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This increase will have an average residential monthly bill impact of $2.41, and
represents a 2.19 percent increase in the overall bill.

We have been carefully monitoring Pepco’s record of electric reliability for these
past four years, and we demanded improvement. In December 2011, we fined Pepco $1
million for its failure to adequately maintain its distribution system over the prior
decade.” 1In its last rate case, we disallowed $6.4 million in “catch up” operations and
maintenance expenses attributed to the Company's prior neglect, and reduced the
Company's ROE from 9.83 percent to 9.31 percent. Recognizing the Company's need to
increase reliability spending, we departed from traditional ratemaking principles and
allowed end-of-test year reliability plant and three months post-test year reliability
spending adjustments in rate base.” In May 2012, we adopted comprehensive electric
reliability regulations in COMAR 20.50.12.02 (also referred to as Rule Making (RM)
43), providing specific SAIDI and SAIFI standards that will result in required annual
reliability improvement for the Company from 2012 through 2015.

In this rate case, we once again allow Pepco to recover costs related to its
significant and sustained increase in spending on reliability projects. We allow the
Company to include in its rate base $12.5 million for completed reliability projects
through the end of the test period (December 31, 2012) and $45 million for projects
completed in the first three months of 2013. Additionally, we allow the recovery, as the
law requires, of known and measurable expenses Pepco has incurred to comply with the

Commission’s RM 43 reliability regulations.

* In the Matter of an Investigation into the Reliability and Quality of the Electric Distribution Service of
Potomac Electric Power Company, Case No. 9240, Order No 84564 (2011).
% Case No. 9286, Order No. 85028.
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In addition to the request for an increase in its base distribution rates, and in
response to the Governor’s Grid Resiliency Task Force (“GRTF”) Report
recommendations, Pepco included a $192 million Grid Resiliency Charge (GRC)
proposal aimed at increasing the reliability and resiliency of the Company’s distribution
system in an accelerated time frame from 2014 through 2016. Pepco proposed three
specific reliability projects: $17 million for Accelerated Vegetation Management; $151
million for Selective Undergrounding of six feeders; and $24 million for an Accelerated
Priority Feeders project to accelerate the hardening of 24 feeders over two years, 12
feeders each in 2014 and 2015.

In order to improve Pepco’s reliability and resiliency for outages due to major
storm events, we approve the latter of the three projects, the Accelerated Priority Feeders,
but only on the condition that Pepco provide: (1) a detailed description of the proposed
hardening work; (2) performance objectives for each feeder project; (3) incremental
milestones and estimated costs for each project; and (4) estimated total costs.® We also
require annual filings so that we can closely monitor each of the feeder projects,
including a reconciliation of projected costs and recoveries that includes a true-up
calculation of over- and under- recoveries of the prior year, following which we will
issue an order to establish the Company’s new annual GRC adjustment for the following
year. Subject to the Company’s detailed filings, the GRC for an average residential

monthly bill will be approximately $ 0.06 in the first year’. With regard to the Selective

® Commissioner Harold D. Williams dissented from the approval of the Accelerated Priority Feeders
component of the GRC and Commissioner Lawrence Brenner wrote a separate concurrence statement.
Both Commissioner Williams” dissent and Commissioner Brenner’s concurrence are attached to this Order.
7 The surcharge, based on the approved scope and rate of return, for a customer using 1000 kWh per month,
is estimated to be $0.06 in 2014, $0.19 in 2015, and $0.27 in 2016.
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Undergrounding project, we believe that the record is insufficient to justify its approval at
this time, and more study 1s warranted.

We do not grant Pepco a rate increase or the GRC lightly. We are cognizant of
the effect these increases will impose on Pepco ratepayers of all classes, and also of the
demands we have placed on the Company for improved performance. We have granted a
limited rate increase and the partial GRC due to the financial strain of Pepco’s increased
infrastructure reliability spending, and only while demanding specific and measurable
improvements in Pepco’s reliability performance exceeding those set forth in our present
COMAR standards.

IL Background

On November 30, 2012, Potomac Electric Power Company, a subsidiary of Pepco
Holdings, Inc. (“PHI”), filed an Application for Adjustments to its Retail Rates for the
Distribution of Electric Energy (“Application”) pursuant to §§ 4-203 and 4-204 of the
Public Utilities Article of the Annotated, Code of Maryland (“PUA”), for authority to
increase its rates and charges for electric distribution service in Maryland. On January 4,
2013, the Commission extended the suspension period for the tariff revisions for an
additional 30 days beyond the initial 150-day suspension period, or until June 28, 2013.®
The Company sought an increase of $60,827,000 based on a test year ending December
31, 2012, which included six months of forecasted data.” Pepco also requested a return

on equity (“ROE”) of 10.25%, asserting that its current adjusted ROE is 4.71%. 0 If the

¥ Order No. 85285. On April 16, 2013 Pepco agreed to extend the procedural schedule for two weeks by
re-setting the starting date of the suspension period, thereby extending the suspension period until July 12,
2013. Order No. 85508.

? The Company filed updated actual data on February 8, 2013, and supplemented this data several times
during the proceedings.

19 Application at 3.
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Company’s Application were granted in full, the typical residential Standard Offer
Service (“SOS”) customer using 1,000 kilowatt-hours (“kWh”™) of electricity per month
would have seen an increase in the total monthly bill of $7.13, which would have been a
4.98% increase in the overall bill, or a 19.50% increase in distribution rates. i

On May 22, 2013, the Public Service Commission Staff (“Staff”), on behalf of
itself, Pepco, the Maryland Office of People’s Counsel (“OPC”), the Apartment and
Office Building Association of Metropolitan Washington (“AOBA”) and Montgomery
County, Maryland (“Montgomery County”) submitted a comparison chart reconciling the
parties’ revenue requirement positions (hereafter “Chart”), which is appended to this
Order as Appendix II. The Chart reflects Pepco’s final purported revenue requirement
deficiency of $66,351,000'* for the base rate portion of their request; Staff’s final
proposed revenue requirement recommendation of $30,568,000; OPC’s final proposed
revenue requirement recommendation of minus $5,372,000"%; AOBA’s recommendation
of $10,183,00014; and Montgomery County’s recommendation of $30,272,000. =

A number of parties filed written testimony in this proceeding. Pepco sponsored
the testimony of Frederick J. Boyle, Senior Vice President and Chief Financial Officer of
PHI, who testified on the general basis for the rate increase, the Company’s proposed

capital structure and rate of return, and the Company’s Grid Resiliency Charge (“GRC”)

" Pepco Exhibit (“Ex.”) 25, Direct Testimony of Joseph F. Janocha (“Janocha Direct”) at 10 and Schedule
(“Sch.”) JFI-1, page (“p.”) 2 of 18.

12 Pepco is limited to its initial revenue request of $60,827,000.

1 In its Reply Brief at p. 48, OPC states that Pepco’s rate reduction should be $6.979 million. AARP states
that it supports OPC’s proposed ($5.372 million) rate reduction recommendation. AARP Reply Brief at 12.
"In its Initial Brief at p. 83, AOBA states that Pepco’s revenue deficiency is no more than $9.688 million.
 In its Initial Brief at p. 4, Montgomery County states that Pepco’s revenue deficiency is no more than
$6.519 million. See also, Attachment 1.
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proposal;'® Robert B. Hevert, Managing Partner of Sussex Economic Advisors, LLC,
who testified about the cost of equity;'’ Linda J. Hook, Manager, Revenue Requirements
for Pepco, who testified regarding the Company’s revenue requirement and
adjustments;18 Kathleen A. White, Assistant Controller for PHI, who testified about
accounting issues and procedures, and Pepco’s Cost Allocation Manual (“CAM”);19
William M. Gausman, Senior Vice President, Strategic Initiatives for PHI, who testified
about the Company’s construction program, its Reliability Enhancement Plan (“REP”),
Vegetation Management (“VM”) and the GRC;*® Hallie M. Reese, Vice President
Customer Care for PHI, who testified regarding the Energy Advisor and Energy Engineer
(“EA&EE”) positions;*' Christopher A. Nagle, Lead Regulatory Analyst, Cost Allocation
for Pepco, who testified about Pepco’s jurisdictional and customer class cost of service
studies (“COSS™);** Joseph F. Janocha, Manager of Rate Economics for PHI, who
testified regarding rate design, calculation of the Bill Stabilization Adjustment (“BSA”™)
and Pepco’s proposed GRC and accompanying tariffs;” and Dr. Kimbugwe A.

Kateregga, Vice President of Foster Associates, Inc., who testified regarding depreciation

issues. 2*

16 Pepeo Ex. 2, Direct Testimony of Frederick J. Boyle (“Boyle Direct™); Pepco Ex. 3, Boyle Supplemental
Direct; Pepco Ex. 4, Boyle Rebuttal; Pepco Ex. 5, Boyle Supplemental Rebuttal.

7 Pepco Ex. 30, Direct Testimony of Robert B. Hervert (“Hervert Direct™); Pepco Ex. 31, Hervert Rebuttal.
¥ Pepco Ex. 6, Direct Testimony of Linda J. Hook (“Hook Direct™); Pepco Ex. 7, Hook Supplemental
Direct; Pepco Ex. 8, Hook Additional Supplemental Direct; Pepco Ex. 9, Hook Revised Additional
Supplemental Direct; Pepco Ex. 10, Hook Rebuttal; Pepco Ex. 11, Hook Supplemental Rebuttal.

¥ Pepco Ex. 18, Direct Testimony of Kathleen A. White (“White Direct”); Pepco Ex. 19, White
Supplemental Direct.

* Pepco Ex. 12, Direct Testimony of William M. Gausman (“Gausman Direct”); Pepco Ex. 13, Gausman
Supplemental Direct; Pepco Ex. 14, Gausman Rebuttal.

! Pepco Ex. 17, Rebuttal Testimony of Hallie M. Reese (“Reese Rebuttal”).

* Pepco Ex. 21, Direct Testimony of Christopher A. Nagle (“Nagle Direct”); Pepco Ex. 22, Nagle
Supplemental Direct; Pepco Ex. 23, Nagle Rebuttal.

> Pepco Ex. 25, Direct Testimony of Joseph F. Janocha (“Janocha Direct”); Pepco Ex. 26, Janocha
Supplemental Direct; Pepco Ex. 27, Janocha Rebuttal.

# Pepeo Ex. 20, Rebuttal Testimony of Dr. Kimbugwe A. Kateregga (“Kateregga Rebuttal™).
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OPC filed the testimony of Helmuth W. Schultz, III, Senior Regulatory Analyst at
Larkin & Associates, who testified about revenue requirement issues;25 Dr. David E.
Dismukes, a consulting economist with the Acadian Consulting Group, who testified
about the Company’s cost of service, rate design issues and the proposed GRC; Peter J.
Lanzalotta, a principal with Lanzalotta & Associates LLC, who testified about reliability
and GRC issues;?” and Charles W. King, President Emeritus of Snavely King Majoros &
Associates, Inc., who testified regarding rate of return and depreciation issues.*®

Staff presented the testimony of Patricia M. Stinnette, Director of Accounting,
who testified regarding revenue requirement issues and the GRC;*” Jennifer C. Brekke-
Miles, Senior Public Utility Auditor, who testified regarding revenue requirement
issues;*® Gregory M. Campbell Jr., a regulatory economist, who addressed rate design
and GRC issues;31 James R. Currier, 111, a regulatory economist, who discussed cost of

i ¢ 32 ~~ :
service issues;”” Dr. Ozlen D. Luznar, a regulatory economist, who addressed rate of

return issues;>> Stacy Sherwood, a regulatory economist, who testified about EA&EE

% OPC Ex. 37, Direct Testimony of Helmuth W. Schultz III and OPC Ex. 37A, Corrections to Direct
Testimony (jointly “Schultz Direct), OPC Ex. 38, Surrebuttal Testimony and OPC Ex. 38A Corrections to
Surrebuttal Testimony (jointly “Schultz Surrebuttal™); OPC Ex. 45, Schultz Supplemental Surrebuttal.

% OPC Ex. 39, Direct Testimony of Dr. David E. Dismukes and OPC Ex. 39A, Corrections to Direct
Testimony (jointly “Dismukes Direct™); OPC Ex. 40, Dismukes Surrebuttal.

¥ OPC Ex. 43, Direct Testimony of Peter J. Lanzalotta (“Lanzalotta Direct”); OPC Ex. 44, Lanzalotta
Surrebuttal.

# OPC Ex. 41, Direct Testimony of Charles W. King (“King Direct”); OPC Ex. 42, Surrebuttal Testimony
and OPC Ex. 42A, Corrections to Surrebuttal (jointly “King Surrebuttal ™).

¥ Staff Ex. 11, Corrected Direct Testimony of Patricia M. Stinnette (“Stinnette Direct™); Staff Ex. 12,
Stinnette Rebuttal; Staff Ex. 13, Stinnette Surrebuttal; Staff Ex. 24, Stinnette Supplemental Surrebuttal.

0 Staff Ex. 14, Corrected Direct Testimony of Jennifer C. Brekke-Miles (“Brekke-Miles Direct™); Staff Ex.
14A, Brekke-Miles Confidential Direct; Staff Ex. 15, Brekke-Miles Surrebuttal; Staff Ex. 15A, Brekke-
Miles Confidential Surrebuttal.

3! Staff Ex. 1, Corrected Direct Testimony of Gregory M. Campbell, Jr. (“Campbell Direct”™); Staff Ex. 2,
Campbell Rebuttal; Staff Ex. 3, Campbell Surrebuttal.

¥ Staff Ex. 4, Direct Testimony of James R. Currier, III (“Currier Direct™); Staff Ex. 5, Currier Rebuttal;
Staff Ex. 6, Currier Surrebuttal.

3 Staff Ex. 16, Direct Testimony of Dr. Ozlen D. Luznar (“Luznar Direct™); Staff Ex. 17, Luznar Rebuttal;
Staff Ex. 18, Luznar Surrebuttal.
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positions as well as advanced metering infrastructure (“AMI”) issues;’* Chinyere J.
Tucker, an electric distribution engineer, who testified about GRC technical issues;35 and
Phillip E. VanderHeyden, Director of the Electricity Division, who testified about the
GRC.*

Other parties presenting testimony in this case included: AOBA, Montgomery
County, AARP Maryland (“AARP”), the federal General Services Administration
(“GSA”) and the Maryland Energy Administration (“MEA”). AOBA presented the
testimony of Bruce R. Oliver, President of Revilo Hill Associates, Inc., who addressed
cost of capital issues, cost of service and rate design issues, select revenue requirement
issues and the GRC.”” Montgomery County presented the testimony of Bion C.
Ostrander, President of Ostrander Consulting, who testified on revenue requirement
issues and the GRC.*™® AARP presented the testimony of Ralph C. Smith, a senior
regulatory utility consultant with Larkin & Associates, PLLC, who addressed GRC
issues.” MEA presented the testimony of Kevin Lucas, Director of Energy Market
Strategies at MEA, who addressed the GRC and related issues.® GSA presented the
testimony of Dennis W. Goins, who operates Potomac Management Group, who testified

about GRC issues.*' The City of Gaithersburg, Town of Somerset, POWERUPMONTCO

3 Staff Ex. 19, Direct Testimony of Stacy Sherwood (“Sherwood Direct™); Staff Ex. 20, Sherwood
Surrebuttal.

¥ Staff Ex. 22, Direct Testimony of Chinyere J. Tucker (“Tucker Direct”™); Staff Ex. 23, Tucker Surrebuttal.
% Staff Ex. 7 Direct Testimony of Phillip E. VanderHeyden Direct™); Staff Ex. 8, VanderHeyden Rebuttal.
3 AOBA Ex. 119, Direct Testimony of Bruce R. Oliver (“Oliver Direct”); AOBA Ex. 120, Oliver Rebuttal,
AOBA Ex. 121, Oliver Surrebuttal.

*¥ Montgomery County Ex. 1, Direct Testimony of Bion C. Ostrander (“Ostrander Direct™); Montgomery
County Ex. 1A, Ostrander Confidential Direct; Montgomery County Ex. 2, Ostrander Surrebuttal.

* AARP Ex. 1, Direct Testimony of Ralph C. Smith and AARP Ex. 2 Corrections to Direct (jointly “Smith
Direct”); AARP Ex. 3, Smith Surrebuttal.

“'MEA Ex. 1, Direct Testimony of Kevin Lucas (“Lucas Direct”); MEA Ex. 2, Lucas Surrebuttal.

1 GSA Ex. 1, Direct Testimony of Dennis W. Goins (“Goins Direct™); GSA Ex. 2, Goins Surrebuttal.
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of Montgomery County, Maryland, and the Mayor and Council of Rockville all filed
petitions to intervene, which were granted.

Staff, OPC, AOBA, Montgomery County, AARP, MEA, and GSA filed their
direct cases on March 8, 2013. Rebuttal testimony was filed by Pepco, Staff, and AOBA
on March 25, 2013. Supplemental Rebuttal testimony was filed by Pepco on April 8,
2013. Surrebuttal testimony was filed by Staff, OPC, AARP, AOBA, GSA, Montgomery
County and MEA on April 10, 2013. Supplemental Surrebuttal testimony was filed by
Staff, OPC and Montgomery County on May 10, 2013. Evidentiary hearings were
conducted at the Commission’s offices in Baltimore on April 15-19, 22-24 and 26 as well
as May 15, 2013. Initial briefs were filed by the parties on June 3, 2013, and reply briefs
were filed on June 14, 2013.* Evening hearings were held to receive public comment on
May 6, 2013, in College Park and May 9, 2013, in Rockville, Maryland. The record in
this case closed on June 14, 2013.

All of the evidence presented in this case, including the public’s comments, has
been thoroughly reviewed and carefully considered by the Commission in reaching the
decisions in this Order.

III. Discussion and Findings

A. Rate Base and Operating Income

Rate base represents the investment the Company makes in plant and equipment
in order to provide safe and reliable electric service to its customers. Operating income is

derived based upon the revenues the Company receives for electric service minus the

2 On June 10, 2012, Pepco filed a Motion to Strike portions of the Initial Briefs of AOBA and
Montgomery, arguing that they introduced new evidence not in the record. After considering the responses
of AOBA, Montgomery County, and Staff, on June 14, 2012, the Commission granted in part the Motion to
Strike as to AOBA and denied the Motion as to Montgomery County.
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prudent costs it incurs in providing service to customers. The parties have proposed
various adjustments to the Company’s unadjusted rate base and operating income. We
have reviewed the record and accept the unadjusted amounts and the uncontested
adjustments. The undisputed portion of the rate base, including uncontested adjustments,
1s $1,152,648,000. The undisputed portion of operating income, including uncontested
adjustments, 1s $67,216,000. The parties dispute certain proposed rate base and operating
3

. . . 4
income adjustments, which we resolve below.

1. Reliability Plant Additions

Safety and reliability are foremost concerns when we consider rate requests by
utilities. In recent rate proceedings, the Commission has recognized that under
appropriate circumstances, and when properly supported, adjustments to the historically
accepted average test year may be warranted to meet objective standards for safety and
reliability investments and expenses, when such investments or expenses do not generate
additional utility revenues. Non-revenue producing safety and reliability investments,
which we discuss in this section, generally serve existing customers rather than support
new customers, the latter of which will result in incremental utility revenues.

a. Parties’ Positions

The Company has proposed three separate reliability plant ratemaking
adjustments (“RMA”).** The first, RMA1, annualizes the effect of reliability projects
completed in the test year.” Pepco’s second adjustment, RMA2, reflects the effect of

reliability plant that was added to Electric Plant in Service (“EPIS”) from January

® See Appendix I for the Commission’s calculation of the appropriate rate base, operating income and
overall revenue requirement for rate making purposes.

* Hook Direct at 7-10.

* This adjustment would increase rate base by $12.487,000 and decrease operating income by $748,000.
Hook Supp. Rebuttal, Sch. (LJH-SR)-1 at p. 4.

10
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through March 2013,% the three months immediately following the test year. Pepco’s
third proposed adjustment, RMA3, reflects the impact of reliability projects that are
projected to be placed in service between April and December of 2013,*" up to twelve
months after the test year. The Company’s proposed adjustments also reflect the impact
on depreciation expense and accumulated deferred income taxes.*® Additionally, in
Supplemental Rebuttal testimony Ms. Hook modified RMAI1, 2 and 3 for the effect of a
net operating loss carry-forward (“NOLC”), which we discuss in detail in the following
section.” Pepco asserts that adoption of its adjustments will reflect “an appropriate
matching of benefits that customers receive to the cost associated with providing reliable
service.””" Furthermore, Pepco asserts that RMA3 will provide “a means by which to
mitigate regulatory lag through the use of more forward-looking data.”"

Generally speaking, the other parties addressing the reliability adjustments
support Pepco RMA1 and RMA2, except for the modifications to reflect the NOLC.>?
No other party testified in support of RMA3.™

Pepco recommends increasing rate base by $12.487 million for RMA1 and

$44.993 million for RMA2.>* Staff recommends that these amounts be reduced by

$6.992 million for RMAL, (to a net increase of $5.495 million) and by $5.217 million for

*If accepted, the adjustment would increase rate base by $44,993,000 and decrease operating income by
$580,000.

7 The impact of this adjustment would increase rate base by $123,528,000 and decrease operating income
by $1,215,000.

* Hook Direct at 8-9.

* The effect of the Company’s proposed RMAL1, 2 and 3 on rate base and operating income, without the
NOLC impact, is included in Ms. Hook’s Rebuttal testimony at Schedules (LJTH-R)-1 at pages 4-7; The rate
base and operating income effect with the NOLC impact is in Ms. Hook’s Supplemental Rebuttal testimony
at Schedule (LJH-SR)-1, at pages 4-7.

* Hook Direct at 8.

*' 1d. at 10.

2 AOBA did not contest RMAL, but did not accept RMA2. See the Chart.

> In its Initial Brief, at pages 17-20, MEA supports RMA3.

> Hook Supplemental Rebuttal, Schedule (LJH-SR)-1, pages 4-7.

11
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RMAZ2 (to a net increase of $39.776 million) to remove the impact of the NOLC on these
adjustments.”> Montgomery County did not contest RMA1 and RMA?2 - however, it did
“strongly oppose the NOLC” amounts included in those Company adjustments.”® OPC
also removed the impact of the NOLC from Company RMA1.”" As for RMA2, OPC
witness Schultz recommended that the Company’s “initial request,” which increased rate
base by $18.995 million, be adopted, although he stated that this “could be viewed as
generous.””® Mr. Schultz questioned why the Company’s RMA2 adjustment for plant
closings increased from approximately $32.4 million initially to more than $58.5 million
in its final reconciliation. Specifically, he questioned whether all of the increase was for
reliability projects.”” Additionally, he raised a concern that the adjustment to remove
construction work in progress (“CWIP”) only increased by approximately $100,000 when
the plant projects increased by millions of dollars. He noted that if the reduction to
CWIP is understated, then rate base would be overstated.®” Finally, Mr. Schultz
questioned the Company not reflecting any deferred income tax liability associated with
the increases in plant. Mr. Schultz concluded that the Company’s proposed accounting is
one-sided. !

Staff, Montgomery County and OPC all oppose Pepco’s RMA3 for April-
December 2013 projected reliability plant additions.®® Staff witness Stinnette stated that

Pepco’s adjustment is not completely known and measurable and does not adhere to the

> Stinnette Supplemental Surrebuttal at 2 and Supp. Surr. Exhibit ATD-2.

*¢ Ostrander Direct at 30 and Ostrander Supplemental Surrebuttal at 2-4. Montgomery County modified its
position in its Initial Brief, at pages 19 and 70, adopting OPC’s position on RMA2.

>7 Schultz Supplemental Surrebuttal, Ex. LA-1SR, Sch. B-1.

¥ Id. at 9 and Ex. LA-1SR, Sch. B-2. See also Hook Supplemental Direct, Sch. (LJH-S)-1 at pages 4, 6.

%% Schultz Supplemental Surrebuttal at 4-8.

®1d. at 4 and 8-10.

°' Id. at 4 and 10.

2 Stinnette Corrected Direct at 5-6; Schultz Direct at 10-12; Ostrander Direct at 32.
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matching principle. Furthermore, she asserted that only actual costs should be allowed,
noting that the Commission has historically excluded this type of projected adjustment.®®
Montgomery County witness Ostrander concurred, noting that these plant additions are
not currently used and useful and are not justified by the “regulatory lag” argument.®*
Additionally, Mr. Ostrander asserted that Pepco’s forecast and budget process for
projected reliability plant additions is neither accurate nor reliable, pointing out a $25
million or 27% deviation between the Company’s original projection and the actual
results it filed just two months later for this adjustment.”> OPC witness Schultz also
agreed, arguing that acceptance of RMA3 would “lead the Commission down a slippery
slope towards changing the rate making policy of Maryland, and abandoning appropriate
reliance on the historic test year.”®

In Rebuttal, Ms. Hook stated that RMA3 reflects projects included in Pepco’s
Reliability Enhancement Plan (“REP”). She stated that the Company “seeks to better
coordinate recovery of the costs associated with these projects... with their provision of
benefits to customers.” She asserted that Pepco is simply extending the ratemaking
treatment approved for projects placed in service by the hearing date. Pepco concluded

that it is an appropriate adjustment to “close the gap between cost/benefit incurrence and

67
cost/recovery.”

 Stinnette Corrected Direct at 5-6 and Corrected Ex. AID-3 and AID-9. (Hereafter Ms. Stinnette’s
Corrected Direct testimony is simply referred to as “Direct™).

¢ Ostrander Direct at 32.

® Id. at 36 and 39-41.

% Schultz Direct at 12.

" Hook Rebuttal at 6.

13
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b. Commission Decision

In Pepco’s last rate case we accepted adjustments similar to RMA1 and RMA2
because Pepco had demonstrated a significant and sustained increase in spending for
reliability projects, and because the amounts were known and measurable.®® According
to Company witness Gausman, Pepco has increased its planned reliability investment by
$54.5 million from 2011 to 2013 and plans to further increase reliability spending
through 2017.° RMA1 and RMA?2 represent additions to plant in service through March
2013, which the Company has updated for actual spending and is thus known and
measurable. We believe it is both appropriate and it is our obligation to encourage and
demand a commitment to reliable service and we find that, subject to our decision on the
NOLC, the RMA1 and RMAZ2 reliability projects should be reflected in rate base.
Therefore, we will increase rate base by $12,487,000 and decrease operating income by
$748,000 for RMA1. For RMA2, rate base shall be increased by $44,993,000 and
operating income will be reduced by $580,000.

RMA3 raises another issue entirely. Even the Company admits that it simply
represents a forecast of anticipated spending. Thus, this is not a known and measurable
adjustment. Furthermore, as several parties have pointed out, RMA3 does not represent
plant additions that are currently used and useful and is inconsistent with the matching
principle. The Commission has historically rejected this type of projected adjustment
finding that it is not justified by regulatory lag arguments; and as history has shown and

witnesses have testified in this case, the Company has not even typically been able to

% Case No. 9286, Order No. 85028 at 17-18.
% Gausman Direct at 4-5. See also Errata to Gausman Direct.

14
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accurately estimate future costs. For these reasons, and consistent with Commission
precedent, we reject RMA3.

2. Net Operating Loss Carry-Forward (NOLC)

On April 8, 2013, four months after the filing of its initial case, and a full month
after Montgomery County witness Ostrander first identified a Net Operating Loss Carry-
Forward (“NOLC”) inconsistency, Pepco witness Hook filed Supplemental Rebuttal
Testimony in which she disclosed for the first time an “additional” $23.4 million NOLC
adjustment related to the Company’s proposed reliability plant RMAs 1, 2 and 3, adding
$3 million to the revenue requirement. " This disclosure, and the entire NOLC matter,
became one of the most contentious issues in the case.

Pepco is currently in a NOLC tax position and did not have to pay federal or state
income taxes in 2011 and 2012, and likely will not have a 2013 income tax obligation.
Accumulated Deferred Income Taxes (“ADIT”) reduce rate base, and thus the cost of
service, because the deferral of current tax liabilities is treated as cost-free capital to the
utility. However, when a company has a NOLC, the future tax obligation is not simply
deferred; the future tax obligation is reduced by the amount of the NOLC. Consequently,
a NOLC i1s considered a deferred tax asset. Thus, a NOLC increases rate base and the
current cost of service because it offsets the ADIT balance that would otherwise reduce
rate base.

a. Mr. Ostrander’s Testimony

Montgomery County witness Ostrander has identified a $66 million NOLC,

which 1s composed of a 13-month average balance at December 31, 2012 of $42.6

" Hook Supplemental Rebuttal Testimony at 1-3 and Schedule (I.JH-SR)-1.
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million and another $23.5 million related to Pepco RMAsl, 2 and 3.”' Mr. Ostrander
recommended that the $66 million NOLC be removed from rate base in order to share the
NOLC benefit with customers, which he calculated would reduce Pepco’s revenue
requirement by approximately $9 million.”” Additionally, Mr. Ostrander removed $3.7
million of federal income tax expense to partially account for the positive effect of the
NOLC on the income statement.” Pepco witness Hook countered that removal of any
part of the NOLC would create a federal income tax problem as this would violate the
IRS depreciation normalization rules. Ms. Hook asserted that if these rules are violated,
then Pepco would lose the benefit of accelerated depreciation tax deductions in the future,
which would increase the Company’s tax expense and ratepayers’ cost of service. "

Mr. Ostrander argued that Pepco’s NOLC balance should be disallowed in this
case because: 1) Pepco has not met a reasonable burden of proof as it has failed to
support its NOLC calculations and specifically has not reconciled 2011 and 2012 tax
return losses with related NOLC amounts; 2) Pepco’s $23.5 million NOLC adjustment
related to RMA1, 2 and 3 is a forecasted amount, which is not allowable, and is not
related to actual federal income tax return losses; 3) Pepco has not shown that its NOLC
treatment complies with IRS tax normalization rules; and 4) Pepco has not demonstrated,
but should be required to demonstrate, that it provided customers with the benefit of tax
loss carrybacks in prior years.”” Mr. Ostrander stated that the NOLC amount “should be

removed from the ADIT deferred liability balance and set up as a separate deferred asset

' Ostrander Supplemental Surrebuttal at 7 and Hook Supplemental Rebuttal at 2 and Sch. (LJH-SR)-1,
pages 5-7.

2 Ostrander Supplemental Surrebuttal at 3-7. The $9 million figure is based upon the $66 million NOLC
and the rate of return in Pepco’s last case of 7.96%. Id. at 7.

7 Ostrander Direct at 54.

" Hook Rebuttal at 26 and 33.

7 Ostrander Surrebuttal at 6-8.
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balance so that it can be properly tracked and monitored for changes over time.”’® He
concluded that the Commission should require Pepco to obtain an IRS ruling that its
treatment of the NOLC is proper.’’

According to Mr. Ostrander, tax normalization rules require that any NOLC be
related to losses reported on the Company’s federal income tax return, which he asserts
Pepco admits.”® Mr. Ostrander asserted that Pepco’s 2012 and 2013 tax losses are
“merely estimated” because the Company has not filed its federal or state tax returns for
these years.” Mr. Ostrander noted that Pepco’s response to certain data requests “refers
to Pepco’s 2012 tax loss as an ‘estimated’ amount”, which indicates significant issues
need to be resolved before the 2012 tax return is filed.** Consequently, he concluded that
the Company’s related NOLC calculations are not known and measurable and thus fail to
meet the burden of proof required in this case.®’  Mr. Ostrander also stated that Pepco
has provided inconsistent NOLC calculations, only recently introduced the concept of a
state NOLC,* cannot support other calculations underlying the NOLC, and takes
inaccurate and inconsistent NOLC positions.*  Furthermore, he stated the NOLC
calculation has to be limited to the loss specifically related to deferred taxes on

accelerated/bonus depreciation and not for any other reasons. **

7® Ostrander Direct at 58.

7 Ostrander Surebuttal at 8.

" Id atl8.

7 Ostrander Supplemental Surrebuttal at 10.

*1d at21.

8 Id. at 10. Mr. Schultz stated that the NOLC for 2012 and 2013 is not known and measurable because it is
neither documented nor certain until the respective tax returns are filed. Schultz Supplemental Surrebuttal
at 18-19.

% The state NOLC is much smaller than the federal NOLC. See Ostrander Supplemental Surrebuttal at 9.
® Ostrander Supplemental Surrebuttal at 13-15.

¥ Ostrander Surrebuttal at 19.
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Since the $23.5 million NOLC adjustment is tied to 2013 plant additions, Mr.
Ostrander stated that the NOLC adjustment is “clearly a forecasted amount.” Moreover,
since this NOLC amount is not tied to any actual losses related to an actual 2013 income
tax return, the adjustment should be removed in its entirety. Further, he argued that Ms.
Hook’s adjustment erroneously assumes that all deferred taxes on accelerated/bonus
depreciation will contribute to a loss on the 2013 federal return, but this cannot be known
or measured at this time. Moreover, he argued this adjustment raises a concern that
Pepco has used other erroneous assumptions that may overstate its existing $42.6 million
NOLC.¥ Mr. Ostrander responded that, under Ms. Hook’s strict interpretation of tax
normalization rules, if a premature flow-through of tax benefits to customers creates a
violation, then to be consistent the opposite must be true, that normalization rules are also
violated if the utility’s tax expense or related rate base are increased beyond the amount
of actual deferred taxes or exceed the amount of the deferred NOLC.

Although Pepco has cited the Internal Revenue Code (“IRC”) and Treasury
Regulations (“Treas. Reg.”) to support its NOLC positions, Mr. Ostrander countered that
the Company’s citations “do not specifically require a NOLC to be included in rate base
and do not state that the failure to include NOLC in rate base for regulatory purposes is a

tax normalization violation.”® Mr. Ostrander emphasized that Treas. Reg. 1.167(1)-

¥ Ostrander Surrebuttal at 18-20.

% Jd. at 24. Mr. Ostrander stated that the following types of adjustments could cause a normalization
violation: (1) using different federal income tax losses in the calculation of Pepco’s $42.6 million NOLC
instead of actual income tax losses shown on Pepco’s federal income tax return; (2) using a 13-month
average for regulatory purposes to calculate the NOLC in this case versus the actual calendar 2012 NOL
from Pepco’s tax return; (3) use of post-test period adjustments to adjust rate base, which could confer a
different level of tax normalization benefits to customers compared to actual related losses on the tax
return; and (4) use of projected amounts in this case as these are not included in the 2012 tax return for
which the related losses were supposedly used to calculate the $47.6 million NOLC in this case. Ostrander
Surrebuttal at 24-25.

8 Ostrander Supplemental Surrebuttal at 28.
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1(h)(6)(11) relates only to projected amounts related to the traditional ADIT reserves to be
excluded from rate base and does not apply to Pepco’s NOLC amounts that the Company
includes as increases to rate base. Therefore, Mr. Ostrander concluded that Pepco’s
increases in the (projected) 2013 NOLC are not justified by the Treasury Regulations and
should be disallowed. **

According to Mr. Ostrander, for “a normal ADIT” you can calculate the deferred
income tax based on a projection or a combination of projected and actual results.
However, he argued that same standard does not apply to a NOLC because the tax code

% He stated the “only way” a NOLC can be

“does not specifically allow for projections.
calculated “is if you know there is going to be a tax loss.””® However, when challenged
that nothing in Treas. Reg. 1.167(1)-1 (h)(6)(i1) prevents projecting a NOLC, Mr.
Ostrander responded “I guess you can say that.””!

Mr. Ostrander argued that the Commission cannot cause Pepco to violate a tax
normalization rule for tax returns that do not exist as a final order will be issued in this
case before Pepco files a 2012 tax return.”> Mr. Ostrander also argued that Pepco has not

provided one example of where the IRS has substituted its judgment for a state utility

regulatory agency and found a tax normalization violation when the state regulator did

¥ Ostrander Supplemental Surrebuttal at 25-26. Mr. Ostrander stated that if the Commission wants to act
“conservatively” and avoid the prospect of a tax normalization violation, it could accept the $5.2million
2011 NOLC, while disallowing the 2012 and 2013 NOLC amounts in this case, subject to further review of
the 2012 and 2013 amounts when Pepco’s tax returns are available for review. Ostrander Supp. Surr. at 26-
27.

¥ Transcript (“T”) at 2017-2018. Mr. Ostrander has argued that since the tax returns for 2012 and 2013
have not been filed the NOLC associated with those periods is projected.

*T at 2019.

LT at 2020-2022 and Pepco Ex. 87 at pages 1077-1078. When asked the logic of this “one-way scenario”,
that it is permissible to deduct projected deferred income taxes from rate base but not permissible to include
projected NOLC amounts in rate base, Mr. Ostrander responded that different people interpret the tax code
differently and that the answer is not black and white as Pepco claims because the tax code has a lot of gray
areas. T at 2034-2035.

%2 Ostrander Supplemental Surrebuttal at 15-16.
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not identify a violation.”> Further, he argued that if the Commission removed the NOLC
from rate base, the Commission would not intend to violate or cause a tax normalization
violation.”* Therefore, even if the IRS later determined that removal of the NOLC from
rate base did cause a violation, Mr. Ostrander did not think that this would be anything
that is not repairable, because there was no intent to violate normalization rules.”
According to Mr. Ostrander, the Company has stated that prior to 2011 Pepco’s
federal income tax losses were normally treated on a carry-back basis and did not result
in a NOLC. However, Mr. Ostrander asserted that it 1s not clear if customers ever
received the benefit of these losses, which Pepco should be required to explain. Mr.
Ostrander argued that if Pepco did not return the benefit of carry-back tax losses to
customers, then Pepco technically violated the normalization rules, which would indicate
this 1s not a concern for Pepco. In such a case he stated that the $42.6 million test year
NOLC should be removed from rate base to offset the benefit of tax loss carry-backs that

were not passed through to customers by Pepco in prior years.

b. Ms. Hook’s Testimony

Ms. Hook stated that Congress created certain tax incentives, including
accelerated/bonus depreciation, to encourage investment in depreciable assets. She
asserted that if this incentive is reflected in utility rates it would convert the investment
incentive into a consumption subsidy for customers. To prevent this conversion, Ms.

Hook asserted that Congress devised the depreciation normalization rules, which prohibit

» Ostrander Supplemental Surrebuttal at 17. Commenting on Example 1 of Treas. Reg. 1.167(1)-
1(h)(6)(1v), Mr. Ostrander admitted that the IRS could find a violation of the normalization rules depending
on the facts in a particular rate case and a utility commission’s particular ruling. T at 2029-2031.

' T at 2009.

* T at 2010.

% Ostrander Surrebuttal at 26-27.
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the benefits of accelerated depreciation from being flowed through as reductions to the
tax expense element of the cost of service.”’

Ms. Hook responded that Mr. Ostrander’s proposed adjustments “ignore the
requirements of the IRS depreciation normalization rules.””® While Pepco admits that
customers have not been provided the benefit of a substantial amount of bonus
depreciation deductions, Ms. Hook argued that Mr. Ostrander’s adjustments are
inappropriate because “the Company can only provide the tax benefits to customers to the

extent the Company actually receives a cash benefit.””’

Since Pepco is in a net operating
loss (“NOL”) position, Ms. Hook argued that the effect of Mr. Ostrander’s adjustments
would be to provide customers a tax benefit that Pepco has not yet received.'® Ms. Hook
noted that the NOL will eventually provide a benefit prospectively when the NOL can be
used to offset taxable income and that it provided a benefit already in carryback years;
however, taxable income in the two carryback years was not adequate to absorb the entire
NOL, therefore Pepco has a NOLC.'  Further, Ms. Hook asserted that under
normalization tax accounting the tax expense element of the cost of service is not
impacted by bonus depreciation.'” Ms. Hook concluded that the “bottom line” regarding
Mr. Ostrander’s proposals is that it would diminish the benefits Pepco receives for

T g : 3 g s 103
accelerated depreciation, which is contrary to depreciation normalization rules.

7 Hook Rebuttal at 31-32.
& Id. at 26.

P Id at27.

190 714 at 27.

Yl 1d at 28

Y214 at 31.

193 14 at 32-33.
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Ms. Hook also addressed Mr. Ostrander’s contention that Pepco has inaccuracies
and inconsistencies in its NOL calculations.'® She stated that the $42.6 million NOL
deferred tax asset reflected in unadjusted rate base “is no less known or measurable than
the deferred tax credit balances.”'® She noted that the accumulated deferred tax credit is
$345.9 million, which means the net credit balance 1is $303.334 million. e
Consequently, the NOLC tax asset is embedded and offsetting the deferred tax liabilities
that are also in rate base. Therefore, Ms. Hook concluded that Mr. Ostrander’s proposal
to reflect the ADIT but not the NOLC is one-sided.'"’

¢c. Mr. Schultz’s Testimony

According to OPC witness Schultz “there is merit to both parties’ arguments.”'*®

He stated that Pepco 1s correct that elimination of the deferred tax debit (NOLC) from
rate base would violate the normalization rules. However, Mr. Schultz stated that the
violation only applies to the NOL that was created as a result of tax depreciation; if the
NOL was due to some other cost, then that debit should not be included as an offset
against the deferred income tax credit. As for the income tax expense, Mr. Schultz
agreed, in part, with Mr. Ostrander. Because of the NOL, Pepco will not incur any
current income tax expense, but he noted that this proceeding reflects a current tax
expense; therefore, the NOLC should be reduced by the amount of taxes in the rate
effective period by zeroing out income tax expense.'” Further, Mr. Schultz stated that in

accounting, any journal entry must have a debit and a credit “but Ms. Hook’s proposed

194 See T at 1943-1946 for a discussion of specific claimed inaccuracies.

19T at 1937-1939.

19 T at 1939-1940. Ms. Hook referenced her Supplemental Rebuttal, Schedule (ILJH-SR)-1, page 1.
7T at 1942.

1% Schultz Surrebuttal at 39.

' 1d. at 39-40.
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accounting 1s only a single sided entry and is not proper.” Mr. Schultz stated that to
properly reflect the accounting proposed by Ms. Hook, income tax expense must be
reduced. '

Additionally, Mr. Schultz pointed out that in Case No. 9286, Pepco had a NOL
(for 2011) but did not offset the deferred tax liability for the NOL as it has in this case.
Therefore, he concluded that if Pepco’s position is correct, then a normalization violation
has already occurred. Consistent with the treatment in Case No. 9286, Mr. Schultz
adjusted the deferred income tax liability for reliability plant additions, thereby reducing
rate base by $6.992 million for RMA1 and $134,000 for RMA2. '

In his Supplemental Surrebuttal testimony Mr. Schultz stated that Pepco has not
met its burden of proof that a normalization violation would occur if the NOLC is
excluded from rate base; therefore, he reduced rate base by $42.7 million. Further, he
argued Pepco has not shown that if the NOLC is allowed in rate base, then the Company
is also entitled to recover income taxes that will not be paid during the rate year. Mr.
Schultz stated that if the Commission disagrees, then only the NOLC amount specific to
accelerated depreciation should be allowed in rate base, which Pepco should be required
to demonstrate.''?

Mr. Schultz stated that his position is based upon a review of the Internal Revenue
Code (“IRC”) and IRS Regulations. He stated that § 168(1)(9) of the IRC does not
address NOLCs. Further, regulation 1.167(1)-1(h)(1)(b)(111) does not mention a NOL and

indicates that the determination of the timing and manner that any impact will be

19 Schultz Surrebuttal at 40-41.
" Jd. at 41-43 and Ex. LA-1R, Sch. B-1 and B-2.
12 Schultz Supplemental Surrebuttal at 12-13.
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recorded will be made by the IRS district director."”®> Mr. Schultz notes that Pepco has
not sought any IRS determination of this issue." Additionally, Mr. Schultz stated that
regulation 1.167(1)-(1)(h)(6)(1) also does not address NOLCs. Mr. Schultz stated that it
is significant that regulation 1.167(1)-1(a) does state that normalization requirements
pertain only to the deferral of federal income tax liability resulting from use of
accelerated depreciation. Therefore, even if Pepco’s NOLC position has merit, only the
NOLC amount related to accelerated depreciation would need to comply with
normalization rules. Mr. Schultz noted that the NOLC amount Pepco has included in rate
base is, in part, the result of timing differences other than accelerated depreciation.'’’
Mr. Schultz also stated that the Private Letter Ruling (“PLR”) relied on by Pepco to
support its position is inconsistent with the tax scenario in this case.''°

Mr. Schultz stated that the recording of the NOLC debit to a deferred asset
account results in a credit to income tax expense, which effectively zeros out the debit
made to expense when the current or deferred tax liability is recorded, meaning there is
no income tax expense. However, Pepco’s filing includes $25.609 million of income tax
expense. Consequently, ratepayers are providing funds for income taxes even though
Pepco will not pay any income taxes. Mr. Schultz stated that, pursuant to normalization
accounting, neither the Company nor its ratepayers should receive a financial benefit
from the deferral of tax payments. Therefore, Mr. Schultz concluded that if rates are

established based upon including the NOLC debit in rate base without an appropriate

reduction in income tax expense, Pepco will receive a financial benefit to the extent it is

3 The IRS no longer has district directors. Stinnette Supplemental Surrebuttal at 4.
1 Schultz Supplemental Surrebuttal at 14-15.

" Id at 15-16.

174 at 16-17. Pepeo cites PLR 8818040.
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generated by the accelerated depreciation and other tax timing differences, which will
cause a normalization violation.'"’

Mr. Schultz concluded that it is not appropriate to require ratepayers to pay
increased rates as a result of the NOLC offsetting the ADIT balance and provide no offset
for the fact Pepco will not pay any income taxes. He also stated that Pepco’s NOLC
4718

adjustment is “one-side

d. Mr. Boyle’s Testimony

Company witness Boyle stated that consistent with sound rate-making, the
normalization rules require that rate base not be reduced for deferred taxes in a NOL
situation because you don’t have cost-free capital until the company receives the cash
benefit, which only occurs when a company is paying taxes. Mr. Boyle emphasized that
the tax normalization rules codify this rate-making concept.'”” However, he admitted
that Pepco has committed a “foot fault” as it unintentionally failed to follow the
normalization rules previously, which he stated the Company does not believe amounts to
a violation of the rules. Conversely, Mr. Boyle argued that in this case there is a
“considerable record” on this issue and if the normalization rules are not followed
pursuant to a Commission decision, it would amount to a normalization violation. '*°

According to Mr. Boyle, the fact that the Company has not yet filed its 2012 tax
return does not determine whether the normalization rules apply. He stated that the rules

require that where projections or estimates are used, they be done consistently. Mr.

Boyle stated that the normalization rules contemplate the use of projections or estimates,

"7 Schultz Supplemental Surrebuttal at 18-19.
18 14 at 10.

19T 2t 1897-1899.

1207 4t 1913-1914.
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but require consistency for tax and rate making purposes. Therefore, if estimates are used
for tax expense, depreciation expense, or the reserve for deferred taxes, then all such
elements must be estimated consistently. Consequently, he argued that even though a tax
return has not yet been filed, the normalization rules do in fact apply.'?" Further, he
stated that Pepco’s books for 2012, which will be the basis for its 2012 tax return, have
been closed. He argued that the timing of the Company’s 2012 tax return does not
indicate there are any problems. Therefore, he concluded the NOL calculation is known
and measurable.'*

Mr. Boyle noted that OPC witness Schultz stated that if the NOLC is allowed in
rate base, then there should be an offsetting credit reflected as a reduction to tax expense.
Mr. Boyle responded that the credit is reflected in the NOLC adjustment to rate base.'*’
Therefore, Pepco is not proposing one-sided accounting. The Company is reflecting “the
way the determination of income taxes and rates work.”'**

Mr. Boyle agreed that a significant amount of the NOLC is composed of amounts
other than bonus tax depreciation.'” Noting that Congress has extended bonus
depreciation, Mr. Boyle stated that, coupled with heavy capital spending, “it will be a
little while” before Pepco will be paying income taxes and thus able to offset the
NOLC."® Finally, Mr. Boyle stated that even though they had not done so to date, if the

Commission orders Pepco to get a PLR on this issue, the Company would do so.'*’

21T 2t 1910-1913.
1227 at 1917-1920.
12T at 1926.
1247 at 1922.
1257 at 1927.
1267 2t 1933-1934.
1277 at 1930-1931.
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e. Ms. Stinnette’s Testimony

Staff Witness Stinnette recommended disallowing Pepco’s NOLC adjustments for
RMA 1 and 2."® She noted that these NOLC adjustments decreased the ADIT balance

: : 129
thereby increasing rate base.

Ms. Stinnette stated that to comply with the tax
normalization rules, four elements of a rate case - tax expense, depreciation expense,
deferred taxes and rate base - should all be based upon actual expenses. Ms. Stinnette

disagreed that using projections is appropriate. *°

Although Pepco has stated that if the
NOLC is not included as a debit to the ADIT balance a normalization violation would
occur, Ms. Stinnette asserted that the Company has not definitively established this
position to Staff’s satisfaction. Because district directors no longer exist within the IRS
organizational hierarchy, Ms. Stinnette stated that neither IRS regulation
1.167(1)(h)(1)(b)(i11) nor other sources definitively provide how a NOLC should be
accounted for in either an ADIT account or a rate case.”>' Since Pepco’s 2012 and 2013
tax returns have not been filed, Ms. Stinnette concluded the NOLs associated with RMA
1 and 2 are not known and measurable. Ms. Stinnette concluded that Pepco has not
provided adequate support to permit her to make a final recommendation on the NOLC
issue at this time, citing the fact Pepco has not filed a 2012 or 2013 tax return.'”
Therefore, Staff proposed disallowing the Company’s NOLC adjustments at this time and

recommended that a Phase II proceeding be established for review of Pepco’s NOLC. '

128 Stinnette Supplemental Surrebuttal at 2. Staff also recommends the complete disallowance of RMA 3,
including the associated NOLC.

127 Stinnette Supplemental Surrebuttal at 2.

BT at 2045.

BL Stinnette Supplemental Surrebuttal at 2-4.

2 d. at 3.

B d. at 4-5.
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To verify the accuracy for the appropriate treatment of the NOLC in this rate case, Staff
134

recommended that Pepco get a PLR from the IRS.

f. Commission Decision

Based upon the record in this case, three points are clear: one, that none of the
witnesses who testified on this issue are tax “experts;” two, that all parties concur that
NOLC issues are extremely complex; and three, the Company has not sought an IRS
Private Letter Ruling. Because no party has provided a definitive analysis of the NOLC
and associated tax implications, we will err on the side of caution and accept Pepco’s
NOLC ratemaking adjustments at this time, subject to our disallowance of RMA3.
However, we direct Pepco to immediately seek an IRS Private Letter Ruling that
addresses the ratemaking implications of the NOLC raised in this proceeding, including
the impact on income tax expense, and not to rely on other PLRs, which are not proven to
be fully applicable to this case. Specifically, we want to know for our ratemaking
purposes, must any or all of the Company’s NOLC be included as an offset to the ADIT
and reflected in rate base. Further, should Pepco fail to support its position with a PLR
within three years from the date of this order, the Commission will make an appropriate
adjustment in its subsequent rate case to remove the revenue impact of the NOLC,
including carrying costs at the authorized rate of return, in this proceeding. Additionally,
we direct the Company to separately account for the NOLC so that it can be more readily

tracked and monitored for changes prospectively.

134T at 2050.
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3. Depreciation

a. Depreciation Rates

1. Parties’ Positions

Company RMA4 annualizes the impact of the new (lower) depreciation rates that
the Commission approved in Pepco’s last base rate case. Ms. Hook stated that the
adjustment 1s necessary to reflect the full annual impact of the depreciation rate change
since the order in Case No. 9286 became effective midway through the 2012 test year
used in this case. >

Mr. Ostrander stated that the Company’s depreciation rate adjustment does not
reduce depreciation expenses enough to properly reflect the new depreciation rates
adopted by the Commission in Case No. 9286,"*® and needs to be corrected. He asserted
that Pepco’s adjustment is “based largely on ‘estimates’ for both the ‘existing’ and ‘new’
depreciation rates as the starting point for the adjustment, thus rendering the adjustment

"37 Mr. Ostrander stated that he used a “simplified” but more

somewhat inaccurate.
accurate approach. He took the actual depreciation expense for the last five months of
2012, when the new depreciation rates were in effect, and annualized this amount. He
concluded that his adjustment “would calculate a conservatively high depreciation
expense,” because as plant investment trends upward during the year, so does the
depreciation expense. **

Ms. Hook responded that Mr. Ostrander’s calculation “is contrary to the manner

in which the impact of Maryland depreciation rate changes has historically been

133 ook Direct at 10.

136 Ostrander Direct at 59.
B71d. at 60.

B8 1d. at 60-61.
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computed.”® Citing the computations of Pepco Witness Kateregga in this case and OPC
witness King in Case No. 9286, Ms. Hook asserted that the Company’s computations are
consistent with practices in Maryland. She stated that Pepco’s adjustment applies the rate
differential by FERC'* plant account to the plant balance in that account at December
31, 2012, prorated over the number of months the new rate was not in effect in the test
period.'"!

OPC witness King stated that when Order No. 85028 was issued in Case No.
9286, Pepco had not developed depreciation rates reflecting the rebalancing of
depreciation reserves authorized in that Order, so Pepco implemented the “un-
rebalanced” rates recommended by Mr. King and approved by the Commission. Mr.
King stated that Pepco “has now filed new depreciation rates that reflect the life and
salvage parameters underlying the depreciation rates that the Commission adopted in
Case No. 9286 but with the reserves rebalanced.”'** Mr. King stated that the Company’s
revised depreciation rates should be used to calculate depreciation expense for the
distribution plant accounts, but not for the general plant accounts. Mr. King contended
that Pepco has “incorrectly allocated reserves from the three depreciable [general plant]
accounts to the eight accounts that are subject to amortization.” Mr. King concluded that

the effect of this “inappropriate” allocation “is to increase the depreciation rates for the

depreciable accounts with no offsetting adjustment in the amortization rates for the other

1% Hook Rebuttal at 11-12.

YORERC is the Federal Energy Regulatory Commission.
! Hook Rebuttal at 12.

2 King Direct at 40.
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general plant accounts.”'™ For these reasons, Mr. King proposed a reduction in test year
depreciation expense of $2,077,049.'*

Company witness Kateregga responded that Mr. King’s recommended
depreciation changes are based upon materials provided to OPC to support Pepco’s

.. . . . .o 145
Commission-approved redistribution of depreciation reserves.

Dr. Kateregga stated
that the depreciation rates the Company used to develop depreciation expense in this case
for the depreciable plant accounts'*® are based upon the rates Mr. King proposed and the
Commission adopted in Case No. 9286. Since the Commission also approved
amortization accounting for some of the general plant accounts and approved
depreciation account reserve rebalancing as Pepco had requested in Case No. 9286, then
for those accounts subject to amortization accounting “Company witness Hook has used
[in this case] the rates that were described in the [Company’s] 2011 Depreciation Study
as the appropriate rates to use after retiring all plant that has reached an age equal to the

o . 147
amortization period for each account.”

Dr. Kateregga noted that it is particularly
important to rebalance reserves where, as here, amortization is implemented (for certain
general plant accounts) for the first time in order to prevent reserve imbalances created in
perpetuity. '*® However, Dr. Kateregga emphasized that no party to Case No. 9286
advocated that Pepco be required to implement new depreciation rates upon completing
the rebalancing of the reserves, and he argued that the Commission should not in this case

revise the depreciation rates adopted in Pepco’s last case. ¥

S King Direct at 40.

' Id., Exhibit CWK-4.

5 K ateregga Direct at 3.

1 This includes all distribution plant accounts and some general plant accounts.
M7 K ateregga Direct at 4.

" 1d. at 7.

" Id at3 and 5.
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2. Commission Decision

As we have noted in the past, depreciation rates should be adjusted pursuant to a
depreciation study, where all aspects of depreciation can be examined together and
piecemeal changes are avoided.”™ In Case No. 9286 we examined the Company’s
depreciation rates in detail, based upon a full depreciation study. However, when new
depreciation rates were implemented pursuant to Order No. 83516, the process of
rebalancing reserves, which we authorized, had not yet been completed. OPC witness
King’s depreciation adjustment incorporates the rebalancing of reserves based upon
information provided by Pepco. Consequently, we find that OPC’s adjustment
appropriately reflects this aspect of our decision — the rebalancing of reserves - and is
based upon the depreciation study, which was deferred until this proceeding. Therefore,
we accept OPC’s depreciation adjustment. Rate base will be increased accordingly, by
$4,361,000, and operating income will be increased by $8,723,000. Finally, on this
record and because we accept OPC’s adjustment, we reject Montgomery County’s
“simplified” depreciation rate adjustment.

b. OPC’s Accumulated Depreciation Adjustment

1. Parties’ Positions

OPC witness Schultz asserted that Pepco failed to properly reflect accumulated
depreciation for the period January 1, 2013, through June 30, 2014, because
approximately $83 million in depreciation expense will be incurred during this period but
is not reflected in the Company’s filing. He claimed that not reflecting this adjustment

“would constitute a failure to properly match known and measurable changes of

150 Re Potomac Electric Power Company, Case No. 9217, Order No. 83516, 101 MD PSC 290, 312, (2010).
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revenue/expenses with known and measurable changes to the rate base.”">' Mr. Schultz
argued that this adjustment is not one-sided because the “historical plant in the test year
and the depreciation on that plant is known and measurable,” whereas future plant
additions “are not known and measurable because the construction has not occurred and
the plant is not in service.” Furthermore, he stated that this depreciation expense will be
collected in the rates during the year new rates will be in effect.””> Mr. Schultz cited
proceedings in Vermont as support for his proposition.' Mr. Shultz concluded that
Pepco’s rate base should be reduced by $50.359 million."**

Ms. Hook responded that Mr. Schultz’s adjustment “is flawed because it
represents a selective use of a fully forecasted test year.”">> Ms. Hook stated that Mr.
Schultz is only recognizing changes that reduce rate base (depreciation) and ignores post-
test year plant additions that will increase rate base, which creates a mismatch. Ms. Hook
argued that recognizing only one element of rate base on a fully forecasted basis without
recognizing other elements is “contrary to accepted practice in Maryland.” Moreover,
she pointed out that Mr. Schultz’s adjustment assumes Pepco will experience zero plant
2156

retirements related to the 2012 plant balance, which 1s “highly unlikely.

2. Commission Decision

Only OPC asserts that the Company’s rate base should be reduced to reflect
accumulated depreciation expense for the post-test year period January 1, 2013 — June 30,

2014. We have accepted post-test year reliability plant additions in the past, and we have

B! Schultz Direct at 22-23.

12 1d. at 24.

13 1d. at 26-28.

134 Schultz Surrebuttal at 20-21.
155 ook Rebuttal at 7.

16 1d. at 8.
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required that accumulated depreciation and deferred taxes also be reflected. In this case,
we concur with the Company that OPC’s proposed accumulated depreciation adjustment
1s not symmetrical as it ignores post—test year additions to plant. As OPC has not made a
compelling argument to depart from this principle, we reject their adjustment.

4. Amortization of 2012 Major Storms

a. Parties’ Positions

The Company has proposed two RMAs for two major storms that occurred in
2012. RMAG6 reflects amortization of the incremental operations and maintenance
(“O&M”) costs associated with the June 29, 2012, Derecho storm. Pepco proposed to
amortize the costs over five years and include the unamortized balance in rate base,
which it asserts is consistent with the Commission’s treatment of 2011 major storms in
Case No. 9286. RMAT7 reflects O&M costs associated with Hurricane Sandy, which the
Company also proposed to amortize over five years. ">’

OPC witness Schultz raised a number of issues with RMA 6. He asserted that
some of the Derecho O&M costs are estimated and therefore are not known and
measurable. He stated that the cost summary was not sufficiently detailed to permit
verification and characterized the Company’s response as only permitting “an impractical
review.” He also claimed that “the Company has no support for the method of allocating
storm costs between Maryland and Washington DC.” Mr. Schultz questioned whether
Pepco properly capitalized storm costs. Additionally, he raised a concern that the
restoration cost was excessive “because the Company failed to properly perform

vegetation maintenance prior to 2010.”*

57 Hook Direct at 11.
158 Schultz Direct at 12-13.

34

1032



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195

CEP 17-13, Attachment 2

Page 39 of 181

Mr. Schultz argued that the Company’s method of basing jurisdictional cost
allocation on the number of customer outages is “too restrictive,” as there are “many
factors” that impact costs. He took issue with the fact that Pepco has not performed a
study to determine if direct cost assignment would be more accurate. Further, he stated
that some storm costs should be capitalized because deferral mechanisms allow for
recovery over a shorter time frame. Mr. Schultz stated that it is unclear how much of the
cost of the two storms was capitalized.

Mr. Schultz argued that, based on the Commission’s decision in Case No. 9240 (a
review of Pepco’s service reliability and quality) and his review of Pepco’s tree trimming
practices, “it is evident the Company did not sufficiently focus on its vegetation
management over the years 2000-2009.”'" He also argued that Pepco “still had a
significant amount of catch-up to perform in 2012.” Therefore, he concluded that Pepco
should share in the Derecho restoration costs and argued that the deferral should be
reduced “by at least 17.5%.”"°" Noting that in Case No. 9217 (a Pepco base rate case),
storm costs were deferred over ten years, Mr. Schultz recommended a seven year
amortization period as it would permit “a timely repayment to the Company while
mitigating the rate increase to customers.”'%

Mr. Schultz stated similar concerns with the Company’s Hurricane Sandy costs.

He emphasized that an even larger percentage of these costs are not known and

159 Schultz Direct at 16.

1d. at 17.

191 Jd. at 18-19. See pages 20-21 for Mr. Schultz’s derivation of the 17.5% figure.
162 Schultz Direct at 19.
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measurable. As in RMAG6, he recommended that 17.5% of RMA7 costs be disallowed,
and that the amortization period be extended to seven years. '

Montgomery County witness Ostrander stated that all estimated and accrued
storm expenses should be removed from the Company’s storm adjustments. He asserted
that actual amounts should be available by now.'®*

Responding to OPC and Montgomery County, Ms. Hook stated that the Company
updated RMA6 and RMA7 for actual invoiced storm costs as of the date of her Rebuttal
testimony, thereby eliminating the concern about estimated costs.'® Ms. Hook
emphasized that the “Company provided numerous contractor invoices and supporting
expense schedules ... during the discovery process” and, because the invoices are
voluminous, “exceeding hundreds of transactions,” offered all parties an opportunity for a

66

more extensive review at Pepco’s premises.’ She also stated that the Company

167

provided a breakdown of overtime expenses. Addressing jurisdictional allocations,

Ms. Hook stated that the Company’s method is consistent with the method approved in
its last two rate cases, and that it would be impractical to directly assign major storm
costs. Therefore, she argued that allocating costs based on the number of restorations is

8

reasonable.'®® Ms. Hook stated that approximately 46% of Derecho and 32% of

Hurricane Sandy costs were capitalized based upon PHI’s Capitalization Policy, which is
169

consistent with FERC rules and Generally Accepted Accounting Principles (“GAPP”).

Ms. Hook argued that Pepco lessened the extent of storm damage due to aggressive

163 Schultz Direct at 21-22.
164 Ostrander Direct at 76-79.
1 Hook Rebuttal at 50. Ms. Hook filed her Rebuttal testimony on March 25, 2013.
166
Id. at 51.
M 14 at 52,
1% Id. at 52.
1 1d. at 53.
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vegetation management in recent years, and that Mr. Schultz’s allegations to the contrary
are “unsupported.”’” Finally, Ms. Hook stated that OPC’s proposal to extend the storm
amortization period to seven years is unsupported and inconsistent with recent
Commission practice. She noted that while such a proposal may reduce current customer
rates marginally, some customers will be burdened in the future with the costs of storms
that occurred before they were even customers.!”" For these reasons, she recommended
rejection of OPC and Montgomery County’s storm adjustments.’

In his Surrebuttal testimony, Mr. Schultz emphasized the need for an audit of the

7

2012 major storms.'” He stated that there “has been no determination that [storm] costs

are accurate and/or were prudently incurred,” and that a rate case provides a limited

4

opportunity for such an analysis.'” He asserted that an “audit is the most practical

manner to verify that the costs are reasonable” and is the best means to identify and
eliminate “inappropriate charges.”'”
Mr. Ostrander responded that Ms. Hook “appears to be claiming that all estimated

2

and accrued amounts have been trued-up to actual invoiced amounts....” However, he
stated that he could not find any supporting documents to support her claim. Therefore,

Mr. Ostrander declined to change his original adjustment for estimated and accrued

176
expenses.

179 ook Rebuttal at 54.

1 1d. at 54-55.

2 1d. at 51-55.

173 Schultz Surrebuttal at 8-14.

1 1d. at 9.

3 I1d. at 10-11.

76 Ostrander Surrebuttal at 40-41.
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b. Commission Decision

According to the Company, Maryland incremental Derecho costs were
$19,174,000 and Hurricane Sandy costs were $4,472,885.'"" These costs were explained
by the Company and examined in detail by other parties, particularly OPC and
Montgomery County. Because we find the Company’s testimony credible but unverified,
and the criticisms general and lacking in detail, we authorize recovery in this case for
RMAG6 and RMA7, subject to further audit. Additionally, we concur that major storm
costs should be amortized over five years, consistent with past findings. We find merit to
OPC’s recommendation to audit these costs, which will also address Montgomery
County’s concerns about any remaining estimated costs. Therefore, we direct Pepco to
conduct an audit of both the Derecho and Hurricane Sandy costs and provide that audit to
the Commission within six months from the date of this order, or at the time of the

: : 178
Company’s next base rate case, whichever is sooner.

We reserve our right to make
any necessary adjustment in Pepco’s next base rate case based upon the audit and our
review. Consequently, rate base shall be increased by $10,292,000 and operating income
reduced by $2,287,000 for RMAG6, the Derecho rate base shall be increased by
$2,401,000 and operating income reduced by $534,000 for RMA7, Hurricane Sandy.

5. Vegetation Management (VM)2

a. Parties’ Positions

Company witness Gausman noted that Pepco spent approximately $5.7 million in

2012 performing accelerated vegetation management (“VM”) activities for reliability

7 Hook Rebuttal, Exhibits LTH-R-1, pages 10-11. Ms. Hook revised page 11 for RMA7 during the
hearing. T at 305.

178 Pepco shall provide copies of the audit to Staff, OPC, Montgomery County and any party to this case
that requests a copy.

179 This issue is separate from Grid Resiliency Charge vegetation management issues.
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purposes. The Company’s RMAZ2I1 reflects a reduction in the rate-effective period,
compared to test year O&M expenses associated with these accelerated VM activities. ™
Pepco proposed to offset this reduction by approximately $1.3 million to annualize the
cost of compliance with the Service Quality and Reliability standards, plus an anticipated

1

contractor escalation rate of 2%.'%! Mr. Gausman noted that the annual cost for the VM

program is $20.3 million.'®

Mr. Schultz asserted that Pepco’s $20.3 million VM figure is too high, arguing
that Pepco’s VM costs for 2011 and 2012 “reflects years of catch up costs and is
significantly inflated because of the Company’s attempt to make up for years of under-
spending.” He stated that Pepco has done tree trimming equivalent to 1.4 times the total
mileage on its system over the past three years. He also noted the Commission’s findings
regarding Pepco’s inadequate historical VM practices in Case No. 9240. Mr. Schultz
concluded that the Company’s recent VM costs are not representative of its post-test year
VM costs.'®

Specifically, Mr. Schultz took issue with: (1) the Company’s projected average
cost per mile; (2) the assumption that 2013 costs will be the same as 2012; (3) the amount
of incremental RM 43 compliance costs; and (4) Pepco’s 2% escalation factor.'® He
opined that the level of costs per mile from 2007-2010 were too low (because VM was

inadequate) and in 2011-2012 too high (because of catch-up spending). % However, Mr.

Schultz concluded that “the best cost per mile” should be developed by dividing the total

180 Gausman Direct at 17 and Supplemental Direct at 1-3. In Case No 9286 the Commission disallowed
certain VM costs finding they were “catch-up” reliability costs. See Order No. 85028 at 38-39. See also
Case No. 9240.

1 Gausman Direct at 17. See also Hook Direct Schedule (LJH)-1 at page 25.

182 Gausman Direct at 17 and Schedule (WMG)-1 page 1.

183 Schultz Direct at 51-52.

" Id. at 52-53.

'3 1d. at 53-54.
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miles trimmed in 2012 by total 2012 costs.'*® Further, he noted that the projected miles
to be trimmed in 2013 are less than half of the 2012 miles."®” He asserted that
Rulemaking (“RM”) 43 costs are overstated because employee costs are overstated.
Finally, Mr. Schultz stated that the escalation factor is inappropriate because the 2013
contractor escalation is deferred until 2014. Mr. Schultz recommended $12.124 million
for tree trimming costs, a reduction of $8.180 million. '®®

AOBA witness Oliver stated that he has concerns with Pepco’s renegotiated VM
contract, which permits the deferral of costs for future recovery. He asserted that this
complicates the task of segregating and verifying costs for associated activities. He
stated that Pepco should be required to document all deferred costs and demonstrate their
reasonableness. He concluded that the Commission will not be able to verify the
reasonableness of VM costs recovered through a GRC, if approval of these costs cannot
be directly tied to their specific services. '’

Staff proposed to eliminate $237,000 from RMA 21 for the 2% contractor
escalation factor because the adjustment is beyond the test year. Staff also asserted that
the 2% factor fails to meet the known and measurable standard because it is only an
estimate.'”

Mr. Gausman stated that the 2% escalation factor included in RMA21 reflects
contract terms that call for VM rates to increase 3% in 2013 and 2.5% in 2014. Although

the 2013 escalation is now deferred to 2014, he argued that because the first year of new

186 Schultz Direct at 55.

"7 Id. at 55-56.

%8 1d at 56-57. Montgomery County adopted OPC’s position. Montgomery County Initial Brief at 69.
1% Oliver Direct at 59-61.

10 Stinnette Direct at 10. AOBA supports Staff’s position. AOBA Initial Brief at 50-51.
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rates in this case will include a 5.5% VM increase beginning January 2014 that the 2%
escalation factor is reasonable.'”!

Mr. Gausman emphasized that Pepco is only requesting cost recovery for VM
work that will actually be performed in 2013, noting that “catch-up” costs have been
removed. Addressing unit costs per mile, he stated that the average cost per mile was
developed based upon contract costs associated with feeders completed between January
and July 2012. He asserted that it is not correct to take the total dollars spent and miles
completed (in a given year) and average the cost as Mr. Schultz did because “the work

55192

must be matched with the payments to achieve the true cost per mile. Mr. Gausman

emphasized that the timing of payments and work completed must be factored into the
calculation to derive the average cost. Furthermore, he argued that the mileage rate was
developed prior to the implementation of RM 43 and therefore costs should be adjusted

193

for RM 43 costs expected to be incurred in 2013."”" Mr. Gausman noted that VM plans

are designed to conform to the regulations and that work is not segregated between
4

. . . . 19
“regular” trimming and “enhanced” trimming.

b. Commission Decision

With one exception, we find the Company’s reduction to VM costs for the rate-
effective period appropriate. The Company has eliminated $5.7 million of VM test year
costs associated with “accelerated” or “catch-up” VM activities. Further, the Company

has agreed to forego $2.8 million for accelerated VM work that was not accomplished in

! Gausman Rebuttal at 7.

92 Jd. at 8. Payments can occur in various years to complete a feeder project. Id. at 8-9.
" Id. at 8-9.
P4 1d. at 10.
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2012 and is to be completed in 2013, for a total of $8.5 million."”> We find that the
record in this case supports these adjustments. However, we agree with Staff that,
because there will not be an escalation in contractor costs in 2013, the 2% escalation
factor should be removed. Consequently, we accept Staff’s adjustment for VM activities

in the rate effective period, which increases operating income by $2,825,000.

6. Cash Working Capital (CWC)

a. Parties’ Positions

Ms. Hook stated that the Company’s cash working capital (“CWC”) adjustment
was developed consistent with the Commission’s Order in Case No. 7662 (a Pepco rate
case filed in 1982)."*® She noted that the revenue and expense lags used in determining
Pepco’s CWC allowance were developed in the Company’s 2005 lead-lag study (2005
Study”), which was approved in Case No. 9092 and subsequently used in Case Nos. 9217
and 9286. Ms. Hook “updated” the 2005 Study to reflect a change from quarterly to
monthly remittances for the Montgomery County Fuel and Energy Tax (“MCFET”). 197

Mr. Schultz stated that Pepco’s 2005 Study is outdated. He noted that business
processes have changed since then, which have reduced the revenue lag. Specifically, he
asserted that advanced meters have reduced the billing lag, eliminating the need to
manually record much data, and that electronic payments have shortened the collection
lag. Further, he criticized Pepco for not considering pensions and OPEB payments in the

expense lag as the Company has made major pension contributions in recent years. Mr.

Schultz also took issue with the payroll, federal income tax and Maryland income tax lag

1% Only the $5.7 million is a reduction to test year expenses as the additional $2.8 million is outside of the
test year.

1% Hook Direct at 16.

"7 Id. at 18.
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calculations. He emphasized that Pepco’s net lag has increased from 6.89 days in its last
case to 19.20 days in just one year, which he argued indicates the calculations are flawed.
He concluded that Pepco’s 2005 Study “is of no value,” and therefore the Commission
should consider eliminating the Company’s CWC request.””*

AOBA witness Oliver argued that Pepco’s 2005 Study “does not provide a
reasonable or appropriate portrayal of its actual revenue lags” in light of the subsequent
implementation of a Bill Stabilization Adjustment (“BSA”) mechanism. Although Pepco
has adjusted for the MCFET, the Company has not adjusted for the effect of the BSA
mechanism even though it now has “sufficient historical experience” to do so. Mr. Oliver
questioned the fairness of this lack of balance in the 2005 Study. Furthermore, he
recommended that the Commission order Pepco to “prepare a special study” for its next
case that assesses the influence of the BSA on the Company’s billing and revenue
collection lags. '

Staff also argued that the 2005 Study is “outdated,” noting that today more
customers pay bills online, which reduces the revenue lag. Ms. Stinnette stated that lead-
lag studies should generally be performed every five years. Furthermore, she stated that
by only adjusting for the MCFET, “the Company appears to be ‘cherry-picking.’”
Although she admitted that CWC is a legitimate part of the cost of service, Ms. Stinnette

recommended the elimination of Pepco’s entire CWC allowance because more current

data should have been used to develop the CWC allowance. >

1% Schultz Direct at 33-35.  Montgomery County supports OPC’s CWC adjustment. Montgomery County
Initial Brief at 73-74.

' Oliver Direct at 61-63.

% Stinnette Direct at 6-8. Staff witness Brekke-Miles proposed a CWC adjustment using the net lag days
from Case No. 9286 for changes in O&M expenses. Brekke-Miles Direct at 3.

43

1041



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195

CEP 17-13, Attachment 2

Page 48 of 181

Ms. Hook responded that AMI implementation will not change Pepco’s billing
cycle, and that OPC has offered no evidence that electronic payments will shorten the net
revenue lag.”’’ Ms. Hook emphasized that the 2005 Study was accepted just four and
one-half months prior to filing this case, no party requested a new study, and the
Commission did not direct that a new one be filed in its last case. She said Pepco will file

2 As for pensions, she noted that such

an updated lead-lag study in its next case.”
payments are not part of day-to-day operations. Further, she stated there is no
“disconnect” in the Company’s payroll calculation in the CWC computation as it is the
same as the amount in its (uncontested) adjustment RMAI11l to annualize wage

2% Ms. Hook asserted that the only reason for the change in net lag days from

increases.
Case No. 9286 is due to the MCFET, which she emphasized constitutes 40% of the total
expenses included in the net lag day computation.”®* Ms. Hook argued that Staff has
provided “no quantification of specific operational changes and their impact on the
Company’s cash working capital requirement.”*”> Ms. Hook stated that AOBA has
mischaracterized the BSA and that it has “no impact on either the billing process or

»2% Ms. Hook concluded that the CWC requirement “does not

collection activities.
change substantially over time, absent a significant change in lag days to a significant

item,” like the MCFET. Therefore, she asserted Pepco’s CWC adjustment should be

accepted. >’

! Hook Rebuttal at 14-15.
2214 at 16.

23 1d at 16-18.

2114 at 19.

25 1d. at 20.

26 1d at 21.

27 1d. at 22.
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b. Commission Decision

We agree with Staff, OPC and AOBA that the 2005 Study, which forms the basis
for the Company’s CWC adjustment, is outdated. We concur with Staff and others that
such studies should, in the future, be conducted approximately every five years. Further,
we find the Company’s “update” to the 2005 Study for the MCFET is one-sided, as it
would increase CWC requirements without even considering any updates that might
reduce CWC requirements. However, we find the recommendations to eliminate Pepco’s
entire CWC allowance to be unsupported and without merit, as no party presented a
compelling case that the Company does not have a continuing CWC requirement. On
balance, we find that the appropriate solution is to modify the Company’s unadjusted
2005 lead-lag study to remove the Company’s one-sided “update” for the change in lag
days associated with the MCFET to reflect the lag days used in Case No. 9286.%°® Based
upon the Commission’s decisions herein, we find that rate base should be reduced by
$21,129,000 for CWC purposes. Further, we direct the Company to file a new lead-lag
study in its next base rate proceeding, and further direct Pepco to consult with the parties
regarding the new study, including but not limited to the influence (if any) of the BSA on
CWC requirements.*”

7. Annual Incentive Plan (AIP)

a. Parties’ Positions

Pepco’s RMAI3 reflects non-executive Annual Incentive Plan (“AIP”)

management employee costs at a three-year average level. Ms. Hook stated that this

% We urge Pepco to work with Montgomery County officials to reinstate the quarterly remittances for the
MCFET. The loss of CWC from the change from quarterly to monthly remittances will, according to
Company witness Hook, result in increased costs to ratepayers of about $14 million when included in a
rate case Transcript at 420.

29 As Pepco will be responsible for the study, we do not mandate any particular adjustments.
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adjustment is consistent with previous adjustments approved in Pepco’s last two rate
cases. !’

OPC argued that the AIP is not sufficiently customer focused because it ensures
payouts to employees rather than requiring improved performance. Consequently, Mr.
Schultz recommended disallowance of 90% of the AIP adjustment, noting that “there is
5% benefit coming from each of the questionable customer and employee goals.”*'! Mr.
Schultz emphasized that the financial goals in the AIP are “shareholder oriented.”
Further, he asserted Pepco lowered customer goals in 2011 in order to achieve the goals,
which means there was “no incentive for improvement because the Company’s goal was

” 212 He noted that the employee goals were the same

simply to maintain the status quo.
in 2011 as 2010. Despite the criticism, Mr. Schultz stated that the Company should not
eliminate its incentive plans because properly focused plans “can have value.” He
concluded that “a 50/50 sharing of the cost between shareholders and customers would be
justified if the goals actually did require better than average performance and better than
average customer service and reliability.”*"

Company witness Boyle stated that the 2012 AIP has not significantly changed
from the previously approved 2011 AIP. He argued that attention must be paid to
shareholders and the Company must demonstrate an appropriate level of accountability in
order to raise the capital necessary to provide utility services to customers. Furthermore,

he stated that the Commission has determined that an AIP may appropriately include both

financial and operational goals. Mr. Boyle stated that continually increasing goals could

29 Mook Direct at 13-14.
A1 gchultz Direct at 41.
214 at 45.

A3 1d. at 47-48.
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render the goals unattainable and therefore useless as incentive tools. He emphasized that
the goals are “based on a thoughtful and balanced approach” to incent a high level of
performance, which is demonstrated in his view by the fact that Pepco has met or
exceeded the new Service Quality and Reliability Standards.*'* Ms. Hook responded that
the AIP is an important part of total employee compensation and promotes operational
excellence. She stated that OPC’s proposal should be disregarded noting that no other
party disputed the computation of this adjustment.*"

Mr. Schultz stated that the fact the AIP has not changed significantly is a problem,
because Pepco achieves a goal and doesn’t change (raise) it. Further, if goals are not met,
exceptions are made so incentives can be paid, which means customers are paying the
cost for lower customer satisfaction requirements. He argued that financial performance
should be tied to increased earnings or cost savings and then shareholders and ratepayers
can both share in improved performance. For these reasons, Mr. Schultz continues to
16

recommend disallowance of 90% of AIP costs.>

b. Commission Decision

We find in this case, as we did in Pepco’s last rate case, that the non-executive
AIP is an appropriate method to encourage employees to achieve operational efficiency
and promotes quality customer service, which benefits ratepayers.?’” Even OPC agrees
that appropriately focused incentive plans can have value. We also note that RMA13 is

based upon a three-year average level of expense, which reduces the cost of service for

214 Boyle Rebuttal at 11-13.

3 ook Rebuttal at 47- 48.

36 §chultz Surrebuttal at 29-32.

217 See also Case No. 9286, Order No. 85028 at 66.
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ratepayers compared to 2012 expenses. Therefore, we will increase operating income by
$443,000.

8. Energy Advisors and Energy Engineers (EA&EE)

a. Parties’ Positions

In response to Commission Order No. 85319,%' Ms. Hook added a ratemaking
adjustment to reflect the 2013 cost for energy advisors and energy engineers
(“EA&EE”).*" Staffs, OPC and AOBA take issue with the adjustment.

Mr. Schultz argued that customer service representatives have provided energy
assistance and advice for years. He noted that only a small number (476) of customers
were assisted by the EA&EEs, at a ratepayer cost of $1.7 million, which equates to
$3,488 per customer. He also noted a concern with a possible duplication of costs.
Therefore, OPC recommended that this adjustment be disallowed.**

AOBA witness Mr. Oliver stated that Pepco has not demonstrated either the need
or cost-effectiveness of the EA&EE program, noting the Company’s failure to tie costs to
energy efficiency gains or cost savings for its system. Moreover, Mr. Oliver asserted that
the services EA&EEs provide are not substantially different from services available in the
competitive market. He argued that it is unfair for customers who use outside vendors to

be required to pay for a limited number of customers to get such services for free. He

argued that the program “constitutes little more than a public relations program for

8 Order 85319 was issued January 17, 2013, in Pepco’s EmPOWER proceeding, Case No. 9155. Order
No. 85319 authorized recovery of 2011 and 2012 EA&EE costs in the EmPOWER surcharge but directed
that future costs be reviewed in a base rate proceeding.

¥ Hook Supplemental Direct at 2-3. MEA supports Pepco’s EA&EE adjustment. MEA Reply Brief at 6-8.

0 Schultz Direct at 61-62.
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Pepco.” He concluded that, if the program is to be continued, then costs should be billed
to customers who use the services.**!

Staff witness Sherwood asserted that Pepco has failed to provide evidence why
these post- test year costs should be recovered and also has failed to demonstrate that the
EA&EE costs are not duplicative.”? Ms. Sherwood asserted that Pepco has not
demonstrated a need for the EA&EE positions or proven that the positions are cost

23

effective.’” She noted that the Commission has disallowed cost recovery for these

2 Ms. Sherwood argued that the

positions in two previous Pepco base rate cases.’
Company is trying to socialize costs that benefit an “extremely small” number of
customers. She emphasized that the services EA&EEs provide can and should be
provided by customer service representatives (“CSRs”), the crises call center, and
EmPOWER Maryland call centers. As for a home analysis or other guidance, Ms.
Sherwood recommended that Pepco direct customers to contact an electrician or outside

expert.”” Ms. Sherwood stated that if the Company believes these positions support the

EmPOWER or AMI programs, then it should seek recovery through those programs.®*°

Ms. Stinnette also noted that the adjustment does not adhere to the matching principle.*’
For these reasons Staff recommended rejection of the Company’s adjustment. ***

Pepco witness Reese responded that the EA&EEs “provide valuable service to

customers on a wide range of topics,” and that the roles have not changed since the

=1 Oliver Direct at 57-59.

2 Sherwood Direct at 1-3.

3 Sherwood Surrebuttal at 10 and 14.

2d. at 2.

*Id. at 1,5-7, 10 and 14.

*°Id. at 10-11.

227 Stinnette Direct at 10.

% Sherwood Direct at 1. Mr. Schultz stated that the Company offered no reasons to change his
recommendation to eliminate this expense. Schultz Surrebuttal at 35. Montgomery County supports
Staff’s position. Montgomery County Initial Brief at 72.
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Commission found them “prudent” in Case No. 9155.* Ms. Reese stated that the
purpose of the initiative is to provide customers necessary information to make informed
energy choices, noting that the volume of services continues to rise. Ms. Reese
emphasized that EA&EEs have special skills and requirements and do not perform the
same functions as customer service employees. She also argued that EA&EEs are

available to all of Pepco’s customers and the costs should not be directly assigned.?’

Ms. Hook stated that costs for these positions are not duplicative. >"!

b. Commission Decision

In Order No. 85319 issued in Pepco’s EnNPOWER proceeding,>** we authorized
the Company to recover its 2011 and 2012 costs for its EA&EE positions in the
EmPOWER surcharge. However, we directed that any future requests for cost recovery
be made in a rate case.”> We noted our finding that EA&EEs “are utilized to handle a
wide range of topics with the Utilities’ customers, from EmPOWER matters to AMI, and
from reliability issues to customer call assistance in the case of mass call events.”>**
Therefore, contrary to Staff’s position we do not believe that EA&EE costs should be
parceled out for recovery in either Pepco’s EmPOWER or AMI proceedings but are more
appropriately considered in a base rate case. Upon review of the record in this case, we

235
as these

find that Pepco has supported the recovery of EA&EE costs for 2013
personnel support a diverse range of customer assistance initiatives. Therefore, operating

income will be reduced $989,000.

2 Reese Rebuttal at 3.

20 1d. at 3-5.

2! ook Rebuttal at 50.

2 Case No. 9155.

23 Order No. 85319 at 1.

2 1d. at 4.

> See particularly Reese Rebuttal and Transcript at 667-721.
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9. AMI Meters

a. Parties’ Positions

Mr. Schultz for OPC noted that Pepco has included an average cost of $32 million
in unadjusted rate base for AMI meters, but argues that this is not appropriate because the
Commission has not yet authorized recovery for these meters.”>® He stated that AMI
costs should be deferred pending a determination about AMI’s cost-effectiveness. Mr.
Schultz also noted a concern because the undepreciated costs of legacy (old) meters are to
be considered in a depreciation proceeding, yet it appears Pepco is continuing to collect a
return on plant that is no longer used and useful. He recommended disallowing most of
the AMI cost ($29.76 million) noting that the Commission allowed recovery ($2.966
million) in Case No. 9286 of AMI meters actually installed in that test year. >’

Ms. Stinnette stated that AMI meter costs should not be recovered until Pepco has
delivered a cost-effective AMI system. Until then, costs should be deferred into the

2% She noted that the entire AMI system

regulatory asset as directed by Order No. 83571.
is forecasted to cost $141 million, and opined that, if the system proves not to be cost-
effective, then “the Commission will be unable to disallow the recovery of the meters
since they would not be part of the regulatory asset.”*”

Ms. Hook responded that the Company is only requesting recovery of costs

associated with meters that are used and useful and serving customers. She noted that

#¢ Schultz Direct at 30.

>71d. at 31-32.

¥ Order No. 83571 was issued in Pepco’s AMI proceeding, Case No. 9207.

29 Stinnette Direct at 8-9. See also Sherwood Surrebuttal at 11-14. Staff modified its original proposal and
now only proposes to exclude AMI costs in excess of costs approved in Case No. 9286. Stinnette
Surrebuttal at 2. AOBA supports Staff. AOBA Initial Brief at 51. Montgomery County also supports
Staff’s position. Montgomery County Initial Brief at 70-72.

51

1049



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195

CEP 17-13, Attachment 2

Page 56 of 181

400,000 AMI meters cannot be deployed instantaneously. Ms. Hook emphasized that
Pepco is not requesting recovery of AMI infrastructure deferred costs. **’

Montgomery County addressed another aspect of AMI. Mr. Ostrander proposed
an adjustment to remove AMI “expenses” that he argued should not be included in the
test period. He stated that expenses should be included in the AMI deferred costs.
Although Mr. Ostrander identified some AMI expenses, he was not able to identify all of
them as yet. Moreover, he noted Pepco claimed a problem with identifying vendor
payments on a Maryland specific basis, so Mr. Ostrander allocated approximately 50% of
the total estimated Pepco AMI expenses to Maryland.**!

Responding to Mr. Ostrander, Ms. Hook stated that the AMI costs he has
identified “were either appropriately deferred in a regulatory asset or not related to
AML”** In his Surrebuttal testimony Mr. Ostrander revised his proposed adjustment
downward in response to clarifications in Ms. Hook’s Rebuttal testimony. However,
because of inconsistencies between some of Ms. Hook’s statements and Company
responses to data requests, Mr. Ostrander continues to claim that some AMI expenses are
included in the cost of service.**

b. Commission Decision

In Order No. 83532, issued in Pepco’s AMI proceeding, Case No. 9207, we stated
that we would require the Company to demonstrate that its AMI system is cost-effective

for its customers as a condition of recovery of prudently incurred costs.”** We affirmed

* Hook Rebuttal at 12-14. MEA supports Pepco’s recovery of AMI meter costs. MEA Reply Brief at 8-
11.

1 Ostrander Direct at 63-64.

2 Hook Rebuttal at 35. Ms. Hook provides additional details at pages 36.37.

*B Ostrander Surrebuttal at 30-34. According to the Chart, Montgomery County proposes reducing
expenses by $590,000 for claimed AMI expenses in the cost of service.

*** Order No. 83532 at 2.
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this position in Order No. 83571 when we authorized Pepco to establish a regulatory
asset for the incremental costs associated with AMI deployment, stating that when Pepco
could demonstrate that it has delivered a cost-effective AMI system, then the Company
could seek cost recovery in a base rate proceeding.>* Pepco does not contest that new
AMI meters, regardless of whether they have been installed, represent incremental AMI
costs. Additionally, it is undisputed that Pepco has not yet demonstrated that its AMI
system is cost-effective. We are aware that in Order No. 85028 in Case No. 9286, we
allowed recovery in rates of the AMI meters actually installed in the test year, for the
reason that they were in service and used and useful. =~ However, upon further
consideration, we realize that this would lead to a result where the cost of the vast
majority of AMI meters would be installed and included in rates before Pepco
demonstrates the installation was cost-effective. Allowance of such costs outside the
boundaries of the Company’s test year would not satisfy the prudently incurred
requirement established in Order No. 83532. Therefore, we reaffirm the prudently
incurred costs pre-condition adopted in Order No. 83532, which included the requirement
that Pepco demonstrate that its AMI system is also cost-effective for its customers.**
Thus, we decline to follow Order No. 85028 in this case. Instead, we adopt Staff’s
recommendation to remove the cost of the Company’s AMI meters in this case, which
will reduce rate base by $23,402,000 and increase operating income by $542,000.

However, we reject Montgomery County’s proposed expense adjustment as unsupported.

5 Order No. 83571 at 57.
246 See Order No. 83532 at 2.
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10. Average Overtime Expense

a. Parties’ Positions

Ms. Hook noted that in Case No. 9286 the Commission approved a downward
adjustment for overtime expense (net of storms) that reflected the six-year (2006-2011)
expense average because Pepco failed to meet its burden of proof regarding a substantial
increase in test year overtime expenses. In 2012, Pepco’s overtime costs, net of major
storm costs, was $11 million, compared to $13.6 million in 2011 and the 2007-2010
average of $7.7 million. Ms. Hook stated that the increase in the last two years “is due to
increased substation equipment and overhead line maintenance costs associated with

59247

ongoing reliability efforts which will continue into the foreseeable future. Because of

these and other costs, Ms. Hook concluded that 2012 overtime expenses are more
reflective of future costs than a historical average.**®

Mr. Schultz stated Pepco’s explanation for the recent increase in overtime costs is
“not satisfactory” because it is “too general and does not provide any comparative detail
that would explain the increase and variance from the years 2006-2010.”%* Mr. Schultz
stated that “beyond the storm events, the Company has provided no support for a claim
that the variance is reliability related.”**° He also noted that Pepco has not conducted any

audit of its overtime expenses.”' Because 2011 and 2012 variances remain unexplained,

which means the costs are not known and measurable, he recommended calculating the

7 Hook Direct at 19. See also Schedule (LJH)-3.
28 Id. at 19-20.

9 gchultz Direct at 37.

4. at 39.

1 Schultz Surrebuttal at 28.
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variance by comparing 2012 costs to costs for 2006-2009. He stated that his adjustment
reduces Pepco’s Maryland overtime expense by $2.3 million.*?

Mr. Ostrander, using the six-year average method adopted in Case No. 9286,
removed $2.2 million of 2012 “unexplained” overtime expenses.” Furthermore, he
stated that Pepco has not explained why these costs were treated differently than other
storm-related overtime costs, which were removed and amortized over five years by

254

Pepco.”" Mr. Ostrander characterized Ms. Hook’s explanations as “vague,” arguing that

2 Furthermore, he argued

they are “not supported by any calculations or documentation.
that there is no documentation demonstrating that the remaining overtime costs are
recurring and will be incurred in 2013 and beyond.>® Therefore, he concluded a six-year
(2007-2012) average of costs should be used or the remaining costs should be amortized
over five years. >’

Ms. Hook responded that the increased level of non-storm overtime expense
beginning in 2011 “is the result of the combined impact of the Company’s Reliability
Enhancement Plan, use of overtime to support increased emergency preparedness, and
increased maintenance requirements associated with higher reliability standards and
expectations,” which will “remain the norm going forward.”>®  Although Mr.

Ostrander’s adjustment comports with the Commission’s averaging method in Case No.

9286, Ms. Hook noted that Mr. Schultz’s adjustment does not. She stated that Mr.

»2 Schultz Direct at 40.

3 Ostrander Direct at 46 and Exhibit BCO-2, Schedule A-5 (Ad; BCO-4). The six year averaged overtime
costs, excluding 2007-2012 overtime storm costs removed by Pepco, 1s $9.3 million. Net storm costs for
2012 are $11.5 million.

>4 Ostrander Direct at 46-47.

> 1d. at 48.

Z°Id. at 51.

*71d. at 52.

>¥ Hook Rebuttal at 44.
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Schultz ignored 2011 and 2012 overtime experience and noted that the Commission used
the most recent six-year average in Case No. 9286. However, she stated that the
Company has reflected a more appropriate level of expected costs rather than a reduced
level that reflects a cost pattern that no longer exists. >

b. Commission Decision

In Case No 9286, we denied Pepco’s request to include test-year overtime
expense because the Company had not performed an appropriate analysis to examine the
significant increase in these costs. Consequently, we used the most recent six-year
average of net-of-storm overtime costs. Although Pepco has provided a general
explanation for the increase in recent (2011 and 2012) years in this case, it has failed to
conduct an audit to examine this matter in detail. Consequently, we accept Montgomery
County’s adjustment, which will increase operating income by $1,338,000. Further, we
direct Pepco in its next rate case to provide a more thorough analysis of overtime (net of
storm) expenses, which shall include an audit of expenses from 2007, forward.

11. Rate Case Expense

a. Parties’ Positions

Pepco stated that the total rate case costs are $238,000 and that the incremental
costs should be included in rates. Pepco noted that figure is much less than in recent
cases and, because the frequency of filings has increased, this is an “appropriate level of
expense upon which to establish rates going forward.”**

OPC challenged the $93,000 cost of the return on equity (“ROE”) witness and

recommended removal of half of the cost because the amount is “excessive,” particularly

9 Hook Rebuttal at 44-45.
20 Mook Direct at 15 and Schedule (LJH-S)-1, page 4.
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since the witness provided similar testimony in past cases. OPC also recommended
removal of the entire $100,000 for outside counsel costs because Pepco has five in-house
attorneys working on the case and has not even retained outside counsel. !

Mr. Ostrander opposed Pepco’s proposal to expense current rate case costs. He
recommended that they be amortized over three years consistent with the decision in
Case No. 9286.%

Staff stated that Pepco should recover only known and measurable rate case
expenses that are incurred through the end of the hearing. However, Staff stated that of
Pepco’s five in-house attorneys working on the case, three have worked on Pepco’s last
three cases and one has worked on the last five. Staff concluded that, with this
experience, Pepco should not be able to recover any outside counsel costs for this case.?*

Ms. Hook responded that total rate case expenses in Case No. 9286 were
$681,000, of which $107,845 was for expert ROE testimony. She argued that costs have
been substantially reduced, and that Mr. Schultz offered nothing more than personal
opinion to support his proposed reduction. As for house counsel, she noted that they are
not devoted full-time to this case.***

b. Commission Decision

Pepco requests recovery of $238,000 in rate case expense, which is a substantial
reduction from its last base rate proceeding.*®> Based upon this record, we do not find
that Staff or OPC has presented a persuasive case to reduce this amount further.

However, rather than expense this cost as Pepco proposed, we concur with Montgomery

2! §chultz Direct at 63-65.

262 Ostrander Direct at 80-82.

23 Brekke-Miles Direct at 5.

2 ook Rebuttal at 39-41.

63 Case No. 9286, Order No. 85028 at 58-60 and Hook Rebuttal at 39.
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County that current rate case expense should be amortized over three years, consistent
with Commission precedent. Therefore, operating income will be reduced by $37,000.
12.  Uncollectibles

a. Parties’ Positions

Company RMA10 reflects uncollectible expense based upon the write-off percent
experienced through September 2012 applied to test period revenues. Ms. Hook stated
that the percentage of write-offs is trending slightly upward. Therefore, she stated the
most recent experience can be expected to occur in the rate effective period.*®® Mr.
Schultz recommended using a five-year average for uncollectible expense, asserting that
2012 write-offs actually trended downward. He stated that averaging provides a

7 Ms. Hook responded that

representative expense level for a normal year.?
uncollectibles averaged .6546% of revenue from 2006-2009 but averaged 1.0123% from
2009-2012. Although the percentage of write-offs dropped slightly in 2012 from
2268

2010/2011 levels, she stated that RMA10 “appropriately reflects that.

b. Commission Decision

Based upon this record, we find the Company’s proposed adjustment
appropriately reflects a reasonable level of uncollectible expense. Therefore, operating

income is reduced by $1,03 1,000.%%

¢ Hook Direct at 11-12.

%7 Schultz Direct at 60-61 and Ex. LA-1, Sch. C-9.

*% Hook Rebuttal at 47.

%9 We note that OPC’s adjustment would have reduced operating income by $1,065,000.
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13. Employee Activity Costs

a. Parties’ Positions

Staff stated that employee activity costs are “costs incurred by the Company in
support of non-business activities of employees.”?”’ While such activities promote, “to a
degree,” employee productivity and operational improvements, Ms. Brekke-Miles noted
that the activities also benefit shareholders. Consequently, she recommended dividing

' The Company responded

the costs equally between the Company and its customers.?
that the “modest amount of employee activity costs” it seeks to recover do not reflect the
total amount it spends on employee morale and team building, and therefore “should be

allowed without further reduction.”?”>

Ms. Brekke-Miles noted that Staff’s position is
consistent with Commission precedent.?”

b. Commission Decision

Consistent with Commission precedent, we concur with Staff that employee
activity expenses benefit both shareholders and ratepayers. Therefore, it is appropriate to
divide the costs equally. Consequently, we accept Staff’s adjustment, which will increase
operating income by $89,000.

14. Supplemental Executive Retirement Plan (SERP) Expense

a. Parties’ Positions

Mr. Schultz stated that the supplemental executive retirement plan (“SERP”) is an
additional benefit for select high-level employees that is not available to others. Only 93

current and former employees participate. He stated that this retirement plan is

7% Brekke-Miles Direct at 5.

1 Id. at 5-6. OPC concurs with Staff. OPC Reply Brief at 24. Montgomery County also supports Staff’s
position. Montgomery County Initial Brief at 73.

> Hook Rebuttal at 48.

*3 Brekke-Miles Surrebuttal at 3.
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considered a “discriminatory plan”, which is referred to as a “non-qualified plan for IRS
purposes.”>”* He noted that these employees are also covered by three other Company
retirement plans. Mr. Schultz concluded that “it is not reasonable to require ratepayers to
pay this excessive amount of benefits limited to a select group and therefore
recommended disallowing this expense.””

Ms. Hook responded that SERP expense has been uncontested in Pepco’s last
three rate cases and was approved in another utility rate case. She noted that Pepco is
including the SERP liability in rate base. She concluded “there is no justification to look
backward, and retroactively remove expense related to prior periods.” Therefore, she

stated that OPC’s proposal to remove the SERP expense should be rejected.*”

b. Commission Decision

The SERP rewards only 93 select senior officials who, as OPC points out, receive
three other pension benefits from Pepco. While it is for the Company to determine the
appropriate compensation for employees, the Company has the burden to prove that such
costs are appropriate to pass on to ratepayers. Not only is the SERP highly selective, it is
uncontested that it is also a “nonqualified plan” for IRS purposes. On this record, we do
not find that the Company has justified passing on 100% of these select pension costs to
ratepayers. Rather, as with employee activity expenses, we find that it is more reasonable
to divide these costs equally between the Company and ratepayers. Therefore, we accept

one-half of OPC’s adjustment, which will increase operating income by $909,000.

7 Schultz Direct at 48-49

23 Id at 49. Mr. Schultz also recommended that rate base be reduced for the average Maryland SERP
liability as of December 2012. The Company and other parties concur with this and it is now reflected as
an uncontested adjustment. See the Chart and Hook Rebuttal at 34.

*® Hook Rebuttal at 34-35.
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Additionally, we will revisit this issue in Pepco’s next base rate case to determine what, if
any, of these costs provide any benefit to ratepayers.

15. Directors and Officers Liability Insurance

a. Parties’ Positions

Mr. Schultz recommended that 50% of the Company’s directors’ and officers’
liability insurance (“D&O insurance”) cost be excluded. He stated that shareholders are a

>

“primary beneficiary” of this expense, as directors are elected by shareholders to
represent their interests, not those of ratepayers. He concluded that, because shareholders
receive most of the benefit of this expense, it is not appropriate for ratepayers to pay
100% of the cost. He also stated that other jurisdictions have recognized that cost-
sharing is appropriate.?”’

Ms. Hook responded that D&O insurance permits the Company to attract

13

qualified directors because “[n]o one with reasonable judgment or knowledge would

»2™ Further, she asserted that the

expose themselves to personal liability for such duties.
directors are responsible for hiring senior management, who are responsible for
maintaining operational integrity and system reliability, which is a direct benefit to
ratepayers. She noted that in Pepco’s last case, the Commission declined to remove any

D&O costs from the cost of service.?”

b. Commission Decision

As we have stated previously, we find that D&O insurance is a legitimate
business expense. OPC has not offered a sufficient basis to exclude part of these costs in

this case; therefore, we reject OPC’s proposed adjustment.

217 §chultz Direct at 65-69.
28 ook Rebuttal at 45.
9 Id. at 45-46.
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16. Materials and Supplies

a. Parties’ Positions

Mr. Ostrander proposed to reduce the materials and supplies (“M&S”) balance
reflected in rate base by $3.4 million because Pepco allegedly failed to explain the reason
for the significant 34% increase from 2011 to 2012. He stated that the M&S balance
should instead reflect only a 20% increase for 2012, which coincides with the increase
that occurred from 2010 to 2011. He also argued that “[a]n ‘aged’ inventory listing might
have shown that old, obsolete, or seldom-used materials are included in M&S and should
be written off or at least adjusted for regulatory purposes.”

Ms. Hook responded that the end-of-test-year balance “reflects the level which is
expected to be maintained in the rate effective period and beyond.””®' She noted that
Pepco is in a capital-intensive period of reliability spending and that the 2013-2017
planned spending is 63% greater than that planned for 2012-2016. She stated that Pepco
reviews its M&S inventory for obsolescence and wrote off approximately $6.2 million of
M&S from 2008-2012.%% Ms. Hook provided a chart listing categories of M&S that
increased for 2012, noting that the amounts relate to reliability construction projects and
complying with new performance standards.**

Mr. Ostrander countered that Pepco has not demonstrated that a 34% annual
increase in M&S will be normal in the future. He also questioned the meaningfulness of

Pepco’s documentation and assumptions, noting that a 63% increase in reliability

spending over five years is only a 12.6% annual increase. Mr. Ostrander further

%0 Ostrander Direct at 83-84. OPC concurs with Montgomery County’s position. OPC Brief at 24.
1 Hook Rebuttal at 23.

*21d. at 23-24.

3 1d. at 25.
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questioned the relationship between M&S levels and reliability spending and the
accuracy of Pepco’s budgeting process.”®*

b. Commission Decision

The issue before us is what the representative level of M&S inventory should be
for the rate effective period. Historical fluctuations are less meaningful where the test
year balance 1s not expected to decrease. In recent years, the Company has increased
reliability spending; materials and supplies are necessary to carry out that process. We
find that Pepco has met its burden of proof, and that the terminal test-year M&S balance
is reasonable for ratemaking. Therefore, we reject Montgomery County’s proposed
adjustment.

17. Excess Outside Legal Expense

a. Parties’ Positions

Mr. Ostrander stated that $483,263 in 2012 outside legal expenses should be
removed because they are excessive, noting that Pepco’s 2012 outside legal expense of
$7.9 million is almost the same as the 2011 expense, (after removal of Case No. 9240
outside legal costs), which the Commission found excessive in Case No. 9286. Mr.
Ostrander stated that Pepco has not explained why 2012 costs remain at excessive levels.
He stated that his adjustment brings 2012 outside legal expenses in line with 2010
expenses, which were apparently deemed reasonable by the Commission.*®

Ms. Hook responded that the Company provided Mr. Ostrander with “extensive

documentation” of its outside legal expenses, noting that costs have increased particularly

#1 Ostrander Surrebuttal at 42- 44.

* Ostrander Direct at 72-76 and Ex. BCO-2. Mr. Ostrander states that his adjustment is “conservative”
compared to the last case because he did not remove the increase in costs for the categories “Md. 92407,
“Regulatory Matters MD” and “Workman’s Comp.” Id. at 75-76.
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in the areas of litigation support, general corporate and environmental.**® She noted that
the Company must defend its interests and “must weigh the hiring of a larger in-house
staff of attorneys versus the use of outside counsel with expertise in specific areas.”*’
She asserted that Mr. Ostrander has not provided any evidence as to why 2010 represents
an appropriate level of expense and fails to acknowledge that inflationary pressures have
raised costs. She concluded that Montgomery County’s proposed adjustment should be
288

rejecte

b. Commission Decision

In Pepco’s last rate case, we found that the Company had “failed to provide
documentation explaining the significant increase in the Maryland portion of legal costs
from 2010 to 20117 and consequently disallowed the increase in those outside legal
costs.” We find Pepco’s explanation of why 2012 costs remain much higher than 2010
costs still lacking sufficient detail. Because Pepco has the burden of proof, which it has
not met, we accept Montgomery County’s proposed adjustment. Therefore, operating
income will increase by $288,000.

18. Accenture Expenses

a. Parties’ Positions

Mr. Ostrander originally proposed a $1 million reduction to expenses as a

placeholder to reflect savings from a contract between Pepco and a vendor, Accenture,

290

for services performed in 2012.”" Ms. Hook responded that the Accenture contract was

for a sourcing and procurement project, which was designed to reduce O&M expenses by

26 Hook Rebuttal at 41-42.

B 1d. at 42.

B8 1d at 42.

2 Case No. 9286, Order No. 85028 at 68.
2 Ostrander Direct at 66-71.
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$6 million on a PHI-wide basis in 2013. She noted that the Pepco/Maryland costs in
2012 were $401,000.”°" Ms. Hook argued that this is a prudent and necessary business
cost that should be reflected in the cost of service, although she admitted that potential
savings “have not yet been realized.”** Mr. Ostrander subsequently recommended that,
because the costs were incurred in 2012 but the savings are expected in 2013, expenses
should be reduced in this case by $401,000 and the Accenture expense should be moved
to a deferred asset account (and thus reflected in rate base), subject to review and
93

. - 2
potential recovery in Pepco’s next rate case.

b. Commission Decision

Based upon the record we concur with Montgomery County. While the expenses
were incurred in 2012, it 1s undisputed that savings are not expected until 2013. Given
the scope of the Accenture contract, we find that it is more appropriate to match the
benefits with the expenses for what appears to be a significant non-recurring expense.
Therefore, operating income is increased by $239,000 and rate base will be increased by
$401,000.

19. Case No. 9214 Expense

a. Parties’ Positions

Mr. Ostrander proposed that Pepco’s Case No. 9214%** expenses incurred in 2012
be amortized over a “reasonable” three-year period. He noted that this is similar to the

treatment of rate case expenses.”> Ms. Hook responded that regardless of whether these

*! Hook Rebuttal at 38. The PHI-wide costs in 2012 were $1,456,000. Id.

*2Id. at 38-39.

% Ostrander Surrebuttal at 34-36. OPC concurs with Montgomery County’s position. OPC Reply Brief at
24,

#1 Case No. 9214 involves an investigation into whether new generating facilities are needed. Pepco has
appealed the Commission’s decision to court.

3 Ostrander Direct at 79-80. OPC concurs with Montgomery County’s position. OPC Reply Brief at 24.
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costs are already incurred by Pepco, the Company will always have a variety of non-
base-rate matters before the Commission. Therefore, she argued Montgomery County’s
proposed adjustment is inappropriate. >’

b. Commission Decision

We agree with Pepco that the Company routinely has non-base-rate matters
before the Commission. However, the Company did not quantify what those annual
expenses are normally. Consequently, we accept Montgomery County’s adjustment and
will increase operating income by $121,000.

20. “Excess” Long-Term Debt Costs®Z

a. Parties’ Positions

AOBA witness Oliver concluded that the long-term debt rate proposed by Pepco
was high compared to the long-term debt rates of other Maryland utilities. Specifically,
Mr. Oliver claimed that Pepco's long-term debt rate was higher than the average cost of
debt for such utilities as Delmarva Power & Light Company (“Delmarva”), for which the
Commission recently approved a rate for long-term debt of 5.30%, and Baltimore Gas
and Electric Company (“BGE”), for which the Commission approved a long-term debt
rate of 5.46%. Pepco's higher rate, according to Mr. Oliver, added $5 to $6 million to its
test year cost of service. >

Contributing to Pepco's cost of debt, Mr. Oliver argued, was the Company's
issuance in 2008 of 30-year bonds with an effective cost of 8.06%" and a make-whole

provision, thereby locking in the burden of that considerably higher than average cost

5 Hook Rebuttal at 43-44.

7 See also the Commission’s Ruling on Motion issued June 14, 2013, which also addresses this issue. The
Ruling is Docket Entry No. 156.

28 Oliver Direct. at 49-59,
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issuance through 2038."*” Mr. Oliver noted that in 2008 Delmarva issued bonds with
five-year maturities at 6.63%, and 30-year bonds at an interest rate of 4.00%. He also
pointed out that in 2008, Pepco issued 10-year bonds at the considerably lower rate of
3.31%.°%

As he concluded that Pepco's cost of long-term debt was unjustifiable, Mr. Oliver
recommended "that the Commission deduct at least half the annual value of those added
costs from any revenue requirement approved in this proceeding."*”’ Mr. Oliver
concluded by noting that PHI had treated financing for Pepco and Delmarva differently,
to Pepco's disadvantage, a difference that justifies some disallowance of Pepco's costs.
He noted that Pepco could seek elimination of any current disallowance in the present
case in a future base rate case.”"

On cross-examination, Mr. Oliver explained that by including a make-whole
provision in its 2008 bonds, Pepco required itself and its ratepayers to either pay 8.06%
to holders of Pepco's 2008 bond issuance until 2038, or to redeem the bonds earlier, at a
similarly high cost. Mr. Oliver did not challenge the 2008 bond issuance in itself, but
considered imprudent the make-whole provision that limited Pepco's ability to retire the
bonds economically.*®

On brief, AOBA set out other ways in which it claimed Pepco has not prudently
managed the costs of its long-term debt portfolio. It failed to justify the costs of that

portfolio, according to AOBA, as Mr. Boyle could not explain why Pepco’s March 2013

issuance of $250 million in 30 year bonds was 68% more expensive than a similar

2% Oliver Direct. at 50.
30 14 at 52.

3 14 at 52.

392 14 at 52-53.

393 T at 1401-1402.
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Delmarva bond issuance. Further, AOBA asserted that Pepco did not stagger its bond
issuances properly, and “withheld information from the Commission ... in Case 9286
regarding a new debt issuance that would have lowered [Pepco’s] weighted average cost
of debt ...

In its response on brief, Pepco points to the many ways in which companies
decide to issue bonds, suggesting that comparisons among companies can lead to

%> As to Pepco’s 2008 bond issuance, Pepco

inaccurate and inappropriate conclusions.’
notes that it was approved by the Commission, which stated that Pepco acted prudently at
the time. Its 2012 10-year bond issuance, according to Pepco, was at the lowest or next
lowest coupon rate of any PHI debt, and lowered Pepco’s cost of debt below the rate that
issuance of 30-year bonds would have achieved. Finally, Pepco states that its current
weighted cost of debt is 63 basis points lower than its cost of debt in Case 9286.>°°
Pepco therefore concludes that AOBA’s arguments concerning Pepco’s management of

its long-term debt portfolio should be rejected.

b. Commission Decision

We will allow Pepco to recover the returns on 30-year bonds it issued in 2008.
We will not, in this instance, use hindsight to penalize the Company for a decision
approved by us and made under financial circumstances not seen since the Great
Depression. The record does not explain why financing for Delmarva has been available
at a lower cost than for Pepco. We will therefore require Pepco, in future financing
applications, to supply the Commission with information supporting the length of

maturity of the debt (10-year, 30-year, etc.), the rationale for any make-whole provision,

34 AOBA Initial Brief at 39.
3% Pepco Initial Brief at 3.
314 at 4.
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and all other data requested by Staff to provide a more complete picture of proposed debt
issuances than current filings provide.

21. Allowance for Funds Used During Construction (AFUDC)

AFUDC i1s computed by multiplying the rate of return authorized by the
Commission in this case by the average balance of test period Construction Work in
Progress (“CWIP”) accruing AFUDC. Accordingly, we will reduce operating income by
$2,477,000.

22. Interest Synchronization

Interest synchronization is a procedure used to adjust the Company’s 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. The resulting interest is then multiplied by the State and federal
income tax rates to arrive at the operating income adjustment. Based upon the
ratemaking decisions in this Order, the appropriate interest synchronization results in a
decrease in net operating income of $55,000.

B. Cost of Capital

1. Parties' Positions

A utility's cost of capital consists of the return it must pay to investors in its
common stock (equity) and bonds (debt) in order to attract and retain those investors in a
competitive market. The utility recovers its return on equity ("ROE") and return on debt
through charges paid by ratepayers. The cost of debt can be directly observed, as bonds
are issued subject to specific interest rates. Return on equity, however, requires more

analysis, as it 1s typically based on the returns of a group of comparable companies and
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on different analytical approaches. Once the returns on debt and equity are determined,
they are weighted according to their book values, that is, the percentage of debt and
equity in the utility's capital structures. The sum of the weighted return on equity and
return on debt is the utility's overall rate of return ("ROR").

The rates of return determined in this case must conform to the principles of the
Supreme Court's rulings in the Bluefield and Hope cases.” The Commission has stated
that "Bluefield and Hope require that returns be sufficient to attract capital on reasonable
terms, maintain the utility's financial integrity, and provide investors with the opportunity
to earn a return comparable to investments carrying similar risks.">%®

Although Pepco is a subsidiary of PHI and its stock is not publicly traded, the
Commission must still examine Pepco's level of risk and its financial capital structure to
determine its cost of capital. In doing so, we look to the analyses of the parties
comparing Pepco to companies deemed comparable.

a. Pepco

Pepco witness Robert B. Hevert proposed a return on equity (“ROE”) for Pepco
of 10.50%, even higher than that ultimately requested by Pepco, and accepted Pepco's
capital structure.”® Mr. Hevert determined that Pepco's request for a 10.25% ROE was
at the lower end of the acceptable range.

Mr. Hevert performed several standard financial analyses to develop his
recommended rate of return. As a first step, Mr. Hevert selected two groups of

companies he deemed comparable to Pepco: a Transmission and Distribution ("T&D")

7 Bluefield Waterworks and Improvement Co. v. Public Service Comm'n of West Virginia, 262 U.S. 679
(1923). Federal Power Comm'nv. Hope Natural Gas Co., 320 U.S. 591, 603 (1944).

% In the Matter of the Application of Potomac Electric Power Company for Authority to Increase Its Rates
and Charges for Electric Distribution Services, Case 9286, at 83 (2012).

3% Hevert Direct at 2, 3, 49.
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group and an FElectric Utility group. He noted, however, that Pepco is solely a T&D
utility, and that "there are no 'pure play' state jurisdictional electric T&D companies that
may be used as a proxy for [Pepco's] Maryland electric distribution operations."*'® Mr.
Hevert therefore relied on electric and gas distribution facilities for the contents of his
T&D proxy group. He qualified, however, that by relying only on a group of combined
natural gas and electric utilities, Pepco's cost of equity "would be biased downward," as
gas distribution is considered less risky — therefore normally requiring a lower return on
investment — than electric distribution."!

In selecting his T&D group, Mr. Hevert performed five screening tests, relating
variously to cash dividends, analysts' ratings, presence or absence of generating assets,
and percentage of income from regulated sources. Those tests were meant to identify
utilities most similar to Pepco and resulted in his choosing Center Point Energy, Inc.;
Consolidated Edison, Inc.; Northeast Utilities; and UIL Holdings Corporation as his
comparable T&D companies.”

As his second proxy group, Mr. Hevert selected companies he referred to as his
Electric Utility Proxy Group. In contrast to his T&D proxy group, and Pepco itself,
Mr. Hevert's FElectric Utility Proxy Group included some electric companies with
regulated generating assets. He included companies with as much as 90% of operating
income derived from electric operations, and excluded companies involved in a merger or
that obtained more than 50% of their operating income from regulated natural gas. At the

end of his analysis, Mr. Hevert selected the following companies for his Electric Utility

Proxy Group: American Electric Power Company, Inc.; Cleco Corporation; Empire

319 Hevert Direct at 7.
Mid at7.
274, RBH-1 at 1.

71

1069



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195

CEP 17-13, Attachment 2

Page 76 of 181

District Electric Company; Great Plains Energy, Inc.; IDACORP, Inc.; Otter Tail
Corporation; PNM Resources, Inc.; Portland General Electric Company; Southern
Company; and Westar Energy, Inc. 313

Mr. Hevert first performed a constant growth discounted cash flow ("DCF")
analysis on his T&D and Electric Utility Proxy Group companies. The DCF
methodology assumes that investors purchase a stock based on the future price
appreciation and dividend growth they anticipate will result from that investment. The
constant growth DCF formula assumes that a company's dividends, earnings, book value,
and stock price all grow at the same constant rate.”*

To obtain price terms for his constant growth DCF calculations, Mr. Hevert used
the average daily closing prices for the 30-, 90-, and 180-day stock trading periods ended
October 12, 2012. For the dividend term he used the annualized dividend per share.
Mr. Hevert employed earnings growth estimates from Zacks, First Call, and Value Line
for the growth term required by the constant growth DCF formula.

Using those metrics, Mr. Hevert calculated 30-, 90-, and 180-day averages of the
high, mean, and low growth rates for the T&D and Electric Utility Proxy Groups,
summarized in the following table. The first two sets of results include DCF results for
Mr. Hevert's T&D and Electric Utility groups, respectively. The third set combines Staff
witness Luznar's proxy companies with Mr. Hevert's Electric Utility group. The fourth

set combines Mr. Hevert's T&D group with both his and Dr. Luznar's other proxy

companies:

313 Hevert Direct, RBH-1 at 5.
I at 14.
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Table 2a: Summary of Constant Growth DCF Results”"”
Mean Low Mean Mean High
Constant Growth DCF — T&D Proxy Group'°
30-Day Average 8.60% 8.96% 9.32%
90-Day Average 8.70% 9.05% 9.41%
180-Day Average 8.65% 9.00% 9.36%
Constant Growth DCF — Electric Utility Proxy Group
30-Day Average 8.95% 10.20% 11.72%
90-Day Average 9.09% 10.34% 11.86%
180-Day Average 9.08% 10.33% 11.85%
Constant Growth DCF — Combined Electric Utility Proxy Group
30-Day Average 8.89% 10.37% 11.98%
90-Day Average 9.04% 10.52% 12.12%
180-Day Average 9.04% 10.52% 12.12%
Constant Growth DCF — Combined Proxy Group
30-Day Average 8.83% 10.08% 11.42%
90-Day Average 8.97% 10.21% 11.55%
180-Day Average 8.95% 10.20% 11.54%

In his Rebuttal testimony, Mr. Hevert updated certain of his calculations. He also
reported the results of a Multistage DCF analysis that he performed using the same proxy
groups and time periods as in his previous Constant Growth DCF calculations.”’” Mr.
Hevert's low-end Multistage DCF results ranged from 9.21% to 9.96%. His mean multi-
stage DCF results ranged from 10.69% to 10.04%, and his high-end calculations spread
from 10.50% to 11.76%.°"®

Mr. Hevert also performed a Capital Asset Pricing Model ("CAPM") analysis,

which is a risk premium approach. It estimates the cost of equity for a given security by

1> Hevert Rebuttal at 9.

318 If PHI is included in the T&D Proxy Group, the mean Constant Growth DCF results would be 9.31%,
9.39%, and 9.36% for the 30-, 90-, and 180-trading day periods, respectively. The mean low DCF results
for the 30-, 90-, and 180-day averaging periods would be 8.91%, 8.99%, and 8.96%, respectively; and the
mean high DCF results would be 9.79%, 9.87%, and 9.83%, respectively.

317 As opposed to the “constant growth DCF formula, which assumes the same rate of growth of dividends
and stock price indefinitely, the multi-stage DCF assumes different rates of growth during different
periods.” See Hevert Rebuttal at 9.

°18 Hevert Rebuttal at 10.
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adding a return based on non-diversifiable risk to a risk-free ROR. Non-diversifiable risk
is the risk of a security that cannot be avoided by investing in another security with
different risks. The unavoidable risk of a particular security is quantified as the product
of that security's Beta (its measure of volatility compared to other securities) and the
overall market risk premium.’” In addition to calculating the CAPM, Mr. Hevert
performed an Empirical CAPM ("ECAPM") analysis. The ECAPM depends on the sum
of two numbers: the product of the adjusted Beta coefficient and market risk premium
(weighted 75%) and the Market Risk Premium itself, without the Beta (weighted at 25%).
The ECAPM method avoids overemphasis on Beta, according to Mr. Hevert. The results
of the two ECAPM calculations are added together, then added to the risk-free rate, to
produce the ECAPM.**

The risk-free rate employed in calculating the CAPM and ECAPM was
represented by the current 30-day average yield on 30-year U.S. Treasury securities
(returning 2.87%), as well as by the near-term projected Treasury bond yield (return-
ing 3.15%). Mr. Hevert noted that he chose to use two different estimates of the risk-free
rate because of volatility in the stock and bond markets, a volatility that makes the equity
risk premium volatile as well.**!

Mr. Hevert stated that the CAPM and ECAPM models are "forward-looking," and
he therefore developed two forward-looking estimates of the Market Risk Premium. To
obtain the Market Risk Premium used in the CAPM and ECAPM equations, Mr. Hevert

calculated constant growth ROEs for his comparable companies, along with their

dividend yields and projected earnings growth rates, to calculate the average DCF return

319 Mevert Direct at 18.
2014 at 19.
2 1d. at 20.
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on equity. He then subtracted the current 30-year Treasury bond yield to determine the
forward-looking Market Risk Premium.’*> Mr. Hevert obtained his data for these
calculations from Bloomberg and Capital 1Q.**

Mr. Hevert also performed a CAPM calculation based on the Sharpe Ratio, which
is the ratio of the long-term average Risk Premium for the S&P 500 Index to the risk of
that index.*** He stated that this approach was based on the principle that investors
require higher returns for higher risk.”>> Specifically, he calculated the ratio of the
historical Market Risk Premium of 6.60% and the historical standard deviation of 20.30%

(Hevert Direct at 22)°%°

In addition to the Sharpe Ratio Risk Premium, Mr. Hevert relied
on risk premiums derived from Bloomberg and Capital IQ data.

Mr. Hevert updated his CAPM result in his Rebuttal testimony. His updated
CAPM results are arranged first by proxy group: T&D, Electric Utility, Combined
Electric, and Combined Proxy, and then by origin of the market risk premium:
Bloomberg, Capital 1Q, or Sharpe Ratio; then by source of Beta coefficient: Bloomberg
or Value Line. His results ranged from an ROE of 7.02% to 10.35%, with his Sharpe
Ratio results always in the 7.02% to 7.43% range, and his Bloomberg and Capital 1Q
results in the 9.61% to 10.35% range.”>’

In Mr. Hevert's updated ECAPM results there is also a very marked difference

between calculations using a Sharpe Ratio Derived Market Risk Premium and those

calculations employing Bloomberg and Capital 1Q derived Market Risk Premiums. All

22 Hevert Direct at 20-21.

2 1d. at 20.

324 Tn the case of an individual security, the Sharpe Ratio is defined as the result of dividing the stock's
returns in excess of the risk-free rate by the standard deviation of the S&P 500 or other index. Roger A.
Morin, New Regulatory Finance 88-89 (2000).

% Hevert Direct at 21.

2 1d. at 22.

37 Hevert Rebuttal at 66-68.
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ECAPM ROE:s based on Sharpe Ratio Risk Premiums fell in the 7.51% to 7.84% range.
In contrast, ECAPM ROEs based on Bloomberg or Capital IQ derived Market Risk
Premium ranged from 10.43% to 11.05%.°%*

An additional analytical tool used by Mr. Hevert was the Bond Yield Plus Risk
Premium approach. This approach is based on the assumption that common equity
holders are exposed to more risk than bondholders and therefore require a higher return
than bondholders. Mr. Hevert first defined the Risk Premium methodology as depending
on the difference between authorized utility ROEs and the 30-year Treasury bond yield at
the time the ROE was decided. After noting that the period over which he performed his
calculations included the high interest 1980s and recent years of low interest, Mr. Hevert
concluded that "over time, there has been a statistically significant, negative relationship
between the 30-year Treasury yield and the Equity Risk Premium."**

In his rebuttal testimony Mr. Hevert summarized his Bond Yield Risk Premium
results. He categorized those results by the specific Treasury bond yield providing the
risk-free rate: current 30-year bonds yielding 3.14% supported an ROE of 10.24%; near-
term projected 30-year bonds yielding 3.25% resulted in a 10.25% ROE; and long-term
projected 30-year treasuries yielding 5.10% supported an ROE of 10.77%.>*"

Concluding that his analytical methodologies produced a wide range of results,
Mr. Hevert turned to other considerations for further guidance in setting Pepco's ROR
rates of return (“ROR”). Mr. Hevert claimed that, because Pepco is of relatively small

size, it is subject to a "size effect," a degree of increased risk and the corresponding need

32 evert Rebuttal at 12.
3 Hevert Direct at 26-27.
0 Hevert Rebuttal. at 12-13.
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for a return higher than a larger utility would require.”® For example, Mr. Hevert
claimed that small utilities require a higher ROR due to, among other considerations,
their smaller customer base, limited financial resources, and lack of diverse energy
sources.>”?

Mr. Hevert calculated that Pepco has an "implied market capitalization" of $0.94

billion, compared with the proxy group average of $7.95 billion. Mr. Hevert did not
propose a specific numerical adjustment based on Pepco's size, but has "considered the
effect of small size in determining where the Company's ROE falls within the range of
results."**
Mr. Hevert also addressed Pepco's flotation costs — administrative costs associated
with the sale of new issues of common stock by PHI. He noted that flotation costs are
largely incurred prior to the test year but are included in the utility's cost structure during
the test year. Based on PHI's two most recent equity issuances, and his conclusion that
equity has an indefinite life, Mr. Hevert calculated that Pepco's flotation cost should be
14 basis points and added to its ROE.**

Mr. Hevert further recommended that, contrary to its former practice, the
Commission not reduce Pepco's ROE by 50 basis points for the risk-reducing effects of
the Company's Bill Stabilization Adjustment ("BSA"). The BSA provides Pepco a

levelized revenue stream independent of variations in kWh sales per customer. The

Commission has previously reduced Pepco’s ROE due to the risk stabilizing effect of

3! Hevert Direct at 28.

32 Id. at 28; citing Michael Onin, "Equity and the Small Stock Effect," Public Utilities Fortnightly, October
15, 1995.

3 Hevert Direct at 29-30.

' 1d. at 30-31.
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Pepco’s BSA.?>> In this case, Mr. Hevert concluded that there should be no downward
adjustment of Pepco's ROE for its BSA because Pepco's risk is about the same or even
slightly greater than that of comparable companies.>*® He also noted that in most other
cases, "utility commissions have not made explicit adjustments to the authorized ROEs in
response to the implementation of decoupling [or BSA] mechanisms."*’ Mr. Hevert did
note that in four cases, downward ROE adjustments of 10 to 25 basis points were
imposed by commissions, while others imposed undefined adjustments. Mr. Hevert
concluded, based on his analysis of other commissions' treatment of comparable
companies, that "a downward adjustment of 10 basis points to, at most, 25 basis points
may be supported [for Pepco]."***

General economic conditions also affect the calculation of Pepco's ROE and its
overall ROR, according to Mr. Hevert. To assess the relationship between the capital
market environment and the cost of capital, Mr. Hevert analyzed the relationship between
Treasury bond yields and the cost of equity and incremental credit spreads on investment-
grade utility bonds.*”

Mr. Hevert noted that since the financial crisis in 2008, Treasury bond yields have
been low, sometimes below the level of inflation.** He concluded that "both debt and
equity investors have required increased risk premiums as long-term Treasury yields have

w341

fallen. Mr. Hevert further concluded that "neither the cost of equity nor the cost of

33 In the Matter of the Application of Potomac Electric Power Company for Authority to Increase its Rates
and Charges for Electric Distribution Services, Case 9286, at 109 (2012).

% Hevert Direct at 35-36.

7 1d. at 39.

¥ Id. at 39-40.

P 1d. at 40.

0 7d. at 41,

M 1d. at 43.
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debt has decreased in lock step with Treasury yields,"**

and that the credit spread
differential between rating categories, such as A and BBB, has also been increasing.
Therefore, he concluded that it is critical that Pepco maintain its BBB+ credit rating and
the access to capital it provides.>*

On brief, the Company noted that its capital structure as of December 31, 2012,
consisted of 51.11% long-term debt and 48.89% common equity, and it uses these
percentages in its ROE and overall ROR calculation.

Mr. Hevert concluded that the appropriate range for Pepco's common equity ratio
should be between 10.25% and 11.00%. He considered Pepco's proposed 10.25% return
"at the low end of a reasonable range of estimates"’* and recommended an ROE of

10.50%, whereas the Company has sought only a 10.25% ROE. Using its end of year

capital structure, Pepco's proposed ROR is as follows:

Type of Capital Percent of Total Embedded Weighted
Capital Cost Rate Cost Rate
Long-Term Debt 51.11% X 596% = 3.046%
Common Equity 48.89% X 10.25% = 5011%
Total 100% 8.06%

32 Hevert Direct at 45-46.
B 1d at47.
M 1d at 49.
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b. OPC

People's Counsel's witness, Charles King, proposed two possible returns for
Pepco, depending on the Commission’s acceptance of the GRC proposal: 7.50% (with a
9.1% return on equity) without the GRC, and 7.05% to 7.38% (with an 8.19% to 8.85%
ROE) if the GRC is approved.®®’

Mr. King began the selection of his comparable group with all of the
49 companies classified as electric utilities by Value Line. He winnowed these down to
17 companies he deemed comparable to Pepco, using four screening criteria related to the
amount of each utility's regulated and unregulated revenue, its Standard and Poor's
("S&P") bond rating, and the absence of a decoupling mechanism.>*®

Mr. King relied primarily on the traditional Discounted Cash Flow (DCF)
method, which depends on the calculation of a dividend yield and growth rate. The
average dividend yield for Mr. King's selected comparable companies was 3.95%
(median 4.16%).347 To obtain the applicable growth factor, Mr. King calculated earnings
per share ("EPS") growth based on estimates by Value Line, Zacks, and Thomson
Financial. As calculated by Mr. King, the mean forecasted rate of earnings growth for
the electric comparison group was 5.00%, and the median was 5.23%.*
Employing the "classic" DCF dividend yield and growth factor, Mr. King

determined that the average return on equity for his comparable companies was 9.61%

and the median ROE was 9.34%. Mr. King placed greatest value on the classic DCF

3 King Surebuttal at 11 and Ex. CWK-S1.

316 Comparable companies, according to Mr. King, must derive at least 50% of revenue from electric utility
service, and no more than 25% of revenue from non-regulated utilities. Comparable companies must also
have an S&P bond rating within one grade, plus or minus, of Pepco's BBB+ rating. To avoid double
counting of the effect of decoupling mechanisms, comparable utilities must not have such a mechanism.
King Direct at 18-19.

7 King Direct at 21.

8 1d. at 22-23.
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formula because it 1s based on market data in calculating dividend yield and relies on the
informed judgment of market analysts in projecting future growth in stock value.>*

Mr. King also performed two other DCF analyses: the "FERC two step model
("Two Step Model")" and the "sustainable growth" model. The Two Step Model does
not estimate growth solely on the basis of expert forecasts, but assigns a two-thirds
weighting to the analysts' forecasts and one-third weighting to the Gross Domestic
Product ("GDP") forecast.”>’ Using an average of GDP growth estimates provided by the
Congressional Budget Office and the Social Security Administration, Mr. King
developed an ROE for the electric utility comparison group of 9.17%. As Mr. King
expects electric and gas utilities to grow faster than the overall economy, he placed less
weight on the two-step DCF than on the classic DCF formula.

Mr. King also performed a sustainable growth DCF calculation, which examines a
company's ability to generate growth in the book value of its stock. Calculation of the
sustainable DCF requires knowledge of the percentage of earnings retained by the utility,
the return on book value of common equity, any increase in common shares sold at book
value, and the premium per share or discount on shares sold. For these numbers, Mr.
King relied on Value Line.>®" His sustainable growth calculation resulted in an adjusted
mean return indication for the electric utilities of 8.27% and a median return of 8.28%."
Mr. King expressed reservations about the sustainable growth formula. He

questioned the formula's assumptions that book value growth determines earnings growth

and that the subject utility is fully regulated. He also questioned whether investors

9 King Direct at 22-23.
30 14 at 23-24.

¥ 1d at 25.
3214 at 26.
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actually rely on the sustainable growth version of the DCF formula. He also expressed
concern that the method relied too much on Value Line, and also could be considered
circular, having book value as an input to a formula designed to determine book value.”
For all these reasons, Mr. King discounted the significance of the sustainable growth
DCF formula.**

In addition to several versions of the DCF methodology, Mr. King performed a
CAPM calculation. CAPM, according to Mr. King, "assumes that the relative risk of any
company is entirely measured by the Beta, that is, the covariance of the stock's price
fluctuations with those of the market.">> Mr. King criticized the CAPM failure to take
into consideration the structure and prospects of companies, rather than just the
performance of their stock in the market. Mr. King also noted that the components of the
CAPM calculation — Beta, the risk-free ROR, and the return of the overall market —
required considerable judgment. Mr. King's comments on measuring the overall market
return, for example, noted that "the complexities and uncertainties associated with
measuring the ROE of an individual company are not reduced when the object of the

1356

analysis 1s expanded to the entire market for equities. He further noted that the

common analytical means of determining overall market volatility are often ineffective

L. 357
and unrealistic.

3 King Direct at 27.
B 1d at 27.
35 1d at 28.
36 1d. at 30.
37 1d. at 30.
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Mr. King nonetheless concluded that the CAPM indication for his electric
comparison group was 9.36%. Concluding that slightly different inputs could
significantly change the model’s output, he gave very little weight to his CAPM result.>>*

Risk premium analysis is a third commonly used methodology for estimating
ROR. It "attempts to measure the spread between the required returns between debt and
equity investments.">> Mr. King noted that Pepco witness Hevert had performed a risk
premium analysis "based on the relationship between 30-year Treasury bond yields and

360
" However, Mr.

the equity returns awarded to electric utilities by regulatory agencies.
King criticized the inherent circularity of risk premium models, asserting that they
require a knowledge of return to equity in order to derive return to equity.”®’ Mr. King
therefore did not include a risk premium result in his equity return analysis.>**

Mr. King also rejected use of the average ROR award in recent utility rate cases
as the basis for determining Pepco's ROR. He not only found the concept of basing a rate
of return on other rates of return circular, but "if this process were continued, then the
equity returns would soon lose contact with any objective and independent data."**> He
also concluded that due to the different characteristics of various utilities, it was "overly
simplistic" to base the ROE of one utility on the ROEs of others. Mr. King therefore
gave very little weight to the metric of recent equity returns.**

Mr. King agreed with other parties that Pepco was entitled to recover flotation

costs, 1.e., the cost of issuing new stock. Those costs are imputed from PHI, as Pepco

¥ King Direct at 31.
314 at 32.
30 1d. at 33.
6l 1d at 33
32 1d at 33.
33 1d at 32.
3114 at 32.
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itself does not issue stock. Mr. King calculated that PHI's flotation costs of $25,708,822
should be recovered over 10 years, or $2,570,882 each year.”®® This recovery would add
six basis points to Pepco's ROE, in Mr. King's calculation, as it amounted to 0.06% of
PHI's $4,446 million equity capital.>*®

Mr. King concluded that Pepco's business risk i1s lower than that of his
comparable groups and that Pepco's ROE should be correspondingly lower. Mr. King
argued Pepco is not a vertically integrated transmission and distribution utility such as
"Avista, Cleco, Duke, and Xcel that do not have revenue decoupling mechanisms" as
Pepco does. While Mr. King urged that not lowering Pepco's ROR would "over-
compensate Pepco's shareholders," he also stated that "a fifty basis point adjustment

might be too high."**’

Mr. King reached the latter conclusion because (i) the risk
reducing effects of the BSA were somewhat eroded when the Commission determined in
Order Nos. 85177 and 85178 that revenue lost by the utility from certain service
interruptions due to major storms would not be recoverable through the BSA;**® and (ii)
the Commission declined to impose an explicit reduction for BGE's Rider 25, which in
Mr. King's opinion, operates in virtually the same manner as Pepco's BSA.

Mr. King admitted, however, that, because he derived Pepco's ROE from
companies "that are unquestionably more risky than Pepco," he had to "translate" those

results into a return appropriate for Pepco. He did so by reducing the return indication of

his comparable companies by 25 basis points, to 9.1%.>%

363 «“The annual recovery of flotation costs comes to 0.06 percent of PHI’s equity capital.” King Direct at
35.

3% King Direct at 35.

*71d. at 36.

%% Through the Commission's RM43 proceeding, the term "major storm" was replaced with the term
"major outage event." COMAR 20.50.01.03B(27).

% King Direct at 37.
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If the Commission adopts Pepco's proposed GRC, Mr. King asserted that Pepco's
BSA and GRC together would eliminate most of Pepco's risk, requiring a further risk
adjustment. Mr. King proposed a range of 25-91 basis points as the boundaries of any
downward adjustment. Mr. King reached his higher figure by assuming GRC investment
to be a component of Pepco's capital structure with a cost of 3.85% -- the yield of
Moody's AAA rated bonds. The result would be a 91 basis point reduction in ROR.*”

Mr. King's final recommendation was that if the Commission does not approve
Pepco's GRC and the BSA remains in effect, Pepco's ROE should be 9.1%. If the GRC is
approved as Pepco proposes, he recommended an ROE of between 8.19% and 8.85%.>""

c. AOBA

AOBA's witness Oliver concluded that Pepco's proposed cost of equity was too

high to provide Pepco a fair ROR and exceeds current market requirements for the

2 Mr. Oliver claimed that Pepco's witness

Company's distribution utility operations.”
Hevert placed too much emphasis on returns earned by utilities owning generation,
making them riskier than Pepco, which would support a higher ROE than Pepco requires.
Mr. Oliver also pointed out that Pepco's witness added two companies to his electric
utility proxy group that have a significantly lower bond rating than Pepco, increasing
their required return and the required return of the comparable group. Mr. Hevert’s
transmission and distribution ("T&D") companies, however, according to Mr. Oliver,

have risk profiles more similar to Pepco's than the electric utility group.””

% King Direct at 38.

U Id at 3,39, Ex. CWK-1.
372 Oliver Direct at 40, 44.
B Id. at 45.
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Mr. Oliver asserted that AOBA's proxy companies include "gas distribution and
combined gas and electric utility operations," with bond ratings and other business
characteristics similar to those of Pepco. Mr. Oliver also examined other utility
groupings that included or excluded water companies, and excluded transmission-only
and generation-only companies. Mr. Oliver claimed that all of his proxy group results
matched those of Pepco's T & D group, but that Pepco's electric utility group had
significantly higher results than any other group studied. Mr. Oliver asserted that his
proxy group was superior to Pepco's T & D group because his was the larger group and
therefore would better serve to moderate anomalies.””*

Mr. Oliver performed DCF and CAPM analyses on his proxy group companies
and made an initial recommendation of a 9.30% return on equity for Pepco. He
subsequently altered this recommendation to 8.80% - 9.30% due to Pepco's reduced risk
from its BSA and possible reduced risk from the GRC.*”

Mr. Oliver also recommended that the Commission lower Pepco's 6.21% cost of
long-term debt by 75 to 89 basis points, to bring Pepco's present cost of debt closer to its
5.30% cost in Case No. 9286. According to Mr. Oliver, Pepco's reliance on 30-year

7
is the reason why

bonds, which carry a higher premium than short-term bonds,’
Pepco's cost of long-term debt is unjustifiably high. Mr. Oliver therefore proposed that

the Commission deduct at least half the annual value of these "added costs" from Pepco's

: 377
revenue requirement.

374 Oliver Direct at 47.
35 1d. at 49.

36 1d. at 50-51.

7 1d. at 51-52.
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Mr. Oliver noted that Pepco's actual capital structure includes "significant" short-
term debt.’”® Pepco's weighted average rate for short-term debt was 0.43%, according to
AOBA, and therefore Mr. Oliver recommended including Pepco's short-term debt in its
capital structure for this proceeding.””

AOBA's cost of capital recommendations ultimately were as follows>™":

Percent of Weighted

Total Capital Cost Rate Cost Rate
Common Equity 45.94% 9.30% 4.273%
Short-Term Debt 5.84% 0.43% 0.025%
Long-Term Debt 48.22% 5.91% 2.850%
7.148%

Employing a capital structure consisting of 45.94% common equity,
5.84% short-term debt, and 48.22% long-term debt, AOBA assigned 9.30% as Pepco's
ROE and 7.148% as its overall cost of capital. Mr. Oliver concluded that adoption of his
full ROR approach, including use of an end-of-test year short-term debt, would lower
Pepco's revenue increase to $41.3 million.*™
d. Staff

Staff witness Luznar concluded that Pepco's appropriate ROE would be 9.36%,

with a weighted average cost of capital of 7.57% and an eight basis point flotation cost

378 Oliver Direct at 53.
39 I1d. at 54-55.

380 14 at BRO3, 1 of 2.
Bl 14 at 56.
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adjustment. Dr. Luznar accepted Pepco's December 31, 2012 capital structure of 51.11%
debt and 48.89% equity.>™

In performing her analysis, Dr. Luznar chose one group of 15 proxy companies
based on a screening process designed to remove companies that were significantly
dissimilar to Pepco. Dr. Luznar selected domestic utility companies that derived 80% of
their revenue from regulated utility operations. She further required that chosen
companies pay a dividend, be capitalized at over $500 million, have at least a B financial
strength rating and a 3 safety rating from Value Line, and not be involved in a merger or
restructuring. Her source of information throughout her analysis was Value Line, which
she noted Staff had used for DCF analyses in the past, with Commission approval.’®

Dr. Luznar performed a standard DCF and an IRR analysis. For her proxy group
the standard DCF equation resulted in an estimated cost of equity of 10.36%, after

4

elimination of one outlier company.”® The individual earnings DCF ROEs for Dr.

Luznar's remaining proxy companies range from 4.06% (Ameren) to 15.33% (NV
Energy).385

Dr. Luznar also performed both a CAPM and an ECAPM analysis, both of which
are based on the assumption that a security's expected return is equal to the risk-free rate

of return plus a risk premium. As she claimed the ECAPM formula adjusts for the

unusually low market-risk premium and Treasury bond yields since 2007, Dr. Luznar

32 Luznar Direct at 2. As explained infra, Dr. Luznar excluded short-term debt from Pepco's capital
structure in her Rebuttal testimony.

31 uznar Direct at 10-11.

*d. at 12-13.

*31d. at ODL-1.
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preferred it to the CAPM. Using the same Value Line inputs, Dr. Luznar calculated a
CAPM ROE of 8.10% and an ECAPM of 8.34% for Pepco.*™

2. Parties' Responses

a. Pepco

Mr. Hevert rejected Staff witness Luznar's ROE recommendation as too low,
because in calculating her ROE, Ms. Luznar gave 50% weight to what he characterized as
her unrealistically low ECAPM and Build-up Risk Premium results. He noted that at
9.37%, all but seven of the 247 ROEs authorized from 2008 through February 2013 were
higher, and the median of those higher ROEs was 10.24%.°*" He also pointed out that
the results of Dr. Luznar's ECAPM (8.31%) and Build-up Risk Premium (8.31%), were
"well below the lowest ROE ever authorized for an electric utility in the last 30 years."*™®
On Brief, Pepco states that Dr. Luznar was unjustified in giving 50% weight to such low
ROE estimates.

Mr. Hevert also claimed that Staff's use of only historical data in calculating the
Market Risk Premium and risk-free rates of its CAPM and ECAPM methodologies
resulted in a too low Market Risk Premium. He explained that as interest rates fell
following the financial crisis of 2008, and current Treasury bond yields - the foundation
of the Market Risk Premium - have been at historic levels, Ms. Luznar's calculations "are
1389

not consistent with investor risk sentiments and current capital market conditions.

Mr. Hevert also noted that, as market volatility has increased since 2007, the historical

386 [ uznar Direct at 15.

37 Hevert Rebuttal. at 15.
#1d at 16.

3 Hevert Direct at 19-20.
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Market Risk Premium has decreased, a result Mr. Hevert finds counterintuitive. He
would correct that through forward-looking Market Risk Premium estimates.”"

As to Dr. Luznar's Build-up Risk Premium analysis, Mr. Hevert again objected to
her low Market Risk Premium, as well as her reliance for a size premium on the size of
PHI, as opposed to the size of Pepco itself. In recalculating Dr. Luznar's Build-up
analysis, Mr. Hevert used Bloomberg and Capital IQ Market estimated forward-looking
Market Risk Premium estimates, and achieved Bloomberg and Capital 1Q-based rates of
return of 12.07% and 11.90%, respectively, compared to Dr. Luznar's result of 8.10%.""

Regarding her flotation cost estimate, Mr. Hevert disagreed with Dr. Luznar's
amortization of those costs over a fixed period, as he maintained that common equity has
an indefinite rather than a fixed life. He therefore concluded that a pending issuance of
stock was not necessary for flotation costs to be recovered, but that they should be
recovered indefinitely after any issuance.”>

Mr. Hevert disagreed with Dr. Luznar that there should be any lower return on
GRC investments, or that the GRC lowered Pepco's risk relative to companies in her
proxy group. Therefore, Mr. Hevert rejected Dr. Luznar's proposal that this reduction in
ROE was justified.*”

As Mr. Oliver recommended inclusion of short-term debt in Pepco's capital
structure, Pepco argued that such treatment would be counter to the results of the

Commission's rulings in Pepco's last three rate cases. Further, Pepco maintains that when

short-term debt used to fund CWIP is removed, short-term debt becomes a negative

¥ Hevert Direct at 21-22.

1 Hevert Rebuttal. at 23-24. Mr. Hevert agreed with Dr. Luznar that her IRR result was not appropriate
and should not be counted.

2 Hevert Direct at 22.

%3 Hevert Rebuttal. at 28-29.
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$191.8 million. Pepco also asserts that removing CWIP from short-term debt is
consistent with the Commission's "established criteria," and with Dr. Luznar's and Mr.
King's approaches.®”*

Mr. Hevert rejected AOBA witness Oliver's ROE range of 8.80% to 9.30% based
on Mr. Oliver's inclusion of gas distribution companies in his comparable group, his use
of a low risk-free rate in his CAPM analysis, and his rejection of a small size adjustment
for Pepco. Mr. Hevert contended that "[w]itness Oliver provides no empirical support for
his recommended range."*”>

Mr. Hevert also criticized Mr. Oliver for, on the one hand, not making an explicit
adjustment for the risk reducing effect of Pepco's BSA, but on the other hand noting that
the BSA contributed to his 8.80% to 9.30% ROE recommendation. Mr. Oliver should
instead have followed Staff witness Luznar's approach of making no BSA adjustment, or
allowed a higher ROE for the increased risk of lost sales during the first 24 hours of a
major outage.””®

As to the GRC, Mr. Hevert asserted that Mr. Oliver did not support his assertion
that the GRC would reduce Pepco's risk and therefore its ROE. Mr. Hevert objected that
Mr. Oliver did not review the cost recovery mechanisms of his proxy companies to
determine if they affected the value of those companies' common equity. Mr. Hevert

concluded that in the absence of such empirical support, Mr. Oliver's low ROE could not

be justified.*’

4 Pepco Initial Brief at 2-3.
35 Hevert Rebuttal at 38.

3% Id. at 38-309.

¥ I1d. at 39.
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Mr. Hevert objected to OPC witness King's use of revenue, as opposed to income,
in selecting his comparable companies. If Mr. King had removed from his comparable
companies those selected on the basis of income, Mr. Hevert claimed that "his average
Classic DCF model result would [have] increase[d] by 46 basis points."*”*

While agreeing with Mr. King that the Standard DCF model is limited by its
assumption that companies will grow at the same rate forever, Mr. Hevert disagreed with
Mr. King's use of the FERC 2-Step Growth model as a correction. Noting that the
FERC 2-Step model is used for pipelines, Mr. Hevert proposed instead using a three-step
DCF model to provide flexibility in estimating growth rates. According to Mr. Hevert,
Mr. King's estimated projected long-term growth rate of 4.43% was actually 200 basis
points below the long-term average, and his estimate of GDP growth was almost 100
basis points less than would be suggested by near long-term GDP growth.”” As a result,
Mr. Hevert contended that Mr. King's low estimated growth rates skewed his ROE
estimates too low.

In response to Mr. King's analysis, Mr. Hevert performed his own Multi-Stage
DCF analysis. Mr. Hevert developed an expected long-term growth rate of 5.93%, based
on the Bureau of Economic Analysis average annual real GDP growth rate from 1929 to
2012, and an expected inflation rate of 2.62%. Applying his Multi-Stage DCF model to
Mr. King's proxy group resulted in an average ROE of 10.42%. %

Mr. Hevert also tested Mr. King's Sustainable Growth DCF model, which bases

future growth on the size of a company's retained earnings, and contrary to Mr. King,

found there was a negative relationship between the earnings retention ratio and the

3% Hevert Rebuttal at 39.
9 1d. at 46-48.
90 14 at 49-50.
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subsequent five-year earnings growth rate.””’ Mr. Hevert determined, using the
"DuPont" formula, that three components of common equity — profit margin, asset
turnover, and equity multiplier — will change in the future, and therefore Mr. King's

%2 Noting also that Mr. King's

reliance on the retention growth model is inappropriate. *
retention growth method relied on projected Value Line ROEs, but that Mr. King's
median DCF ROE was in fact 173 basis points lower than the average Value Line ROE
estimate, Mr. Hevert rejected Mr. King's sustainable growth result in favor of projected
earnings per share growth rates from Value Line, Zacks, and First Call. **

On brief, Pepco rejects Mr. King's recommendation that, should the proposed
Grid Resiliency Charge be approved, Pepco's ROE should be in the 8.19% to 8.85%
range. Such a range would result in the second lowest ROE in the United States,
according to Pepco, and would not satisfy the requirements of Hope and Bluefield that
04

Pepco be allowed to earn a reasonable return.*

b. People's Counsel

Mr. King responded in detail to Mr. Hevert's objections to Mr. King's various cost
of capital positions. To Mr. Hevert's overall contention that Mr. King's recommended
9.1% ROE was lower than all but eight equity return awards in the last 30 years, Mr.
King responded that his recommendation was consistent with current interest rates being
"lower than they have been in the last 30 years," as "equity costs track with interest

rates." 0

“1 Hevert Rebuttal at 50-51.
Y2 Id. at 53-54.

Y5 Id. at 54-55.

1 Pepco Initial Brief at 12.
% King Surrebuttal at 2-3.
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In response to Mr. Hevert's complaint that the lower limit of Mr. King's
acceptable equity returns was too low, as was the 4.43% long-term nominal GDP growth
rate that Mr. King used in his two-step DCF model, Mr. King pointed out that in both
cases the metrics in question were based on criteria established by the Federal
government: FERC was the source of the lower equity return threshold, and the Social
Security Administration and Congressional Budget Office produced the 4.43% growth
rate. Mr. King further noted that he actually increased the FERC standard, creating a
higher minimum threshold than FERC. As to the growth rate, Mr. King reasoned that it
was low due to lower inflation expectations in the future — as compared to inflation in the
1980s, which still affects historical calculations. **°

Regarding Mr. Hevert's argument that Mr. King's proxy companies should not
have been selected based on regulated revenue, but on regulated income, Mr. King
responded that use of regulated income as a criterion could allow "companies to be
included as 'comparable' to Pepco when they have large but relatively unprofitable non-
utility operations."*"’

Mr. King also responded to Mr. Hevert's contention that the growth rates of Mr.
King's proxy companies should have been higher because their dividend payout ratios
were high and that this error undermined Mr. King's sustainable DCF analysis. Mr. King
countered that Mr. Hevert seemed not to have averaged positive and negative growth

rates to achieve net growth rates. Mr. King also maintained that growth rates were

volatile, and growth trends hard to define.

% King Surrebuttal at 3-4.
“71d. at 2-3.
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Mr. King dismissed Mr. Hevert's complaint that Mr. King relied solely on Value
Line for the Betas employed in his CAPM analysis. He pointed out that "the average of
the Bloomberg Betas for the electric utility proxy group is only 3.4 points below the
Value Line average, and in fact use of the Bloomberg Betas would have reduced the
CAPM return below that he calculated. ***

Mr. King defended his rejection of Mr. Hevert's Risk Premium analysis on
grounds that it was circular — requiring use of Commission-allowed returns on equity to
calculate a cost of equity for Pepco. He would instead simply "identify the current level
of Commission allowed returns."*”

Regarding flotation costs, Mr. King amended his recommendation from six to
eight points based on Pepco's response to an updated Staff data request.’'® However, he
challenged Pepco's assertion that because equity investment is perpetual, flotation costs
should be recovered indefinitely. Mr. King responded that flotation costs occur once, and
an indefinite recovery period would allow recovery of more flotation costs than were
incurred. Mr. King stated that Pepco should recover no more and no less than its actual
flotation costs.*!!

Mr. King also challenged Mr. Hevert's objection to his reduction of 25 basis
points to account for the risk-reducing effects of Pepco's BSA. To Pepco's assertion that
there was no analytical basis for any downward adjustment, Mr. King calculated that the
BSA has meant an average monthly benefit to Pepco of 11 basis points, and could be as

high as 88 basis points annually. As he concluded that the BSA does reduce Pepco's risk

%% King Surrebuttal at 5.
“91d. at 5-6.

“91d. at 6.

1 1d. at 6.
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and uncertainty by a substantial degree, which he has measured, Mr. King concluded that
his proposed 25 basis point reduction was conservative. "> He proposed a 25 rather than
a 50 basis point reduction to allow for the increased risk that Commission elimination
from the BSA of losses from major weather events has created.

Mr. King maintained that the GRC mechanism proposed by Pepco would reduce
risk as much as the BSA. He therefore objected to Mr. Hevert's ignoring that risk
reducing effect, as doing so would "overstate the required return and over-compensate
Pepco's equity investors."*'*

On the technical question of whether the lower end of Mr. King's GRC
adjustment range equates the cost of grid resiliency investment with securitized debt,
Mr. King noted that a special purpose entity could be established to receive GRC
revenues and would receive an AAA debt rating. Mr. King therefore concluded that if
Pepco received GRC revenues itself, Pepco would collect GRC revenues at the same low
rate. *">

c. AOBA

In his Surrebuttal testimony, Mr. Oliver addressed issues that Pepco witness
Hevert raised about Mr. Oliver's comparable companies: that the companies owned too
much generation, making them too risky and requiring a high return that Mr. Oliver used

inconsistent screening criteria for his proxy companies, and that his companies were too

concentrated in the Eastern United States. Mr. Oliver rejected those criticisms.

‘12 King Surrebuttal at 6-7.
DI at7,

M Id at 7-8.

W14 at 7-8.
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Mr. Oliver noted, first, that Mr. Hevert had claimed that Mr. Oliver's proxy group
contained too many holding companies with substantial generating assets, which would
raise Pepco's risk level and return requirement. Mr. Oliver responded that while some of
his comparable companies owned generating assets, "none of those companies has more
than 15.9% of its overall investment in generation assets." *'°

As to his selection criteria, Mr. Oliver claimed that his proxy companies "do a
good job of representing Pepco's risk characteristics." He asserted, however, that
Mr. Hevert and Dr. Luznar did not base their own selection of comparable companies on

k.*'7 He implied that Pepco's and Staff's proxy

an explicit assessment of comparable ris
groups were therefore less reflective of Pepco's situation than his own.

Mr. Oliver also contended that, while location in the western United States did not
prevent a company from being comparable to Pepco, "the Commission should question
the appropriateness of [Mr. Hevert's] proxy group that has NO representation of utility

operations ... in the Middle Atlantic and New England areas."*'®

(Emphasis original.)
Mr. Oliver also claimed that Mr. Hevert's Electric Utility Proxy Group under-represented
utility operations in states, such as Maryland, where electricity supply has been
unbundled.*"”

Mr. Oliver objected to Mr. Hevert's reliance on the Beta, Financial Strength, and

Value Line Safety Rank of PHI. Mr. Oliver concluded that the cost of equity estimates in

416 Oliver Surrebuttal at 10-11.
N 1d at 12.
M8 14 at 13.
N9 1d. at 14.
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this proceeding should instead reflect not PHI's but Pepco's financial and risk
characteristics. **°

The relative merits of different sources of Beta coefficient and market risk
premiums were also a point of disagreement between Mr. Oliver and Mr. Hevert. Mr.
Oliver found no evidence that Mr. Hevert's Bloomberg Beta coefficient, achieved over a
two-year period, was more accurate than his own Value Line data collected over a five-
year period. Mr. Oliver concluded that Value Line's five-year overview yielded a more
accurate measurement of long-term investment risk than the shorter Bloomberg
analysis. **!

As to market risk premiums, Mr. Oliver found that such metrics are not well
supported by "available data sources," and that a disconnect usually existed between the
risk premium of the proxies (such as the S&P 500 companies) and the risk premium of a
specific company (such as Pepco). Mr. Oliver determined that "the likelihood that the
S&P 500 companies represent comparable risk to either PHI or Pepco ... appears quite
low."*#

Mr. Oliver rejected Mr. Hevert's conclusion that recent revisions to Pepco's BSA
to prevent recovery of lost sales for the first 24 hours after a major outage event increased
Pepco's riskiness, and therefore increased its appropriate rate of return. Mr. Oliver
pointed out that the Derecho-related exclusion was only $1.2 million, a small percentage

of the revenue adjustments subject to billing under the BSA in 2012. Otherwise, Mr.

Oliver maintained that the BSA was a $19 million benefit to Pepco. **

420 Oliver Surrebuttal at 14-15.
2 Id at 16.

22 1d at 17.

214 at 18-19.
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AOBA maintains on brief that the three basic components of Pepco's cost of
capital — capital structure, requested cost of equity, and Pepco's costs of debt financing —
are problematic. AOBA opposes Pepco's omission of short-term debt from its capital
structure on grounds that Pepco's short-term debt requirements are not temporary, but
growing from year to year.*** AOBA's fundamental argument on short-term debt is that
it should be included in capital structure because Pepco is increasingly relying on short-
term debt in place of long-term debt.

Also on brief, AOBA spelled out its objections to Pepco's cost of long-term debt.
AOBA claimed that Pepco failed to demonstrate the reasonableness of its 2012 and 2013
debt issuance costs, as those costs were "68 percent greater" than for a similar Delmarva
bond issuance.#2> AOBA further criticized Pepco's incurrence of high debt costs
reaching back to 2008, when it made "an unnecessary and imprudent" issuance of 30-year
bonds containing a make-whole provision that makes it impossible to refinance the bonds
economically. 426 AOBA concluded that Pepco's debt management problems have added
to the Company's average cost of long-term debt and added $5 million to its annual
revenue requirement. Therefore, AOBA proposed that the Commission reduce Pepco's
test year expenses by $2.5 million to compensate ratepayers for imprudent
management. 427

d. Staff
Dr. Luznar, in her Rebuttal testimony, questioned Mr. King's reliance on average

utility rates of return allowed in 2012. While Dr. Luznar stated that average utility rates

42 AOBA Initial Brief at 22-24.
B Id at 37.

2 1d at 41

27 1d. at 43-46.
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of return could be "a useful tool and a comparison measure," such data should not be
used "in determining the allowed ROE for Pepco."

Dr. Luznar noted that Mr. King's flotation cost recommendation (six basis points
as opposed to her eight) resulted from his not counting the flotation costs PHI accrued
during 2012.** (Mr. King subsequently revised his flotation cost recommendation from
six basis points to the eight recommended by Dr. Luznar.)

Dr. Luznar disagreed with Mr. King's downward adjustment of Pepco's ROE by
25 basis points due to the risk mitigating impact of the Company's BSA mechanism. She
instead followed her understanding of Commission precedent in Case No. 9299 (BGE's
most recent base rate case), and concluded that it was not clear that Pepco's BSA justified
a specific basis point reduction in Pepco's ROE. Dr. Luznar agreed with Mr. King that
there should be a downward adjustment to Pepco's ROE if its rate base is partially
financed by the proposed GRC. She did not specify the amount of that reduction, as Mr.
King proposed. **

In her Surrebuttal testimony, Dr. Luznar adjusted her original capital structure
based on Pepco witness Boyle's rebuttal testimony. Noting that Pepco used short-term
debt solely to fund CWIP projects, she determined that short-term debt should be
excluded from the Company's capital structure.

Dr. Luznar also challenged Mr. Hevert's basis of his market risk premiums on
forward-looking market risk premium estimates. She claimed that forward-looking

market risk premiums produced substantially higher ROE estimates than her historically

428 1 uznar Rebuttal at 7.
2 1d at 9.
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based calculations. ™’ Dr. Luznar further noted that the source of Mr. Hevert's assertions,
the Ibbotson Valuation Yearbook, also stated that the equity risk premium was typically
based on historical data.*’

Dr. Luznar also defended her basis for the size premium in her Build-Up Risk
Premium on the size of PHI, rather than using a size premium based on Pepco's
characteristics. She contended that the size adjustment should be based on the entity
issuing equity, PHI in this case, whose stock investors actually purchase. ***

Dr. Luznar also rejected defining an appropriate ROE by "simply comparing
previous ROE awards to the instant case," or "incorporating ROE decisions made in the
past by this Commission or those in other jurisdictions," and that each utility's application
should be judged based on conditions at the time of filing, ***

As to Pepco's proposed GRC, Dr. Luznar recommended that the Commission
consider an adjustment to Pepco's ROE "only for the portion of the Company's capital
expenditures and expenses for which recovery is provided by the GRC." While Dr.
Luznar concluded that Pepco's ROE could be reduced by a given amount (e.g., 50 basis
points) without actually quantifying the effect of the GRC, she also proposed that if the

GRC is all or partially approved, the Commission wait to determine the effect of the GRC

before making any ROE adjustment.

491 uznar Surrebuttal at 5.
BU1d at 5.
B21d at7.
B3 14 at 8.
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