 percent. As for WMATA, it simply states that the risks of providing transmission and 
distribution service have not increased since the Commission’s decision in F.C. No. 1053, and 
the s t h g  point for the ROE allowed in this proceeding should be the 10.0 percent ROE 
(without a BSA djustment) allowed in that proceeding. With its recommended BSA adjustment 
of SO basis points, AOBA’s proposed ROE is 9.5 percent. 

75. The Commission finds that the parties’ recommendations establish parameters 
that, when narrowed by the considerations above, support our i&ormed determination that a 
reasonable range for Pepco’s allowed ROE is 10.0 percent to 10.25 percent. Based on this range, 
the Commission finds that an ROE of 10.125 percent, before BSA or mhargddeferral 
adjustment, is appropriate at this time. This allowed return on common equity reflects the 
interests of the community and the Compauy in the receipt and provision of safe and dependable 
electric distribution service at reasonable rates. Moreover, it will allow Pepco to raise capital on 
reasonable terms. 

76. As discussed below, the Commission adopts a BSA adjustment of 50 basis points 
in this proceeding and does not adopt the Company’s proposed surchargddefenal mechanim . 

When the 50 basis point BSA adjustment is included, Pepco’s allowed return on common equity 
capital is 9.625 percent. 

c. Cost of Debt (Issue No. 4b)ls6 

77. , Pepco. Pepco calculates its cost of long-term debt to be 6.63 percent.’57 This 
cost rate was obtained by examining Company-specific contractual interest payments. Dr. Morin 

. ”’ F o m l  Case No. 1076, OrderNo. 15322, 8 (July 10,2009). 

Issue No. 4b asks, ‘Bas PEPCO properly determined its cost of debt?” 

Pepw (B)-lS (Morin). I57 
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contmds that Pepco’s calculation methods are consistent with the methods approved in previous 
rate pro~eedings.”~ 

78. OPC. OPC adopts Pepco’s long-term debt cost rate of 6.63 percent. OPC, in 
addition, calculates a short-term debt rate by adding the average yield on 1-month, 3-month, and 
12-month LIBOR rates in 2009 of 1.0 percent plus an additional 35 basis for a cost rate 
of 1.35 percent.’6o 

79. AOBA. AOBA witness Oliver challenges Pepco’s cost of debt on two grounds. 
First, he states, Pepco’s calculation includes a computational error which overstates the cost of 
debt. He contends that Dr. Morin incorrectly subtracted the Unamortized Loss on Debt 
Reacquisition from the Company’s Long-Tern Debt balance when he should have added it.. If 
Dr. Morin had added, the cost of debt would be 6.30 percent, not 6.63 percent, he states. Second, 
according to AOBA, the Company’s issuance of $250 million of first mortgage bonds in 
December 2008 was imprudent because the cost rate is 140 basis points greater than that of any 
of Pepco’s other bonds. Further, the need for the issuance did not emanate from the financing 
requirements of tbe Company’s distribution operations, and the issuance should have been 
deferred. The need for the h d i n g  was related to the Mid-Atlantic Power Pathway (‘WP’’) 
project. AOBA recommends that Pepco’s cost of long-term debt be set at 6.1 1 percent.16* 

80. Pepo Rebuttal. Regarding the treatment of the Company’s Unmortked Loss 
on Debt Reacquisition costs, Pepco witness Kamerick argues that Pepco witness Morin did add 
this amount to the Company’s Long-Term Debt balance; it was AOBA who subtracted. He 
states that the Net outstaading Long-Term Debt balance of $1.54 billion is a liability, a credit 
balance, while the Unamortized Loss on Debt Reacquisition of $38.89 million is a debit on the 
balance sheet. Adding the two items together results in a net credit balance of $1 SO billion.’62 

81. Regarding the Company’s first mortgage bonds issued in December 2008, Pepco 
contends that market conditions warranted the issuance of long-term debt at that h e ;  short-term 
credit was tight; banks and other liquidityanstrained companies were being downgrad&, 
c~mmercial paper market was severely constrain&, and Pepco could not issue commercial 
paper. Pepco also contends that the duration and the s e v e d y  of the liquidity crisis were 
unknown, and the Company did not h o w  if it could secure financing in 2009. Because the 
outlook for the capital markets was highly uncertain, Pepco made the decision to pre-fund its 
anticipated 2009 funding needs when the markets allowed, in December 2008. Contrary to 

Pepco (2B) at 2 (Morin Supp). 

OPC alleges that Pepco was borrowing &om its credit facility at 35 basis points above the applicable 
interest rate. OPC Br. 54. 

‘60 

‘61 

OPC (€3) at 17 (Woolridge). 

AOBA (A) at 3741 (Oliver). 

Pepco (3A) at 12 (Ramerick). 
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AOBA's contention, Pepco submits that funding for the W P  project was $56 son, or only 
8 percent of Pepco's construction budget for 2009 of $727.0 million.'63 

DECISION 

82. The Commission traditionally has adopted a cost of debt that is reasonable and 
accurately reflects the Company's costs. Pepco has presented evidence that its current cost of 
long-term debt of 6.63 percent is both. OPC adopts this rate. While, AOBA argues that Pepco's 
cost rate should be lower, we disagree. The Commission finds that Pepco has conectly 
dculated its long-term debt cost. We are convinced that Unamortized Loss on Debt 
Reacquisition was treated C O K ~ Y  in Pepco's calculation of the cost of debt. AOBA's second 
argument is e q d l y  without merit. There is nothing in the record that su ests that the issuance 
of the December 2008 bonds was primarily related to the W P  project? We also agree that 
the Company had no basis in December 2008 to assume that credit market conditions would 
improve in the near term There is nothing in the r m r d  showing that the Company's action was 
imprudent and AOBA has not provided any evidence to the contrary. Therefore, based on the 
foregoing, the Commission accepts Pepco's cost of long-term debt of 6.63 percent. As discussed 
below, the capital structure allowed for Pepco does not include short-term. debt 

d. Capital Structure (Issue No. 4c)165 

83. Pepco. PEPCO uses an actual test year capital structure as of December 31, 
2008. Pepco asserts that a balanced debt-equity ratio is essential to securing good credit ratings 
and accessing the capital mark& on reasonable terms.'66 Pepco argues that in these difficult 
times it is essential that it have investment grade ratings. According to Pepco, an investment- 
grade status decreases borrowing costs, improves access to capital of longer terms, and enables 
Pepco to absorb any negative volatility in its financial pe15ormance.'~~ The Commission, Pepco 
asserts, should strive to maintain and improve the Company's financial ratings so that it will 
continue to have access to the capital markets on reasonable terms, which is in the best interest of 
ratepayers and Pepco's ability to provide cost-effective, safe and reliable service.'68 

84. Dr. Morin states that, if the Commission deviates substantially from this proposed 
capital structure, the cost of common equity and the cost of debt should be adjusted as well. If 

163 Id. at 13-15. 

PHI'S financial reports show that the bulk of the Holding Company's 2009 financing needs are associated 
with dislriiution and the MAPP project is only 8% of 2009 construction costs. Id. at 15. 

Issue No. 4c asks, "Is the capital struchue that PEPCO uses to develop its overall cost of capital reasonable 
and appropriate?" 

166 Pepco (A) at 22 (Ehmerick). 

16' Pepco (B) at 75 (Mok). 

Pepco (A) at 23-25 (Kamerick); Pepco (B) at 77 (Morin). 
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. the debt ratio is increased, the risk and required returns of the Company also are increased. Dr. 
Morin compares Pepco’s capital structure with the capital structure of electric utilities, and that 
of combination electric and gas companies. He contends that the Company’s requested common 
equity ratio of 46.18 percent, while lower than the common equity ratios adopted by regulators 
for e l b c  utilities in 2008 (48.4 percent) and the common equity ratios of combined eledric 
and gas utilities (48.3 percent), is reasonable for ratemakjng purposes.’69 

85. OPC. OPC includes short-term debt in its proposed capital structure, arguing that 
Pepco, normally, and electric utilities, typically, employ short-tem debt in their capital 
~tructures.’~~ OPC witness Woolridge adds that his proposed capitalization is in line with the 
average capital structure of OPC’s Electric Gro~p.’~’ Dr. Woolridge states that Pepco’s avefage 
capital structure ratio for the most recent four quarters includes 6.80 percent short-tenn debt, 
47.37 percent long-term debt, and 45.83 percent common equity. Dr. Woolridge contends that 
the average capital structure of OPC’s Electric Group for the most recent four quarters includes 
5.60 percent short-term debt, 49.9 percent long-term debt, 0.50 percent preferred stock and 44.00 
percent common equity.’” B ~ W I  on this information, OPC proposes capitaIization ratios it 
believes are consistent with the average capital structure of its Electric Group - 51.51 percent 
long-term debt, 4.30 percent short-term debt, and 44.20 percent common equity.173 

86. AOBA. Mr. Oliver does not accept Pepco’s argument that its proposed capital 
structure is based on Company-specific data. He offers two reasons. First, as a subsidiary of 
PHI., Pepco’s utility capital structure is insulated &om market forces and subject to potential 
manipulation by the holding company. Second, Pepco’s capital structure is not static over time. 
The Company’s roposed capital structure represents a “snapshot” view of the Company’s 
capital structure.” Mr. Oliver also takes issue with Dr. Morin‘s assertion that the method Pepco 
used to compute the proposed capital structure is consistent with Commission precedent, 
claiming that nothing in F.C. No. 1053 established precedent. Nor, he states, does Dr. Morin 
offer any evidence of recedent for the pro forma adjustments reflected in the Company’s capital 
structure calculations. p75 

87. AOBA also challenges Dr. Morin’s representation that his common equity 
percentages compare favorably with those of other electtic utilities. Witness Oliver submits that 

I 

16’ 

170 

17’ 

’* 
In Id. at 16-17. 

Pepco (€3) at 72-73 (Morin). 

OPC (B) at 16 (Woolridge). 

OPC (B) at 16-17 (Woolridge). 

OPC (€3) at 16 (Woolridge); OPC (B)-5. 

174 AOBA (A) at 43. (Oliver). 

Id. at@. 
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this is because the common equity ratios in Dr. Morin’s analyses show a wide range of common 
equity ratios, and simply averaging those percentages without examining the reasODs for the 
differences is not instructive. Furthery the combination electric and gas companies relied on by 
Dr. Morin are actually holding companies, many of which have substantial g e n d o n  ownership 
and diversified operations which may influence their common equity ratios. Mr. Oliver contends 
that updated data for Dr. Morin’s combination companies show that the common equity ratio has 
fallen .from the 48.3 percent figure reported by Pepco to 46.6 percent. Finally, he “observes”’ 
that, if a common ecpity percentage is computed for companies in Dr. Morin’s group of 
comparable size to Pepco Holdings (he does not identify these companies), the average common 
equity ratio is 43.9 percent. On this basis, AOBA recommds a capital structure for use in this 
proceeding consisting of 44 percent common equity and 56 percent long-term debt.’76 

88. Pepco RebuttaL According to Pepco, AOBA disregards Pepco’s capital structure 
and, instead, uses a hypothetical one. Pepco contends that Witness Oliver ignores the fact that 
Pepco issues its own debt and that the rating agencies rely on Pepco’s financial information in 
rating that debt. Pepco notes that witness Oliver also ignores the fact that the Commission, in 
Formal Case No. 1053, adopted Pepco’s capital structure. Witness Kamerick testifies that 
Pepco’s capital structure is in line with the average common equity ratio for electric companies 
as reported in the July 2,2009, Regulatory Research Associates’ Regulatory Focus Report and 
with the revised average common equity ratio for Dr. Morin’s entire group of combination 
electric and gas cornparables provided by 0 I i ~ e r . l ~ ~  

89. Regarding OPC‘s recommended capital structure, Pepco states that short-term 
debt as it is used by Pepco provides temporary funding for the Company’s construction 
requirements, which are permanently financed with either long-term debt or common equity. 
OPC’s comparables include companies with debt that is financing the sec~tization of stranded 
costs and should be excluded from OPC’s calculations because it is not used to finance utility 
operations. Pepco contends that, if securitization debt is excluded, OPC’s data are updated for 
the four quarters ended June 30, 2009, and other classification adjustments made, OPC’s 
comparables would support a higher common qui? ratio. Further, Pepco indicates that it has 
repaid all of its short-term debt as 2009 progressed.’ * 

DECISION 

99. The issue before the Commission is the reasonableness of Pepco’s capital 
structure. Howevery no party has presented any persuasive testimony that shows that Pepco’s 
capital structure is unreasonable. They merely have presented alternalive capital structures. As 
long as we find Pepco’s proposed capital structure to be reasonable, it does not matter that there 
are alternatives that may be reasonable also. 

*76 Id at44-46. 

In 

Irn Id. at 17- 20. 

Pepco (3A) at 16 -17 (KamerickRebuttal). 
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100. OPC recommends a capital structure that includes short-term debt because it 
states that Pepco normally employs short-term debt in its capital structure. OPC fuaher states 
that its proposed capitalization is in line with the average capital structure of its Electric GTOUP. 
We are satisfied that Pepco uses short-term debt as a temporary funding source for the 
Company’s construction requirements, which are permanently financed with long-term debt and 
common equity. The outstanding short-term debt Pepm had on its books in 2008 was 
completely repaid in 2009. 

101. AOBA suggests an alternative capital structure based on its interpretation of the 
data Pepco uses as support for its proposed capital structure. Nevertheless, Pepco’s capital 
structure. compares reasonably to those of other electric utilities. Finally, AOBA alleges that 
Pepco’s capital structure is subject to manipulation by PHI. However, AOBA has not presented 
any evidence to support that contention 

102. The Commission fmds Pepco’s proposed capital structure to be reasonable and 
adopts it to calculate the Company’s overaU rate of return. In this proceeding, Dr. Morin 
presented Pepco’s capital structure. In hture rate cases, the testimony on Pepco’s capital 
structure should be offered by the individual who prepared, or is responsible for the preparation 
of, the capital structure calculations. 

e. Surcharge and Deferral Mechanism Qssne 4d) 179 

103. Because the Commission rejects Pepco’s proposed surcharge and deferral 
this issue is moot. 

t 

f. BSA Adjustment (Issue No. 4e) l81 

104. Pepco. Dr. Morin testifies that, with a Bill Stabilization Adjustment, the 
Company’s risk is reduced and the cost of common equity “declines by some 25 basis points.” 
Dr. Morin explains that his 25 basis point adjustment is based on: (1) utility bond yield 
differentials between A-rated and Baa-rated bonds, (2) observed beta Waentials, (3) 
differential common equity ratio requirements far S&P Bushas Risk Score, and (4) the 

Issue No. 4d asks, ‘Tf PPEPCO is permitted to implement the surcharge and d e f d  mechanism that it has 
proposed, should there be a reduction in PEPCO’s authorized rem on equity (ROE) to account for the Company’s 
reduced business risk? If so, by how much should the authorized ROE be reduced?” 

‘ ~ 0  SeeIssueNo. 8. 

18’ Issue No. 4e asks, “Should PEECO’s authorized ROE be adjusted downward to reflect reduced risk 
resulting fkom the Company’s proposed implementation of a Bill Stabiition Adjustment and, if so, by how many 
basis points?” 

! 
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application of informed judgment.’82 These are the same bases he relied on in Formal Case No. 
1053. When Dr. Morin revised his proposed ROE, rathe than include a 25 basis point 
adjustment, he simply adopted the lower end of his m g e  of reasonable estimates, 10.75 ermt 
to 11.00 percent to reflect the reduced risk associated with the Company’s proposed BSA. ps3 

105. OQC. Dr. Woolridge recommends a 25 basis point ROE adjustment to reflect the 
reduction in risk associated with a BSA. He testifies that he has not conducted any studies and 
is not aware of any studies that ascertain the reduction of risk associated with decoupling rate 
design mechanisms.’84 However, Woolridge indicates that he is aware of a number of 
Commissions that have adopted such mechanisms, recognized the related risk reduction, and 
adjusted the authorized retum on equity. These decisions, he states, indicate that an adjustment 
of up to 50 basis points may be appropriate.’85 Dr. Woolridge’s BSA recommendation is revised 
by witness Ramas to reflect the Commission’s 50 basis point BSA ROE adjustment in Formal 
Case 1O53.lg6 

106. AOBA. AOBA witness Oliver contends that there should be a downward 
adjustment to Pqco’s ROE of 55 - 75 basis points if the BSA is adopted. The first basis of Mr. 
Oliver’s adjustment is the same as in F.C. No. 1053 -- Pepco’s willingness to give up its 
repression adjustment in F.C. No. 1053 if the BSA were adopted and his estimate of the dollar 
value of the Company’s proposed repression adjustment, along with the dollar value of Pepco’s 
proposed ROE adjustment if the BSA were appruved (25 basis points). On this basis alone 
Witness Oliver believes the ROE adjustment should be at least 55 basis points. In this 
proceeding, Mr. Oliver adds that parties rarely offer trade-offs that are not st;ructured to be 
favorable to the offering party. Therefore, “it would follow that, if Pepco were willing to forgo a 
revenue adjustment assessed to have at least 55 basis points of value, the value to the Company 
of the BSA must be noticeably in excess of 55 basis points.” On this basis witness Oliver 
recommends a total adjustment of 55-75 basis points.187 

107. WMATA. Dr. Foster testifies that the ROE adjustment to reflect the BSA 
(although he does not recommend a BSA) should be 50 basis points.’88 

la PEPCO (J3) at 69 -71 (MOM) 

Tr. 241-242. 

OPC (E3) at 53 (Woolridge). 

la’ Id. 

186 Tr. 865-866. 

AOBA(A) at 30-32 (Oliver). 

WMATA (A) at 12-13 (Foster). 18’ 
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108. Pepco Rebuttal Dr. Morin avers that there is no foundation or support for Mr. 
Oliver’s 50 basis point adjustment to the ROE to reflect the reduced risk associated with the 
BSA. Morin claims that most, if not all, electric utilities are under some form of adjustment 
clausdcost recoveryhider mechanisms. Dr. Morin indicates this is largely embedded in financial 
data, such as bond ratings and business risk scores. Further, Dr. Morin states that a 50 basis 
points adjustment makes no sense because, if the same adjustment is made to the Company’s 
long-term bond yield of about 5.75 percent, the resulting bond yield would be 5.25 percent, 
which is less than the bond yield on utility bonds rated AA (double A). Morin submits that this 
is an “absurd situation” given that utility bonds are rated Baa on average.’*’ 

Dr. Morin claims that the 50 basis point adjustment iS not consisteht with other 
recent regulatory decisions. He contends that his Exhibit (3B)-2 shows that the difference in 
allowed returns for utilities with, versus those without, revenue dewupling mechanisms is 10 
basis points. He states that the average authorized ROE in 2 0 9  through the time of his rebuttal 
testimony was 10.5 percent for utilities with BSA-like 

109. 

DECISION 

110. Dr. Morin testifies that with a Bill Stabilization Adjustment the Company’s risk is 
reduced and the cost of common equity “declines by some 25 basis points.” He claims that a 50 
basis point adjustment is not consistent with other recent regulatory decisions. We do not 
believe the comparison to other jurisdictions is compelling. Although the other jurisdictions may 
have had similar issues, it has not been shown that mechanisms in those jurisdictions are 
comparable to Pepco’s BSA or that the overall focus and concerns in those proceedings were 
similar to those of this Commission. Each jurisdiction applies its own informed judgment based 
on the information before it to determine the respective ROE adjustments. Based on our review 
of the record and our informed judgment, we find that the 50 basis point BSA ROE adjustment 
determination made in Formal Case No. 1053, Phase 11, should be adopted in this proceeding as 

.  we^.'" 

Pepco (3B) at 79-81 (Morin). 

Pepco (3B) at 82 (MOM). 

19‘ See Formal Case No. 1053, Phase II, order No. 15556. Beginning November 1,2009, and b r e a k ,  the 
BSA is calculated based on Pepco’s monthly billed revenue+ modified to account for major outages. A 50 basis 
point reduction in Pepco’s return on equity (ROE) was ordered, as part of the approval of the BSA, to provide a 
balance of benefits to cons&ers in exchange for the benefit to the Company and shareholders of reaping lowered 
business risk. The Commission ordered the BSA to apply to all customer classes except streetlights (‘YY), 
telecommunications network service (“TN‘’), and Temporary Service (‘TI). 
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G. Overall Cost of Capital 

11 1. Based on our findings, above, we determine that the following reflects a fair and 
reasonable overall cost of capital for Pepco. 

Capitalization Ratio cost Rates Return 

Long-Term Debt 53.82% 6.63% 3.57% 
Common Equity 46.1 8 9.625 - 4.44 

100.00 % 8.01 % 

This return f d s  within the zone of reasonableness. It will allow the company to maintain its 
financial integrity, attract capital on reasonable terms, and earn a return c o r n m a t e  with 
those other investments of similar risk. 

VI. OPERATING EXPENSES (Issue NO. 5)  

A. Unopposed Adjustments @atemaking Adjnstments Nos. 2,3,5,6,7,8,11[b, 
12,18,19,21,22,23, and 24) 

112. Operating income is derived by subtracting the costs Pepco incurs in providing 
service to customers (icluding taxes) &om the revenue it receives for electric distribution 
service.‘93 Various adjustments to the test year revenues and expense are proposed by the parties 
and are either accepted, rejected, or otherwise modified by the Commission in order to determine 
operating income. In this case, the Company’s uncontested operating income was $762,000 for 
the test year period which include RMA No. 2, Inclusion of Projects Completed and In Service; 
RMA No. 3, Annuahation of NE Substation Cut In, RMA No. 5, Exclusion of Supplemental 
Executive Retirement Plans; RMA No. 6, Exclusion of Industry Contributions and Membership 
Fees; W No. 7, Exclusion of Advertisingmd Selling Expense; RMA No. 8, Inclusion of 
Interest Expense on Customer Deposits, RMA No. 10; Reflection of Non-Deferred Regulatory 
Costs at 3-Year Average Amount, Rh4.A No. 12; Formal Case No. 1076 Outside 
CounseVConsulting Deferred Costs, RMA No 18; Reflection of Change in PSC and OPC Budget 
Assessment; RMA No. 19, Annualization of Software Amortization; RMA No. 21, Reflection of 
F.C. No. 939 Disallowance; RMA No. 22, Reflection of Disallowance of Incentive Plan Costs; 

‘ ~ 2  

and reasonable?” 

193 

Designated Issue No. 5 asks, ‘7s each of Pepco’s proposed adjustments to test-year opaating expenses just 

See OPC v. Pub. Sent. Comm In, 399 A2d. 43 @.C. 1979). 
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RMA No. 23, Removal of Adjustments to Deferred Compensation Balances; and RMA No. 24, 
Inclusion of Deferred Customer Education Costs. 

DECISION 

113. The parties agree that there is no dispute and either support the above adjustments 
or do not oppose them. Inasmuch as no party challenges the above adjustments and the 
Commission has reviewed them and independently found them reasonable, we approve the 
adjustments. The parties dispute other operating income and expenses adjustments that we 
discuss and decide below. 

B. Pepco’s Proposed Adjustments 

1. Credit Facility Costs 

114. Pepco. Pepco proposes to adjust rate base and operating income to reflect the 
inclusion of Pepco’s share of the cost associated with PHI’S $1.5 billion credit ficility @MA No. 
9). Pepco explains that the credit facility, which terminates in 2012, facilitates the issuance of 
commercial paper (short-term debt) on an as-needed basis, assuring investors and rating a encies 
that Pepco has a committed line of credit with banks in the event of a liquidity problem:’ The 
credit facility 0vid.e~ Pepco with a backstop borrowing mechanism to handle day-today cash requirements. fg: 

1 15. Pepco’s credit facility includes two costs: start-up costs, which are amortized over 
the facility’s useful life; and an annual maintenance fee. Pepco proposes to include the D.C.- 
allocated portion of the average unamortized start-up costs balance ($143,000) in rate base and 
the amortization of the start-up costs ($37,000) in O&M expense, similar, it contends, to the 
treatment of interest paid on customer deposits, Pepco indicates that the annual maintenance fee 
is $21 1,000; $83,000 on a D.C. allocated basis and that it is responsible to pay this fee whether 
Pepco uses the facility or not. The Company proposes to add the D.C. allocated portion of this 
fee to O&M expense as well. lg6 Together, the D.C. allocated credit facility costs total $125,000. 

116. OPC. OPC does not challeuge recovery of annual maintenance fees. It does, 
however, challenge the recovery of start-up costs. OPC proposes to reduce rate base by 
$143,000 to remove the unamo- balance of start-up costs and expenses by $37,000 to 
remove the associated amortization ~ 0 m t . * 9 7  OPC argues that the amortization of start-up 

Pepco (C) at 10-12 (Hook). 

Id. 

Id. 11-12. 

OPC (A) at 50 (Ramas). 
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costs is not a cost that is typically included in above-the-he costs and should be recorded in 
FERC Account 428 - Amortization of Debt Discount and Expense, in which the Company 
confirms that it records such amortization. OPC contends that the cost of financing is a debt cost, 
and Pepco has excluded short-term debt fiom its capital structure lg8 

117. OPC asserts that the majority of the start-up fees was incurred prior to the test 
year and should have been included in Pepco’s last rate case.’” The costs include charges from 
the entity providing the credit fkcilities and administrative costs such as outside counsel fees?oo 
OPC contends that while these costs may be deferred and subsequently amortized as debt costs 
for book purposes, these costs typcally are not included in abovethe-line costs, and deferral is 
not treated as a regulatory asset? I Pepco, OPC further contends, should not be allowed to now 
to go back and request a return on these costs through their inclusion in rate base. OPC avers 
moreover that Pepco should not be allowed to record the associated amortization of these costs 
as operating expense because these costs are not analogous to either interest earned on customer 
deposits or bank ummitment fees?02 

118. AOBA. .AOBA also believes that the costs associated with the credit facility 
should be eliminated. AOBA argues that Pepco’s proposal denies District ratepayers any 
recognition of short-term debt costs that are significantly below long-term debt costs while 
requiring ratepayers to pay for setting up and maintaining the credit faCil;ty?O3 AOBA states that 
Pepco’s proposal would allow the Company to substitute lower short-term borrowing costs for 
long-term debt assumed in its capital structure and capture the difference as earnings for its 
shareholder, PHI?04 AOBA argues that the Company’s request should be denied in the absence 
of explicit recognition of short-tenn debt in the Company’s capital structure. AOBA 
reoommends that O&M expense be reduced by $125,000?05 

119. Pepco Rebuttal. In rebuttal, Pepco argues that the credit facility plays a critical 
role in Pepco’s liquidity and its ability to access the credit market in difficult economic 

‘9s 

19p OPC (A) at 48. 

Id. at47; OPC Br. 84. 

Id. 

m’ Id. at 49. 

m2 OPC Br. 85-86. 

‘03 AOBA Br. 23. 

u)4 Id. 

AOBA (A)d (Oliver). 

Pepco (4C) at 21-22 (Hook Rebuttal). 206 
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Pepco contends that amortization of the start-up costs over the life of the facility is similar to 
how one would amortize the underwriting costs of bonds, over the remaining life of the facility. 
Pepco maintains that what is relevant is not when the costs were incurred but whether the credit 
facility is providing a benefit to customers?o7 Pepco acknowIedges the oversight in not 
requesting cost recovery in Formal Case No. 1053, but argues that that should not bar recovery at 
th is time. Pepco further contends that the Commission has allowed retroactive commencement 
of amortization periods.2o8 Pepco also asserts that the inclusion of the costs in FERC Account 
428 is not a bar to cost recovery through rate base amortization?w 

DECISION 

120. We are not persuaded by OPC’s and AOBA’s arguments that ratepayers are being 
deprived of recognition of short-term debt costs in their capital structure, as a basis for rejecting 
Pepco’s credit facility adjustment. The Commission determines that Pepco’s actual capikl 
structure, which does not include short-term debt, is reasonable and compares reasonably to that 
of other electric utilities?’o Short-term debt as it is used by Pepco provides temporacy funding 
for the Company’s construction requirements, which are permanently h c e d  with either long- 
term debt or common equity?” The credit facility supports liquidity, or the Company’s short- 
term financing needs. 

121. The Commission is mindfid of the doctrine of retroactive ratemaking.212 While 
we recognize the general principle precluding Pepco from charging higher rates in the Euture to 
recoup past costs, that concept does not bar the Commission firom properly recognizing the 
amortization of costs associated with the credit facility?13 Costs that are amortized by definition 
are not retroactive. Moreover, the Commission is not authorizing recovery of prior period costs; 
these are ongoing costs associated with the credit facility. 

122. As Pepco enters into new, and amends existing credit facility agreements, start-up 
costs are incurred and the prior agreement costs are then rolled into the new or modified 
agreement, just like a revolving credit agreement. We recognize that these costs normally would 

20’ PepcoBr.42. 

u)8 

amortization of costs back to 1992). 
Id., citing Formal Case No. 929, Order No. 10448 (June 7,1994) (allowing retroactive commencement of 

PepcoBr.43.’ 

210 see inf;a fin 101-102. 

211 

2” 

Pepco (3A) (Kamerick) at 17-20. 

See People’s Counsel ofDistricf of Columbia u. Pub. Sew- Comm’n, 472 k 2 d  860,866 (D.C.1984). 

213 . Id 
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be reflected in the calculation of the cost of short-tem debt. We also recognize that Pepco did 
not q u e s t  permission to defer credit facility costs in any prior proceeding. However, Pepco’s 
oversight notwithstanding, the credit facility is beneficial to ratepayers. It has allowed the 
Company to access the capital and credit markets to meet its daily working requirements on less 
expensive terms. Balancing the interest of ratepayers and the Company, and recognizing the 
importance of Pepco’s ability to raise capital on reasonable terms, the Commission approves the 
Company’s adjustment and will permit the Company to recover start-up costs and annual 
maintenance fees. 

2. Deferral of Formal Case No. 1053 Costs 

123. Pepco. Pepco increases O&M expense by $31,000 and the unamortized balance 
to be included in rate base by $643,107, and reduces accumulated deferred income taxes 
(“ADIT”) by $267,000 to reflect the amortization of outside counsel and consulting costs 
incurred in Formal Case No. 1053 over a three-year 

124. OPC. OPC does not challenge Pepco’s proposed O&M expense adjustment, but 
takes issue with Pepco’s calculation of the unamortized balance included in rate base. OPC 
states that Pepco calculated the 12-month average by using $747,839 (actual costs incurred) as 
the starting pint  and then taking the monthly unamortized balances through December 2008 to 
arrive at the Company’s proposed $643,107 adjustment. OPC contends that the appropriate 
amount is $155,800 (which represents the total unamortized balance of defmed costs as of the 
mid-point of the rate effective period), which is consistent with the methodology Pepco uses to 
calculate the unamortized balance of Formal Case No. 1076 rate case costs (RMA No. 12). OPC 
originally recommended reducing Pepco’s rate base by $487,307.2’’ ADIT would be reduced by 
$116,337, instead of the $267,000 proposed by Pepca (increasing rate base by $150,448)?16 In 
its revised revenue requirement filing, OPC’s $116,337 ADIT figure was changed to $64,153, 
and its $150,448 increase in rate base was changed to $202,632?17 

DECISION 

125. OPC argues that the methodology Pepm uses to calculate the average 
unamortized balance of Formal Case No. 1053 costs is inconsistent with the methodology used 
to calculate the average unamortized balance of Formal Case No. 1076 costs?’* According to 

Pepco (C) at 12 (Hook); Pepco (C)-1 at 11; Fonnnl COseNo. 1053, OrderNo. 14712, 

OPC (A) at 16-17 (Ramas); OPC (A)-3, Scb 2 (Ramas). 

198-199. 214 

21s 

‘16 I~I. at 18. 

217 

2009). 

218 OPC Br. 34-36. 

OPC Revised Revenue Requirement Schedules, (Exhibit (A) -3, Schedule 2 (revised) (November 20, 
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OPC, Pepco proposes to set the unamortized balance of Formal Case No. 1076 costs at the 
average balance as of the mid-point of the rate-effective period (June 30, 2010), while it 
calculates the unamortized balance of Formal Case No. 1053 costs using the average balance for 
the twelve months ending December 2008. This results in an inflated balance of Fomal Case 
No. 1053 costs being included in rate ba~e.2~' OPC contends the method used to calculate the 
unamortized balances of both cases should be the same?2o This would reduce unamortized 
balance of Formal Case No. 1053 costs. Pepco challenges OPC's recommendation to decrease 
the amount of unamortized Fomal Case No. 1053 costs reflected in rate base. Pepco argues that 
in F o d  Case No. 1053, the Commission approved a three-year amortization of the 13-month 
average of total costs incuned.221 Pepco contends that OPC is proposing to roll forward a fkll 
two years after the end of the test period to pick up the average unamortized cost balance at 
December31, 2010.222 

126. No party opposes Pepco's proposed O&M expense. We find the Company's 
adjustment reasonable and, therefore, the Commission accepts the adjustment. However, as it 
relates to the unamortized defmed Formal Case No. 1053 costs, the Commission agrees with 
OPC that the reflection of these costs in rate base should be concurrent with the b t  year of the 
rate-effective period of this proceeding. The costs are known and measurable. The Company's 
argument that using the 2010 average would effectively be "rolling forward a fkll two years after 
the end of the test period'= incorrectly characterizes the related costs. The average 
unamoxtized cost balance for the 13-months ending December 31,2010, includes costs beginning 
within a year after the end of the test year. Therefore, the Company's reliance on Formal Case 
No. 869 is misplaced. In Formal Case No. 869, the Commission refused to consider the final 
increment of the Ohio Edison capacity because it would not begin until 18 months from the close 
ofthe test period. The expense was too remote fiom the test year.224 ~n the instant case, the cost 
calculation begins within a year fiom the close of the test period. Remoteness from the test year 
is not at issue as it relates to this adjustment. Formal Case No. 1076 costs (RIMA No. 12) are 
calculated based on the expected first year of the rate-effedive period. The Commission finds 
that because Formal Case No. 1076 costs are based on the first year of the rate-effective period, 
and because the average Formal Case No. 1053 unamortized cost balance is known and 
measurable for that first year of the rate-effective period, those costs should be used in the 
Formal Case No. 1053 calculations as well. 

OPC R Br. 11. 

Id. 

zzl Pepco Br. 6. 

Pepco(4C) at 5 (Hook Rebuttal). 

Pepco (4C) at 53-4 (Hook Reburcal). 

In re Potomac Electric Power CO., Formal Care No. 869, Order No. 9216,lO DCPSC 23,l IO (1989). 224 
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3. Uncollectible Expense . 

127. Pepco. Pepco proposes to increase O&M expense by $300,000 @.MA No. 16) 
fiom $3.142 to $3.442 million to reflect the budgeted 2009 level of uncollectible expense.225 

128. OPC. According to OPC, Pepco has not supported its projected 2009 
uncollectible expense for the District of Columbia or for its distribution-related costs, nor has the 
Company shown that its methodology is reasonable. OPC states Pepco derived its 2009 
Maryland, District of Columbia and total uncollectible expense by utilizing the total net write- 
offs and the total reserve adjustments for 2007 and 2008 for the District of Columbia and 
Maryland, and compared them to total District of Columbia and Maryland billed revenues.226 
OPC challengesthis adjustment in that it includes revenues beyond distribution revenues and the 
District is disproportionately impacted by the higher bad debt ratio estimate for Maryland. OPC 
also contends that the level of uncollectible expense appears to be significantly impacted by 
adjustments to bad debt reserve made by Pepco in 2007 and 2008, instead of being based on net 
write-offs of uncofiectible~.~~ Further, the Company’s projection methodology factors in total 
budgeted revenues for the District of Columbia and Maryland and i s  not specific to distribution 
S e r v i c e . m  

129. OPC recommends that the percentage of the historic average of net write-o&,to 
revenues, which the Company has not calculated, be applied to the adjusted test year revenues to 
determine a normalized ugallectible cost to include in rates.229 OPC contends that the amount 
included in the test year includes not only the net wiite-ofi of account balances but also 
adjustments to the bad debt or uncollectible reserve. Additionally, the test year amoht includes 
the impact of amounts expensed to increase the bad debt reserve that are not specific to 
distribution-related accounts receivable balances being written 0ff.2~’ OPC estimates the tbree- 
year average (2006-2008) of D.C. distribution-specific uncollectible expense to be $1.28 million, 
$2.16 million less than requested by the Company.231 

130. AOBA. AOBA contends that P co’s proposal is not reflective of the expense it 
should anticipate for the rate-effective period’ AOBA argues that a three-year (2007-2009) 

Pepco (C) at 14 (Hook); Pepco (C)-1 at 19; P e p o  (40 at 13 (EiookRebuttal). 

OPC (A) at 36 (Ramas). 

225 

227 Id. at37. 

228 Id. 

Id. at 39. 

Id at38. 

OPC Br. 75; Tr. 866-867. Initially, OPC recommended that bt-year uncollectibles be set at $1.01 million. 
OPC (A) at 41 and 42 (Ramas). 

Id. 
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historical average of actual writeo& would be more a~propriate."~ The three-year average is 
$2.98 million, $458,000 less than the Company's proposed $3.44 millioam 

131. Pepco Rebuttal Pepco counters that the Commission's policy has consistently 
been to set rates based on the conditions that are likely to exist during the rate-effwtive period, 
and, for that reason, it allows post-test-year adjustments and  projection^.^^ Pepco argues that its 
forecasts are accurate. Pqco indicates that its budgeted uncollected expense was $3.44 million; 
its actual expense for the twelve months ended September 30,2009, was $3.50 million, and its 
year-to-date (September 30,2009) recorded amount on an annualized basis was $3.53 
Pepco claims that OPC's suggested $1.28 million uncollectible expense is slightly more than 
one-half the write+& likely to occur in 2009, without taking in account the need for allowance 
for reserve balan~es.2~~ Pepco argues that the use of the average of 2006-2008 data introduces 
significant regulatory lag, since uncollectible amounts are not written off until six months &a 
the fact.238 

DECISION 

132. Pepco proposes an adjustment to test-year operating expenses to reflect the 2009 
budgeted amount of uncollectible expense.239 Both OPC and AOBA object to using the 
budgeted amount of uncollectibles. OPC proposes a three-year historical average of actual write- 
offs net of collection, with no recognition of a reserve balance:40 while AOBA proposes a three- 
year average because it believes that the bud eted amount is not reflective of the expense Pepco 

tacitly, that the economic crisis has had an impact on uncollectible~?~~ The data presented by 
Pepco in this proceeding, however, does not show a discernable trend in the actual uncollectible 

will incur during the rate-effdve period. 24f All the parties acknowledge, either implicitly or 

233 

234 

235 

236 

137 

738 

239 

240 

24 I 

242 

AOBA (A) at 53-54 (Oliver). 

Id at 54, 

Pepco Br. 39, citing Fomd Case No. 1053, Order No. 14712, fl7,208-209 (citations omitted). 

Pepco (4C) at 14 (Hook Rebuttal). 

Id. at 16. 

Id at 15. 

Pepco (C) at 19 (Hook); Pepco (4C) at 13 (Hook Rebuttal). 

OPC (C) at 38-39 (Ramas). 

AOBA (A) at 53-54 (Oliver). 

OPC Br. 2; AOBA ( A) at 53-54 (Olivex); Pepco Br. 38. 
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rate. In determining the allowance for uncollectibles, the Commission is concerned with Pepco’s 
actual bad debt experience, not the potential for bad debts, which may or may not be realized. 
Despite Pepco’s contention that its post year budgeted uncollected expense is accurate, Pepco 
has not unequivocally shown that the budgeted amount is reflective of the rate-effective period. 
Pepco majntains that reliance on a three-year average is indefmible in light of current economic 
conditioELs?43 However, the economy hasi shown signs of improvement. In fact, Pepco’s 
testimony was revised to reflect the improvement in financial conditions and the subsiding of the 
economic crisis?44 Pepco’s 2009 uncollectible expense appears to be an anomaly and not 
reflective of rates to be expected in the rate-effective period. Therefore, we .reject Pepco’s 
adjustment to use ,the 2009 budgeted uncollectible expense. 

133. We have often used a three-year average to provide normalization for expenses 
that fluctuate flom year to year. Expense fluctuations may be the result of such things as revenue 
fluctuations or the general state of the economy. Nevertheless, we believe the use of a three-year 
average may dampen the unusual volatility experienced in 2009 and result in under-recovery. 
Therefore, we determine that the average of 2008 and 2009 uncollectible expense best reflects 
the rate-effective period., for this proceeding only. 

4. Storm Restoration Costs 

134. Bepco. Pepco proposes to normalize O&M expense associated with storm 
restoration efforts (RMA No. 17) to its three-year average level consistent with Formal Case No. 
1053. This would result in an increase of the three-year average storm damage costs of $517,000 
and O&M expense of $1 90,922?45 

135. OPC. OPC contends that costs (such as base salary, wage costs and employee 
benefits) which comprise more than half of this adjustment would have been incurred regardless 
of the storm and should not be included in the normalized adjustment. OPC asserts that storm 
damage costs should be limited to incremental, non-labor costs that were specifically caused by 
the storm and that an employee labor cost adjustment is reflected in other adjustments, 
specifically, wages and employee benefit costs?& OPC submits that Pepco’s wages and salaries 
adjustment presumably includes overtimerelated costs which include overtime for storm-related 
costs?47 OPC argues that Pepco has not demonstrated that the level of overtime costs 
incorporated in its wage annualization adjustment is not reflective of normal, recurring overtime 
levels. According to OPC, Pepco’s test year storm damage restoration costs of $190,922 should 

243 

244 Tr.239. 

Pepco Br. 40, n. 178. 

245 Pepco (C) at 14 (Hook); Pepco (C)-1 at 20; See Formal Case Nu. 1053, Order No. 14712, fl195,199. 

OPC (A) at 43-44 (Ramas). 

241 Id. at45 
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be reduced by $74,775 (the labor component to the adjustment), reducing storm damage 
restoration costs by $265,697?48 

136. Pepco RebuttaL The Company responds that storm restoration efforts result in 
higher than normal labor costs, which are b definition incremental and that there is no 
duplication of the adjustment to labor co~ts.2~' To exclude labor costs from the three-year 
normalized amount would defeat the purpose of normalization.so Pepco contends that OPC's 
argument ignores the fact that the storm damage normalization adjustment in this case is not 
driven by 2008 labor costs, which are the subject of other adjustments, but by 2006 costs which 
are ~urther, ~ e p c o  claims that storm costs are not typical of on-going O&M activities, 
which it argues is the premise of OPC's conclusion that labor is addressed in other adjustments. 
Pepco asserts that during storms all Company employees become available to work storm-related 
activities which increase the storm workforce by 59-60 percent. Pepco argues that these costs are 
"all subject to u n d  increases during siguificant storm events due to extended overtime at time 
and a half and double pay, shift differentials, holiday pay, changes of shifl payments,  et^.''^^ 

DECISION 

,137. We agree with Pepco that storm restoration efforts do result in higher than normal 
labor costs, which are by definition incremental. The Company has satisfactorily explained its 
storm damage restoration adjustment, Labor costs increase during storm events due to overtime, 
pay and shift differentials, and the use of all available personnel (labor and management) to 
respond to Based on our review of the record, there is no evidence of duplicative 
overtime labor costs. Therefore, the canmission approves Pepco's adjustment to normalize 
O&M expense associated with storm restoration efforts to its threeyear average level consistent 
with Formal Case No. 1053. However, in the next rate case, the Company should more clearly 
demonstrate that storm expense is "incremental" and that its internal labor costs (and in 
particular basdnon-overtime wages) have not been incurred elsewhere such that they are additive 
or incremental costs. Moreover7 the Company is directed to clearly separate out storm-related 
labor costs fiom its wage and salary adjustment in its next rate case. 

' 

. 

248 

249 

zio Id. 

251 ~ e p c o ~ r . 3 7 .  

252 

253 

Id at 45; OPC (A)-3, Sch. 14. 

Pepw (4C) at 19-22 (Hook Rebuttal). 

Pepco (3D) at 21 (Gausman Rebuttal). 

Pepco (3D) at 21 (Guasman Rebuttal). 
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5. Interest Synchronization 

138. fepco. Pepco proposes to increase D.C. Income Tax (“DCIT”) and Federal 
Income Tax (“FIT”) expense (RMA No. 27) by $312,000 and $985,000, respectively, to reflect 
the synchronization of interest expense for income tax purposes with that inherent in the 
Company’s return on rate base.254 Pepco represents that this treatment is in accordance with the 
Commission’s decision in Formal Case No. 1053 and prior cases. Pepco explains the 
Company’s interest synchronization adjustment is based on the weighted cost of debt of 3.57 
percent comprised solely of long-term debt?55 

139. OPC. OPC recommends an adjustment to synchronize interest expense used to 
calculate income based on the embedded cost of debt and capital structure recomended by 
OPC. OPC recommends a weighted cost of debt that includes both short-term and long-term 
debt of 3.47 percent. OPC also uses its adjusted rate base of $841,923 in its calculation. OPC 
indicates that the resulting adjustment to net operating income is $3.49 million?56 

DECISION 

140. Pepco and OPC used the same method of calculating interest synchronization and 
its approach is in accordance with Commission precedent. The difference in its recommended 
adjustment reflects the diffaenm in its proposed rate base and weighted cost of debt. 
Accordingly, we approve the Company and OPC’s method of adjustment and its approach, but 
the interest synchronization adjustment must reflect the Commission’s decision in this 
proceeding related to the weighted cost of debt and the adjusted rate base. 

C. OPC’s Proposed Adjustments 

1. Directors’ & Officers’ Liability Insurance 

141. OPC. OPC recommends that Directors’ and Officers’ Liability insurance (“D&O 
insurance“) expense be shared 50150 between shareholders and ratepayers, reducing insurance 
costs by $163,379y5’ OPC argues that the purpose of D&O insurance is to protect shareholders 
h m  decisions of the Board of Directors. Ratepayers have no role in choosing the Board of 
Directors or the Company officers. OPC asserts in the event that Pepco’s officers and directors 
are successfully sued by its shareholders, it is shareholders and not rat ayers who will be 
compensated for the losses incurred due to mismanagement or impropriety. 2 

Pepco (C) at 17 (Hook); Pepco (C)-1 at 30 (original filing). This adjustment was amended and reflected m w 
Pepco’s November 20,2009, filing (Responses to Transcript Data Requests) (November 20,2009). 

2~’ Id. 

OPC Revised Revenue Requirement Schedules, OPC (A)-3, Sch. 18 (Ramas). 

OPC (A)-3, Scb 17 (Ramas). 

OPC (A) at 50-51 (Rams). 
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142. Pepco RebuttaI. D&O insurance, Pepco submits, enables the Company to: (1) 
attract and retain competent directors and officers; and (2) protects the Company's balance sheet 
from losses due to lawsuits that could divert needed capital firom  vestments made to provide 
reliable service to custorner~?~~ Increasing sa t iny  and the risk exposures related to corporate 
governance decreases the ability to maintain a highquality board and senior management team 
Pepco notes that the vast majority of all publicly-held companies purchase D&O insurance. 
Pepco indicates that OPC neglects to consider the necessity for publicly-held companies to have 
D&O insurance and contends that it ultimately benefits customers. Pepco notes that the 
Commission has approved Eull recovery of D&O insurance premiums in all its prior rate cases. 
Pepco asserts D&O insurance is a reasonable and necessary cost of doing business for any 
publicly-traded corporation26o and that OPC's adjustment should be rejected. 

DECISION 

143. The Commission finds that Pepco has met its burden of persuasion for the 
inclusion of D&O insurance costs in rates. D&O insurance is a necessary and reasonable 
expense to attracting and retaining qualified officers and directors and a reasonable cost of 
business. Therefore, we reject OPC's proposed adjustment. 

D. Pension and WEB Expenses @sue No. 

1. Pension Expense 

144. Pepco. The Company, in RMA No. 15, seeks to increase rate base by $20.09 
million and O&M expense by $6.3 million, consistent with the treatment approved in Formal 
Case No. 1053, for 2009 pension and OPEB costs as estimated by the Company's independent 
actuary, Watson Wyatt Worldwide?62 To keep costs under control, Pepco indicates that PHI 
entities made a $300 million cash infusion to the Company-wide plan, of which Pepco made a 
$170 rnillion contrib~tion?~~ 

. 

* Pepco (4c) at 23-25 (Hook Rebuttal). 

PepwBr. 43. 

migrated h e  NO. Sa asks, '2s the level of Pension and OPEB expenses in the revenue requirement just 
and reagonable?" 

Pepw (C) at 14 (Hook); Pepco (C)-1 at 18 of 33; Pepw (2C) at 3-4. (Hook Supp.). See Order No. 14712, 
112,113. In the November 20,2009, filing, the overall increase to rate base was revised to $20.09 million and 
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the O&M expense was revised to $6.3 million. 
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145. OPC. OPC agrees that the Company's proposed level of OPEB expense is 
reasonable?@ However, OPC contends that Pepco's proposed pension expense is not reflective 
of the costs that will be incurred in the rateceffmtive period. OPC noted that Pepco proposes an 
increase f?om%he test year level of $8.558 million to $25.196 million, a 194 percent increase?6s 
which includes Pepco's pension costs and PHI Serw-ice Company costs allocated to Pepco. 

146. OPC argues that the primary driver behind the increase in pension costs is the 
actuarial loss (26.6 percent) experienced by the pension plan during 2008?66 The actuarial 
assumptions for 2008 had assumed a long-term rate of return on plan assets of 8.25percent. 
According to OPC, two components of the pension expense calculation were impacted by the 
loss: the corn onent for the expected return on plan assets; and the net loss (gain) amortization. 26P 

147. OPC argues that pension costs for the rate-effective period will be lower than the 
2009 costs Pepco projects?a OPC indicates that fiom 2006 through 2008, Pepco made zero 
cash contributions to its pension plan assets. In 2009, Pepco made a significant contribution 
($170 million) to the pension plan assets. OPC submits that larger expected return on plan assets 
as a result of this contribution serves to reduce pension costs. Further, the funding of the pension 
plan assets served to reduce future pension costs for many years while earnings on plan assets 
offset the expense?69 Also, pension expense is projected by Pepco to signiscantly decline &om 
2009 to 2011 on a total PHI basis?70 OPC concedes that pension costs for the rate-effective 
period will likely be hi&er than the historic test year amounts, but maintains the costs are likely 
to be lower than the current year level as a result of the cash infusion into the plan?71 While the 
2009 cost is known and measurable, it is neither known nor likely to be reflective of the costs in 
the rate-effwtive period. OPC recommends that costs be based on an average of actual 2008 and 
2009 pension and OPEB expenses. Therefore, OPC recommends that pension expense be 
reduced by $1.94 million2" 

264 

26s 

OPC (A) at 51 (Ramas). 

OPC (A) at 51-54 (Rams). Initially, on direct, Pepco proposed a pension expense of $22.138 million. 

Id. at 53-54. 

Id. 

OPC (A) at 52-54 (Ramas). 

269 In 2009, Pepco contriiuted $170 million to the pension plan, with the expected contribution on a total PHI 
basis of $300 million. OPC states the impact of these cash contributions on pension expense actUariat calculations 
will be more N l y  realized in 2010. Id at 55. 

270 OPC (A) at 55-56 (Ramas). 

OPC Br. 92. 

OPC (A) at 57 (Ramas). 
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148. AOBA. AOBA challenges both the pension and OPEB expenses alleging that 
2009 ex ense levels are higher than the costs the Company anticipates in the rate-effective 
period?’ AOBA contends that even if the estimates for 2009 are reasonably accurate, there is 
no basis to assume that they will remain at the 2009 level for 2010 and beyond. AOBA states 
that, just as the stock market decline in 2008 led to the surge in the Company’s estimated 2009 
pension expense, the rebound of the market over the past several months a n  be expected to yield 
a decline in estimated 2010 pension costs. AOBA contends that it would be more appropriate to 
use a three-year historical average of pension and OPEB c0sts.2~~ Based on its recommendation, 
AOBA’s adjustment reduces pension and OPEB expense by $3.49 

149. Pepco Rebuttal. Pepco modified its request and proposes an increase in its 
pension ex ense to $25.196 million to reflect a subsequent valuation by Watson Wyatt 
Worldwide!76 Pepco contends OPC “has not demonstrated that Using the simple average of 
2008 and 2009 pension expense as a predictor is any more reasonable than would be any other 
random assumption about the 2010 level of expense.7y277 Pepco argues that OPC’s proposed 
treatment would violate the ratemaking principles which OPC elsewhere defends that 
adjusbnents should not reflect predicted changes more than 12 months beyond the test year?78 
Pepco contends that AOBA‘s recomMendafion (use of a three-year average) should likewise be 
rejected because AOBA has not offered any evidence that a three-year average will be 
representative of pension and OPEB costs in the rate-effective peri0d.2~’ 

2. Prepaid Bemion Asset 

150. QPC. OPC also asserts that it would not be appropriate to reflect the impact of 
the 2009 actuarial valuation on the prepaid pension asset in rate base. OPC submits that net-of- 
tax, the prepaid pension asset should be reduced b $814,000 on a Pepco distribution-related 
basis and $299,796 on a District of Columbia basis?‘ OPC also contends the calculation of net- 
of-tax prepaid OPEB liability was in error and should be corrected. OPC submits that the 
adjustment necessary to reflect the corrected net-of-tax OPEB liability is an additional $633,000 

AOBA (A) at 51 (Oliver). 

274 Id. at41. 

275 AOBA (AM (Oliver). 
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offset to rate base on a Pepco distribution-related basis and $233,134 on a District of Columbia 
basis?*’ 

151. OPC argues that Pepco has not established that irreparable injury to its financial 
metria is inevitable unless it receives an,immediate order for regulatory asset treatment of its 
increased pension costs?82 OPC states that, to date, it has not seen where Pepco’s 2009 pension 
expense has negatively affected Pepco’s credit rating or financial rnetri~s.2~~ 

152. Pepco Rebuttal, The Company asserts that OPC has provided no basis to use an 
average of actual 2008 and 2009 pension asset data Additionally, it avers that OPC uses the 
average expense for 2010 while using the average rate base for 2009, which results in a 
mismatch of the asset with expense. In fact, Pepco contends that the average net-of-tax balance 
of the prepaid asset d be significantly higher in 2010 than 2009. Finally, Pepco argues that, if 
the expense level is updated to reflect 2010, then so too should the corresponding rate base 
component.2B4 

DECISION 

153. While Pepco argues that its pension costs should be based on the final 2009 
Watson Wyatt Worldwide actuarial report, AOBA correctly points out that, even if the estimates 
for 2009 are reasonably accurate, there is no basis to assume that they will remain at the 2009 
level for 2010 and beyond. Pepco states that there has been significant improvement and 
stability in the capital markets, and, as noted previously, the Company acknowledges that the 
stock market has shown recent signs of improvement. 285 As stock prices improve, pension costs 
will decline as shown in the actuarial report. The record shows that pension expense is projected 
by Pepco to significantly decline from 2009 to 2011.286 The actuarial report estimates that 
pension costs will decline from a high of $95.25 million in 2009 to $69.1 million in 2011.28’ 
Moreover, the 2009 projections do not reflect the PKE entities’ $3 million contribution to the 
pension plan assets. We agree with OPC that pension costs for the rate-effective period will 
likely be higher than the historic test year amounts, and that costs are likely to be lower than the 
current year level as a result of the cash infusion into the plan. 

282 OPC Q at45 (Bright). 

Id. at46-47. 

284 Id at 29. 
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154. Based on the record, it is clear that the extreme volatility experienced by Pepco 
will not likely continue in the future and that an averaging that recognizes 2009 as an anomaly is 
appropriate. A two-year average (2008-2009) will appropriately recognize the higher expense 
incurred by Pepco, also will recognize that 2009 was an unusually bad year and provide the 
Company’s pension assets with an opportunity to rebound. Therefore, for this case and this case 
only, Pepco’s pension costs will be estimated for the rate-effective period based on a two-year 
(2008-2009) average of actual pension costs. The prepaid pension asset will, for this proceeding 
only, likewise be calculated based on a two year average (2008-2009). The Commission’s 
decision on these two adjustments shall not be viewed as precedent going forward. Finally, the 
Commission also accepts the Company’s proposed level of OPEB expense as reasonable. 

E. Pepco Employees and Employee Related Costs (Issues No. 5b)’88 

1. Wage and Salaries 

155. Bepco. Pepco proposes to increase O&M expense by $422,000 (RMA No. 13) to 
reflect annualized employee salary and wage increases which occurred d&g the test year 
(March 1, 2008, for exempt employees, and June 1, 2008, for union/bargainjng Unit 
em~loyees)?~’ This adjustment also includes a 2.0 percent wage increase effective Junel, 2009. 
There was no non-union wage merit increases in 2009, so there is no adjustment to non-union 
wages beyond the annualization of the March 1,2008, increase. Pepco represents that the level 
of employees and employee-related costs reflected in the test year represents the Company’s best 
estimate of what it thinks it will experience in the rate-effective period. The amount of the 
adjustment to wages takes into account changes in em loyee levels, consistent with the 
Commission-approved treatment in Formal Case No. 1053. 2 8  

156. OPC. OPC contends that the Commission should (1) disallow the Company’s 
projected 1.5 percent union wage increase effective June 1,2009; (2) correct the average number 
of test year employees used in determining the test year wage increase annuahation; and (3) use 
the July 31, 2009, employee counts for determining the test period wage annualization 
adj~~.stment.’~* 

Designated Issue No. 5b asks, “Do Pepco’s representations regarding number of employees and employee- 
related expenses accurately portray the number of employees and employee-related expenses that the Company will 
experience during the rate-effective period?” 

Pepco (C) at 12-13 (Hook); Pepco’s initial request was $384,000, which was subsequently revised in its 
November 20,2009, @a. See Pepco’s November 20,2009, response to Transcript Data Requests, page 18. 

Id. 

”’ OPC Br. 92. 
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157. In support of its first contention, OPC states that the union contract expired on 
May 31,2009 and Pepco, nine months after the end of the test year, s t i l l  has not provided a new 
union contract or disclosed the percentage wage increase for 2009 allowed for in the new 
contract?= Therefore, OPC submits tbat the 2009 wage increase is not known and certain, and 
too remote from the test year. 

158. As for OPC’s second contention above, OPC asserts that Pepco should use a 13- 
month average number of employees (exempt and union) to calculate the impact of annualization 
of the 2008 wage increases and the projected 2009 bargaining unit in~rease.2~~ OPC claims that 
the number of employees used by Pepco differs fiom both the 12-month and 13-month average. 
Pepco applies a reduction factor to apply to the annualized wage increases in the prior rate case 
(F.C. No. 1053). The Company derived its reduction based on the number of employees at the 
end of the test year as compared to the average number of employees during the test year. The 
13-month average test year numbers for exempt and bargaining unit employees are 306 and 
1,056, respectively?94 

159. Finally, because the number of employees continues to decline, OPC applies a 
reduction factor it says is consistent with Formal Case No. 1053, utilizing a post-test year 
employee count based on most recent known and measurable data. OPC therefore uses the 
actual number of exem t and bargaining unit employees, which, as of July 31, 2009, was 299 
and 1,03 1 respectively. 285 

160. Based on the above, OPC proposes an adjustment that reduces Pepco’s wage 
annualization adjustment by $131,000?% 

161. Pepco Rebuttal. Pepco responds that the union COIltract was ratified on 
September 3,2009, with a 2.0 percent wage increase (0.5 percent more than estimated) just over 
eight months after the end of the test year?97 This makes the increase known and measurable. 
Pepco submits that OPC acknowledges that the remoteness argument does not apply to known 
and measurable changes occurring within one year of the end of the test year!98 Pepco contends 
in addition that OPC’s remoteness argument is contradictory to its recommendation that the 

292 

* Id. at63. 

QPC (A) at 60-62 (Ramas). 

* I d a t m .  

~ 9 ’  Id. at64-65. 

296 Id. at65. 

297 

298 Tr. 894.896. 

Tr. 351-352; Pepco (4C) at 30-31 (Hook Rebattal). 
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Commission calculate the wa e and salary adjustment using a July 2009 headcount as opposed to 
an end of the year headcount. 5 9  

2. Employee Health and Welfare Costs 

162. Pepco. As for employee health and welfare costs, the Company proposes to 
increase O&M expense @MA No. 14) by $315,000 to reflect changes in employee health and 
welfare costs in the rate-effective period O0 The Company urges the Commission to accept its 
forecasts of trends in costs in tha% they are s u p p o d  by expert judgment3o1 The proposed 
increase consists of: (1) an eight percent escalation of test year medical costs ($877,000); (2) a 
five percent escalation of test ear dental costs ($54,000); and (3) a five percent escalation of test 
year vision costs (%13,000)?o’ Pepco also includes employee club costs of $132,000, of which 
$9~~000 is associated with an md dinner for ~ e p c o  ~ P I O Y ~ ~ S ? ~ ~  

163. OPC. OPC argues that RMA No. 14 should be rejected in its entirety. It claims 
that the escalation factors are unsupported, ignore changes in the employee benefits plans that 
would o@et costs increases and are inconsistent with the actual trends in benefit costs 
expbrienced by the Company over the past several years?04 More significantly, OPC contends 
that Pepco does not identify how the changes and/or revisions. to its medical, dental, and vision 
plans going into effect in 2009 wil l  impact overall costs. OPC states that Pepco’s benefit trends 
generally are based on a regional survey of six companies in Virginia, Maryland, and the District 
of Columbia. However, the escalation factors used by Pepco did not appear in the survey. In 
addition, the survey does not appear to factor in changes in Pepco’s medical, dental and vision 
plans strucfures or changes in cost sharing between employers and 

164. OPC further asserts that, on average per-employee, medical and prescription costs 
have declined between 2007 and 2008. Overall medical costs decreased by 0.4 per-t in 2007 
and increased by 1.0 percent in 2008. Clearly, OPC asserts, Pepco has not justified the 8 percent 

Pepco (4C) at 32-33 (HookRebuttal). 

Pepco (C) at 13-14 (Hook). Changes associated with medical, dental and vision plans reflect anticipated 
percentage increases developed by the Human Resources Department based on surveys conducted by Lake 
Consulting, a consulting actuary. 

30‘ Pepco Br. 35, citing Poromac Elect& Power CO., F o d  Gzse No. 785, Order No. 7716 at 38-39 (1982) 
(“we are inclined to accept the indications of 1982 trends and the judgmental predictions of the experts as to the 
continuation of those trends with respect to the cost of money”). 

300 

Pepco (C)-1 at 17. 

See Pepco’s Response to OPC follow-up data request OPC 19-26(c) (Exhibit OPC (A)-30), and OPC’s 303 

revised fevenm requirement schedules, Schedule 12, filed November 20,2009. 

OPC (A) at 66-67. 

Id at 67-68. 
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medid escalation rate that it proposes for 2009. Therefore, OPC recommends that Pepco’S 
proposed $3 15,000 increase in employee benefit costs should be denied3% 

165. As to Pepco’s $132,000 employee club costs, OPC recommends that the 
Commission deny the entire amount including funding for the ann& dinner fimction and other 
employee club events in light of the cment economic environment. This cost should be funded 
entirely b shareholders. Therefore, OPC concludes that test year expense should be reduced by 

. $44,036: ;Y 

166. Pepco Rebuttal Pepco argues that the benefit survey is reliable to use as a basis 
for future projections and states that, based on annualized data reflecting eight months of actual 
2009 experience, the projections are 99 percent accurate?o8 Pepco also notes that OPC witness 
Ramas agreed on cross examination, that the forecast was accurate and acknowledged that she 
had no information to refute the accuracy of the n~mbers .3~~ Regarding employee club costs, 
Pepco argues that, in addition to the small dollar amount, the expenditure reflects the Company’s 
aim of attracting and retaining 

DECISION 

167. It has been the Commission’s policy to include collectively bargained union wage 
increases that are known and measurable in rates in order to more accurately reflect cost in the 
rate-effective period?” In keeping with its practice, the Commission will authorize Pepco’s 1.5 
percent union wage adjustment that the Company originally expected would.be effective June 1, 
2009, five months after the end of the test period. However, the Commission finds that it cannot 
approve the entire 2.0 percent increase that is represented to be included in the ratified contract. 
Although Pepco claims that the contract has been ratified, much is not known regarding the 
contract, Pepco has yet to present the contract to the parties and to this Commission to review 
and evaluate the scope and effect of the negotiated concessions made by the Company and its 
rate impact, if any. Additionally, the Commission y t s  Pepco’s headcount as modified by 
OPC, to reflect the reduction in the number of employees. 12 

306 Id. at69. 

307 Id. at 70. This represents the D.C. postion of the expenses. 

Pepco (4C) at 32-33 (Hook Rebuttal). 

Tr. 901-902. 

Pepco (4C) at 35 (Hook Rebuttal). 

See Formal Case No. 929, Order No. 10387. 

OPC (A) at 60-64. Tr. 1242. 

310 

311 
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168. As for employee health and welfare costs, the Commission accepts Pepco’s 
proposed adjustment which reflects changes in employee health and welfhre costs in the rate- 
effective period.313 The Company had urged the Commission to accept forecasts of trends in 
costs which are supported by expert j~dgment.3’~ The actual 2009 employee health and welfare 
benefit costs support the accuracy of the Company’s forecast. The costs are knom and 
measureable. However, the Commission rejects that portion of Pepco’s adjustment that relate to 
employee club costs. Mthough the dollar amount is small and Pepco’s effort to increase 
employee morale is commendable, this is a cost that shareholders, and not ratepayers, should 
bear. 

IF. Pepco’s Proposed Threeyear Rolling Average of Pension Costs, 
OPEB, and Uncollectible Expenses (Issues Nos. 8 and 

169. Pepco. To smooth out the impact of unusually high 2009 pension costs, Pepco 
proposes a surcharge to collect a threeyear rolling average, rather than each year’s actual costs, 
of its volatile pension costs, uncollectible expenses, and other post-employment benefit 
(“OPEB”) expenses?’6 The surcharge would be reset annually, and any difference between the 
surcharge amount and the actual expense for each year would be deferred as a regulato 
assetfliability and treated as a recoverable cost of service in the Company’s next rate case. 
According to Pepco, the impact of its “Volatility Mitigation Surcharge” (“VM tdfl“) would be a 
$3.4 million reduction in ~epco’s revenue requirement in the present case.318 

3% 

170. Alternatively, Pepco proposes to use ordinary base rates (rather than an annually 
updated surcharge) to collect its pension/OPEB/uncollectible expenses, set at a three-year 
average Under this alternate proposal, “any differential between the bee-year average 
level reflected in base rates and the current-year expense is deferred as a regulatory asset upon 
which capital costs accrue at the authorized rate of returo.”320 Pepco contends that this 

313 Pepco (C) at 13-14 (Hook). 

314 Pepco Br. 35, cifing Potomac Electric Power Co., Formal Case No. 785, Order No. 7716 at 38-39 (1982) 
(‘“...we are inclined to accept the indications of 1982 trends and the judgmental predictions of the experts as to the 
continuation of those trends with respect to the cost of money”). 

315 Designated Issue No. 8 asks, ‘?s Pepco’s proposal to recover a rolling b y e a r  average of pension costs, 
other post-employment benefits, and uncollectible expenses through a surcharge, and to defer for future recovery or 
r e h d  the difference between the average and actual incurred amounts, reasonable?“ Designated Issue No. 8a asks, 
‘% Pepo’s alternative d e f d  proposal reasonable?” 

316 See Pepco (A) at 30 (Kamerick); Pepco (G) at 14 (Bumgarner). 

Pepco (C) at 22-24 (Hook); Pepco (A) at 30 (Kamerick). See also OPC (C) at 29-30 (Bright). 

318 

319 

320 

Pepco (C) at 23-24 (Hook); Pepco (A) at 30-31 (Kamerick); Pepco (G)d (Bumgarner). 

Pepco (2A) at 5 (Kamerick Supp. Direct). 

See Pepco (C) at 24- 25 (Hook); Pepca (G) at 15 (Bumgarner); OPC (C) at 39-40 (Bright). 
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dtermtive is workable because, “although it hurts the Company’s &sh,flow, it provides for cost 

171. OPC. In opposing Pepco’s initial proposal, OPC points out that the Commission 
rejected a similar Pepco proposal in Formal Case No. 1053, on the grounds that pensiodOPEB 
costs do not require any different treatment than Pepco’s other operating expenses?” OPC 
argues that the alleged volatility of the pension and OPEB expenses in this case is not materially 
different from the variability that the Commission found insufficient to justify a departure h m  
test year ratemaking in Formal Case No. 1053?= Nor do Pepco’s “uncollectibles” show 
sufficient ‘’volatili~ to justify a OPC argues that the spike in Pepco’s 2009 
pension costs reflects the recent economic downturn, that it is not representative of the future, 
and that it does not show that pension expenses are t y p i d  so volatile that they should be 
recovered through an extraordinary surcharge OPC asserts that a surcharge 
would undercut Pepco’s incentive to control its pension, OPEB, and uncollectible expenses. The 
Company’s proposed VM tariff contains only perfimctory procedures that OPC contends do not 
present a meaningfhl opportunity for review by OPC and other intervenors?26 OPC notes that 
the Maryland Public Service Commission recently rejected a similar surcharge request from 
Delmarva Power and Light. In sum, OPC argues that Pepco has not justified a surcharge for 
recovering its pension costs, OPEB, and uncollectible expenses. OPC concludes that these are 
ordinary operating expenses that should be considered in traditional ratemaking procedures. 
OPC submits that there is no support for P co’s claim that a surcharge is necessary to avoid a 
downgrade in the Company’s credit rating. 3 3 )  

321 Pepco (2A) at 6 (Kamerick). 

322 OPC (C) at 29-32 (Bright), citing Formal Case No. 1053, Order No. 14712,1365. 

323 See OPC Br. 138-140; OPC R Br. 57-58; OPC (C) at 34. “Although the amount of D.C. pension expenses 
.shown on OPC’s Exhibit varied from a negative $600,000 in 2001 to $3.8 million in 1994, and the D.C. OPEE3 
expense varied from $2.2 million in 1994 to S . 6  million in 2007, this Commission concluded [inFonnclr Case No. 
10531 that such fluctuations in expense did not justify a deparhu-e from test-year ratemaking.” Id 

324 Id. at35  

325 Id. at 34,36. OPC also states the $3.4 million revenue reduction associated with Pepco’s proposal occurs 
only because a three-year average is less than the immediate 2009 ‘‘spike“ in Pepco’s pension costs. ‘By using the 
average expenses to lower the amounts included in the initial sun;hargey Pepco is giving up only a very short term 
reduction in cash flow in exchange for a guaranteed recovery of these expenses on a dollar for dollar basis.” OPC 
(C) at 37 @right). 

326 Id at 38-39 (OPC also states the surcharge VM tariff rider “does not provide for the recovety of the 
Cpossible $10 million] regulatory asset/liab%ty between general rate proceedings,” though ‘Pepco witness 
Bumgarner indicated that a provision would be added if the Commission approves the mechanism”). 

327 OPC Br. 137; OPC R Br. 56-58; OPC (C) at 39. 
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172. OPC opposes Pepco’s alternative proposal on similar grounds. It claims that 
Pepco’s alternative proposal entails a higher revenue requirement than the VM tariff surcharge, 
because “it includes an accrued retum on the regulatory asset and the surcharge does not.” OPC 
contends that the Commission should sim 1 set Pepco’s pension, OPEB and uncollectible 
expenses at reasonable, representative levels. 232;y 

173. OPC argues that Pepco’s recent multi-milliondollar contributions to its pension 
fund (approved by the Commission over OPC’s ~bjec t iom)~~ do not support the Company’s 
request for extraordinary relief on its 2009 unrecovered pension expense. Those contributions 
were made to satisfy mandatory pension funding requirements, and OPC claims that P co’s 
proposal to include them in rate base will more than recover these amounts from ratepayers. %o 

174. AOBA. Echoing many of the same contentions as OPC, AOBA objects to 
Pepco’s new proposed surcharge. AOBA argues that a surcharge would recover increasingly 
large pension and OPEB costs outside of normal ratemaking procedures; it would make these 
costs more difficult to verify; it would undercut Pepco’s incentives to manage its pension, OPEB, 
and uncollectible expenses; and it would shift risk on these costs to ratepayers who are not in a 
position to manage them.33’ Further, AOBA contends that the surcharge allows only a shortened 
period (60 days) for parties to review the prudence of costs flowed through the surcharge, and no 
opportunity for review or comment by parties other than Commission stafK332 

OPC (C) at 40 (Bright). OPC urges tbat, if the Commission imposes a surcharge, it should apply only to 
pension costs which have “&own somewhat greater vansbility year-to-yeaf than OPEB and uncoliectiile expenses. 
“Second, the Commission should specify that any surcharge mechanism is not intended to be permanent and that 
Pepco will have the burden of showing * * * why any deferral mechanism should remain in place. Third, the 
Commission should make clear that Pepco is not entitled to eam a return on any regulatory asset that should accrue 
for under-recovered amounts.” Finally, OPC suggests that an annual open hearing should be held on any smhrge, 
with the burden of proof on Pepco to justie the reasonableness of any expenses includd in the surcharge. Id at 40- 
41. 

329 

328 

See Formal Case No. 1053, Order No. 14712, 

OPC Br. 143; OPC (C) at 47-48 (Bright). 

331 AOBA (A) at 72,71-82 (Oliver). AOBA contends that the surcharge rider VM proposed by Pepco is also 
technically flawed First, Pepco’s rolling 3 year average would always be based in part on estimated costs (not 
actual costs as Pepco suggests). Second, Pepco proposes to treat pensiodOPEB/uucoliectiiIe expenses as a 
“regulatory diabi l i ty , ’ ’  improperly suggesting that, even befbre these expeases are examined, they are 
presumptively recoverable in fiture rates. Finally, the surcharge contains no effective date or schedule for annual 
filings. See id. at 73-75. 

102-113.; Order No. 14832, fA[ 6-16. 

To reasonably assess the prudence of Pepco’s pension and OPEB costs, AOBA argues, one would have to 
examine whether Pepco has limited its use of “defined benefit’ pension plans or replaced those programs with 
“defked contribution” pension plans whose costs can be more easily controlled. Pepco’s pension and OPEB 
would have to be compared with those for other electric distribution utilities, and reasonable limitations and conlrols 
would have to regulate how pension and OPEB costs are charged by PHI to Pepco. AOBA (A) at 80-82. 

332 
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175. AOBA also disagrees with Pepco's alternative suggestion to create a regulatory 
asset for future recovery of the amount by which Pepco's actual pension, OPEB, and 
uncollectible expenses exceed the level allowed in base rates. AOBA contends that this proposal 
would diminish Pepco's incentives to control costs, and shift risks to ratepayers that traditionally 
have been borne by the Company. Pepco's regulatory asset approach provides no assurance that 
only ''prudently incurred" pension costs would be allowed.333 

176. With the significant uptum in the stock market during the second half of 2009 and 
the improvement in the economy, AOBA argues that Pepco's early forecasts overstate its actual 
requirements for fiture pension, OPEB, and uncollectible funding.334 

177. W T A .  WMATA points out that, over the period 2007 through 2009, pension 
costs are responsible for most of the volatility and increase in Pepco's pension, OPEB and 
uncollectiile expenses. WMATA graphically presented the evidence on Pepco's year-by-year 
pension, OPEB and uncollectible expenses (in thousands of dollars) as follows:335 

Pension OPEB Uncollectibles Total 
2007 $7,280 $11,075 $2,367 $20,722 
2008 $8,558 $10,800 $3,142' $22,500 
2009 est, $22,138 $10,915 $3,442 $36,495 

If Pepco were granted a surcharge, WMATA argues, this would reduce its risks, thereby 
reducing its cost of capital and warranting an adjustment of Pepco's ROE.336 

178. The surcharge mechanism in Rider VM is preferable, WMATA argues, to 
Pepco's "regulatory asset" proposal because the VM surcharge adjusts up and down with the 
swings associated with the expenses. FsrM1ATA argues that the surcharge in Rider V M  should 
include only pension expenses, which acco.int for a significant portion (10 percent) of Pepco's 
operating expenses, and which are outside Pepco's control and volatile because they are related 
to the financial markets. WMATA argues that, by contrast, Pepco's OPEB and uncollectible 

are not volatile or unpredictable, and they should remain as part of Pepco's base 

179. Pepo Rebuttal. The Company defends its three-ya amortization proposal for 
pension/OPEB/uncollectible expenses as a "typical regulatory approach,'' often used to prevent 

333 Id. at 76-82. 

3H AOBA R Br. 20-23. 

335 

336 

337 

See W T A  (A) at 14 (Foster). 

WMATABr. 6,8,9; W T A  (A) at 14-15. 

WMATA Br. 8-9; WMATA (A) at 15-16. 
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rates being set based on an unusual expense went.33g To support its proposition, Pepco cites 
F o d  Case No. 922 where the Commission accorded Washington Gas Light Company “an 
opportunity to frle for an annual increase for OPEB related costs” on the ground that “without 

_ _ _  . this mechanism, Washington Gas may not be able to record a regulatory asset, which will 
significantly damage the Company’s earnings.” For similar reasons, Pepco seeks to recover 
volatile pension, OPEB, and uucollectiile expenses in this Pepco avers that there is 
‘tolatility fiom year to year” in these costs because of changes (beyond Pepco’s contr:l in the 
discount rate and the financial markets that impact the amount of PHI’S pension liability. do 

180. Pepco argues that OPC is simply speculating in wing a simple average of the 
Company’s 2008 and 2009 pension expenses to estimate the level of pension expense that should 
be reflected in the rate effective period beginning in January 2010.341 

181. The Company also objects to setting pension and OPEB expenses at the three- 
year average level, as AOBA recommends, without creating an associated regulatory asset 
covering the difference between that average level and the actual expense in~urred.~’ While 
some of the expenses recovered under Rider VM would be estimated costs, Pepco contends that 
they would be continually subject to true-up so the Company would not over-recover actual 
expenses. Equally without merit is AOBA’s claim that Rider VM implies Cornmission pre- 
approval of the prudence of the costs. Pepco asserts, to the contrary, that the Rider does not 
foreclose prudence review; in fact, it requires Pepco to furnish the Commission staff with 
sufficient workpapers for the review and audit of the surcharge. Pepco contends also that there is 
no merit in AOBA’s objection that many pensiod0PEB costs covered by the proposed 
surcharge are billed to Pepco by PHI. Pepco argues that these pensiodOPEB costs are no less 
real or necessary for Pepco because they relate to PHI Service Company 

182. Moreover, Pepco argues, the originally estimated pension costs could now be 
replaced by actual cost figures.344 Pepco submits, assuming the expense levels are updated ts 
reflect the final 2009 actuarial report, OPC has correctly stated the necessary revisions to OPEB 
liability, namely a $7.6 million reduction to D.C. distribution-related rate base, or a reduction of 

338 

339 

Pepco (3A) at 22 (Kamerick). 

Pepco R Br. 41-42, citing Wmhingfon Gas Light Co., Formal Case No. 922, Order No. 10307 (1993). 

Pepco (3A) at 23- 25. 

Pepco (4C) at 25-27 (Hook). 341 

392 Id. at27-28. 

4u Pepco R Br. 42-43. 

344 See Pepca (4C) at 28-29. Pepco objects to OPC’s proposed adjustment to prepaid pension costs unless the 
Commission should decide that actual 2009 expenses should be used. M o m m ,  Pepco cautions that the timing of 
the expense and rate base components should be the same, so that “if the expense level is updated to reflect calendar 
year 2010,” as OPC proposes, ‘then 60 too should be the conesponding rate base componenL”Id. 

i 
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$233,000 from the Company’s original filing. The Company also submits Pepco Exhibit (49-8 
to show the adjustments that would be made if both 2009 actual pension costs and 2009 actual 
OPEB expenses were used in calculating Pepco’s rates. The exhibit also reflects the correction 
to the computation ofthe OPEB 1iability.3~~ 

DECISION 

183. The Commission rejects the Compahy’s surcharge proposal and directs Pepco to 
continue recovering these expenses through rates. We are persuaded by the evidence presented 
by OPC and WMATA that no striking “volatility” is shown in Pepco’s OPEB and uncollectible 
costs, and it is less than that found insufficient to j u s Q  a surcharge in Fonnal Case No. 1053. 
There was a spike in Pepco’s 2009 pension costs, but this appears to be an anomaly. 

184. Traditional ratemaking treatment, instead of a surcharge, is supported by the fact 
that Pepco Wed to show that the recent volatility in its pension costs is likely or expected to be a 
rwming issue. As pointed out by the parties, the stock market has improved. A surcharge 
would guarantee a dollar-fordollar recovery of these specific costs and would diminish the 
Company’s incentive to control those costs. The Company failed to show that a 
pensiodOPEB/uncollectibles surcharge is necessary to avoid serious harm to Pepco’s financial 
well-being. Accordingly, we find no justification on fhis record for ordering specialized rate 
treatment by excluding these classic, ongoing utility expenses from the standard, contextual 
ratemaking analysis. 

G. Pepco’s Proposed Regulatory Asset Treatment of Its 2009 Pension Costs 

185. Pepco. The Company alternatively seeks regulatory asset treatment o€the excess 
of its 2009 pension expenses over what is currently being recovered in Pepco’s rates. (OPEB and 
Uncollectibles were not included in this quest.) Pepco states that the rates set in this case will 
not become effective until 2010. However, the spike in its 2009 pension expenses will have to 
be recorded on the Company’s books in 2009. Unless its requested accoutlting treatment is 
approved in 2009, Pepco argues, it will not have any opportunity to earn its authorized rate of 
return and its stock prices and bond ratings will be adversely a f € b ~ t e d . ~ ~  

186. Pepco avers that its pension expenses have increased dramatically from $2.791 
million a year (the amount reflected in Pepco’s current rates) to $8.153 million a year (Pepco’s 
calendar year 2009 O&M pension expenses as estimated on March 1,2009) to $9.280 million a 
year (the Company’s calendar year 2009 O&M pension expenses as estimated more recently).347 
Though expense items often show some variation, Pepco argues that its 2009 pension costs 
should be given special accounting treatment because of the sheer size of this unexpected 

345 Id. at29-30. 

u6 

w Id. at 2,74. 

Pepco Br. 74-79; Pepco R. Br. 43; A f i h i t  of Pepco mtness Anthony J. Kamerick at 2-4. 
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expense, which was caused by the impact of the current economic crisis on the value of its 
pension fund a s ~ e t s . 3 ~ ~  To support its position, Pepco cites South Carolina Electric and Gas 
Company, S.Car. Docket No. 2009-36-E, Order No. 2009-81, where the South Carolina 
Commission authorized the establishment of a regulatory asset to ,track the $26.7 million decline 
in value of a utility’s pension fund assets due to current economic conditions. 

187. In supplemental direct testimony, Pepco witness Hook testified that the regulatory 
asset covering 2009 pension costs would be approximately $6.5 million. Pepco would amortize 
this sum over a three-year period which would increase Pepco’s revenue. requirement by 
approximately $2.5 milli0n.3~~ 

188. OPC. OPC argues that stock market fluctuations in the value of Pepco’s pension 
assets do not justify special regulatory treatment for Pepco’s pension costs. OPC contends that, 
ordinarily, the risks of stock market fluctuations are borne by the utility. OPC notes that, to date, 
the 2009 pension expense issue has not negatively affected Pepco’s credit rating or financial 
metria or caused ‘cineparable harm.’350 

189. OPC points out that the Commission recently rejected a similar Pepco request in 
Formal Case No. 1053.351 There Pepco requested a surcharge to permit recovery of its pension 
and OPEB expenses, arguing that financial conditions including stock market fluctuations cause 
its pension-related expenses to deviate significantl from its test period expenses. OPC argues 
that the Commission properly rejected this claim. 3 2  

190. OPC’s supplemental direct testimony notes that, in Order No. 15540, the 
Commission rejected Pepco’s request for an immediate order for regulatory asset treatment of its 
2009 pension ~ o s t s . 3 ~ ~  Further, OPC notes that none of the jurisdictions to which Pepco has 
applied (Maryland, New Jersey and Delaware) has authorized Pepco to treat its ,2009 pension 
expenses as a regulatory asset. 

191. OPC argues that Pepco has not shown that its 2009 pension costs have. 
dramatically affected its financial status, threatened its credit rating, or justified regulatory asset 
treatment for its pension c0sts.3~~ OPC concludes that ~epco’s  request for a pension related 

348 Id. a t 2 4  

Pepco (3C) at 1-2 (Hook). 

OPC (0 at 45,46 (Bright). 

Id. at 44. Formal Case No. 1053, Order No. 14712,q 365. 

OPC (C) at 46-47. 

OPC (2~) at 4 @right). 

320 

351 

351 

’ ~ 3  

’54 .Id. at 6-10 (Bright). 
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regulatory asset of $6.5 million amounts to impermissible “single issue ratemaking and 
retroactive ratemaking.’73s5 

192. Pepco Rebuttal. The Company retorts that, contrary to OPC’s submissionS, 
Pepco’s proposed tracking mechanism for pension costs is used by m a y  utility companies and is 
consistent with the widespread use of ROE incentives, riders, trackers, and other cost recovery 
rnechani~ms.3~~ Pepco contends that other jurisdictions are now actively considering Pepco’s 
request for regulatory asset treatment of its 2009 pension ~ s t s . 3 ~ ~  

193. The Company states that its pension costs spiked dramatidy in 2009, yielding a 
$6.5 million shortfhll. Pepco claims that were it denied authorization to collect that $6.5 million 
shortfall, it would equate to a loss of “approximately 60 basis points in rate of return, which 
translates to over 130 basis points retum on equity.” While OPC discounts the impact of this on 
Pepco’s financial ratings, Pepco asserts that Fitch‘s rating service recently noted (September 2, 
2009) that Pepco’s “stable” credit rating assumes that regulatory Commissions “will provide 
reasonable and timely recovery of costs incurred by PHI’S utility subsidiaries, including pension 
costs.‘’358 Moody’s Investor Service also stated in August 2009 that a utility’s ability to timely 
recover costs is critical. The Company argues that %e inability to recover as a regulatory asset 
the 2009 pension expense not recovered through rates effective in 2009 is detrimental to the 
Company in areas that encompass 90 percent of what Moody’s takes into account when deriving 
our credit 

DECLSION 

194. The Commission rejects Pepco’s alternative proposal seeking the creation of a 
‘kegulatory asset” for recovery of its pension costs. Our decision here is in accord with our 
recent ruling in Formal Case No. 1053, where we rejected a comparable tracking proposal?* It 
also accoIds with the recent decision of the Maryland Public Service Commission, which 
rejected a similar request by Delmarva Power & Light for a surcharge, or a~~ortization, of large 
pension and OPEB costs incurred because of the recent &nomic None of the 

3s5 OPC (2C) at 11; OPC (C) at47-48. 

3s6 Pepco (3B) at 85-87 @lorin). The pension costs at i sw  are from a c m t  period, Pepco notes, so OPC is 
mistaken in claiming that estabhhmm of a regulatory asset would constitute retroactive ratemaking. Pepco R Br. 
44. 

3s7 

3s8 Pepm (4A) at 2-5. 

359 Id at3-8. 

360 OrderNo. 14712, f 365. 

361 

(December 30,2009). 

Pepco (4A) at 2 (Kamerick). 

See In re Delmanta Power & Light Cornparry, Maryland PSC Case No. 9192, order No. 83085 at 12-16 
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other jurisdictions to which Pepco has applied (Maryland, New Jersey and Delaware) has 
authorized Pepco to treat its 2009 pension expenses as a regulatory asset. 

Ordinarily, the risks of stock market fluctuations are borne by the uaty?& 
Traditional ratemaking analysis is well-suited to address fluctuations in pension costs. Pepco did 
not demonstrate that its financial situation is as precarious, or that its pension b d  losses were as 
extreme, as was the case for the South Carolina utility that received ‘kegulatory asset‘’ relief in 
the South Carolina Electric and Gas Company case.363 Regulatory asset treatment might 
diminish Pepco’s incentives to control its pension costs. We also have considered the 
wxnmunity comments objecting to high pension cost recovery by Pepc0.3~ The Commission 
finds that, on this record, Pepco failed to carry its burden of proof to justifi a departure from 
traditional ratemaking procedures for recurring pension costs. 

195. 

H. Transactions between Pepco and Other PHT Affiliates (Issues Nos. 7 and 7a) 365 

196. Pepco. The Company submitted a benchmarking study by the Hackett Group to 
support the reasonableness of its affiliate transactions. The study compares Pepco to 27 other 
electric utility companies on: (1) the ratio of “Administrative and General‘, (“A&G‘’) expenses ta 
total des; and (2) the ratio of total A&G expenses to net utility ~ l m t . ~ ~  Hackett concluded that 
PHI Service Company’s costs are in line with its peers and are therefore reasonable?67 

197. OPC. OPC seeks a $189,000 reduction in Pepco’s Distrid operating expenses to 
eliminate an error in which the PHI Service Company over-allocated deferred compensation 
costs to Pepco. OPC indicates that Pepco has agreed to make this carrection?68 OPC also seeks 
to eliminate from Pepco’s operating expenses $170,691 in one-time, non-recumhg District- 

s’ See, e.g., Order No. 15540,q 11. 

363 our decision today safeguards P ~ O  against any c‘significant damage” to the Cmnpany’s earnings. 
Accordingly, this case is very different from In re Washington Gas Light Co., Fonnal Cast NO. 922, Order No. 
10307 (1993) (cited by Pepco’R Br. 41-42), where special regulatory treatment was found neceswy to avoid 
damage to the utility. 

364 See4[456 infia- 

365 Designated Issue No. 7 asks, “Are the PHI Service Company costs charged by Pepco reasonable?” 
Designated Issue No. 7a asks, “Are the benchmarla f i led by Pepco reasonable and do they suppoxt the costs charged 
toPepcoY 

366 

367 

368 

Pepco (A)-1 at 1,2 (Kamerick). 

Pepco Br. 62-63; Pepco (I) at 4,5,9,10 (Snowball). 

OPC Br. 128; OPC (C) at 16 (Bright). 
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allocated costs that PHI Service Company paid to outside consultants for work on its “Utility of 
the Future” initiati~es.3~~ 

198. Over the longer term, OPC recommends several Commission actions to facilitate 
further inquiry into the costs (over $160 million in direct and allocated charges) that have been 
allocated to Pepco by PHI Service Company. First, OPC asks the Commission to issue a final 
Affiliate Transactions Code of Conduct for energy utilities in D.C. in F o d  Case 1009. 
Second, OPC requests an audit of the transactions between Pepco and its afliliates as well as‘an 
audit of Pepco’s adherence to the new Code of Conduct.37o Third, OPC contends that Pepco 
should be required to submit more information about its “afliliate traasactions,” both in 
Compliance Filings and in annual filings of FERC Form No. 60 with this Commission. 
Otherwise, OPC states that it is waiting for the results of the independent audit that the 
Cornmission ordered in Formal Case No. 1053 to assess many of the costs that PHI’S Service 
Company has allocated to Pepco in the Di~trict.3~~ 

199. OPC submits a list of reasons why it considers Pepco’s bencbmark study 
defective and why the study should not be used to determine the reasonableness of the PHI costs 
that were allocated to Pepc0.3~ More fundamentally, OPC questions whether any benchmark 
study which does not exclude unreasonable costs from all the c%enchmark& companies (such 
as executive incentive plan and supplemental retirement plan costs of the kind that this 
Commission has excluded from Pepco’s recoverable costs) should be used to decide the 
reasonableness of the “affiliate charges” borne by Pepc0.3~~ 

200. OPC argues that comparing the ratio of A&G expenses to sales is not meaningful. 
Moreover, OPC states that Pepco reports a ratio of A&G to sales that is higher than that of PHI’S 
other utility affiliates. Similarly, OPC points out that another PHI-aiated electric utility has a 
lower ratio of total A&G expenses to net utility plant than Pepco. OPC contends the implication 
is that Pepco may be allocated disproportionate A&G costs within the PHI gr0up.3~~ 

369 

370 

371 

OPC IC) at 16-17; see &a OPC Br.128. 

OPC Br. 126-127; OPC (C) at 12,ll-14. 

See OPC Br. 127-128; OPC (C) at4-5,12-13, citing F o m l  CaseNo. 1053, OrderNo. 14712,q 170. 

OPC (C) at 17-27 (Bright). The study is based on a small sample of peer group companies; the data for the 
peer group companies was based primarily on years prior to 2007; the A&G costs included in the study represent 
only about 60% of the costs charged to Pepco by the PHI; revenue is used as the primary driver for the Finance and 
Executive 62 Corporate Services functions which represent 62% of the A&G costs studies; the median companies 
included in the Finance and Executive & Corporate Services bc t ion  peer group had substantially less revenue than 
PHI, which causes a dirtortion of these benchmark ratios in favor of PH[; study lacks the qualitative analysis 
(executive interviews, stakeholder surveys, and recommendations) that would have yielded a deeper analysis. 

373 

374 

electric companies is comparable to Pepco, or how Pepco’s A&G expenses are reasonable. 

OPC Br. 135; OPC (C) at 26. 

Id at 27-29. OPC argues that., in any event., Pepco witness Kamerick failed to show how his sample of 27 
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201. AOBA. AOBA argues that the Commission should deny Pepco any increase in 
Service Company charges over the levels currently included in Pepco’s D.C. distribution rates. 
AOBA a r p s  that Pepco has not shown the rwonableness of any of the “ m a t e  costs” 
allocated to it. Instead, AOBA contends that Pepco witness Snowball’s benchark study 
addresses only vaguely-defined holding company costs (not the costs allocated by holding 
companies to utilities). Unlike a normal third-party service contract, the Service Agreement 
between Pepco and PHI places no limitations on the dollar amounts or number of h o v  that the 
Service Company can bill to Pepco. AOBA contends that there are no criteria for assessing the 
adequacy, timeliness or quality of the Service Company’s performance. The Company’s 
benchmarking study does not compare the cost of services provided by PHI against what the cost 
would be if the services were provided by Pepco or an independent third party. Nor does the 
study address whether the PHI Service Company costs charged to Pepco are in line with similar 
charges made to other ~tilities.3~’ 

202. Pepco Rebuttal. The Company defends its benchmarking study as one that 
contains “appropriate peers” for comparison with PHI, because of its correlation with PKI on the 
“core demographics of revenue, countries and employees.” Pepco argues that OPC’s criticism 
about the lack of a service company within the organizational structure of the peer group 
companies is of no moment, because “Hackett eliminates these organization diffsrence by 
evaluating the full cost of the process to the company - regardless of where the activity occurs.” ’ 

376 

203. Pepco claims the study appropriately focuses on A&G costs because it provides 
the Commission with an opportunity “to get deep down into prodmtivity-type measures to figure 
out if the services that [the] Service Company was providin were comparable to other similar 

study excludes costs that are not subject to allocation to Pep~o,’~’ and it shows the 
reasonableness of the total Service Company A&G costs assigned to P y .  Pepco indicates that 
older labor costs in the study were appropriately adjusted for inflation3 Pepco also claims that 
“the methods by which these Service Company costs are directly charged or allocated to Pepco 

services being provided and paid for by other c~mpanies.”~ 4 In focusin on A&G costs, the 

375 

376 

377 Id. at 66-67. 

’ 7 ~  The study covers A&G costs that are cllarged or allocated to both regulated and non-regulated entities 
within PHI, including Pepco. Pepco Br. 65; Pepco (30 at 8. “Groups within the Service Company, which provide 
services directly @:(I) one or a discreet number of regulated utilities; or (2) non-regulated aftlliatea, were not 
kluded within the scope of the benchmark study.” Id. at 8-9. “In other words, if the costs were not subject to 
allocation to Pepco, they were excluded. The excluded groups were associated with engineering, call center and 
non-regulated activities of energy business affiliates.” Pepco Br. 65-66; Pepm (30 at 8-9. 

379 PepcoBr.64-65 

AOBA Br. 32-34; AOBA (A) at 66-70 (Oliver). 

Pepco Br. 63; Pepco (30 at 3-7 (Snowball). 
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are covered b the PHI Cost Allocation Manual, which has been approved by the ~ornmiss ioa ’~~~  B 

204. The Company states that its sfildv is one in which the “Finance and Executive & 
Corporate Services (ECS) comparisons are normaliied using revenue.” OPC criticizes the 
smaller size of the comparison peer companies, but Pepco argues that its “normalization” 
procedure accounts for this difference in size and that ECS activity is driven more by revenue 
than by other fhctors such tis number of employees, cost of goods sold and number of legal 

205. In response to AOBA’s contentions, Pepco claims that its study properly assesses 
the costs of a particular service based on “Hackett’s definition of a particular A&G process, not 
how each individual company may internally define such a process.” Pepco acknowledges that 
its benchmarking study did not compare services provided in-house with those that PHI 
outsourced. The study did., however, factor in outsourced costs as part of a total aggregated cost 
against which to compare peer group data382 

206. With respect to ‘Utility of the Future Costs” which OPC challenges as one-time 
consultant expenses, P q c o  explains that these costs relate to a variety of ongoing projects and 
activities. While they were categorized under a general “UtiIity of the Future” umbrella, these 
costs are for initiatives that would have been undertaken anyway as part of Pepco’s ongoing 
utility ~pe ra t ions .~~~  

DECISION 

207. The Commission finds that the Company’s presentation is generally similar to the 
one that Pepco made in Formal Case No. 1053, where the Commission approved Pepco’s 
recovery of the PWaf€iIiate costs docat& to it384 ~ e p c o  has justified its recovery of 
PHI/affiliate costs under the standards in our earlier case. The Commission is persuaded by 
Pepco’s testimony to also allow recovery of the disputed $170,691 in ‘Vtility of the Future” 
operating expenses, since these appear to be on-going recurring expenses for a variety of 

380 

381 See id at 9-12. 

382 Id. at 12-14. 

38’ Pepco R Br. 39-40; Pepco (4C) at36 (Hook); Pepco (3D) at 15-16 (Gausmiin). 

384 In Fonnal Case No. 1053, &e Commission had only an esiimate that Pepco’s D.C. customers were being 
allocated mughly $37 million of PHI Service Company costs. Formal Case No. 1053, Order No. 14712, !j 154 160. 
In this case, Pepo is seeking to recover approximately $41.3 million of PHI Service Company costs h m  District 
ratepayers, 811 increase of approximately $4.3 million, or 11.6%. See OPC Exhibit (C)-1, Pepco response to OPC 
Data Request 3-38. 

Pepco (30 at 6, 14 (Snowball). 
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traditional utility activities and projects, not onetime non-recurring expenses. While the parties 
object to certain costs, no party has shown that the PHI Service Company has been inefficient or 
ineffective in the services that it provides to Pepco, or that the PHI/&iate costs allocated to 
Pepco are unreasonable. The only exception, which OPC and Pepco have agreed to, is that 
$189,000 should be deleted fiom Pepco’s D.C. operating expenses to e1himt.e an over- 
allocation of defmed compensation costs from the PHI Service Company to Pepco. 

208. The Co&nission still has some outstanding concerns regarding the level of costs 
that the PHI Service Company is incurring and then allocating to its subsidiaries including 
Pepco. We agree with OPC about the desirability of: (a) issuing a final Code of Conduct for 
energy utilities in the District in Formal Case No. 1009; (b) requiring Pepco to submit more 
Xormation about its m a t e  transactions in its Compliance Filings and in annual filings of 
FERC Form No. 60 with this Commission; and (c) ordering a more investigative audit of the 
transactions between Pepco and its affiliates. To address OUT concerns, the Commission has 
decided to order an independent audit and operational review of the PHI Service Company and 
Pepco to determine the reasonableness of the costs that are being incurred by the Service 
Company, and allocated to Pepco, as well as the effectiveness of Pepco’s operations. This will 
be a prospective review. It will look at management, operating practices and procedure, and the 
services provided to Pepco, to determine its effectiveness and efficiency and whether the costs 
being incurred and allocated to Pepco are reasonable and appropriate. To save costs and improve 
our own efficiency, we will consider a regional approach working in coordination with 
Commissions from other This will require Commission action in other dockets 
as well as in this case. Separate orders, to be issued later, will address all these matters in more 
detail. 

I. Past AMI Expenses (Issue No. 9) 386 

209. Pepco. The “smart grid” program embraced by Pepco’s Blueprint for the Future 
includes a commitment to implement Advanced Metering Infhsmcture (‘AMP’). The Company 
now seeks to amortize, over a three-year period, the December 31, 2008, balance of its AMI 
start-up costs in the District, while including the unamorthed portion in its rate base. Pepco 
indicates that the start-up AMI costs at issue (some $91 1,000) were incurred in 2007 and 2008 
primarily for outside consultants and reassigned Pepco employees, who were investigating 
customer needs and planning to make AMI work. P claims that the only AMI costs at issue 
are “incremental costs,” not previously accoutlted for. 

385 

management audits. 

%? 

We note that two other jurisdiction, New Jersey and Delaware, have already undertaken PHI/aEiliate 

386 

expended for AMI reasonable?” 
Designated Issue No. 9 asks, “Is Pepco’s proposal to include in proposed rates amomts previously 

See Pepco Br. 80,82-83; Pepco (A) at 5-8 (Kamerick); Pepco (C) at 16-17 (Hook) (discnssing Adjustment 
26). The start-up AMI costs ‘‘support the fnture installation and i n w o n  of a meter data management system, the 
AMI requirements development, AMI software applications, and the overall management of the project” Pepco @) 
at 13 (Gausman). ‘“We also developed Requests for Proposals and sent them to vendors to obtain pricing 

387 
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210. In June 2009, the Council passed an emergency statute authorizing recovery of 
Pepco’s AMI costs?88 The Council subsequently passed the Fiscal Year 2010 Budget Support 
Second Emergency Act of 2009 (“Budget Act”) which effectively approves the implementation 
of AMI in the District of Columbia389 T h d e r ,  Pepco received a $44.6 million fderal grant 
for its smart grid/AMI activities under the American Recovery and Reinvestment Act of 2009 

However, neither the D.C. statute nor the federal grant covers Pepco’s start-up 
AMI costs incurred in 2007 and 2008P9’ 
(((ARRA,?)s390 

22 1. Pepco argues that these start- AMI costs should be treated as a regulatory asset 
subject to Commission review for prudence.’ The Company also argues that ‘iegulatory asset” 
treatment is appropriate because it had ample evidence h m  which to conclude that its recovery 
of AMI start-up costs was “probable.” According to Pepco, this evidence included support by 
the Commission and OPC for the Company’s AMI pilot program; the record of prior 
Commission hearings relating to AMI, communications fiom the Commission; the CounciI’s 
enactment of twc? pieces of legislation su porting AMI; and the Commission’s leadership role at 
Njit s . - . Iing AMI initiatives. 393p 

- 
information for a a e m  data management system, JT systems (software and hardware) and AMI  systems consisting 
of metem. commi:-:cation equipment and soilware. * * * we [also] formulated detailed business cases for each of 
P’ :V. at 14. 

&e L: d Metering Infrastructure Implementation and Cost Recovery Authorization Emergemy Act of 
2009, (Bill 18-29 ict 181107) (June 18, 2009) (calling on Pepco “to net any ubllity cost savings .resulting firom 
AMI deployment from the regulatory assev’ and specifically reserving the Commission‘s authority to review 
Pepw’s AMI expenses for prudence). 

389 

15,2009). 

31KI See Tr. 51-52 120, 128, 130 eepco witness Kamerick). The ARRA statute appears at 123 Stat. 115,26 
U.S.C. $1 (February 17,2009). There are st i l l  open questions about exacUy how this ARRA money will be used in 
Pepco’s AMI activities. See Tr. 130 (Kamerick). These matters will be addressed by the Commission in F o d  
Case No. IOS6, In the Mbtter of the Application of the Potomac Electric Paver Company for Authorization to 
Establbh a Demand Side Management Surcharge and an Advance Metering Infiustructure Surcharge and to 
Establish a DSM Collaborative and an A2w Advisory Group ("Formal Case No. 1056’9 filed, April 4,2007. See 4( 
453, in f ra .  

391 The statute on AMI costs that was enacted by the Council appears to apply prospectively only, h m  and 
after the date of its enactment (June 18,2009). Technically, then, this D.C. statute does not apply to the 2007 and 
2008 AMI start-up costs at issue here in F o d  Case No. 1076. Similarly, testimony at the hearings indicated that 
Pepco’s recently-received federal grant money is not available to cover Pepco’s $91 1,000 in AMI start-up costs. See 
Tr.1456-1457 (coUoquy between Chairman Kane and Pepco witness Gausman) (US. DOE grant money does not 
cover Pepco’s 2007 and 2008 AMI expenses; iostead, it covers earlier AMI expenses only during the 90 day period 
(August, September, and October 2009) before the federal grant was made). 

392 

393 

Ibd 

See Fiscal Year 2010 Budget Suppod Second Emergency Act of 2009 (sill 18-443, Act 18-207) (October 

Pepco (A) at 6 (Kamerick). 

Pepco Br. 81; Tr.54,135,137-138,16165 (Pepco witness Kamerick); OPC Exhibits 2,3. 
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212. OPC. OPC objects to Pepco’s three-year AMI amortization proposal, arguhg 
that the Company is improperly using “regulatory asset” treatment as a means to retroactively 
recover AMI expenses incurred in 2007 and 2008?94 OPC claims that SFAS No. 71 and the 
FERC Uniform System of Accounts prohibit creation of a regulatory asset in the absence of a 
prior regulatory approval?95 Moreover, OPC argues that “the Company should not be 
encouraged to take a self-help approach of deciding that such unapproved retroactive costs.can 
be reclassified as regulatory assets on the assumption that it is ‘probable’ that the Commission 
will allow retrospective  recover^.)^^^^ 

213. OPC also argues that Pepco cannot show that, at the time it decided to create a 
regulatory asset in 2007, it had “available evidence” that its recovery of AMI start-up costs was 
“probable” under SFAS 71. OPC contends that the unspecific statements of alleged support by 
the Commission for Pepco’s recovery of the AMI expenses, aired for the first time on redirect 
examination, are far fkom sufficient to demonstrate that at the time the Company decided in 2007 
to defer its AMI expenses as a regulatory asset, it had available evidence to sup~o~~,:: 
determination that the Commission would probably allow fiture recovery of the expenses. 
Citing a Maryland PSC order, OPC argues that Pepco did not need to create a regulatory asset for 
AMI costs in order to obtain federal funding. 

214. OPC acknowledges that the Council passed legislation (D.C. Act 18-107) 
authorizing Pepco to implement AMI “if the Company obtains a &cient amount of federal 
funds” under the new ARRA statute. OPC argues that the statute should not have any impact on 
this case, because the Act does not address Pepco’s 2007 and 2008 expenses. Nor does that Act 
approve of Pepco’s unilateral use of a “regulatory asset” as a meafls tb retroactively recover AMI 
expenses incurred in earlier ~ears.3~’ 

OPC objects to Pepco’s 2007 AMl start-up costs as improper retroactive 
recovery.399 OPC also argues that because Pepco’s 2008 AMI expenses were a one-he, non- 
recurring “abnormal” contractor costs, they should not be included in Pepco’s test year expenses. 
OPC thus argues that Pepco should Write-off the entire $911,000 D.C. portion of its AMI 
expenses for 2007 and 20O8.4Oo 

215. 

3M 

39s 

’% 

397 

398 

399 OPC Br. 166-168. 

4w 

OPC Br. 154-168; PC R Br.59-60; OPC (C) at 50 (Bright). 

OPC Br. 156-160, OPC (C) at 50-56. 

OPC (q at 56 (Bright). 

OPC Br. 163; and see OPC R Br. 60. 

OPC Br. 164-166; OPC (C) at 58. Accord Tr. 927-928 (OPC witness Bright). 

Id. at 168; OPC (C) at 57,59. 



FC 1076, Pepco Base Rate Case 
Order No. 15710 Page 68 

216. A0B.A. Objecting to Pepco’s recovery of AMI start-up costs, AOBA argues tbat 
Pepco failed to show that these costs were “incremental.” Nowhere in its presentation does 
Pepco detail the base from which it measures “incremental” costs. AOBA submits that this 
Commission’s policies leave Pepco with considerable discretion as to how to treat expenditures 
that occur between rate cases. However, Pepco’s sweeping theory that it catl recover 
“incremental” costs from a prior period (which allegedly caused Pepco to exceed its authorized 
revenue) threatens to place all such costs beyond effective Commission scrutiny. Accordingly, 
AOBA opposes Pepco’s “incremental cost“ theory!o1 

217. Further, AOBA contends that Pepco has not shown that its AMI start-up costs 
were necessary or essential to its provision of distribution service. AOBA argues that Pepco has 
not yet demonstrated the cost-effectiveness of its proposed AM[ plan for the District of 
Columbia.4o2 

218. AOBA points out that the Company failed to obtain prior Commission approval 
for the creation of a “regulatory asset” to cover the AMI start-up costs that it elected to defer for 
future recovery. AOBA concedes that a “regulatory asset” can be created in some circumstances 

. for Pepco costs whose recovery is “probable.” However, AOBA argues that Pepco did not 
identify any specific “signals from the Commission or other documents” that supported its 
decision that AMI recovery was ‘Eybable” so as to justify the creation of a regulatory asset for 
2007 and 2008 AMI-related costs. 

219. In any event, AOBA contends that the three-year amortization is arbitrary, and 
fails to match the recovery of AMI start-up costs with the timing of expected benefits fiorn the 
AM[ system. AOBA concludes that if these AMI start-up costs are permitted in rates, they 
should be recovered over the fd l  expected 15-year iife of the associated AMI equipmmtw 

220. Pepco Rebuttal, Contrary to OPC’s submission, Pepco counters that its AMI 
start-up costs were prudently incurred, for the benefit of customers. The start-up AMI work was 
necessary to enable the Commission to review the cost-effectiveness of the technology. It helped 
obtain federal funding. Peppco argues that denying cost recovery would create a disincentive for 
Pepco initiatives that benefit ratepayers. Pepco argues that the overall prudence and cost 
effectiveness of the AMI project was shown in Formal Case No. 1056, and is supported by the 

40‘ 

402 AOBA Br. 27,28. 

4 0 ~  

4w 

AOBA Br. 27-28; AOBA R Br. 23-24. See generally AOBA (A) at 56- 61,82 (Oliver). 

Id. at 27; AOBA R Br. 23-24. 

AOBA Br. 28-29; AOBA R Br. 25. 
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District Government’s recent enactment o f .  legislation supporting the AMI projecL4O5 
Accordingly, Pepco argues that its 2007 and 2008 AMI start-up costs should be recoverable.406 

221. Pepw witness White proffers that the Company’s decision to m r d  certain AMI 
costs as a regulatory asset is consistent with SFAS No. 71 and FERC and GAAP accoUnting 
principles. Both of these standards provide that a regulatory asset may be established if recovery 
in future rates is ‘>robable.’*’ Moreover, Pepco argues that it did not need a prior regulatory 
order before these costs were recorded as a regulatory asset based on its interpretation of the 
standarci~.~’ Pepco proposes to treat its AMI start-up costs as a regulatory asset and to amortize 
them over a tbree-year period rather than expensing them in the year they were in~urre4i~*~ 
These are “incrmenM, one-time expenses in support of the AMI pject,” and Pepco argues 
they are properly treated as defmed expenses!10 

DECISION 

222. We find that the totality of events surrounding Pepco’s. AMI program 
implementation in the District of Columbia warrants Pepco’s recovery of its AMI start-up costs. 
Beginning in April 2007, the Company originally proposed the implementation of AMI in the 
District of Columbia as part of its “Blueprint for the Future” initiative?’* While this matter was . 
under Commission review, the fdmal government enacted the American Recovery and 
Reinvestment Act of 2009 (“ARRA’’)!’2 The ARRA authorizes the US. Department of Energy 
(‘DOE’’) to award grants up to 50 percent of the cost to facilitate the deployment of smart grid 
technologies, including AMI?13 In order to ensure that the District of Columbia was positioned 

4os 

406 

Pepco (3D) at 23-26 (Wman).  

Pepco RBr. 45-46; Pepco Br. 79-80,83. 

Pepco Br. 80-81; Pepco R .Br. 45; Pepco (3E) at 7-9 (White). Pepco argues that OPC quoted only part of 
the FERC standard for reporting costs as a reguiatory asset, and that the Company’s AMI costs fit under one of the 
FERC criteria that OPC neglected to mention. Id. Pepco Br. 81-82. 

Pepco Br. 80-82; Pepco R. Br. 45; Pepco (3E) at 6-10 (White). 

Pepco (4C) at 37-38 @oak), referring to Pepco (3E) at 6-10 (White) and Pepco (3D) (Gausman). 
According to Pepco, “A three-year amortization perid has historically been used in the District of Columbia to 
spread out the recovery of certain costs; a recent example would be the costs associated with Formal Case&Jo. 1053, 
which are cumntly being amortized over a three-year period. Costs associated with severauce programs have also 
been amoxtized over three years.” Id. at 39. 

410 

4‘1 

Pepco (3D) at 23-26 (Gausman). 

See Formal Case No. 1056 (April 4,2007). 

4‘2 

413 Id. 

See pub. Law 11 1-5 (February 2009). 
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to receive ARRA funding, the Council passed the Budget Act,414 which effectively approves the 
implementation of AMI in the District of Columbia, provided the Commission determines that 
the Company has received a sufficient amount of federai funds (presumably) to make AMI cost 
effecti~e.4'~ In October 2009, DOE granted Pepco $44.6 million under the ARU statute for 
AMI implementation, covering both future AMI expenses and some earlier AMI expenses 
incurred during the 90 day period before the federal grant was made? Subsequently, in 
December 2009, we determined that Pepco had received sufficient federal funds for AMI 
implementation in the District of 

223. These events support Pepco's proposal for recovery. We further conclude that 
these start-up AMI costs were prudently incurred. However, the Commission finds that Pepco's 
2007 and 2008 AMI start-up costs should be capitalized, and amortized over 15 ears - the 
average service life of AMI meters - rather than the three years requested by Pepc0.4~' The start- 
up AMI costs that Pepco incurred in 2007 and 2008 should be recorded in a tracking capital 
account and amortized over 15 years. Only the $911,000 in 2007 and 2008 start-up AMZ costs 
are at issue in this Pepco rate case, and only the capitalization and amortization of those start-up 
AMI costs will be reflected in the rates that we set today. 

224. We are not approving "regulatory asset' treatment for these AMI start-up costs. 
The Commission agrees with OPC and AOBA that "regulatory assel? treatment is not 
appropriate for costs incurred before the issuance of a regulatory order approving AMI 
implementation. Previously-incurred AMI start-up costs that are not recoverable under the 
ARRA grant are to be capitalized and amortized over 15 years, not expensed in Pepco's rates, so 
there is no retroactive ratemaking. We appreciate AOBA's concern about the sweeping nature of 

See D.C. Act 18-207 (October 15,2009). 414 

4's Id. 

4'6 We note that at the hearing ~ e p c o  correctly indicated that ARRA fiurding is available for AMI expenses 
incurred within the 90 day period before the October 2009 award. However, the Company's 2007 and 2008 AMI 
expenses do not suallfy to be paid by the new funding. See DOE FOA- DE-FOA-0000058, p. 37. 

4" See Fonnal Care No. 1056, In the Matter of the Application of the Potomac Electric Power Company for 
Authorization to Establish a Demmul Side Management Surcharge and an Advance Metering Inji-astructure 
Surcharge and to Establish a DSM collaborative and an AMI Advisory Group andFonnal Case No. 1070, In the 
Matter of the Investigation into the Potomac Electric Company 's Non-Aiw Demand Response Program, Order No. 
15629, fll4-15 (December 17,2009). 

nere was some variance in tht? evidence submitted about the average service life of AMI meters. TIE 
Commission is persuaded, however, that 15 years is a fair 6 p .  Testimony from Pepco witness Spanos was that the 
average service life of the new AMI meters is 15 years. Pepco (3H) at 24 (Spanos) (''manufacturera of the 
technohgy and utility meter specialists anticipate an average service life of 15 years. . . . Finally, the estimated 
parameters used by other electric utilities for tbe implementation of AMI meters is an average service life between 
12-18 years and a net salvage percent between 0 and negative 5 percent"). Accord Tr. 44245,450-459,478-479 
(Pepco witness Spanos) (though expected service life of a new non-AMI meter is about 39 years, the average service 
life of a new AMI meter is 15 years, in part because of its computer-based conyon&). See ako Commission Ex. 
No. 18. 
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Pepco's "incremental cost" theory. The start-up AMI costs being placed into a trackinghpital 
account will be subject to Commission scrutiny, Our decision properly spreads the recovery of 
these AMI start-up costs over the time when benefits are expected to be received &om the AMI 
s~stem.4'~ As a result of the 15-year amortization, Pepco's annual amortization expense is 
$60,708, as compared to $303,543 under a 3-year amortization. Based on a 15-year 
amortization, the average unamortized balance to be included in rate base is $880,274, as 
compared to $758,857 under a 3-year amortization. The average accumulated deferred tax (a 
reduction to rate base) is $365,171 under the 15-year amortization, as compared to $314,802 
under the 3-year amortization. 

M[. DEPRECIATION RATES (Issue NO. q420 

225. Pepco. Pepco proposes new depreciation rates to be applied to the District of 
Columbia assets for electric distribution and general plant. Pepco uses the straight-line remaining 
life technique method with the average life procedure:2* As it relates to the treatment of net 
salvage, the Company contends that its estimate of fbture costs results in the most reasonable 
interpretation of the i l l  service value of Company assets?22 Based on the difference between 
the depreciation rates proposed in Pepco's new Depreciation Study (filed December 31, 2008) 
and the currently qproved rates (approved in Formal Case No. 869), Pepco proposes an increase 
in depreciation expense (Rh4.A No.-25) of $4.7 million. Rate base wodd be reduced by $2.35 
sniIlion?U 

226. Pepm contends that ita depreciation study is reasonable; its proposed depreciation 
rates were computed with the appropriate District of Columbia book reserve; and its accumulated 
depreciation reserve is computed correctly based on the District of Columbia's jurisdictional 

The plant studied matched, as closely as possiile, the plant allocatdassigned to the 
. District of Columbia cost of service calculations. The accumulated depreciation reserve amounts 

were consistent with the plant balances that were studied and historical depreciation rates 

419 Pepco argued that its AMI start-up costs were largely employee costs (for hiring outside consultants, and 
moving around PHI/Pepco employees), not d a t e d  with AMI meters. There is no doubt, however, that these 
employee costs were associated (though not exclusively with AMI meters) with the start-up of the AMI program as 
a whole. 

420 

42' 

'22 Idat22. 

473 

million which would result in a decrease of%2.35 million in rate base. 

424 

Designated Issue No. 6 asks, "Is Pepco's depreciation study reasonable?" 

Pepco (H) at 8,12 (Spanos). 

Pepm (C) at 17-18 (Hook); Pepco (C)-1 at 28. A c c d t e d  depreciation would be increased by $2.35 

~ e p c o  ( 2 ~ )  at 4 (Browning). 



! 

FC 1076, Pepco Base Rate Case 
Order No. 15710 Page 72 

approved by the Commission and that served as the basis of the depreciation expense 
incorpoptmi in 

OPC. OPC counters that Pepco’s depreciation study is not reasonable. OPC 
recommends a net depredation and amortization expense for plant of $45.4 million, which is 
$6.4 million less than the Company’s current depreciation expense of $51.8 million. Combining 
the $6.4 million with OPC‘s recommended $975,000 amortization of regulatory liability for cost 
of removal results in a net $7.4 million reduction in depreciation and amortization expensePZ6 

Reserves Used in the Computation of Depreciation Rates (Issue No. 6a)427 

227. 

1. 

228. Pepco’s Depreciation Study shows the book reserve amounts and how they were 
used in the cal~u.lations.4~ According to Pepco, its Depreciation Study used the simulated 
accumulated depreciation reserves for the system general plant accounts. For the plant located in 
Virginia, simulated depreciation reserves were developed for these plant balances that were 
consistent with the historical approved District of Columbia depreciation rates.’29 Pepco 
contends that the book reserve used in its study is the most reasonable given that many assets for 
Pepco are not maintained on a jurisdictional leve1.430 The Company further states that [tlhe 
“simulation” of the reserve was simply dividing of the District of Columbia book reserve by.the 
District of Columbia general plant allocation Subsequently, during the evidentiary 
hearing, Pepco provided information showing that it had removed $60 million fiom D.C. 
depreciation reserve amounts in its newly implemented PowerPlant accounting record ~ystem.4~~ 
OPC expressed concern about Pepco’s removal of $60 million on the Company’s books from the 
District of Columbia Depreciation Reser~e.4~~ 

425 Id.at4-5. 

OPC (E) at41 (Majoms); OPC (E)-12 and (E)-13. 

Designated Issue No. 6a asks, “Are Pepco’s proposed depreciation rata computed with the approp&te 

426 

427 

District of Columbia book reserve?” 

‘213 

429 

See, Pepw 0 - 1  at III-3-III-6, III-116-ID-160 (Spanos). 

Pepco (F) at 22-25 (BmWning). 

430 

431 

432 Tr. 1385-1387,1398. 

433 

of Columbia’s jurisdictional amounts?” 

~ e p c o  ( 2 ~ )  at 9 (spanos supp.). 

Pepco (2F) at 5-8 @Browning Supp.). 

See 1ssue.No. 6b, asks, “Is Pepco’s accumulated depreciation reserve computed accurately based on District 
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DECISION 

229. The Commission has reviewed Pepco’s Depreciation Study for General Plant 
Accounts and finds that Pepco utilizes “system-wide” depreciation reserve amounts, instead of 
the D.C depreciation reserve amounts? This results in an overstatement of D.C. depreciation 
rates. In calculating the proposed 4.89 percent amortization rate for Account 397, 
Communication Equipment, Pepco uses “system-wideyy numbers in which the book accumulated 
depreciation reserve is 65.95 percent of the original cost of Plant-in-Sa~ice.4~~ However, 
Pepco’s Study shows for the District of Columbia that the book accumulated depreciation 
reserve is 74.70 percent of the original cost of Plant-in-Service.“)6 This indicates that past 
District of Columbia ratepayers provided recovery for a higher percentage of the investment than 
is true system-wide. Using District of Columbia-specific depreciation reserve, the D.C. 
depreciatiodamortization rate for this accouIlt is 3.63 percent437 A similar problem exists for the 
other “Gmeral Plant” depreciatiodamortization rates that Pepco proposes. Pepco acknowledges 
that it did not use D.C. reserve values in the calculation of its proposed D.C. depreciation rate.”’ 
The Commission finds it troubling that Pepco used system-wide depreciation reserve figures 
when D.C.-specific figures are available. Pepco is directed to recalculate “General Plant‘’ 
depreciatiodamorhtion rates using D.C. book reserve and D.C. original cost amounts. Using 
D.C-specific General Plant depreciatiodamortization rates result in a General Plant accrual that 
is $687,743 less than the amount calculated using system-wide depreciation reserves 

2. Computation of A c c m h t e d  Depreciation Reserve (Issue No. 6b)M 

230. Pepco. Pepco’s plant accounting system captures, among other things, the 
depreciation reserve by jurisdiction. The system then calculates the jurisdictional reserve, with 
the exception of general plant which is hctionalized between transmission and distribution 

434 In Formal Case No. 1053, the Commission directed Pepco to place in sewice a system tbat would maintain 
depreciation expense, accumulated depreciation reserve, cost of removal, and salvage information separated by 
jurisdiction and by FERC account each month. See Order No. 14712, 

435 

Pepco 0 - 1  at D[I-5 and III-159 (Pepco Depreciation Study) (Spanos). 

436 

(Pepco Depreciation Study) (Spanos). 

437 Commission Ex No. 32. 

438 Commission Ex. No.1 6. 

439 Co&ion Ex. No. 32. 

440 

District of Columbia‘s jurisdictional amounts?” 

129-13 1. 

$73,558,650 (System-wide Book Resenre) / $111,532,249 (System-wide Original Cost) = 65.9 5%. See 

$35,689,386 @.C. Book Reserve) / $47,774,524 @.C. Original Cost) = 74.70 %. See Pepm 0 - 1  at m-6 

Designated Issue NO. 6b asks, “Is Pepco’s accumulated depreciation reserve computed accurately based on 
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because it supports all facets of Pepco’s operations.44’ Pepco contends that its accumUated 
depreciation reserve is computed accurately and based on D.C. jurisdictional amounts.M2 

231. OPC. OPC asserts that Pepco has failed to show that its accumulated 
depreciation reserve has been computed accurately based on District of Columbia jurisdictional 
amounts. OPC’s concern relates to the transfer in 2008 of $60 million from D.C. jurisdictiond 
accumulated depreciation reserve into the corresponding Maryland account and a similar, nearly 
$1 million transfer in 2009.443 OPC argues that the accuracy of Pepco’s allocation of 
accumulated depreciation reserves between jurisdictions can be eliminated by the use of the 
whole life technique because the whole-life technique does not rely on depreciation reserves in 
calculating rates.w 

232. According to OPC, the whole life technique is theoretically superior because it 
does not skew the depreciation rates to be applied to new plant based on the condition of the 
reserve accumulated through depreciation of existing OPC maintains that the whole-life 
technique (along with separate handling of the reserve imbalances) ensures that depreciation 
rates consistently match the projected service life of plant assets, while still allowing for the 
recovery of the appropriate depreciation expense.% OPC recommends that a depreciation study 
be conducted every three to five years and asserts that frequent depreciation study updates are 
important regardless of the technique employed447 

233. Pepco Rebuttal. Pepco counters that the whole-life technique is flawed in that it 
does not take into account past recovery patterns or the relationship of the theoretical reserve to 
the actual accumulated depreciation amount. Unlike the remaining-life technique, the whole-life 
technique has no checks and balances to make sure full recovery is achieved.448 Pepco states that 
the jurisdictional amounts used to calculate the Company’s accumulated depreciation reserves 
matched what the Company had developed in the past for cost of service and what was used in 
cost of service based on the rates approved by the Commission and that Pepco tracked the 

: I  
; I  

pepco at 15 (Browning). 

~epco ( 2 ~ )  at 4 (Browning sup.). 442 

443 OPC Br. 100. 

* OPC @) at 37 (h4ajoros). The whole-life technique calculates depreciation rates based on expected 
average service life of the utility’s assets. The remaining-life technique subtracts any existing depreciation reserve 
from. the original cost of the plant assets, plus current estimate of net salvage, and divides tbe results by the 
estimated remaining service life of those assets. 

6M OPC Br. 103. 

446 OPC at 6 (hhjoros). 

447 

448 PepcoBr. 50-51. 

OPC Br. 106; Tr. 434. 
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amounts at the function 
Company would not be able to access the reserve to address mder-recovery.4so 

Pepco argues that without the benefit of the reserve, the 

DECISION 

234. One of the goals of depreciation is to have the investment fully recbvered at the 
time of its expected retirement, The accumulated depreciation reserve is the amount that has 
been recovered already fi-om customers in past depreciation rates. In order to calculate how 
much remains to be recovered in the fbture, one needs to deduct the amount already recovered 
fiom customers in past depreciation rates. Adjusting for the amount in the accumulated 
depreciation reserve occurs in the remaining-life technique, but does not occur in the whole-life 
technique. 

235. OPC has not shown that it would be advantageous to change from the use of 
rema.i.ning-life to whole-life in determinin g depreciation reserve. OPC contends that with whole- 
life, the reserve imbalance would be addressed "with separate amortization of the reserve 
imbalances.'*5' However, it still would be necessary to determine the D.C. reserve amount for 
Use in the amortization of the reserve imbalances. In addition, depreciation reserve amounts are 
used in other important calculations, such 8s the calculating of the net rate base. Moreover, OPC 
acknowledges that if the Commission were to adopt whole-life rates, in some instances an asset 
may not be fully depreciated at the time of its expected retirement? OPC argues the whole-life 
rate is better for new investmeng however, at the time of the installation of a new investment, the 
wholelife rate for that new investment is the same as the remaining-life rate:" The Commission 
will continue to use remaining-life depreciation rates which are designed to have an investment 
fully depreciated by the time of its expected retirement. 

236. Prior to the implementation of Powerplant, Pepco did not track jurisdictional 
depreciation reserve in an accurate manner. Pepco acknowledges that it did not keep 
jurisdictional records by FERC account and that it employed a blended deprekiation ratepH 
Further, the Company acknowledges that the $60 million Powerplant adjustment was necessary 
to align or match up the amounts shown using the prior depreciation method with the amounts 
used in PowerPla~1t.4~~ The Commission is satisfied with Pepco's explanation for this adjustment. 

Pepco R Br. 28, 

450 Id. at30. 

451 OPC R Br. 40. 

452 OPC (E) at 38 (Majoms). 

453 Commission Ex. No. 30. 

454 Tr. 1390 -1392. 

Pepco indicates that it plans to implement another $940,000 adjustment to PowerPlant near the end of 455 

2009. Commission Ex. No. 54. 
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The $60 million adjustment will be accepted to establish the District of Columbia accumulated 
depreciation reserve amount to be used as the starting point for the new Powerplant accoUnting 
system. Mer this $60 million adjustment, no fixther adjustment to the D.C. reserve is allowed 
for the purpose of changing the Powerplant reserve amounts to match the reserve amounts as 
calculated under the prior cost-of-service method. All entries into Powerplant must be in 
conformance with the Uniform System of Accounts (‘WSOA”). Additionally, for the sake of 
Uniformity, consistency, and clarity, in all future reports, studies, and other filings before the 
Commission, Pepco is directed to use the D.C. accurnulated depreciation reserve amouLLts and 
D.C. depreciation expenses as shown in PowerPlant. 

3. Regulatory Liability Account 

237. OPC. OPC recommmnds that the $33 in the depreciation reserve that is 
for net removal cost be transferred to a regulatory liability to prevent the possibility that these 
excess collections might be diverted to general income by Pepc0.4~ OPC states that the $33 
million represents excess money collected fiom ratepayers in anticipation of a future expense. 
Currently the $33 million liability is recorded in the accumulated depreciation reserve. OPC 
urges the Commission to recognize Pepco’s non-legal asset retirement obligations (“AROs”) 
reserve as a regulatory liability for regulatory and ratemaking purposes. OPC states that Pepco 
has done so in its annual GAAP reports; however, it has not done so for regulatory and 
ratemaking PUT~OS~S:~* If future costs prove lower than forecasted, the unused money should be 
returned to  ratepayer^.'^^ OPC states that two recent events underscore the need to protect this 
money: (1) the impending move fhm GAAP to International Financial Reporting Standards 
(“IFRS”); and (2) a filing by Georgia Power asking to amortize its cost of removal regulatory 
liability back to the company.4”’ Based on the above, OPC proposes amortizing the $33 million 
back to ratepayers over the remaining life of Pepco’s plant, which would produce a negative 
$975,000 annual expense.461 

238. Pepco. Pepco coullters that OPC’s proposal is ‘%ad ratemaking” and that OPC 
has failed to substantiate that the amount in reserve for net salvage represents excess 

‘st3 OPC states that the regulatory liabfitiea from non-legal asset retirement obligations (“AROS”) associated 
the cost of removal of long-lived plant for 2006,2007, and 2008 equals $298 million. The D.C. jurisdictional portion 
as of December 31,2008, was $32.9 million. 

‘ ~7  OPCBr. 121. 

458 Id. at26. 

OPC (E) at 22 (Majoms). 459 

460 Id. at30. 

Id. at 36. 

I 
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collection.462 Pepco states that OPC has made no showing that the theoretical reserve amounts 
for net salvage are zero. Returning these amounts back to customers will cause fuaher under- 
recovered situations for all accounts.63 Moreover, Pepco replies that it cannot transfer 
depreciation reserve money to income without the Commission's approval. Georgia Power 
neither did, nor could, take such action unilaterally.w 

DECISION 

239. Any method that recovers the future cost of removal over the life of the 
investment will collect money fiom ratepayers in advance of paying for the actual removal (this 
includes both the SFAS-143 method and Pepco's proposed method). That money should be held 
for future removal costs, and not all of it should be returned to ratepayers. Thus, ttansfening the 
reserve to a regulatory liability or returning all of the non-legal removal cost reserve to 
ratepayers would not be appropriate. Therefore, OPC's proposal is denied. To address OPC's 
concerns about the possible transfer of any excess collections to income by Pepco, the 
Commission hereby orders that P q c o  not transfer any money fi-om Account 108, Accumulated 
Provision for Depreciation, to income without prior Commission approval. 

4. Pepco's Net Salvagemet Removal Cost (Issue No. 6 ~ ) ~ ~  

240. Pepco. Pepco maintains that its net salvagehet removal cost is properly 
calculated and fair to both Pepco and its customers.466 Pepco opposes the use of the SFAS-143 
present value methode7 to determine net salvagdnet removal costs stating that the use of the 
methodology would result in Pepco under-recovering its costs.468 Pepco alleges that it would 
under-recover because the future net salvage percents it employed were conservative and that the 
traditional present value approach is dependent on annual increases.469 Pepco admits that its 
method results in the collection of future inflated removal costs fiom current customers and uses 

Pepco (3F) ai 24-26 (Browning Rebuttal). 

Pepco (3H) at 23 (Spanos Rebuttal). 463 

464 Pepco R Br. 39. 

Designated Issue No. 6c asks, "Is Pepco's Net SalvageMet Removal Cost properly computed?" 

466 Pepw 0 at 21-24 (Spanos), Pepco (2H) at 9-10 (Spanos Supp.). 

*7 The Commission in Order No. 15322 ordered Pepm to file a revised Depreciation Study using the SFAS- 
.143 present value formula used in the Maryland Public Service Commission Case No. 9096. See Formal Case No. 
1076, Order No. 15322 (July 10,2009). Pepco, though, calculated its rates following the approach in Maryland 
Case No. 9092 stating that the Case No. 9096 SFAS-143 formulas initially used in Maryland were flawed 

4ffl 

469 Idat2,S. 

~ e p c o  ( 2 ~ )  at 5 (spanos supp.). 
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net salvage cost at a future price le~e1.4~’ Pepco contends, however, that recovery under the 
SFAS-143 present value method using a 7.96 percent discount factor is “sigryfimtly back 

In its direct testimony, Pepco utilizes a zero percent discount factor in an alternate 
SFAS-143 c a l c ~ l a t i ~ ~ ~ ~ ~  

241. OPC. OPC argues that Pepco charges current ratepayers the hll costs of fbture 
inflation, costs that Pepco has not incurred. This approach front-loads costs and fails to match 
costs to the period in which they are incurred. OPC contends that P CO’S approach is 
inconsistent with “intergenerational equity” concepts and accrual accoUnting. 3 

242. OPC states that ody the present value approach matches inflation to the periods 
in which it is incurred. According to OPC, Pepco front-loads future Mation costs into current 
periods resulting in the collection of excess payments *om current cust0mers~74 OPC points out 
that Commissions in the three nearby jurisdictions do not allow Pepco nor the Pepco affiliates 
(Pepco in Maryland, Atlantic City Electric in New Jersey, and Delmarva in Delaware) to c h g e  
w e n t  customers for future inflation? 

. 

. ’ 

243. OPC asserts that, consistent with the Commission’s directive in Order No. 15322, 
Pepco should have used the present value of the projected future costs in order to develop the 
current dollars needed to cover the fkture cost of removal, i.e., discounted the inflated amounts 
back to its present value. OPC states that the same result can be reached by removing innation 
from the caMation of projected Euture removal OPC claims that the present vdue 
approach reduces Pepco’s inflated future cost of removal ratio and, therefore, the resulting net 
salvage ratio, to a much smaller component of the depreciation rate calculation!77 OPC states 
that Pepco should be required to recalculate its depreciation rates consistent with SFAS-143 as 
ordered in Order No. 15322. OPC maintains that Pepco has failed to recalculate depreciation 
rates using the jurisdictional District of Columbia book reserve and SFAS-143 present value 
method for future net salvage as d r a t 4  by the Commission!78 

470 

471 

472 

473 OPC Br. 1 13. 

Pepco (3H) at 11 (Spanos Rebuttal). 

~ e p c o  ( 2 ~ )  at 11 (Browning ~upp.). 

Pepco (2H) at 7-8 (Spanos Supp.). 

474 

475 Tr. 1064 -1066. 

476 OPC (E) at 14-15 (Majoros). 

477 Id. at 16. New Jemy, Pennsyhania, and Delaware have adopted a variant of the present vahie approach - 
an average net salvage allowance approach which sets the cost of removal to the dollar level the utility actually 
experienced on average over a recent period to remove plant from service. 

478 

OPC (E) at 19 (Majores). 

OPC E) at 8 (Majoros); See Order No. 15322 at 8-9. 
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244. OPC offers adjustments to the ‘’present value” rates as filed by Pepco. OPC 
replaced the 7.96 percent discount rate with discount factors solely reflecting inflatioK adopted 
wholelife depreciation, which will eliminate the debate on the propriety of jurisdictional book 
depreciation reserves in the context of depreciation rate calculations; and made other changes to 
present value calculations. OPC argues that .use of a rate of return as the discount rate implies 
that the rate has some relationship to earnings. However, OPC asserts, the purpose of the 
discount rate is to remove the effect of W e  inflation fiom Pepco’s charges to current 
customers. OPC contends that usin its present value methodology would decrease annual 
depreciation expense by $6.4 million4 7 

245. Pepco Rebuttal Pepco states that if the SFAS-143 method is used, which it 
opposes, the maximum discount rate it supports are the same inflation rate Majoros had proposed 
as the discount rate, as opposed to using the 7.96 percent cost of qi ta lPSo Use of the inflation 
rate as the discount rate produces a higher a d  than using the cost of capital. Using the 
inflation rate as the discount rate produces a SFAS-143 net salvage cost of approximately $7 
million, whereas, the 7.96 percent rate produces an annual accrual of $4.2 Pepco 
contends that if a 7.96 percent discount rate were wed, future customers will pay up to 7 times 
more toward the cost of removal than current customers. In inflated adjusted dollars, the present 
value method results in future customers paying up to 3 times more than current customers using 
the 7.96 percent discount rate.482 

246. Pepco challenges OPC’s calculation using the present value method, stating that 
the formula used by OPC bears no resemblance to the SFAS-143 calculations the Commission 
requested and that Pepco Pepco states that OPC’s recommended distribution-net 
salvage annual accrual of $1.9 million would not even meet the historical $4.5 million 
distribution D.C. removal cost that occurred in 2008.484 

479 Id. at 8-9; OPC (E)-3 (Majoros). 

Id. at22-23. 

Pepco (3HJ-I. 

482 PepcoBr.54. 

483 

484 

Pepco (3F) at 19 (Browning Rebuttal). 

Id. at 22. Pepco notes that OPC used the whole-life technique which Pepco opposes. 
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247. The parties presented several different net salvage recovery proposals. The 
annual expense that would be charged to customers are shown below: 

Summarv of Net Salvwe Prouosals 

Total h u a l  Accrual for 
Future Net Cost of Removal 
In D.C. Distribution Accounts 

(milliOnS) 

1. P m  P r i m  R e ~ o m m & t i o n ~ ~ ~  

2. SFAS-143 0 Case No. 9092 Formulas) 
at 7.96% Discount Rate 486 

3. SFAS-143cMD Case No. 9092 Fonndas) 
at "Innation only" 
Discount Rate (2.66% to 5.24% 
depending on the account) 487 

$14.4 

$4.2 

$7.0 

4. OPC (OPC (E)-12.13) 
OPC calculation of Present Value at "Mation only" 
Discount Rate and uses Whole life & Regulatory 

$1.9 489 

5. OPC! Calculation of Present Value at 7.96% Discount 
Rate (OPC (E)-3)4m $0.5 49' 

6. For Comparison: 
Actual Cost of Removal expense for D.C. Distribution 
in 2008492 $4.5 

485 Pepco (C)-2 (Hook); Exhiiit 0 - 1  at III-4 and 111-6 (Spanos). 

Pepco (3H)-1 (Spanos Rebuttal). 

Pepco (3F)-7 at 1 (BrowniOg Rebuttal); OPC (E)-5. 

OPC (E)-12 and (E)-13 (M~~o~os). 

Pepco calculated. See Pepco (3FM (Browning Rebuttal). 

490 OPC (E)-3 (Majoros). 

491 Pepco calculated See Pepco (3F)-4 at 2 (Bmwning Rebuttal). 
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DECISION 

248. Pepco’s existing depreciation rates were established approximately 20 years ago 
at a time when net salvage was often positive!93 In the past when net salvage was positive, that 
meant that the gross salvage received at the time of retirement would adeqytely pay for the cost 
of removal. In that instance, the Commission did not need to determine how to collect the future 
cost of removal in customer rates because the future gross salvage usually covered the future cost 
of removal. Shce its last depreciation study, Pepco’s net salvage factors have become negative 
for almost all of the distribution accounfs!94 One reason for this is that Pepco changed its 
accounting methodology, which reduces the reported amount of gross salvage. This is the first 
case in which the Commission is faced with a proposal that would impose significant charges on 
current customers to pay for the future distribution costs of removal. 

249. Now is the time to review the methodology used by Pepco to ensure that the 
treatment adopted is designed to properly charge current customers for future costs. The 
Commissions in at least three nearby jurisdictions do not allow Pepco or Pepco affiliates to use 
the net salvage method that Pepco proposes in this case. In addition, as a result of SFAS-143 and 
FERC Order No. 63 1, companies nationwide, including Pepco, are already using the SFAS-143 
present value calculations for future cost of removals that are legally reqyired to occur (‘“legal 
AR0sYY). 

250. OPC’s argument that Pepco’s method creates intergenerational inequity by 
charging current customers more in ‘‘real” dollars then future customers has merit. Pepco 
acknowledges as much>95 Additionally, the record shows Pepco’s method charges current 
customers for fbture M a t i o ~ ~ ~ ~  Because of this, the Commission will adopt a net salvage 
method that minimizes the collection of future inflation from current customers and corrects 
these other problems. 

251. OPC proposes several adjustments to the SFAS-143 formulas, as shown in 
Maryland Case No. 9092, including the use of whole-life, the creation and amortization of a 
regulatory liability, and the use of a discount rate based on inflation. OPC has not identified any 
jurisdiction that is using OPC’s modified “present value” formulas, and the modified formulas 
produce very small dollar a d s ,  as shown in the ”Summary of Net Salvage Proposals” table 
above. Pepco points out that OPC’s recommended annual accrual of $1.9 million would not 

492 

493 OPC Br. 42-43. 

* 

Pepco (3F) at 22 (Browning Rebuttal). 

OPC (E) at 5; OPC 0 - 1  (Majoros). 

See, OPC Br. at 113, OPC Cross Examination EKbs. 16 and 34. 

Pepco (3H) at 11 (Spanos Rebutial); Tr. 414-415. 

494 

49s 

496 
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. equal the historical $4.5 million distribution D.C. removal cost that occurred in 2008.497 We 
therefore reject OPC’s modified “present value” formulas. The Commission believes that the 
formulas from Maryland Case No. 9092, using inflation based discount rates, produce an annual 
accrual for D.C. distribution net salvage of $7.0 million that is both fair and reasonable?98 

252. The record shows that the SFAS-143 method does collect the necessary amount of 
net salvage costs over‘ the life of the asset. Pepco’s example (Pepco Ex. (2F)-2), where the 
average remaining life increases midway in the life of an account, never occurs in any actual 
~ u 1 1 t . 4 ~ ~  In all actual accounts, the average remaining life decreases over time, ie., it has a 
declining pattern. Pepco admits that its method results in the collection of future inflated 
removal costs fkom current customers and in the collection of net salvage cost at a future price 
level. Fairness and equity require that the Commission adopt a methodology that, to the extent 
possible, balances the interest of current and future ratepayers. The SFAS-143 method 
accomplishes this. Pepco should not be allowed to charge current customers for future inflation, 
nor should Pepco be allowed to charge current customers in higher-value current dollars for a 
future cast of removal mount that is calculated in lower-value future dollars. Therefore, the 
Commission adopts the SFAS-143 method, using the formulas ftom Maryland Case No. 9092, 
with the rate of inflation rate used as the discount factor. These SFAS-143 present value 
calculations as reflected in Pepco (3F)-7 will result in an annual D.C. distribution a& for net 
cost of removal of approximately $7 million. 

5. Recording of Gross Salvage Value (Issue No. 6d)SOO 

253.. During the hearings, the Commission became aware that Pepco made two 
different internal accounfin changes in 2004 and 2005 that have reduced the amount of gross 
salvage that Pepco recmls!’ In 2004, Pepco changed the accounting treatment of “third party” 
accident reimbursements, which redud the amount of third party reimbursements that Pepco 
recorded as gross salvage?” In 2005, Pepco changed its accounting of scrap materials?03 Some 

497 Pepco (3F) at 22 (Browning Rebuttal). 

‘9~ Pepco criticized the Maryland Case No. 9092 formulas. Many of Pepco criticisms of Maryland Case No. 
9092 were based on 8 discount rate of 7.96%, which produced an annual accrual for D.C. distribution net salvage 
vahw of $42 million Pepco (3H)-1. 

499 Pepco’s Ex. (2F)-2 (Browning Supp). 

Mo Designated l[ssue No. 6d asks, “Is Pepco correctly recording its gross salvage in accordance with FlERC’s 
Uniform Systems of Accounrs?” In response to Issue No. 6d, OPC m m ,  ’Yes’’. OPC did not provide any other 
testimony on this issue. See OPC (E) at 5 (Majores); OPC Br. 122. 

Tr. 316-317; CommissionEx. 10. 

CommissionEx. 10. 

50’ Id. 
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costs reviously assigned as salvage are now considered scrap not related to retirement of 
assetsPo4 m e  Commission is concerned about the impact that these two i n t d  accounting 
changes made by Pepco may have on future depreciation studies and resulting customer rates. 

... ‘j 4- 

DECISION 

254. Reducing the recorded gross salvage amount makes the net salvage more negative 
and increases the calculated depreciation rates, everything being equal. Reducing 
reimbursements recorded as gross salvage decreases gross salvage that Pepco records and could 
h m e  the calculation of future depreciation rates. The two accouIlfing changes made by Pepco 
would have a tendency to increase depreciation rates, which, in turn, may increase customer 
rates. We tind no acceptzble rationale for Pepco’s changes in the accounting methods. 
Therefore, we direct Pepco to resume recording capitalized third-party reimbursements as 
salvage and resume crediting them into Account 108, Accumulated Provision for Depreciation. 
In addition, Pepco is directed to record scrap salvage as salvage and credit it to Account 108. 
However, nothing in this Order prohibits Pepco from using a reprwentative sampling to decrease 
the effort required to comply with this directive. 

1: OB D.C. AND FEDERAL TAXESso5 

A. Consolidated Tax Returns 

255. The Commission stated in Pepco’s last rate case that it might revisit the 
“consolidated tax issue”, i.e., the issue of what ratemaking treatment is appropriate to reflect the 
fi19 that ~ e p c o  participates in the PHI group’s consolidated income tax AS part of a 
consolidated group of PHI companies, with losses to ofiet Pepco’s taxable income, Pepco’s 
effective tax liability in a consolidated return is generally less thau it would be if it files as a 
stand-alone company. In Formal Case No. 1053, the Commission approved its “long-standing 
position that a stand-alone approach is the most reasonable method of setting rates.” However, 
the Commission went on to state: 

While a stand-alone method may have the disadvantage of saddling ratepayers 
with tax costs that are not actually paid to the Government, it has the benefit of 
insulating ratepayers h m  the losses attributable to PHI’S unregulated affiliates in 
a volatile market. Courts have held that adopting the stand-alone method is a 
matter within the discretion of the regulatory body. 

M4 Pepco (2E) at 2 (White Supp.). 

’05 

impacts of any changes in District of Columbia and Federal tax regulations?” 

’06 

includes just over a dozen. Pepco (J) at 5 (Warren). 

Designated Issne N0.10 asks, ‘Does PEPCO’s presentation of its revenue requirements properly reflect the 

Pepco’s fedetal consolidated gmup imludes over 60 corporations, while the D.C. consolidated group 
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We recognize that other jurisdictions have adopted alternatives to the pure stand- 
alone approach that we uphold here. The other a l t d v e s  range fiom sharing 
mechanisms to a prorated consolidated return approach?” However, the 
advantages and disadvantages of those alternative methods have not been 
sufficiently explored in this proceeding to warrant the adoption of a new policy. 
If the parties wish to make more detailed arguments supporting an alternative 
method in the next rate base roceeding, the Commission will revisit its policy of 
pure stand-alone treatment. S O P  

256. Pepco. The Company requests an annual allowance of $9,758,000 for District of 
Columbia income taxes and $33,260,000 for federal income taxes. Pepco updated its annual 
allowance to $8,835,000 for District of Columbia income taxes and $30,366,000 for federal 
income The Company states that these figura were calculated on a stand-alone basis 
for determining its taxes, as approved by the Commission in Formal Case No. 1053?1° 

257. OPC. OPC seeks a rate base reduction of $172.9 million, and recognition of 
“Jntercompany Deferred Income Taxes,” to give ratepayers some of the tax savings that Pepco’s 
parent company PHI realizes h m  filing consolidated federal and D.C. income tax returns 
Covering Pepc~?~~ OPC argues that Pepco did not - and will not in the future - actually pay the 
higher taxes that ~ e p c o  co~ects fjrom its ratepayers?12 Instead, OPC asserts that ~epco pays 
taxes only through PHI, whose consolidated tax returns show much lower federal and D.C. tax 
liabilities because they add together Pqco’s taxable income with tax losses .from other PHI 

In particular, the Commission noted New Jersey‘s rationale that where a utility’s operations produce 
income that provides the opportunity for tax savings through offsetting annual losses of th other subsidiaries, the 
“ratepayers who produce the income that provides the tax benefits should share in those benefits.” Formal Case No. 
1053, Order No. 14712 at 88 u 616. 

Formal Case No. 1053, Ordex No. 14712,1240. 

509 SeeTr. 1242. 

’’’ See Pepco (C) at 17,1615 Vook); Pepco (2C) at 6 (Hook) on Adjustments 27 and 18. 

See OPC (0 at 60-73 (Bright) (urging a $140.2 million rate base reduction for federal texes); OPC (C) at 
73-85 (urgkg an additional $32.7 million rate base reduction for D.C. taxes); and OPC ((3-7. OPC hrst calculates 
how much money PHI CURently transfers &om Pepco to other PHI mgulated subsidiaries (as money collected 
h m  Pepco ratepayers for Federal and D.C. taxa but never paid to the Federal or D.C. governments). OPC states 
that balance should be included in Pepco’s rate base as a rate base deduction ‘‘similar to the rate base deduction for 
Accumulated Deferred Income Taxes.” Id. at 73,77-78. 

OPC states that Pepco has been paying Federal income taxes on a consolidated basis since 1984 and D.C. 
income taxes on a consolidated basis since 2001. OPC (C) at 78. ‘%I the 24 years the Company has been paying 
taxes using a consolidated tax return, them were always Group Members with tax Iosses.”Id at 81. 
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subsidiaries. OPC claims its “Consolidated Tax Adjustment’ (“CTA’’) properly recognizes this 
fact and adjusts the utility’s cost of service to prevent an over-recovery &om ratepa~ers.~’~ 

258. OPC points out that PHI has saved millions of dollars in federal and D.C. income 
taxes over the years by filing consolidated income tax returns covering Pepco, two other 
regulated subsidiaries, and 60 other non-regulated ~ubsidiaries.5’~ OPC argues there is no reason 
to saddle Pepco ratepayers with the costs of “phantom income taxes” that Pepco never actually 
pays to the government. First, OPC argues that there is nothing about PHI’S self-serving intra- 
company tax sharing agreement with its subsidiaries that justifies forcing Pepco ratepayers to 
subsidize PHI’S unregulated loss aitiliates. Second, OPC argues that its CTA system is fairer 
because it would allow PHI’S unregulated loss affiliates to continue to realize benefits fkom 
associating with PHI (such as improved access to capital), without being unfairly subsidized by 
Pepco  ratepayer^?'^ OPC argues that its even-handed CTA proposal allows unregulated loss 
affiliates to get the benefit of cash payments for tax losses, while Pepco ratepayers get a rate base 
reduction for Pepco h d s  transferred to the affiliates (originally collected by Pepco as “taxes” 
but never actually paid to the government by P€€I/€’ep~o).~*~ Without this rate base reduction, 
OPC argues, Pepco’s ratepayers are subsidizing PHI’S non-regulated affiliates since these non- 
regulated affiliates are not entitled to cash payments for tax losses on a stand-alone 

259. OPC claims that its CTA proposal represents a sharing of benefits in much the 
same way as the tax benefits of accelerated depreciation are shared between shareholders and 
ratepayers. OPC indicates that in both cases the defmed income taxes are deducted from rate 
base as ratepayer supplied capital and in both cases the Cbmpan retains use of the money but 
ratepayers are not charged for the time value (return) of the funds. yL8 

260. OPC points out that its CTA rate-base-reduction proposal is different h m  its 
earlier proposal (rejected in Fomnal Case No. 1053) to decrease Pepco’s tax OPC‘s 
new CTA proposal treats consolidated tax savings in the same manner as other accumulated 
deferred income taxes, as a reduction of rate base. OPC contends that this sort of sharing of 
CTA tax benefits between shareholders and ratepayers was approved in Washington Gas Light 
C& v. Pub. Sew. Comrn’n, 450 A.2d 1187,1233-1235 (D.C. 1982). OPC argues that its new rate 

’1.3 Id. af62-63. 

’I4 

”’ OPC Br. 172-173. 

’I6 OPC Br. 179. 

OPC Br. 178. 

”* OPC Br. 174. 

’I9 

OPC Br. 169-171; OPC (C) at 69,76-77. 

OPC Br. 174-176; OPC (C) at 79; Tr. 938- 939,962-963 (OPC witness Bright). 
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base reduction proposal also responds to the Commission’s concern about insulating ratepayers 
&om the losses attributable to PHI’s unregulated afEiliates in a volatile markeL5” EssentiaUp 
OPC suggests that its proposal would yield only downward adjustments to Pepco’s rate base: ’ 
because OPC‘s adjustment comes into play, and yields a rate base adjustment, only when 
Pepco’s collection of stand-alone taxes from Pepco ratepayers creates “consolidated income tax 
savings’’ that PHI transfers internally from Pepco to other PHI unregulated subsidiaries (as 
money collected firom Pepco ratepayers for ‘‘current” taxes, but never paid to the Federal or D.C. 
govemments)?22 Consequently, OPC contends &at ‘‘Pepco’s utility customers would never be 
required to pay for income taxes greater than the income taxes computed using the stand-alone 
method’7523 

261. OPC indicates that three major alternatives exist for making a consolidattxl tax 
. adjustment.524 ( I )  New Jersey Approach. OPC states that its approach is modeled after the one 

in New Jersey, where the Commission makes a consolidated tax deduction fiom rate base. The 
rationale is similar to the rationale for deducting accumulated deferred income taxes h m  
Pepco’s rate base because this is ratepayer-provided money that Pepco has not yet had to pay to 
the government. OPC argues that this approach appropriately recognizes the time value of 
money.s25 (2) Tam Approach. OPC proffers that Texas follows a slightly different “time value 
of money” approach that ultimately makes a deduction fiom utility income taxes (not utility rate 
base). OPC indicates that Texas earlier followed a “consolidated capital stcuc&” approach 
(described below), but then switched to its current method. Texas first calculates what the 
deduction for rate base would be @ew, the taxes that the utility pays out to its unregulated 
affitiates) and then calculates a time value of money associated with that, because the 
unregulated affiliates get to use that money before they actually have any taxable income. Texas 

OPC agrees that ‘Tepco’s customers are not and should not be exposed to the costs and risks associated 
with PM’s non-regulated operations since these b u s i e s  an: engaged in non-regulated activities.” OPC (C) at 81 
(Bright). 

Two caveats were added by OPC witness Bright during the Commission hearings. First, OPC states that if 
PHI’S unreplated loss companies eventually have taxable income, as Pepco said they would, then “it turns around” 
so that Pepco’s rate base would be h-ed Tr. 994 (OPC witness Bright). OPC also testified that, if Pepco 
experiences a tax loss, as it did in 2008 tbat would cause an upward adjustment to Pepco’s rate base. Given the 
experience of PHI and Pepco during the last several years, howevm, when Pepco generally had positive taxable 
income and PHI’S afiiliates generally had large tax lo-, OPC indicates that it would take “a whole bunch of years 
in a row of tax losses’’ by Pepco before this effect would register as an increase in Pepco’s rate base. See Tr. 989- 
999 (colloquy between OPC witness Bright and Commissioner Morgan). 

OPC (C) at 84-8s. 

Id- at 80. OPC avers that its proposal would not conEiscate PHI shareholder property. Its proposed rate 
base reduction for deferred income taxes “is not a permanent reduction of the Company’s tax expense for 
mtemaking purposes. Instead, these consolidated tax savings are treated in the same manner as other ace- 
deferred income taxes - as a reduction of rate base.” Id. at 84. 

524 

XG 

Tr. 961 (OPC Witness Bright). 

Tr. 972,962,963,968 (OPC witness Bright). 
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then takes the number that OPC proposes to deduct from rate base, multiplies it by an interest 
f&or, and then reduces the income taxes of the utility by the amount of that interest.526 (3) 
Florida/ Pennsylvania/ V?rginia/ West Virginia Approach. OPC notes that other states set utility 
rates by using a consolidated capital structure. That is, they use the capital structure of the 
consolidated group of which the utility is a member, relying on using the debt of the consolidated 
entity for calculating the interest that is used in calculating income taxes, and then reducing the 
tax expense listed for the regulated u t i~ ty .~”  

262. OPC witness Bright states that PHI’S consolidated group (including Pepco) paid 
taxes in 2008, but not before.528 OPC‘s witness confirms that OPC is seeking a CTA based on at 
least five years of accumulated deductions fiom rate base.529 Theoretically, OPC acknowledges, 
if PHI’S unregulated loss afliliates never have any taxable income, then there could be losses that 
could get larger than Pepco’s rate base. However, OPC points out that Pepco witness Salatfo 
testified that the unregulated loss affiliates would eventual1 have taxable income, in which case 
“it turns around” and Pepco’s rate base would grow again!’ OPC points out that Pepco had an 
income tax loss in 2008 and might have one in 2009 because of bonus depTeCiati0d3’ Citing 
decades of PHI history, OPC argues that “[,]he income taxes paid to the federal and D.C. 
governments are never equal to the stand alone amounts of the Group Members with positive 
taxable hmme because there are always some entities with taxable losses.” 532 

263. -0PC witness Bright suggested during the hearings that a 50/50 split of benefits 
might be appropriate, between the unregulated loss companies (on the one hand) and Pepco and 
its ratepayers (on the other hand). OPC contends this would give the unregulated loss companies 
some of the benefit of the tax deductions they generate, which lower taxes for the consolidated 
group, while also giving some compensation to Pepco and its custom& who are providing 
immediate cash to the PHI consolidated group and its loss rn1npanies.5~~ OPC agrees that when 
it talks about the current value of money, it conceptually is looking at the benefit that is going to 
the unregulated loss companies as if it were a loan fiom Pepco to those companies that 
eventually will be repaid. That is why OPC deducts just the interest from Pepco’s rate base.”4 

526 

57.7 

9.8 

529 

530 

531 

S32 

533 

E4 

Tr. 958- 959,961 (OPC witness Bright). 

Tr. 959-960 (OPC witness Bright). 

Tr. 967 (OPC witness Bright). 

Tr. 975-976,978-982,993-994 (OPC witness Bright). 

See Tr. 994 (OPC witness Bright). 

Tr. 952 (OPC witness Bright). 

OPC Br. 179. 

Tr. 986-988,992 (OPC witness Bright). 

Tr. 994-995 (OPC witness Bright in colloquy with Chahman he). 
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OPC insists that, under its proposal, the unregulated loss companies would still get the cash 
payments to t h m  from the consolidated group in payment for its tax deducti0ns,5~~ but that 
“ratepayers get the rate-based deduction,” g d  therefore get a return on the money?36 

264. Pepco Rebuttal. Overall, Pepco’s rebuttal characterizes OPC‘s view as “a 
punitive consolidated tax adjustment that retroactively strips tax benefits away from other PKI 
companies, i.e., the companies that bore the risks and incurred the costs associated with aibhhg 
the tax benefits, and unilaterally assigns the benefits, but not the costs, to Pepco’s District of 
Columbia utility operations, as a cost of service adjustment, to artificially lower customer rates.” 
The Company argues that OPC has not justified overthrowing this Commission’s longstanding 
“stand-alone” policy of keeping a consolidated Company’s utility operations separate h m  its 
unre@at& ~ u s i n e ~ s e s . ~ ~ ~  ~ e p c o  asserts that OPC’S CTA pioposa~ reflects a ma11 minority 
Viewpoint that “conflicts with settled D.C. practice, economic logic and, most significantly, 
regulatory The Company marshals a broad array of legal and policy arguments in 
opposition to OPC’s proposed CTA. 

265. First, Pepco argues that CTAs are contrary to settled ratemaking practices of the 
FERC and the vast majority of state commissions. According to Pepco, there are only five States 
that recognize CTAs of the kind that OPC seeks here. Pepco contends that two states 
(Pennsylvania and Oregon) require CTAs through legislation, while three other states (New 
Jersey, West Virginia, and Texas) allow their Commissions discretion to impose CTAs. 539 

266. At least 37 other states have rejected CTAs, according to Pepco, noting that this 
Commission rejected CTAs as “highly speculative” in Formal Case No. 912 (decided in 1992). 
In Formal Case No. 929 (decided in 1994) this Commission again rejected CTAs on the ground 
that they “distort[] the true costs of electric ~ e r v i c e . ” ~  While the Maryland Commission is 
currently considering a CTA proposal, it earlier rejected CTAs in a 1972 Columbia Gas rate 
case, stating “[ilt is not proper rate-making to base revenue requirements upon costs not related 
to the utility operation under review.” Similarly, the Maryland Commission again rejected CTAs 
in a 1991 Pepco case, stating that “[ilt is a d e  of general application that the rates charged for a 

Tr. 989-999 (OPC Witness Bright). 

Tr. 990-991 (OPC witness Bright). 

See Pepco Br. 83-98; Pepco RBr. 46-52; Pepco (3A) at 8-9 (Kamerick). 

536 

537 

pepm (J) at4 W=). 538 

539 Pepco Br. 86,9598; Pepco (J) at 30-34 (Warren). Accord Tr. 1258-1259 Qepm witness Warren). 

’40 Pepco Br. 95-97. To be sure, Pepco acknowledges, the Commission approved of erAs in an old 1982 
Washington Gas Light case. However, Pepco argues that old WGL case was “factually unique“ because WGL 
owned tzK unregulatea afJYiate company that i n c d  the tax losses. ‘IIere, Pepco has not invested in, nor has it 
taken any of the risks associated with the activities of other PHI unregulated affiliatas.” Pepco R Br. 50. As the 
D.C. Court of Appeals noted, the Federal Power commission decided to return to a stand-alone method, after briefly 
approving of CTAS. Pepco R Br. 51. 
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regulated utility service should reflect only the cost associated with providing utility service; 
they should not reflect costs associated with other businesses run by the utility.”w1 The 
Commissions in Minnesota and New Mexico similarly rejected CTAs in recent opinions.542 

267. The Company states that FERC also has consistently used the “stand-aloney’ 
method (excluding affiliates) to calculate regulatory tax ~n sum, ~epco argues that 
there is “a message in the fact that only a handful of regulatory jurisdictions employ CTAs - and 
that in only three states have regulators affirmatively chosen to do so. CTAs, while they may be 
superficially afhactive mechanisms to lower rates, simply cannot stand up to anything like a 
rigorous reasoned analysis. The broad application of principled analysis and regulatory equity is 
the reason why (=TAs remain rare.”544 

Second, Pepco argues that CTAs unreasonably reduce a utility’s revenues. In its 
post-hearing brief, Pepco claims that Statement of Financial Accounting Standards No. 109 
(SFAS 109) compels it to follow a “stand-alone” approach to taxes regardless of whether this 
Cornmission decides to impose CTAs for ratemaking purposes. The “imposition of CTAs will 
reduce revenues but will have no impact on the Company’s financial reporting obligations. 
Pepco contends that if the Commission were to impose a CTA, the Company’s revenues would 
decrease, but its tax expense would remain the same.” Over time, Pepco argues, this will simply 
erode a utility’s ability to achieve its authorized equity retum.545 

268. 

269. l’?zird, Pepco argues that CTAs violate the “cost responsibility” p c i p l e ,  which 
dictates that the party that incurs a cost is entitled to the associated tax benefit. Pepco avers 
that tax benefits have value and belong to the entity that incmed the tax loss. OPC’s proposed 
CTA adjustment violates these principles, P e p  submits, because OPC “asks this Commission 
to assign to customers, tax benefits that are embedded in costs incurred by shareholders.” That 
is, CTAs extract the benefits of non-regulated tax losses from shareholders and assign them to 
utility customers who did not share in the costs and risks of the underlying investments that 

Pepco Br. 95-97. 

Pepco Br. 97-98; Pepco (J) at 3 1 , 33, and Pepco (J)-2, citing Xcel Energy, Mion. Docket NO. E-02WGR-05- 
1428 (September 1, 2006) and Pub. Ser. Commh oflvav Mexico, N. Mex. Case No. 07-00077- UT (final order 
April 25,2008). 

sa Pepco Br. 91,98. 

544 ~ e p c o  (.I) at 34 ~plarren). 

us See Pepco Br. 86,93-94; Pepco (J) at 28-29 (Warren). See also Pepco Br. 87-89. 

546 Pepco Br. 90; Pepco Q at 19 (Warren). Two common examples that OPC acknowledges, Pepco states, 
concern the ratemaking treatment accorded to imprudent or urmecessaty utiJity costs that are disallowed for 
ratemaking purposes (Le., costs that a Commission decided cannot be recovered h m  ratepayers). The Company 
and OPC agree, says Pepco, that utility shareholders (not ratepayers) get the tax benefit of such disallowed costs. Id, 
at 20-24. 

542 
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generated these tax benefits.547 They thereby diminish the profitability of the non-regulated 
activities that produce tax losses. Pepco argues that this may impede socially beneficial 

‘activities by non-regulated affiliates (such as alternative energy investments) that Congress 
wishes to incentivize with tax benefits.548 

270. Fourth, Pepco claims that CTAs lack any coherent rationale. To begin, Pepco 
states that CTAs are inconsistent with tax principles allowing consolidated tax returns. Tax 
sharing agreements (like the one between Pepco and its PHI affiliates) that “compensate loss 
affiliates for the use of their losses” represent a common, commercially reasonable practice and 
they are ‘%e nom.”549 Moreover, Pepco witness Warren states that PHI’S docation of internal 
losses to its affiliates, including Pepco, is consistent with traditional accounting and SEC 
principles.55o The SEC approved PHI’S internal tax sharing agreement.551 Another basic 
objection, Pepco argues, is that allowing CTAs would breach the traditional regulatory wall 
between regulated and non-regulated entities. ‘‘Where a CTA is imposed, the results of non- 
jurisdictional operations will have a direct effect on the setting of jurisdictional rates.’’ Finally, 
‘’while the consolidated return process was intended to prevent the imposition of a tax cost on the 
use of multiple corporations under common ownership, the imposition of a CTA creates a 
regulatory cost in its stead, thereby iiustrating the very purpose for which consolidated retwns 
exist.”52 

271. Fifth, Pepco contends that OPC’s proposal is deeply flaw because OPC crams five 
years’ worth of CTAs into its proposed $172.9 million reduction to rate base. OPC gives no 
explanation for using five years worth of CTAs, including prior years’ CTAs, and Pepco argues 
that OPC’S proposaI amounts to retroactive r~lemaking.5’~ 

”’ See Pepco Br. 86. 

See Pepco Br. 86,91-93; Pepco RBr. 49-50; Pepco (J) at 25-26. Pepco noted that, under tax law at the 
time of the Commission hearings, tax losses may be carried back two years, and carried forward for 20 years into the 
future. Id. at 8. 

Pepco (I) at 14,6; Pepco Br. 87; Pepco R Br. 48-49. Accord Tr. 1269- 1272 (Pepco witness Wm). 

Pepco (J) at 15-16, 26-28 (Warren). Pepco witness Salatto coufims that “all companies with positive 
taxable income pay their separate company, stand-alone tax liabilities, and all companies that incur tax losses are 
paid for the use of those losses when they are absorbed, thereby reducing PJWs consolidated taxable incame. No 
distinction is made between regulated and non-regulated companies. * * * In Eact, on its 2001 and 2008 tax returns, 
Pepco reported stand alone, separate company tax losses and received, or wiU receive, scibstantial cash transfers as a 
result of the absorption of its tax losses by PHI.” Pepco (IC) at 4-5. 

Tr. 1310 (pepco Witness Salatto). 

s52 Id. at9. 

’~3 Id. at 11-13. 
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272. Pepco argues further that OPC’s CTA proposal is very different ftom that of New 
Jersey’s. To begin with, New Jersey’s CTA started in 1990 and was effective only 
prospectively, and not a retroactive basis.554 OPC and New Jersey both use cumulative CTAs, 
but under the New Jersey approach, rate-based offsets can be reversed whenever. the non- 
regulated company that produced the loss can use its own loss. Earlier losses would not give rise 
any longer to a rate-based offset. Pepco contends that this is very different from OPC’s propod, 
under which the regulated utility would have to suffer a loss before OPC’s cumulative CTAs 
would reverse.555 Pepco argues that., under OPC’s approach, rate base is permanently reduced 
and goes only one way and will not “reverse” at some point, unless the regulated utility suffers a 
tax ~ O S S ? ~  

I ,  

273. The Company argues that OPC’s presentation on the CTA issue is largely the 
same as the inadequate CTA claims it presented in Pepco’s last rate case.557 According to Pepco, 
OPC’s assumptions seeking to justify a CTA are wrong. OPC‘s fimdamental clah is that 
ratepayers should not have to pay for ”phantom” taxes that are never in fact paid by Pepco. But 
tax expenses set during a rate case need not be (and seldom is) the same as the actual taxes paid 
by P e p c ~ . ~ * ~  OPC’s assumptions about how its CTA would work also are flawed, according to 
Pepco. Though PHI affiliates’ losses frequently offset Pepco’s taxable income, Pepco had 
income tax loss in 2001 and 2008, because of bonus depreciation, pension contriiutiomY and a 
change in its tax accounting method for treating capitalized overhead costs. The Company 
contends that it might have another tax loss year in 2009 because of bonus depreciatioass9 

274. Sixth, Pepco argues that PHI investors, in making investments relied on the 
continuing availability of tax deductions that are safeguarded by IongstaudinF Commission 
precedent upholding the stand-alone method of computing income tax expense? At least for 

554 Tr. 1260-1261,1281-1282 (Pepw witness Warren), 

555 Tr. 1261,1264-1265 (pepco wifness Waxen). 

556 Tr. 1266-1267 (Pepco witness Warren). Accord Tr. 988-989, 975-976, 978-983 (OK witness Bright) 
(acknowledgiug that, under OPC‘s propasal, ifPepco experiences a tax loss, it would cause an upward adjustment to 
rate base, but that it would take “a whole bunch” of tax loss years in a row by Pepco to significantly reduce the large 

557 

CTAS prodwed under OPC‘S proposal). 

See Pepco Br. 84-85; Pepco R Br. 4647; Tr. 930-946 (OPC witness Bright). 

T z h k  timing differences, Pepco states, are in all cases temporary and are d by normalization, 
interest synchronization and other similar adjustments. See Pepco RBr. 47; Pepco Br. 87-89. 

See Tr. 1253-1254, 1256 (Pepco witness Warren); Tr. 1295-1297, 1303-1305, 1312-1314 (Pepco witness 

Pepco Br. 83-84, 92. TJep& from the Commission’s stand-alone method without grandfathering 
investments made on the basis of existing Cammission policy at the time such investments were made is highly 

.punitive and is !he @valent of changing the ground des in the middIe of a contest. Accordingly. any 
Commission change in policy regarding CTAs should apply only to investments made after the imposition of the 
policy.” Pepw Br. 84; see id. 92-93. 

Salatto). See also Tr. 952 (OPC witness Bright). 

560 
’ 
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those PHI afiiliated member companies that engage in leveraged leasing of equipment,561 those 
member companies relied on a “stand-alone” assignment of tax benefits to them (for accountiDg 
purposes in pricing and structuring their equipment leasing deals years ago). “If the tax benefits 

’ 

are commandeered by inclusion in a CTA calculation, the investment itself is impaired.” 
Consequently, Pepco argues, “any CTA calculation should exclude tax losses attributable to 
leveraged lease investn~ents.~~ 

DECISION 

275. Given the record before us, the Commission has decided to adhere to our 
traditional stand-alone approach regarding federal and district tax expense, which is widely 
followed by the majority of Commissions throughout the country.563 OPC’s CTA proposal has 
several flaws which, in our opinion, reinforce our adherence to this long-standing policy. 

276. OPC‘s CTA proposal undercuts coxnmon tax practice for afEIiate.companies, 
violates the “cost responsibility principle,” and threatens to create inequities for other PHI 
affiliate companies (such as those engaged in equipment leasing) that ‘‘earned“ the tax benefits 
and relied on their availability to them, as Pepco notes. Moreover, OPC‘s proposal is 
significautly different from the New Jersey approach.564 OPC’s CTA proposal threatens to 
create an immediate massive $172.9 million reduction to Pepco’s rate base in this Case. A rate 
base adjustment of that magnitude might well dest&ilize Pepco’s financial condition. Over 
t h e ,  recognizing “Intercompany Deferred Income Taxes” on Pepco’s books as OPC urges might 
reduce Pepco’s rate base to By contrast, under New Jersey’s CTA approach, PHI’S 
unregulated loss af€iliates will eventually have taxable income so that “it turns around‘’ and 
Pepco’s rate base rises again5& OPC’s proposal would not ‘Yurn around” unless Pepco suffers 
significant tax losses year after year, a much less likely prospect in our view.567 

.xi’ Pepco (3) at 45-48. “[S]everal of the PHI affiliates that produced substantial tax losses did so directly as a 
rermlt of being engaged in the business of leveraged leasing. * * * * The consideration of the tax losses produced by 
such tramaco -om in the calculation of a CTA essentially appropriates for customers part of what the lessor has paid 
for. In other words, these highly engin& transactions are priced to reflect the cash flows generated by the tax 
losses that are embedded in thek structures.” Id at 46-47. 

sa Id. at 47,48. 

The Maryland PSC recently reafhned the majority view and rejected CTAs. See In re Delmarva Power & 
Light, Md Case No. 9 192, Order No. 83085 at 20-23 @ecember 30,2009). 

564 

and New Jersey’s CTA system). Accord TI. 988-989,975-976,978-983 (OPC witness Bright). 

* 
566 

~ 6 ’  

See Tr. 1261, 1264-1267 (Ppepco witness Warren) (explaining differences between OPC’s CTA proposal 

See Tr. 994 (OPC Witness Bright). 

See Tr. 1317-1318 (Pepco wiltness Salauco). 

See Tr. 1261,1264-1265 (Pepco witness Wanen). 
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277. The Commission did not receive evidence on, and was unable to fully evaluate, 
the ossible impact of the 2008 tax loss position of Pepco and PHI,56* recent changes in tax 
law!6g and whether PHI’S unregulated affiliates would be immune fkom D.C. taxes with or 
without an intercompany agreement on ta~es.5~’ As was the case in Formal Case No. 1053, the 
Company proffers a more sound policy argument in fkvor of maintaining the stand-alone 
approach. We were particularly persuaded by the sound tax and accountJng arguments made by 
Pepco witness Warren which were reflected in the Minnesota and New Mexico Commission 
decisions cited by Pep~o.’~’  Thereforey the Commission rejects the adoption of OPC’s particular 
CTA proposal. 

B. Bonus Depreciation 

278. QPC. OPC argues that the Company should make an adjustment to show the 
actual amount of bonus depreciation it received for 2008, instead of the preliminary audit mount 
it included in rate base.572 

279. Pepo. The Company agrees. Pepco changed its tax accounting method for its 
2008 tax return, but it did not receive IRS approval to do so until May 2009, too late to reflect 
the new method in its original ratemaking filiig here. ‘Due to the difference related to this 
deduction between Pepco’s tax provision and its return, there is an increase of $85.6 million, on 

568 In most years PHI as a whole reports taxable income. Tr.1304 (Pepco witness Salatto). In 2008, however, 
PHI had a tax loss. See Tr. 1302,1305-1306 (Pepco witness Salatto). 

’@ Ordinarily, the net operating loss (NOL) cany-back period for businesses is two years, and the NOL carry- 
forward period is 20 years. In the 111th Congress, the American Recovery and Reinvestment Act of 2009 (P.L. 
11 1-5) provided business taxpayers with $15 million or leas in gross receipts an opportunity to extend the carry-back 
period for up to five years for NOLs i n c d  in 2008. The Worker, Homeownership, and Busmess Assistance Act 
of 2009 (Pub. L. No. 111-92), enacted on November 6,2009, extended the carry-back period to five years‘for all  
business taxpayers except those who have received certain federai assistance relating to the financial crisis. Under 
this law, a taxpayer can use the atended cany-back period for an NOL incurd in 2008 or 2009, but not both. 
Fwthm, P.L. 1 11-92 stipulates that the amount of loss that can be canid back to the 6Ah year is limited to 50% of 
the taxpayer’s taxable income in the fifth carry-back year. This limitation, however, does not apply to businesses 
with $5 million or less in gross receipts that make a fiwyear carry-back election after enactment of the legislation. 

no The query is whether an unregulated PHI affiliate that is immune from D.C. taxes, and which would never 
contriiute D.C. tax deductions to the PHI group, should be entitled to any allocated “state tax” p a p a t s  from Pepco 
under PHI’S intercompany tax agreement 

See Pepco (J) at 31-33 (Warren), Pepco (I)-2, citing Xcel Energv, MimL Docket No. E-022/GR-O5-1428 
(September 1, 2006); Pub Ser. Comm’n of N m  Mexico, N. Mex. Case No. 0740077-UT (M order April 25, 
2008). Accord: Ci@ of CharloftmYle, Virginia v. FERC, 774 F.2d 1205 @.C. Cir. 1985), cert. denied, 475 US. 
1108 (1986) (court upholds FERCs stand-alone policy); Hahne 62 Ala Accounting for Public Utilities QQ17.05- 
17.06, Q 19.03 (2009) (strongly arguing against CTAS). 

OPC (A) at 22 (Ramas). 
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a system basis, to the 2008 defmed tax balance. This amount was recorded in the Company’s 
books and records in September 2009.”573 The Company states that the DC allocated portion of 
its incrmed bonus depreciation deduction, taking interest synchronization into account, reduces 
Pepco’s revenue requirement by $4.5 million?“ 

DECISION 

280. The Commission accepts the adjustment for bonus depreciation (and interest 
synchronization) that Pepco and OPC agreed upon. 

M; JURISDICTIONAL, COST ALLOCATION (Issue NO. 1 1 ) ~ ~ ~  

281. The Commission approved Pepco’s jurisdictional cost allocations in its last rate 
case. Rejecting OPC’s proposed coincident peak method, the Commission reaf6nned the 
validity of the average and excess noncoincident peak (“AED-NCP”) method for allocating 
Pepco’s system-wide costs to the District of Columbias76 

282. Pepco. The overwhelming majority of Pepco’s distribution costs (e.g., for lines, 
substations, transformers, and meters) were directly assigned to the jurisdiction that uses those 
plant facilities?77 The study in Pepco 9 - 1  shows how other costs and operating expenses such 
as Cash Working Capital were calculated by jurisdiction. 

283. Though most of its cost figures for transmission and distribution facilities are 
taken fiom FERC accounts, Pepco states that several items (e.g., uncollectible accounts, &d 
General Plant) had to be ‘~ct ional ized” to determine the distribution-related portion of those 
c0sts.5~~ For example, the major exception to Pepco’s direct cost assignment approach concerns 
the cost of subtransmission facilities - which carry electricity through both the District of 
Columbia and other jurisdictions. Pepco states that it allocated these costs betweenjurisdictions, 
based on the Commission-approved AED-NCP methdS7’ Pepco submits that its other 
jurisdictional cost allocations are not disputed. 

573 

574 

~7’ 

reasonable?” 

P ~ C O  (E=) at 7-9 (sdatto). 

See Pepco (4C)-12 (Hook) and Pepo (4C) at 40 (Hook). 

Designated Issue N0.11 ash, “Are Pepco’s proposed jurisdictional cost allocations for distriiution service 

Formal Case No. 1053, Order No. 14712, 

Pepco (F) at 7,24 (Bmwning). 

~epco(~)at5-tj .  

Pepco submits that the Commission has consistently approved the AED-NCP allocation method for many 
years, citing Fonnal Case No. 905, Order No. 9868, Formal Case No. 929, Order N0.10387, Formal Case No. 939, 
Order No. 10646, and most recently in Formul Case No. 1053, Order No. 14712. Pepco (F) at 10-1 1,24. 

253-256. S6 
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284. OPC. OPC argues that the AED 4-CP coincident peak demand allocation method 
is superior to the AED-NCP method for allocating Pepco’s subtransmission costs between 
Maryland and the District of Columbia580 OPC agrees with Pepco’s approach of directly 
assigning most of its costs to each jurisdiction581 OPC argues, however, that using the AED- 
NCP method to allocate other costs (particularly subtrausmission costs) is not 0ptim*582 that it 
is inconsistent with the AED 4-CP jurisdictional cost allocation method that Pepco uses in 
Maryland, and that it risks over-collecting distribution costs .from D.C. 583 

285. OPC asks the Commission to “direct Pepco to provide a test year jurisdictional 
and class cost of service study based on application of the AED 4-CP method to subtransmission 
plant and related costs.” As Pepco’s AMI system is deployed, and more demand interval data 
becomes available for each of Pepco’s customer classes, OPC predicts that the accuracy of test 
year jurisdictional and class coincident and non-coincident demands should improve, resulting in 
more accurate jurisdictional and CCOS studies in the OPC asserts, however, that there 
is no reason for delay in switching to the AED 4-CP method for jurisdictionally allocating 
Pepco’s SubtraDSmission costs.585 

286. G S k  GSA states that Pepco’s jurisdictional cost allocations ‘Tollow generally 
accepted techniques approved in prior Commission rate 

287. Pepo Rebuttal. OPC has identified no new circumstances, Pepco argues, that 
would wmant a change Erom the traditional AED-NCP method. According to Pepco, when 
accurate data are used, OPC’s AED 4CP method would actually increase the assipmat of 
costs to the District of Columbia. The Company agrees that cost allocation methods might be 

OPC (F) at 5 (Smith). 

Id. at 8. 

OPC s t a h  that Pepco’s subtransmission system is designed to serve the single CP peak on the 
subtransmission system. OPC argues that there is “a disconnect“ between the CP-related way in which costs are 
incurred on Pepco’s subtransmission system (on the one hand) and how costs are allocated under the AED-NCP 
method (on the other hand), because the AED-NCP method considers energy use and non-coincident peak demand, 
but not the CP demand of the Ezcilities.’OPC (F) at 9-10; OPC PmH- Br. 20-21. By contrast, the AED 4-CP 
methi of allocating subtransmission costs, used in Maryland, considers a combination of energy use and coincident 
peakdemand. OPC (F) at 11. 

w3 

of Pepco’s $1.9 billion total distribution plant, OPC 0 at 11. 
OPC acknowledges that subtraosmission facilities account for only about $155 million (approxixnably 8%) 

O P C o a t 1 3 .  

OPCBr. 183-187; OPC R Br. 65-66. 

GSA (A) at 5 ( G O ~ ~ S ) .  

58s 

586 
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reexamined when the AMI system is in place and better data on customer usage becomes 
available.587 

DECISION 

288. OPC has not presented any new circmtances or “good reason” to overthrow the 
well-established AED-NCP method of jurisdictional cost allocation. The Commission recently 
approved that method as valid and imbued it with a heavy presumption of reasonableness. As 
stated in OUT opinion in Formal Case No. 1053: 

The Commission believes the AED-NCP approach appropriately combines an 
energy allocator with a non-coincident peak allocator because the design of the 
subtransmission and distribution system is properly based on both energy and 
demand characteristics. An energy allocation component is appropriate because 
as energy costs have risen, an electric utility should utilize cost effective 
met’ -0 reduce energy losses in its substations, lines, and transformers. A 
* ‘ sllocator is also appropriate because the maximum 
. “ALLLLL. I the subtransmission and distribution system are non- 
coincidL-_.. geak demands. The use of a non-coincident peak based methodology 
. c AED-WP is reasonable to reflect demand-related system design and 

~ r i i t  

p y L .  

C? 

Even if Pepco were to focus on the distriiution business, in its postdivestitwe period, “it would 
remain appropriate to apply the AED-NCP method.~~589 The Commission’s rationale specifically 
covers rep?‘ :: sibtransmission costs. 

289. The Commission may re-examine the AED-NCP method, and whether it should 
be repla& with the AED 4-CP method, once AMI is in place and better data on customer usage 
is available. OPC and Pepco both agree that this should be done. 

x THE COMPANY’S mvEm REOUIREMENT 

290. The Commission finds that Pepco’s District of Columbia adjusted rate base for 
the test period is $1,010,267,000, and that a fair rate of retum (including capital costs and capital 
structure) on that D.C. rate base is 8.01 percent. The Commission fiuther finds that the level of 
retum required when the 8.01 percent rate of return is applied to the adjusted test year rate base 
of $1,010,267,0OO is $80,922,000. 

’” Pepco Br. 99; Pepco (3F) at 11-12 (Browning). 

F o n d  Case No. 1053, Order No. 14712,~255. 

s89 Id. at94. 
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291. The Commission k d s  that the adjustment that would increase Pepco’s test-year 
revenue to the level of gross revenue requirements computed in accordance with the findings in 
this Opinion and Order is $19,833,OOO, which includes a proper allowance for taxes. 

XI. CUSTOMER CLASS DISTRIBUTION OF 
PEPCO’s RATE INCREASE (issue No. 

292. The Company proposes to move gradually (“one-quarter of the way”) toward 
equalizing class rates of return by raising distribution rates (which are only part of each 
customer’s bill) more for residential than for mmmerdal customers. Overall, an average 
residential customer’s bill would increase by 6.1 percent ($6.43 on the total bill) under Pepco’s 
proposal. Pepco justifies its proposed class revenue requirements by pointing to its Class Cost 
Allocation Study (“CCOSS”), which shows significant disparities in class rates of return 
~ ~ 0 ~ 3 . 5 9 1  

293. OPC urges a nearly across-the-board approach, modeled on the Commission’s 
decision in Pepco’s last rate case (Formal Case No. 1053), with the residential class receiving an 
increase of 1 percent more than non-residential classes. GSA recommends Cutting interclass 
revenue subsidies under Pepco’s proposed revenue spread by 10 percent (around $6.2 million) to 
$56 million to make a stronger movement toward cost-based rates and equal class RORs. 
WMATA proposes a stronger movement (“one third of the way’? toward equalized class R o b .  
Traditional principles of gradualism, Pepco ar es, support its more gradual approach to 
lessening the disparities in customer class RORs. 8 

A. Class Cost Auocation Study (CCOSS) (Issue No. 12a)593 

294. Pepeo. The Company’s class allocation study shows that current earned returns 
vary widely by customer class. At the low end of the range are the standard residential classes, 
Schedules R and AEi, and Rider RAD, with returns in the negative range (-2.6 percent to -4.6 
percent) and the streetlighting class (Schedule “SL”) with a -4.3 percent. The high end of the 

Designated Issue No. 12 asks, “Is Pepco’s proposed distribution of its revenue requirements reasonable?” 

591 The Company’s CCOSS, in Pejm 0 - 3  (Browning), shows the demand and customer components of 
embedded cost for each of Pepco’s customer classes. The study compares class R O B  to the ovenill jurisdictional 
ROIL Pepw (F) at 17 (Browning). To comply with past Commission directives, Pepw also submitted a marginal 
cost study in Pepco (G)-5, that covers only distribution costs. The Company states that ‘‘P]ecause this is a 
Distribution-ody rate request, the Company has not produced Genedon or Transmission Marginal Cost Studies.” 
Pepco (G) at 13-14 (Bumgarner). PEPCO argues that marginal cost studies have been used in the past to design 
rates that primarily recovered generation-related costs; that there is no longer any good reason to produce a marginal 
cost study, now that PEPCO has sold its generation plants; and that the commission should dispense with the 
obligation to produce such studies in fuhrre Pepco rate cases. Id at 14. 

592 

593 

See Pepco (G) at 3-8 (Bumgarner). 

Designated Issue No. 12a asks, ‘Is Pepco’s pmposed Class Cost Allocation Study reasonable?“ 
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m g e  contains the large commercial high voltage class (Schedule GT-3A) at 15.6 percent and the 
Rapid Transit Schedule RT class at 13.4 percent- Generally, the residential classes provide 
significantly negative earnings on distribution service while commercial classes provide above 
average rates of return.”594 To develop the Company’s CCOSS, Pepco witness Browning 
assigned and allocated rate base items and operating expenses to functions and classes based on 
the principle of cost c a u s a t i o ~ ~ ~ ~ ~  He utilized different types of “demand allocators” to allocate 
demand costs in a way that appropriately recognizes that various facilities are sized to meet 
various loa&? 

295. OPC. OPC claims that the cost of subtransmission facilities should be allocated 
by the AED 4-CP method. OPC argues that Pepco’s CCOSS fails to distinguish between the 
differing cost of the cheaper “radial and overhead systems” that serve residential customers on 
the one hand and more costly network and downtown D.C. underground systems that serve 
commercial customers on the other hand. Nearly 90 percent of Pepco’s investment in 
distriiution lines is related to the more costly underground system that commonly serves 
commercial customers. OPC stops short of saying that Pepco’s CCOSS is ‘Yatally flawed.” 
However, OPC argues that the defmts‘in Pepco’s CCOSS would support an across-theboard 
approach to setting customer class revenue targets in this case.597 OPC also requests that, in the 
future, the Commission should direct Pepco to use the AMI system to obtain detailed 
information regarding the load characteristics and types of customers served by radial and 
underground network facilities respectively, which may allow a more accurate CCOSS.598 

296. AOBA. AOBA accepts Pepco’s CCOSS, saying that it reflects Commission- 
accepted methodology and provides a reasonable assessment of costs and revenues by class of 
service. AOBA warns, however, that Pepco’s CCOSS does not reflect the substantial subsidies 
that are being provided to Residential Aid Discount (“RAD”) customers through the Energy 
Assistance Trust Fund (“EATF”) and the Residential Aid Rider Surcharge (“RAD surcharge”). 
According to AOBA, the customers in all other classes are required to pay over $5.1 million in 
EATF and RAD surcharges each year to subsidize the RAD class. 599 

297. AOBA also states that the Company’s CCOSS shows wide differences in 
customer class rates of return. The overall average ROR for the District is 7.04 percent, with 
commercial customers paying more than twice the system average ROR, while the residential, 
RAD and SL classes pay a negative ROR. AOBA asserts that test year 2008 D.C. jurisdictional 

’* 
595 

596 Id. at 18-19 (Browning). 

’* 
** OPC @) at 56,20. 

sw 

Pepco (G) at 6 (Bumgamer); see PEPCO 0-3. 

Pepco (2F) at 13 (Browning); Pepco (F) at 16-19 (Browning). 

OPC (F) at 5416-19 (Smith); OPC Pre-Hearing Br. 21-22. 

AOBA (A) at 84-85,88 (Oliver). 
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revenues for Pepco were $68.8 million, with Pepco’s large and small Commercial customers (ie.’ 
the GT and GS customer classes) contributing $79.1 million, while all other classes combined 
contributed a negative net income of -$10.3 million. AOBA also claims that Pepco’s 
commercial customers have long paid more than their fair share, and that residential and;, 
streetlighting customers clearly contribute disproportionately to Pepco’s need for additional 
revenue. Moreover, AOBA submits, class ROB have grown further apart since Pepco’s last 
distribution base rate case. AOBA concludes that fairness and equity dictate that this trend 
toward growing the subsidization of residential and streetlighting services must be reverse&6w 

298. District Government The District Government argues that Pepco’s CCOSS is 
inaccurate for the streetlighting (“SL,”) and traffic signal ((‘TS”) classes. DCG contends that 
earlier deferred AMJ/smart meter costs are improperly attributed to the SL class, which has no 
use or need for smart DCG also argues that the CCOSS improperly includes a small 
amount of revenue fbm 24-hour Burning Streetlights, which DDOT has totally eliminated. 
DCG submits that streetlighting is an off-peak service and that the streetlighting and trafic 
signal classes have shown a negative 10.13 percent growth in kwh usage because of DDOT’s 
conservation efforts. Accordingly, DCG argues, the SL and TS classes do not create any added 
costs or a need for an expanded Pepco system; yet Pepco’s CCOSS does not consider peaking or 
system cost additions.6o2 

299. DCG maintains that the Company’s CCOSS is also internally inconsistent on 
S m S  rates. Though it allocates demand and customer costs to the SL and TS rate schedules, 
DCG contends that the CCOSS does not include these demand elements in its rate designs for SL 
and TS. Instead, DCG argues, Pepco uses energy-only rates in pricing the cost of service for 
these schedules. Overall, the District Government criticizes Pepco’s CCOSS as a ‘heehanistic 
model” that gives some *ormation about relative class RORs, but is limited because it involves 
no judgment or consideration of non-cost factors that have long been considered in setting class 
revenue targets for the SL and TS rates.603 

300. Tumhg to the RAD rate, DCG argues that, contrary to AOBA, Pepco’s CCOSS 
accurately tracks RAD costs, using methods that have long been approved.6” DCG states that 
RAD class costs do not reflect the RAD and EATF surcharges because the RAD class gets the 
benefit The District Government submits that other customer classes, however, received credit 

6oo AOBA Br. 41-43; AOBA (A) at 85-89. 

‘The SL and TS rate schedule services do not need smart meters, since their usage is estimated based on 
type and size  of lamp. Further, there can be no direct load control capability or dynamic pricing to produce 
incentives to c h g e  the SL and TS loads during peak periods.” DCG (2A) ai 6-7. 

602 

603 

604 DCG (2A) at 13-15. 

DCG Br. 8-9; DG Govt (A) at 12-15 (PetniUnas). 

DCG (A) at 12-15,19-20 (Petniunas). 
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in the CCOSS for providing those benefits to the RAD.605 It concludes that the CCOSS is 
accurate for the I U D  class. 

301. GSA. GSA accepb Pepco’s CCOSS as reasonable.606 The only Criticism that 
GSA has is that Pepco’s CCOSS is based on identifiable loads without regard to a custonner’s on- 
site generation or when maintenance might be scheduled or other factors recognizing that 
distributed generation may add value to the system.*7 

302. GSA asserts that OPC‘s criticisms of the CCOSS are wide of the mark. GSA 
cl&s that whether or not OPC has correctly identified flaws in the CCOSS,@* it is essentially 
irrelevant given the massive residential subsidies identified by Pepco’s CCOSS. GSA recognizes 
that target class revenue requirements proposed by Pepco seek to address “an interclass subsidy 
problem that keeps getting bigger.’’ GSA argues that no one can reasonably claim “rate shock” if 
a 50 percent increase in distribution charges produces an increase of less than 10 percent in a 
customer’s total electricity bill. Neither GSA’s nor Pepco’s proposed revenue spread would 
’create rate shock in trying to move residential rates towards cost of ~ervice.~ 

303. WMA. WASA submits that Pepco’s CCOSS utilizes a general cost allocation 
formula that overstates the costs of serving WASA’s Blue Plains facility under the GT-3B rate. 
Two old subtransmission feeder lines running under the Potomac River and dating fkom the 
1950s and 1970s provide service solely to Blue Plains?’’ When the depreciated costs of these 
old subtransmission facilities are directly assigned to Blue Plains, as WASA urges, the cost of 
service for Blue Plains is significantly lowered.6” WASA’s “corrected” CCOSS shows an 
abovesystemaverage 16.02 percent class rate of return for the GT3B class, as opposed to 

DCG RBr. 5; DC Govt (2A) at 14-15. 

GSA (A) at 5 (GO&). ms 

See Tr. 1182-1183,1192 (GSA witness Goins). This CCOSS dispute between GSA and Pepm sffects the 
rates for standby service (S) and the dispute about Pepco’s proposed new GT-3A-S rate for GSA’s steam plant with 
its on-site generation capability. See infu pp. 137-141. 

GSA (B) at 7 (Goins). GSA submits that OPc‘s criticisms of the CCOSS are minor, in that wing OPC‘s 
recommended AED 4CP allocation method (instead of P w ’ s  AED-NCP method) would reduce the District’s 
revenue requinment by less than 1 %. The Commission rejected OPC’s criticism of the way the CCOSS allocated 
overhead iind underground distribution system costs in Fonnal Case No. 1053. Id. at 6-8. 

GSA Br. 5; GSA RBr. 2; GSA (€3) at 6-10. 

WASA Br. 7-8; WASA (A) at 10,6 (Phillips). 

‘I’ Id. at 8-9 (Phillips). While Pepco’s CCOSS uses an allocation formula to allocate approximately $1.5 
million in rate base to Blue Plains, WASA’s direct cost aIlocation method assigns only $921,000 in rate base to Blue 
Plains. Id. WASA states that “the total original cost of the Blue Plains Feeders was $1,574,000. This stands in stark 
c o n a t  to the allocated subtransmission costs of $3.2 million reflected in Pepco’s allocation,” WASA Br. 8. 
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Pepco’s 6.77 percent class ROR figure. WASA submits that the impact on other classes is slight 
(less than 1 percent) when the over-assignment of costs to the GT-3B class is corrected.612 

304. WASA urges that direct cost assignments can and should be made for Blue Plains 
instead of using Pepco’s general cost allocation formula. First, WASA argues that NARUC 
principles encourage direct cost assignments in preference to allocation formulas whenever 
possible. Blue Plains is served exclusively by two under-river 69 kV lines, and does not benefit 
fiom Pepco’s subtransmission system generally.613 Second, WASA argues that direct cost 
assignments lead to the best price ~ignals.6~~ Testimony at the hearings established that the old 
feeder lines running under the Potomac River meet all reliability criteria and give Blue Plains a 
“firm supply,” such that Blue Plains could still maintain its supply even if it loses one of these 
under-river supply line~.6~’ 

305, WASA and Pepco disagree about whether two temporary overhead 69 kV lines 
(“Emergency Overhead Feeders”), which are now partially dimantled and not in use, provide 
“backup’y facilties for Blue Plains whose costs could or should be allocated to WASA6l6 
WASA witness Edwards testified that, because the Blue Plains facility is already served by two 
reliable 69 kV subtransmission lines that run under the Potomac River, WASA did not m e  the 
idea of using the Emergency Overhead Feeder lines as long-term additional backup!‘ WASA 
argues that the two overhead 69 kV lines in dispute (Emergency Overhead Feeder hies 69021 
and 69022) were installed temporarily, as an aid to Pepco’s construction in 2006-2007 of two 
major new underground 230 kV transmission lines running into the Potomac River Substation. 
After that, the Emergency Overhead subtransmission Lines would no longer be in use!” WASA 

WASA Br. 3, 7, 9,22; WASA (A) at 10-14. “This difference is strictly a result of directly assigning the 
frill cost of the two 69 kV feeders to WASA rather than allocating WASA a share of tho total sub-sion plant. 
which WASA’s Blue Plains facity does not and cannot use.” Id. at 13. 

613 WASA RBr. 1-3. 

614 WASA RBr. 3-4. 

612 

See WASA Br. 2,5; Tr. 1484 (Pepco witness Lina), Tr. 1475-1476 (WASA witness Edwards), Tr. 1435- 
1436,1467-1468 (Pepco witness Gausman). 

See WASA RBr. 4-1 1. 

“’ See WASA Br. 18; Tr. 1475-1476 (WASA witness Edwards); Tr. 1435-1436 (pepco Witness Gausman). 
WASA’s full load at Blue Plains could be served by just one of the two 69 kV lines running under the Potomac 
River. Moreover, these two old 69 kV subtransmission Iines meet all o f  the applicable reliability criteria that Pepco 
has for service to Blue Plains. WASA Br. 2, 15, 14; Tr. 1435-1436, 1467-1468 (Pepco witness G-). Blue 
Plains has a firm supply, Pepco witness Lm acknowledged, and can still maintain supply if it lost one supply line. 
SeeTr. 1484. 

“* See WMA Br. 4; Tr. 1471-1472 (WASA witness Fkhards). WASA states that ‘%e Emergency Overhead 
Feeders were instalIed as only a temporary measure to Wtate construction of the Iong tern solution to the Mirant 
situation, Le., two new 230 kV transmission lines that would cormect additional supply sources to the Potomac River 
Subslation. During that time, the Emergency Overhead Feeders allowed Pepco to shift the Blue Plains load off of the 
Potonlac River Substation, freeing up capacity on the two existing 230 kV lines into that station to serve other 
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argues that these Emergency Overhead Feeder lines are not currently in use; not providing any 
c%ackup’’ service to its Blue Plains facility; and WASA is not pursuing any such overhead 
‘%backup” lines for Blue PlainS.6” WASA’s emergency plans at Blue Plains do not include 
restoring power on the Emergenc Overhead Feeder 69 kV subtransmission lines, which WASA 
imderstood were only temporary. 

’ 

2 0  

306. WASA is sympathetic to Pepco recovering the costs of the Emergency Overhead 
Feeders. However, WASA insists that those feeders supplied many Pepco customers (not .&st 
Blue PI&). WASA concludes that, to the extent the Commission’permits recovery of the costs 
of the Emer ency Overhead Feeders in this case, those costs must be allocated among all Pepo 
customers. 629 

307. WMATA. M T A  argues that Pepco’s CCOSS shows that the residential 
class is being unfairly subsidized by other customer classes. This sends the wrong price signals, 
and undercuts the residential class’s incentives to conserve.622 

308. Pepco Rebuttal. Pepco states that OPC’s complaint about residential class cost 
assignments makes no difference because even if the cost of underground-related expenses is 
eliminated fiom the calculation, the residential class is still earning a negative rate of return-623 
Equally without merit, Pepco contends, are the District Govemment’s objections to the costs 
assigned to the streetlight class. Though DCG buts the off-peak nature of SL usage, Pepco 
states that SL costs were calculated in accord with methods that the Commission has approved in 
earlier cases. The Company states that it took into account the energy conservation reductions in 
kWh usage by the SL and TS classes. Pepco claims that, even if no subtransmission or primary 
related costs were assigned to the SL class, the SL class would have a negative ROR (-0.6 
percent) showing that the SL class is due a substantial rate increase in order to begin to align 
revenues with c o ~ t s . 6 ~ ~  

309. Addressing WASA’s claims about the cost of serving Blue Plains, Pepco states 
that WASA overlooked the costs of the two 69 kV Emergency Overhead circuits that were 
connect4 to Blue Plains to maintain reliable service during the construction of the additional 

customem. Construction of the new 230 kV transmission lines was completed in 2006 and 2007, respectively, and, 
as Pepco freely acknowledges, the Emergency Overhead Feeders were taken out of service in July 2009, as required 
by a Critical National Park Service permit that has now expired.” WASA Br. 4. Accord WASA Br. 12,24. 

, 6‘9 WASA Br. 4; Tr. 1472,1475-1476,1482 VASA witness Edwards). 

WASA Br. 4-5,14-18,24-25; Tr. 1470 (WASA witness Edwiirds). 

WASA RBr. 1 1. 

WMATA (A) at 16-18 (Foster). 

Pepco (3F) at 13-14 (Browning). 

Id at2-3. 

bu 
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230 kV circuits that was authorized in F o d  Case No. 1044. The original $6,182,033 cost of 
these Emergency Overhead circuits-which provide reliability and backup benefits to Blue 
Plains -- significantly exceeds the costs that Pepco now allocates to Blue Plains. Pepco argues 
that it would likely increase the assigned costs to Blue Plains, rather than decrease them, if a 
major share of the costs of these feeders were added to the cost of service of Blue Plains that 
WASA cal~ulates.6~~ The Company insists that it should be allowed to recover the costs of the 
two overhead 69 kV lines, which were installed as an emergency measure with Commission 
approval in Formal Case No. 1044.”6 Moreover, Pepco argues, once the new 230 KV 
underground lines were installed in May/Ju.ne 2007, the continued operation of the 69 kV lines 
would be solely for the reliability of the Blue Plains fa~ility.6~~ Pepco states that the overhead 69 
kV lines have not operated since the removal of a section on National Park Service land in Oxon 
Cove Park. Instead, Pepco submits, the overhead lines served as a backup, ensuring reliability to 
Blue Plains, the Naval Research Lab substation, the Metro Traction Power Station at Congress 
Heights, the District of Columbia Fire and Police training centers, D.C. Village, and the Hadley 
Memorial Hospital, as well as other facilities.628 According to Pepco the overhead 69 kV lines 
could be reconnected within 5 to 7 days in the event of an emergency$ . 

DECISION 

310. We find that the Company has established the basic reasonableness of its CCOSS. 
Pepco properly assigned and allocated rate base items and operating expenses to functions and 
classes based on the principle of cost causa t i01~~~~  The Company also utilized different types of 

Id. at 9-11 @Browning). Pep~o witness Hook stated that “these 69 kV lines were used to provide back-up 
support for the District of Columbia load supplied h m  the Potomac River Substation, as well as for the operation of 
Blue Plains facility in the event of loss of Mirant’s Potomac Rivq generating system. In July of 2009, pursuant to an 
agreement with the National Park Service, a segment of the lines over Park Service land was removed; the 
remaining portion is available to serve in a back-up capacity if needed” Pepco (4C) at 2 (Hook). 
626 Pepco (3D) at 13-16 (Ciausman). Pepco states that the two new 69 kV linea were built in 2005- 2006 on an 
emergency basis to ensure continuous service to Blue Plains. With little or no warnin& Mirant shut down its 
Potomac Rim Plant, threatening reliable electric service to a major portion of the District of Columbia, including 
the B ~ E  Plains treatment facility. Id. at 14. Originally, Pepco planned to ensure service to Blue Plains with new 
underground 230 kV lines. However, licensing dif€iculties with the National Park Service, the time required for 
underground construction of the new 230 kV lines, and the need to avoid a “Blue Plains W e , ”  led Pepco to 
construct two new 69 kV linea overhead with a permitting condition to remove part of the overfiead line at Oxon 

. Cove Park with two years. For a period of eleven months, from July 2006 through June 2007, the two 69 kV lines 
ensured adecluate service to Blue Plains until the new unclergmund 230 kV‘ systems were built Id at 13-20 
(Gausman). 

. 

Id. at 16. 

Pepco (3D) at 19 (Ciausman). Accord Tr. 1439-1440 (Gausman). 

See Tr. 1435 (Pepco witness Gausman). 

Pepco (2F) at 13 (Browning); Pepco 0 at 16-19 (Browning). 630 
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“demand allocators” to allocate demand costs in a way that appropriately recognizes that various 
facilities are sized to meet various 10ads.6~~ 

311. OPC’s objections concerning differences between overhead and undergromd 
facilities were considered and rejected in Pepco’s last rate case where we found that OPC‘s 
concern with the assignment of overhead and underground facilities does not undermine Pepco’s 
allocation of rate base and operating expenses to the residential ~ l a s s . 6 ~ ~  We also rejected in that 
m e  OPC’s suggested use of the AED 4-CP method (instead of the AED-NCP method) for 
allocating subtransmission c0sts.6~~ The Commission finds that Pepco now has the ability to 
identi@ outages by customer so that it should be able to study and resolve the issue 
raised by OPC about the relative cost of overhead versus underground systems. The Company is 
directed to examine this issue and to include the study and its results in its CCOSS presentation 
in the next Pepco rate case. 

We also noted in Pepco’s last rate case that, “while it is true that the Commission 
previouSly gave weight to PEPCO’s embedded and marginal class cost-of-sewice studies, the 
Commission’s more recent guidance shows a preference for embedded costs.’b35 Obtaining 
valid Pepco marginal cost studies has been €i-aught with difficulty. Nevertheless, we deny 
Pepco’s request to dispense with marginal cost studies altogether. There may be some value in 
our looking at marginal cost studies in the future, as a judgmental factor, even if they cover only 
marginal distribution costs. The Commission will continue its past practice in which marginal 
costs may be one non-mathematical, judgmental factor among many that the Commission may 
consider in its discretion in the future in setting class rates. 

312. 

3 13. WASA’s suggested direct-cost-allocation “correction” to Pepco’s CCOSS on the 
GT-3B (Blue Plains) rate is denied for several reasons. WASA and Pepco vigorously disputed 
whether it is proper to set the Blue Plains rate by direct cost allocations instead of an aUoCation 

Our general policy, however, is to disfavor singlecustomer rates that are set solely 
on the basis of nairowly-based directly-assigned costs, as opposed to costs that are determined 
by allocation from a wider pool of costs for similarly-situated customers. Such single customer 
rates, based on a very narrow base of cost information, may be subject to volatile changes if.their 
directly-assigned CCOS changes suddenly because of future events. 

Id. at 18-19 (Browning). 

Formal Case No. 1053, Order No. 14712,j 282. 

Formal CaSeNo. 1053, CMerNo. 14832 at IO. 

See Formal Case No. 1053, Phase ll, Pepco Deborah Royster’s July 7, 2009, letter to Commission 
(Company bas developed necessary programming to calculate outage hours by customer class); see ako Direct 
Testimony of Pepco witness Browning, pp. 11-12 (May 12,2009). 

Formal Case No. 1053, Order No. 14712, g 274. 

Compare WASA Br. 19-23 and WASA RBr. with Pepco Br. 102 and Pepco R. Br. 52-56. 

633 

636 
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314. We have also determined that the cost of the physically intact part of the 69 kV 
Emergency Overhead Feeders637 should be placed in rate base as “emergency capitalized 
,spare.’’38 Our decision today is that Pepco is entitled to full rewvexy (ie., recovery of costs plus 
a rate of return) on that rate base item fi-om Pepco’s customer base as a whole. We agree with 
WAS& and the record overwhelmingly demonstrates, that Pepco’s recovery on this item should 
come fiom its system. as a whole, and not just &om WASA. The currently unused, partially 
dismantled overhead 69 kV lines provide potential ‘%back-up support? not only for WASA’s Blue 
Plains facility, but also for many other customers on the ~ystem.6~’ OPC’s claim that the 
Emergency Overhead Feeder lines were or are primarily for Blue Plains is inconsistent with the 
evidence in this record and the Commission’s decision in Formal Case 1044.@O Accordingly, the 
cost of the 69 kV Emergency Overhead Feeder lines, which are in Pepco’s rate base as 
“emergency capitalized spare,” should be recovered equitably fiom all of Pepco’s customers, and 
not just fiom WASA. 

315. To sdeguard the safety and reliability of the electric distribution system in this 
area, the Commission also directs that Pepco not dismantle what remains of the 69 kV 
Emergency overhead Feeders without first obtaining prior explicit Commission permission. We 
thus agree with the point made by Pepco witness Hook that it might be “better to leave [the 69 
kV Emer ency Overhead Feeder lines] up and ready to use again if it were needed, than to tear it 
down. ”64P 

637 OPC stated that no service has been provided though these two overhead 69 kV lines since July 2007. See 
Tr. 881-883 (OPC witness Ramas); WASA Br. 11-12. Pepw admits that these lines were removed or ‘‘cut? in July 
2009. Tr. 1434 (Pepco witness Gausman); Tr. 1489 (Pepco witness Lizza). One portion of these lines - 
approximately 4,000 feet (out of 13,000 to 16,000 feet) over National Park Service land in Oxon Cove Park - has 
been physically removed and retired on Pepco’s financii records. See Tr. 1328-1331, 1342 Qepco witness Hook); 
Tr. 1421-1422 (Pepco witness Gausman). Pepw conceded that OPC is right to delete $61,000 from plant in service 
to account for the fact that these facilities are not in service. Tr. 1328-1330 (Pepco witness Hook). Given that 25% 
of the $2.5 million Emergency Overhead he-s have been retired, the Commission directs that an additional $574,000 
be deleted from Pepco’s plant in service. 

638 See infra 22-26. 

See WASA Br. 3412-13,23-24; WASA R Br. 5; Pepco (3D) at 19 (Gausman); P p  (4C) at 2 (Hook); 
Tr. 905-906 (Pepco witness Norin) (14,000 other customers, besides Bbe Plains, are sexved by the Potomac River 
substation). 

640 Testimony was presented tbat Blue Plains is a ‘’firm supply” Eacity, with reliable supply lines (two 69 kV 
lines running under the Potomac River), so that Blue Plains can still maintain its supply even if it loses one supply 
line. See Tr. 1484 (Pepco witness Lizza), Tr. 1475-1476 (WASA witnes Edwards), Tr. 1435-1436 (Pepco Witness 
Gausman). The two old 69 kV feeder lines running under the Potomac River to serve Blue Plains currently meet a l l  
the applicable reliability criteria that Pepco has for service to Blue Plains. Tr. 1435-1436 (Pepm witaess Gausman); 
Tr. 1484 (Pepco wi-s Lizza). See Formal Case No. 1044, Order No. 13895 at 10-1 1, and Order No. 13958 at 5-6 
quoted in WASA’s R Br. 8-9,lO. 

Tr. 1337 (Hook). 
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B. Impact on Customer Class Rates 

316. Pepco. The Company seeks to reduce the amount by which any class rate of 
return is greater or less than its overall D.C. jurisdictional ROKM2 According to Pepco, the rate 
designs approved in Formal Case No. 1053 provide improved price but the rates 
resulting from that case made little progress in eliminating interclass subsidies between the 
residential and non-residential classes. Gradualism was an overriding concern of the 
Commission in that case, given the then recent large increases in Standard Offer Service (“SOS”) 
rates. The small 1 percent differential between the residential and non-residential class increases 

. 

authorized in that proceeding did not reduce the significant disparities that currently exist in class 
R0Rs.- 

317. Two steps were utilized by Pepco to allocate its overall revenue requirement in a 
way that reduces disparities in class ROB. Because the residential classes were shown to have 
very low negative returns, the first step increased their rates of retum by onequarter of the way 
toward the o v d  rate of return of 8.88 percent that the Company is seeking in this case. This 
resulted in the residential class receiving $18.8 million, or about 36 percent of the total $51.7 
million increase originally requested by Pepco. The other major under-earner, the SL energy 
class, was then adjusted one-half of the way from the present negative 4.33 percent return toward 
a zero return, producing an additional $324,000. The SL service class’s return wa$ judgmentally 
set at 1 percent producing a $33,000 increase from that class. Next, each remaining commercial 
class was adjusted half of the way toward the overall rate of retam Since this step still resulted 
in a revenue deficiency, each commercial class’s return was adjusted by a constant factor until 
the overall revenue increase target was reached.645 According to Pepco, the outcome brings class 
RORs closer together. 

Pepco (G) at 5 (Bumgarner); PEPCO (2G) at 2 (Bumgarner). The Company states that it measures its 
success at achieving this goal by utilizing a Unitized Rate of Return (“UROR’~. “A UROR greatex than 1 .O means 
that the customer class is providing a greater than average  turn. A UROR less than 1.0 means that the customer 
class is providing less than the average rehun.” Pepco (G) at 5 .  

613 In particular, Pepco applauds the Commission’s decisions to modify the Residential Standard Schedule ”R” 
Minimum Charge to a Customer Charge, to increase that charge to $2 per month. This moves the non-residential 
Customer and Demand charges closer to cost and reduces the relative energy component of the “R” rate. Pepw (G) 
at 4. 

644 Id. at34 

@* Pepco (G) at 6-7 (Bumgarner); see Pepco (2G) at 2. 
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Customer Class RORs under PEPCO’s ProposalsM 

current . PEPCO’sPro~osed . 

Resident, R 
Residential AE 
RAD 
Residential TOU 

GS 
GS-LV 
GS-HV 

SL Energy 
SL Service 

Class Revenues class ROR UROR new class ROR 

TN 

GT-LV 
GT-HV-3A 
GT-HV-69KV 
GT-HSJ-other 

1 Metro-RT 

Total D.C. jurd. I ’  

$48.21m 
$11,94m 
$3.94m 
$l.O5m 

$51.8Om 
$0.06 lm 

$l.llm 
$0.477m 

$0.37m 

$168.64m 
$0.49m 
$3.15m 
$73.16m 

$9.06m 

$373.45m 

1. Residential 

-3.05% -0.43 
-3.90% -0.55 
-5.35% -0.76 
10.84% 1.54 

2. Small Commercial 

14.25% 2.02 
21.51% 3.06 

-5.07% -0.72 
0.37% 0.05 

6.59% 0.94 

3. Large Commercial 

12.39% 1.76 
10.62% 1.51 
6.77% 0.96 
18.24% 2.59 

15.70% 2.23 

7.04% 1.00 

0.27% 

-4.56% 
-0.28% 

12.97% 

15.05% 
19.48% 

-2.17% 
1 .OO% 

10.38% 

13.91% 
12.83% 
10.48% 
17.48% 

15.93% 

8.88% 

UROR 

0.03 
-0.03 
-0.5 1 

1.46 

1.69 
2.19 

-0.24 
0.1 1 

1.17 

1.57 
1.44 
1.18 
1.97 

1.79 

1.00 

318. OPC. Relying on the approach taken by the Commission in Pepco’s last rate 
case, OPC recommends that each customer class receive the same percentage increase in base 
distribution charge with the exception that the residential class receive an additional 1 percent 
increase over the non-residential increa~e.~’ OPC argues that Pepco’s proposed class revenue 
targets would result in rate shock for the residential class. According to OPC, Pepco’s proposed 
47 percent increase in residential disiriiution rates cannot be masked as only a 6.1 percent 
increase when rolled into the total bill for supply, tmwnission, distribution and surcharges. 

See Pepco (G) at 6-7 (Bumgarner); Pepco (Ghl and (G)-la (charts) (Bumgarner); Pepco 0-3 (chart) 646 

(Browning). See &o AOBA (A) at 85-92 (Oliver); W?VLATA (A) at 17 (Foster); GSA (A)-1   go in^). 

OPC (F) at 5-6,23-24 (Smith); OPC bHearing Br. 22. 647 
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319. OPC argues that the Commission’s policies of gradualism and rate-continuity are 
undermined by Pepco’s proposed sharp increase in residential rates. As in Pepco’s last rate case, 
OPC urges the Commission to be mindful of continuing increases in the SOS rates, which have 
increased approximately 25 percent in the last two years, and the continuing economic 
challenges facing consumers, as well as the District of Columbia’s unemployment rate of over 10 
percent (placing D.C. at the ninth highest unemployment rate of all U.S. states).648 

320. AOBA. In general, AOBA agrees with Pepco’s proposed method to distribute its 
overall jurisdictional revenue increase among customer The only exception, 
according to AOBA, is the RAD class, in which the RAD class rates should not be h z e n  (as 
Pepco recommends) but instead should be raised by the lesser of: (1) the percent increase in the 
Consumer Price Index for urban wage and clerical workers (CPI-W) since the time that the most 
recent RAD rate caps were initiated (i.e., 22.4 percent); or (2) 50 percent of whatever increase 
the Commission approves for the Residential ‘(“R”) class. If the Commission does not grant 
Pepco’s full requested revenue increase, then AOBA recommends that one-third of any reduction 
in the Company’s overall revenue request be spread among all classes across-the-board. The 
remaining two-thirds should be distributed among the rate classes that have greater than system 
average RORs to reduce subsidies between Pepco’s customer classes.650 

321. District Government. The District Government argues that there should be no 
increase in the streetlight and traffic signal rates, or at most, an increase of the average increase 
for all classes of customers.651 Objecting to Pepco’s proposed class revenue targets for the SL 
and TS classes, DCG argues that Pepco’s proposed increase of 211 percent (or $324,000) for 
these classes652 overemphasizes class RORs, creates rate shock, and ignores rate gradualism and 
non-cos t fact0rs.6~~ 

322. DCG contends that the Company’s proposals reflect a mechanistic reliance on 
embedded costs, overlooking the fact that, since the 1980s, the Commission has always priced 
the SL and TS rates at only marginal energy costs because of.public safety and welfare 

648 Id. at 22-24. 

649 AOBA (A) at 91 (Oliver). 

Id. at 91-93. 

DCG Br. 1-2,6, 11. 

652 Even worse, DCG states, is GSA’s proposed 319.82% increase for the SL and TS rates. Because SYrS 
service has long been considered a public good, it is reasonable to expect other classes of service to subsidize SUTS 
seMce to some extent DCG Br. 7-8. 

DCG (A) at 7 (Petniunas). DCG argues that the Commission in allocating costs among customer classes 
and m designing rates, has long considered a wide variety of non-cost factors, including peak causatioddivmity; 
risk and reliabiIity; growth of load; historical rate patterns; equity; fairness; conservation; revenue stability; social 
goals; value of service; and public d t y  and welfare. DCG (2A) at 8-9 (Petuiunas). 
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considerations, and the extreme off-peak nature of SL/TS service. According to DCG, the 
Company’s, AOBA’s and GSA’s proposals for raising SL and TS rates do not follow principles 
of gradualism, equity, and rate stability; they disregard important historical considerations Like 
the value of service to the community provided by streetlights and traffic signals; and they 
overlook the fact that SUI’S rates provide risk-free returns.654 

323. DCG submits that the SL and TS classes are risk free, providing stable usage 
patterns, loads and revenues for P e p c ~ . ~ ~ ~  DCG submits that this stability reduces the need for 
fbture rate increases. Accordingly, the District Government maintainS that the S W S  classes 
should receive a lower rate increase and a lower required ROR than other classes.656 

324. The District Government also contends that the Company’s proposed 21 1 percent 
increase in SL rates will result in rate shock, arguing that there is no merit in Pepco’s “total bill 
argument,” which seeks to mask a sharp increase in SL distribution rates by bundling it together 
with unregulated SL generation costs. DCG submits that the same principles that moderated the 
requested SUTS increase in Pepco’s last rate case, gradualism and non-cost factors, should apply 
again in the present case.657 

325. DCG states that the only significant development in SIX3 load or usage patterns 
since Pepco’s last rate case is an increasing trend in reduced usage due to wnserv&oa More 
SL/TS conservation measures are planned for the fUtUre.658 DCG argues that it should be 
rewarded for its successful conservation effortS.6” DCG also relies on the provisions of the 
Clean and Affordable Energy Act of 2008 (“CAEA”) to support its proposition that those with 
the greatest ability and follow-through on conservation should get the lowest rates.660 

‘ ~ 4  

cw 

DCG Br. 4-6,lO-11; DCG (2A) at 5,7,13. 

DCG Br. 10; DCG (ZA) at 10 (Petniunas). 

DCG Br. 11-13; DCG (A) at 16-17; DCG (2A) at 6. 

DCG Br. 3-5; DCG RBr. 4-5. 

‘” DCG Br. 7; DCG (A) at 17-18. Trends in SL energy usage are pointed downward with a 10% reduction 
since 1995 and a 3% h t i o n  in the last two years alone. ‘Thus, 30% of DDOT’s 19 year energy reduction was 
achieved since the Commission’s last rate order.‘’ DCG Br. 7. Old inefficient traffic signal lights have been replaced 
with high efficiency LED lights, the District reports. ‘“his measure has reduced the TS k’wh use fivm 18.1 W o n  
kWh in 2001, to 10.5 million kwh in 2008, a 42% decrease in usage.” DCG (A) at 18. According to the District 
Govenment, DDOT is planning to replace over 800 more streetlights with LEDs this October. It is also plarming to 
replace all streetlights with LEDs in the htme. Id DDOT r d y  eliminated a l l  unmetered 2 4 - b ~  burning 
streetlights in the District, and all streetlights now receive the lower Standard Night Burning rate. DCG Br. 7,13. 

DCG Br. 7. 

DCG cites Section 401 of the CAEk DCG (A) at 18-19. 660 
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326. The District Government argues further that S M S  service is a public good that 
benefits the community, without excluding any potential user. It promotes social interaction, 
deters crime, promotes business, and facilitates pedestrian and vehicular traffic. These unique 
public safety and welfare benefits, combined with the extreme off-peak nature of the service, 
DCG argues, justify low rates for the SLrl;s class.661 

327. DCG claims that there is improper loading of Pepco’s system costs on the SL and 
TS classes because these classes are billed on a straight kwh basis that triggers the imposition of 
a set of surcharges, even though Pepco’s CCOSS calculates the cost of the SL and TS classes 
based on demand iind customer costs (not energy ~ o s t s ) , 6 ~ ~  SL and TS base revenues are only 
$166,189, but when six surcharges based on kwh energy usage are added, the total of the base 
rate and distribution surcharges on a kwh basis produces a total bill of $1,085,423, reflecting 85 
percent in surchge re~enues.6~~ 

328. Finally, DCG asserts that outages in streetlighting and traffic signal service also 
trigger additional operational costs, and risks of liability, which should be reflected in lower rates 
for the SL and TS rate schedules.664 Because signal outages create a public safety hazard, the 
District Government has incurred significant capital expenses (over $3.5 million since 2007) to 
obtain emergency back-up generators, uninterruptible power supply systems, and retrofitted 
cabinets. In addition, DCG submits that it has incmed significant personnel costs (about 
$400,000 in 2008) for responding to traffic signal outages.665 

329. GSA. GSA contends that, while Pepco’s proposed revenue spread reduces 
disparities in customer class rates of return, this allocation still would increase the interclass 
revenue subsidy for the residential class from $61 million to $62 million. GSA claims that 
OPC’s proposal would balloon the residential subsidy to around $72 million, leaving a negative 
residential class ROR and only an “extremely modest‘’ movement towards cost of service. GSA 
recommends cutting interclass revenue subsidies under Pepco’s proposed revenue spread by 10 

DCG Br. 11; DCG (A) at 6-8. S Y r S ’ s  non-cost benefits includa crime preventioa, promotion of sociaI 
interaction, promoting business, and facilitating pedestrian and vehicular M c .  Moreover, any traffic signal 
outages can provide signiscant risks for citizens and liability risks to the District Government. DCG state3 that the 
Commission’s decision in Formal Case No. I053 recognized the validity and impoxiance of non-cost ktors  (such 
as rate continuity, gradualism, their off peak nature, and the d u e  of services as a public good) in setting class 
revenue targets for the SL and TS classes. In that case, the Commission limited the percentage increases for the SL 
and TS classes to the increase for the residential class. DCG (A) at 9-10. 

662 DCG (A) at 20. 

663 Id. at 20-21. 

DCG Br. 14; DCG (A) at 23. For example, the number of power outages to District traffic signals has 
increased in recent years from 216 (2006) to 239 (2007) to 284 (2008) to 203 in the first eight months of 2009. DCG 
664 

03) at 2 0. 
Id. at5. 
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percent (around $6.2 million) to $56 million to make a stronger movement toward cost-based 
rates and equal class R O R S . ~ ~ ~  

330. GSA notes that OPC’s proposed revenue spread is identical to the one adopted in 
Formal Case No. 1053, but the revenue spread did nothing to mitigate the huge interclass 
revenue subsidies that continue to this day. GSA contends that OPC‘s approach fails to move 
toward cost-based rates. GSA states that though OPC relies on Pepco’s CCOSS to propose 
higher Customer Charges in the residential rate design, OPC ignores the massive subsidies 
shown in the CCOSS that keep residential rates far below cost. 667 

331. GSA contends that residential customers (excluding RTN customers) should 
receive a 61 percent distribution base rate increase (compared to Pepco’s proposed 47 permt  
increase). GSA’s proposal would increase an average residential customer’s total bill by 8.2 
percent. If Pepco receives less revenue than it is requesting, then GSA recommends reducing the 
increase for each class while maintaining the relative increases it recommends. For example, if 
the allowed increase is half of Pepco’s requested increase, then the increase for residential 
customers should be 30.51 percent (half of GSA’s recommended 61.02 

332. Opposing Pepco’s proposed new GT-3A-S tariff for GSA’s steam plant, GSA 
objects to the high cost that Pepm is proposin for this new rate which may discourage the 
development of distributed on-site gend0n.6~’  GSA argues that the rate for its steam plant 
should be no higher than the actual cost of providing service to According to GSA, this 
would involve a 20.93 percent increase for its steam plant as opposed to Pepco’s proposed 23.38 
percent in~rease.6~’ Eventually, GSA suggests, a 10 to 20 percent discount might be appropriate 
for customers that (like GSA’s steam plant) have distributed generation.672 These issues are 
discussed M e r  in the rate design section of this Order. 

333. WASA. WASA argues that Pepco’s CCOSS ovastates the costs of serving 
WASA’s Blue Plains facility under schedule GT-3B, and that the true class rate of return for the 
GT3B class is 16.02 percent (not 6.77 percent as Pepm’s CCOSS claims). Since this is more 
than Pepco’s D.C. jurisdictional average ROR, WASA argues that a decrease is appropriate to 

666 

‘61 

668 GSA (A) at 16-17. 

669 

GSA Br. 2 ,4515;  GSARBr. 5; GSA (A) at 8-9,15,16, 13-14 (Goins); GSA (B) at 3-4 (Goins). 

GSA Br. 2; GSA (B) at 5-6. 

See Tr. 1192-1 199 (colloquy between Commissioner Morgan and GSA witness Goins). 

See GSA (A) at 25-28. 

See Tr. 1177-1 181 (GSA witness Goins); GSA (A) at 25-28. 

See Tr. 1194-1195 (GSA witness Goins). 

. 

671 

672 
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recognize the true cost of serving Blue WASA objects to Pepco’s proposed 37.7 
percent increase in GT-3B rates. Instead, WASA argues, a 29.3 ercent decrease in WASA’s 
rates is required to eliminate the subsidy presently paid by WASA. 6% 

334. FVMATG W T A  argues that Pepco’s proposed class revenue targets do not 
go far enough toward lessening resideritid class subsidies. W T A  is recommending no 
change to the residential RAD rate class, as M T A  supports the Commission’s efforts to 
protect that segment of the population least able to pay.675 Otherwise, however, W T A  asks 
the Commission to move more quickly by going “one-third of the way” (as opposed to Pepco’s 
proposed “onequarter of the way”) toward equal customer class R O R ~ ’ ~  

335. W T A  states that the gradual movement toward cost-based rates ordered in 
Formal Case No. 1053 fded  to reduce the significant disparities that still exist in class RORs. 
Wh4ATA now contends that, sine the SOS rate increase in 2009 was only 2.7 percent, as 
compared to more than 12 percent for 2007 when Formal Case No. 1053 was decided, the SOS 
should no longer constrain the Commission from moving more quickly toward cost-based 
rates.677 

336. Pepo RebnttaL “he Company argues that its “one quarter of the way” approach 
is reasonable, as shown by the fact that it lies in the middle of the other parties’ positions. It 
claims that a 6.1 percent increase in residential customers’ total electric bill is modest and will 
not cause “rate shock.” Rebutting OPC, Pepco argua that it is the total bundled price of 
electricity, not just the distribution portion, that affects the decision whether or not to consume 
an additional kWh. In m e r  to OPC’s claims about increases in SOS rates and the general state 
of the economy, Pepco notes that a meanin@ movement toward cost for the residential class 
may be more appropriate now than it was in Formal Case No. 1053. Pepco states further that the 
recent SOS increases have dramatically moderated downward to the 3 percent range fkom the 
double digit increases that the Commission was looking at when it decided Formal Case No. 
1053 two years 

673 

674 

67s WMATABr. 11. 

676 W T A  Br. 10-1 1; W T A  (A) at 17-21 (Foster). WMATA states that Pepw should follow its two- 
stage approach to detexmining class RORs. The first step should be to imrease the residential class rates one-third 
of the way t o d  the overall rate of return allowed by the Commission. This approach will eliminate the negative 
eamings in the midenrial classes (except for RAD), thereby requirhg that the residential clesses cover Pepco’s 
allocated operating costs. In the next rate case, Pepco could take other steps toward cost based ram. Id 

6n 

678 

WASA (A) at 15 (Phillips); see id. at 14-16. 

WASA Br. 3,9; WASA (A) at 15. 

W T A  Br. 9-10; W T A  (A) at 16- 19 (Foster). 

Pepco (3G) at 3-5 (Bumgarner). 
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337. Turning to SL and TS rates, Pepco argues that the District Government failed to 
show that it incurred increased costs because of power outages to traffic ~ignaIs.6~~ overall, 
Pepco argues that its proposed SUI’S distribution rate increases involve only small increases to 
total SLlTS bills, and are consistent with rate gradualism. Pepco states that even with this 
increase, the SL class will still produce a negative 2.17 percent return on equity. This degree of 
subsidy, Pepco argues, should more than satisfy the desire to recognize the %on-cost factors” 
cited by the District Government.68o Pepco acknowledges that streetlighting and tr&c signals 
are a public good that contribute to public welfare, safety and the quality of life in the Disbict. 
However, the Company asserts, there are many other businesses and organizations in the District 
that are served by Pepco that also contribute to the quality of life, and it points out that those 
considerations have rarely entered into rate design or revenue distriiution decisions of the 

338. Pepco argues that the “unique load characteristics” of GSA’s steam plant justify 
creating a new GT-3A-S rate class; that this customer’s load factor is only 16 percent, or about 
75 percent lower than the 64 percent load factor for other customers on the GT-3A schedule on 
which the GSA plant is currently served.682 Pepco states that GSA’s proposed 20.93 percent 
increase for this facility is not far ffom Pepco’s proposed 23.39 percent increase. Moreover, 
Pepco notes that the proposed GT-3A-S class provides (and will continue to provide) a lower 
class ROR than the remainder of the GT3A class. The Company states that only if the GSA 
steam plant were relieved of its entire share of the subsidy for the residential class, would it 
receive a small ($2,546) revenue decrease under a ‘“fulfy equalized class ROR” regime. The 
Company indicates that its GT3A and GT3A-S rates are calculated in the same m m e r  as all 
other commercial rates and that they recover the fill cost of service plus a fairly determined 
portion of the remaining subsidy to the residential and other underperforming classes. Therefore, 
Pepco argues, they are not a market barrier to the development of customer-owned cogeneration 
p1mts:83 

339. As for the two new overhead 69 kV lines that were built in 2005-2006 on an 
emergency basis to ensure continuous service to D.C. customers, Pepco insists that it is entitled 
to recover the cost of these ordinary and necessary The Company suggests that the 

Pepco (3D) at 11-13 (Gawman). “The outage percentages are 0.16% and 0.13% for 2008 and 2009 
(through September 11,2009), or less than two tenths of one percent of the actual operating hours of these systems.” 
Id. at 12-13. 

‘” 
681 

Pepco (3G) at 5-6 (Bumgamer). Accord Tr. 1408-1409 (Pepco Witness Bumgarner). 

Tr. 1409-1410 (Pepco witness Bumgarner). 

Pepco (3G) at 6-8. The operation of GSA’s cogeneration plant the load h t o r  for this account (Le., 
the ratio of du: average load to peak load measured at the meter, a measure of plant utilization) to be lower t h a ~ ~  that 
of other ~ustomers on the GT-3A schedule. Id. at 6. 

Pepco (3G) at 9-10 (Bumgarner). 

‘ ~ 4  I .  at 13-20. 
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costs would be properly assignable to WASA's Blue Plains facility because the continued 
operation -of the 69 kV lines would be solely for the backup reliability of the Blue Plains 
f ac i~y .~"  

. 

DECISION 

340. The C o d s s i o n  enjoys wide latitude in setting customer class revenue 
requiremmts. Traditionally, in setting class revenue requirements, we have considered class cost 
of service as well as a broad range of other factors in addition to the cost of service for each 
~ l a s s . 6 ~ ~  The courts have never imposed a requirement of uniformity among the rates of return 
firom different customer classes.687 For example, customer class rates of return may vary based 
on the risk to Pepco because the level of risk is a valid factor to consider in rate desiga6" 
Differences can be based not only on quantity, but also on the nature, time, and pattern of use, so 
as to achieve reasonable efficiency and economic 0peTati011.~~~ Other valid non-cost factors that 
may be considered in setting both customer class revenue requirements and rate designs, include 

'" . Id. at 16. Pepco claims that WASA asked it to replace a removed overhead portion of the 69 kV lines with 
an underground system and that discussions on this topic, including the cost responsibility of this undmground 
segment, are continuing. Pepco (333) at 19-20. 

686 See, e.g., W'mhington Gas Lighf Co., 450 k 2 d  at 1199-1209. There is also a new statute that states: "In 
flIpervising and regulating utility or energy companies, the Commission shall consider the public safety, the 
economy of the District, the conservation of natural ~cfsources, and the preservation of environmental quality." See 
Clean and Affordable Energy Act of 2008 !j 401, D.C. Law 17-250,55 DCR 9225 (October 22,2008), amending tbe 
Commission's organic act of March4,1913, ch.50, p 8 1 96k  

'" Wmhington Gas Light Co. v. Pub. Sent. Comm'n, 450 A2d 1187, 1207 @.C. 1982); Accord Apartment 
House Council of Metro. Washington, Inc. v. Pub. Sen. Comm 51,332 k 2 d  53,57 (D.C.1975) (%qual return fkom 
customer classes is not required"). Wholesale FERC principles about equaked class RORs do not apply 
mechanically to set retail class RORs in Pepco rate cases. The state commissions that set electric rates at the retail 
level must consider a much more diverse set of customers, different issues, and a different calculus of intemts, than 
exists at the wholesale level For example, at the retail level the costa of electricity are commonly tax deductible 
business expenses for retail business customers but not for retail Residentid customers. For these reasons, the case 
law and Commission precedent about retail electric rates in the District of Columbia are H m n t  from FERC cases 
about wholesale rates where fewer non-cost considerations apply and the courts insist on more equalized customer 
R o b .  See, e.g., Alabama Electric Coop. I?. v. FERC, 684 F.2d 20,27 @.C, Cir. 1982), cited in Formal Case No. 
1053, OrderNo. 14712 at 99, IL 719. 

Potomac Electric Puwer Co., F o d  Case No- 1053,Ordt*rNo.14712, 7337. 

689 Apartment House Council of Metro. Wiwhington, supra, 332 k 2 d  at 57. In some cases, the old 
discdonary factors for sethg class revenue targets must be updated. To be specific, the Commission in the past 
sometimes allocated a greater-than-average percentage increase to the customer classes (such as W T A )  whose 
rapidly growing demand for electricity was contributing more than other classes to the need for Pepo to build coritly 
new electric generating plant. See, e-g. Formal Care No. 748, Order No. 7457 @ecember 30, 1981), 2 DCPSC 401, 
443-444 (1981). In today's post-divestiture environmeq where Pepco is a "wires only" electric distriiution 
company and not an electric generating company, this factor must be restated. A modern comllary might be: what 
customer class(es), if any, are contributing disproportionately to the need for Pepco to build costly new disfriiution 
plant? 
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“equitable considerationsy’ such as value of service to the customer and ability to pay, historical 
rate patterns, the need to wnserve energy resources, and other market-place realities, as well as 
principles of gradualism and rate continuity.690 

341. The Commission’s General Approach. The options available to the 
Commission in setting class revenue targets in the present case cover a wide spectrum and 
include: (1) OPC’s nearly-across-the-board approach, with the residential class receiving an 
increase of 1 percent more than non-residential classes, following the approach taken by the 
Commission in Formal Case No. 1053; (2) Pepco’s proposed “one quarter of the way’ approach 
toward more equal class rates of return; (3) GSA’s proposed 10 percent (approximately $6.2 
million) reduction in interclass subsidies; and (4) WMATA’s (‘one third of the way” approach 
toward more eqyal customer class RORs. All these options involve some departure from a strict 
across-the-board approach with some additional revenue burden being imposed on the residential 
class that has a comparatively low class ROR. 

342. The Commission agtees with Pepco, AOBA, GSA, and WMtTA that we should 
move to reduce the disparities #at now exist in class RORs. This principle has limits. The 
Court sf Appeals, and this Commission, has repeatedly held that equal class RORs are not 
required and that the Commission has statutory authority to consider many valid cost and non- 
cost factors in setting class revenue targets and rate desig0s.6~’ Historic rate patterns in the 
District of Columbia have been that the residential classes pay lower class RORs than the 
cornmercid class RORs. The Commission is not compelled to equalize class RORs for 
residential and commercial retail Pepco customers. We believe, however, that the severe 
disparities in class RORs that now exist call for corrective action. 

343. Residential Rates. Today’s decision reduces Pep’s  requested $44.51 d o n  
revenue increase for the District by more than halt to $19.833 million. Out of that D.C. 
jurisdiction-wide increase, only $7.14 million (or 36.0 percent) d l  go to increase the residential 
class reivenue target. This decision minors Pepco’s proposal, which was supported by AOBA, 
on the more moderate end of the proposals submitted to us, that the residential class should 
receive 36 percent of the total D.C. jurisdictional increase. Residential rates will increase in the 
present case by more than an across-the-board amount. However, the disparities in class R O B  
will be reduced, and all class RORs will move closer to the overall D.C. jurisdictional ROR. No 
further movement toward equalized class rates of return is warranted in this case. However, we 
must recognize that the severe economic downturn has hit District of Columbia ratepayers 

See, e.g. Wmhington Gas Light Co., 450 A.2d ai 1199- 1209; Formal Case No. 869, Order NO. 9216,lO 
D.C.P.S.C. 22, 133-134 (1989). 

691 See, e.g.. Washington Gas Light Co. v. Public Sew. Commh, 450 k 2 d  1187, 1207 @-C. 1982); accord: 
Apartment House Council ofMetr-0. Wmhington, Inc. v. Public Sen. Comrn’n, 332 A2d 53,57 @.C. 1975) (%qual 
return h m  customer classes is not requhd“). 
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hard!= The Commission heard community comments confirming the dire economic situation of 
many D.C. residential ratepayers, particularly senior citizens and the disabled on fixed incomes. 

344. The Commission must balance the competing interests in a way that is reasonable 
and fair to a l l  stakeholders. Our d i n g  today is moderate. We have decided to recover the 
residential rate increase primarily through an increase in the Customer Charge. As discussed 
further bel0w,6’~ we are increasing the Customer Charge for the residential class to $6.65, and 
simultaneously reducing the volumetric (kwh) rates in residential distribution charges, so tbat 
the residential class pays no more than the class revenue target we set today. This will move the 
rate design of residential distribution rates away from volumetric (kwh) rates, and towards rates 
that are based more on customer and demand charges, as is appropriate in the new era where 
Pepco is a “wires only” electric distribution company. 

345. In making this decision, we have very specifically considered the need for rate 
gradualism.694 ‘While our ruling today will reduce the disparities that now exist in class RORs 
and narrow the gap between the very low residential class ROR and the higher commercial 
classes’ RORs, we point out that it still leaves the residential class with a negative class ROR 
The Commission is acting in a measured way to narrow the gap in custofner class RORs and 
move all Pepco customer classes closer to UROR, as all the parties agree should be done, 
consistent with the constraints imposed by a recovering economy, both nationally and in the 
District of Columbia in particular. 

346. Residential Aid Discount (RAD). The Commission’s concern for low-income 
residential customers is reflected in our long-standing Residential Aid Discount (‘‘RAD”) 
program, which provides rate relief to eligible, low-income residential customers. The 
Commission has decided to increase the class revenue target for the RAD class by only a modest 
amout, which will be determined by long-overdue RAD rate design changes discussed below. 

347. We are simplifving and clarifying the RAD rate structure while still giving RAD 
customers a very sizable discount compared to non-RAD residential rates (standard R and AE). 
To begin, RAD rates should be s t r u d  more like standard residential rates in order to send 
better cost signals arid reflect how Pepco’s “wires only” dishiution charges should be recovered 

We note that in referring to the “state of the economy” in various place& in this Order, such a reference will 
mean dEerent things to dif€krent groups, depending upon the context in which it is used. For example, it can mean 
stock market prices when referring to Pepco’s cost of capital, or it can mean unemployment, the price of goods 
andor median income levels when ref- to District ratepayers. Whether the economy c ~ l l  be described as 
terrible, severe, recovering, etc., also depends upon the context in which it is described. 

693 See infiu at 118-124. 

The Commission must fairly balanco a wide variety of considerations, of which graaualism is one. See, 
e.g., Wiztergute E a t  Inc. v. ALb. Sew. Comm’n, 665 k2d 943, 949 @.C. 1995) (court approves Sigoificant rate 
increase for Watergate, noting that ‘‘gmdwlism is but one of many factors to be consided and weighed in setting 
rate designs” and that it should not trump other considerations such as the need for reasonable cost recovery). 
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&om all customers. The existing monthly Distribution charges for RAD customers6g5 consist of 
(1) a h4bhr1um Charge of $0.19 per month, which includes the first 30 kwh of electric wage; (2) 
a per kwh charge for electric usage between 31 and 400 kwh per month; and (3)  a higher per 
kWh charge for electric usage in excess of 400 kwh per We are replacing the 
Minimum Charge with a Customer Charge of $2.50 going f0rward.6’~ We are also ehnhatbg 
the initial RAD 30 kWh rate block, a vestige of outdated tariffs, which was included in the 
Minimum Charge.6” That rate block will be replaced with a new initial rate block that will 
charge for electric usage fiom 1-400 kWh per month, similar to the initial 400 kwh rate block in 
Pepco’s tariffs for standard Residential and Residential AE service. As is currently the case, a 
second block containing higher rates er kwh is charged for electric usage in excess of 400 kwh 
per month.6” The existing tailblock rates for RAD and RAD-AE are currently higher than the 
corresponding tailblock rates for the R and AE classes, a rate design anomaly that must be 
corrected. If the rates for the R and AE classes resulting fiom this case are lower than the 
corresponding RAD rate blocks, the RAD block rates should be adjusted downward so that the 
RAD and RAD-AE block kwh rates wiIl be the same as they are in the R and AE rates?” 

7& 

348. Overall, the RAD class revenues to be recovered fiom all RAD kwh rates (in 
RAD’S distribution rates) will remain the same as they are now. Thus, for example, to the extent 
that the RAD tailblock rates are reduced, then the rates fiom other blocks must increase to make 
up for the revenue loss from the tailb10ck~~~ This applies to RAD-AE also. The moderate 
increase in the RAD class revenue requirement is due solely to the increase we are ordering in 
the new RAD Customer Charge, which replaces the current RAD 30 kWh Minimum Charge. 

349. The impact of these changes to the RAD rate structure will give RAD customers a 
discounted Customer Charge (as compared to standard R and AE customers) as well as retaining 
a discounted rate for the first 400 kWh of RAD consumption (or the first 700 kwh of RAD-AE 

6g5 

‘% 

kWh per month. 

There are two RAD rate classes: RAD-Standard and RAD-AE (All Eledric). 

There is an additional block of higher rates for the RAD-AE customem for electric usage in excess of 700 

The Commision is thus increasing the RAD minimum charge by slightly less than one-half of the increase 
.to the Residential Customer Charge. 

A rate block is defined as a rate structure under which consumption is divided into units or tiers a d  a price 
is set for each tier or unit of service used Block rates can be either declining or inverted P.U.R Glossary for 
Utility Management (1992). 

Currently, the second block for RAD-AE customers covers 401-700 kwh per month, and a third block 
consist of even bigher charges per kwh for usage in excess of 700 kWh per month. 

7M) The last block for each rate class is called the “tailblocB’. 

701 

rates, respectively. 

702 

In no event should the RAD and RAD-AE block rates be greater than the correspoizding R or AE block 

 his change in RAD s t ~ ~ t u r e  may provide a modest conservation incentive to RAD customers 



FC 1076, Pepco Base Rate Case 
Order No. 15710 Page 118 

consumption). These changes will move the RAD rate away from recovery through volumetric 
(kwh) rates and towards more emphasis on recovery through customer charges. These changes 
also will help to simplify and clarify RAD rates and reduce the size of the gap between RAD &d 
non-RAD residential rates, which has increased unintentionally during the period when rates 
were ~apped.7’~ 

350. GT-3B @VASA% Blue Plains Facility). WASA’s suggested rate reduction for 
Blue Plains was based on its suggested direct-cost-allocation ~ccorr~ti~n7’ to Pepco’s CCOSS on 
the GT-3B (Blue Plains) rate. For the reasons we stated earlier, the Commission rejects 
WASA’s direct-cost-allocation correctiodrsduction to the Blue Plains rate. The recoverable 
costs of Pepco’s overhead 69 kV Emergency Overhead Feeder lines are to be recovered 
equitably h m  all Pepco’s cusforners, not just from WASA. WASA’s Blue Plains’s class 
revenue target is to be calculated consistent with these principles and consistent with Pepco’s 
proposed methodology for calculating commercial class revenue targets within the constraint of a 
reduced overall $19.8 m o n  rate increase for the District of Columbia. 

351. Streetlights and Traffic Signals. Together the SL Energy and SL Service 
classes now produce some $1.59 million in revenues, or only 4/10 of 1 percent of Pepco’s total 
D.C. jurisdictional revenues of $373.45 million. We stated in Pepco’s last rate case that 
streetlight and traffic signal rates “will now, and in the future, contribute to the cost of service 
based on embedded cost principles tempered by the Commission’s principles of gradualism and 
rate c~ntinuity.’’~~ We also said that “the comparative low risk of the SL and TS classes” is a 
valid factor to consider in setting SL and TS rates?” ’ 

352. We determine that it is appropriate in the present case to move toward more cost- 
based SL and TS rates. Ordinarily, this would entail a significant increase for the streetlight 
class since, as Pepco emphasizes, it is presently eaming a negative class ROR. We accord 
significant weight, however, to DCG’s tirgument that the low risk of the SL and TS classes 
warrants the imposition of a lower SWS ROR than would otherwise be the case. Taking 
gradualism and rate continuity into account, as well as the low risk of the SLfTS classes and all 
the non-cost and other factors cited by DCG, we will raise SL and TS rates by the same 
percentage (approximately 17.5 percent) that is being imposed on the low-earning residential 
class. This increase is significantly lower than Pepco’s proposed increase for the streetlight 
class. The Commission points out that SIA’S rates will still yield very low or negative class 
R o b .  W e  find that the outcome reached in this case for S W S  rates adequately reflects 

703 

Formal Case No. 1053, Order No. 14712, 
created, accidently, by the complex regulatory history of the RAD rate. 

704 

705 Id. at 118. 

The complexity of the RAD rate, and the need to clarify and simplify it, is illustrated by our opinion in 
422-442, discussing RAD summer tailblock anomalies that were 

F o d  Case No. 1053, OrderNo. 14712,a 277. 



FC 1076, Pepco Base Rate Case 
Order No. 15710 Page 119 

gcaduaIism, as well as all the conservation, low risk, non-cost and other factors cited by the 
District G ~ v ~ e n t . ~ ~ ~  

353. Commercial Classes. The Commission adopts Pepco’s proposed method to 
distribute among the commercial classeslhe remaining revenue burden, Le., the overall $19.833 
million D.C. jurisdictional rate increase, minus the $7.14 million increase allotted to the 
Residential class minus the dollar increase allotted to Streetlights and Traffic Signals. The 
outcome brings class RORs closer together. 

m. RATE DESIGNS @sue NO. 131707 

354. Overview. The Company is partial to the rate designs approved in Fomal Case 
No. 1053, which increased its fixed cost recovery relative to its recovery for energy usage. 
Pepco requests that these rate designs be preserved in the present case. It proposes that class 
revenue targets be recovered by applyg an across-the-board increase to each rate component of 
its residential and commercial rates? Pepco’s rate design proposals also include recognition of 
a new “GT-3A-S” tariff for GSA’s steam plant, and a significant increase in Street Light energy 
distribution rates which currently earns a negative class rate of return. No increase is proposed 
for the Residential Aid Discount (RAD) rate. 

355. We indicated in Formal Case No. 1053 that Pepco is now a “wires only’’ 
distribution company; therefore, the rate designs for Pepco’s customers should shift away fi-om 
volumetric recovery to recovery based on fixed customer charges and distribution charges. 
Consistent with this pronouncement, our Order today increases the customer charge for 
residential and RAD custDmers in order for Pepco to more gradually recover actual customer and 
fixed costs. Otherwise, Pepco’s proposed rate designs would not adequately progress toward 
recovering customer and fixed costs directly (not through energy-delivery 
Accordingly, the Commission directs the Company to present rate designs in its next rate case 

See, e.g., Watergate East Im. v. Pub. Sew. Cornrnh, 665 k 2 d  943, 949 0 . C .  1995) (court qproves 
significant rate increase for Watergate, noting that ‘<&ualism is but one of many htors to be considered and 
weighed in setting mtc eX;igns” and that it should not txump other considerations such as the need for reasonable 
cost recovery). 

7m 

706 

Designated Issue No. 13 asks, “Are Pepco’s proposed rate designs just and reasonable?” 

Pepco (G) at 4-5, 8 (Bumgarner); Pepco (2G) at 3 (Bumgarner). All of Pepo’s customer class rates 
differentiate between summer (June through October) and winter (November through May) rates. See Pepco (G)-2 
(PEPCO rate schedules); Pepco (G)-3 (Bumgarner). 

709 OPC recognized that P e p  needs to redesign its rates to deempbasize volumetric recovery and to recover 
more of its repuired revenue through demand and distn~ution rates. The District G o m n t  also noted that it is 
m d o u s  to calcuhte CCOS for the SL and TS tariffs on the basis of demand and customer costs whiIe billing 
these customers on a straight kWh basis. DCG witness Petaiunas stated, however, that he was not advocating a 
dammil rate for the SL and Ts rate schedules at this time. DCG (A) at 23. 

708 
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that (consistent with gradualism) place greater emphasis on customer charges and demand 
charges and less emphasis on volumetric (kwh) charges. 

A. Residential Class Rate Designs @sue NO. 13a17'0 

1. Customer Charge for Residential, AE, and R-Time-of-Use 

356. Pepco. Pepco supports the structure of its current residential rate designs, which 
encompass standard Residential (R), Residential All-Electric (AE), and Residential Time-of-Use 
(R-Th!l) rates. As approved by the Commission in Formal Case No. 1053, the R rate now 
collects a greater percentage of revenues &om fixed customer charges as opposed to charges for 
energy use11'1 To collect the class revenue target for the R class, Pepco proposes to increase 
each component part of the R rate by an across-the-board amount, while freezing the rates for the 
RAD?12 Pepco's originally proposed changes for distribution rates for standard residential 
customers appear below: 

710 Designated Issue No. 13a asks, "Are the rate designs by classes reasonable?" 

7" Pepco (G) at 4-5 (Bumgarner). The components of Pepco's standard residential rates (R, R-AE) include a 
k e d  customer charge, as well as rate blocks for different levels o f  energy usage (kwh) (covering the first 400 kWh, 
and in excess of 400 kwh), and surcharges. See Pepco (G)-2 (Pepco rate schedules) at R-3 to R-5, R-41 (for SOS); 
Pepco (G)-3 (Bumgarner). Time-metered residential rates (R-l'lvi) include a customer charge, as well as xate 
components covering energy usage (kwh) (on peak, intermediate, off peak) and surcharges. 

'I2 See Pepco (2G) at 3 (Bumgarner). 
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Distribution Rate Changes €or Residential Classes713 

Current Rates Proposed Rates 

Residmtial- summer winter' summer winter 

Standard aRn 
Customer Charge $2.00 $2.00 $2.93 $2.93 
First400 kwh $0.00945 $0.00945 0.01385 0.01385 

. E ~ c e ~ ~ o f 4 0 0 k W h  $0.02796 $0.01942 0.04098 0.02846 

Residential-All Electric ccAEyy 
Customer Charge $2.00 $2.00 $3.10 $3.10 
First 400 kwh $0.00945 $0.00945 0.01467 0.01467 
Excess of 400 kwh $0.02796 $0.01552 0.04339 0.02408 

Residential-Time-of-Use sR-TR.l[n 
CuStoIIler Charge $9.09 $9.09 $11.17 $11.17 
k w h  Charge $0.03717 $0.03717 0.04566 0.04566 

357. In its post-hearing brief, Pepco changed position indicating that it "does not 
object" to OPC's proposal to raise the residential customer charge to $6.65 (from Pepco's 
originally proposed level of $2.93), while adjusting the energy usage charges in the h t  400 
kwh rate block Pepco states that this might better aligu residential rates with the 
largely fixed natue of the costs of providing distribution service. 

358. OPC. As indicated, OPC recommends increasing the customer charge in the 
Residential R and Residential AE rates from $2.00 to $6.65 per month, to move them closer to 
actual cost, and to match Pepco's Maryland residential customer charge. OPC recommends 
fiuther that additional revenues collected through the customer charge should be used to reduce 
the first 400 kWh block of each rate,' which will lessen the impact on average usage residential 
cusfo~~lers.~~~ 

713 

Revised Pages p. R-5 (showing before and aRer rate schedule tariffs for R, AE, and R-TM). 

'I4 PepcoBr. 103. 

'Is OPC (F) at 7,28-29 (Smith). 'Tf the Commission orders a revenue i n m e  for the residential class that 
differs fkrn  the Company's proposal, the R and AE rate design should sti l l  be set at $6.65 and the 400 kWh block 
adjusted accordhgly." Id at 29. 

See Pepco (G)-2 (Bumgamer) at Eighth and Ninth Revised Pages, pp. R-3, R4, and Sixth and Seventh 

I 
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359. Over the long term, OPC suggests that the Commission rely on AMI-generated 
meter data to quantify demand, and permit a fundamental restructuring of Pepco’s rate designs. 
At present, OPC contends that Pepco’s rate designs suffer fiom the fundamental problem of 
rmvering most of its distribution-related fixed costs through an energy (kWh) charge that varies 
With usage. OPC argues that the objective of rate design in the future should be to move &om 
Pepco’s current outdated rates based primarily on delivered kwh to new rates that “isolate 
Pepco’s opportunity to recover its fixed costs fiom the impacts of energy efficiency or DSM.’y7’6 
OPC states that an AMI system should allow for the design of more accurate retail electricity 
distribution rates (by jurisdiction and customer class) (based on kW or demand) and more 
controllable commodity rates (based on kwh or energy) that reward customers for lowerhg 
energy usage during peak demand 

360. District Government. DCG agrees with OPC that there is a basic disconnect 
between the cost allocation methodology in Pepco’s CCOSS (which shows demand and 
customer related costs) and the Company’s SL and TS rate schedules, which are designed as 100 
percent kwh charges. Those kwhs are then used for surcharge collections which, in the case of 
S Y T S  rates, account for 85 percent of the total bill. DCG contends that over the next several 
Pepco rate cases, Pepco’s “revenue recovery should be shifted more toward demand costs and 
less revenue be collected fiom the energy 

DECISION 

361. The Commission agrees with OPC and DCG that Pepco’s rate designs should 
move fiom rates that recover costs primarily through energy-delivery (km) charges to rates 
emphasizing recovery through demand and customer charges. This is imperative in the new era 
of unbundled electricity service, where Pepco is a ‘’wires only” distribution company. Pep~o’s 
costs are now demand and customer costs, not energy costs. As previously indicated, we direct 
Pepco and the parties to propose rate designs that reflect this reality, with due regard for 
concerns about transition and gradualism, in Pepco’s next rate case. 

362. The Commission adopts OPC‘s and Pepco’s proposals to raise the fixed customer 
charge component of Residential R and Residential AE rates fiom $2.00 to $6.65 per month. 
This will bring customer charges closer to actual cost (about $10.00)719 and correct price signals, 
and is preferable to a simple across-the-board increase in all component parts of residential class 
rates to reach the targeted class revenue requirement. Our opinion explains that, white the 

’I6 Id. at 25-28. See OPC Pre-Hearing Br. 22-23. 

OPC (F’) at 29-31. ‘TIourly pricing, critical peak pricing, and critical peak load reduction rebates are just 
some of the alternative rate mechanisms that can be designed and implemented with a llly functional AMI system. 
The availability of these new alternative pricing mechanisms will empower retail customers to better control their 
energy costs.” Id. 

717 

718 DCG (2A) at 22-23 (Petniums). 

See Commission Ex. No. 22. 
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residential customer charge is being raised to $6.65, the residential energy-delivery charges will 
be reduced to keep the residential class revenue increase limited to 36 percent ($7.14 million) of 
the overall D.C. jurisdictional $19.833 d i o n  increase that we approve today?” 

363. We also ado t Pepco’s unopposed proposal to move the Customer Charge for R- 
TM from $9.09 to $1 1-17?‘ The total percentage increase in the distribution rate for R-TM will 
be the same as that of the other residential classes (R and AE). 

2. Residential Aid Discount (RAD) 

, 364. Twenty-seven years ago, the Commission approved Pepco’s residential aid rider 
(“RAR.“) program, to provide rate relief to eligible, low-income residential customers (dehed as 
Low Income Home Energy Assistance Program (“LIHEAP”)-eligMe, DDOE-certified P e p o  
customers) by reducing their electric costs by six permt per year. The costs associated with the 
RAR were distributed to all customer classes equally on an across-the-board basis?” The old 
RAR program is now called the Residential Aid Discount (RAD) program.m 

365. Two sources of funding now exist for the RAD program; the “legislative subsidy” 
provided by the Energy Assistance Trust Fund (EATF) and the “regulatory subsidy” provided by 
all other Pepco customer classes to RAD customers as approved by the Commi~sion.“~ The 
statute, as amended, establishing the EATF as a non-lapsing fund provides as follows: 

(c) The Energy Assistance Trust Fund shall be used solely to fund 

(1) The existing low-income progtams in the amount of $3.3 million 
annually, and 

(2) The Residential Aid Discount subsidy in the amount of $3.0 million 
mually; provided, that the subsidy shall be in the amount of $5.207 
million for Fiscal Year 2009. 

See supra 7 345. 

See  pep^ (G)-2 @Bumgarner) at Sixth and Seventh Revised Pages p. R-5 (showing before and after R-”I’M 

. See Potomac Electric Paver Company, Formal Case No. 785, Order No. 7716 (December 29, 1982), 3 
D.C.P.S.C. 450,557-565 (1982); and see Potomac Electric Power Company, F o d  Case No. 869, Order No. 9216 
(March 3, 1989), 10 D.C.P.S.C. 22,162 (1989) (outlining the history of the RAR/RAD program). 

n1 

rate). 

See D.C. Code 8 8-1773.01(13) (2009 Supp.). 

See, e.g., Tr. 650,665 (l’epco witness Bumgarner). 724 
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I 

t 

(d) The Mayor, pursuant to subchapter I of Chapter 5 of Title 2, may issue rules to 
modify the assessments under subsection (b) of this section and the programs funded by 
the EATF.725 

366. Although the Commission is currently considering eligibility rules and other 
aspects of the RAD program in Formal Case No. 813, seved RAD issues were designated for 
consideration in this Pepco rate case. 

a. Level of RAD distribution rates (Issue No. 15a) 726 

367. Pepco. The Company proposes no increase in RAD distribution rates. Though 
the cap on RAD distribution rates expired on August 3 1,2009 under the Pepco/Conectiv Merger 
Settlement Agreement, Pepco argues that any increase in RAD rates would not be appropriate in 
li&t of’Wle current adverse economic c~imate.”’~~~ 

368. AOBA. AOBA recommends that RAD rates be raised by the “Consumer Price 
Index for Urban Wage-Earners and Clerical Workers” (“CPI-W’? amount or alternatively one- 
half of the percentage increase approved for the residential class, whichever is less. AOBA 
challmges Pepco’s proposed fieeze on RAD distribution rates, arguing that the RAD class is 
already over-subsidized. AOBA recormnends that, effective January 1, 2011, RAD charges 
should be increased by the percentage increase in the CPI-W for the 12 months ended September 
2010. Additionally, AOBA recommends a similar RAD adjustment be made each year to the 
RAD surcharge with the revenues flowed through to all other customers?28 

369. District Government. DCG urges a freeze on RAD rates?” It criticizes 
AOBA’s request for annual increases in RAD rates, arguing that this ignores the state of the 
economy, historic rate patterns, and the needs of RAD customers. DCG contends that no 
evidence supports AOBA’s RAD proposal because AOBA fded to undertake any independent 
study of RAD customer needs, or the support available to RAD customers eom non-utility 

D.C. Code. $8-1774.1 l(c), (d) (2009 Supp.) (amended 2010). 

Designated Issuf! No. 15a states, “‘According to the PEPC0/Co~ectiv Merger Settlement Agreement, the 
RAD distn’bution price cap will be lifted on August 3 1,2009. Should RAD distribution rates be maintained at the 
same level or should they be altered as a result of changing revenue requirements from this rate case?” 

7 ~ ’  Pepco Br. 108; Pepco (2G) at 8 (Bumgarner); Tr. 574575,663 (Pqco witness Bumgarner). 

AOBA Br. 50-52, 57; AOBA (A) at 103-108 (Oliver); Tr. 815-823 (AOBA witness Oliver). AOBA 
complains that Pepco’s rationale for fireezing RAD rates ignores the substantial benefits the RAD class already 
receives from a negative class ROR, the freeze on RAD rates ordered in Formal Case No. 1053, and the additional 
subsidies to RAD customers provided by other customer classes through the Energy Assistance Trust Fund and the 
RADS surcharge. AU customer classes have been hurt by “the cumzit adverse economic climate, AOBA argues. 
AOBA (A) at 103-107,110. 

R9 DCGBr. 16.27. 
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sources, or the impact of its RAD proposals. DCG argues that because unemployment in the 
District is over 10 percent, median income levels in D.C. fell by over 22 percent in 2009, and 
low-income families are having difficulties paying their bills; therefore, any proposal to reduce 
the RAD subsidy “should wait until after the economy turns 

370. DCG suggests that one consideration supporting a RAD fteeze is the requirement 
of the “Clean and Affordable Energy Act of 2008” (“CAEA’) which calls for the Commission to 
consider the economy and the ‘‘the situation of the low-income customers in the District of 
Columbia and their need for assistance” in setting rates?3’ DCG asserts that the subsidy should 
be recovered fiom other classes of customers through the RAD surcharge, or the EATF, or other 
mechanisms that the Council may create in the future. DCG urges the Commission to wait until 
Pepco’s next rate case to assess the various ways in which the RAD discount can be distributed 
to other classes of customers, especially in light of potential changes in the eligibility standards 
for Federal LIHEAP and RAD 

DECISION 

371. In this instance, the options available to the Commission include ( I )  &@ 
Simplification: simplifying the RAD rate structure, including possibly increasing the fixed RAD 
minimUm charge, as suggested at the hearin s in colloquies between Pepco witness Bumgamer 
and Commissioners Kane and Morgan;”’ or (2) RAD Rate Freeze: Pepco, the District 
Government, and W T A  recommend no increase or change in the RAD rate; or (3) Moderate 
R4D Rate Imrease: for example, raising RAD rates by a CPI-W amount or one-half of the 
percentage increase in residential rates, whichever is less (recommended by AOBA). 

372. The Commission determines that a modest increase in the RAD class revenue 
requirment is in order, through the application of the new $2.50 RAD customer charge?34 Our 
decision to moderately increase RAD distribution revenues, while s i m p w g  and improving the 
RAD rate structure, considers the economy of the District of Columbia and the community 

DCG Br. 16-19; DCG RBr. 5a; DCG (A) at 27; DCG (2A) at 16-17 (Petniunas). 

731 See DCG (A) at 18-19 (Petniunas). The statutory text of D.C. code 0 34-808.02 (new CAEA 0 401) states 
“In supervising and regulating utility or energy companies, the Commission shall consider the public safety, the 
economy of the District, the conservation of natural resources, and the preservation of environmental quality.’’ 

732 Id. at 25-26. “A f b r e  mechanism could be a RAD Adjustment Clause to reflect Pepco’s timely collection 
of the RAD discount due to changes in Fedtsral L,IHEAP standards. VJhateVer the case, Pepco should be allowed to 
recover the f i ~ U  costs of any revenue discounts attriiutable to the RAD class by allocating this discount to other 
classes of customers.” Id. 

733 

Petniunas). 
See Tr. 673-687); Accord Tr. 1135-1136 (colloquy between Commissioner Morgan and DCG witness 

730 See supra 41 348. 
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comments we received about the economic difficulties of District residents?35 In this regard, we 
also note that SOS charges wi l l  be decreasing for the period June 1, 2010, through May 31, 
,201 1?36 

373. The Company’s concern that it “should be allowed to recover the full costs” of 
any RAD discount (Pepco (G) at 12-13 (Bumgamer)) suggests the need to include an annual 
‘%rue-up” rnechaaism for the RAD program. ”his is an issue that Pepo0 may raise with the 
Council for its consideration, along with other key issues regarding the RAD program. 

b. RATl surcharge (Issue No. 

374. Pepco. Pepco’s original filing requested an increase in the RAD surcharge to 
recover slightly over $1 million in unreimbursed RAD discounts that were received by RAD 
customers during the billing months of December 2007 through September 2008.738 However, 
the recently-enacted “Residential Aid Discount Subsidy Stabilization Emergency Amendment 
Act of 2009 f’RADSSEA”) authorizes a one-time $1 million payment to Pepco to c o v ~  these 
RAD c0sts.7~ ~ e p c o  indicates that the issue concerning pepco’s recovery of $1 million in 
unreimbwed RAD discounts is now moot?4o 

375. OPC, the District Government, and WllZATA filed no testbnony’on this issue. 
AOBA agrees with Pepco that the issue is moot because of the new statute?41 

376. District Government. However, the District Government raises other tariff 
design issues for the RAD surcharge. DCG argues that an automatic RAD adjustment clause 

The CAEA r@es the Commission to consider “the economy of the District“ in setling rates (see D.C. 
Code (i 34-808.02). However, it does not specifically mandate that the Commission consider “the situation of low- 
income customers in the District of Cohrmbia and their need f i  assistance.” @CG (A) at 18-19 (Petniunas)). The 
Commission has considered the situation of low-income Pepco customers as a matter well within its discretionary 
authority. 

See Formal Case No. 101 7, In  the Matter of the Development and Designation of Standard Offw Sewice in 
the Dicitrict of Columbia, Order No. 15709 (March 1,2010) (SOS rate3 will be reduced by 1.2% effective June I, 
2010). 

73’ 

innease the RAD surcharge by roughly $1 million?” 

na Pepco (G) at 12-13 (Bumgamer). 

739 The RADSSEA became effective on July 28,2009 @.C. Act 18-155, Bill 18-394). 

’40 Pepco Br. 108. Pepco (2G) at 8-9 (l3umgamer). Accord TI. 655657,663 (colloquy between Chairman 
KaneandPepcowitneSSBumgamer). 

74’ 

Designated Issue No. 15b asks, “Should the RAD surcharge be adjusted to accommodate Pepco’s to 

AOBA (A) at 108 (Oliver). 
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should be used to compensate Pepco for the RAD ~ubsidy.7~~ DCG explains that its RAD 
adjustment clause would be “similar to the old utility fuel adjustment clause,” which would 
trigger quarterly or monthly adjustments to “alleviate the need to wait for an application for an 
increase in base rates before a change in @e &ID income threshold could be implemented. 
DCG contends that this would also allow the Cornmission to monitor the subsidy, and ensure that 
Pepco recovers the subsidy through charges to other classes of customers.‘~743 DCG argues that 
its proposed automatic RAD adjustment clause would improve RAD program administration and 
speed Pepco’s recovery of RAD surcharge amounts, whether federal LIHEAP certification 
standards for RAD are raised or l o ~ e r e d ? ~  

DECISION 

377. The specific designated issue here is moot, All the parties agree that the new 
statute authorizes a one-time $1 million payment to Pepco to cover its Fiscal Year 2008 
unreimbursed RAD costs. W e  decline to act at this time on the District Government’s request 
for a RAD adjustment clause, despite the claim that such a clause would allow quicker and easier 
registration of RAD participants. Except for the new RAD customer charge and changes in 
energy blocks that we order today, the Commission believes that the status qua should be 
preserved on all other RAD issues until and unless the Commission decides otherwise in Formal 
Case No. 813 or the Council adopts legislation that fuaher addresses the design, fundin& and 
other issues associated with the RAD program. 

c. Impact of any increased participation in RAD from DDOE’s 
proposed change to RAD eligibility criteria @sue No. 1 5 ~ ) ~ ~ ’  

378.. District Government. Tariff language for the RAD program currently states that 
RAD eligibility is based on federal guidelines for LIHEAP?& Eligibility criteria for LIHEAP 
give the District Government the option to use either 150 percent of the Federal Poverty Level 

742 DCG Br. 26-27; DCG (A) at 45 (Petniunas). DCG also argues tbat its RAD Adjustment Clause would 
eliminate the flaws in the current RAI) surcharge that is levied on B cents per kwh bash, which ‘)enalizes those 
customers that only have energy rates and benefits those customers with demand and energy rata and that an across 
the board spread through a RAD Adjustment Clause might be more appropriate.“DCG (A) at 34-35 (Petniunas). 

743 

744 

Government witness Petniunas). 

Id. at 28; DCG (ZA) at 19; DCG Br. 26. 

DCG Br. 26-27; DCG (A) at 28, 34-35, 45 (Petniurw); DCG (2A) at 19-21; Tr. 1121- 1122 (DC 

745 Designated Issue No. 15c asks, “Should RAD distribution rates or the RAD surcharge be adjusted to 
accommodate any increase in participation resulting h m  changing the RAD Utility Discount Program eligibility 
criterion as recently proposed by DDOE?“ (This refers to DDOE’s request to increase the eligibility cxiterion from 
150% of the Federal Poverty Level to 60% of the D.C. Median Income.) 

746 See Tr. 1139-1 143 (colloquy between Chairman Kane and DCG witness PetniunaS). 
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(FPL) or a higher income level (qualipg more people for LIHEAP) set at 60 percent (or 75 
percent) of state median income (SMI). 47 

DCG submits that, in actual DDOE practice, “LTKEAP customers are certified 
eligible by DDOE at the 60 percent SMI income level,” while ‘‘RAD customers are certified at 
the 150 percent FPL income level.”]48 DCG’s post-hearing brief indicates that there is currently 
no legal obstacle that would prevent DDOE from applying LIHEAP standards for eligibility in 
the RAD program.749 

379. 

380. DCG contends that DDOE wants to increase RAD participation. However, 
DDOE is concerned about the availability of funding to pay Pepco for any increased RAD 
subsidy if the number of RAD customers is increased. Accordingly, DCG argues that “the RAD 
Rider surcharge should be modified to produce the revenue needed by Pepco to fund expected 
changes in RAD participation levels to meet the LMEAP certification tbre~hold.‘~~~’ DCG 
recommmds that, if thm is an increase in RAD participation, the resulting increase in the cost of 
RAD class subsidies should be allocated evenly, on an across-the-board basis, among ail of 
~ e p c o ’ s  other rate classes. 751 

3 8 1. The case for increasing participation in the RAD program was presented by DCG 
witness, Petnimas.7s2 He testifid that, historically, the ‘penetration rate” of the RAD program 
(Le., the percent of eligible persons participating in the program) has been about 20 to 30 
percent, covering fiom 8,049 RAD customers (in 1983) to 17,656 RAD customers (in 2008)?53 

747 DCG Br. 21. DCG states that L,IHEAP provides grantee jurisdictions, including the District of Columbia, 
the option of using “150% of the poverty level as the maximum income level allowed in detambbg m A P  
income eligibility, except where 60% of stab median is higher.” D.C. is eligible to use the 6Q% of state median 
income criterion because this value iS higher than 150% of the federal poverty level Furthermore, DC bas been 
using the bigher 60% criterion for LIHEAP since fiscal year 2007, to enable more District residents to sualify for 
that program. Afi&vit ofTure.su Lmurence, f l6,  7. See also Tr. 1404 @CG course1 summa&hg AfjMavil of 
Turem Lawrence on L;cHEAp eligibility). DCG‘s post-hearing brief states: ‘%deed, most likely in response to the 
recent severe economic downturn, the fedaal government expanded L W A P  eligibility for FY 2009, and for the 
first three months of FY 2010, to 75% of the SMI.” DCG Br. 20-21. DCG states that it filed a Novmber 4,2009 
motion in Formal Case 8 13 to ask that the eligibility criterion for participation in all Utility Discount Programs be 
tied to ‘%e highest eligibility criterion armilable” under current LJHEAP guidelines. DCG Br. 21. 

7* DCG Br. 23. Accord Tr. 1127 @CG Witoess Petniunas) and Tr. 1139-1 143 (colloquy between Chahman 
Kane and DCG witness P e t n i w )  (both suggesting that RAD eligiiility is currentfy pegged to 150% of the Federal 
poverty level, and that DCG wishes to change the standards for RAD eligiility to 60% of median DC income). 

749 DCG Br. 2. Acwrd DCG Br. 2 1. 

7R) DCG Br. 2. Accord DCG Br. 21. 

751 DCG (A) at 5,6,28,29 (Petniunas). 

752 See DCG (A) at 26-45 and accompanying exhibits. 

753 See DCG (A) at 31-35,39, Tr. 1123-1126 (DCG witness Petniunas), and DCG (A)+ (chart showing RAD 
penetration rates varying between 20 and 30%). Accord Tr. 681-682. According to the District Government, “The 
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Witness Petniunas stated that the Commission has expressed its desire to increase RAD 
parficipation levels, expressing concern that the program “would reach too few low income 
c~rnumers.‘’~~~ He fixthered testified that twice before, however, the Cornmission denied 
DDOE’s requests to increase Rtv) participation by changing the program’s income eligibility 
criteria. According to Petniunas, one set of Commission concerns was that DDOE did not have a 
plan for expanding the RAD program and did not show a cost benefit analysis, nor did it show 
any progress in increasing the participation rate of currently eligible RAD customers. He also 
stated that the Commission was concerned about the “anomalous results of requiring non- 
participating lower income customers to subsidize benefits for newly eligible customers,” unless ‘ 
all parties do more to increase the number of lowest-income persons ~erved.7’~ 

382. Addressing these concerns, District witness Petniunas testified that DDOE has 
done significant outreach work to expand RAD and, because of these activities, there has been a 
significant increase in the “penetmtion rate’’ of the RAD program, particularly during recent 
years (2006-2008) when the RAD penetration rate increased to an average of 29.6 percent.756 
Tuming to a cost-benefit analysis, the District Government estimates that there might be an 
increase of as many as 3,500 new RAD customers (each receiving about a $350 annual benefit) 
if the income eligibility standard for RAD is set at the old ‘%istorid‘‘ level of 60 percent of D.C. 
median income. This would increase the cost of the RAD subsidies paid by all other District 
customer classes by $1,227,096 (an overall increase of 0.41 percent in other customers’ bills if 
spread a~ross-the-board)?~~ Alternatively, the District Government estimates that there would be 
approximately 7,000 new RAD customers if the income eligibility standard for RAD is set at the 
level of 75 percent of D.C. median income. The impact on rates would be twice that of moving 
to 60 percent of D.C. median in~ome.7~~ 

‘ 

383. To be sure, DCG acknowledges the Commission’s concerns that roughly 70 
permt  of eligible RAD consumers apparently are not served under the RAD rate and that non- 

ratio of the RAD customers to the LIHEAP eligiile customers is the penetration rate, and historically has been about 
20%. The program today is tied to LMEAP only because of its administrative siutplicity.” DCG (A) at 32. 

754 Id. at33. 

755 

No. 14620 at 5 (November 8,2007). See also Tr. 1125-1126,1129. 

756 DCG (A) at 35-38. 

757 DCG Br. 23-25; DCG (A) at 38-42 and DCG (A)-5 at 8. But cf: Tr. 1131-1132 (cokquy between 
‘Connnissioner Morgan and DCG witness Petninnas). After the hearing, in response to concerns raised by 
Commissioner Morgan about these calculations, DCG witness Petuiunas performed a revised calcuhion to 
determine what the revenue impact would be to the non-RAD customers after removing the 3,500 new RAD 
customers from the revenue base. According to the District Government, the impact on other customers’ bills fiom 
increasing RAD participation is st i l l  a 0.42% incream for the Residedial class, and a 0.41% increase for all other 
rate classes. DCG Br. 25. 

Id. at 35, citing Commission comments in Potomac EIecaic Power Company, Formal Case No. 813, Order 

’” DCG (A) at 43. 
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participating lower income customers may be subsidizing RAD c u s t ~ r n e r s ~ ~ ~  Yet DCG argues 
that eligibility for the RAD prugram should be expanded:@ Pointedly, DCG argues that the 
RAD “penetration rate” is misleading and “greatly understates the success of DDOE in reaching 
RAD-eligible customers,” because the “penetration ratey7 refers to the ratio of RAD customers to 
LMEAP-eligible customers (not RAD-eligible customers). Not all LEIEM-eligible customers 
are eligible for the RAD program. In particular, tenants in master-metered apartments (who 
represent as many as 30 percent of the District’s low-income households) are LMEAP-eligble, 
but not RAD-eligible because they are not direct Pepco customers?61 

384. Pepco. Pepco witness Bumgarner testified that, if RAD eligibility criteria were 
set at 60 percent of D.C.’s median income, the RAD program might add 4,385 additional RAD 
participants, at a cost.of $1.3 million (approximately 60 cents per month additional cost to each 
non-RAD customer)?62 He states that if there is an increase in RAD participation, Pepco would 
need to recover the resulting increased RAD subsidy either through the RAD surcharge or 
through the EATF surcharge. According to Bumgarner, “the RAD program is inadequately 
funded through the RAD and EATF surcharges at the present time. A legislative remedy will be 
needed to address the underfunding of the RAD program through the EATF surcharge provided 
in the Clean and Affordable Energy Act of 2008.”763 

385. AOBA. AOBA opposes the expanded availability of subsidized low RAD rates, 
indicating that “further expansion of eligibility for the Company’s RAD rates will amplify the 
magnitude of existing subsidies and dinzinish the cost basis for, and equity 05 the Company’s 
overall rates for electric service in the District of Columbia” AOBA contends that expanding 
the RAD program as DDOE seeks would make it available to those whose needs for assistance 
are not as great as current RAD customers. If RAD participation is expanded, AOBA argues, 
“the only logical step is to allow for reduction of the average benefit provided to RAD customers 
as the size of the RAD class in terms of numbers is expanded.7y76q 

DECISION 

386. DCG acknowledges that tariff language for the RAI) program currently indicates 
that RAD eligibility is based on federal guidelines for LIHEAP. Under the statutory and 
regulatory system today (described above in DCG’s briefs and testimony), DDOE asserts that it 
could set the eligiiity criteria for LEIEAP and (derivatively) for the RAD program at the same 

759 See DCG Br. 22. 

DCG (A) at 44-45. 

’“ W=G Br. 22-23. 

762 

763 

764 

Tr. 637-639 (Pepco witness Bumgarner). Accord DCG Br. 21. 

Pepco Br. 109; Pepco (2G) at 9 (Bumgarner). 

AOBA (A) at 108-109 (Oliver); AOBABr.52-53. 
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level. However, DDOE indicates that it seeks Commission approval before it changes DDOE 
practices about whom to certify as RAD eligible customer (from 150 percent FPL to 60 percent 
or 75 percent of SMI) to ensure that any expansion in the number of RAD customers is 
accompanied by adequate funding to pay Pepco for the increased RAD subsidy. 

387. The subsidy for RAD customers paid by non-RAD customers is now 
approximately $5.4 million per year, according to Pepco’s filings. Were the status quo changed, 
to set RAD eligibility at the level of 60 percent of D.C. median income, for example, then 
approximately 3,500 to 4,385 additional new RAD customers might enter the program, each 
receiving about a $350 annual benefit @der the old RAD rates) for a total additional cost of 
$1.2 million to $1.3 

388. One interpretation of the EATF-RAD statute, which is disputed and is currently 
being considered by the Commission in F o d  Case No. 813, is that the size and finding limits 
of the RAD program are set by the We think it wise to maintain the status quo on the 
RAD program, and to avoid any change in RAD eligibility or participation levels, until we 
receive further guidance from the Council. Once we obtain further guidance on the RAD 
program from the Council, the Commission will take appropriate action in Formal Case No. 8 13. 

B. Small Commercial Classes (Jssue No. 

1. General Senice (GS)~~ ’  

389. Pepco. To collect the class revenue target from the Ge~~era l  Service (GS) class, 
Pepco proposes to increase each of the rate components in the current GS rate structure in a 
roughly proportionate r n a ~ e r . 7 ~ ~  

765 See Tr. 637439 (Pepco Witness Bumgarner); DCG (A) at 38-43 (Petuiw); DCG (A)-% 
766 Pepco is seeking additional Council legislation on the RAD program, including provisions that would allow 
annual “true UPS” of Pepco’s RAD costs, subject to this Commission‘s review and approval. Tr. 664 (Pepco witness 
Bumgarner). The Company stated that its preference, in the interest of simpiiifying matters, would be to have the 
bulk of the RAD discount paid for by the legislative surcharge, not the regulatory surcharge. Tr. 666468 (Pepco 
witness Bumgarner). The Company indicated that it also would consider whether it would be desirable to have the 
entire RAD funded through a legislative surcharge. See Tr. 668 (Pepco Witness Bumgarner). 

767 Designated Issue X3a asks, “Are the rate designs by classes reasonable?” 

Pepco‘s General Service rates (GS) include a customer charge as well as emrgydelivery charges (‘aU 
kilowatt hours”) and “8urChaTgeg.” “GS D LV” customm are subject to customer charges, as well as kwh charges 
(first 6000 kwh, additional kWh, surcharges) and demand charges (kW) (excess over 25 kw). 

769 Pepco (2G) at 4-5 (Bumgarner). General Service rates (GS) include a customer charge as well as energy- 
delivery charges (“& kilowatt hours”) and ‘csurchatges.” Schedule GS-LV is generally available to secondary 
voltage customerr, with average maximum monthly billing demands less than 100 kW. “GS D LV” customers are 
subject to customer charges, as well as energy-delivery charges (first 6000, additional, surcharges) and demand 
charges (kW) (excess over 25 kW). See Pepco (G)-2 pEPC0 rate schedules); Pepo (G)-3 (Bumgarner). See akio 
GSA (A) at 7, ti-4 (Goins). 

768 
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390. AOBA. AOBA agrees with Pepco and supports keeping the same basic 
propo%ns among the component parts of the GS rate design to provide stabiliv and avoid rate 
shock. 

DECISION 

391. No party proposes any significant changes to the GS rate components. The 
Commission orders an across-the-board increase in the GS rate components as the parties agreey 
to collect the class revenue target. In Pepco’s next rate case, consistent with gradualism, the 
Company is directed to submit proposed GS rate designs that move away from volumetric 
(energy-delivery) rates and toward a greater emphasis on recovery of GS class revenues through 
customer and demand charges. 

1. Street Lighting (SL) (Issue No. 13e) 771 

392. Pepco. Pepco proposes to increase the SL “energy-deliverf’ rate to recover the 
class revenue target for SL.’~ 

393. District Government. Witness Petniunas recommends that the SL rate schedule 
be frozen (or that any increase be limited to at most the Commission approved average 
percentage increase for a11 customers).773 DCG contends tbat to recover ~epco’s proposed 211 
percent revenue increase from the SL class, the Company would increase the Standard Night 
Burning rate to a rate that is 74 percent greater than the current 24-hour Burning rate. DCG 
asserts that through this proposed i n m e ,  Pepco effectively seeks to rob the D.C. Department 
of Transportation (“DDOT”) of the benefits of its significant efforts to achieve energy efficiency 
by shifting its load exclusively to night-burning only lamps.n4 

394. Tariff changes suggested by DCG include updating the power outage rates that 
are now stated in the SL and TS tarifE~?~~ DCG argues that other outdated information in the SL 
and TS tariffs also should be eliminated, in particular, the references to old 1970s manuals about 
“Policy and Procedure for Providing Street Lighting Service in the District of Columbia” and 
“Policy and Procedure for Providing Traffic Signal Service in the District of 

no AOBA (A) at 94-95 (Oliver). 

Designated Issue 13e asks, ‘Is Pepco’s proposed change in rate design to the rate schedule for Street 
Lighting (SL) reasonable?” 

* 
rn 

774 DCGBr. 13. 

7-1’ See id. at23. 

n6 Id. at 23-24. 

See Pepco (2G) at 4-5 (Bumgainer). 

DCG (A) at 5 (Petniunas). 
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DECISION 

395. DCG criticizes the tariff language that mathematically sets the Standard Night 
Burning and 24-hour Burning rates?77 However, the mathematical figures in the SL rate taris 
are based on the class revenue target and will be adjusted by Pepco to reflect whatever the 
Commission decides about the SL class revenue requirement. 

396. Tariffs for SL should e l i i e  unnecessary references to outdated 1970s policy 
manuals. Ordinarily, we would expect Pepco to resolve these lcinds of tariff issues as a matter of 
good customer relations. The Commission encourages Pepco and DCG to redesign SL rates in 
the future so that they are not “energy only” rates. We direct Pepco to conduct an up-to-date 
study of power outage rates in the SL and TS tarif%. This study also should examine other DCG 
complahts about the way Pepco includes the costs of AMI smart meters (allegedl irrelevant to 
SL) and 24-hour Burning streetlights (now eliminated by DCG) in the SL rate?’ The study 
should be part of Pepco’s next base rate case. 

2. Traffic Signals (TS) (Issue No. 13Qn9 

I 

397. Pepco. Traffic Signal (TS) like Street Lights are “energydelivery” rates. 
Pepco’s roposal increases the “energy-delivery” rate to recover the class revenue target for the 
TS class. $80 

398. District Government. Witness Petniunas recommends no increase for the TS 
rate schedule or, at most, the Commission-approved average increase for all cusfomers~81 
Though the District Government suggests that the SL and TS tarifb might be redesigned so that 
they are not “energy only” rates, witness Petniunas indicates that he is not advocating a demand 
rate for the SL and TS rate schedules at this time.782 

See DCG Br. 12. DCG states that it has eliminated all 24-hour Burning streetlights. However, DCG does 
not ask that the 24-hour Bumhg rate be deleted &om Pepco’s tariffs. There seems to be no harm in retaining this 
tariff language. (There might be a “stmgglei‘ 24-hour Burning streetlight, and the higher 24-hour rate encourages 
DCG to switch its streetlights to the lower Standard Night Burning rate.) 

See DCG Br. 8-9. 

Designated Issue No. 13f asks, ‘% Pepco’s proposed change in rate design to the rate schedule for T&c 719 

Signals (E) reasonable?” 

Pepco (2G) at 5 (Bumgarner). 

DCG (A) at 5 (Petniunas). 781 

’82 Id. at22. 
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399. Tariffs proposed for traffic signal service contain a 1.5 percent reduction in 
monthly bills to account for “normal” power outages. DCG complains that this is an outdated 
figure that was calculated over 25 years ago and ignores DDOT’s significant annual spending to 
mitigate the risks of Pepco power outages. DCG avers that in the past three years it has spent 
over $3.5 million to procure backup emergency generators, as well as $1.2 million in 
unintemptable power supply investments (with an additional $2 million budgeted for 
implementation in the near future), and about $400,000 annually in personnel costs to respond to 
traflic signal power 0utages.7~~ According to DCG, traffic signal service tariffs proposed by 
~ e p c o  &so improper1y fail to make a reduction for the time traffic signals operate 0~-peak784 

400. Pepo Rebuttal. The Company stated that its TS rate contains a 1.5 permt 
reduction, calculated more than 25 years ago, that is intended to &just the energy billing for 
power outages. Howevery Pepco denies that there is any basis for comparing this 1.5‘permt 
“outage discount” with the millions of dollars that DCG spends each year to maintain traffic 
signals in the ~istrict.7~’ 

DECISION 

401. As with SL, tariffs for TS should eliminate u u n m s a r y  references to old 1970s 
policy manuals, and Pepco and DCG should seek to design TS rates in the future so they are not 
‘‘energy-ody delivery” rates. 

402. The power outage rates for TS tariffs, and whether Pepco adequately accounts for 
power outages in the TS rate, is a matter of contention between the District Government and 
Pepco. The Commission therefore directs Pepco to conduct an up-to-date study to determine 
what the appropriate power “outage discount” should be for TS. The same study should examine 
the merits of DCG‘s complaint that traf6c signal service rates improperly fail to make a 
reduction for the time traffic signals operate off-peak. The study should be submitted as part of 
~epco’s  next rate case.786 

403. Although DCG is prudent in ensuring an uninterruptible power supply for its 
trafEc signals and street lights, the Commission finds that these expenditures do not warrant any 
reduction in Pepco’s SL$TS rates. DCG has no greater claim than any other customer or 
customer class to flawless power service. 

783 DCG Br. 14-15. 

784 DCG Br. 15-16. 

KG Tr. 141 1-1412 (Pepco witness Bumgarner). 

See DCG Br. 15-16. 
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C. Large Commercial Classes (Issue No. 13a)787 

1. GT 

404. Pepco. Pepco would apply an across-the-board increase to the current GT rate 
stnrctures to collect the class revenue target fidm the large Commercial classes (GT)?~’ 

405. AOBA. AOBA agrees with Pepco’s proposal to increase the component parts of 
the GT rate schedule in “a roughly proportionate manner.” This will p v i d e  stability and avoid 
rate shock789 

DECISION 

406. NO party disputes Pepco’s proposal to leave GT rate components unchanged, and 
to increase them in a roughly proportionate manner to collect the GT class revenue target. The 
Commission adopts the unanimous view of the parties. In Pepco’s next rate case, however, the 
Company is directed to submit proposed GT rate designs that move away ftom volumetric 
(energy-delivery) rates and toward a greater emphasis on recovery of GT class revenues throu& 
customer and demand charges. 

2. Standby Service (GT-3A-S)(Issues 13c, 13d)790 

407. Pepco. Under Pepco’s proposal, the only standby customer on its system is 
GSA’s central heating and refigeration plant (“CHP facility”)?9’ Pepco argues that this one 
customer’s “unique load characteristics,” notably the “much lower load factor” and the ‘lower 

*’ Designated b e  No. 13a ash, “Are the rate designs by classes reasonable?’ 

788 Pepco (2G) at 5 (Bumgarner). Schedule GT-LV is genedy available to secondary voltage customm with 
maximum demands of at least 100 kW. The GT-LV rate is structured to include customer charges, demand charges 
(kW) (“on peak,” ‘’maximum’’), energy-delivery charges (on peak, intemediate peak, off peak) and surcharges. 
Schedule GT-3A is available to primary voltage customers with maximum of 100 kW or m r .  (GSA’s 
d i e d  heat and power (“CHP”) ficiility, a central heating and refrigeration plant, is one of tippmximately 145 
curtomem that are currently billed under Schedule GT3A.) The GT 3A rate includes a customer charge, demand 
charges (kw) (“on peak’’ and “maximum”), energy-delivery charges (on peak, intermediate peak, off peak), and 
surcharges. The same rate structure holds for “GT 3l3” rates (sometimes called GT-W 69 kv), which cover 
WASA’s Blue Plains facility. See Pepco ((3-2 (Pepco rate schedules); Pepco (G)-3 (Bumgarner); GSA (A) at 7-8 
n.4,19 (Goins). 

789 AOBA (A) at 94-95 (Oliver). 

790 Designated Issue No. 13c asks, ”Is Pepco’s proposal to e l i i t e  the current Standby Service Schedule S 
tariff reasonable?” Issue NO. 13d asks, ‘Is Pepco’s proposed Standby Service Schedule GT-3A-S tarifF properly 
designedy 

791 See GSA (A) at 7, 19 (Goins). Tedmically, the new standby rate (GT-3A-S) will apply only to primary 
voltage standby customers with average loads exceeding 100 kW that would generally be billed under Schedule GT- 
3 k  Id. at 7. Cf: GSA (E%) at 11-12 (Goins). 
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contribution to cost of service from the Plant relative to all other members of the GT-3A class" 
caused by the operation of its cogeneration facility, merit a separate rate classification in the new 
GT-3A-S?92 According to the Company, this new rate schedule provides a fair cost-reflective 
rate and reflects PJM and Pepco requirements for interconnected operation of this customer's 
generator. Pepco indicates that the cost of service for the GT-3A-S customer was calculated in 
the same manner as for the other two current single customer classes, Metro and WASA's Blue 
Plains' facility. Each component of the present GT3A rate was given an equal percent increase 
to arrive at the proposed new GT-3A-S rate. According to Pepco, this single-customer tariff 
addresses the interest of the Company, standby customers, and all other Customers of Pepc0.7~~ 
Pepco contends that the impact of the new GT-3A-S tariff would be to increase this one 
customer's annual charges by $90,555, "revenue that other customers on Schedule GT-3A Will 
not have to bear.yy794 

408. The Company also proposes to eliminate its old schedule S for standby customers. 
Within its new Schedule S, Pepco proposes to replace what it characterizes as its old difficult-to- 
calculate Facilities Charge (calculating the carrying costs of the plant that provides standby 
service) with a simplified monthly calculation based on the actual metered usage of the standby 
service?95 The Company's new Standby Service S tariff g e n d l y  would be re4uued for 
customers with behind-the-meter generation that is operated, not for emergency use, but instead 
in parallel with Pepco's delivery system for normal  operation^?'^ New Standby Service S would 
not cover smaller customers generating less than 100 kW. Pepco indicates that either the 
Company or an altemate supplier would need to provide full Generation requirements. Pepco. 
notes that under the new Schedule S, customers would be billed on net usage and would need 
metering and communication equipment that allows the Company to monitor and meter the 
output ofthe customer's on-site generation."lg7 

792 Pepco Br. 104-105; Pepco (G) at 9 (Bumgarner); see Pepco (G)-1. Pejw stab that the load factor of 
GSA's CHP plant is less than hall: that of the GT-3A class customer with the next lowest htor,  and about 25% of 
the average for the class. "Its contribution to cost of service (on a rate of return basis) on the existing rate was 42% 
less thsn the contribution of a l I  other members, and wiU stiU be 26% below the average Contn'bution of those 
customers under the new tariff." Pepco Br. 104-105. 

'93 Pepco (G) at 9-10, Pepco clarified Schedule GT-3A-S "to indicate that [it] is applicable to customers who 
would otherwise qualify for GTSA, but for the requirement for Standby Service." Pepco (2G) at 4; see Pepco (2G)- 

794 Pepco (G) at 11. 

795 

rider is an estimate of the load that the generator wilt serve.'' Id. 

1 (revised WGT-3A-S). 

Pepco Br. 103-104, Pepm (G) at 12. "AU that is r e q u i d  for the customer to estimate his costs under the 

The requirement that new standby s customers have on-site generation that "operates in p d e l  with the 
Company's delivery system" excludes customers with on-site generation used primarily for emergency purposes 
(such as hospitals, water pumping stations, and telephone facilities). Pepco (G) at 11-12. 

Pepm (G) at 10-11; see also Pepco (2G) at 3-4. 

. .  
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409. AOBA. AOBA does not oppose the a t i o n  of a new GT-3A-S tariff for Pep~o’s 
one and only existhg standby customer. However, AOBA argues that P e p ’ s  tariff is too 
limited. AOBA submits that other potential users of standby service might include those who do 
not take service at primary voltage or those who might seek standby service for forms of 
renewable generation. To account for the possibility that such customers might wish to take 
Standby Service in the future, AOBA recommendsthat Pepco ‘‘be directed to develop a parallel 
rate offerLng for customers having ‘behind the meter generation’ that do not take service at 
primary v o ~ t a g e ~ ~ ~ ~ *  

410. GSA. GSA requests the current Standby Service Schedule S be left in place and 
opposes the new GT-3A-S tariff.7” The only customer that would be covered by the new GT- 
3A-S tariff is GSA’s fossil-fired CHP cogeneration facility that serves Federal buildings in the 
District of ColumbiaSm According to GSA, Pepco is currently recovering more than its cost of 
serving GSA‘s CHP standby facility, and will recover even more under its proposed standby 
Schedule GT3A-S 

411. GSA contends that the origin of Pepco’s proposed new GT-3A-S rate is &e 
Company’s interpretation of a Maryland PSC ruling barring Pepco fiom applying a ‘Tadities 
charge” to standby customers for facilities that were not specifically installed to provide standby 

According to GSA, this Maryland ruling is already embodied (in effect) in Pepco’s 
D.C. current tariffs for standby service. GSA indicates that it benefits fiom this because it 
installed its own interconnection facilities and equipment upgrades to facilitate cogeneration 
operations at its CHP plane consequently, GSA’s CHP plant incurs no “facilities 

The current Schedule S appropriately provides for the instance where a standby 
customer invests its own resources in interconnection facilities and necessary 

798 AOBA (A) at 96 (Oliver). Accord: Tr. 789-790 (AOBA witness Oliver) (“The Company has, h m  my 
perspective, slowed or impeded the development of mite generation by putting customem through a V ~ Y  difficult 
process of proving that they don’t need additional facilities when there are no additional facilities required“) 
799 

‘00 SeeTr. 1190-1191,1198 (GSAwitness Goins). 

GSA Br. 6, 14,15; GSA RBr. 2,s; GSA (A) at 9,2S, 27,27-8 (Goins). 

GSA (A) at 22; GSA (B) at 12; GSA Br. 12; GSA R Br. 4. GSA claims that Pepm now recovers $74,000 
(23%) more tttan the Company’s standby cost of sewing GSA’s CHP Wty, and this- over-recovery would increase 
to $95,000 (25%) under the proposed Schedule GT-3A-S. GSA (A) at 22; GSA (B) at 12. 

801 

GSA Br. 9-10; GSA RBr. 3-4. 

onlinarily Pepco would charge a standby customer Iike GSA under rate schedule GT-3A with an 
adjustment to reflect “a credit for the monthly facilities charge paid under Schedule S.” The facilities charge is “for 
special facilities which Pepco buiIds in order to service a standby customer.” GSA Br. 6; GSA R Br. 3. However, 
“there would be no facilities charge for GSA‘s CHP facility, because Pepco was not required to build special 
fkdties to seMce this customer’s standby load” GSA Br. 8; GSA R.Br- 3-4. 
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equipment upgrades to support the standby service it receives from P 
revision Pepco has proposed does not recognize customer investmats 8 y *  The 

GSA challenges Pepco claims as weak post hoc rati0nales.8’~ In particular, GSA argues that 
there are no “unique load factors” that justify the creation of this u n d  new stand-alone rate 
class: “[elach GT-3A customer has a load factor that likely differs fi-om the class’s average load 
factor - the load factors of some customers are higher than the class average and some are 
lower.”8o6 

412. GSA also claims that the proposed GT-3A-S rate is overpriced and discriminatory 
and will crate non-cost-based barriers to customers developing independent generating 
~apability.8~~ GSA submits that this would be contrary to the Commission’s stated policy that 
“distributed generation” should be encouraged and that ‘%e future development of DG 
[distributed generation] is crucial to electric reliability in the District of Columbi~7y808 

413. GSA witness Goins expressed particular concern that Pepco’s rate designs should 
not discourage investments in new distriiuted generalion facilities.809 He testified that 
eventually a 10 percent to 20 percent discount off of cost-based rates may be appropsate for 
distributed generation facilities like GSA’s steam plant?’o GSA stated that it is contemplating a 
major initiative to install solar generation in buildings in the District of Columbia and 

GSARBr.4. 

‘Os GSA argues that there is no merit in Pepco’s claim that current standby schedule S creates undue burdens 
in calculating a facilities charge because GSA’s CHP facility is the only customer covered by the current standby 
schedule S and GSA’s CHP facility has no facilities charge. GSA Br. 8-% GSA 2. 

‘06 GSA Br. 10-12; GSA (A) at 21. GSA states Pepco’s two other single customer rate classes - GT-RT 
(Metro) and GT-3B (Blue Plains) - are distinguishable from the situation of its CHP facility. Id. at 19-20; GSA Br. 
7. 

‘07 GSA (A) at 22 (Goins); GSA (B) at 12. GSA claims that “Pepco has an incentive as a monopoly supplier 
of distriiution service to set the price of standby service as high as possible to discourage Mj investments that might 
lower its distribution revenues and cxmings.” GSA (A) at 23. Accord GSA Br. 13; Tr. 1187-1188 (GSA witness 
Goins). 

. 
. 

GSA (A) at 24-25, citing Formal Case No. 1053, Order No. 14712,1421. GSA states that “DG resour~es 
may cmte  environmental and distribution-related benefits, including capacity upgrade dehrals, reliab%ty 
enhancements, and equipment life extensions.” The Commission said in Formal Case No. 1053 that “[w* DG is 
l l l y  planned and deployid, long-term distrihtion benefits should be taken into account, and a discounted ‘‘standbf 
rate should be calculated. Id. But GSA states that Pepco’s proposed new GT-3A-S rate reflects none of these values. 
GSA (A) at 24. 

See GSA Br. 13 (a 2007 FERC report cited standby rates as one of the most common rate-related 
impediments to distriiuted generation); Tr. 1189,1192,1196-1 197 (GSA Witness Goins). 

‘Io Tr. 1194 (GSA wimess Goins). 
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recommends that the Commission develop rate designs that encourage development of solar 
energy and other distributed generatioa8” 

414. If the Commission decides to approve a new GT-3A-S rate, GSA argues that the 
rate should be set at a “cost-based benchmarl? that is no higher than Pepco’s cost of providing 
standby service as determined fiom its CCOSS. GSA contends that this cost-based benchmark -- 
calculated on the basis of ‘‘backing out the interclass subsidy component of the rate” and 
imposing a $95,000 reduction in test year revenues for the new GT-3A-S class - would neither 
promote nor hinder the development of distributed generation.812 

415. Based on this premise, GSA proposes an alternative GT-3A-S standby rate as 
follows: 

Distribution Charge - Rate 
Customer $72.59 per month 
Energy $0.00688 per kwh 
Maximum kW $4.19 per kW 

GSA states that, since its alternative standby rate ‘’reflects no interclass revenue subsidy, 
customer, demand, and energy charges under the alternative rate are approximately 20 percent 
lower across the board’’ for its GT-3A-S GSA notes that its proposal involves only a 
20.93 p e r p t  increase for the GSA steam plant, as opposed to Pepco’s proposed 23.38 percent 
increase. 

DECISION 

416. The Commission rejects Pepco’s new standby tariff GT-3A-S and maintains the 
current standby Service Schedule S with Pepco’s ‘‘facilities charge.” The status quo shall be 
preserved, pending finrther study by the Commission on how best to structure Pepco’s standby 
rates for cogeneration facilities. 

417. The Commission is committed to ensuring that Pepco’s rates do not discourage 
the development of distributed on-site Consistent with our Formal Case No. 1053 
decision, a Working Group will be established to discuss all standby tariff issues.816 Pepco 

”‘ 
‘I2 

‘I3 

‘I4 

‘I5 

Goins). 

‘I6 See Order No. 14712,1421. 

Tr. 1198-1200,1192 (GSA witness Goins). 

GSA Br. 14; GSA (A) at 25-28. 

Id. at 27; GSA Br. 14. 

See Tr. 1177-1181 (GSA witness Goins). 

See Tr. 1192-1 199, especially Tr. 1196-1 197 (colloquy between Commissioner Morgan and GSA witness 

! 
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should chair the Working Group meetings. The Commission encourages the parties to discuss 
the standby tariff issues and to propose the appropriate credit for cogeneration and other 
distributed generation facilities in the District of Columbia. The goal of the Working Group 
shall be to develop an appropriate standby tariff which can be applied to both GSA facilities and 
other distributed generation. An initial report from the Working Group is due 120 days from the 
date of this 

418. The Commission also directs (as the Maryland PSC has done) that Pepco’s D.C. 
tariffs (Schedule S) shall not allow Pepco to charge cogeneration customers a “facilities charge” 
if those custoIllers spend their own money to build the interconnection facilities and equipment 
upgrades needed to support a cogeneration facility. This directive hereby formalizes Pepco’s 
current practice vis-;i-Vis GSA’s CHP facility and ensures that self-funded cogeneration facilities 
are not discouraged by the imposition of a ‘Yacilities charge” in the District of Columbia. 

3. GT-3B (WASA’s Blue Plains Facility) 

419. WASA’s Blue Plains facility is the sole customer served under Schedule GT-3B, 
which is sometimes referred to as the GT-HV 69 kV WASA argues that a 29.3 percent 
decrease in WASA’s rates (instead of Pepco’s proposed 37.7 permt increase) is required to 
eliminate the subsidy presently paid by WASA.8” WASA does not seek any change in the 
structure or relative importance of the rate components of the GT-3B tariff rate schedule, 
however.82o 

DECISION 

420. The Commission’s rulings on the class revenue target for the GT-3B rate appear 
above at p. 11 8 supra. Once the class revenue target is determined, there is no dispute about 
Pepco’s proposed across-the-board approach to adjusting the rate components of the GT-3B rate 
to collect that class revenue target. The Commission approves that approach for this case. 
However, the Commission directs the Company to propose in its next rate case GT-3B rate 
designs that move away fbm volumetric (energy-delivery) rates toward a greater emphasis on 
recovery of GT-3B class revenues through customer and demand charges. 

See Order No. 14712, f 420 (‘When [distriiuted generation] is fully planned and deployed, iong-term 
distriiution benefit3 should be taken into account, and a discounted “standbf’ rate should be calculated.”). 

”’ WASA (A) at 6 (Phillips). 

WASABr. 3,9; WA!SA(A) at 14-16. 

*ZJ The GT-3B rate (sometimes called the GT-HV 69 kV rate) includes a customer charge, demand charges 
(kW) (“on peak” and ‘maximum.?, enqy-delivery charges (on peak, intermediate peak, off peak), and surcharges. 
See Pepco (G)-2 (Pepco rate schedules); Pepw (G)-3 @tungarner); GSA (A) at 7-8 a4,19 (Coins). 
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2. Mefro-RT8’l 

DECISION 

421. WMATA’s issues are addressed by the Commission’s rulings on the class 
revenue target for the Metro-RT rate where WMATA focused its advocacy. Once the class 
revenue target for Metro-RT has been determined, there is no dispute about Pepco’s proposed 
across-the-board approach to adjusting the rate components of the Metro-RT rate to collect that 
class revenue target. As previously pronounced, Pepco, in its next rate case should propose 
Metro-RT rate designs that move away from volumetric (energydelivery) rates toward a greater 
emphasis on recovery of Metro-RT class revenues through customer and demand charges. 

Xl3.L TARIFF CBLANGES (Issue No. 14)822 

A. Tariff Schedule CGSPP: Impact of the Clean and Affordable Energy Act 
(CAEA) and final d e s  on Small Generator Interconnection Standards 
(Issue No. 14a)823 

422. Pepco. Pepco’s Tatiff Schedule CG-SPP allows qualifying cogeneratiodsmall 
power production facilities (“QF”) to sell their electricity output, either as wholesale electricity 
providers in the PJM market or through a bilateral contract with another purchaser. Such 
arrangements for the sale by a QF of its output in the wholesale energy market go beyond the net 
energy metering rules proposed by the Commission, which s eci@ that the electricity output of 
the fidity is “to be purchased by” Pepco at the retail rate?2’ Pepco claims that ‘’no revision is 
required to Schedule CG-SPP due to the issuance of the htercomection rules for small 
generators in Formal Case No. 1050” because the coverage of tariff CG-SPP already is broader 
than what is required by the Cornmission’s net energy metering des. 825 

423. Pepco notes that other Pepco tariffs may be af€ected by the new CAEA statute. 
The Company submits that, after the Commission issues final net metering rules in Formal Case 

821 

demand charges (‘‘all kW”). 
Metro-RT rates have a customer charge as well as energy-delivery charges (“au kWh,“ surcharges) and 

’= 
this case on Issue 14. OPC 0 at 7 (Smith). 

Designated Issue No. 14 asks, “Are Pepco’s proposed tariff changes reasonable?” OPC takes no position in 

Designated Issue No. 14a asks, ‘Tn view of the CAEA requirements to increase the net metering size and 
issuance of the final d e s  in Small Generator Interconnection Standards in Formal Case No. 10.50, should Schedule 
CG-SPP be modified? If so, what should be the modification?” 

Pepco (2G) at 6 (Bumgaxner). 

Id. at 6-7; Pepco Br. 107. 
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No. 945 to reflect the impact of the CAEA statute, it will submit a revised Net Energy Metering 
Rider (NEW, consistent with the new des, for Commission approval.826 

DECISION 

424. The Commission finds that there is no immediate need to amend Pepco’s CESPP 
tariE However, throughout the hearings, several parties suggested that Pepco needs to formulate 
new tarif% that encourage and support the development of solar energy and scattered onsite 

As indicated herein, the Commission will establish a Working Group to discuss 
the standby tariff issues in Formal Case No. 1050. 

B. CAEA’s requirement to allow submetering for non-residential 
rental Units (Issue 14b)828 

425. Pepco. To allow submetering as required by the CAEA, Pepco proposes to 
modi@ its tariffs in Section 2(e) of its General Terms and Conditi0ns.8~~ 

426. AOBA. To avoid what it charaderizes as misleading non-residential customers 
who may not be aware of the fact that they now have the option of utilizirg either sub-metering 
or energy allocation equipment in their buildings, AOBA recommends the following amendment 
to Section 2(e) of Pepco’s General Terms and Conditions: 

Electric service furnished to the Csustomer shall be for the Customer’s own use 
and may only be remetered or sub-metered by a Non-residential Customer as 
authorized under Title VII- Submetering Provisions of the Clean and AEordable 
Energy ACL~~’ 

The Company states that it has no objection to this language.831 

Pepco Br. 106; Pepco (2G) at 5-6. 

827 See, e.g., Tr. 1189,1192, 1196-1 199 (GSA Witness Coins); Tr. 789-790 (AOBA witness Oliver). See also 
Formal Case No. 1053, Order No. 14712, 1420 (when [distributed generation] is fully planned and deployed, long- 
term distribution benefits should be taken into account, and a disc0unted“standby” rate should be calculated). 

Designated Issue No. 14b ash, ‘what changes to the tari8Fs are needed in order to address the CAEA 
requirement to allow submeterjng for non-residential rental units?’ 

829 Pepco (2G) at 7 (Bumgarner); see Pepo (2G)-2 (“General ProvisionS for Electric Service and Facilities”) 
(tariff language) at Second Revised Page No. 8 (general ban on submetering amended by adding the language 
“except as authorized under Title KI- Submetering Provisions of the CAEA). 

AOBA (A) at 97-99 (Olivet). 

fa’ Pepco Br. 107. 
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DECISION 

427. We agree with AOBA’s proposed tariff amendment to correct Section 2(e) of 
Pepco’s G e n d  Terms and Conditions, containing Pepco’s general ban on submeterlo& 
modified as follows: 

Electric service furnished to the Customer shall be for the (5ustomer’s own 
use and may be re-metered or sub-metered only by a Non-residential 
Customer as authorized under Title VLI- Submetering Provisions of the 
Clean and Affordable Energy Act. 

C. Temporary Service rate customers (Issue No. 1 4 ~ ) ~ ~ ’  

428. The Commission asked Pepco to clarify some basic facts about the Schedule T 
. customer class in this case e.g., why is the T class characterized by large variations in kWh 
usage, as well as wide variations (ranging from less than a year to many years) in the time period 
during which customers remain and take service in this class? The Commission earlier 
concluded that the varying nature of usage patterns and length of service do not make this 
customer class suitable for the BSA at this time.833 

429. Pepco. The Company proposes a new five-year maximum time limit for senring 
customers under its Temporary Service (T) rate. The T rate is designed to cover the higher cost 
of providing service to facilities during construction or to installations that are temporary.. Pepco 
indicates that, in some cases, the application of the tariff relies on judgmental interpretations by 
fieid personnel as to what is temporary in nature. For instance, some customer installations on 
non-permanent foundations, such as parking lot kiosks, were originally classified as Temporary 
Service, but have persisted for many years.” Pepco agrees that there should be a time Limit on 
the application of Schedule T, and it proposes five years as a reasonable time 

430. AOBA. AOBA supports Pepco’s proposed fiveyear maximum time limit for 
serving customers under the Temporary Service (T) rate. AOBA indicates that, as of December 
2008, there were 209 T class customers, three-fourths of whom (ie. 153 out of 209) had been in 

832 Designated Issue No. 14c asks, “Does Pepco properly classify and bill Temporary Service rate customea? 
Should the Temporary Service rates (Schedule T)  be changed? Should t h m  be a maximum time period established 
for ‘Temporary Service’ rates?’’ 

833 See F o d  Case No. 1053, Order No. 15556,T 51. 

Pepco Br. 107; Pepw (2G) at 7-8 (Bumgarner); see Pepca (2G)-3 (tad2 language) (‘IIowever, customers 
receiving Temporary or Supplemental Service on a continuous basis for five (5) yeam will normally be transferred to 
the appropxiate General Service Low Voltage Schedule “GS LV” or “GS ND” based on the customer’s maximum 
demand, in accordance with the availability provisions therein. Rate schedule transfers will be made wually and 
became effective with the bikug month of June.”) OPC takes w position on lssue 14 Concerning Temporary 
Service customers. OPC (F) at 7 (Smith). 
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that service class for less than 5 years, and over 63 percent of whom had been on Rate T for less 
than 3 years. On the other hand, more than 20 percent of T customers have been on that service 
for greater than 10 years. According to AOBA, this suggests that the vast majority of T 
customem employ that service for temporary requirements; yet significant numbers have used 
Rate T essentially for permanent AOBA recommends that the tariff language for Rate 
T be reviewed, to “eliminate all referaces to ‘supplementary service,’ and thereby be more 
clearly Limited to service that is of a temporary nature (e.g., construction projects, wnivals, and 
festivals).”836 

431. The Company stated that it has no ob’ection to amending the tariff removing 
language about “‘Supplemental load” from its T tariff. 83’? 

DECISION 

432. We approve the tariff amendment for T service as proposed by incorporating a 
five-year maximum time limit for serving customers under the T rate and eliminating references 
to cGsupplemmtal 

835 

836 Id. at 100-101. 

837 

AOBA (A) at 99-100 (Oliver). 

Tr. 1413 (Pepco witness Bumgarner). 
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xn7. OTEQCR MATTERS 

A. Community Comments 

433. More than 125 community witnesses submitted comments or testified at the 
Commission’s community hearings in this Pepco rate case.838 Their comments went beyond 
.protesting higher Pepco rates, an overarching concern, to highlighting other importaut 
communily concern for the Commission’s consideration. 

1. Objections to Higher Pepco Rates, Requests for a S O  percent Rollback in 
Rates, a Moratorium on All Shutoffs, and Community Heariugs on Three 
Successive Saturdays 

434. Several senior citizens living in the District reference OPC’s objections to the 
Company’s proposed $51.7 million rate increase.839 OPC’s one-page flyer, attached to several 
senior citizens’ comments, argues that Pepco is seeking to shift business risks to consumers, with 
no guarantee that service quality wil l  be improved. Nor has Pepco explained how consumers 
will be educated to use a wave of fbture technologies, such as mart meters. The comments 
recifx the flyer’s statement that residential rates in the District have increased by 98 percent. 
Other senior citizens submit related comments stating that they were living on fixed incomes, 
and that increasing the cost of electricity would mean even less income available for other 
necessities. They complain that Pepco’s service is increasingly poor. W e  power outages 
affected neighborhoods around the city, and neighbors were complaining about the accuracy of 
their meters, they stated that it was difficult to reach Pepco service representatives. 

435. Testimony on behalf of the District’s seniors was presented by Shirley C. Thome, 
a member of the Ward 8 Mini Commission on Aging,‘ Jacqueline ArgueUes, Chair of the 
Cornmission on Aging for D.C., and Ann Wilcox, Executive Director of the Gray Panthers of 
Metropolitan Washington. They requested that the Commission deny Pepco’s rate increase 

‘Tloth ANCs [Advisory Neighborhood Commissions] as entities and ANC Commissioners as individuak 
may be heard by the PSC as part of the public at Iarge.” Wce of People’s Counsel v. Pub. S’m- Comm ‘n, 630 k 2 d  
692,697 @.C. 1993). The Commission i s  not required to give “great weight” (or any special weight) to advice it 
receives &urn ANCs in rate cases. Id. The Commission listens carefuuy to all public comments, however. We have 

inthis 
section of the Opinion and Order, in de&mumn + gPepco’srateapplication. 

839 OPC’s one-page flyer (a ‘bublic notice ale# captioned “OPC opposes Pepco’s $51.7 million rate increase 
bid, calls for decrease in Pepco’s current rates by $10.4 million”) was attached to Written statements submitted by 
senior citLzens Jay Johnson, Lawondua Jones, Tunisba Robinson, ptasker Bennett, Canie Sasberg, Diane Jackson, 
and Mary Wood. The Commission received similarly worded, or identical, letters of protest (without tha OPC flyer) 
fkom senior citizens Renee Green, Josephine avens, Anita C. Green, Joe Sheltos Thomas Perry, EIba Corley, 
Laura Malhear, Parnell Blas, Sean M Leaked, Bonnie Day, Antoinette Cheek, Allan Breuer, James Crowell, Seleaa 
Brooks, Agnes L. Branch, Harriet D. Key, Hazel %Whitby, Gwendolyn Goyhiu, Evelyn C. Young, Roy Black, and 

cmfblly reviewed and considered all the comments fkom community witnesses, which are sunmmmi - 

. GeorgiaRobinson. 

I 



FC 1076, Pepco Base Rate Case 
Order No. 15710 Page 146 

because of its impact on nearly 100,000 fixed-income seniors living in the Di~tr ic t . .~  TWO 
disabled District residents, Darnise Henry-Bush and Edward Durham, oppose Pepco’s rate 
increase because of its impact on the working poor, fixed-income disabled persons, and the 
unemployedM1 Graylin Presbury, President of the Fairlawn Citizens Association (east of the 
Anacostia River), echo OPC’S opposition to a ~ e p c o  rate increase, noting the importance of 
electricity in modern life and the impact of a rate increase on fixed income ratepayers.842 

436. The Commission also received many comments demanding a 50 percent rollback 
in Pepco’s rates, a moratorium on all shutoffs, and community hearings on Pepco’s proposed rate 
increase on three successive Saturda~s.8~~ These comments emphasize that these are difficult 
economic times for ordinary citizens. While Pepco’s rates have doubled in the last five years, 
they noted, workers’ wages have not. The unemployment rate in the District of Columbia has 
doubled in the last two years. They state that electricity is a basic necessity, essential to good 
health and well-being in modern society. They oppose Pepco’s proposed $51.7 million (6.1 
percent) rate increase, pointing out that Pepco’s 2008 Annual Report states that PepcoRHI has a 
strong financial condition with $10.7 billion in PHI revenues, $300 million in PHI profits, $170 
million in f e d d  stimulus money, $140 million in tax refunds, and a 2008 salary for the 
Chairman and CEO of Pepco Holdings of over $9 million.844 Pepco also recently received a 
$44.6 million award in federal h d s  for its AMI smart meter a~tivities.8~’ They complain that 

See Community Hearing Tr. 63-67 (Jacqueline Arguelles), Tr. 98-100 (Ann Wilcox) (November 20,2009); 
Community H a b g  Tr. 40 (Shirley C. Thorne) (November 19,2009) and her written testimony to the CommiSsian 
(November 19,2009). Accord Community Hearing Tr. 108 (Melinda Everett, Consumer Utility Board), Tr. 110-1 12 
( C o d s i o n e r  Janet Myers, ANC 4C02) (November 20, 2009); Community Hearing Tr. 38 ( M y  Sauers, 
Baltimo~ ANSWER), Tr. 39 (Pm Haughton) (November 19,2009). 

&(D 

See Community Hearing Tr. 22-26 ( D e  Henry-Bush), Tr. 36-39 (Edward Durham) (November 20, 
2009). 

See Community Hearing Tr. 46-50 (Graylin Presbury) (November 19,2009). 

m3 These sentiments were voiced by many people, including, among othm, Crystal Kim who testified and 
submitted wn’.tten comments on behalf of Justice First See Community Hearing Tr. 11-15 (October 24, 2009); 
Community Hearing Tr- 11-15 (November 19,2009); Community Hearing Tr. 5-10 (November 20,2009). A one- 
page flyer from Justice First was also submitted for the record Other residents and commentens also identified 
themselves as volunteers for, or supporting the views of, Justice First. See Community Hearing Tr. 16-24 (Caneisha 
Mills, representing the Party for Socialism & Liberation), Tr. 26-28 (Jonathan Miller, who also submitted a written 
statement), Tr. 29-32 (Matthew Murray, who also submitted a written statemeat), Tr. 36-37 (Natasha Pemmd, who 
also submitted a written statement) (November 19, 2009); Community Hearing Tr. 46-49 (Ronald Shef€w) 
(November 20,2009). See, e.g., Community Hearing Tr. 17-21 (Sarah Sloan, Washington, D.C., speaking for the 
ANSWER Coalition), Tr. 57-58 (Elizabeth Lowenpard, with the ANSWER Coalition), Tr. 104 (David 
Schwartmm) (November 20,2009). 

844 Objections to the high salaries and bonuses of Pepco’s CEO and other top Pepco employees were strongly 
expressed by several people. See, e.g. Community Hearing Tr. 33 (Sarah Sloan), Tr. 45 (Esteban Olivaro) 
(November 19,2009); Communi@ Hearing Tr. 32-34 (Commissioner Gigi Ransom, ANC 5C12), Tr. 69 (Evamul 
Powell); Tr. 71-74 (David Bomws), Tr. 76 (Sinelle Freeman), Tr. 90 (Commissioner Jacqueline Mitchell, ANC 
4C), Tr. 103-104 (David Schwartzman) (November 20,2009). 

See Community Hearing Tr. 17 (Chairman h e )  (November 20,2009). 
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Pepco is seeking a rate increase simply to increase the Company’s profits. They state they were 
“in vehement opposition to Pepco’s proposed rate hike.” 

437. Yvonne Moore, Chair of ANC ’733, opposes any Pepco rate increase. Observing 
that Commission public hearings should be scheduled to avoid conflict with ANC meetings, she 
questions the quality of Pepco’s service in her neighborhood on issues relating to brown outs, cut 
backs in electrical power, and Pepco’s res nse time. She indicates that Pepco should tighten its 
belt rather than be given a rate increase. E480 

DECISION 

438. The Commission’s decision in this w e  sets Pepco rates at levels that fairly 
balance the interests of both ratepaying consumers and Company investors. In deciding the 
specific designated issues, we have taken into consideration a wide variety of factors, and in all 
our decisions, we have always considered the economy of the District and the impact of ‘our 
determination on ratepayers. 

439. We note also that the Commission has convened a separate case to examine issues 
raised by Pepco’s implementation of its smart meter One of the issues in that case 
will be how Pepco can best insure that consumers are educated to handle the coming wave of 
future technologies. 

440. Traditionally, the Commission has held three communi@ hearings for each of its 
formal rate cases: one in the d a a  on a weekday, one in the daytime on a Saturday, and one in 
the evening during the week. Given the large number of public comments submitted in this 
Eepco rate case, the Commission will consider holding additional public comment hearings in 
future Pepco rate cases. 

2. Quality of Pepco’s Service in the District of Columbia 

441. Two commercial customers complained about the quality of Pepco’s service, 
particularly power outages and system reliability. The American Association for the 
Advancement of Science (AAAS), which OWLIS a 200,000 square foot building in the District, 
stated that it experienced five power outages in just over a year - each of which caused 
equipment failures and other damage to its property. A k A S  states that Pepco has no effective 
communication program and relies instead on an “outage” map to explain where outages are 

846 

9,2009). 
See Community Hearing Tr. 9-10 (November 19,2009) and Yvonne Moore’s written statement (November 
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See CommUaity Hearing Tr. 71 (November 20,2009)’(comments of chairman m e ) .  

See Commu&y Hearing Tr. 113- 114 (November 20,2009) (comments of chairman h e ) .  
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occurring and when they will be corrected. AAAS asks that ‘Tepco be required to provide a plan 
of action to correct these issues as part of any approved increase to their 

442. Similar comments were submitted by Akridge, which manages over 6 million 
square feet of office space in downtown Washington, D.C. Akridge indicates outages and 
service interruptions have undercut productiivity, and damaged its telephone equipment, network 
services and other equipment. Akridge complains that Pepco lacks a plan of action to ensure 
greater network reliability and better communication with its commercial customers: 

We need accurate and timely information from Pepco in order to bplement 
contingency plans during service intermptions. An explanation from Pepco 
regarding weather related, specific equipment failures, or maintenance repairs 
that intermpt service and the Company’s plan of action and timetable on the 
restoration of service is critically important information for all customers. Pepco 
needs to provide a strategy where the comxnercial sector can receive real-time 
information regardmg any outage and the Company’s plans for repairs and 
restoration of service. This plan must include direct personal points of contad 
for the downtown commercial sector. 

Akridge urges the Commission to require Pepco to provide a plan that addresses these 
concerns. 

The Company’s individual customers also criticize its poor service.8” Testimony 
by Graylen Presbury, President of the Fairlawn Citizens Association, for example, indicates that 
Pepco’s service has been declining, resulting in outages damaging appliances, and long waiting 
. bines when customers call Pepw to ask questions or report an 0utage.8~~ Ruth Connolly, Chair 
of the citywide Tenant Advisory Council, also criticizes Pepco’s service record on outages and 
long delays in restoring ~ervice.8’~ August0 Moreno testified about the adverse impact of a 
Pepco service interruption at his apartment, affecting his 70-year-old-mother who needs 

850 

443. 
. 

~4’  AAAS’s letter to the Commission (November 19,2009). MAS’S letter also stated: “Because we c m o t  
depend upon Pepco, we are investigating investing in larger generation (at significant expense), and other opeom to 
ensure continuity of service. It is unacceptable for the power supply system in the District of Coiumbia to be as 
unreliable as it has become.” 

*so 

851 See, e.g., Community Hearing Tr. 18-19 (caneisha (November 19,2009). 

Akridge letter to the Commission (November 19,2009). 

See C.ommunity Hearing Tr. 50 (Graylin Presbury) (November 19,2009). 

See Community Hearing Tr. 31-32 (Ruth C0~0lly) (November 20,2009). 
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electrical power to operate a medical device.854 Other cornenters also briefly state that there 
are too many o ~ t a g ~ . p ~ ~  

444. Commissioner Gale Black, ANC 4A08, speaking for the Crestwood Citizens 
Association and ANC 4A08, criticizes Pepco’s service reliability. Opposing the Company’s rate 
increase, she states that Pepco customers in Crestwood have experienced longer and more 
frequent outages and “sags.” She states ikrther that this has damaged motors, disrctpted 
telecommuni&ons, and threatened the health of people using medical equipment. Ms. Black 
contends that Crestwood is served by Pepco feeder line 15197, which is the worst performing 
line in the city. Taking a look at a cross-section of North American Utilities, surveyed by Best 
Practices Group, Ms. Black states that Pepco’s System Average Interruption Frequency Index 
(SAW9 was 17* out of 23 ranked utilities. Using another indicator, the large city reliability 
survey, Pepco ranked 12& out of 19 utilities. The survey said that for calendar year 2006 Pepco’s 
SAIFI rating was 13, compared to a 1.1 average rating for other North American utilities. 
Crestwood residents question why Pepco cannot improve reliability and lower costs, as 
Commonwealth Edison is doing. Ms. Black urges the Commission to “adopt a reliability index 
with performance measures and accountability.” While supporting smart meters and smart grids, 
Crestwood residents question whether they will see any cost benefit if they change their usage 
pattans to off peak times. The Company is better able to bear the cost of Pepco’s infrastructure 
upgrades, said Ms. Black, than seniors and residents on fixed 

445. These comments by Commissioner Black are supported by ANC 4A as a whole. 
After hearing from representatives of Pepco and OPC, as well as neighborhood residents, ANC 
4A voted to oppose Pepco’s requested rate increase, for three major reasons. First, thousands of 
homeownem represented by ANC 4A may be adversely impacted by a Pepco rate increase. 
Second, there are many seniors, living on fixed income, residing in 4A who may not be able to 
afford an increase. Third, ANC 4A stated that Pepco did not adequately justify an increase. OPC 
and Pepco presented conflicting, offsetting evidence. Pepco is attempting to shift some of its 
operational financial burdens and risks to CM~SU~~TS, without guaranteeing improved service. In 
particular, “ANC 4A questions why consumers must bear the brunt of current and. future 
retirement fund losses to Pepco retirees. Many ANC 4A residents have had adverse impacts to 
their retirement funds without a safety net or someone else to shoulder’the burden or risk.” 

854 See Community Hearing Tr. 44-45 (Augosto Moreno) (November 20,2009). 

See, e.g., Community Hearing Tr. 80-81 (Sandra Mitcbjner), 84-85 (Joyce Robinson-Paul, Kanover Area 855 

Civic Association, lower Shaw area of D.C.). 

See Community Hearing Tr. 49-57 (November 20, 2009) (comments of Gale Black, President of the 
Crestwood Citizens Assoclatl. ‘on and ANC 4A08 Commissioner). The Commission’s chairman noted that the 
Commission has updated its “consumer bill of rights” as well as the standards for electric quality of service and 
natwal gas quality of semice. She stated that the Commission also is receiving monthly outage reports &om Pepco. 
Id. Tr. 56-57 (comments of Chairman h e )  (citing Commission F u m l  Case No.982, Electricity Quality of 
Service standards). 
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Pepco did not fully explain the stimulus Eunds it recently received. Moreover, Pepco’s services 
have not appreciably improved since the last rate in~rease.8’~ 

446. “Crestwood is plagued by outages and unscheduled service interruptions,” 
according to comments submitted by the Crestwood Neighborhood League (“League”). Apart 
from major outages, “everyone regularly experiences short losses of service, as evidenced by the 
persistent need to reset clocks and electric devices on a monthly and fiequatly weekly basis.” 
Televised news reports, neighbors and elected officials report a pattern of “erratic” Pepco senrice 
in the larger Washington community, with “room for much improvement in the quality of service 
being offered.” Taking into account the limited ability of c o m ~  to pay more, the League 
supports OPC’s position seeking a $15.76 million reduction in Pepco’s requested increase. They 
seek “steady, reliable service” at a reasonable rate.858 

447. Commissioner Lenwood Johnson, ANC lA, complains of electric power outages 
in southwestern Columbia Heights. Opposing the rate increase, he states that P should be 
ordered to spend more money on solving outages and upgrading infras~cture!’‘ip”(h, District 
resident indicates that she would like to avoid “the kinds of horror stories that have showed up” 
and that she would like to keep her bills “about the same.”86o 

DECISION 

448. While the Commission already has several proceedings investigating Pepco’s 
service quality and reliability, given these widespread complaints Erom the public about the 
quality of Pepco’s service, service quality issues could be ripe for consideration in Pepco’s next 
rate case.861 The Commission will review Pepco’s plans to address outages, reliability and 
improved service throughout the City. We shouid be aided in this task by the fact that we have 
already adopted electric quality of service standards, and we are now receiving monthly outage 
reports from Pepc0.8~~ According to the community comments we received in this case, two 
areas in particular are in need of improved service; downtown Washington D.C. and the 
Crestwood area in Ward 4. 

Chair Stephen A. whatley, ANC 44 letter to the Commission (December 9,2009). 

Ronald P. Bland, President, Crestwood Neighborhood League, letter to the Commission (December 21, 
2009). 

’” 
ANC 1A). 

Community Hearing Tr. 86-88 (November 20,2009) (comments of ANC Commissioner Lenwood Johnson, 

See Community Hearing Tr. 7-8 (October 24,2009) (Deborah Fort). 

The Commission already is considering issues about Pepco’s reliability in Formal Case Nos. 766,982 and 
1002 mong others. In Formal Care No. 766, in particular, we are considering Pepco’s efforls to improve its 
customer average intermption duration index (CADI) and its system average interruption duration index (SAIDI). 

861 

See Community Hearing Tr. 56-57 (November 20,2009) (comments of chairman k). 
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3. Consumer Education to Use Smart Meters, Smart Grid Initiatives 

449. 
_- I .  - 

Other District residents like Barbara D. Morgan complain (among other things) 
that Pepo0 has not explained how consumers/ratepayers will be pr med and educated for a 
wave of future technologies, such as smart meters and the Smart Grid. % 

450. Carlos Bright opposes Pepco’s rate increase, as a disabled individual living on a 
fixed income. He questions why Pepco could not improve reliability and lower its costs. He 
supports the Smart Grid, but que;c;tions “whether there will be any financial benefit for us, if we 
adjust our us’es to off-peak times. How will the costs of these new technologies be allocated?’’864 

45 1. Tn response to Evanna Powell’s concern over whether and when smart griasmart 
meters would be able to turn off her air conditioning, chairman Kane stated that Pepco’s load 
control programs would be 

DECISION 

452. The Commission has opened a separate case (Formal Case No. 1056) to examine 
Pepco’s smart meter program. There we will address the proper structure of associated voluntary 
load c0ntr01 programs, how Pepco plans to use the $44.6 million in federal grant money it is 
receiving for its AMI smart meter programs, and the need for public information and education 
about these new technologies and pr0grams.8~~ 

4. Pepco’s Pension Costs and Other Expenditures 

453. Mary Rowse and Jeff Hart complain that the Company’s pension costs and other 
expenditures were too high. Opposing any rate increase, they suggest that Pepco might transfer 
its pension risk to its employees by offering them defined contribution, instead of defined 
benefits plans. They also suggest that Pepco should defer capital outlays and improvements to 
its network “until the capital markets have normalized and the cost of capital for Pepco is closer 
to historic 

863 

864 

Written Statement of Barbara D. Morgan (November 19,2009). 

Carlos Bright letter to the Conmission (December 2,2009). 

See Community Nearing Tr. 69-70 (Evaxma Powell), Tr. 71 (chairman b e )  (November 20,2009). 

See Community Hearing Tr. 71 (November 20,2009) (comments of chairman be). 

Email fiom Mary R o w s  and Jeff Hart to the Commission (November 6,2009). 

i 
I 
i 
i 
I 

I 

I I 
1 

j 
! 

i 1 

I 

i 

I 



FC 1076, Pepeo Base Rate Case 
Order No. 15710 Page 152 

454. Advisory Neighborhood Commission 4A submits ob’ections to ratepayers paying 
for pension losses suffered by Pepco employees, as noted above:’ and by M e  Winborne, a 
long-time member of the Consumer Utility Board?’ 

DECISION 

455. The Commission’s decision on Designated Issue No. 8 determines that traditional 
rate-making treatment, and not a surcharge or other special treatment, is appropriate for Pepcd’s 
pension costs, OPEB, and uncollectible expenses. We specifically considered community 
comments in reaching that decisi0n.8~’ Testimony submitted by Pepco in this case made it clear 
that the Company has postponed many capital outlays and improvements during these difficult 
economic times.871 

5. GreenEnergy 

456. David Schwartanan, representing the,D.C. Statehood Green Party and D.C. 
Metro Science for the People, opposes Pepco’s use of coal hels. “Greater use should be made of 
wind turbines and renewable energy sou~ces.” To remedy high Pepco rates, he suggests the 
c’municipalization” of Pepco’s assets in the District. He also supports the views of OPC and 
Justice First, citing the regressive nature of utility bills, high unemployment levels in D.C., and 
the  depression" (not merely a recession) in the economy here in the District of Colmbia*” 

DECISION 

457. Our currently-pendhg cases address a number of “green” initiatives. The 
Commission is committed to consider the conservation of natural resources in our regulation of 
Pepco and all other public utilities in the District. Today’s decision considers the economy of 
the District of Columbia and awards Pepco less than half of the increase it requested. 

868 

869 

‘’O See supra 1 195. 

‘71 See, e.&, Pepco’s Application at 4-5 (“To address the impacts of the economic and &tancia1 crisis, the 
Company implemented significant cost contaimnent measures, including a f h z e  on salaries for non-union 
employees, a cap on staffing levels, and postponement of several million dollars of capital expenditures.”); Pepco 
(a) at 4-5 (Kamerick). 

8n 

Chair Stephen A. Whadey, ANC 4 4  letter to the Commission (December 9,2009). 

See Community Hearing Tr. 42 (Annie Winborne) (November 20,2009). 

See Community Hearing Tr. 101-107 @avid Schwartzman) (November 20,2009). 

1 
i I 
I 
i 
I 
! 

i 
I 
! 

! 

, 



FC 1076, lpepco Base Rate Case 
Order No. 15710 Page 153 

6. Support for Pepco 

458. The Company’s proposed rate increase was supported by several residents as 
necessary to ensure safe and reliable electric service in the District of Columbia. Two District 
residents, James Lively, formerly an ANC Commissioner for 10 years, and Saymendy Lloyd, 
state that Pepco’s rate increase is needed to improve service and address outageheliability issues, 
as well as to improve equipment, participate in ‘csmart grid” initiatives, and maintain Pepco’s 
standing with rating agencies. Mr. Lively compliments Pepco on its community involvement 
and its development of a July 1,2009 plan for addressin outages in Ward 3. The objective of 
this proceeding, he notes, is fair, just and reasonable rates. 873 

459. Marc Barnes supports Pepco’s increase to facilitate the installation of smg 
meters and other measures to reduce costs, conserve energy and protect the environment. 
Linda Perkins similarly supports Pepco’s rate increase as a means to improve energy efficiency, 
with programs such as the Compact Fluorescent Program and the Smart Grid Initiative. She 
stresses the need for outreach and education to make sure that consumers actually benefit fiom 
these pr0grams.8~~ 

460. Commissioner Reverend Thomas Alston, ANC 7C06, supports Pepco’s proposed 
rate increase as necessary to meet the increased costs of providing safe and reliable electric 
service. The Company’s administrative and operational costs have spiraled upwards, and the 
cost of capital has increased P p  must be able to demonstrate its financial health in order to 
access needed capital, he states, and it needs money to maintain its poles, wires and other 
equipment. Reverend &ton notes that Pepco is educating mnsumers about energy efficiency 
and that recently-received stimulus funds of $168.1 million will help ordinary customers monitor 
and save on electricity.876 

461. Barbara Lang states that Pepco has undertaken significant cost containment 
measures, Ereezing salaries, capping staffing levels, and postponing several million dollars of 
capital expenditures. She states that Pepco has improved the reliability of its service in Ward 3. 
While the cost of capital and energy is rising, she notes that Pepco’s responsiiility to provide 
safe and reliable service has remained constant This is only the second distribution rate increase 
the Company has proposed since 1995. To save ratepayers money, she points out that the 
Company recently applied for (and obtained) some $44 million in federal funding for AMI 
meters to allow customers to manage their own energy use efficiently. 877 

8n 
Lively (November 19,2009); chnmdv Hearing Tr. 59-62 (Saymendy Lloyd) (November 20,2009). 

874 

See Community Hearing Tr. 51-56 (James Lively) (November 19, 2009); written commeats of James C. 

Written Statement of Marc Barnes (October 24,2009). 

Written Testimony of Linda Perkins (October 24,2009). 

Written Testimony of Reverend Thomas Alston (December 3,2009). 

See Community Hearing Tr. 11-17 (Bdara Laug) (November 20,2009). 

876 
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DECISION 

462. The Commission’s decision in this case sets Pepco rat@ at levels that fairly 
balance the interests of both ratepaying c o m e r s  and Company investors. 

B. Motions to Correct Transcript 

463. To correct typographical errors, garbles, misspellings, arid other errors, Pepco 
filed a motion on November 18,2009, to correct the transcript of the Commission hearings held 
fiom November 9 through November 13,2009. No party opposes these proposed corrections. 
Accordingly, the Commission grants Pepco’s motion to correct the transcript. 



! 
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XV.  FINDINGS OF FACT AM) CONOLUSIONS OF LAW 

464. Based on the evidence of record in this proceeding, the Commission makes the 
following findings of fact and conclusions of law: 

a. That Pepco’s proposed test year ending December 3 1,2008, is reasonable; 

b. That Pepco’s Use of a 13-month average rate base is reasonable; 

c. That Pepco’s District of Columbia rate base for the test period is $1,010,267,000; 

d. That a fair rate of return (including capital costs and capital structure) on Pepco’s 
District of Columbia rate base is 8.01 percent; 

e. That the Commission’s earlier decision, approving a 50 basis point reduction in 
Pepco’s return on equity as part of the approval of the Company’s Bill Stabilization Adjustment 
(“BSA”), continues to be reasonable; 

f. That Pepco shall be allowed to earn a cost of common equity, including the BSA 
adjustment of 50 points, of 9.625 percent; 

g. That Pepco’s cost of long-term debt is 6.63 percent; 

h. That the level of return when the 8.01 percent rate of return is applied to the 
adjusted rate base of $1,010,267,000 is $80,922,000; 

i. That Pepco’s adjxisted District of Columbia net operabg income of $69,317,000 
for the test-year was deficient by’the mount of $1 1,606,000; 

j. That the adjustment which would increase Pepco’s test-year revenue to the level 
of gross revenue requirements computed in accordance with the €indings in this Opinion and 
Order is $19,833,000, which includes a proper dlowance for taxes (see attached Schedules); 

k That the capital structure proposed by Pepco to develop its overall cost of capital 
is reasonable and appropriate for this proceeding; 

1. That the Commission approves as reasonable the following uncontested 
ratemaking adjustments (RMA) &&g Pepco’s Rate Base, which were proposed by Pepco and 
either stipulated or accepted by the parties: 

i 
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Ratemaking Adjustment No. 2 (‘RMA No.”), CWIP in Rate Base; 
RM.A No. 3, Annualizalion of Northeast Substation; 
RMA No. 5, Exclusion of Supplemental Executive Retirement Plans; 
RMA No. 12, Reflection of FC 1076 Costs; 

! 
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RMA No. 19, Annualization of Software Amortization; 
RMA No. 20, Annualhation of Deductible Mixed Service Cost Tax Method; 
RMA No. 21, Exclusion of Capitalized Portion of Disallowed F.C. No. 939 Costs; 
RMA No. 22, Reflection of Disallowance of Incentive Plan Costs; 
RMA No. 24, Inclusion of Deferred Customer Education Costs; and 
RMA No. 29, Reflection of New Method-Repair Categorizations. 

m. That $886,640 Retirement Work in Progress (RWIP) for Benning Road relocation 
has been removed fiom Pepco’s Rate Base and the remainder of RMA No. 4 is accept&, 

n. That $635,000 should be removed &om rate base, reflecting the retired portion of 
Pepco’s 69 kV Emergency Overhead Feeders, and that Pepco is entitled to recover its costs plus 
a r@um on the remaining cost of those Emergency Overhead Feeders, which shall be reflected in 
Pepco’s Rate Base as “emergency capitalized spare”; 

0. That to safeguard the safety and reliability of the electric distribution system in 
this area, Pepco shall not dismantle or remove what remains of the 69 kV Emergency Overhead 
Feeders, without first obtaining prior explicit Commission permission to do so; 

p. That Pepco’s Rate Base should include accruals recorded in accordance with 
Generally Accepted Accounting Principles; 

q. That the Company’s depreciation allowance (Issue No. 6) shall be calculated as 
specified by the Commission in this Opinion and Order. Among other things, we direct Pepco to 
adopt (1) the net salvage method that minimizes the collection of future inflation fiom current 
customers; and (2) SFAS 143 present-value calculations using formulas fhm Maryland Case No. 
9092 and using inflation-based discount factors that Mr. Majoros presented and Pepco accepted 

. (see Pepco (3F)-7). The Company is also directed to record scrap salvage as salvage and to 
resume recording capitalized third-party reimbursements as salvage and to resume crediting them 
into Account 108 (Accumulated Provision for Depreciation); 

r. That the Commission approves as reasonable Pepco’s Cash Working Capital 
requirements (originally a contested issue, but resolved in the hearings); 

s. That weather normalization and its associated annualization of revenues should be 
calculated as directed by the Commission in this Opinion and Orda, 

t. That the Commission approves as reasonable the following uncontested Company 
ratemaking adjustments (RMA) affecting Pepco’s test year Operating Income and Expenses: 

RMA No. 2, Inclusion of Projects Completed and In Service; 
RMA No. 3, Annualization of NE Substation Cut In, 
RMA No. 5, Exclusion of Supplemental Executive Retirement Plans; 
RMA No. 6, Exclusion of Industry Contributions and Membership Fees; 
RMA No. 7, Exclusion of Advertising and Selling Expense; 
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RMA No. 8, Inclusion of Interest Expense on Customer Deposits; 
RMA No. 10, Reflection of Non-Deferred Regulatory Costs at 3-Year Average Amount; 
RMA No. 12, Formal Case No. 1076 Outside CounsevCOmdting Defmed Costs; 
RMA No 18, Reflection of Change in PSC and OPC Budget Assessment; 
RMA No. 19, Annualhation of Software Amortization; 
RMA No. 21, Reflection of FC939 Disallowance; 
RMA No. 22, Reflection of Disallowance of Incentive Plan Costs; 
RMA No. 23, Removal of Adjustments to Defmed Compensation Balances; and 
RMA No. 24, Inclusion of Deferred Customer Education Costs. 

u. That Pepco’s RMA No. 28, proposing regulatory asset treatment and amortization 
of its 2009 pension costs, is reject* 

v. That Pepco’s proposed surcharge for pension, OPEB and uncollectible expenses 
(Issue No. 8) is rejected, as is Pepco’s proposed regulatory asset for these costs (Issue No. Sa); 

w. That the Company’s pension and OPEB expenses should be treated as described 
in this Opinion and Order, which (among other things) accepts OPC’s two-year average method 
for treating Pepco’s pension expenses, for this case only; 

x. That Pepco’s allowance for uncollectible expenses, the subject of Pepco Rh4.A 
No. 16, will be recognized as reasonable as directed in this Opinion and Order, in the form of a 
two-year average for this case only; 

y. That Pepco’s RMA No. 13, proposing an annualization of wage increases, is 
accepted with the caveat that the recognized wage increase shall be fimited to 1.5 percent; 

z. That Pepco’s RMA No. 14, concerning 2009 employee health and welfare costs, 
is accepted as reasonable; 

aa. That the Company’s start-up costs and annual maintenance fees incurred for 
ensuring access to PHI’S credit fwility, the subject of Pepco’s RMA No. 9, are allowed as 
reasonable recurring test year operating expenses; 

bb. That Pepco’s deferred costs from Formal Case No. 1053, the subject of Pepco’s 
W No. 11, should be treated as directed in this Opinion and Order, using the mid-point 
unamortized balance (equal to a 13-month average balance) for the first year of the rate effmtive 
period; 

cc. That Pepco’s proposed allowance for storm restoration expenses, the subject of 
Pepco RMA No. 17, is approved as reasonable; and that Pepco should report and document its 
incraental storm damage costs quarterly, when it files its quarterly reports of its weather 
normalized jurisdictional earned returns; 
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dd. That Pepco’s RNP, No. 27 for interest synchronization is approved as reasonable 
but must reflect the rate base and the weighted cost of debt approved in this Order; 

ee. That Pepco employee club costs are removed f?om Pepco’s test year operaling 
. expenses, as OPC proposed in its RMA No. 12; 

ff. That the cost of Pepco’s officers and directors liability insurance is accepted as a 
reasonable test year operating expense; 

gg. That Pepco’s on-going recurring ‘‘Utility of the Future’’ costs are accepted as 
reasonable test year operating expenses; 

hh. That OPC’s proposed Consolidated Tax Adjustments (Issue No. 10) are rejected, 

ii. That the adjustment for bonus depreciation (and interest synchronization) that 
Pepco and OPC agreed upon, to show the actual amount (rather than a preliminary audit mount) 
of bonus depreciation that Pepco received for 2008, is reasonable; 

3. That PEPCO’s proposed treatment of incume taxes and other tax expenses, 
including those related to the operating budgets of the Commission and OPC, is reasonable and 
consistent with Commission precedent; 

kk. That Pepco’s 2007 and 2008 AMI start-up costs amounting to $91 1,000 should be 
capitalized, and amortized over 15 years; 

11. That Pepco’s jurisdictional cost allocations (based on its established AED-NCP 
methodology) are reasonable; 

mm. That Pepco’s customer class revenue targets and rate designs shall be determined 
as directed in this Opinion and Order, making moderate progress toward reducing interclass 
subsidies and reducing the disparities that now exist in class rates of return; 

M. That the Residential Customer Charge shall be increased to $6.65, while the 
volumetric (energydelivery) rates in Residential distribution charges shall be reduced, so that 
the Residential class pays no more than 36 percent of the total revenue increase, or the class 
revenue target of $7.14 million (approximately a 17.5 percent hcrease); 

00. That the Residential Aid Discount (RAD) rate structure shall be simplified and 
clarified, as set forth in this Opinion and Order, while still according RAD customers a very 
sizable discount compared to regular Residential customers (standard R and AE). The 
Commission finds that the following RAD rate structure is just and reasonable: The old RAD 
and RAD-AE “minimum charge’’ shall be replaced with a new $2.50 RAD Customer Charge. 
The old RAD 30 kWh/370 kwh rate blocks will be replaced with a single new initial RAD 400 
kwh rate block. Tailblock energy rates for RAD and RAD-AE shall be adjusted as directed in 
this Opinion and Order, so that they are the same as the corresponding tailblock rates for 
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standard R and A.E and, overall, the RAD class revenues to be recovered fiom all RAD kwh 
rates wiU remain the same as they are now; 

pp. That except for the changes we direct to RAD rate structure, the status quo should 
be preserved on all other RAD issues, until and unless the Commission decides otherwise in 
Formal Case No. 8 13 or the Council adopts legislation that further addresses the design, fundin& 
and other issues associated with the RAD program. Pepco’s request for an increase in the RAD 
surcharge is moot, in light of the statutory compensation given to PEPCO for its previouSly 
unreimbursed RAD costs by the Residential Aid Discount Subsidy Stabilization Emergency 
Amendment Act Of 2009 @.C. Act 18-155) (July 28,2009); 

qq. That an approximate 17.5 percent increase in the class revenue requirement for 
the streetlight class (SL and TS rate schedules), the same increase that is being imposed on the 
Residential class, is reasonable; 

rr. That the Company’s proposed methodology is reasonable for distributing among 
the commercial classes the remaining revenue burden of its revenue inaease (i.e., the overall 
$19.833 million D.C. jurisdictional rate increase minus the $7.14 million increase allotted to the 
Residential class minus the increase allotted to Streetlights and Traffic Signals); 

ss. That increasing the Customer Charge for Residential Time-of-Use customers 
from $9.09 to $1 1.17 is reasonable; 

tt. That tariffs for Street Lighting (SL) and Traffic Signals (TS) should be updated ar 
directed in this Opinion and Order; that the District Government’s expenditures to ensure 
uninterruptiile power for its traffic signals and street lights do not warrant a reduction in Pepco’s 
SL/TS rates; that Pepco should conduct an up-to-date study of S m S  costs as directed in this 
Opinion and Order, and that Pepco and the District Government should seek to design SL and TS 
rates in the fbture so they are not “energy-only delivery” rates; 

U ~ L  That Pepco’s proposal to delete its current Standby Rider, and to clreate a new 
“GT-3A-S” tariff that would apply to customers with behind-the-meter generation that ruus in 
parallel with the Company’s delivery system, is unreasonable and is rejected. The GT-3A rate is 
to be set as directed in this Opinion and Order. The Company’s D.C. tarifi (Schedule S) shall 
be clarified to formalize Pepco’s current practice vis-&-vis GSA’s CHP facility and ensure that a 
“facilities charge” is not imposed on cogeneration customers that spend their own money to build 
the interconnection facilities and equipment upgrades needed to support a cogeneration fadity. 
The Company is directed to convene a Working Group to discuss the standby tariff issues in 
F o m l  Case No. 1050. The Working Group report is due 120 days fiom the issuance of this 
Opinion and Order; ! 

! 

w. That PEPCO’s other proposed rate designs for other customer classes (GS, GT 
including GT-3B, and Metro-RT), generally increasing each rate component within each 
customer class rate by an “across-the-board” amount to reach the target revenue requirement for 
that customer class, are reasonable in this case, although in its next rate case Pepco is directed to 

I 
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submit proposed rate designs that move away fiom volumetric (energy-delivery) rates and 
toward a greater emphasis on recovery of class revenues through customer and demand charges 
to collect its ‘bvires only” distribution costs; 

WW. That tarif€ language in Section 2(e) of Pepco’s General Terms and Conditions, 
containing Pepco’s general ban on submetering is amended as provided for in this Opinion and 
Order, 

xx. That tariff language for Temporary Service shall be amended, as the parties agree, 
to incorporate a five-year maximum time limit for serving customers under the T rate, and to 
e l i i a t e  language about ‘‘suppIemmtal load”; and 

W. That the separate Commission case (Formal Case No. 1056) examining ‘‘smart 
mete? issues prill consider the proper structure of associated voluntary load control programs, 
how Pepco plans to use the $44.6 million in federal grant money it is receiving for its AMI smart 
meter programs, and how Pepco can best ensure that consumers are educated to handle the new 
AMI programs and the coming wave of future technologies. 

THEREFORE, IT IS ORDERED THAT: 

465. On Pepco’s District of Columbia rate base of $1,010,267,000 for the test year, a 
fair and reasonable rate of return (including capital costs and capital structure) is 8.01 percent; 

466. The adjustment that would increase Pepco’s test-year revenue to the level of gross 
revenue requirements computed in accordance with the findings in this Opinion and Order is 
$19,833,000, which includes a proper allowance for taxes; 

467. Pepco is directed to file with the Commission quarterly reports of its weather 
normalized, jurisdictional earned returns. The reports should cover Pepco’s most recent quarter 
and the year ending in that quarter, and provide both Pepco’s earnings on average total capital 
and Pepco’s earnings on average common equity. The reports (including workpapers) shall be 
filed with the Commission within 60 days following the end of each quarter. The reports shall 
document Pepco’s incremental storm damage costs; 

468. The motion of AOBA to exclude Pepco cross examination exhibits 1 1,12, and 13, 
and to correct the transcript to show that these Pepco exhibits were never formally admitted into 
evidence, is GRANTED; 

469. The motions of AOBA and the District Government to file their reply briefi one 
day late, on December 23,2009, are GRANTED; 

470. The motions of Pepco and OPC to correct the transcript are GRANTED; and 
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471. PEPCO is directed to file revised rate schedules and supporting exhibits, 
consistent with this Opinion and Order, no later than March 16,2010. Rates authorized by this 
Opinion and Order shall be effective on March 23.2010, at 12:Ol am., unless otherwise ordered 
by the Commission. 
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AH. 
PUBLIC SERVICE COMMISSION OF Tm DISTRICT OF COLUMEIA 

1333 “H” STREET, N.W., SUJTE 200, WEST TOWER 
WASHINGTON, D.C. 20005 

P 3 4 9  

June 23,2010 

FORMAL CASE NO. 1076, IN THE lVkI”ER OF TEIE APPLICATION OF THE 
POTOMAC ELECTRIC POWER COMPANY FOR AUTHORITY TO 
INCREASE EXISTING RETAIL RATES AND CHARGES FOR ELECTRIC 
DISTRIBUTION SERVICE, Order No. 15864 

I. INTRODUCTION 

1. This matter is before the Public Service Commission of the District of 
Columbia (Tommission’’) on petitions for reconsideration of Order No. 15710 filed by 
the Potomac Electric Power Company (“Pepco” or “Companf’), the Office of the 
People’s Counsel (“OPC”), and the District of Columbia Water and Sewer Authority 
(“WASA”). We grant, in part, and deny in part, Pepco’s petition for reconsideration. We 
deny OPC’s and WASA’s petitions for reconsideration. 

H. BACKGROUND 

2. On March 2,2010, the Commission issued its initial Opinion in this case.’ 
In that Order, the Commission approved an increase in Pepco’s distribution service rates 
in the amount of $19.8 million. The Commission allowed an overall rate of return for 
Pepco of 8.01 permt  on a rate base of $1.010 billion. 

In. DISCUSSION 

3. The purpose of a petition for reconsideration is to identify and correct 
errors of law or fact in the Commission’s initial order? It is not a vehicle for the losing 
party to rehash arguments previously considered and rejected3 If there is substantial 

Formal Case No. I076. In the Matter of the Application of the Potomac Electric Power Company 
for Authority To Increase .Existing Retail Rates and Charges for Elechic Disiribution Service, Order No. 
15710 (March2,2010) (“OrderNo. 15710”). 

1 

See D.C.‘Code 0 34-604@) (2001). 

See, e.g.. GTO4-01, In the Matter of the Application of Vihington Gas Light Company for 
Authority to Amend its General Service Provisions, Order No. 13854, Q 5 (January 9,2006), citing State of 
Nav  York v. United States, 880 F. Supp. 37 @.C. 1995). 

2 

3 
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evidence in the record to support the decision of the Commission, that decision is not 
erroneous simply because there is substantial evidence that could support a contrary 
conclusion: The Commission, however, may clarify relevant concerns raised by the 
padies concerning certain findings and conclusions set forth in its initial decision. 

A. PEPCO’s APPLICATION FOR RECONSIDERATION 

4. The Company seeks reconsideration of those parts of Order No. 15710 
which, in Pepco’s view, improperly (a) directs Pepco to remove from rate base the costs 
($635,000) associated with the removed and retired portion of Pepco’s 69 kV emergency 
overhead feeder lines; (b) authorizes an ROE of 9.625 percent; (c) fails to include the 
rmvery of floatation costs; (d) bases pension costs on a blend of 2008 and 2009 pension 
cost levels and allegedly failed to reflect the $300 million contriiution to the pension plan 
made in 2009 by Pepco Holdings, Inc. (“PKI”), Pepco’s parent companx and e requires 
the filing of quarterly reports within 60 days following the end of each quarter. 5’ 

1. Retired Overhead 69 kV Emergency Lines 

5. Pepco objects to the Cornmission’s exclusion of 25 percent ($635,000) of 
the District’s allocated costs of the 69 kV overhead emergency lines that were removed 
and retired fiom service, despite the ComnuTssion7s acknowledgment that all the costs of 
these overhead emergency lines were prudently incurred. Pepco argues that this 
disallowance d & l y  penalizes the Company and undermines the Co~nmission’s goal of 
fostering cooperation in emergency situations.6 According to Pepco it has not been 
compensated for the risks that these overhead emergency lines would become obsolete: 
and absent a compelling reason, these prudently incurred costs should be included in rate 
base. Moreover, the Company maintains that, assuming arguendo that the Commission 
remains convinced that 25 percent of the lines should be considered “retired,‘7 the 
accounting journal entry that will accomplish this retirement has no impact on rate base 
because it reduces both plant and accumulated depreciation by the same mount. The 
Company states that its revenue requirement will increase by $71,000 if this correction is 
made, because rate base is not in fact reduced by “retirement,” but depreciation expense 
is. 8 

See, e.g., Wushington Gas Light Co. v. PSC, 856 k 2 d  1098, 1104 @.C. 2004) (‘‘[a111 agency’s 
findings of fact that are supported by substantial evidence will be sustained ‘even if there is substantial 
evidence in the record to support contrary findings.”’) 

4 

See Formal Care No. 1076, Application of Potomac Electric Power Company for Reconsideraiion 5 

of Order No. 15710, filed March 23,2010 (‘Tepco’s Application”). 

Id. at 2. 6 

Id. at 3. 7 

According to Pepco, the appropriate jouaal enfry for retired plant is to debit accumulated 
depreciation and credit electric plant in service for the original cost of the retired plant ($635,000). Id. at 4, 
citing Pepco ( 4 0  at 3 (Hook). See olso Pepco (4C) at 2-3 (Hook). 

8 
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6 .  OPC counters that $1 million (not just $635,000) should have been 
excluded from Pepco’s rate base, to account for the portion of the 69 kV overhead 
emergency lines that has been physically removed, consistent with the testimony o f ’  
Pepco witness Gausman. OPC argues that Pepco has not identified a legal error in the 
Commission’s 

7. The Commission reaffirms its decision that all of Pepco’s expenditures to 
construct the emergency overhead 69 kV lines were prudent and in the public interest. 
Our initial decision determined that Pepco is entitled to Ml recovery ( i .q  recovery of 
costs plus a rate of return) of the cost of the remaining physically intact portion of those 
emergency overhead lines, which we indicated should be placed in Pepco’s rate base as 
“emergency capitalized spare.”” What the parties continue to dispute is what portion of 
the emergency overhead lines, both assets and original cost, was physically removed and 
retired, and what ratemiking treatment is appropriate for the removdretired portion. 

8. There is conflicting evidence on how much of the emergency overhead 
line was physically removed and what the cost was (both absolute and relative) of the 
removdretired portion. Testimony by Pepco witness Hook on cross-examination 
generally deferred to Pepco witness Gausman on the question of how much of the 
overhead emergency lines had been physically removed.” Witness Hook accepted 
(subject to check) that the total length of these overhead lines was 16,000 feet, of which 
4,000 feet was over National Park Service land, so roughl a quarter of the length of the 
overhead lines has been physically removed and retired.” Pepco witness Hook agreed 
that it was proper to exclude fkom Pepco’s plant in service “the portion that had been 
physically removed and retired on the company’s financial records.”” She stated that 
$61,000 was the cost of poles and attachments that were physically removed ftom the 
overhead emergency lines, and that other related costs (labor, engineering, and other 
costs such as overhead) were not included in her $61,000 figure.I4 She did not attempt to 
reconcile her testimony with the data responses and testimony of Pepco witness 
Gau~man.’~ Pepco witness Gausman testified that he believed the original length of the 
overhead emergency lines (before any part of it was removed) “was just under 13,000 

Fonnal Case No. 1076, Opposition of the Oj@e of People’s Counsel to the Application of the 
Potornac Electric Power Company for Reconsideration of Order No. 15710, filed March 30,2010 (“OPC’S 
Opposition’’) at 2-3. 

lo Order No. 15710, MI 22-26,314. 

See Tr. 1327-1346 (cross-examination o f  Pepw witness Hook). 

See Tr. 1328-1330, accord Tr. 1333-1334,1342-1343 (J?epco witness Hook). 

Tr. 1328 (Pepco witness Hook). 

Tr. 1340-1343 (Pepco witness Hook). 

Tr. 1345-1346 (Pepco witness Hook). 

12 

l3 

l4 
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feet.”16 Mr. Gausman also stated that the National Park Service segment of these 
overhead lines was approximately 4,600 feet lo13g.I~ Mr. Gausman also stated that, out of 
the total project costs of roughly $6.2 million for the two overhead emergency lines, 
“approximately a million dollars” was the cost of the portion that was removed fiom 
National Park Service land.’8 

9. Thus, Pepco witness Hook‘s testimony suggests that roughly a quarter of 
the length of the overhead emergency lines (4,000 feet out of 16,000 feet) was physically 
removed and retired. Pepco witness Gausman’s testimony suggests that roughly 35 
percent of the length of these lines was physically removed and retired (4,600 feet out of 
13,000 feet), with the physically retired portion accounting for approximately $1 million 
in costs out of the total project costs of $6.2 million for building the overhead emergency 
lines. There seems to be no dispute that the D.C. jurisdictional allocated cost of the 
overhead emergency lines is approximately $2,541,000. OPC argues that $1 million 
should be deducted from Pepco’s D.C. rate base, relying on Pepco witness Gausman’s 
testimony. 

10. The Commission detertnined that Pepco witness Hook’s testimony was 
more credible and provides substantial evidence to support our determination that 25 
percent of the emergency overhead lines was physically removed and retired. Pepco 
Witness Gausman’s testimony was vague and inconsistent. Witness Gausman’s 
statements do not explain how 35 percent of the length of the overhead emergency lines, 
physically removed and retired (4,600 feet out of 13,000 feet) accounts for only 16 
percent of the costs (“approximately $1 million” out of the total project costs of $6.2 
million). OPC’s proposed $1 million reduction from rate base relies on this unclear 
testimony. Accordingly, we reject OPC‘s proposed $1 million reduction fiom rate base, 
both because Mr. Gausman’s testimony does not explain how his $1 million figure 
corresponds to his 35 percent figure and because it does not properly connect his $1 
million figure to District jurisdictionally allocated amounts?’ Weighmg all the evidence, 
including the credibility of all of the witnesses, the Commission hereby reaffirms its 

l6 Tr. 1421-1422 (Pepco witness Gausman). 

OPC Cross-Examination Exhibit 100 (originally numbered as OPC Cross-Examination Exhiit 
68). 

Tr. 1344 (Pepco witness Hook, cross-examined about statements made by Pepco witness 
Gausman); OPC Cross-Examination Exhibits 98, 99 (originally numbered as OPC Cross-Examination 
Exhibits 66,67). 

” 

I8 

See discussion supra ’fi 6. 

Were we to accept OPC’s $1 million figure for the cost of the removdretired portion of the 
emergency overhead lies, based on Pepco witness Gausman’s data responses (see Tr. 1344), we also 
would have to accept witness Gausman’s $6.2 million figure for the total project cost (see Tr. 1344), 
meaning that some 16 percent of the overbead emergency lines were physically removed and retired. This 
would result in a rate base reduction of $406,560, which is 16 percent of the D.C. jurisdictional amount of 
$2,541,000. This outcome would be a worse result for ratepayers than the Commission’s initial decision 
making a 25 percent ($635,000) rate base reduction to account for the removdmtired portion of the lines. 

20 
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finding that a 25 percent figure for the removdretired portion of the overhead lines is 
fair, just, and reasonable, and is supported by substantial evidence?’ 

11. The Commission has reviewed our original decision which reflected our 
concern that Pepco’s rate base includes assets that had in fact been physically removed 
and retired, and therefore were no longer “used and useful.” We find, based on the 
record, that, for ratemaking purposes, roughly 25 percent (4,000 feet out of 16,000 feet) 
or $635,000 of the $2,541,000 D.C. jurisdictionally-allocated cost of the emergency lines 
should be retired on Pepco’s books. The ordinary, straighflorward treatment of retired 
plant should be applied to the 25 percent ($635,000) of the overhead emergency lines that 
have been physically removed and retired. This normal retirement of an asset does not 
impact rate base, since the retirement is offset in the depreciation reserve and, therefore, 
net plant does not change. 

12. As Pepco indicates, 25 percent of the emergency overhead lines 
($635,000) was removed and retired before these retired assets reached the end of their 
useful life. However, early retirement commonly arises for utilities, since for a variety of 
reasons (e.g., an event such as an accident causing early retirementkeplacement) utility 
assets may not live out their full service life. By the same token, some assets live on well 
past their average service life and continue to be depreciated and included in rate base 
because they are used and usell. When this happens, the utility commonly takes the 
early retirement through the depreciation reserve into account in calculating the average 
service l i e  of all utility plant assets for purposes of calculating new depreciation rates.22 
Pepco would have the potential to recover the depreciation of this removedlretired 
portion through averaging the service life of all of its utility plant (including the early- 
retired 25 percent portion of the overhead 69kV emergency lines) for purposes of 
calculating f ibre  depreciation rates. Pepco would lose some depreciation expense in the 
short run., but this would be taken into consideration, along with all other changes to the 
de@reciation reserve, when the next Company’s depreciation study is performed. 

13. The Commission recognizes the fact, however, that Pepco manifestly 
acted in the public interest in constructing the overhead emergency 69kV lines. Without 
the installation of these 69kV lines, on an emergency basis, service reliability could have 
been negatively impacted in the District of Columbia The Company should be 
encouraged, not discouraged, corn taking such emergency actions. Accordingly, the 
Commission will exercise its broad discretion, in the public interest, to allow Pepco to 

*‘ See, e.g., District of Columbia v. Public Ser. Comm’n, 807 k 2 d  373, 381 (D.C. ZOOZ), citing 
United Union, Inc. v. District of Columbia Bd. ofZoningAdjustmeni, 554 k 2 d  313,315-316 0 . C .  1989) 
(“an agency as a finder of hct may credit the evidence upon which it relies to the detriment of conflicting 
evidence”). 

Utilities use average service life depreciation to depreciate assets, which takes into account the 
early retirement of assets in calculating the average service life of assets. It recognizes that some assets live 
beyond their average service life, while others do not. Therefore, some assets are depreciated more and 
others less. A true-up occurs when a company performs depreciation studies and changes its depreciation 
rates (either up or down) going forward to reflect the changes that have occurred in recognizing and 
recovering the costs-associated with depreciable assets. 

22 
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retire a total of $635,000 under the ordinary rules for retired assets, where rate base does 
not change. 

2. Pepco’s Authorized ROE of 9.625 Percent 

14. The Company argues that its authorized “return on equity” (“ROE” of 
9.625 percent does not meet the standards in Federal Power Commission v. Hope2 and 
Bluefield Water Works & Improvement v. Pub. Sew. Comm ’12,’~ which Pepco contends 
requires a ROE that is equivalent or comparable to return on investments in other 
enterprises having similar ri~ks.2~ Pepco argues that no witness had the opportunity to 
address the legality of the 9.625 percent ROE?6 Pepco maintains that its authorized ROE 
at a minimum. should be within the range allowed for most other utilities.” 

3) 

15. Pepco claims that a 9.625 percent ROE is lower than the authorized ROES 
for 131 of the 138 electric and gas utilities listed in Washington Metropolitan Area 
Transit Authority (‘WMATA”) witness Foster’s testimony and every electric and gas 
utility included in the Apartment and Office Building Association of Metropolitan 
Washington (“AOBA”) witness Oliver’s comparable gr0ups.2~ Pepco asserts that the 
Commission could not reasonably conclude that Pepco’s risk is lower than that of many 
other utilities, given that unbundled transmission and distribution companies are by no 
means rare in the Pepco further contends that the ROE adjustment associated 
with Pepco’s Bill Stabilization Adjustment (‘%SA’’) decoupling mechanism does not 
support an allowed ROE near the bottom of the industry. P q c o  asserts that decoupling 
mechanisms are becoming common. Pepco identifies 12 companies that either have a 
decoupling mechanism in place or pending?’ Moreover, Pepco argues that OPC witness 
Woolridge, who advocated the lowest ROE of all the cost of capital experts in this case, 
suggested an ROE adjustment of only 25 basis points?’ 

Federal Power Commirsion v. Hope, 320 U.S. 591 (1944) (a utility’s return on equity should be 23 

commensurate with returns on investments in other enterprises having corresponding risks). 

24 Bluefield Water Works &Improvement CO. v. Public Sew. Cornrn’n, 262 U.S. 679 (1923) (“The 
return [on equity] should be reasonably sufficient to assure confidence in the financial soundnms of the 
utility and should be adequate, under efficient and economical management, to mintah and support its 
credit and enable it to raise money necessary to discharge its public duties.’? 

pepco’s Application at 46. 

26 Id. at 5 .  

Id. at 6 .  

Id. at5. 

29 Id. at6. 

Id., citing Pepco (3B) at 86 (Morin). 

31 Id. 
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16. OPC contends that the Commission’s authorized ROE of 10.125 percent, 
without the BSA, is within the zone of reasonableness of 10 percent to 10.25 percent;32 
the ultimate 9.625 percent figure reflects a 50 basis points reduction for the BSA?3 OPC 
argues that, contrary to Pepco’s assertions, the zone of reasonableness was consistent 
with the parties’ recommendations. OPC argues that the Commission’s ruling on ROE is 
supported by the record and consistent with the Commission’s statutory 

17. The Commission arrived at 9.625 pe‘rcent in a two-step process. Based on 
the particular underlying assumptions and the methodology used, the parties’ estimates 
for the appropriate ROE for Pepco varied fiorn 9.50 percent to 10.75 percent (with Pepco 
arguing for a 10.75 percent ROE). We carefblly evaluated the testimony of each ROE 
witness and the strengths and deficiencies in their respective analyses.35 Based on our 
view of the relative risk of Pepco’s distribution operations, our informed determination 
was that the zone of reasonableness for Pepco’s ROE was between 10.00 percent and 
10.25 percent (Without the BSA), with 10.125 percent being the midpoint?6 The 
Commission then adjusted the ROE downward by 50 basis points to reflect the BSA?7 

18. We must reject Pepco’s attempt to support a higher ROE with 
cornparables that do not reflect “corresponding risks” nor include an adjustment for a 
BSA?8 Pepco claims that, inasmuch as the authorized return of 9.625 percent differs 
fiom the parties’ recommendation, no witness had occasion to address its legality 
directly. However, this is insignificant since the record reflects that the Company:9 

32 OPC’S Opposition at 4-5. 

33 Id. at 5 n. 20. 

Id. at 4-5, citing Vashington Gas Light Co. v. Public Serv. Comm’n., 450 k 2 d  1187, 1209-1210 
@.C. 1982) (citation omitted) C[T]he Commission [is givm] authority to formulate its own standards and 
to exercise its ratemaking function free from judicial interference, provided the rata fall with a zone of 
reasonableness which assures that the Commission is safeguarding the public interest -- that is, the interests 
of both investors and consumers.”) 

34 

‘The Commission properly may give more credence to certain evidence than it does to other 35 

evidence which it deems less reliable.” Washington Gas Light Co.. supra 450 k 2 d  at 1213. 

36 Order No. 15710,n 72. 

37 See id. 70-76. 

38 See WMATA Br. 3-6 (WMATA witness Foster recommended a 10.0 percent ROE, before 
consideration of the BSA, on the ground that Pepco had less business risk than the average electric utility) 
and Pepco (3B) at 88 (Pepco witness Morin criticizes WMATG Witness Foster’s testimony); AOBA (A) at 
27.29 (AOBA witness Oliver recommends an ROE no greater than 9.9 percent including floatation costs) 
and Pepco (3B) at 72,73,75 (Pepco witness Monh criticizes AOBA witness Oliver‘s testimony). 

39 The impact of the BSA, according to Pepco Witness Morin, is that ROE should be reduced by 25 
basis points. According to Dr. Morin, 25 basis points was a conservative estimate based on his analysis 
which showed a range of 20 to 40 basis points. Pepco (3B) at 69-71 (Morin). 
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OPC,40 AOBA;’ and WMATA4‘ all testified as to what each thought the appropriate 
ROE should be if a BSA were implemented. Pepco’s testimony replicated the same 
proffer which we rejected on its cornparables submitted in Formal Case No. 1053; 
namely, it included companies with greater risk than the risk associated with the 
Company’s distribution activities due to the cornparables’ greater generation and 
unregulated 0perations.4~ Further, we concluded that the 12 companies that have 
decoupling mechanisms in place or pending, allegedly with higher ROES, were not 
comparable to Pepco. The Company did not demonstrate how the “mechanisms in those 
jurisdictions are comparable to Pepco’s BSA or that the overall focus and concerns in 
those proceedings were similar to those of this Commission.’” Pepco has failed to 
articulate any basis that would warrant reconsideration of our ROE determination. 

3. Floatation Costs 

19. The Company argues that the Commission failed to include $807,000 (a 
$1.38 million increase in its revenue requirement) for floatation costs as an expense item 

’ in establishing Pepco’s revenue requirement. Pepco states that $807,000 reflects its share 
of the costs actually incurred by Pepco Holdings, Inc. (“PHI”) in its November 2008 
issuance of common stock.4’ OPC recdmmends that the costs be amortized over at least a 
three-year period because these are not costs that occur annually?6 

20. Our review of this issue substantiates Pepco’s claim. Pepco’s revenue 
requirement determination should include a flotation cost expense, consistent with the 
Commission’s policy to treat floatation costs as a cost of service However, 
Pepco’s floatation costs are to be amortized over a two-year period, consistent with PHI’S 

OPC adopted the 50 basis point reduction authorized in Formal Case No. 1053. Tr. 865-866. 

AOBA recommended a 50 basis point reduction. AOBA (A) at 29-30 (Oliver). 

WMATA recommended a 50 basis point reduction based on the Commission’s decision in Formal 

40 

41 

42 

Case No. 1053. WMATA (A) at 12-13 (Foster). 

43 See OrderNo. 15710, fi 72. 

Order No. 15710,7 110. 

Pepco’s Application at 7-8, citing Pepco (C) at 25 (Hook)and Pepco (C)-8 (.Hook). 45 

46 OPC Opposition at 7. 

Order No. 15710, 7 72. See Formal h e  No. 1053, In the Matter of the Application of the 
Potomac Elecbic Power Company for Authority to Increase Existing Retail Rates and Charges for Electrk 
Distribuiion Service, (“Formal Case No. 1053”) Order No. 14712 (January 30,2008); Formal Case No. 
889, In re Potomac Electric Power Co., Order No. 9509 (July 24, 1990); Formal Gzse No. 869, In re 
Potomac Electric Power Co., Order No. 9216 (March 3,1989). 

47 
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record of common stock issuance in recent years.48 OPC provides no basis for its 
recommended three-year amortization period. Further, the average unamortized balance 
of floatation costs should be included in rate b ~ e . 4 ~  Pepco is directed to file a revised 
compliance filing which reflects these changes within seven (9 days from the date of this 
Order. 

4. Pension Costs 

21. Pepco argues that the Commission erred in failing to consider PHI’s 2009 
$300 million contribution to the Company’s pension plan, which was reflected in Pepco’s 
projected 2009-2011 levels of pension expense?’ Although PHI’s overall projected 
pension expense is expected to decline &om $95.253 million in 2009 to $74.257 million 
in 2010 and $69.100 million in 201 1, Pepco insists that these declines do not support the 
use of an average of 2008 and 2009 pension expenses in setting rates.51 Pepco argues 
that, if the Commission believes that pension expenses were abnormally high in 2009, 
then an average of 2009 and 2010 projected pension costs (or even the projected 2010 
level) would be a more equitable basis on which to set future rates. According to Pepco, 
its pension expense should decline from $25.196 million in 2009 to $19.64 million in 
2010, with the average being $22.418 million?’ Pepco states that the adoption of a 2009- 
2010 pension expense average would increase Pepco’s revenue requirement by $2.03 
million?3 OPC contends that Pepco did not meet its burden of proof regarding its 
proposed pension rates and is simply rehashing evidence that was considered and rejected 
by the Commissiona 

22. The Commission reafbms its initial decision regarding Pepco’s pension 
co~ts.5~ We reviewed the study by Watson Wyatt, which did include PHI’s $300 million 
cash contribution in 2009 in developing its projections for Pqco’s pension expense?6 
Our initial decision misstated Pepco’s treatment of the $300 million contribution in 2009, 
but a fair consideration of that cash contribution does not change our decision. As Pepco 
acknowledged, PHI’s cash contribution “reduced pension expense in 2009 and will 

48 

49 

50 

51 

52 

53 

54 

55 

56 

See Pepco Compliance Filing 5 205.1 1, Attachment C. 

Formal Case No. 989, In re Washington Gm Go., Order No. 12589 (October 29,2002). 

Pepco’s Application at 9. 

Id. 

Id. 

Id. at 10. 

OPC Opposition at 6. 

OrderNo. 15710, ‘j 154. 

See OPC (Ah2 (Ramas). 
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continue to do so in 201 0.’y57 Using only the 2009 amount would significantly overstate 
Pepco’s expense during the rate-effective period. Therefore, we again reject Pepco’s 
request to base future pension expense on the 2009 amount. The Company’s proposed 
alternative to use either 2010 or the average of 2009 and 2010 is similarly inappropriate. 
The 2010 pension expense proposed by the Company is a projection derived using a 
number of assumptions that may or may not be realized. The 2010 pension expense is 
based upon a forecasted discount rate of 6.50 percent, an annual return on plan assets of 
8.50 percent, and PHI fimding of $200 million in 2010. Watson Wyatt stated that ‘?his 
represents just one among many possible ~trategies.”~~ We remain convinced that the 
Cornmission‘s decision, based on a two-year average of actual pension costs (in 2008 and 
2009) better recognizes the Company’s high pension expense in 2009 and that 2009 was 
an unusually bad year, while providing the Company an opportunity for a fair return 
going forward. 

5. Quarterly Reports 

23. In Order No. 15710, the Commission directed Pepco to file quarterly 
reports of its weather normalized, jurisdictional earned returns, and its incremental storm 
damage costs within 60 days following the end of each quarter.sg Pepco asks the 
Commission to revise the due date to 30 days consistent with what the Commission 
ordered in Formal Case No. 1053.60 

24. We grant Pepco’s request. Pepco shall make these filings on a quarterly 
basis, within 30 days after the filing of its FERC data for the relevant time period. 

B. OPC’s PETITION FOR RECONSIDERATION 

25. OPC seeks reconsideration of those parts of Order No. 15710 which (a) 
refuses to consider the reliability of Pepco’s distribution service in this rate case; (b) 
rejects OPC’s proposal for a consolidated tax adjustment (“CTA”) that would distribute 
to Pepco a portion of the tax savings realized by PHI from Pepco’s participation in PH’s 
consolidated tax returns; (c) f d s  to require Pepco to exclude $1 million from rate base to 
reflect the costs of the 69 kV overhead emergency lines that were talcen out of service 
(previously discussed at paragraphs five (5 )  through 13, where the Commission’s 
decision on this issue is set forth); (d) allegedly fails to consider the impact of changes in 
Pepco’s employee health and welfare costs; and (e) addresses Pepco’s uncollectible 
expenses6’ OPC also asks the Commission to clarify its order to ensure that Pepco’s 

57 Pepco Br. 3 1. 

uI 

59 Order No. 15710,f 467. 

OPC (A)-22 at 4 of 6 (Ramas). 

Pepco’s Application at 10; see also Formal Case No. 1053, Order No. 14796,a 5 (April 28,2008). 

Formal Case No. 1076, Application of the Ofice of the People’s Counselfor Reconsideration of 

60 

61 

Commission OrderNo. 15710, Hed April 1,2010 (“OPC‘s Application”). 
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Ratemaking Adjustment No. 6 (exclusion of industry contributions and membership 
dues) has been properly implemented.62 

1. Quarity of Bepco’s Service 

26. OPC argues that the Commission erred in refusing to hear two additional 
issues in this rate case related to the reliability of p e p ’ s  service.63 OPC claims that it 
submitted testimony criticizing Pepco’s reliability perfoxmanee as “poor” and cited that 
as a reason for recommending a return on equity (9.50 percent) lower than it otherwise 
recommended (9.75 percent).@ The Commission denied Pepco’s motion to strike this 
OPC testimony and ultimately ruled that because “the Commission has defmed the issue 
of the reliability of service to another docket, it would not be appropriate to adjust the 
Company’s ROE for reasons of poor perfonname when reliability is not an issue for 
determination in this OPC argues that none of the Commission’s other 
case dockets considers the effect of Pepco’s poor service quality on Pepco’s rates and 
that the Commission’s own opinion suggests that Pepco’s quality of service is relevant to 
Pepco’s rates a d ,  therefore, that the Commission is compelled to consider quality of 
service issues in this case!‘ 

i 

27. Although OPC acknowledges the Commission’s discretionary authority to 
manage its docket, OPC argues that the Commission’s refi.mil to consider the quality of 
Pepco’s service violates its nondiscretionary statutory obligation to ensure, in this rate 
case, that Pepco furnishes “service and facilities” that are “reasonably safe and adequate 
and in all respects just and reas~nable.”~~ 

62 OPC‘S Application at 4. 

Id. at 11, noting OrderNo. 15322,¶8 (July 10,2009). OPC‘s two rejected issues were: 

Issue 1: “Are Pepco’s proposed additions to rate base sufficient to improve the reliability of any 

63 

facilities, e.g., feeders that have been problematic in recent years?” 

Issue 4: “Are the reliability and quality of distribution service provided by Pepco safe, adequate 
and in aU respects just and reasonable?” 

64 

“reasonably safe and adequate.” OPC‘s Application at 16,19. 

M a t  11-12,citingOrderNo. 15710,173. 

OPC claims that it submitted ‘csubstaniial evidence” showing that Pepco’s service was not 

66 Id. at 17. 

Id at 10, citing D.C. Code Q 1-204.93; OPC‘s application at 11, 13-15, citing DC Transit Qstem, 
Inc. v. Washington Metropolitan Area Transit Comm’n, 466 F.2d 394,408,419-420 (D.C. Cir. 1972) (‘?t 
has long been recognized that the caliber of a utility’s service need not remain a neutral factor in 
determinations as to its allowable return. The cases have consistently said that superior service commands a 
higher rate of return as a reward for management efficiency; more importantly for present purposes, they 
have also maintained that ineEciency and inferior service deserve less return than normally would be 
forth coming.'^ 

67 

http://refi.mil
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28. Opposing OPC, Pepco argues that the Commission reasonably decided to 
consider reliability issues in other dockets!* According to Pepco, OPC overlooks the 
evidence in the record showing that the Company is in compliance with all current 
service quality benchmarks.69 Pepco argues fuicher that there is no statutory obligation 
for the Commission to address, in the same rate case, both service quality issues and the 
justness and reasonableness of utility rates. While the Commission may consider 
management efficiency issues in a utility rate case, Pepco argues that this is not required 
and that none of  the cases cited by OPC holds otherwise?’ Pepco notes the Courts have 
consistently rejected efforts to saddle agencies with procedural duties not found in a 
statute or the c ~ n ~ t i t ~ t i ~ ~ ~ ~ ~  Pepco argues these court cases support the Commission’s 
discretion to consider service quality issues separately from rate reasonableness issues?2 

29. Traditionally, as noted in our prehearing the Commission 
designates some proposed issues while rejecting others on grounds of law or policy, or on 
other grounds, including whether it would be more appropriate to consider an issue in 
another d0cket.7~ ‘Without this essential power to limit the issues, the Commission 
would have to ‘reinvent the wheel’ in every case and its complex general rate cases 

Formal Case No. 1076, Opposition of Potomac Electric Power Company to Application of the 
Office of People’s Counsel for Reconsideration of Order No. 15710, filed April 7, 2010 CPepco’s 
Opposition”). 

69 Id. at 2, citing Pepco (30) at 3, 10-1 1 (Gausman). 

70 Id. at 3, distinguishing DC Transit System v. Wbshington Mefropolifan Area Ransit Corn ’n, 466 
F.2d 394,422 @.C. Cir.), cert. denied, 409 U.S. 1086 (1972) (court states that “the caliber of a utility‘s 
service need nor“- not must not - “remain a neutral factor in determinations as to its allowable rate of 
rem”). 

71 

295 k 2 d  906,908 @.C. 1972), and San Antonio v. C4B, 374 F.2d 326,339 @.C. Cir. 1967). 

68 

Id. at 4, citing SEC v. Chenery Corp., 332 U.S. 194 (1947), Washington Urban League v. PSC, 

Id. at 4, citing Western Coal Trafi  League v. United Sfates, 677 F.2d 915,927 @.C. Cir.), cert 
denied, 459 U.S. 1086 (1982) (court upholds the ICC‘s discretion to consider rate and productivity issues in 
separate proceedings, even though the two are interrelated). 

73 Order No. 15322,n 5 (July 10,2009). 

74 The Commission has wide discretion to manage its own case dockets, and to choose the 
procedures that are best suited for examining the issues before it. See, e.g., FCC v. Pottsville Broadcasting, 
309 U.S. 134, 142-143 (1940) (opinion states that agencies have reasonable power “’to control the range of 
investigation” and ‘‘should be free to fashion their own rules of procedure and to pursue methods of inqyiry 
capable of permitting them to discharge their multitudinous duties”); Ammennrm v. DC Rental 
Accommodations Cornrn‘n, 375 k 2 d  1060,1063 @.C. 1977) (‘Xo principle of administrative law is more 
firmly established than that of agency control of its ow0 calendar.’’ “Agencies must be, and are, given 
discretion in the procedural decisions made in canying out their statutory mandate.”). Cf: Vennonf Yankee 
Nidear Power C o p .  v. hRDC, 435 U.S, 519, 543-545 (1978) (absent constitUtional conslraints, 
administrative agencies “should be to fashion their own d e s  of procedure and to purme methods of 
inquiry capable of permitting them to discharge their multitudinous duties”). 
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would become ‘an intractable morass, without any corresponding benefit.”’75 The D.C. 
Court of Appeals has recognized the importance of these principles and affirmed this 
Commission’s reasonable discretion to limit the issues to be considered in a particular 
rate case, 76 

30. “he Commission declined to address OPC’s ‘’reliability” issues, as 
originally proposed at the outset of this case77 because OPC’s proposed issues “address 
general reliability issues and electric quality of service standards (“EQSS”) that the 
Commission is assessing in Formal Case Nos. 766, 982 and 1002, among 
These other case dockets involve, among other things, the further development and 
refinement of EQSS standards, as well as procedures for assessing them. Given the 
pendency of several other Commission cases that are examining general reliability issues 
and further developing EQSS standards and procedures for assessing them, the 
Commission properly declined to designate OPC’s general “reliability” issues for 
consideration in this Pepco rate case.79 

Formal Case No. 989, Warhington Gas Light Co., Order No. 12379 (April 12, 2002), 2002 WL 
1277794 at n.34 (Commission rejects a proposed issue for consideration in a WGL rate case and transfers 
the issue, instead, to be considered in another Commission case docket). 

See, e.g., District of Columbia v. PSC, 802 k 2 d  373, 378 P.C. 2002) (upholding the 
Commission’s decision to approve a settlement without exploring all the issues presented in an earlier 
“issues list’). The Court of Appeals’ opinion states that “[c]onsolidation, scope of the inquiry, and similar 
questions are housekeeping details addressed to the discretion of the agency and, due process or statutory 
considerations aside, are no concern of the courts * * * see aho American Iron & Steel In+. v. OSHrf, 182 
F.3d 1261, 1268 (11’ Cir. 1999) (‘‘Logic dictates that an agency must have some discretion in setting an 
agenda for rule-making and excluding some matters categorically.”); Cutler v. Haye, 818 F.2d 879, 896 
(D.C. Cir. 1987) (”An agency bas broad discretion to set its agenda and to Srst apply its limited resources 
to the regulatory tasks it deems most pressing.”). 

16 

OPC’S characterization of its proposed “reliability”l”senrice quality“ issues  ha^ SW 
significantly over the course of this case. At the outset of this case, OPC argued “that because Pepco is 
requesting $15.8 million for reliability improvement projects, the costs are at issue and the Commission 
needs to be certain that the requested amount is going to fix the problems that exist in the District of 
Columbia.” Order No. 15322 at 4, 8 8 (July 10, 2009), citing Tr. 34-35 of the Prehearing Conference. 
Accord OPC‘s proposed issues 1 and 4. OPC’s petition for r e h e  at the end of this case takes an 
entirely merent  approach, based (with 20-20 hindsight) on the consumer corgplaintS that emerged during 
the public hearings in Formal Case No. 1076, and the Commission’s conclusion that “given these 
widespread complaints fkom the public about the quality of Pepco’s service, sexvice quality issues could be 
ripe for consideration in Pepco’s next rate case.” Order No. 15710, ’fi 448. OPC now suggests that its 
proposed issues were always aimed at reducing Pepco’s ROE in Fonnal Case No. 1076 as a penalty for 
poor quality Pepco service. However, OPC’s claim does not square with the record 

* Order No. 15322, ’f 8 (July 10,2009). 

OPC and Pepco went ahead and submitted some evidence on OPC’s excluded issues. We agree 
with Pepco that OPC did not establish, by “substantial evidence’’ or otherwise, its criticisms of Pepco’s 
reliability. See, e.g., Portia Golding-Aleyne v. DC Department of EmpIoyment Sen., 980 k 2 d  1209 (D.C. 
2009) (“substantial evidence” entails a fair characterization of the whole record, not just parts of it). 
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31. In the course of the community hearings held later in this case, we 
received a number of consumer complaints about power outages, delays in fixing them, 
and other claimed short~miugs in Pepco’s customer service. The Commission ruled 
that: 

given these widespread complaints &om the public about the quality of 
Pepco’s service, service quality issues could be ripe for consideration in 
Pqco’s next rate case. The Commission will review Pepco’s plans to 
address outages, reliability and improved service throughout the City. We 
should be aided in this task by the fact that we have already adopted 
electric quality of service standards, and we are now receiving monthly 
outage reports &om pepc0.S’ 

The Commission’s initial decision on this matter indicates that (as compared with OPC’s 
proposed issues) it is a significantly different, more focused set of “reliability/service 
quality‘’ issues that the Commission may consider in Pepco’s next rate case. The 
progress made in other Commission case dockets, in further developing EQSS standards 
and in requiring outage reports from Pepco, for example, may assist us in conducting a 
more focused examination of “service quality” issues in ~epco’s next rate case.8‘ 
Presumably, if such “serGice quality” issues are presented in Pepco’s next rate case, the 
issues will be crafted to indicate fiom the beginning how they might impact Pepco’s 
rates. We a f k n  our initial decision that OPC’s ‘’reliability” issues were properly 
excluded from consideration in this case. 

2. Consolidated Tax Return (ccCTAw) 

32. OPC claims that the Commission erred in rejecting its proposed CTA and 
failing to adequately explain its decision, While acknowledging that its proposed CTA 
might entail a $179.2 million adjustment to Pepco’s rate base, OPC dismisses the 
Commission’s concern that such a large adjustment might destabilize Pepco’s financial 
condition as  “unsupported speculation.”82 

33. In opposition, Pepco argues that the Commission properly found that 
‘‘[g]iven the record before us, the Commission has decided to adhere to our traditional 

Order No. 15710, 7448. 

Whenever a utility rate case arises, there are atways a great many potential issues involving 
various aspects of a utiIity’s on-going operations that could be designated for examination by the 
Commission in that case. The Commission is not compelled to consider a proposed issue in a utility rate 
case, however, simply because it is arguably relevant to a utility’s rates. It is an important discretionary 
policy judgment for the Commission to be able to determine whether standards are in place to assess a 
proposed issue like ‘”reliability,” whether the issue is sufficiently well defined and ripe for Commission 
review, and in what docket or proceeding the issue is most appropriately considered 

81 

** OPC‘s Application at 20-21. 
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approach regarding federal and district tax expense, which is widely followed by the 
majority of Commissions throughout the ~0mtry.99~~  his statement done met the 
Commission’s obligation to explain the basis for its decision, Pepco argues, since the 
Commission “is not required to rehash its reasons for adopting basic The 
Commission went further, Pepco notes, identifying several specific reasons for rejecting 
OPC’s position, and stating that it was particularly persuaded by the sound tax and 
accounting arguments made by Pepco witness Warren which were reflected in the 
Minnesota and New Mexico Commission decisions cited by Pepco.*’ The Commission 
also cited a 2009 accounting textbook which strongly argues against CTAS.’~ In the face 
of this record evidence, Pepco argues that it is absurd for OPC to claim that the 
Commission did not adequately explain the bases for its 

34. Two independent grounds support the Commission’s decision to adhere to 
the traditional “stand-alone” approach to federal and District tax expense. First, the 
overwhelming weight of the evidence and authority in this record supports the stand- 
alone policy approach to setting Pepco’s rates. Second, OPC’s particular CTA proposal 
is flawed, and unsuitable for adoption, because OPC did not adequately explain its 
viability or how it would work in practice. While OPC stated that its proposal88 was 
modeled after the CTA system in New Jersey, in fact it was significantly different fi-om 
the CTA system in place in New Jersey.89 OPC failed to meet its burden in justifying a 
switch away from our traditional, long-standing, recently reaffumed policy that “a stand- 
alone approach is the most reasonable method of setting rates.”go 

35. The Commission’s decision to adhere to the “stand alone” policy is 
consistent with, and supported by, prior Canmission precedents, as well as the settled’ 

83 ~ e p c o ’ s  Opposition at 5. 

84 

1982), and DC Tel. Answering Comm. v. PSC, 476 F.2d 11 13, 1125 @.C. Cir. 1984). 
Id., citing Washington Gas Light Co. v. Public Sew. Comm’n, 450 k 2 d  1187, 1200 11.15 @.C. 

~epco’s Opposition at 54. I 
Id. 

Id. 

86 

87 

OPC appeared to modify its CTA proposal in the middle of the case, while its key witness was on 
the stand. See order No. 15710,1263, noting Tr. 986-988,992 (OPC witness Bright modifies OPC’s CTA 
proposal by suggesting that a 50150 split of benefits might be appropriate, between the unregulated loss 
companies (on the one hand) and Pepco and its ratepayers (on the other hand)). 

89 See OrderNo. 157XO,fi276. 

Order No. 15710 B 255, quoting Formal Case No. I053, Order No. 14712 7 240 (January 30, 
2008). See, e.g., Formal Case No. 869, Order No. 9216, 10 D.C.P.S.C. 22, 133 (1989) (burden is on the 
party seeking to change an earlier-approved Commission methodology); Formal Case No. 813, Order No. 
8127,5 DC PSC 259,260-270 (1984) (same); Formal Case No. 785, Order No. 7716,3 DC PSC 450,528, 
50 PUR 4’ 500 (1982) (same). 
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ratemaking practices, policies and reasoning of the FERC, the Maryland Commission, 
and the overwhelming majority of other state commissions?’ In sum, “[als was the case 
in Formal Case No. 1053, the Company proffers a more sound policy argument in favor 
of maintaining the stand-alone approach.”92 We a f k n  our initial decision. 

3. Health and Welfare Costs 

36. OPC claims that the Commission failed to address the effect of the 
changes and revisions Pepco made to its medical, dental, and vision plans that went into 
effect in 2009. OPC contends that these changes - increasing employee co-pay amounts, 
deductibles, and out-of- ocket contributions - will mitigate cost increases and lower 
future overall plan costs. g3 

37. Pepco counters that “the Commission squarely addressed this claim. when 
it held that ‘[tlhe actual 2009 employee health and welfare benefit costs support the 
accuracy of the Company’s forecast. The costs are known and measurable.”94 Moreover, 
Pepco notes that OPC witness Ramas acknowledged that the forecast was accurate. 
Pepco argues that, in fact, the plans’ costs were almost exactly as forecasted by the 
Company, which refutes OPC’s ~laim.9~ 

38. The Commission reailinns its initial decision on employee health and 
welfare costs.96 OPC’s challenge was refuted by Pepco’s evidence. The survey used by 
Pepco to estimate its employee benefits costs was 99 percent accurate based on 
annualized data reflecting eight (8) months of actual 2009 experien~e.9~ As noted by 
Pepco, OPC witness Ramas agreed that the information was 99 percent accurate and that 

Order No. 15710 reviews these supporting precedents at pp.88-93. See, e.g., Formal Case NO. 
1053, Order No. 14712,1240 (January 30,2008) (Commission approves its “long-standing position that a 
stand-alone approach is the most reasonable method of setting rates”); Formal Case No. 929, Order No. 
10423 at 55 (1994) (Commission decides to “continue to calculate Pepco’s tax liability on a stand-alone 
basis ... [which is] the most accurate cost-of-mice with respect to Pepco’s tax liability on utility 
operations”); Fonnal Case No. 912, Order No. 10044 0 1.3 (1992) (Commission rejects CTAs proposed by 
OPC, the District Government and WMATA as “vague” and ‘%@y speculative”); Columbia (iulf 
Transmission Co., 23 FERC 7 61,396 (1983); In re Delmanta Power & Light, Md. Case No. 9192, Order 
No. 83085 at 20-23 @=ember 30,2009). 

92 OrderNo. 15710,n 277. 

93 OPC’s Application at 26. 

94 

95 Id. at8-9. 

96 See Order No. 15710,1168. 

91 

Pepco’s Opposition at 8, citing Order No. 15710,¶ 168. 

Pepco (4C) at 32-33 (Hook); see also In re Potomac Electric Power Co., Formal Case No. 889, 
Order 9509,ll D.C.P.S.C. 302 (1991) (Commission finds it appropriate to rely on annualization of post- 
test year increases in the costs of Pepco’s employee benefits). 

97 
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she had no information to refute the accuracy of the numbers.98 The specific changes to 
Pepco’s benefit plans, which OPC mentions, were known and measurable changes that 
went into effect in 2009. They were reflected in the Company’s 2009 actual experience 
that was included in the outside expert’s survey. OPC is attempting to rehash arguments 
and evidence that we have already considered. There is substantial evidence in the record 
to support our decision, and the decision is fidly explained. We see no reason to disturb 
it. 

..-. 

4. Uncollectible Expenses 

39. OPC claims that the Commission overlooked several flaws in the 
methodology Pepco used to calculate its uncollectible expense adjustment.99 According 
to OPC, Pepco’s methodology (a) is based on unsupported allocations of bad debt 
expense that penalize D.C. distribution customers for the higher bad debt rate of Pepco’s 
other operations; (b) incorporates the Company’s adjustments to its bad debt reserve 
(which are not specific to distribution service), rather than basing the expense on net 
write-offs of uncollectible accounts (which are specific to distribution service); and (c) 
fails to normalize the Com any’s uncollectible expense to account for annual fluctuations 
in uncollectible expense.’” OPC contends that, with these errors corrected, Pepco would 
be entitled to only $1.2 million in uncollectible expense, $2.16 million less than the 
amount the Company proposed.’o’ 

40. Pepco res on& that OPC’s objections are rendered moot by the 
Commission’s decision.’0P Pepco contends that the Commission did take specific note of 
OPC’s objections, but it did not completely accept those ~ b j e c t i ~ n s . ’ ~ ~  Pepco argues that 
OPC‘s evidence lacks credibility, because OPC’s proposed uncollectible amount of $1.28 
million is less than one-half of the Company’s actual uncollectible write-offs in 2009.’04 

41. The Commission relied upon actual results (from 2008 and 2009), not 
Pepco’s proposed 2009 budgeted figures, to set Pepco’s allowance for uncollectible 
expense. Although OPC obviously disagrees with our decision, it has not persuaded us 
that the decision is based on some clear error of law or fact. With respect to OPC’s first 
claim, concerning the appropriate jtkisdictional allocation of Pepco’s bad debt expense, 
the Commission finds that the distriiution portion of Pepco’s uncollectible expense was 

98 Tr. 901-902. 

99 OPC‘s Application at 27. 

Id. at 27-28. 

lo‘ Id. at30. 

IO2 ~epco’s  Opposition at 9. 

Id., citing Order No. 15710, m128-129, 132-133. 

ILL at9-10. 

I 03 
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properly allocated jurisdictionally based on the actual jurisdictional split Pepco 
experienced in calendar year 2008.‘05 The Company further supported its jurisdictional 
allocation by comparing its 2009 budgeted Bad Debt expense to its actual experience in 
the District of Columbia and Maryland.’O6 In short, the Company’s actual experience 
provided a reasonable estimate of the 2009 level of D.C. distribution uncollectible 
expense. 107 

42. As to OPC’s bad debt reserve argument, the Company explained that, in 
accordance with Generally Accepted Accounting Principles, the balance in its Reserve 
for Uncollectibles accouElt, which is an offset on the balance sheet to Accounts 
Receivable, must be adequate to cover the receivables that the Company is d i e l y  to 
collect. On a monthly basis, as revenue is billed, the reserve balance is increased by an 
accrual for bad debt expense, and decreased by amounts actually Written off. On a 
quarterly basis, Pepco adjusts the reserve balance to ensure that it continues to cover the 
accouIlfs receivable that ultimately will be written off. This system ensuses consistency 
between revenues currently reported as income, the balance sheet offset for the portion of 
those revenues that ultimately will be written off, and the amounts recorded as bad 
debt.“’ 

43. The Commission agreed with Pepco that the quarterly reserve is an 
important component of an adequate uncollectible reserve. The Company includes the 
reserve adjustment in determining the bad debt ratio fiom which it derives its annual bad 
debt expense accrual. OPC disregards the impact of these reserve adjustments, and uses 
only the actual write-offs of collections in determining the bad debt ratio fiom which the 
annual bad debt expense is estimated.’0g We reaffirm our finding that the Company’s 
method is reasonable. 

44. Notwithstanding the. above, the Commission did agree with OPC, in part, 
regarding the normalization of uncollectible expense, OPC’s last concern. The Company 
argued for a single year budgeted number to represent its uncollectibles during the rate 
effective period. The Commission disagreed with the use of a single year budgeted 
number, stating, “Pepco’s 2009 uncollectible expense appears to be an anomaly and not 
reflective of rates to be expected in the rateeffective period Therefore, we rejected 
Pepco’s adjustment to use the 2009 budgeted uncollectible 

‘Os 

IO6 Id. at 14. 

See Pepco ( 4 0  at 13 (Hook). 

IO7 Id. 

loa 

’09 Id. at 15. 

Pepco (4C) at 12-13 (Hook). 

Order No. 15710,1132. 110 
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45. OPC's proposed three-year average (covering the y m  2006-2008) also 
was inappropriate because it reflects a period that occurred before the economic 
downturn that significantly increased Pepco's write-of&."' While a three-year average 
has been used in the past to normalize expenses that fluctuate, the record reveals that the 
economic crisis increased Pepco's uncollectibles. We rea- our adoption, for this 
proceeding only, of a two-year average (2008-2009) of the Company's uncollectibles as a 
proxy to represent its anticipated uncollectibles during the rate effective period"2 

5. Industry Contribution and Membership Dues 

46. OPC asks that the Commission clarify Order No. 15710 to make sure that 
it correctly reflects an agreed-upon OPC correction to Pepco's Industry Contribution and 
Membership Dues adjustment (Pepco Ratemaking Adjustment No. 6).'13 Pepco initially 
removed $232,000 from test-year operating expense for costs associated with industry 
memberships and  contribution^."^ OPC identified an additional $20,044 that should be 
removed fkom test-year operating expense. Pepco a eed with OPC and included OPC's 
adjustment in the Company's revenue requirement. i I?- 

47. The Commission did not explicitly mention OPC's correction.in the final 
Order since it was deemed an uncontested issue. However, the corrected adjustment (a 
downward adjustment of $253,000) is reflected in Pepco's cost of service.'16 OPC's 
correction was properly included in Pepco's cost of service adjustment as approved by 
the Commission. 

C. WASA's REQUEST FOR RECQNSllDERATION 

48. WASA argues that the Commission erroneously increased the rate for 
WASA's Blue Plains facility (Rate Schedule GT3B), based on a "slice-of-system cost 
allocation method" instead of the direct cost allocation method urged by 'NASk1l7 

lL1 Pepco (4C) at 15 (Hook). 

See OrderNo. 15710, 'j 133. 

OPC's Application at 3 1. 

Ekcept for those industry memberships and contribution costs associated with the American 
National Standards Institute which are specifically allowed by the Commission. See In re Potomac Elecrric 
Power Co., Formal Case No. 889, O h N o .  9509,ll D.C.P.S.C. 302 (1990). 

113 

114 

See Pepco (4C>6 (Hook); see also Pepco Exhibit No. 4, filed November 20,2009, in response to I15 

the Commission's data request during the hearings (Tr. 1242). 

See OrderNo. 15710,'j 112. 

Formal Case No. 1076, Request of the District of Columbia Water and Saver Author@ for 
Reconsideration of Order No. 15710, filed April 1, 2010 f'WASA's Repest for Reconsideration'? at 1, 
I17 
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According to WAS& this violates sound cost causation principles. WASA contends that 
Blue Plains is senred solely by two 69 kV underwater subtransmission lines, and that 
“Pepco’s entire system does not, and cannot, serve Blue Plains.”“* According to WASA, 
“the GT3B rate resulting from Pepco’s slice-of-system cost allocation method bears no 
relationship to the costs that Pepco actually incurs to provide service to Blue 

49. WASA claims that the Commission erred in invoking a general policy 
disfavoring direct assignment of costs for rate classes like Blue Plains. According to 
WAS& the National Association of Regulatory Utility Commissioners favors directly- 
assigned costs in developing rates. WASA asserts, for example, that for decades Pepco 
has directly assigned subtransmission costs to the Southern M land Electric 
Cooperative (((SMECO”) in the course of setting rates in the Distri3’ Moreover, 
WASA argues that the Commission’s “slice-of-system” cost allocation method is 
appropriate only for similarly-situated Pepco customers, and that there are no other 
customers situated similarly to Blue Plains, which it contends is “unique insofar as 
subtransmission costs are concerned”121 

50. WASA claims that the Commission’s concern that rates established by 
direct assignment may be too volatile is no basis to reject WASA’s proposal to revise the 
manner in which Blue Plains’ rate is set.’= Despite this possibility, WASA concludes 
that direct assignment of the Blue Plains Feeder costs is the most appropriate and 
reasonable method for setting the GT3B rate.lZ3 WASA asserts that its Blue Plains rate 
should be based on the directly assigned costs of the Blue Plains Feeders plus a 
proportionate share (determined under Pepco’s class cost of service study (“CCOSS”)) of 
the costs of the 69 kV emergency overhead feeders whose costs are shared by all Pepco 
cust~rners. 124 

51. Pepco counters that the method for designing Blue Plains’ rates has been 
in effect for many years, and there has been no change in circumstances (other than 

13. WASA claims that the Blue Plains facility (Rate Schedule GT-3B) received a 26 percent increase, the 
largest percentage increase experienced by any Pepco customer ciass, as compared to the average increase 
of about 8 percent Id. at 1,6. 

’18 

finding that Blue Plains benefits from any other portion of Pepco’s subtransmission system-” Id. at 3. 
Id. at 2, 5 D. 4. WASA asserts that “[tlhe record contains no evidence whatsoever to support a 

Id. at 3,6. See id. at 7-9. 

I2O Id. at 4,11. 

Id. at 4-5.11-12. 

Id. at 5,12-14. 

Id. at 5,12-13. WASA notes that “the Blue Plains Feeders have been highly reliable and, further, 123 

each of the Blue Feeders has more than enough capacity to serve Blue Plains’ load.” Id at 5. 

Id. at 6,1516. 
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WASA‘s desire to shift costs to other customers) that warrants a redesign of that rate.I2* 
Pepco contends that the Commission is entitled to rely on its existing policy disfavoring 
single-customer rates based on direct assignment of a narrow base of costs, without 
rehashing the reasons for that policy.’26 

52. Pepco argues that WASA misreads the Commission’s initial decision 
because WASA overlooks the fact that non-cost factors - such as the policy against 
single customer rates based on narrowly-based directly-assigned costs -- were cited by 
the Commission as the reasons for rejecting WASA’s proposed direct-cast-assigned Blue 
Plains rate.’27 Pepco points out that “the nom’’ and “universally accepted practice” is 
that class rates are designed based primarily on cost allocation rather than directly- 
assigned costs.’28 Pepco concludes that the Commission acted well within its 
discretionary authority in following its normal rate design policy. 

53. Pepco avers that WASA’s claim that it is “unique” and therefore entitled 
to a separate rate class is wrong: 

It will always be possible to find customers within a class who use 
distinctly different portions of the system, but that does not mean that rate 
classes including such customers are impermissible. It is only necessary 
that there be a “reasonable basis” for the classification * * * Grouping 
Blue Plains with other customers that only use subtransmission facilities 
satisfies that requirement.129 

Further, Pepco contends that WASA is also mistaken in arguing that Blue PIains is 
“uniquely situated.” Though WASA claims that Blue Plains is served uniquely by two 
(2) under-river lines, Pepco points out that Blue Plains was served by emergency 
overhead 69 kV feeders in the past, and it could be served by a different configuration in 

Formal Case No. 1076, Opposition ofpotomac Eleciric Power Company to Requesi of the DiFtrict 
of Columbia Wzrter and Sewer Authority for Reconsideration of Order No. 15710, Bed April I, 2010, 
(‘‘Pepco’s Opposition”) at 1. 

125 

Id. at2. 

In Id. at 3, citing Order No. 15710,1313 (“Such single customer rates, based on a very m o w  base 
of cost information, may be subject to volatile changes if their directly-assigned CCOS changea suddenly 
because of future events.”) and Wahington Gas Light Co. v. PSC, 450 k 2 d  1187,1199 @.C. 1982) (“the 
permissibility of relying on non-cost factors in rate design is beyond serious dispute”). 

Id. at 5, citing In re New Pork Sute Council v. Public Serv. Comm’n, 45 N.Y. 2d 661,384 N.E. 2d 
1281 (Ct. Agp. N.Y. 1978) (“rate design inherently involves an averaging process, with customers paying 
rates based not on their individual costs, but rather on their allocated share of the costs imposed by a group 
of customem.’’); see also People’s Counsel v. Public Sew. Comm‘n, 462 k 2 d  1105, 11  13 @.e. App. 
1983) (allocation of costs “is not a matter for the slide rule. It has no claim to an exact science”); 
Metropolifan Washington Board of Trade v. Public Serv. Comm’n, 432 k 2 d  343,361 1 (D.C. App. 1981) 
(noting arbitrariness inherent in rate classifications). 

Id. at 5 ,  citing Metropolitan Washington Board of Trade v. PSC, 432 k2d343,359 @.C. 1983). 
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the future.’30 Pepco argues that Blue Plains has no inherent right to have its current 
feeders dedicated to serve only Blue Plains. L31 

54. Pepco also argues that there is also a basic inequity in W’ASA’s position 
because the two feeders whose costs WASA argues should be directly assigned to the 
Blue Plains facility are heavily depreciated, having been installed &om 1956 to 1971. 
Therefore, Pepco contends that Blue Plains did not pay the full costs of those facilities Ln 
its rates in the earlier years of their service lives, when more of their costs were reflected 
in cost of service.132 Pepco argues that WASA’s claim for direct cost assignment now 
that the facilities are heavily depreciated is a ‘Izeads-I-win-tails-you-lose” prop~sition.’~~ 

55. Pepco asserts that the old age of the feeders currently serving Blue Plains 
is,undmiable. Because the feeders are old, Pepco proffers that when and if replacement 
feeders become necessary, it would likely lead to a sudden jump in Blue Plains rates 
under a direct assignment approach, “even if (as WASA claims) there will be no need for 
additional, different facilities to ensure adequate senice to Blue Pepco argues 
that the mere fact that WASA considered and rejected rate volatility as  a concern is not 
sufficient to overcome the deference due the Commission on this issue.’35 

56. Essentially, WASA is disagreeing with the Commission’s findings of fact 
andor rehashing its arguments. Pepco’s opposition arguments Succinctly support the 
ratiomile of om original decision rejecting WASA’s request for direct cost assignment 
and we adopt it as part of our decision af3Eirming the Blue Plains rate. We also explicitly 
find that WASA did not meet its burden in demonstrating the reasonableness of its 
suggested modifications to Pepco’s CCOSS on the Blue Plains rate. WASA did not show 
that its modified CCOSS figures for Blue Plains should be adopted instead of the cost 
figures for Blue Plains from Pepco’s CCOSS.136 Moreover, the emergency situation that 

130 Id, at6. 

13‘ Id. 

13’ Id. 

133 Id. 

134 Id. at 2,7-8. 

Id. at 7, citing General S m .  Admin v. PSC, 469 k 2 d  1238, 1241 (D.C. 1983) (noting deference 
due to the Commission “in those areas of utility regulatioq such as rate design, in which the commissioners 
are particularly proficient”). 

13‘ Pepco’s class cost of service study (‘CCOSS’) indicated that, before the present case, the Blue 
Plains rate class had a mte of rem (ROR) of 6.77 percent (a percent (a “unitized rate of return” (“UROR”) 
of 0.96) as compared to the 7.04 percent overall DC jurisdictional ROR. See Order No. 15710 at 107 (chart 
showing class RORs, listing the Blue Plains rate class as “GT-HV-69 KV”). When WASA “adjusted“ 
Pepco’s CCOSS, to support WASA’s proposed “direct cost allocation approach” to setting Blue Plains 
rates, WASAused a m o w  definition of facilities. WASA focused on subtrammission “plant’ and did not 
adequately consider that Pepco as an organization provides other support-such as highly trained field 
forces, engineers and specialized equipment to maintain and be available to rapidly repair high voltage 

I35 
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arose in the years 2005 to 2007, when Pepco constructed emergency 69 kV overhead 
lines to ensure continuing service to both Blue Plains and other customers, confirms that 
Blue Plains is part of Pepco’s integrated electric distribution system. Contrary to 
WASA’s claims, Blue Plains is not a wholly separate service unconnected to the rest of 
Pepco’s system and deriving no benefits fkom Pepco other than the very narrowly-deked 
costs of the Blue Plains feeders. 

57. The Commission reaffirms its policy generally disfavoring single- 
customer rates that are set based solely on direct assignments of very narrowly-based 
costs, as opposed to costs that are determined by allocation from a wider pool of costs for 
similarly-situated customers.137 WASA mischaracterizes the rationale behind this policy 
and our ruling on Blue Plains. It is not that all direct cost assignments are disfavored. 
Instead, our policy is that direct cost assignments are disfavored when they are the sole 
and exclusive method for setting a class rate and the only costs being considered are very 
narrowly-based. WASA’s approach may undervalue systems integration cost effects. 
WASA’s suggestion also would create potentially volatile Blue Plains rates, based on a 
very narrow cost base, so that any change in class costs in the future (as, for example, 
when repairs or replacements are required) would lead to abrupt increases in the class 
rate. 

58. The Co~nmission’s methodology for designing Blue Plains rates, involving 
the allocation of a broader set of costs rather than direct assignments of very narrowly 
based costs, has been in place for many yem.13* WASA failed to carry its burden to 
justify replacing this well-established meth~dology.’~~ Finally, WASA’s disregard of 

cables-to support the two major high voltage lines crossing a river to serve Blue Plains. In “adjusting” 
Pepco’s CCOSS, WASA appears to have reduced operating and maintenance ( “ O W )  expenses in direct 
proportion to WASA’s reduction in Plant in Service. See WASA (A) at Table 1, line 1 (Phillips), WASA 
(A)-7 (Phillips). WASA did not make any direct allocation or study the corresponding, but potentially 
disproportionate, effects on Pepco’s other costs of serving Blue Plains. 

”’ Our p o k y  was evident not only when we declined to approve WASA’s proposal for a narrowly- 
based Blue Plains rate, but also when we declined ta approve Pepco’s proposal for a narrowly-based new 
standby WGT-3A-S for GSA’S CHP facility. See Order No. 15710, m07-418. 

Our general policy is not undercut by the way in which wholesale SMECO costs are calculated 
(and excluded from D.C. jurindictional retail costs) in the course of setting Pepco retail rata for DC. To be 
sure, as WASA alludes to, in Formal Case No. 748, Order No. 7457 (December 30,1981), 2 DCPSC 401, 
444 (EM), 45 PUR 4’ 445, the Commission approved the direct cost assignment of some faci~ity costs to 
SMECO where those SMECO faciktim were “not part of PEPCO’s integrated electric system.” (SMECO’s 
relationship with Pepco is a wholesale transaction relationship, regulated by the FEiRC, not a retail 
distribution relationship.) ?hat some direct cost assignments were made to SMEW in Formal Case No. 
748 does not undercut the Commission’s general policy against basmg a retail class rate solely on directly 
assigned costs from a very narrow cost base, which might be subject to sudden dramatic changes m the 
future. 

13’ See, e.g., Formal Case No. 869, Order No. 9216, 10 D.C.P.S.C. 22,133 (1989) (burden is on the 
party seeking to change an earlier-approved Commission methodology); Formal Case No. 813, Order No. 
8127,s D.C.P.S.C. 259,260-270 (1984) (same); Formal CaseNo. 785, OrderNo. 7716, 3 D.C.P.S.C. 450, 
528,50 PUEt4‘ 500 (1982) (same). 

. .  
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rate volatility concerns supports our initial finding, particularly in light of the deficiencies 
in its proposed alternative approach. We also agree with Pepco that there is an inequity 
in WASA’s position, in that WASA did not pay all the costs of constructing the Blue 
Plains Feeders but now seeks the benefit of switching to a new, direct-cost-allocation 
methodology now that the heavily-depreciated cost of those feeders is low. 

59. Pepco’s CCOSS indicated that the Blue Plains class had subpar 
earningS,*40 which warrants a greater-thau-system-average increase in rates, under 
Pepco’s methodology for allocating its revenue requirement among customer classes, to 
move the Blue Plains’ rates gradually toward greater equality in class ROB. Pepco’s 
allocation is reasonable. The Commission reaflirms the GT3B Blue Plains rates set forth 
in our initial decisioa 

TIB[EREFORE, IT IS ORDEREX) THAT: 

60. Pepco’s Application for Reconsideration is GRANTED, in pa* and 
DIENLED, in part, as set forth herein; Pepco is directed to file a revised compliance 
filing prescribed by paragraphs 13 and 20 supra, within seven (7) days &om the date of 
this order; 

6 1. OPC’s Application for Reconsideration is DENIED; and 

62. WASA’s Application for reconsideration is DENIED. 

A TRUE COPY: N OF THE COMMISSION: 

C m F  CLERK. 
CONMISSION SECRETARY 

‘40 See Order No. 15710 at 107 (chart showing that before this Pepco rate case, Blue Plains had a 
class ROR of 6.77 percent (a UROR of 0.96) as compared to the overall D.C. jurisdictional ROR of 7.04 
percent). 



Kentucky Office of the Attorney General's Response to 
Commission Staff's First Set of Information Requests 

Ky PSC Case No. 2010-00036 

11. a. List all state utility regulatory commissions that have rejected or 

denied consolidated income tax adjustments for rate-making purposes. 

b. Provide a copy of all orders from the state utility regulatory 

commissions listed in the response to item ll(a) in which the commission has addressed 

the use of consolidated income tax adjustments for rate-making purposes. 

RESPONSE: 

a. We do not have the requested information. See the OAG response to Staff Request 10 
for what we have. 

b. See response to part a. 
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COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

AN ADJUSTMENT OF THE GAS AND ELECTRIC 
RATES, TERMS, AND CONDITIONS OF ) CASE NO. 2003-00433 
LOUISVILLE GAS AND ELECTRIC COMPANY 

) 

) 

O R D E R  

On August 12, 2004, the Commission issued an Order granting in part the 

petition for rehearing filed by the Attorney General of the Commonwealth of Kentucky, 

by and through his Office of Rate Intervention YAG”). The AG requested rehearing on 

four issues that were decided by the Commission’s June 30, 2004 Order in conjunction 

with the calculation that Louisville Gas and Electric Cpmpany (“LG&E”) had a revenue 

deficiency in its electric operations of $45,608,365. The Commission granted rehearing 

on one issue, which was whether LG&E’s electric revenue deficiency should have been 

calculated by using the effective Kentucky income tax rate, as proposed by the AG, 

rather than the statutory Kentucky income tax rate, as proposed by LG&E. The scope 

of rehearing on this issue includes not only the appropriateness of using an effective 

Kentucky income tax rate, but also what that rate is and whether its use would have 

impacted the amount of additional revenue actually granted by the June 30, 2004 Order. 

The Commission’s December 15, 2005 Order established a procedural schedule 

providing for discovery and a date by which the parties could either file memoranda or 

request an evidentiary hearing. No party requested an evidentiary hearing. LG&E and 



the AG filed memoranda in support of their respective positions on the tax issue and 

these cases now stand submitted for a decision. 

AG’s Position 

On March 3, 2006, the AG filed a joint memorandum in this case and in the 

pending Kentucky Utilities Company (“KU”) rate case,’ arguing that use of the effective 

Kentucky income tax rate is a benefit flowing from the merger of the “Companies” and 

“their” ability to file a consolidated income tax return.’ He contended that the effective 

Kentucky income tax rate should be utilized even though he acknowledges that it lacks 

the certainty of the statutory Kentucky income tax rate. The AG noted that the statutory 

Kentucky income tax rate is higher than the effective Kentucky income tax rate for 

LG&E in 2002 and that the statutory tax rate does not reflect the actual income tax 

LG&E will pay while the existing electric rates are in effect. The AG argued that using 

the effective Kentucky income tax rate would be consistent with the Commission’s most 

recent rate decisions for The Union Light, Heat and Power Company (WLH&P”) and 

Ken tu c ky-Ame r i ca n Water C om pan y Kent uc ky-Am e ri ca n ’ I ) .  

The AG also acknowledged that if the effective Kentucky income tax rate is used, 

the resulting change in LG&E’s electric revenue deficiency would not change the level 

of additional revenue granted to LG&E since LG&E had agreed to accept less revenue 

- ’ Case No. 2003-00434, An Adjustment of the Electric Rates, Terms, and 
Conditions of Kentucky Utilities Company. 

’ AG’s Memorandum on Petition for Rehearing at 1. 

The AG cited Case No. 2001-00092, Adjustment of Gas Rates of The Union 
Light, Heat and Power Company, final Order issued January 31, 2002 and Case No. 
2004-001 03, An Adjustment of the Rates of Kentucky-American Water Company, final 
Order issued February 28, 2005. 
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than the Commission had calculated as the revenue deficiency. However, the AG 

urged the Commission to adopt the effective Kentucky income tax rate for calculating 

LG&E’s revenue deficiency and, thereby, establish the proper methodology for this 

adjustment, just as the Commission established the proper methodology for all other 

adjustments addressed in the June 30,2004 Order.4 

LG&E’s Position 

LG&E’s March 3, 2006 rehearing memorandum, filed jointly here and in Case No. 

2003-00434, reiterated its prior position that it is appropriate to utilize the statutory 

Kentucky income tax rate to calculate its revenue deficiency and that the Commission’s 

June 30, 2004 Order was correct in utilizing that methodology. LG&E noted that the 

effective Kentucky income tax rate is not only subject to fluctuations due to changes in 

property, payroll, and sales factors, but is also continuously impacted by tax credits and 

out-of-state activities which make its use more uncertain and complicated than the 

statutory rate. LG&E characterized the Kentucky statutory income tax rate as being 

“objective, known and measurable, easily understood and verified, and not distorted by 

non-recurring items or apportionment adjustments from out-of-state a~tivities.”~ 

While contending that the statutory Kentucky income tax rate should be utilized, 

LG&E stated that if an effective Kentucky income tax rate is used for its operations, the 

appropriate effective rate is 8.07 percent based on a combined Kentucky and Indiana 

AG’s Memorandum on Petition for Rehearing at 2. 

LG&E’s and KU’s Memorandum Opposing Use of Effective’ Tax Rates at 2. 
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income tax rate.6 Because LG&E only serves customers in Kentucky, LG&E asserts 

that it is appropriate to consider the combined states’ tax rates since all of its operations 

inure to the benefit of its Kentucky customers. Using this effective income tax rate, 

LG&E recalculated its revenue deficiency to demonstrate that the revenue increase 

needed would still fall within the range of the revenue increase calculated as reasonable 

by the Commission’s June 30, 2004 Order. Based upon this analysis, LG&E argued 

that even if the effective Kentucky income tax rate is used, the Commission’s calculation 

of LG&E’s revenue deficiency would still exceed the revenue increase authorized by the 

June 30,2004 Order. 

LG&E’s March 13, 2006 joint reply rehearing memorandum claims that the AG 

has rendered moot his own argument to use LG&E’s effective Kentucky income tax rate 

by acknowledging that to do so would not change the amount of additional revenue 

authorized by the June 30, 2004 Order. LG&E further claims that the ULH&P and 

Kentucky-American rate cases cited by the AG are distinguishable here because LG&E 

did not agree to use the effective Kentucky income tax rate in the determination of its 

revenue requirements and revenue increases7 

FINDINGS 

Based on the evidence of record and being otherwise sufficiently advised, the 

Commission finds that our June 30, 2004 Order set forth a complete analysis of all 

proposed rate-making adjustments. Based on that analysis, including the decision 

LG&E Rehearing Response to Commission Staff, filed January20, 2006, Item 
No. 2. 

LGBE’s and KU’s Memorandum Opposing Use of Effective Tax Rates at 3-4. 
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therein to use the statutory Kentucky income tax rate, we determined that LG&E had a 

revenue deficiency in its electric operations of $45,608,365. Although LG&E would 

have been entitled to increase its electric revenues by that same amount, the 

Commission recognized LG&E’s agreement, as set forth in the Partial Settlement 

Agreement, Stipulation, and Recommendation, to accept a lesser increase in its electric 

revenues. That lesser increase, which was granted by the Commission, was 

$43.4 million. 

A recalculation of LG&E’s revenue requirements based on its 2002 effective 

Kentucky income tax rate of 8.07 percent, rather than the statutory rate of 8.25 percent 

as previously used, would have reduced LG&E’s revenue deficiency from $45,608,365 

to $453 03,769. Since this recalculated deficiency still exceeds the $43.4 million 

revenue increase granted by the Commission in accordance with LG&E’s agreement, 

the AG’s proposed tax adjustment would have no impact on the amount of revenue 

increase granted by the June 30, 2004 Order. Thus, the AG’s proposal on rehearing to 

use LG&E’s effective Kentucky income tax rate is a moot issue. However, even though 

the AG’s proposed tax adjustment is a moot issue, we will address the merits of the 

adjustment since the adjustment was previously analyzed and rejected in the June 30, 

2004 Order. 

The Commission is not persuaded that the two previous rate decisions cited by 

the AG establish a precedent for requiring the use of the effective Kentucky income tax 

rate over the objections of LG&E in this rate case. In the ULH&P gas rate case cited by 

the AG, the Commission did not require ULH&P to use the effective Kentucky income 

tax rate. Rather, ULH&P proposed to do so and the Commission accepted the 
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proposal, but only on a trial basis due to concerns that there can be significant 

fluctuations in the effective rate. Specifically, the Commission stated that: 

This is the first proceeding in which the Commission 
has considered the use of the effective, rather than the 
stated, Kentucky income tax rate. The Commission has 
some concerns about using this approach, especially since 
the effective rate changed from 5.15 to 3.03 percent 
between two tax years. However, the Commission will 
accept the use of the effective Kentucky income tax rate of 
3.03 percent in this proceeding, and will reflect that rate in 
the determination of ULH&P’s revenue requirements. . . . 

The Commission is accepting the use of the effective 
Kentucky income tax rate on a trial basis. In ULH&P’s next 
rate case, it should provide an analysis showing the effective 
Kentucky income tax rates experienced by ULH&P for the 
tax years between 2000 and the current tax year applicable 
to its application. The Commission will review this 
information at that time to determine whether the use of the 
effective rate should continue. 

Case No. 2001-00092, January 31, 2002 Order at 59-60. Since issuing that Order, 

ULH&P did file a subsequent gas rate case which included the required analysis of its 

effective Kentucky income tax rate. ULH&P concluded from its analysis that: 

The effective Kentucky income tax rate could vary 
substantially from year-to-year. Notwithstanding ULH&P’s 
last gas base rate case, the Commission has historically and 
consistently used the Kentucky statutory tax rate in past 
cases. ULH&P believes that the Commission’s use of the 
statutory rate is the most proper approach and should be 
applied in this case as well. The statutory rate is known, 
easily verifiable and not distorted by non-recurring items or 
apportionment adjustments attributable to other entities 
participating in the filing of a consolidated tax return.8 

Case No. 2005-00042, An Adjustment of the Gas Rates of The Union Light, 
Heat and Power Company, Direct Testimony of Alexander J. Torok, at 7. 
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The AG actively participated in that subsequent ULH&P gas rate case, but neither h e  

nor ULH&P proposed to use the effective Kentucky income tax rate and t h e  

Commission did not require its use. The Commission calculated ULH&P’s gas revenue 

deficiency based on the AG’s proposal therein to use a 7.00 percent statutory Kentucky 

income tax rate.’ Thus, contrary to the AG’s claims, the Commission used the  statutory 

Kentucky income tax rate, not the effective rate, to determine the  revenue requirements 

and revenue increase in the  most recent ULH&P rate case. 

In the  Kentucky-American rate case cited by the AG, t h e  AG had proposed a 

federal “consolidated income tax” adjustment which would have prospectively allocated 

tax losses to companies that generated positive taxable income. The AG’s proposed 

adjustment was calculated using a 3-year average of tax losses and the  statutory 

federal income tax rate.“ However, the  income tax effect of t h e  AG’s adjustments in 

that case reflected the use of the statutory federal and Kentucky income tax rates. The 

Commission accepted the AG’s federal consolidated tax adjustment based on a 

voluntary commitment, previously made by Kentucky-American in conjunction with its 

acquisition by RWE, that it would be able to file consolidated tax returns and achieve tax 

savings by doing so. As the  Commission stated in that Kentucky-American rate case: 

Having previously indicated the savings resulting from 
t h e  filing of a consolidated tax filing would be viewed as  a 
merger benefit, subject to allocation, we do not believe that 
acceptance of the AG’s proposal represents a radical 
departure from past regulatory practice. Moreover, 
Kentucky-American and its corporate parents having 

’ Case No. 2005-00042, December 22,2005 Order at 50. 

lo Case No. 2004-00103, Crane Direct Testimony at 74-75 and Schedule 
ACC-39. 
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previously touted TWUS’s filing of consolidated tax returns 
as a benefit to obtain approval of the merger transaction, 
have no cause to object if we now act upon their 
representation. Accordingly, we find that the AG’s proposed 
consolidated income tax is reasonable and have reflected it 
in our calculation of federal income taxes.” 

In the Kentucky-American rate case, the Commission adopted a dollar 

adjustment to the federal tax expense, but the statutory federal and Kentucky income 

tax rates were utilized to determine the revenue requirements and revenue increase. 

The AG did not propose to use an effective federal or Kentucky income tax rate in that 

case and the Commission did not require its use. Furthermore, the AG has not now 

cited any commitment, obligation, or representation by LG&E that it would use an 

effective Kentucky income tax rate or otherwise share with ratepayers the benefits of a 

consolidated tax return. 

The Commission has previously expressed concerns about using an effective 

Kentucky income tax rate due to the annual fluctuations in the effective rate.” These 

fluctuations occur because the effective Kentucky income tax rate is determined from 

the total’of all the tax income and tax losses of all the entities that file on the same 

consolidated income tax return. For LG&E, the majority of the entities other than KU 

included in the consolidated income tax return of LG&E’s parent corporation, E.ON US 

Investment Corp., reflect activities which are not regulated by the Commission. By 

having to recognize tax losses and other tax credits related to these non-regulated 

activities to derive an effective Kentucky income tax rate could well be viewed as forcing 

Case No. 2004-001 03, February 28, 2005 Order at 65-66. 

” Case No. 2001-00092, January 31 I 2002 Order. 
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the utility to use these non-regulated activities to subsidize the regulated utility 

operations. There is also a concern that because of the way the apportionment of 

certain tax transactions is performed, the resulting effective Kentucky income tax rate 

could exceed the statutory Kentucky income tax rate. Thus, establishing the effective 

tax rate as the guideline or precedent, as the AG has requested on rehearing, could in 

the future result in higher utility rates to pay for taxes on non-regulated activities. 

There also appears to be a serious timing issue related to the utilization of an 

effective Kentucky income tax rate. Corporate tax returns are not due until 9 months 

after the end of the tax year, and the effective income tax rate cannot be determined 

until after the consolidated tax returns have been filed. The most recent effective 

Kentucky income tax rate that was available when this case was decided was for the 

2002 tax year, even though the test year was the 12 months ending September 30, 

2003 and the new electric rates were to be effective prospectively starting July 1 , 2004. 

Under these facts, the Commission finds that it is not reasonable to calculate electric 

rates to be effective post-July 1, 2004 based on a 2002 effective tax rate which is 

subject to annual changes based on non-regulated activities. 

The Commission further finds it reasonable to continue using the statutory 

Kentucky income tax rate for determining LG&E’s revenue requirements in this case. 

The statutory Kentucky income tax rate is known and measurable and is not subject to 

fluctuations due to non-regulated tax losses or tax credits, or due to apportionment 

adjustments from non-regulated activities. The Commission has consistently utilized 

the statutory Kentucky income tax rate to determine utility revenue requirements absent 

an agreement or representation to the contrary by the utility. Here, the AG has not 
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provided sufficient evidence to persuade us to modify our June 30, 2004 decision to 

calculate LG&E’s revenue requirements based on the statutory Kentucky income tax 

rate. 

The Commission did previously direct LG&E to address in detail the use of the 

effective Kentucky income tax rate for rate-making purposes in its next rate case. 

LG&E acknowledged this requirement in its joint reply memorandum, and the 

Commission will now reaffirm LG&E’s obligation to do so as part of its next rate case. 

By the time its next rate case is filed, LG&E will have more experience with filing 

Kentucky consolidated income tax returns and the issue of whether to use the effective 

Kentucky income tax rate and, if so, what the appropriate effective rate is, can be 

revisited at that time. 

In summary, the Commission finds that it is not appropriate to utilize the effective 

Kentucky income tax rate to determine LG&E’s revenue requirements and revenue 

increase in this case, and the AG’s proposal is denied. As a result of this finding, there 

are no changes to LG&E’s revenue requirements, revenue deficiency, or the amount of 

revenue increase found reasonable in the June 30, 2004 Order. 

IT IS THEREFORE ORDERED that the AG’s proposal to use the effective 

Kentucky income tax rate to determine LG&E’s revenue requirements and the amount 

of its revenue increase in this case is denied. 
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Done at Frankfort, Kentucky, this 3ISt day of March, 2006. 

By the Commission 

ATTEST: 

Case No. 2003-00433 



COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

AN ADJUSTMENT OF THE ELECTRIC 1 
RATES, TERMS, AND CONDITIONS OF ) CASE NO. 2003-00434 
KENTUCKY UTILITIES COMPANY 1 

O R D E R  

On August 12, 2004, the Commission issued an Order granting in part the 

petition for rehearing filed by the Attorney General of the Commonwealth of Kentucky, 

by and through his Office of Rate Intervention (“AG”). The AG requested rehearing on 

four issues that were decided by the Commission’s June 30, 2004 Order in conjunction 

with the calculation that Kentucky Utilities Company (“KU”) had a revenue deficiency of 

$49,775,329. The Commission granted rehearing on one issue, which was whether 

KU’s revenue deficiency should have been calculated by using the effective Kentucky 

income tax rate, as proposed by the AG, rather than the statutory Kentucky income tax 

rate, as proposed by KU. The scope of rehearing on this issue includes not only the 

appropriateness of using an effective Kentucky income tax rate, but also what that rate 

is and whether its use would have impacted the amount of additional revenue actually 

granted by the June 30,2004 Order. 

The Commission’s December 15, 2005 Order established a procedural schedule 

providing for discovery and a date by which the parties could either file memoranda or 

reauest an.evidentiarv hearina. No Partv reauested an evidentiarv hearina. KU and the 



AG filed memoranda in support of their respective positions on the tax issue and these 

cases now stand submitted for a decision. 

AG’s Position 

On March 3, 2006, the AG filed a joint memorandum in this case and in the 

pending Louisville Gas and Electric Company (“LG&E”) rate case,’ arguing that use of 

the effective Kentucky income tax rate is a benefit flowing from the merger of the 

“Companies” and “their” ability to file a consolidated income tax return.’ He contended 

that the effective Kentucky income tax rate should be utilized even though he 

acknowledges that it lacks the certainty of the statutory Kentucky income tax rate. The 

AG noted that the statutory Kentucky income tax rate is higher than the effective 

Kentucky income tax rate for KU in 2002 and that the statutory tax rate does not reflect 

the actual income tax KU will pay while the existing electric rates are in effect. The AG 

argued that using the effective Kentucky income tax rate would be consistent with the 

Commission’s most recent rate decisions for The Union Light, Heat and Power 

Company (“ULH&P”) and Kentucky-American Water Company (“Kentucky-Ameri~an”).~ 

The AG also acknowledged that if the effective Kentucky income tax rate is used, 

the resulting change in KU’s revenue deficiency would not change the level of additional 

revenue granted to KU since KU had agreed to accept less revenue than the 

’ Case No. 2003-00433, An Adjustment of the Gas and Electric Rates, Terms, 
and Conditions of Louisville Gas and Electric Company. 

AG’s Memorandum on Petition for Rehearing at 1. 

The AG cited Case No. 2001-00092, Adjustment of Gas Rates of The Union 
Light, Heat and Power Company, final Order issued January 31, 2002 and Case No. 
2004-001 03, An Adjustment of the Rates of Kentucky-American Water Company, final 
Order issued February 28,2005. 
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Commission had calculated as the revenue deficiency. However, the AG urged the 

Commission to adopt the effective Kentucky income tax rate for calculating KU’s 

revenue deficiency and, thereby, establish the proper methodology for this adjustment, 

just as the Commission established the proper methodology for all other adjustments 

addressed in the June 30,2004 Order.4 

KU’s Position 

KU’s March 3, 2006 rehearing memorandum, filed jointly here and in Case No. 

2003-00433, reiterated its prior position that it is appropriate to utilize the statutory 

Kentucky income tax rate to calculate its revenue deficiency and that the Commission’s 

June 30, 2004 Order was correct in utilizing that methodology. KU noted that the 

effective Kentucky income tax rate is not only subject to fluctuations due to changes in 

property, payroll, and sales factors, but is also continuously impacted by tax credits and 

out-of-state activities which make its use more uncertain and complicated than the 

statutory rate. KU characterized the Kentucky statutory income tax rate as being 

“objective, known and measurable, easily understood and verified, and not distorted by 

non-recurring items or apportionment adjustments from out-of-state activitie~.”~ 

While contending that the statutory Kentucky income tax rate should be utilized, 

KU stated that if an effective Kentucky income tax rate is used for its operations, the 

appropriate effective rate is 7.98 percent, based on a Kentucky jurisdictionalized basis.‘ 

AG’s Memorandum on Petition for Rehearing at 2. 

KU’s and LG&E’s Memorandum Opposing Use of Effective Tax Rates at 2. 

’ KU Rehearing Response to Commission Staff, filed January20, 2006, Item 
No. 2. 
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Since KU serves customers in Kentucky, Virginia, and Tennessee, KU asserts that a 

Kentucky jurisdictional only effective tax rate is appropriate since it matches KU’s 

activities that benefit Kentucky customers with the Kentucky income tax cost of only 

those activities. Using this effective income tax rate, KU recalculated its revenue 

deficiency to demonstrate that the revenue increase needed would still fall within the 

range of the revenue increase calculated as reasonable by the Commission’s June 30, 

2004 Order. Based upon this analysis, KU argued that even if the effective Kentucky 

income tax rate is used, the Commission’s calculation of KU’s revenue deficiency would 

still exceed the revenue increase authorized by the June 30, 2004 Order. 

KU’s March 13, 2006 joint reply rehearing memorandum claims that the AG has 

rendered moot his own argument to use KU’s effective Kentucky income tax rate by 

acknowledging that to do so would not change the amount of additional revenue 

authorized by the June 30, 2004 Order. KU further claims that the ULH&P and 

Kentucky-American rate cases cited by the AG are distinguishable here because KU did 

not agree to use the effective Kentucky income tax rate in the determination of its 

revenue requirements and revenue  increase^.^ 

FINDINGS 

Based on the evidence of record and being otherwise sufficiently advised, the 

Commission finds that our June 30, 2004 Order set forth a complete analysis of all 

proposed rate-making adjustments. Based on that analysis, including the decision 

therein to use the statutory Kentucky income tax rate, we determined that KU had a 

revenue deficiency of $49,775,329. Although KU would have been entitled to increase 

KU’s and LG&E’s Memorandum Opposing Use of Effective Tax Rates at 3-4. 
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its revenues by that same amount, the Commission recognized KU’s agreement, as set 

forth in the Partial Settlement Agreement, Stipulation, and Recommendation, to accept 

a lesser increase in its revenues. That lesser increase, which was granted by the 

Commission, was $46.1 million. 

A recalculation of KU’s revenue requirements based on its 2002 jurisdictionalized 

effective Kentucky income tax rate of 7.98 percent, rather than the statutory rate of 

8.25 percent as previously used, would have reduced KU’s revenue deficiency from 

$49,775,329 to $49,359,219. Since this recalculated deficiency still exceeds the 

$46.1 million revenue increase granted by the Commission in accordance with KU’s 

agreement, the AG’s proposed tax adjustment would have no impact on the amount of 

revenue increase granted by the June 30, 2004 Order. Thus, the AG’s proposal on 

rehearing to use KU’s effective Kentucky income tax rate is a moot issue. However, 

even though the AG’s proposed tax adjustment is a moot issue, we will address the 

merits of the adjustment since the adjustment was previously analyzed and rejected in 

the June 30, 2004 Order. 

The Commission is not persuaded that the two previous rate decisions cited by 

the AG establish a precedent for requiring the use of the effective Kentucky income tax 

rate over the objections of KU in this rate case. In the ULH&P gas rate case cited by 

the AG, the Commission did not require ULH&P to use the effective Kentucky income 

tax rate. Rather, ULH&P proposed to do so and the Commission accepted the 

proposal, but only on a trial basis due to concerns that there can be significant 

fluctuations in the effective rate. Specifically, the Commission stated that: 

This is the first proceeding in which the Commission 
has considered the use of the effective, rather than the 
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stated, Kentucky income tax rate. The Commission has 
some concerns about using this approach, especially since 
the effective rate changed from 5.15 to 3.03 percent 
between two tax years. However, the Commission will 
accept the use of the effective Kentucky income tax rate of 
3.03 percent in this proceeding, and will reflect that rate in 
the determination of ULH&P’s revenue requirements. . . . 

The Commission is accepting the use of the effective 
Kentucky income tax rate on a trial basis. In ULH&P’s next 
rate case, it should provide an analysis showing the effective 
Kentucky income tax rates experienced by ULH&P for the 
tax years between 2000 and the current tax year applicable 
to its application. The Commission will review this 
information at that time to determine whether the use of the 
effective rate should continue. 

Case No. 2001-00092, January 31, 2002 Order at 59-60. Since issuing that Order, 

ULHBP did file a subsequent gas rate case which included the required analysis of its 

effective Kentucky income tax rate. ULH&P concluded from its analysis that: 

The effective Kentucky income tax rate could vary 
substantially from year-to-year. Notwithstanding ULH&P’s 
last gas base rate case, the Commission has historically and 
consistently used the Kentucky statutory tax rate in past 
cases. ULH&P believes that the Commission’s use of the 
statutory rate is the most proper approach and should be 
applied in this case as well. The statutory rate is known, 
easily verifiable and not distorted by non-recurring items or 
apportionment adjustments attributable to other entities 
participating in the filing of a consolidated tax return.’ 

The AG actively participated in that subsequent ULH&P gas rate case, but neither he 

nor ULH&P proposed to use the effective Kentucky income tax rate and the 

Commission did not require its use. The Commission calculated ULH&P’s gas revenue 

deficiency based on the AG’s proposal therein to use a 7.00 percent statutory Kentucky 

’ Case No. 2005-00042, An Adjustment of the Gas Rates of The Union Light, 
Heat and Power Company, Direct Testimony of Alexander J. Torok, at 7. 
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income tax rate.g Thus, contrary to the AG’s claims, the Commission used the statutory 

Kentucky income tax rate, not the effective rate, to determine the revenue requirements 

and revenue increase in the most recent ULH&P rate case. 

In the Kentucky-American rate case cited by the AG, the AG had proposed a 

federal “consolidated income tax” adjustment which would have prospectively allocated 

tax losses to companies that generated positive taxable income. The AG’s proposed 

adjustment was calculated using a 3-year average of tax losses and the statutory 

federal income tax rate.” However, the income tax effect of the AG’s adjustments in 

that case reflected the use of the statutory federal and Kentucky income tax rates. The 

Commission accepted the AG’s federal consolidated tax adjustment based on a 

voluntary commitment, previously made by Kentucky-American in conjunction with its 

acquisition by RWE, that it would be able to file consolidated tax returns and achieve tax 

savings by doing so. As the Commission stated in that Kentucky-American rate case: 

Having previously indicated the savings resulting from 
the filing of a consolidated tax filing would be viewed as a 
merger benefit, subject to allocation, we do not believe that 
acceptance of the AG’s proposal represents a radical 
departure from past regulatory practice. Moreover, 
Kentucky-American and its corporate parents having 
previously touted WVUS’s filing of consolidated tax returns 
as a benefit to obtain approval of the merger transaction, 
have no cause to object if we now act upon their 
representation. Accordingly, we find that the AG’s proposed 
consolidated income tax is reasonable and have reflected it 
in our calculation of federal income taxes.” 

Case No. 2005-00042, December 22,2005 Order at 50. 

lo Case No. 2004-00103, Crane Direct Testimony at 74-75 and Schedule 
ACC-39. 

Case No. 2004-00103, February 28, 2005 Order at 65-66. 
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In the Kentucky-American rate case, the Commission adopted a dollar 

adjustment to the federal tax expense, but the statutory federal and Kentucky income 

tax rates were utilized to determine the revenue requirements and revenue increase. 

The AG did not propose to use an effective federal or Kentucky income tax rate in that 

case and the Commission did not require its use. Furthermore, the AG has not now 

cited any commitment, obligation, or representation by KU that it would use an effective 

Kentucky income tax rate or otherwise share with ratepayers the benefits of a 

consolidated tax return. 

The Commission has previously expressed concerns about using an effective 

Kentucky income tax rate due to the annual fluctuations in the effective rate.12 These 

fluctuations occur because the effective Kentucky income tax rate is determined from 

the total of all the tax income and tax losses of all the entities that file on the same 

consolidated income tax return. For KU, the majority of the entities other than LG&E 

included in the consolidated income tax return of KU’s parent corporation, E.ON US 

Investment Corp., reflect activities which are not regulated by the Commission. By 

having to recognize tax losses and other tax credits related to these non-regulated 

activities to derive an effective Kentucky income tax rate could well be viewed as forcing 

the utility to use these non-regulated activities to subsidize the regulated utility 

operations. There is also a concern that because of the way the apportionment of 

certain tax transactions is performed, the resulting effective Kentucky income tax rate 

could exceed the statutory Kentucky income tax rate. Thus, establishing the effective 

l2 Case No. 2001-00092, January 31,2002 Order. 
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tax rate as the guideline or precedent, as the AG has requested on rehearing, could in 

the future result in higher utility rates to pay for taxes on non-regulated activities. 

There also appears to be a serious timing issue related to the utilization of an 

effective Kentucky income tax rate. Corporate tax returns are not due until 9 months 

after the end of the tax year, and the effective income tax rate cannot be determined 

until after the consolidated tax returns have been filed. The most recent effective 

Kentucky income tax rate that was available when this case was decided was for the 

2002 tax year, even though the test year was the 12 months ending September 30, 

2003 and the new rates were to be effective prospectively starting July 1 , 2004. Under 

these facts, the Commission finds that it is not reasonable to calculate rates to be 

effective post-July 1, 2004 based on a 2002 effective tax rate which is subject to annual 

changes based on non-regulated activities. 

The Commission further finds it reasonable to continue using the statutory 

Kentucky income tax rate for determining KU’s revenue requirements in this case. The 

statutory Kentucky income tax rate is known and measurable and is not subject to 

fluctuations due to non-regulated tax losses or tax credits, or due to apportionment 

adjustments from non-regulated activities. The Commission has consistently utilized 

the statutory Kentucky income tax rate to determine utility revenue requirements absent 

an agreement or representation to the contrary by the utility. Here, the AG has not 

provided sufficient evidence to persuade us to modify our June 30, 2004 decision to 

calculate KU’s revenue requirements based on the statutory Kentucky income tax rate. 

The Commission did previously direct KU to address in detail the use of the 

effective Kentucky income tax rate for rate-making purposes in its next rate case. KU 
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acknowledged this requirement in its joint reply memorandum, and the Commission will 

now reaffirm KU’s obligation to do so as part of its next rate case. By the time its next 

rate case is filed, KU will have more experience with filing Kentucky consolidated 

income tax returns and the issue of whether to use the effective Kentucky income tax 

rate and, if so, what the appropriate effective rate is, can be revisited at that time. 

In summary, the Commission finds that it is not appropriate to utilize the effective 

Kentucky income tax rate to determine KU’s revenue requirements and revenue 

increase in this case, and the AG’s proposal is denied. As a result of this finding, there 

are no changes to KU’s revenue requirements, revenue deficiency, or the amount of 

revenue increase found reasonable in the June 30,2004 Order. 

IT IS THEREFORE ORDERED that the AG’s proposal to use the effective 

Kentucky income tax rate to determine KU’s revenue requirements and the amount of 

its revenue increase in this case is denied. 

Done at Frankfort, Kentucky, this 3Ist day of March, 2006. 

By the Commission 

ATTEST: 

Case No. 2003-00434 
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COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

APPLICATION OF LOUISVILLE GAS AND 
ELECTRIC COMPANY FOR AN ADJUSTMENT 
OF ELECTRIC AND GAS BASE RATES 

) 
) 
) 

CASE NO. 
2009-00549 

O R D E R  

Louisville Gas and Electric Company (“LG&E), a wholly owned subsidiary of 

E.ON US LLC (“E.ON US”), is an electric and gas utility that generates, transmits, 

distributes, and sells electricity to approximately 389,000 consumers in Jefferson 

County, Kentucky and in portions of eight other Kentucky counties.’ It purchases, 

stores, transports, distributes, and sells natural gas to approximately 31 7,000 

consumers in Jefferson County and in portions of 15 other Kentucky counties? 

BACKGROUND 

On December 30, 2009, LG&E filed a letter giving notice of its intent to file an 

application for approval of an increase in its electric and gas rates based on a historical 

test year ending October 31, 2009. On January 29, 2010, LG&E filed its application, 

which included new rates to be effective March 1, 201 0, based on requests to increase 

its electric and gas revenues by $94,973,371 and $22,598,160, re~pectively.~ The 

The eight counties are Bullitt, Hardin, Henry, Meade, Oldham, Shelby, Spencer, 
and Trimble. 

The 15 counties are Barren, Bullitt, Green, Hardin, Hart, Henry, Larue, Marion, 
Meade, Metcalfe, Nelson, Oldham, Shelby, Trimble, and Washington. 

LG&Es sister utility, Kentucky Utilities Company (“KU”), filed a rate application 
concurrently, which was docketed as Case No. 2009-00548, Application of Kentucky 
Utilities Company for an Adjustment of Base Rates. 



application also included proposals to revise, add, and delete various tariffs applicable 

to its electric and gas services. To determine the reasonableness of the requests, the 

Commission suspended the proposed rates for five months from their effective date, 

pursuant to KRS 278.190(2), up to and including July 31, 2010. 

The following parties requested and were granted full intervention: the Kentucky 

Industrial Utility Customers, Inc. (“KIUC); the Attorney General of the Commonwealth of 

Kentucky, by and through his Office of Rate Intervention (“AG”); The Kroger Company 

(”Kroger”); the United States Department of Defense and Other Federal Executive 

Agencies (“DOD); the Kentucky School Boards Association (“KSBA); the Kentucky 

Cable Telecommunications Association (“KCTA”); AARP; and the Association of 

Community Ministries (“ACM”). 

On February 16, 2010, the Commission issued a procedural order establishing 

the schedule for processing this case. The schedule provided for discovery, intervenor 

testimony, rebuttal testimony by LG&E, an evidentiary hearing, and an opportunity for 

the parties to file post-hearing briefs4 Intervenor testimonies were filed on April 22 and 

23,2010. LG&E filed its rebuttal testimony on May 27,2010. 

On June 2 and 3, 2010, an informal conference was held at the Commission’s 

offices to discuss procedural matters and the possible resolution of pending issues5 All 

of the parties, except the AG, participated in the conference. Also on June 2, 2010, the 

After establishing the procedural schedule for the evidentiary portion of the 
case, the Commission scheduled and conducted four public meetings in the service 
territories of LG&E and KU. The public meetings were held on April 27, 2010, in Harlan; 
May 3, 2010, in Louisville; May 4, 2010, in Madisonville; and May 6,2010, in Lexington. 

ti For administrative efficiency, the informal conference was a joint conference for 
this case and the rate case of KU, Case No. 2009-00548. 
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AG filed a motion to dismiss this case claiming that the pending acquisition of E.ON by 

PPL Corporation (“PPL”) renders the historical test year proposed by LG&E 

unreasonable for use in setting rates6 On June 7, 2010, LG&E and KU filed a joint 

response in opposition to the AG’s motion to dismiss. The Commission, in an Order 

issued June 8, 2010, denied the AG’s motion without prejudice, stating that “[tlhe AG 

may pursue this issue and renew his motion if he so chooses.’’ 

On June 8, 2010, LG&E, KU; and the intervenors in this case and Case No. 

2009-00548, with the exception of the AG, filed a Stipulation and Recommendation 

(“Stipulation”), attached hereto as Appendix A, which was intended to address all of the 

issues raised in the two rate cases. Under the terms of the Stipulation, the utilities and 

signatory intervenors agreed to forego cross-examination of each other’s witnesses at 

the evidentiary hearing. 

Because the Stipulation was not unanimous, the hearing set for June 8, 2010, 

convened as scheduled for the purposes of hearing ( I )  testimony by LG&E and KU in 

support of the Stipulation and (2) testimony by LG&E, KU and the AG on contested 

issues related to the amount of the revenue increases sought by LG&E and KU.7 On 

June 25 and 29, 2010, respectively, LG&E and the AG filed their post-hearing briefs. 

The AG also filed on June 29, 2010, a renewed motion to dismiss this case and the KU 

rate case, to which LG&E and KU filed a joint response on July 8, 2010. This matter 

now stands submitted to the Commission for a decision. 

The AG’s motion to dismiss also applied to KU’s case, Case No. 2009-00548. 

’ The AG stated at the hearing that he did not object to the manner in which non- 
revenue requirement issues were addressed and resolved in the Stipulation. 
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AG'S RENEWED MOTION TO DISMISS 

On June 29, 2010, the AG filed a renewed motion to dismiss both LG&E's rate 

application and KU's, which is pending in Case No. 2009-00548. The basis for the 

renewed motion is a claim that the announced acquisition of LG&E and its affiliate, KU, 

by PPL has created a material change which renders the historic test year no longer 

reasonable for use in setting rates in this case. The AG previously filed a similar motion 

on June 2,2010, prior to the evidentiary hearing held on June 8,2010. By Order issued 

on June 8,2010, the Commission denied the AG's earlier motion based on the absence 

of any evidentiary support for his claim that the iistoric test period was no longer 

reasonable for setting rates. That denial was, towever, without prejudice to his 

renewing the motion after the hearing if he could present evidentiary support either 

through the supplemental testimony of his own witnesses or through cross-examination 

at the hearing. 

The AG's renewed motion cites to a number of references in the record, some of 

which predate the hearing, which he argues support his claim that LG&Es test year is 

unreliable for setting rates. He also argues that the use of known and measurable 

adjustments will not render the test period reliable, and that the evidentiary record is 

insufficient to determine whether the proposed acquisition by PPL is irrelevant and 

immaterial to the rate case. Finally, he argues that if the PPL acquisition is approved, it 

will result in a material change to LG&E, but LG&E has failed to address in this case the 

impacts of that change on its going-forward operations. 

On July 6, 2010, LG&E and KU filed a joint response in opposition to the AG's 

LG&E states that the evidentiary record cited by the AG shows renewed motion. 
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nothing more than vague allegations that if the PPL acquisition is consummated, it may 

have a potential impact at some time in the future. LG&E also dismisses the AG’s claim 

that LG&E’s witnesses were somehow remiss in failing to revise their testimony or data 

responses to reflect the impacts of the proposed PPL acquisition. No such revisions 

were necessary, according to LG&E, because the acquisition will have no impact on this 

rate case. 

Based on the AG’s renewed motion to dismiss and being otherwise sufficiently 

advised, the Commission finds that the evidentiary references cited by the AG do not 

demonstrate that the historic test year used in this case is unreliable for setting rates. 

At best, the AG’s citations show that if the PPL acquisition is consummated, there is the 

mere potential for expenses to change at some indefinite time in the future. 

The record does, however, contain other evidence, not cited by the AG, that 

demonstrates that the PPL acquisition has been structured to have no financial impact 

on L G ~ c E . ~  Thus, any impacts of the proposed PPL acquisition are simply too far off 

and too remote to render unreliable LG&E’s test year in this case, the 12 months ending 

October 31, 2009. The AG’s evidentiary references do not persuade us ’to reject 

LG&E’s test year for use in setting rates in this case. To the contrary, LG&E has shown 

its test year, with the pro forma adjustments, to be reliable as a starting point for setting 

rates. 

The Commission also finds that, when a historic test year is used for setting 

rates, pro forma adjustments are allowed for changes that are known and measurable. 

But the mere fact that a future event, such as a proposed transfer of control, which is 

June 8,2010 Hearing Video Transcript at 1:15:50 pm. 
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not now measurable, may cause changes in future revenues or expenses does not 

render the historic test year unreliable. There will always be future events that occur 

well beyond the end of the test year that may have an impact on the future revenues or 

expenses of a utility. If a test year was rendered unreliable due to the potential that 

future events might impact revenues or expenses, no utility would ever be able to adjust 

its rates. 

However, should a future event occur which does adversely impact the revenues 

or expenses of a utility, KRS Chapter 278 provides ample protection to all those who 

might be affected. Under KRS 278.260(1), any person with an interest in the rates, 

including the AG, may file with the Commission a complaint against any utility that any 

rate is unreasonable, and the Commission may on its own motion initiate such a 

complaint. And if the utility believes that its rates are unreasonable, it is authorized by 

KRS 278.180(1) to file a revised schedule of rates. 

Finally, there are other consumer protections afforded by KRS Chapter 278, such 

as for a transaction involving a transfer of control, where the Commission “may grant 

any application . . . in whole or in part and with modification and upon terms and 

conditions as  it deems necessary or appropriate.” KRS 278.020(6). A s  we stated in our 

June 8, 2010 Order, the financial impacts of a proposed transfer of control have 

traditionally been considered as part of an application for approval of the transfer, not as 

part of a concurrent rate application. The AG, and others, are parties to PPL’s 

application to acquire LG&E, and issues of the future financial impacts of that 

acquisition are properly considered in that case. 

-6- Case No. 2009-00549 



AG’S MOTION TO COMPEL 

During the discovery phase of this proceeding, LG&E objected to a data request 

from the AG requesting LG&E to “List each proposed pro forma entry which was 

considered in this filing but not made and state the reason(s) why the entry was not 

made.”g The basis for LG&E’s objection was that such information was protected by the 

attorney-client privilege and the work product doctrine. LG&E asserted that decisions 

relating to its rate case adjustments were made in consultation with legal counsel and 

the response to this request would divulge the contents of communications with counsel 

and the mental impressions of counsel. 

Due to LG&E’s objection to providing the information requested, the AG filed a 

motion to compel the responses, arguing that LG&E failed to provide specific reasons 

why the information requested would be covered by the attorney-client privilege. The 

AG contends that such privilege “does not automatically attach because legal counsel 

has reviewed a matter.” The AG also requests that that the procedural schedule be 

suspended until this discovery dispute is resolved. 

LG&E and its sister company, KU, filed a joint response objecting to the AG’s 

motion to compel. LG&E asserts that compelling it to respond to the AG’s request for 

information regarding adjustments contemplated but not included in the rate application 

would necessarily disclose privileged communications between the utility and its 

counsel, which are protected from disclosure under the Kentucky Rules of Evidence, 

KRE 503(b). LG&E contends that any discussions it had with its attorneys concerning 

the choice of which pro forma adjustments to exclude is not subject to discovery under 

AG’s Initial Data Requests, Item AG 1-30. 
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the absolute privilege applicable to the opinion work product as that privilege is codified 

in the Kentucky Rules of Civil Procedure, CR 26.02(3).“ LG&E notes that the creation 

of such adjustments and the determination of which adjustments to include in its rate 

application are always done in consultation with its counsel, making the facts and its 

counsel’s opinions inseparable. Lastly, LG&E maintains that even if the information 

sought to be discovered were deemed to be fact work product rather than opinion work 

product, the AG has failed to establish that he has a substantial need of the materials in 

the preparation of his case and that he is unable to obtain the equivalent of the 

materials by other means entitling him to discovery of the information requested. 

In his reply, the AG argues that LG&Es interpretation of the attorney-client and 

work product privileges was too broad. The AG avers that the privileges only protect 

disclosure of communications and not disclosure of the underlying facts by those 

communicating with the attorney. The AG states that the information requested is 

needed by his retained experts in order to properly and fully evaluate whether LG&Es 

proposed rate increase is fair, just, and reasonable. The AG further states that he 

cannot duplicate the information Concerning possible pro forma adjustments based on 

the information in the application alone. 

In its sur-reply, LG&E reiterated that the determination of which adjustments to 

include or exclude was based on the advice of counsel and made exclusively in the 

context of these legal proceedings. Thus, the information sought to be discovered is 

part and parcel privileged communications between LG&E and its counsel. LG&E 

lo CR 26.02(3) provides, in relevant part, that, “mhe court shall protect against 
disclosure of the mental impressions, conclusions, opinions, or legal theories of an 
attorney or other representative of a party concerning the litigation. 
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contends that the AG's claims of substantial need and undue hardship a re  insufficient to 

entitle him to discovery of information protected by the work product privilege. LG&E 

points out that it has  produced significant amounts of actual data and documents in 

addition to the volumes of information contained in its application to allow the AG's 

experienced and capable legal team a s  well as his three retained experts to fully 

process and evaluate the reasonableness of LG&Es proposed rate increase. 

Based on the AG's motion and being otherwise sufficiently advised, the 

Commission finds that, while our proceedings are  not governed by either Kentucky's 

Rules of Evidence or its Rules of Civil Procedure, any privilege so established which 

shields the disclosure of attorney-client communications must be recognized and 

applied here. The AG has  correctly asserted that the attorney-client privilege does not 

automatically attach to anything reviewed by counsel. However, under the facts as 

presented in this rate case, the information sought to be discovered is protected under 

the opinion work product privilege. The information that the AG seeks to discover - pro 

forma adjustments contemplated by LG&E but not included its rate application - was 

formulated by LG&E in consultation with its counsel solely in anticipation of filing this 

base rate case. LG&E does not create or  maintain lists of possible pro forma 

adjustments and expenses as part of its ordinary business practices. Because LG&E's 

potential pro forma adjustments are made in contemplation of litigation in rate 

proceedings, such information is protected by the work product privilege. 

The  AG claims to 'seek discovery of only the underlying facts of the 

communication between LG&E and its counsel regarding potential pro forma 

adjustments. However, since LG&E consults with its counsel prior to making a 
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determination of whether a pro forma adjustment passes legal ratemaking muster, the 

AG’s request encroaches into an area which would require LG&E to disclose the mental 

impressions, conclusions, opinions or legal theories of its attorneys. While the AG 

characterizes his discovery request as one limited to underlying facts, the disclosure of 

such information would, in essence, reveal LG&E’s counsel’s impressions of the legal 

strengths, weaknesses, and best strategic approach in this rate proceeding because the 

determination of which adjustments to include or exclude are, at their roots, matters of 

legal strategy. The information sought to be discovered by the AG is absolutely 

protected under the opinion work product privilege. 

The Commission notes that our decision on this issue is expressly limited to 

discovery of adjustments contemplated, but not filed, by a party in a rate case. Further, 

our decision applies with equal force to shield from discovery rate case adjustments 

considered by a utility in conjunction with its counsel, as well as those considered by an 

intervenor in conjunction with its counsel. Even though contemplated rate case 

adjustments, when considered in conjunction with counsel, are not subject to discovery, 

all other aspects of a utility’s rate application and its financial records are subject to 

discovery. Thus, all parties to a rate case have ample opportunity to test and verify the 

accuracy of the test year and the adjustments proposed thereto, and the need for 

additional adjustments to ensure that rates are fair, just, and reasonable. 

In light of the fact that discovery has been completed and the proceedings are at 

a conclusion, the Commission finds that the AG’s request to suspend the procedural 

schedule is moot. 
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STIPULATION 

The Stipulation reflects the agreement of the parties, except for the AG, on all 

issues raised in this case as well as the KU rate case. The main provisions of the 

Stipulation as they to relate to LG&Es revenues and rates are as follows: 

o LG&E’s electric revenues should be increased by $74 million 
and its gas revenues should be increased by $17 million 
effective August I , 2010. 

o The allocations of the increases in LG&E’s electric and gas 
revenues, respectively, are set forth in Exhibits 2 and 3 to the 
Stipulation and are fair, just and reasonable rates for LG&E, the 
parties and LG&E‘s customers. 

o The electric and gas rates in Exhibits 5 and 6, respectively, to 
the Stipulation are the fair, just, and reasonable rates for LG&E 
and those rates should be approved by the Commission. 

o The monthly residential electric customer charge should be 
$8.50 and the monthly residential gas customer charge should 
be $12.50. 

o A reasonable range for LG&Es return on equity is 10.25 to 
10.75 percent, with 10.63 percent continuing to be used in 
LG&E’s monthly environmental cost recovery filings. 

The Stipulation addresses several other issues, including revenue allocation, rate 

design, tariffs, and contributions to various low-income assistance programs. The major 

provisions of the Stipulation for LG&E’s operations are as follows: 

o New curtailable electric service riders, CSR 10 and CSR 30, will 
be implemented as set forth in Exhibit 5 to the Stipulation. 

o Upon request, customers on either CSR I O  or CSR 30 will be 
provided monthly explanations for any curtailments. 

o Upon request, LG&E will provide CSR customers with good- 
faith, non-binding estimates of the duration of requested service 
interruptions under Riders CSRI 0 and CSR 30. 

o LG&E will work with its curtailable customers to install needed 
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telecommunication and control equipment to allow for control of 
the customers’ loads by LG&E. 

o The minimum demand ratchet for transmission service under 
Rate FLS will be 40 percent. 

o LG&E will withdraw its proposal for kVa billing for Rate ITODP in 
this proceeding; however, the parties agree not to object to kVa- 
based billing for commercial and industrial rates in LG&Es next 
base rate proceeding. 

o LG&E should be permitted to recover its actual rate case 
expenses for this case over a three-year period to begin in the 
month after the month in which a final order in this case is 
issued. 

o The costs related to LG&E’s 2001 and 2003 environmental 
compliance plans are to be recovered in its base rates and 
removed from LG&E’s monthly environmental surcharge filings 
effective with the August 201 0 expense month. 

o LG&E’s request to establish and amortize over 24.75 years a 
regulatory asset for the costs associated with the interest rate 
swap agreement between LG&E and Wachovia Bank, N.A., with 
the amortization beginning in the month after the month in which 
the final order in this case is issued, should be approved. 

o LG&E should be permitted to amortize over ten years the 
regulatory assets previously authorized by the Commission for 
the costs incurred in conjunction with the 2008 wind storm and 
2009 winter storm, with the amortization beginning in the month 
after the month in which the final order in this case is issued. 

o LG&E should be permitted to amortize over four years the 
regulatory asset previously authorized by the Commission for 
LG&Es participation in the Kentucky Consortium for Carbon 
Storage (”KCCS”), with the amortization beginning in the month 
after the month in which the final order in this case is issued. 

o LG&E should be permitted to amortize over ten years the 
regulatory asset previously authorized by the Commission for 
LG&E’s participation in the Carbon Management Research 
Group (”CMRG”), with the amortization beginning in the month 
after the month in which the final order in this case is issued. 
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o LG&E commits to propose, in its next Demand-Side 
Management application, to modify its existing commercial 
conservation and rebates program to broaden the financial 
incentives for qualifying commercial customers to replace 
relatively inefficient equipment. 

o The parties acknowledge that LG&E has established a FLEX 
Option program to allow customers unable to pay their bills, due 
to the timing of receipt of a monthly check, 16 additional days to 
pay their bills, the details of which are shown in Exhibit 7 to the 
Stipulation. 

o LG&E’s residential electric customer deposit shall remain at 
$135 while its residential gas customer deposit shall be reduced 
to $1 15, with the deposit for a combined residential electric and 
gas customer being $250. All other customer deposit amounts 
will be as filed by LG&E in this case. 

o LG&E shall continue its current policy of permitting customers 
required to make a deposit as a condition of reconnection after 
disconnection for non-payment to make their deposits in up to 
four monthly installments, upon request. 

o Starting October 1, 2010, residential customers receiving a 
pledge or notice of low-income energy assistance from an 
authorized agency will not be assessed a late payment charge 
for a period of 1 2 months. 

8, 

o The due date provisions of LG&E’s tariffs will be modified to 
specify that the due date for payment is 12 calendar days from 
the date of the bill and that a late payment charge will be 
assessed if payment is not received within three calendar days 
of the due date. 

o On and after August 1,2010, LG&E will print on each bill issued 
to customers the date on which the bill was mailed. 

o For 2011 and 2012, LG&E shall continue its current matching 
contribution from shareholder funds to the Wintercare program 
to match Wintercare funds collected from customers. 

o For a period of two years beginning February 6, 2011, LG&E 
shall make dollar-for-dollar contributions from shareholders to its 
Home Energy Assistance (“HEA”) program to match HEA funds 
collected from customers (up to $300,000 a year on a combined 
basis with KU). 
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o LG&E will continue its current matching contribution to the 
ACM/Metro Match program for two years after implementation 
of the rates included in the Stipulation. LG&E's contribution for 
each of the two years shall not exceed $225,000. 

o By January 1, 2011, LG&E will have decreased the targeted 
window of time in which to read a customer's meter from five 
days to three days. 

o LG&E's per-attachment annual rental charge under Rate CTAC 
for cable television attachments shall be $5.35. 

o LG&E shall exempt locations that install back-up generators 
using less than 2,000 cf per hour from the application of Rate 
DGGS if the customers owning such generators agree to use 
them only to provide emergency power. 

o Except as modified in the Stipulation and the attached exhibits, 
the rates, terms and conditions proposed in LG&Es application 
shall be approved as filed. 

In its application, LG&E proposed annual increases in its electric and gas 

revenues of $94,973,371 and $22,598,160, respectively. The AG proposed an annual 

decrease in LG&E's electric revenues of $8,344,769 and no change in its gas revenues. 

With the exception of the AG, the parties agree that annual increases in electric 

revenues of $74,000,000 and gas revenues of $17,000,000, as provided in the 

Stipulation, are reasonable. Since all parties have not reached a unanimous settlement 

on the level of revenues, the Commission must consider the evidentiary record on this 

issue and render a decision based on a determination of LG&E's capital, rate base, 

operating revenues, and operating expenses as would be done in any litigated rate 

case. 

TEST PERIOD 

LG&E proposes the 12-month period ending October 31 , 2009 as the test period 

for determining the reasonableness of its proposed rates. Although the AG has 

-1 4- Case No. 2009-00549 



renewed his motion to dismiss this case based on the alleged unreasonableness of the 

proposed test year, he utilized the same test period in his analysis of LG&E’s revenue 

requirements. Other than his argument that the recently announced proposed 

acquisition of LG&E by PPL Corporation renders the test year unreliable, the AG has 

provided no other challenge to the test year. 

The Commission finds it reasonable to use the 12-month period ending October 

31, 2009 as the test period in this case. That period is the most recent feasible period 

to use for setting rates, and the revenues and expenses incurred during that period are 

neither unusual nor extraordinary, except as have been adjusted by normalization and 

known and measurable changes. In using this historic test period, the Commission has 

given full consideration to appropriate known and measurable changes. 

RATE BASE 

Rate Base Allocation Ratio 

LG&E proposed a test year electric rate base of $1,903,319,053. The electric 

rate base is divided by the total company rate base to derive a rate base allocation ratio 

(”allocation ratio”). This ratio is then applied to LG&Es total company capitalization to 

derive its electric capitalization, while the inverse of the allocation ratio is used to derive 

the gas capitalization. The allocation ratio uses the test-year-end rate base before any 

rate-making adjustments applicable to either electric or gas operations are recognized. 

LG&E used an allocation ratio of 79.62 percent.” The Commission has reviewed and 

agrees with the calculation of LG&E’s test year electric rate base for purposes of 

establishing the rate base allocation ratio. 

~~ 

Rives Direct Testimony, Exhibit 3. 
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Electric Rate Base 

LG&E calculated a pro forma electric rate base of $1,848,557,684, which reflects 

the types of adjustments made by the Commission in prior rate cases to determine a 

utility’s pro forma rate base. The AG did not address LG&E’s proposed electric rate 

base in his testimony. The Commission has accepted LG&E’s pro forma electric rate 

base for rate-making purposes except for the allowance for cash working capital, which 

is adjusted based on the adjustments to operation and maintenance expenses 

discussed later in this Order. Based on our findings, we have determined LG&E’s pro 

forma electric rate base for rate-making purposes as of October 31, 2009 to be as 

follows: 

Total Utility Plant in Service $3,774,003,710 

Add: 
Materials & Supplies 
Prepayments 
Cash Working Capital Allowance 
Mill Creek Ash Dredging - Regulatory Asset 

Subtotal 

78,422 , 832 
3,236,899 

75,535,857 
2,400,596 

$ 159,596,184 

Deduct: 
Accumulated Depreciation $1,703,730,284 
Customer Advances 1,848,625 
Accumulated Deferred Income Taxes 338,384,167 
SFAS 109 Accumulated Deferred Income Taxes 37,321,392 
Asset Retirement Obligation - Net Assets 3,342,267 
Asset Retirement Obligation - Regulatory Liabilities 703,529 

Subtotal $2,085,330,264 

Pro Forma Electric Rate Base $1,848,269,630 
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G a s  Rate Base 

LG&E calculated a pro forma g a s  rate base of $486,583,169 based on  the 

inverse of the rate base allocation ratio used to develop the electric rate base  and 

capitalization. The AG did not address LG&E’s proposed g a s  rate base  in his 

testimony. It reflects the types of adjustments made by the Commission in prior rate 

cases to deternine the pro forma rate base. The Commission has  accepted LG&E’s 

g a s  rate base for rate-making purposes except for the allowance for cash working 

capital, which is adjusted based on the adjustments to operation and maintenance 

expenses  discussed later in this Order. Based on our findings, we have determined 

LG&E’s pro forma gas  rate base for rate-making purposes as of October 31 , 2009 to be 

a s  follows: 

Total Utility Plant in Service 

Add: 
Materials & Supplies 
Prepayments 
Cash Working Capital Allowance 
Gas  Stored Underground 

Subtotal 

Deduct: 
Accumulated Depreciation 
Customer Advances 
Accumulated Deferred Income Taxes 
SFAS 109 Accumulated Deferred, Income Taxes 
Asset Retirement Obligation - Net Assets 
Asset Retirement Obligation - Regulatory Liabilities 

Subtotal 

Pro Forma Gas  Rate Base 
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$726,844,571 

60,055 
659,791 

7,745,080 
66,447,790 

$ 74,912,716 

$252,316,1 82 
7,485,292 

48,874,215 
4,053,496 

131,229 
2,353,476 

$31 5,213,890 

3 486,543,397 
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Reproduction Cost Rate Base 

LG&E presented a total company reproduction cost rate base of $5,233,171,482, 

an electric operations reproduction cost rate base of $4,176,096,342 and a gas 

operations reproduction cost rate base of $1 ,057,075,140.12 The costs were 

determined principally by indexing the surviving plant and equity using the Handy- 

Whitman Index of Public Utility Construction Costs and the Consumer Price Index.13 

The Commission has given appropriate consideration to the proposed reproduction cost 

rate base, but finds that using LG&E’s historic cost for rate base is more appropriate 

and consistent with the precedents for LG&E as well as other jurisdictional utilities within 

Kentucky. 

CAPITALIZATION 

Electric Capitalization 

LG&E proposed an adjusted electric capitalization of $1,805,791 ,767.14 Included 

in its electric capitalization were adjustments for the Job Development Investment Tax 

Credit (“JDIC”), the removal of 25 percent of inventories associated with Trimble County 

Unit 1, the Advanced Coal Investment Tax Credit, LG&Es equity investment in the Ohio 

Valley Electric Corporation, the Trimble County joint use assets transferred from LG&E 

to KU, and removal of the environmental compliance investments which remain part of 

the environmental rate base included in LG&Es environmental surcharge mechanism. 

As with LG&Es rate base, the AG did not address LG&E’s electric capitalization. LG&E 

- Id. Exhibit 5. 

l3 - Id. at 31. 

l4 - Id. Exhibit 2. 
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determined its electric capitalization by multiplying its total company capitalization by the 

rate base allocation ratio described earlier in this Order. This is consistent with the 

approach used by the Commission in previous LG&E rate cases. Based on our review 

of LG&E‘s adjustments, we will accept its proposed electric capitalization of 

$1,805,791,767. 

Gas Capitalization 

LG&E proposed an adjusted gas capitalization of $466,472,963.15 The only 

adjustment included in LG&E’s gas capitalization was for JDIC. The AG did not address 

LG&E’s gas capitalization. LG&E determined its gas capitalization in the same manner 

as its electric capitalization based on the inverse of the rate base allocation ratio 

described earlier in this Order. This is consistent with the approach used by the 

Commission in previous LG&E rate cases. Based on our review of LG&.E’s 

adjustments, we will accept its proposed gas capitalization of $466,472,963. 

REVENUESANDEXPENSES 

For the test year, LG&E reported actual net operating income from its electric 

and gas operations of $1 33,953,246 and $1 9,920,343, respectively. LG&E proposed a 

series of adjustments to revenues and expenses to reflect more current and anticipated 

operating conditions, resulting in adjusted electric net operating income of $90,862,701 

and adjusted gas net operating income of $24,681,748.16 During the course of this 

case, LG&E identified and corrected errors and revised several of the adjustments 

included in its application. These changes resulted in increasing LG&E’s adjusted 

l5  - Id. 

l6 Id., Exhibit I 
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electric net operating income to $91,297,699 and increasing its adjusted gas net 

operating income to $25,000,038.17 The AG opposed six of the proposed adjustments, 

five affecting LG&E's electric operations and one affecting its gas operations. The AG 

also proposed adjustments to the calculation of LG&Es income tax expense. We find 

that the adjustments proposed by LG&E and accepted by the AG are reasonable and 

should be accepted by the Commission. For the remaining adjustments, which relate to 

(I) the treatment of regulatory assets related to storm restoration costs, (2) the 

treatment of regulatory assets related to participation in carbon capture and storage 

projects, (3) electric weather normalization and (4) the appropriate income tax rate, the 

Commission makes the following findings and conclusions:" 

Storm-Related Renulatow Assets 

LG&E requests recovery of amortization of regulatory assets for storm removal 

costs related to the 2008 Wind Storm and 2009 Winter S t ~ r m . ' ~  Total electric expense 

adjustments related to the amortization of these items is $27,630,386 for the 2008 Wind 

Storm and $8,7'34,140 for the 2009 Winter Storm?' LG8E's gas expense adjustment 

related to the 2009 Winter Storm is $33,538. 

l7 LG&E's Response to Commission Staff's Fourth Data Request, Item 2, 
Revised Exhibit 1, page 3 of 3. 

" There are both electric and gas regulatory asset adjustments and income tax 
adjustments; hence, the earlier reference to six adjustments. 

The regulatory asset related to the 2008 Wind Storm was authorized in Case 
No. 2008-00456, while the regulatory asset related to the 2009 Winter Storm was 
authorized in Case No. 2009-00175. 

*' The adjustment related to the 2008 Wind Storm reflects reversing net credits 
during the test year to establish the regulatory asset along with a five-year amortization 
of the asset. 
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The AG claims it is unnecessary for the Commission to allow rate recovery of the 

amortization expenses because these costs were “prefunded” through recovery of the 

asset removal cost component of LG&E’s depreciation. The AG argues that LG&E has 

recovered $259 million more in asset removal costs than its actual cost of removal 

expenses. Thus, he contends there are “excess” funds available to offset the deferred 

storm damage costs.2’ 

LG&E contends that amortization of the storm damage costs is appropriate for 

rate recovery as these costs reflect prudently incurred expenses which the Commission 

authorized it to defer as regulatory assets. Further, LG&E points out that asset removal 

costs recovered via depreciation should only be used for their intended purpose, namely 

asset removal. Otherwise, the funds will not be available when assets require 

We are not persuaded by the AG’s arguments. The amounts deferred by LG&E 

were approved by the Commission in previous cases. The AG does not dispute the 

amounts that were deferred; he only challenges the rate treatment of these amounts. 

LG&E’s proposal to amortize these amounts in this rate proceeding is in accordance 

with long-standing generally accepted rate-making practices employed by the 

Commission. The amounts collected by LG&E through depreciation for asset removal 

costs should only be used for their intended purpose, which is to fund the costs to 

remove assets. Any concerns the AG has regarding the alleged “excessive” recovery of 

Majoros Testimony at 4-6. 

22 Charnas Rebuttal Testimony at 5-9. 
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asset removal costs should be raised by the AG when LG&E files its next depreciation 

case with the Commission. 

Carbon Proiect Reaulatow Assets 

LG&E requests recovery of the amortization expense for regulatory assets for 

research contributions paid to the KCCS and the CMRG. The total expense 

adjustments related to the amortization of these items is $343,330 for the KCCS and 

$(I ,940) for the CMRG.23 

Based on the same arguments he relies upon in contesting the storm-related 

adjustments, the AG contends the Commission should not allow rate recovery of these 

amortization expenses because these costs were “prefunded” through recovery of the 

asset removal cost component of LG&E’s depreciation. As with the storm-related 

regulatory assets, the AG argues that LG&E has “excess” funds available to offset the 

deferred storm damage 

LG&E argues that amortization of the KCCS and CMRG costs is appropriate for 

rate recovery given that they are prudently incurred costs which the Commission has 

authorized it to defer as regulatory assets. As in the case of the storm-related costs, 

LG&E states that asset removal costs recovered via depreciation should only be used 

for their intended purpose, asset removal, or the funds will not be available when assets 

require 

23 The KCCS adjustment includes reversing the credit during the test year to 
establish the regulatory asset in addition to the amortization of the asset. The CMRG 
adjustment reflects the net of the test year expense and the yearly amortization. 

24 Majoros Testimony at 6. 

25 Chamas Rebuttal Testimony at 9-1 I. 
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Again, the Commission is not persuaded by the AG’s arguments. There is 

clearly no relationship between the costs of carbon capture and storage projects and 

the cost of removal component of LG&E’s depreciation. The amounts deferred by 

LG&E were previously authorized by the Commission. LG&E’s proposal to amortize 

these amounts in this rate proceeding is consistent with this Commission’s long- 

standing generally accepted rate-making practices. The amounts collected by LG&E 

through depreciation for asset removal costs should only be used for their intended 

purpose, which is to fund to costs to remove assets. The AG can raise any concerns he 

has with alleged “excessive” recovery of asset removal costs when LG&E files its next 

depreciation case with the Commission. 

Electric Weather Normalization 

LG&E proposes an electric weather normalization adjustment which increases 

revenues by $5,151,223 and expenses by $1,899,644.26 The AG opposes the 

proposed adjustment, arguing that LG&E’s method is improper because it separates 

and analyzes each month of the year mutually exclusive from the other months and 

then adjusts only those months with significant temperature variations from the norm. 

This methodology ignores the fact that significant fluctuations in temperature in one 

month may be offset by less dramatic fluctuations in other months when considered on 

a combined basis.27 

The Commission recognizes that LG&E’s continued refinement to the method it 

uses to calculate the proposed adjustment has greatly improved its ability to measure 

26 Rives Direct Testimony, Exhibit 1, Reference Schedule I .I 1. 

27 Watkins Testimony at 3 - 5. 
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the impact of temperature on its sales of electricity. However, the Commission shares 

the concerns expressed by the AG regarding the exclusive nature of the methodology 

employed by LG&E to develop its electric weather normalization adjustment. 

Accordingly, we will not approve LG&Es proposed electric weather normalization 

adjustment. 

Income Tax Rate 

. In past rate cases, LG&E has been allowed rate recovery of state and federal 

income taxes based on statutory tax rates. It requested the same rate treatment in this 

case, using a state tax rate of 6 percent and a federal tax rate of 35 percent. 

The AG claims that this method of tax recovery is unreasonable and that the 

Commission should instead use the same “effective tax rate” methodology as it used for 

Kentucky-American Water Company (“Kentucky American”) in Case No. 2004-001 03.28 

The AG argues that LG&E does not actually pay the statutory tax rates because its 

profits are netted against losses of affiliated companies on a consolidated tax return 

filed by LG&E’s intermediate parent, E.ON US. The AG calculated the effective federal 

tax rate paid by LG&E as 6 percent based on the average tax payments for the previous 

two years. The AG calculated the impacts of these adjustments as reductions to 

LG&E’s electric and gas rate increases of $34.9 million and $4.3 million, respecti~ely.~~ 

LG&Es rebuttal to the AG contains several arguments: I) the AG’s proposal 

represents a radical and abrupt departure from 20 years of well-established, sound, and 

28 Adjustment of Rates of Kentucky-American Water Company (Ky. PSC Feb 28, 
2005). 

29 Majoros Testimony, Exhibit MJM-I , Schedule I .4.1 and Exhibit MJM-3, 
Schedule 3.3.1. 
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balanced policy prohibiting affiliate cr~ss-subsidization;~~ 2) the AG’s proposal violates 

LG&Es Corporate Policies and Guidelines for Intercompany Transactions, which 

require allocation of income tax liability on a “stand alone” basis; 3) the proposal violates 

the “benefits-burden” principal, meaning that, since its customers bore none of the risk 

of the losses incurred by the. affiliates, which produced the tax losses, they should not 

benefit from those losses; 4) the proposal would preclude LG&E from the opportunity to 

achieve its authorized rate of return; 5) Case No. 2004-00103 should not be considered 

precedent setting in this case as the Commission approved the adjustment in that case 

because Kentucky-American promoted the tax savings as a benefit to merger in Case 

No. 2002-00317,31 a fact that is absent in the current situation; and 6) in previous LG&E 

cases, the Commission rejected effective tax rate adjustments proposed by the AG 

where the AG used 2004-00103 as a pre~edent.~’ 

We are not persuaded by the AG’s arguments in this case on this issue any more 

than we were in Case No. 2003-00433.33 Acceptance of the AG’s proposal would 

preclude LG&E from the opportunity to earn its authorized rate of return; would violate 

the “stand-alone” rate-making principal the Commission has long employed; and would 

result in cross subsidization of LG&E and its ratepayers by its unregulated affiliates. 

30 LG&E created a holding company approximately 20 years ago. Prior to then, it 
did not have non-utility affiliates and use of a consolidated tax return was not an issue. 

31 A Change of Control of Kentucky American Water Company (Ky. PSC Dec. 20, 
2002). 

32 Rives Rebuttal Testimony at 15-1 9. 

33 Adjustment of the Gas and Electric Rates, Terns and Conditions of Louisville 
Gas and Electric Company (Ky. PSC June 30,2004 and Mar. 31.2006). 

-25- Case No. 2009-00549 



Net Operatina Income Summaw 

After considering all pro forma adjustments and applicable income taxes, LG&E’s 

adjusted net operating income is as follows: 

Combined Operating Revenues $ 1,028,519,781 

Combined Operating Expenses 91 5,473,623 

Combined Adjusted Net Operating Income I !J 1 13,046,158 

RATE OF RETURN 

Capita I Structure 

LG&E proposed an adjusted test-year-end capital structure containing 46.1 4 

percent long-term debt and 53.86 percent common equity.34 The absence of short-term 

debt reflects LG&E’s use of such funds to reacquire, but not retire, approximately 

$1 50.7 million in bonds during the test year. 

The AG recommends an adjusted capital structure for LG&E containing 50.0 

percent long-term debt and 50.0 percent common equity based on his review of the 

capital structure ratios of electric and gas proxy groups.35 LG&E opposes the AG’s 

proposal, citing its long-standing objective of achieving an “A” corporate credit rating as 

defined by Standard & Poors (‘S&P”), and the need to maintain a common equity ratio, 

as adjusted by S&P, of 50 to 55 percent. Given the consistent downward nature of 

S&P’s adjustments, LG&E argues that a common equity ratio established at 50 percent, 

prior to recognizing such adjustments would, at best, result in it maintaining its current 

“BBB” rating. LG&E also points to its historic equity ratios (including both common 

stock and preferred stock, when it had preferred stock) over the past ten years as 

34 Rives Direct Testimony, Exhibit 2. 

35 Woolridge Testimony at 13. 
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ranging between 51.04 and 56.76 percent.36 With its stated goal of achieving an “ A  

rating and its current equity ratio falling roughly at the mid-point of its historical equity 

ratios, the Commission finds that LG&Es capital structure for rate-making purposes 

should not be adjusted to reflect what would constitute a hypothetical capital structure, 

as proposed by the AG. Achieving an A rating will provide LG&E greater access to 

capital markets, access to lower cost debt and greater financial flexibility. We find that 

LG&E’s capital structure for rate-making purposes should include 46.1 4 percent long- 

term debt and 53.86 percent common equity as proposed by LG&E. 

Cost of Debt 

LG&E proposed a cost of long-term debt of 4.61 percent.37 LG&E filed updated 

financial information as of March 31 , 201 0 that included updated cost rates.38 Based on 

this updated information, LG&E’s cost of long-term debt is 4.60. 

The AG used LG&E’s cost of debt as filed in its application. The AG agreed that if 

interest rates or other capital cost rates change, such changes should be used to 

determine the rate of return so that LG&E will have a reasonable opportunity to earn its 

allowed return. 

The Commission finds it appropriate to recognize the cost rate for LG&E’s long- 

term debt as of March 31, 201 0 when determining its overall cost of capital. Updates to 

LG&Es long-term debt cost rate constitute known and measurable adjustments and 

36 Arbough Rebuttal Testimony at 1-4. 

37 Rives Direct Testimony, Exhibit 2. 

38 LG&E’s Response to Commission Staffs Fourth Date Request, Item 2, 
Revised Exhibit 2. 
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using these updates, rather than the test-year-end cost rates, is more representative of 

the period in which the rates established in this Order will be in effect. This cost rate will 

be applied to the capital structure determined herein. Therefore, the Commission finds 

the cost of LG&E’s long-term debt to be 4.60 percent. 

Return on Equity 

LG&E estimated its required return on equity (“ROE) using the discounted cash 

flow method (“DCF”), the capital asset pricing model (“CAPM”), and the expected 

earnings appr~ach.~’ LG&E included in its evaluation risks and challenges specific to 

jurisdictional utility operations in Kentucky, as well as flotation costs. Based on the 

results of the methods employed in its analysis, LG&E recommended an ROE range for 

its electric and gas operations of 10.5 to 12.5 percent.40 LG&E recommended awarding 

the midpoint of the range, 11.5 percent, in order to support access to capital and 

recognize flotation costs.41 Through settlement negotiations, the Stipulation contains an 

agreement by all the parties except the AG that a reasonable range for LG&Es ROE is 

10.25 to 10.75 per~ent.~’ 

LG&E employed a comparable risk proxy group in its analysis which consists of 

14 electric utility companies classified by The Value Line Investment Survey (“Value 

Line”) as having both electric and gas operations; S&P’s corporate credit ratings of 

39 Avera Direct Testimony, at 5. 

40 - Id. at 5. 

41 Id. 
42 Joint Motion for Leave to File Stipulation and Recommendation and Testimony, 

Bellar Testimony at 6. 
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“BBB”, “BBB+”, “A-‘I, or “A; a Value Line Financial Strength Rating of “B++” or higher; 

and published earnings per share (”EPS) growth projections from at least two of the 

following: Value Line; Thomson IIBIEIS; First Call Corporation; and Zacks Investment 

Research. LG&E also applied the DCF model to a proxy group of comparable risk non- 

utility companies followed by Value Line that pay common dividends; have a Safety 

Rank of “I”; have investment grade credit ratings from S&P; and have a Value Line 

Financial Strength Rating of “B++” or higher. The same criterion was applied to this 

group as the utility group of having published EPS growth projections from the sources 

listed above. 

As part of its analysis, LG&E provided a discussion of fuel adjustment clause, 

gas supply clause, environmental cost recovery and weather normalization mechanisms 

that affect its rates for utility service. It also discussed the evolution of investors’ risk 

perceptions for the utility industry due to erosion in credit quality, quoting S&P’s 

identification of environmental compliance costs, decreasing demand, and increasing 

cost recovery filings as significant challenges for the utility industry.43 LG&E’s need for 

additional capital for maintenance, replacements, and facilities additions will require 

support for LG&E’s financial integrity and flexibility, and this will be impacted by energy 

market volatility and environmental considerations, according to LG&E. In addition to 

these factors, LG&E points to investors’ recognition of the global recession’s impact on 

LG&E’s service territory as evidence of LG&E’s need to support its credit standing and 

financial flexibility through the opportunity to earn a return that reflects these realities. 

43 - Id. at I O .  
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The AG criticized LG&E’s ROE estimates on several grounds. The AG stated 

that LG&E’s proxy group of utility companies includes companies with a low percentage 

of regulated utility operations revenue, and that the use of a proxy group of non-utility 

companies is inappropriate. The AG’s major disagreement with LG&Es DCF analysis 

is the reliance on projected EPS growth rates in developing the growth factor 

component, and contends that Value Line’s estimated long-term EPS growth rates are 

overstated. The AG stated that the primary problem with LG&E’s CAPM analysis is the 

market risk premium used in the analysis, which the AG contends is based on an 

expected stock market return which is not reflective of current market fundamentals. 

The AG disagreed with LG&E’s expected earnings approach, and stated that it is 

subject to error and fails to provide a reliable estimate of LG&E’s cost of equity capital. 

The AG also recommends against LG&E’s proposed adjustment for flotation costs. The 

AG believes that LG&E’s analysis overstates its required cost of equity. 

The AG estimated LG&E’s required ROE for its electric and gas operations 

separately using the DCF model and the CAPM. Based on the results of these 

methods, giving primary weight to the DCF, the AG determined an ROE range of 7.8 to 

9.5 percent for LG&E’s electric operations, recommending that the Commission award 

9.5 percent, the upper end of the range.44 The AG determined an ROE range of 7.6 to 

9.0 percent for LG&E’s gas operations, with a recommended award of 9.0 percent.45 

The AG employed an electric proxy group in his analysis consisting of 20 utility 

companies listed as an electric or combination electric and gas utility by AUS Utility 

44 Woolridge Testimony at 2. 

45 - Id. at 2. 
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Reports; having regulated electric revenues of at least 80 percent of total revenues; with 

current data available in the Standard Edition of Value Line; having an investment grade 

bond rating; and having an annual dividend history of three years. The AG's gas proxy 

group consists of nine natural gas distribution companies listed as a Natural Gas 

Distribution, Transmission, andlor Integrated Gas Company in AUS Utility Reports; 

listed as a Natural Gas Utility in the Standard Edition of Value Line; having at least 50 

percent of revenues from regulated gas operations; and having an investment grade 

bond rating by Moody's and S&P. 

The AG supported his analysis with a discussion of current economic conditions, 

concluding that short- and long-term credit markets have "loosened" ~onsiderably,~~ and 

that the stock market has rebounded significantly from 2009's lows. The AG's 

discussion includes a reference to a study indicating that the investment risk of utilities 

is very low, and states that the cost of equity for utilities is among the lowest of all 

industries in the U.S. as measured by their betas4' 

On rebuttal, LG&E addressed the AG's recommended ROE and his criticisms of 

LG&E's analysis. LG&E compared its DCF analysis to that of the AG's, stating that the 

AG presented historical results as being indicative of investors' future expectations, 

while LG&E used forward-looking data, which is a superior method due to specific 

i 

trends in dividend policies and evidence from the investment community; that the AG 

considered analysts' EPS forecasts as being biased while LG&Es application of the 

DCF model recognizes the importance of considering investors' perceptions and 

4 

46 - Id. at 11. 

47 - Id. at 21. 
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expectations; that the AG relied upon personal views rather than the capital markets for 

investors’ expectations; and that while LG&E excludes data in its analysis that would 

lead to illogical conclusions, the AG relies on averaging or using the median value to 

eliminate any bias. LG&E also addresses the AG’s criticism of the use of a non-utility 

proxy group, saying that it would be inconsistent with the Hope48 and B l ~ e f i e l d ~ ~  cases 

to exclude non-utility company returns from consideration. LG&E counters the argument 

that the expected earning approach is not valid, saying that an allowed ROE for a utility 

company must be high enough to attract capital from investors who are looking for the 

best investment opportunity. LG&E recommended that the AG’s CAPM analysis be 

disregarded, noting that the AG gave primary weight to its DCF analysis. LG&E 

defended the market return used in its CAPM analysis, saying that its analysis 

appropriately focuses on investors’ current expectations. LG&E reiterates the need for 

a flotation cost adjustment in its ROE calculation, saying that there is no basis to ignore 

such an adjustment. 

The Commission finds merit in both LG&E’s and the AG’s recommended ranges 

for ROE and their critiques of each other‘s analyses. The Commission takes note of 

several points made in each party’s testimony and analysis. LG&E’s argument 

concerning the appropriateness of using investors’ expectations in performing a DCF 

analysis is more persuasive than the AG’s argument that analysts’ projections should be 

rejected in favor of historical resulfs. The Commission agrees that analysts’ projections 

48 Federal Power Commission v. Hope Natural Gas Company, 320 U.S. (1 944). 

49 Bluefield Waterworks and Improvement Company v. Public Service 
Commission. 262 US. 679 (1 932). 
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of growth will be relatively more compelling in forming investors’ forward-looking 

expectations than relying on historical performance, especially given the current state of 

the economy. It also appears preferable to exclude extreme outliers in ROE analysis; 

for example, the AG’s inclusion of negative results to calculate investors’ required ROE 

does not comport with the constant growth assumption that is inherent in the DCF 

formula. Concerning the issue of using a non-utility proxy group in analyzing the 

required ROE for a utility, the Commission agrees with LG&E that investors are always 

looking for the best investment opportunity and that a utility is in competition with 

unregulated firms; however, the AG’s discussion of the relative risk of electric and gas 

utilities as reflected in their Value Line Betas supports the attractiveness of utility 

investments in comparison to riskier alternatives. As to flotation costs, the Commission 

agrees with the AG’s position that no upward adjustment to the equity cost rate is 

necessary and that this finding is consistent with past Commission practice. 

After weighing all the evidence of record, the Commission finds that LG&E’s 

required ROE for both electric and gas operations falls within a range of 9.75 to 10.75 

percent with a midpoint of 10.25 percent. 

Rate of Return Summary 

Applying the rates of 4.60 percent for long-term debt and 10.25 percent for 

common equity to the capital structure produces an overall cost of capital of 7.64 

percent. The cost of capital produces a return on LG&E’s rate base of 7.44 percent. 

REVENUE REQUIREMENTS 

The Commission has determined that, based upon an electric capitalization of 

$1,806,059,614 and an overall cost of capital of 7.64 percent, the electric net operating 
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income that could be justified by the record for LG&E is $138,038,764. Based upon a 

gas capitalization of $466,472,963 and an overall cost of capital of 7.64 percent, the gas 

net operating income that could be justified by the record for LG&E is $35,652,960. 

Based on the adjustments found reasonable herein, LGBE’s pro forma electric net 

operating income and gas net operating income for the test year would be $88,046,120 

and $25,000,038, respectively. It would need additional annual electric operating 

income of $49,992,644 and additional gas operating income of $10,652,922. After the 

provision for uncollectible accounts, the PSC Assessment, and state and federal income 

taxes, LG&E would have an electric revenue deficiency of $80,042,111 and a gas 

revenue deficiency of $1 7,056,157, for a total of $97,098,268. 

The calculation of this overall revenue deficiency is as follows: 

Combined Net Operating Income Found Reasonable $1 73,691,724 

Combined Pro Forma Net Operating Income 1 13,046,158 

Net Operating Income Deficiency $ 60,645,566 

Gross Up Revenue Factor146 .6245793 

Overall Revenue Deficiency !$ 97,098,268 

The Commission has found that LG&E’s required ROE falls within a range of 

9.75 percent to 10.75 percent, with a mid-point of 10.25 percent. Applying the findings 

herein on the reasonable cost of debt and the return on common equity to LG&E’s 

electric and gas capitalizations would result in the following revenue increases: 

Electric Increase based on LG&E Alternative Proposal 

Electric Increase justifiable based on ROE mid-point 

Gas Increase based on LG&E Alternative Proposal 

$74,000,000 

$80,042,1 I 1 

$1 7,000,000 

Gas Increase justifiable based on ROE mid-point $1 7,056,157 
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Based on the findings and conclusions herein, the Commission finds that the earnings 

resulting from the adoption of LG&Es alternative proposals for its electric and gas 

operations will produce a reasonable result for both LG&E and its ratepayers. The 

$74,000,000 electric revenue increase and $1 7,000,000 gas revenue increase that 

LG&E is willing to accept will result in fair, just, and reasonable rates for LG&E. 

Therefore, we will accept LG&E's alternative proposals to increase its electric revenues 

by $74,000,000, and increase its gas revenues be increased by $17,000,000, rather 

than the higher levels justified by the record. 

FINDINGS ON STIPULATION 

Based upon a review of all the provisions in the Stipulation, an examination of the 

entire case record, and being otherwise sufficiently advised, the Commission finds that 

the provisions of the Stipulation are in the public interest and should be approved since 

they will result in lower rate increases than justified by our traditional rate-making 

analysis. Our approval of the Stipulation is based solely on its reasonableness in toto 

and does not constitute precedent on any issue except as specifically provided for 

therein. 

As noted above, LG&E's FLEX OPTION, described in detail in Exhibit 7 to the 

stipulation, will be continued. Upon questioning from the Commission at the hearing on 

June 8, 2010, LG&E indicated that it preferred that the FLEX OPTION not be made a 

part of the tariff, so as to enable LG&E the flexibility to make improvements to the 

program. The Commission will honor this request; however, before any change can be 

made to the FLEX OPTION, an informal conference with the Commission staff must be 

held whereby the rationale for the proposed change must be explained and justified to 
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the satisfaction of the staff. The Commission appreciates the willingness of LG&E to 

develop and implement this plan which benefits its customers and does not want to limit 

the ability of LG&E to make necessary changes. 

CUSTOMER SERVICE, BILLING AND COLLECTIONS 

During the course of this proceeding, customers of LG&E filed with the 

Commission hundreds of complaints, in the form of letters, e-mails, and calls to the 

Commission, as well as comments presented at the local public meetings. While almost 

all of those complaints objected to the proposed rate increase, many raised issues 

related to LG&E’s current billing and collection practices and procedures. The 

Commission also recognizes that last year LG&E brought on-line a new computerized 

system, known as its Customer Care System (“CCS”), to handle multiple customer 

related functions, including customer billing. The CCS system was under design and 

installation for a number of years prior to its implementation. Based on the customer 

complaints presented to the Commission, we find that, pursuant to KRS 278.255, a 

focused management audit of the efficiency and effectiveness of LG&E’s customer 

service functions and all related supporting and operational functions that impact retail 

customers should be performed. The scope of the management audit should include, 

but not be limited to, a review of all customer service-related functions including meter 

reading, customer-related accounting functions, customer information systems, billing 

and collections, call center functions, as well as service installations, and disconnect 

and reconnect practices. 
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ORDERING PARAGRAPHS 

The Commission, based on the evidence of record and the findings contained 

herein, HEREBY ORDERS that: 

I. The rates and charges proposed by LG&E are denied. 

2. The provisions in the Stipulation and Recommendation, attached hereto 

as Appendix A (without exhibits), are approved in their entirety. 

3. The rates and charges for LG&E’s electric and gas operations, set forth in 

Appendix B hereto, are the fair, just, and reasonable rates for LG&E to charge for 

service, and these rates are approved for service rendered on and after August I, 2010. 

4. A focused management audit shall be performed to review the efficiency 

and effectiveness of all of LG&Es customer service-related functions including all 

support and operational functions. 

5. 

6 .  

The AG’s motions to dismiss and to compel data responses are denied. 

Within 20 days of the date of this Order, LG&E shall file with this 

Commission its revised tariffs setting out the rates authorized herein, reflecting that they 

were approved pursuant to this Order. 

By the Commission 

4 ENTERED 

JUL 3 0 2010 I KENTUCKYPUBLIC I 
SERVICE COMMISSION 

Case No. 2009-00549 



COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

APPLICATION OF KENTUCKY 1 .  
UTILITIES COMPANY FOR AN ) 
ADJUSTMENT OF BASE RATES 1 

CASE NO . 
2009-00548 

I N D E X  
Page No . 

BACKGROUND .............................................................................................................. 1 

AG's RENEWED MOTION TO DISMISS ......................................................................... 4 

AG's MOTION TO COMPEL ............................................................................................ 6 

STIPULATION ............................................................................................................... 11 

TEST PERIOD .............................................................................................................. 14 

RATE BASE .................................................................................................................. 15 

Jurisdictional Rate Base Ratio ............................................................................ 15 

Pro Forma Jurisdictional Rate Base .................................................................... 15 

Reproduction Cost Rate Base ............................................................................ 16 

CAPITALIZATION ......................................................................................................... 17 

REVENUES AND EXPENSES ...................................................................................... 18 

Storm-Related Regulatory Assets ....................................................................... 18 

Carbon Project Regulatory Assets ...................................................................... 20 

Electric Weather Normalization .......................................................................... -21 

Income Tax Rate ................................................................................................. 22 

Net Operating Income Summary ......................................................................... 24 

-I- 



RATE OF RETURN ....................................................................................................... 24 

Capital Structure ................................................................................................. 24 

Cost of Debt ........................................................................................................ 25 

Return on Equity ................................................................................................. 26 

Rate of Return Summary .................................................................................... 31 

REVENUE REQUIREMENTS ....................................................................................... 31 

FINDINGS ON STIPUlATiON ....................................................................................... 33 

CUSTOMER SERVICE. BILLING AND COLLECTIONS .............................................. 33 

ORDERING PARAGRAPHS ......................................................................................... 34 

APPENDICES 



COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

APPLICATION OF KENTUCKY 
UTILITIES COMPANY FOR AN 
ADJUSTMENT OF BASE RATES 

CASE NO. 
) 
) 
) 2009-00548 

O R D E R  

Kentucky Utilities Company (‘‘KU1l), a wholly owned subsidiary of E.ON US LLC 

(“E.ON US”), is an electric utility that generates, transmits, distributes, and sells 

electricity to approximately 513,000 consumers in all or portions of 77 counties in 

Kentucky.’ 

BACKGROUND 

On December 30, 2009, KU filed a letter giving notice of its intent to file an 

application for approval of an increase in its electric rates based on a historical test year 

ending October 31 , 2009. On January 29, 201 0, KU filed its application, which included 

new rates to be effective March 1 , 2010, based on a request to increase its electric 

revenues by $1 35,285,293.2 The application also included proposals to revise, add, 

and delete various tariffs applicable to its electric service. To determine the 

reasonableness of these requests, the Commission suspended the proposed rates for 

’ See KU’s application, pages 1-2, for a list of the 77 counties. Also, operating 
under the name of Old Dominion Power Company, KU generates, transmits, distributes, 
and sells electricity to approximately 30,000 consumers in five counties in southwestern 
Virginia. KU also sells wholesale electric energy to 12 municipalities. 

KU’s sister utility, Louisville Gas and Electric Company (“LG&E”), filed a rate 
application concurrently, which was docketed as Case No. 2009-00549, Application of 
Louisville Gas and Electric Company for an Adjustment of Electric and Gas Base Rates. 



five months from their effective date, pursuant to KRS 278.190(2), up to and including 

July 31, 201 0. 

The following parties requested and were granted full intervention: the Kentucky 

Industrial Utility Customers, Inc. ("KIUC); the Attorney General of the Commonwealth of 

Kentucky, by and through his Office of Rate Intervention ("AG"); The Kroger Company 

("Kroget'); the Kentucky School Boards Association ("KSBA); the Kentucky Cable 

Telecommunications Association ("KCTA); Community Action Council of Lexington- 

Fayette, Bourbon, Harrison and Nicholas Counties, Inc. ("CAC); and Wal-Mart Stores 

East, LLP/Sam's East, Inc ("Wal-Mart"). 

On February 16, 2010, the Commission issued a procedural order establishing 

the schedule for processing this case. The schedule provided for discovery, intervenor 

testimony, rebuttal testimony by KU, a formal evidentiary hearing, and an opportunity for 

the parties to file post-hearing briefs3 Intervenor testimonies were filed on April 22 and 

23, 2010. KU filed its rebuttal testimony on May 27, 2010. 

On June 2 and 3, 2010, an informal conference was held at the Commission's 

offices to discuss procedural matters and the possible resolution of pending  issue^.^ All 

parties except the AG participated in the conference. Also on June 2, 2010, the AG 

filed a motion to dismiss this case claiming that the pending acquisition of E.ON US by 

PPL Corporation ("PPI-") renders the historical test year proposed by KU unreasonable 

After establishing the procedural schedule for the evidentiary portion of the 
case, the Commission scheduled and conducted four public meetings in the service 
territories of KU and LG&E. The public meetings were held on April 27, 2010, in Harlan; 
May 3, 2010, in Louisville; May 4, 2010, in Madisonville; and May 6,2010, in Lexington. 

For administrative efficiency, the informal conference was a joint conference for 
this case and the rate case of LG&E, Case No. 2009-00549. 
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for use in setting rates.5 On June 7, 2010, KU and LG&E filed a joint response in 

opposition to the AG’s motion to dismiss. The Commission, in an Order issued June 8, 

2010, denied the AG‘s motion without prejudice, stating that ”[tjhe AG may pursue this 

issue and renew his motion if he so chooses” following the conclusion of the evidentiary 

hearing. 

On June 8 ,  2010, KU, LG&E, and the intervenors in this case and in Case No. 

2009-00549, with the exception of the AG, filed a Stipulatiqn and Recommendation 

(‘Stipulation”), intended to address all of the issues raised in the two rate cases. Under 

the terms of the Stipulation, the utilities and intervenors agreed to forego cross- 

examination of each other’s witnesses at the hearing. 

Because the Stipulation was not unanimous, the evidentiary hearing set for June 

8, 2010, was convened as scheduled for the purposes of hearing (1) testimony by KU 

and LG&E in support of the Stipulation and (2) testimony by KU, LG&E and the AG on 

contested issues related to the amount of the revenue increases sought by KU and 

LG&E.6 On June 25 and 29, 2010, KU and the AG filed their post-hearing briefs, 

respectively. The AG also filed on June 29, 2010, a renewed motion to dismiss this 

case and the LG&E rate case, to which KU and LG&E filed a joint response on July 8, 

2010. The instant matter now stands submitted to the Commission for a decision. 

The AG also filed an identical motion to dismiss in the LG&E rate case, Case 
NO. 2009-00549. 

The AG stated at the hearing that he did not object to the manner in which non- 
revenue requirement issues were addressed and resolved in the Stipulation. 

-3- Case No. 2009-00548 



AG’S RENEWED MOTION TO DISMISS 

On June 29, 2010, the AG filed a renewed motion to dismiss both KU’s rate 

application and LG&E’s, which is pending in Case No. 2009-00549. The basis for the 

renewed motion is a claim that the announced acquisition of KU and its affiliate, LG&E, 

by PPL has created a material change which renders the historic test year no longer 

reasonable for use in setting rates in this case. The AG previously filed a similar motion 

on June 2, 2010, prior to the evidentiary hearing held on June 8, 2010. By Order issued 

on June 8,2010, the Commission denied the AG’s earlier motion based on the absence 

of any evidentiary support for his claim that the historic test period was no longer 

reasonable for setting rates. That denial was, however, without prejudice to his 

renewing the motion after the hearing if he could present evidentiary support either 

through the supplemental testimony of his own witnesses or through cross-examination 

at the hearing. 

The AG’s renewed motion cites to a number of references in the record, some of 

which predate the hearing, which he argues support his claim that KU’s test year is 

unreliable for setting rates. He also argues that the use of known and measurable 

adjustments will not render the test period reliable, and that the evidentiary record is 

insufficient to determine whether the proposed acquisition by PPL is irrelevant and 

immaterial to the rate case. Finally, he argues that if the PPL acquisition is approved, it 

will result in a material change to KU, but KU has failed to address in this case the 

impacts of that change on its going-forward operations. 

On July 6, 2010, KU and LG&E filed a joint response in opposition to the AG’s 

renewed motion. KU states that the evidentiary record cited by the AG shows nothing 

-4- Case No. 2009-00548 



more than vague allegations that if the PPL acquisition is consummated, it may have a 

potential impact at some time in the future. KU also dismisses the AG’s claim that KU’s 

witnesses were somehow remiss in failing to revise their testimony or data responses to 

reflect the impacts of the proposed PPL acquisition. No such revisions were necessary, 

according to KU, because the acquisition will have no impact on this rate case. 

Based on the AG’s renewed motion to dismiss and being otherwise sufficiently 

advised, the Commission finds that the evidentiary references cited by the AG do not 

demonstrate that the historic test year used in this case is unreliable for setting rates. 

At best, the AG’s citations show that if the PPL acquisition is consummated, there is the 

mere potential for expenses to change at some indefinite time in the future. 

The record does, however, contain other evidence, not cited by the AG, that 

demonstrates that the PPL acquisition has been structured to have no financial impact 

on KU.7 Thus, any impact of the proposed PPL acquisition are simply too far off and too 

remote to render unreliable KU’s test year in this case, the 12 months ending October 

31, 2009. The AG’s evidentiary references do not persuade us to reject KU’s test year 

for use in setting rates in this case. To the contrary, KU has shown its test year, with 

the pro forma adjustments, to be reliable as a starting point for setting rates. 

The Commission also finds that, when a historic test year is used for setting 

rates, pro forma adjustments are allowed for changes that are known and measurable. 

But the mere fact that a future event, such as a proposed transfer of control, which is 

not now measurable, may cause changes in future revenues or expenses does not 

render the historic test year unreliable. There will always be future events that occur 

June 8,201 0 Hearing Video Transcript at I :I 5:50 pm. 
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well beyond the end of the test year that may have an impact on the future revenues or 

expenses of a utility. If a test year was rendered unreliable due to the potential that 

future events might impact revenues or expenses, no utility would ever be able to adjust 

its rates. 

However, should a future event occur which does adversely impact the revenues 

or expenses of a utility, KRS Chapter 278 provides ample protection to all those who 

might be affected. Under KRS 278.260(1), any person with an interest in the rates, 

including the AG, may file with the Commission a complaint against any utility that any 

rate is unreasonable, and the Commission may on its own motion initiate such a 

complaint. And if the utility believes that its rates are unreasonable, it is authorized by 

KRS 278.j80(1) to file a revised schedule of rates. 

Finally, there are other consumer protections afforded by KRS Chapter 278, such 

as for a transaction involving a transfer of control, where the Commission “may grant 

any application . . . in whole or in part and with modification and upon terms and 

conditions as it deems necessary or appropriate.” KRS 278.020(6). As we stated in our 

June 8, 2010 Order, the financial impacts of a proposed transfer of control have 

traditionally been considered as part of an application for approval of the transfer, not as 

part of a concurrent rate application. The AG, and others, are parties to PPL’s 

application to acquire KU, and issues of the future financial impacts of that acquisition 

are properly considered in that case. 

AG’S MOTION TO COMPEL 

During the discovery phase of this proceeding, KU objected to a data request 

from the AG requesting KU to “[IJist each proposed pro forma entry which was 
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considered in this filing but not made and state the reason(s) why the entry was not 

made.”’ The basis for KU’s objectian was that such information was protected by the 

attorney-client privilege and the work product doctrine. KU asserted that decisions 

relating to its rate case adjustments were made in consultation with legal counsel and 

the response to this request would divulge the contents of communications with counsel 

and the mental impressions of counsel. 

Due to KU’s objection to providing the information requested, the AG filed a 

motion to compel the responses, arguing that KU failed to provide specific reasons why 

the information requested would be covered by attorney-client privilege. The AG 

contends that such privilege “does not automatically attach because legal counsel has 

reviewed a matter.” The AG also requests that that the procedural schedule be 

suspended until this discovery dispute is resolved. 

KU and its sister company, LG&E, filed a joint response objecting to the AG’s 

motion to compel. KU asserts that compelling it to respond to the AG’s request for 

information regarding adjustments contemplated but not included in the rate application 

would necessarily disclose privileged communications between the utility and its 

counsel, which are protected from disclosure under the Kentucky Rules of Evidence, 

KRE 503(b). KU contends that any discussions it had with its attorneys concerning the 

choice of which pro forma adjustments to exclude is not subject to discovery under the 

absolute privilege applicable to opinion work product, as that privilege is codified in 

’ AG’s Initial Data Request, Item AG 1-30. 
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the Kentucky Rules of Civil Procedure, CR 26.02(3)(a).’ KU notes that the creation of 

such adjustments and the determination of which adjustments to include in its rate 

application are always done in consultation with its counsel, making the facts and its 

counsel’s opinions inseparable. Lastly, KU maintains that even if the information sought 

to be discovered were deemed to be fact work product rather than opinion work product, 

the AG has failed to establish that he has a substantial need of the materials in the 

preparation of his case and that he is unable to obtain the equivalent of the materials by 

other means entitling him to discovery of the information requested. 

In his reply, the AG argues that KU’s interpretation of the attorney-client and work 

product privileges was too broad. The AG avers that the privileges only protect 

disclosure of communications and not disclosure of the underlying facts by those 

communicating with the attorney. The AG states that the information requested is 

needed by his retained experts in order to properly and fully evaluate whether KU’s 

proposed rate increase is fair, just, and reasonable. The AG further states that he 

cannot duplicate the information concerning possible pro forma adjustments based on 

the information in the application alone. 

In its sur-reply, KU reiterated that the determination of which adjustments to 

include or exclude was based on the advice of counsel and made exclusively in the 

context of these legal proceedings. Thus, the information sought to be discovered is, 

part and parcel, privileged communication between KU and its counsel. KU contends 

that the AG’s claims of substantial need and undue hardship are insufficient to entitle 

’ CR 26.02(3) provides, in relevant part, that, “the court shall protect against 
disclosure of the mental impressions, conclusions, opinions, or legal theories of an 
attorney or other representative of a party concerning the litigation. 
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him to discovery of information protected by the work product privilege. KU points out 

that it has produced significant amounts of actual data and documents in addition to the 

volumes of information contained in its application to allow the AG’s experienced and 

capable legal team as well as his three retained experts to fully process and evaluate 

the reasonableness of KU’s proposed rate increase. 

Based on the AG’s motion and being otherwise sufficiently advised, the 

Commission finds that, while our proceedings are not governed by either Kentucky’s 

Rules of Evidence or its Rules of Civil Procedure, any privilege SO established which 

shields the disclosure of attorney-client communications must be recognized and 

applied here. The AG has correctly asserted that the attorney-client privilege does not 

automatically attach to everything reviewed by a person’s counsel. However, under the 

facts as presented in this rate case, the information sought to be discovered is protected 

under the opinion work product privilege. The information that the AG seeks to discover 

- pro forma adjustments contemplated by KU but not included its rate application - was 

formulated by KU in consultation with its counsel solely in anticipation of filing this base 

rate case. KU does not create or maintain lists of possible pro forma adjustments and 

expenses as part of its ordinary business practices. Because KU’s potential pro forma 

adjustments are made in consultation with counsel in contemplation of litigation in rate 

proceedings, such information is protected by the work product privilege. 

The AG claims to seek discovery of only the underlying facts of the 

communication between KU and its counsel regarding potential pro forma adjustments. 

However, since KU consults with its counsel prior to making a determination of whether 

a pro forma adjustment passes legal rate-making muster, the AG’s request encroaches 
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into an area which would require KU to disclose the mental impressions, conclusions, 

opinions or legal theories of its attorneys. While the AG characterizes his discovery 

request as one limited to underlying facts, the disclosure of such information would, in 

essence, reveal KU's counsel's impressions of the legal strengths, weaknesses, and 

best strategic approach in this rate proceeding because the determination of which 

adjustments to include or exclude are, at their roots, matters of legal strategy. The 

information sought to be discovered by the AG is absolutely protected under the opinion 

work product privilege. 

The Commission notes that our decision on this issue is expressly limited to 

discovery of adjustments contemplated, but not filed, by a party in a rate case. Further, 

our decision applies with equal force to shield from discovery rate case adjustments 

considered by a utility in conjunction with its counsel, as well as those considered by an 

intervenor in conjunction with its counsel. Even though contemplated rate case 

adjustments, when considered in conjunction with counsel, are not subject to discovery, 

all other aspects of a utility's rate application and its financial records are subject to 

discovery. Thus, all parties to a rate case have ample opportunity to test and verify the 

accuracy of the test year and the adjustments proposed thereto, and the need for 

additional adjustments to ensure that rates are fair, just, and reasonable. 

I 

In light of the fact that discovery has been completed and the proceedings are at 

a conclusion, the Commission finds that the AG's request to suspend the procedural 

schedule is moot. 

-1 0- Case No. 2009-00548 



STIPULATION 

The Stipulation reflects the agreement of the parties, except for the AG, on all 

issues raised in this case as well as the LG&E rate case. The major provisions of the 

Stipulation as they to relate to KU’s revenues and rates are as follows: 

KU’s electric revenues should be increased by $98 million 
effective August I , 201 0. 

The allocations of the increases in KU’s electric revenues are 
set forth in Exhibit I to the Stipulation and are fair, just and 
reasonable rates for KU, the parties and KU’s customers. 

The eiectric rates in Exhibit 4 to the Stipulation are the fair, just, 
and reasonable rates for KU and those rates should be 
approved by the Commission. 

The monthly residential customer charge should be $8.50. 

A reasonable range for KU’s return on equity is 10.25 to 10.75 
percent, with 10.63 percent continuing to be used in KU’s 
monthly environmental cost recovery filings. 

The Stipulation addresses several other issues, including revenue allocation, rate 

design, tariffs, and contributions to various low-income assistance programs. The major 

provisions of the Stipulation for KU’s operations are as follows: 

o New curtailable electric service riders, CSR 10 and CSR 30, will 
be implemented as set forth in Exhibit 4 to the Stipulation. 

o Upon request, customers on either CSR 10 or CSR 30 will be 
provided monthly explanations for any curtailments. 

o Upon request, KU will provide CSR customers with good-faith, 
non-binding estimates of the duration of requested service 
interruptions under Riders CSRIO and CSR 30. 

o KU will work with its curtailable customers to install needed 
telecommunication and control equipment to allow for control of 
the customers’ loads by KU. 
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o The minimum demand ratchet for transmission service under 
Rate FLS will be 40 percent. 

o The parties agree not to object to kVa-based billing for 
commercial and industrial rates in KU’s next base rate 
proceeding . 

o KU should be permitted to recover its actual rate case expenses 
for this case over a three-year period to begin in the month after 
the month in which a final order in this case is issued. 

o The costs related to KU’s 2001 and 2003 environmental 
compliance plans are to be recovered in its base rates and 
removed from KU’s monthly environmental surcharge filings 
effective with the August 201 0 expense month. 

o KU should be permitted to amortize over ten years the 
regulatory assets previously authorized by the Commission for 
the costs incurred in conjunction with the 2008 wind storm and 
2009 winter storm, with the amortization beginning in the month 
after the month in which the final order in this case is issued. 

o KU should be permitted to amortize over four years the 
regulatory asset previously authorized by the Commission for 
KU’s participation in the Kentucky Consortium for Carbon 
Storage (“KCCS”), with the amortization beginning in the month 
after the month in which the final order in this case is issued. 

o KU should be permitted to amortize over ten years the 
regulatory asset previously authorized by the Commission for 
KU’s participation in the Carbon Management Research Group 
(“CMRG”), with the amortization beginning in the month after the 
month in which the final order in this case is issued. 

o KU commits to propose, in its next Demand-Side-Management 
application, to modify its existing commercial conservation and 
rebates program to broaden the financial incentives for 
qualifying commercial customers to replace relatively inefficient 
equipment. 

o The parties acknowledge that KU has established a FLEX 
Option program to allow customers unable to pay their bills, due 
to the timing of receipt of a monthly check, I 6  additional days to 
pay their bills, the details of which are shown in Exhibit 7 to the 
Stipulation. 
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o KU’s residential customer deposit shall be $135. All other 
customer deposit amounts will be as filed by KU in this case. 

o KU shall continue its current policy of permitting customers 
required to make a deposit as a condition of reconnection after 
disconnection for non-payment to make their deposits in up to 
four monthly installments, upon request. 

o Starting October 1, 2010, residential customers receiving a 
pledge or notice of low-income energy assistance from an 
authorized agency will not be assessed a late payment charge 
for a period of 12 months. 

o The due-date provisions of KU’s tariffs will be modified to 
specify that the due date for payment is 12 calendar days from 
the date of the bill and that a late payment charge will be 
assessed if payment is not received within three calendar days 
of the due date. 

o On and after August I, 2010, KU will print on each bill issued to 
customers the date on which the bill was mailed. 

o For 2011 and 2012, KU shall continue its current matching 
contribution from shareholder funds to the Wintercare program 
to match Wintercare funds collected from customers. KU’s 
annual contribution for each of calendar years 2011 and 2012 
shall not be less than $100,000. 

o For a period of two-years beginning February 6, 2011, KU shall 
make dollar-for-dollar contributions from shareholders to its 
Home Energy Assistance (“HEA) program to match HEA funds 
collected from customers (up to $300,000 a year on a combined 
basis with LG&E). 

o By January I, 2011, KU will have decreased the targeted 
window of time in which to read a customer’s meter from five 
days to three days. 

o KU’s per-attachment annual rental charge under Rate CTAC for 
cable television attachments shall be $5.40. 

o By July 1’ 2011, KSBAs members located in KU’s service 
territory will conduct an assessment to determine whether any 
school buildings could be more efficiently served under the now- 
frozen Rate AES rate schedule. KU will allow migration to the 

-1 3- Case No. 2009-00548 



AES rate schedule when appropriate that results in annual 
savings of up to $500,000. 

o Except as modified in the Stipulation and the attached exhibits, 
the rates, terms and conditions proposed in KU’s application 
shall be approved as filed. 

In its application, KU proposed annual increases in its electric revenues of 

$135,285,293. The AG proposed an annual decrease in KU’s electric revenues of 

$12,965,563. With the exception of the AG, the parties agree that an annual increase in 

electric revenues of $98,000,000, as provided in the Stipulation, is reasonable. Since all 

parties have not reached a unanimous settlement on the level of revenues, the 

Commission must consider all the evidentiary record on this issue and render a decision 

based on a determination of KU’s capital, rate base, operating revenues, and operating 

expenses, as would be done in any litigated rate case. 

TEST PERIOD 

KU proposes the 12-month period ending October 31, 2009 as the test period for 

determining the reasonableness of its proposed rates. Although the AG has renewed 

his motion to dismiss this case based on the alleged unreasonableness of the proposed 

test year, he utilized the same test period in his analysis of KU’s revenue requirements. 

Other than his argument that the recently announced proposed acquisition of KU by 

PPL Corporation renders the test year unreliable, the AG has provided no other 

challenge to the test year. 

The Commission finds it is reasonable to use the 12-month period ending 

October 31, 2009 as the test period in this case. That 12-month period is the most 

recent feasible period to use for setting rates, and the revenues and expenses incurred 

during that period are neither unusual nor extraordinary, except as have been adjusted 
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by normalization and known and measurable changes. In using this historic test period, 

the Commission has given full consideration to appropriate known and measurable 

changes. 

RATE BASE 

Jurisdictional Rate Base Ratio 

KU proposed a test-year-end Kentucky jurisdictional rate base of 

$3,169,724,944. The Kentucky jurisdictional rate base is divided by KU’s test-year-end 

total company rate base to derive the Kentucky jurisdictional rate base ratio 

(“jurisdictional ratio”). This jurisdictional ratio is then applied to KU’s total company 

capitalization to derive KU’s Kentucky jurisdictional capitalization. The jurisdictional 

ratio uses the test-year-end rate base before any rate-making adjustments applicable to 

either Kentucky jurisdictional operations or other jurisdictional operations.“ KU used a 

jurisdictional ratio of 87.1 5 percent.” The Commission has reviewed and agrees with 

the calculation of KU’s test year electric rate base for purposes of establishing the 

jurisdictional ratio. 

Pro Forma Jurisdictional Rate Base 

KU calculated a pro forma jurisdictional rate base of $3,085,279,594, which 

reflects the types of adjustments used by the Commission in prior rate cases to 

determine the pro forma rate base. The AG did not address KU’s proposed rate base in 

- -  ~ 

lo KU’s other jurisdictional operations reflect the Old Dominion Power Company 
operations in Virginia and the wholesale municipal energy sales subject to the 
jurisdiction of the Federal Energy Regulatory Commission. 

” Rives Direct Testimony, Exhibit 3. 
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his testimony. The Commission has accepted KU’s electric rate base for rate-making 

purposes except for the cash working capital allowance, which is adjusted based on the 

adjustments to operation and maintenance expenses discussed later in this Order. 

Based on our findings, we have determined KU’s pro forma electric rate base for rate- 

making purposes as of October 31 , 2009 to be as follows: 

Total Utility Plant in Service $5,157,750,801 

Add: 
Materials & Supplies 
Prepayments 
Cash Working Capital Allowance 

Subtotal 

Deduct: 
Accumulated Depreciation 
Customer Advances 
Accumulated Deferred Income Taxes 
Investment Tax Credit 
Asset Retirement Obligation - Net Assets 
Asset Retirement Obligation - Regulatory Liabilities 
Emission Allowances 

Subtotal 

Pro Forma Rate Base 

105,261,354 
3,231,585 

79,187,245 
187,680,184 

1,878,219,090 
2,365,522 

288,218,304 
83,532,076 
3,839,326 
3,543 , 696 

37501 3 
2,260,093,027 

$3,085.337.958 

Reproduction Cost Rate Base 
KU presented a total company reproduction cost rate base of $6,547,011,443, 

and a Kentucky jurisdictional reproduction cost rate base of $5,768,1 78,028.12 The 

costs were determined principally by indexing the surviving plant and equity using the 

Handy-Whitman Index of Public Utility Construction Costs and the Consumer Price 

’* - Id. Exhibit 5. 
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The Commission has given appropriate consideration to the proposed 

reproduction cost rate base, but finds that using KU’s historic cost for rate base is more 

appropriate and consistent with the precedents for KU as well as other jurisdictional 

utilities within Kentucky. 

CAPITALIZATION 

In its application, KU proposed an adjusted Kentucky jurisdictional capitalization 

of $3,054,543,620.14 Included in its electric capitalization were adjustments to include 

KU’s share of the Trimble County Joint Use Assets and to remove undistributed 

subsidiary earnings, the investment in Electric Energy, Inc., investments in the Ohio 

Valley Electric Corporation and others, and the environmental compliance investments 

which remain part of the environmental rate base included in KU’s environmental 

surcharge mechanism. In its application, KU failed to remove the Investment Tax 

Credits related to its share of the Trimble County Joint Use Assets. Correction of this 

omission reduces KU’s total adjusted Kentucky jurisdictional capitalization to 

$3,051,991,904.’5 The AG did not address KU’s capitalization. KU determined its 

electric capitalization by multiplying its total company capitalization by the rate base 

jurisdictional allocation ratio described earlier in this Order. This is consistent with the 

approach used by the Commission in previous KU rate cases. 

l3 - Id. at 28. 

l4 - Id. Exhibit 2. 

KU’s Response to Commission Staff‘s Fourth Data Request, item 2, Revised 
Exhibit 2, Page 1 of 1. 
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REVENUES AND EXPENSES 

For the test year, KU reported actual net operating income from electric 

operations of $191,120,145. KU proposed a series of adjustments to revenues and 

expenses to reflect more current and anticipated operating conditions, resulting in an 

adjusted net operating income of $1 69,167,271 .16 During the proceeding, KU identified 

and corrected errors in several of the adjustments originally proposed in its application. 

These changes resulted in increasing KU’s adjusted net operating income to 

$170,557,613.17 The AG opposed five of the adjustments proposed by KU and 

recommended an additional adjustment regarding KU’s federal income tax rates. We 

find that the adjustments proposed by KU and accepted by the AG are reasonable and 

should be accepted by the Commission. With regard to the remaining adjustments, 

which relate to: 1) the treatment of regulatory assets related to storm restoration costs; 

2) the treatment of regulatory assets related to participation in carbon capture and 

storage projects; 3) electric weather normalization; and 4) the appropriate income tax 

rate, the Commission makes the following conclusions: 

Storm-Related Requlatow Assets 

KU requests recovery of amortization of regulatory assets for storm removal 

costs related to the 2008 Wind Storm and 2009 Winter Storm.” Total electric expense 

Rives Direct Testimony, Exhibit I. 

l7 KU’s Response to Commission Staffs Fourth Data Request, item 2, Revised 
Exhibit I, Page 4 of 4. 

The regulatory asset related to the 2008 wind storm was authorized in Case 
No. 2008-00457, while the regulatory asset related to the 2009 winter storm was 
authorized in Case No, 2009-001 74. 
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adjustments related to the amortization of these items is $2,454,286 for the 2008 Wind 

Storm and $1 1,447,352 for the 2009 Winter Storm.lg 

The AG claims it is unnecessary for the Commission to allow rate recovery of the 

amortization expenses because these costs were “prefunded” through recovery of the 

asset removal cost component of KU’s depreciation. The AG argues that KU has 

recovered $329.4 million more in asset removal costs than its actual cost of removal 

expenses. Thus, he contends there are “excess” funds available to offset the deferred 

storm damage costs.20 

KU contends that amortization of the storm damage costs is appropriate for rate 

recovery as they reflect prudently incurred expenses whibh the Commission has 

authorized it to defer as regulatory assets. Further, KU points out that asset removal 

costs recovered via depreciation should only be used for their intended purpose, namely 

asset removal. Otherwise, the funds will not be available when assets require 

removal.” 

We are not persuaded by the AG’s arguments. The amounts deferred by KU 

were approved by the Commission in previous cases. The AG does not dispute the 

amounts that were deferred; he only challenges the rate treatment of these amounts. 

KU’s proposal to amortize these amounts in this rate proceeding is in accordance with 

long-standing generally accepted rate-making practices employed by the Commission. 

The adjustment related to the 2008 Wind Storm reflects reversing the net 
credits during the test year to establish the regulatory asset in addition to the five-year 
amortization of the asset. 

2o Majoros Testimony at 4 - 6. 

’’ Charnas Rebuttal Testimony at 1 - 5. 
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The amounts collected by KU through depreciation for asset removal costs should only 

be used for their intended purpose, which is to fund the costs to remove assets. Any 

concerns the AG has regarding the alleged “excessive” recovery of asset removal costs 

should be so stated by the AG when KU files its next depreciation case with the 

Commission. 

Carbon Proiect Renulatow Assets 

KU requests recovery of amortization of regulatory assets for research 

contributions paid to the KCCS and the CMRG. Total expense adjustments related to 

the amortization of these items is $360,504 for the KCCS and $1,940 for the CMRG.= 

Based on the same arguments he relies upon in contesting the storm-related 

adjustments, the AG contends the Commission should not allow rate recovery of these 

amortization expenses because these costs were also “prefunded“ through recovery of 

the asset removal cost component of KU’s depreciation. As with the storm-related 

regulatory assets, the AG argues that there are “excess” funds available to offset the 

deferred research  contribution^.^^ 

KU argues that amortization of the KCCS and CMRG costs is appropriate for rate 

recovery given that they are prudently incurred costs which the Commission has 

authorized it to defer as regulatory assets. As in the case of the storm-related costs, KU 

states that asset removal costs recovered via depreciation should only be used for their 

22 The KCCS adjustment includes reversing the credit during the test year to 
establish the regulatory asset in addition to the amortization of the asset. The CMRG 
adjustment reflects the net of the test year expense and the yearly amortization. 

23 Majoros Testimony at 6. 
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intended purpose, asset removal, or the funds will not be available when assets require 

Again, the Commission is not persuaded by the AG’s arguments. There is 

clearly no relationship between the costs of carbon capture and storage projects and 

the cost of removal component of KU’s depreciation. The amounts deferred by KU 

were previously authorized by the Commission. KU’s proposal to amortize these 

amounts in this rate proceeding is consistent with this Commission’s long-standing 

generally accepted rate-making practices. The amounts collected by KU through 

depreciation for asset removal costs should only be used for their intended purpose, 

which is to fund the costs to remove assets. The AG can raise any concerns he has 

with alleged “excessive” recovery of asset removal costs when KU files its next 

depreciation case with the Commission. 

Electric Weather Normalization 

KU proposes an electric weather normalization adjustment which increases 

revenues by $2,986,579 and expenses by $1,489,506.25 The AG opposes the 

proposed adjustment, arguing that KU’s method is improper because it separates and 

analyzes each month of the year mutually exclusive from the other months and then 

adjusts only those months with significant temperature variations from the nom. This 

methodology ignores the fact that significant fluctuations in temperature in a given 

24 Charnas Rebuttal Testimony at 5 - 7. 

25 Rives Direct Testimony, Exhibit 1, Reference Schedule 1 .I 1, 
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month may be offset by less dramatic fluctuations in other months when considered on 

a combined basisz6 

The Commission recognizes that KU’s continued refinement to the method it 

uses to calculate the proposed adjustment has greatly improved its ability to measure 

the impact of temperature on its sales of electricity. However, the Commission shares 

the concerns expressed by the AG regarding the exclusive nature of the methodology 

employed by KU to develop its electric weather normalization adjustment. Accordingly, 

we will not approve KU’s proposed electric weather normalization adjustment. 

Income Tax Rate 

In past rate cases, KU has been allowed rate recovery of state and federal 

income taxes based on statutory tax rates. It requested the same rate treatment in this 

case, using a state tax rate of 6 percent and a federal tax rate of 35 percent. 

The AG claims that this method of tax recovery is unreasonable and that the 

Commission should instead use the same “effective tax rate” methodology as it used for 

Kentucky-American Water Company (”Kentucky-American”) in Case No. 2004-001 03.27 

The AG argues that KU does not actually pay the statutory tax rates because its profits 

are netted against losses of affiliated companies on a consolidated tax return. The AG 

calculated the effective federal tax rate paid by KU as 6 percent based on the average 

26 Watkins Testimony at 3 - 5. 

27 Case No. 2004-001 03, Adjustment of Rates of Kentucky-American Water 
Company (Ky. PSC Feb 28,2005). 
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tax payments for the previous two years, The AG calculated the impacts of these 

adjustments as reductions to KU’s requested increase of $56.7 million.28 

KU’s rebuttal to the AG contains several arguments: I) the AG’s proposal 

represents a radical and abrupt departure from 20 years of well-established, sound, and 

balanced policy prohibiting affiliated cross-subsidization;” 2) the proposed adjustment 

violates KU’s Corporate Policies and Guidelines for Intercompany Transactions, which 

require allocation of income tax liability on a “stand alone” basis; 3) the proposed 

adjustment violates the “benefits-burden” principal, meaning that, since its customers 

bore none of the risk of the losses incurred by the affiliates, which produced the tax 

losses, they should not benefit from those losses; 4) the proposed adjustment would 

preclude KU from the opportunity to achieve its authorized rate of return; 5) Case No. 

2004-00103 should not be considered precedent-setting in this matter. In that case, the 

Commission approved the adjustment because Kentucky-American promoted the tax 

savings as a benefit to merger in Case No. 2002-00317,30 a fact that is absent in the 

current situation; and 6) in previous KU cases, the Commission rejected effective tax 

rate adjustments proposed by the AG where the AG used 2004-00103 as a pre~edent.~’ 

_ _ _  

’’ Majoros Testimony at 6 - 7. 

29 KU created a holding company approximately 20 years ago. Prior to then, it 
did not have non-utility affiliates and use of a consolidated tax return was not an issue. 

30 Case No. 2002-00317, A Change of Control of Kentucky American Water 
Company (Ky. PSC Dec. 20,2002). 

31 Rives Rebuttal Testimony at 1 - 19. 
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The Commission is not persuaded by the AG’s arguments in this case on this 

issue any more than we were in Case No. 2003-00434.32 Acceptance of the adjustment 

would preclude KU from the opportunity to earn its authorized rate of return; would 

violate the “stand-alone” rate-making principal that the Commission has long employed; 

and would result in cross subsidization of KU and its ratepayers by its unregulated 

affiliates. 

Net Operating Income Summaty 

After considering all pro forma adjustments and applicable income taxes, KU’s 

adjusted net operating income is as follows: 

Operating Revenues $1,159,331,577 

Operating Expenses 989,718,050 

Adjusted Net Operating Income $4 69,613.527 

RATE OF RETURN 

Capital Structure 

KU proposed an adjusted test-year-end capital structure containing 0.55 percent 

short-term debt, 45.60 percent long-term debt, and 53.85 percent common equity.33 

The AG recommends an adjusted capital structure for KU containing 50 percent long- 

term debt and 50 percent common equity based on his review of the capital structure 

ratios of proxy groups.34 KU opposes the AG’s proposal, citing its long-standing 

objective of achieving an “A” corporate credit rating as defined by Standard & Poors 

32 Case No. 2003-00434, Adjustment of the Electric Rates, Terms and Conditions 
of Kentucky Utilities Company (Ky. PSC June 30. 2006). 

33 Rives Direct Testimony, Exhibit 2. 

34 Woolridge Testimony at 13. 
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(“S&P), and the need to maintain a common equity ratio, as adjusted by SBP, of 50 to 

55 percent. Given the consistent downward nature of S&Ps adjustments, KU argues 

that a common equity ratio set  at 50 percent, prior to such adjustments would, a t  best, 

result in it maintaining its current “BBB rating. KU also points to its historic equity ratios 

(including both common and preferred stock, when it had preferred stock) over the past 

ten years as ranging between 52.73 and 57.33 percent.35 With its stated goal of 

achieving an “ A  rating and its current equity ratio falling at the lower end of its historical 

equity ratios, the Commission finds that KU’s capital structure for rate-making purposes 

should not b e  adjusted as  recommended by the AG. Achieving an A rating will provide 

KU greater access to capital markets, access to lower-cost debt and greater financial 

flexibility. W e  find that KU’s capital structure for rate-making purposes should include 

0.55 percent short-term debt, 45.60 percent long-term debt, and 53.85 percent common 

equity, as proposed by KU. 

Cost of Debt 

KU proposed a cost of short-term debt and long-term debt of .22 percent and 

4.68 percent, r e~pec t ive ly .~~  KU filed updated financial information as of March 31, 

2010 that included updated cost rates.37 Based on this updated information, KU’s cost 

of short- and long-term debt is 0.21 percent and 4.68 percent, respectively. 

The AG recommended that KU’s cost of debt as proposed in its application be  

35 Arbough Rebuttal Testimony a t  1 - 4. 

36 Rives Direct Testimony, Exhibit 2. 

37 KU‘s Response to Commission Staff‘s Fourth Data Request, item 2, Revised 
Exhibit 2. 
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used by the Commi~sion.~~ The AG agreed that if interest rates or other capital cost 

rates change, such changes should be used to determine the rate of return so that KU 

will have a reasonable opportunity to earn-its allowed return. 

The Commission finds it appropriate to recognize the cost rates for KO’s short- 

term debt and long-term debt as of March 31, 2010 when determining its overall cost of 

capital. Updates to KU’s short-term debt cost rates and long-term debt cost rates 

constitute known and measurable adjustments and using these updates, rather than the 

test-year-end cost rates, is more representative of the period in which the rates 

established in this Order will be in effect. These cost rates will be applied to the capital 

structure determined herein. Therefore, the Commission finds the cost of short-term 

debt and long-term debt to be 0.21 percent and 4.68 percent. 

Return on Equity 

KU estimated its required return on equity (“ROE) using the discounted cash 

flow method (“DCF), the capital asset pricing model (“CAPM’I), and the expected 

earnings appr~ach.~’ KU included in its evaluation risks and challenges specific to 

jurisdictional utility operations in Kentucky, as well as flotation costs. Based on the 

results of the methods employed in its analysis, KU recommended an ROE of 10.5 to 

12.5 percent.40 KU recommended awarding the midpoint of the range, 1 I .5 percent, in 

38 Woolridge Testimony at 13. Note that although Mr. Woolridge states his 
acceptance and use of the cost of debt proposed in KU’s application, he mistakenly 
states KU’s cost of long-term debt at 4.61 percent in his testimony, which is the cost of 
debt proposed by LG&E in Case No. 2009-00549 and not the cost proposed by KU. 

39 Avera Direct Testimony at 4. 

40 - Id. at 5. 
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order to support access to capital and recognize flotation costs?’ Through settlement 

negotiations, the Stipulation contains an agreement by all the parties except the AG that 

a reasonable range for KU’s ROE is 10.25 to 10.75 percent.42 

KU employed a comparable risk proxy group in its analysis which consists of 14 

electric utility companies classified by The Value Line Investment Survey (“Value Line”) 

as having both electric and gas operations; S&P’s corporate credit ratings of “BBB, 

“BBB+”, “A-”,, or “ A ;  a Value Line Financial Strength Rating of “B++” or higher; and 

published earnings per share (“EPS”) growth projections from at least two of the 

following: Value Line; Thomson IIBIEIS; First Call Corporation; and Zacks Investment 

Research. KU also applied the DCF model to a proxy group of comparable risk non- 

utility companies followed by Value Line that pay common dividends; have a Safety 

Rank of “I”; have investment grade credit ratings from S&P; and have a Value Line 

Financial Strength Rating of “B++” or higher. The same criterion was applied to this 

group as the utility group of having published EPS growth projections from the sources 

listed above. 

As part of its analysis, KU provided a discussion of fuel adjustment clause and 

environmental cost recovery mechanisms that affect its rates for utility service. It also 

discussed the evolution of investors’ risk perceptions for the utility industry due to 

erosion in credit quality, quoting S&P’s identification of environmental compliance costs, 

decreasing demand, and increasing cost recovery filings as significant challenges for 

42 Joint Motion for Leave to File Stipulation and Recommendation and Testimony, 
Bellar Testimony at 6. 
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the utility industry.43 KU’s need for additional capital for maintenance, replacements, 

and facilities additions will require support for KU’s financial integrity and flexibility, and 

this will be impacted by energy market volatility and environmental considerations, 

according to KU. In addition to these factors, KU points to investors’ recognition of the 

global recession’s impact on KU’s service territory as evidence of KU’s need to support 

its credit standing and financial flexibility through the opportunity to earn a return that 

reflects these realities. 

The AG criticized KU’s ROE estimates on several grounds. The AG stated that 

KU’s proxy group of utility companies includes companies with a low percentage of 

regulated utility operations revenue, and that the use of a proxy group of non-utility 

companies is inappropriate. The AG’s major disagreement with KU’s DCF analysis is 

the reliance on projected EPS growth rates in developing the growth factor component, 

and he contends that Value Line’s estimated long-term EPS growth rates are 

overstated. The AG stated that the primary problem with KU’s CAPM analysis is the 

market risk premium used in the analysis, which the AG contends is based on an 

expected stock market return which is not reflective of current market fundamentals. 

The AG disagreed with KU’s expected earnings approach, and stated that it is subject to 

error and fails to provide a reliable estimate of KU’s cost of equity capital. The AG also 

recommends against KU’s proposed adjustment for flotation costs. The AG believes 

that KU’s analysis overstates its required cost of equity. 

The AG estimated KU’s required ROE using the 

Based on the results of these methods, giving primary 

DCF model and the CAPM. 

weight to the DCF, the AG 

43 - Id. at 9. 
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determined a ROE range of 7.8 to 9.5 percent for KU, recommending that the 

Commission award 9.5 percent, the upper end of the range.44 

The AG employed a proxy group in his analysis consisting of 20 utility companies 

listed as an electric or combination electric and gas utility by A U S  Utility Reports; having 

regulated electric revenues of at least 80 percent of total revenues; with current data 

available in the Standard Edition of Value Line; having an investment grade bond rating; 

and having an annual dividend history of three years. 

The AG supported his analysis with a discussion of current economic conditions, 

concluding that short- and long-term credit markets have iiloosened” ~onsiderably,~~ and 

that the stock market has rebounded significantly from 2009’s lows. The AG’s 

discussion includes a reference to a study indicating that the investment risk of utilities 

is very low, and states that the cost of equity for utilities is among the lowest of all 

industries in the US. as measured by their betas.46 

On rebuttal, KU addressed the AG’s recommended ROE and his criticisms of 

KU’s analysis. KU compared its DCF analysis to that of the AG, stating that the AG 

presented historical results as being indicative of investors’ future expectations, while 

KU used forward-looking data, which is a superior method due to specific trends in 

dividend policies and evidence from the investment community; that the AG cansidered 

analysts’ EPS forecasts as being biased while KU’s application of the DCF model 

recognizes the importance of considering investors’ perceptions and expectations; that 

Woolridge Testimony at 2. 

45 I Id. at 10. 

46 - Id. at 19. 

-29- Case No. 2009-00548 



the AG relied upon personal views rather than the capital markets for investors’ 

expectations; and that while KU excludes data in its analysis that would lead to illogical 

conclusions, the AG relies on averaging or using the median value to eliminate any 

bias. KU also addresses the AG’s criticism of the use of a non-utility proxy group, 

saying that it would be inconsistent with the and Bluefield’ cases to exclude 

non-utility company returns from consideration. KU counters the argument that the 

expected earning approach is not valid, saying that an allowed ROE for a utility 

company must be high enough to attract capital from investors who are looking for the 

best investment opportunity. KU recommended that the AG’s CAPM analysis be 

disregarded, noting that the AG gave primary weight to its DCF analysis. KU defended 

the market return used in its CAPM analysis, saying that its analysis appropriately 

focuses on investors’ current expectations. KU reiterates the need for a flotation cost 

adjustment in its ROE calculation, saying that there is no basis to ignore such an 

adjustment. 

The Commission finds merit in both KU’s and the AG’s recommended ranges for 

ROE and their critiques of each other’s analyses. The Commission takes note of 

several points made in each party’s testimony and analysis. KU’s argument concerning 

the appropriateness of using investors’ expectations in performing a DCF analysis is 

more persuasive than the AG’s argument that analysts’ projections should be rejected in 

favor of historical results. The Commission agrees that analysts’ projections of growth 

47 Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591 
(4944). 

48 Bluefield Wafer Works and lmprovemenf Company v. Public Service 
Cornmission, 262 U.S. 679 (1932). 
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will be relatively more compelling in forming investors’ forward-looking expectations 

than relying on historical performance, especially given the current state of the 

economy. It also appears preferable to exclude extreme outliers in ROE analysis; for 

example, the AG’s inclusion of negative results to calculate investors’ required ROE 

does not comport with the constant growth assumption that is inherent in the DCF 

formula. Concerning the issue of using a non-utility proxy group in analyzing the 

required ROE for a utility, the Commission agrees with KU that investors are always 

looking for the best investment opportunity and that a utility is in competition with 

unregulated firms; however, the AG’s discussion of the relative risk of electric utilities as 

reflected in their Value Line Betas supports the attractiveness of utility investments in 

comparison to riskier alternatives. As to flotation costs, the Commission agrees with the 

AG’s position that no upward adjustment to the equity cost rate is necessary and that 

this finding is consistent with past Commission practice. 

After weighing all the evidence of record, the Commission finds that KU’s 

required ROE for electric operations falls within a range of 9.75 to 10.75 percent with a 

midpoint of 10.25 percent. 

Rate of Return Summary 

Applying the cost of debt and equity found appropriate herein to KU’s capital 

structure produces a weighted cost of capital of 7.65 percent. The cost of capital 

produces a return on KU’s pro forma rate base of 7.57 percent. 

REVENUE REQUIREMENTS 

The Commission has determined that, based upon KU’s capitalization of 

$3,051,991,905 and an overall cost of capital of 7.65 percent, KU’s net operating 
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income that could be justified by the evidence of record is $233,477,381. Based on the 

adjustments found reasonable herein, KU’s pro forma net operating income for the test 

year is $169,613,527. It would need additional annual operating income of 

$63,863,856. After the provision for uncollectible accounts, the PSC Assessment, and 

state and federal income taxes, KU would have an electric revenue deficiency of 

$1 01,680,163. 

The calculation of this overall revenue deficiency is as follows: 

Net Operating Income Found Reasonable 

Pro Forma Net Operating Income 

Net Operating Income Deficiency 63,863,854 

Gross Up Revenue Factor .62808570 

Overall Revenue Deficiency $101.680.159 

$233,477,381 

(I 69,613,527) 

The Commission has found that KU’s required ROE falls within a range of 9.75 

percent to 10.75 percent, with a mid-point of 10.25 percent. Applying the findings 

herein on the reasonable cost of debt and the return on common equity to KU’s 

capitalization would result in a justifiable revenue increase of $101,680,159. The 

alternative proposal provided in the Stipulation is $98,000,000. Based on the findings 

and conclusions herein, the Commission finds that the earnings resulting from the 

adoption of KU’s alternative proposal will produce a reasonable result for both KU and 

its ratepayers. The $98,000,000 revenue increase KU is willing to accept will result in 

fair, just, and reasonable electric rates for KU and its ratepayers. Therefore, the 

Commission will accept KU’s alternative proposal that its revenues be increased by 

$98,000,000 rather than the higher level justified by the record. 
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FINDINGS ON STIPULATION 

Based upon a review of all the provisions in the Stipulation, an examination of the 

entire record, and being otherwise sufficiently advised, the Commission finds that the 

provisions of the Stipulation are in the public interest and should be approved since they 

will result in a lower rate increase than justified by our traditional rate-making analysis. 

Our approval of the Stipulation is based solely on its reasonableness in toto and does 

not constitute precedent on any issue except as specifically provided for therein. 

As noted above, KU's FLEX OPTION, described in detail in Exhibit 7 to the 

stipulation, will be continued. Upon questioning from the Commission at the hearing on 

June 8, 2010, KU indicated that it preferred that the FLEX OPTION not be made a part 

of the tariff, so as to enable KU the flexibility to make improvements to the program. 

The Commission will honor this request; however, before change can be made to 

the FLEX OPTION, an informal conference with the Commission staff must be held 

whereby the rationale for the proposed change must be explained and justified to the 

satisfaction of the staff. The Commission appreciates the willingness of KU to develop 

and implement this plan which benefits its customers and does not want to limit the 

ability of KU to make necessary changes. 

CUSTOMER SERVICE, BILLING AND COLLECTIONS 

During the course of this proceeding, customers of KU filed with the Commission 

hundreds of complaints, in the form of letters, e-mails, and calls to the Commission, as 

well as comments presented at the local public meetings. While almost all of those 

complaints objected to the proposed rate increase, many raised issues related to KU's 

current billing and collection practices and procedures. The Commission also 
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recognizes that last year KU brought on-line a new computerized system, known as its 

Customer Care System ((ICCS”), to handle multiple customer related functions, 

including customer billing. The CCS system was under design and installation for a 

number of years prior to its implementation. Based on the customer complaints 

presented to the Commission, we find that, pursuant to KRS 278.255, a focused 

management audit of the efficiency and effectiveness of KU’s customer service 

functions and all related supporting and operational functions that impact retail 

customers should be performed. The scope of the management audit should include, 

but not be limited to, a review of all customer service-related functions including meter 

reading, customer-related accounting functions, customer information systems, billing 

and collections, call center functions, service installations, and disconnect and 

reconnect practices. 

c 

ORDERING PARAGRAPHS 

The Commission, based on the evidence of record and the findings contained 

herein, HEREBY ORDERS that: 

I. 

2. 

The rates and charges proposed by KU are denied. 

The provisions in the Stipulation and Recommendation, as set forth in 

Appendix A hereto (without exhibits), are approved in their entirety. 

3. The rates and charges for KU, as set forth in Appendix B hereto, are the 

fair, just, and reasonable rates for KU, and these rates are approved for service 

rendered on and after August I, 2010. 
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4. A focused management audit shall be performed to review the efficiency 

and effectiveness of all of KU's customer service-related functions including all support 

and operational functions. 

5. 

6 .  

The AG's motions to dismiss and to compel data responses are denied. 

Within 20 days of the date of this Order, KU shall file with this Commission 

its revised tariffs setting out the rates authorized herein, reflecting that they were 

approved pursuant to this Order. 

By the Commission 
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ORDER NO. 83085 

IN THE MATTER OF THE APPLICATION OF * 
DELMARVA POWER AND LIGHT COMPANY BEFORE THE 
FOR AN INCREASE IN ITS RETAIL RATES FOR * 
THE DISTRIBUTION OF ELECTRIC ENERGY 

PUBLIC SERVICE COMMISSION 
OFMARYLAND 

* 

* CASE NO. 9192 

To: Parties of Record and Interested Persons 

INTRODUCTION AND EXECUTIVE SUMMARY 

Two years after a comprehensive review of its electric distribution rates,’ 

Delmarva Power & Light Company (“Delmarvayy or “Company”) asks us2 to increase 

them and restructure them to allow it to recover certain costs through surcharges rather 

than base rates. After a new and equally thorough review - the record in this case 

included written testimony from 19 witnesses, a four-day evidentiary hearing, six public 

hearings throughout Delmarva’s service territory and extensive post-hearing briefs - we 

grant in part and deny in part Delmarva’s request for additional revenue, we decline 

Delmarva’s invitation to move further toward a single issue style of ratemaking, and we 

reaffirm the importance of considering utility companies’ costs, revenues and return 

together and in context. 

’ Distribution rates represent the portion of the monthly electric bill relating to the cost of delivering 
electricity from the source(s) to each customer. As a general matter, distribution charges in Maryland 
comprise approximately 20-25% of each customer’s monthly bill. This Order does not address the cost of 
Standard Offer Service electricity itself, which Delmarva purchases through auctions we supervise. 

Commissioner Therese Goldsmith took no part in the consideration of this case or the preparation of this 
Order. 

‘2, 
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This Order explains the basis for and provides additional details regarding the 

decision we announced in Order No. 83040 (Dec. 2, 2009). In that Order, we authorized 

the Company to file tariff pages yielding an additional $7,531,000 in annual base rate 

revenue based upon an overall rate of return of 7.96%.3 Based upon the Company’s cost of 

service studies, and in order to mitigate the impact of this decision on residential and small 

coimnercial customers (who as a class had been paying more than their fair share as 

compared to other customer classes) as well as larger commercial customers (who could face 

rate shocks if rates moved more aggressively to unity)., we directed the Company to file 

tariffs that reduce the disparity between class rates of return and the overall rate of return by 

70%.4 We rejected the Company’s customer charge and demand charge proposals and 

directed that the incremental authorized revenue should be recovered through volumetric 

rates,5 and we rejected Delmarva’s request to remove pension, other benefits and 

uncollectible expenses fiom rate base and allow it to recover those costs through a 

We recognize that the current economic climate has proven challenging for 

Delmarva. As it is our charge to ensure that electric utilities provide reliable service, we 

have focused our inquiry here on whether Delmarva’s current rates permit the Company 

to make the necessary investments in its electric infrastructure in order to provide safe 

and reliable service. On that basis, and given unavoidable increases in health care and 

related costs, we find that a modest rate increase is appropriate. But we decline to 

approve the rest o f  Delmarva’s requests for increased revenues, we deny its request for a 

Order No. 83040 at 1. 
Id. at 2. 
Id. 
Id. 

2 



higher rate of return, and we remain unwilling to (over)react to short-term increases in 

certain costs by pulling those costs out of the normal ratemaking process. Put another 

way, the record supports modest additional investments in reliability, but not a more 

lucrative return for shareholders or a departure from fundamental ratemaking principles. 

As a result of the decisions we reach in this case, a typical residential customer 

will pay an additional $1.98 in distribution charges per month; large commercial 

ratepayers, who as a class have been paying less than their aliquot share of the 

Company’s costs, will bear a greater share of this increase. Although the increase we 

I 

allow here represents approximately half of what Delmarva sought, we do not grant any 

increase lightly, but only to ensure that Delmarva can meet the public’s expectations for 

safe and reliable service. 

I. BACKGROUND 

Delmarva sought, and the Commission granted, an increase in its base rates in 

Maryland in 2007 in Commission Case No. 9093.7 On May 6 ,  2009, Delmarva filed an 

application pursuant to $5 4-203 and 4-204 of the Public Utility Companies Article of the 

Annotated Code of Muvyluizd (“PUC Article”) for authority to increase its retail rates for 

the distribution of electric energy in Maryland. 

Delmarva’s application sought an increase of $14,145,000 based on a test year 

ending December 31, 2008.* In written testimony, the Company asserted that current 

rates only provided a return on equity (c‘ROEI’) of just 5.92%, far below the 10% ROE 

’ Re Debnaiva Powei*andLiglzt Company, 98 MD.PSC 288 (2007). 
Based upon its proposed rate base and operating income adjustments as well as its recommended rate of 

return, the Company indicates in its final position that its revenue deficiency is $13,634,000. See 
Comparative Summary Schedule, Docket No. 57. However, Delmarva has not modified its revenue 
request. 

3 



authorized in Case No. 9093. The Maryland Office of People's Counsel ("OPC") 

argued that we should limit any increase to no more than $3,358,000. The Public Service 

Commission Staff ("Stafr') recommended a rate decrease of $5,686,000, based largely on 

its proposal that we adopt a new rule regarding the treatment of consolidated tax 

adjustments." 

The Company, Staff and OPC all filed written testimony. Delmarva sponsored 

the testimony of Anthony J. Kamerick, Senior Vice President and Chief Financial Officer 

of Pepco Holdings, Tnc. ("PHI")," who testified on the general basis for the rate 

increase; Dr. Roger A. Morin, professor at Georgia State University and a principal in 

Utility Research International, who testified on cost of capital issues; W. Michael 

VonSteuben, Manager, Revenue Requirements, who testified about the revenue 

requirements; William M. Gausman, Senior Vice President Asset Management and 

Planning for PHI, who testified about capital expenditures; Joseph F. Janocha, Regulatory 

Affairs Manager with PHI, who testified about rate design matters; Kathleen A. White, 

Assistant Comptroller for PHI, who testified about accounting issues; Elliott P. Tanos, 

Manager Cost Allocation for PHI, who testified about the cost of service; Timothy J. 

White, Manager Policy Coordination with PHI, who testified about the cash working 

capital requirement; B. Anthony Snowball, the Global Benchmark Practice Leader of the 

Hackett Group, who testified regarding the benchmarking of service company costs; 

James I. Warren, a tax partner in the law firm of Winston & St raw LLP, who testified on 

_ _ ~ ~  

Direct testimony of Anthony J. Kamerick at 3. 
l o  See Comparative Summary Schedule. Staffs consolidated tax adjustment reduces Delmarva's revenue 
requirement by $5,249,000, which essentially represents Staffs entire recommended rate decrease. 

I Delmarva is a subsidiary of PHI. 
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tax matters; and Frank J. Salatto, Manager, Income Tax Accounting and Reporting for 

PHI, who also testified on tax issues. 

Staff filed the testimony of Randy M. Allen, Director of the Commission’s 

Accounting Investigations Division, who addressed the Company’s overall revenue 

requirements; Preston D. Alderman, Jr., Senior Public Utility Auditor, who addressed 

cost of service and rate base issues; Jerry Hughes, Chief Engineer, who addressed 

reliability issues and the prudence of the Company’s 2009 construction budget; Charles 

Ermer, Regulatory Economist in the Commission’s Division of Electricity, who 

addressed cost of service issues; Gregory Campbell, also a Regulatory Economist in the 

Electricity Division, who addressed rate design issues; and Matthew Schultz, a 

Regulatory Economist in the Electricity Division, who addressed the cost of capital. 

OPC submitted the testimony of David J. Effion, a consultant specializing in 

utility regulation, who addressed rate base and operating income issues and presented 

OPC’s recommended revenue requirement; Jonathan Wallach, Vice President of 

Resource Insight, Inc., who addressed the proposed allocation to the residential class of 

the requested revenue increase, the customer class cost of service study and the proposed 

residential rate design; and Charles W. King, President of the economic consulting firm 

Snavely King Majoros O’Connor & Bedell, Inc., who addressed cost of capital and rate 

of return issues. 

Staff and OPC filed their direct cases on August 24, 2009. Supplemental 

testimony addressing pension issues was filed by the Company on August 24, 2009, and 

by Staff and OPC on September 8, 2009. The Company filed its rebuttal testimony on 

September 1 1 , 2009, and OPC and Staff filed surrebuttal testimony on September 17 and 
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18, 2009. During the hearings Delmarva presented rejoinder testimony. Evidentiary 

hearings were held on September 22 through 25, 2009, and evening hearings for public 

comment were held in the Company’s service territory on October 13, 14 and 15, 2009. 

Because the Company’s initial notices to the public of the evening hearings were deemed 

by the Commission to be deficient, new notices were issued and additional evening 

public hearings were held in the Company’s service territory on November 9, 10 and 12, 

2009, in Chestertown, Salisbury, and Wye Mills, respectively. Pursuant to the procedural 

schedule, initial briefs were filed on October 26, 2009, and reply briefs were filed on 

November 4 and 6,2009. 

u[. DISCUSSION AND FINDINGS 

A. RateBase 

Rate base represents the investment the Company makes in plant and equipment 

in order to provide service to its customers. The parties’ rate base positions are, unless 

stated otherwise, based upon a test year for the twelve months ending December 31, 

2008. The undisputed portion of the rate base, including agreed adjustments, totals 

$286,776,000. Some proposed adjustments are in dispute, however, and we resolve these 

below. 

1. “Reliability” Plant Additions 

Delrnarva asks us to include in rate base $6,106,000 for reliability projects it 

placed in service during the 2008 test year and an additional $17,587,000 in plant 

investments it made between January and September 2009, Le., after the test year 
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closed.12 For the reasons set forth below, and on the specific facts, we will include these 

specific, known and measurable expenses in rate base. 

According to Mr. Gausman, the post-test-year construction costs (43% of 

Delmarva’s 2009 construction b ~ d g e t ) ’ ~  were incurred for: (1) system load relief work; 

(2) work designed to improve customer reliability; (3) emergency replacements and 

repairs; and (4) planned infrastructure replacements. l 4  The Company claims that the 

post-test-year expenses have been incurred “to maintain system reliability”’5 and will not 

produce revenue.16 Thus, Mr. VonSteuben argues that including the post-test year 

additions in rate base would result in matching the benefits customers receive with the 

cost associated with reliable service during the rate effective period.I7 

Staff supports the test period annualization, which allows Delmarva to reflect a 

full year’s effect in rate base for the reliability projects placed in service during the test 

year. However, Staff opposes the post-test-year adjustments because they violate the 

matching principle, noting that the Company’s proposed adjustments fail to take into 

account other post-test-year changes. Staff also noted that a portion of the post-test year 

project costs lack documentation and as a result are not known and measurable.18 

OPC supports the use of an average test year rate base and therefore opposes both 

the test-year and post-test-year reliability adjustments. Mr. Effron notes that the first 

adjustment includes plant balances as of the end of the test year, December 31, 2008, 

I’ Direct testimony of W. Michael VonSteuben (“Von Steuben Direct”) at 19-21. VonSteuben Rebuttal, 
Schedule WMV R-I, at 2 and Comparative Summary Schedule. (Delmarva divided the post-test year 
adjustment into several pieces). 
l 3  Revised direct testimony of William M. Gausman, at 13, see also Comparative Summary Schedule, lines 
20-22. 
l4 Direct testimony of William M. Gausman (“Gausman Direct”) at 4. 
l5 VonSteuben Direct at 7-8. 
l6 Gausman Direct at 13. 
l 7  VonSteuben Direct at 20. 



rather than the average balances for the twelve month period. He states that an average 

test year results in a proper matching of test-year investment, revenues and expenses, 

which achieves consistency in determining revenue requirements. OPC asserts that post- 

test-year adjustments distort the relationship between rate base and operating income, 

which is contrary to sound ratemaking practice. Mr. Effron notes that while the 

Company asserts that these projects will enhance reliability, it has not claimed that they 

are required to ameliorate dangerous conditions or actual safety problems. Furthermore, 

Mr. Efion states that if these plant additions do improve reliability, the Company has 

still failed to recognize the effect that reduced outages will have on revenues and 

expenses. 19 

In rebuttal, the Company asserts that its reliability plant adjustments reflect 

known and measurable changes that are representative of the rate effective period, which 

it argues is consistent with Commission policy. Mr. VonSteuben emphasizes that these 

plant additions are not necessary to meet the needs of any specific new customer and will 

not provide added revenue to the Company. He concludes that if these adjustments are 

not accepted that the Company will not have the opportunity to earn its authorized rate of 

return during the rate effective period.” 

As a general rule, we are reluctant to deviate from the costs and revenues incurred 

in a test year. Adding post-test-year expenses to the rate base, and thus the revenue 

requirement, feels a little like a heads-I-win-tails-you-lose approach - the revenues (and 

thus rates) ought normally to match the costs the Company incurs over the course of a 

year, and the test year should represent a fair snapshot of costs and revenues. A possible 

-~~ 

l8 Direct Testimony of Preston D. Alderman, Jr. (“Alderman Direct”) at 5-6. 
Direct Testimony of David J. Effron (“Effron Direct”) at 3-7. 
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exception to the test year principle is reliability plant investment, but our willingness to 

consider and apply that exception depends on the nature of the improvements and the 

revenue they generate. Improvements in plant that increase the Company’s revenues 

create an inappropriate mismatch between rate base and revenues - and including those 

costs in rate base without offsetting post-test-year revenue allows the Company to 

double-dip. If, however, the reliability investment is known and measurable and does not 

generate new revenue, including the incremental value in rate base does not create a 

mismatch - the new rates reflect the system value of the investment. 

In this instance, we find that the reliability construction costs the Company seeks 

to recover are known and measurable and will not generate any additional revenue. The 

work already has been done and the costs are locked in, and we are comfortable that these 

projects will not generate or enhance the Company’s revenues. Based on the specific 

facts before us, there is no cost-revenue mismatch here, and therefore the test year and 

post-test-year reliability construction expenses through September 2009 are properly 

included in rate base?l We are somewhat concerned that the Company’s 2008 reliability 

investments seem low, particularly when compared to the nine months following the test 

year and the Company’s uneven reliability performance in recent years. By allowing 

post-test-year recovery for these investments, we emphasize our expectation that the 

Company will make the cost-effective investments necessary to keep the lights reliably 

on for all of its customers. 

2. Cambridge Environmental Costs 

2o VonSteuben Rebuttal at 15-1 8. 

reduced by $420,000. 
As a result of accepting these adjustments, rate base is increased by $23,693,000 and operating income is 
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The Company seeks to recover environmental remediation costs attributable to 

the gas manufacturing activity of a predecessor company in Cambridge, Maryland 

(“Cambridge”) some 100 years ago. In its last base rate case, the Commission denied 

recovery of the Cambridge environmental costs because “the evidence indicates that the 

property was not used for the provision of electric service to Delmarva’s customers.yy22 

We find no basis to reverse course here, and we deny the Company’s request to recover 

these costs. 

In support of its request, Delmarva argues that the Commission has approved 

environmental clean-up costs previously, citing several Baltimore Gas and Electric 

Company (“BGE”) gas rate cases (related to the Spring Gardens facility) and a 

Chesapeake Utilities case.23 Delmarva asserts that Cambridge remediation efforts benefit 

current customers because it allows the Company to meet its legal obligations and 

continue to provide electric service. Delmarva states that the actual incremental external 

expenditures to complete the Cambridge remediation were $4,062,492.24 

Staff opposes the Cambridge adjustment. Staff notes that the State-ordered 

remediation was caused by service provided to customers by the manufacturing of coal 

gas approximately 100 years ago. Staff asserts that only those long-ago customers 

benefited from the service and that the risk of such events should be placed solely on the 

Company’s investors. Finally, Staff emphasizes that the property was not used and 

useful in providing electric service to Delmarva’s cu~tomers.2~ 

22 OrderNo. 81518 at 16. 
23 VonSteuben Direct at 15-17. 
24 VonSteubeii Direct at 15. 
25 Direct Testimony of Randy M. Allen (“Allen Direct”) at 13-14. 
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OPC argues that the Company has not provided any evidence that the Cambridge 

property was ever used for electric service, and thus opposes as well the Company’s 

proposal to amortize these costs. However, if the Commission were to permit cost 

recovery, OPC argues that we should reject the Company’s initial five-year amortization 

proposal and use a 10-year amortization period, which is consistent with BGE’s 

amortization of environmental costs.26 

In rebuttal, Mr. VonSteuben modified his position and proposed a 10-year 

amortization of the Cambridge costs, with the unamortized amount included in rate base. 

He argues that this is consistent with the treatment the Commission afforded BGE in 

Case No. 9036. Moreover, the Company emphasizes that it would have been impossible 

to have expected the gas service customers to have paid for the clean-up many years ago 

when the regulations requiring clean-up did not exist. Therefore, it argues that Staffs 

position places an unreasonable risk on shareholders. Delmarva concludes that the 

Cambridge costs are known and certain, Marylanders benefitted from the service and 

therefore a 10-year amortization of the costs is appr~pr ia te .~~ 

In Case No. 9093, we denied recovery of the Cambridge costs because we found 

that they were not incurred for the purpose of providing electric service to Delmarva’s 

customers. After a second bite at this apple, Delmarva has again failed to show how 

these costs benefit its electric service customers. Indeed, when asked specifically what 

new evidence or arguments supported recovery of these ancient expenses, the Company 

26 Effron Direct at 15-1 7. 
2’ VonSteuben Rebuttal at 7-10. 
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offered only that the clean-up was finished, and thus the final cost was now known.28 We 

cannot and will not saddle Delmarva’s modem-day electric customers with the cost of 

cleaning up a predecessor gas company’s mess when the Company cannot draw at least 

some connection between the remediated property and the service today’s customers will 

receive from it. Therefore, we reaffirm our decision in Case No. 9093 to deny recovery 

of the Cambridge remediation c0sts.2~ 

3. Pension and Other Post-Employment Benefits 

As in its last base rate case, the Company asks us to restructure its rates to allow 

recovery of pension and other post-employment benefits (“OPEB”) expenses through a 

surcharge rather than through base rates. The Company notes that adopting this proposal 

would reduce the revenue requirement in this case3’ - that would be true as far as it goes, 

but ignores the fact that ratepayers would pay an altogether new surcharge above and 

beyond the new distribution rates. The Commission rejected a similar proposal in Case 

No. 9093. Staff and OPC oppose the surcharge proposals in this case, and we reject it 

again here. 

According to Delmarva, the recent downturn in the economy has caused an 

unusually large downward change in the fair value of its pension assets, which has 

significantly increased pension expense in 2009. According to Mr. VonSteuben, the 

increase in pension expense “has significantly and adversely affected Delmarva’s 

financial results, thus preventing the Company from having an opportunity to earn its 

28 In response to questioning about what has changed since its last case, Mr. VonSteuben stated that the 
remediation was “done and finished in ’08” and therefore “the costs are known and certain.” Transcript at 
148. 
29 Denying the Company’s adjustment requires that operating income be restated by approximately 
$216,000. See Allen Direct at 14, Exhibit RMA-2, Schedule 3 and the Comparative Summary Schedule. 
30 Direct testimony of Anthony J. Kamerick (“Kamerick Direct”) at 4-5. The Company also proposed a 
surcharge mechanism for uncollectible expenses. 
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authorized rate of return.”31 Delmarva contends that the increase in 2009 pension 

expense is the result of extraordinary events wholly beyond its control that could not have 

been anticipated or reflected in rates at the time of Delmarva’s last case?2 Mr. 

VonSteuben argues that the alternative averaging (surcharge) proposal would benefit the 

Company and customers because pension expense would not be set at a fixed level that 

might differ significantly from fbture experience and it would reduce the volatility of 

pension cost recovery.33 

OPC disputes the Company’s surcharge proposal. Through Mr. Effron, OPC 

argues that a surcharge mechanism “would guarantee virtual dollar for dollar recovery of 

OPEB and pension costs and would reduce the incentive to control those benefits 

In OPC’s view, the Company has not explained why these costs should be 

treated differently fi-om the other costs or how fluctuations in these costs cause 

unacceptable risks. OPC argues that reconciliation mechanisms are contrary to sound 

ratemaking practice as they minimize incentives to control costs and that such 

mechanisms should be reserved for expenses of exceptional magnitude and volatility, 

where unexpected fluctuations could cause irreparable financial harm, like purchased 

power costs. Moreover, Mr. EEon notes that any benefit fi-om deferrals in this case 

would be offset by higher rates in later years, leaving customers no better off. For these 

reasons, OPC concludes that a surcharge for pension and OPEB costs is unnecessary and 

should not be au tho r i~ed .~~  

3’  VonStueben Supplemental at 2-3. 
32 VonSteuben Supplemental at 3-4. 
33 VonSteuben Supplemental at 4-5. 
34 Effron Direct at 20. 
35 Effron Direct at 19-22. 
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OPC also characterizes Delmarva’s amortization proposal as a “textbook example 

of single-issue, selective ratemaking.”36 Mr. Effron argues that it is inappropriate to 

isolate one expense that has increased and treat it specially without consideration of other 

factors affecting the Company’s revenue requirement. OPC concludes that doing so 

would circumvent the rate case process, in which all changes in costs are examined. Mr. 

Effron concludes that the Company has kept the benefits of decreases in pension 

expenses for shareholders and increases should be treated ~ymmetrically.~~ 

Staff also opposes the Company’s “innovative ratemaking proposals.” Mr. Allen 

notes that these costs can vary significantly from year to year, negating the need for 

innovative price mitigation. Nor, in Staffs view, is there a need for additional surcharge 

mechanisms, which would require additional resources to monitor?8 Furthermore, he 

points out that the Company does not propose credit mechanisms for items like 

accumulated depreciation, deferred taxes, or decreases in salary expenses due to changes 

in  incumbent^.^^ Moreover, Mr. Allen states that the purported savings in this case would 

barely affect the Company’s financial integrity. Staff concludes that any small benefit 

today would burden future customers and amounts to an intergenerational shift of costs.40 

Staff similarly opposes the Company’s pension amortization proposal. Mr. Allen 

notes that Delmarva only seeks amortization for 2009 levels and ignores the possibility 

that expenses could decline in the rate effective period. Lacking a true-up provision, the 

36 EfFron Supplemental at 1. 
37 EfFron Supplemental at 1-3. 
38 Allen Direct at 22-24. 
39 Allen Supplemental at 4-5. 
40 Allen Direct at 20-24. 
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proposal is one-sided, which could result in customers paying higher rates than 

necessary!’ 

In rebuttal, Mr. VonSteuben admitted, as he must, that the pension amortization 

proposal would qualifL as single-issue ratemaking. However, he likened recent increases 

in pension expenses to a major storm, and claimed that these expenses lie outside the 

Company’s control. Although Mr. Allen is correct that Delmarva has input into the 

actuarial assumptions that affect the magnitude of the expense, Mr. VonSteuben states 

that the expense level provided by the actuary is appropriate for meeting the cost of this 

employee benefit!’ 

We rejected similar proposals in Delmarva’s last rate case because surcharges 

guarantee dollar-for-dollar recovery of specific costs, diminish the Company’s incentive 

to control those costs, and exclude classic, ongoing utility expenses from the standard, 

contextual ratemaking analysis.43 We found before that tracker mechanisms, like the 

surcharge and amortization proposals in this case, represent an extraordinary form of 

ratemaking that we reserve only for very large, non-recurring expense items that have the 

potential to seriously impair a utility’s financial well-being and that do not contribute to 

the Company’s rate base.44 Pension and OPEB expenses fail this test, even in a bad year 

- they are classic, ongoing costs of running a utility company, and cannot, in our view, 

qualify for specialized rate treatment. We find again, as we did in 2007, that a pension 

and OPEB surcharge breaches the historical ratemaking bargain, and the economic 

challenges of the last two years offer no reason for us to jettison these long-settled 

4’ Allen Supplemental at 3. 
42 VonSteuben Rebuttal at 22-25. 
43 Case No. 9093, Order No. 8 15 18 at 54. 
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principles. We therefore reject the Company’s surcharge and amortization proposals and 

direct it to continue recovering these expenses through rates. 

4. AMI 

Although we have not authorized the Company to install an Advanced Metering 

Infrastructure (“AMI”) system, it nevertheless seeks authority to recover the costs it has 

incurred up through the end of the test year, and related deferred costs, in rate base over a 

five year peri0d.4~ These incremental expenses relate to installation and integration of a 

meter data management system, the AMI requirements development, AMI software 

applications and the overall management of the project.46 The Company’s adjustments 

would increase rate base by $322,000 and decrease earnings by $71,000. 

Staff opposes these adjustments, arguing that the Company has not shown that its 

proposed AMI system is either appropriate or cost-justified. Mr. Allen notes that the 

Commission is examining Delmarva’s AMI proposal in Case No. 9207. Therefore, he 

concludes, it is premature to allow AMI recovery at this time. Finally, he notes that if the 

recovery is approved, the Company should recover costs over the life of the new system, 

not a shortened period.47 

Rather than putting the cost recovery cart before the programmatic horse, we will 

address cost recovery for any AMI programs we approve after we approve them. 

Accordingly, we decline to include any AMI-related costs in rate base at this time, 

without prejudice to the Company’s position in Case No. 9207. 

5. Plant HeId For Future Use 

Id. 
45 VonSteuben Direct at 21. 
46 Gausman Direct at 19. 
47 Allen Direct at 14-15 and 19. 
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Delmarva includes in its proposed rate base a parcel of land in Ocean City, 

Maryland that it purchased in 1984 for a proposed substation. Because, however, the 

Company has indicated that its plans for the property are currently on hold, Staff argues 

that it should be removed from rate base, which would result in a reduction of 

approximately $78,000?8 We find that the land properly remains in rate base, at least at 

this point. 

The testimony demonstrates, and nobody disputes, that the Company purchased 

the property during a period of high growth in Ocean City. Mr. VonSteuben states that it 

is still very valuable and that if it were sold that it is unlikely that Delmarva could acquire 

a similar piece at the current book value in the fi.iture when it will be needed for load 

growth or reliabilit~?~ Whether or not that is true, to exclude it would require us to adopt 

a more rigid standard of certainty of future use than we have followed in past rate cases, 

and we decline Staff’s invitation to change course now. 

6. Cash Working Capital 

Staff takes issue with one element of the Company’s cash working capital 

(“CWC”) calculation - it argues that Delmarva failed to include the effect of check float. 

Consequently, Staff asks that we reduce the rate base for CWC requirements by 

approximately $841 ,000.50 We disagree. 

48 Allen Direct at 18-19. 
49 VonSteuben Rebuttal at 14-15. 

50 Allen Direct at 19-2 1. 
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The issue here is the impact of The Check Clearing for the 21“‘ Century Act 

(“Check Zl”), which became effective in October 2004, on float in 2009. And the 

question is complicated by the fact that the Company apparently provided Staff data from 

2005 for purposes of determining revenue float, then contends that checks in 2009 clear 

in one day both for expenses and payments. The Company argues that revenue float 

should be negated by expense float and that Staffs adjustment fails to recognize the 

effects of electronic and credit card payments. Staff, on the other hand, says that it 

simply used the data the Company provided and that 2005 data should already reflect the 

effects of Check 2 1. Further, Mr. Allen notes that he applied the 7.17 day expense float 

only to $359,437 of operation and maintenance (,‘O&My) expense. Finally, Mr. Allen 

asserts that he only applied payment float to checks, which does not include payroll and 

affiliate transactions .5 * 
In his rejoinder testimony Mr. White pointed out that the $359,437 of O&M 

expense is a daily figure, which when multiplied by 365 days yields the annual $131 

million of O&M expenses.52 Therefore, he claims that Mr. Allen applied his 7.17 float 

days figure to all O&M expenses. He argues further that $22 million dollars of O&M 

expenses represent employee direct deposits, which have no float,53 and that affiliate 

transactions, which amount to $71 million of O&M expense, also have no float. 

Therefore, Mr. White concludes that only $38 million dollars of O&M expense could 

5 ’  Allen Surebuttal at 14-15. 
52 Transcript (“T”) at 912. 

53 Tat  913. 
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arguably be subject to float. 54 Conceding this amount results in a CWC rate base 

reduction of $93,488.55 

Based upon our review of the record, we agree with the Company’s CWC 

adjustment for float, and we have reduced rate base for that purpose by approximately 

$93,000. 

7. Miscellaneous Rate Base Adjustments 

At the Commission’s request, the parties developed a Comparative Summary 

Schedule that reflects their final positions in this proceeding. This process clarified and 

resolved disputes regarding certain proposed adjustments. Based on this final schedule, 

the parties now concur that rate base should reflect the inclusion of the OPEB deferral 

balance, which reduces rate base by $2,921,000. They also agree that rate base (and 

operating income) must be adjusted to reflect the 2008 increase in the Maryland State 

corporate income tax rate from 7% to 8.25%. This adjustment decreases rate base by 

$1 ,322,000.56 The final cash working capital figure also includes two agreed adjustments 

that we find reasonable: we have increased rate base by $84,000 to reflect a CWC 

ratemaking change and by $135,000 for the CWC change for the test period.57 

B. Operating Income 

Operating income is derived by subtracting the costs the Company incurs in 

providing service to customers from the revenues it receives for electric service. Various 

adjustments to the test year revenues and expenses are proposed by the parties and are 

54 T at 917. 
” T at 917-918. 
” It increases operating income by $1,888,000. 
” See Comparative Summary Schedule, lines 33 and 34. As noted previously, the parties do not agree on 
the CWC adjustment to reflect check float. 
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either accepted, rejected or otherwise modified by the Commission in order to determine 

operating income. In this case, the Company’s uncontested operating income was 

$15,568,000 for the test year period. The parties dispute other operating income and 

expense adjustments that we discuss and decide below. 

1. Consolidated Tax Adjustment 

Staff proposes that we apply a consolidated tax adjustment (“CTA”) to the 

Company’s earnings in this case. According to Staff, this adjustment reflects the 

difference between what a consolidated group of companies would pay in current tax 

liability if they filed separate stand-alone tax returns compared to what they do pay based 

on filing a consolidated tax return. Staff asserts that a fair share of such savings needs to 

be recognized for rate making purposes because, but for the utility company, the 

corporate family would not realize a proportionate amount of these savings. In other 

words, but for Delmarva, the corporate tax losses would have less value. Based on the 

most current (2007) data available, Staff proposes that we reduce federal income taxes by 

$5,249,3 17, which results in an equal increase in operating income.58 

Company witness James Warren offered a lengthy and detailed opposition to 

Staff’s proposed CTA. Mr. Warren argued that a CTA confiscates shareholder property; 

violates generally accepted accounting principles (“GAAP”); represents an indirect 

reduction of the allowed return on equity; breaches the wall between regulated and non- 

regulated operations; is “fringe” ratemaking; and is inappropriate because the tax losses 

should be assigned to companies generating the losses.59 Mr. Warren emphasizes that the 

purpose of the consolidated tax return process is to prevent the imposition of a tax cost on 

’* Allen Direct at 15-1 8 and Exhibit RMA-1, Schedule 2, p. 1. 
59 Rebuttal testimony of James I. Warren (“Warren Rebuttal”) at 10. 
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the consolidated group of companies, which would be frustrated by imposing a CTA, 

which creates a regulatory cost.6' Moreover, the tax losses at issue are unrelated to the 

provision of utility service and would diminish the profitability of unregulated activities, 

such as alternative energy investments, which depend on these tax benefits.6' OPC did 

not propose a consolidated tax adjustment. 

Staff witness Allen responded in his surrebuttal testimony that the tax savings in 

the CTA do not represent tax benefits to the loss affiliates or corporations other than 

Delmarva. Without the utility's positive taxable income, he argued, the losses would not 

provide a benefit to be captured by PHI in its consolidated return. Staff states that the 

benefits the Company otherwise would lose should be treated as regulated tax benefits, 

which Staff argues is what IRS Project PS-107-88 envisioned.62 Staff disputed the claim 

that a CTA adjustment would qualify as "fringe ratemaking," and claimed that this 

Commission has in the past adopted a CTA in a rate case. Additionally, Mr. Allen points 

out that approximately 20 regulatory jurisdictions have adopted a CTA in at least one 

The Commission previously addressed the issue of a consolidated tax adjustment 

The in a proceeding involving Washington Gas Light Company (,cWGL").64 

Commission noted that the basic theory for filing a consolidated tax return is that 

members of the corporate system pay taxes on their consolidated taxable income which 

permits the net operating income of some members to be used to offset the net operating 

Go Warren Rebuttal at 7. 
6' Warren Rebuttal at 8-9. '* Allen Surrebuttal to Warren at 2. Project PS-107-88 dealt with the tax normalization rules and CTAs. 
G3 Allen Surrebuttal to Warren at 3-5 and 7-8. Staff cites In Re Columbia Gas of Maryland, Inc., Case No. 
7545, Order No. 65520,72 MD PSC 575, (1981). 

Re Washington Gas Light Company, 13 MD PSC 751 (1982). 

21 



losses of other companies. Consequently, without taxable income, the tax losses cannot 

be translated into system-wide tax savings. 

The Commission stated that it “is a rule of general application that the rates 

charged for a regulated utility should only reflect the costs associated with providing the 

utility service and should not reflect costs associated with other businesses . . . yy65  

Therefore, the Commission concluded that it must examine the relationship between the 

regulated entity, whose costs are included in its rates, and the enterprise generating the 

tax savings in order to determine whether to reflect the tax savings. Furthermore, the 

Commission noted that it is also relevant to consider whether the tax savings are 

sufficiently recurring before reflecting them in test year ratemaking.66 

In order to adopt the Staffs recommended CTA, we would have to depart 

substantially from prior Commission decisions on this issue and join a very small 

minority of commissions. Staffs claim that twenty other jurisdictions apply CTAs did 

not survive cross-examination by the Company and questioning by the Commission - 

nearly all of the cases Staff cited in its testimony had been overruled or the policy 

allowing CTAs otherwise superseded. In our view, the important question is whether the 

parent’s tax policies treat the regulated utility unfairly. 

In the course of questioning Mr. Warren during the hearing, we became aware 

that the PHI companies have a collective tax sharing agreement that allocates tax benefits 

and liabilities within the corporate family. After the fact of this agreement came to light, 

we directed the Company to produce the agreement and a witness capable of answering 

questions about the agreement, and the Company complied. The terms of the agreement 

65 Id. at 757. 
66 Id. at 757. 
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raise confidentiality concerns, so we will not discuss the details of it here. But after 

reviewing the agreement itself and examining the Company’s witness, Mr. Salatto, we 

find that Delmaiva is treated fairly for tax purposes in the overall taxation structure of the 

corporate family, and that Delmarva’s ratepayers are not subsidizing the parent or its 

unregulated affiliates. Accordingly, we find that the Staffs proposed consolidated tax 

adjustment is not necessary to ensure fairness, and we decline to apply it. 

2. Facility & Real Estate Service Costs 

During an on-site review at PHI offices in Washington D.C., Staff noticed that 

seemingly significant portions of the facilities were vacant. Staff then served a data 

request regarding the Company’s occupancy rate, to which the Company responded only 

with regard to its Delaware facilities. Although Staff complains about the completeness 

of the Company’s response, it sought no additional information or relief prior to the 

hearing. Instead, Staff extrapolated the Company’s Delaware occupancy rate, 4.04% of 

which is not occupied, to the Company as a whole, and argues that we should reduce 

operating income by approximately $65,000 to account for $108,409 worth of unused 

space. Staff also recommends that a utilization study be performed on all property used 

or allocated to D e l m a ~ a . 6 ~  

Delmarva offers no good reason why it answered Staffs data request with 

Delaware data, but counters that the Company occupies substantially all of its office 

space across its jurisdictions and, therefore, that no adjustments are appropriate. Finally, 

Delmarva argues that a utilization study would be an unnecessary expense.68 

I 

67 Allen Direct at 10-1 1. 
VonSteuben Rebuttal at 18-20. 
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We find that the record here does not support a special adjustment for Facility and 

Real Estate Service Costs in this case. Although we will not order a utilization study at 

this time, we do direct the Company to provide Staff an accurate estimate of facilities 

usage for each facility used by Delmarva or for usage costs assigned to Delmarva, and we 

reserve the right to address these issues in an appropriate future proceeding. 

3. Liability Reserve Accruals 

Staff describes liability reserves as a form of accounting for losses not covered by 

outside insurance policies. Delmarva has established reserves for auto and electric 

liabilities. Staff asserted in its direct testimony that Delmarva’s reserve accrual amounts 

for both auto and electric liabilities are not rea~onable.~’ However, in his surrebuttal 

testimony, Mr. Allen eliminated his original auto liability accrual adjustment due to auto 

liability losses in 2009.70 That leaves only electric accruals for us to resolve. 

According to Mr. Allen, reserve accruals should cover the ongoing average level 

of annual losses experienced. The accruals should, he argues, provide a reasonable 

reserve and should reflect any unreasonable surplus or deficiency in the reserve balance. 

Because the electric liability balance is sufficient to cover expected annual losses for six 

years, he contends that the balance is over-funded and that Delmarva can maintain a 

reasonable level with no additional accruals for several years.7* Consequently, he 

eliminates the test period electric liability reserve accrual, which increases net operating 

income by $405,000.72 

69 Allen Direct at 1 1. 
70 Allen Surrebuttal at 13. 
7’ Allen Direct at 1 land 12. ’’ Comparative Summary Schedule. 
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The Company argues that Staff’s analysis is historical, not prospective, and that 

current and future liabilities must include known open claims and incidents incurred but 

not reported (IBNR) as well as historical averages. Furthermore, to provide a zero level 

of expense for the test year does not fairly represent the cost incurred during the period.73 

Based on the Company’s response, the parties now concur that the Company’s 

auto liability reserve is appropriate. However, we concur with Staff that six years of 

electric liability reserves should be sufficient to cover the expected level of losses during 

the rate effective period, and we have increased net operating income by $405,000. 

4. Proforma Benefits 

The Company proposes an adjustment to reflect an 8% increase in employee 

medical expense and a 5% increase in vision and dental expenses expected for 2009. The 

adjustment decreases test year earnings by $1 50,000.74 

Staff opposes the Company’s adjustment because it is based on “expected” costs 

rather than a known and measurable increase. Furthermore, Staff argues that the 

Company did not provide data and documentation to support these post-test year 

increases.75 Staff also argues that the Company has not demonstrated that prior 

projections have accurately forecasted actual expenses.76 

Mr. VonSteuben responds that the Company did not arbitrarily make these 

adjustments, relying instead on an independent benefits consultant. The Company 

provided the consultant’s survey as a rebuttal exhibit.77 Furthermore, Mr. VonSteuben 

points out that the proposed adjustment reflects the low end of the range for benefit cost 

i 

73 Kathleen White Rebuttal at 2-6. 
74 VonSteuben Direct at 10, Schedule WMV-5, p.2. ’’ Alderman Direct at 2-3. 
76 Alderman Surrebuttal at 1-2. 
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increases in the Mid-Atlantic region. Since the adjustment is supported and is similar to 

an adjustment in its last case, Delmarva concludes that it is appropriate?8 

The Commission finds that the Company’s adjustment for increases in benefit 

costs is supported by the study and that it represents the lower end of the expected range 

of cost increases. Therefore, the Commission includes the Company’s adjustment in the 

calculation of operating income. 

5. Rate Case Expense 

The Company proposes an adjustment to amortize the anticipated incremental 

costs of this proceeding over five years, without including the unamortized portion in rate 

base.79 According to Mr. Effion, the Company has two errors in its adjustment. First, 

OPC argues that the cost of the present case included in Delmarva’s 2008 expenses is 

understated, which results in a correction reducing proforma expenses by $1 13,000. 

Second, Mr. Effion states that if amortization of the remaining one-half of Case No. 9093 

regulatory expense is permitted, then this amount should also be amortized over five 

years which results in a $138,000 modification. Combining Mr. Effron’s adjustments 

would reduce proforma regulatory expense by $251,000.80 In rebuttal, Mr. VonSteuben 

notes that OPC and Delmarva agree on the rate case expense adjustment.81 

~~~~~ ~ 

77 VonSteuben Rebuttal, Schedule WMY R-4. 
78 VonSteuben Rebuttal at 12-14. 
79 VonSteuben Direct at 12; Schedule WMV-5, at 9. 
8o Efffon Direct at 13-15; Schedule C-I. 
8’ VonSteuben Rebuttal at 5 and Schedule WMV R-1 at 2. See also Comparative Summary Schedule. Rate 
case expense is amortized over a presumed period between rate cases. Thus, if the Commission orders a 5 
year amortization the rate case expense is divided over the 5 years until the next rate case is expected, 
which yields a yearly expense for operating income calculations. This is what the Commission did in Case 
9093. However, since only two and a half years elapsed until this Order is issued, there was 50% of the 
9093 expense that the Company did not recover, so far, in rates. The Company and OPC finally agreed to 
roll the unamortized 9093 rate case balance into the rate case expense for this case. Since a certain level is 
already reflected in rates, this is why OPC witness EBon made the adjustments to get the correct 
amortization going forward for an expected 5 years. The Company agreed and the Commission is 
accepting this agreed (except for Staff) adjustment. 
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Staff argues - with no citation - that both shareholders and ratepayers benefit 

from a rate case and therefore such expenses should be shared equally. Therefore, Staff 

asks us to reduce the Company’s rate case amortization by 50%.82 

The Company responds that the cost of a rate case is a normal and necessary cost. 

Furthermore, the Company argues that these costs have always been included in a 

utility’s cost of service and there is no reason to deviate from prior Commission 

practice.83 

The Company is correct that rate case expenses have historically been recovered 

as part of a utility’s cost of service. Although Staffs split-the-difference position has 

some visceral appeal - the Company’s emphasis throughout the case on providing returns 

to shareholders and investors and safeguarding tax incentives for unregulated operations 

did occasionally give us pause - there is no legal or record support for a departure from 

historical practice in this case. However, OPC witness Effkon did point out modifications 

that are required to the Company’s original figures including the need to amortize the 

remaining balance from Case No. 9093 over the five years that will be authorized for rate 

case expenses in this proceeding. The Company agrees with OPC and the Commission 

accepts the rate case adjustment, which increases operating income by $99,000.84 

In its brief, OPC encourages the Commission to reduce the amount of rate case 

expense by the total amount of external legal expense ($500,000). OPC maintains that it 

sees no reason why this sort of routine expense could not be handled by in-house counsel. 

Because OPC did not offer evidence or testimony demonstrating that the Company’s 

82 Alderman Direct at 3-4. 
83 VonSteuben Rebuttal at 5-6. 

84 See Comparative Summary Schedule, line 29. 
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outside legal expenses were excessive, we have no basis in this record on which to make 

such an adjustment (especially since we find that the Company’s outside counsel 

represented it ably). Our decision not to adjust outside counsel expenses in this case 

should not be read as foreclosing the possibility in another case, on the right record. 

6. Uncollectible Expense 

Mr. VonSteuben testified that uncollectible expenses increased from the $392,000 

reflected in rates now, as a result of Case No. 9093, to the test period amount of 

$1,374,366. But the Company does not stop there: Delmarva asks us to reflect its 

estimated 2009 uncollectible costs of $1,581,863 in rates.85 We reject this request. 

This particular departure from the test year is opposed universally. OPC witness 

Effron argues that the appropriate write-off ratio should be applied to the 2008 test year 

revenues, not the forecasted 2009 revenues since the Company is not proposing to 

include 2009 revenues in its operating income calculation. He argues that the 

uncollectible ratio must be modified because the Company underweighted 12 months of 

2007 data and overvalued seven months of 2008 data in formulating its ratio. 

Furthermore, Mr. Effron states that the addition to the reserve should not be 

included in determining the ratio, which is what Delmarva did, because this represents an 

estimate of write-offs, not actual experience. Mr. Effi-on recommends that we set the 

normalized uncollectible accounts ratio by averaging the net write-offs as a percentage of 

billed revenues for 2007 and 2008 because it recognizes only the actual net write-off 

experience. Applying the write-off ratio to proforma test year sales revenues results in 

proforma uncollectible accounts expense of $990,000.86 

85 VonSteuben Direct at 11-12. 
Effron Direct at 11-13. 
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Staff also disagrees with the Company’s adjustment because it restates the test 

year amount to a projected 2009 amount. Staff states that it was not able to determine the 

reasonableness of Delmarva’s forecasts. Staff computed an uncollectible expense rate for 

the test year and applied it to Staffs adjusted revenue to compute uncollectible expense. 

Staffs uncollectible expense amount is $1,103,099.87 

In rebuttal, the Company notes that the economy has taken a dramatic downturn 

during the test period. However, Mr. VonSteuben states that the adjustments proposed by 

Staff and OPC would reduce uncollectible expenses to an amount below the 2008 level of 

uncollectible expense. Mr. VonSteuben asserts that this is unreasonable given the 

increasing trend in uncollectible expenses.” 

We find that the Company’s uncollectible expenses in the test year of 2008 were 

higher than the expenses reflected in rates, and as a matter of principle and consistency 

we are willing to reflect the Company’s test year experience in its new rates. We are not, 

however, willing to ignore the test year reality for individual cost or revenue items simply 

because the Company expects a different result going forward. Adopting the Company’s 

theory here would create exactly the sort of costhevenue mismatch that the reliability 

projects did not - it would allow the Company to recover in the future for projected, not 

known and measurable, expenses without accounting for corresponding revenue 

projections. The potential mismatch here is compounded by the fact that the Company’s 

test period expense reflects not only actual write offs, but also an amount for its 

uncollectable reserveYx9 which forecasts future uncollectibles already. Based upon the 

~~ 

” Alderman Direct at 4-5. 
88 VonSteuben Rebuttal at 20-21. 

Transcript at 125. 
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record, we find that Staffs computation, which is based on an uncollectible rate solely 

for the test year, most accurately reflects uncollectable expense, which will increase 

operating income by $1 32,000.90 

7. Interest Synchronization 

Interest synchronization is a procedure that is used to adjust the interest deduction 

for state and federal income taxes, which results from various ratemaking decisions. The 

interest deduction is calculated by multiplying the rate base by the weighted cost of debt. 

Based upon the ratemalting decisions in this order, the appropriate interest 

synchronization adjustment is $858,000. 

8. Miscellaneous Operating Income Adjustments 

The parties have also reconciled certain operating income adjustments. They 

concur that operating income should be increased by $1,395,000 to reflect the elimination 

of some incentive expenses. The one-time adjustment for amortizing the increase in the 

Maryland corporate tax rate increases operating income by $1 ,888,000.91 The 

Commission accepts these reconciled adjustments. 

C. Cost of Capital 

The cost of capital consists of two components: return on equity capital (“ROE”), 

Le., the Company’s stock, and a return on debt capital, ie., the company’s bonds. The 

proportion of common and preferred equity capital and the proportion of long term and 

short-term debt are combined to establish the company’s capital To 

’O See Comparative Summary Schedule, line 19. ($236,000 - $104,000 = $132,000). 
” This adjustment reduces rate base by $1,322,000. ’* In this proceeding, the Company has not requested a return on preferred stock, nor has it requested a 
unique return on short-term debt. 
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determine the utility’s overall cost of capital, i.e., the metric used to determine a target 

percentage return to investors that will attract investors to purchase the Company’s 

offerings, the proposed individual components of debtg3 and equityg4 are weighted 

according to their percentage in the utility’s capital structure. From there, the weighted 

costs are summed to determine the utility’s overall weighted cost of ~apital.9~ 

1. The Company’s Position 

Delmarva’s rate of return witness, Professor Roger Morin, citing unprecedented 

capital market conditions of turmoil and uncertainty, originally proposed a return on 

common equity of 11 .OO% without a Bill Stabilization Adjustment (“BSA”) and 10.75% 

with his proposed BSA.96 Dr. Morin noted in his direct testimony that “if substantial 

changes occur between the filing date [May 6, 20091 and the date my oral testimony is 

presented, I will update my testimony ac~ordingly.”~~ On the stand, Dr. Morin reduced 

the average result from his studies f?om 11.26% to 10.7%. His updated recommended 

ROE is 10.75%, with a recommended BSA adjustment of 25 basis points rather than the 

50 basis point reduction the Commission applied in 2007. Dr. Morin argues that the 

proliferation of BSA mechanisms in the electric industry and the potential for a favorable 

consideration of BSA mechanisms by other Commissions diminish the need for a BSA- 

93 In this proceeding all parties agree that a reasonable cost of long-term debt is 5.93%. See DPL Exhibit 
No. 30 at Schedule RAM-16. 
94 There is no preferred stock included in the Company’s equity calculation; therefore the ROE is the return 
on common equity, alone. 
95 The weighted cost of capital is one input in the interest synchronization adjustment for state and federal 
income taxes. See p. 29, above. 
96 T. at p. 753-54. 
97 DPL Exh. No. 30 at p. 82. 

I 
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related ROE adjustment in this case." Dr. Morin's updated overall cost of capital is 

8.33%." 

Dr. Morin also argues that flotation costs should be recovered on an ongoing basis 

rather than expensing."' He argues that Delmarva may not have expensed flotation costs 

at the time it issued securities, and therefore the Company must recover them through a 

rate of return adjustment."' The Company argues that an upward adjustment of 30 basis 

points is necessary regardless of whether equity is issued by the utility itself or comes 

from its parent company, and regardless of whether equity issuances are anticipated 

soon.1o2 In calculating his proposed adjustment, Dr. Morin did not rely on the actual 

flotation costs of Delmarva or its parent, but relied instead on a model. His adjustment 

also fails to recognize the 7 basis point adjustment for flotation costs the Commission 

allowed in Case No. 9093. Instead, Dr. Morin relies on an assumed flotation cost of 5%, 

applies it to the generalized results from empirical finance literature, and concludes that 

ratepayers should pay for the direct costs that the Company has in its discretion, written 

off in past years, as well as the indirect costs of market pressures from investors 

discounting the dilution of the company's equity. Dr. Morin agrees that without this 

accretion of cost recovery for prior period flotation costs, his estimate would be a much 

smaller flotation cost adjustment. 

Finally, Dr. Morin adopts Delmarva's actual capital structure as of December 3 1, 

2008, which reflects only common equity and long-term debt,lo3 and argues that the 

98 DPL Initial Brief at 13. 
99 Comparative Summary Schedule, Delmarva column, line 38. 
loo DPL Exhibit 30 at p. 66. 
lo' Id. at p. 62. 
lo' DPL Brief at p. 14. 

I O 3  DPL Exhibit 30 at p. 81. 
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Company’s capital structure targets should be set to achieve a strong A rating, while 

noting that the legal definition of investment grade rating is BAA.lo4 

2. OPC’s Position 

OPC’s rate of return witness, Charles W. King, proposes a return on common 

equity of 10.47% without the BSA and 9.97% with his proposed BSA. Mr. King 

recommends an ROE of 10.0%, which he derives by taking the weighted average return 

from his comparison group of companies of 10.47%, which already includes 0.07 percent 

for flotation costs and subtracting 50 basis points for the BSA, then rounding the result 

(9.97%) up.Io5 Under his proposed capital structure, Mr. King’s overall cost of capital 

would be 7.68%.’06 Unlike Dr. Morin, Mr. King bases his flotation cost recommendation 

on Delmarva’s actual flotation costs rather than a theoretical estimate of any and all 

flotation costs ever expensed, written off or incurred in any test year.lo7 Indeed, Mr. 

King argues that Delmarva’s proposed method would recover over half of all the flotation 

costs that Delmarva has incurred since its creation.”’ 

3. Staffs Position 

Staffs rate of return witness, Matthew Schultz, proposes a return on common 

equity of 9.85%, including a 50 basis point BSA adjustment and a flotation cost adder of 

7 basis points.’0p In the context of his capital structure proposal, Mr. Schultz’s 

recommendation translates to an overall cost of capital of 7.70%.’ lo 

IO4 DPL Exhibit 30 at p. 79. 
lo’ OPC Exhibit 3 at p. 25. 
IO6 OPC Exhibit 3 at p. 25. Comparative Summary Schedule, OPC column, line 38. 

OPC Exhibit 3 at p. 22. 
OPC Initial Brief at p. 24. 

IO9 Schultz Direct, Exhibit No. 12 at p. 2. 
‘ l o  See Staff Exhibit No. 12 at p. 2, and the Comparative Summary Schedule, Staff column line 38. 
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Staff used a similar variety of studies to develop a recommended ROE. The 

average of Staffs two market risk premium analyses is an ROE of 10.31%.*" Witness 

Schultz also computed an empirical CAPM model, which, using the Company's inputs, 

resulted in an ROE of 9.2O%.ll2 

On brief, Staff notes: 

Because the costs of equity capital is not directly observable, each 
of the witnesses presenting testimony on the cost of capital used 
several methodologies to indiipectly estimate the return required by 
investors consistent with the regulatory standard. OPC relied 
most heavily on the DCF analysis. The Company conducted four 
DCF analyses, a CAPM and an E-CAPM as well as two DCF and 
a histoi-ical risk premium analysis ... Staff used the DCF method in 
combination with an IRR, a CAPM, and an E-CAPManalysis .... By 
the end of the hearing, the parties are separated by 90 basis points 
in theii. recommended returns on equity.'l3 

Mr. Schultz rounds up to a proposed ROE of 9.85% with a 50 basis point 

adjustment for the BSA. In stark contrast to the Company, Staff argues that a downward 

adjustment to the ROE of at least 50 basis points should be made to account for the 

stability offered by the BSA. Indeed, Staff cites cases in its brief that could support a 

downward BSA adjustment as large as 214 basis points.114 And with regard to flotation 

costs, Staff argues that Delmarva has not benefited from nor shown a need in the 

immediate future for a significant amount of outside equity, and thus that the 

Commission should not adjust the Company's ROE for flotation costs at all."5 

Staffs overall rate of return includes a short-term debt ratio of 4.33% at a cost of 

3.5 1%. Staff argues that short-term debt should be included in the capital structure, after 

" Staff Exhibit No. 12 at p. 9. 
'I2 Staff at p. 8. 
' I 3  Staff Initial Brief at 32. 

l4 Staff Reply Brief at 33. 
Surrebuttal at p. 5. 
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an allowance for CWIP, because the amount of short-term debt on Delmarva’s books is, 

in its view, significant and there is no indication that Delmarva will dispense with the 

need for short-term debt during the rate effective period.’ l6 

4. Commission Decisions 

Return on Common Equity 

Based on the record in this case, we find that the appropriate ROE for the rate 

effective period should remain 10.00%, inclusive of adjustments for the BSA and 

flotation costs. Although we understand that recent economic conditions have challenged 

the Company’s access to capital, we are unwilling as a general matter to reward the 

Company’s shareholders with a higher rate of return, on the backs of ratepayers. 

Pinpointing ROE targets is more art than science. All of the parties rely heavily 

on different, subjective approaches to weighting and adjusting the CAPM, DCF and risk 

premium analyses. All of the arguments before us were rational and, as Dr. Morin 

candidly acknowledged, the target is a moving one. In finding that the ROE should 

remain at 10.00%, we do not simply split the difference among the parties 

recommendation (even though it falls neatly in between Staffs recommendation of 

9.85% and the Company’s request for 10.43%) or fall back on our ruling in Case No. 

9093. Instead, we have weighed the Company’s requests in the context of its costs and 

revenues, current and prospective economic conditions, and the interests of the 

ratepayers. On this record, we find that 10.00% remains an appropriate rate of return, 

that there is no need to enhance or reduce the Company’s return at this time, and, as we 

‘ I 6  Reply Brief at 3 1. 
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explain in greater detail below, that the adjustments we made in 2007 to account for the 

BSA and for flotation costs remain appropriate. 

Bill Stabilization Adiustment 

The Commission agrees with OPC and will keep the 50 basis point BSA 

adjustment we approved in Case No. 9093 in place. As a general matter, the BSA has not 

truly served its intended purpose since we approved it in 2007. Although Delmarva has 

earned millions of dollars in revenue from the BSA since inception, we only approved 

comprehensive energy efficiency programs for the Company this past summer. Based 

purely on experience since Delmarva’s last rate case, we find that the BSA has afforded 

Delmarva an enhanced opportunity to earn its rate of return, even though the Company 

has not faced in any meaningful way the business risks the BSA is meant to mitigate. 

Moreover, we reject the notion that other Commissions have baked BSA adjustments into 

the published ROES of comparable utilities. By virtue of the EmPOWER Maryland 

Energy Efficiency Act of 2008, among other things, the utilities of this State are ahead of 

the energy efficiency curve, and the record does not support the claim that the ROE of 

comparable electric utilities includes a BSA adjustment. Although we find some merit to 

Staffs argument that the BSA adjustment should be larger,’17 we are content to leave it at 

50 basis points at this time. 

Flotation Costs 

We also adopt, again, OPC’s straightforward, reality-based approach to flotation 

cost recovery - which reaches the same result we reached in 2007 - and we reject the 

Company’s theoretical calculation. Flotation cost recovery should be reasonably related 

to the actual costs associated with issuing new stock that are incurred in the test period or 
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expected in the rate effective period.’18 We also reject any attempt by the Company to 

recover past discretionary write offs in prior rate effective periods. We find that the 

seven basis point adder the Commission applied in Case No. 9093, and supported here by 

Mr. King, remains reasonable and appropriate on the record before us. 

Because the record in this proceeding shows that a 10.0% ROE is commensurate 

with returns on investments in other enterprises having corresponding risks, and is 

sufficient to assure confidence in the financial integrity of Delmarva, the Commission 

believes that it will permit Delmarva a reasonable opportunity to maintain its credit and 

to attract capital. 

Capital Structure 

The Company based its overall rate-of-return recommendation on its end-of-test- 

year actual capital structure of 50.13 percent long-term debt1Ig and 49.87 percent 

common equity.”’ 

In Case No. 9093, the Commission adopted the Company’s actual capital 

structure, noting that short-term debt is a small part of the capital structure and may be 

omitted. Here, given the variability in short-term borrowings during the test year, and the 

absence of short-term debt in Delmvara’s parent’s capital structure, the Commission 

retains the exclusion of short-term debt from Delmarva’s capital structure. In this 

proceeding however, OPC and Staff propose a rate of return based on the Company’s 

actual capital structure in which they would reduce the overall rate of return by including 

~ ~~ 

l 7  OPC Brief at p. 33. 
l i s  It has been a longstanding preferred ratemaking practice of the Commission to base a determination of 
annual revenue requirements on the actual results of operations for a test year, which is likely to be 
representative of the rate effective period. In Re Baltimore Gas and Electric Company, Case No. 8190, 80 
Md. P.S.C. 380, 385 (October 18, 1989). 

‘*O Delmarva Initial Brief at 5. 
Staff and OPC agree with the Company’s proposed cost of long-term debt. 

37 



short-term debt at an average, rather than end-of-year amount, and at a cost lower than 

the cost of long-term debt and the ROE. In that way, Staff and OPC recognize the 

existence of short-term debt on the Company's books in the test year. 

OPC's proposed overall rate of return includes a short-term debt ratio of 5.89% at 

a cost of 5.43%.12' Mr. King asserts on rebuttal that the Company's proposed capital 

structure, which excludes short-term debt, fails appropriately to recognize that Company 

held large cash balances last year after issuing $250 million in short-term debt on 

November 25, 2008, at the end of the test year.'22 

Mr. Kamerick described short-term debt on rebuttal as follows: 

[Slhort-term debt as it is used by Delrnarva is temporary funding for the 
Company's construction requirements, which are permanently financed with 
either long-term debt or common equity.123 

Mr. Kamerick asserts that the financial crisis has had a severe negative effect on the 

short-term credit markets, necessitating Delmarva's borrowings under its bank credit 

facility and causing concerns over its ability to maintain its liquidity. He argues that 

Delmarva's short-term debt after netting cash needed for liquidity is more than consumed 

by funding construction work in progress (CW). '24  

OPC attempts unsuccessfully to rebut Mr. Kamerick by noting that there was up 

to $50 million in actual short term borrowing in 2008.'25 Staff notes on brief however, 

that an adjusted capital structure has been adopted when necessary to recognize the 

Company's actual capital structure during the rate effective period.'26 

''I King Direct, Schedule 1. 
OPC Exhibit 4 at p. 3. 
Delmarva Exhibit No. 2 at p. 6.  
Delmarva Exhibit No. 2 at p. 7-8. 
OPC Exhibit 4 at p. 3. 

126 Staff Initial Brief at p. 30. 
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We decline to adjust Delmarva’s capital structure to recognize short-term debt. 

All else being equal, rates should reflect reality. Because Delmarva does not issue stock 

of its own and PHI only has common equity and long-term debt, the Company’s financial 

structure during the rate effective period will not include short-term debt, and PHI’S 

emergency borrowings in late 2008 should not skew Delmarva’s capital structure for the 

years to come. 

Overall Rate of Return 

The Commission determines that a reasonable overall rate of return for Delmarva 

in this proceeding is 7.96%,Iz7 which is based on a return on equity capital of 10.00%, a 

return on long-term debt of 5.93%, and a capital structure consisting of 50.13% long-term 

debt, and 49.87% common equity. The 10% ROE is based on seven basis points for 

flotation costs, a 50 basis point reduction for the BSA, and a weighing of the various 

methods used by the parties to calculate the unadjusted ROE. Although the ROE remains 

unchanged in this proceeding relative to Case No. 9093, the Company will receive a 

slight increase in the overall rate of return because of the slightly higher cost of long- 

term debt used in this proceeding and because the relative proportion of common equity 

versus long-term debt in the capital structure is slightly higher in this proceeding. 

Revenue Requirement 

When applying the 7.96% percent overall rate of return to the adjusted rate base 

of $306,352,000, the income requirement is $24,386,000. Based on the Company’s 

adjusted test year net operating income of $19,99 1,000, we find the Company has a net 

127 In Case No. 9093, the ratios of long-term debt and short-term debt were 51.37% and 48.63%, and the 
cost rate for long-term debt was slightly lower at 5.48%, resulting in an overall rate of return of 7.678%. 
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operating income deficiency of $4,395,000, which becomes a gross revenue deficiency of 

$7,53 1,000, as detailed in Appendix I. For the reasons set forth above, we find that rates 

based on this revenue requirement amount of increase will result in just and reasonable 

rates for the Company and its customers. 

D. Cost Allocation 

The Company, through Mr. Tanos, offered jurisdictional and customer class cost 

of service studies (“COSS’’) based on a test year ending December 31, 2008. According 

to Mr. Tanos, the COSS assigns the Company’s revenue requirement to the different 

customer groups based upon cost causation. Once costs are allocated appropriately, Mr. 

Tanos says they can then be used to develop applicable class rates of return, which guide 

the final rates charged to each customer class.’28 

The Company’s proposed cost model began with the approach from its last base 

rate case,129 but incorporated as well the Commission’s directions from Case No. 9093. 

In accordance with Order No. 8 15 1 SI3’, Delmarva calculated the non-coincident peak 

(‘WCP”) demand for the residential heating and non-heating customers as a single class 

and combined these distinct groups in the COSS.’31 The average load factors for both the 

heating and non-heating customer groups were applied to Delmarva’s residential 

customers’ kWh sales to determine the customers’ NCP.’32 Mr. Tanos also recommends 

using the customer load data base embodied in the Lodestar Profiling and Settlement 

12* Direct Testimony of Elliott P. Tanos (“Tanos Direct”) at 3-5. 
12’ Tanos Direct, at 10. 
130 Re Delnzaiva Power and Light Company, 98 M D  PSC 288 (2007). 
1 3 ’  Tanos Direct, at 10-11. The Commission also ordered Delmarva to perform load and peak studies on a 
biennial basis and to file a biennial report. According to Staff, the Company has not yet filed its first report 
but plans to do so in the first quarter of 2010. Ermer Direct at 6-7. The Commission directs Delmarva to 
file the report by April 1,20 10. 
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System (“LPSS’’) to calculate the demand allocation factors - he claims that it yields a 

valuable database that can be used to estimate the demand measures in the COSS.’33 Mr. 

Tanos summarized the Maryland jurisdictional distribution customer class COSS, then 

expressed as both rates of return and relative rates of return. According to Mr. Tanos, 

Delmarva’s Maryland Distribution rate of return for 2008 was 7.83%.’34 

OPC witness Wallach argued that the Company’s COSS may overstate the 

residential class’s share of costs. If so, he argued, the increase necessary to bring the 

residential class to the requested rate of return would be less than indicated by 

Delmarva’s COSS.135 Although he coiicludes that the Company’s allocations are 

“generally reasonable,” Mr. Wallach identified two issues that tend to overstate 

residential customer First, he claimed, the allocation of line transformers based 

on a simple average of “Class MDD” (the class maximum diversified demand) and 

“Customer NCP” (the sum across customers in a class of maximum customer demands) 

may understate the diversity of load on these facilities. Second, he asserts that 

Delmarva’s allocation of services based 011 Customer NCP does not account for sharing 

by several residential customers of a single service line to a multi-family building. Mr. 

Wallach also notes that Delmarva has not conducted a system load diversity study and 

concludes that such a study should be done to ensure that allocators reasonably reflect the 

impact of load diversity on distribution 

13’ Tanos Direct at 15. 
133 Tanos Direct, at 11-14. 
134 Tanos Direct at 4 and 22, and Schedule EPT-7. 
‘35 Wallach Direct at 7. 
13‘ Wallach direct at 9. See pages 8-9 for a discussion of the allocations. 

137 Wallach Direct at 12. 
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Mr. Tanos responds that Mr. Wallach’s position regarding the use of allocation 

factors for secondary plant investment is one-sided and does not fairly reflect the 

distribution plant installation characteristics of the Delmarva system. Mr. Tanos 

challenged OPC’s assumptions of customers per line transformer as neither realistic nor 

representative of each class. Mr. Tanos responded that the Company’s COSS applies a 

50/50 weight to the Class MDD and Customer NCP, an approach he characterized as 

reasonable and pra~tical.’~’ As for service conductors, Mr. Tanos argues that the vast 

majority of service drops can only be used by a single customer. Therefore, he claims, 

Delmarva has used customer maximum demands as a reasonable proxy in lieu of 

extensive and costly efforts to quantify all cost  element^.'^' 

Staff witness Ermer testified that the COSS was appropriately developed and 

yields reasonable results, albeit with one exception: he argues that part of the distribution 

plant in the COSS was not properly classified because a number of items have been 

classified only on a demand-related basis and do not contain a customer-related 

component as recommended in the NARUC Cost Allocation Man~a1.l~’ Delmarva 

classified distribution plant components either on a demand-only basis or a customer- 

only basis. Meters and services were classified as customer-only related and poles, 

transformers and conductors as demand-only related.’41 However, Staff notes that 

NARUC guidelines recognize that poles, transformers, and conductors (as well as 

services, and meters) are required for service to customers regardless of their load 

13’ Tanos Rebuttal at 7-9. 
13’ Tanos Rebuttal at 10-1 1. 
I4O Direct testimony of Charles Ermer (“Enner Direct”) at 3. NARUC is the National Association of 
Regulatory Utility Commissioners. 
14’ Ermer Direct at 9. 
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 requirement^.'^^ Since the Company’s COSS classified poles, transformers and 

conductors on a demand-only basis, Mr. Ermer concludes that this may contribute to 

cross-subsidization between classes and contribute to the divergence of customer class 

rates of return from the total Company rate of 

Staff conducted a theoretical analysis in which it allocated a portion of the 

distribution plant line items based solely on the number of customers in each class, then 

allocated the remaining portion as demand-related according to the COSS.’44 Staff 

defines the customer component as the theoretical minimum distribution system required 

to serve customers at nominal load ~0ndi t ions . l~~  Staff examined two scenarios, one 

where there was a 90% demand related and 10% customer related split and another based 

on a 70/30 demandhstoiner split. Staffs analysis resulted in shifting additional costs to 

the residential and street lighting classes while the general service secondary and general 

service primary classes showed reduced costs allocated to these classes. The largest cost 

shift resulted fi-om the 70/30 split, which reduced the general service primary cost 

allocation by 42%. The residential class saw increases in cost allocations of about 3% 

with the 90/10 split and 9% with the 70/30 split.’46 Based on its analysis, Staff concludes 

that using an allocation method that relies more on customer-related allocators would 

reduce the imbalance between the class rates of return in Delmarva’s COSS. Costs 

would be shifted from the general service classes to the residential and street lighting 

14’ Ermer Direct at 16. 
‘43 Ermer Direct at 3. Staff does not take issue with the Company allocating services and meters on a 
customer-only basis. Staff also notes that the COSS presented by Mr. Tanos has not been adjusted for the 
rate base adjustments proposed by Company witness VonSteuben. Ermer Direct at 10. 

The allocation of meters and services was not changed because they are already classified as customer- 
related. Ermer Direct at 17. 
14’ Ermer Direct at 16. 

146 Ermer direct at 17-1 8. See chart, at 18. 
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classes. Ultimately this would bring the classes closer to the total Company rate of 

return. Staff states that in its opinion at least 10% of costs are customer-related, and the 

percentage may be much higher. Consequently, Staff recommends that Delmarva be 

required to include a minimum-size system analysis in its COSS as outlined in the 

NARUC Manual in its next rate case.147 

Staff notes that when it questioned the Company about not using a customer 

component in the COSS, Delmarva responded that for small users the theoretical 

minimum system can include a large portion of their load requirement and result in an 

over-allocation of costs for these accounts or double counting. The Company also noted 

that the NARUC Cost Allocation Manual cautions against using the minimum system 

method and over-allocations. Moreover, Delmarva noted that its allocation methods are 

consistent with those used in Case No. 9093.14' Furthermore, Mr. Tanos asserts that 

Delmarva's approach to customer-related plant costs recognizes the weaknesses in other 

methods. Although there is a theoretical basis for assuming a very small customer 

component in investment in distribution lines and poles, he argues that it is extremely 

difficult to quantify and properly address all elements of related costs such as other plant 

and depreciation expenses where a simple ratio may be entirely inappropriate. Mr. Tanos 

argues that the demand-only classification approach for lines, poles and transformers is a 

common cost allocation approach, which avoids the double counting possible with a 

minimum-size system appr~ach.'~' 

147 Errner Direct at 18-19. 
14' Ermer Direct at 17. 

14' Tanos Rebuttal at 4-5. 
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According to Mr. Wallach, Staff does not provide any theoretical or quantitative 

basis for its conclusion that at least 10% of distribution costs are customer-related. OPC 

also takes issue with Staffs recommendation that the Company undertake a minimum- 

size system analysis in a COSS in its next rate case. OPC explains that the minimum size 

analysis attempts to estimate the cost to install the same number of units as are currently 

on the system assuming that each unit is the smallest size currently used. Another 

method, the zero-intercept method attempts to estimate the cost of equipment required to 

connect existing customers, even if they have virtually no load. Using either method, the 

minimum system cost is deemed customer-related with the remaining costs classified as 

demand-related. Mr. Wallach argues that minimum-system methods do not produce 

reasonable classification results because, however estimated, such costs are neither 

properly classified as wholly customer-related or demand-related. In other words, 

minimum system costs are not driven by either changes in the number of customers or by 

changes in customer demand. Mr. Wallach concludes that small customers are unfairly 

burdened when a high percentage of these costs are characterized as solely customer 

related.I5' 

No party suggests that the Company's COSS should not be used for determining 

customer class revenue requirements in this proceeding. However, both OPC and Staff 

recommend studies to refine the COSS analysis for the Company's next base rate case. 

OPC recommends that the Company conduct a system load diversity study and Staff 

recommends a minimum-size system analysis. Neither OPC nor Staff could quantify the 

costs for such studies. 

I5O Rebuttal Testimony of Jonathan Wallach, at 1-4. 
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On the record before us here, we find that the Company’s COSS fairly and 

reasonably distributes costs across the Company’s customer classes, and we do not order 

further studies at this time. In Case No. 9093, the Commission declined to adopt Mr. 

Wallach’s proposals regarding the allocation of transformers and services to account for 

load diversity, and we are not persuaded that such a study is necessary right now. The 

scope and cost of Staffs proposal for further cost allocation studies remains uncertain, 

and we are not presently persuaded that an extensive, expensive study is needed right 

away. We remain open to the possibility of further study at a later time. 

E. Rate Design 

1. Inter-Class Rates 

Not surprisingly, the Company’s proposed rate design incorporates the results of 

the company’s COSS. The Company’s proposal is based upon three major principles: 

(1) Minimize to the greatest extent possible the disparity between a class rate 

of return and the overall rate of return, thus matching class revenues and costs. The 

Company measures the disparity by the unitized rate of return (“‘UROR’’), with one being 

unity. A number above one indicates the class is contributing a greater than average 

return and vice versa. 

(2) Provide price signals that accurately reflect the class cost of service. 

Delmarva sends these signals by setting the customer, energy and (if applicable) demand 

charges so that they recover these particular pieces of the overall class cost of service to 

the greatest extent practicable. 
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(3) Apply the principle of gradualism to inter-and intra-class rate changes. In 

this regard, the Company took into account the level of changes approved by the 

Commission in Case No. 9093.’51 

In developing the Company’s proposed rate design, Mr. Janocha began with the 

UROR results from the COSS. The Company proposes an allocation of the revenue 

requirement that would move the Telecommunications Network Service ((‘”‘7 

classification from its current UROR of 0.92 to 1.00, which coincides with its class cost 

of service. For the Small General Service -Secondary (“SGS-S”) and the Residential 

(“R”) classes, which both have UROR’s above 1.0, the Company proposes to close the 

difference between the current UROR and unity by 70%. This approach would result in 

the SGS-S class UROR moving from 1.21 currently to 1.06, and the Residential UROR 

moving .from 1.05 currently to 1.02. In other words, these rate classes would receive less 

than the average proposed rate increase in this case. For the Large General Service- 

Secondary (“LGS-S”), General Service Primary (“GS-P”) and the Street Ligthing classes, 

which all have URORs of less than 1.0, Mr. Janocha proposes revenue increases that 

would close the difference between the current URORs and unity by 70% for each. This 

would result in new URORs of 0.86 for LGS-S (up from 0.54 currently), 0.82 for GS-P 

(up from 0.39 currently) and 0.88 for Street Lighting services (up from 0.60 currently), 

which would be larger than the average rate increase.’52 

From these reallocations, Delmarva proposes to increase customer charges and 

demand charges to recover a greater percentage of customer and demand related 

Is’ Direct testimony of Joseph F. Janocha (“Janocha Direct”) at 2-4. 

Janocha Direct, at 6 and Schedule JFJ-1. 
IS3 Janocha Direct, at 6-10. Only the SGS-S class has demand charges. 
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The Company originally proposed to reduce the difference between the initial and trailing 

blocks for Residential winter rates, but subsequently agreed to consolidate the Residential 

winter rate blocks into a single winter rate, with adjustments to maintain a summer-winter 

differential.'54 Finally, the Company proposes some minor tariff clarifications and an 

adjustment to the revenue per customer levels based upon the proposed changes to the 

distribution rates.155 Billing comparisons for the major rate schedules are contained in 

Schedule JFJ-2, which shows that a typical residential Standard Offer Service ('cSOSy') 

customer using 1,000 kWh per month would see a total monthly bill increase of $3.89 or 

2.6% under the Company's revenue request (which is approximately double the amount 

we allow here).'56 

OPC challenges the Company's proposal, arguing that it would allocate to 

residential ratepayers more of the requested revenue increase than is necessary to achieve 

the requested rate of return. Through Mr. Wallach, OPC argues that the Company should 

only be permitted to allocate to residential customers as much of the approved revenue 

increase as is required to achieve the overall authorized rate of return, which would result 

in a UROR of 1.0.'57 Mr. Wallach contends that although the Company proposes to 

increase Residential class revenues for distribution service by 10.8%, the result would be 

a Residential rate increase of approximately 18% because of the decline in retail sales 

between 2006 and 2008 and the effect of the Bill Stabilization Adjustment (LcBSA'y).'58 

He concludes that the 18% increase "effectively folds the BSA surcharge recovery of the 

154 The Commission also finds this resolution appropriate. 

approved. 
Janocha Direct, at 12-13. This affects the BSA. No party contested the tariff clarifications and they are 

Janocha Direct, at 12. 
Wallach Direct at 2. 
Wallach Direct at 5-6. 
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sales-related deficiency into base Mr. Wallach concludes that in this time of 

economic distress, the Company should be minimizing residential rate increases to the 

greatest extent feasible.I6' 

Mi-. Campbell responds that Staff generally agrees with the revenue allocation 

technique Delmarva used, but that Staffs overall recommendation of a rate decrease here 

requires alterations to the Company's techniques to maintain revenue neutrality among 

the rate classes.'6' Staff recommends that the GS-P, Street Lighting, and LGS-S classes 

receive a minimal or no decrease in their revenue requirement, and that that other rate 

classes, including Residential, receive significant revenue requirement decreases.I6' Staff 

argues that maintaining revenue neutrality while lowering the revenue requirement of 

certain rate classes will increase the unitized rate of return for classes whose revenues 

remain unchanged. If we were to allow a rate increase, however, Staff considers the 

Company's allocations reasonable and proper.'63 Staff agrees with the Company that by 

eliminating 70% of the difference between the overall system rate of return and a given 

rate class rate of return, Delmarva will achieve consistency across rate classes without 

unduly discriminating against any ~ 1 a s s . l ~ ~  

There are, alas, wide disparities among the rate classes that need to be corrected at 

this point. But bringing all classes to unity in one fell swoop would stretch the important 

~~ 

Wallach Direct at 7. 
I6O Wallach Direct at 2. 
''I According to Staff, revenue neutrality maintains the same level of class revenues regardless of intra- 
class allocations. 

OPC notes that Staffs allocation to the Residential Class of its proposed rate decrease in this case 
represents a 4.5% decrease to the revenue amount approved for the R class in Case No. 9093. However, 
because of  the effect of the BSA and the lower electricity sales revenues today, the average rate for the R 
class would increase by 1.7% over current base rates. Wallach Rebuttal at 5. 

Campbell Direct at 6-7. 
'64 Campbell Direct at 14-15. 

I 
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principle of gradualism past its breaking point. In this economic climate, a one-shot 

return to unity would visit a severely disproportionate share of the new rates on the 

classes that are farthest away - in this case, the larger commercial classes. Although the 

overall increase we approve here is modest as compared to the amount of increase sought 

by the Company, there is still some potential to cause undue pain and burden if the 

smaller increase is not allocated reasonably. And this dynamic is compounded by the 

demographics of Delmarva’s customer base, which skews heavily in terms of customer 

count and revenue to the Residential class. 

We are sympathetic to OPC’s recommendation that we bring residential 

ratepayers, who have been overpaying as a class, to unity. But although we decline to fix 

a rigid numerical standard, we find that moving all classes to unity now fails the 

gradualism standard. Reducing the disparities between class rates of return and the 

system average by 70%, as the Company suggests, raises large commercial customers’ 

distribution rates approximately 23%. But bringing Residential customers to unity 

increases that large commercial customer impact to nearly 30%, while providing little 

incremental savings to the Residential class, only about 25 cents per month. None of 

these options is particularly satisfying, but on balance we find that the Company’s 

proposal strikes a reasonable balance between a pure aliquot allocation and broader 

notions of fairness, particularly in these challenging economic times. 

2. Intra-Class Rates 

a. Customer Charges 
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The next question is whether to permit the Company to collect any portion of the 

incremental revenue through an increase in the fixed customer charge - a request we 

deny. 

Delmarva argues that current rates do not recover all customer-related costs 

through the respective class customer charges. The Company proposes to narrow these 

disparities by raising the class customer charges by a higher percentage than its proposed 

overall rate increase. As the Company admits, the Commission approved a 25% increase 

in the residential customer charge in the Company’s last rate case, and they ask us to do 

the same again, i.e., to raise the current residential customer charge from $6.00 to 

$7.50.165 Additionally, in Case No. 9093 the Commission approved customer charges for 

the SGS-S, LGS-S, GS-P and Street Lighting classes designed to recover one-half of the 

customer related costs. In this case Delmarva proposes to recover 75% of customer- 

related costs as identified in the COSS.’66 

OPC argues that the Company’s proposal for a 25% increase in the customer 

charge disproportionately and unreasonably shifts the burden for the revenue increase 

onto low usage customers.167 OPC states that increasing the customer charge more than 

the overall revenue increase allocated to the residential class effectively shifts recovery of 

sales-related revenue losses fiom the BSA to the customer charge.’68 OPC disputes the 

extent to which the customer charge includes costs that the COSS classifies as customer- 

related, but allocates as load related.I6’ Ultimately, OPC concludes that the Company’s 

customer charge proposal is unreasonable because it would effectively allocate to small 

i 

‘65 This increase would be for the R class. Residential Time-of-Use (“R-TOU”) rates would also be 
increased by 25% fTom $8.50 to $10.63. See Campbell Direct at 30,32-33 and Exhibit GMC-3. 
‘66 Janocha Direct at 8-9, Schedule JFJ-I, at 2. 
16’ Wallach Direct at 16. 
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usage customers a larger share of the volumetric revenue losses than is their 

resp~nsibil i ty.’~~ 

Staff argues that the revenue currently collected through fixed charges is deficient 

and that an increase in customer charges is needed. However, Staff concedes that not all 

fixed costs can be collected through monthly customer charges without violating the 

principle of grad~alisrn.’~’ Staff notes that in Delmarva’s last rate case, the Commission 

approved a 25% increase in the Residential customer charge, which resulted in 39% of 

customer costs being recovered by this fixed charge. Delmarva’s proposal in this case 

would result in 43.59% of fixed costs being r e~0vered . l~~  Staff contends that the 

Residential class is currently collecting only 34.2% of customer costs while it is 

responsible for 43.6% of the total cost. As such, Staff argues that there is a “clear need” 

to allow the Company to collect more revenue through Residential monthly customer 

charges based upon the COSS results. However, following a gradual approach, Staff 

recommends a 16.67% increase, to $7.00, for the R subclass customer charge and a 

17.6% increase, to $10.00, for the R-TOU subclass.’73 OPC opposes Staffs proposed 

increases in Residential customer charges for the same reasons it opposes the Company’s 

proposed increase. 

Staff notes that Delmarva’s other customer charge proposals would result in an 

increase in the customer charge of 47.7% for the SGS-S class (from $15.43 to $22.79),’74 

Wallach Direct at2-3 and 18. 
16’ Wallach Surrebuttal at 3. 
I7O Wallach Direct at 18. 
17’ Campbell Direct at 22-23. 
17’ Campbell Direct at 21 and 30. 
173 Campbell Direct at 30-33 and Exhibit GMC-3. 

‘74 For the General Service-Space Heating (GS-SH) and General Service-Water Heating (GS-W) sub 
classes the Company proposes to only increase energy charges. Staff concurs that there should not be an 
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an increase of 79.1% for the LGS-S customer charge (from $104.78 to $187.63), an 

increase of 40% in the monthly GS-P customer charge (from $84.70 to $118.59) and 

increases of 79.8% for the Outdoor Recreational Lighting (Om) customer charge (from 

$44.54 to $80.09) and 83% in the Outdoor Light (OL) customer charge (from $26.48 to 

$48.47).’75 Because of the removal of a meter tariff charge that was considered 

unnecessary, Delmarva proposes to reduce the ‘IN customer charge by 21.7%, from 

$13.66 to $10.70.’76 

Staff also proposes increases in the customer charges for the other rate classes that 

reflect a more gradual approach than the Company seeks. Staff recommends a 23.1% 

increase in the SGS-S customer charge, to approximately $19.’77 Staff recommends 

raising Street Lighting customer charges by 12-13%.’78 For the LGS-S class, Staff 

recommends a very slight decrease of 0.2% or no change.17’ For GS-P customers Staff 

recommends a 0.25% decrease or no change in the customer charge.18’ Staff joins the 

Company’s proposed decrease in the “N customer charge.18’ 

Whether or not the customer charge captures the “fixed” portion of each class’s 

costs, we decline to increase that charge at this time. We start from the fact that customer 

charges were increased by 25% just two years ago, and we find that another 25% increase 

now is too steep, too fast. Even more to the point, however, recovery through fixed 

~~ 

increase in customer charges for these sub classes. Campbell Direct at 33-34. The Commission concurs as 
well. 
175 Campbell Direct at 22,33,36-38. 
17‘ Campbell Direct at 35. 
177 Campbell Direct at 34. 
17’ Campbell Direct at 37. 
17’ Campbell Direct at 37. 

Campbell Direct at 39. For the General Service Transmission class the Company proposes to keep the 
monthly customer charge in line with its direct costs on the system and decrease the rate 24.06% from 
$95.72 to $72.89. Staff concurs. Campbell Direct at 38. The Commission concurs as well. 
Is’ Campbell Direct at 35. The Commission also concurs. 
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customer charges is inconsistent as a matter of policy with the aggressive energy 

efficiency and conservation goals established by the General Assembly in the 

EmPOWER Maryland Energy Efficiency Act of 20O8lg2 and with the comprehensive 

programs we approved just this summer for Delmarva's cu~torners . '~~ Capturing this 

incremental revenue in volumetric charges leaves customers entirely in control of their 

usage and charges, and thus leaves each individual customer in control of the extent (if 

any) to which this modest rate increase affects him or her. Accordingly, we reject the 

Company's request to increase customer charges and direct it to recover all incremental 

revenue through volumetric charges. 

b. Demand and Energy Charges 

Once the appropriate customer charges have been established, the remainder of 

any class rate increase or decrease for Delmarva's customers is reflected in the 

volumetric (or energy) charges. The sole exception is the SGS-S class, the only customer 

class with a Demand Charge. Delmarva proposes increasing the SGS-S Demand Charge 

by 64.73%, then decreasing the proposed Energy Charge by 53.68%. Because these 

proposals are practically offsetting, the proposed 47.7% customer charge increase would 

represent essentially the total increase in revenue from this customer class.'84 Mr. 

Campbell recommends no change in the SGS-S Demand Charge.'85 However, because 

Staff recommends an overall rate decrease, with decreases in Energy Charges, 

maintaining the Demand Charge at its current rate increases the proportion of demand 

-~ 

182 Chapter 13 1 , Laws of Maryland, 2008. The Act amends Section 7-21 1 of the Public Utility Companies 
Article. 

See Case No. 9156, Order No. 82386, (2008) and Order No. 82835 (2009). 
Campbell Direct at 33-35. 
Campbell Direct at 6 and 34. 
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related revenue recovered through the Demand Charge, which is consistent with the tenor 

of the Company’s proposal.Ix6 

We find that Delmarva’s proposed increase in the SGS-S Demand Charge (with 

its offsetting Energy Charge decrease) is too dramatic a change, and we reject it. Instead, 

and consistent with our decision regarding customer charges, we direct the Company not 

to increase the SGS-S Demand Charge. 

F. Benchmark Study of Service Company Costs 

In Order No. 82168’87 , which resolved Phase I1 of the Company’s last base,rate 

case, the Commission directed Delmarva to file “a benchmark or industry study of the 

Service Company costs” in order “to support their reasonableness, itemized in sufficient 

detail to enable all parties to review and understand the individual component costs for 

those services.”’88 Delmarva complied, and witness Anthony Snowball discussed the 

benchmarking study in detail in his direct te~timony.’~’ The study analyzed various 

service functions and details the processes included in each function. Additionally, the 

study presents the individual cost components of PHI Service Company services and 

compares those costs to a peer group of companies. 

Mr. Snowball concludes that PHI Service Company costs are consistent with the 

peers studied and are therefore reasonable. Staff and OPC did not contest the analysis or 

Mr. Snowball’s conclusions. We find that the PHI Service Company benchmark study 

satisfies our directive in Order No. 82168, although we will await the results of the 

Campbell Direct at 34. 
Re Delmaiva Power and Light Company, 99 M D  PSC 125 (2008). ”’ Order No. 82168 at 30. 

leg Delmarva Exhibit No. 17. 
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management audit, also required by Order No. 82168, before we reach any conclusions 

about the overall reasonableness of service company costs. 

111. CONCLUSION AND ORDERED PARAGRAPHS 

In conclusion, upon review of the record, we find that the application for a rate 

increase of $14,145,000 filed by Delmaiva on May 6, 2009, will not result in just and 

reasonable rates and it is therefore rejected. Instead, we find that based on a test year of 

the 12 months ended December 31, 2008, as adjusted above, the Company is authorized 

to file revised rates and charges for an increase in revenues of $7,53 1,000, which amount 

will result in just and reasonable rates to the Company and its customers. Accordingly, 

the Company filed revised tariffs for such increase in accordance with the rate design and 

other decisions in this Order effective with service rendered on or after December 2, 

2009, which we approved, subject to refhiid, at the Commission’s Administrative 

Meeting on December 16,2009. 
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IT IS THEREFORE, this 30th day of December, in the year Two Thousand and 

Nine, by the Public Service Commission of Maryland, 

ORDERED: 1) That the application of Delmarva Power and Light Company, 

filed May 6 ,  2009, seeking to increase distribution rates for electric service by 

$14,145,000 in its Maryland service territory, is hereby denied, and that the Company is 

authorized to increase rates by $7,53 1,000, consistent with the findings in this Order. 

Is1 Douglas R M. Nazarian 

Is1 Harold D. Williams 

Is1 Susanne Brogan 

Is1 Lawrence Brenner 
Commissioners 
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APPENDIX I 

Rate Base 

Rate of Return 

Required Income 

Adjusted Income 

Income Deficiency 

Conversion Factor 

Revenue Requirement 

DELMARVA POWER & LIGHT COMPANY 
CASE NO. 9192 

Revenue Requirement 
($OOO,s) 

Per Books Balance 

Uncontested Adjs. 

Uncontested Balance 

OPEB Deferral Balance 

Amortize Deferred Tax Adj. 

CWC Change for Ratemaking 

CWC Change for Test Period 

Annualize Reliability Plant 

CWC Change for Float 

Total Rate Base 

$306,352 

7.96% 

$24,386 

$19,99 1 

$4,395 

1.71344 

$7,53 1 

Rate Base 
($OOO’s) 

$286,644 

132 

$286,776 

23,693 

0 
$306,352 
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Per Books Balance 

Uncontested Adj. 

Uncontested Balance 

Incentive Expense 

Amortize Deferred Tax Adj. 

Annualize Reliability Plant 

Liability Reserve Accrual 

Proforma Benefits 

Rate Case Expense 

Uncollectible Expense 

Cambridge Adjustment 

Interest Synchronization 

Net Operating Income 

Operating Income 
($OOO’s) 

$22,456 

(6,888) 

$ 1  5,568 

1,395 

1,888 

(420) 

(150) 

405 

99 

132 

216 

858 

$19,99 1 
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3. Does Mr. Smith agree or disagree that the Company must deploy capital to invest in 
CWIP? If Mr. Smith disagrees, please provide detailed reasoning supporting that 
disagreement. 

RESPONSE: 

In general, Mr. Smith agrees. 
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COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

CASE NO. 2004-00103 
ADJUSTMENT OF THE RATES OF 
KENTUCKY-AMERICAN WATER COMPANY ) 

) 

O R D E R  

Kentucky-American Water Company (“Kentucky-American” or ”KAWC”) has 

applied for an adjustment in its base rates for water service to generate additional 

annual revenues of $6,625,443,’ an activation charge that would generate annual 

revenues of $672,000, a discount to certain low-income ratepayers, and an increase in 

its tap-on fees.’ By this Order, the Commission establishes rates for water service that 

will produce an annual increase in revenues from water sales of $3,611,302 and 

approves the requested increase in tap-on fees and the proposed activation charge. 

BACKGROUND 

Kentucky-American, a Kentucky corporation, owns and operates facilities that 

treat and distribute water to the public for compensation in Bourbon, Clark, Fayette, 

Gallatin, Grant, Harrison, Jessamine, Owen, Scott, and Woodford counties. It provides 

wholesale water service to the cities of Georgetown, Midway, Versailles, and 

’ KAWC’s Application, Exhibit 37, Schedule A at 1. $7,297,443 (Revenue Deficiency) - $672,000 
(Activation Charge) = $6,625,443. 

* In its original application, Kentucky-American requested rates that would generate an additional 
$6,625,443 from water sales annually. During the course of this proceeding, it amended its initial request 
to correct errors in its calculations and reduced its request to $6,618,776. See, e.g., KAWC Brief at 5. 



Winchester, Harrison County Water District, and Lexington-Elkhorn Water District. It is 

a utility subject to Commission jurisdiction. KRS 278.010(3)(d). 

Kentucky-American is currently organized into two divisions: Northern Division 

and Central Division. The Northern Division consists of all facilities located in Gallatin, 

Grant, and Owen counties, Kentucky. The remaining facilities compose the Central 

Division. 

PROCEDURE 

On March 26, 2004, Kentucky-American notified the Commission in writing of its 

intent to apply for an adjustment of rates using a forecasted test period. On April 30, 

2004, it submitted its application. Finding that further proceedings were necessary to 

determine the reasonableness of the request, the Commission suspended the proposed 

rates for 6 months from their effective date and initiated this pr~ceeding.~ We granted 

the Attorney General, through his Utility and Rate Intervention Division (“AG”), 

Lexington-Fayette Urban County Government (“LFUCG”), Community Action Council for 

Lexington-Fayette, Bourbon, Harrison, and Nicholas Counties (,‘CAC”), and Bluegrass 

FLOW, Inc. ?FLOW) leave to intervene in this proceeding. 

After the parties engaged in extensive discoveryI4 the Commission held a public 

hearing in Lexington, Kentucky on November 4, 2004 to receive public comment on the 

See KRS 278.190(2). 

At Kentucky-American’s request, we authorized the use of electronic filing procedures in this 
proceeding. While the parties and the Commission were served with paper copies of all pleadings and 
filings, each party also submitted an electronic version of these documents that was made available for 
public inspection through the Commission’s Website. 
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proposed rate adj~stment.~ The Commission also held an evidentiary hearing in this 

matter on November 8-10, 12, and 23, 2004 in Frankfort, Kentucky.‘ Following these 

hearings, all parties submitted written briefs. 

On November 30, 2004, Kentucky-American notified the Commission of its intent 

to place the proposed rates into effect for service rendered on and after December 1, 

2004. The Commission subsequently directed Kentucky-American to maintain 

appropriate records of its billing to permit any necessary refunds. 

ANALYSIS AND DETERMINATION 

Test Period 

Kentucky-American used as its forecasted test period the 12 months ending 

November 30,2005. The base period used was the 12 months ending July 31,2004. 

Rate Base 

Kentucky-American proposes a forecasted net investment rate base of 

$1 58,958,817.7 This forecasted rate base is accepted with the following exceptions: 

Utilitv Plant in Service (“UPIS”). Kentucky-American uses capital construction 

budgets to determine its forecasted UPIS amount of $287,861,620. Its construction 

budget is segregated into two categories: normal recurring construction and major 

investment projects. In prior rate proceedings involving a Kentucky-American 

In our decision we have given the appropriate weight to the comments presented during the 
The comments and documents presented during this session were not public comment session. 

supported by written testimony or subjected to cross-examination or discovery. 

During this hearing, Kentucky-American presented the following witnesses: Mr. Patrick 
Baryenbruch, Ms. Linda Bridwell, Mr. Coleman Bush, Mr. Chris Jarrett, Mr. Bruce Lawson, Mr. Michael 
Miller, Dr. Kenneth Rubin, Mr. James Saker, Dr. Edward Spitznagel, Ms. Sheila Valentine, Mr. James 
Warren, and Dr. James Vande Weide. The AG presented the testimony of Ms. Andrea C. Crane, Mr. 
Scott Rubin, and Dr. J. Randall Woolridge. 

6 

’ KAWC’s Application, Exhibit 37, Schedule A at 1. 
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forecasted test period, the Commission has adjusted forecasted UPlS to reflect IO-year 

historical trend percentages.’ These “slippage factors” serve as an indicator of 

Kentucky-American’s accuracy in predicting the cost of its utility plant additions and 

when a new plant will be placed into service. 

Citing the Commission’s past practice, the AG proposes that a slippage 

adjustment be applied to Kentucky-American’s UPIS in this proceeding. Although it 

continues to disagree with the concept of a slippage adjustment, Kentucky-American 

accedes to the use of the factor because of pre~edent.~ 

Using Kentucky-American’s construction project information, we calculated the 

slippage factors for normal, recurring construction and major investment projects to be 

105.43 percent and 86.12 percent, respectively.” By applying factors to its capital 

construction budgets, Kentucky-American recalculated its forecasted UPlS to be 

$287,853,455” or $8,165 less than its original forecast. The Commission agrees with 

this adjustment and has reduced Kentucky-American’s forecasted UPlS by $8,165. 

Utility Plant Acauisition Adiustments. Kentucky-American includes in its 

forecasted rate base the unamortized balance of three utility plant acquisition 

adjustments totaling $391,650. The acquisition adjustments represent the amounts that 

Kentucky-American paid in excess of book value and other incidental costs to purchase 

See, e.g., Case No. 2000-00120, The Application of Kentucky-American Water Company to 8 

increase its Rates (Ky. PSC Nov. 27, 2000) at 2 - 4. 

KAWC Brief at I O .  

lo KAWC’s Response to Commission Staffs First Set of Information Requests, Item I O .  

KAWC’s Response to Commission Staff‘s Third Set of Information Requests, Item 44. 
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the assets of the Boonesboro Water Association (“Boonesboro”), Tri-Village Water 

District (“Tri-Village”), and Elk Lake Property Owners, lnc. (“Elk Lake”). 

In Delta Natural Gas Co.,‘* this Commission declared that “the net original cost of 

plant devoted to utility use is the fair value for rate-making purposes, unless the utility 

can prove, with conclusive evidence, that the overall operations and financial condition 

of the utility have benefited from acquisitions at prices in excess of net book value.”13 

Any utility seeking recovery of an acquisition adjustment must justify its purchase 

decision based ”on economic and quality of service  riter ria."'^ 

To meet these criteria, a utility must present evidence that “the purchase price 

was established upon arms-length negotiations, the initial investment plus the cost of 

restoring the facilities to required standards will not adversely impact the overall costs 

and rates of the existing and new customers, operational economies can be achieved 

through the acquisition, the purchase price of utility and non-utility property can be 

clearly identified, and the purchase will result in overall benefits in the financial and 

service aspects of the utility’s operations.”15 

The Boonesboro acquisition represents $77,217 of the requested acquisition 

costs. In Case No. 2000-001 20,16 we addressed the appropriateness of this acquisition 

and found that significant operational savings and greater economies of scale resulted 

Case No. 9059, An Adjustment of Rates of Delta Natural Gas Company, Inc. (Ky. PSC Sep. 
11, 1985) at 3. 

l 3  Id. 

l4 Id. 

’5 Id. at 3-4. 

l6 Case No. 2000-001 20, Application of Kentucky-American Water Company to Increase its 
Rates (Ky. PSC May 9,2001) at 4 - 9. 
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from the purchase. We therefore allowed a IO-year amortization of the acquisition 

adjustment with the unamortized balance included in rate base. While the AG 

disagrees with the inclusion of the Boonesboro acquisition adjustment, he has 

acknowledged our earlier decision and has not proposed the removal of those costs.17 

Kentucky-American’s proposed adjustments for the Tri-Village and Elk Lake 

acquisitions are $208,31 0l8 and $1 06,123,’’ respectively. Kentucky-American 

advances several arguments in favor of the proposed adjustments. It asserts that both 

acquisitions benefit its Central Division customers by creating a larger customer base 

upon which certain expenses can be allocated and thus reducing the magnitude of any 

required rate adjustment.” Northern Division customers benefit as the acquisition 

provides them with access to Kentucky-American’s expertise in water system 

operations and management and thus a more cost-effective resolution to their service 

and water quality problems.21 Combining Tri-Village and Elk Lake with Kentucky- 

American’s existing customer base also reportedly enables the Northern Division to 

reduce its costs through the use of Kentucky-American’s national contracts to purchase 

materials.” 

l7 AG Brief at 4. 

KAWC’s Response to Commission Staff’s First Set of Information Requests, Item 1, W/P 1-2 
at 2. 

Id., Item I, W/P 1-2 at 3. 

2o KAWC’s Response to Commission Staff’s Second Set of Information Requests, item 82(c)(2). 

Id. at Item 82(c)(3). 

22 Direct Testimony of Linda Bridwell at 36. 
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Prior to the acquisition, Tri-Village experienced problems related to elevated 

levels of Trihalomethanes (“THMs”). It and its supplier, the city of Owenton, regularly 

issued public notices for elevated THMs. Kentucky-American made several changes to 

Owenton’s and Tri-Village’s systems that produced a significant reduction in Disinfection 

By-product YDBP”) levels to enable Tri-Village to comply with new DBP restrictions and 

significantly improved water quality.23 

In the case of Elk Lake, its water treatment facility was unable to meet new 

regulatory standards for turbidity levels that became effective on January 1 , 2005.24 By 

purchasing the Elk Lake and Tri-Village systems, Kentucky-American was able to tie the 

two water systems together, supply Elk Lake’s customers through another source of 

water, and take Elk Lake’s treatment facility out of service.25 The purchases also 

enabled Kentucky-American to eliminate inadequate pressure areas within the service 

areas of the two systems,26 extend service to unserved areas of Owen CountyIz7 and 

provide an emergency source of water to Peaks Mill Water District.28 

The AG argues that, as the purchases of Tri-Village and Elk Lake represent 

“business development opportunities” for Kentucky-American, the acquisition 

adjustments are inappropriate. He maintains that business development costs should 

Direct Testimony of Coleman Bush at 20-21 

Rebuttal Testimony of Coleman Bush at 3. 

23 

24 

25 Direct Testimony of Linda Bridwell at 36. 

Id, 

Direct Testimony of Coleman Bush at 21. 

** Direct Testimony of Linda Bridwell at 36. 

26 

27 
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not be borne by the ratepayers nor should the ratepayer be required to fund the profit 

recognized by Tri-Village and Elk Lake on the sale of their assets.*’ 

Acquisition adjustments must be approached with caution to ensure that rates 

are not artificially inflated by excessive sales premiums. We recognize that Kentucky- 

American has resolved several deficiencies in the Tri-Village and Elk Lake systems and 

that has improved and expanded water service to the customers of those systems. We 

further recognize that Kentucky-American, as a subsidiary of a large international water 

utility, is better positioned to resolve operational and service deficiencies than smaller, 

non-profit water utilities. While we commend Kentucky-American for its efforts with the 

Tri-Village and Elk Lake systems, we find its efforts are not sufficient to meet the Delta 

Natural Gas Co. test. 

Kentucky-American has failed to present adequate evidence to demonstrate that 

“the initial investment plus the cost of restoring the facilities to required standards will 

not adversely impact the overall costs and rates of the existing and new customers.” To 

meet this standard, Kentucky-American must show that the premium paid plus the cost 

of restoration does not exceed what otherwise would have been incurred by the utility to 

remedy its operating deficiencies. Kentucky-American has not performed such 

analy~is.~’ Absent such analysis we are unable to determine whether Kentucky- 

American successfully met this prong of the Delta Natural Gas Co. test. 

29 Direct Testimony of Andrea C. Crane at 18. 

Transcript of Evidence (“T.E.”), Vol. I at 163. Given that in the case of Tri-Village where the 
transfer of ownership was expressly conditioned upon the resolution of the water district‘s water quality 
problems, the lack of such analyses is perplexing. 

30 
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Delta Natural Gas Co. also requires that the acquisition achieve operational 

economies and financial benefits. Expanding customer base through an acquisition 

does not satisfy this ~tandard.~‘ Kentucky-American has not shown where economies 

of scale have resulted in significant savings. While it points to savings realized through 

national purchasing contracts, it has not shown those savings to be significant. 

Moreover, in light of Kentucky-American’s proposal to increase the current rates to 

customers previously served by Elk Lake and Tri-Village by 41.96 percent and 40.26 

percent, re~pect ively,~~ the record raises serious questions regarding the extent of the 

benefits that these customers have received. 

In summary, we find that the Tri-Village and Elk Lake acquisitions do not meet 

the Delta Natural Gas Co. test and that the proposed acquisition adjustments should be 

removed from the requested revenue requirement. Our decision should not be 

considered as a retreat from our earlier pronouncements encouraging the development 

of regional water suppliers and the consolidation of smaller and less efficient water 

systems.33 We continue to encourage larger water suppliers to expand their facilities 

and absorb smaller water systems that are incapable of meeting the rising costs of 

providing safe and quality water service. 

Regardless of our decision today, the shareholders of Kentucky-American have 

benefited from the acquisitions. Kentucky-American has not only immediately 

expanded its rate base and thus increased its income, but also increased its potential 

31 See, e.g., Case No. 2000-00120, Application of Kentucky-American Water Company to 

32 KAWC’s Application at 3. 

33 See, e.g., Case No. 1989-00348, The Notice of Adjustment of the Rates of Kentucky-American 

Increase Its Rates (Nov. 27, 2000) at 7. 

Water Company Effective on January 28, 1990 (Ky. PSC Jun. 28, 1990). 
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for expansion into previously unserved areas for a larger rate base and greater income 

resulting from that expansion. 

Accumulated Depreciation. The Commission has increased Kentucky- 

American’s forecasted accumulated depreciation of $68,958,34334 by $1 98,121 35 to 

reflect construction slippage and a reporting error. We reduced accumulated 

depreciation by $1 5,308 to reflect forecasted accumulated depreciation adjusted for 

construction slippage of $68,943,035.36 We increased forecasted accumulated 

depreciation by $21 3,429 to adjust for Kentucky-American’s omission of the 

accumulation of monthly forecasted depreciation expense. In the accumulated 

depreciation account included at W/P 1-3, Structures and Improvements, Kentucky- 

American stated the 13-month average balance as $962,615 while the corrected 

amount is $1 ,176,044. 

Construction Work in Progress (‘CWIP’’). Kentucky-American forecasts CWlP 

includable in rate base as $6,124,95337 which, after correction of an error, was restated 

at $5,537,960.38 Construction slippage also impacts CWIP. Kentucky-American 

determined, and the Commission has accepted, the correct CWlP balance adjusted for 

slippage to be $5,529,656.39 

34 KAWC’s Application, Exhibit 37, Schedule B at 2. 

35 $198,121 = ($213,429 -$15,308). 

KAWC’s Response to Commission Staff‘s Third Set of Information Requests, Item 44 at 6. 36 

37 KAWC‘s Application, Exhibit 37, Schedule B at 2. 

38 KAWC’s Application, Corrected Exhibit 37 (filed August 25, 2004), Schedule B at 2. 

39 KAWC’s Response to Commission Staff’s Third Set of Information Requests, Item 44 at 6. 
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The AG proposes the elimination of the entire CWIP balance from rate base. He 

argues that CWIP does not represent facilities that are used or useful in the provision of 

utility service.40 Including this plant in rate base, therefore, violates the regulatory 

principle of intergenerational equity by requiring current ratepayers to pay a return on 

plant that is not providing them with-utility service and which may never provide current 

ratepayers with utility service. Allowing CWIP in rate base where a forecasted test 

period is utilized, he argues, “extends the time horizon on which the Company’s rates 

are based even further out into the f~ture.”~‘  

Generally, regulated utilities recognize the carrying costs of construction in rates 

through one of two methods: inclusion of CWIP in rate base or accrual of Allowance for 

Funds Used During Construction (“AFUDC”). This Commission has, in previous 

Kentucky-American rate proceedings, applied a hybrid approach that combines these 

two methods. This approach allows Kentucky-American to include all CWlP in rate 

base while accruing AFUDC on projects taking longer than 30 days to complete.42 

Under this approach, AFUDC revenue is reported “above the line.” This approach 

eliminates the effects of including AFUDC bearing CWIP in rate base. It further allows 

Kentucky-American to accrue AFUDC as part of an asset’s cost where appropriate and 

to earn a return on CWIP where AFUDC is not accrued. 

We are not persuaded by the AG’s argument that customers paying the rates 

approved in this case may never receive service from CWIP included in rate base. 

40 Direct Testimony of Andrea C. Crane at 19. 

41 M. at 20. 

42 KAWC’s Response to Commission Staff’s Fourth Set of Information Requests, Item 23. 
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Effectively, the only CWIP upon which Kentucky-American will earn a return is that 

which will be completed and placed into service within 30 days of its construction start 

date. 

We find no merit to the AG’s argument that CWIP should be eliminated because 

of Kentucky-American’s use of a forecasted test year. Theoretically, the purpose of a 

forecasted test year is to reduce the regulatory lag experienced in historical test period 

rate cases by forecasting and matching revenue requirements and rates with the actual 

12-month period for which the rates will first be placed into effect. Kentucky-American 

is entitled to a return on non-AFUDC bearing CWIP regardless of the test period 

employed . 

Based upon the above, the Commission has included CWIP in the amount of 

$5,529,656 in determining Kentucky-American’s forecasted rate base. 

Workinq Capital. Kentucky-American calculates its working capital allowance 

using a lead/lag study based on the same methodology used in the “1996 study.JJ43 The 

Commission approved and applied this study in previous Kentucky-American rate 

proceedings. The AG does not dispute the reasonableness of this methodology. We 

find that it should be applied in this case. 

Kentucky-American originally requested that $2,495,00044 be included in rate 

base for working capital. It recalculated the amount as $2,479,73745 after applying the 

construction slippage factors. Kentucky-American has acknowledged various errors in 

43 Direct Testimony of James Salser at 2. 

44 KAWC’s Application, Exhibit 37, Schedule B at 2. 

45 KAWC’s Response to Commission Staff’s Third Set of Information Requests, Item 44 at 73. 

-1 2- Case No. 2004-001 03 



the forecasted revenues, expenses, and lead/lag days contained in its original working 

capital calculation. Correction of these errors results in a working capital allowance of 

$1,921 ,000.46 This restatement does not account for construction slippage, correct the 

omission of payroll charges from net operating funds as stated at Exhibit 37 B, Page 82, 

nor correct the stated depreciation and amortization expense as shown on that exhibit. 

At page 82, depreciation and amortization expense is stated at $8,469,318 while the 

amount stated in the forecasted operating statement is $i’,760,91 6.47 The 

Commission’s calculated working capital allowance takes all these omissions into 

account . 

The restated expense lead/lag days is shown in Table I below. 

TABLE I 

Account Original 

Service Company (1.34) 
Group Insurance (5.82) 
OPEB (0.50) 

Restated 

0.40 
(6.81) 
23.13 

1 Other 1 21.44 I 24.44 I 
insurance Other Than Group (47.19) , (44.70) 

The AG recommends that Kentucky-American be allowed a working capital 

allowance in the amount of $791,799. The AG calculated this amount by adjusting 

Kentucky-American’s original calculation for: (1) the AG’s recommended adjustments to 

forecasted revenues and expenses that are included in the lead/lag study, (2) the 

Federal Unemployment Taxes 
Property Taxes 
Current State income Taxes 
Long-Term Debt Interest 
Short-Term Debt Interest 
Preferred Dividends 

46 KAWC’s Application, Corrected Exhibit 37 (filed August 25, 2004), Schedule B at 2. 

47 KAWC’s Application, Exhibit 37, Schedule C at 5. 

69.1 1 69.86 
69.86 70.95 
30.13 52.75 
90.45 1 19.64 
15.58 14.60 
45.49 46.40 
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restated lead/lag days as shown in the table above except for Service Company, Group 

Insurance, Federal Unemployment Taxes, and Property Taxes, (3) lead/lag days 

different than originally used or restated by Kentucky-American for Chemicals and 

Service Company, and (4) elimination of depreciation expense from the study. 

The Commission agrees with the AG that the leadllag study should reflect the 

forecasted revenues and expenses as adjusted and found reasonable. Therefore, all 

adjustments to forecasted revenues and expenses found reasonable and appropriate in 

this Order have been incorporated into the working capital allowance approved in this 

case. The Commission finds that the restated lead/lag days as shown in the table 

above, and not contested by the intervenors, are appropriate and should be used to 

calculate Kentucky-American’s working capital allowance. 

For Group Insurance and Property Taxes the AG proposes that the original 

lead/lag days be used but gave no basis for such treatment. Kentucky-American has 

provided the basis for the restated days.48 The Commission finds that the restated 

lead/lag days for Group Insurance and Property Taxes are appropriate. 

The AG also proposes to use the lead/lag days as originally stated for Federal 

Unemployment Taxes. Kentucky-American failed to provide support for the restated 

days. The Commission finds that the original days for Federal Unemployment Taxes 

should be used to determine working capital. 

Kentucky-American assigned 6.65 lag days to chemical expenses. The AG 

argues that a 30.49 lag day assignment is more appropriate. He states that the 6.65 lag 

days are the result of procurement practices in which chemicals are purchased every 

48 KAWC’s Response to AG’s Second Information Request, Item 29. 
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two days and paid for upon purchase. The AG further states that Kentucky-American 

has not provided any explanation for the change in chemical procurement and that 

generally utilities purchase chemicals on a monthly basis with payment being made the 

following month. He further states that its recommended 30.49 lag days reflects that of 

normal utility pra~tice.~’ 

Kentucky-American has not refuted the AG’s arguments. We find that, absent 

evidence supporting a change in chemical procurement practices, all chemical 

expenses should be assigned 30.49 lag days in determining Kentucky-American’s 

working capital allowance. 

As shown in Table I ,  American Water Works Service Company (“Service 

Company”) charges were originally assigned (1.34) lead days but were restated at 0.4 

lag days. The AG proposes that 12 lag days be assigned to Service Company charges 

and that Kentucky-American’s proposed lead/lag days represent the prepayment of 

those charges. He further argues that the Service Company was created to centralize 

duties that would otherwise be performed internally by utility personnel to create 

operating efficiencies for American Water Subsidiaries. Since the Service Company 

charges are primarily driven by payroll costs, he argues that there is no justification for 

prepaying those costs and that the same 12 lag days assigned to Kentucky-American’s 

in-house payroll expenses should also be applied to Service Company  charge^.^' 

49 Direct Testimony of Andrea C. Crane at 23. 

50 Id. at 24. 
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Kentucky-American concedes that 71 percent of Service Company charges are 

payroll and payroll overhead COS~S,~’  but asserts that those charges also reflect other 

expenses including rent for an office building, equipment and computers, maintenance 

of computer software, telephones, and group insurance. It states that Service Company 

charges are less due to the overnight investment of prepaid funds. The Service 

Company off-sets its fees to American Water Works Company’s (“AWWC”) Subsidiaries 

with the return on overnight investments. For these reasons, Kentucky-American 

argues that its proposed (1.34) lead days is more appropriate to calculate working 

capital. 52 

The Commission finds that, although over 71 percent of Service Company 

charges are related to payroll costs, the AG has not convincingly demonstrated that 12 

lag days is a more appropriate value. The Service Company operates separately from 

Kentucky-American and incurs expenses for which it bills American Water subsidiaries. 

Its expenses include not only payroll but many other costs. To assign 12 lag days to all 

payments to the Service Company based solely on payroll costs is not appropriate. 

Based upon Kentucky-American’s actual payments to the Service Company, the 

Commission finds that 0.4 lag days should be used for Service Company charges to 

determine working capital. We further find that, in its next rate case, Kentucky- 

American should fully justify the billing practices of the Service Company and show why 

prepayment of these expenses is necessary and appropriate. 

T.E., Voi. I at 107. 5t 

52 Rebuttal Testimony of James Salser at 1-2. 
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The AG takes exception to Kentucky-American’s inclusion of forecasted 

depreciation expense in the determination of working capital. He argues that working 

capital is made necessary by the timing difference between when a utility expends cash 

for an expense incurred to provide service and when the utility receives the cash 

revenue in return for that service. While acknowledging that this Commission has 

historically allowed depreciation in the calculation of working capital, the AG states that 

its inclusion is inappropriate because no cash is actually expended as a result of the 

recording of depreciation expense. He notes that other jurisdictions, including 

Pennsylvania and West Virginia, exclude depreciation expense in the calculation of 

working capital for this reason.53 

Kentucky-American responds that exclusion of depreciation expense from the 

working capital calculation would prevent its stockholders from earning a return on their 

full investment. It notes that the Commission has previously addressed this issue, 

found that it was appropriately included in working capital calculation, and had its 

decision affirmed on review. 

The Commission finds that depreciation should be included in the determination 

of working capital, The Commission continues to hold its position as stated in previous 

Orders that “[wlhile it is true that recording depreciation does not require the 

expenditure of cash at the time the expense is recorded and charged to the customer, 

cash was expended at the time the property was acquired, and the recorded 

depreciation is used to reduce the investment in that property even though 

Direct Testimony of Andrea C. Crane at 26-27. 53 
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approximately one-and-one-half month’s depreciation (equivalent to the revenue lag) 

has not yet been received from the 

After applying all the adjustments to Kentucky-American’s forecasted working 

capital calculation found reasonable and necessary in this Order and correcting the 

errors noted herein, the Commission finds the appropriate working capital allowance to 

be $1,711,459. 

Contributions in Aid of Construction (“CIAC”1. Kentucky-American originally 

included CIAC in the amount of $34,547,915 as a reduction to rate base. The amount 

was restated at $33,064,060 for the construction slippage factors and the correction of 

recording errors.55 The AG concurs with the restated amount and its use to establish 

rates. Accordingly, we find that forecasted CIAC should be reduced to $33,064,060. 

Customer Advances. Kentucky-American originally stated customer advances 

as $1 5,220,324, then increased them to $1 5,359,373 after applying the construction 

slippage factors.56 The Commission finds that Customer Advances as originally 

forecasted by Kentucky-American should be increased to $1 5,359,373. 

Deferred Taxes. Deferred taxes have been adjusted as shown in Table II to 

account for all adjustments made herein related to items affecting deferred taxes. 

54 Robert L. Hahne and Gregory E. Aliff, Accounfing for Public Utilities 8 5.08[2] (Matthew Bender 

55 KAWC‘s Response to Commission Staffs Second Data Request dated June 14, 2004, Item 

Nov. 1991). 

115. 

KAWC’s Response to Commission Staffs Second Set of Information Requests, Item 115. 56 
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TABLE I1 

item Rate Base Deferred Income Taxes 
Amounts 

State Federal - Total 
Legal Settlement $ 38,716 $ 3,194 $ 12,433 $ 15,627 
Security Costs $ 2,665,378 219,894 855,920 1,075,813 
Shared Services Center $ 529,630 43,694 170,077 21 3,772 
CustomerCare/Call $ 542,835 44,784 174,318 21 9,102 
Center 
Rate Case Costs $ 518,675 42,791 166,560 209,350 
Acq. Costs Tri-Village $ 213,532 17,616 68,570 86,187 
Acq. Costs Elk Lake $ 100,941 + 8,328 + 32,415 + 40,742 

1,480,292 $ 1,860,593 Subtotal $ 380.301 $ 
Slippage + 74,259 

1 Total $ 1!934:852 

Absent is an adjustment for deferred taxes related to the elimination of the Boonesboro 

acquisition costs. Although Kentucky-American included unamortized acquisition costs 

for Boonesboro in forecasted rate base twice, as discussed below, it included the 

related deferred taxes only once. As the Commission has allowed rate recovery of the 

Boonesboro acquisition, the applicable deferred taxes are appropriate and no 

adjustment is required. 

Kentucky-American has included deferred taxes for the Tri-Village and Elk Lake 

acquisition costs only once while including their unamortized balances twice in rate 

base. Therefore, while there are two adjustments eliminating the unamortized 

acquisition costs from rate base for each of these acquisitions, there is only one 

deferred tax adjustment in the above schedule. 

Deferred Maintenance. Kentucky-American incurs many maintenance expenses 

(e.g., tank and hydrator painting and repairs, station cleaning) for which the Commission 

has historically allowed deferred treatment, permitted the unamortized balance included 
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in rate base and permitted annual recovery of allowed amortization expense. 

amounts allowed were based on actual costs from historical periods. 

All 

The AG requests that the Commission adopt a policy of normalizing maintenance 

and rate case Through normalization Kentucky-American would be entitled to 

recover not the historical amount of the expenditure but rather a future amount that the 

Commission deems reasonable. Much like the amortized historical amounts, the 

normalized costs would be divided by their estimated useful lives to determine the 

annual expense to be recovered through rates. The AG asserts that the normalization 

approach would eliminate the unamortized account balances from rate base since those 

accounts would no longer be recorded on Kentucky-American’s books. 

Switching to normalization would affect Kentucky-American’s rates as the 

unamortized balances would be eliminated from rate base. Annual amortization/ 

normalization expense, however, would be higher through normalization since the 

annual expense is based on future costs that presumably would exceed historical costs. 

The AG presented no evidence regarding the appropriate level of normalized costs in 

this case. Absent such evidence, we cannot determine the reasonableness of the AG’s 

proposal and must deny it. 

The AG also questions the reasonableness of Kentucky-American’s requested 

level of rate case expense. We find that introducing additional projected cost estimates 

into Kentucky-American’s rate proceedings through normalization would only result in 

additional litigation in future rate cases and thus unnecessarily increase those rate case 

expenses even further. We therefore deny the proposed adjustment. 

57 Direct Testimony of Andrea C. Crane at 77. 
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Deferred Debits. Kentucky-American requests a return on the unamortized 

balance of the deferred debits set forth in Table Ill: 

TABLE 111 

Description Balance 

Cost-of-Service Study, Case No. 2000-001 20 
Cost-of-Demand Study, Case No. 2000-001 20 
Disinfection By-product Study 
LegallSettIement Costs. 
Source of Supply 
Acquisition Costs - Boonesboro 
Acquisition Costs - Tri-Village 
Acquisition Costs - Elk Lake 
Security Costs 
Shared Service Center 
Customer Care/Call Center 
Rate Case Cost 
Total Unamortized Balance - Deferred Debits 

$ 5,551 
5,855 
9,325 

38,716 
2,031,099 

76,130 
21 3,532 
100,941 

2,665,378 
529,630 
542,835 

$ 6.737.667 
+ 518,675 

The AG objects to the requested rate-making treatment. He contends that 

Kentucky-American isolates expenses from a prior period without any corresponding 

consideration of other factors from that period and then places those items in a forward 

looking test period. Such action, the AG contends, is inconsistent and contrary to the 

use of a forecasted test period. 

In support of his position, the AG mistakenly relies upon our actions in Kentucky- 

American’s last rate proceeding in which we denied certain deferred debits. In Case 

No. 2000-001 20, Kentucky-American requested approval of 19 deferred debits 

unrelated to deferred maintenance or rate case expense. Of these 19, the Commission 

ultimately permitted rate recovery on 15 debits. 

Moreover, our rejection of certain debits was not premised on the notion that 

deferred debits are contrary to the use of a forecasted test period, but on materiality of 

the proposed deferrals. We noted: 
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A utility, pursuant to FASB [Financial Accounting Standard’s 
Board Statement of Financial Accounting Standards No.] 71 
is entitled to accrue a “regulatory asset” (an expense carried 
on the books as an asset) if it is probable that the cost will 
be allowed in rates and the revenue allowed is to recover 
the previously incurred cost rather than to provide for 
expected levels of similar future costs. None of these items 
warrant deferred treatment under FASB71 due to their 
immateria~ity.~~ 

Of the 19 deferred items, the single greatest deferred expense totaled $173,750 while 

the least totaled $1,003. The cost of accounting for many of the deferrals alone 

outweighed the benefits of their accrual. 

To ensure a more orderly and appropriate use of deferrals, the Commission 

directed Kentucky-American to “formally apply for Commission approval before accruing 

an expense as a regulatory asset, regardless of the ratemaking treatment that the 

Commission has afforded such expense in previous rate case proceedings.” Our action 

was intended to afford the Commission an opportunity to assess the reasonableness of 

each proposed deferral and its consistency with accounting standards, not its 

appropriate rate-making treatment. 

Since our directive, Kentucky-American has made three requests for deferral 

treatment. On September 6, 2001 159 it submitted a written request to the Commission’s 

Executive Director for approval to accrue six expenses as regulatory items.60 On 

September 24, 2003, Kentucky-American submitted a written request to the 

Case No. 2000-001 20, Application of Kentucky-American Water Company to Increase Its 

Letter of Lindsey W. Ingram, Jr., counsel for Kentucky-American, to Thomas Dorman, 

Rates (Ky. PSC Nov. 27, 2000) at 22. 

Executive Director, Public Service Commission (Sep. 6, 2001). 

59 

Those expenses were: (I) Acquisitions; (2) Preliminary Service and Design; (3) Tank 
Painting; (4) Sludge Removal; (5) Customer Service Consolidation; and (6) Financial Service 
Consolidation. 

60 
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Commission’s Executive Director in which it sought the establishment of two additional 

regulatory assets to accrue expenses related to security costs and condemnation 

costs.61 On December 18, 2003, Kentucky-American submitted a formal application62 in 

which it requested formal approval to defer these expenses63 for accounting treatment 

purposes. 

The requests for deferrals remain pending before us. The Commission’s records 

indicate that no action was ever taken on Kentucky-American’s first request.64 The 

Executive Director denied Kentucky-American’s second request on October 15, 2003.65 

The Commission established a formal proceeding to address Kentucky-American’s 

application and subsequently consolidated that proceeding into this proceeding.66 

Before addressing the merits of each requested deferral, we first address 

LFUCG’s general objection. LFUCG argues that all requested deferrals should be 

denied because Kentucky-American failed to comply with the Commission’s directive 

” Letter from Lindsey W. Ingram, Jr., counsel for Kentucky-American, to Thomas Dorman, 
Executive Director, Public Service Commission (Sep. 24, 2003). The record reveals an earlier request for 
deferred treatment of security costs. See letter of Herbert A. Miller, Jr., counsel for Kentucky-American, 
to Thomas Dorman, Executive Director, Public Service Commission (July 2, 2002). There is no record of 
any Commission response to this letter. Commission Staff has indicated that it was unaware of the 
existence of this request. See T.E., Vol. Ill at 5 - 7. 

Case No. 2003-00478, Application of Kentucky-American Water Company for Approval of 

63 In its application, Kentucky-American omitted any request for approval to accrue 

64 Commission Staff held an informal conference with representatives of Kentucky-American to 

62 

Accounting Deferrals. 

condemnation costs as a regulatory asset. 

discuss the request. No action resulted from this conference. 

Letter of Thomas M. Dorman, Executive Director, Public Service Commission, to Lindsey N. 65 

Ingram, Jr., counsel for Kentucky-American (Oct. 15, 2003). 

Case No. 2003-00120, Order of June 7,2004. 66 
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regarding the establishment of regulatory assets. Noting that the Commission required 

the submission of a formal application before the accrual of any regulatory asset, 

LFUCG asserts that Kentucky-American failed to submit such application for any of the 

requested deferrals. While acknowledging that Kentucky-American submitted written 

requests, LFUCG argues that these letters did not constitute a formal application and 

did not meet the requirements for such application as set forth in Administrative 

Regulation 807 KAR 5:OOl.  It further argues, Kentucky-American is a sophisticated and 

savvy utility that should recognize the difference between a letter and a formal 

application. It points to the utility’s formal application in Case No. 2003-0047867 in 

support of its argument. 

Kentucky-American contends that it has fully complied with the Commission’s 

directive. It states that it requested the establishment of regulatory assets by “formal 

letter” before accruing the expenses in question. It notes that, when Commission Staff 

failed to act upon these requests or acted upon them unfavorably, Kentucky-American 

submitted a formal application to the Commission for its requested relief. 

We find no merit to LFUCG’s objection. The record clearly demonstrates that 

Kentucky-American applied to the Commission for approval to establish the requested 

regulatory assets. Moreover, the record fails to indicate that the Commission’s 

Executive Director or Commission Staff ever indicated that these letters were 

insufficient or inadequate to meet the Commission’s directive. Insofar as other utilities 

had previously applied and obtained approval to establish regulatory assets for 

accounting purposes through letters, we are unable to find that Kentucky-American 

knowingly circumvented the requirements of our Order of November 27, 2000. To the 

‘’ See footnote 62. 
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contrary, given the conflict between the Commission’s practices with other utilities, the 

lack of specific filing instructions in our Order of November 27, 2000, and Commission 

Staffs silence, confusion was a likely result. To avoid future misunderstandings, we 

have in this Order provided more specific instructions on the procedures that Kentucky- 

American should follow to obtain approval to establish regulatory assets for accounting 

purposes. 

LFUCG also argues that the proposed deferrals are contrary to the conditions 

imposed upon Kentucky-American in Cases No. 2002-0001 868 and 2002-0031 7.69 In 

those cases, we conditioned our approval of RWE Aktiengesellschaft’s acquisition of 

control of Kentucky-American upon, infer alia, Kentucky-American making no filing 

before March 16, 2004 that would have the effect of increasing its rates for water 

service. LFUCG argues that the proposed deferrals are inconsistent with the 

Commission’s intent by permitting the utility to recover expenses incurred prior to the 

base periods and thus permitting the utility to obtain a greater adjustment in rates than it 

would have been able to obtain had no rate moratorium been imposed. 

We find no merit to this argument. LFUCG has failed to indicate a specific 

deferral that is directly related to the rate moratorium. While we agree that the rate 

moratorium may have affected a deferral’s effect on Kentucky-American’s rates as a 

68 Case No. 2002-00018, Application for Approval of the Transfer of Control of Kentucky- 
American Water Company to RWE Aktiengesellschaft and Thames Water Aqua Holdings GmbH (Ky. 
PSC May 30,2002). 

69 Case No. 2002-0031 7, The Joint Petition of Kentucky-American Water Company, Thames 
Water Aqua Holdings GmbH, RWE Aktiensgeselschaft, Thames Water Aqua US Holdings, Inc., Apollo 
Acquisition Company and American Water Works Company, Inc. For Approval of a Change of Control of 
Kentucky-American Water Company (Ky .PSC Dec. 20, 2002). 
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result of timing considerations, we do not accept the argument that the moratorium 

caused additional deferrals and higher rates. 

Cost of Service Studv, Cost of Demand Studv, Disinfection Bv-Product 

Studv, Legal Settlement Costs, and Source of SuppIv. The Commission addressed the 

rate base treatment for these items in Case No. 2000-00120 and, except for 

legal/settlement costs, approved their inclusion in rate base. Kentucky-American has 

acknowledged that inclusion of legallsettlement costs in rate base in this proceeding is 

inappr~priate.~' Accordingly, the Commission has removed unamortized 

IegaVsettlement costs from the forecasted rate base. 

Acquisition Costs for Boonesboro, Tri-Village, and Elk Lake. Kentucky- 

American erroneously included these costs in rate base as deferred debits?' It also 

included each of these deferred debits in its requested rate base as acquisition 

adjustments. Accordingly, the Commission has removed these items from deferred 

debits. 

Securitv Costs. In response to the terrorist attacks of September 11, 

2001, Kentucky-American began on September 12, 2001 to increase security at its 

facilities. Many of the associated costs were capital in nature and recorded by 

Kentucky-American as part of its utility plant in service. Those capitalized costs are 

reflected in the proposed rates by their inclusion in rate base as utility plant in service 

and depreciation expense. No party to the case has questioned the reasonableness of 

those costs. We have made no adjustments to them. 

70 KAWC's Response to the AG's First Information Request, Item 66. 

71 Id. at Item 108. 
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Kentucky-American also deferred additional security costs totaling $2,805,66.79. 

Those deferred costs would normally have been recorded as an expense in the period 

incurred. Kentucky-American, however, chose to defer these costs (and their 

associated carrying cost) to have them included in the determination of rates in this 

proceeding. Table IV details the additional amounts deferred. 

TABLE IV 

DEFERRED SECURITY COSTSE 
Description Date Amount 

LFUCG Police Direct 911 2101 -3131 102 
Alliance Staffing - LFUCG Police 411102-8119103 
Murray Guard - Lobby & Gate 911 2103-4130104 
Porta Potty Rental - Police Dam #9 2001 
Securing Tanks 2001 
Concrete Barriers 2001 
Clearing Fence Lines 2001 
KAW Labor 2001 -2002 
SCADA Program Change 2001 
Inactive Account Lockout 2002 
Security Lights - KRS 2001 
Padlocks & Locksets 2001 
Survey Work - Tank Sites 2001 
Attorney Fees 2001 

2001 -2004 Communication Equip., Fees, & Misc. 
Total Sch. KR3, - Prior to Submitting Application Current Proceeding 
Murray Guard approx $1 1,201 per month (511104 through 11130104) 

$ 326,130.6 I 
1,854,128.42 

88,355.94 
499.76 

152,581 .OO 
15,918.90 
6,230.55 
4,436.70 
8,156.92 

45,847.93 
9,171.49 
3.163.04 
9,300.00 

12,675.90 
3- 194,665.41 
$ 2,731,262.57 
+ 74,399.22 

Total Deferred Security Costs $ 2.805:661.79 

The AG and LFUCG object to Kentucky-American’s proposal to defer the security 

costs. Both argue that the proposed deferral is contrary to a condition that the 

Commission imposed upon Kentucky-American in Case Nos. 2002-0001 8 and 2002- 

0031 7. The Commission, infer alia, required Kentucky-American to withdraw its 

proposed Asset Protection Tariff and prohibited Kentucky-American from applying “for 

’* Direct Testimony of Kenneth Rubin at  KR Schedule 3; KAWC’s Response to Commission 
Staffs Second Se t  of Information Requests, Item 91. 
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recovery of costs associated with the protection of water utility assets except through 

adjustments in its general rates” for five years.73 Permitting the accrual of security costs 

and allowing recovery of those costs, they argue, would effectively circumvent this 

condition and frustrate the clear intent of the Commission to ensure that ratepayers 

benefited from RWE’s acquisition of Kent~cky-American.~~ 

LFUCG further argues that granting Kentucky-American’s requested relief would 

be a reward for engaging in inappropriate ex parte contacts with Commission Staff. It 

notes that on at least three occasions Kentucky-American contacted Commission Staff 

without notice to any interested party and requested approval to establish the requested 

regulatory asset. It further notes that one of these contacts occurred while Case 

No. 2002-0001 8 was pending and that during this contact “advised the Commission’s 

Executive Director that it intended to interpret an agreed to condition in a manner that 

would eviscerate that ~ondi t ion. ”~~ This contact, LFUCG asserts, was never revealed to 

any of the parties, would have dramatically altered the proceedings, and was clearly 

outside acceptable conduct. See Louisville Gas and E/ecfric Co. v. Cornrn. ex re/ 

Cowan, Ky.App., 862 S.W.2d 897 (1993). 

Kentucky-American disputes that the conditions set forth in Case Nos. 2002- 

00018 and 2002-00317 prohibit the creation of a regulatory asset or rate recovery of the 

deferred security costs. It contends that the conditions required only the withdrawal of 

73 Case No. 2002-00018, Order of May 30,2002, App. A at 92;  Case No. 2002-00317, Order of 

74 Commission Staff expressed similar reasoning in rejecting Kentucky-American’s request for 
approval to establish a regulatory asset to accrue security expenses. See Letter from Thomas M. 
Dorman, Executive Director, Public Service Commission, to Lindsey W. Ingram, Jr., counsel for Kentucky- 
American (Oct. 15, 2003). 

December 20, 2002, App. A at 1 2 .  

75 LFUCG’s Brief at 18. 
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its proposed Asset Protection Charge and expressly provided that the utility could 

recover costs for the protection of water utility assets “through adjustments in its general 

rates for water service.” It further contends that the AG’s and LFUCG’s interpretation of 

the conditions is not reasonable. 
i 

Kentucky-American further disputes LFUCG’s contention that it engaged in 

improper ex parfe contacts with Commission Staff. It notes that all contacts with 

Commission Staff regarding the proposed deferrals were in written form, available to the 

public, and addressed to the Commission’s Executive Director, who is not an “agency 

decision maker.” These contacts, therefore, did not constitute an inappropriate ex pade 

contact. Finally, it asserts that, as no final decision has been made in response to its 

request for accruals, its actions cannot have influenced the ultimate decision and cannot 

be classified as improper.76 

In Case No. 2002-00317, we imposed the following conditions upon Kentucky- 

American as necessary for finding that RWE’s acquisition of control of the water utility 

was in’the public interest: 

KAWC [Kentucky-American] will not apply to the 
Commission for a rate adjustment or make any other filing 
that has the effect of increasing its rates for water service 
before March 16, 2004, or one year following the date of the 
consummation of the proposed merger, whichever is later. 

. . .  

At no time prior to May 30, 2007 will KAWC apply to the 
Commission for recovery of costs associated with the 
protection of water utility assets except through adjustments 
in its general rates for water service.77 

76 KAWC’s Reply to LFUCG Brief at 2-3. 

77 Case No. 2002-00317, Order of December 20,2002, App. A at 7 1-2 
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These conditions were intended to preserve the status quo between the utility and its 

 ratepayer^.^' We noted that as a result of RWE’s acquisition the utility would likely 

experience a number of changes in operating practices that would produce 

corresponding changes in its cost of service. We found this possibility especially strong 

in the area of infrastructure security and further found that “the introduction of any new 

rate mechanism regarding security costs at this time is inappr~priate.”~’ 

Based upon our review of the Commission’s Orders in Case Nos. 2002-00018 

and 2002-031‘7, we find that the conditions attached to RWE’s acquisition of control of 

Kentucky-American effectively prohibit Kentucky-American’s requested relief. 

Permitting the establishment of the regulatory asset for security expenses would disrupt 

the status quo that the conditions were intended to preserve. It would permit Kentucky- 

American to transfer costs incurred during the moratorium to a post-moratorium period 

and recover them from its ratepayers. It thus would undermine one of the conditions 

necessary to our finding that RWE’s acquisition of control was in the public interest. 

Likewise, we find that the proposed deferral of security costs constitutes a new 

rate recovery mechanism that Condition 2 was intended to prohibit. We note that at the 

time of the proposed transfer of control, Kentucky-American and RWE were readily 

aware of the additional security costs that Kentucky-American was incurring in response 

to the perceived terrorist threat. Each was further aware that Kentucky-American had 

been seeking recovery of the total amount of security expenses that it had incurred 

since the September 1 1 2001 terrorist attacks. Kentucky-American’s proposed Asset 

78 Case No. 2002-0001 8, Order of May 30,2002 at 17. 

79 Id. at 18. 
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Protection Tariff was only one of the mechanisms available to obtain recovery for the 

total amount of these expenses. Deferral of those expenses as a regulatory asset was 

another mechanism. Having been fully aware of the nature and extent of these security 

expenses and having agreed to waive any recovery of such expenses outside general 

rate adjustment proceedings, Kentucky-American may not properly assert a claim for 

recovery of those expenses through the use of deferral accounting.’’ 

As to LFUCG’s arguments regarding ex parte contacts between Kentucky- 

American and Commission Staff, we note that all previously known contacts between 

present Commission employees and Kentucky-American representatives have been 

disclosed. No attempts on the part of Commission employees to conceal such contacts 

have been alleged or discovered. No party, moreover, has provided any evidence to 

support the allegation of improper ex parfe contacts between present Commission 

employees and Kentucky-American representatives. Insofar as LFUCG has adopted 

Commission Staffs arguments in support of its own objections to the establishment of 

regulatory accounts and has deferred to Commission Staff in the examination of the 

reasonableness of these expenditures during the course of this proceeding, we find little 

merit to the argument that our decision-making process has been improperly influenced. 

Accordingly, we do not adopt LFUCG’s arguments as a basis for our rejection of 

Kentucky-American’s requested relief. 

Shared Service Center and Customer Care/Call Center. The costs 

deferred as Shared Service Center and Customer Call Center represent Kentucky- 

As we base our decision solely upon the provisions of our Order of December 20, 2002 in Case 
No. 2002-00317, we have not addressed the reasonableness of any of the proposed expenses or 
whether the circumstances under which these expenses were incurred should be considered as 
extraordinary circumstances. 

80 
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American's allocated portion of the expenses necessary to establish those centers. 

Each center provides support services to Kentucky-American. 

The Shared Services Center is located in Marlton, New Jersey. AWWC created 

this center to centralize general accounting, payroll, accounts payable, inventory, 

purchasing and accounts receivable functions for its subsidiaries. It has allocated to 

Kentucky-American for the establishment of this center costs totaling $704,1 7gS8' 

Kentucky-American began amortization of these costs in December 2003 at a monthly 

rate of $13,417 which was equal to the anticipated net monthly savings created by the 

center.82 At the beginning of the forecasted test year, the unamortized balance stood at 

$557,505. At that time Kentucky-American began amortization of the unamortized costs 

over I O  years resulting in the average 13-month balance included in rate base of 

$529,630. Kentucky-American asserts that amortizing these costs at a rate equal to the 

anticipated savings until the beginning of the forecasted test period gives the ratepayers 

the benefit of those savings until rates reflecting such savings could be established. 

The Customer Care/Call Center is located in Alton, Illinois. A W C  created this 

center to centralize and improve customer billing and inquiry services for its 

subsidiaries. It has allocated to Kentucky-American for the establishment of this center 

costs totaling $633,704.83 Kentucky-American proposes the same amortization process 

for the Care Center as used for the Shared Services Center wherein amortization prior 

" KAWC's Response to Commission Staff's First Set of Information Requests, Item 1, 
Workpaper WIP 1-1 2 at 2. 

Kentucky-American reported the actual monthly savings as $13,454 ($161,445 I 12 months). 
- See KAWC's Response to Commission Staffs Second Set of Information Requests, Item 76(d), 

83 KAWC's Response to Commission Staff's First Set of Information Requests, Item 1, 
Workpaper WlP 1-12 at 2. 

02 
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to the forecasted test year was equal to the monthly savings created by the center. 

Kentucky-American then amortized the unamortized balance at the beginning of the 

forecasted test year over I O  years. Monthly amortization based on savings began in 

May 2004 in the amount of $8,900.84 The unamortized balance at the beginning of the 

test year was $571,405 when the monthly amortization was restated at $4,762. The 13- 

month average balance included in rate base is $542,835. 

When requested to provide a detailed explanation for all entries to the deferred 

debit accounts of the Shared Service Center and Customer Care Center,85 Kentucky- 

American failed to provide adequate information about the entries. It identified the 

vendor for most entries, but provided no description of the service or allocation method. 

Absent more detailed information regarding these entries, we cannot determine the 

reasonableness or need for the deferred costs. As Kentucky-American has failed to 

meet its burden of proof regarding the reasonableness of these costs, they should be 

denied. 

Rate Case Expense. Kentucky-American includes a provision for rate case 

expense recovery based on its initial cost estimate of $622,409.86 It requests that the 

estimated amount be amortized over 3 years for an annual expense recovery of 

84 Kentucky-American reported the actual monthly savings as $8,912 ($106,941 / 12 months). 

85 - See Commission Staff's Second Set of Information Requests to KAWC, Items 76(a) and (c); 

KAWC's Response to Commission Staff's First Set of Information Requests, Item 1, r W/P 3-8 

- See KAWC's Response to Commission Staff's Second Set of Information Requests, Item 76(b). 

Commission Staff's Third Set of Information Requests to KAWC, Items 25 and 27. 

86 

at 1. 
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$207,470 ($622,409 / 3 years) with the average 13-month’ unamortized balance of 

$518,67587 included in rate base. 

The AG proposes two revisions to Kentucky-American’s proposal. First, he 

argues that unamortized rate case expense should not be included in rate base. In 

support of this argument, he notes that the Commission has historically not afforded 

such rate-making treatment to unamortized rate case expense.88 

The AG also proposes a $70,000 reduction in rate case expense. In support of 

his proposal, the AG states that Kentucky-American’s rate case expense is 35 percent 

more than its actual costs in the utility’s last rate proceeding and considerably higher 

than in any of its last five rate proceedings. He also notes that the utility has made 

extensive use of both outside consultants and Service Company personnel. He 

suggests that outside consulting services could have been performed in-house and 

notes the absence of any competitive bidding process to procure outside services. The 

AG’s proposed adjustment is not specific to any particular portion of requested rate 

case expenses, but is intended to cap the increase in that expense to 20 percent over 

the level incurred in Kentucky-American’s last rate case proceeding. 

Kentucky-American responds that actual rate case expenses in this proceeding 

have exceeded its estimates. It terms the AG’s proposed adjustment as arbitrary and 

inappropriate. It asserts that the higher level of rate case expenses is related to “new” 

issues and more extensive d i s~overy .~~  

87 Id., Workpaper WIP 1-12 at 2. 

Direct Testimony of Andrea C. Crane at 33. 

KAWC Brief at 39. 
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We find that the unamortized portion of rate case expense should not be included 

in rate base.g0 The Commission has historically excluded this item from rate base to 

share the cost of rate proceedings between the stockholders and ratepayers. Kentucky- 

American has presented no evidence in this proceeding to support a change in this 

method. Therefore, we have eliminated unamortized rate case costs from the 

forecasted rate base. 

We further find that the AG’s proposed. reduction of $70,000 is arbitrary and 

unsupported by the record. Notwithstanding our rejection of this proposed adjustment, 

we are deeply concerned with the increasing level of Kentucky-American’s rate case 

COS~S.~ ’  We find that, in its next rate application, Kentucky-American should 

demonstrate fully its efforts to contain these expenses. Should we find these efforts to 

be inadequate, we will consider adjustments to rate case expenses to ensure the level 

of that expense is reasonable. 

Based on the aforementioned adjustments to deferred debits, the Commission 

has decreased the amounts included in the forecasted rate base by $4,685,837 

calculated as follows: 

The Commission has included $207,470 of rate case amortization in forecasted operations. 90 

See KAWC’s Response to Commission Staff‘s Second Set of Information Requests, item 64. 
Rate case expenses for KAWC’s five most recent rate cases are: 

Case Number Amount 

2000-001 20 $459,817 
1997-00034 $326,414 
1995-00554 $389,982 
1994-001 97 $250,434 
1992-00452 $437,125 
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TABLE V 

Description Balance 

LegaVSettlement Costs 
Acquisition Costs - Boonesboro 
Acquisition Costs - Tri-Village 
Acquisition Costs - Elk Lake 
Security Costs 
Shared Service Center 
Customer Care/Call Center 
Rate Case Cost 
Total Unamortized Balance Deferred Debits 

Authorization to Accrue an Expense as a Regulatow Asset. Kentucky-American 

requests that the Commission reconsider our prior directive that required Kentucky- 

American to make a formal application and obtain Commission authorization before 

accruing an expense as a regulatory asset.’* In Case No. 2000-00120, we expressed 

our concern with Kentucky-American’s frequent practice of deferring expenses as 

regulatory assets and imposed this requirement to ensure the proper level of regulatory 

oversight . 93 

Our directive represented a significant departure from past Commission practice. 

Previously utilities that sought to accrue an expense as a regulatory asset would make 

a written request to the Commission’s accounting staff. No formal proceeding was 

established. Any approval was limited to the accounting treatment of the expense and 

did not address the reasonableness of the expense or the likelihood of its recovery in 

any future rate proceeding. 

$ (38,716) 
(76,130) 

(21 3,532) 
(1 00,941) 

(2,665,378) 
(529,630) 
(542,835) 

+ (518,675) 
$ (4,685,8371 

92 Case No. 2003-00487, Application of Kentucky-American Water Company for Approval of 
Account Accruals (Ky. PSC filed Dec. 12, 2003), Application at 4. 

Case No. 2000-00120, Order of November 27,2000 at 23. 93 
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Upon further consideration and review, we find that our directive should be 

revised. Our insistence upon a “formal application” has resulted in a cumbersome 

procedure that does not properly address principally accounting issues. Moreover, our 

use of a formal procedure may require us to prematurely address rate-making issues 

that are more appropriately deferred to the utility’s next rate proceeding. Accordingly, 

we find that Kentucky-American should no longer be required to make a formal 

application to the Commission before accruing an expense as a regulatory asset. 

We further find that Kentucky-American should make written request to the 

Commission’s Executive Director for the approval of any proposed deferralsg4 and that 

Kentucky-American should also provide written notice of its request to the AG, LFUCG, 

and any other party who appeared in its most recent rate proceeding. Commission 

Staffs review of this request will be limited to accounting treatment of the proposed 

deferral and will not address the likelihood of recovery of the expense in any future rate 

proceeding. Commission Staff will apprise all interested parties of its decision and 

provide those parties the opportunity to respond. Moreover, any interested party, 

including Kentucky-American, that wishes to contest Commission Staffs determination 

may file a formal application to the Commission for review of that determination. 

Kentucky-American shall still be required to submit a formal application if it wishes to 

seek rate-making treatment at the same time it requests approval of the deferral of 

expenses. Except as noted above, Kentucky-American may not begin accruing any 

94 We exempt from this requirement any deferral related to recurring maintenance expenses that 
the Commission has previously afforded rate-making treatment. Kentucky-American may accrue these 
expenses as a regulatory asset for accounting purposes without obtaining any additional approvals. 
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expense as a regulatory asset until it has received an affirmative determination from 

either the Commission or Commission Staff. 

This new process represents a more flexible and effective means of addressing 

requests for accounting deferrals. While it maintains a high level of regulatory oversight 

of Kentucky-American’s accounting treatment of certain expenses, it will encourage 

more timely review of accounting treatment proposals without formal proceedings. 

Moreover, it affords significant protection to intervenors by providing timely notice of all 

requests for accounting treatment approvals and an opportunity to seek formal 

Commission review of any Commission Staff determination. 

Other Rate Base Elements. In its application, Kentucky-American included a 

reduction to rate base for “other rate base elements’’ in the amount of ($2,154,343). 

Other rate base elements include contract retentions, unclaimed extension deposit 

refunds, accrued pensions, retirement work in progress, and deferred compensation. 

As Kentucky-American overstated other rate base elements by $609,399 in its initial 

filing and as the correct amount is ($1,544,944),95 the Commission has reduced other 

rate base elements by $609,399. 

Based on the aforementioned adjustments, the Commission has determined the 

Company’s net investment rate base to be as shown in Table VI below. 

95 Amended Exhibit 37 B at 2. 
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TABLE vi96  

Rate Base Component 
I I Kentucky-American I Commission 1 

Adjustments Approved Proposed 
13-Month Average 

Income Statement 

For the base period, Kentucky-American reported operating revenues and 

expenses of $44,246,522 and $33,460,201 , respe~tively.~’ . Kentucky-American 

proposed several adjustments to revenues and expenses to reflect the anticipated 

operating conditions during the forecasted period, resulting in forecasted operating 

revenues and expenses of $43,389,662 and $34,597,380, respe~t ively.~~ The 

Commission’s review of Kentucky-American’s forecasted operations is set forth below. 

The amount set forth in Table VI for Deferred Income Taxes differs from that in Table II due to 96 

rounding differences. 

” KAWC’s Application, Exhibit 37 C, Schedule C-3 at 1 

Id. 
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Residential and Commercial Sales, Kentucky-American projects daily 

residential consumption for the forecasted test period to be 165.42 gallons based upon 

normal weather conditions. This amount represents a reduction of approximately 

19.4 gallons in daily customer usage from 1997 levels.99 Kentucky-American’s witness 

attributes this reduction in usage to more efficient appliances and greater consumer 

education. 

The AG argues that Kentucky-American has understated consumption levels. 

His witness contends that the projections represent a significant departure from 

Kentucky-American’s projections in other recent rate adjustment proceedings. She 

further contends that the projections are inconsistent with average actual residential 

customer usage levels for the past 5 years and projections in Kentucky-American’s 

Strategic Business Plan. The AG proposes that projected daily residential consumption 

be adjusted to 174.68 gallons per day. He derives this projection by averaging the 

projected residential consumption level in Kentucky-American’s last rate proceeding and 

the projected level in the current rate proceeding. The AG proposes a similar 

adjustment for average daily commercial consumption. 

The AG also argues that Kentucky-American has understated the number of its 

commercial and residential customers. He recommends adjustments to the forecasted 

levels. The Commission has previously accepted the methodology that Kentucky- 

American used to derive its projected consumption levels. Notwithstanding his claims of 

erroneous projections, the AG has failed to identify any specific problem or error with 

this methodology or with the data that Kentucky-American used to make its projections. 

KAWC Response to Commission Staffs Second Set of information Requests at item 49(a). 99 
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We further find the explanations that Kentucky-American’s witness has provided 

regarding the decrease in consumption levels to be reasonable. Moreover, the AG has 

failed to provide any supporting authority for the methodology that he uses to derive his 

proposed adjustments. Given this lack of evidence, we decline to make his proposed 

adjustments. 

Private and Public Fire Protection. In its application, Kentucky-American 

proposes forecasted revenues for fire protection in the Central Division of $2,641 , 175. 

It subsequently amended its forecast to reflect increases in fire connection installations 

and proposed increasing revenues from fire protection by $1 18,035 to $2,759,210.’00 

The Commission finds that these revisions are appropriate and accepts them. 

Account Activation Fee. Kentucky-American proposes to establish an account 

activation fee of $24 that will result in an annual increase to operating revenues of 

$672,000.’01 For reasons set forth below, we approve the proposed fee and have 

accepted the forecasted revenues resulting from this fee. 

Allowance for Funds Used During Construction (“AFUDC”). In its application, 

Kentucky-American proposes to increase operating revenues by $470,940 to include its 

forecast of AFUDC. In calculating this forecast, however, Kentucky-American used 9.58 

percent, the return on capital requested in its last rate proceeding, rather than the return 

on capital requested in this proceeding of 8.25 percent.”’ To reflect the effect of 

slippage on CWIP, Kentucky-American calculated an adjusted AFUDC of $41 7,280. 

‘OD KAWC’s Response to LFUCG’s First Information Request, Item 42. 

Io’ Direct Testimony of Coleman Bush at 11. 

Io’ KAWC’s Response to Commission Staffs Post-Hearing Information Request, Item 4. 
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To correspond with his adjustment to eliminate CWlP from rate base, the AG 

proposes to reduce Kentucky-American’s operating revenues by $470,940 to move 

AFUDC to “below-the-line” non-operating revenues. The AG states that if the 

Commission rejects his proposal to eliminate CWIP from rate base, then “AFUDC 

should be moved back to its above-the-line position for determining the revenue 

req~irement.” ’~~ 

Kentucky-American accrues AFU DC on its forecasted construction projects that 

take longer than 30 days to complete.‘04 The Uniform System of Accounts for Class A 

and B Water Companies requires AFUDC to be recorded in non-operating revenues or 

“below-the-line.” However, for rate-making purposes the Commission allows Kentucky- 

American to earn a return on forecasted CWIP in rate base while offsetting the return by 

moving AFUDC to “above the line” operating revenues. This approach eliminates the 

effects of including the AFUDC bearing CWlP in rate base while allowing Kentucky- 

American to earn a return on CWIP where AFUDC is not accrued. 

To be consistent with our decision to reject the AG’s proposal to remove CWlP 

from rate base, the Commission finds that operating revenues should be adjusted to 

reflect the inclusion of AFUDC. The Commission has determined Kentucky-American’s 

average forecasted CWlP available for AFUDC of $4,355,741’05 by dividing the AFUDC 

adjusted for slippage of $417,280 by Kentucky-American’s AFUDC rate of 9.58 percent. 

By multiplying the average forecasted test period CWIP available for AFUDC of 

AG Brief at 15. 

KAWC’s Response to Commission Staffs Fourth Set of Information Requests, item 23. 

$ 417,280 
9.58% 

I O 5  AFUDC Slippage 
Divided by: Kentucky American AFUDC Rate 
Average Forecasted Monthly CWIP Balance $ 4:355:741_ 

- 
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$4,355,741 by the overall rate of return of 7.75 percent, the Commission calculates a 

forecasted level of AFUDC of $337,570. This action results in a decrease to Kentucky- 

American’s forecasted operating revenues of $1 33,370. 

Labor Expense. Kentucky-American includes in its forecasted operations labor 

expense of $5,343,663. In forecasting its labor expense, Kentucky-American uses 133 

full-time equivalent employees, each scheduled to work 2,088 regular hours. Kentucky- 

American also includes overtime for some employees based upon historical levels. For 

salaried and non-union hourly employees, Kentucky-American adjusts the April 30, 

2003 wage rates by 3 percent on April 1 , 2004 and April I , 2005. For union employees, 

the wage rate effective in the union contract is increased by 3 percent on the 

anniversary date of the contract. Labor costs for the non-regulated operations were 

removed from the forecasted labor expenses.lo6 

The AG proposes to reduce Kentucky-American’s labor expense by $178,181 to 

reflect the three vacant employee positions. He asserts that his proposal “[plrovides a 

good balance between the need to provide flexibility to the company to decide when 

additional employees are necessary and the need to protect ratepayers from paying 

excessive  rate^."'^' It does not eliminate any specific employee position, but merely 

reflects that the utility never maintains a full complement of workers. 

In support of his proposal, the AG notes significant change in employee 

vacancies while this case has been pending. When the AG filed the written testimony of 

his witnesses on August 27, 2004, Kentucky-American had three vacant positions. 

lo‘ Direct Test imony of Coleman Bush at 3. 

I O 7  Direct Test imony Andrea  C. C r a n e  at 50. 
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When the evidentiary hearing was conducted in November 2004, this number had 

increased to 15. He asserts that corporate reorganizations and realignments and the 

introduction of mobile technology is likely to continue this trend. 

To quantify his adjustment, the AG calculated Kentucky-American’s average 

salary and overhead payroll cost per employee to be  $59,394.‘08 H e  then multiplied the  

$59,394 by the 3 vacant positions to arrive at his proposed adjustment to Kentucky- 

American’s labor expense forecast of $178,181 .Io9 

Kentucky-American counters that t h e  AG’s reasoning is flawed. “implicit in this 

suggestion,” Kentucky-American asserts, “is the idea that the quantity of work to be 

done can be accomplished by less than a full complement of empIoyees.”ll0 It notes 

that its forecast includes only 14,899 hours of overtime or 69 percent of the annualized 

actual overtime hours worked in the 4-month period from September 2004 to December 

2004. It also notes the fact that, during the  first 9 months of 2004, its temporary labor 

expense was $120,060, but that only $90,872 was included in forecasted operations. 

According to Kentucky-American, the  reduction in overtime hours  and temporary labor 

costs in the  forecasted period implicitly assumes that ail employee vacancies are 

filled.’ ’ 
The AG’s adjustment recognizes only t h e  effect of employee vacancies upon 

Kentucky-American’s direct labor forecast. It does not consider the vacancies’ effect on 

Kentucky-American’s overtime and temporarykontract forecasts. The AG proposed a 

108 

109 

110 

111 

Direct Testimony of Andrea C. Crane at ACC-22. 

Id. 

KAWC Brief at 33. 

Id. 
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similar adjustment to labor expense in Case No. 1995-00554 to reflect that, “[oln 

average Kentucky-American’s actual number of employees falls short of its ‘authorized’ 

level of employees.””* Denying the AG’s proposed adjustment, we stated: 

The AG’s proposed adjustment is flawed because it did not 
take into consideration the total I995 labor costs. As shown 
by Kentucky-American, when all labor costs are considered, 
there is no material difference between the actual and 
budgeted am~unts.’ ’~ 

We continue to adhere to this position. If vacant employee positions exist, work 

will either be shifted to other employees and thus result in an increase in overtime costs 

or Kentucky-American will hire additional temporary/contract labor. Kentucky-American 

has shown that its forecasts for overtime and temporary/contract labor have been 

reduced to reflect a full-workforce. The vacant employee positions to which the AG 

refers will result in decreased direct labor costs, but that decrease will be offset by 

increases in overtime or temporary labor costs. Therefore, the overall impact of these 

vacancies on Kentucky-American’s operating expenses and ultimately its revenue 

requirement is unknown. Accordingly, we deny the AG’s proposed adjustment. 

Condemnation. The AG proposes to adjust Kentucky-American’s forecasted 

expenses to eliminate 90 percent of the labor, overhead costs and payroll taxes 

associated with Kentucky-American’s President and his assistant. In support of this 

proposal, the AG points to statements of the Chairman of Kentucky-American’s Board of 

Directors that Kentucky-American’s President had been directed to devote his full time 

and energies to the utility’s defense in condemnation proceedings that LFUCG had 

’I2 Case No. 1995-00554, Application of Kentucky-American Water Company to Increase Its 

’I3 Id. 

Rates (Ky. PSC Sep. 1 1, 1996) at 32. 
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initiated against Kentucky-American. Since such efforts were solely related to “the 

promotion and protection of the interests of Kentucky-American shareholders,” the AG 

asserts that ratepayers should not bear the internal costs associated with the President 

and his assistant. 

The AG states that, because Kentucky-American did not track the individual 

employee hours spent working on condemnation issues during the base period, he is 

unable to identify specific costs included in Kentucky-American’s forecast related to that 

issue. Because of the Board of Directors’ direction, the AG has assumed that 

Kentucky-American’s President was working full-time on this issue and recommended 

that 90 percent of the labor, overhead costs and payroll taxes for the President and his 

assistant, or $1 93,796, be removed from Kentucky-American’s forecasted labor 

costs.’ j4  

Contending the AG has misinterpreted the statements of its Chairman, Kentucky- 

American has clarified those statements. It states that, as a result of condemnation, the 

workload of its President increased, but that he was continuing to perform his normal 

duties and responsibilities in addition to assisting the utility in its defense of the 

condemnation proceeding, and that this increase in duties was insufficient justification 

for the AG’s proposal to decrease the expenses of the President‘s office. Kentucky- 

American further states that, given recent LFUCG council elections, the future of 

LFUCG’s condemnation proceeding is unc&tain.’15 

Direct Testimony of Andrea C. Crane at 53 and Schedule ACC-22. 

Id. 115 
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We find insufficient evidence in the record to support the AG’s proposal. It is 

based upon a misstatement that was subsequently corrected. We further find that the 

proposed 90 percent allocation of the President’s official duties to condemnation-related 

activities is arbitrary and without any supporting basis. The Commission is of the 

opinion, however, that Kentucky-American should, beginning as of the date of this 

Order, track all costs and employee time related to condemnation activities and be 

prepared to address questions on these activities at its next rate proceeding. 

Incentive Compensation Plans. Kentucky-American has included in its 

forecasted operating expenses incentive compensation of $229,146, which is comprised 

of long-term incentive compensation of $23,427 (“LIP”) and annual incentive plan 

compensation (“Alp”) of $205,719.116 

All full-time management, professional and technical employees (exempt from 

overtime) are eligible to participate in the Kentucky-American bases AIP awards 

upon the following performance criteria: financial (60 percent); operational (25 percent); 

and individual (1 5 percent).”’ Approximately 40 Kentucky-American employees 

participate in the AIP. 

The Compensation and Management Committee of American Water Works’ 

Board of Directors administers the LIP and designates the employees who can 

participate. Kentucky-American’s President recommends to this Committee who should 

Direct Testimony of Michael Miller at 51 - 53. 

’I7 Id. at48. 

Id. at 49-50. 
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be designated for participation in LIP. Currently only Kentucky-American’s President 

participates in the LIP.“’ 

The AG proposes adjustment in the level of both incentive compensation plans, 

Since 60 percent of the AIP award is based upon Kentucky-American achieving certain 

financial targets, a criterion that the AG asserts directly benefits the sharehoIders,l2’ he 

recommends that 60 percent or $137,488 of the AIP be allocated to Kentucky- 

American’s shareholders. He recommends all costs related to LIP be removed because 

the sole criterion for its award is “achievement of cumulative net income.”121 The AG’s 

overall adjustment to Kentucky-American’s incentive plan forecast is a reduction of 

$160,915. 

Kentucky-American opposes the proposed removals. It argues that the AG’s 

proposed adjustment to AIP is based upon the faulty assumption that the financial 

health of Kentucky-American is in the best interest only of the shareholders.’22 Without 

a viable financial entity, Kentucky-American argues, it is unable to attract capital, meet 

unanticipated expenditures, provide a basis for ongoing infrastructure replacement, and 

provide reliable customer service. As further support of its incentive plans, Kentucky- 

American points to the findings of a 1991 comprehensive management and operations 

audit in which the auditors found that the utility required competitive compensation 

packages to attract and retain qualified individuals and that the cost of such packages 

are balanced by the likely costs of recruiting, hiring, and training replacements. 

’I9 KAWC Brief at 34. 

Direct Testimony of Andrea C. Crane at 55. 

Id. 

122 KAWC Brief at 34. 
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In previous rate  proceeding^''^ when the appropriateness of recovery of the 

entire cost of its incentive compensation plans was questioned, Kentucky-American has 

asserted the plans were in response to the findings of a Commission-mandated 

management audit. While we initially accepted this argument, we rejected this position 

in Kentucky-American’s last rate proceeding and placed the utility on notice that “in 

future rate proceedings, it must demonstrate fully why it should not bear a portion of 

these [incentive compensation plan] COS~S.”‘’~ 

Kentucky-American argues that its incentive plans motivate its employees to 

perform at high levels and to always place customer service and satisfaction at the 

forefront of its efforts. Despite requests for studies or analyses that would quantify 

these alleged benefits, Kentucky-American has failed to produce any evidence to 

support its position. It has provided only a report indicating that Kentucky-American’s 

plans are in line with other surveyed utilities and that most surveyed utilities have 

incentive plans for upper and middle management. This report, however, does not 

address or -quantify benefits that Kentucky-American’s plans supposedly provide to 

ratepayers nor does it indicate how the costs of other utility plans are allocated between 

shareholders and ratepayers. The mere existence of such plans is insufficient to 

demonstrate that they benefit ratepayers and that their costs should be recovered 

through rates. The Commission, therefore, has eliminated the costs associated with the 

AIP and the LIP and reduced Kentucky-American’s forecasted operating expenses by 

$229,146. 

lZ3 See, e.g., Case No. 1997-00034, Application of Kentucky-American Water Company to 

’24 Case No. 2000-00120, Order of November 27,2000 at 44. 

Increase Its Rates (Ky.PSC Sept.30, 1997). 
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Waste .Disposal. Included in Kentucky-American’s forecasted operations is 

waste disposal expense of $238,996. The waste disposal forecast reflects the third- 

party bids for cleaning Kentucky-American’s treatment facilities amortized over a 24- 

month period.’25 

Kentucky-American acknowledges that the ongoing waste disposal costs for the 

Richmond Road Station have been overstated.’26 The AG asserts that the monthly 

amortization of these costs should be $2,500, not $3,500, and proposes to reduce 

waste disposal expense by $12,000.127 We find that the AG’s adjustment should be 

accepted and has reduced forecasted operating expenses by $1 2,000. 

Kentucky-American’s forecasted cost also includes $70,000 for the removal of 

solids from Lake Ellerslie. The AG argues that, as the Richmond Road Station is 

cleaned periodically, not annually, these costs should be recovered over a multi-year 

period. He proposes to reduce waste disposal cost by $46,667 to reflect the 

amortization of this cost over a 3-year period.’28 

Kentucky-American objects to the proposed adjustment. It states that in recent 

years it has experienced increased demands, greater requirements for turbidity 

removal, and increased use of Kentucky River water at the Richmond Road Station. 

These occurrences have resulted in increased amounts of sedimentation produced at 

that facility and a corresponding increase in sedimentation buildup at the adjacent 

125 Direct Testimony of Sheila Valentine at 7. 

lZ6  KAWC’s Response to Commission Staff‘s Second Set of Information Requests, Item 99(d). 

lZ7 Direct Testimony of Andrea C. Crane at 61. 

lZ8 Id. at 62. 
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re~ervoir."~ This buildup will likely require annual cleaning of Lake Ellerslie on a going 

forward basis.13' 

The record indicates that in August 2002 Kentucky-American removed I, 109,038 

gallons of sediment from Lake Ellerslie and in 2004 removed 881,969 gallons in a one- 

month period. It further indicates that the increased demand and use of Kentucky River 

water at the Richmond Road Station has produced a faster buildup of sedimentation 

around the discharge point. Kentucky-American witnesses have testified that increased 

demand has resulted in the need for greater utilization of Lake Ellerslie on a going 

forward basis. In its budgets, Kentucky-American has projected that "[a]pproximately 

900,000 gallons of solids containing water will be removed from either the 

sedimentation basins, washwater holding tanks, sludge thickeners, or reservoir in 2006 

and 2007 until such time that improvements are made to the solids handling capabilities 

of We find that the increased use of Lake Ellerslie and the resulting increase in 

sedimentation will likely require annual removal of sedimentation from Lake Ellerslie for 

the foreseeable future. Accordingly, we deny the AG's proposed adjustment. 

Management Fees. Kentucky-American has included its forecasted operations 

management fee expenses of $3,800,310. Management fees represent the forecasted 

costs for the services that American Water Works provides to Kentucky-American. 

Reflected in the management fees are the costs for operating the National Customer 

Care/Call and Shared Services Centers. Kentucky-American has also included in its 

Rebuttal Testimony of Linda Bridwell at 2. 

Id. at 3. 

129 

130 

13' KAWC's Response to Commission Staffs Fourth Information Request, Item 7. 
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management fee forecast $1 17,525 of business development costs allocated from 

American Water Works’ regional office. 

The AG proposes the reduction of management fees by $1 17,525 to eliminate 

the business development cost allocation. In support of this action, he argues that the 

provision of regulated water service in a franchised service territory is not a competitive 

situation requiring “business development.” He asserts that the business development 

costs incurred should be booked by some entity other than Kentucky-American or borne 

en ti rely by Kentucky-Ame rican’s share holders. 

Responding to this proposed adjustment, Kentucky-American observes that the 

Commission allowed the full recovery of a business development employee in its last 

rate case proceeding and that its business development costs are reasonable. “As a 

regional supplier of water and the most logical entity for consolidation of water 

purveyors,” it argues that it is, “not only pursuing legislative mandates and Commission 

encouragements, but is attempting to obtain efficiencies through  expansion^."'^^ 

While we allowed the cost of a business development employee in Kentucky- 

American’s last rate proceeding, we did so only after Kentucky-American clearly 

identified and documented that employee’s duties. In this proceeding the Service 

Company is providing the services at issue, the fees are included in the management 

fee forecast, and the only description of the services is ‘Salary, salary overheads, and 

incidental expenses of the business development employees in the SE Region office 

who performed functions directly related to business development activities in Kentucky 

13’ KAWC Brief at 40. 
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on behalf of Kentucky American Water.”‘33 Given Kentucky-American’s inability to 

appropriately document and separate forecasted management fees between those that 

are directly assignable and those that are allocated, we find that Kentucky-American 

.’ has failed to demonstrate that the forecasted business development costs are 

reasonable or are appropriately included in Kentucky-American’s regulated operations 

and have reduced forecasted operating expenses by $1 17,525. 

During the evidentiary hearing, the Chairman of Kentucky-American’s Board of 

Directors disclosed the recent reassignment of several Kentucky-American employees 

to the Service Company’s Southeast Region. In the previous rate proceeding, we 

advised Kentucky-American that it should provide assurances that “management of 

operations and policy decisions will remain under local control and that decisions are 

made in the best interests of the ratepayers of Kentucky.”’34 The hearing disclosure 

increases this concern. While recognizing that certain organizational changes may 

create beneficial efficiencies, we remain concerned that the best interests of Kentucky- 

American’s customers are prominently considered when the Southeast Region makes 

its decisions. Therefore, Kentucky-American should, within 60 days from the date of 

this Order, provide a detailed report in which it describes the organization of A W C ,  the 

Southeast Region, and Kentucky-American. At a minimum, it should identify the 

functions performed by each entity, the development of strategic policy for each entity, 

and the role that Kentucky-American has in the formation and development of policies 

that affect its customers. It should also identify all services provided by the Southeast 

133 KAWC’s Response to Commission Staffs Fourth Set of Information Requests, Item 39. 

134 Case No. 2000-00120, Order of Nov. 27,2000 at 18-19. 
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Region and other affiliated entities to Kentucky-American. Any planned but incomplete 

organizational changes that affect Kentucky-American should also be disclosed. 

Group Insurance. Kentucky-American includes in its forecasted operations group 

insurance expense of $1,724,407. The forecasted expense is comprised of group 

insurance costs for the current associates and post retirement employee benefit costs 

(“OPEB”) for both Kentucky-American’s current and retired employees. To forecast the 

cost of current group insurance, Kentucky-American increased the current group 

insurance rates by 8.94 percent to reflect the rates that will be in effect on January 1, 

2005. It then applied these rates to the number of Kentucky-American’s full-time 

ernp10yees.l~~ Towers Perrin prepared a report to update the 2003 actuarial report to 

estimate Kentucky-American’s 2004 OPEB expense. Kentucky-American increased the 

2004 OPEB estimate by 9 percent to arrive at its forecasted OPEB expense of 

$798,734. ’ 36 
The AG proposes to reduce group insurance expense by $51,381, In support of 

his proposal, he argues that, because OPEB expense is dependent upon a variety of 

factors, forecasting annual OPEB is a complex process. Merely isolating one factor or 

assuming that OPEB expenses follow the same trends as health care costs does not 

produce a reliable forecast. The AG argues that an actuarial report is the best support 

for an OPEB projection. In this case, the most recent Towers Perrin report supports the 

135 Direct Testimony of Shelia Valentine at 7-8. 

13‘ KAWC’s Response to Commission Staffs Fourth Information Request, Item 43. 
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use of $904,227 reduced by the amount capitalized by Kentu~ky-American,’~~ or a 

reduction to group insurance expense of $51,381 

Kentucky-American argues that it is generally recognized that health care costs, 

particularly for the age group covered by the OPEB, are increasing annually and 

dramatically. It refers to newspaper reports of predictions of increased health care 

costs.139 Kentucky-American’s average annual OPEB cost increase between 1999 and 

2003 was 7.7 percent.14* 

We concur that budgeting for OPEB expense is a complex process that is 

dependent on many factors. Factors that would influence future OPEB costs are health 

care costs, return on assets investments, employment levels, and the ages of the 

employees being covered. The record does not demonstrate that Kentucky-American 

has considered those other factors in developing its forecast of future OPEB expenses. 

Moreover, as the forecast is based upon an estimate of 2004 OPEB costs, not actual 

costs, we have serious concerns about the reliability and accuracy of these forecasted 

costs. 

The Commission notes that Commission Staff has requested on two occasions 

that Kentucky-American provide the 2004 actuarial report when such report becomes 

available. Kentucky-American has yet to file such report. While we recognize that the 

current trend in health care costs supports some level of increase in 2004 OPEB 

expense, we cannot accept a forecast that is mere conjecture. Absent the 2004 

13’ AG Brief at 20. 

13* Direct Testimony of Andrea C. Crane, Schedule ACC-26. 

13’ KAWC Brief at 37. 

I 4 O  Rebuttal Testimony of Michael Miller at 39. 
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actuarial study, we find that Kentucky-American has failed to meet its burden of 

demonstrating that the forecasted expense level is reasonable and that the forecasted 

expense level should be reduced by $51,381. 

Rents. Kentucky-American has included in its forecasted operations rent 

expense of $1 11,438, which reflects signed and anticipated agreements for copiers and 

postage machines.14’ The AG proposes to reduce forecasted rent expense by $58,295 

to reflect the following changes to Kentucky-American’s forecast: ( I )  eliminate lease 

payments for lab equipment that has been purchased; (2) remove the lease payment for 

a copier that is no longer leased; (3) eliminate lease payments for office equipment no 

longer at the Tri-Village office.‘42 Kentucky-American agrees that its forecast for rent 

expense is overstated by that a r n 0 ~ n t . l ~ ~  We find that this adjustment should be 

accepted and that forecasted operating expenses should be reduced by $58,295. 

General Office Expense. Kentucky-American has included in its forecasted 

operations general office expense of $348,606. This expense includes, but is not 

limited to: dues and memberships; employee travel and meal expenses; office supplies; 

and general office utility costs. The forecast for customer accounting is below the base 

period amount and considerably less than the prior 3 years.144 

The AG proposes to reduce general office expense by $5,228 to eliminate social 

club dues from Kentucky-American’s f 0 r e ~ a s t . l ~ ~  The forecasted amount includes 

141 

142 

143 

144 

145 

Id. 

Direct Testimony of Andrea C. Crane at 67. 

KAWC’s Response to the AG’s First Information Request, Item 138. 

Id. 

Direct Testimony of Andrea C. Crane at 67. 
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social club dues for Spindletop Hall, the Keeneland Club, the University of Kentucky 

Faculty Club, the Lafayette Club, Rotary Club, Kiwanis, and Audubon Society. The AG 

contends that these dues are not necessary for the provision of safe and adequate 

utility service and therefore should not be borne by ratepayers. 

Kentucky-American agrees that the dues paid for Spindletop Hall and the 

Keeneland Club should be excluded from forecasted  operation^.'^^ It argues that 

memberships in the University of Kentucky Faculty Club and the Lafayette Club are for 

business purposes only. Since these locations have private rooms, Kentucky-American 

uses them for off-site business meetings, business luncheons, seminars, and training 

sessions. It notes that the Rotary Club and Kiwanis are minor expenses when 

compared to the benefits that are derived from the interaction of its employees with 

community business leaders. As to the Audubon Society’s annual fee of $90, Kentucky- 

American claims this fee is an extension of its commitment to conservation and the 

The Commission has previously found that community organization expenses 

benefit utility community relations and are a form of charitable contribution that should 

not be recovered through utility rates.148 We find nothing in the record to require us to 

reconsider this holding. Accordingly, we have reduced operating expenses by $5,228. 

Miscellaneous. Kentucky-American has included in its forecasted operations 

miscellaneous expense of $2,978,873. This category includes items that are necessary 

146 Rebuttal Testimony of Coleman Bush at 5. 

147 Id. 

14* Case No. 1997-00034, Application of Kentucky-American Water Company to Increase its 
Rates (Ky PSC Sep. 30, 1997) at 42. 
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to carry out the normal day-to-day business functions such as: janitorial; legal; 

advertising; employee training programs; uniforms; telephone; amortizations; 

conservation; and security 

The Commission, on its own motion, has decreased forecasted Miscellaneous 

Expense of $99,244 to remove the amortization of community education costs approved 

in Kentucky-American’s rate proceeding in Case Number 2000-001 20. In that 

proceeding, we provided that this allowance for community education costs “shall be 

allocated to developing more extensive conservation efforts than those anticipated for 

the forecasted test year.r150 FASB 71 provides that a deferral of an expense is 

appropriate only where “future revenue will be provided to permit recovery of the 

previously incurred cost rather than to provide for expected levels of similar future 

costs.” As our action in the last rate proceeding was clearly intended to provide future 

levels of similar costs, it clearly conflicted with the requirements of FASB 71 and was 

inappropriate. 

The AG proposes to reduce miscellaneous expense by $72,415 to remove 

institutional advertising. He argues that the purpose of institutional advertising is to 

promote the corporate name of Kentucky-American or its parent, RWE. He refers to 

specific Kentucky-American advertisements that he views as constituting institutional 

advertising and asserts that they are totally unrelated to the provision of utility 

service. 

14’ Direct Testimony of Shelia Valentine at 10. 

I 5 O  Case No. 2000-00120, Order of May 9, 2001 at 11. 

Direct Testimony of Andrea C. Crane at 68. 151 
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According to Kentucky-American, the source for the AG’s proposed adjustment, 

Schedule F-4, was incorrectly prepared. Kentucky-American states that the actual 

amount of the forecasted advertising expense is $134,704 and that it can be found on 

W/P-3-13, page 1. Kentucky-American contends that the language cited by the AG is 

from past ads, which it does not believe constitutes institutional advertising. Kentucky- 

American further contends that the outline of its ads152 for the forecasted period only 

includes advertising that is allowed for rate-making purposes and therefore, the AG’s 

adjustment should be denied.153 

Administrative Regulation 807 KAR 5016 prohibits the recovery of institutional 

advertising in rates. As this proceeding involves a forecasted test period, the only 

information available regarding future advertisements is a brief outline of 

advertisements that Kentucky-American plans. The specific language of these 

advertisements has not yet been prepared. Based upon our review of the 

advertisement outline, we find that the advertisements set forth in Table VI1 are for 

community education purposes and should be included in forecasted operations. 

Rebuttal Testimony of Coleman Bush a t  CDB Exhibit 1 152 

153 Id. at 6. 
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TABLE VI1 

Customer Service Guide Inserts $ 2,050 
Public Education Materials 
Newsletters Community 
Hydrant Flushing 
Water Quality Reprint 
From the Tap 
Consumer Confidence Report 

3,076 
8,200 
1,230 
2,563 

10,252 
20,500 

We find that the remaining $25,035154 of forecasted community education costs involves 

Conservation Bill Inserts 
Total Community Education 

institutional advertising and should be eliminated. 

4- 10,247 
$ 120.965 

Maintenance - Other. Kentucky-American has included in its forecasted 

operations its maintenance expense of $972,706. It states that maintenance expense 

included in its forecast is greater than in the base period amounts because of greater 

upkeep and maintenance activities on existing plant such as tank inspections and 

genera 1 plant maintenance .’” 55 

The AG proposes to decrease maintenance expense by $21 I ,477? He states 

that Kentucky-American has failed to provide adequate evidence to support the 

significant increase in maintenance expense. He proposed to use the 3-year average of 

154 $146,000 (Community Education Forecast) - $120,965 (Allowable Community Education 
Advertisements) = $20,035. 

155 Direct Testimony of Sheila Valentine at I O .  

Direct Testimony of Andrea C. Crane at 64 and Schedule ACC-29. 
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maintenance costs for the period of 2001 through 2003 to establish the appropriate level 

of maintenance expense. 

Kentucky-American opposes the use of a historical averaging of costs to adjust 

maintenance expense. It argues that the practice is unreasonable and arbitrary and 

fails to take into account the cost of necessary preventive maintenan~e.’~~ 

That a forecasted expense is higher than the amount reported in the base or a 

historical period is insufficient basis for an adjustment. While the AG’s methodology of 

comparing the test period to the historical levels would be appropriate in a rate case 

using an historical test period, it is of limited value when a forecasted test period is 

used. In rate proceedings using a forecasted test period, the accuracy of a utility’s 

ability to forecast or budget for an expense is the more critical issue. The accuracy of 

Kentucky-American’s forecast can be gauged by comparing its maintenance budgets to 

its actual results. A comparison of Kentucky-American’s maintenance expenses 

budgets to actual results for the calendar years 2000 through 2003,15’ which is set forth 

in Table VIII, shows that Kentucky-American has accurately forecasted its maintenance 

expense. In light of this comparison and in the absence of any evidence to demonstrate 

that a 3-year historical average is an accurate measure of future maintenance costs, we 

find that the AG’s proposed adjustment should be denied. 

157 Brief of KAWC at 38. 

KAWC’s Response to Commission Staffs Fourth Set of information Requests, Item 8. 
Maintenance expenses are net of the amortizations. 
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TABLE Vlll 
Maintenance Expense 

Year 

2000 
2001 

Percentage of 
Budget Actual to Budget Actual 

$ 746,355 $ 795,290 93.8% 
897.888 776.886 11 5.6% 

2002 
2003 

701:080 j 719:673 97.4% 
+ 746,157 I f 909,557 82.0% 

as being equal to or below the federal poverty level. For the reasons set forth later in 

this Order, we deny the proposed discount and decrease forecasted operating 

expenses by $30,000. 

Depreciation. Kentucky-American includes depreciation expense of $7,065,762 

in its forecasted operations. Based on the Commission’s treatment of forecasted rate 

base with regard to slippage, an adjustment has been made to increase forecasted 

depreciation expense by $1,770. 

Amortization Expense. Kentucky-American includes in forecasted test period 

operations amortization expense of $695,154. Of this amount, Kentucky-American 

includes $1 3,248 and $1 9,296 for its Boonesboro and Pineville acquisitions, 

respectively. In Case No. 2000-00120, the Commission included amortization expense 

of $13,051159 for the Boonesboro acquisition, which is $197 less than the amount that 

Kentucky-American includes. The Commission has reduced amortization expense by 

$197 to correct for this error. We have further reduced forecasted amortization by an 

additional $1 9,296 to remove the amortization of the Pineville acquisition, which 

Total 

15’ Case No. 2000-00120, Order of May 17, 2001 at 17. 
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Kentucky-American has acknowledged was incorrectly included in its amortization 

forecast. 

General Taxes. Kentucky-American includes a forecast of general tax expense 

of $1,712,673, which includes property taxes and payroll taxes of $2,223,673 and 

$410,283, respectively, but was decreased to $2,221,770 after application of the 

construction slippage factors. Based on our treatment of forecasted rate base with 

regard to slippage, we have decreased forecasted property taxes expense by $1,903. 

We have also reduced payroll taxes by $17,530 to reflect the effects of our removal of 

the costs of incentive pay plans. 

Income Taxes. The AG proposes that Kentucky-American’s forecasted current 

and deferred income tax expenses be adjusted to reflect the use of a consolidated tax 

return. He notes that Kentucky-American calculates federal income taxes on a stand- 

alone basis.’60 Kentucky-American, however, is part of a consolidated group, which is 

held by Thames Water Aqua U.S. Holdings (“TWUS’l), that files a combined federal 

income tax return to take advantage of the tax losses experienced by some of the 

group’s members.I6’ The use of a consolidated tax filing, the AG states, permits the tax 

loss benefits generated by one group of subsidiaries to be shared by the other 

consolidated group members, thus resulting in a reduced effective federal income tax 

rate. The AG proposes that these tax benefits should be flowed to Kentucky- 

American’s ratepayers to reflect the actual taxes paid rather than calculate the amount 

of taxes based upon stand-alone methodology. To do otherwise, he argues, would 

Direct Testimony of Andrea C. Crane at 73. 

”’ AG Brief at 27. 
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overstate Kentucky-American’s federal income tax. Regulatory commissions in three 

other jurisdictions in which American Water Works affiliates are located162 have adopted 

consolidated tax adjustments for rate-making purposes.‘63 Use of the AG’s 

consolidated tax adjustment results in a $551 ,I 51 credit to forecasted income available 

for federal income taxes and a decrease to federal income taxes of $192,903. 

Kentucky-American describes the AG’s proposal as “unprecedented and unique” 

and as representing a significant departure from established Commission precedent. It 

argues that the extraction of tax benefits from one subsidiary that participates in the 

filing of a consolidated tax return and transferring that benefit to another subsidiary in 

the “family” is a cross-subsidy. Its witness testified that the advantage of a consolidated 

return is only to the entity that actually incurs the tax loss as the tax benefit attributable 

to the operating loss is given to that entity. As Kentucky-American has not incurred a 

tax loss, it accrues actual benefit from the filing of a consolidated tax return. Imposing a 

consolidated tax adjustment, Kentucky-American argues, will only preclude it from 

earning its allowed rate of return. Kentucky-American further notes that the proposed 

adjustment raises serious extra-territorial jurisdictional issues. 

We find that Kentucky-American’s present position on this issue conflicts with its 

stated position in Case No. 2002-0031 7. In that proceeding, Kentucky-American and 

others sought approval of the transaction that enabled RWE’s acquisition of control of 

Kentucky-American. One feature of this transaction was the creation of TWUS, an 

These jurisdictions are Pennsylvania, New Jersey, and West Virginia. 

163 Testimony of Andrea C. Crane at 73. 
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intermediate holding company that would hold the stock of American Water and all of 

Thames Water Aqua Holdings GmbH’s other U.S. affiliates. Kentucky-American 

asserted the creation of TWUS would permit the filing of consolidated U.S. tax returns. 

The ability to file such a tax return, Kentucky-American argued, benefited the public 

because it would reduce administrative expenses by eliminating the need to file multiple 

tax returns and permit some tax savings by allowing payment of taxes calculated on the 

net profits of all entities within the consolidated group. 

We note that when approving the proposed transaction, we rejected specific 

proposals to condition our approval on the Joint Petitioners treating any tax savings 

achieved through the write-off of losses incurred in unregulated U.S. operations against 

regulated U.S. earnings as a benefit of the transaction and sharing that benefit with 

Kentucky-American ratepayers. We took that action, not because the proposals were 

without merit, but because we had previously directed that a portion of any merger 

savings be allocated to Kentucky-American ratepayers and that additional conditions 

were unnecessary. Kentucky-American did not take exception to or protest our 

reasoning. 

Having previously indicated the savings resulting from the filing of a consolidated 

tax filing would be viewed as a merger benefit, subject to allocation, we do not believe 

that acceptance of the AG’s proposal represents a radical departure from past 

regulatory practice. Moreover, Kentucky-American and its corporate parents having 

previously touted 1wUS’s filing of consolidated tax returns as a benefit to obtain 

approval of the merger transaction, have no cause to object if we now act upon their 
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representation. Accordingly, we find that the AG’s proposed consolidated income tax is 

reasonable and have reflected it in our calculation of federal income taxes. 

We further find certain errors in Kentucky-American’s calculation of income taxes 

at present rates that result in an overstatement of those taxes. The overstatement 

resulted from adding amortization of plant acquisition adjustments for Tri-Village and Elk 

Lake in the amounts of $5,676 and $2,688, respectively, to the reconciling items shown 

at Exhibit 37-E, Pages 5 and 7. On those pages, these items were erroneously 

excluded from the stated depreciation and amortization expense making their inclusion 

as a reconciling item unnecessary and inappropriate. This adjustment is reflected in the 

Commission’s calculation of forecasted income tax expense. 

To reflect interest synchronization, Kentucky-American proposed a forecasted 

interest expense of $5,325,120 based on forecasted rate base and weighted cost of 

debt. The Commission has recalculated this expense to be $5,234,794164 based on the 

rate base and weighted cost of debt found reasonable herein. 

Adjusting Kentucky-American’s income tax forecast, the Commission arrives at 

its current income tax expense of $2,761,192 as shown in Table IX below. 

164 Commission Approved Rate Base 
Commission Approved Weighted Cost of Debt 
Interest Synchronization 
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TABLE IX 
Current Income Tax Expense 

- item 
Kentucky-American’s 
Forecasted Taxes 
Public Fire Hydrants 
Private Fire Hydrants 
Activation Charges 
AFUDC 
incentive Pay Plans 
Waste Disposal 
Business Development 
OPEB’s 
Rents 
Social Club Dues 
Advertising 
Low Income Discount 
Depreciation 
General Taxes 
Interest Synchronization 
income Tax Consolidation 
Commission Current 
Income Tax Expense 

Commission 
Adiustments 

$ 89,015 
$ 29,020 
$ 672,000 
$ (133,370) 
$ (229,146) 
$ (12,000) 
$ (117,525) 
$ (51,390) 
$ (58,295) 
$ (5,228) 
$ (25,035) 
$ (30,000) 

$ 1,770 
$ (19,433) 
$ (90,326) 
$ (551,151) 

State 

$ 492,887 
7,344 
2,394 

55,440 
(1 1,003) 

18,905 
990 

9,696 
4,240 
4,809 

43 1 
2,065 
2,475 

1,603 
7,452 

+ 0 

(146) 

Federal 

$ 1,939,211 
28,585 

9,319 
21 5,795 
(42,828) 

73,584 
3,854 

37,740 
16,503 
18,720 

1,679 
8,040 
9,634 

6,240 
5,629 

+ (192,904) 

(568) 

Total 

$ 2,432,098 
35,929 
11,713 

271,235 
(53,831) 

92,489 
4,844 

47,436 
20,743 
23,529 

2,110 
10,105 
12,109 

(714) 
7,843 

36,458 
+ (192,904) 

c 

$ 5  99.582 $2.161:610 $ 2.761.192 
~ _ _ _  - 

Based upon the adjustments to deferred debit amortization and community 

education amortization, the Commission arrives at its level of deferred income tax 

expense of $(12,084) shown in Table X. 

TABLE X 
Deferred Income Tax Expense 

Commission 
- Item Adiustments State Federal Total 

Kentucky-American’s 
Forecasted Tax Expense $ (9,636) $ (209,182) $ (218,818) 
Community Education $ (99,243) 8,188 31,869 40,057 
Deferred Security Costs $ (280,566) 23,147 90,097 1 13,244 
Shared Service Transition $ (55,751) 4,599 17,903 22,502 
Customer Care/Call Center $ (57,141) 4,714 18,349 23,063 

16 64 80 
1,592 -I- 6,196 + 7,788 Acquisition - Pineville $ (19,296) + 

Commission Deferred Income 

Acquisition - Boonesboro $ (1 97) 

TaxExpense $ 3  2.620 $ f44.704) $ (12.0841 
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Based on the aforementioned adjustments to forecasted revenues and expenses 

the Commission has determined Kentucky-American’s forecasted net operating income 

at present rates to be $9,971,59 as shown in Table XI. 

TABLE XI 
Kentucky-American’s Commission 

Forecasted Adjusted 
Categ ow Income Taxes Adiustments Income Taxes 

I Operating Revenues 
Water Sales $ 41,803.9866 $ 118,035 $ 41,922,001 
Other Operating Rev. + 1,585,696 + 538,630 + 2,124,326 

3 3 $ 44,046,327 Total Operating Rev. 43,389,662 656,665 

Operating Expenses 
Operation & Maintenance $ 21,910,724 $ (1,021,320) $ 20,889,404 
Depreciation & Amort. 7,760,916 ( 1 7,723) 7,743,193 
General Taxes 2,712,460 (1 9,433) 2,693,027 
Income Taxes + 2,213,280 + 535,828 + 2,749,108 

Total Operating Exp. $ 34,597,380 $ (  522,648) $ 34,074,732 
Net Operating Income $ 8.792.282 $ 1 ! 179.31 3 $ 9.971.595 

Rate of Return 

Capital Structure. Kentucky-American’s proposed capital structure based on the 

projected 13-month average balances for the forecasted test period and the costs 

assigned to each capital component is shown Table Xll. 

TABLE XI1 

Short-Term Debt 

The AG proposes adjustments in the capital structure used to calculate rates. He 

contends that Kentucky-American consistently uses short-term debt as a capital source. 

In reviewing the period of 2001 through 2003, the AG found that the average quarterly 

short-term debt as a percentage of capitalization was 7.78 percent. In comparing this 
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average to the proposed percentage of 3.71 9 percent, the AG concludes that Kentucky- 

American’s forecast of short-term debt is understated. The AG argues that the 

requirement of 807 KAR 5:OOl Section I O ,  that rate base and capitalization be based 

upon a 13-month average for the forecasted period does not preclude the examination 

of the reasonableness of Kentucky-American’s proposed capital structure. He proposes 

adjusting the capitalization to reflect the quarterly averages for the calendar years 2001 

through 2003. This adjustment would produce the capital structure shown in Table 

XI I 

TABLE Xlll 
Components AG’s Capitalization 

Short-Term Debt 7.780% 
Long-Term Debt 46.41 0% 
Preferred Stock 4.600% 
Common Equity + 41.210% 
Total Capitalization 100.000% 

Kentucky-American contends that its capital structure has been formulated with a 

careful consideration of the expected capital demands in the forecast period and of the 

most efficient and cost-effective means to meet those demands. It asserts that the AG’s 

proposed capital structure ignores financing the $14 million of long-term debt in March 

2004, the refinancing of the $5.5 million debt that matures in September 2005, and 

retained earnings that has been generated in 2004 and will be generated in 2005. It 

further asserts that the AG’s proposed capital structure is a hypothetical capital 

structure that does not exist and is not reflective of Kentucky-American’s capital 

needs 

165 AG Brief at 32-33. 

166 KAWC Brief at 49-50. 
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The Commission declines to accept the AG’s proposed capital structure. As 

previously noted, we find the use of historical averages to be of limited relevance. Our 

central focus is with Kentucky-American’s ability to forecast its capital requirements 

rather than comparisons of a forecasted capital structure with historical quarterly 

averages. The record shows that Kentucky-American’s forecast is based upon current 

projections of its construction investment and capital requirements. The Commission 

finds that Kentucky-American’s capital structure, after adjustments to reflect the effects 

of slippage, is shown in Table XIV below. 

TABLE XIV 
Commission 

Components Capitalization 
Short-Term Debt 3.697% 
Long-Term Debt 51.388% 
Preferred Stock 3.781 % 
Common Equity + 41.134% 
Total Capitalization 100.000% 

Short-Term and Long-Term Debt. Kentucky-American proposes short-term debt 

No party 

We find the proposed cost of debt is 

and long-term debt rates of 2.77 percent and 6.33 percent, respectively. 

objected to these forecasted cost rates. 

reasonable and should be accepted. 

Preferred Stock. Kentucky-American proposed an embedded cost of preferred 

stock of 7.72 percent. No party objected to this forecasted cost rate. We find that the 

proposed embedded cost of preferred stock proposed by Kentucky-American appears 

reasonable and should be accepted. 

Return on Common Equitv. Kentucky-American recommends a return on equity 

(“ROE”) of 11.2 percent based on its discounted cash flow model (“DCF”)) the ex ante 

risk premium method and the ex post risk premium method. Kentucky-American 
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applied these models to two proxy groups, one consisting of water distribution 

companies and the other comprised of natural gas local distribution companies (“LDC”). 

Kentucky-American claims that its estimate is conservative because, in comparison to 

the proxy companies, it has greater financial risk because of its higher financial 

leverage 

Kentucky-American used both water companies and LDCs because of the low 

number of analysts following water companies. Kentucky-American argues that LDCs 

are similar in risk to water companies and supply a larger number of analyst-followed 

companies that can act as a reasonableness measure for the water company results. 

In support, Kentucky-American provided an example from the Florida Public Service 

Commission, which uses LDCs as proxies for water companies.‘68 DCF analyses on 

both sets of proxy companies produce a result of 10.7 percent cost of equity, which 

includes a five percent allowance for flotation costs.‘69 Kentucky-American’s two risk 

premium analyses, the ex ante risk premium and the ex post risk premium method, 

were performed on only the natural gas LDCs, since Kentucky-American believes there 

is insufficient information on the water companies to perform this type of analysis. The 

ex ante approach produces a cost of equity of 11.45 percent and the ex post method 

produces a range of 10.9 to 11.5, which includes a flotation cost adjustment of 25 basis- 

points. 

167 Direct Testimony of Dr. James H. Vander Weide at 4. 

KAWC’s Response to Commission Staffs Second Set of Information Requests, Item I l(d). 

Id. at 28. 
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The AG recommends an ROE of 8.75 percent using a DCF analysis and the 

Capital Asset Pricing Model (‘CAP”’). The AG uses two comparison groups for its 

analysis, a Small Water Company Group and a Large Water Company Group. Both 

contain companies listed as water companies by C.A. Turner Utility Reports and are 

limited to companies whose water revenues are at least 80 percent of total revenues. 

The AG includes a discussion of three economic factors that have influenced the cost of 

equity recently: ( I )  the declining yields on A rated public utility bonds, (2) the declining 

dividend yields for the fifteen utilities in the Dow Jones Utilities Average over the past 

decade and (3) the increasing average earned returns on equity and market to book 

ratios. The AG argues that the overall investment risk of public utilities is below most 

other industries. 70 

The AG identifies three primary errors in Kentucky-American’s cost of equity 

analysis: I )  the growth rates used in the DCF analysis; 2) the flotation cost adjustment; 

and 3) upwardly biased ex ante and ex post risk premium studies. The AG also takes 

issue with Kentucky-American’s choice of comparison companies. Finally, he argues 

that lower interest rates are also indicators of a need for a lower cost of equity than that 

pro posed by Kent uc ky-Ame rica n . 71 

In its rebuttal testimony, Kentucky-American criticizes the AG’s proxy companies, 

stating that most of the proxy companies are small and not widely followed in the 

investment community. Kentucky-American notes that only two of the AG’s five small 

proxy companies are followed by Value Line and that Value Line presents growth 

170 Direct Testimony of Dr. J. Randall Woolridge at 13. 

17’ Id. at 49 - 73. 
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forecasts for only three of the AG’s nine companies in both the small and large proxy 

groups. It also takes issue with the AG’s use of only water companies in its analysis. It 

argues that the small, thinly traded and not widely followed companies in the AG’s 

analysis indicate the need to employ equity models on other proxy companies that are 

similar in risk to water companies and are more widely followed in the investment 

commun ity . 

Kentucky-American also disagrees with the AG’s approach in the DCF Model. It 

argues that the DCF model should have been modified to account for the quarterly 

payment of dividends by the proxy companies. Kentucky-American also states that the 

AG’s method of estimating the dividend yield and his use of historical growth rates to 

estimate an investor‘s expectation of future growth are incorrect. 

In critiquing the AG’s CAPM analysis, Kentucky-American disagrees with the 

AG’s use of the IO-year Treasury note to estimate the risk-free rate and the risk 

premium used by the AG. It suggests that the AG should have included a small 

company premium because of the size of the companies used in the proxy groups. It 

asserts that if the AG’s analysis had used the correct factors and methodology 

described earlier, the result would have been a cost of equity of 13.5 percent. 

The Commission agrees with some of Kentucky-American’s criticisms of the 

AG’s methodology employed in the DCF analysis. The use of ten-year Treasury bills as 

the risk free rate in the AG’s CAPM analysis does not appear to be the most appropriate 

risk free rate for the model. While awards to American Water affiliates in other states is 

not a basis for an award for Kentucky-American’ the Commission notes that the AG’s 

ROE recommendation of 8.75 percent is significantly below most awards in 2004. 
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While the available data on water companies is limited, we find that the use of 

other industries, such as gas, to determine the return needed for a water company to be 

inappropriate. The Commission has addressed this issue on another occasion when 

asked to consider analysis performed on electric companies to determine the cost of 

equity for a gas ~ 0 m p a n y . l ~ ~  The fact that Kentucky-American’s DCF analysis on both 

water and gas companies produces the same result indicates there is still merit in using 

water compan ie~. ’~~  

In addition, the Commission is reluctant to consider a flotation cost adjustment 

when the subsidiary involved does not actually incur such cost and Kentucky-American 

was unable to provide any information on how RWE itself treats these costs. 

Furthermore, the Commission is not persuaded that Kentucky-American faces any 

greater risk as a result of its high degree of fixed costs or demand uncertainty compared 

to most other water companies. Kentucky-American has a history of filing rate cases on 

a regular basis. Frequent rate cases, coupled with its use of a forecasted test-year, 

mitigate some of the risk that Kentucky-American contends requires a higher return on 

equity. 

Having considered the evidence of record, the Commission finds that Kentucky- 

American’s cost of equity falls within a range of 9.5 percent to 10.5 percent. We further 

find that the midpoint of that range, 10 percent, is a reasonable level and should be 

used to determine Kentucky-American’s overall revenue requirement. 

17’ Case No. 2000-00080, The Application of Louisville Gas and Electric Company to Adjust its 
Gas Rates and to Increase Its Changes for Disconnecting Service, Reconnecting Service and Returned 
Checks (Ky. PSC Sep. 27,2000). 

Direct Testimony of Dr. James H. Vander Weide at 28. 
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Weight Cost of Capital. Applying the rates of 6.33 percent for long-term, 

7.72 percent for preferred stock, 2.70 percent for short-term debt, and 10.00 percent for 

common equity to the adjusted capital structure produces an overall cost of capital of 

7.75 percent. We find this cost to be reasonable. 

Authorized Increase 

The Commission finds that Kentucky-American’s net operating income for rate- 

making purposes is $12,110,344. We further find that this level of net operating income 

requires an increase in forecasted present rate revenues of $3,611 ,302.174 

Rate Determination 

Kentucky-American proposes to increase water rates across the board by 15.3 

percent for its Central Division customers, 42 percent for Northern Division customers 

that Elk Lake previously served, and 40.3 percent for customers that Tri-Village 

previously served. Kentucky-American did not perform a cost-of-service study to 

determine these increases. It states that the level of the increase for Northern Division 

customers would have been greater had all costs and expenses related to providing 

service to this division been allocated to that division. 

The AG proposes that the Northern Division’s rates remain at their current level 

and that only the rates for the Central Division customers be increased across the 

board. He argues that as a cost-of-service study has not been performed, Kentucky- 

174 

Net Investment Rate Base 
Multiplied by: Weighted Cost-of-Capital 
Net Operating Income 
Less: Forecasted Operating Income 
Operating Income Deficiency 
Multiplied by: Gross-up Factor 
Revenue Requirement Increase 

$ 156,262,507 
X 7.75% 
$ 12,110,344 
- 9,971,595 
$ 2,138,749 
x 1.6885112 
$ 3.61 1.302 
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American cannot reasonably assign costs with the proposed across the board increase 

when the percentages differ from division to division. Noting that Kentucky-American 

intends to seek a unified rate in its next rate proceeding and that such action would 

likely produce a significant reduction in the rates charged to Northern Division 

customers, the drastic fluctuations would produce confusing and inappropriate pricing 

signals to Northern Division customers and be inconsistent with generally accepted rate 

design prin~ip1es.l~~ 

The Commission agrees with the AG that the rates assessed to Northern Division 

customers should remain at their current level. Given Kentucky-American’s intent to 

unify its rates in its next rate proceeding, we find that the dramatic shifts in the rates 

assessed to Northern Division customers that are likely to occur are inconsistent with 

generally accepted principles of sound rate design. We further find that an across-the- 

board percentage increase should be applied to Central Division rates. 

The AG proposes that all revenues collected from the Account Activation fee be 

used to reduce or eliminate any increase to the 5/8-inch customer charge. We find that, 

as the activation fee is assessed to all customer classes, applying all the revenues from 

the fee to benefit one customer class is inappropriate. Moreover, it is contrary to the 

very purpose for which Commission regulations permit the assessment of non-recurring 

charges. We decline to follow the AG’s proposal. 

LFUCG argues that the proposed percentage increase applied to public-owned 

fire hydrants without a cost-of-service study is unreasonable. It asserts that, based 

upon the previous cost-of-service study submitted in Kentucky-American’s last rate 

proceeding, public-owned fire hydrants generate only 4 percent of the total water sales 

17’ Direct Testimony of Scott J. Rubin at 16. 
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revenue from rates. In the absence of a new cost-of-service study, LFUCG argues, any 

adjustment to public-owned fire hydrant rates should not increase this share above 

4 percent.176 We find no evidence within the record to support LFUCG’s argument and 

further find that the across-the-board increase should apply to public-owned fire hydrant 

rates. 

Other Issues 

Activation Fee: Kentucky-American proposes to establish an account activation 

fee of $24 that will result in an annual increase to operating revenues of $672,000. The 

activation fee will be assessed when a new account is established at a pre-existing 

service location. The costs associated with the account activation fee include field costs 

to turn on service and office costs to set up the account.’77 Kentucky-American argues 

that the cost incurred to provide the service should be recovered from the individual who 

receives the service. 

The AG opposes the fee contending that lower-income customers are statistically 

more likely to move and thus incur the fee. He asserts that the fee will fall more heavily 

on those who are less likely to have the ability to pay it.178 He contends that the 

proposed fee fails to meet all of the standards for special charges set forth in the 

American Water Works Association’s ( “ A W A )  Manual Finally, the AG 

176 LFCUG Brief at 7-8. 

177 Id. 

17’ Direct Testimony of Scott J. Rubin at 10-13. 

Id. at 10-11. 179 
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contends that Kentucky-American has failed to adequately demonstrate the 

reasonableness of the proposed fee.180 

LFUCG opposes the account activation fee on the basis of its negative effect on 

low-income customers. It argues that the fee should be approved only if (1) the 

increased revenue from the fee is used to reduce or eliminate any increase in the 5/8- 

inch meter charge, (2) Kentucky-American agrees that the fee is subject to LFUCG’s 

franchise fee, and (3) households qualifying for the proposed low-income tariff are 

excluded from the fee’s coverage.’” 

The proposed activation fee is a non-recurring charge. Non-recurring charges 

are 

charges to customers due to a specific request for certain 
types of service activity for which, when the activity is 
completed, no additional charges may be incurred. Such 
charges are intended to be limited in nature and to recover 
the specific cost of the activity. Nonrecurring charges 
include reconnection charges, late payment fees, service 
order changes and hook-on or tap fees. 

Administrative Regulation 807 KAR 501 1, Section I O .  The Commission’s regulations 

permit a utility to assess such charges to “recover customer specific costs incurred 

which would otherwise result in monetary loss to the utility or increased rates to other 

customers to whom no benefits accrue from the service provided or the action taken. 

Administrative Regulation 807 KAR 5:006, Section 8(1) (emphasis added). They 

expressly list an activation fee or “turn-on” charge as a permissible charge.I8* 

AG Brief at 45. 

’‘I LFUCG Brief at 23-24. 

807 KAR 5006 at Section 8(3). 
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While we acknowledge that the proposed fee may affect those social groups that 

are more likely to change residences, we find that effect is not sufficient to find the 

proposed fee unreasonable or deny its assessment. The fee is facially neutral and does 

not distinguish between any social group. It focuses solely on the costs directly 

imposed by a customer’s specific actions. Moreover, to deny the fee is to require 

customers to subsidize the cost of another’s service. 

We found no evidence to support the AG’s contention that the proposed charge 

fails to comply with accepted standards. The A W A  has established six guiding 

principles to consider when establishing various service charg~3s.l~~ Our review 

indicates that the proposed charge is consistent with at least four of these principles. 

We find nothing within the AWWA’s guidelines that requires that all guidelines must be 

met. Moreover, the A W A  recognizes the proposed charge as a charge common to 

many water ~t i1 i t ies. I~~ 

Our review of the record shows adequate evidence to support the 

reasonableness of the proposed charge. Kentucky-American has provided evidence to 

demonstrate all activities included within the proposed charge and the cost of each 

These principles are: 183 

E) 

0 

o 

o 

e 

o 

Beneficiaries of a service should pay for that service. 
Services provided for the benefit of a specific individual, group, or business should not be 
paid from general utility revenues. 
Services provided to persons or entities that are not customers of the utility should not be 
paid from water revenues or other general utility revenues. 
Services for which there are charges are generally voluntary. 
The price of services may be used to change user behavior and demand for the good or 
service. 
The level of the charges should be related to the cost of providing the service. 

American Water Works Association, Principles of Water Rates, Fees and Charges AWWA Manual M I  
(5’h ed. 2000) at 246. 

Id. at 255. 
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activity. The record reflects that the proposed charge does not exceed the cost of these 

activities. 

We find that LFUCG’s proposed conditions should not be attached to the 

assessment of the activity fee. We note that LFUCG’s dispute with Kentucky-American 

regarding the applicability of LFUCG’s franchise fee to revenue generated from the 

proposed charge is not within the Commission’s jurisdiction and is more properly 

addressed in other forums. Second, as discussed below, KRS 278.170 does not permit 

the exclusion of low income customers from the charge’s applicability. Third, while all 

revenue from the proposed charge will not be used to reduce or eliminate any increase 

in Kentucky-American’s 5/8-inch meter charge, a portion of such revenue will be used 

for that purpose. 

Low Income Water Discount. Kentucky-American proposes a 25 percent 

discount in the meter charge of Central Division residential customers whose annual 

income is equal to or below the federal poverty level and in the initial blocks of similar 

Northern Division customers. The estimated cost of this discount is estimated at 

$30,000. 

Kentucky-American sets forth two reasons for the proposed discount. First, it 

argues that the discount is consistent with the utility’s social conscience and its position 

as an integral part of the central Kentucky community. “Permanently discontinuing 

water service to the neediest customers,” it argues, “is not an acceptable option 

because potable water is a necessity of life.”185 Second, it suggests that, by assisting 

low-income customers to meet their obligations, the proposed discount is likely to 

KAWC Brief at 44. 
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reduce costs associated with disconnection notices, late payments, and bad debt write- 

offs and thus reduce the cost of service for all customers. 

The AG argues that the proposed discount is unlawful. He states that KRS 

278.170 establishes the factors under which the Commission may permit a utility to free 

or reduced rate service. KRS 278.170 does not list the level of a person’s income as 

one of those factors. As the Commission is a creature of statute and has only those 

powers statutorily granted and as it has no express statutory authorization to permit 

discounts based upon a customer’s income level, it does not have the authority to 

authorize the proposed discount.ls6 

Disputing the AG’s interpretation, CAC argues that 278.170(1) expressly permits 

a utility to grant reasonable preferences or advantages to persons within the same 

class, even if the service provided is substantially the same.Is7 It contends that 

because of the size of the proposed discount and because of the additional costs that 

low-income customers impose upon Kentucky-American, the proposed discount is a 

reasonable preference. CAC notes that the cost of the proposed discount is only 

$30,000 or approximately 0.3 of one percent of the overall rate increase. It further notes 

that the discount, by making water service more affordable to persons who have 

difficulty paying for such service, is likely to reduce reconnection and collection costs. 

CAC further argues that, as “rising utility costs, particularly the increased rates and fees 

proposed in this case, place those living below the federal poverty level in ‘dire 

’” AG’s Response to Commission Staffs First Set of Information Requests, Item 3. 

CAC Brief at 4. 
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distress,””88 low-income customers fall within the groups for which KRS 2i’8.170(2) 

permits free service or reduced rate. 

Noting that the “cost is minimal and the potential benefit for the proposed 

recipients is great,” LFUCG does not oppose the proposed discount. 18’ LFUCG asserts 

that, given its minimal cost, the proposed discount does not appear to create an 

unreasonable preference or advantage for any customers. LFUCG further advocates 

that any Commission approval of the proposed charge should clearly state that “the 

proposal will not create any precedent to be used to argue for similar programs.”1g0 

Based upon our review of the proposed discount, we find insufficient support to 

establish a new customer class based solely on customer income. None of the 

proponents of the proposed discount have provided any convincing empirical data to 

demonstrate that Kentucky-American’s cost of providing water service to residential 

customers whose annual income is equal to or less than the national poverty level 

significantly differs from those whose annual income is greater than the national poverty 

level. Discount proponents have also failed to provide any statutory or decisional 

authority for the proposition that customer income levels may constitute a reasonable 

basis to distinguish customers for cost-of-service purposes. In the absence of both 

empirical evidence and statutory or decisional legal authority, we must conclude the 

proposed discount is a unreasonable preference or advantage to a class of customers 

”’ Id. at 7. 

’” LFUCG Brief at 29. 

Id. 
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for “a like and contemporary service under the same or substantially the same 

conditions” and is one that KRS 278.170(1) prohibits. 

We find the reliance of Low Income Water Discount proponents on Commission 

acceptance of other income assistance programs to be misplaced. Both programs to 

which proponents refer involve home energy assistance plans. The General Assembly 

has expressly authorized the use of such programs. See KRS 278.285(1) and (4). No 

such authorization has been extended to programs involving water utilities. Moreover, 

the programs in question were implemented as part of unanimous settlement 

agreements in rate proceeding. Such agreement is lacking in the present case. 

The Commission further finds no merit to the contention that KRS 278.170(2) 

’ authorizes the Low Income Water Discount. That statute provides: 

Any utility may grant free or reduced rate service to its 
officers, agents, or employees, and may exchange free or 
reduced rate service with other utilities for the benefit of the 
officers, agents, and employees of both utilities. Any utility 
may grant free or reduced rate service to the United States, 
to charitable and eleemosynary institutions, and to persons 
engaged in charitable and eleemosynary work, and may 
grant free or reduced rate service for the purpose of 
providing relief in case of flood, epidemic, pestilence, or 
other calamity. 

While the effects of low-income may present significant hardship, we do not accept 

CAC’s argument that it is a “calamity” that permits a utility to grant reduced rate service. 

Our review of the statute indicates that the General Assembly intended this statute to 

address the results of natural disasters and other similar calamities, not socio-economic 

conditions. 

The Commission questions the reasonableness and effectiveness of the 

proposed discount. Assuming an average monthly customer consumption of 5,000 
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gallons of water, the average customer’s monthly bill under the proposed rates is 

$21.31. As this discount 

represents less than 10 percent of an average monthly bill, we fail to see how the 

discount will achieve any of the objectives for which it is intended. 

The proposed monthly discount would be only $2.11. 

While we applaud Kentucky-American for its willingness to search for solutions to 

the problems of its low-income customers, the Commission is of the opinion that any 

successful low-income assistance program requires greater effort from the utility. 

Funding for the proposed discount comes completely from ratepayers.lgl Kentucky- 

American provides no shareholder contribution. If a proposed assistance program is to 

be more than merely a transfer of income from one customer group to another, the 

utility must also make significant  contribution^.'^^ 

Based upon the above, we find that the proposed Low Income Water Discount is 

unreasonable and deny Kentucky-American’s request to implement the proposed 

reduced rate. 

Tappinq Fees. Kentucky-American proposes to increase tapping fees assessed 

to Central Division customers and to establish tapping fees for l-inch meters and 2-inch 

meters for Northern Division customers who Tri-Village previously served. Kentucky- 

American states that the increase is due to increased costs of supplies, materials, 

insurance and labor costs. Kentucky-American uses a 3-year average in setting the 

’’’ We acknowledge that Kentucky-American contributes $5,000 annually to its “Water For Life 
Fund.” This amount, however, represents only one-sixth of the ratepayer contribution for the proposed 
low-income water discount. 

See, e.g., Case No. 2001-00323, Joint Application of Louisville Gas and Electric Company, 
Metro Human Needs Alliance, People Organized and Workers for Energy Reform, Kentucky Association 
for Community Action, and Jefferson County Government for the Establishment of a Home Energy 
Assistance Program (Ky. PSC Dec. 27, 2001). 
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charges for the tap fees for the 5/8-inch meters, I-inch meters, and 2-inch meters. The 

Commission has historically accepted this method~logy.’~~ We find the proposed fees 

reflect the actual cost of providing the service and are reasonable. 

New and Expanded Economic Development Tariff. In its application, Kentucky- 

American submitted a proposed New and Expanded Economic Development Tariff. It 

subsequently advised the Commission at hearing that its submission of the tariff was for 

discussion purposes only and that it did not presently intend to implement the tariff.Ig4 

We take no position on the submission, but we admonish Kentucky-American that it 

should avoid in future rate proceedings the submission of extraneous matters that are 

not ripe for review. Other forums outside a rate proceeding, such as informal 

conferences, are readily available for Kentucky-American to solicit the comments of 

interested parties and Commission Staff. Kentucky-American should use those forums 

to the fullest extent before submitting its proposals for formal review. 

Emergencv Pricing Tariff (“EPT). In its application, Kentucky-American 

proposes an EPT. On June 15, 2001, Kentucky-American filed its water shortage 

response pian (“Demand Management Plan”) with the Commission. This plan outlines 

the steps and procedures to be implemented in the event Kentucky-American lacks 

system capacity to meet customer demand. The EPT portion of the plan was in 

development when Kentucky-American filed its Demand Management Plan. 

Kentucky-American’s proposal revises the Demand Management Plan. It adds 

public notification to the emergency phase of the Demand Management Plan to alert 

Direct Testimony of Linda Bridwell at 29-31. 

T.E., Vol. Ill at 85. 
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customers of the emergency pricing tariff rates that would become effective during the 

rationing phase. On an individual customer basis, a base usage amount will be 

determined during the rationing phase. The method used to determine the base usage 

amount differs by classification of customer. Customer usage in excess of the base will 

be billed at a multiple of the regular tariff rate.Ig5 

Noting that its current billing software is incapable of performing the calculations 

necessary to implement the proposed EPT and that the estimated programming cost to 

make the necessary upgrades to its billing software is approximately $165,600, 

Kentucky-American requests that the Commission also authorize the accrual of the 

programming costs as a regulatory asset to be considered for recovery in future rate 

proceedings.lg6 

The AG and LFUCG oppose the EPT tariff. The AG argues that Kentucky- 

American has failed to demonstrate that the proposal is a cost-effective method to 

reduce demand during an emergency. He notes that the tariff does not contain a 

method for a customer to appeal the fairness of the base usage determination. He 

asserts that the proposal fails to address significant regulatory consequences and risk 

of over-collection and under-colle~tion.‘~~ While not opposing the concept of an EPT, 

LFUCG argues that the parties should develop a mutually agreeable EPT and urges the 

Commission to establish an administrative proceeding separately from this case to 

address the ~ubject.’~’ 

Direct Testimony Coleman D. Bush at 11 - 19. 

KAWC Brief at 46-48. 

195 

”’ AG Brief at 40-41. 

LFUCG Brief at 24-25. 
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The Commission accepts Kentucky-American’s proposed EPT as a starting 

point. Its provisions concerning entitlement usage levels and conservation rates are 

consistent with practices of other jurisdictional water utilities that we have accepted. We 

stress that additional efforts in this area are necessary and that a collaborative process 

should be used to refine and improve the existing EPT. We therefore direct Kentucky- 

American to meet with all interested parties and develop a consensus on such 

outstanding issues as an appeals process for the determination of the base usage and 

the over-collection, under-collection of revenue. It should seriously consider and to the 

fullest extent possible address the concerns that the AG and LFUCG have raised in this 

proceeding. Kentucky-American should file periodic reports on the progress of its 

efforts. 

As to the cost of billing software revisions, we deny without prejudice Kentucky- 

American’s request to establish a regulatory asset. At such time as the level of costs 

become known, it may renew its request for deferral treatment. We place Kentucky- 

American on notice that the costs in question will be closely reviewed to ensure their 

reasonableness. Nothing in this Order should be construed or interpreted as approval 

of any level of expense. 

SUMMARY 

After consideration of the evidence of record and being otherwise sufficiently 

advised, the Commission finds that: 

1. Kentucky-American’s proposed rates would produce revenues in excess 

of that found reasonable herein and should be denied. 
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2. Kentucky-American’s proposed activation charge and tap-on fees are 

reasonable and should be approved. 

3. The rates in Appendix A are the fair, just, and reasonable and should be 

charged by Kentucky-American for service rendered on and after December 1,2004. 

4. Kentucky-American should within 60 days of the date of this Order refund 

to its customers with interest all amounts collected from December 1, 2004 through 

February27, 2005 that are in excess of the rates that are set forth in Appendix A. 

Interest should be based upon the average of the Three-Month Commercial Paper Rate 

as reported in the Federal Reserve Bulletin and the Federal Reserve Statistical 

Release. 

IT IS THEREFORE ORDERED that: 

I. 

2. 

Kentucky-American’s proposed rates are denied. 

The rates set forth in Appendix A, are approved for service rendered on 

and after December 1,2004. 

3. Within 60 days of the date of this Order, Kentucky-American shall refund 

to its customers all amounts collected from December 1 , 2004 through February 27, 

2005 that are in excess of the rates that are set forth in Appendix A. Kentucky- 

American shall pay interest on the refunded amounts at the average of the Three-Month 

Commercial Paper Rate as reported in the Federal Reserve Bulletin and the Federal 

Reserve Statistical Release. Refunds will be based on each customer’s usage while 

the proposed rates were in effect and shall be made as a one-time credit to the bills of 

current customers and by check to customers that have discontinued service since 

December 1 , 2004. 

-88- Case No. 2004-00103 



4. Within 75 days of the date of this Order, Kentucky-American shall submit a 

written report to the Commission in which it describes its efforts to refund all monies 

collected in excess of the rates that are set forth in Appendix A. 

5. Within 20 days of the date of this Order, Kentucky-American shall file its 

revised tariff sheets containing the rates approved herein and signed by an officer of the 

utility authorized to issue tariffs. 

6. In its next application for rate adjustment, Kentucky-American shall 

provide a full and complete description of the Service Company’s billing practices and a 

detailed explanation why any prepayment of expenses related to the Service Company 

is appropriate and necessary. 

7. Kentucky-American shall not accrue any expense, except recurring 

maintenance expenses that the Commission has previously afforded rate-making 

treatment, as a regulatory asset for accounting purposes without prior written 

authorization from Commission Staff or an Order of the Commission. 

8. Kentucky-American shall make any request for authority to accrue an 

expense as a regulatory asset for accounting purposes in writing to Commission Staff 

and at the time of making such request shall serve a copy of its request upon all 

persons or entities that were parties to its most recent rate proceeding. Kentucky- 

American may also request such authority by formal application to the Commission in 

accordance with the general procedures set forth in Administrative Regulation 807 KAR 

5:OOl .  
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9. Starting from the date of this Order, Kentucky-American shall track all 

costs and employee time related to activities involving its defense in condemnation 

proceedings that LFUCG has initiated. 

I O .  Within 60 days of the date of this Order, Kentucky-American shall submit 

to the Commission a written report containing a description of the organization of 

Kentucky-American, the Southeast Region, and the American Water System. At a 

minimum, this report shall 

a. Identify the functions that each entity performs, the development of 

strategic policy for each entity, and Kentucky-American’s role in the formation and 

development of policies that affect its customers; 

b. Identify all services that the Southeast Region and other affiliated 

entities provide to Kentucky-American; and, 

c. Describe all planned organizational changes that affect Kentucky- 

American. 

11. Kentucky-American’s request to accrue expenses related to the computer 

software revisions to implement EPT pricing is denied without prejudice. 

12. Kentucky-American shall engage in discussions regarding its EPT with the 

AG, LFUCG, and all other interested parties for the purpose of developing a consensus 

on the implementation of EPT Tariff. 

13. Within 90 days and 180 days of the date of this Order, Kentucky-American 

shall file written reports with the Commission in which it describes its efforts to obtain a 

consensus on the EPT, such as an appeals process for the base usage determinations 

and the use of over-collections of revenue. This report shall identify each of the parties 
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involved in these efforts, the issues that have been examined as a result of these 

efforts, each party’s position on those issues, and the areas of agreement. 

14. Subject to the filing of timely petition for rehearing pursuant to KRS 

278.400, these proceedings are closed. The Executive Director shall place any future 

filings in the utility’s general correspondence file or shall docket the filing as a new 

proceeding. 
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Done at Frankfort, Kentucky, this 28fh day of February, 2005. 

By the Commission 

ATTEST: 
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APPENDIX A 

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE 
COMMISSION IN CASE NO. 2004-00103 DATED February 28,2005 

The following rates and charges are prescribed for the customers in the area 

served by Kentucky American Water Company. All other rates and charges not 

specifically mentioned herein shall remain the same as those in effect under authority of 

the Commission prior to the effective date of this Order. 

Monthly Water Rates 
Central Division 

SERVICE CHARGE 

518" 
314" 
1 
1 112" 
2" 
3" 
4" 
6" 
8" 

$7.95 
$1 I .94 
$1 9.89 
$39.77 
$63.64 

$1 19.32 
$198.86 
$397.73 
$636.36 

RATES FOR CONSUMPTION CHARGE 

Per 100 Cubic Feet Per 1000 Gallons 

RES I DENTIAL 
COMMERCIAL 
IN DUSTRIAL 
OPA 
SALE FOR RESALE 

$1.82375 
$1.68873 
$1.37803 
$1.61771 
$1.61 771 

2.431 67 
2.251 64 
1.83737 
2.15695 
2.15695 



FIRE SERVICE CHARGES 

2" Dl AM ETER 
4" DIAMETER 
6" DIAMETER 
8" DlAM ETER 
10" DIAMETER 
12" DIAMETER 
14" DIAMETER 
16" DIAMETER 

PUBLIC FIRE HYDRANTS 
PRIVATE FIRE HYDRANTS 

Account Activation Fee 

TAP FEES 
Central Division 
5/8" Meter 
I Meter 
2" Meter 

Northern Division 
Tri-Village 
1 'I Meter 
2" Meter 

Per Month 

$4.35 
$17.41 
$39.1 3 
$69.56 

$1 08.69 
$1 56.53 
$213.09 
$278.24 

$26.07 
$39.1 3 

-2- 

Per Annum 

$52.23 
$208.93 
$469.57 
$834.67 

$1,304.23 
$1,878.39 
$2 , 557.02 
$3,338.93 

$312.87 
$469.57 

$24.00 

$51 0.00 
$945.00 

$4,250.00 

$945.00 
$4,250.00 

Appendix A 
Case No. 2004-001 03 
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TO NickRowe 
cc A W Turner/ADMlN/CORPIAWWSC@AWW, "Lindsey 

lngram 111" cL.Ingram@skofirm.com>, Takisha D 
Wal ker/KAWC/AWWSC@AWW 

bcc 

Subject Meeting with Customer Service Council representatives 

Nick -- 

This is to confirm that I met with Charlie Lanter and Cameron Minter of the Community Action Council 
today to brainstorm tactics for a refreshed community awareness plan for our H20 Help to Others 
program. At the same time I delivered two checks (one for $10,000 from the company and the other, 
around $300, from customer donations) for the program. We discussed a variety of ideas for increasing 
brand awareness for this program so that we can encourage more people to donate to it as well as to 
make sure those in need know that it is available. Possible tactics include distribution of Dremium items 
with the H20 logo on them, media partnerships, nevkletter articles. etc, as well as opportunities to 

programs sucn as WIE, wnereby volunteers visit pre-selected nomes to assist participate in GAC 

(educating about preventing frozen pipes, putting plastic on windows. et%) 

I will be following up with Sam andiakisha when I get back from vacation to flesh out a plan, but for now I 
wanted to let you know that this was a very productive meeting at their offices, and Charlie indicated he 
was very pleased that we would be working together to enhance awareness of the program. 

Please let me know if you have questions or need more information. Otherwise, I will follow up with you 
later in August re: our plans for the rest of the year. 

. 
. . .  r m  in DrW-tneJ-he w inter montns fRi'mqhltercrsT mDle but e t t e w  S 

Susan Lancho, External Affairs Manager 
Kentucky American Water 
2300 Richmond Road . Lexington, KY 40502 
susan. lancho@amwa tet-.corn 
P 859.268.6332 M 859.537.0736 
www. kentuckyamwater.com 
Follow us on Twitter at kyamwater 

We Care About Water. It's What We Do. 
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