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PRELIMINARY STATEMENT

(to Delmalva wihress Frederick J. Boyle): Is it your testimony that this
Commission should only be conceflied with the effect that its decision will
have in the eyes of rating agellcies and the investment conllnunity?

(by Mr'. Boyle): No. I think the Commission decision urtder the
regulatory conlpact is a balance bety¡een customers and the company
itself, which is your debt and eqttity itvestors, the regulatory compact, at
least as I understand it, based on a lot ofyears involved ir the industry.

So I think there's a balance there. And the colnparly has an obligation to
ptovide safe and reliable power. And it needs to, or deselves to then have
the opporlunity to eam reasonable rate of retufli consistent with the risk
involved with the compaûy and with other companies that experience
similar risk, risk profile.

So I don't think it's just purely what's the company's ratings. From the
investor perspectfue, above all, I think there needs to be an overall
balance.

(Tr. at 189) (emphasis added).r

Mr. Boyle is correct: there should be an overall balance. But there is none in Delmarva

Power & Light Cornpany's ("Delmarva" or "DPL") requested rate increase. Delmarua stands

firmly on the side of ìts investors. It piles millions upon millions of dollars into rate base by

including what it estimates it will spend on "reliability" not just during the test period but f'ol an

entire year after the end of that test period and including assets that are not used and useful. It

loads up operating expenses by including increases that will occur - if at all - well after the end

of the test period and by including one-time expenses incurred yeals ago. It urges the

Commission to authorize an inordinately high retum on equity by conjuring up an ominous

spectre of higher capital costs and more onel'ous tcnns for obtaining that capital, not to mention

possible downgrading. And it exhorts the Cornmission to adopt its positions on these issucs

'References to the exhibits admitted iúo evidence during the evidentiary hearings will be cited as "Ex. _." The
traüscrþt of the evidenlialy healings will be cited as "Tr. at page numbe¡." Delnarva's Opening Brief will be cjtes
as "DOB at

a

A:



despite the Unitcd States Supretne Coult's instruction to regulators that they "cannot confine

[their'] inquiry either to the computation of costs of service or to conjectures about the

prospective responses of the capital malkets." In re Permian Basin Area Rate Cases,390 U.S.

747,791 (1e68).

Including the irferjrn rate increase cun ently in efleot in this case, Delmala has increased its

electric and natural gas lates by more than $70 million since February 1, 2011. During this sarne

period, the average Delmala residential electric and natural gas customer has experienced an almost

fì20 per month increase. In Docket No. 09-414, Dehnarva received a $16.7 million increase effective

February l, 2011, which resulted ìn a monthly bill increase of $3.69 for the average residential

customer. In Docket No. 11-528, Delmarwa ¡eceived a $22 million increase effective Janu ary 1,2013,

which resulted in a rnonthly bill increase of $4.49 for the average residential customer. In this case,

Delmala requested a $42 million rate increase in March 2013 (reduced to $38 million in its

Septernber 2013 rebuttal testin-rony); on November l, 2013 Delmarva placed a total of over $27

million of interirn rates into effect (including the interim ¡ate increase after 60 days), resulting in an

additional $5.36 increase to the average residential customer. If Delmarva's fuIl requested increase is

glanted, ratepayors will pay another'$2.24 per month (Tr. at 190), not including the phasing,ir of the

AMI regulatory asset recovery. In addition, approximately 120,000 of Delmarva's electric customers

are also Delmarva natural gas customers; in Docket No. 12-546, Delmarva received a $6.8 million

iucrease business effective November 2013, which resulted in a fì5.34 monthly increase to the average

residential customer. A1l of these increases add up to almost an additional $240 annually for the

average residential customer'. As many of Delmala's ratepayers struggle to make ends meet, PHI's

top executives take home millions in salary, benefits, stock options and incentives, and Delmarva's

employees get a raise and incentive pay ahnost every year'.



Delmarva invokes its obligation to plovide safe and adequate utility service as

justification lol its inflated levcnue lequirernent, clairning that the "plirnaly driver'" of this case

is the revenue effect its ongoing investments in infrastructure to 'lnaintain and enhance

reliability" to 'þrevent and shorten outages to meet the needs of an increasirgly digital society"

have had. (Ex. 17 at 3; Ex. 30 at 4-6). Indeed, its openiug brief in this case devotes 21 pages (of

110) discussing its spending on alleged reliability plant. (DOB at 10-31). But its decreased

revenues are not attributable solely to increased spending on reliability plant. Delmarwa's

revenues include supply costs (Tr. at 637 -38), which comprise the rnajority of sales revenues,

and supply revenues have been decreasing because supply costs are decreasing.

The record demonstrates that Dehnarva has not supported its claimed need for $66

million ofposÊlest period reliability spending in this case. It has exceeded the minimum System

Average Interruption Duration Index ("SAIDI") by a wide margin for years. (Ex. 14 at Schedule

DED-2). And despite its claim that its reliability investment has shown "real and measurable

results for its custÕmers" (DOB at 2), the average lenglh of an outage that an individual customer

experiences (the Customer Average Intemrption Duration Index, or CAID|) has not changed

appreciably: Delmala's CAIDI was 128 minutes in 2002, and it was 120 minutes in 2012. (Tr.

at 371). Pelhaps most telling, Dehnarva does not explain how its investment of millions upon

millions of Delaware ratepayers' dollars will make serwice to |hen any more reliable Íhan it

already is. One can only wonder how much of this investment is an attempt to leverage PHI's

well-known and extensive reliability issues in Maryland and the District of Colurnbia into

Delaware (where it had no such reliability problems), or how much is related to its contention



that oustomer growtll and usage are static.2 Cold-plating a distlibutior.r system that does not

require it - and making customcrs financially lesponsible for it - is not a reasonable approach.3

Dehnarva's one-sided view of the regulatory compact is unacceptable. But it is

undelstaudable: in every rate case since Docket No. 91-20 the Commission has allowed

Delmarva to include tnore and more post-test period plant, and more and more estirnates, in its

revenue requiremeut, which has emboldened it to request even greater depafiures from

longstanding regulatory principles.

"An agency is not forever bound by its prior determinations and may change its mind if

such change will aid it in accomplishing an appointed task, since its view ofwhat is in the public

ìnterest may change, even if the circumstances do ¡of." Eastern Shore Natural Gas Co. v.

Delaware Public Sen,ice Cornmission, 635 A.2d 1273, 1283 (Del. Super. 1993), aff'd, 631 A.2d

10 (Del. Supr. 1994), overruled on other grounds by Public Service l4/ater Co. v. DiPasquale,

735 A.2d,378 (Del. Supr. 1999). But the law does require it to provide a rational basis for

departing from prior decisions. Id.; see also United IYater l)elaware, Inc. v. Pul:lic Service

Commission, 723 A.2d 1172, 1177 (Del. Supr. 1999). One reason that justifies a departure from

previous decisions is changed circumstances. In this case, Delmarva asks the Commission to

reconsider its decisions on certain issues, but proffers no new or different facts or arguments that

would supporl the Comrnission in departing from its prior decisions on thoso issues. The DPA

also asks the Cornmission to reconsider its decisions on certain issues, but does proffer new

ancl/or different facts and argumonts that would justify difTèrent decisions - decisions that take

2Except for l)elmarva's admissioD that the Middletown-Odessa-Townsend area, the cor¡idor between Dover and
Ilarrington, and the coastal areas in Sussex County are all experiencing sufficient growth "to require action on the
parf of Delmarva to avoid a degradation in reliability." (DOB at20).

tDehnarva 
states that there has been no assertion that its investment expenses are not in the best interests of its

custome¡s." (DOB at 2). With all due respect to Delnarva, we are not talking about past investment, but about
projcoted investmerìt. Alìd the DPA did make such an argumeÌìt i¡r its testimony, as will be discussed rnlra.



into accouut the effects that Delmarva's ploposed ratemaking treatment has on latepayers. In

shott, tlre DPA asks this Commission to consider Delmarua's u.rstotners ' interests - as well as

Delmarva's stockl.rolders - in leaching its decisions on the contested issues.

N,A.TURE AND STAGE OF THE PROCEEDINGS

On March 22, 2013, Delmala filed an application with the Delaware Public Serwice

Commission ("Comrnission") to inclease electric distribution base rates by fì42,044,000 (an

ovc;rull 4.97Yo increase in a customer's total bill but a more than 230/o increase in the regulated

electric distribution portion of the bill). (Ex. 1 at 3,,1f5; Ex. 16 at Ex. NP-5, p. 101). It also

submitted prefiled testimony from Frederick J. Boyle, Senior Vice President and Chief Financial

Officer of Pepco Holdings, Inc. ("PHI"); Robert B. Hevert, President of Sussex Economic

Advisors, LLC; Michael W. Maxwell, PHI's Vice President Asset Management; Jay C.

Ziminsky, Manager, Revenue Requirements for PHI's Regulatory Affairs Department; Marlene

C. Santacecelia, Regulatory Affairs Lead in PHI's Rate Economics Department; Kathleen A.

White, Assistant Controller of PHI; and Elliott P. Tanos, PHI's Manager of Cost Allocation.

By Order No. 8337 dated April 9,2013, the Commission suspended the application

pending evidentiary hearings and a final decision concerning the justness and reasonableness of

the proposed rates, tariffs and rate design. The Commission authorized Delmarva, pursuant to 26

,Del. C. $30ó(c), to implement an annual fì2.5 million increase in intrastatc opcrating rovenues

effective June l, 2013, on an interim basis and subject to refund; waived the statutory surety

bond requirement in connection with those interirn rates in light of Delmarva's representation

that it would comply with any refund order; and waived certain Minimum Filing Requirements

("MFRs"). The Commission assigned the docket to Hearing Exarniner Mark Lawrence, directing

him to: (1) conduct public coû.ìrnert sessions and evidentiary hearings necessary to produce a full



and corrrplete recol'd concenlirlg the justness and reasonableness of the proposed increased rates,

tariffs and rate desigu; (2) submit pt'oposed hndings and recornmendations to the Cor.nmission;

(3) ruIe on intervention and pro hac motions; and (4) deterniine the fonn and manneL ofpublic

notices. The Cotntnission established May 7, 2013 as the intervention deadline, and instructed

DPL to publish notice of its application in The News Journal a¡d the Delaware State News

newspapers on April 23 and 25,2013, respectively.

The Office of the Attorney General, acting fol the Division of the Public Advocate

('DPA') during the vacancy in that offrce, moved to intervene on March 28,2013. The Hearing

Examiner granted that motion on April 1 1, 2013. On July 2, 2073, the Attorney Gcneral

withdrew his appearance and David L. Bonar, the new Public Advocate, entered his appearance.

The Delaware Energy Users Group ("DEUG"), the Delaware Department of Natural

Resources and Environmental Control ('DNREC') and the Caesar Rodney Institute ("CRI")

filed motions to intelene, which were granted without objection.

On August 5, 8 and 13,2013, the Hearing Examiner conducted public comment sessions

in Wilmington, Georgetown, and Dover, Delaware, respectively. Six people cornmented at the

Wilmington session; three people spoke at the Georgetown session; and one person attended the

Dover session. The majodty of the commcnts were from customers who were already struggling

to make ends meet and feared the requested ìncrease would have an extremely detrirnental

impact on their households. In addition, the Commission received more than ó0 written

comments frorn the AARP, twenty members of the Delaware House of Representatives, a¡d

Delmarva customers. The AARP and the House mernbers urged the Commission to examine

Delmarva's rate increase carefully in light of the fact that this was its third request for a rate

increase in three years and the effect that the increase would have on residential customers. The



oomments exhoúed the Commission to deny Delmarva any rate increase for onc or mol'e of the

following reasons: (1) the state of the economy; (2) the effect that any rate increase would have

on customers living on fixed incornes; (3) the increases in salaries being paìd to top management

while the salaries of customel's stagnate; (4) Delmarva's rates are already some of the highest in

the country and significantly highel than the Delaware Electric Cooperative's rates; and (5)

Dehnarva has already received rate increases in each of the past two years.

On August 16,2013, the DPA filed clirect testimony from Andrea C. Crane, Principal of

The Columbia Group, hrc., who has testified in more than 350 regulatory proceedings in various

states (Ex. 13 at2 and Appendix A); David E. Dismukes, Ph.D., Consulting Economist with the

Acadian Consulting Group, who has testified in numerous regulatory proceedings (including

other Delmarva and Pepco matters in Maryland and the District of Columbia) and has authored

hundreds of publications and made numerous presentations addressing public policy and

regulatory issues in the energy industry (Ex. 14 at 1 and Attachment A); and David C. Parcell,

President and Senior Economist ofTechnical Associates, Inc., who has testified in approxirnately

500 cases before various state and federal regulatory agencies (Ex. 15 at 1 and Attachment 1).

Staff submitted prefiled direct testimony frorn David E. Peterson, a Senior Consultant with

Chesapeake Regulatory Consultants, Inc.; Karl R. Pavlovic, Ph.D., a Senior Consultant with

Snavely King Majoros & O'Connor, Inc.; and Stephanie L. Vavro, Principal of Silverpoint

Consulting LLC. DEUG fì1ed direct testìmony fiom Nicholas Phillips, Jr., Managing Principal

of Brubaker & Associates, Inc. Neither DNREC nol CRI submitted any direct testimony.

On September 20,2013, Delmarva filed rebuttal testimony from Messrs. Boyle, Heverl,

Maxwell, Zirninsky and Ms. Santacecelia.



On October' 22,2013 pulsuant to 26 Del. C $306(b), Delmarva placed an additional

intetitn rate increase of $25,155,265 into effect under bond and subject to refund. (Older No.

8466 dated Oct. 5, 2013).

On October 2, 2013, Delmarva filed an application lequesting consideration of a

proposed forward-looking rate plan (the "FLRP"). ln connection with its proposed FLRP,

Delmarva requested the Commission to stay this case pending resolution of the FLRP, which,

Delmarwa argued, would also resolve this case. The DPA objected to the requested stay and, after

hearing oral argument and deliberating at its public meeting on October 22, 2013, the

Commission denied Dehnarva's requested stay. (Order No. 8475 dated Nov. 5, 2013).

On November 12,2013, one day prior to the commencemeff of evidentiary hearings,

Delmarva subrnitted revised schedules and a letter fi'om counsel explaining that it had mistakenly

included defcred taxes in its adjustment to include post-test-year reliability plant and that it was

in jeopardy of losing its eligibility to apply its net operating loss carryforward unless it removed

the deferrcd taxes ("NOLC issue"). (Ex. 25).

The Hearing Examiner conducted evidentiary hearings ou November 13, 14 and 18,

2013. During the proceedings, Delmarva sought to introduce the revised schedules into evidence;

however, both the DPA and the Commission Staff objected on the grounds that they had not

been given sufficient time to review the alleged issue giving rise to the proposed schedules and

were unable to determiue whether it was legitimate. The Hearing Examiner marked the schedules

for identification but reserved decision on admitting them into the record; instead, the parties

agreed that Staff and the DPA would be given time to exarnine the issue and would report back

to the Hearing Examiner on the status of their examination via teleconference on December 9

(subsequently postponed to December 16). At the conclusion of the evidentiary hearings on



Novenber 18, 2013, the Hearing Exarniner and the parties agreed to a briefing schedule

providing that Delmarya's opening brief was due on Decernber' 30; the intervenors' answering

brieß were due on January 21; and Dehnarva's reply brief was due on February 3. Meanwhile,

on December 5,2013, pending the teleconference, both the DPA and Staff issued discovery to

Delmala on the NOLC issue, to which responses were due on December 20.

During the December i6 status teleconference, the parties agreed that Staff and the DPA

woulcl file plocedural objections regarding the NOLC issue on or beforc January 6, 2014 and that

they would hold anothet teleconference with the Headng Examiner on January 7 to discuss the

procedural issues and determine whetirer there were any substantive issues requiring fuither

proceedings. Delmala also agreed to provide responses to cerlain of the discovery questions on

or before December 18 to enable Staff and the DPA to detelmine whether they had procedural

objections to the admission of the revised schedules.

Staff and the DPA filed procedural objections to the admission of Ex. 25 on January 6.

In addition, in response to the Hearing Examiner's email couespondence seeking to close the

record no later than January 24, DPA counsel advised the Hearing Examiner and the other parties

that it would have a substantive response regarding Ex. 25 and expressed doubt that the record

could be closed by January 24. The Hearing Examiner conducted a teleconference on January 7,

during which he authorized Delmarva to fìle a response to the objections on or before January 13

and scheduled a further conference call for January 15. Delmarva filed its response on January

13. Less than 24 hours later, the Hearing Examiner issued a recommendation accepting all of

Delmarva's arguments, denying Staff and the DPA's procedural objections, canceling the

January 15 teleconference and ordering an evidentiary hearing on the ADIT issue. (January 14,

2013 Recommendation Denlng Procedural Objections and Ordering Evidentiary Healing as to



the Admissibility of Exhibit 25 Proffered by Dehnarva Power & Light Company). On January

17, Staff and the DPA jointly fìled an interlocutory appeal of the Hearing Examiner's

tecomrncndatiou with the Cornmission.

As of the deadline for the DPA's Answering Brief, the record remains open.

This is the DPA's Answering Brief to the Hearing Examiner.

UNCONTESTED ISSUES

The DPA does not contest Delmarva's proposed test period consisting of the twelvc

nronths ending December 31,2012, although, as will be discussed in/i a, he does contest several

of its rate base and operating expense adjustments.

The DPA does not contest the following revenue requirement issues in this case:

o Rate Change from Docket No. I 1-528 (Company Adjustment #1)

¡ Vy'eather Normalization (Company Adjustment #2)

¡ Bill Frequency (Company Adjustment #3)

. lnjuries & Damages Expense Nomralization (Company Adjustment #6)

o Uncollectible Expense Norm alization (Company Adjustment #7)

o Remove Ernployee Association Expense (Company Adjustment #9)

o Removal of Executive Incentive Compensation (Company Adjustment #1 1)

o Removal of Certain Executive Compensation (Company Adjustment #12)

¡ Storm Restoration Expense Normalization (Company Adjustment #13)

¡ Proform Advanced Metering hrfrastructure ('AMf) Operations & Maintenance

C'O&M') Expenses (Company Adjustment #17)
. Profonn AMI O&M Savings (Company Adjustment #18)

. Proform AMI Depreciation and Arnortizatior.r Expense (Company Adjustment
#19)

¡ Normalize Other Taxes (Company Adjustment #25)
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o Amortization of Actual Refìnancing Costs (Cornpany Acljustment #27)

. Remove Qualifred Fuel Cell Provider Project Costs (Company Adjustment #28)

o Remove Postl980 Investment Tax Credit Amortization (Cornpany Adjustment
#30)

. Removal of Renewable Portfolio Standards Labol Charges (Company Adjustment
#32);

. Interest Synchronization (in concept) (Cornpany Adjustment #33);a

¡ Profot'tn Other Post-Er¡ploy'ment Ernployee Benefits Expense (Company
Adjustment #35); and

o lncomc Tax Factor and Rcvcnuc Multiplier.5

The DPA does object to Delmarva's request that the Commission specifically recognizc

the uncontested adjustments "to allow [it] and the parlicipants in future proceedings to

appropriately reflect accepted Cornmission ratemaking practices." (DOB at 50-57). Delmarva

asked the Commission to do the same thiug in Docket No. 09-414, but the Commission

specifìcally declined Delmarva's invitation:

We approve these uncontested adjustments, but, like the Hearing Examiner, we
decline to specifically approve the ratemaking treatment of those uncontested
matters. There are many reasons why a pafty may choose not to challenge a
particular adjustment in a pafticular case. We do not wish to preclude any
pafticipant from challenging the proposed ratemaking treatment of any of these
uncontested issues in a future case. Therefore, although we approve the amount
of the uncontested adjustments for cost of service purposes in this case, we will
not tie the participants' hands in future cases by also approving the ratemaking
treatment of those issues.

4The DPA accepts in this case the conceptual basis ofthe interest synchronization adjustmeDt, but the amount ofhis
adjustment differs from Delmarva's because oftheir positions on othef issues. (Ex, l3 at 57).

'The DPA accepts in this case the incone tax factor and revenue ürultiplier that Delmarva used, but the amount of
his adjustment differs from Dehnarva's because oftheir differerìt revenue requirements. (Ex. l3 at 57-58).

1L



In the Matter o.f the Application of l)elmana Power & Light Comparry.fòr an lncrcasc irt

Electric Rates and Miscellaneous Tariff Changes, PSC Docket No. 09-414, Order No. 801 I (Del.

PSC August 9,2011) atf[37 -6

The DPA respectfully requests the Hearing Examiner to do the same in this case. Not

only should the parties' hands not be tied in future proceedings, but the Commission should not

be deemed to have renclered a decision on an issue that it did not specifically addless.

The DPA does not contest Delmarva's proposed capital structure or cost of long-tenn

debt in this case, although it contends that if the Commission accepts DPL's adjustment to

include the costs of its credit facility in the revenue requirement, it should aiso include the short-

term debt that that faciiity represents in the capital structure.

ARGUMENT

I. DELMAITZ,4 _ NOT THE DPA AND NOT THE COMMISSION STAFF - BEARS
THE BURDEN OF ESTABLISHING THA.T ITS PROPOSED RATES ARIì JUST
AND RF',ÁSrlNÁRI,[',

Section 311 of the Public Utilities Act of 1974 (26 Del. C. $101 et seq.) (the "Act")

obligates the Commission to consider a utility's revenue needs and its past and projected rates of

retum in establishing just and reasonable rates. 26 Del. C. $311. But the utility must justify

"every accounting entry of record questioned by the Commission ...," 26 Del. C. $307(b), and

the ulility - not the DPA, not Staff, and not any other parly - ultimately bears the burden of

proving that its proposed rates are just and reasonable:

. . . [U]pon application of a public utility, involving any proposed
or exìsting rate of any publìc utility or any proposed change in

6httpldcprqdq!a.{at.q.Ca-y-1,o.rd-9l.$1-8-q-L1,p.-{f . In all attempt to ¡educe the amounr of paper accornpanying this brief,
the DPA is including links lo the cases cited in this brief irr support of its a¡guments. The page refereuce is to the
page in the linked documert ratlìeÌ than the Westlaw citation. If there is no link to a co¡nmission docision, the DPA
will include only the pages of the order or opinion pertinent to the partiçular issue, since some of these orders and
decisions a¡e quite long. The DPA will attach copies of the unreported Delaware court cases cited in dris brief, but
copies of cases available f¡om the West reporting system (such as Atlantic, North Eastem, Pacific, etc. RepoÍers)
are not being provided.
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rates, tlìe burden ofproofto show that the rate involved is just and
leasonable is upon the public utility.

26 DeL C. $307(a); see also Matter of Slaughter Beach Ilater Co., 421 A.zd 893, 895 (Del

1981).

This is impofant, because in its opening brief Delmarva seerns to suggest tlìat a party

opposing an adjustment or proposing an adjustment to a rate base or operating expense item has

the burden ofpersuading the Comrnission that it is correct.T Notso. The utility alv'ays bears the

burden ofestablishing that any expense item that a party challenges is not the result of waste, bad

faith or an abuse of discretion or does not violate the Act, and ultimately convincing the

Commission that its proposed rates are just and reasonable:

In the test yearltest period process, there is a presumption that for purposes of
estimating the future level of a recuning expense item, a prior level of actually
incuned expenses associated with that item is reasonable. This presumption
would satisfy the obligation of the utility to come forward with affimative
evidence as to the reasonableness of an actually incured expense unless that
presumption is questioned or challenged, in which event the utility, with the
statutory burden of proof, would need to produce evidence that the expense was
not the product ofabuse of discretion, bad faith or waste. In my view, any other
conclusion would result in the Commission Staff or arl Intervenor being required
to affirmatively establish bad faith, waste, etc., and thereby improperly shift the
burden ofproof.

In the Matter of the Application of Artesian Water Co,, Inc. for an Increase in lVater Rates,

Docket No. 90-10, Findings and Recommendations of the Hearing Examiner, March 8, 1991 at

34-35. The Commission affinned the Hearing Examiner's recornmendatiou. Arlesian I4/qfer,

Order No. 3274 (May 28,1991L).

Moreover, Delmalva's sole reliance on testimony and schedules is insufficient. As the

Utah Suprerne Courl has stated:

1see, e.g., DOB at 79 (rate case expense); 96 (non-executive incentive cornpensation); 98 (corporate governance
expenses).
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The company must suppoú its application by way of substantial evidence, and the
rnere filing of schedules and testimony in supporl of a rate increase is insufficient
to sustain the burden. Rate rnaking is not an adversaly pt'oceeding in whicli the
applicar.rt needs otly to present a prima facie case to be entitled to relief.

Utah Deparhnent of Business lLegnlatiort, Dit,ision of Public Ililities r. Publíc Service

Commission,612 P.2d 1242, 1245-46 (Utah Supr. 1980); sea also The C & P Telephone Co. of

W. Va. v. Public Sentice Cotnmission of W. Va, 307 S.E.2d 198,801 (W. Va. Supr. Ct. App.

1983) (commission has duty to go beyond cornpany's schedules and submissions).

The DPA will demonstrate that Delmarva has failed to cany its burden on the issues the

DPA is contesting, and thus its proposed rates are neither just nor reasonable.

IL OVERVIEW OF THE PARTIES' REVENUE REOUIREMENTS POSITIONS

Delmarva selected a histotical test year and test period consisting of the twelve months

ended December 30,2012. (Ex. 2 aI4). After making several adjustments to include post-test-

period rate base additions and post-test-period expense increases (but not post-test,period

tevenue increases, it calculated a revenue deficiency of$38,976,366, derived from a rate base of

5745,604,175; an overall rate of retum of 7.53yo and cost of equity ('COE') of 10.25Yo on a

capital structure consisting of 50.7 8o/o long{erm debt and 49.22%o common equity; and pro

forma operating income of $33,298,159. (Ex.2at4,6;Ex.20aL Sch. (JCZ-R)-1,p.3).

The DPA calculated a revenue deficiency of $7,475,5108 on a rate base of $553,669,028;

an overall rate of retum of 7.09% and COE of 9.35% on a proposed capital structul'e consisting

of 50.78% long-term debt and 49.220/o common equity; and operating income at present rates of

8Ms. Crane teslified at the evidentiary hearing that in rebuttal DelnìaNa established to her satisfactioü that it lìad not
included in its initial filing certain corporate govemance expensr:s to which she had objected, so her adjushnent to
¡emove suclr expenses required correction. (Tr. af 543-46 and Ex. 13 at Schedule ACC-31; Ex. 99). With that
correction, thl] DPA's recomme¡rded revenue deficiency increased to $7,475,510.
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534,970,409. (Ex. 13 at 4 and Schedules ACC-1, ACC-2 and ACC-16; Ex. 15 at 2 and Schedule

DCP-1;8x.99).

Staff calculated a revenue deficiency of 571,442,413 on a rate base of $5'77,i44,302; an

overall rate of return of 7.09% and coE of 9.35% on Delmarva's proposed capital structure;e

and operating cxperÌses under present rates of$34,318,925. (Ex. 1l at 5 and Ex. 11 (DEp-l),

Schedule 1, p. I ).

III. RATE BASE ISSUES

A. The Commission Should Reject Dclmarva's Attempt to Include a Full Year of
"Reliabilitv" Additions Bevond the End of fhe Tesf PcrÍorì Thef Í Selccfod

ln its direct testimony, Deltrarva proposes Adjustment 26 ("Adjustment 26"), which

includes in rate base 866,794,140 of so-called "reliabilitl' improvements and enhancements that

it expected to make during the calendar year 2013 - one full year beyond the close of the test

period. (Ex. 5 at 27 -28 and Schedule (JCZ)-25). Delmarva claims that it is necessary to include

the Adjustment 26 plant in rate base to mitigate what it calls the negative effects of regulatory

lag. (Ex. 14 aÍ 5-6, citing PHI Second Quarter 2013 Eamings Call, August 7,2013 at p. 8; Ex.

17 at 6).In rebuttal, Delmarua separates Adjustn-rent 26 into two parts: Paft (a) seeks recovery of

the "actual" reliability investment from January through August 2013, and Part (b) seeks

recovery of the estimated reliability investment that it expects to place into service by the end of

2013, which Delmarva claims is the rate effective period. (Ex. 20 at 52-56 and Schedules (JCZ-

R)-6 and (JCZ-R)-7). Adjustment 26 has one of thc largest effècts on Delmar¡¿a's revenue

lequirement in this case and is one ofthe most hotly oontested adjustments.

The DPA respectfully submits that the Commission should reconsider its prior decisions

with respect to including post-test period plant in rate base and should reject Adjustn-rent 26 in its

's.urt,.lffirecotrllnendalionsindeterminingSIaflsovcraIlrevcnuerequiremenr'
(Ex, ll at5).
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eutirety based on the cilcumstances of this case. As we will show, the real drivel of this

leliability spending is Dehnarva's desire to avoid the fate that befell its affiliate Pepco in

Maryland. But Deh¡arva's perfotlnance in Delaware is very, very different from Pepco's in

Maryland; Delmatva's perfbnnance in Delaware has blowr away the Commission's reliability

standards. While the DPA acknowledges that Delmarua must maintain and replace its equiprnent

in order to satisfy its statutory obligation to f'umish safe, adequate and proper service,l0 its

proposal to include $66.8 million of post-test period "reliability" plant - wifh no evidence other

than its say-so that customers v'ill see any increase in reliability .frotn that $66.8 million - is

unsupported and unjustified.r l

1. All Plânt Is "Reliabilitv" Plant to Some Desree.

Delmarva chastised Staff (and to a lesser degree, the DPA) f'or making a distinction

between "REP projects and "non-REP" projects because all of the projects will maintain,

irnprove or enhance reliability. (Tt. al 376-77). If this is so, then why did Delmarva itself

specifìcally call the projects "reliability" projccts in its direct case? (See Ex. 2 at 10; 4 at 2-3;

Ex. 5 at 27 -28). Morcover, Delmarva itself used those designations. ,Se¿ Ex. 14 at 18-19 and

Sch. 18,PSC-REL-8:

Please refer to AG-REL-3 Attachrnent A and Attachment B.

(a) Please explain what distinguishes a project that the company identifies as non-REP
(Attachment B) versus REP (Attachment A).

a. The REP is a way to combine the efforls into one pl'oglam that discuss the
commitment that the Company is making to continuously improve its reliability

'0DOB at 8, quotrng 26 Del. C g209(a)(2).

rIDPL correctly notes that the DPA is not challenging the adclitions to rate base made during the test period. (DOB
at l0 n.25), But it is important to set the stage of how Deluarva got to whe¡e it is in this case.
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perfonÌlance. The REP is an integlal part of the Company's overall expansion-r'elated
efforls. REP work is identi{ìed based on the following work criteria, Priority Feeder
Upgrades, Underground Residential Cable Upgrades (URD), Distribution
Automation, Feeder Reliability Improvements, Conversions, Substation Reliability
Improvernents, Feeder Load Relief. Non-REP projects are comprised of all other
work.

A cynic might suggest that Dehnarva's designation of the Adjushnent 26 plant as

"reliability" plant was deliberately chosen to persuade the Commission of the importance of

these projects compared to other projects. The DPA will take Delmarva at its word that a// of its

projects are intended to maintain, improve or enhance reliability - which means that the

Adjustment 26 projects are no more or less important than projects that did not make the REP.

2, Dclmarva Plans to File Annual Ratc Cases, So the Post-Test Period
Plant That It Attempts to Include in This Case WiIl Be Included in Its
Ncxt Case,

Before addressing the substantive arguments that justify rejecting Delmarva's

overreaching in including a full year of post{est period "reliability" plant in rate base in this

case, the DPA respectfully submits that the adjustment can be denied based on a single change in

circumstances: Delmarva now intends to file annual rate cases.

Delmarva attempts to justify Adjustment 26 by saying that the Commission allowed post-

test-period adjustments in prior cases. (Ex. 20 at 53-54). Delmarva is correct: the Comrnission

did allow post-test period adjustments in prior cases. But the Commission in Docket No. 09-414

emphasized that its decision was based on the circumstances presented in that case. Delmarva

Power, Order No. 801 1 af 160; see also Ex. 13 at 7. The factual circumstances under which thc

Commission allowed such adjustrnents in previous cases aLe very diffetent from those presented

in this case.

Perhaps most imporlantly, in those cases Delmarva was not on record as saying that it

would hle rate oases every nine to twelve months. Compare the length of time between cases
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since Docket No. 91-20, the lit'st case f)ehnala discusses in which the Cornmission approved a

post-test period plant addition, and this case:

o Between Docket No. 9l -20 and uext case, Docket No. 05-304: I 5 yearsl2

o Between Docket No. 05-304 and next case, Docket No. 09-414:4 years

¡ Between Docket No. 09-414 and next case, Docket No. 11-528: 2 years

The time between cases pcrhaps provided some justification for including ccrtain post-test-

period adjustments in the revenue requirement because there was no guarantee that Delmarya

would file another rate case within a short period of time.

Btt we have that guarantee in this case. Frederick Boyle, PHI's Chief Financial Offìcer

and Delmarva's policy witness in this case, confirmed that PHI intends to hle rate cases every

nine to twelve rnonths:

Q: Am i also correct that the company is committed, arìd by company, I mean
PHI, to filing rate cases every nine to twelve rnonths?

A: Yes. The company has been clear that given the level of spend we have, in
all of our jurisdictions, and the lack of customer growth, that the
combination ofthose where we're going to have rate base increasing in the
eight to ten percent range, with very little, ifany, customer or load growth,
that the combination of those will drive the need to file rate casos on an
annual basis barring some change in the regulatory paradigm.

(Tr. af 257; see also Ex. 34 at 8 (June 2013 iuvestor meeting presentation references "frequent

rate case filings")).

Here, Delmarva used a test period consisting of the historical twelve months ended

December 31, 2012. It also used an historical test period in Docket Nos. 1 1-528, 09-414, and 05-

304. Past history suggests that Delmarva will use a calendar year 2013 test period when it files

its 2014 case. Thus, its rate effective period in this case is likely to be the same period as its test

r2The DPA notes that a rale freeze was in effect from 1999 until May 1,2006
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pel'iod in the uext case. Under the circurnstances of låis case, thele is no need to include

Adjustrnent 26's post-test period plant in rate base in this case because they will be in the test

period in Delmarwa's next case.

Second, in Docket Nos. 05-304 and 09-414,DPL did not seek to include an entire year's

post-test period projected rate base additions. In Docket No. 05-304, it sought to include plant

additions only four months beyond the end of the test period, and in Docket No. 09-414 it sought

to iuclude additions nine months beyond the end of the test period. In Docket No. 11-528, it

asked for a fulI year of post-test period additions, but that case was settled with no specific

Comnrission discussion of the plant additions. See In the Matter of the Application of Delmarva

Power & Light Company þr an Increase in Electric Base ll.ates and Miscellaneous Tarif.f

Changes, Docket No. 1l-528, Order No. 8265 (Dec. 18, 2012) (adopting Hearing Examiner's

Report recommending approval of settlement agreernent).13 So while Dehnarva is corrcct that the

Commission has allowed post-test period additions to plant, if is incorrect in suggesting that the

Commission has approved this specific adjustment.la The Commission has never approved an

entire year's worth ofpost-test period plant as Delmarva seeks here.

3. AMI Was Supposed to Improvc Rcliabilitv.

In 2007 , Delmarva filed an application with the Commission called Blueprint for the Future

seeking authority to implement AMI (among other things). One of its selling points for AMI was that

it would improve reliability and potentially delay or obviate investment in l)elmala's transmission

and di stribution system:

Delmarva is deplolng a number of innovative technologies. Some, such as the
alttomated distribution system, wíll help to improve reliability... .

I rhttp://cleþjc.delawaIe. qo-v/orders/8265.pdf

'oDehnarva irnplicitly admitted this in its rebuttal testirùouy when it divided its adjushnent irto two paÍs: actual
additions through August 2013 and projected additions from Septenber through Decembe¡ 2013. (8x.20 at52-54).
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These savings estimates do not ìnclude potentiâl additional customor benefits from
reducing transrnission losses, ùnproving reliability, re.ducing rate volatilitf enhancing
market cornpetitiveness, irnproving envilonme al quality, reducing energy prices by
lowering the costs of environmental compliance, ot potentially obttiating or delaying
the need.fòr investnents in transmission and distribution . . . .

ln lhe Matter of tlte lriling þt Delman'ct Power & Light Company.þr a Blueprint.þr tlte lìuture PIan

.þr Demand-Side Management, Advanced Metering, and Energt Efficiency, Docket 07-28, Business

Case at 2, 24 (emphasis aclded) (Attachment A).

The Conrmission approved AMI implementation and also granted Dehnarva regulatory åsset

treatment of the costs it incuffed in irnplcmenting ANIL In the Mdtter of the Investigation of the

Public Service Commission Into Revenue Decoupling Mechanisms for Potential Adoptîon and

Irnplementation by Electric and Natural Gas Utilities Subject to the Jurisdiction of the Public

Service Commisslon, Regulation Docket No. 59, and In the Matter oJ'the Filing by Delmarva

Pov,er & Light Company for a Blueprint Jor the ltuture Plan for Demand-Side Manøgement,

Advanced Metering, ønd Energy Efficiency, Docket No. 07-28, Order No. 7420 (Del. PSC Sept.

16, 2008) ("Order No. 7 420").ts Dehnarva began recovering the g39 million of AMl-relâted costs as a

result of the settlement in Docket No. 11-528. l)elman a Power, Order No. 8265 (adopting Hearing

Examiner's Report recommending approval of settlement agreement; Hearing Examiner's Repol at fl30).

Thus, Delmarva ratepayers are already paying $39 million for plant and other costs associated with AMI

that was supposed to, among other things, irnprove reliability and potentially delay or obviate the need for

distribution ilìvestments. If rnillions upon rnillions of dollars are now required in Delaware to improve

distribution reliability, then at least part of the justification fol saddling Delaware custorìers with 100%

recovery of the AMI costs was a false promise.

'5http://d ep sc.,clela wa re. gov/ordçr{?{2!fd!'



4. Thc Rcal "Reliability" Investmcnt Drivcr Is What Happened
to Pcpco in Marvland,

Tlie discussion in this section comes from the Maryland Public Service Commission,s

("Maryland PSC") decision in In Lhe Matter of nn Intestigatiott htto the lleliability and Quality

o.[ the Electric Distributiotx Sewice ol Potontac Electric Pov,er Cornpany, Case No. 9240, Order

No. 84564 (Md. PSC Dec. 21,2011) ("Investigation Case").t6

After receiving what it called "an unusually high number of complaints from custorners

and elected officials," the Maryland PSC initiated an investigation in August 2010:

... to ìnvestigate, among other things, (i) the number of customers affected by
recent power outages in the Pepco sewice tenitory, (ii) the root cause for the
scope, frequency and duration of stom and non-storm outages, (iii)
communication failures between Pepco and its affected customers, and (iv)
Pepco's inability to communicate estirnated times of restoration ("ETRs") to
affected customers in a timely and accurate manner. . . .

Investígation Case at 5. It also directed Pepco to rneet with PSC Staff to develop a request for

proposals for an independent consultant to assess Pepco's distribution seruice reliability as well

as other matters. (1d.).

On August 11, 2010, Pepco presented the elements of a Reliability Enhancement Plan

('REP) that proposed to invest approximately $250 million over five years to enhance system

reliability. Qd. at 6 and n.6).

In October 2010, the Maryland PSC selected consultants to perform the assessment of

Pepco's distribution serwice ¡eliability and the other identifìed topics. (1d. at 7). The consultants

filed their repolt ol't Malch 2, 2011, and various parlies, including Pepco, filed testimony and

'oh-t!p:11¡ryçbapp+SS.slatc.t:rd.U$./.i¡qa!9/Q lNçlvþdc¡3_YQperrEilg.ç,fi¡'l,gerverFilePath:C:\CaseNunr\9200-
9299\e"-4!ll!?4df
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leports. (1d. at 8-9).r7 The Maryland PSC conducted an evidentiary liearing and various pafties

filed posFhearing brieß. (1d. at 9).

The Maryland PSC began by observing that "Pepco offers my'iad excuses for its

perfonnance, but we are not buying." Ud. at I). Instead, it concluded that the evidence

"demonstrates cor.rclusively that Pepco has been operating at an unacceptably low level of

reliabilily.for set,eral years." (ld. at28). It went on to state:

.. . Pepco's SAIFI figures that exclude significant weather related outages selve as

particuiarly strong indicators of the utìlity's lack of inherent (day to day)
reliability during the last several years. As Mr. La¡zalotta testified, "reliability
indices excluding major events are typically considered to be more representative
of the basic reliability in the design, construction and maintenance of a utility's
electric system." The fact that Pepco's SAIFI figures, adjusted for major outages,
declined every year from 2004 to 2010 speaks volumes about its steadily
deteriorating level of reliability and coincides with its poot vegetation
management practices ... We also find that Pepco's deteriorating level of
reliability as measured by SAIDI and SAIFI reflect more than just anomalous
weather conditions. As Mr. Lanzalotta explained, it is his expert opinion that
"Pepco's overall reliability performance has exhibited a constant worsening of
customer outage frequency in its Maryland selice area over the past seven years"
and that this deterioration "reflect[s] more than just variations in weather."
Indeed, Mr. Lanzalotta testified that Pepco's history of poor vegetation
management and lack of inspections made the Company's electric system highly
vulnerable to the 2010 storms, g¡eatly increasing the frequency and duration of
intemrptions "from what would have been expected in the event of adequate
system maintenance."

Qd. af 28-29) (footnotes omitted).

The Maryland PSC summarily dismissed Pepco's contention that the reliability indices

should be disregarded because there are normal yearly variations caused by external conditions

such as weather:

. . . [T]he Consultants' Report and the parties' testimony that cornmented on
reliability indices discussed the prolonged trend in Pepco's Maryland seryice
territory, usually from 2004 to 2010, rather than focusing on one year. We

rTDclmarva witness Maxwell presented direct and reply testûrony in the Investigation Case. It1\,estigat¡on Ca,\e at
17-19.21-22.
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tl.rerefore reject the contention that the reliability indices ate not indicative of
reliability problems.

(Id. at29).

It similally rej ected Pepco's contention that the data should be giver.r little reliance

because severe weather can havc lingering effects on the electtic system:

First, as Mr'. Gausman acknowledged, the Consultants and the parties atalyzed
reliability indices that excluded major storms and major event days. ,Sccond,
Pepco should have conducted inspections to locate and remediate weakened or
vulnerable infi'astructure after major storms passed through its system to address
the very threats Mr. Gausman arliculated - a process that the Company fàiled to
follow.

(Id. at 29-30) (ernphasis in original).

The Maryland PSC was unpersuaded by Pepco's argument that reliability indices were

not useful measures of its perfotmance because of the "'substantial canopy ofvery mature trees"'

in its service tenitory:

First, as a matter of policy, each utility has an obligation to provide reliable
service based on the particular circumstances and characteristics of its service
teritory. As Montgomery County states, "these reliability statistics are extrernely
important because what they are comparing is how well each utility has met the
challenges it faces in order to provide its customers with reliable electric service,
regardless of the fact that each utility faces different challenges." To the extent
Pepco has a substantial mature tree canopy, it should be more active than other
utilities n executing tree-trimming and after-storm inspections - it is not
perpetually relieved fi'om the obligations of maintaining a reliable system.
Second, Mr. Lanzalotta found that the percentage of population-weighted urban
tree canopy for BGE and Pepco service teritories is identical. Moreover, when
Mr. Lanzalotta examined the suburban-only population of the cornpanies' service
territories, he found BGE's urban tree canopy to be slightly higher than Pepco's.

(Id. at 31) (ernpliasis in original) (footnotes omitted).

Addlessing Pepco's argument that its implementation of an Outage Management System

('OMS') between 2002-03 caused the upward trends in SAIDI and SAIFI to be niisleading, the

Maryland PSC concluded:



This argument is unpersuasive on its face. Pepco does not argue that its OMS
over-reported, rather, the Company clain.rs that the OMS rnore accurately
measuled reliability, which has been establislied to bc ir the bottorn quartile for
SAIFI and the bottom half for SAIDL Therefore, even if we were to accept that
Pepco's OMS reports substantially rnore outages than its prior system did in 2002
(and having received only unsuppofted allegations, we do not find that Pepco has
established that fact), it would only dernonstrate that Pepco was less reliable n
2002 than the Commission had previously believed.

(Id. at3I) (ernphasis in original) (footnotes omitted).

The Maryland PSC rejected a contention from a non-employee Pepco witness that there

was no evidence of reliability problems:

. . . [W]e reject Dr. Brown's bald assertion. Substantial evidence demonstrates
that Pepco failed to provide adequate vegetation management and neglected to
inspect its system, leading to declining reliability indices and heightened
wlnerability to major stonns. Mr. Gausman attempted to place a positive spin on
a bad situation by stating that "things were stable." Nevertheless, as he later
conceded during questioning, Pepco was only stable in the sense that in the years
prior to 2010, it remained stagnated in fourlh quartile perforrnance with regard to
SAIFI and bottom half performance regarding SAIDi, even excluding major
stom evonts. Thus, in 2010, by any measure, the Cornpany's perfbrmance
deteriorated still further.

1ld. al 321 (foornotes omitted).

Next, it rejected Pepco's claim that customer expectations are "significantly different"

than in the past as a result oftheir growing dependence on electricity at home: l8

... [W]e find that the expectations of Pepco's customers were not unreasonable,
nor \ryere customer complaints limited to events suruounding the 2010 storms.
Rather, the public comment hearings held in this proceeding, coupled with the
findings of the Montgomery County Work Group and the public comments of
Gaithersburg, demonstrate that customers have been unsatisfied with Pepco's
level ofreliability for years prior to 2010.

(ld. al 33) (foolnotes omittcd).

The Maryland PSC then discussed Pepco's vegetation management practices over the

years and concluded that "reliability had deteriorated as a result of insufficient vegetation

¡sCompany 
witness Maxwell makes the same assertion in his rebuttal testimony irì the instant case, (Ex. l9 at 4).
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marlagernent. (ld. at 42). lt found that Pepco's vegetation nanagement had been inadequate for'

quite some time and that Pepco had failed to meet its tree tlinln'til'tg goals or to adequately fund

vegetation management. (ld. at 42-43). It also found that Pepco had failed to conduct either

peliodic iuspections of its sub-transmission lines or after'-stonn inspections or patrols (indeed, it

noted Pepco's admission that it had no procedure for specific periodic inspections of its overhead

sub-transmission lines), and that this failure had resulted in a system highly vulnerable to storm

damage. (Id. aI49-50).

As a result of its findings, the Maryland PSC imposed on Pepco a $1 million fine. (Id. at

57). It observed that a larger fine would have been justified, but it believed the money would be

better spent on improving reliability than on additional penalties for past behavior. (Id. at 58-

59). As it was, the Maryland PSC believed that the $1 million fine sent "an appropriately selious

message." (Id. at 51). Later, in Pepco's next base rate case, the Maryland PSC disallowed $6.4

million of test period O&M costs that it found Pepco had spent to "catch up for its years of

systetn neglect" and disallowed the $ 1 .5 million of expefi witness and outside counsel fees it had

incuned in Case No. 9240. In the Matter o/ the Applicatíon of Potomac Electric Power

Company.þr Authority to Increase lts Rqtes and Charges fot'Electric Dístribution Service, Case

No. 9286, Order No. 85028 (Md. PSC July 20, 2O12) at2,39, 64.t')

DPL witness Maxwell says that Delmarva learned ffom the Maryland experience and "is

applying that knowledge across its sister companies," and that should be viewed positively. (Ex.

19 at l3). He dismisses the concern that Delmarwa is leveraging its affiliates' reliability problerns

in other states in Delaware. (1d.). But he then goes on to testify that "[t]he REP projects that

Delmarwa Power is pursuing in Delaware are the same type of projects that Dehnarva's affiliated

¡eþ!þ-:111,v,9baÞo.psc,state.md.us/Intr'ðre-t/Çasenum/Newlndex3 
YQp,çtrF.ilç-"çlu?lc¡¿çrE1-çPa1h-Ç,-ìq4rcNC!s\9æ0-

9299\9286\l l7.pdf
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utilities are conductitìg in Malyland." (ld. at.20). And the ptojects that Delmarua's affiliates put

into their REPs in Maryland and the District of Columbia wele a direct response to those

affiliates' reliability problems in those jurisdictions. (Ex. 12 at 5).20

ln Delaware, however, Dellnarva had no such reliability problems. It was rneeting the

Regulation Docket No. 50 reliability standards with relative ease. (Ex. l4 at Sch. DED-2). And

Delmarva has not identified any specific (or even gelleral) events /n Delaware that have caused

any concern about Delmarua's reliability in Delaware. The DPA respectfully submits that there

is only one logical conclusion to the question ofwhy Dehnarva has put spending on "reliability"

projects in Delaware on hyperspeed. Understandably, it does not want what happened to Pepco

in Maryland to happen to it in Delaware. But how realistic is that concern and how much should

Delaware ratepayers have to pay in the rates approved in this case? There is no evidence that

Delmarva neglected its maintenance and repair responsibilities in Delaware (as there was in

Maryland). hr light of the fact that Delmarva claims that its customer base is not growing fast

enough to provide additional revenues, the only way it can increase revenues is to increase its

rate base. Hence the attempt to include not only the significant amount ofrate base added during

the test period, but also a full year's worlh ofproposed additions for a fuI1 year thereafter.

4. Delmarva's Justifications for the Post-Test Period Additions Are
Unavailins,

Delmarva proffers several justifications for including the $66.8 million of post-test period

reliability expense in rate base in ¡l¡¿s case. First, it says that customers expect and need enhanced

reliability because of their growing dependencc on reliable electricity in an increasingly

digital/electonic society and economy. (DOB at 12-13). Second, it says that the increase in the

fiequency and severity of storms poses new system reliability challenges to utilities. (ld. at 13-14).

,os.uff*ffiofColuntbja.sinvestigationintoPcpco,sreliabilityhadbeengoingon
for more tharì a decade when Pepco hled its REP with that jurisdiction. (Ex. 12 at 5 n.2).
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Third, it says it must replace agirg infraslructule to avoitl diminished system performanoe and

incteased customer outages. (1d. at 14-16). Fourth, it says that customel suleys have "cor.rsistently

established" that system reliability and restorìug service rapidly after outages are the most important

issues to them. (1d at 16-17). Fifth, it says its performance compared to its peers provides it with

"another useful indicator'" of the level of reliability for which it should strive. (1d at 17-i9). Sixth, it

says it exercised professional judgrnent in selecting the initiatives it would pursue tÕ maintain and

erúance reliability. (Id. al 19-25). I-ast, it atgues that Staff and its consultarf have offered no evidence

that (1) Delmarva failed to exercise professional judgnent in determining that reliability should be

improved or that the initiative it selected were "anything other than appropriate." (1d at 25,3 1). None

of these justifi calions is persuasive.

a. Customers Have Alwavs Expected Rcliable Serr¡ice,

Delmarva first contends that customers expect greater reliability in an increasingly digital and

electronic society. (1d at 12-13). The DPA obseles that customers pay Delmarva considerably for

reliable service, so it is not unreasonable that that is what they expect to receive. They are not paying

for, nor should they expect to pay for, unreliable service. And as the Maryland PSC found, customers'

expectations have not changed in that regard.

b. Delmarva Has Not Adduced Any Evidence That Its 2013 Level of
Proiected Invesfmenf Will Tmnrove or Enhence Reliahilifv in l)olaw¡rc

Delmara says that another "significant factor" in its inveshnent decisions is the increased

frequetrcy and severity of stonns, which have posed new challenges to utilities. (Id. at 13). It cites the

darnage that Huricanes Isabel and Sandy and the 2012 Derecho caused in neighboring jurisdictions.

And it refers to the August 2013 report of the President's Council of Economic Advisors and the

Depaúment of Energy finding that outages from severe weather cost the U.S. economy billions of
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dollars annually. Delmala concludes that rnodemizing the grid will save the ecoltomy billions of

dollars and reduce hardships experienced by Arnericans. (Id. at 13-14).

Thc DPA does not dispute that Delawale was largely spared by Hurricane Sandy and the

2010 Derecho. Nor does it dispute that outages have a significant effect on the economy and that

customers often experience hardships as a result of severe stoflns. But Delmarva has produced

no evidence that the post-test period investment that it seeks to include in rate base in this case

will result in any appreciablc improvement in its reliability in Delaware. It provided no

quantihcation of the benefits of the reliability improvements or enhancements in terms of

avoided outages or reduced outage minutes. (Ex. 14 at 14-15;Tr. at 399). Dr. Dismukes testifìed

that he had asked DPL to provide any evaluations or analyses performed to identify projects that

would improve reliability. Delmarva responded that it did not "engage in traditional economic

analysis of work because the costs, measured in dollars, and the benefits accrued, measured in

reliability performance, do not lend themselves to those forms of analysis." Id. at 11, citing

Delmarva's response to PSC-REL-18). Instead, it provided "its budgeting process, ... a Work

Request process used to identify the scope of projects, . ..its 'Asset Management/Asset

Performance Planning and Equipment Condition Assessment' procedures, . . . a document

entitled 'Description of Delmala Power's Planning Process,' and ... a list of approved

expenditures." (Ex. 14 at 14). But as Dr. Dismukes pointed out, none of these documents

contains a specific analysis of any of the Adjustment 26 projects, and none provides any

discussion ofhow any ofthe projects would contribute to future reliab iliry. (Id.).

This testimony apparently stung. Much of Mr. Maxwell's rebuttal testimony knocks

down the straw man argument that it would not be 1'easible to perform a cost-benefit analysis on

every project (despite the fact that Dr. Dismukes never testified that Delmarva should perform a



cost-benefit analysis fot every single project). Delmarva spent hours exarnining Mr. Maxwell on

"redirect" about how PHI evaluates its projects f'or lecessity and cost-effectiveness and

introduced during that redirect numerous docurnents purporting to show PHI's policies on

various activities and how PHI actually does assess the costs and benefÍs ofprojects. (Tr. at 700-

56,187-91;'Exs.72-84; DOB at 19-25). Dr. Disrnukes already knew all of this, however. Hehad

already reviewed the documents that Delmarva introduced on redirect: he testified that DPL

stated that "it employs a variety of other rnethods to ensure that investments are developed in an

'ecouomic' manner, such as: competitive bidding of materials and use of standard engineering

design and work practices to ensure that the work is accomplished such that it meets all

applicable standards." But, he testified, these are not cost-benefit analyses. (Ex. 14 at 10-11,14

citing Delmarva's response to PSC-REL-18; id. at 14). Nothing that Delmarva introduced into

evidence at the hearing addressed any of the specific reliability projects contained in Adjustment

26. If such evideuce existed, wouldn't it be fair to assume that Delmawa would have addressed it

in its rebuttal, or at the very least during its extended redirect examination of Mr. Maxwell?

Moreover, we know that cosfbeneiìt analyses can be done; in fact, Delmarva's affiliate

Pepco recently filed a cost effectiveness analysis of its proposed selective underground proposals

in Maryland and the District of Columbia, in which it used the results of a 2008 Department of

Energy meta-study to evaluate the reductions in outage costs for residential customers as a

benefit associated with its selective undergrounding proposal and then compared those bene{its

to the undergrounding progr am costs. (Ex. 14 at 12). Furthermore, the Maryland PSC has

explicitly directed electric utilities subject to its jurisdiction to include a cost-benefit analysis for

every reliability improvement proposed in their shortterm five-year plans, so Delmarwa is going

to have to perfoun cost-benefit analyses for the projects in its Maryland REP. 1l¡ the Matter of
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the Electric Service Interruptìons in the Stale of Maryland Due to the Junc 29, 2012 l)erecho

Storm, Case No. 9298, Order No. 85385 (Md. PSC Feb. 27,2013) at 3-4 (Ex. 44). This belies

Deltnawa's coutention that the traditional economic cost-benefit analyses cannol be done

because the costs and benefits of its reliability plans do not lend themselves to such analysis.2i

Essentially, Delmarva is saying "trust us on this." The DPA respeotfully subr¡its that

"trust us" does not satisfy Delmawa's burden of proof. There is no evidence in this case that

those projects will make its system performance any better during severe stonns or even on blue-

sky days. It performed no cost-benefit, cost-effectiveness or value of sewice studies for any of

the post-test period projects contained in Adjustment 26, and provided no quantification of the

benefits ofany of the projects to customors who are being asked to pay for them.

c. The ASCE Reports Do Not Support Adiustment 26.

Delmarua says that it must replace aging iníÌaskuctule to avoid diminished system reliability

and increased customer outages. [n this section, it addresses its policies for replacing aging URD

cable, substation transfotmers and substation switchgear, and refers to two American Society of Civil

Engineers' reports fiom 2011 and 2013 (separately, the " 2011 Report" and the " 2013 Report,,, and

2rMr. Maxwell says that Delmawa does not perform a cost-benefit analysis when a customer requests service
because it has an obligation to serve. (Tr, at 381). llut that is not always hue, however. Section VII-B of
Delnarva's electric ta¡iff statcs:

Whe¡e the Applicant requests the Company to install facilities which are more costly than those
normally fumishcd, ancl the Company qgrees, the Applicant will be cherged the drfference in cosr.
Where the Applicant, by virtue of site conditions, causes a more costly than nomal installation o¡
maintenance, the Applicant will be charged the difference in cost. The calculation ofthe difference
in cost shall be based on a standardized costirg approaclÌ that includes all costs, íncluding but not
lilnited to: actual expenses incurred fo¡ materials and labor (including both internal and external
labor) employcd in the design, purchase, construction and/or installation; costs of permils and
rights-of-way acquisition; cor?orate overheads (includiug engineering, supervision and
adminishative and general costs) and other ìoading factors, and auy applioable taxes associatad
with a Contribution in Aid ofConstruction or otherwise.

lìttp://www.delmarva.com,/ ¡es/documents/DEMasterTariflpdf (emphasis added). This suggests that
Delmarva has done .roz¿ cost-benefit analvsis to determine what it nomrallv fur.nishes
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oollectively "the ASCE Reporls") awaldirìg a D+ to the nation's electric grid and discussing the hann

to tlre nation's econorny if the g'id is not upgraded. (DOB at 14-15,20-21and Attaclments 3 and 4).

The DPA agrees as a general matter that reliable electric power is vital to the nation as a whole

and that aging inf¡asûucture that has reached the end of its useful life should be replaced. But that is as

far as the agreement goes on the evidence in this case.

Fitst, DPL witness Maxwell specifically rejected the suggestion that equipment age alone

detennines whether it should be replaced. (Tr. at 3 l6).

Second, Delmarva tied none of the policies that it discussed to specific Adjustment 26

projects.

Third, tlre ASCE Reporls address the national gnd,with specific ernph asis ott trqnsmission:

The elechic gid in the United States consists of a system of interconnected power
generalion transm¡ss¡on facilities . . .

,F+*.

With the addition of new gas-fired and renewable generation, the need to add new
transmíssionli¡es has become even greater.

***

Congestion at key points in the electric ¿ra nsmission grid has been rising over the last
five years, which raises concems with disûibution, reliability and cost of service. . ..
This congestion can lead to system-wide failures and unplanned outages. ... Utilities
also often pass on "congestion charges" to consumers when transmîssio¡¿ lines are
overloaded.

New tra,nsmission lines are being planned in response to the need for integrating and
delivering new energy sources. ... However; the pennitting and siting of these
transmission lines often meet with public resistance, which can result in significant
project delays or eventual cancellations while driving up costs. ... The result is that
while new transmission lines are needed, rrany are being delayed due to permitting
issues.

t<:ß*
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And the solutions that the ASCE proposes ale naliorøl ones, not local:

Providc mechanisms for tilnely approval of transmission lincs to minirnize the
time lìom prelirninary planuing to operation.

***

Design and construct additional transmission grid infrastructurc to efficiently
deliver power fiorn remote geographic generation sources to developed regions that
have the greatest demand requirements.

Continue research to irnprovc and enhancc the nation's transmission and
gencration infrastructure as well as the deploynent of technologies such as smart
grid, real-tirne forecasting for transmission capacitf and sustainable energy generation
which provide a reasonable retum on investment.

(2013 Repofi at 60-64) (bold emphasis in original; italicized emphasis added). The 2011 Report

similarly focuses on the national gnd and tlie efFects onthe national economy if it is not upg'aded:

The purpose of this Failure to Act report series is to provide an objective analysis of
the economic implications for the United ,S/a/¿s of its continued underinveshnent in
infrastructure.

r¡:fi*

This report illustrates the importance of elechic power generation, transmission and
distribution system s lo the national economy.

***

The purpose of this study is to suvey the economic effects of cunent infrastruchre
trends i¡ America s energy infrashucture.

***
This study illustrates what could happen to the nationøl economy if households and
businesses do not have reliable energy selice.

(201 1 Report at 3 , 4, 14, 48) (enphasis added).

The Commission does not have julisdiction over interstate hansmission, so this report offers

little weight to Delmala's arguments regarding reliability in Delaware. The Commission has

jurisdiction over Delmala's distribution system, and therc is no iudication that lls grade is a D+.
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Moteover, the ASCE Reports thernselves are incor.rsisterf: at the same time the 2013 Report says that

national-level distribution investmeft has decreased since 2006, it also says that the increased

adoption of smatt grid technologies has led to additional investment in recent yeæs, due in pafi to

Amedcan Reinvestmeut and Recovery Act funds, Rural Utilities Serice loans and matching

conh'ibutions from local agencies and the private sector. (1d at 62-63). The ASCE 2011 Report

obsewes tlrat invesÍlent 'in electric dishibution infì'asÍucture had in.creasel and "now exceeds

historical load growth. ... ." (2011 Report at 34). And of course, Delmala has increased its

itrvestment in its dishibution facilities over this time period, not decreased it. Thus, nothing in the

ASCE Reports supports Delmarva's inclusion ofpost-test period plant additions in this case.

d. Reliability 1s Important, But at What Cost to Råtepaycrs -
Especially When the BenefTts to Them Have Not Been
Ouantified?

Delmarva contends that its customers repeatedly tell them that reliable service is

irnportant to them. (DOB at 16-17; see also Ex. 19 at6;Tr. at 750-51, 754-55;Ex.83). The DPA

does not dispute that reliability and timely restoration after a major stonn (or even on a blue sky

day) is important to customers; indeed, we would submit that not even one (let alone quarterly)

suruey is necessary to establish this. But this does not tell the entire story. DPL witness Maxwell

was "pretty sure" that the custorners parlicipating in the suweys are not told how much money

Delmarva is planning to spend on the reliability improvements and enhancements. (lct. at 786).22

The DPA daresays that customers might have a different opinion if they were told before

answering that enhancing and improving their reliability was going to cost them Sx number of

22As M¡. Maxwell adnitted on cross-examination, the suwey asks customers whether they believe Delmarva is
ptoviding ¡eliable service - llol whether reliable service is iruportant to them. Similarly, custorncrs are asked
whether they believe Delmarva is restoring service in a timely rnanner - r?o/ wl'ìether restoring service in a timely
rnanner is important to thern. (Tr. at 785-8ó). Again, the DPA does not dispute that reliable service and quick
Ìestoration is important to custolrlers. But the¡e ¡J a diffe¡ence between tlìe questions that are being asked and the
colìclusion that Delmarva reaches from the answers.
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dollars a tnonth every month for the foreseeable future and that Dehnarva coulcl not tell them

how much n-rore (if at all) reliability would improve or how much faster Delmarva would be able

to l'estore selvice in the event ofan outage.

Moreover, to the extent that the suley results from a few hur.rdred customers each

quarter have any significance, all the spending on plant that Delmarva has done since 2010 has

had little effect on those results. Mr. Maxwell agreed subject to check that the responses to the

queslion regarding reliable service was 85 in 2000, 86 in 2001, 90 i¡20O2,84 in 2003 and 89 in

2004. (Tr. at763). Itwas 86 in 2008,84 in 2009, and 85 in 2010. (Ex.83,81r'page of document).

In 2011, when Delmarva apparently began conducting the suryeys on a quarlerly basis, the

responses to the reliability question were 86 in Summer 201I, 84 in Fall 201i, 81 in the fi¡st

quafter of2012,86 in the second and third quarlers of 2012, and 92 in the fourth quarler of 2012.

(lct., 20Ih page of document). There is nothing in the record lor 2O13, which of course is the time

period for the Adjustment 26 plant. Moreover, Delmarva's CAIDI - which measures the duratio¡

of the average customer intemrption - has remained essentially unchanged despite all this new

plant: the CAIDI was 128 minutes in 2002, and it was 120 minutes in 2012. (Tr. at 371).

Finally, as previously pointed out, Delmarva does not provide any quantification of the

additional benefits to customers from the $66 million of Adjustment 26 plant.

Reliability is impottant. But Delmarva has not established that there is any additional

bang for the customers' post-test period plant bucks, let alone a significantly quantifiable bang

for those bucks that justifies a Tesla distribution system vcrsus a Nissan Leaf distribution systern.
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e, Compârison to Othcr Utilities' Performancc Is Not
Particularly Useful for Dcterrnining Whether thc Post-Tesf
Period Plant Should Be Included in Rate Base in This Case.

Delmarya says that it also determines an appropriate reliability level for which to strive

by comparing its actual performance to that of other utilities in the Institute of Electrical and

Electlonics Engineers' ('IEEE') amrual reliability surveys. (DOB at 17-19). It says that a utility

with a 295-minute SAIDI would be among the worst-perfonning in the nation, and only five of

the 106 utilities participating in the IEEE surwey would not have met that standard. (Id. at 17-

18). It says that its investments have resulted in improved reliability because its SAIDI has

decreased Íìom 199 minutes in 2010 to 192 minutes in 201 1 to 146 minutes in2012, and that had

it not increased its reliability investments and its SAIDI had remained at I 92,1 99, its

perfotmance would be among the worst in the IEEE survey. (1d. at 18-19).

Delmarva's claim that its investments have resulted in improved reliability (even

assuming it is true) does not establish that the projected post-test period investments will

improve reliability. And in any event, that claim is nothing more than an assumption. AMI for

electric customers went into effect on a system-wide basis in 201 1. Since AMI was supposed to

help improve reliability and postpone or obviate the need for reliability spending, it is just as

Iikely that AMI implementation had something to do with its SAIDI improvement between 201 1

and 2012.23 And a 50i50 likelihood that Delmarva is wrong does not satisfy its burden of proof.

Delmarwa says that Regulation Docket No. 50's 295-rninute SAIDI standard is a

minimum standard and it would not be satisfied with only meeting that standard. (DOB at 9,

citing 26 Del. Admin. Code 53007.1.3; DOB at 11-12; see also Ex. 19 at 4, 8). The DPA agrees

that SAIDI is a minimum standard and that only meeting it would be disappointing (though it

23Mr. Ziminsky testified that AMI allows Delmarva to "ping" a customer's meter to detennine actual outages and
reduce restoration tirues. (Ex, 5 al2l-22).
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would constitute compliance). This is particularly so given the more than $40 million ratepaycrs

will pay for AMI, which the Commission approved in pafi because of Dehnarua's assurances

that AMI would improve rcliability and potentially defer or eliminate the need for distribution

improvements. But Delmarva is silent on AMI's effect on its improvement in SAIDI.

Second, Delmarva's comparison of its cun ent performance to other unidentified utilities

provides no evideuce thaf ithe post-lest period plant irvestments will improve its reliability vis-à-

vis other utilities. Remember that the issue herc is postlest period plant: not plant previously

placed into service that no one is challenging. There is no evidence that the projected plant

additions will have any effect on Delnala's performance compared to its own previous

performance, let alone its performance compared to other unidentified utilities.

Finaliy, that the 295-minute SAIDI minimum represents poor perfonnance at this point

probably means that the bar is now too low. That is an issue for another proceeding. But the

cunent Commission standa¡d is 295 minutes, and it is undeniable that Delmarua has met that

standard for many years running. (Ex. 14 at Sch. DED-2).

f. Delmarva's Professional Judgment Is Not At Issue With
Respect to Including Post-Test Period Plant in This Case's Test
Period Refe Rase-

Delmarva spends a substantial amount of its brief explaining how it exercised its professional

judgment in determining what to invest in to meet its reliability objectives. (DOB at 19-25). Again,

however, none ofthis justifies including the post-test period plant in this case's rate base.

With respect to new load gro*th, Delmarva assefts that it is expedencing "signilìcant" load

growth in certain pads of its service territory that requires action to avoid degradation in reliability.

(Id. at 20).24 If so, then why didn't it include that growth in the revenues that it used to dete¡mine its

24These are the Middletowl-Odessa-'lownsend area, the coridor between Dover and Harrington, and the coastal
Sussex area.
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revenue requilelnent? If overall load growth is low notwithstanding the "significant" load gowth in

these areas, then including it would not affect the revei'rue requirement much. But if the load gowth

in these areas really is significant, then Delmarva's failure to include it is understandable - because it

undetcuts the argument that overall load growlh is low. The DPA does not believe that any post-test

period adjustments are appropliate under the circumstances of this case, but if Delmarva wants the

Commission to include a fuII yeat of post-test period plant, then it is not too much to ask that the

Delmalva also include a full year of posGtest period revenues fìom new customer growth.

Next, Delmala clairns that its aging infrashucture makes monitoring and testing its

equipment to prevent load-related failures and to increase the system's capacity to handle growing

load crucial, and that it practices "'reliability centered maintenance"'to do so. (1d). It then proffers a

prolonged explanation ofhow its equipment condition assessment does this. (1d. at 20-21). But this

simply proves the DPA's contention that much of this may already be in DPL's rate base in the form

of materials and supplies. (Tr. at 525-27).2s

Delmarva next addresses feeders. Docket 50 regulations require DPL to repofi individual

feeder reliability performance and designate a group ofthe ten worst performing feeders for conective

actiotr. (Ex. 19 at 21). Delmarva says that it developed a Feeder Improvement Program to address

more than just the ten worst perfoming feeders. (1d. at 22). If. says that the feeders ideftified for

improvement under this program "have not yet reached the level of degraded performance that puts

them into the Docket 50 minimum mandatory 10 worst performing Priority Feeder program," but

failing to address any other worse-performing feeders would not n'ìeet customets' expectations and

needs, so it has identified them for work under the Prcgam. (Id. af 22-23).

25Accorditrg to DPL witness Maxwell, ¡nuch of these materials and supplies have a long lead tiure. (Ex. 19 at 22).
Therefore, if Delmarva needs them for replacement or maintenance, it must have them in stock - and therefore their
cost must al¡eady be included in rate base. Are ratepayers paying twice? One cannot tell frorn the filiug.



But it hasn't, not really. Delmarva acknowledged ir-r its opening brief that 32 individual

feedcls' SAIDIs exceed the Regulation Docket No. 50 standard of 295 minutes. (Id. aL 22; see

also T'r. at782;F;x.81 at 8-19).26 Mr. Maxwell testifìed that Delmarva may or may not fix all 32

of these poorly performing feeders in 2013. (Tr. at 783-84). And although some of the feeders

with high SAIDIs have been identified as candidates for corrective action in the immediate

future, rzosf hat,e not. (Ex. 81 at 21-31). Delmarva's assertion that it exercised its "professional

judgment to detetmine that failing to address any feeders above the Docket 50 worst performing

would not meet the reasonable teliability expectations and needs of customers" (id. at 22-23) is

belied by its own documerfs.

Next, Delmarva identifies its URD cable replacerneut, substation transformers and

switchgear policies. (1d. at 23). But all it does is identify these general items: it does not indicate

what the problems with these items in Delaware are, and does not identify which of the projected

projects in its Adjustrnent 26 will remedy the unidentified problems.

Last, Delmarva offers Distribution Automation ("D4") as par1 of its commitment

pursuant to Regulation Docket 50's directive to effect reliability improvements. (Id. af 24-25).

Most of its discussion centers on what exactly DA is and what it does. But Delmawa also poirfs

out that it has been required to do this since September 2006, when the Commission adopted the

electric service reliability and quality standards. (1d. at 8,23-24). Delmara also identifìed DA as

an imporlant benefit associated with AMI in Docket No. 07-28. (See February 6,2007 Blueprint

26The DPA understands that the SAIDI by which Delmarva's performance is juclged is systenl,,ivide rathor than asset-
specific; however, these statistics are included in Delma¡va's 2012 annual llegulatiol Docket 50 Report. ,S'ec Ex. 81
at 8-19, whiclt identifies the following poorly-performing feede¡s: Ch¡istiana Ckt. DË0016 (1,479 SAIDI);
Christiana Ckt, DE00l9 (422 SAIDI); Christiana Ckt. D80108 (610 SAIDI); Ch-ristiana Ckt. DEol12 (647 SAIDI) ;

Christiana Ckt. DEol60 (899 SAIDI); Ch¡istia[a Ckt. D80163 (5la SAIDI); Cluistiana Ckt. DË0167 (752 S.AIDI);
Christiana Ckt. DE0l93 (2,026 S.a.IDI); Ch¡istiana Ckt. DE0218 (540 SAIDI); Cbristiana CkL DE023l (779
SAIDI); Cluistiana Ckt. D80244 (498 SAIDI); Christiana Ckt. DE02ó3 (604 SAIDI); Ch¡istiana Ckt. DE0659
(1,080 SAIDI); Ch¡istiana Ckt. DF.072'7 (1,014 SAIDI); Christiana Ckl D82542 (815 SAIDI); Christiana Ckt.
MD3324 (?02 SAÌDI).



þr lhe Future Application and Plan at 8-9 (Attachment B);27 lllueprint .for the Future Business

Case at 2). 77¡ese dockets were the genesis fÕr the DA investrnent - not the REP.

Delmarva's silence on other issues is deafening. Its 2012 annual report identified a total

of 5,006 intetruptiotls for transmission, substations and distribution. The cause of almost 25% of

the interruptions was "unknown." (Ex. 81 at 37). If the causes of almost one-quarter of

interruptions in Delaware are unknown, then how does Delmarwa decide on what to spend for

reliability investment, and how does the Comrnission know how to assess it? Similarly, the next

highest cause of intenuptions (almost 20%) is "Tree." Ifthe DPA interprets the repofi conectly,

one-fifth of intenuptions a¡e caÙsed by vegetation management, which suggests that ratepayers

are already paying through the tree tdmming expense for some of the reliability investment.

Tlrus, almost 45% of Delmarva's outages are the result of things that either ratepayers may

already be paying for or for which Delmarva does not know the cause.

g. Delmarva Ignored Adjustments That Reduce Rate Base and
Increase Revenues.

In previous rate cases, Delmala used average plant balances to develop its claimed rate

base. Here, however, it used end of test period plant balances, which are already more

prospective than those used in prior cases. The DPA does not object to using end of test period

plant balances; however, including the proposed post-test period adjustments burdens ratepayers

with an additional $9.17 million of rates without considering other components that will offset

the revenue requirement. For example, during the test year, Delmarva added, $21 .44 million of

depteciation to its accunulated depleciation reserve. This reduces rate base and likewise leduces

the revenue requirement, but Delmarva did not make an adjustment to reflect this reduced

2?Delma¡va identified DA as related to AMI and stated that "la]lthough not part of this filing, because of the linkage
to the proposed technology changes, we plan on following up with a distributior automation filing in the near futu¡e
as it is very interrelated to the advarìced rnete¡s and enhanced communication networks," (February 6, 2007
Blueprint.fttr the Ful¿lr" Application and Plan at 9) (Attachmeqt B).
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revenue requiremelìt.28 (Ex. 13 at 7). Similally, the defen'ed income tax reserve offsets the

revenue tequirernent associated with plant additions because it is also a rate base deductiou, but

Dehnarva made no adjushnent to reflect the additional defered income tax. (Id. at7-8). These

adjustments are required regardless oJ whether tlte Comtnission includes the Adjustment 26

plant in rate base or not, because they are attribulable to uncontested 2012 plant additions.

Finally, increases in customers and usage would offset the increased revenue requirernent

associated with the additional plant, but Delmarva did not make an adjustment to reflect

incteased customers or increased usage. (1/. at 8). This is particularly offensive in light of the

"signif,rcant load growth" it is experiencing in the Middletown-Odessa-Townsend area, the

corridor between Dover and Harrington, and the coastal Sussex areas that require action to

"avoid a degradation in reliability." (DOB at 20, citing Ex. 19 at 14). If growth in those areas is

so significant that it requires reliability investment, then it is significant enough to rcquire

Delmarva to include that growth in its revenues to detemine the ¡evenue requiremerrt. Its failure

to do so suggests that it would have reduced its revenue requirement too much to include it.2e

h, Delmarva Could Havc Used a Partially Projected Test Pcriod.
Ruf Choso Nof Tn

The Commission's regulations allow Delmarva to file a rate case using a parlially

forecasted test period, which would have allowed it to use a test period comprised of three

months actual data and nine months projected data, to be updated as the case progressed. ,løe 26

Del. Admin. Code $$1002.1.2.2.1, 1002J.2.3.1. This would have allowed it to project its plant

2sDelmarva 
¿/rd include additions to both the dcpreciation and defered income tax reservcs associatcd with the post-

test-period plant, but failed to include reserve additions associated with the plant that was in service at the elld of
2012, the test period. (Ex, 13 at 7 n.3).

2eAnd lest Delmarva suggest in its reply brief that the DPA could have proposed such an adjustrnent, we remind the
Hearing Examiner and the Com¡nission that DPL suggested that the growth is "signihcanf' enough to require the
plant additions. Delmarva cannot have it both ways. Either the growth is significant enough to requirc the plant
additions, or it is not signifìcant enough to include it in revenues.
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additions nine months out, but also \¡/ould have l'equiled it to project its revenucs nine months

out. Delmarva chose not to file its case using a paftially projected test petiod, but rather relied on

an historical test period, which it then adjusted for cheny-picked projected additions. As

discussed above, it did not adjust other elements of the regulatory triad that would decrease its

revenue requirement. The unreliability ofprojections is exactly why this Commission abandoned

the use of a fully-forecasted test period.

Delmarua should not be pennitted to sneak in through the back door a fully-forecasted

test period that it cannot file directly. Nor should it be permitted to obtain the benefìt of a

partially-projected test period without including the adjustments to the other porlions of the

regulatory triad. The Commission should follow its own rules: it should reject Dclmarva's

attempt to use a fully-forecasted test period for plant since this Commission's regulations do not

permit fully-forecasted test periods, and it should reject Delmarwa's attempt to use a partially-

projected test period without adjusting for the other elements of the regulatory triad that would

reduce the revenue requirenent.

i. The Post-Test Period Plant Is Not Reasonably Known and
Meesrrratrle-

Assuming that the Comrnission does not accept any of the foregoing arguments, the DPA

submits that the proposed plant additions are not reasonably known and measurable, which has

long been the standard for posltest period adjustments ofany kind and indeed is reflected in the

Commission's MFRs (see 26 Del. Admin. Code 91Q02.1.3.1). At the time of its filing,

Delmarva's proposed post-test period plant additions were based solely on ifs projections of

what it expected to place in service. (Ex. 13 at 8; Ex. 14 at 5). And if history is any guide, those

projections wìll not be correct. As DPA witness Dr. Dismukes obserued, DPL underspent its

capital budget by an average of 3.5% per year from 2007 through 2012. (Ex. 14 at 7). Even afÌer



Delmarva split Adjustrnent 26 inlo two parts to refleot actual costs through August 3l , 2013 and

projected costs from September through December 2013, Dr. Disr.nukes testified without

contradiction that the actual costs through August 31, 2013 were 2O%o less than what Delmarva

had projected. (Tr. at 524-25,532). He also testified without contradiction that: (1) Adjustment

26 contains almost 910 million for 14 reliability projects that Delmarva had budgeted for

previous years but which were included in the 2013 projections (Ex. l4 at 9 and Sch. DED-6);30

and (2) there have been large variances in Delmarva's capital budgets: in 2007, it went over

budget on reliability investments by 25%; in 2009, it was over budget by I2.1Yo; and in 2012 it

was over budget by 6.7%. (.1d. at 8 and Sch. DED-4). There have also been large variances within

individual projects: the Millsboro District Priority circuit project, which is part of Adjustment

26, was over budget by 182.5% 1n 2011 and was under budget by 46.8%o in 2012, and the 2012

Christiana Dìstrict Distribution Automation project was budgeted at $1.5 million but cost $3.4

million - a variance of 131%. (ld. at8 and sch. DED-5). Delmarva projected closirg 95 projects

to plant from January-March 2013, but only closed 55 of those projects during that time frame.

(Id. at 10 and Sch. DED-7). And the amount Delmarwa closed to plant fiom January-March 2013

was $9.4 million compared to the forecast of $ì21 million. (Id. at 10 and Sch. DED,7).

Delmarua claims that its proposed adjustment for projected plant closings is consistent

with commission precedent and Delaware law. (DoB at 64). h is neither. As Delmarva knows,

the commission has not authorized including a full year of post-rest period rate base. And

Delaware law only requires the Commission to consider reasonably knowr and measurable

30Examples include: (1) $145,745 for the Millsboro Sub Subscriber - BBW prqect, which was contained in 2011
and 2012 budgets but went unspenl in those years; (2) $1.0 million fo¡ DA in the Cluistira District, which was
contaíned in Delmarta's 2012 budget but only $ l8 4]26 was spent in 2012; Delmarva has included S 1.5 million fo¡
this project in 2013; and (3) $2.5 million for the Millsboro District Priority Circuit Improvements, which went
unspent and has been included in Adjustnìent 26. (Ex. l4 at 8-9 and Sch. DED-6).
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chatrges to test period expenses. As we have shown above, Delmarva's projections are not

reasollably knowu aud measurablc: they have been wrong. And they have generally been wrong

år'gl2, so custorners would be paying more than necessaly had they been included in rates.

Delmarva's projections are unreliable. They could be wrong high, they could be wrong

low, but they are going to be wrong, period. Other commissions have recognized the problem

with projections. Se¿ In In the Matter of the Application of Baltimore Gas & Electric Cotnpany

.þr Adjustnrents in lts Electric and Gas Base Rates, Case No. 9299, Order No. 85374 at 37 (Md.

PSC Feb. 22,20ß),3t the Maryland PSC concluded that "it would not be just and reasonable to

saddle customers with almost $20 million in additional utility costs based upon estimates that are

not fully reliable." And again, the unreliability of projections was a major reason why the

Commission abandoned the use of fully-forecasted test period for ratemaking purposes.

Delmarva's actual results, compared to its projections, show that the Commission was correct in

abandoning the future test period, and that it would be conect in rejecting Adjustment 26 here.

j. Delmarva Performed No Attrition Analysis to Support Its
Claim of Reqrrlaforv I aq-

Delma¡va clairns that it needs Adjustrnent 26 to combat regulatory lag. (Ex. 2 at 5).

However, it provided no detailed earnings attrition analysis that directly links underearning with

its reliability investment requirements. (Ex. 14 at 5, citing Delmarva's responses to AG-REL-36

and AG-REL-37). Dr. Disrnukes testified that regulators have long recognized that regulatory

lag can be key to the overall regulatory process because it imposes discipline on utility

operational and investment decisions. (ld. at 15). Contrary to Delmarva's suggestion, regulatory

lag is not bad in and ofitself: it can lead to both costs and benefits for a utility because it creates

opportunities for gains as well as losses. (1d. at 15-i6). Delmarva's proposal shiÍÌs regulatory,

rrhttpl-webapp.osc.state .n ile .cfi¡.r?Serve¡FilePath;C:\CaseNun\9200-
p!!lp_2je\78.pdf



investtnent aucl perfortnance risk away fi'orn it and onto ratepayers. This is because utilities

typically control when they file rate cases, so they not only have the ability to request rate

increases but also are protected in time of overeaming unless and until tÌreir comrnissions bring

them in for a rate decrease. Allowing Delmarva to include its projected investments exacetbate

these timing risks by allowing it to increase rates for projects that may never be completed and,

even if they are, may never be evaluated for reasonableness and appropriateness. (-/d at 16).

***

"A review of the evidence in this docket leads to one conclusion:"32 Delmarva has not

established that including the projected post-test period investments wele "necessary to both

maintain and enhance reliability.';3 Nor has it established that it cannot meet its obiigation to

provide safe, reliable and adequate service without these investments. The only thing it has

established is that ratepayers will pay rnore. Delmarva lìas not met its burden of proving that the

Commission should include its post-test period plant in rate base in this case. For the myriad

reasons discussed above, the Commission should summarily reject Delmarva's request to include

Adjustment 26's $66.8 million of alleged "reliability" investments in rate base.3a

B, Thc Commission Should Reject Delmarva's Attempt to Include Construcfion
Work in Prosress l(CWIP'l in Rafe Rase-

Delmarva has included $70,154,712 of CWIP in rate base and a coresponding $965,309

Allowance for Funds Used During Construction C'AFUDC') offset to earnings. (Ex. 5 at 31-33;

Ex. 13 at 10). The DPA objects to including CWIP in rate base. (Ex. 13 at 11).

r?DoB at 19.

13úd.

"The DPA made an adjustment to depreciation expense to reflect its exclusiolr of the entire Adjushnent 26 plant
f¡om rate base. (Ëx. 13 at 56). We have not calculated the âdjustnìent to depreciation expense that will be required
ifthe Commission includes some but not all of the Adjushnent 26 plant, but that calculation can be easily rnade once
the Com¡nission has rendcrcd a decision.



Deltnarva assetts that the Comrnission should reconsider its prior decisions excluding

CWIP fi'orn late base. Calling the DPA's objections "rneritless" and as "plac[ing] fonn over'

substance"(DOB af 76-77), it asseÍs that the CWIP is used and useful, is serving customers, and

should be treated as plant ir service for ratc base pulposes. (Ex. 5 at 32). It contends that it

follows Federal Energy Regulatory Commission C'FERC') guidelines for accruing AFUDC, and

that under those guidelines not all of the CWIP projects not eligible to accrue AFUDC. (1d. at

32; DOB at 76). If claims that if the Commission does not include CWIP in rate base, it

"inappropriately" bears the burden ofthose canying costs, and it is "unfair" not to compensate it

for those investments. (Ex. 5 at 32).

Recognizing that its pleas to include CWIP will likely be insufficient to persuade the

Commission to reverse its previous decisions, Delmarva proposes an altemative that it claims

"should be acceptable to all parlies," which is to record AFUDC on all CWIP and treat the

diffelence between the actual accrued AFUDC and the full calculated AFUDC as a regulatory

asset that would be treated in Delmarva's next base rate case as if it were actually accrued

AFUDC and amortized over an assigned life and included in rate base as if it had been

capitalized. (Id. af 32-33; Ex. 20 at 63). Calculation of the full AFUDC would begin on the

effective date of the new ratos from this case. In the next base rate case, the balance of the

regulatory asset would be determined from the effective date of the ¡ates from this case through

the end of the test period in the next base rate case and would be amortized using the average

book life. The next regulatory asset would begin to accrue at the end of the test period in

Delmarva's next base rate case. (Ex. 5 at 33; Ex. 20 at 64).35

s5Delmarva 
has apparently abandoned this alternative, since it does not discuss it in its Opening Briel Sea DOB at

76-77). ln the event it has not abandoned the proposal, the DPA discusses it i,ly'r¡.
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While the DPA acknowledges that the Comrnission has discretion to include or exclude

CWIP frorn rate base, the Comn.rission has chosen to exclude CWIP from rate base in

Delmarva's last two litigated cases (Docket Nos. 05-304 an<1 09-414) based on the same

al'guments and facts that the DPA proffers here. Apparently the Commission did not find thern

"meritless" or "plac[ing] form over substance." Since the Commission has excluded CWIP from

rate base in the last two cases under virtually identical circumstances, and since Delmarva bears

the burden of proof, one would think Delmarva would have proffered some new at gunent or

facts to suppoft its request to include CWIP In rate base. But it didn't. A review of its testirnony

and briefs on this issue in Docket Nos. 05-304 and 09-414 shows that it trotted out the sarne tired

arguments as it does in this case. The arguments were unpersuasive then, and they still are.

Delmarva's inclusion of CWIP in rate base increases its revenue requirement by

approximately $7.71 million and represents almost 20o/o of the revenue requirement requested in

this case. (Ex. 13 at 9). That number bears repeating , almost 20% of Dehnarva's requested

revenue requirement is attributable to this one item.

Moreover, as in prior Delmarva cases, the amount of AFUDC as a percentage of CWIP in

this case is less than 2o/o: here, ]L ]s 1.37%. (Ex. 13 at 10-11). The Commission found this fact

significant in both Docket Nos. 05-304 a¡d 09-414, and it is no less significant here. .!¿¿

Delmarva Power, Order No. 801 1 at167; In the Matter of the Application of Delman,a Power &

Light Comparry .for Approval of a Change in Electric Distributíon Rates and Miscellaneous

Tarif.fChanges, Docket No. 05-304, Order No. 6930 (Del. PSC Jun. 6,2006) at fl48.3ó Thus, just

as in the prior two litigated cases, iucludìng CWIP in rate base will have a considelable adverse

effect on the revenue requirement.

3Óhtto://densc.delaware. 
eov/orders/6930.p3.f
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Futtheunore, utider Delawate law, only plant that is used and useful in providing scr-vice

to ratepayers during the test period may be included in rate base. 26 Del. C. $102(3).3? CWlp is

construction work in progress, and so by definition is not used and useful. 'lhe DPA questions

how it is fair for customels to pay fol plant that is not providing them with any benefit.

Finally, including this plant in rate base violates the longstanding regulatory principle of

matching assets with the customers they are seruing. As discussecl previously, I)elmarva has not

ûrade adjustrnents to include out ofperiod revenues that flow fi'orn the out of period investment.

Staff witness Peterson testified that the when the CWIP is eventually placed in service, it will

selve new customers or new loads, will increase operating efficiency or service reliability, or will

decrease maintenance requirements on both new and existing facilities. (Ex. 11 at 13).

If Delmarva believes that its cunent accrual of AFUDC is insufficient to compensate

shareholders during construction, then it can change its policies regarding when to accrue

AFUDC. Nothing in the FERC regulations prevents it from doing this: Staff witness Petelson

testified that the FERC regulations are guidelines rather than strict requirements (Tr. at 507), and

DPL witness ¡ebutted this testimony.3s

Delmarva's alternative proposal to create a regulatory asset for the full amount of

AFUDC is a non-starter. As the Commission is well aware, regulatory asset treatment is reserved

for large, non-recurring expenses that have the potential to impair a utility's financial well-being

and do not contribute to rate base. h the Matter of the Application o! Delmarva Power & Light

Company .þr an Increase In lts Retail Rates .for the Distributíon of Electric Energy, Case No.

37The Act deltnes rate base as "ft]he original cost of all usetl ancl use-l¡.¿/ utility ptant and intangible assets either to
the first person who comtnitted said plant or assets to public use or, at tlìe option of the Commission, the first
recordedbookcostofsaidplaltorassets...;'26Del.C$102(3)(emphasisadded).

3sThe best Delmarva could offer on this subject was that it is following FDRC's guidelines, but Mr. Ziminsky
admitted that tlìe guidelines are simply that, and Delmarva is not required to follow them. (Tr, at 627).
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9192, Order No. 83085 (Md. PSC Dec. 30, 2009) at 15-16.3e CWIP and AFUDC are classic,

or.rgoing costs ofrunning a utility and should not qualify for regulatol.y asset treatment.

In short, Delmarva has not pr.ovided any new reasons or suggested any chauged

circuntstances that woulcl justify this Cornmission in reversing ìts position on includirrg CWIP in

rate base. The DPA respectfu[y requests the commission to remove cwlp from rate basc (and

reverse the earnings adjustment for AFUDC as well).40

C. The DPA's Adjustment to Dclmarva's Cash Working Capital (,úCWC")
Calculation Should Be Accepted.

CWC is the amount of cash a utility needs to cover cash outflows between the tirne it

received revenue fiom customers and the time it must pay experses. (Ex. 13 at 11). Delmarva

requested a CWC allowance of $ 10,91 1,605 derived fiom a lead/lag study in which its individual

expense lag days were based on 2010 calendar year invoices. (1d.). Expense lags have three

components: a service lag, a billing lag and a payment lag. The service lag reflects the midpoint

of the serwice period; thus, in the case of monthly billing, the service lag will be 15.21 days (365

days+12+2). (Id. af 12). The billing lag represents the amount of time after the end of the scrvice

period that a utility is billed. (1d. at 12-13). Finally, the paynent lag is the amount of time after

receiving a bill that payment is made. Qd. af ß).

In this case, Delmarva calculated the net operating and maintenance (,,O&M,,) lag by

examining three types of o&M costs: payroll, affiliated transactions, and other o&M. It used

expense lags of 15.96 days for payoll, 14.43 days for affiliated transactions, and 35.19 days for

other o&M. (Id. at 13, citing Delmarva response to PSC-RR-10). The expense lag for affiliated

t'l!l!ul 
't"þæp+-.-ç=sla1c¡r1d.ulllga!1evea!flu¡¡lNevladql-VQts¡]l¡1c¡!¡?S.-e-¡rqEllclath-cle¡scNur\9100-

9 199\9_192\064.p¡!f

aoThe DPA made a correspondilìg adjustnent to renlove AFUDC ear[ings of $965,309 from Dellna¡va's ¡evenue
requirement to correspond with the elimination of CWIP fiom rate base. (Ex. l3 at 56-57).
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transactious in Delmarva's lead/lag study reflects twice-monthly payments for Service Company

expenses. (Ex. 11at 17-18).

But Delmarva is not required to pay the Service Company twice a month. Its agreement

with the Service Company provides that it will rendel a bill only once a month. (Ex. 11 at 17).

Transactions between Delmarva and its affiliates, including the Service Company, are settled

each month through the PHI rnoney pool on approximately the 15tr' business day of the next

month. (Ex. l3 at 13, citing Delmarva response to PSC-RR-94). The effect ofusing a different

expense lag in this case is significant because nearly 700/o of Delmarva's distribution O&M

expenses are Service Company charges. (Ex. 11 at 19). Both the DPA and Staff took issue with

Delmarva's expense lag for affiliate transaction O&M costs, and specifically with the expense

lag it used for its payments to the Service Company. (Ex. 11 at 17; Ex. 13 at 12). DPA witness

Crane recommended a 30.21-day expense lag for affiliated transaction pa)rnents, based on a

service period of 75.21 days and a combined billing and payment lag of 15 days. (Ex. 13 at 13).

Ms. Crane's recommendation decreases Delmarva's CWC claim by $ 1.89 million. (1d ).

Delmarua contends that the lead/lag study is related to Delmarva-specific transactions

reflected on its books and records showing when the expenses were recorded on Delmarva's

books. (Ex. 20 at 60; DOB at 75). Delmarva says it is inelevant when those transactions are

actually settled because CWC focuses on recogniziug expenses when cash is actually expended

for them (cash basis of accounting), as opposed to matching expenses when goods and scrvices

are provided rather than when they are paid (accrual basis of accounting). (Ex. 20 at 60). It also

claims in its brief that applying the Intercompany Money Pool Balance settlement fi'equency that

Staff and the DPA recommend would require the entire lead/lag study to be repeated to account
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for other infonnation, and since neithel Staff nor the DPA performed such an analysis, doing so

here would be "arbitrary." (DOB at 75-76).

Delmarva's arguments do not withstaud analysis. Other commissions have recognized

that a utility's anangements with its affiliates can be manipulated. In Pennsylvania Public Utility

Commissiott Office of Consumer Advocate, et al. v. PPL Electric Lltilities Corp., ZOI2 WL

67 58304 (Pa. PUC Dec. 28, 2012),41 the Pennsylvania PUC considered a situatiorr in which the

utility's agreernent with its affiliate provided for a 60-day payment period, but it used a 35-day

lag period in its CWC lead/lag study. PPL argued that it treated its payments to affiliates in the

same maruler that it treated its pay,ments to non-aff,rliated vendors, and that it should not

discriminate in favor ol or against, its affiliates. (Id. at 10). The PUC's Bureau of Investigation

and Enforcement challenged PPL's affiliate payment lag, arguing that it unnecessarily paid its

affiliate substantially in advance of the required due date under the selice agreement with its

affìliate. The PUC agreed, stating:

We agree with the ALJ's decision to adopt I&E's recommended $13.021 million
O&M reduction to the CWC component of the Company's claimed rate base.
PPL did not meet its burden ofproving that its expense lag days for payments to
its affiliate are reasonable. Since PPL has up to sixty days to pay its affiliate under
the agreement, it would have been reasonable for PPL to take advantage of the
longer payment period and, by doing so, to minìmize the tate impact on its
customers. PPL has control over when it pays its affiliate and can alter its
computerized systen to change the date on which it pays its affrliate. The
evidence presented by I&E demonstrated that PPL's choice to pay its affiliate
forly days early resulted in an annual ratepayer CWC contribution of $ 1 .1 million.
I&E St. 2-SR at 62. PPL's customers should not be burdened with this expense
when it can be avoided. For these reasons, we shall deny PPL's Exception and
adopt the ALJ's decisìon on this rnatter.

(Id. at 15).

o'hltplrvnrvpus=pê.Cay/p9{ocs/ 
I 2063 60,docx
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\n Re Southern Connecticut Gas Company,2009 WL 2407 560 (Conn. DPUC July 17,

200Ð,42 the Connecticut Department of Public Utility CÕntrol concluded:

While the lead/lag study result was based on the measured timing of payments
from Southem to affiliates fol service rendered, OCC argued that contractual
obligations between Southern and its affiliates better represents the cash working
capital requirements associated witli this expense categoÌy. The Departrnent
agrees. For tlansactions betwee¡r afhliated entities, where incentives to best
manage a company's cash flow is diminished, contractual obligations often
provicle a better measure of working capital needs than past practice.

(Id. at 6s).

The Arizona Corporations Commission also rejected a utility's use of an expense lag

reflecting its actual payments to its affiliated management company: "we fully agree with

RUCO and Staff that the Company's intemal amangement with its unregulated affiliate should

not dictate its need for cash working capital." Re Arizona-American [later Company,2011 WL

121179 (Ariz. C.C. Jan. 6, 201Ð43 at 18. Finally, in Re Southern Caliþrnia Edison Company,

1991 wL 501681 (cal. PUC Dec. 20, 1991), the california Public utilities commissio¡

concluded that "[e]arly pa]4nents to utility affiliates and subsidiaries should not be considered in

working cash calculations." (ld. at 68) (Attachment C).

Delmarva does not dispute that the terms of its agreement with its service company

provide for monthly, rather than twice-monthly, payments. Delmarva - not its ratepayel.s -

chooses to make paynents more frequently than required under the agreement with its service

company. There is no indication that Delmarva pays non-affiliated vendors earlier than required

under the terms of its agreement with those vendors, and the affiliated service cornpany should

not be treated tnore favorably than non-affiliates especially when the result of such favorable

treatment is an increase in Delmarua's rate base.

o'l¡!þ1***.¿ou"¡tuæ."t,us 
F/0dI e 102026qbé4d98 525 644tt0069 I c iè/449872c5'789b1fba85257 Stc



Delmarva's contentions that it would be imploper to change one of the expense lags

without examining other lags and that the study would have to be repeated ar.e unworthy of

discussion, It cites no authority to support its contention that it is improper to change one lag

without re-examining others, and the cormnissions identified above that rejected the utilìties'

proposed expense lag for affiliated transactions did not find it improper. And the fact that the

lead/lag study will have to be repeated is a problern of Dehnarva's own making. I{ad it followed

the tetms of its agreetnent witb the selice company rather than taking it upon itself to make

payments more frequently than required, this would not be an issue. Delmarva cannot be heard to

complaìn that its own actions cause it additional work.

It is unreasonable for Delmarva to force ratepayers to shoulder a larger CWC requirement

than required by the terms of its own agreemont with its affiliate. Its proposed expense lag for

affiliated transactions should be rejected.

D, Delmarva's Prcpaid Pension Asset and OPEB Liability Should Be
Rcmoved from Ratc Rase.

ln its original filing, Delmarva included three prepaid assets in rate base: $61,581,370 of

pension costs; (98,116,221) of accrued OPEB liability; and $41,431 ofinsurance. (Ex. 13 ar 14).

It conceded that it double-counted the prepaid insurance asset by hcluding it both in rate base

and its CWC requirement, and removed it from rate base in its rebuttal testimony. (Ex. 13 at 17-

18; Ex. 20 at 65). This leaves the prepaid pension and accrued OPEB liability balances, both of

which should be removed from rate base.

Some background ìs in otder. Since the adoption oi'Financial Accountìng Standards

Boa¡d Statement Nos. 87 and 106 C'SFAS 87" and "SFAS 10ó"), pension and OPEB cxpense

have been determined on an actuarial basis using the accrual method of accounting. The accrual

method seeks to recover pension and OPEB benefit costs over the working lives of the
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employees who receive such benefits based on assumptions regalding salary levels, earnings on

fund balances, moftality rates aucl othel factols. A separate calculation detenlines funding

requirements. The actualial valuation may be positive ol negative in any given year. (Ex. 13 at

14-15).44 A prepaid pension asset occurs when the accumulated contributions and growth in the

pension plan exceed the accumulated expeuses associated with the pension obligations. An

OPEB liability occurs when the accumulated costs of the OPEB obligations are greater than the

associated contributions and growth of the plan assets. (8x.20 at71).

Sectionl02(3) of the Act defines rate base as "[t]he original cost of a1l used and useful

utility plant and intangible assets ..." less related accumulated depreciation and amofiization;

customer advances and contributions in aid of construction ("CIAC"); and accumulated deferred

and unamoftized income tax liabilities and investment credits, accumulated depreciation of

customer advances and CIAC. Rate base does not include any asset that is lot"used and useful."

And as can be seen from the statutory deductions to rate base, it does not include plant and/or

intangible assets supplied by any entity other than utility investors. The prepaid pension asset

and OPEB liability at issue here are not used and usef'ul in the provision of utility service. Even

if they were, Delmarva cannot satisfy its burden of establishing that shareholders, rather than

ratepayers or the market, contributed the funds that comprising them. The Commission did not

consider either of these arguments in its previous dockets, but both support a reversal of its prior

aalf the assumptions underlying the actuadal methodology were always accurate, there would be positive pension
and OPEB expense each year, and an employee's benefits would be recognized over his/he¡ working life. But
assumptions are rarely 100% accurate, so in some years pension and OPEB costs can be negative based on the fact
tlìat prior years' assumptions overstated costs. As an example, if the methodology assumed a 5olo return on
investment but the aclual retur[ was 7olo, a negative expense rnay be booked in a subsequent ycar. (Ex. l3 at 15),
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decision.as Assurning the Commission does not accapt either al'gument, then the DPA

respectlully suggests that the Comrnission's decision in Docket No. 05-304 was incorect.

1. The Pre¡raid Pension .A.sset is Not Uscd and Useful.

The prepaid pension asset is not used and useful in providing seruice. Indeed, Delmarua

admits that it cannot use those funds. (DOB at 91). Under the Employment Retirement and

Incotne Securities Act ("ERISA"), the assets of a qualified retirement plan are required to be

maintained in a trust to which Delmarva lacks access:

Except as provided in subsection (b) of this section, all assets of an employee
benefit plan shall be held in trust by one or tnore trllstees. Such trustee or trustees
shall be either named in the trust insíument or in the plan instrument described in
section 1102(a) of this title or appointed by a person who is a named fiduciary,
and upon acceptance of being named or appointed, the trustee or trustees shall
have exclusive authority and discretion to manage and control the assets of the
plan...

Except as provided in paragraph (2), (3), or (4) or subsection (d) of this section, or
under sections 1342 and 1344 of this title (relating to termination of insured
plans), or under section 420 of Title 26 (as in effect on July 6, 2012), the assets of
a plan shall never inure to the benefit of any employer and shall be held fo¡ the
exclusive purposes of providing benefits to parlicipants in the plan and their
beneficiaries and defraying reasonable expenses of administering the plan.

1d. $$1103(a), 1103(c)(1). ln short, the prepaid pension asset is not a used and useful utility

asset on which shareholders are entitled to earn a retum.

2. Evcn If the Prepaid Pension Asset Is Used and Useful,
Delmarva Has Not Established That Stockholders, Rather
Than Ratepayers or Market Gains, Were the Source of the
Funds Creatins the Asset.

It is clear fiom the deductions identified in Section 102(3) ofthe Act that rate base does

not include assets not supplied by iuvestors. Other courts have so held in interpreting a rate base

a5 And lest Delmarva object that the DltA's witness did not raise these arguments in her testimony, the DPA notes
that they are legal arguments and the DPA witness is not a la"vyer,
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definition similar to Section 102(3). Arrowhead Public Service Corp. t,. Penttsylttania Public

Utility Comtnission, 6O0 A,.2d 251,253 (Pa. Cmwlth. 1991) ("a utility is only entitled to earn a

return on that propedy which it funded; not on that propelty which was contributed to it by

others"); Consumers Counsel v. Public Utilities Cornmission of Ohio, 447 N.E.2d 749 (Ohio

Supr. 1 983); Northwestent Bell Telephone Co. t,. State of Minnesota, 253 N.W.2d 81 5, 81 8

(Minn. Supr. 1977) ("since the point of rate regulation is to provide an adequate but not

excessive rate of ¡etum to investors, pfopelty which is acquired in sorne manner other than the

investment of stockholders' equity is generally not includable in the rate base").

Delmarua argues that its contributions to the pension fund represent a prepaynent of

pension expense funded by stockholders for which those stockholders are entitled to a retum.

(DOB at 90). But it has adduced no evidence that shareholders contributed the funds comprising

the asset. Without such evidence, "tl.rere is no reason to believe that the pension asset is funded

by any other source than ratepayers." Re North Shore Gqs Co.,2070 WL 537062 (lll.C.C. Jan.

21, 20110)46 at 36: "Although the Utilities state that the pension asset was created with

shareholder funds, no evidentiary support was provided." (1d.). Delmarva admitted that it made

no contributions to the pension fund until 2009, when it contributed $135 million (Tr. at 675).

Over the past ten years, market returns on the fund have totaled almost $ I .245 billion. (Ex. 13 af

17 (emphasis added); Tr. at 675; Dehnarva 12/20113 response to DPA on-the-record data

request).47 Simple math shows that Delmarva's fund contributions account for less than 10% of

the fund balance and that over 90% of the curuent fund balance is attributable to market earnings.

a6lrttp//w-ww.icc,illínois, qov/downloads/pqb-lj.c lslloakgl25gZ lgJldf

atTlre DPA nrade an on the record data request asking Delnarva to confilm these percantages. (Tt. at 1022-23).
Delnarva hnally responded on Decernber 20, 2013 stating (among other things) that the correct balance is $1.245
billion rather than S 1.38 billion. Whatever number is correct is irelevalrt, however, in light ofthe fäct that there is
no dispute about the amount of DPL's 2009 contribution,
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Based on ahnost identical facts, the Hawaii Public Utilities Cornmission rejected a utility

proposal to include a prepaid pension asset in rate base. In lle Hawaii Eleclric Co.,2007 WL

4477336 (Hawaii PUC Oct.25,2007),48 that commission stated:

Upon review of the entire record herein, the Commission finds that the
fì78,791,000 of prepaid pension asset should be excluded fonn rate base. The
comrnission makes this detennination based on the specific facts pertaining to the
accounting and ratemaking treatnlcnt of HECO's NPPC [net peliodic pension
costsl, consistent with the 2005 test year calculations in this proceeding.

The specific facts in this record do not adequately demonstrate that HECO's
shareholders, in fact, provided the funds represented in the prepaid pension asset,
such that HECO's shareholders should now be entitled to eam a ¡etum on thc
asset. Rather, it appears that the tnajority of the funds constituti.txg the prepaid
asset resulted from.favorablc market conditions during 1999 to 2002, and not
from investor contributiotls. In particular, from 1999 through 2002, HECO
recorded negative pension costs and made no contributions to the pension trust
fund. This resulted in the addition of $56,517,000 to the pensiolr asset, as

required by SFAS 87, which represents approximately 7 4Vo of the estimated
pension balance at the end of the 2005 test yeat. Thus, the favorable market
conditions and the SFAS 87 pension accounting requirements resulted in a
reduced NPPC, a growing asset, and presurnably less expense and greater investor
retum for HECO's shareholders. Under these circumstances, the commission will
not require HECO's ratepayers to pay for a return on such an asset by placing the
asset in rate base.

(Id. at 14-15).ae See also Re Central Telephone Company-Nevada, 1gg2 WL 402072 at45 (Nev.

PSC Jan. 7, 1992) (Attachment D) ("The Commission believes it is illogical to conclude that

investors should receive a return on a book entry that reduces expense. Investors are entitled to a

retum only on funds that are actually provided and not on assets that accrue as a result of

accounting procedures").

aslrttp://drns.puc.hawaii.govths/-qpg-rDocserylet?l{T=&docurnent id:9ll3r.lCM4ILSDB15l-PC DocketRepo¡t5
9+26+A1001001A09c l5B_&0,20_7c3-6138 l8+A09c15880207C36 1381+14 f 1960

aeThe Hawaii commissiou noted that its decision was based on the facts of the case, and different circunìstanoes
miglrt warrant a differett conclusiou. But for purposes of tlìis argument the salient point is that the facts are nearly
íderìtical to those p¡esented in this case. Hawaii Elecnic, .supru at 15.
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2. The DP,¿\ Respectfully Suggcsts Thât the Commission's
Decision on the Issue in Docket No. 05-304 Was Incorrcct.

Delmarva claims that the prepaid pension asset (and, we assume the OPEB liability)

should be included in rate base because ratepayers benefit from their existence. (Ex. 20 at 71).

This is because: (1) the existence of a plepaid pension asset means that the cash contributions

and teturn in the pension trust exceed its accumulated benefit obligation; (2) the pension fiust's

assets are larger than they would otherwise be; (3) which increases the expected retum on the

asset; (4) which decreases the pension expense; (5) which decreases the cost of sewice, and thus

(6) decreases the arnount that ratepayers pay in rates. (Id. at72; DOB at 91). Delmarva takes

issue with the DPA's position, ciaiming that its adjustment is consistent with the Comrnission's

treatment ofthe issue in Docket 05-304. (Ex. 20 at72).

The DPA acknowledges that the Commission included the prepaid pension asset in rate

base in Docket No. 05-304. lt appears, however, that the Hearing Examiner in Docket No. 05-

304 and the Commission, which relied on the Hearing Examiner's recommendation, may have

misunderstood the issue. (The DPA candidly admits that ìt is confusing and is not sure that

anyone really understood it; rnaybe Delmarva did, but we're not sure). We have found a

discussion of the issue that is illuminative. The discussion is somewhat long, but the DPA

includes it in its entirety because of its careful parsing of the utility's arguments, which are

identical to the argument Delmarva proffers here.

CENTEL proposes to include in its calculation of invested capital a prepaid
pension asset in the amount of 82,079,022.16 CENTEL witness John P. Meyer
testified that CENTEL's pension fund is fully funded and has been since 1985,
because of favorable investment experience and reductions in benefit levels.
According to Mr. Meyer', ratepayers are receiving a negative pension expense
which is used to reduce the cost of service in Texas. The reduction in pension
expense and the attendant revenue requirement reduction is supporled by
investors. Mr. Meyer gave the following example to illustrate his position that a
reduced revenue requirement resulted in the need for investor-supplied funds.



First, assume CENTEL incuued and paid allowable opelating costs of $10 million
(without considering the negative pension expense). The Cornrnission would
presumably set rates to permit recovery of $10 rnillion from the ratepayers. The
ratepayels would be providing revenues sufficient for CENTEL to pay all of the
operating costs and no external cash flow would be necessary. Now consider the
effects on revenue requirements and outside financing requirements caused by
negative pension expense. Note that when the $1 rnillion negative pension
expense is recorded by a non-cash credit to the incorne statement, the revenue
tequirement is reduced to $9 million. This $9 million of revenue will be used to
pay $9 rnillion of the $10 million of allowable operating costs (excluding
pension), and a $1 million shortfall results. Extemal financing is needed to pay
the shortfall. Thus, Ms. Blumenthal's suggestion that investors ale not the source
of the prepaid pension asset recorded on CENTEL's books is inconect because it
fails to take into account the resulting cash shorlfall caused by the passing on of
the over-funded pension trust assets to Texas ratepayers, in the form of negative
pension expense.

OPC witness Ellen Blumenthal disagreed with CENTEL's proposal. According to
Ms. Blumenthal, CENTEL has made no contributions to its pension fund and the
pension asset on which the Company proposes to earn a return was established
with ratepayer funds. Pension expense has been historically recovered through
rates on a pay-as-you-go basis. Because investors did not supply any funds for
pension costs, and the funds were all provided by ratepayers, Ms Blumenthal
recommended that the prepaid pension asset that CENTEL included in rate base
be removed.

Further, Ms. Blumenthal recommended that no pension expense be included in
rates, because the Company is making no contributions to its pension fund. Ms.
Blumenthal testified that by including the prepaid pension asset in rate base,
CENTEL, in effect, charges ratepayers again for arnounts they have already
overpaid.

General Counsel concuffed with CENTEL that the correct amount of prepaid
pension costs to be included in rate base is 52,079,022. However, General
Counsel provided no credible testimony to suppott its concurrence with
CENTEL's proposal.

The plepaid pension asset proposed by CENTEL to be included in rate base
caused the cxaminer great constemation. CENTEL witness Mr. Meyer provided
an eloquent discussion to supporl his proposal that CENTEL earn a return on the
prepaid pension asset. However, the examiner finds that the evidence in the record
does not support CENTEL's proposal.

If we revisit Mr. Meyer's example, in which CENTEL would incur and pay
operating costs of $10 million, Mr. Meyer is colrect tltat the Commission would
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set rates to pennit recovery of the $10 rnillion from latopayers. The exarliner'
disagtees with Mr. Meyer's next contention, however, that when the $1 rnillior-r
negative pension expense is recorded by a non-cash credit to the income
statement, revenue is reduced to $9 million, resulting in a !ì1 million shortfall. If
CENTEL were allowed $10 million in operating costs, the $1 miilion negative
pension expense would have already been deleted from the revenue requirement
and there would be no shortfall. The $1 million negative pension expense is
sirnply a non-cash journal entry CENTEL must record on its books.

CENTEL's ctrgument is beguiling at first glance. Ilowever, upon further
consideralion, CENTEL's argt4mcnt to include a return on the prepaíd pension
asset is specious. CENTEL argues that the negative pension expense ìs deducted
from the cost of sewice for the benef,rt of the ratepayer, and that if CENTEL does

not recover the negative pension expense frorn the ratepayers, then the Company
must obtain the cash from another source and pay a retum to investors. However,
the characterization of the reduction in cost of service as a negative pension
expense is a misnomer. The negative pension expense simply means that
CENTEL has no revenue requirement for pension exponse in its cost of serwice.

There is no cash credit to ratepayers by CENTEL. There is simply a non-cash
joumal entry made by CENTEL on ìts books to reduce the amourf of the
overfunding, much the same \¡r'ay that a financial obligation is amottized over a

period of time.

Mr. Meyer admitted at the hearing that the pension asset was funded by ratepayers
and that the credit is a non-cash journal entry. However, he subsequently
attempted to characterize this non-cash entry as investor-supplied cash that must
be included in rate base. The examiner disagrees that CENTEL must go to
investors to make up the amount of the negative pension expense. If CENTEL's
pension fund does not require additional funding and CENTEL's revenue
requirement is reduced as a result, there is no cash for CENTEL's investors to
make up. Section 39 of PURA allows CENTEL to eam a reasonable retum on
invested capital, over and above reasonable and necessary operating expenses. If
CENTEL's pension fund is fully funded, then there should be no pension expense
included in rates as a reasonable and necessary expense. CENTEL should not eam
a retum on the credit it must make on its books to reduce the overfunding.

In its brief, CENTEL argues that the excess portion of the pension fund should be
treated as an irvestor-supplied asset because investor monies fund the pension
plan in the sense that the funds were earned through authorized rates and are

monies that belong to the Company that could either have been used as internal
capital or distributed to shareholders. This argument, however, is not credible.
CENTEL collected, through its rates, enough money fi'om ratepaye¡s to fund its
pension plan. Because CENTEL did not accurately predict that its pension fund
would experience favorable investment results and that there would be reductions
in benefit levels, the pension fund was subsequently overfunded. If CENTEL had
predicted these events in advance, CENTEL's revenue requirement would have
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been reduced, the ratepayels would not have paid in as rnuch, and CENTEL's
pension plan would not be overfunded as it presently is. Therefore, CENTEL's
argument that the Company or investols would have had use of the additional
money in the pension fund is without merit. The examiner is not convinced, and
the credible evidence does not show, that it is reasonable for CENTEL's investors
to eam a retufll on thc prepaid pension asset because the pension fund is
overfunded. The examiner agrees with OPC that to include tlie prepaid pension
asset in rate base would have the effect of charging ratepayers again for amounts
they have already paid. Accordingly, the examiner recommends that CENTEL's
proposal to include 52,079,022 as a prepaid pension cost be rejected.

Re Central Telephone Comparry of Texas, 1993 WL 595464 (Tex. PUC Sept. 8, 1993) at 11-12

(emphasis added) (Attachment E). The Texas PUC made the following findings in approving the

Hearing Examiner's ¡ecommendation:

20. CENTEL's argument to include a rotum on the prepaid pension asset is
specious.

21. Investors are not required to make up the amount ofnegative pension expense.
If CENTEL's pension fund does not require additional funding and CENTEL's
Ìevenue requirement is reduced as a result, there is no cash for CENTEL's
investors to make up.

22. If CENTEL's pension fund is fully funded, then there should be no pension
expense included in rates as a reasonable and necessary expense. CENTEL should
not eam a retum on the credit it must make on ìts books to reduce the
overfunding.

23. The credible evidence does not show that it is reasonable to compensate
investors through a return on the prepaid pension asset because the pension fund
is overfunded. To include the prepaid pension asset in rate base would have the
effect of charging ratepayers again for amounts they have already paid.

Id. aT 127-28.

The DPA respectfully subrnits that the Texas Hearing Examiner got it right.

3, Including the Prcpaid Pension Assct and OPEB Cost
Adjustments in Rate Base Inappropriately Combines the
Accrual and Cash Fundins Methodoloeies.

Last, including pension and OPEB cost adjustments in rate base inappropriately combines

the accrual methodology used in the actuarial studies with the cash funding approach. If the
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Commissiou has approved using the actuarial valuation (which uses the aocrual methodology) to

determine the proper level of pension and OPEB cxpense to be included in the revenue

requirement, then it is inappropriate to include any rate base components that true-up actual

versus funded liabilities because the accrual method already takes funding status into account.

The fact is that over time, the amounts contributed to DPL's pension and OPEB funds will equal

its calculated accrual costs. Thcre may be tirning differences due to variations in assumptions

from year to year and due to actual versus ptojected results, but these variations will be ttued up

in subsequent actuarial studies. (Ex. 13 at 16). Delmarva acknowledged that the DPA proffered

this testimony (DOB at 89), but the DPA can find no rebuttal of this testimony in DPL's brief.

In conclusion, the prepaid pension asset and OPEB liability are not used and useful in the

provision of utility serwice and therefore cannot be included in rate base as a matter of ]aw.

Assuming the Commrssion finds otherwise, then the DPA respectfully submits that ratepayers

should not be required to pay stockholders a return on money that they have not supplied. Third,

the Commission's decision in Docket No. 05-304 appears to have been based on a

misunderstanding of the issue and if so, then the Commission should reconsider that decision.

Last, including the pension and OPEB in rate base inappropriately combines the actuarial and

cash funding n-rethods. Delmarva's request should be rejected.s0

E, Recoverv of Delmarva's Various Deferred Costs Should Be Denied.

1. Introduction

Delmarva requests recovery of various deferred costs, including regulatory asset

treatment for Integrated Resource Plan ("lRP") costs, Bluewater Wind Request for Proposal

('RFP') costs, Dynamic Pricing ("DP") costs, Direct Load Control C'DLC') costs, and costs

soThe DPA notes that Delmarva ûrcludes the actuarially-determined level ofpension and OPEB expense in its O&M
expenses. The DPA has not challenged those expetrses.
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relating to a 2010 change in the Medicare tax law that it deferred witliout seeking or obtaining

Comnrissiorl apploval. (Ex. l3 at 18,27 -28).

In evaluating Delmarva's claims for recovery of regulatoly assets, DPA witness Crane

evaluated three factors. First, she exarnined whether the Commission had previously approved

deferred accounting treatment for the parlicular cost; if not, the requested recovery is batred by

the longstanding prohibition against retroactive ratemaking. Second, she examined the

magnitude of the cost to determine whether the costs sought to be recovered are reasonable and

appropriate. She noted that allowing a utility to defer costs for potential later recovery does not

guarantee recovery of those costs; rather, the deferral is generally conditioned on review of the

costs in a future case to determine whethel they should be recovered in rates and if so, how

much. Regulation is not a cost reimbursement system; utility rates are established based on a test

period and remain in effect until the utility seeks a rate change or the regulatory agency initiates

a rate review. The reason rates include a return on equity that reflects a premium over a risk-free

rate is because shareholders are supposed to assume the risk of managing the utility between rate

cases, including the risk of unanticipated costs. Finally, she considered whether the cost was

associated with a suocessful program currently serving customers. If the underlying program

giving rise to tlìe costs is not yet substantially complete and providing benefits to customers, then

she generally recomntends continued deferral until the project is complete and the costs can be

examined in relation to the claimed benefits. (1d. at 18-20).

2. Deferred IRP Costs

The Commission addressed Delmarva's recovely of iRP costs in Order No. 7003 in

Docket No. 06-241. It held as follows:

7. That, subject to Commission review and approval, the other initial costs
incurred by Delmarva Power & Light Company in developing and submitting its
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IRP under the Act sliall be included and recoverable in its next distributiort rate
case. Delmarwa Power & Light Company shall also be permitted defened
accounting treatn'rent fbr this purpose, in which cdse the costs shall be amortized
cts an expense. In all subsequent cases, suclt costs shall be nonnalized as an
expense in qccordance with Commission prãctice.

8. ... Similarly, the Commission reserves decision and judgrent on whether.
the amounts granted delèmed accounting troatment undor Ordering paragraph 7
related to the initial Integrated Resource Plan, should earn a return, or some other
canying charge, for either the period until the onset of recovery or during any
amoftized recovery peliod. Such determinations shall be made during the
distribution rate proceeding when Delmarva Power & Light Cornpany seeks to
recover the amounts granted defened accounting treatmont under Or.dering
paragraph 7.

In the Matter of Integrated Resource Planning .þr tlte Provision of Standard Olfer Supply

Service b1, Delmarva Power & Light Company Under 26 Del. C. sç1007(c) & (d); Review anct

Approval of the Request ,for Proposqls .for the Construction oJ Neu, Generation Resources (Jnder

26 Del. C. 51007(d), Order No. 7003, llTT-8 (Del. PSC August 8,2006) (,,Order No. 7003',).s¡

Delmarva neither requested reargument of this order nor appealed the order.

In this case, Delmarva seeks to recover a net $57 ,47 4 of defened initial IRP-related costs

incuned in August 2009 through amortization over 10 years with rate base treatment of the

unamortized balance.52 It contends that such recovery is mandated lry 26 Del. C g1007(c)(1)d,

which provides that "[t]he costs that DP&L incurs in developing and submitting its IRPs shall be

included and recovered in Delmarva's distribution lates." 26 Del c. g1007(c)(1)d. It claims that

the amount is reasonable given that it was "obligated to cornply and has incured carying costs

related to investor-supplied capital." (F,x.20 at 37). ln its brief, it asserts that the DpA's focus

on the atnount of costs is "inherently subjective," and therefore "inherently arbitrary" because it

offers no standard for evaluating the magnitude of adjustments. (DOB at 66).

s I 
h ttp: //d ep$-!q!êtva!qgs-v-1prdsD{QQLp-dI

52Before being partially offset by delèred taxes, the amount included was $96.847. (Ex. 13 at 20)
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Dehnarva's request should be denied. First, the section of tl'ìe Act on which it relies says

only that Delmarva's costs shall be included and recovered in distribution rates. It does not say

that 100% of those costs are recoverable, nor does it say anything about how those costs should

be t'ecovered (normalization or amortization). If Delmarva huly believed that Section

1007(c)(1)d authorizes it to recover 100% of its IRP costs, it should have requested the

Comtnission to reconsider its decision in light of that section or appealed the Commission's

decision to the Superior Court. It did neither.

Second, Order No. 7003, issued after the passage of Section 1007(c)(1)d, expressly stated

that the initial IRP costs were to be "included and recoverable in [Delmarva's] ¡i¿.r/ distribution

rate case." (Emphasis added). Delmarva's next distribution case after Order No. 7003 was

Docket No. 09-414. Nothing in Order No. 8011, issued after the Commission's deliberations in

Docket No. 09-414, addresses additional IRP cost defenal. Rather, Order No. 8011 mentions

two uncontested IRP adjustments: one for deferrcd costs for the initial IRP (amorlization over 10

years with the unamortized balance included in rate base) and the other for ongoing prospective

IRP costs (including a normalized amount of costs in operating expenses). Both of these

ratemaking treatments were specifically addressed in Order No. 7003. One cannot assume from

the Commission's silence in Order No. 8011 that it was authorizing additional defenals, but

Delmarva asks the Hearing Examine to assume exactly that.

Third, the magnitude of these costs does not justify either regulatory asset treatment or a

l0-year recovery period. Contrary to Delmala's claim, Ms. Crane did identify a standard:

materiality. (Ex. 13 at 22). Total distribution revenues at present rates are approximately fì176.5

million and eamings are approximately $30 million. (1d. ). It cannot seriously be argued that

denying recovery of this amount would materially impact Delmarua's financial condition.



F'inally, Dehnalva's argument that investors supplied this capital assumes that all of the

dollars associated with this adjustment can be identified as funds received frorn shareholders as

opposed to funds it received frorn ratepayers. But the dollars cannot be so segregated: they are

fungible. One could just as easily argue that all the funds carne fi'om ratepayers so shareholders

should have received no recovery of any IRP costs - but that would be just as untenable as

Delmarva's contrary assumption.

Delmarva did not receive authorization to defel'these costs to this case. It did not request

reargumeft of or appeal the Commission decision directing when they should be submitted for

recovery. The costs are miniscule in relation to Delmarva's total revenues and earnings and will

not have a material impact on its financial condition if they ate not recovered. And the

assumption that shareholders contributed 100% of the funds spent on the initial IRP is

unjustified. Their recovery should be denied.

3. Dcferrcd RFP Costs

Order No. 7003 also addressed recovery ofRFP-related costs. It provided that:

6. That, subject to Commission review and approval, Delmarva Power &
Light Company shall be permitted to lecover its incurred costs associãled with
the RFP process and the expense of the consultant retained by the Coordinating
State Agencies for the RFP process and the evaluatìon ofbids resulting f¡om that
process r'n Sîandard Offer Service rates in PSC Docket No. 04-391. Delmarva
Power & Light Company shall be permitted deferred accounting treatment for this
purpose.

8. That the Commission reserves any judgment and decision on whether
carying charges, and at what level, rnay be recovered on the amounts now
granted defened accounting treatment under Ordering paragraph 6. If Delmarva
Power & Light Company seeks to recover such canying charges, it shall file an

application for such carrying costs v,hen iÍ seekß to recover through revisions to
its Standard Offer Service prices the tu'nounls granted deferred accounting
tleatment under Ordering paragraph 6. .. .
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(Order No. 7003, 1116, 8) (ernphasis added). As noted previously, Delmarva neither sought

Ìeargument ofnor appealed this order.

Delmarva now seeks recovery ofa nef 928,164 ofRFP-related costs through amofiization

over 10 years and rate base treatment of the unamorfized balance.53 It says that these costs, which

began in August 2009, were not "fully known and rneasurable" at the time of its last base rate

frlitrg. (8x.20at39). It relies ou Order Nos. 7003 and Orcler No. 801 1 in seeking their recovery

in this proceeding and in the proposed manner. It also contends that Section 1007(c)(1)d of the

Act requires their recovery in distribution rates. (1d. at 38-41).

Delmarva's request should be denied for the same reasons as its request for recovery of

the IRP costs. First, Section 1007(c)(1)d provides Delmarva with no assistance here, as it is

limited to costs of developing and submitting 11ìPs, not RFPs. 26 Del. C g 1007(c)(1)d.

Delmarva tries to make these costs part of the IRP costs by claiming that the Bluewater RFP was

part of the initial IRP, and indeed subsection (d) of Section 1007 identifies the RFP as part ofthe

initial IRP process, but that subsectìo¡ also specifically addresses the RFP process, and there is

no provision in that subsection similar to section 1007(c)(1)d.

Second, Order No. 7003 specifically instructed Delmarva to recover these costs through

Standard Offei' Service C'SOS') rates - supply rates - not distribution rates. This makes sense,

because the RFP addressed deregulated supply. Again, Delmarva neither requested reargument

of Order No. 7003, nor did it appeal the order. Delmarva procures SOS supply and resets SOS

rates annually. If it has not included these costs in SOS rates, it has no one to blame but itself.

Third, even if Delmarva could recover the RFP costs through distribution rates, neither

Order No. 7003 nor Order No. 801 1 authorized continued deferral ofRFP costs-

53Bef'ore 
being partially offset by cleferred taxes, the arnorìnt included was $48 ,469 . (Ex. 13 at22).
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Finally, the amount at issue here is even more miniscule in comparisor-r to Delmarva's

Iovellues and earnûrgs than the IRP costs. Again, it cannot seriously be argued tliat denial of

recovery of this amount would have a material impact on DPL's financial condition.

Delnatva did not receive approval to defer these costs to this case. It did not rcquest

reargument ofor appeal thc decision directing when they should be subrnitted for recovery. The

costs are miniscule in relation to its total revenues and earnings and will not rnaterially impact its

financial condition if they are not recovered. Their recovery sliould be denied.

4. Deferred DP Costs

In Order No. 8105 in Docket No. 09-311, the Commission approved a settlement that

authorized Delmarva to offer DP to customers, first on a limited basis to the 6,904 AMI Field

Acceptance Test ("FAT") customers and then more broadly to its entire SOS customer base.

(Ex. 5 at 17). It also authorized the creation of a regulatory asset for DP program-related costs.

See Delmarva Pow¿r, Order No.7420.In this case, Delmarva originally sought recovery of a net

$3,843,284 of DP-related costs through amoftization over 15 years and rate base treatment of the

unamortized balance.sa

In its rebuttal testimony, however, it separated its proposal ìnto two parts. Part 1 seeks

recovery of the actual DP regulatory asset balance of $5,049,431 as of August 31,2013. DPL

witness Ziminsky testified that these costs relate to customer education, outbound DP event calls,

overflow customer call handling relating to DP events, amortization of DP-related systems and

teturns associated with the foregoing costs. (Ex. 20 ar 42). He testified that customers had the

opporlunity to benefit from these costs because Delmarva called a DP event on July 17, 2013,

after the program was available to all residential SOS customers, and Delmarva paid

approximately $775,000 in bill credits. He further noted that Delmarva called a second event on

saBefore being partially offset by clefened taxes, the amount included was $6,6gg,481 . (Ex. 13 at23)
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September 11, 2013 for which participating customers would reoeive bill credits. (ld. aT 42-43).

Part 2 of the DP proposal seeks recovery of $821,155 of forecasted DP costs, which Delmarva

clairns will be incurred before the end of this case. lt continues to propose a l5-year amoúization

period and to include the unamofiized balance of the regulatory asset in rate base . (Id. af" 43).

As of December 31,2012, the regulatory asset balance was $413,576. In January 2013

Delmarva reclassified costs from the AMI regulatory asset to the DP regulatory asset, which

increased the DP regulatory asset balance at December 31,2012 to 82,456,025. DPA witness

Crane testified that since the DP program began during the test year with the FAT customers, it

was reasonable to pennit some cost recovery in rates, and so recommended including the

regulatory asset balance as of December 31,2012 - $2,456,025 - in rates.ss She recommended

continued deferral of the DP-related costs through December 31, 2013 until DP implementation

was complete and there was more data fo¡ evaluating the program. (Ex. 13 at 24).

Delmarva's proposals should be rejected. The order approving creation of the regulatory

asset for AMI, which is the basis for regulatory asset treatment of the DP costs, specifically

states that the Commission "may wish to consider an appropriately valued regulatory asset for

[AMI] investment cottsistent with the matching principle giving considerãlion to both costs and

savings... ." Delmana Pou,¿r, OrderNo.7420 at Ordering fl(3) (errphasis added).

Parties should be able to contest both the amount and reasonableness of actual costs

incun'ed and savings realized rather than costs Delmarva thinks it will incur. Moreover, there

does not seem to be any recognition of savings rcalized in 2013 frorn the DP program. Delmarva

is not prejudiced by continuing to accrue DP progtam costs in a regulatory asset. Regardless of

what DPL has paid in 2013 to DP participants, the test period that Delmarva chose f'or this case

ttDeltnarva incorrectly asserfs that Ms. C¡ane did not relìect this reclassihcatíon of costs from the AMI regulatory
asset to the DP regulatory asset. (DOB at 69). As discussed above, it is wrong. (Ex.13 at24).
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is the 12 calendar months ending December' 31,2012. Allowing lecoveLy of the 2013 DP costs

in this case, 'whether actual or projected, is inconsistent with Order No. 7420's direction that

recovery of the regulatory asset be considered coÍrsistent with the matching principle giving

regard to both costs and savings. Thus, the DPA respectfully submits that Delmarva's proposal to

include DP costs incurred in 2013 in the revenue requirenent should be rejected.s6

5. Defcrred DLC Costs

In Order Nos. 7420 (Docket No. 07-28) and 8253 (Docket No. 1l-330), the Commission

authorized Delmala to implement a DLC program and to create a regulatory asset for the costs

incurred in connection with its implementation. In this case, Delmarva seeks recovery of a net

$5,706,782 of DlC-related costs, to be amortized over 15 years with rate base treatment for the

unamoftized balance.5T DPL witness Ziminsky testified that Delmarva began implementing the

program tn la|e 2012 and that implementation would continue through 2016. (Ex. 20 at 49).

However, Delmarva did not actually begin implementing the program until April 2013. (Ex. 13

at 26-27, citing Delmarva's response to PSC-RR-44). DPA witness Crane therefore

recommended excluding DLC program costs from rate recovery in this case because

implementation had not begun until after the test period enclecl and the program was still young.

She noted that Delmarva could continue to defer the program costs for review in a future

proceeding, after the program had been functioning for some time and sufficient data existed to

determine whether and/or how much of the costs should be recovered in rates. (ld. at27).

hr rebuttal, similar to its proposal for the DP regulatory asset costs, Delmarva divided the

DLC legulatory asset costs into two pafts: PaÍ 1 seeks recovery of the actual DP regulatory asset

5ÚThe DPA does not oontest Delmarva's proposecl normalized level ofDP expense. (Ex. l3 at 46).

5TBefore 
being partially offset by deferred taxes, the amount included was $9,616,28 L (Ex. 13 at 26).



balance of $5,049,43'7 as of August 3'l , 2013, while Part 2 seeks to recover plojected regulatory

asset costs from September through December 2013. (Ex. 20 at 49). Dehnarva asserts that 7,490

customers are ah'eady receiving benefits from the DLC plogram and that it expects an additional

12,110 custorners to have devices installed by the end of 2013; thus, all actual and projected

2013 costs should be recovered in the rates set in this proceeding. (ld. af5l-52).

This proposal, too, should be rejected. Indeed, rejection is even more appropriate here,

where none of the costs that Delmarva seeks to recover were incurred in the test period that it

selected. Delmarva admits that it did not begin implementing the DLC program until April 2013.

Again, parties should be able to contest both the amount and reasonableness of actual costs

incurred and savings realized rather than costs Delmarva thinks it will incur. And agaìn, there

appears to be no recognition ofsavings realized in 2013 from the DLC program.

Delmarva suffers no prejudice by continuing to accrue DLC program costs in a

regulatory asset. Regardless of how many DLC parlicipants DPL had in 2013, the test period

that it chose is the 12 calendar months ending December 3I,2012. Allowirg recovery of the

2013 DLC costs in this case is inconsistent with Order No. 7420's direction that recovery ofthe

regulatory asset be considered consistent with the matching principle giving regard to both costs

and savings. Thus, the DPA respectfully submits that Delmarva's proposal to include DLC costs

incurred in 2013 in the revenue requirement should be rejected.ss

6. Deferred Medicare Tax Subsidv Costs

Delmarva included in its revenue lequirement a one-time charge of $110,507 from 2010

relating to a change in the 1aw regarding Medicare Paft D. It seeks to amoftize this amount over

three years and to include the unamortized balance in rate base. Delmarva defened this amount

s8For the same reasons, the DPA rejected Delma¡va'inclusion of a normalized level of DLC progran expense in its
operating expenses for rate recovery. (Ex. 13 at 46-47). We will not add¡ess this issue again in ou¡ discussion of
operatíng expenses sirce the rationale for rejecting Delmarva's proposal is the same as set fo¡th here.



on its books, althougl'l it neither applied to the Commission fnir autholization to defèr'the costs

uor received Commission approval for their deferual. (Ex. 5 at 30; Tr'. at 603-04). It justifies

including this out-of-peliod expense on the grounds that: the change in the law was outside its

control; it used the accrual method of accounting for this expense; its approach is symmeh'ical

since it reduced its rate base as a result of the additional defened tax credits; custorlers have

received the benefit of a lower rate base in each base rate case since 2004; and the DPA clicl not

contest the benefit of the subsidy when that benefit accrued to r-atepayers, but is now contesting

the adjustment when it does not benefit ratepayers. (Ex. 20 at 57-58).

The adjustment should be rejected. First, including this out-of-period expense in rates

resulting fiom this proceeding constitutes retroactive ratemaking. The Delaware Supreme Courl

held thity years ago that a utility may not recover previously-incumed expenses in prospective

rafes. Public Service Commission y. Diantond State Telephone Co.,468 A.zd 1285, 1296-1300

(De1. Supr. 1983). It specifically cited the "pervasive and fundamental rule underlying the utility

rate-making process [] that 'rates are exclusively prospective in application and that future rates

may not be designed to recoup past losses' in the absence of express legislative authority." (1d.

aI 1298) (citations omittecl). Delmarva cites no legislative authority allowing it to recover the

cost it incurued in 2010 (because there is none). And it adrnits that it neither sought nor received

Commission approval in 2010 to defer the expense. (Tr. at 603-04).5e The prohibition against

retroactive ratemaking resolves all of Delmarva's arguments supporting the inclusion of the 2010

expense in rates resulting fi'om this case; however, we will address all of Delmarva's arguments.

Second, under Ms. Crane's evaluation criteria, the magnitude of these costs is small. She

notes that shareholders should expect that from time to time they will be required to absorb

5eNot surprisingly, Delmarva cites no aulhorily for its contention that its request is flol retroactive ratemaking
because it is rìot trying "to coffect or reset a previously-approved rate and then apply that change to customers ol the
past period." (DOB at 7l ),
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unanticipated most increases resulting fron changes in laws ol other reasons; that is why they

eam a l'etun'r on equity. (Ex. 13 at 28).

As for DPL's argument that the DPA did not contest the benefit of the subsidy to

ratepayers: the DPA's statutory duty is to replesent the interests of all regulated public utility

consumers. 29 Del. C. $8716(e)(2). Not the utility - the consumers. So why would the DPA

challenge a benefit to consumers? And why is Delmarva so surprised that the DPA challenges an

adjustnient that does n o/ benefi.t consumels?

Allowing Delmarva to recover this expense at all constitutes retroactive ratemaking. Its

inability to recover it will not have a material effect on its {inancial position. its attempt to

include it in the revenue requirement in this case should be rejected.

F. Delmarva's Adjustment to Include Credit Facility Costs in Rate Base and
Onerefinø I',vncnsns Shorrl¡ì Ro Roiocfo¡l-

Delmarva increased its rate base by $520,111 and operating expenses by $ì337,108

relating to PHI's short-tenn credit facility. The rate base adjustment represents amortization of

Delmarva's portion of the start-up costs associated with the facility (and includes a retum on the

unamoftized balance of the costs), and the operating expense represents its portion of the

facility's annual recurring costs. (Ex. 13 at 29). Delmarva states that the credit facility serves the

day{o-day cash needs of PHI's companies and is a temporary funding source for new

construction. Aalthough the costs are recorded as interest expense for financial rcporting

puryoses, they are not reflected in the cost of oapital fol ratemaking purposes and therefore

would not be recovered otherwise. (Ex. 5 at 30; Ex. 3 at 7). Delmarva further contends that the

existence of the credit facility is a key consideration in rating agencies' assessments of its long-

tenn credit rating; it provides assurance that Delmarva will pay its obligatious when the capital

markets are in turmoil. Fufihermore, Delmarva contends that the credit facility allows it to obtain



a higher credit rating, which allows it to obtain lower-cost long-term financing on better tenns

and conditions. Finally, the credit facility provides flexibility to Delmarua's long-tenn finaucing

program because it can use the facility to bridge tbe gap between the due date of rnaturing debt

and the issuance of new debt when the market is more accessible or terrns al'e lnore favorable.

According to Delmawa, the credit facility would be required regardless of whether if issued

short-tenn debt; thus, it would not be appropriate to condition the recovery of its costs on

including shoft-tenì debt in the capital structure. (Ex. 3 at 8-9; DOB aI32-33 and73-7 4).

The DPA acknowledges that the Commission approved including the credit facilities

costs in Order No. 801 1; however, it believes that the Commission reached the wrong decision in

that case. Unless short-term debt is included in Delmarva's capital structure, the cost of credit

facility should be excluded fiom its revenue requirement. DPA witness Crane testified that

although the credit facility is a source of low-cost short-term debt for Delmawa, ratepayers do

not get any rate benefit of that low-cost debt because there is no shod-term debt in Delmarva's

capital structure. (Ex. 13 at 29). She notes that Delmarva's shofi-term debt cost as of December

31,2012 was 0.38%, but its proposed capital structure contains only long-term debt at a cost of

4.91'Yo and equity at a requested l0.25% COE. (Ex. 13 at 30, citing Delmarva's response to PSC-

COC-9). Furthermore, ratepayers are paying for Delmala's day-to-day "working capital" needs

in the CWC allowance, materials and supplies, and prepaid insurance, all of which a¡e included

in rate base and on which Delmala earns a retum. (Id. at30).

Delmarva's explanations for why the credit facility is beneficial may be true. The DPA

will assume that they are for purpose of this argument. If so, there are many benefits - none of

which are passed through to ratepayers. It is unjust and inequitable to require ratepayers to fund

the costs of the credit facility (in addition to the CWC allowance, materials and supplies
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allowance and prepaìd insurance allowance that tliey are a/so funding) but deny them the benefit

ofthat much lower cost (by sorne 350 basis points) debt in the capital structure. TheDPAisnot

suggesting that Delmarva cannot recover those costs under any circumstances. All we arc saying

is tl-rat ¿fthe Con.rmission allows their recovery, it should be conditioned on giving tlie ratepayers

who are paying those costs in rates the benefit of those costs by including shorl-tem debt in

Delmarwa's capital structure. (Ex. 30 at 30-31). At a tirne whcn ratepayers are being asked to

pay more and more in rates, they should at least be given the benefit ofthe costs for which they

are being charged when such benefit exists, as it does here.60

If the Commission does not want to include short-term debt in Delmarva's capital

stmcture, another ratemaking fteaûnent would provide Delmarva with recovery of the credit

facility costs and match the costs to ratepayers with the benefit of using shorl-term debt. As

Staff witness Peterson testified, Delmarva first assigns short-tenn debt to CWIP. This assignment

is recognized in the AFUDC rate, which Delmarva then capitalizes to its construction accounts.

(Ex. 11 at 34). Recognizing the credit facility costs as an increase in the elfective cost of shod-

term debt in the AFUDC rate will appropriately compensate Delmarva fo¡ those costs. (1d; Ex.

13 at 31). Delmarva claims that this is inapproptiate beoause the credit facility costs are not

associated with the amount of borrowing and are incurred even if it does not borrow on the

facility. (Ex. 3 at 7; DOB at 73). But Delmarva does not like the most appropriate treatment,

which is to include short-term debt in the capital structure (which would afford recovery ofthese

costs). The DPA would accept this treatment as an alternative to ratepayers receiving no benefit -

60 The DPA cannot help but compare Delmarva's position on these costs to the deferred Medica¡e tax subsidy costs.
There, Delmarva painted itself as benevolent for passing thlough the cost savings from the subsidy to the ratepayeß
fron 2004 until tlìe law changed in 2010. (Ex. 20 at 58). Why doesn't Delmarya want to give the ratepayers the
benefit ofthe ci.¿rlit feciliry's lower cost?



which is not the case under DPL's tl eatment and the treatment tliat this Comrnission approved in

Delmarva's last litigated rate oase.

Like Dehnarva's tleatment of the prepaid pension asset, this ratemaking treatment is

another "heads I win, tails you lose" proposal. It is unfail to ratopayers. As the Commission has

acknowledged in the context ofincentive cornpensation plans, it must consider the effect ofsuch

plans on ratepayel's in the context of the then-existing economic circumstances which it

recognized would chauge. That acknowledgernent should apply here as well. The Cornmission

can give ratepayers the benefit of the credit facility by including shorl-term debt in the capital

structure and allowing Delmarva to recover the costs assocìated with the credit facìlity. That is a

win-win. The DPA respectfully requests the Commission to reconsider its position on this issue.

IV. OPERÁ.TING INCOME ISSUES

A. Delmarva's Salarv and Waqe Adiustments Should Be Reiected,

Although Delmarva chose a test period of the 12 calendar rnonths ending December 3 1 ,

2072, it based its salary and wage claim on projected payroll costs on the period from January 1,

2012 through November 2014. The adjustment, which increases its revenue requirement by

li 1 .782.03ó, includes the following:

o Annualization of the IBEW Local 1238 2% test period increase;

o IBEW Local 1238 estirnated 2'Yo increase efïective February 2013;

o IBEW Local 1238 estimated 2Yo increase effective February 2014;

¡ Annualization ofthe IBEW Local 1307 2% test period increase;

¡ IBEW Local 1307 estirnated 2Yo increase effective June 2013;

o IBEW Local 1307 estimated 2Yo increase effective June 2013;

. Annualization of30lo non-union test period increase;



Estimated 3 % non-union increase effective March 2013; and

Estimated 30% non-union increase effective March20l4.

(Ex. 5 at 13; Ex. 13 at 32). In rebuttal, it reduced the adjustment to 81,173,236 to reflect the

actual terms ofthe contracts reached with Locals 1238 and 1307 (8x.20 at 21-22 and Sch. (JCZ-

R)-2),61 but it continues to include projected inc¡eases going out almost two years beyond the

end of the test period. It justifies this overreaching by pointing to the Commission's decisions in

Docket Nos. 94-22, 03-127,05-304 and 09-414, where the Commission permitted it to include

salary and wage increases well beyond the end of the test period. (Ex. 5 at 72;8x.20 aI23-24).

Calling the DPA's proposed ratemaking treatment *arbítrary,- it also claims that such increases

are reasonably known and measurable based on the contractual requirements for the union

employees and based on its history of granting raises. (Ex. 20 at 24-25; DOB at 82).

The DPA acknowledges that the Commission has allowed Delmarva to include wage and

salary increases far outside the test period in its revenue requirernent in previous cases. (DOB at

81). The DPA also acknowledges that Commission regulations permit modifications to test

period data occasioned by reasonably known and measurable changes in current or future rate

base items, expenses or revenues. 26 Del. Admin. Code $1002.1.3.1. But the circumstances

under which that approval was given are much different than the circumstances presented here.

As we discussed with respect to Delmarva's post-test period rate base additions, the time

between rate cases provided some justification for including post-test-period wage adjustments

in the revenue requirement because there was no guarantee that Delmarva would frle another rate

case within a short period of time. In this case, however, we have that guarantee: Delma¡va has

been clear about its intent to file annual rate cases. If Delmarva intends to file another rate case

6rAccording to Schedule (JCZ-R)-L, page 2, úÊ aûrual contractual increases for the two locals beginnin g ín 2013
arc 2.25Yorather ttønzyo. (Ex.20 atsch. (ICZ-P.)-2 p.2).
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1n 2014, past history suggests thal the 2013 calendar year will be the test period. Under these

circumstances, the Commission need not include these post-test-period adjustments in the

revenue requirement in this case because they will be included in the test period in the next case.

Delmarva could have used a partially projected test period consisting ofas many as nine

months of projections, which would have permitted it to include reasonably known and

measurable changes, which would have encompassed the 2013 wage increases. See 26 Del.

Admin. Code ç1002.1.2.2. But it didn't. Using a test period consisting of actual results for a 12-

month period and then including projected increases extending two yeaß past that period renders

the Commission's regulation defining permissible test periods a nullity. And, as we noted

previousl¡ Delmarva made no adjustment to recognize increased revenues.

The salary and wage adjustment distofis the regulatory triad of synchronizing rate base,

expenses and revenues. Delma¡va alone chose the test period. It should be held to the test period

it chose. The DPA's recommendation is hardly "arbitary.' it is based on the fundamental

ratemaking principle of matching test period expenses, rate base and revenues. And it is not

arbitrary when the circumstances have changed since the Commission's last decision. The DPA

respectfully requests that Delmarva's wage and salary adjustment be denied, and that only

annualization of the wage and saJary increases that occurred during the test period be approved.62

B, Delmarva's Adjustment to Include 100%o of Non-Executive Incentive
Comnensafion F.vnense Should Re Reiecfed-

DPL included in its revenue requirement $1,993,802 of non-executive incentive

compensation, most of which relates to its A¡nual Incentive Plan C'AIP').6' Under the 2012 AIP,

61he DPA notes that if its recommenclation is adopted, an adjustment to eliminate certain payroll taxes from the
revenue requirement is also necessary. That adjustment appears at Ex. 13 at3'7-38 and Sch. ACC-19.

u'Delmarua removed executive incentive compensation program costs from its revenue requirement in this case.
(Ex. 5 at 8, 15; Ex. 13 at34).



no payments are made unless earnings reach certain targeted levels. (Ex. 13 af 33; Ex. 70).64 If

the eamings th¡esholds are satisfied, then a combination of business unit and individual goals

must be met before any awards are made. Award percentages rise as pay scales rise, so higher-

paid employees are eligible for proportionately greater awa¡ds. (Ex. 13 at 34).

The DPA acknowledges that ìn Docket No. 05-304, the Commission inciuded in rates the

amounts associated with the achievement of safety, reliability and customer service goals in

rates, but exciuded the amounts related to the achievement of financial goa1s.65 Notwithstanding

that, the DPA respectfully requests the Commission to reconsider its position on such costs and

to exclude them from the revenue requirement altogether.

Delmarva also asks the Commission to reconsider its position on these costs and include

all such expense in rates. It claims that: the program is "critical" for attracting and retaìning

competent talent; it strives to align employee behavior with company business objectives such as

customer satisfaction, employee productivity, employee safety and operational efïiciency; it

made a business decision to place a portion of employees' compensation at risk to motivate thern

to achieve their "best performance;" such plans are standard in the industry; and the incentive

compensation plan benefits customers by (for example) controlling spending and encowaging

employees to think of ways to save money. (Ex.2at 10-11;Ex.20af 69;DOBat95).

Delmarva did not identifu any new facts or reasons for the Commission to include 100%

of non-executive incentive compensation expense in the revenue requirement. (Tr. at 657 -59).

DPL witness Ziminsky candidly conceded that employees receive nothing even if they meet all

uT:he 2013 AIP structwe changed slightly to provide that awards are flmded from an Enterprise Incantive Pool;
however, an eamings trigger must be satisfied before aay incentive payments are made. (Ex. 13 at 34).

65In Docket No. 09-414, the Commission excluded all non-executive incentive compensation expense fiom the
revenue requirement because Delmarva had not quantified the amount of expense related to achieving safety,
reliability anclor customer service goals. Delrnartta Power, Order No. 8011 at fil95-196).
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of the safety, customer service, reliability, and "balanced scoreca¡d" goals unless the eamings

th¡esholds are achieved. (Id. at 660-61). He also testified that ernployees would work safely

without an incentive compensation plan. (Id. af 659-60). Similarly, Mr. Boyle testified that

Delmarva's employees would perform thei¡ duties in a way that protected customers' interests

without an incentive compensation pl an. (Id. at 205). In this regard, the DPA agrees with DPL:

it does not doubt that Delmarva's ernployees live up to the high standards expected of them

regardless of whether there is an incentive plan.

The DPA observes that Delmarva did not always have a non-executive incentive

compensation plan. In response to an in-hearing data request, Mr. Ziminsþ stated that Delmarva

did not implement a non-executive incentive plan until 1999. (Id. at 1020). Delmawa has been

providing utility service since before 1999, so it seems apparent that employees performed their

duties ably and dependably before the incentive plal was implemented. Thus, it cannot be said

that these costs are normally incurred in the provision ofutility service.

Furthermore, even if incentive plans are sta¡dard in the industry, that does not mean that

mtepayers should be wholly responsible for paying for them: in other jurisdictions, shareholders

are either wholly or partially responsible for the costs of such plans. See Narragansett Electric

Co. v. Rhode Island Public Utilities Conxmíssíon, 35 A.3d,925,937-38 (R.I. Supr. 2012);

Commonwealth Edison Co. v. Illinois Commerce Commission, 924 N.E.2d 1065, 1077-79 (lll.

App. 2009), appeal denied, 938 N.E.2d 519 (I11. 2010); Re Public Servíce Company of

Oklahoma, 2007 WL 6081138 (Okl. C.C. Oct.7,2009) at 745;66 Pennsylvania Public Utilities

Commission v. UGI Utilities, Inc., 1994 WL 843040 (Pa. PUC Sept. 23, 1994) at 5-6

(Attachment F).
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Delmarva claims that the DPA's arguments that the plan's financial goals only benefit

shareholders are "unsupported." (DOB at 96). But it is Delmarva's claim of ratepayer benefits

that is unsupported. What really are the benefits to ratepayers of employees meeting the safety,

customer service, reliability and other non-financial goals, and how does meeting them benefit

ratepayers? Savings that accrue between rate cases benefit shareholders, because rates are not

adjusted in between cases to reflect such savings. The incentive plans basically requires

ratepayers to pay higher compensation costs as a consequence of high corporate eamings. (Ex.

13 at 35). This does not benefit ratepayers. The benefit to stockholders, however, is easily

identified: reduced costs equal greater profits and potentially higher dividends.

It is true that Delmarva could pay higher salaries in lieu of an incentive plan. But that

does not mean that hìgher salaries would be deemed reasonable. Furthermore, there is no

evidence that its employees are underpaid; Delmarva has given employees raises every year save

one in the last ten years (Ex. 20 at 24-25). h also gears its compensation packages to be at the

midpoint of peer group comparisons (which, notably, also include non-regulated companies).

Qr. at 203). By definition, the midpoint means that at least 49%o of the peer group companies'

employees eam less than their Delmarva equivalents. Nor has Delmarva provided any evidence

that it would have dif&culty attracting qualified employees in the absence of an incentive plan:

Mr. Boyle was unable to identifu any employee who had selected a position with Delmarva

because ofthe incentive plan. (Tr. at 203). And in this economy, qualified people are unlikely to

be quibbling about whether a potential employer has an incentive compensation package.

ln Docket No. 05-304, the Commission acknowledged that this is a difficult issue. It

expressed belief that such plans benefit ratepayers by extending the time between rate cases.

Delmarva Power, Order No. 6930 at i[96. But that rationale no longer holds true in light of
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Delmarva's record of filing rate cases and its stated intent to file annual rate cases. The

Commission also observed that it could not examine the issue in a vacuum, but had to consider

the effect of such plans on ratepayers in the context of the then-existing economic circumstances

which it recognized would change. (Id.). The economic circumstances have changed: Delaware

is slowly recovering from the worst financial crisis since the Great Depression. If anything, the

circumstances are more di¡e now than in 2006, when deregulation was going to result in a nearly

600% hcrease in electric supply rates but the economy was better than it is today.

Stockholders clearly benefit financially from the existence of incentive progmms

triggered by financial goals. The benefits to ratepayers, however, are ephemeral at best. The

DPA respectfully requests the Comrr¡ission to find that the costs of the non-executive

compensation progam should be bome by the primary (if not the sole) beneficiaries: the

stockholders.

C. Delmarva's Proposed Relocation Expense Level Should Be Reiected.

Delmarva includes is test period expense of $130,447 of relocation expenses in its

revenue requirement. (Ex. 13 at 38). Relocation expenses for the three prior years were $20,482

]n 2009, $37,450 in 2010 and 531,749 in 2011. (1d., citing Delmarva's response to AG-RR-2O).

It is obvious that The 2012 expense level is significantly higher; indeed, it is almost three times

greater than the next highest expense level (2010), and over four times more than the 2011

expense level. It is equally obvious that the test period expense level is an aberration.

Delmarva claims that its relocation expense is "well-supported in the record" and that it is

following "precedent" from Docket Nos. 09-414 and 05-304 by using the test period expense

level; it is a normal expense incurred in the ordinary course of business; and there is no support

for normalization because expenses can be higher or lower in any given year. (DOB aT97;8x.20
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at74). One searches DPL's brief in vain for any support, however. The only support Delmarva

provides is Mr. Ziminsky's identification of +he 2012 expense leve1.67 Noticeably absent from its

discussion is any acknowledgement of the magnitude of the difference from the preceding three

years, or even from the immediately preceding year.

The Commission has long rccognized that normalization is proper when test period

expense is out of line with a utility's past experience and is not expected to be representative of

the future. Delmarva Power, Order No. 8011 at l[132; In the Matter of the Applicatíon of

Delmat'va Power & Light Company for an Increase In Its Electríc Base Rates and for Certaín

Revisions to lts Electríc Ser-vice Rules and Regulatíons, PSC Docket No. 91-20, Order No. 3389,

(Del. PSC Mar. 31, 1992) at ![14] (Attachment G). In Docket No. 91-20, Delmarva claimed a

test period level of tree trimming expense that was significantly higher than the expense in

preceding years. The DPA challenged the expense level. The Hearing Examiner found that DPL

had not justified the sigrrificant increase over such a short time period and recommended

normalization. The Commission agreed. (Id. aTffi4, 138,142).

Delma¡va argues that the DPA "merely ... select[ed] ... data from a pre-test year period

instead of relying upon the actual test year period for ratemaking," and that this is "improper."

(DOB at 97). But the Commission has applied a normalization adjustment that did not include

the test year expense level in a previous case involving this same utility. In Docket No. 09-414,

the Commission considered a similar situation involving Delmarva's pension expense, and

concluded that the abnorma y high test period expense level should be excluded from the

normalization adjusünent because including it would "result in overecovery of the pension

expense." Delmat'va Power, Order No. 8011 at 1132. If the Commission followed such a

67And as noted previously, its mere assertion that its adjustment is well-supported is insufficient. See (ltqh

Departnent of Business Reguløtíon, 612P.2d al 1245-46.
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normalization procedure here - excluding the 2012 test period level and averaging the prior three

years - the expense level to be included in rates would be $29,909, which is less than the DPA's

recommendation.

Delmarva bears the burden of proving that the amount of relocation expense it seeks to

include in rates is reasonable. It presented no evidence that the $130,447 it seeks to include in

rates in this case is likely to occur in the future, anð iIs 2012 expense level is clearly out of line

with past experience. DPA's proposal - which permits DPL to include the highest pre-test perlod

ofrelocation expense - is ¡easonable and should be accepted.

D. The DP,A,'s Recommendation to Exclude SERP Expenses from I)elmarva's
Revenue Reouirement ShouÌd Be Accented.

Delmarva includes $1,101,782 of Supplemental Executive Retirement Plan ("SERP")

benefits expense in its revenue requirement. SERP benefits a¡e known as "top hat" or "excess

benefit" plans; in most circumstances, the difference is that a top hat plan can have multiple

broad purposes, but the sole purpose ofan excess benefit plan is to avoid the limitations imposed

by Intemal Revenue Code $475. Garratt v. Knowles,245 F.3d 941,946n.4 (7ú Cir.2001). The

SERP provides benefits to key executives that arc in addition /o the notmal retirement programs

DPL provides. As described i¡ PHI's 2012 Proxy Statement:

The PHI 2011 Supplemental Executive Retirernent Plan, or the 2011 SERP,
provides reti¡ement benefits to participating executives in addition to the benefits
a participant is entitled to receive under the Pepco Holdings Retirernent Plan to
supplement benefits which participants forego due to certain limitations on benefit
calculations imposed by the [Intemal Revenue] Code. If the benefit pal.rnent that
otherwise would have been available under the applicable benefit formula of the
Pepco Holdings Retirement Plan is reduced due to a contribution or benefit limit
imposed by law, the participant in the Pepco Holdings Retirement Plan is entitled
to a compensating payment. In addition, a participant in the Pepco Holdings
Retirement Plan is entitled to either or both of the following enhancements to the
calculation of the participant's retirement benefit:
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. the inclusion of compensation deferred unde¡ the Company's executive
defened comp ensation plans; and

o to the extent not permitted by the Pepco Holdings Retirement Plan, the
inclusion of a¡nual cash incentive compensation received by the
participant.

(Ex. 13 at 39-40, quoting PHI 2012 Proxy Statemenl aI44; see Ex. 61).

Delmarva argues that including SERP benefits in its revenue requirement is consistent

with Commission precedent and Delaware law. (DOB at 91). The DPA acknowledges that the

Commission rejected its argument to exclude these expenses from the revenue requirement in

Docket No. 09-414. But times have changed. As the Commissioners know, the economy is

sluggish; customer comments indicate that many of them are stn:ggling to pay their energy bills.

Contrast this to the lavish compensation that PHI's senior executives get even before the SERP

benefits are considered:

In 2012, Joseph Rigb¡ PHI's Chief Executive Officer, received more than $ I 1

million of total compensation, including $985,000 in base salary, $4.7 million in
stock options, $ 1.19 million in non-equity incentive compensation, and more than

$200,000 of "other" compensation. (Ex. 67 at 50; Tr. at 662-63).

lî 20L2, Anthony J. Kamerick, PHI's former Chief Financial Officer, received
more than $2.6 million oftotal compensation, including $513,000 in base salary,

over $650,000 in stock awards, and over $370,000 of non-equity incentive
compensation. (Ex. 67 at 50;Tr. at 664).

ln 2012, Kirk Emge, PHI's former General Counsel, received more than $1.9
million in total compensation, including $400,000 in base salary, almost $300,000
in non-equity incentive compensation, more than $400,000 in stock awards, and

more than $70,000 of "other" compensation. (Ex. 67 at 50; Tr. at 665-66).

ln 2012, Frederick Boyle, PHI's current Chief Financial Officer, received almost

$1.3 million in total compensation, consisting of almost $321,000 ofbase salary,

mo¡e than $233,000 of non-equity incentive compensation, over $500,000 in
stock options, and $144,402 of "othel' compensation. (Ex. 67 at 50; Tr. at 663-

64).

In 2012, David Velasquez, received total compensation of more than $2.9 million,
including $503,000 base salary, almost $316,000 of non-equity incentive
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compensation, over $640,000 of stock awards, and a $100,000 bonus. (Ex. 67 at

50;Tr. at 664-65).

c ln 2012, Kevin Fitzgerald, the new General Counsel, received ove¡ $1.5 million
of total compensation, including $159,000 ofbase salary, more than $115,000 of
non-equity incentive compensation, and over $ I .27 million of stock awards. (Ex.

67 at 50; Tr. at 665).

These executives also receive one or more additional "perquisites and personal benefits" that

Delmarva did not include in its requested revenue requirement, such as: a car allowance;

company-paid parking; tax preparation; financial planning services; an annual executive

physical; payment of certain club dues; personal use of company-leased entertainment venues

and company-purchased tickets to sporting and cultural events not otherwise used for business

pulposes; and reimbursement for spousal havel. (Ex. 67 at 45). Plus, they also receive the

normal retirement benefits that other Delmarva employees receive, for which ratepayers are

aiready paying, and which the DPA did not challenge in this case.

Other commissions have rejected arguments identical to those that Delmarva makes he¡e:

that the SERP helps it to attract and retain qualified employees, that it is a common practice, that

it is within the utility's business judgment, that it benefits ¡atepayers. See Re Yankee Gas

Sentíces Company,20l1 WL 2816882 (Conn. DPUC June 29,2011)6E at 77-73; Re UNS Gas,

Inc., 2010 WL 1634233 (Anz. C.C. Apr. 4,2010)6e at 32-34; Public Service Company of

Oklahoma, supra aI 714-15; Re Consumers Energt Company, 2005 WL 3617 546 (Mich. PSC

Dec.22,2005)70 at 34. The Connecticut DPUC stressed that ratepayers should not be funding

óshtø://wwrv-dpuc.state.ct.us/FINALDEC.NSF/2b40c6ef76b67c438525644800692943/e90fe40d54d3f7cf852578bf0
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benefits over and above those deductible unde¡ the lntemal Revenue Code, especially during

difficult economic times. Yankee Gas, supra at72.

It cannot be disputed that these executives are already well compensated. They are the

1%; most of Delmarva's ratepayers are the 99%o.In a time when ratepayers face ever-increasing

utility costs, requiring them to finance additional benefits for executives who are already quite

handsomely compensated is unfair and unreasonable. The DPA suggests that this is not the

signal this Commìssion should be sending to mtepayers. If Delmarva wants to provide additional

retirement benefits to already-highly compensated executives, shareholde¡s should fund them.

The DPA respectfully requests the Commission to reconsider its position.

E. Delmarva's Medical Benefìt Expense Level Should Be Reiected.

Delmarva is self-insured fo¡ its medical benefits costs, so its actual medical costs vary

based on the specific amount of services required each year. (Ex. 13 at 41). For ratemaking

pu{poses, however, it based its proposed medical expense level on forecasts by Lake Consulting,

Inc., its benefit plans consultant, for the first quarter of 2013. (Ex. 5 at 14 and Sch. (JCZ)-9.I).

Lake analyzes benefit trends each quarter in the "mid-Atlantic region." (Id. af Sch. (JCZ)-9.1).

The study projects ilcreases in HMO costs ranging f¡om 7 .9Vo-72% (average 9.4%); increases in

PPO costs ranging from 7.7%-12% (average 9.6%); increases in dental costs ranging from 5%-

7 .8%io (average 6Yo); and an average 6% increase in vision costs (Lake does not specifically track

vision cost expense but notes that vision cost trends generally follow dental cost trends).

(Id.). Delmarva proposes an 80% increase for medical expense and 5% increases for both dental

and vision expense. (Id. at14-15).

The DPA acknowledges that the Commission accepted Delmarva's use of Lake's

projections to establish the appropriate amount of medical benefits cost included in its revenue
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requirement in Docket No. 09-414. Howeve¡ it believes that the Commission should reconsider

that decision for several reasons.

First, although administrative proceedings are less forma.l than court proceedings, and

hearsay is frequently admitted, there are limits. Administrative rulings cannot rest solely upon

hearsay evidence. See Crooks v. Draper Canning Co., Del. Supr., 633 A.2d 369 (table), 1993

WL 370851 (Sept. 7, 1993) (Attachment H); Motís v. Gillis Gilkerson, Inc., DeL Super., 1997

WL 819110, Lee, J. (Nov. 25, 1997) at *3 (Attachment I); Lavelle v. Kent County Personnel

Administration Board, DeL Super., 1997 WL 719134, Ridgely, J. (Sept. 12, 1997) at *8

(Attachment J). The Lake report is an out of court statement offered to establish the truth of

Delmarva's claim for an increase in medical benefits cost. Del. R. Evid.801(c), 803. No one

from Lake testified at the evidentiary hearing. Therefore, it is hearsay. And the only "evidence"

Delmarva adduced in support of its claim was this hearsay evidence report. As a matter of law,

then, the Commission may not rely on it to approve the adjustrnent.

Nor can the Lake report come irl as hearsay on which an expert relies in forming an

opinion. Del. R. Evid.703. Delmarva's witness on this issue, Mr. Ziminsky, is an accountant.

Based on the work experience described in his testimony, he has always been employed in

finance and accounting. (Ex. 5 at 1-2). Nothing in his work experience suggests that he has any

experience or expertise in the area of medical benefits. Thus, he cannot be considered to be an

expert in the area of medical benefits. His reliance on the Lake study is entitled to no more

weight than if anyone off the street were relying on it.

Assuming that the Commission rejects the foregoing objections, the Lake study provides

absolutely no data specific to Delmarva or even to PHI. Rather, it is based on "trends" in

medical premiums by several major insurance companies. (Ex. 13 at 47; Ex. 5 at Sch. (JCZ)-
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9.1). The use of "trends" does not rise to the level of a reasonably known and measurable

change. (Ex. 13 at 4I). The DPA has attached a PricewaterhouseCoopers report on 2013 medical

cost "trends." (Attachment K).71 This report is no more worthy of reliance than the Lake study;

neither of thern is specific to either Delmarva or Delaware.

Delmarva clearly has evidence of what its own experience has been: in rebuttal, it

identified the an¡ual changes in its medical benefits costs from 2008 throtgh 2072. (Ex. 20 at

31). That evidence shows that the four-year average increases for medical, dental and vision

benefits were 4.58%, 2.33% a¡d 9.72%o respectivel¡ and the five-year averages were 6.67%o,

7.95o/o and 13 -777:o respectively. (Id.). As can be seen, its actual averages increases for medical

and dental benefit costs are below the average percentage increases DPL proposes in this case

(although vision is not).

Furthermore, the Lake study is based on a crabbed definition of the "mid-Atlantic"

region: it only looked at Virginia, Maryland and the District of Columbia. There is no

information in the study about the trends in medical cosls in Delaware, which is where Delmarva

is located and which is a mid-Atlantic state. No¡ is there any information about Pennsylvania or

New Jersey, which are also "mid-Atlantic" states.

Fifth, this is essentially an inflation adjustment, which this Commission has a long

history of rejecting. See Delmarva Powe¿ Docket No.9l-20, Order No. 3369 atffi139,142.

The Lake study is hearsay and car¡not form the sole basis of the Commission's decision.

However, there is no other evidence to support Delmarva's adjustment. Its accounting witness

sponsorìng the adjustment is not an expert in the field ofmedical benefits. Even if the Lake study

could serve as the basis fo¡ a Commission decision, it is no more worthy of reliance than any

?r The DPA is not submitting the PricewaterhouseCoopers study for the truth of the contents. We attach it simply to
show that the¡e are different opinions on "trends" in medical costs.
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other study documenting purported medical cost trends: it is not specific to Delmarva or even to

Delaware. Delmarva has not established that its proffered cost increases are reasonably known

and measurable. The DPA respectfully submits that the study, and the adjustment based on it,

should be rejected.

F. Delmarva's Adjustments to IRP Operating Expense Should Be
f,l oioofo¡ì

Delmarva proposes two operating expense adjusftnents associated with its IRP. First, it

proposes a normalized amount of IRP costs to be included in the revenue requirement going

forward, as the Commission instructed in Docket No. 06-241. The IRP cycle is every two years;

Delmarva estimated $1,745,000 of IRP costs over those two years and then included one year of

costs ($872,500) in its revenue requirement. Second, in connection with its rate base adjustment

to reflect the amortization of the deferred IRP costs over ten years, it made a corresponding

adjustment to operating expense. (Ex. 5 at 16).

The DPA objects to both adjustrnents. Addressing the second adjustrnent first, DPA

witness Crane eliminates the amortization expense associated with the incremental deferred IRP

costs for the same reasons that she eliminates the amortization of such costs from rate base. In

the interest of brevity, the DPA will not repeat those arguments here, but refers the Hearing

Examiner to its arguments in the rate base section of this bri ef. See supra at 62-65 .

Delmarva's normalization adjustment results in a significant inc¡ease in prospective IRP

costs compared to the test period. Its actual IRP cost experience is much lower than its estimate:

Year IRP Costs
YTD 2013 st4.526

2072 $302.062
20tl $46.909
2010 9927.87s

2009lafter Resulation Docket No. 60 Aooroval $2r3.440
2009 Full Year $367.373



(Ex. 13 at 43, citing Delmarva's response to PSC-RR-33).

Delmarva contends that despite it and IRP working group members being watchful for

"unnecessary expenditures," and despite its success in reducing IRP compliance costs up to this

point, "there is little reason to believe that these costs will continue to decline" because updated

analyses will be required and Delmarva will need "the analytical flexibility to address new

important issues as they arise in order for the IRP to remain useful and relevant." (Ex. 20 at

35¡.72 It further notes that the IRP may need to be presented to the Commission for ratifrcation if

the parties cannot reach agreement, which would result in additional expense. (1d.). But it offers

an altemative: to include in the revenue requirement for this case the average amount spent on

the IRPs over the past years and establish a deferral (i.e., a regulatory asset) for any costs above

that amount for amortization and recovery in a subsequent case. (Id. at35-36).

Delmarva's estimated IRP expense level should be rejected because it is not reasonably

known and measurable. Delmarva submits no reliable and quantifiable data to support its

estimate . More than 50% of its estimate is for "consultants, outside legal counsel, and 'special

studies."' (Ex. 13 at 43). These types of expenses can vary greatly from estimates, especially

where the parameters of the project a¡e not well defined. And we note that the IRP expenses

Delmarva has already incurred in connection with the two IRPs it has filed in 2010 and 2012

would have included these types ofexpenses.

Furthermore, there ¡s reason to expect that IRP costs will decline. A bill was submitted to

the General Assembly in the most recent legislative session that would, among other things,

72 Whether IRPs are useful or relevant in a deregulated supply industry is open to debate, but unfortunately it is not a

debate that the Commission can resolve. The DPA notes only that he does not believe that IRPs are eiúer useful o¡
relevant where the supply flmction has been deregulated, and that the continued existence of the IRP requirement
serves only to ircrease the costs that Delmarva ratepayeN must bear.
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increase the period between IRP filings from two to three years. ,See Senate Bill No. 264.73 And

as Delmarva notes, the working group participants are trying to prevent unnecessary expense.

Delma¡va's proffered altemative is.not a viable solution. Despite its acknowledgement

that the Commission has not adopted a dollar for dollar reimbursernent ratemaking system (Tr. at

642), ttraf is exactly what this altemative is. The Commission order specifically instructed all

parties that going forward a normalized level of IRP expense would be included in rates.

Moreover, it is woefully one-sided: Delmarva does not offer to retum to ratepayels any amount

less than the normalized amount included in rates should it spend less than that amount'

The DPA is well aware that Delmarva is stahrtorily required to submit an IRP every two

years. Given the lack of support for Delmarva's estimate, the fact that it exceeds actual IRP

expenses incurred for all but one yeaf since 2009, and that the time between IRP filings may be

increased, the DPA submits that the normalized amount of IRP expense to be included in rates

should be based on the three-year average of Delmarva's actual expenses from 2010 through

2012, or $425,615. (Ex. 13 at 43-44 a¡d Sch. ACC-23). This includes two of the three highest

amounts that Delmarva has spent on IRPs since 2009.

G. I)elmarva's Operating Expense Adjustments Corresponding to Its
Rate Base Adjustments for RFP Costs, DLC Costs, Medicare Tax
Subsidv Expense and Credit Facilitv Expense Should Be Reiected.

These adjustments correlate to Delmarva's ¡ate base adjustments for: (1) the Bluewater

Wind RFP; (2) the DLC deferred costs; (3) the defer¡ed Medica¡e tax subsidy costs; and (4) the

credit facility. The same reasons that support rejecting these adjustments on the rate base side

also support excluding the corresponding adjustments to operating expense. (Ex. 1'3 at 44-47 '

49). The DPA will not repeat those reasons here, but respectfully refers the Hearing Examiner to

its discussion ofthese issues in the rate base section of this brief. See supra at65-72.

73http://www.legis.delaware.gov/LlS/lisl46.nsflvwlegislation/SB+264l$file4egis.html?oPen
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H. Delmarva's Claimed Level of Regulatory Expense Should Be
Reiected-

Delmarva proposes to include in its revenue requirernent $53,316 of non-rate case-

related regulatory costs (based on a three-year average of actual costs) and $632,000 of estimated

costs for this rate case. The latter costs include $92,600 for its cost of capital witness. It claims

that its proposed ratemaking treatment is consistent with previous dockets. (DOB at 78).

First: Delmarva cannot rely on purported ratemaking treatment in prior cases in which the

Commission never addressed the issue. No precedent can be assumed from Commission silence.

Second, Delmawa's claimed rate case expense is excessive. ln its last tåree rate cases,

two of which were litigated to a Commission decision, Delmarva incurred rate case expense of

$634,050 (Docket No. 11-528),5245,241 (Docket No. 09-414), and 5400,000 (Docket No' 05-

304). (Ex 13 at 48). Obviously, Delmarva is going to incur expenses in litigating rate cases,

whether they settle or not. But that does not mean that its estimate should be taken at face value

or that the individual components that comprise the overall claìm should be accepted.

Delmarva asserts that the DPA's proposed normalized expense level has "no relationship

to the expected level of costs in this proceeding, as each rate proceeding may encompass

different issues that may be of varying complexity." (DOB at 79). T\e same could be said for

Delmarva's non-rate case regulatory expenses, but it nevertheless included an average of its

actual for that part of its claim. Furthermore, there are fewer "complex" issues in this case than

there were in Docket No. 09-414. That docket included proposals for ring fencing, revenue

decoupling and amortization of Delmarva's 2008 pension loss, none of which are issues in this

case. And the issues afe in this c¿tse are no more complex than the ones in prior rate cases.

Delmarva clearly has a history of rate cases and now knows the actual amounts incurred in

prosecuting them. Why then does it proffer at estimate of Íate case expense for this case?
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Delmarva claims that the DPA has not offered any "credible" evidence that its expenses

for this proceeding were made in bad faith, were wasteful or were inefficient. (DOB at 79).

First, as discussed previously, it is not the DPA's burden ofproof; and second, even if it was the

DPA's burden, it has offered such evidence. At the evidentiary hearing, Delmarva confirmed that

it had retained Dr. Roger Morin as its cost of capital witness in Docket No. 09-414. Dr. Morin is

a well-known cost of capital expert who testifies regularly on behalf of public utilities. Dr. Morin

is a well-known cost of capital wiûress. Delmarva paid Dr. Morin $65,000 for his services. (Tr.

at 646-47). Is Mr. Hevert $30,000 better than Dr. Morin? Similarly, Delmarva's witness

accepted subject to check that the DPA's cost of capitai witness was being paid $21,600. (1d.). Is

Mr. Hevert more than four times as good as Mr. Pa¡cell? The DPA mearìs no disrespect to Mr.

Hevert: he charges what the market will bear. But is it reasonable to saddle ratepayers with the

cost ofa witness that is four times as high as the cost ofthe witness retained for the ratepayers?

Moreover, PHI retained the same witness for all four of its rate cases in its jurisdictions

(and paid him $92,600 for each of those cases). (Tr. at 643). He also testified for all the PHI

utility companies in their prior rate cases. (Ex. 3 at Attachment A). The $92,600 fee is even

more striking when his familiarity with PHI and its utility companies is taken into account, and is

particularly egregious to the DPA when one considers that the COE (which generally comprises

the lion's share ofcost of capital testimony) is an issue of interest only to stockholders.

Finally, Delmarva seeks to amorttze the rate case expenses over th¡ee years. (DOB at 79).

That is, it seeks dollar for dolla¡ recovery of its estimated rate case expenses. It proffers no

changed circumstances nor any new argument that would support the Commission's

abandonment of its longstanding practice of including a normalized amount of rate case expense



in the revenue requirement. Moreover, DPL witness Ziminsky admitted that he did not propose

amortization in his testimony. (Tr. af 647).

The DPA does not take issue with the fact that Delmarva is required to support its

requested cost of capital in a rate case with an expert witness. That does not mean, however, that

ratepayers must pay for the most expensive witness. It is clear that respected cost of capital

witnesses can be found that come at a reasonable price. Nor does the DPA dispute that Delmarva

incurs costs in prosecuting a rate case. But that too does not mean that its projected expenses

must be accepted without inquiry. The DPA respectfully submits that the Commission should

accept its three-year normalized regulatory expense level of 5426,432.

I. Delmarva's Proposed Level of Corporate Governance Expense
Shorrld Re Reiecfed-

PHI's Service Company billed Delmarva $21.08 million in the test period for corporate

govemance costs.Ta Delmarva's portion of such costs has increased over the past few years as a

result of PHI's 2010 sale of Conectiv Energy (which resulted in fewer companies over which to

spread the costs) and more importantly, as a result of a change in the methodology by which PHI

allocates such costs across its companies. This methodological change resulted in a significant

decline in the percentage of costs borne by PHI and a correspondingly significant increase in the

percentage of costs allocated to PHI's operating subsidiaries. Prior to the change in

methodology, PHI was responsible for approximate ly 5Yo of corporate governance costs. In

2011, however, the percentage ofthese costs allocated to PHI decreased To 0.23Yo, and in the test

period PHI shouldered only 0.06% of such costs. (Ex. 13 at 50).

TaCorporate govema¡ce costs include what a¡e called "External Affairs" expenses. These costs generally relate to
interactions with legislators and/or comnrunity organizations and are intended to promote the utility's political
agenda or corporate image. (Ex. 13 at 51).
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DPA witness Crane testified that although it appeared that Delmarva had removed costs

clearly identified with lobbying from the revenue requirement, she had identified several

categories of Extemal Affairs costs billed to it that appeared to relate to "soft" lobbying

activities, such as public relations, corporate citizen social responsibility, strategic

communications, PAC committee, and corporate contributions, for which she contended that

ratepayers should not be responsible. (Id.). Delmarva's discovery responses did not indicate

whether the corporate contributions identified as Extemal Affairs had been booked below the

line; thus, she could not determine whether these costs had been excluded from the revenue

requirement. She stated that if Delmarva was able to establish that it had already excluded

Extemal Affairs costs that she had recommended be disallowed, she would revise her

recommendation accordingly. (Id. at 52).

- In rebuttal, Dêlmarva demonstrated to the DPA's satisfaction that it had not included

corporate citizen social responsibility, PAC committee and corporate contribution charges in its

revenue requirement. (Ex. 20 at 77). Thus, at the evidentiary hearing, the DPA revised its

disallowance to exclude these amounts. (Tr. at 545-46; see Ex. 99 (revised Crane schedules).

The discussion does not end there, however; there are still expenses relating to public

relations and strategic communications that Delmarva did not identiff as having been removed

from the revenue requirement, but for which it provided no support. In rebuttal, Delmarva asserts

that it "takes seriously the central role it plays in the region's economic development and the

importance of ensurhg that all benefit from that growth." It claims that it is "dedicated to

meeting the needs of [its] customers and shareholders" and "giving back to the communities" it

serves and "protecting the environment." To this end, it supports "a wide variety of cultural,

civic, educational, environmental, health safety, and business initiatives that are dedicated to



improving the quality of life for all citizens." (8x.20 at 76). It claims that these expenses "relate

to both the manner in which both PHI and Delmarva are directed a¡d conholled as well as social

responsibility expenses which directly benefit customers," and that they are "normal and

ordinary business expenses" that were included in the revenue requirement based on the

Commission decisions in Docket Nos. 05-304 md 09-414. (Id. at 17). It conciudes that its

request to include these expenses in its revenue requirement is "well-supported" and should be

approved. (DOB at 97).

That is all well and good, but Delmarva has not bome its burden of proof for including

these expenses in the revenue requirement. First, the Commission did not address these types of

expenses in either Docket Nos. 05-304 or 09-4L4. ln Docket No. 05-304, Staff challenged

advertising expenses. Delmarva presented examples of the advertisements that it claimed were

included in its revenue requirement case, and the Hearing Examiner found thát the costs were

appropriately inclued based on what Delmarva had supplied. The Commission adopted the

Hearing Examiner's recommendation. Delmarva Power, Order No. 6930, suprd al 1ff199-102.

The issue was not raised in Docket No. 09-474 and the Commission did not address it. S¿e

Delmartta Power, Order No. 8011. Here, Delmarva has not identified the challenged expenses

here as advertising expenses; indeed, it has barely identified thern at all, and it provided no

evidence other than unsupported testimony regarding what the costs were for. (Tr. at671'-72).

Delmarva's remaining arguments fare no better. The mere assertions that the expenses

are normal and ordinary and that they relate to the manner in which PHI and Delmarva are

directed and controlled do not establish that they are rrcrmal and ordinary or that they do relate

to the entities' direction and conhol. As Ms. Crane testified and as Mr. Ziminsky admitted,

Delmarva produced no evidence that they were. (Tr. at 671-72).
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The contentions that Delmarva takes its ¡ole in the community seriously, is dedicated to

meeting customer and shareholder needs, and gives back to the community (regardless of

whether one agrees with those statements or not) simply prove the DPA's point that these

expenses go toward promoting Delmarva's public image as a good corporate citizen. From that

description they sound identical to the corporate citizenship social responsibility expenses that it

did exch¡de from the revenue requirement. Likewise, its assertion that the expenses relate to

"social responsibility expenses that directly benefit customers" (F;x. 20 at'17) sounds exactly like

the corporate citizenship social responsibility expense bhat rI says it excluded from the revenue

requirement. (Id.). On redirect examination at the evidentiary hearing, Mr. Ziminsky testified

that the expenses included the cost of a Delmarva employee going to schools to talk to children

about electric safety and the costs of customer education for the DP and DLC programs. (Tr. at

670-71,682). Upon recross-examination on that issue, he admitted that the DP- and DlC-related

education costs were included in the regulatory assets created for those programs. (Id. at 696).

And Delmarva stated in its filing that "[n]o contributions for educational or other charitable

purposes are included as part of the Cost of Service." (Ex. 1 at MFR Sch. 3-F). So how can we

be sure that these costs do not include some DP a¡d DLC educational costs?

Delmarva could have produced tangible examples of what the costs were incurred for.

DPL witness Ziminsky admitted that on cross-examination that there was nothing in the MFRs or

in the case that described what these expenses really are. ('ft. at 671-72). In light of DPL's

failure to satisfu its burden ofproof, they should be excluded from the revenue requirement.

J. Delmarva's Meals and Entertainment Expense Claim Should Be
Roiocfa¡l

Delmarva i¡cludes in its revenue requirement almost $300,000 of expenses for meals and

entefainment that \ryere not deductible on its income tax retum. DPA witness Crane testified that
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the hrtemal Revenue Service ("IRS") has determined that such expenses are not appropriate

deductions for federal tax purposes, and opined that if they were not deemed by the IRS to be for

reasonable business pulposes, the Commissìon should reach the same conclusion with respect to

including them in Delmarva's cost of service. (Ex. 13 af 52).

Delmarva contends that its request to include these expenses in its revenue requirement is

"well-supported." (DOB at 98). It claims that the expenses were incurred during the normal

cou¡se of business, which includes 'þroviding meals to unìon employees, business meals, meais

related to required overtime, and meals provided for training." (Ex.20 at 78). It asserts that the

DPA's reliance on the IRS criterion is "arbitrary" and "blurs the line between the taxing

authority govemance of the IRS and its regulations compared to the Commission's oversight of

public utilities in the State of Delaware." (Id.; DOB aT 98-99). Finally, it asserts that including

these expenses in the revenue requirement is consistent with Commission precedent from Docket

Nos. 05-304 and09-414. (F;x.20. aT78-79).

This issue was not litigated in either Docket Nos. 05-304 or 09-474 and the Comrnission

rendered no decision on it. The Commission created no precedent on this issue in those cases.

Second: ¡ecall that this expense tepresents items that were not deductible fo¡ tax

purposes. The Intemal Revenue Code contains exceptions to the 50% limitation on deductibility

for "de minimis fünge" benefits provided by employers that are not included in the employee's

gross income: such fringe benefits include occasional group meals served at the office and meals

provided to employees to enable them to work overtime. 26 U.S.C. $$132(e), 274(n); Treas. Reg.

$1.132-6(d). Therefore, meals provided to employees during required overtime, training and the

like were more likely than not 100% deductible. The fact that låese expenses were nol deductible

(a fact that Delmarva does not dispute) suggests that they did not fall within the exception to the

98



50% limitation. Since Delmarva did not provide any further information about the nature of the

expenses, the DPA was forced to find some other source of information about them, which

tumed up in PHI's 2012 Proxy Statement, where PHI admitted incurring costs for various

sporting and entertainment events. (Ex. 13 at 53).

Delmarva's characterization of the DPA's reference to the IRS criterion as "arbitrary"

and "blurring the line" between taxing governance and Commission oversight of public utilities

comes with more than a little ill grace. Delmarva is asking the Commission to do exactly that

with respect to its belatedly-raised ADIT issue. And the DPA's reference to the 50n/o limitation

can hardly be called "arbikary;" something is *arbit¡ary" when it is "capricious, unreasonable or

unsupported."T5 Our lawmakers decided upon that limitation, and while it could be argued that

their decision was arbitrary, the DPA's reliance upon the 1egal standard they created is not.

Ratepayers should not be palng for any Delmarva or PHI employee to attend

entertafument or sporting events, and Delmarva has produced no evidence other than its

unsupported staternent that the costs a¡e for business-related purposes. While the amount at issue

in this adjustrnent may be small compared to the overall $38 million tevenue requirement

increase, the principle it reflects goes far beyond its amount. Allowing Delmarva to include this

expense in rates is essentially telling ratepayers that it is acceptable for them (but not

shareholders) to pay for things having nothing to do with safe and adequate utility service. That

is not an appropriate message to send to ratepayers, especially in this economy.

K. Delmarva's Proposed Membership Fee and I)ues Expense Level
Shnuld Re Reiected-

Delmarva includes $315,474 of membership fees and dues in its revenue requirement.

(See Ex. I MFR Sch. No. 3-G for the organizations'to which PHI and/or Delmarva pays such

75http ://dictionarv.reference. o
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fees and dues). Many of these organizations - particularly the Chambers of Commerce - engage

in lobbying activities, and most also engage in "soft" lobbying activities such as public affairs,

media relations and other advocacy initiatives, which are not necessary for the provision of safe

and reliable utility service. DPA witness Crane recommended disallowing 20%o of the claimed

membership dues and fees since ratepayers should not be paying for these types of contributions

and since Delmarva was unable to quantifu a precise amount despite being asked tltee times.

(Id. at 54). She selected this percentage in recognition that the specific level of hard and soft

lobbying activity varies from organizati on to orgarúzalion, and based on her review of the

identified organizations and recommendations in other utility proceedings. (Id. at 54-55).

$147 ,77 4 (almost half the challenged amount) went to the Edison Electric Institute

C'EEf). (Ex. 1 at MFR Sch. No. 3-G). The EEI is an industry trade association that represents

"all investor-owned utilities" and whose mission is "to ensure members' success by advocating

public policy, expanding market opportunities, and providing strategic business information." Its

"vision" is to "make a sigrrificant and positive contribution to the long-term success of the

electric power industry." Its "vital mission" (as opposed to its mere "mission" above) is to

provide electricity to "foster economic progress and improve the quality of life." (Ex. 20 at 80).

That description (which makes EEI sound like a charitable institution) comes directly

from the EEI website.T6 What is not obvious from that description is the extent to which EEI

engages in lobbying. Delmarva says that it removed the portion of the dues that is attributable to

EEI's lobbying activities from the revenue requirement, but it did not quantiff that amount

despite repeated requests for it during discovery. (Ex. 13 at 55).17

76htç ://www.eei. orglaboulmission/Pages/default.aspx

??Delmarva did not quaati$' how much it removed from the revenue r€quirement that was supposedly attributable to

lobbying by any of tlese organizations. All it said in its filiag was that "[n]o Federal and State legislative costs
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Delmarva's revenue requirement also includes membership dues and fees for

organizations such as 16 obviously identifiable Chambers of Commerce (528,797),78 the Art

League of Ocean City, Inc., the Girl Scouts, the Committee of 100, the Delaware Alliance for

Nonprofit Advancement C'DANA) ($20,000), and the Delaware Public Policy Institute

C'DPPþ ($45,000), just to name the ones specifically identified in testimony. (Ex. I at MFR

Sch. No. 3-G; Ex. 73 at 53; Ex. 20 at 80-81). Delmarva describes DANA as "a leader of the

nonprofit sector whose mission is to sÍengthen, enhance and advance non-profits and the sector

in Delaware through advocacy, training, capacrty building and ¡esea¡ch." (Ex. 20 at 80). It

asserts that its status as an alliance partner in DANA benefits ratepayers because DANA is

"recognized for providing skills leadership, convening leadership and voice leadership for the

nonprofit sector," and thus ratepayers' quality of life improves when nonprofits "deliver[] on

their mission efficiently and effectively." (Id. at 80-8L). Similarly, Delmarva describes DPPI as a

"non-profit, non-partisan, non-govemmental public policy research organtzation" that identifies

"emerging issues that drive Delaware's future agendt'and whose mission is to conduct ¡esearch

and encourage the study and discussion ofissues affecting the citizens of Delaware." (Id. at81).

Its membership in DPPI is said to benefit ratepayers because DPPI has conducted various studies

expended by Delmarva Power are incltded as part of the Cost of Service." (Ex. 1 at MFR Sch. No. 3-F) (emphasis

added). The DPA thought that statement was a bit vague, so it issued discovery on the issue. In AG-RR-53, it
asked Delmarva to quantiry any portion of dues or membership fees that were di¡ected towa¡d lobb¡rng by the

respective entities. The response was that "'fp]ortions ofdues or membership fees identified as lobbying activities

by the organization are not included in this filing."' In AG-RR-54, the DPA asked Delnawa to identifo all lobbþg
costs incured in the test year and to identiry the amount of any such costs included in its claim. Delmarva again

failed to quantifo the amounts and stated merely that it had not included lobbying costs in the ñling. (Ex. 13 at 55

and Appendix C). Finding tlese responses less than illuminating, the DPA tried a thtud time. In AG-RR-158, it
DPA referred to Delmarva's respo¡se to AG-RR-53 and asked it to provide the total amount of dues expense, the
total amount ofPHI's dues expense, aad the amount of that dues expense allocated or charged to Delmarva for each

organization whose dues were adjusted to remove lobblng costs. The DPA also asked Delma¡va to quantifu the
percentage and dollar amount of lobbying costs adjusted out of its claim. Agaiq Delnarva stated that it books

lobbying costs betow the line and failed to identiff either the organizations that engaged in lobbying or the amount

ofdues/fees recorded below the line. (1d. a¡d Appendix C).

TEThere may be more, but it appears that some of the organizations' names were truncated on tÏe schedule. (Ex. I at

MFR Sch. No. 3-G).



addressing issues such as health care, economic development, land use, water/wastewatef,

effective govemment and education, and used many task forces comprised of representatives

from govemment, business, civic organizations, environmental organizations, educators, and

private citizens. (1d. ).

The DPA respects the wo¡k that Delaware nonprofits do to improve Delawareans' lives.

But Delmarva's argument that membership in these organizations benefits its ratepayers is a non

sequitur. That DANA provides various types of leadership does not establish any benefit to

Delmarva ratepayers. That DPPI conducts studies on various issues and convened task forces dos

not establish any benefit to Delmarva ratepayers. Delmarva does not explain how any of these

organizations' activities contribute anything to assist Delmarva in conducting its business. These

are conclusory statements without any evidentiary support.

Delmarva does not address the DPA's exception to the Chamber of Commerce

contributions (of which the lion's share - $22,'150 - went to the Delaware State Chamber of

Commerce). Those organizations fiequently engage in lobbying activities. So do the Delaware

Business Roundtable ($2,500), the Delaware contractors' Association ($1,440), and the

Committee of 100 ($1,200). But Delmarva has provided no evidence of any amounts that were

"removed." See supra n.77.

some of the entries on MFR sch. No. 3-G are Maryland organizations: the chambers of

commerce for Berlin, Queen Arure's count¡ the crisfield area, Dorchester count¡ Harford

County, Northeast, Ocean City, Pokomoke City, Salisbury and Talbot County. WÏile the total

amor¡nt is not substantial ($4,437), the DPA wonde¡s why Delaware fatepayefs should pay for

dues for Maryland organizations. The schedule also includes non-Delaware non-chamber of

commerce organizations: Business Queen Anne's, Elkton Alliance, Greater Salisbury
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Committee, Leadership Maryland, MD/DC Utilities Association, Ocean City Development

Corp., Ocean City Hotel-Motel, and The G¡eater Perryville (the name of this organìzation

apparently was truncated). Again, the amount is small, but why are Delaware ratepayers paying

for anything related to Maryland organizations?

Delmarva once again relies on the Commìssìon's decisions in Docket Nos. 05-304 and

09-414 as precedent for including these expenses in the revenue requirement. Once again,

however, that reliance is misplaced: in neither case was the issue contested, so in neither case did

the Commission make a decision on the issue.

Ratepayers can lobby their legislators on their own. They do not need to pay Delmarva

to do it. Delmarva's Company's request to include these expenses in the revenue requirement is

not "we11-supported." (DOB at 99). The DPA's adjustment is conservative in light of the fact that

it was stonewalled in trying to obtain the information it requested. It should be adopted.

V. COSTOFCAPITAL

A. Introduction.

Both DPL witness Hevert and DPA witness Pa¡cell agee that the guidelines for

determining a public utility's COE are set forth in the United States Supreme Court's decisions

in Btuefietd water works & Improvenent co. v. Public servíce commissíon of west vírginia,

262U.5. 679 (1923) arid Federal Power Commíssion 't. Hope Natural Gas Co.,320 U.S. 591

Q9a\. (F;x.3 at 4; Ex. 15 at 5-6). Both also agree that since Delmarva is not a publicly-traded

company, its COE must be determined through analysis of comparable publicly-traded utilities

(called a proxy group). (Ex. 3 at 5; Ex. 15 at 19). Both used a constant growth discounted cash

flow ("DCF") methodology and a Capital Asset Pricing Method ('CAPM") methodology to

estimate Delmarva's COE. (Ex. 3 at 3, 70-74 and Sch. RBH-l). And both believe that general
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economic conditions are important in determining the appropriate COE for a utility. (Ex. 3 at

27 -30; Ex. 15 at 8-14). The similarities, however, end there.

Delmarva contends that the terms upon which it obtains capital is dependent on its ratings

by various rating agencies, and those agencies monitor each state's reguiatory environment,

including the utility's regulatory treatment, regulatory lag, the utility's ability to recover its costs

and the utility's ability to achieve its authorized retum. @OB at 32). lt argues that the

Commission should authorize an increase in its authorized COE from 9.75% to 1'0.25%o, based

on the results of Mr. Hevert's COE studies producing COEs ranging from 8'21%o to 10.91%; his

consideration of the risks associated with Delmawa's comparatively small size vis-à-vis the

proxy group companies and flotation costs associated with equity issuances; and the relationship

between current historically low Treasury bond yields and the COE. (Ex. 3 at 3, 10-23,27-30

and Schs. (RBH-R)-1, (RBH-R)-4, (RBH-R)-5 and (RBH-R)-6). Delmarva's proposed COE and

its proposed cost of long-term debt produce an overall 7 -53%o cost of capital. (Ex. 2 at 6 and Sch.

(FJB)-1). The DPA's overall cost of capital recommendation is 7 .09%, based on Delmarva's

proposed cost of long-term debt and Mr. Parcell's recommended 9.3 5% COE. (Ex. 15 at2).

As we will show, Delmarva's proposed COE is unreasonably high under current market

conditions and should be rejected. The 9.35Vo COE recommended by DPA witness Parcell is

more in line with current market conditions and warrants acceptance.

1. Delmarva's Position.

DPL witness Hevert selected a proxy group of 12 publicly-traded utility companies using

the following selection criteria: the company (1) consistently pays quarterly cash dividends; (2)

is covered by at least two utility industry equity analysts; (3) has inveshnent grade senior

unsecured bond and/or corporate credit ratings from Standard & Poors; (4) regulated utility



openting income over the th¡ee most recently reporled fiscal years represents at least 60% of

combined income; (5) regulated electric operating income over the th¡ee most recently reported

fiscal years represents at leas| 90Yo of total regulated operating income; and (6) must not be

known to be a party to a merger or other significant hansaction. (Ex. 3 at7). Thiteen companies

satisfied those criteria, but he eliminated Edison Intemational based on facts unique lo it. (Id. at

8-9). The utilities comprising his finai proxy group were American Electric Power Co., Inc.;

Cleco Corp.; Empire District Electric Co.; Great Plains Energy, Inc.; Hawaiian Electric

Industries, Inc.; IDACORP, Inc.; Otter Tail Corp.; Pinnacle West Capital Corp; PNM Resources,

Inc.; Portland General Electric Co.; Southern Co.; and Westar Energ¡ Inc (Id. at 9)' He then

applied constant growth DCF, CAPM, bond yield plus risk premium, and multi-stage DCF

models to these proxy companies.

a.@

The DCF model is based on the theory that a stock's price equals the discounted present

value of all expected future cash flows. (Ex. 3 at 10; Ex. 15 ar 20).ln its constant growth form,

the DCF expresses the COE as the sum of the expected dividend yield and the long-term growth

rate. (Ex. 3 at 10). The constant growth DCF model assumes a constant average annual growth

rate for eamings and dividends; a stable dividend payout ratio; a constarìt price to eamings

multiple; and a discount rate that exceeds the expected growth rate. Under these assumptions,

dìvidends, earnings, book value and the stock price all grow at the same constant rate. (Id al11).

DPL witness Hevert calculated the dividend yield component of his constant growth DCF

model based on the proxy companies' current annualized dividend and average closing stock

prices over the 30-, 90- and l80-trading day periods as of February 15,2013 (direct testimony)

and the average closing stock prices over the same length hading periods as of July 31, 2013



(rebuttal testimony). (Id. at 1l-12 and Sch. RBH-I; Ex. 18 at Sch. (RBH-R)-1). He testified that

three averaging periods avoid anomalous events that might affect stock prices on any given day

and are reasonably representative of long-term capital market conditions. Qd. at l2). He adjusted

the dividend yield by applying one-half of the long-term growth rate to the current dividend yield

to account for the fact that utilities increase their quarterly dividends at different times during the

year. (Id.).

Mr. Hevert testified that it is important to select appropriate measures of long-term

eamings growth in applylng the constant growth DCF model since dividend growth can only be

sustained by eamings growth. (Id. at 12-13). He used Zacks arrd First Call consensus long-term

eamings growth projections and Value Line long-term eamings growth projections. He

calculated mean high and low DCF results for the proxy companies: the mean high result used

the maximum growth rate reported by any of his sowces for the particular company, and the

mean low result used the minimum growth rate reported by any of those sources. (Id. aT 13). He

removed the Value Line growth rate for Otter Tail Corp. because it was more than two standard

deviations from the unadjusted group mean. (Id. at 14).

Mr. Hevert's updated constant growth DCF results are as follows:

MeanLow Mean Mean Hish
3O-Dav Averase 8.25o/o 9.18Y. 10.t5%

60-Dav Averaee 8.2t% 9.15% 10.t1%
90-Dav Ave¡age 8.37% 9.30% 10.27%

(Ex. 18 at Sch. (RBH-R)-l). The same figures from his direct testimony are as follows

Mean Low Mean Mean Ilish
30-Dav Averase 9.00% 10.21% 11.63%

60-Dav Averase 9.09o/o 10.30% n.71%
90-Dav Average 9.08% lO.29o/n 1Í.71%



In his direct testimony, M¡. Hevert stated that he gave no weight to the mean low DCF

results because he claimed they were "well below any reasonable estimate" of Delmarva's COE.

He cited the Regulatory Research Associates ("nne'1 report showing that in only one of the

1}92 rate cases since 1980 with reported authorized COEs was the authorized relum 9%o or

lower. (Ex. 3 at14;see also 8x.28).

b. CAPM Model.

Mr. Hevert next calculated the proxy companies' COEs using the CAPM model. The

CAPM model is a risk premium approach that derives a COE as a function of a risk-free retum

plus a risk premium to compensate investors for company risks that cannot be eliminated through

diversification ("systematiC' risk). The model has four inputs, each of which must be estimated:

the company's required market retum; the security's beta coefficient; the risk-free rate of retum;

and the required retum on the market as a whole. (Ex. 3 at 15). The CAPM theory posits that

investors are only concerned with systematic (non-diversifiable) risk, since unsystematic risk can

be eliminated by diversification. Beta represents systernatic risk. A higher beta indicates greater

volatility; a company with a 1.00 beta is as risky as the overall market and so provides no

diversification b enefrt. (Id. at76).

Before discussing his CAPM model studies, Mr. Hevert testified that he had concems

about the CAPM model based on current market conditions. He noted that the risk-free ¡ate in

the model is generally represented by the yield on long-term Treasury securities, and that in

times of fìnancial market turmoil, investors tend to allocate their capital to low-risk investnents

such as Treasury bonds, which bids down the leld on those investments. He further noted that

since the Lehman B¡others bankruptcy in 2008, the Federal Reserve's focus was on maintaining

low long-tem interest rates. Thus, even if investors invested in riskier assets, the Federal
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Reserve's policy could have the effect of maintaining iow yields on Treasury securities. (1d.).

Moreover, capital markets continue to change: over the 90 trading days ending February 15,

2013,the 3O-year Treasury yield ranged from 2.72o/o to 3.23%o. Finally, he observed that the risk

premium tends to move in the opposite direction from interest rates. All of these factors could

lead to 'îelatively volatile" CAPM results. (Id. ar 17).

Mr. Hevert calculated the CAPM-derived COE using two risk-free ¡ate measures: the

current 30-day average yield on 3O-year Treasury bonds (3.12%) and the near-term projected

yield on the same investment (3.25%). He also developed two estimates of the market risk

premium C'MRP) input. The first estimate used the market-required retum minus the 3O-year

Treasury bond yield. He estimated the market-required retum by calculating the average COE

based on the constant growth DCF model using Bloomberg and Capital IQ data. He derived the

average DCF ¡esult for both by calculating the average expected dividend yield and combinhg it

with the average projected eamings growth rate. He then subtracted the current 3O-year Treasury

yield from this amount to reach the market DCF-derived MRP. (Id. at 17-18 and Sch. (RBH-2)'

His second estimate of the MRP input was based on the principle that investors require higher

retums for higher risk. It relied on the Sharpe ratio, which is the ratio of the long-term average

risk premium for the S&P 500 Index to the risk of that index. (Id. at l8). He used the 30-day

average of the Chicago Board Options Exchange's ('CBOE) three-month volatility index and

the average of futures settlement prices on the CBOE's one-month volatility index for the July-

September 2013 period, which he claimed are "market-based, observable measutes of investors'

expectations regarding futu¡e ma¡ket volatiiity." (Id. at 19). For the beta input into his CAPM

model, Mr. Hevert used the average reported beta coefficient from Bloomberg and Value Line.

(Id. at 1,9-20).



Mt. Hevert's updated CAPM results are.shown below. The first two rows of results were

calculated using the Bloomberg beta, and the last two rows of results we¡e calculated using the

Value Line beta.

(Ex. 18 at (RBH-R)-4). The results for the same calculations in Mr. Hevert's direct testimony

are shown below. As before, the first two rows of results were calculated using the Bloomberg

beta, and the last two rows ofresults were calculated using the Value Line beta.

(Ex. 3 at 20).

In hìs direct testimony, Mr. Hevert stated that his CAPM results did not reflect a

reasonable range of COE estimates because they were approximately 100 basis points below the

lowest COE authorized in at least 30 years and a fortiori were nnreasonable. As to the remaining

Sharpe Ratio-
Derived Market
Risk Premium

Bloomberg-Derived
Market Risk
Premium

Capital lQ-Derived
Market Risk
Premium

3.72%o Current 30-
Year Treasury

8.91% 1O.45Y. 9.96Yr

3.25% Near-Te¡m
Proiected Treasurv

9.06Y. 1O.6OY. lO.l0o/.

3.72%o Current 30-
Year Treasury

9.07o/n 10.66o/n lO.l5Y.

3.25o/o Near-Te¡m
Proìected Treasurv

9.22o/n 10.81% 10.30o/n

Sharpe Ratio-
Derived Markef
Risk Premium

Bloomberg-Derived
Market Risk
Premium

Capital IQ-Derived
Market Risk
Premium

3.720/. Ctrcent 30-
Year Treasury

7.43% t0.1.9% t0.14%

3.25% Near-Term
Proiected Treasurv

7.s7% r0.32% t0.37%

3.72Vo O¡rrenf 30-
Year Treasury

7.44% lO.20o/o r0.rs%

3.25% Near-Term
Proiected Treasurv

7 .57o/n 10.33% IO.28o/.
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results, he noted that the Federal Reserve's intervention in the capital ma¡kets had maintaìned

interest rates at historically low levels, and since the CAPM uses Treasury yields as an input, the

effect is a significant decrease in CAPM-derived COE estimates at this time. (Id. af 20-21).

However, he took a different tack in his febuttal testimony. There, he testified that only the

results of the Sharpe ratio-derived CAPM should be disregarded, and that the relevant range of

CAPM COE results was 9.96%-10.81%. (F;x.18 ar4l-42).

c. Bond Yield Plus Risk Premium Model'

According to Mr. Hevert, this model is based on the principle that since equity owners

bear the residual risks of ownership, their retums are subject to greater risk than ¡etums to

bondholders; thus, they require a premium over debt retums. The equity risk premium ("ERP") is

the difference between the historical COE and 3O-year Treasury yields. Mr. Hevert believed it

was reasonable to use actual authorized retums for electric utilities as the historical COE since he

was using the approach to calculate the ERP for electric utilities. (Ex. 3 at 21). He used the RRA

research for this input. He also calculated the average period between the filing ofa case and the

date of the final order (or what he called the "lag period"). For the long-term bond yield input, he

calculated the average 30-year Treasury yield over the average lag period (approximately 201

days). (Id. at 2l-22). He claimed that this analysis could also be used to address the stability of

the ERP because the data covered a number of economic cycles and was "particularly relevant"

in light ofthe current historically low Treasury yields. (Id. at22).

Mt. Hevert used a regression analysis in which the ERP was the dependent variable and

the long-term yield was the independent variable to determine the relationship between ìnterest

rates and the ERP. He noted that the RRA report included periods of "very high" and "quite low"

interest rates and authorized retums. He accounted fol that variability by using the semi-log



regression, which expresses the ERP as a function of the natural log of the 30-year Treasury

yeld. (Id. aI22-23). His results indicated a statistically significant negative relationship between

the long-term yield and the ERP over time; therefore, he concluded that simpìy appllng the

4.39Vo long-Ierm ERP would "significantly understate" the COE and produce results "well below

any reasonable estimate." (Id. at 23). Using the regression coefficients in his analysis, he

determined that the implied COE ranged from 10.23% to 10.76%. (Id. and Sch. (RBH)-5).

d. Multi-Staee DCF Model'

In his rebuttal testimony, Mr. Hevert performed a multi-stage DCF study, which focuses

on cash flow growth rates ove¡ the near term, intermediate term and long term. (Ex. 18 at 20-21').

In the first two stages, cash flows equal projected dividends; in the last stage, cash flows equal

both dividends and the expected sale price of the stock at the end of the period (the "terminal

pnce"). (Id. at 20). The terminal price is defined by the present value of the remaining cash flows

in perpetuity. In each stage, the dividend is the product of the projected eamings per share

('EPS) and the expected dividend payout ratio. (Id. at 20-21). M¡. Hevert claimed that the

primary benefit of the multi-stage DCF model is its flexibility; it avoids the limiting assumption

in the constant growth DCF model that the company will gtow at the same constarìt rate forever

because it is able to speciff near-, intermediate- and long-term growth rates. Since it calculates

the dividend as the product of EPS and the payout ratio, analysts can i¡clude assumptions

regarding the timing and extent of changes in the payout ratio. It is not limited to a single source

for its inputs and so mitigates the potential bias of relying on a single source for EPS growth

estimates. Finally, it enables the analyst to assess the reasonableness of the inputs and results by

reference to market-based metrics. (1d. at 21). Applying his multi-stage DCF model, Mr. Hevert

derived COEs for his proxy companies ranging from 9.48o/o to 70.66%o:



Mean Low Mean Mean Hish
30-Dav Averase 949% lO.Ojo/n 10.5s%

60-Dav Averase 9.48o/r 9.97Y. 10.5lo/n

90-Dav Averase 9.7ÙYr lO.15Yr r0.66%

(Id. a122 and Sch. (RBH-R)-7).

e. Consideration of Business Risks: Small Size and
Rlnfefion Cosfs-

According to Mr. Hevert, finance and academia have long accepted that the COE for

small companies is subject to a "small size effect." (Id. at 24, citing Annin and Levis)' He

acknowledged that the empirical evidence of the small size effect was often based on non-utility

industries, but stated that utility analysts such as Ibbotson Associates had noted that obstacles

such as a smaller customer base, limited financial resources, and lack of diversity across

customers, energy sources and geography implied a higher investo¡ retum. (Id.). He testified that

Delmarva was somewhat smaller than the average for the proxy companies in terms of customers

and annual revenues. Since Delmarva is not publicly traded, it was necessary to calculate a

sta¡d-alone market capitali zatloî for it. He calculated a $0.50 billion implied market

capitalization for Delmarva, compared to the proxy group's median $2.58 billion market

capitalization. (Id. at 24-25 and Sch. (RBH)-6). Delmarva's implied market capitalization fell in

the ninth decile of Momingstar's market capitahzation deciles, which corresponded to a 2.79o/o

size premium and suggested that a prernium as high as 178 basis points could be expected for

Delmarva relative to the proxy group. Instead of applying a specific adjustrnent to Delma¡va's

COE, however, he considered its small size in determining where its COE fell within the range

ofresults derived from his studies. (1d. at 25-26).

Next, Mr. Hevert considered flotation costs. He testified that these costs are associated

with the sale ofnew issuances of common stock and are part of capital costs. They are reflected
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on the baiance sheet as "paid-in capital" rather than as current expenses on the income statement.

They are incurred over time, so although ttre great majority ofsuch costs are incurred prior to the

test year, they remain part of the cost structure during the test year and beyond. (Id. at 26). iN4r.

Hevert determined a l5-basis point adjustment for Delmarva by modifl,ing his DCF calculation

to provide a dividend yield to reimburse investors for those costs. He claimed that the adjustment

recognizes the cost of issuìng equity incurred by PHI and the proxy companies in thei¡ most

recent two issuances. (Id. at26 and Sch. (RBH>7). Again, however, he did not make a specific

adjustment to Delmarva's COE, but considered the effects of the fiotation costs in determining

where its COE fell within the range of results derived from his studies. (Id. at 26-27).

2. The DPA's Position.

DPA witness Parcell selected a proxy group of 1 1 publicly-traded utility companies using

the following selection criteria: (1) market capitalization between $1 billion -$10 billion; (2)

500/o or more of revenues form electric operations; (3) common equity ratio of 40Yo or gteatet;

(4) Value Line safety rankin g of 1,2 or 3; (5) S&P stock ranking of A or B; (6) S&P or Moody's

bond ratings of A; (7) currently palng dividends; and (8) is not currently involved in a major

merger. He compiled a proxy group consisting of the following utilities: Allete; Alliant Energy;

Avista Corp.; Black Hills Corp.; IDACORP; MGE Energy; Northwestem Energy; Portland

General Electric; TECO Energy; Westar Energy; and Wisconsin Energy. (Ex. 15 aI 19-20 and

Sch. DCP-6). He also conducted his COE studies on Mr. Hevert's proxy companies. (Id. at 20).

a, DCF ñIodel'

Like Mr. Hevert, Mr. Parcell performed a constant growth DCF model study on his

comparison companies. He too adjusted the dividend yield to reflect the fact that companies pay

dividends at different times ofthe year. (Id. at 21-22).



Mr. Parcell testified that the DCF's dividend growth rate component is usually the "most

crucial and controversia.l" input. He noted that the objective for this component is to reflect the

growth that investors expect that is embodied in the price and yield of a company's stock.

Individual investors have different expectations, as shown by the fact that every decision to sell

stock at $X is matched by another decision to buy that stock at $X. (Id. a122). Investors also

consider altemative indicators in deriving their expectations as refiected by the fact that there are

several indicators for estimating investors' gowth expectations. Thus, he testified, analysts

should use more than one growth indicator to determine the dividend growth input. Qd. at 22-

23). Mr. Parcell considered five indicators, which he called "appropriate and representative" for

estimating investor expectations: (1) Value Line five-year avemge (2008-12) earnings retention

("fundamental growth"); (2) Value Line five-year average of historic growth in EPS, dividends

per share C'DPS), and book value per share ("BVPS"); (3) Value Line projected eamings

retention growth for 2073.2014 and 2016-18; (4) Value Line 2010-12 to 2016-18 EPS, DPS and

BWS projections; and (5) First Call five-year EPS growth projections. (Id. at23).

Mr. Parcell's DCF-derived results for his proxy group range.d from a low of 7.0%o to a

hrgh of I0.4%, and for Mr. Hevert's proxy group ranged from alow of 6.9Yo to a high of 9.9%.

(Id. at Sch. DCP-7 p.4). His mean and median results for the two groups are shown below. The

mean and median low are the results from using only the lowest growth rate, while the mean and

median high are the results from using only the highest g¡owth rate'

Mean Median Mean Low Mean Hish Median Low Median Hiøh

Proxv Grouo 8.1% 7 .9o/o 7 -0o/o 9.4o/o 6.7% 9.0o/o

Hevert Grouo 8.2% 8.0% 6.8o/o 9.0% 6.4o/n 9.1%

(Id. at24 and Sch. DCP-7 p.4)



Mr. Parcell testified that in determining the appropriate COE for Delmawa he gave less

weight to the low and average values derived from his DCF studies. Hence, he concluded that

the appropriate COE f¡om Delmarva ranged from 9.0%-9.4%. (Id. at 24-25).

b. Comparable Earninqs Model.

The comparable eamings ("CE ') model comes from the "conesponding risk" standard of

the Btuefield ard Hope cases and is based on the economic concept of opportunity cost - the

prospective retum available to investors from altemative investments of similar risk. (Id. at 28-

29). It is designed to measure the retums expected to be eamed on the original cost book value of

enterprises of similar risk; as such, it provides a direct measure of a fai¡ retum since it transiates

into practice the competitive principle upon which regulation rests. (1¿ at 29). It normally

examines the experienced and/or projected retums on book common equity; this follows from

the use of rate base regulation for public utilities. In tum, this cost of capital is the fair rate of

retum applied to the book value ofrate base to establish the revenue requirement. (1d.)'

The CE model requires the analyst to examine a relatively long period to determine

eamings trends over at least a fi¡il business cycle to avoid undue influence from unusual or

abnormal conditions that may occur in a shorter period. Mr. Parcell examined actual eamed

¡etums for the two groups ofpfoxy companies and for unregulated companies for the 1992-2012

period,?e and evaluated investor acceptance ofthose ¡etums as evidenced by the resulting market

to book ("MTB") ratios. He testified that the MTB ratìos allowed assessment of the degree to

which a given retum level equates to the cost of capital. He stated that it is generally recognized

that MTB ratios greater than 1.0 (100%) for utilities reflect a situation i¡ which a company is

able to attract new equity capital without dilution (above book value). One objective of a fair

7eM¡. Parcell testified that this time period encompassed tbree business cycles: 2009-12 (the current cycle), 2002-08

(the next most recent business cycle), an d 1992-2001 (the previous business cycle). (Id at30).
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COE is maintaining stock prices at or above book value, but there is no regulatory obligation to

set rates that will maintain an MTB ratio significantly above one. (1d. at 30).

Mr. Parcell's CE analysis produced the following results for the utility proxy companies:

Parcell Proxy Group Hevert Proxv Group
Historic Eamed ROE

Mean
Median

9.1%-tt.8%
9.2%-t2.0%

8.4%-t15%
I .3o/o-17 .80/o

Historic MTB
Mean
Median

t28%-t70%
120%-1,61%

122%-lss%
l'l8o/o-1620/o

Prospective ROE
Mean
Medìan

9.3o/o-70.01:o

8.8Vo-9.5o/o

9.2%-9.8%
9.Oo/o-9 -8o/o

(Id. at31 and Schs. DCP-10 and DCP-11). His resuits indicated that utility eamed ROES from

8.3Yo to 12%o had produced MTBs of 120%-170%, and that projected ROEs from 8.8%:o to 70%

related to MTBs of 134% and greater. The ¡esults for the S&P 500 over the same period showed

that average ROEs from 12.4% to 14.7o/o produced MTBs ranging f¡om 204%o to 34lYo. (Id. at

31-32 and Sch. DCP-12). He testified that these results indicated the level of realized and

expected retums in the regulated and competitive sectors, but to apply these retums to the proxy

companies it was necessary to compare their risk levels. After comparing several risk indicators

for the S&P 500 group and the utility groups, he concluded that the S&P 500 group was riskier

than the utility groups. (,Id. at32 arld Sch. DCP-12).

Mr. Pa¡cell concluded from his CE analysis that the COE for the proxy utilities ranged

between 9.0%-10.0%. (Id. aß2-33). He noted that the fact that MTB ratios substantially exceed

100% indicated that historic and prospective ROEs greater lha¡ l0%o reflect eamings "well

above" the actual COE for the regulated utilities, and that a company whose stock sells above

book value can allract capital in a way that enhances existing stockholders' book value, thus

creating a favorable environment for financial integrity. (Id. at33).
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c. @M_Model.

Mr. Parcell used the averuge 2}'year Treasury bond yield over the May-July 2013 period

(3.04%) as his risk-free raïe (íd. at 26) and the most recent Value Line betas. As noted

previousl¡ beta measu¡es the relative volatility of a particular stock relative to the overall

market. Companies whose betas are less than 1.0 are considered less risky than the market, and

companies whose betas exceed 1.0 are considered riskier than the market. Mr. Parcell noted that

utility stocks have traditionally been less than 1.0. (Id. at 26-27).

Mr. Parcell estimated the MRP input using t"vo measures. First, he compared the actual

retums on equity of the s&P 500 from 1978-2072 with the actual annual Treasury bond yields

for the same period. His MRP from this analysis was 6.60%. Qd. aT27 and Sch. DCP-8). Next,

he conside¡ed the total retums (dividends/interest plus capital gains or losses) for the S&P 500

group and for long-term govemment bonds as reported in Momingstar, using both arithmetic and

geometric means. The MRPs using this alternative werc 5.7o/o with the arithmettc mean and 4.1%o

with the geometric mean (Id. at 27 -28). Mr. Parcell testified that calculating the MRP using

both arithmetic and geometric means was appropriate because investors have access both types

of means; therefore, both t5,pes are presumably reflected in investment decisions. He concluded

that the expected MRP was approximately 5 .47% (the average of his th¡ee MRP calculations).

Mr. Parcell's CAPM results for his proxy group ranged fuom 6 3Vo to 7 .7%o, with a mean

of 7.0% and a median of 6.9%. The results fo¡ the Hevert proxy group ranged from 6-00/o to

8.2%, wíth a mean of 7.\Vo and a median of 6.9%o. (Id. af 28 and Sch. DCP-g). He identified two

reasons for the lower CAPM results. First, risk premiums were currently lower than in prior

years, reflecting a decline in investor expectations of equity retums and risk premiums. Second,

the interest rate on Treasury bonds has been lower in recent years, partially as a result of the
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Federal Reserve's stimulus actions, which also affects investors' retum expectations negatively.

He noted that while investors may have initially believed that the decline in Treasury yields was

temporary, that has not been the case: interest rates have remained at historically low levels

despite the recent increases. Consequently, he testified that "it cannot be maintained that low

interest rates (and low CAPM results) are temporary and do not reflect investor expectations."

(Id. at34). At the very least, those results indicate that capital costs remain at historically low

levels and that Delmarva's COE is less than in previous years, and therefo¡e his CAPM results

should be considered as one factor in determining Delmarva's COE. (Id.).

d. Overall Cost of Capital.

using Delmarva,s proposed capital structüe and cost of long-term debt, Mr. Parcell

recommended an overall cost of capital of 7 .02Vo to 7 .77o/o. He testified that this

recommendation will result in pre-tax coverage and a debt ratio within the benchmark range for

an A-rated utility. (Id. at35).

B. Delmarva's Requested COE Is Excessive and Should Be Reiected.

Delmarva,s ¡ecommended coE is excessive and should be rejected. Despite a recent

increase in Treasury bond lelds, even Delmarva's witness admits that those yields rernain

historically low. (Ex. 3 at 27). As the DPA will demonstrate, each of Delmarva's witness' coE

models, and nearly all of his inputs into those models, are biased upward to produce an

unreasonably high COE.

1. I)elmarvats Witness Inconsistencv Renders His Testimonv Suspect'

Delmarva identifies the "most significant" difference between its witness' and the DPA's

witness' positions as how their analyses correlate with current market conditions and are

sensitive to matket realities. (DOB at 34). In this case, Delmarva's cost of capital wiûress says
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that the recent inc¡eases in interest ¡ates should be associated with an increase in the COE, even

if not to the same degree. (Ex. 3 at 14; Ex. 18 at 3-12; Tr. at 428-29). As Delmarva notes, Mr.

Parcell agrees with that. (DOB at 35). He also agrees with its corollary: that decreases in interest

rates should also be associated with a decrease in the COE, even if not to the same degree. Mr.

Hevert pays lip service to that corollary (Tr. at 429), but it does not appear that he applies that

tenet in practice. How do we know this? We need only review his testimony in Delmarva's prior

rate case, Docket No. 11-528. In that aase, at a time when interest rates truly were at historic

lows (Tr. at 425-26), he recommended an even higher COE than he recommends here (I0.7 5%).

^See 
Docket No. 11-528, Hevert Direct Testimony aT 3, 72; Hevert Rebuttal Testimony at 5'

When asked about his Docket No. 11-528 recommendation during cross-examination in this

case, responded that hìs recommended COE in that case was high because the market was

unstable and investors were very risk-averse . (Tr. at 427).80

The DPA knows that utility cost of capital witnesses are retahed and paid to advocate

high COEs, just as regulatory staff and public advocate cost of capital witnesses are retained and

paid to advocate low COEs. That is simply a fact: utilities are unlikely to retain someone who

recommends a low COE, and regulatory staff and public advocates are unlikely to retain

someone who recommends a high COE. Witnesses become associated with workìng for one side

or the other, and anyone working in the public utility industry or in utility regulation knows

which witnesses generally work for what client.8l But the witnesses should at least have the

courage of their convictions. If COEs move up with increases in interest rates, they should also

80 As will be seen inlra at 122.23, at least one commission considering a sirnilar recommendation from M¡. Hevert

at around the same time did not accept that explanation.

8r This is exemplifred by the cost of capital witnesses in this case: Mr. Hevert's Attacbment A shows that he has

testifred exclusively fo¡ utilities since leaving Bay State Gas Compary (Ex. 3 at Attachment A), alld Mr. Parcell's

Attacbment 1 shows that he has testified exclusively for regulatory agencies and consumer interests. (Ex. 15 at
Attachment 1 p. 2).
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move down with dec¡eases in interest rates, and that should be reflected in a wihress' COE

recommendation. A witness unwilling to admit the latter when advocating the former is at the

very least guilty of inconsistency, and that inconsistency should color the consideration of the

rest of his testimony. The DPA respectfully requests that the Hearing Examiner keep this in mind

in evaluating the cost of capital witnesses' testimony.

2. Other Commissions Have Rejected Mr. Ilevert's Recommendations As
Tnn llioh Fnr Vqrinrrs Re¡sons-

Mr. Hevert used only RPS projections for his dividend growth input. Other commrssrons

have recognized that focusing only on projected EPS growth rates produces too high a growth

rate. ln In the Matter of the Application of Potomac Electric Power Company for Authority to

Increase Exísting Retai.l Rates for Electric Distríbution Service, FC 1087, Order No. 16930 at 6O

(DC PSC Sepf. 27, 2012),82 the DC PSC rejected Pepco's DCF-derived COE as "inflated,"

noting that 'þrojected EPS growth rates are overstated and should not be exclusively relied

upon." The DC PSC gave greatü weight to Pepco's "low mean" DCF results (which used the

lowest EPS growth rates) and to the growth rates proposed by other witnesses, including the

OPC's witness, who calculated his growth rates in the snme manner as Mr. Parcell' (Id. af 59).

Pepco's witness in that case was Mr. Hevert.

Other judgments that the analyst makes can also skew the DCF results upward or

downward. One such judgrnent is the selection of proxy companies. The Maryland PSC has

twice rejected Pepco and Delmarva COE studies on the ground that the proxy g¡oup included

utilitites with greatly disparate growth rates both on the high and low ends and which had

significant generation risk. 1n the Matter of the Application of Delmarva Power & Light

Company þr Authority to Increase Its Rates and Charges for Electric Distribution Semice, Case

sthttp,//www.dcps". orglpdf-fi les/commorders/orderpdfl ordemo-i 693O-FC i 087.pdf

720



No. 9285, Order No. 85029 at 77(Md. PSC July 20, 2072);83Pepco, Order No. 85028 at 107.

The DC PSC also rejected Pepco's DCF estimate due to the inclusion of vertically-integrated

companies in the proxy group. Pepco, FC 1087 at 60. Pepco's and Delmarva's witness in those

cases was Mr. Hevert.

Mr. Hevert acknowledged on cross-examination that generation companies tend to be

riskier than transmission-and-distribution only companies such as Delmarva. (Tr. at 440). He

also stated that his proxy companies had coal-fired and nuclear generation facilities, and while he

was not ready to concede that these types of generation made these companies riskier, he agreed

that the Environmental Protection Agency is considering regulations to require owners of coal-

fired generating units to either reduce the amount of coal they bum or to retrofit the units. (Id at

442-44). He also agreed that his proxy companies could derive as much as 40% of their

operating income from unregulated operations, which are viewed as riskier than utility

operations. (Id. at 446). The DPA admits that Mr. Parcell's proxy group suffers from some of

the same flaws as Mr. Hevert's proxy group; it simply is not possible to find enough pure

transmission-and-distribution companies to serve as proxies for Delmarva. But what this means

for the COE is that Delmarva has less risk and therefore would not command as high a COE as

companies with generation - a fact that Mr. Parcell recognizes but Mr. Hevert seems not to.

The Nevada Public Utilities Commission rejected Nevada Power Company's suggestion

that its COE was rising because of increased volatility in capital markets. Application of Nevada

Power Company d/b/a NV Energy þr Authority to Increase Its Annual Revenue Requirement for

General Rates Charged 1o All Classes of Electric Customers and for Relief Properly Related

83htto://webapp.osc.state.md.us/IntranelCasenum,Newlndex3 VOoenFile.cfm?ServerFilePath:C:\CaseNum\9200-
9299\9285\90.pdÐ
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Thereto, Docket No. 11-0606 et al., Order Dated Dec. 23,2011 at 25.84 It found that the weak

economy reduced expected retumsss and thus the opportunity cost of investing in utilities. It

further found that the low bond yields made utility stocks more attractive since they are

"significantly less risk than investment within the relatively volatile broad e'qui$ matket." Id-

Nevada Power's witness in that case was Mr. Hevert.

And the Illinois Commerce Commission found that "[a]mong the many problems" with

Ameren's bond yield plus risk premium methodology were its reliance on authorized utility

ROEs throughout the United States and its "healy reliance on historical data and the difficulty in

determining an appropriate historical period to rely upon." Ameren lllínois Company, d/b/a

Ameren Illinoís Proposed General Increase in Natural Gas Rates, Docket No. 11-0282, Ordet

Gl. C.C. Jan.10,2012) at 725.E6 Ameren lllinois' witness in that case was Mr. Hevert.

In both Pepco's and Delmarva's 2009 Maryland cases, the Maryland PSC began its

discussion of its decision on the appropriate cost of equity in both cases with this statement: "We

find, as an initial matter, that Delmarva's recommended I0.7 5o/o cost of equity is excessive and

unjustified." Delmarva Power, Oróer No. 85029 at 77 (Md. PSC July 20, 2012); Pepco, Otder

No. 85028 at 107 (which added the adjective "totally''before "unjustified")' More recently, in

its decision in Pepco's most recent rate case, that same commission found Mr. Hevert's proposed

L0.25% COE to be "anomalously high in relation to other recommendations." In the Matter of

the Application of Potomac Electric Power Company þr an Increase In lts Retail Rates for the

Dístribution of Electric Energlt, Case No. 9311, Order No. 85724 at 106 (Md. PSC July 12,

sahttp://puÇwebl.state.nv.uyPDF/AxImaees/DOCKETS-2010 THRU PRESENT/2011-6/13762.Ddf

EsThis is a finding that seems to be coDfiImed by the expected long-tenn returns on Delmarva's pension pla.n assets

that were used to calculate the net periodic benefit cost over t¡e last several years, which was 8.257:o for the 2007-

2009 period; 8.0% for 2010; and 7.25%o for 20ll and201.L (Exs. 30-31).

86htto://rvrvw. 
icc. illin



2Oß).E7 Moreover, as pointed out at the evidentiary hearing, Mr. Hevert's recommendations

have ranged from 26 to 205 basis points over the ROEs the commissions ultimately approved.

(Tr. at 457-58).

The DPA doubts that there is a cost of capital witness anywhere in the country whose

recommendations have been adopted without reservation. But the DPA respectfully believes that

the findings of ou¡ sister commissions - especially those that also regulate other PHI companies

and have considered this same witness and his testimony - are worthy of reliance. Mr. Hevert's

inputs into his COE models invariably bias his study results upward. They should be given no

weight in determining the appropriate COE for Delmarva.

3, Thirty-Year OId Authorized Returns on Equity Have No Bearing on
'Whrf Delmarvets COtrl, Shnuld Re Now.

Despite Mr. Hevert's claim on cross-examination that hìs purpose for using the RRA

authorized retums was to generally examine the relationship between authorized retums and

interest rates (^h. aT 437), he actually uses them time and again in an attempt to demonstrate the

unreasonableness of DPA witness Pa¡cell's recommended COE compared to othe¡ authorized

COEs (and convince the Commission to award Delmarva a high retum). His prefiled testimony

belies his oral testimony:

Q: Did you give any weight to the Mean Low DCF results in developing your
ROE range and recommendation?

A: No, the mean low results a¡e well below any reasonable estimate of the
Company's Cost of Equity. Of the 1,392 rate cases since 1980 that
disclosed the awarded ROE, þr example, only one included an ROE of
9.000Á or lower. On that basis alone, the mean low results are highly
ímprobable. As such, I did not give these estimates any weight in arriving
at my ROE range and recommendation.

(Ex. 3 at 14 and n.l 1) (emphasis added).

s?http://webapo,psc.staæ.md.

9399\9311\\164.odf
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Did you give your Sharpe Ratio-based CAPM results sigrificant weight in
arriving at your ROE range and recommendation?

No, I did not. The CAPM results based on the Sharpe ratio derived MRP
range from 8.91%o to 9.22%o- As díscussed above, results below more than

99.50% of authorízed ROEs since 1980 (and well below the Company's

previousiy authorized ROE) should be given little to no weight in the

context ofdeveloping a recommended ROE.

(Ex. 18 at 41) (emphasis added). Futthermore, he discounts certain results of his DCF and

CAPM studies because they are "highly improbable" based on his analysis of RRA's disclosure

ofthe authorized COEs in 1,392 rate cases since 1980. (Ex. 3 at 14; Ex. 18 at 41). It is clear that

Mr. Hevert did we the RRA results for more than simply examining the relationship between

authorized retums and interest rates.

There are problems with relying on the RRA results. One is that the report contains no

discussion of the circumstances under which the reported retums were authorized. Mr. Hevert

admitted that case-specific circumstances should be considered, and that a retum that is

reasonable at one time based on one set of facts can become either too high or too low (Tr. at

432, 453-54). And what we do know about the cifcumstances in which many of the letums

identified in the RRA report were authorized shows that they have no relevance to the cuÍent

docket. The RRA report contains authorized coEs from the 1980 and 1990s, which Mr. Hevert

agrees was a time of "quite high" retums that are unlikely to occul during the rate effective

period in this case. (Tr. at 435-38). Many of the reported retums are for vetically-integrated

companies; Mr. Hevert agrees that generation companies are generally riskier than transmission-

and-distribution-only companies. (Tt. af 440). Finall¡ many of the retums on the report are old:

Mr. Hevert agrees that retums from the 1980s and from the early 2000s are not'lecent" (Tr. at

436,447), so it is fair to assume that he \ryould not consider retums from the 1990s to be "recent"

either.

Q:

A:

L24



A second problem is that looking at othü authorized retums is circular; Mr. Heveú

agreed that if regulators only looked at what other regulators were awarding, "after a while the

number would never go anywhere." (Id. at 432). But that is exactly what Delmarva exhorts the

Commission to do: look at other authorized retums and award Delmarva something similar.

4. Delmarva Is In No Danger of Being Downgraded.

Delmarva conjures up the spectre of rating agency downgrades if the Commission does

not authorize its recommende d 10.25% COE, pointing to Fitch's July 2013 downgrade of its

affiliate Pepco due to the state regulatory environment and the outcome of its rate cases. (DOB at

35-36). Delmarva says authorizing a 70.25% COE will "signal a consistent and reasonable

regulatory environment" and enable it to "maintain a sound financial profrle and appropriate

credit ratings." (Id. at36).

This is a constant refrain in Delmawa tate cases, and the Commission should pay it no

heed. First, Pepco's situation is not comparable to Delmarva's. As discuss ed at lengJh supra,

the Maryland PSC and District of Columbia PSC have taken Pepco to task for longstanding

reliability problems that simply do not exist in Delaware. Moreover, as Mr. Boyle admitted on

cross-examinatìon, Delmarva has not been downgraded at any time by the rating agencies in the

last five years. (Tr. at 169).

Second, on November 8, 2013, Moody's issued a report identifiring a number of utilities

that it is considering for an upgrade. (Ex. 26). That report includes Delmarva as well as its

affiliates Atlantic City Electric - and Pepco. In its report, Moody's stated:

We believe that many US regulatory jurisdictions have become more credit
supportive of utilities over time and that ouî assessment of the regulatory
environment that has been incorporated into ratings may now be overly
conservative.



The US utility sector's low number of defaults, high recovery levels, and

generally strong financial metrics from a global perspective provide additional
corroboration for our view that ratings should generally be higher.

We expect that most upgrades will be limited to one notch, and that the reviews of
the affected companies will be completed within approximately 90 days'

Although we anticipate that most of the utilities placed under review will be

upgraded, there may be selected instances where ratings will not be upgraded
followìng the completion of our review.

(Id. at l). Moody's noted that certain companies or utility holding companies were not on

review for upgrade due to specific circumstances such as being engaged in substantial generation

construction or other large capital projects, having a current "Negative Outlook" or being "under

potential downward rating pressure," charactenzed by material concentration or event risk,

facing market or regulatory risks specific to their paficular jurisdiction, or being paft of a

corporate family with significant non-utility operations. (1d.) Pepco made Moody's list for

potential upgrade despite the allegedly non-supporting regulatory environments it faces in

Maryland and the District of Columbia and despite Fitch having already downgraded it.

While the DPA acknowledges that Moody's may not upgrade Delmarva, this report

suggests that Moody's does not consider Delmarva to be in danger of a downgrade' In this same

vein, Moody's also identified as candidates for upgrading numerous utilities whose most recent

authorized ROEs are less than 10% (Ex. 28; Tr. at 179-88), which certainly suggests that

Moody's does not consider ROEs below 10% to be a kiss of death.

Third, this Commission should not be bullied into authorizing a COE that is above

market due to the unsupported conjectures of what the rating agencies might or might not do.

The Supreme Court has specifically cautioned regulators against doing so. Permian Basin,390

U.S. at 791. This Commission, too, has acknowledged that :urrrdet Permian Basin il is tequ,ited Io



assess both the broad public interest and the utility's inlerest. Delmarva Power, Order No. 8011

atlp82.

The DPA acknowledges that this Commission believes it is important for the utility to be

frnancially healthy (and agrees that it is important). The Maryland PSC recognizes the

importance of a financially healtþ utility too, but it has dismissed arguments simìlar to those

Delmarva puts forth here regarding what rating agencies might do to or for it:

Pepco implores us to increase rates in order to strengthen its eamings and send

"constructive signals" to the investment community. Pepco argues that if we
grant the large rate increase it has requested, if we allow pre-payments and

surcharges fo¡ infrastructure investments and if we increase the return to
shareholders, then customers and the public will benefit from lhe possibility that
its credit rating might improve, that lenders might taatPepco more favorably, and

that Wall St:.eet m¡ght vlew Maryland as a more favorable regulatory climate. To
us, that is a lousy bargain. The only certain outcomes from that approach are new
bu¡dens on Pepco's customers. We know for certain lhat if we adopted Pepco's
requests, customers would pay more. We knowþr certain lhat customers would
assume financial risks that the Company always has bome. And we lrllow for
certain that Pepco and its parent company would reap higher eamings, which it
would be fiee to use as it saw fit, and which it would not be compelled to reinvest

in the business. As Pepco's witness conceded, there is no certainty that the public
would see any retum on that investrnent.

Pepco, Ordet No. 85028 at 3-4 (emphasis in original). (And remember: at around the same time

one rating agency downgraded Pepco, another rating agency has identified it for a potential

upgrade). (8x.26). Delmarva has investment-grade bond ratings. (Ex. 15 at Sch' DCP-3' p.1).

Mr. Boyle testified that PHI has issued debt since the Commission's decision in Docket No. 09-

414. (Tr. at 169). And Delmarva agreed (subject to check) that despite its allegedly reduced

eamings, it: paid dividends in each year from 2008 fttro.ugll.2012¡' paid all of its c¡editors in each

of those years; paid executive and non-executive incentive compensation to its employees in

each of those years; gave non-union ernployees raises in each of those years except 2009; and

gave raises to union employees in each of those years except 2010. (Id. at 635'37).



Notwithstanding its lack of revenues, it still had money for raises and incentive compensation

and bonuses and dividends. It can be assumed that the rating agencies know all of the doom and

gloom Delmarva claims about its eamings and revenues and retum on equity. Despite all that,

Moody's is still considering upgrading Delmarva. (Ex. 26).

The DPA respectfully submits that the Maryland PSC is correct. We ca¡ be certain that a

rate increase will result in customers paying more and that Delmarva will have more money to

use as it sees fit. But there is no guarantee that the rating agencies or Wall Street or lende¡s will

look mo¡e favorably on Delmawa even if the Commission gives it everything it requests.

5. Delmarva's Claimed Deficiencies In the DPA's COE Studies
Shorrl¡l Re Reiecfed-

This Commission generally has not examined the individual inputs into cost of capital

witnesses' models, or even the witnesses' application of those models. However, in the event the

Commission does delve into the witnesses' cost studies more deeply than it has in the past, the

DPA will address Delmarva's claimed deficiencies in its COE studies.

Delmarva claims that: (1) Mr. Parcell's reliance on historical growth measures as well as

projected growth measures bias his DCF study results downward; and (2) his DCF included

growth rates that are too low to be sustainable in the long run. (DOB at 44-45). Cost of capital

witnesses always argue about whether only analysts' projected growth rates should be used as

the appropriate growth rate input. But as discussed previously, the DC PSC rejected using only

projected EPS growth rates in the DCF model because they were "overstated." Pepco, FC 1087

at 60. Moreover, Mr. Hevert agreed that a company cannot grow indefinitely at a faster rate than

the market in which it sells its product (Tr. at 454). Since 2010, the highest quarterly real GDP

growth was 4.7%o in the fourth quarter of 2011. For the first two quarters of 2013, real GDP

growth was 1.8% and l.7Yo, respeclively. The overall annual real GDP since 2010 has been
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2.4%:o in20l0,1.8%o in2}ll and 2.2%o in 2012. (Ex. 15 at Sch. DCP-2, pp. 1-2). Onlytwo of the

35 projected EPS growth rates Mr. Hevert used in his direct and rebuttal DCF studies are less

than3%0, and. (Ex. 3 at Sch. (RBH)-l, pp. 1-3; Ex. 18 at Sch' (RBH-R)-1, pp. 1-3).

Next, Delmarva calls the "fact' that Mr. Parcell did not use his CAPM results to set his

recommended coE range a deficiency. (DoB at 45). Delmarva. is wrong: Mr. Parcell

specifically stated that his CAPM results should be conside¡ed as one factor in determining

Delmarva's COE. (Ex. 15 aI 34). While he did not include those results in calculating the

average from his studies, he testified that they indicate that capital costs remain at historically

low levels and that Delmarva's coE is less than in previous years. (Id.). Furthermore, we note

that Mr. Hevert discounted the results of his CAPM studies in his direct testimony and did not

use the results of his Sharpe ratio-derived cAPM model in determining that his 10.25%

recommended COE was reasonable in his rebuttal testimony. (Ex. 3 at 20-2I; Ex. 18 at 41).

Even if Mr. Parcell had not used his CAPM results to inform his ¡ecommended COE (which is

not the case), ifit is a deficiency, then Mr. Hevert's direct testimony suffers the same fate.

Delmarva contends that Mr. Parcell's CE study relied substantially on his subjective

assessment. @oB at 46-47). But all models require subjective assessments. For example, the

constant growth DCF modei requires the analyst's subjective assessment of the apFopriate

growth appropriate. The GAPM model requires the analyst's subjective assessment of the

appropriate risk-free rate and the appropriate MRP. So it is not surprising that the CE model also

required Mr. Parcell to apply his judgment with respect to the relationship between MTB ¡atios

and eamed ROEs. Delmarva obviously disagrees with Mr. Pmcell's testimony that such a

relationship exists and what his determination of the appropriate MTB ratio is for a company like
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Delmarva, but that is a different issue than criticizing a study simply because it requires the

analyst to apply his subjective judgrnent.

Delmarva asserts that the DPA's COE recommendation does not reflect current capital

market conditions. (Id. at 48-49). It claims that he admitted that the "flight to safetl'that he

discussed in his testimony no ionger applies, and concludes from that that there is no basis for

Mt. Parcell's statement that investors expect lower retums. Next, it claims that although "the

broad market increased by nearly five percentage points" over the May 20l3-September 6,2013

time frame, utility stocks "significantly underperfonned the broad market" during this period,

and regardless of what the reason for that underperformance is, it must be considered in deriving

the appropriate COE. Finall¡ it complains that Mr. Parcell assumes íhat a 9Yo COE is as likely

as a l0o/o COE because he gave equal weight to all ofhis DCF and CE study results. (1d.).

Mr. Parcell did testifr that the flight to safety was no longer a factor in the capital

markets. But that was not the sole basis for his conclusion that investors expect lower retums.

úrdeed, one of the most sigrrificant factors for his conclusion is that despite the recent i¡crease in

bond flelds, capital costs are still at historic lows:

On the other side of this "flight to safety''is the negative perception of the recent
declines in capital costs and retums, which significantly reduced the value of most
retirement accounts, investment portfolios and other assets. One sigrrificant
aspect of this has been a decline in investor expectations of retums. Finally, as

noted above, utility interest rates are currently at levels below those prevailing
prior to the financial crisis oflate 2008 to early 2009 and are near the lowest level
in the past 35 years.

(Ex. 15 at 13-14).

There is no record support for Delmawa's assertion that utility stocks "sigrrificantly

underperformed the broad market" during the May 20l3-September 6,2073 peiod. Delmarva

cited nothing in the record to support this statement; the only record citation that appear in the



patugraph discussing this says nothing about utility stocks underperforming the broad market.

There a¡e times when utility stocks outperform the broad market, but Delmarva says nothing

about that; apparently that street only goes one way. Finally, the average MTB ratio for the

companies in both Mr. Hevert's and Mr. Parcell's proxy groups has increased each year in the

2009-2012 peiod, showing that utilities are performing quite well. (Ex. 15 at Sch' DCP-I0, p.2).

Finally, Mr. Pa¡cell's equal weighting of the results of both studies actually results in a

higher COE recommendation: had he placed greater weight on the DCF results, his

recommended COE would have been substantially lower. He would have been justified in doing

so, since - as Delmarva acknowledges - this Commission relies primarily on the DCF to set a

utility's COE, but he applied his judgrnent in giving less weight to the low and average results

that his model produced. (Ex. 15 at24-25).

The alleged deficiencies that Delmarva identifies in Mr. Parcell's studies a¡e nonexistent.

Its arguments should be rejected.

6. To the Extent Delmarvats Recommended COE Contains an
Allowance for Flotation Costso the Commission Should
I'.Ynrcsslv Reiecf ff^

Mr. Hevelt considered flotation costs in reaching his final recommendation. The

Commission has rejected flotation cost adjustrnents time and agarn. Delmarva Power, Order No.

8011 at !f288; Delmart a Power, Order No. 6930 at jp7 5; Delmat'va Power, Ordet No. 3389 at

'tf231. Delmarva has proffered no new facts or arguments supporting a change in this policy.

2009 2010 20t1 2012

Parcell Proxv Group t06% 726o/n 1360/o l460/o

Hevert Proxv Grouo r02% 11,80/n l28o/o r39%



7. To the Extent I)elmarva's Recommended COE Contains an
Adiustment for Its Alleeed Small Size. It Should Be Reiected.

Mr. Hevert testified that he considered Delmarva's small size in determining the

appropriate COE for Delmarva. He acknowledges that the studies upon which he relies for this

effect did not specifically examine utilities but claims that utility analysts have noted that there

are risks associated with small markel capitalizatioî. (8x.3 af 24).

Delmarva's request should be denied. First, neither of the a¡ticles that Mr. Hevert cited

in his direct testimony is specific to utilities. Second, the Annin article discusses such an

adjustment in the context of including it in the CAPM model. Mr. Hevert did not do that here;

rather, he calculated an adjustment outside ofthe CAPM model. The A¡nin article also says that

the adjustment is over ard above any increase already provided to smaller companies as a result

of their high betas; however, utilities a¡e less risþ than the market as a whole (see Ex. 3 at Sch.

(RBH)-3 for the proxy company betas), and transmission-and-distribution utilities are less risky

than companies which still own generation, as most of the proxy companies do.

Third, Professor Annie Wong performed a study that did specifically examine whether

the small size effect existed in the public utility industry. 
^See 

A. Wong, " Utílíty Stocks and the

Size Effect: Am Empirical Analysis, " 1993 Joumal of the Midwest Finance Association, pp. 95-

101 (Attachment L). Dr. Wong specifically referenced previous studies, noting that the samples

in those studies were dominated by industrial firms and no one had examined the size effect in

public utilities. Id- at 95. Her objective was to "provide a test of the size effect in public

utilities." Id. at 96. She selected a sample of 152 public utilities and, for each of the 152

utilities, selected one slightly larger and one slightly smaller industrial firm, so that there were

304 industrial firms in her non-utility sample. 1d. She concluded:
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The objective of this study is to examine if the size effect exists in the utility
ìndustry. After controlling for equity values, there is some weak evidence that
flrm size is a missing factor from the CAPM for the industrial but not fo¡ the

utility stocks. This implies that although the size phenomenon has been strongly
documented for the industrials, the findings suggest that there is no need to adjust

for the firm size in utility rate regulations.

Id. at98.

For all of the foregoing reasons, Delmarva's suggestion that the Commission should take

its small size into account in determining the appropriate COE should be rejected.

*r¡*

Quite simply, Delmarva's proposed COE is overstated. It relies on a inflated growth rate

input for the DCF; on CAPM studies whose MRP input greatly exceeds the long-term experience

of the differential between coÍtmon stocks and govemment bonds; and on a bond yield plus risk

premium model that uses average authorized retums that have not been seen since 2003, in

addition to havhg been rejected by at least one commission. The DPA's recommended COE ìs

more in line with market conditions as they exist and are expected to exist for the foreseeable

future. The DPA therefore respectfully requests the Commission to reject Delmarva's proposed

COE, and to approve the DPA's recommended COE.

VI. CLASS COST OF SER\TCE STT]DY ("CCOSS")

A. The DPA's Modifications to Delmarva's CCOSS Should Be Accepted.

1. Introduction - Discussion of CCOSS

A CCOSS is a method to reconcile utility costs and revenues across different customer

classes. (Ex. 14 at 23). Its goal is to determine the cost of providing service to a particular

customer class and the revenue contribution that each class makes to cover those costs. The

CCOSS results can be used as a tool to develop each customer class' revenue responsibility and

rates. (Id. at 23-24; Ex. 10 at 9).
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A CCOSS typically has three steps: functionalization, categoization and allocation. In

the functionalization step, costs are defined based on their natufe; where, as here, the utility is a

distribution-only utility, most costs are functionalized as distribution-related. In the

categoization step, the distribution costs are separated ìnto a particular type of cost, such as

demand-, energy- or customer-related. Demand-related costs are those associated with meeting

maximum electricity demand (for example, substations and transformers are desigted at least

partially to meet maximum demand requirements). The most common demand allocation factors

are related to system coincident peaks ("CP") and non-coincident customer class peaks C'NCP).

Energy costs are those that tend to vary with the amount of electricity sold and can be thought of

as volumetric. Customer-related costs are associated with connecting customers to the system,

metering, and other customer support functions. In the last step, the demand-, energy- and

customer-related costs are allocated to a respective customer class. (Ex. 14. at 24'25; see also

Ex. 10 at 11).

This is not a simple process. Some costs can be clearly identified and directly assigned to

a function/category, but others are more ambiguous and difficult to assign. The primary CCOSS

challenge is treating "joint and common" costs. Because of their sha¡ed or integrated nature,

such costs can be difficult to assign to a particular function or category. As a result, unique

allocation factors are used in a CCOSS to classiff such costs, and the process of developing

these factors is often subject to differing interpretations and ernphases. (Ex. 14 aT24).

A utility's historic book costs are the core of a CCOSS; thus, rates are based on historic

average costs. Although economic theory suggests that the most efficient form of pricing in

perfectly competitive markets should be based on marginal costs, distribution utilities do not

operate in perfectly competitive markets (they are natural monopolies); therefore, it is not
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possible for distribution utilities to reach the ideal pricing formula outlined in economic theory.

There are two reasons for this. First, the nature of natural monopolies makes prìcing difficult in

the presence of declining average costs, a problem further complicated by the presence of the

joint and coÍtmon costs, as explained earlier. Second, the costs used in a CCOSS a¡e historic

and static, not dynamic and forwardlooking, which undermines many experts' cost causation

and pricing claims. In the end, a CCOSS reveals no one single correct answer, so regulators

must exercise their judgrnent regarding the nature ofthese costs and theit implications in setting

fair, just and reasonable rates. (Id. at25-26).

Often, the main challenge in evaluating CCOSS results is determining whether costs will

be recovered strictly by each customer class' peak load contributions or whether off-peak usage

will also be conside¡ed. Methodologies that are heavily biased to peak considerations can tend to

favor larger customer classes and off-peak customers, and prejudice relatively lower load factor

customers such as residential and small commercial customers. Such methodologies also fail to

fully capture the commodity the utility sells (electricity), and how the value of that electricity

varies by the amount purchased by the different customer classes. (Id. af26-27).

Delmarva uses three separate allocatoß to distribute dernand-¡elated costs - Primary

Demand (DEMPRI), Secondary Demand (DEMSEC) and Line Transforme¡ Demand

(DEMTRNSF). (Id. aT 27). It derived these allocators from two separate measurements of

electric demand - a Class Maximum Diversified Demand (Class MDD) and a sum of customer

maximum non-coincident demands (Customer NCP). The Class MDD is a traditional measure

of non-coincident customer class peaks (NCP) measured as the maximum hourly system demand

athibutable to each rate class for a given year (in the case, calendar year 2011). (Id. at27). T1'rc

Customer NCP is an aggregation of each customer's individual maximum hourly system demand



within a rate class. Since not all customers possess the metering equipment to directly measure

individual demands, Customer NCP calculations rely heavily on estimates from a sample of load

research meters dispersed throughout the service territory. (Id. af28).

The DEMPRI factor is simply the ratio of each individual customer class MDDs.

Delmarva used it to allocate Structures & Improvements (Account 361); Station Equipment

(Account 362), and the primary voltage system assets in Account 364 (Poles, Towers &

Fixtures), Account 365 (Overhead Conductors), Account 366 (Jnderground Conduit) and

Account 367 (Underground Conductors & Devices). (Id. at 27 -28).

DEMSEC was derived based on 50% Class MDD and 50% Custome¡ NCP excluding

LGS-S, GS-P and GS-T customers; and DEMTRNSF was derived using 50% Class MDD and

50% Customer NCP but excluding Class MDD for LGS-S customers and completely excluding

GS-P and GS-T custome¡s. (Ex. 14 aT 27). Delmat:ta used the DEMTRNSF factor to allocate

Account 368 (Line Transformers), and used the DEMSEC factor to aliocate overhead and

underground services a¡d the secondary voltage system assets attached to Accounts 364-367.

(Id. at29).

Pursuant to the settlement agreernent in Docket No.09-414, Delmarva conducted a

workshop to address deficiencies that Staff had identified in its CCOSS in that case. (Id. at 29-

30). It made five changes to its CCOSS practices as a result of that workshop: (1) use Delaware-

speci{ic load survey data to estimate residential non-coincident peak demands; (2) use weather-

normalized sales and revenue data; (3) use an updated analysis of system losses; (4) allocate

Account 369 (Service Lines) on the basis of a derived allocator; and (5) disaggregate traffic

signal customers from the general street lighting class. (1d. at 30).
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DPA witness Dr. Dismukes testified that Delmarwa had complied with the Settlement

Agreement in Docket No. 09-414, but identifred several remaining deficiencies in its CCOSS

methodology. First, the load data Delmawa used in the CCOSS was based on calendar year

2011usage, even though the financial data it used is associated wlth a 2072 test year. (Id. at32-

33). Second, Delmarva had not verified the validity of its load research sampled since an April

2008 analysis that used September 2007 billing data. Dr. Dismukes noted that Delmarva had

stated that it had no written policy for updating load research samplings, but rather "'relie[d] on

the quality of current sample load data statistics to dictate sample maintenatce needs."' (Id. at

33, quoting Delmarva's response to AG-COS-25).

Dr. Dismukes also disagreed with two of the allocation factors used in the CCOSS: (1) a

labor allocator for general and common plant accounts; and (2) a 50/50 weighting of number of

customers and energy sales allocato¡ for Accounts 907 through 913. (Id. at 33). Dr. Dismukes

prepared an altemative CCOSS using his recommended allocation factors of total distribution

plant for general and coÍtmon plant accounts and a custome¡-based allocation factor for

Accounts 907-913. (Id. at33,35-3'7 and Schs. DED-9 and DED-11).

DEUG witness Phillips takes issue with the classification and allocation of Accounts 364-

367 as entirely demand-related and contends that they should be classified and allocated based

on both demands and customer counts using a minimum distribution size or zero intercept

methodology. (Ex. 16 at 9-10; Tr. at 990). He claims that allocating these accounts solely on the

basis of demand is inconsistent with cost causation and generally accepted costing methodolog¡

and that using no customer component is wrong and produces erroneous results. (Ex. 16 at 10,

20). According to Mr. Phillips, the distribution systern's primary purpose is to deliver power

from the transmission grid to the customer in various geographical locations and at diffe¡ent



voltage levels, and ce¡tain investments must be made just to connect a customer to the system.

Moreover, many equipment ma¡ufacturers only have minimum sized equipment available, and

safety concems and construction practices often require minimum sized equipment; thus,

demand is irrelevant in these circumstances. Rather, he states that "[t]hese investments are

properly considered to be customer-re1ated." (Ex. 16 at 10). This is the "minimum distribution

system" cost of service concept, which M¡. Phillips says "has been accepted for decades as a

valid consideration by numerous state public utility commissions" and has "also been presented

in the Cost Allocation Manual that the Nationai Association of Regulatory Utility

Commissioners C'NARUC) publishes. (Id. at l0-ll) ("Manual"). Essentially, the MDS

methodology assigns all costs ofa hypothetical minimum distribution system to customers. (1d.

at 11). He claims that the Manual supports allocating part of Accounts 364-367 on the basis of

customer count, and that regulatory authorities in 13 states have classified a portion of these

accounts (ranging from 30%-50%) as customer-related. (Id. at 14-17). He claims that Delmarva

supported a customü component for allocating these costs in Docket No. 92-85, and that it

agreed to provide zero intercept and minimum distribution system studies in its "last" Maryland

electric rate case, CaseNo.9249,aspartofthe settlement of that case. (Id. af 16).

Mr. Phillips prepared a CCOSS that classified a portion of the Account 364-367 costs on

a customer basis, using his calculated average customer component. (Id. af 18 and Schs. NP-3

and NP-4). He claimed to have adjusted the customer allocation factor associated with the

secondary system for both his MDS and zero intercept studies in order to address certain

criticisms of those methodologies. (Id. at 19). He averaged the results of the two studies "to

account for the subjective estimates used in the individual studies" (the subjective assessment of

the minimum size system in the MDS study and the estimated data used in the zero intercept
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study). (1d.). The result of his reclassification of some of the Account 364-367 costs was an

increase in costs allocated to the residential customer class and a decrease in costs allocated to

the GS-S and GS-P classes. (1d. and Sch. NP-4).

Staff witness Pavlovic testified that the relationship between cost allocation, rate design

and revenue requirement recovery was "deceptively simple:"

If a utility's costs of providing service are not accurately allocated to its rate

classes and rate class costs are not accurately reflected in the rate classes' tariff
billing charges, then the utility will either over or under recover its costs of
service or revenue requirement. The less accurately the costs are reflected in the
rate classes' tariff billing charges the greater the utility's under or over recovery
of its costs will be.

(Ex. 10 at 6). He identified trvo primary drivers of distribution costs: the number of customers

the system serves and those customers' demands on the system, and framed the issue as whether

Delmarva's proposed cost allocations and tariff rates accurately reflected Delaware custome¡s'

distribution customer and demand costs. (1d. at 6-7). He concluded that Delmarva's CCOSS

was "suspect" and did not reflect as accurately as possible each class' cost-causative impact on

the system because: (1) it failed to develop separate allocators for underground and overhead

facilities; (2) used demand allocators that did not accurately reflect class diversity at the load

center level; and (3) employed four composite allocators that used an arbitrary 50/50 weighting

of demand allocators. (Id. at5,72).

Dr. Pavlovic testified that Adjustment 26 would "substantially and/or disproportionatell'

impact the CCOSS results; however, since Staff had recommended rejecting the adjustment

entirel¡ he did not examine it further . (Id. af 11,-12).

As to his first criticism, Dr. Pavlovic testified that Delmarva had properly functionalized

its overhead and underground facilities separately, but then used the same demand allocator for

both, which effectively reversed the separate functionalization. (Id. at 12). According to Dr.
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Pavlovic, underground and ove¡head facilities have different cost characteristics and residential

and commercial customers typically use them in different proportions. Comme¡cial customers

generally make greater use of underground facilities, which are substantially more expensive

than overhead facilities; thus, using the same allocato¡ for both generally overallocates costs to

the residential class and underallocates costs to the commercial class. Since Delmarva uses class

rates of retum to distribute its revenue requirement, if a class rate of retum is understated, the

revenue requirement distribution will overstate that class' cost contribution, and that class' rates

will recover more than its sha¡e of the costs. (1d. at 12-13).

Next, Dr. Pavlovic testified that the divenity on each functional type of facilities and

voltage level is a function ofhow a utility actually plans and deploys its facilities and the actual

distribution of customers served by those facilities. Diversity generally declines from a

maximum on transmission facilities to zeÍo at the individual custome¡'s service. In practice, the

actual amount of diversity on a facility will range between zero measured by maximum customer

demand and the maximum measured by coincident peak demand. However, the demand

allocators that Delmarva used arbitrarily assumed no load diversity, which Dr. Pavlovic opined

was "extremely unlikely." (Id. af 13-14). He noted that an allocator that does not accurately

measure diversity on the facilities will result in underallocation to some classes and

overallocation to others, but it was not possible to tell which classes would be favored or

disfavored without actually determining the class diversity on Delmarva's facilities. Qd. at 14).

Last, Dr. Pavlovic testified that Delmarva's composite allocation factors (MEN SEC,

DEMTRNSF, CSERV and CSALES) involved arbitrary assumptions about cost causality on the

system. He stated that using composite allocators is appropriate to allocate costs that a¡e a

function of two cost drivers having equal impact on the costs being allocated, but that is rarely
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the case; thus, to assume so introduces more inaccuracy. (Id. at 14). He noted that Delmarva rs

currently using the information in its Geospatial Information System to more accurately identify

and separate its primary and secondary voltage facilities fo¡ CCOSS purposes, and that the GIS

information combined with the individual customer-specific dernand that Delmarva collects from

the AMI meters can be used to develop "extremely accurate" demand allocators. (Id. at 15-76).

Dr. Pavlovic recommended that the Commission order Delmarva to develop accurate demand

allocators to be used in the CCOSS for its next rate case. (Id. at 16).

There are very few disagreements among the parties, especially considering that the

CCOSS is replete with exercises of judgment and application of assumptions. However, the

DPA does have disagreements with each of the CCOSS witnesses, which we discuss below.

2. DEUG's Proposal to Allocate Accounts 364-367 On Both a I)emand and a
Customer Basis Is lJnwarranted and Should Be Reiected.

Mr. Phillips' proposal to assign a customer component to the Account 364-367 costs

should be rejected because the minimum distribution system and zero intercept methodologies

that he uses are meritless. In his seminal work on public utility regulation, Professor Bonbright

criticized those methodologies:

The really controversial aspect of customer-cost imputation arises because of the
cost analyst's frequent practice of including, not just those costs that can be

definitely earmarked as incur¡ed for the benefit of specific customers, but also a

substantial fraction of the annual maintenance and capital costs of the secondary
(1ow-voltage) distribution system - a fraction equal to the estimated annual costs

of a hypothetical system of minimum capacily. This minimum capacity is
sometimes determined by the smallest sizes of conductors deemed adequate to
maintain voltage while keeping them from falling of their own weight. In any
case, the annual costs of this phantom, minimum-sized distribution system are

treated as customer costs and are deducted from the annual costs of the existing
system, only the balance being included among those dernand-related costs...
Their inclusion among the customer costs is defended on the ground that, since

they vary directly with the area of the distribution system (or else with the lengths
of the distribution lines, depending on the type of distribution system), they
therefore vary with the number of customers. Altematively, they are calculated
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by the "zero-intercept" method whereby regtession equations are run relating cost

to various sizes of equipment and eventually solving for the cost of a zero-sized

system.

What this last-named cost imputútíon overlool¡s, of course, is the very

weak correlation between the area (or the mileage) of a dístributíon system and

the number of customers served by this system. For it makes no allowance for the

density factor (customers per linear mile or per square mile). Our casual

empiricism is supported by a more systematíc regression analysis ín (Lessels,

1980) where no statisticdl assocíation was found between dístribution costs and

number of customers. Thus, if the company's entire sen'ice area stays fixed, an

íncrease in number of customers does not necessarily betoken any incredse

whatsoever in the costs of a mínímum-sized distributíon system.

J. Bonbright, A. Danielsen and D. Kamersch en. Principles of Public utility Rates, at 491 (2d ed.

1988) (emphasis added) (excerpt admitted as Ex. 93).

Mr. Phìllips attempts to dismiss Professor Bonbright's criticism, saying that this treatise

has something in it for everyone. (Tr. at 993). However, it apparently does not have anything in

it that supports his proposed CCOSS methodologies.

Next, it is irrelevant that Delmarva supported a customer component in Docket No. 92-

85. That case was more than 20 years ago, and as company witness Tanos testified, minimum

size installations have changed over the past 20-30 years. Standardization, economies of scale,

reliability, load density and safety have all contributed to a more economic and reliable delivery

system with installed facilities that have inc¡eased in size but have achieved lower costs. (Ex. 22

at l4). Moreover, in Docket No. 05-304, the last time that the Commission actually addressed

this CCOSS issue, Delmawa had abandoned the MDS methodology because of its weaknesses.

Delmarya Power, order No. 6930 ar jp92. The Hearing Examiner in that case thorougþly

discussed the MDS methodology advocated by DEUG',s witness in that case and recommended

its rejection, and the Commission agreed. Id. aTffi9l,294,297-298-



Thi¡d, Delma¡va did not propose a MDS or zero intercept methodology in its last

Maryland case. The case that Mr. Phillips references - Case No. 9240 - was not Delmarva's

"last" (as in most recent) case in Maryland. As Mr. Phillips admìtted on cross-examination,

Delmarva has filed two rate cases since then. And in its decision in Case No. 9285, fhe

Maryland PSC found that "[b]ased upon the record in this proceeding, ... the Company's COSS

fairly and reasonably distributes costs among its customer classes." Delmarva Power, Order No.

85029 at 83.88 Furthermore, to the extent anyone in Maryland wants a CCOSS prepared using

the MDS methodology, it is the Maryland PSC Staff, which apparently wants it for comparison

puq)oses. (Id. af 84; Ex. 96). In its most recent distribution rate case, Delmarva provided the

requested study but specifically pohted out that it was not supporting its use and observed that it

would shift almost $38 million in revenue requirement from demand-related to customer-related

costs, resulting in nearly doubling the proposed residential customer charge. Delmarva further

stated that there were data limitations with conducting minimum distribution system studies, and

its consultant's attempt to adjust the study to ameliorate certain problems did not assuage its

concerns because those adjustments also applied broad-based assumptions. (Ex. 97 aI4-5).

Here, neither Staff nor the DPA seeks any change in Delmarva's CCOSS methodology;

they only suggest changing certain inputs. The only party suggesting a methodology change is

DEUG, and even its witness admits that its proposal would shift a substantial amount of cost to

"To be fair, we note that the Ma¡yland PSC also observed that Delûìarva was supposed to have prepa¡ed and

submitted a zero intercapt and a NDS CCOSS for the purpose of providing Staff the opportunity to compare those

results with the CCOSS in the instant case, and directed Delmarva to complete the work necessary to provide those

studies to Staff "as soon as reasonably practicable." Delmqt'va Power, Order No. 85029 at 84. Once Staff bad

received the studies, Staff was to inform the Commission "whether, and ifso, why, such COSSs should be prepared

for Delrnarva's next rate case." By letter dated February 14,2013, Maryland PSC Staff informed the Commission

that in its next base rate case Delmarva should frle a¡ appropriately updaûed rninimum system study, but that Staff
was no longer recommending submission of a zero-intercept CCOSS because "the majority of t,he results are not

statistically reliable." (Ex. 96).
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the custome¡ component and hence to residential ratepayers. (Ex. 16 at 19)' The DPA

respectfully submits that DEUG's proposed CCOSS methodologies be rejected.

3. The DPA's Proposed Changes to the CCOSS Should Be Accepted.

a, Delmarva Should Be Instructed to Use More Recent Load Data in Its
CCOSS Änd to Verifv the Validitv of Its Load Research Samples.

Delmarva takes issue with Dr. Dismukes' observation that it used calendar year 2071

load data in its CCOSS, stating that it "followed historical filing practices" and "used the most

recent data available at the time" it prepared the CCOSS. (Ex. 22 at 8). Mr. Tanos states that

since the test period was the calendar year ended December 2012, the most recent set of demand

measures were based on 2011. (1d.). Delmawa also claims that it performs regular monthly

checks of the sample statistical reliability as part of its monthly load profiling process for the

Delmarva Zone fi¡al load settlements. Mr. Tanos testified that Delma¡va checks the validity of

the sample by comparing the sample monthly mean energy with that of its class population and

"others such as the relative precision of the sample noncoincident demand and energy values

during the peak months" show how well the samples will perform in determining the customer

maximum demands used in the CCOSS. (Id. at 8-9). He presented tables showing that the non-

demand metered class noncoincident demands exceeded the statistical reliability desigr

standards during the peak months of the last several years. And finally, he presented what he

called a set of sample validation tests like those originally performed for the sample design that

confirmed that the residential profile class samples were valid in the 2011 study year. (Id. af9

and Sch. (EPT-R)-l).

There are two points to be made here. First, Delmarva seerns to suggest that logistically

it was unable to provide a CCOSS that included allocations contemporaneous to the test year that

it chose. It did not file its request with the Commission for a general rate increase until March



2013, nearly three months after the conclusion oî 2012. (Tr. at 900). It is implausible that

Delmarva could not have obtained the 2012 data to perform its CCOSS prior to its filing in

March. Furthermore, even if this was the case, Delmawa has complete discretion regarding the

timing of any filing before the Commission. It could (and should) have delayed its filing until it

couid provide the Commission and parties with a complete application that included a CCOSS

with appropriate allocations corresponding to its chosen test year. Last, even if Delmarva could

not delay its filing for whatever reason, nothing in the Commission's rules or regulations

goveming rate case procedure prevented it from updating its CCOSS to include 2012 data as tt

became available. (Tr. at 901). Instead of any of these options, Delmarva chooses to rely on a

CCOSS that it knows could be flawed in a potentially material wa¡ rather than simply correcting

for the flaw. Delmarva's explanation is insufficient. The Commission should reject it and should

direct Delmarva to base rates resulting from this case on an updated CCOSS that correctly

utilizes 2012 load information.

Second, as to Delmarva's process of verifuing the validìty of its load research samples:

when asked in discovery to provide copies of all statistical software code and results associated

with a// statistical tests it performed to verifii the accwacy of its load research sample, Delmarva

provided only a single set ofcode and results associated with a April 15,2008 analysis reviewing

September 2007 btlling data. (Ex. 90). The DPA took that response at face value: why would it

have reason not to do so? It tums out that the DPA should not have relied on Delmarva's

response, because in its rebuttal testimony Delmarva contradicted that response: it stated that it

performs tests of sample validity on a monthly basis, and that those tests confirmed the validity

of its samples for the 2011 load study year. (Ex. 8 at 8-9 and Sch. (EPT-R)-l). The record,

however, contains no confirmation of the validity of Delmarva's load research samples. Thus, in
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conjunction with directing Delmarva to update its CCOSS to utilize 2012load' information, the

Commission should also direct Delmarva to provide proof of the validity of its load ¡esearch

samples in estimating individual customer demands for 2012.

Further, the Commission should direct Delmawa to review its discovery response

procedures. It is clear that Delmarva's response to AG-COS-l9 omitted pertinent information

relevant to the question asked. (Ex. 90). Delmarva's deficient response misled parties, either

purposefully or through simple neglect, and caused a potentially unnecessary dispute to arise.

Unnecessary and needless disputes such as this imposes additional rate case costs on ¡atepayers,

and should be avoided in future proceedings.

b. General & Common Plant Should Be Allocated Using a Total
T)isfribrrfinn Plant Allocator.

According to DPL witness Tanos, the labor allocation facto¡ reflects the weighting of the

functionalized O&M expense accounts, which themselves reflect the weighting of functionalized

plant categories. (Ex. 22 at 10). DPA witness Dismukes recommends a total plant allocator.

Delmarva's labor allocator requires mo¡e derivation than Dr. Dismukes' total plant allocator.

While Dr. Dismukes acknowledges that the Manual recognizes using a labor allocator to allocate

General & Common C'G&C') plant accounts, he contends that using a total distribution plant

allocator is more straightforward and less complex than the labor allocator. (Ex. 14 af34-35).

Delmarva claims that it uses the more complex labor allocator not only to allocate G&C

plant, but also to allocate certain Administrative & General expense accounts that are labor-

oriented or labor-based, such as infrastructue used in housing staff and meeting personnel needs

such as computers, communication equipment, and software used to run the system' (Ex. 22 aT

10). It atso claims that PHI uses this allocator for all of its affiliates except Pepco, which

continues to use a plant-based allocator (as Dr. Dismukes recommends) "[d]ue to historical
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filing practices." (Id. aT n.1). It says that FERC uses the labor ratio approach, and that in 2006

an EEI survey showed that almost 70o/o of the 25 reporting electric companies use labor to

allocate G&C planr. (Id. at 10-11).

The DPA is perplexed at the "we've always done it that way'' and "everyone else does it

that way'' approach, especially when that approach is more complex than an equally valid

approach. The CCOSS it already rife with complexity: why add more needlessl/ The total

distribution plant allocator is more appropriate to allocate G&C plant because G&C plant

supports Delmarva's overall role of providing distribution service and because it is more

straightforward. (Ex. 14 at 34). Delmarva seems to recognize that G&C plant supports its

distribution service: it admits that these costs a¡e the costs of "meeting personnel resource needs.

Including computers, communication equipment, and software that are used by petsonnel to run

the system." (F;x.22 at 10) (emphasis added). And it does not contest Dr. Dismukes'

characterization of the total distribution plant allocator as more shaightforward.

In Case No. 9285, the Maryland PSC directed Delmarva to either use a total distribution

plant allocator for G&C costs or to explain in detail why the labor allocator is appropriate for

Delmarva. Delmarva Power, Order No. 85029 at 84-85. That FERC and other utilities use that

same allocator does not explain why it is appropriate for Delmarva; it is simply an "everybody

else does it that way'' response. The DPA respectfully requests the Hearing Examiner to require

Delmarva to use a total distribution plant allocator.

Accounts 907-913 Should Be Allocated Using a Customer-Based
Alocation f,'actor.

Delmarva allocates Accounts 907 -910 (Customer Service & Information) and Accounts

911-917 (Sales Expenses) using allocators weighted 50% on total number of customers and 50%

on total energy sales. (Ex. 8 at Sch. EPT-l). Dr. Dismukes testified that these are costs
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associated \¡¡ith (1) encouraging safe and efficient use of the utilities' services; (2) responding to

customer inquiries; and (3) advertising utility services to influence customers. (Ex. 14 at 35-36).

Although acknowledging that the Manual is not prescriptive, he observed that it offers "rather

definitive guidelines" for allocating these costs:

The usual approach in functionalizing customer accounts, customer service and

the expense of information and sales is to assign these expenses directly to the

distribution function and classif, them as customer-related.

Where these accounts have been assigned to the distribution function, care must

be taken in developing the proper allocators. Even with detailed records, cost

directly assigned to the various customer classes may be very cumbersome and

time consuming. Therefore, a¡ allocation factor based upon the number of
customers or the number of meters may be appropriate if weighting factors are

applied to reflect differences in the cost of reading residential, commercial and

industrial mete¡s.

(Ex. 14 at36; Ex. 9l at 102-03).

Delmarva disagrees with Dr. Dismukes' recommendation. First, Mr. Talos argues that it

would assigrr "the vast majoritl' of such costs to the residential class based on total class

population. (Ex. 22 at 1 1). Second, he contends that these accounts include services that benefrt

all customers receiving electric service, and are focused on progfams that encourage safety,

efficiency and conservation. Third, he notes that Delmarva maintains personnel that service all

customefs. Fourth, Mr. Tanos disagtees with D¡. Dismukes' reference to the Manual: he says

that the manual describes the goal of the programs for Accounts 906-910, and explains that the

manual says that Account 913 expenses, which include the costs of exhibits, displays, and

advertising designed to promote utility service, suggests use of a more general allocator rather

than number of customers. (Id. at l1-I2). (Interestingly, Delmarva offers no ¡ebuttal to Dr.

Dismukes' recommendation insofar as it applies to Accounts 914-917). Thus, Delmarva
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concludes that its 50/50 weighting of number of customers and energy usage fairly represents all

customers in allocating these expenses. (Id. at l1).

The DPA submits that Dr. Dismukes' proposed modifications more closely comport with

cost-causation and should be accepted. It recogrizes that D¡. Dismukes' recommendations

allocate more of these costs to the residentia.l class,E9 but the nature of the costs is customer-

related, not usage-related. Although the Manual is not prescriptive, it does serve as a guideline

for allocating these costs, and it classifies them as customer-related. Accounts 901-905 "are

generally classified as customer-re1ated," with the exception of Account 904 (Uncollectible

Accounts), which may be directly assigned to particular customer classes. (Ex. 91 at 103). The

Manual further states that Accounts 906-910 (Customer Service and Informational Expenses)

"include the costs of encouraging safe and efficient use of the utility's service," and except for

conservation and load marìagement costs which should be separately analyzed, they are

classified as customer-related. (Id.). The Ma¡ual specifically emphasizes the costs of

responding to customer inquiries and preparing billing inserts, activities that intuitively are most

closely linked to numbü of customers than levels of utility sales. (1d.). For Accounts 911-917

(Sales Expenses), the Manual suggests a more general allocation scheme since the costs do not

vary with the number of customers. It notes, however, that they could be classified as customer-

related because the goal in incurring these costs is to influence customers. (1d. at 103-04). Thus,

the Manual recommends either direct assignment to each customer class if data are available, or

allocation based upon each class' revenue responsibility (rd at 104) - neither of which

approaches Delmarva used. (Ex. 8 at Sch. EPT-I ; Tr. at 973-14).

Ee88o/o compared to 61%, or roughly $600,000. See, sch. EPT-1 at 9, 15.
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Delmarva claims to be concerned with accurately assigning costs to the customer classes

that cause their incurrence. If so, then it should not object to Dr. Dismukes' recommendation

with respect to these expenses. The DPA's modifications should be accepted.

d. Staffs Proposal Regarding the Allocator for Overhead and
flnderqrounrì Facilities Should Be Reiected In This Case.

The DPA submits that Staffs contentìon that commercial customers make greater use of

more expensive underground facilities and so should bear more of the cost of those facilities is

unsupported and should be rejected in this case. The DPA sympathizes with Dr. Pavlovic's

inability to obtain infomation from Delmarva on this issue (although its affiiiate Pepco had such

information that Dr. Pavlovic was able to use in Case No. 1087 before the DC PSC) (Tr- at9'17'

973-74,976), and the DPA would support using a different allocato¡ if there were evidence to

suppof it. But Dr. Pavlovic admitted that it was simply his belief. (Id. at 971). Given the lack of

evidence, it should be rejected in this case. The DPA makes this argument reluctantly, and hopes

that il Delmarva's next base rate case the information to enable Staff or the DPA to make such a

determination will be available. If the information is available for Pepco, the DPA sees no

reason why it cannot be available for Delmarva as well.

\TI. RATEDESIGN

A. Introduction.

The goal of desigrring rates is to strike a balance between policy goals and just, fair and

reasonable rates. (Ex. 14 at 38). There are several generally-accepted principles used to design

rates, including: (1) rates should be just, fair, reasonable and not unduly discriminatory (codified

in the Act at 26 Del. C. $311); (2) protecting customers from rate shock; (3) maintaining rate

continuity; (4) rates should be informed b¡ but not based solely on, cost allocation; and (5) rates

should be understandable to customers. (Id. at 37 -38). The weight assigned to any of these
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principles in designing rates can change depending on the circumstances and the importance of

certain policy goals - for example, in Docket No. 05-304 the Commission, adopting the Hearing

Examiner's recommendation, emphasized gradualism because it believed customers were going

to experience substantial rate shock as a result of the expiration ofprice caps imposed on supply

rates after deregulation becoming effective at the same time as new distributìon rates from that

proceeding. Delmarva Power, Order No. 6930 at 1p89, lp98.e0 Thus, in that case the

Commission approved the Hearing Examiner's recommendation to adopt Stafls proposed two-

step revenue distribution, which: (1) dete¡mined specific class revenue goals for the classes

ta¡geted to receive rate increases to move them closer to their required class retums; and (2)

decreased ¡ates based on scaling back Delmarva's claimed cost-based class revenue requirements

for those classes proportiomtely. (Id. af lp77-278,11289,298). Customer charges were set at a

level halfivay between the customer's current customer charge and Delmarva's proposed

customer charge to move the customer charges toward cost of service while limiting the

intraclass rate impacts that would have resulted from its proposed rate design. For classes with

dernand charges, the residual revenue requirement was assigted to the demand charges in such a

way that no class' demand charge would be increased. Any remaining revenue requirement was

assigned to the energy charge. (1d.).

In this case, Delmarva believes that rates that accurately reflect underlying costs provide

greater faimess; thus, its goal is to design rates that reflect cost causation as closely as possible.

(Ex.6 at 2-3). lt uses class relative rates of retumel to evaluate the degree to which its rate

e0 The Commission did not specifically address rate design in Delmarva's tu/o prior rate cases, Docket Nos. 11-528
and 09-414¡, it approved stipulations in both in which the settling parties agreed to a distribution of the approved
revenue increase across all customer classes except GS-T on a¡ equal percentage basis. Delmawa Power, Order
No. 8265 at 30; Delmørva Power, Oróer No. 7897 at Ex. A, pp. 4-5.

el A relative rate of rehrm (which Delmarva calls the "unitized rate of retum," or "LIROR") is the ratio of a given
class' estimated rate of return to the overall system rate of feturn. They are a special type of index number
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design accurately reflects underlying costs, but it also considered customer impacts in

determining how much revenue to allocate to a particular class a¡d how far to move the classes

toward cost causation. (Id. at 3-4). It proposes a two-step process for distributing the revenue

across the customer classes: (1) move each class rate of retum toward or within a'?easonable

band" (0.90-1.10) of the overall system rate of retum; and (2) a.llocate the remaining revenue

increase to all classes equally based on their current distribution revenue as a percentage of the

total distribution revenue. (Id. af 4; Ex. Í4 at 41, citing Delmarva's response to AG-RD-25).

Under its proposed rate design, no service classification will receive a rate increase of more than

1.5 times the overall percentage increase. (Ex. 6 at 4). The remaining portion of the class'

revenue requirement will be recovered through the energy charge; however, for classes that also

have a demand charge, Delmarva will recover the entire remaining revenue requirement through

the demand charge. (Ex. 6 at Sch. (MCS)-l).

Currently, the typical residential bill for delivery service (not including supply) is $39.01;

under Delmarva's proposed revenue distribution it will increase to ß46.64 - a. 87.63 difference

increase representing almost 20%. (Tr. at 864-65). This large proposed increase is driven by an

even larger proposed increase in the customer charge: the current residential customer charge is

$9.35 per month, but under Delmarva's proposal it will increase to $13.98 per month - a $4.63

difference representing almost 50%. (Id. at 865). Delmarva's proposed monthly residential

customer charge is higher than the customer charges of 16 other utilities (73%) in this general

measuring a specifrc class' retum relative to Delmarva's overall ¡ate of retum. If Delmarva's overall rate of rehrm
is 1 .0, then a class whose relative rate of return is greater than I .0 is earning at a percentage g¡eater thari Delmawa's
overall rate of retum, and a class whose relative rate of retum is less than 1.0 is eaming at a percentage less t¡an
Delmarva's overall rate of retum. Dr. Dismukes explained by way of example that if the residential class is

estimated to be eaming I l% from the CCOSS and Delmarva is requesting a 10Yo overall rate of retum, then the
residential class is said to have a relative rate ofreturn of l.l0(11%-10%). (Ex.14 ar41-42).
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geographic area of the Atlantic region,e2 and higher than those utilities' average residential

customer charge.e3 (Ex. 14 at Sch. DED-16). And although its proposed $12.54 small

commercial customer charge is lowe¡ than the average small commercial monthly customer

charge for the regional utilities, 55% of those utilities have lower actual customü charges than

Delmarva proposes. (1d. at 45 and Sch. DED-16).

DPA witness Dìsmukes ¡ecommended a revenue distribution similar to the two-step

methodology to which the parties in Docket No. 11-528 agreed. In the first step, he limits the

increase to any underearning class to 1.15 times the system average increase. In the second step,

he distributes any remaining revenue deficiency aqoss all other classes in proportion to their test

year revenues. (Ex. 14 at 43 and Sch. DED-13). He testified that this approach is consistent

with the overall allocation of the rate increase to undereaming classes, but is tempered by

allocating a share of the proposed increase to the overeaming classes. (Id. at a3). Costs not

recovered through the custome¡ charge will be recovered through the energy charge; however,

for classes having both a demand change and a delivery service rate, he maintains the existing

relationship between those rates and thus allocates the increase equally between the two. (Id. at

47-48 and Sch. DED-15).

B. Delmarva's Proposed Rate Design Is Unjust and Unreasonable For Residential
l-rrcfnrr¡orc Ân¡l Shnr¡l¡ì Ro f,lciccfe¡f

The Public Utilities Act under which this Commission derives its authority specifically

provides that "[n]o public utility shall make, impose or exact any unjust or unreasonable ...

individual or joint rate for any product of service supplied or rendered by it within the State . . . ."

e2As defined by the U.S. Census Bureau, the Atlantic region includes New Yo¡k, Pennsylvania, New Jersey,

Ma¡yland, Delaware, the District of Columbia, West Virginia, North Carolina, South Carolina, Virginia, Georgia
and Florida. (Ex. 14 at Sch. DED-16).

e3The 
arrerage includes high monthly customer charges for six New York utilities (over $ 15/month) and very low

customer charges for four New Jersey utilities (less than $4/month). (Ex. 14 at Sch. DED-16).
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26 Del. C. $303(a). The DPA submits that Delmarva's proposed rate design is unjust and

unreasonable to residential ratepayers, and should be rejected in favor of the DPA's proposed

rate design, which incorporates the principle of gradualism to ease the effect of this (and the

previous) rate increase on residential ratepayers.

The DPA agrees with Delmarva that on a strict cost basis, neither the current nor the

proposed residential or small comme¡cial customer charges recover all the costs assigned to

those classes. (Ex. 14 at 46 and Sch. DED-17). But that is not the be-all and end-all in desiping

rates; costs can be instructive for establishing a baseline for rate-setting, but they need not (and

perhaps should not) be the sole basis for rates in order fo¡ rates to be set optimally. That is, fixed

charges need not strictly equal fixed costs, and variable rates need not strictly equal variable

costs). (Ex. 14 at 45). Unfortunately, as Dr. Dismukes testified, "the'fixed charge-equals-fixed-

cost' dogrra gets repeated so often that it can often drown out meaningful discussions about

other equally important considerations in setting rates in imperfect markets." (Id. at 45-46).

Delmarva's rate design seeks to move all customer classes closer to the relative rate of

retum - in other words, to eliminate subsidization. In a vacuum, the DPA would agree with

Delmarva. But we are not in a vacuum. The real world effect of Delmarva's proposed revenue

distribution is that the average residential customer will experience a 2l%o rate increase and the

average residential space heating customer will experience a 35Vo increase, thus making

residential customers responsible for almost 650,4 of its revenue requirement. (Ex. 14 at 43,

citing Ex. 6 at Sch. (MCS)-l). Delmarva did not challenge Dr. Dismukes on this point; it merely

responded that its proposal "better serves the ultimate goal of desigrrin g a rate that appropriately

reflects customff costs." (Ex. 2l at 4). And its only argument in its brief is that its rate design is

consistent with its submissions in prior dockets and is "reasonable and practical." (DOB at 1 10).



If there was eve¡ a time to apply the principle of gradualism, it is now. The economy is

sluggish at best. Delaware ratepayers are struggling to make ends meet. Those who are

Delmarva ratepayers have experienced rate increases totaling more than $66 million since

Jutlclary 2011, representing an increase of38% in revenues in just three years. (Tr. at 256). ln

Docket No. 09-414, the Commission granted Delmarva a $16.7 million ¡evenue increase that

raised the average residential customer's bill by $3.69 per month (Order No. 7897 dated Jan. 18,

20L1), and in Docket No. 11-528 it granted Delmarva a $22 million revenue increase that raised

the average residential customer's bill by $4.49 per month (Order No. 8267), and it has placed a

$27.7 millìon interim rate increase into effect in this case that has ¡aised the average residential

customer's bill by $5.36 per month. (Order No. 8566). In addition, approximately 120,000 of

Delmarva's electric customers are also natual gas customeß, and in Docket No. 12-546 the

Commission granted Delmarva a $6.8 million revenue increase that raised the average residential

customer's bill by $5.34 per month. (Order No. 8465). Thus, while Delmarva's electric business

has received over $66 million in revenue increases in three years, ratepayers have experienced an

almost $14 per month inc¡ease in that same time; if they are also Delmarva natural gas

customers, they have experienced a¡ almost $20 per month increase in that same time.

The Commission has recognized that it cannot consider the effect of certain operating

expense adjustments in a vacuum but must consider that effect in light of the current economic

circumstances, which change from time to time. Delmarva Power, Orðer No. 6930 atl96. The

DPA submits that the Commission's observation holds true for rate desigrr as well. The DPA

submits that trying to move all classes to cost in one fell swoop in this case is unjust and

unreasonable because so doing requires residential mtepayers to shoulder 650/o of lhe requested

revenue requirement. Delmarva's proposed rate design should be rejected in favor ofthe DPA's
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proposed rate design, which also moves the classes closer to their actual cost ofservice but does

so in a mo¡e gradual manner in light of the economic circumstances in which Delmarva's

ratepayeß fi nd themselves.

CONCLUSION

Based on the foregoing a¡guments and authorities, the DPA respectfully requests the

Hearing Examiner to recommend that the Commission approve its proposed adjustments and

reject the Delmarva adjustments that it has challenged.
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