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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

315 Hevert Rebuttal at 9.

16 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 securitics
(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 ecquations, 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

3% Hevert Direct at 18.
0 1d at19.
21 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

4

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 1Q 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 IQ, 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 IQ derived Market Risk Premiums. All

322 Hevert Direct at 20-21.

*2 1d. at 20.

3 In 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).

325 Hevert Direct at 21.

**1d. at 22.

327 Hevert Rebuttal at 66-68.
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ECAPM ROEs 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

28 Hevert Rebuttal at 12.
2% 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.331 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

! Hevert Direct at 28.

2 1d.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]."338

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

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).

3% Hevert Direct at 35-36.

*71d. at 39.

** 1d. at 39-40.

** 1d. at 40.

*01d. at 41.

*11d. at 43.
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debt has decreased in lock step with Treasury yields,"342

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

3% and recommended an ROE of

"at the low end of a rcasonable range of estimates
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:

Tvpe 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 1025% = 5.011%
Total 100% 8.06%

32 Hevert Direct at 45-46.
M3 1d at47.
¥ 1d. at49.
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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.345

Mr. King began the seclection 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 cach 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%).>*” 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.

€ 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.

*31d. at 22-23.
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formula because it is based on market data in calculating dividend vield and relies on the
informed judgment of market analysts in projecting future growth in stock value. 349

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%.%7

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

* King Direct at 22-23.
30 1d at 23-24.

¥ 1d at 25.
321d 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
analysis is expanded to the entire market for equities."*® He further noted that the
common analytical means of determining overall market volatility are often ineffective

and unrealistic.>’

% King Direct at 27.
3 1d at27.
35 1d at 28.
3% 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
the equity returns awarded to electric utilities by regulatory agencies."** However, Mr.
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, i.c., the cost of issuing new stock. Those costs are imputed from PHI, as Pepco

% King Direct at 31.
3 1d at 32.
30 1d at 33.
31 1d at 33.
32 1d at 33.
33 1d at 32.
34 1d at 32.
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itself does not issue stock. Mr. King calculated that PHI's flotation costs of $25,708,822

365

should be recovered over 10 years, or $2,570,882 cach 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 is 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 sharcholders," 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%.°%

3% “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

Company's distribution utility operations.’

Mr. Oliver claimed that Pepco's witness
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.373

7% King Direct at 38.

' Id at3, 39, Ex. CWK-1.
372 Oliver Direct at 40, 44.
P Id at45.
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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

376

bonds, which carry a higher premium than short-term bonds, is the reason why

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.
3 1d at 49.

3% 1d. at 50-51.

37 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 cight basis point flotation cost

38 Oliver Direct at 53.
3P Id. at 54-55.

30 1d at BRO3, 1 of 2.
B 1d 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.382

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
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

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

383 [ 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. Partics' 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%.%*7 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."388
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
n389

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

3% 1 uznar Direct at 15.
37 Hevert Rebuttal. at 15.
8 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 1Q 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.

*! 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.

*? 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.394

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. ™’

3 Pepco Initial Brief at 2-3.
33 Hevert Rebuttal at 38.

% Id at 38-39.

*7Id. 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."398

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 Burecau 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

38 Hevert Rebuttal at 39.
3 1d at 46-48.
49 1. at 49-50.
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subsequent five-year ecarnings 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
reliance on the retention growth model is inappropriate.* Noting also that Mr. King's
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
carnings 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
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 n405

491 Hevert Rebuttal at 50-51.
"2 7d. at 53-54.

" 7d. at 54-55.

4% Pepco Initial Brief at 12.
4% 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 secemed 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.

4% King Surrebuttal at 3-4.
Y7 1d. 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.
** 1d. at 5-6.

1014 at 6.

H1d. 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.
" 1d at7.

M 1d at7-8.

2 1d 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."*1°

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
an explicit assessment of comparable risk.*'” He implied that Pepco's and Staff's proxy
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.
N7 I1d at 12.
8 1d at 13.
0 1d at 14.

1224



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
TIEC 9-2, Attachment 1

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.423

42 Oliver Surrebuttal at 14-15.
Y2 1d. at 16.

‘2 1d at 17.

4B 1d 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.#26  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
*** AOBA Initial Brief at 22-24.

2 1d at37.

26 1d at4l.
27 Id 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.%% (M. 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

42 T uznar Rebuttal at 7.
2 Id. at 9.
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430

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.

43 Luznar Surrebuttal at 5.
“L1d at s,
P2 1d at 7.
B Id. at 8.
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Dr. Luznar's final recommendation was that Pepco's actual capital structure of
51.11% long-term debt and 48.89% common equity be approved, and that ROE be set at

9.36%, with the Company's overall cost of capital being 7.63 %,"* as follows:

Tyvpe of Capital Ratio Cost Rate
Long-Term Debt 51.11% X 5.96% = 3.05%
Equity 48.89% X 9.36% = 4.58%
7.63%

3. Commission Decision

a. Cost of Equity

As recently as July 20, 2012, we issued a decision addressing Pepco’s last
application for a rate increase.”> There we found Pepco’s request for a 10.75% ROE
“excessive and totally unjustified.”436 We determined that Pepco faced minimal risk
because of its status as a monopoly provider of electric distribution service, its lack of
ownership of any generating facilities, and its stable service territory. Additionally, we
found that the low interest rate environment that existed at the time of the Order provided
Pepco with ample opportunity to attract necessary capital at reasonable rates. Finally, we
examined Pepco’s rate request in light of its history of service reliability problems, and
concluded that we would not reward Pepco for poor reliability performance and historic
system neglect. We observed: “We cannot and will not allow Pepco . . . to reap growing
profits while it provides subpar service to its customers.”**’ In considering the relevant

economic factors Pepco faced at the time, the company’s need for capital, and its service

#* Luznar Surrebuttal at 11.

435 In the Matter of the Application of Potomac Electric Power Company for Authority to Increase Its Rates
and Charges for Electric Distribution Service, Case No. 9286, Order No. 85028.

* Order No. 85028 at 107.

*71d. at 107, 109.
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reliability issues, we concluded that in Case No. 9286 we would grant Pepco a return on
equity of 9.31%.*"

The obvious question in this case, therefore, regarding Pepco’s request for a
10.25% ROE™” is, what has changed in less than one year since we last established a just
and reasonable ROE, that now might justify a higher return?

Pepco has not demonstrated any significant changes in the economic environment
faced by the Company. It is still a monopolistic provider of electric distribution service
that operates in a stable service territory. Its customer base is heavily residential, which
alleviates the risk of large scale closures or relocations faced by utilities operating in
heavily dense commercial or industrial service territories. It does not own generation,
which reduces the danger of market price fluctuations and environmental compliance
issues faced by generation owners. Moreover, while the Company has taken certain
actions to improve its reliability service, it is noteworthy that only four months passed
between our determination on July 20, 2012 that Pepco’s ROE should be 9.31%, and the
Company’s current filing for a new rate case on November 30, 2012..

As evidence of changes in current and expected capital market conditions, Pepco
witness Hevert pointed to the Federal Reserve’s policy of buying longer-dated Treasury

440

securities and selling short-term securities to drive down long-term interest rates. In

certain respects, he asserted, the low-interest rate environment is artificial and it could

* Order No. 85028 at 109.

4% Pepco Initial Brief at 5.

440 Hevert Direct at 40-41. Mr. Hevert also requests an upward adjustment of Pepco’s ROE to compensate
for the “Company's comparatively small size,” which, according to Mr. Hevert, adds additional risk to
investors. Hevert Direct at 28. As discussed below, however, Pepco’s size did not prevent it from recently
obtaining $450 million in new long-term debt. Additionally, Mr. Hevert concedes that “Pepco is not a
separately traded entity,” but rather, is a subsidiary of its PHI parent. Id. at 29. Finally, Pepco’s size is not
a “new” issue, but rather a factor considered by the Commission in the Company’s previous rate case
proceeding, wherein the Commission determined that a 9.31 percent ROE was just and reasonable.
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change in the future. He concluded that “investor risk aversion and Federal monetary
policy were the primary factors underlying the unprecedented decline in Treasury

441 . . . . 442
7™ Nevertheless, Pepco is currently facing a low-interest rate environment,

yields.
regardless of whether the cause is Federal Reserve policy, a continued slow recovery
from a historic recession, or both. Given Pepco’s predilection for filing rate cases
frequently with the Commission, we see no logic in inflating Pepco’s ROE today, during
a time of historic low interest rates, based on speculation that those rates could increase
sometime beyond the Company’s likely rate effective period. Moreover, as Mr.
Hevert*” and Mr. King** testified, PHI had no difficulty raising a significant quantity of
capital in its recent debt issuances. To the contrary, the Company generated $450 million
of new long-term debt between April 2012 and March 2013.*> For that reason, OPC
argues that Pepco’s current ROE of 9.31% should be viewed as a ceiling on any ROE
award.**® While we may not agree with OPC’s strict ceiling, we do agree that Pepco has
demonstrated its access to necessary capital on reasonable terms through its recent debt
issuances and capital infusions, and conversely has not demonstrated a need for an
increase in its ROE.

Finding no significant factors that justify a radical departure from the ROE
previously granted to Pepco, we now turn to the specific methodologies utilized by the
partics. Witnesses for Pepco, Staff, OPC, and AOBA provided similar analytical

methods for evaluating a just and reasonable ROE for the Company. For example, all

! Hevert Rebuttal at 5

42 King Direct at 11-12.

3T at 1146 (Hevert).

444 T at 1632 (King).

3 Specifically, Pepco issued $200 million of 10-year bonds on April 4, 2012 at a coupon rate of 3.05
percent, and $250 million of 30-year bonds on March 11, 2013 at a coupon rate of 4.15 percent.

*6 OPC Initial Brief at 80.
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four partics employed the standard DCF analysis and CAPM methodology.
Additionally, the Company and at least one intervening party used the ECAPM analysis
and the build-up methodology. Staff alone utilized the Internal Rate of Return model and
OPC added the two-step DCF analysis and sustainable growth DCF analysis. We find all
of these analytical tools helpful and will not rely on any one to the exclusion of the
others.

As testified by the various cost of capital witnesses, each methodology requires
some level of judgment and assumptions. For example, the parties differ in their
determination of the most appropriate proxy groups, as well as their use of certain
specifications and inputs, such as the growth rate assumptions used in the DCF analysis
and estimates of the risk-free rate used in the CAPM test. The parties have also used
judgment in weighing the results of the different methodologies utilized.

Considering all of the methodologies presented, we will accept Staff’s
recommended ROE of 9.36% as just and reasonable. In reaching this conclusion, we are
guided by the principles of Bluefield Water Works*" and Hope Natural Gas,**® which
require a return that is sufficient to attract capital on reasonable terms, maintain the
financial integrity of the utility, and provide an opportunity to achieve a level of revenue
commensurate with that available in other investments of similar risk. Both OPC and

#7262 U.S. 679 at 692. The Court held “A public utility is entitled to such rates as will permit it to earn a
return on the value of the property which it employs for the convenience of the public equal to that
generally being made at the same time and in the same general part of the country on investments in other
business undertakings which are attended by corresponding, risks and uncertainties; but it has no
constitutional right to profits such as are realized or anticipated in highly profitable enterprises or
speculative ventures. The return should be reasonably sufficient to assure confidence in the financial
soundness of the utility and should be adequate, under efficient and economical management, to maintain
and support its credit and enable it to raise the money necessary for the proper discharge of its public
duties.”

#8320 U.S. 591 at 603. The Court stated “the return to the equity owner should be commensurate with
returns on investments in other enterprises having corresponding risks. That return, moreover, should be
sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and to
attract capital.”
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AOBA advocated for a lower ROE (9.1% and 9.3%, respectively), while Pepco’s 10.25%
proposal is anomalously high in relation to the other recommendations and well above
the 9.31% ROE approved by the Commission less than one year ago.449

Our approval of a 9.36% ROE includes flotation costs.*’ We accept the

calculations of Staff and OPC that demonstrate Pepco’s flotation costs to be eight basis

451

points. We decline to accept Mr. Hevert’s recommendation that Pepco receive

flotation costs amounting to 14 basis points, as his calculation is based on his premise

that equity and the costs behind it have “an indefinite life.”** We have rejected that

3

conclusion in past rate case proceedings, as Mr. Hevert concedes.*” and we are not

convinced to diverge from that precedent.
b. BSA and GRC
We will not reduce Pepco’s ROE by a specific amount because of its Bill
Stabilization Adjustment Rider (‘BSA™). The BSA was designed to account for changes
in electricity usage due to variations in weather and state-mandated energy-efficiency and
conservation programs, and to remove the disincentive a utility would otherwise have to
promote such programs, which, in the absence of the BSA, could reduce the company’s

sales revenue. In Pepco’s last rate case, we upheld a 50 basis point reduction to the

4 We observe that the 9.36 percent ROE we find just and reasonable today is within the range of ROE
calculations provided by Mr. Hevert in his standard DCF, CAPM, and ECAPM analyses. See Staff Initial
Brief at 20. His use of weighting factors and overreliance on generation-owning utilities in his Electric
Utility Proxy Group, which we do not find reasonable, contributed to his excessive 10.25 percent ROE
recommendation.

45 Flotation costs are the expenses associated with the sale of new issues of common stock. These costs
include out-of-pocket expenditures for preparation, filing, underwriting, and other costs of issuance.
Hevert Direct at 30.

451 King Surrebuttal at 6, Luznar Direct at 17, 19.

452 Hevert Direct at 31. In contrast, Staff witness Dr. Luznar estimated the flotation cost by amortizing
PHI's actual flotation costs over ten years, then dividing that amount by PHI's market capitalization.
Luznar Direct at 17.

* Hevert Rebuttal at 27, Case No. 9286, Order No. 85028 at 109.
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Company’s ROE as a result of the previous approval of Pepco’s BSA.** The BSA
stabilizes Pepco’s earnings by decoupling its distribution revenues from its volumetric
sales, thereby helping ensure recovery of the Company’s revenue requirement and
reducing regulatory lag. Without the BSA, “Pepco would see more dramatic swings in its

carnings than currently.”*® Because of those benefits, OPC and AOBA argue that

Pepco’s current ROE award should be reduced by a similar amount. **°

As noted by Pepco and Staff, however, we have recently issued two orders in
Case No. 9257 that have somewhat altered the Company’s risk as it relates to decoupling.
In Order No. 84653, we determined that Maryland utilities with BSAs, including Pepco,
will be prohibited from collecting lost utility revenue through their decoupling
mechanisms if the utilities are unable to restore service to their customers within 24 hours
of the onset of a Major Storm.*’ We stated that the BSA suspension will exist for the
time period beginning 24 hours after the onset of a Major Storm and continuing until all
Major Storm-related interruptions are restored.*”® In the more recent Order No. 85177,
we determined that utilities will be prevented from collecting decoupling revenue even

during the first 24 hours of a Major Outage Event.*® As a result of these orders, the risk-

3 The Commission approved a BSA decoupling mechanism for Pepco in Case No. 9092 on July 19, 2007
in Order No. 81517 (at 81-82).

** Order No. 85028 at 109.

456 OPC Initial Brief at 76, Oliver Direct at 49.

57 In The Matter of the Investigation into the Just and Reasonableness of Rates as Calculated Under the
Bill Stabilization Adjustment Rider of Potomac Electric Power Company, Case No. 9257, Order No. 84653,
(Jan. 2012).

5 The Commission made the decision to remove collection of BSA revenue from storm-related outages in
order to properly align the utilities’ incentives and to prevent an inequitable burden on customers, who
often face exceptional hardship as a result of electric outages caused by storm events.

4 In The Matter of the Investigation into the Just and Reasonableness of Rates as Calculated Under the
Bill Stabilization Adjustment Rider of Potomac Electric Power Company, Case No. 9257, Order No. 85177,
(Oct. 2012).

460 Subsequent to the issuance of Order No. 84653, through the RM43 rulemaking proceeding, the
Commission replaced the term Major Storm with Major Outage Event. COMAR 20.50.01.03.B(27)
defines Major Outage Event as an event in which more than 10 percent or 100,000, whichever is less, of the

Page 1231 of 1814

1234



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
TIEC 9-2, Attachment 1

reducing benefits of the BSA to Pepco are somewhat diminished, and the rationale for an
explicit reduction in the ROE less certain.

In Order No. 85374, issued on February 22, 2013, we most recently addressed the
BSA as it relates to BGE s rate proceeding.461 There, as a result of the issuance of Order
Nos. 84653 and 85177, and the greater prevalence of BSAs in electric utility proxy
groups, we found that “a strict basis point reduction of 50 points may no longer be
warranted.”*** We find so here as well. We will not reduce Pepco’s ROE by an express
amount as a result of its BSA, though we will, as in BGE’s proceeding, consider the BSA
as one of many relevant variables that informs our determination of a just and reasonable
return. *®

Mr. King testified on behalf of OPC that Pepco’s ROE should be further reduced
if the Commission grants the Company’s request for a GRC. Mr. King asserted that the
surcharge would lower the Company’s revenue risk. Accordingly, Mr. King contended
that Pepco’s ROE should be lowered by between 25 and 91 basis points if the GRC is
approved.*®®  Given the limited scope of the GRC approved in this Order, we will not

address this recommendation.

electric utility’s Maryland Customers experience a sustained interruption of electric service; and restoration
of electric service to any of these customers takes more than 24 hours; or the federal, State, or local
government declares an official state of emergency in the utility’s service territory and the emergency
involves interruption of electric service.

! In the Matter of the Application of Baltimore Gas and Electric Company for Adjustment in its Electric
and Gas Base Rates, Case No. 9299, Order No. 85374 (Feb. 2013).

*2 Order No. 85374 at 66.

4% In the BGE rate proceeding, the Commission held that BGE’s BSA “remains a ‘very good” decoupling
mechanism, better than almost all others in any of the experts’ proxy groups, which serves to limit the risk,
and therefore the appropriate ROE for BGE.” Id. (Internal citations omitted).

46 King Direct at 38-39, King Surrebuttal at 7-8.
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¢. Capital Structure

Pepco’s initial application proposed a capital structure of 49.45% common equity
and 50.55% long-term debt.* However, the Company revised its application to reflect a
$250 million debt issuance and $175 million contribution to equity.*®® OPC and Staff
accept the Company’s proposed capital structure.*”’

AOBA argues, however, that Pepco’s proposed capital structure does not
represent the Commission-required actual capital structure because it includes debt and
equity infusions after the close of the test year and because it omits the substantial short-
term debt utilized by the Company during the test year.*® It is our long-standing policy
to base the utility’s return on its actual capital structure absent evidence that the actual
capital structure would impose an undue burden on ratepayers. *® We find no evidence in
the present case that Pepco’s proposed capital structure would be unduly burdensome to
the Company’s ratepayers. However, it is also our general policy to base a utility’s return
on its capital structure as it existed at the end of the test year. Here, Pepco has asked that
we accept modifications to the Company’s capital structure as it existed at the end of the
test year (December 31, 2013), including the Company’s $250 million long-term debt
issuance and $175 million equity contribution from PHI in March 2013. We find the
modifications to the Company’s end of the test year capital structure to be known and
measurable and therefore appropriately included in the Company’s proposed capital

structure. We also find that the short-term debt utilized by the Company was used

465 Hevert Direct at 2, 47, 49.

4% Boyle Supplemental Rebuttal at 1, 2.

467 OPC Initial Brief at 67, Luznar Surrebuttal at 3, 11.

48 AOBA Initial Brief at 21. Accordingly, AOBA proposes a capital structure that is 48.22% long-term
debt, 5.84% short-term debt, and 45.94% equity.

4% Re Potomac Elec. Power Co., 98 MD PSC 228, 269 (2007).

Page 1233 of 1814

1236



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
TIEC 9-2, Attachment 1

primarily to fund CWIP and other long-term construction projects, and that it was
therefore properly excluded by Pepco from its proposed capital structure.*”’
Accordingly, we accept the capital structure proposed by Pepco of 51.11% long-term
debt and 48.49% common equity.

Finally, AOBA argues that Pepco’s proposed 6.21% average cost of long-term
debt is unwarranted because the Company incurred inappropriately high debt issuance

1 We will not

costs and because it has not effectively managed its long-term debt.
reduce Pepco’s long-term debt interest rate as AOBA requested. We do not find that the
Company incurred imprudently high debt issuance costs and we will not second guess the
Company’s decision in hindsight to enter into a long-term bond issuance in December

2008 at rates that in retrospect may appear high, without further evidence of imprudence.

Accordingly, we approve the following weighted average cost of capital for

Pepco:

Type of Capital Percent of Total Embedded Cost Weighted Cost
Capital Rate Rate

Long-Term Debt 51.11% 5.96% 3.05%

Common Equity 48.89% 9.36% 4.58%
100.00% 7.63%

C. Cost of Service
1. Parties’ Positions
a. Pepco
Witness Christopher A. Nagle sponsored the Company’s Maryland Jurisdictional

Cost of Service Study (“COSS”) and Adjusted Maryland Class of Business Cost of

7 Luznar Surrebuttal at 3-4.
471 AOBA Initial Brief at 38-40. OPC and Staff accepted the long-term debt cost calculation of 5.96
percent proposed by Pepco witness Mr. Boyle. OPC Initial Brief at 67, Staff Initial Brief at 21.
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Service Study (“CCOSS™), based on the 12-month period ending December 31, 201247
Company witness Joseph J. Janocha incorporated the results from the CCOSS in
developing the Company’s recommended rate design. *”

According to Mr. Nagle, the Company has complied with the cost of service-
related directives issued by the Commission in its last rate case in Order No. 85028.*7
The COSS presented as Schedule (CAN)-1 incorporates the Average and Excess Non-
coincident Peak Demand (AED-NCP) method to allocate sub-transmission plant, and the
CCOSS presented as Schedule (CAN)-2 incorporates the Average and Excess Non-
coincident Area Peak Demand (AED-NCAP) method of allocating sub-transmission.*”
The Company provided a comparison between those methods and the method the
Company had traditionally used, the Average and Excess Four-Month Average
Coincident Peak Demand (AED-4CP) method, in Schedule (CAN)-4.*¢

The COSS was developed to assign and allocate each element of rate base,
revenues, and expenses between the Company’s customers in its Maryland and District of

7

Columbia service territories.”’”” The allocations in the Company’s COSS are driven

primarily by direct jurisdictional assignments and allocations of plant, depreciation
expense, and operations and maintenance (O&M) expense, as well as detailed analyses

conducted for select elements of the COSS.*”

472 Nagle Direct at 2.
47 Janocha Direct at 4.
4™ Nagle Direct at 2.
" 1d at2.

476 Currier Direct at 33.
477 Nagle Direct at 6.
"8 1d. at 6-7.
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The Company’s electric plant in service (EPIS) is maintained in the Company’s
asset accounting system based upon the FERC Uniform System of Accounts.””  Sub-
transmission and distribution plant are distinguished, along with general and intangible
plant assets. ¥

The CCOSS was developed to assign and allocate each element of rate base,
revenues, and expenses to the Company’s customer classes within Maryland.*®' The
majority of the Company’s distribution facilities are primary and secondary voltage
systems (distribution substations, overhead and underground lines, transformers). These
serve customers in a local arca and are therefore directly assigned to the appropriate
jurisdiction.”**  Sub-transmission related plant facilities are allocated using an AED-
NCAP method as directed by the Commission in Order No. 85028.%** Distribution and
general depreciation expenses are assigned to jurisdictions based on Company records.***
Distribution plant at the primary and secondary voltage levels is allocated to customer
class using NCAP and/or sum of customer maximum (defined by Staff as NCD)
demands.*® The various FERC accounts designating customer-related distribution plant
are allocated and assigned in the same manner as past rate cases including Case No.
9286."° The Company allocated general and intangible plant using a sub-transmission
and distribution plant allocator as was accepted in Case No. 9286. Depreciation and
O&M expenses are generally allocated in-line with the corresponding EPIS functions or

FERC accounts. Distribution O&M expenses are assigned to jurisdictions based on the

7 Nagle Direct at 7.
0 1d at 7.

B1d at 9.

2 1d at 7.

483 1d. at 10.

8 1d at 8.

485 1d. at 10.

436 1d at 10-11.
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2011 detailed analyses of O&M FERC accounts or allocated using relevant plant
ratios.””  Administrative and general (A&QG) expenses are allocated based on the O&M
expense less A&G, storm, and tree trimming allocator.™  The allocation of customer
accounts and sales expense is based on the Company’s 2011 analysis and then allocated
to jurisdictions based on the number of customers in the test pe11'od.489 Schedule (CAN)-
5 compares the results of the CCOSS as presented in Schedule (CAN)-2 and the results of
the CCOSS with the PSC Assessment allocated based upon gross Maryland retail sales,
as ordered by the Commission in Order No. 85028.*"

The Company’s proposed customer-class rates of return and relative rates of

return for the test period are®":

Customer Class Rate of Return Relative Return
Residential 3.32% 0.61
RTM 3.26% 0.59
GS-LV 5.68% 1.04
MGT-LV 8.36% 1.53
MGT-HV 17.90% 3.27
GT-LV 9.58% 1.75
GT-HV-69kV 23.28% 4.25
GT-HV-Other 6.92% 1.26
Metro 8.95% 1.64
Street Lighting-E 9.42% 1.72
Street Lighting-S 5.12% 0.94
TN 35.57% 6.50

87 Nagle Direct at 8.

S 1d at 8.

¥ 1d at 11.

0 1d. at 4.

1 Campbell Rebuttal, Exhibit GMC-R-1.
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b. OPC

OPC agreed that the Company has complied with the requirement to include a
comparison of the AED-4CP and AED-NCP allocation methods in this case, the
comparison presented in Schedule (CAN)-4.

OPC Witness Dismukes disagreed with three allocation factors and assumptions
used by the Company in its CCOSS. He disagreed with: (1) the use of AED-NCP to
allocate sub-transmission rate base assets and related expenses; (2) the use of the sum of
customer maximum (defined by Staff as NCD) demand to allocate secondary voltage
distribution plant accounts and related operations and maintenance expenses; and (3) the
use of total sub-transmission and distribution plant as an allocation factor of Commission
assessments. Dr. Dismukes admitted that there is not a significant difference between the
AED-4CP and AED-NCP allocation methodologies,”* however, he opined that absent
substantial support for a change in methodology, the historical use of the AED-4CP
method should be retained.*” Instead of using 100 percent of NCP to allocate secondary
voltage distribution plant accounts and related operations and maintenance expenses, Dr.
Dismukes recommended that the Commission use 50 percent NCP and 50 percent NCAP
in order to give equal weight to both measures of demand placed on the secondary
distribution system.** Dr. Dismukes disagreed with the Company’s allocation of
Commission assessments on the basis of total sub-transmission and distribution plant. He
recommended allocating these expenses based on gross Maryland retail sales revenue,
which in his opinion more accurately reflects the fact that, pursuant to §2-110 of the

Public Utilities Article, Commission regulatory assessments are calculated based on a

*2 Dismukes Direct at 77.
3 1d at 78.
4 1d. at 80.

Page 1238 of 1814

1241



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

TIEC 9-2, Attachment 1
Page 1239 of 1814

ratio of gross operating revenues between jurisdictional utilities.*” Dr. Dismukes’
alternative CCOSS is contained in Schedule DED-17 to his direct testimony.

Dr. Dismukes agreed with the Company’s use of allocators derived from four cost
allocation studies relied on by the Company, however, he noted that much of the data
within the studies is four years out of date.*® The Company relied on the studies to
derive relevant allocation factors associated with certain Distribution Plant Accounts and
Customer Accounts and Sales Expense Accounts, which include: (1) an embedded cost of
meters study, (2) an installation on customer premises cost study, (3) an outdoor lighting
cost study, and (4) a customer accounts and sales expense cost study.497 In response to a
data request from Commission Staff, the Company stated that it anticipates performing a
new meter cost allocation study as soon as its AMI system rollout is complete.*”® Dr.
Dismukes opined that the Commission should direct the Company to update its meter
cost study as well as its other cost allocation studies before its next base-rate case. *

c. AOBA

AOBA witness Oliver conducted a comparison of the relative or unitized rates of
return (UROR) in this rate case with those in Case Nos. 9217 and 9286. Mr. Oliver
stated that the disparity in class returns has not improved since Case No. 9217, and that
the rates of return for the GT-LV, Metro and GT-HV classes are now farther from the

system average than they were in Case No. 9217.7%

%5 Dismukes Direct at 80.
4% 1d at 82.

7 1d. at 80-81.

% 1d at 81.

49 1d at 82-83.

3% Oliver Direct at 68.
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AOBA also asserted that the Company’s allocation of income taxes among rate
classes is inappropriate because the non-residential classes are assigned more than 100%
of the total jurisdictional Federal Income Tax liability. Mr. Oliver claimed that Rate
Schedules GT and MGT are assigned over 1.4 times the Company’s Maryland

501

jurisdictional Federal Income Tax expense.” Mr. Oliver asserted the Company should

allocate income tax responsibilities among rate classes based on the percentage of the
Company’s rate base for which each class is responsible.”™
Mr. Oliver claimed that the Company has employed an overly broad-brush
approach to the allocation of costs, and thus has failed to properly assess class
responsibilities for a number of large dollar amounts.™”
d. Staff
Staff agreed that the Company has complied with the Commission’s directive in
Order No. 85028 in that its COSS uses the AED-NCP method to allocate sub-
transmission plant and compares it to the AED-4CP method Pepco has traditionally
used.”**
Staff noted that the Company’s COSS indicates a total system rate base of more
than $2.5 billion, of which 46% is allocated to Maryland.”” The Company calculated the
ROR for the Maryland jurisdiction to be 5.73% as of December 31, 2012.°% The rate of

return for Maryland increased by more than two percentage points largely because

expenses decreased by more than $30 million, causing the net income provided by the

31 Oliver Direct at 70.
2 1d. at 73.

33 1d. at 76-77.

3% Currier Direct at 33.
5 1d at 18.

3 1d. at 18.
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507

jurisdiction to increase. Of the $30 million decrease, $25 million was in expenses

under FERC account 593, Maintain Overhead Lines, because of credits that were

recorded to defer the Maryland portion of major storm costs in 2012.°%

Staff Witness Currier noted that one of the key outputs from the CCOSS is the

UROR which measures the return of a customer class with respect to the system

9

average.”” URORs have moved closer to 1 since the previous rate case, Case No.

9286.°' The residential class in particular has moved dramatically closer to the system

average since July 2012, while Overhead Lines Maintenance Expense decreased.’’

Street lighting is nearly at the system average when just last year it was earning three
times as much, largely due to increased expenses allocated to the street lighting class.”"?
Staff supported use of the Company’s CCOSS to aid in rate design. Mr. Currier
found the CCOSS to be reasonable, and, with a few exceptions, consistent with the
CCOSS filed in Case No. 9286.°" Staff did recommend that the Commission direct the
company to provide a rate class ROR and UROR comparison conforming to Staff’s
recommendation regarding the allocation of AFUDC in this proceeding (AFUDC would

514

be allowed on the basis of its respective plant and not a composite allocator).” ™ The rate

base allocation percentages in both 2012 and 2011 are approximately the same among the
Company’s customer classes.”’> The residential classes are still allocated more than half

of the Company’s total rate base and the MGT classes are allocated a little more than a

307 Currier Direct at 18.
3% 1d at 19.

3 1d at 19.

510 14 at 20.

S I1d at 20-21.

S121d at 21-22.

SB31d at 22.

S I1d at 22.

S5 1d at 23.
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quarter of rate base.”'°

Because the Company’s cost of service is largely based on
demand allocators, approximately 82% of the Company’s rate base is demand related and
18% is customer related.”"’

2. Partics’ Responses

a. Pepco

Company Witness Nagle maintained that although Order No. 85028 directed the
Company to present a comparison of the AED-4CP and AED-NCP methods, the Order
further directed the Company to use the AED-NCP method to allocate sub-transmission
plant in this next rate case.”®

Despite the fact that the Company categorized and allocated the AFUDC in prior
cases including Case 9286, the Company now claims that the separation of the sub-
transmission and distribution portions of plant AFUDC requires time-consuming analysis
that is unnecessary as AFUDC can be reasonably allocated as a whole.””® The Company
provided a comparison of CCOSS results from which it concluded that the difference is
neglig.gible.520

The Company disagreed with Dr. Dismukes” recommendation to allocate the PSC
Assessment on gross Maryland retail sales. Mr. Nagle stated that an allocation based on
revenues will perpetuate existing class rate of return inequalities.”*!

The Company did not believe that AOBA Witness Oliver’s recommended

allocation of income taxes based on total rate base is a reasonable approach in cost of

51 Currier Direct at 23.
7 1d at 23.

18 Nagle Rebuttal at 3.
W 1d at 2,

0 71d at 3.

2 Id at 4,
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service studies. Mr. Nagle pointed out that Mr. Oliver’s proposal would produce a
different effective tax rate for every customer class, which in his opinion ignores cost
causation.”**

b. AOBA’ s Rebuttal to OPC

AOBA Witness Oliver did not believe that Dr. Dismukes provided substantial
justification for his proposed change in the allocation of costs associated with secondary
distribution lines to an allocation based on 50 percent NCP and 50 percent NCAP.** Mr.
Oliver agreed that the allocation of PSC Assessments are more appropriately allocated on
the basis of Maryland Gross Revenue by class, but did not agree that the measures of
revenue by class that Witness Dismukes uses properly portrays the Company’s total

Maryland Gross Revenue.”*

He instead believed Maryland Gross Revenue should
include SOS revenue and should exclude pass-through taxes.’*

c. Staff’s Rebuttal to AOBA and OPC

Mr. Currier found Mr. Oliver’s recommendation that federal and state income
taxes be allocated to the Company’s customer classes on the basis of rate base to be
reasonable and believed that it should be considered by the Commission going
forward.’*® Mr. Currier suggested that the Commission direct the Company to present a
CCOSS using this proposal and provide a comparison to the method the Company has
traditionally used.” If all classes provide the system rate of return, then allocating the

income tax on the basis of taxable income would be appropriate, however, rates rarely

2 Nagle Rebuttal at 4-5.
3 Oliver Rebuttal at 9.
2 1d at 10.

2 Id at 10.

3% Currier Rebuttal at 4.
PTId at 1.
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provide the same rate of return for each customer class; inter-class subsidization almost
always exists.’” Because the residential customer class is not providing the system’s
average rate of return, its taxable income is less than it otherwise would be and
consequently its tax liability under the Company’s current allocation methodology is also

° If AOBA’s income tax allocation method is used, all classes’

(noticeably) lower.™*
UROR moves farther from 1, and the inter-class subsidization from the non-residential
classes to the residential classes is illustrated.”™ Mr. Currier claimed this shift indicates
that the residential classes are earning a lower rate of return, and thus a larger rate
increase is necessary to bring the residential classes to the system average.™"

With regard to Dr. Dismukes’ disagreement with the Company’s sub-transmission
allocation method, Staff recommended that the AED-NCP method be accepted because it
complies with the Commission’s Order and is more consistent with cost causation.’*
With regard to Dr. Dismukes’ proposed change in the allocation of costs associated with
secondary distribution lines to an allocation based on 50% NCP and 50 % NCAP, Staff
responded that the Company’s allocation method using Sum of Customer Max (NCP)
should be accepted because it has been consistently been used and accepted; this
allocation method should be retained absent substantial evidence that it is
unreasonable.”*® With regard to the PSC Assessment, Staff recommended retention of the

Company’s allocation method because it follows Commission precedent and also helps

prevent further distortion in the class relationships between costs and revenues.””

58 Currier Rebuttal at 4.
2 1d at4.

3014 at 5.

B11d ats.

32 1d at 7-8.

B 1d at 8.

3 1d at9.
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d. AOBA’s Surrebuttal to the Company

With regard to Company Mr. Nagle’s argument that AOBA’s recommended
allocation of income taxes based on total rate base would produce a different effective tax
rate for every customer class, Mr. Oliver responded by stating that the Federal Tax Code
often applies different tax rates to individuals and other taxable entities having different

levels of taxable income.>*

Mr. Oliver maintained that the Company’s income tax
responsibility is appropriately allocated among rate classes based on the returns required
to support the rate based investment that the Company incurs to support its provision of

service to each rate class.™

Mr. Oliver noted that although Mr. Nagle’s allocation
methods for A&G expenses and G&I costs are accepted by NARUC in its cost allocation
manual, it is not a proscriptive document; the cost of service analyst must also apply
approximate experience, sensitivity, and knowledge of cost incurrence patterns to assess
the appropriateness of alternative cost allocation methods.”™’ Mr. Oliver noted that large
increases in Outside Services render the Company’s allocations of G& A costs
538

increasingly important.

e. Staff’s Surrebuttal to the Company

Mr. Currier noted that while the Company claimed that allocating AFUCD to
each rate class on the basis of distribution and sub-transmission plant ratio is time-

consuming, the Company did not provide an estimate of the time and cost required to

539
L

allocate the AFUCD in greater detai Staff argued the Company has not proven why it

33 Oliver Surrebuttal at 31-32.
36 Id. at 32.

37 1d. at 33.

38 1d. at 33.

3 Currier Surrebuttal at 2.
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should be allowed to change its allocation method from the one used in Case No. 9286 to
one that is more general in nature.”*
3. Commission Decision

AED-NCP vs. AED-4CP

The Company and Staff are correct. Our Order No. 85028 directed the Company
to present a comparison of the AED-4CP and AED-NCP methods, but directed the
Company to use the AED-NCP method to allocate sub-transmission plant in its next rate
case. Based on a review of this comparison and the record in this case, including the
testimony of Company Witness Nagle, the Company need not provide a comparison of
the two methods in future cases.

AFUDC

We agree with Staff that the Company has not proven why it should be allowed to
change its method of allocating AFUCD from the one used in Case No. 9286 to one that
is more general in nature. When questioned by Staff as to how much additional time
would be required to allocate AFUCD to cach rate class on the basis of distribution and
sub-transmission plant ratio, Company Witness Nagle was unable to provide information
as to the time or cost required. He testified that to disaggregate the plant AFUDC into a
sub-transmission group and a distribution group required analyses that were not

performed within his department.5 4

A number of analyses must be performed at year
end and over the course of the year in order to maintain the balance of the disaggregated
AFUDC.** Although the Company apparently performed such analyses for past rate

cases, the Company did not perform those analyses for this case and the information is

34 Currier Surrebuttal at 3.
T a1 821-822.
2T at 822.
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not readily available. From the Company-provided comparison of CCOSS results, it
appears in this case that the difference resulting from using a composite allocator is

negligible.”*

Thus, we will accept the Company’s use of a composite allocator for
AFUDC for purposes of rate design in this case. However, because we find insufficient
evidence to support the Company’s unilateral change to a composite allocator, we direct
the Company to, in future cases, allocate AFUCD to each rate class on the basis of
distribution and sub-transmission plant ratio as Staff recommends.

Commission Assessment

In Order No. 85028 we directed the Company to present a class rate of return
comparison using OPC’s proposal to allocate the PSC Assessment based upon gross retail
sales.”* This was provided in Schedule (CAN)-5. OPC advocates again, as it did in
Case No. 9280, for the allocation of the PSC Assessment to be based on gross retail sales.
The Company and Staff remain concerned about further distortion in the class
relationships between costs and revenues. Company Witness Nagle offered that if the
Commission wants to move to a revenue-based allocator for the PSC Assessment, in
order to eliminate the issue of perpetuating existing class rate of return inequalities, a
claimed revenue allocator could be used.”” We find the Company’s allocation method
reasonable, formulating part of a CCOSS that, with a few minor adjustments, will fairly
and reasonably distribute costs among the Company’s customer classes. However, for
the point of comparison, we direct the Company, in its next rate case, to present a

comparison of the method traditionally used with an allocation based on a claimed

*3Nagle Rebuttal at 3.
** Order No. 85028, p. 118.
5T at 825-826.
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revenue allocator as the Company has offered could be used and would eliminate the
issue of perpetuating class ROR inequalities.

Income Taxes

AOBA again advocates for allocation of federal and state income taxes to the
Company’s customer classes on the basis of rate base, however, we believe the
Company’s current allocation method is reasonable.

Conclusion

In summary, we will employ appropriate judgment and discretion in using the
CCOSS thus developed to set the final customer class rates based on the record in this
case.

D. Rate Design

1. Parties’ Positions
a. Pepco
Witness Joseph F. Janocha sponsored the Company’s proposed rate design. The
Company’s approach used to allocate its proposed revenue requirement among the
Company’s rate classes begins by summarizing the rate class specific distribution
revenue, net operating income, net rate base, rate of return, and UROR results from the
CCOSS.™® The next step involves the allocation of the overall revenue increase on a rate
class specific basis.”"’
As directed by Order No. 85028 in Case No. 9286, the Company allocated the

revenue increase using a two-step process. First, a portion of the increase was allocated

3¢ Janocha Direct at 4.
7 1d. at 4.
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to the rate classes with URORs most significantly below 1.0.°*

In the second step, the
remainder of the increase was allocated to all rate classes in proportion to their current
level of annualized distribution revenue.’® For Rate Schedules R and RTM, which have
existing URORs lower than 1.0, the Company proposed to allocate 25% of the total
revenue increase. Rate Schedules MGT-3A, GT-3B, and TN have URORs significantly
above 1.0, and therefore, the Company proposed no increase for these rate schedules.”
The remaining 75% of the increase was allocated to all rate classes (except MGT-3A,
GT-3B, and TN) based on their level of current annualized distribution revenue. >

For Rate Schedules R, RTM, and GS-LV, the company proposed to increase the
customer and volumetric rate components by an equal percentage basis. Rate Schedules
MGT-LV, GT-LV, and GT-3A have customer, demand and energy rate components, and
the Company proposed that the increase be apportioned to gradually shift the recovery of
distribution costs from the volumetric rate component to the customer and demand charge
components. The customer charge increased by the same percentage increase as the
proposed overall percentage increase for the respective rate class; the demand charges
were increased by 1.25 times the overall class percentage increase; and the volumetric
component recovered the balance of the proposed distribution revenue level for each
class.™ Under the Company’s proposed rate design, a typical residential Standard Offer
Service (SOS) customer using 1,000 kWh per month would see a total monthly bill

increase of $7.13 or 4.98%.°%

8 Janocha Direct at 4-5.
1d at 5.

0 1d até6.

B1d at7.

321d at 8.

33 1d at 10.
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An adjustment to the revenue-per-customer levels to be used in future BSA
calculations is required based on the proposed changes in rates.”>*

Lastly, the Company proposed to design Grid Resiliency Charge rates for each
Tariff Rate Schedule based on the class’s distribution rate design. For Rate Schedule R,
RTM, GS-LV, T (Temporary), EV (Electric Vehicle), SL, and TN, the Grid Resiliency
Charge would be designed as a volumetric charge; for Rate Schedules MGT-LV, MGT-
3A, GT-LV, GT-3A, and GT-3B, the charge would be designed as a demand charge
applicable to the maximum monthly demand; for Rate Schedule OL the charge would be
designed as a per-lamp charge.*>

b. OPC

Dr. Dismukes stated that the rate design goals enumerated by the Company are
consistent with Commission precedent.”® Dr. Dismukes noted that while the
Commission ordered the Company to distribute its revenue increase using the two-step
approach set forth in Case No. 9286, the Commission did not direct the use of any
specific percentage split between under-carning and over-earning classes, nor did it
mandate any rate increase exclusion for classes estimated to be significantly over-
carning.”™’ Dr. Dismukes also noted that in the recent Baltimore Gas & Electric
Company (BGE) rate case, the Commission rejected BGE’s proposal to allocate 50% of
the rate increase to the under-earning classes, as well as Staff’s proposal to allocate 25%

558

to the same classes.” Instead, the Commission found a more gradual rate increase was

appropriate, and assigned 15 percent of the overall authorized increase to the under-

3% Janocha Direct at 10-11.
33 1d at13-14.

3% Dismukes Direct at 84.
T1d. at 87.

8 1d. at 88.
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earning classes. The remaining part of the authorized increase was assigned to all classes
except the highest over-carning classes.”™

Dr. Dismukes recommended a revenue distribution that constrains any under-
earning class from receiving a rate increase no greater than 1.05 times the system average
increase, and distributes any remaining revenue deficiency across other classes in
proportion to their test year revenue, including the significantly over-earning classes,
which differs from the methodology used in the last Pepco rate case.”® Under OPC’s
approach, the residential classes would receive 57 percent of the total rate increase
instead of the Company’s proposed 68 percent.’®!

c. AOBA

Mr. Oliver had two major problems with the methodology the Company used to
determine the distribution of its proposed revenue increase among rate classes.’®* First,
Mr. Oliver did not support the Company’s proposal to apply the same percentage
increases to a large number of rate classes without consideration for differences in those
classes” current rates of return.”® Mr. Oliver believed that classes with roughly system
average rates of return should receive increases that more closely approximate the system
average rate increase, and classes with noticeably above average rates of return should
receive less than system average increases.’® Second, Mr. Oliver believed that the
Company’s inclusion of BSA revenue adjustments inappropriately distorts its proposed

distribution of the revenue increase because it improperly and unreasonably ratchets class

3% Dismukes Direct at 88.
30 1. at 89.

1 1. at 89.

3% Oliver Direct at 81.

3 1d. at 81.

3 Id. at 81.
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revenue requirements to levels established in prior cases without consideration of
changes in class usage characteristics.”” Mr. Oliver recommended altering the
Company’s proposed revenue increase distribution to provide greater differentiation of
rate increases among non-residential classes of service.

Mr. Oliver had concerns about the Company’s rate design presentation. He stated
that the rate increases reflected in the Company’s bill comparisons [Schedules (JFJ)-3,
(JFD)-8, and (JFJ-S)-3] fail to reasonably portray the rate increases that large numbers of
customers will experience if they either (1) are not subject to the Montgomery County
Fuel and Energy Tax or (2) do not use Standard Offer Service.

Mr. Oliver pointed out that the Company is still proposing increases to the on-
peak demand charges for summer use by medium and large commercial customers (MGT
and GT), which are based on embedded seasonal differentials that existed at the time
rates were unbundled in July 2000.>%’

Mr. Oliver also argued in addition that the Company’s allocation of the
incremental Grid Resiliency Charges has no basis in cost causation.”®®

d. Staff

Staff acknowledged that the Company’s rate design follows a gradual approach in
increasing rates such that no rate would increase by an unreasonable level.”®  Staff
Witness Campbell stated that, independent of the magnitude of the revenue to be

increased, the Company’s rate design process is not unreasonable; the Company adhered

3% Oliver Direct at 82-83.
% Id at 85-86.

7 Id at 87-89.

8 Id at 93.

% Campbell Direct at 10.
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to the directives set forth in Commission Order No. 85028 in Case No. 9286 and used a
two-step inter-class rate design method.”™

Although reasonable given the magnitude of the revenue increase proposed by the
Company, Staff proposed a 20% allocation to the over-earning rate classes instead of the
Company’s proposed 25% allocation, based on the Staff’s calculation of a reduced

revenue increase.’’!

Staff accepted the Company’s proposal to raise both the customer
and volumetric charges of the R, RTM, and GS-LV rate classes equally.”’* Staff noted
that the Company’s proposal to raise the demand charge component above the overall
rate class increase while maintaining the customer charge increase equivalent to the
573

overall rate class increase is efficient.

2. Parties’ Responses

a. Pepco

The Company did not agree with OPC’s proposed revenue allocation approach.
Company Witness Janocha explained that by employing a constraint that no class
receives a percentage increase of more than 1.05 times the overall percentage increase,
the allocation of revenue is essentially even across all rate classes, thercby not
effectuating the primary purpose of the two-step approach of directing a larger portion of
the revenue allocation to classes with rates of return lower than the overall rate of
return.”’* As Mr. Janocha explained, under OPC’s approach, revenue increases would be

directed to three commercial classes (MTF-3A, GT-3B and TN) that have rates of return

7% Campbell Direct at 10-11.
T Id at12.

2 Id at12.

P Id at13.

5% Janocha Rebuttal at 2.
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well above the overall rate of return, which does not reduce the substantial disparity in
earnings for these classes.””

The Company also did not agree with AOBA’s proposed allocation method
because it does not use the two-step revenue allocation process and does not take into
consideration the annualized authorized revenue which the Company believes is
appropriate to incorporate into the rate design calculation.””

The Company believed that its bill impact presentation, the same presentation of
bills impacts as was used in Case Nos. 9092, 9217, and 9286, accurately portrays the
dollar impact of the distribution increase over a range of usage levels.””’

The Company agreed with the phased elimination of the Summer On-Peak
Demand Charge proposed by Mr. Oliver. Mr. Janocha stated that if the Commission
prefers the approach of reducing the demand charge by 50% instead of 25%, the
Company is willing to support this alternative proposal, as applied to Rate Schedules

AGT-LV, MGT-3A, GT-LV, GT-3A and GT-3B.””

b. AOBA’ s Rebuttal to OPC

AOBA Witness Oliver found OPC Witness Dismukes’™ proposed distribution of
the Company’s requested revenue increase to be inequitable because it would apply equal
percentage rate increases to classes that have substantially different ROR.”” Mr. Oliver

urged the Commission to reject Dr. Dismukes’ rate design recommendations because

they perpetuate the Company’s use of non-cost-based seasonal rate differentials.”™

57 Janocha Rebuttal at 2.
7 Id. at 2-3.

7 1d. at 4-5.

8 1d. at 6-7.

57 Oliver Rebuttal at 12-13.
0 1d at 13.
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c. Staff’s Rebuttal to OPC and AOBA

Staff Witness Campbell pointed out that Dr. Dismukes’ rate structure based on a
maximum increase set at 1.05 times the system average increase, does not abide by the
goal of not giving any individual rate class a UROR increase if they are above 1.0 or a

decrease if they are under 1.0.°%

Mr. Campbell applied the principle of cost causation
and proposed raising the customer charges of the residential and general service low-
voltage customers by a percentage equal to the total rate class increase, while Dr.
Dismukes recommended keeping the customer charges for these rate classes at their
current rate.”®® This difference in proposed rate design reflects the competing principles
in rate design.”® Mr. Campbell noted that while Dr. Dismukes’ uses the two-step rate
design process, Dr. Dismukes allocates on the basis of distribution revenues whereas Mr.
Campbell recommends allocating on the basis of class rate base percentage.’™*

Mr. Campbell disagreed with AOBA Mr. Oliver’s recommendation that revenues
associated with the BSA should not be considered when determining rate class bill
changes; Mr. Campbell argued that BSA-related revenues are necessarily included in

order to have an “apples-to-apples” comparison.”™

d. AOBA'’s Surrebuttal to the Company and Staff

AOBA Mr. Oliver continued to maintain that his proposed revenue increase

586

distribution is more appropriate than the Company’s. He found the Company’s

8! Campbell Rebuttal at 3.
B2 1d at 3-4.

B Id at 4,

B Id at4-5.

5 Id at 5-6.

3% Oliver Surrebuttal at 24.
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application of 76% of the overall increase to non-residential rate classes, regardless of the
ROR computed for those classes, to be inequitable and inappropriate.

Mr. Oliver contended that he did incorporate annualized authorized revenue, but
just did not incorporate the differences between the Company’s “Annualized Revenue at
Current Rates” and its “Test Year Annualized Authorized Revenue” in the same manner
as the Company chose to reflect those differences.”’ Mr. Oliver believed that treatment
of the differences should be premised on class cost responsibilities, not just the
Company’s need to recover its overall revenue requirement.”™

Mr. Oliver maintained that the Company’s proposed adjustments to distribution
charges do not reflect the rate impacts that customers in those classes have
experienced.”® Mr. Oliver noted that the magnitude of the Montgomery County Fuel
590

and Energy Tax has increased significantly.

e. Staff’s Surrebuttal to the Company

The Company revised its revenue requirement. Consequently, as was reflected in
Staff’s Surrebuttal to the Company, Staff’s revenue requirement increased, changing the
rate class” UROR and individual bill impacts for most classes.™"
3. Commission Decision
In rate design, we strive for a decent balance between the sometimes competing
principles of cost causation, gradualism and overall fairness. Based on the record in this

case, and consistent with our decision in the last Pepco rate case, we find that

37 Oliver Surrebuttal at 25.
8 Id. at 26.

0 Id at27.

0 Id at 28.

! Campbell Surrebuttal at 1.
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apportioning the revenue increase to the respective classes in accordance with a two-step
allocation method initiates the best balance among applicable rate-making principles.

Given the revenue increase authorized in this case, we find a first-step allocation
of 25% to under-carning classes, Rate Schedules R and RTM, is appropriate. We agree
with the Company’s proposal to not increase Rate Schedules MGT-3A, GT-3B, and TN
because these schedules have URORs significantly above 1.0. We find acceptable the
Company’s proposed second step allocation of the remainder of the revenue increase
amongst all customer classes (except MGT-3A, GT-3B, and TN) based on their level of
current annualized distribution revenue.

We accept the Company’s proposal to raise both the customer and volumetric
charges of the R, RTM, and GS-LV rate classes equally, as well as the Company’s
proposal with respect to Rate Schedules MGT-LV, GT-LV, and GT-3A. Based on the
authorized revenue increase in this case, as well as the rate design we adopt, the typical
residential Standard Offer Service (SOS) customer using 1000 kWh per month™? will see
a total monthly bills increase of 2.20% or $2.42. Based on the approved changes in rates,
the Company may adjust its revenue-per-customer levels in future BSA calculations.

E. Grid Resiliency Charge (GRC)

1. Parties’ Positions
a. Pepco
Pepco proposed in this proceeding to undertake three defined projects aimed at
increasing the reliability and resiliency of the Company’s Maryland distribution system
in an accelerated timeframe from 2014 through 2016. Pepco proposed to: (1) accelerate
the capital investment and operations in the Company’s priority feeder program; (2)

592 L . . . Sy
Pepco is directed in future cases to provide mean and median usage figures for residential rate classes.
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advance the four-year tree trimming cycle by trimming two years’ of vegetation in 2014,
and (3) perform selective undergrounding on six of the Company’s distribution feeders
most severely impacted during major storm events.

The Company proposed to pay for these accelerated projects by establishing a
Grid Resiliency Charge (“GRC”) that would act as a surcharge above base rates, enabling
Pepco to recover contemporancously the incremental capital costs and expenses
associated with the acceleration of these three reliability projects. Specifically, the

Company”*

claimed that the GRC “will enable Pepco to accelerate investment in
infrastructure in a condensed time frame consistent with Recommendation Two of the
GRTF Report.”™ In addition to the accelerated reliability project work and the GRC
cost recovery mechanism, Pepco proposed a $1 million performance-based ratemaking
incentive that would be provided to the Company if it meets certain metrics, or credited
to the Maryland customers if the metrics are not met.

Company Witness Boyle testified that Pepco was prepared to accelerate the three
projects to enhance service reliability and “to commit to enhanced reliability metrics

predicated on its accelerated investment program.”>”

Mr. Boyle testified that these
accelerated expenditures are incremental to the Company’s base capital and operating
cost plans. He further explained that since Pepco is meeting its current reliability
standards it will not perform the accelerated projects in the condensed timeframe absent

the GRC.”®® Mr. Boyle noted that the GRTF acknowledged concern about the “undue

financial pressure on the utilities™ that voluntarily takes on an added level of investment

3 Boyle Direct at 14.

¥4 Pepco Application at 4.
3 Boyle Direct at 13, 14.
> 1d. at 14.
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and therefore recommended that the Commission authorize contemporancous cost
recovery through a tracker-like™’ mechanism for accelerated investments to offset the
added financial pressure.5 %

Mr. Boyle testified that the GRC Proposal “is designed to operate cohesively such
that the accelerated reliability work, the cost recovery mechanism and the performance
metrics are a non-severable package.”™ In response to other Parties’ recommendations
to remove certain components of the Company’s GRC Proposal, Mr. Boyle stated that “it
is important that the Commission understand that the Company proposed the accelerated
investments and the accompanying Grid Resiliency Charge as an entire package.”®" He
further warned that if the recommendations to remove various aspects of the Company’s
GRC Proposal were approved, then the Company would “reevaluate its voluntary
proposal, with the potential determination that it cannot proceed with the accelerated
investments under such terms and conditions.”®"!

Mr. Boyle testified that approval of the GRC “in no way affects the Commission’s
ability or authority to conduct a prudence review of the Grid Resiliency Charge
investments and expenses, and ... ultimately determine to exclude or reduce recovery for

any item that the Commission deems imprudent.”®”* Further, Mr. Boyle noted that Pepco

would not oppose a Phase II of the present proceeding to further review the GRC

7 “Tracker” is a term used by the GRTF and refers to a concurrent surcharge allowing a utility to begin
recovering costs from its ratepayers immediately upon expenditure, rather than waiting until its next rate
case. GRTF Report, p. 66.

8 Boyle Direct at 14 citing Task Force Report at 80.

> 1d. at 15.

0 Boyle Rebuttal at 4.

L7d. at 5.

%271d. at 5.
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Proposal "as long as that review does not result in a delay in the Commission's decision
on the base rate application portion of this proceeding."603
Company Witness Gausman detailed the scope, cost and Company’s rationale for
each of the three GRC projects proposed. Setting the context for the Company’s GRC
Proposal, Mr. Gausman testified that the three accelerated projects chosen under the GRC
were in line with the foundational principles set forth in the GRTF Report. Those
foundational principles include the following:
1) “The current level of reliability and resiliency during major storms is not
acceptable;
2) Increased reliability and resiliency is the goal of the Task Force and will
inform its recommendations;
3) Severe weather events are likely to continue to occur and utilities, government
and citizens must be prepared; and
4) If done strategically and appropriately, increased expenditures by utilities to
improve resiliency and harden the grid will lead to fewer outages during
storms and shorten outages when interruptions happen.”®*
Of the three projects recommended by the Company, Mr. Gausman stated that they “will
increase the resiliency of the distribution system and ‘accelerate RM 43°s march toward
reliability.” ”%°
First, Mr. Gausman discussed the work related to the Accelerated Priority
Feeders. This project involves the Company’s accelerating the hardening of an additional
24 feeders over two vears, 12 feeders per year in 2014 and 2015.°°° Mr. Gausman

clarified that these 24 feeders are in addition to the 55 feeders in the 2013 base

construction plan (which includes 21 priority feeders and 34 Reliability Enhancement

93 Boyle Rebuttal at 5.

€ Gausman Direct at 19 (citing Task Force Report at 71) .
€93 14 at 19-20 (citing in part GRTF Report at 72).

5% 1d. at 23.
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Program (REP) feeders).®”” Mr. Gausman testified that the average cost associated with
Priority Feeder work is $1 million per feeder; therefore, the Company estimated a capital
investment of $12 million in 2014 and $12 million in 2015 for the Accelerated Priority
Feeder work under the GRC Proposal.®® The evaluation criteria for priority feeders
chosen under the GRC Proposal include “outage data without exclusions for major
events.”® Mr. Gausman pointed out that the GRTF Report specifically supported the
Accelerated Priority Feeder work by stating that “progress on some of Maryland’s worse
performing feeders has the potential to make meaningful difference in both actual

. . . 610
interruptions and customer confidence.”

The Company argued that “by remediating a
total of 67 feeders in each of 2014 and 2015, Pepco will be addressing more than 9% of
its approximately 700 Maryland feeders each year, for a total of 18% over the two year
period.”¢!"!

Second, Mr. Gausman described the Accelerated Vegetation Management (tree
trimming) work being proposed under the GRC. The Company proposed to complete
two years of the four-year cycle of vegetation management in 2014 allowing the
Company to complete a full four-cycle of vegetation management (“VM”) in 2015, one

612

vear in advance of the normal timeframe.”~ Mr. Gausman noted that the Company will

perform the first year of a four year trim cycle in 2013. Figure 9 in Mr. Gausman’s
Direct Testimony showed that the estimated annual cost of vegetation management is

$20.3 million. Since the Company GRC Proposal entails trimming an additional year of

97 Gausman Direct at 23-24

% Id at 24.

% Id at24.

610 14 at 21 (citing Task Force Report at 77).
1! Pepco Initial Brief at 70.

612 Gausman Direct at 26.
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vegetation management in 2014, Mr. Gausman estimated the additional cost for the
accelerated tree trimming work in 2014 would be $17 million®"?, almost all of which will
be personnel costs. When cross examined on whether the Company had analyzed how
much more reliable the system would be due to the vegetation management, Mr.
Gausman conceded that the Company had not performed that level of analysis.

Third, Mr. Gausman discussed the Company’s accelerated work related to
selective undergrounding as part of the GRC Proposal. Pepco proposed to underground
certain segments of six 13 KV distribution feeders with work to be performed between
2013 and 2016 and supported its proposal by the inclusion of a November 2012
Undergrounding Study attached as Schedule WMG-4 in Mr. Gausman’s Direct
Testimony. Using the data and findings in the Undergrounding Study, Mr. Gausman
identified three of the six feeders in Montgomery County and another three feeders in
Prince George’s County for undergrounding. He estimated that the cost to underground
these six feeders would be $151 million and projected that this investment would reduce
the frequency and duration of outages by more than 99% compared to the portion of
those feeders that are currently overhead.®'* He argued that the benefits associated with
undergrounding could range from achieving as low as 7% improvement in reliability
performance to 100% performance improvement, depending on the nature and amount of
undergrounding.®’”  However, Mr. Gausman admitted that “significant design and
planning is required prior to beginning” this project after Commission approval, and

Pepco would require the second six months of 2013 to plan the undergrounding work and

613 Gausman Direct at 26.
4 1d. at 28
13 1d at 27.
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another three years to complete the construction work. !¢ Additionally, Mr. Gausman
acknowledged that the Company’s undergrounding proposal does not address
undergrounding 69kV substation supply lines which the GRTF Report highlighted,
recommending that “any selective undergrounding or hardening scheme should give high
priority to substation supply lines” because while they are relatively few in number, they
accounted for 18% of the system interruptions in the three storms evaluated by the Task
Force.®!’

Last, Mr. Gausman also addressed as part of the GRC Proposal specific
performance metrics associated with these accelerated projects and the performance-
based incentive proposal. The Company proposed specific system-wide SAIFI and
SAIDI goals against which it would be measured.®’”® The Company proposed that if it
achieves a SAIFI performance of 1.25 and a SAIDI performance of 134 minutes, the
Company would be permitted to collect a $1 million incentive through the GRC
($500,000 for meeting the SAIFT and $500,000 for achieving SAIDI).®"” Likewise, if
Pepco’s reliability performance of SAIFI is worse than 1.67 (measured on 2015
performance) and a SAIDI performance of 178 minutes (also measured on 2015
performance) then the Company would credit its customers $1 million through the
GRC.°* Mr. Gausman contended that this proposal was consistent with the Task Force
Recommendation that the “Commission implement a ratemaking structure that aligns

utility incentives by rewarding reliability that exceeds established metrics and penalizes

61® Gausman Direct at 27.
17 GRTF Report at 79.
1% Gausman Direct at 28.
S 1d at 29

20 Id at 29.
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%! The incentive or customer credit would be included

for failure to reach those metrics.
in the GRC during 2016. Mr. Gausman asserted that the performance goals proposed by
the Company, if achieved, would represent a “37% improvement in SAIFI and a 38%
improvement in SAIDI from 2011 results.” >

Concurring with Mr. Boyle, Mr. Gausman stated “that performing these [GRC]
projects on the accelerated schedule is not included in the Company’s scope of work to
meet its SAIFI and SAIDI performance requirements under the Service and Quality

59623

Reliability Standards. He further reiterated that, while the Company is prepared to
perform these projects, it “cannot take on additional investment on top of the significant
financial commitment that has already been made”®** without approval of the GRC. Mr.
Gausman argued that the projects under the GRC are consistent with the findings of the
Task Force Report recommending that utilities should “temporarily go above and beyond
their RM 43 requirements to jumpstart improvements so Marylanders can see real results
in the next two years.”%%

In responding to several Intervenors who questioned whether the GRC projects
met the GRTF designation as above and beyond, Mr. Gausman in Rebuttal Testimony
offered that “VM is required by RM 43 to be performed on one quarter of the system per
year, not one half as proposed in 2014, and the additional priority feeders are over and

above the 3% required by regulation.”®*® He further noted that each of the projects, if

completed, would result in increasing the amount of work to be completed each year over

2! Gausman Direct at 29 (citing Task Force Report at 80).
52 1d. at 30.

2 1d. at 21.

% 1d. at 21.

2 1d. at 21.

6% Gausman Rebuttal at 12
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the budgeted amount, and would advance reliability projects that could take several years
to complete.627

Company Witness Janocha described the GRC tariff modifications and proposed
cost of service and rate design related to the GRC. He testified that the GRC will be
incorporated into the tariff through a new tariff rider (See Schedule JFJ-6) and would be

4.8 The revenue

in effect for approximately three years beginning January 201
requirement and resulting charge included in the GRC Rider would be calculated using
projected cost data including, but not limited to: the actual cost of engineering; design
and construction; the cost of removal (net of salvage) and property acquisition; and actual
labor, materials, and capitalized Allowance for Funds Used During Construction
(AFUDC).** The Company planned to track capital investments individually for each
project through a separate CWIP account and record monthly accrual of AFUDC which
will be included in the CWIP balance.*

Pepco proposed that the GRC be subject to deferred accounting with a monthly
over/under recovery calculation performed based on actual revenues received under the
GRC Rider and the actual revenue requirement in cach month, and the over/under

1

recovery will be tracked as a deferred balance.”' In his Rebuttal Testimony, Mr.

Janocha testified that the proposed deferred accounting mechanism adds a level of
customer protection through which customers will ultimately have paid only for electric

plant placed in service.”*  He explained that the GRC proposal included a final

627 Gausman Rebuttal

%8 Janocha Direct at 11.
2 Id. at 12.

0 1d at 12

1 1d. at 12- 13.

2 Janocha Rebuttal at 8.
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reconciliation of the forecasted revenue requirement to the actual revenue requirement
associated with plant placed in service. He further clarified that all investments
associated with the GRC would be subject to prudency review in a future rate base
distribution case and any costs disallowed will be reflected in the reconciliation process
and customers would be appropriately credited.

In response to OPC’s and Montgomery County’s arguments that the use of
projected costs for the GRC is analogous to a forecasted test year which the Commission
has rejected in previous cases,®> Mr. Janocha distinguished the GRC proposal from other
surcharge and tracker type proposals rejected by the Commission in previous cases,
including Case No. 9286 when Pepco proposed the Reliability Investment Recovery
Mechanism (“RIM™). He asserted that the GRC “is intended to be a short term
mechanism intended to recover costs associated with a specific limited group of projects”
whereas the RIM was designed to be a more long term mechanism intended as an initial
recovery mechanism for a wide range of reliability investments.***

Regarding cost allocation of GRC, Mr. Janocha testified that the total revenue
requirement for the GRC would be allocated to each rate class on the basis of the rate
class specific levels of non-customer related distribution revenue as approved in this
proceeding.635 For the Rate Schedules R, RTM, GS-LV, T, EV, SL, and TN, the¢ GRC
would be designed as a volumetric charge. For Rate Schedules MGT-LV, MGT-3A, GT-
LV, GT-3A, and GT-3B, the charge would be designed as a demand charge applicable to
the maximum monthly demand. For Rate Schedule TM-RT, the charge would be

designed as a fixed monthly charge. For Rate Schedule OL, the charge would be

3 Janocha Rebuttal at 7.
 Id. at 8.
33 Janocha Direct at 13.
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designed as a per lamp charge. Intervenors AOBA, GSA, and Staff raised concerns about
the Company’s proposed allocation of the GRC among rate classes. AOBA and GSA
witnesses argued that the allocation should more closely follow cost causation and Staff
witness recommended the Company allocate the revenue requirement based on the

" . .. 636
finalized unitized rates of return.

Mr. Janocha agreed that Staff’s approach was a
reasonable alternative and accomplishes the objective that the GRC revenues track
distribution revenues.®’ He rebutted the proposals of AOBA and GSA contending that
“[a] fully cost-based approach would be more appropriate if the surcharge were proposed
as a permanent recovery mechanism, independent of base distribution.”®*®

Mr. Janocha analyzed the bill impact of the GRC for all major classes in Schedule
JFJ-8 of his direct testimony. As proposed, the GRC would go into effect on January 1,
2014 and was estimated to result in a rate increase for a typical residential customer using
1,000 kWhs per month of $0.96 or 0.64%.°* In 2015 and 2016, the impacts are
projected to be $1.70 or 1.13% and $1.93 or 1.28%, respectively.®®®  Of the $0.96 GRC
estimated to be recoverable in 2014 from a residential customer per month, $0.90 is
attributed to vegetation management, $0.06 is attributed to priority feeders, and $0.00 is
attributed to undergrounding in 2014 as charges for that component begins in 2015. Mr.

Janocha, upon the Commissioner’s bench request, provided charts showing the GRC

impact by rate class and GRC component. o4l

6% Janocha Rebuttal at 10.

7 1d at 10-11.

3 1d at 10.

® Janocha Direct at 15.

¢ Janocha Direct, Schedule JEJ-7 at 8.
1 T at 897, L8- page 899, L6.
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Mr. Janocha testified that “[tfhe GRC would remain in effect until completion of
the first rate case filed after all of the approved grid resiliency-related projects are placed
into service.” Intervenors OPC and MEA raised concerns the Company’s proposal to

terminate the GRC charge was not sufficiently definitive.***

Mr. Janocha attempted to
explain that the intent of the Company’s approach was to ensure an appropriate transition
of cost recovery from surcharge to base distribution rates that does not involve either a

643

gap or redundancy in cost recovery.” Mr. Janocha also noted that the Company

proposed to file an annual report by January 31 for each year the GRC is in effect

(starting in January 2015).%*

Additionally, he indicated that the Company would
perform a true-up reconciliation of the deferred GRC balance upon termination of the
GRC charge.

b. OPC

OPC is wholly opposed to the GRC proposal. OPC witnesses Dismukes and
Lanzalotta presented several arguments for rejecting the Company’s GRC proposal.

Dr. Dismukes first argued that the Company’s GRC proposal is premature
because it identifies a number of reliability related investments for a new cost tracker
mechanism “well in advance of any Commission findings regarding the appropriate level
of resiliency that is needed in Maryland and the cost effectiveness of establishing a new
standard.”®*’ Additionally, Dr. Dismukes noted that the Commission’s recent Derecho

Order outlined many of these steps and the timetable in which the steps should be

performed. Dr. Dismukes cautioned that Commission approval of the Company’s GRC

62 Janocha Rebuttal at 8-9.
3 1d. at 9.

6 Janocha Direct at 13.
3 Dismukes Direct at 3.
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proposal would be the proverbial “cart before the horse” and should not be approved until
the Commission’s proceedings set out in the Derecho Order are complete.646

Second, Dr. Dismukes pointed out that the Company’s GRC Proposal presented
several inconsistencies with the GRTF Report which purportedly served as the basis for
Pepco’s overall GRC proposal. Specifically, Dr. Dismukes noted that the Company
selected only a limited set of the GRTF Report recommendations to include in its GRC
Proposal despite that the GRTF Report explicitly stated “if rolled out in an a la carte
manner, [the recommendations] may not produce the expected results.”®”’ Dr. Dismukes
further testified that the proposed performance-based ratemaking incentive mechanism is
not tied to the Company’s authorized rate of return, which was clearly included in the
GRTF Recommendations noting “the preferred incentive ratemaking structure is one
where “...the utility is penalized on its return on equity for failing to meet identified
reliability metrics.””®**

Third, Dr. Dismukes argued that the GRC Proposal should be rejected because it
includes several design flaws. Those flaws include that: 1) the term (i.c., termination
period) is ambiguous; 2) the revenue requirement will be developed on a projected rather
than actual basis; 3) the Proposal does not explain how or when a prudence review will
take place; 4) the annual reporting is insufficient; 5) the Proposal does not include
ratepayer protections; and 6) there is no sunset provision.

Fourth, Dr. Dismukes argued that the Commission has addressed several

infrastructure cost recovery mechanisms and similar proposals from various utilities over

8 Dismukes Direct at 3.
7 Id at 4 (referencing the GRTF at 7).
8 1d at 5 (referencing the GRTF at 82).
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the years. In cach case, the Commission has rejected the infrastructure surcharge
proposals.649

Finally, Dr. Dismukes noted that the GRTF Report was clear “that the only costs
that will be eligible in any cost tracker mechanism are those that are BOTH accelerated
and incremental, not just accelerated as the Company suggested.”650 Dr. Dismukes also
argued that the Company’s GRC Proposal does not take into account better RM 43
requirements, so it over-compensates Pepco for costs that are not incremental to the
standard, and thus are not eligible for surcharge recovery.

Witness Lanzalotta, the engineering witness appearing for OPC, addressed several
engineering reasons for rejecting the Company’s GRC Proposal. Regarding the enhanced
priority feeders component, Mr. Lanzalotta found that the 2011 priority feeders and the
2011 REP feeders experienced improved reliability excluding major storms since 2010.
However, his analysis of SAIFI and SAIDI including major storms found that in 2012
both feeder groups maintained higher SAIDI values than those for Pepco’s whole
Maryland service area.®”’ Mr. Lanzalotta concluded that the Company’s reliability
enhancement program for these two groups of feeders failed to achieve any improvement
in their reliability performance during major storms. >

Next, Mr. Lanzalotta testified that Pepco had completed an accelerated vegetation
trim of its entire system in 2011 and 2012. He concluded that for the Company “to
engage in another accelerated round of tree trimming, immediately following the

completion of an accelerated round of trimming will result in limited improvement at best

° Dismukes Direct at 6.
0 1d at25.

1 1 anzalotta Direct 15-16.
2 1d at 16-17.
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in the resiliency of the Pepco system during major storms.”®”

Under cross examination,
Mr. Gausman testified that the Company’s GRC vegetation management component does
not propose standards beyond the current RM43 requirements and that the only change
was to “speed up” the number of miles trimmed.** He also stated that the Company had
not done any studies to determine the anticipated improvements in SAIFI and SAIDI due
to the proposed accelerated tree trimming.

Last, Mr. Lanzalotta found several analytical weaknesses with the Company’s
Undergrounding Study. For instance, he found that the customer outage duration avoided

5 He further found that the

by undergrounding various system components is subjective.
Undergrounding Study failed to address how undergrounding one segment of the system
will impact restoration times on other system segments.®® Mr. Lanzalotta agreed that
undergrounding overhead power lines will result in a “high level of protection” against
weather conditions such as falling trees, wind, ice and snow. However, Mr. Lanzalotta
testified that the project proposed by Pepco is not a cost-effective investment, since less
than 2% of its entire system will be impacted for $151 million for six feeders. Mr.
Lanzalotta further criticized the study for failing to consider several more
undergrounding alternatives.
c. Staff

Staff witnesses partially support that the Commission approve of the Pepco’s

GRC proposal. Staff witness VanderHeyden testified that “Staff is willing to support a

633 1 anzalotta Direct at 43.
ST at 491.
63 1 anzalotta Direct at 30.
% 1d. at 30.

Page 1271 of 1814

1274



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
TIEC 9-2, Attachment 1

limited GRC as a component of the recommendations of the GRTF Report.”657 Mr.
VanderHeyden recommended the Commission permit the Company to recover a portion
of resiliency expense and investment through a surcharge subject to the Commission’s
determination of its prudency following a review of a set of performance metrics
including cost effectiveness.®® However, Mr. VanderHeyden cautioned that “the use of
non-traditional ratemaking methods should be introduced carefully and with clearly

stated expectations for performance.”®”

He also advised that the Company’s GRC
proposal be addressed in two separate issues: “1) whether the proposed projects to be
covered by the GRC are prudent, cost effective and in the public interest, and 2) the
manner in which Pepco should recover the costs of the projects.”660

Specifically, Mr. VanderHeyden supported the recommendation of Staff witness
Tucker who recommended approval of the Company’s Accelerated Vegetation
Management program and the Expanded Priority Feeder projects provided certain
conditions are in place. With regard to the Accelerated Vegetation Management project,
Ms. Tucker noted that even though Pepco has demonstrated “a history of missing its
vegetation management goals,” continuing in the direction of accelerated vegetation
management pursuant Commission Order No. 84564 “until vegetation management goals
have been met is prudent for increasing reliability across the Company’s service
territory.” Ms. Tucker recommended approval of the Accelerated Vegetation

Management program on the condition that Pepco provides a detailed report within 45

days of the completion of each year the vegetation management acceleration project. Ms.

57 VanderHeyden Direct at 12-13.
8 1d. at 4.

9 1d. at 2.

0 1d. at 14.
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Tucker stated that the report should contain planned activities, time line, budget and
detailed plan of how the Company will transition back to a four year trim cycle.661 Staff
also suggested that the Commission consider punitive monetary measures if Pepco fails
to meet the Accelerated Vegetation Management project goals.662

Ms. Tucker also recommended Commission approval of the Expanded Priority
Feeder Project on the condition the Company provides a report detailing the work
performed and the budget for each feeder. As with the Accelerated Vegetation
Management project, staff noted concerns with Pepco’s budgeting and a timeline for
project completion. Nonetheless, Staff testified that further expansion of feeder
improvement, such as adding 24 feeders with specific focus of resilience against major
outages, should improve Pepco’s electric distribution reliability.°” Staff asserted that the
feeder program should improve Pepco’s electric distribution reliability. ***

Ms. Tucker testified that Staff could not recommend the proposed Selective
Undergrounding project as a prudent expenditure under the GRC due to insufficient
information specific to the six feeders proposed.®® Specifically, Ms. Tucker argued that
the Company “has not yet evaluated the potential for outage frequency on the six feeders
in the proposal, once converted to underground.”®*® Additionally, Ms. Tucker expressed

concern about the high cost to Pepco’s customers of undergrounding the proposed six

feeders given that this project would benefit less than 1% of Pepco’s customers.*’

! Tycker Direct at 2.
2 1d at 8.

3 1d at 9.

% 1d at 9.

3 1d at 3.

€ 1d at 11.

7 1d at 12.
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Mr. VanderHeyden testified that he examined the GRC mainly from a policy and
precedential perspective, and discussed whether the Commission should approve the
GRC Proposal based on Commission precedent, legislation and the current regulatory
environment. ***

Mr. VanderHeyden testified that the Reliability Investment Recovery Mechanism
requested by Pepco in its last rate case, Case No. 9286, has many of the same
characteristics as the current GRC Proposal. However, the Commission in Order No.
85028 rejected RIM based on the following rationale:

“...[Clonsistent with our decisions in every other case involving requests
for infrastructure surcharges, [we] reject the Company’s RIM proposal,
especially since the reliability surcharge proposed will have very little to
do with reliability. The Company is accountable to do what is needed to
ensure continued safety and reliability of service to its customers....As we
stated in Delmarva’s last rate case, Case No. 9249 (Order No. 84170),
more recently in the Washington Gas Light Company’s rate case, Case
No0.9267 (Order No. 84475) and in BGE’s Advance Metering
Infrastructure case before that (Case No. 9208) we remain unpersuaded by
the Company’s arguments that we should deviate from historic rate
making principles.”®®

Mr. VanderHeyden acknowledged that the Commission had not to his knowledge
“reversed its position on this type of surcharge recovery for infrastructure. However
given the concerns over recent severe weather events and the recommendations made by
the GRTF, the Commission may wish to review the policy...”®”" Specifically, Mr.
VanderHeyden highlighted the significant loss of electrical power and restoration time

during the Derecho storm in June/July 2012. As a result of that storm, the Governor
commissioned the GRTF. Additionally, Mr. VanderHeyden also noted that the Maryland
€% VanderHeyden Direct at 4

9 1d at 6-7 (citing Order No. 85028).
0 1d. at 7.
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Legislature recently passed SB8/HB89, which allows the Commission to review an
application for surcharge recovery of gas infrastructure outside a base rate case.”’!
Finally, VanderHeyden cautioned that, given the Commission’s recent Derecho Order in
Case 9298, the best course of action for the Commission may be to wait and see the
results of Case No. 9298 analysis prior to giving the go ahead to make resiliency
investments independently and committing significant resources.’
d. AOBA

AOBA opposes the Company’s GRC proposal and the Company’s performance
based rate making mechanism. Mr. Oliver suggested that the proposed incentive goal
under the GRC is little more than the Company having the opportunity to earn back the
penalty the Commission imposed on Pepco for reliability failings in Case No. 9240. Mr.
Oliver recommended that Pepco should only be entitled to an incentive for “exemplary”
performance, which would entail Pepco’s reliability metrics exceeding those of its peers.

AOBA stated that “the Commission should be clear that [it] believes
improvement of the resiliency of Pepco’s distribution system is important and should be
addressed on a priority basis. However, before approval of any element of that program
is accepted, the Commission must address major shortcomings in the Company’s
proposals.”®"

AOBA noted that “the incremental revenue requirements for Accelerated Priority
Feeders and Selective Undergrounding do not go away after 2016. Rather those revenue

requirements continue for the life of the facilities installed”®’* and will be rolled into the

7! VanderHeyden Direct at 8.
2 1d at11.

7 AOBA TInitial Brief at 4.
™ Oliver Direct at 22 fn 2.
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Company’s rate base when Pepco’s next base rate case proceeding is completed. If the
Company has not completed a new base rate filing prior to the end of 2016, the
Company’s proposal would allow Pepco to continue to recover those costs through the
surcharge until the conclusion of its next base rate case.®”

Regarding the Accelerated Vegetation Management project, Mr. Oliver questions
the need for additional vegetation management and the Company’s ability to perform the
additional work according to the plan given their record of performance. Mr. Oliver
testified that the Company did not identify any specific longer term benefits to be derived
from the accelerated activity and, if the Company’s vegetation management activitics are
up to date as reported by Mr. Gausman, then “there should be nothing substantial to be
accomplished through the acceleration activities.”®”® Additionally, Mr. Oliver pointed out
that the Company was unable to complete all of its scheduled vegetation management
activities for 2012 and that $1.8 million of those activities were deferred for completion
in 2013. Further, he noted that if Pepco cannot complete one-year of a four-year
vegetation management cycle within 2012, the Commission must question how it expects
to accomplish two years of the same four year cycle within a single twelve month
period.”’

Regarding the Company’s undergrounding proposal, AOBA argued that
“undergrounding is but one means of hardening distribution system facilities, and at that,

2678

it is generally considered a very expensive alternative. Mr. Oliver suggested that

another option might involve the hardening of distribution poles while maintaining an

7 Oliver Direct at 22 fn 2.
7 Id. at 23.
77 Id. at 25.
% 1d at 27.
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overhead delivery system.679

Mr. Oliver indicated that hardening the system in this way
involved replacing wood poles with steel or concrete poles which are less susceptible to
damage during storms.**
¢. MEA

Maryland Energy Administration (“MEA”), through its witness Mr. Lucas,
supported the Company’s GRC Proposal with the exception of the undergrounding
component, which MEA believes requires a more detailed analysis. With regard to
undergrounding, MEA recommended that the Commission “should issue an order as soon
as possible directing Pepco to promptly perform additional analysis in accordance with
Staff’s recommendations in order to have Pepco’s undergrounding proposal considered
for GRC cost recovery in a Phase II of this proceeding in time for construction to
commence by 2014.7°%

Mr. Lucas supported the Company’s GRC proposal primarily on the grounds that
it was conceptually consistent with the GRTF Report. He argued that a tracker-type cost
recovery mechanism allows for cost recovery more contemporancously with investments

than traditional ratemaking.682

Mr. Lucas testified that MEA supports contemporancous
cost recovery to fund projects that will accelerate grid reliability over and above
minimum regulatory standards, provided that there is Commission over sight and
opportunity for consumer advocate and other interested stakeholder input.®®* He

contended that because the Commission has established regulatory standards for

vegetation management (RM43) and priority feeders, it will be able to measure whether

7 Oliver Direct at 27.

0 1d at 27.

1 MEA Initial Brief at 13.
6821 ucas Direct at 3.

3 1d. at 4.
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Pepco’s proposed projects in those areas are incremental or accelerated beyond what is
necessary to meet the minimum requirements. Mr. Lucas noted that there are no specific
regulations for undergrounding; thus making it harder to measure what is incremental or
accelerated for that aspect of the GRC proposal.®**

Mr. Lucas recommended that the Commission approve the GRC proposal, except
for the performance based ratemaking component (or $1 million bonus/penalty). He
advised that should the Commission approve the GRC its authorization should require
that: 1) Pepco obtain pre-approval of the capital projects included in the GRC; 2) Pepco
track early O&M savings due to increased reliability and resiliency and flow cost savings
back to the ratepayers rather than be retained by shareholders; 3) the GRC have a sunset
date since Pepco controls the timing of its future rate case filings; 4) commencement of
the surcharge should not include advancing funds for work not yet completed; and 5) the
Commission institute prudence monitoring of the GRC to ensure ratepayers dollars are

being spent wisely.®®

With regard to the performance based ratemaking, Mr. Lucas
found that it would be premature for the Commission to rule on that aspect of Pepco’s
GRC at this time in light of the Commission’s Derecho Order directing Commission Staff
to study performance based ratemaking. *®
f. GSA
Witness Goins, testifying for GSA, opposed the GRC and the associated
performance based ratemaking mechanism. Mr. Goins argued that Pepco has not

provided sufficient evidence to support its claim that the surcharge is needed to avoid

undue financial pressures. He asserted that the GRC shifts financial risk from Pepco

% 1 ucas Direct at 8-9
5 Jd at 12-15.
% Id. at 3.
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shareholders to its ratepayers, eliminates incentives caused by regulatory lag to lower
costs and operate efficiently, and comes on top of Pepco’s proposal to increase base

%7 Mr. Goins objected

distribution rates by 19.50% for residential customers in this case.
to the Company’s proposed volumetric rate design for the GRC arguing that it
perpetuates interclass subsidies. Dr. Goins also believed that establishing an incentive
mechanism is premature and should be rejected even if the Commission adopts the GRC.
He suggested that the better course of action for the Commission is to wait until
implementation of Case No. 9298.
g. AARP

AARP presented Witness Smith who opposed the Company’s GRC Proposal. Mr.
Smith testified that primarily he opposes the piecemeal ratemaking, surcharges and riders
that seck recovery of costs outside traditional base rates, a concern that has been reflected

¥ Mr. Smith asserted that “[a] utility is

in Commission decisions over the years.®®
obligated to provide reasonable service and to invest in the maintenance and reliability of
its distribution system as a normal duty.”®® Traditional ratemaking permits utilities to
seek rate recovery for investments and expenses incurred to meet its obligation assuming
the costs are prudent.*”

Mr. Smith argued that the Company failed to document adequate reasons why a

specific rider is needed to continue its program of investments and tree trimming

expenditures that are needed to deliver adequate and reasonable reliability of electric

7 Goins Direct at 9.
8% Smith Direct at 14.
8% 1d at 14.

0 1d at14.
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distribution service. He also noted that the Company has not presented an adequate cost-
benefit analysis to justify the proposed additional charges to ratepayers.691

Mr. Smith stated that the Commission should reject the entire proposal but, if the
Commission is inclined to adopt some form of the GRC in the current rate case, an
alternative would be inclusion of the cost for the Accelerated Priority Feeders
692

component.

h. Montgomery County

Witness Ostrander, testifying for Montgomery County, rejected the Company’s
GRC Proposal on several grounds. First, Mr. Ostrander contended that approval of the
GRC does not follow Commission precedent for surcharges. Mr. Ostrander noted that the
Commission has historically rejected surcharges related to advance recovery of projected

capital costs even though the Commission has accepted other surcharges related to energy

3

efficiency and demand response programs.®”®> Namely, Mr. Ostrander pointed out the

Commission’s rationale for rejecting GRC type surcharges in the Case No. 9208, when
the Commission rejected Baltimore Gas and Electric’s (BGE’s) proposed AMI surcharge.
In Case No. 9208, the Commission reasoned that:

“The programs for which we have approved surcharges, however,
are fundamentally different in purpose and function than this
Proposal.  Neither energy efficiency nor demand response
programs build utility infrastructure. The communications systems
and load-control devices installed in connection with the Peak
Rewards program, for example, serve only that specific program
and have no other utility uses.

Our other decisions allowing surcharges are consistent with this
distinction. We also have approved surcharges to cover the costs
of procuring Standard Offer Service (“SOS”) electricity, the last
vestige of supply-side costs we are obliged to allow in a

%1 Smith Direct at 14.
2 1d. at 40.
3 Ostrander Direct at 13.
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deregulated world. But we have rejected other requests to impose
surcharges for non-infrastructure utility charges. For example, we
rejected Delmarva Power & Light’s request, in the context of its
recent rate case, to remove the company costs for uncollectibles,
pension and OPEB out of rates and into surcharges. We made
there the same distinction we make here, defining in similar, core
utility service terms the narrow range of circumstances in which
surcharges are appropriate. We explained that “surcharges
guarantee dollar-for-dollar recovery of specific costs, diminish the
Company’s incentive to control these costs, and exclude classic,
ongoing utility expenses from the standard, contextual ratemaking
analysis. We therefore limited this recovery mechanism to “very
large, non-recurring expense items that have the potential to
seriously impair a utility’s financial well-being and that do not
contribute to the Company’s rate base” as opposed to “classic,
ongoing costs of running a utility company.”694

In contrast to the above referenced case of the Commission rejecting BGE’s AMI
surcharge proposal, Mr. Ostrander dutifully pointed out that the Commission has allowed
surcharges related to energy efficiency and demand response programs and cited the
Commission’s approval of Pepco’s and Delmarva’s energy efficiency and demand
response surcharge related to Empower Maryland Plan in Case No. 9155.

Mr. Ostrander also pointed out other examples of cases where the Commission
has rejected surcharges related to advance recovery of projected capital costs. In Case
No. 9286 decided in July 2012, the Commission rejected Pepco’s proposed RIM finding
that “[tlhe Company is accountable to do what is needed to ensure continued safety and
reliability of service to its customers”®” and that the surcharge, whether RIM or GRC,
will not solve the regulatory lag problem nor provide any quantifiable additional value to

the ratepayers. In Case No. 9207, where DPL requested approval of an AMI surcharge,

 Order 83410, In the Matter of The Application Of Baltimore Gas And Electric Company For
Authorization To Deploy A Smart Grid Initiative And To Establish A Surcharge For The Recovery Of Cost,
Case No. 9208 (June 21, 2010) at pp. 28-29. (without footnote references) (emphasis added).

3 Order 85028, In the Matter of The Application Of Potomac Electric Power Company For Authority To
Increase Its Rates And Charges For Electric Distribution Service, Case No. 9286 (July 20, 2012) at pp.
143-144 (without footnote references).
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the Commission “essentially denied the request for the surcharge by allowing Pepco and
DPL to establish a deferred regulatory asset of the AMI costs offset by known and
quantifiable AMI-related cost savings.”696 In Case No. 9267 decided in December 2011,
the Commission rejected Washington Gas and Light Company proposed surcharge to
recover capital costs related to Accelerated Pipe Replacement Plan (APRP) finding that
“the Company has historically demonstrated the ability to replace its infrastructure when
necessary to ensure safety and reliability and that it can do so with traditional ratemaking
procedures without compromising its ability to earn an appropriate return.”®”

Second, Mr. Ostrander asserted that in the Derecho Order in Case No. 9298
(Order No. 85385) the Commission addressed resiliency and reliability concerns but
indicated that there was no final decision on surcharge cost recovery. Mr. Ostrander also
pointed out that in its Derecho Order the Commission directed utility companies to
“conduct further studies and file short term plans by May 30, 2013 and longer term
comprehensive reports by August 30, 2013” regarding various reliability investments and

693

the costs versus benefits. The Commission also directed Staff to draft proposed

regulations revising sections of COMAR and to study and evaluate performance-based
ratemaking by September 30, 2013.%%
Finally, Mr. Ostrander provided a summarized list of the comprehensive historical
arguments and rationale for rejecting capital recovery surcharges such as the GRC:
“1)  Pepco has not presented any new substantive and
meaningful documentation that justifies a deviation from historical

ratemaking principles. In addition, the GRC surcharge’s advanced
recovery of projected capital plant GRC is inconsistent with the

9 Ostrander Direct at 17.
7 1d at 17-18.

% 1d at 10.

% 1d at 10.
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Commission’s precedent related to the “known and measurable”
standard, whereby the Commission has historically rejected the
inclusion in rate base of all projected plant additions beyond the
hearing date in most recent rate cases involving WGL and BGE.

2) Pepco is already required to be accountable and take
necessary actions to maintain existing safety and reliability
standards, and Pepco does not provide adequate justification or any
cost/benefit analysis to support a GRC intended to reflect
accelerated plant investment aimed at achieving safety and
reliability levels that exceed existing reasonable standards.

3) Pepco has not presented any new substantive and
meaningful documentation to show that its financial situation
justifies or compels implementation of a surcharge. Pepco can do
the work it needs to do and have a reasonable opportunity to earn it
approved return without any nontraditional recovery standards.

4) No new value is created by the GRC beyond
accelerating Pepco’s cost recovery, and Pepco has not provided
any new substantive and meaningful documentation to show any
additional value to parties of this proceeding, the Commission, and
ultimately the ratepayers.

5) It will be difficult, if not impossible, to perform any
type of meaningful prudence evaluation of capital assets recovered
in advance from the GRC, because it will be difficult to disallow or
reverse any significant construction after-the-fact, and once the
GRC is in place it will be difficult to remove.

6) Pepco offers no new arguments to support any
claims that the GRC is a reasonable response to regulatory lag, and
the Commission indicates it has heard all of these same arguments
before and there have not been any new arguments more
compelling than others addressed in the past.”700

2. Commission Decision
As far back as August 2010, the reliability and resiliency of Maryland’s electric
distribution infrastructure has been one of the major focuses of this Commission. Since
then we have departed from our traditional ratemaking principles by allowing end-of-test
year reliability plant and three month post-test year reliability spending adjustments in
rate cases. In several of the rate cases since then we have been asked to approve a

concurrent surcharge for proposed reliability projects, but to date we have found those

7% Montgomery County Initial Brief at 13-14.
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proposals lacking. Last year, following the power outages throughout the State caused by
the Derecho storm, the GRTF appointed by the Governor recommended that such
reliability spending surcharges may be appropriate. It is with this backdrop that we
consider in this case Pepco’s proposed Grid Resiliency Charge.

The Company has identified specific infrastructure improvements that would
produce accelerated and incremental reliability benefits. These projects, by virtue of their
incremental benefits, are designed to exceed the scope of the utility’s plan to realize their
RM43 annual performance standards. We find that a properly defined tracker proposal,
when aligned with specific and measurable milestones and expenditures, can be
appropriate to support the projects that are required to address the immediate challenges
to improving reliability in Maryland. Although the proposals for trackers presented to us
to date have been lacking in certain areas, the need for accelerated reliability work
coupled with an aligned cost recovery mechanism is in our view justified, and indeed
beneficial to ratepayers, under certain circumstances.

The GRTF Report stated that accelerated reliability cost recovery would be
“exclusively for accelerated and incremental investments and expenses.” Hence, a
paramount question for us in deciding whether to grant the Company’s GRC Proposal is
whether, on this current record, we find that the proposed projects are accelerated and
incremental to what is required to meet the current minimum reliability standards. And if
so, the next question is whether the level of increased reliability and resiliency gained
warrant a departure from Commission precedent.

In the case of the Accelerated Priority Feeders project, Company Witness

Gausman stated that the priority feeders chosen under the GRC Proposal include “outage

Page 1284 of 1814

1287



SOAH DOCKET NO. 473-21-2606
PUC DOCKET NO. 52195
TIEC 9-2, Attachment 1

data without exclusions for major events.” (emphasis added).701

Currently, the Company
takes corrective action on the poorest performing 3% of feeders, identified by a
methodology that excludes major storm events. We find that the remediation to the
priority feeders will provide cost effective incremental reliability benefits to the end users
associated with feeders particularly prone to outages due to major storm events. The fact
that this Accelerated Priority Feeders project includes 24 feeders in addition to the 55
feeders already in the 2013 base construction plan satisfies the acceleration component of
the GRC.”"  Therefore, we approve the Company’s GRC proposal with respect to the
Accelerated Priority Feeders component, subject to the following conditions:

First, because this is a new tool we are considering undertaking for accelerated
reliability work, we are obligated to the State and to the ratepayers to closely monitor the
success and effectiveness of such a mechanism. To accomplish this, a tracker proposal
must specifically identify a list of qualifying projects, a timeline, and interim milestones.
The project descriptions must contain sufficient detail so as to track progress and related
costs, and a commitment that any deviation from the project list requires further
Commission approval. We recognize that the Company has supplied this information to
some degree for the GRC. In this case, however, we direct the Company to provide
additional detail for each feeder that includes the following: (1) a description of the
proposed hardening work; (2) a performance objective for each project; (3) incremental
milestones and estimated costs for each feeder project; and (4) estimated total costs.

Second, we also recognize that Company Witness Janocha laid the foundation for
a detailed cost recovery mechanism and rate design in his discussion of a new tariff

71 Gausman Direct at 24.
"2 Id. at 23-24.
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03 we approve this methodology for calculating the revenue requirement and

rider.
resulting charge under the GRC Rider. However, since we do not approve cither the
Vegetation Management or Selective Undergrounding components of the Company’s
GRC proposal at this time, we direct the Company to submit a revised calculation of
revenue requirement to set the initial rates specific to the approved list of qualifying
feeder projects as described by Witness Janocha.”™  We note that the GRC cost recovery
in 2014 attributed to priority feeders is estimated to be $0.06 per month for a typical
residential customer.”” Given that the GRC would be limited in scope to the Accelerated
Priority Feeders project, we decline to adopt the Company’s proposed incentive
structure. "

Third, we share the concerns and criticism by several of the other parties with
respect to the lack of a sunset date and certain other consumer protection measures in the
GRC proposal design. To this end, we direct the Company to submit a base rate case
petition that aligns with the projected completion date of the qualifying projects, and
stipulate that the qualifying projects and GRC revenues are subject to full review in the
next base rate case following the completion of these projects. At that time, if the net
capitalized amount of the qualifying projects is deemed reasonable and prudent, such
costs will be rolled into the rate base resulting in termination of the GRC mechanism.

Lastly, we agree with concerns raised by several parties to the case that the

Company’s proposal in its current form does not contain assurances that expenditures

793 Janocha Direct at 11.

7 1d. at 12-13.

795 Additionally, we estimate based on the rate of return authorized in this Order that the GRC for a typical
residential customer in 2015 will be $0.19 per month and $0.27 per month in 2016.

7% We acknowledge and agree with the GRTF finding that this type of ratemaking alternative should be
directed at the utility’s ROE.
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will be just and reasonable. To this end, we direct the Company to provide an annual
report to the Commission and Staff which includes: (1) the status of each project and
respective milestones completed; (2) actual money spent to date on each project and
respective milestone; (3) the reconciliation of projected costs and recoveries that includes
a true-up calculation of over- and under- recoveries; and (4) a proposed rate for the GRC
for the subsequent year, including bill impact estimates. Following the annual report
submission, the Commission will issue an order to establish the Company’s proposed
new annual GRC adjustment for the following year.

With respect to the Accelerated Vegetation Management component, AOBA
points out that “the proposed accelerated VM work would not reduce the need for on-
going VM work under the standard four year cycle in future years.”’"’ We agree that the
Company’s plan for accelerating VM work in 2014 has no impact on the amount of tree
trimming required for subsequent years and provides no cost savings in the future.
Furthermore, given that Pepco has already completed an accelerated vegetation trimming
of its entire system in 2011 and 2012, we agree with OPC Witness Lanzalotta that
condensing the 2013-2016 tree trimming cycle into three years will only result in one-
time limited benefits that do not warrant the expenditure of an additional $17 million.
Therefore, we deny the Accelerated Vegetation Management component of the GRC.

Relating to the proposed selective undergrounding project, while we find that a
mechanism such as the GRC may be appropriate, we agree fully with MEA and other
parties in this case that the record is insufficient to justify its approval at this time, and
more study is warranted. In order to consider such a proposal, we would require the
Company to conduct its normal engineering review for each feeder proposed to be

77 AOBA Initial Brief at 7.
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undergrounded. Since undergrounding is the most expensive option available when
considering resiliency improvements, the proposal should also include an analysis of
effective alternatives. Finally, since the GRTF Report expressly stated that “any selective
undergrounding or hardening scheme should give high priority to substation supply
lines”,””® such an analysis should be part of the Company’s proposal. Because the
proposal for the undergrounding projects does not include such analyses, we deny this
element of the GRC at this time.

In conclusion, we conditionally approve the Company’s GRC proposal, limited in
scope to its Accelerated Priority Feeders component. We also support the additional
study of the proposed undergrounding project as recommended by MEA and Staff.

F. Miscellaneous

The record in this proceeding demonstrates that it was unnecessarily complicated
by the parties’ presentations. Company witness Hook alone filed testimony on six
separate occasions. Additionally, AOBA moved to modify the procedural schedule in
response to the Company’s filing of its Supplemental Direct testimony, which the
Commission denied in Order No. 85373.7 However, the surprise filing of new NOLC
issues in Ms. Hook’s Supplemental Rebuttal testimony did result in a modification of the
procedural schedule, which extended the date for the issuance of this Commission Order.

The Commission concludes that much of the disruption in these proceedings
could have been avoided if the Company had not used six months of forecasted data in its
initial Application. Providing eight months of actual data initially, thereby limiting the
time required to update forecasted data for actual results, should enable parties to make

7% Pepco Initial Brief at 70, citing the GRTF Report at 79.
7% See Docket Entries 55 and 68.
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more thorough and professional presentations and avoid many of the unnecessary
disruptions experienced in this proceeding. Consequently, we direct Pepco in future rate
case proceedings to limit its test year data to no more than four months of forecasted data.
IV.  Conclusion

Based upon our review of the record in this case, we find that the Application
filed on November 30, 2012, by Potomac Electric Power Company for a rate increase of
$60,827,000 will not result in just and reasonable rates and is therefore rejected. Instead,
we find that based on a test year of the twelve months ending December 31, 2012, as
adjusted above, the Company is authorized to file revised rates and charges for an
increase in revenues of $27,883,000, which amount will result in just and reasonable rates
to the Company and its customers. As allocated, the increase in the overall residential
bill will be approximately 2.19%, which is $2.41 per month on average. In addition, we
conditionally approve the Company’s GRC proposal, limited in scope to the Accelerated
Priority Feeders component, effective January 1, 2014, The Company shall file revised
tariffs for such increase in accordance with the rate design and other decisions in this

Order.

IT IS THEREFORE, this 12th day of July, in the year Two Thousand and Thirteen,
by the Public Service Commission of Maryland,

ORDERED: (1) That the Application of Potomac Electric Power Company filed on
November 30, 2012, seeking to increase distribution rates for electric service by $60,827,000
in its Maryland service territory, is hereby denied.

(2) That Potomac Electric Power Company is hereby authorized,
pursuant to § 4-204 of the Public Utility Companies Article, Annotated Code of Maryland, to

file base rate tariffs for the distribution of electric energy in Maryland, which shall increase
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rates by no more than $27,883,000, subject to paragraph (3) and which shall otherwise be
consistent with the findings of this Order.

(3)  That the Company’s Grid Resiliency Charge proposal, limited
in scope to the Accelerated Priority Feeders component, is approved subject to the conditions
specified in this Order, effective January 1, 2014.

(4) That, except as provided in paragraph (3), such tariffs shall be
effective for service rendered on and after July 12, 2013, subject to acceptance by the
Commission.

(5) That all motions not granted herein are denied.

s/ W, Kevin Hughes

s/ Harold D. Williams

s/ Lawrence Brenner

s/ Kelly Speakes-Backman

Commissioners
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Statement of Commissioner Lawrence Brenner
Concurring in Part

I write separately and briefly, on the matter of cost recovery for the accelerated
priority feeders. I would have preferred setting up a mechanism similar to a deferred
regulatory asset. That would have provided for a review, and a hearing, of the work done
upon completion of each year’s accelerated feeders before allowing the Company to
recover its then-known and measurcable reasonable, prudent costs. Also, given the
relatively limited scope of the accelerated feeder work in each of two years, I would have
allowed approved costs to be recovered by the Company after such a decision, without
the need to wait for the next base rate case. My approach would have resulted in very
little additional time than the GRC surcharge cost recovery treatment, as approved with
conditions in this Order. However, it would have added the important safeguard,
normally present in utility rate regulation for that very reason, of requiring Pepco to
demonstrate that it had earned the right to recover its costs before it is handed the money.
And, in the meantime, I would have granted the normal accounting treatment of allowing
the Company to accrue its allowed rate of return on the deferred asset account.

I recognize the need to spur, incent, cajole, lead and when necessary, as it
unfortunately has been, push and pull Pepco to improve its reliability. I believe my
willingness to allow accelerated recovery for the accelerated feeders, if you will, without
the need to wait for a full base rate case, would have been more than sufficient to provide

prompt, reasonable recovery to Pepco, while better protecting customer ratepayers. And,
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m my view, Pepco’s attitude about its GRC projects shows regrettably that it still doesn’t
get it. As cited in the main Order, Pepco’s position is that unless it receives its requested
GRC cost recovery treatment, it will not undertake the projects, and the projects are not
separable — all or nothing, take it or leave it. My reaction to that is who is regulating
whom here.

In this proceeding, Pepco has proposed what I think will be a good project to
accelerate resiliency and reliability of priority feeders by cost-effective hardening of the
feeders. If this project achieves its goals, it will be worthy of continuation in future
years. But instead of leading the way to accelerate and expand its priority feeder work,
Pepco carps that it is not required to include more than the 21 feeders per year (3% of the
approximately 700 feeders on its Maryland system) plus the 34 Reliability Enhancement
Feeders it previously proposed to do in 2013. The specifications and requirements of our
reliability regulations and standards are the minimum of what should be done, not as
Pepco seems to think the limit of its necessary efforts. Pepco should be the last company
to think it i1s OK for it to remain among the laggards of the utilities, so long as it meets
minimum specific work requirements. The bottom line should be for it to strive for top
reliability performance in reducing frequency and duration of outages, to make sure it 1s
well above the bottom performers. Instead of saying it would not do the accelerated
feeder work without approval of all its proposed GRC projects, including undergrounding
and accelerated tree trimming, and only with its proposed GRC surcharge treatment,
Pepco should be proud and eager to roll out its well-considered accelerated feeder work

to accelerate improvement of its past poor reliability.
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In any event, if Pepco declines to perform the accelerated priority feeder project
of an additional 12 such feeders a year in 2014 and 2015, because we are not approving
the other GRC projects or because safeguarding performance and cost recovery
conditions have been added in our Order, I would convene a proceeding to require Pepco
to show cause why we should not order it done. This project not only has benefits of its
own in the short-term, for a relatively small incremental average cost of $1 million per
additional feeder, it could serve as a pilot to ascertain best practices for accelerating cost-
effective hardening of many other feeders on the system.

I am concurring with the result reached in the Order on approval of the
accelerated priority feeders to avoid a split Commission stalemate which would have had
the result of not approving a project that I think is worthwhile, because of a disagreement
over the cost-recovery mechanism. I think the safeguards put into place in the Order,
while less than my approach would have provided, are adequate. My two colleagues with
whom I concur in result on this matter have thoughtfully added requirements for up-front
detailed descriptions of the work to be done, performance objectives for each feeder,
incremental milestones and projected costs for each feeder and estimated overall costs.
These items are further combined with an annual true-up reconciliation of projected and
actual costs to yield the adjusted GRC surcharge for the following year, along with bill
impacts. Also and importantly, the Order includes a sunset provision, requiring the
Company to align the timing of filing a base rate case with the projected completion date
of the accelerated feeders work. Thus the projects and GRC surcharge revenues will be
subject to full base case review when finished, such that the GRC will end promptly on

completion whether there will be disallowance or approval to roll the costs into rate base.
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These conditions and the fact that the project at this time is limited in scope and time,
with an estimated monthly residential bill impact of only 6 cents a month in 2014,
growing but still relatively low to 19 cents in 2015 and 27 cents in 2016, have persuaded

me to concur in the result.

s/ Lawrence Brenner
Commissioner
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Statement of Commissioner Harold D. Williams
Dissenting in Part

Although T join the majority’s Order in all other respects, I respectfully dissent
from the majority’s decision to allow cost recovery for the Accelerated Priority Feeder
project by means of the Grid Resiliency Charge tracker mechanism. While I agree with
my colleagues that the Accelerated Priority Feeder project has merit and, in theory,
should result in some reliability improvement, I would provide for cost recovery for this
project through a rolling two year regulatory asset. 1 continue to believe that the
regulatory asset mechanism is an appropriate approach and join my colleagues who
acknowledge its soundness by reaffirming today the prudently incurred costs
precondition of the regulatory asset established in Order No. 83532. I cannot justify the
fundamental shift from long-standing rate-making principles merely to enable Pepco to
begin recovering the cost of this project from ratepayers even before the Company begins
spending it. I continue to believe, as we wrote when we first considered a tracker
surcharge for basic plant infrastructure, “We explained that ‘surcharges guarantee dollar-
for-dollar recovery of specific costs, diminish the Company’s incentive to control those
costs, and exclude classic, ongoing utility expenses from the standard, contextual
ratemaking analysis.” We therefore limited this recovery mechanism to ‘very large, non-

recurring expense items that have the potential to seriously impair a utility’s financial
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well-being and that do not contribute to the Company’s rate base’ as opposed to ‘classic,
ongoing costs of running a utility company.”’710

The GRC tracker is based on Pepco’s estimates of what the costs will be to
improve the Priority Feeders, a significant deviation from the historic ratemaking
principle of “known and measurable,” a principle we reiterate in this Order in denying
Pepco’s request to include a projected 9 months of future reliability expenditures. The
GRC tracker requires ratepayers to pay for basic plant infrastructure before it is operable
and providing any benefit to any of them. The GRC tracker also allows Pepco to collect
from ratepayers $24 million before there has been any finding by the Commission that
such expenditures were “prudently incurred.” It will be months or even a year or more
after the Priority Feeder work is completed before we can determine if that work has
resulted in the increased SAIDI and SAIFI performance Pepco promises. While the
conditions added by the majority, such as the requirement for specific reliability target
metrics and an annual true-up, provide some limited ratepayer protections, in my view
those conditions simply do not substitute for our traditional ratemaking protections. This
Commission has never before allowed such a result for basic plant infrastructure.

Moreover, when Pepco finally does file a base rate case following the completion
of the project and we do embark on a prudence review, Pepco will already have collected
the $24 million. If it turns out that the Priority Feeder improvements do not meet the
reliability standards they specified (and we approved), we will be faced with the prospect
of having to “claw back™ the money already collected and return it to the respective

ratepayer classes. As we said regarding the proposed RIM tracker in Pepco’s last rate

" 1y the Matter of The Application of Baltimore Gas And Electric Company for Authorization To Deploy a
Smart Grid Initiative And to Establish a Surcharge for the Recovery of Cost, Case No. 9208, Order No.
83410, p. 29.
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