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BEfORE THE FLORIDA Pl"l'Ll.U.ER\"ICE CO~:·~IS:-.!0\ 

o:-; BEHALF OF FLORIDA PO\\ER C. LICHT CC~:P ~~) 

A.\"D TA.'IPA ELECTRIC C0~1PA.\Y 

TEST I ~lONY OF Hl.GH A. CO\o:ER 

ooct:ET ~o . scn27S-Pt.: 

8 Q. PLEASE STATE YOUR ~A.'lE , OCCl.PATIOX , A.\D ADDkESS . 

9 A. ~1y name is Hugh Cower, and I am n por tnt!r In Arlhur Anduro;t•n & Co . , n 

10 f. ·m of ind~pendcn t pub! ic accountant~> . a t 133 P~ac:ht rc>c St ., \.E., 

11 Atlanta , Georgia. 

12 Q. PLEASE OCTLI I'iE YOt,;R EDt:CATJO::AL A.\IJ PROFESS!O~AL Qt:AUF:CAT! \S A:.D 

13 EXPERIESCE RELATED TCI RECt:LATED CC~PA.\!ES A.\0 RATt:-;-<.;.J:l~l. '!A":'T!.!\;::,. 

14 A. I am a gra duate o f the Jnive r s ity o f Florida with d t<.~chdor o! 

15 science degree ! n accounting and economics . I am a ceru f i cd pub 1 i c 

16 a ccountant in thl) sta t .:s of flo ri da , Georgi& , Alabama , and sPvera! 

1 7 others. am u member of the Amer!ran ln,;titute ot Certihed Pull ic 

18 Accountants and o t he r professional organi z:Hions . : ha\•c been 

19 continuour.1y eng11ged in the practice o f put I ic acc.lur. t ing :.inct• 

20 graduation. 

21 Currently, am arer. di r ector o f the utilities and te l ccolllllunicatiOnl> 

22 indus tries p r actice ot Arthur Anderr.en & Co . for the southea£tcrn 

23 region of the Uni ted States . As such , have responsibili ty for 

24 direc ting t he services pro\idcd for ou r clients , tr•inln~ o ! 

25 personnel , and various a dm!n.stnttive matters. I a:so hav~ . o r l.ave 
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had , direct r~~>ponsibility !~r the ~>erviceh we pro\ldc to bCVCrdl 

~ elec tri c , gas, te:lephonc , and motor ca rri""r clients l oca t~cl In the 

3 Southeast . 

4 !.bile l have had experience in a number of industries , substantia.!y 

S all of my work f o r more than 2S years has been dcvotPd t o ou r public 

6 utilities and telecommunications practice . In addition t o electt i( 

7 utility componi c a , our pra~tlce inclu~es gas distribution, ga~> 

8 transm~ssion , te le:phone , motor carriers, and air! inc companies . 

9 have performed independent audits of public utllities, as a result of 

10 which Arthur Ande r sen & Co . issued reports on the financial statemcn:s 

II of such companic~o . and tutve supervised work !n conr;ect ion wit h tht 

12 issuance ~f bi llions 0 1 dollars o f securities by public u~ilit!cs. 

13 have also participated In and supervised ~ ork in connec ti on with 

14 audit s of va r ious statementi , schedules , 1nd other data required In 

IS connection ~ ith annual repo rts or rate app licat ions before the fede:ra l 

16 Energy Regulatory Conrnission o r state pub! ic sen• ice commissions . 

17 I have direc~ed revenue requirements s~udics involving the ana!y~>is ot 

18 r a t e base , c;crat ing revenues, and ope:rat ing e xpenses. I have 

19 provided expert testimony and assisted other memb••rs o f Arthur 

20 Andersen E. Co . and clients in the rreparation of rate cas~ testimony 

21 and exhibits ln cases befor~ federal and stale regulatory conmissions , 

22 including the Florida Pub I ic ~HV.i.Ct: Co1t111iu!on (" FPSC" or the 

23 "Colmlission"). In addition , I have participated in the pr parntion oi 

2t. Arthur Andersen I. Co .' s position statemenuo on utility accoun~ing and 

25 
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r .1te matters being considen:d by legislative bod~es and re~ul~ttory 

:! agenc ies . 

3 I chaired the Auditing and t(egulatory Subcorm1ittee o l the 

b Tel ecommunica t ions Industry Advisory Group ~ hich advised the Federal 

5 Cormunicalions Commiss i on in connection "'ilh its adoption of its PC"' 

6 Uniform System of Accoun t s (Pan 32) . Specifically , the subcomm i tleP 

7 dea lt "'ith issues regarding compliance with generally accepted 

8 accounting pr inciples and proper reporting for bo t h regulatory and 

9 gene r al - pur pose financial s t atements when regulilto ry :·ate-setting 

10 1 ~actices a r e based upon me t hods other than generally accep~ed 

11 account ing principles or when multiple corrmissions having jurisdiction 

12 ove r the same company follow diftcrent accounting and rate-makinB 

13 me t hods . 

14 A s ubs t ant ial pa r t of my work in recent years has been devoted to 

1~ consul t ing wi t h publ i c u t lli t i~s and others rega rding the economic 

16 effects of con t emplated transac t ions and rega rding va r ious ra t e-making 

17 concep t s and practices . I have also di rec ted management audi t s , the 

18 pur pose of ~o~hich ~o•as to assess ~o~hether management systems and 

19 procedures promote economy and efficiency of ope1.lt.ions . 

20 1 pa r ticipated in the development of one of t he ea r liest co r porate 

21 f i nancial Cor ,ecast i ng models de\•eloped In the .:lectric utility 

22 i ndust ry . I have also conducted review~ of financial forecas ts for 

23 companies emp loying both manual and ~chanized fo recAsting system~> . 

24 In addition , J have participated in the developmen t of accounting and 

25 managemen t i n fo rma t ion s ystems as "'ell as a variety of operating 
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syste:n• and din t"d o t her speci;ll :otudie~ <!e .. ~g:'lcc to r:nha::c•• con~:o: 

2 over util ity resour ces , tncluding fuel. construcl.c:.r. , r:~atc~i.d:o . nra! 

3 labor. 

4 During r ecen t years , 1 ha\·e wo rked c losely wit h our l:ent~> to address 

~ and imp lel'll(!nt the: variou10 financial llccountin~; and incor.-£ ~<IX ci...J'I!=es 

6 .,..hich have occ•: r red , including t he Tax Reform Act c l .« t; . A!> such , I 

7 am familiar ~ ~th the impacts and appli c ations o f such ~tter• , 

8 par ticularly a10 they aftect utility operations . 

9 Q. WHAT IS THE PURPOSE Of \'OUR TESTI'lO\\'? 

10 A. The purpose of my tes timony i s t o comment on ce rtain pr oposed 

11 amendment• to Rule 25-14. 003 ol the flo r ida Administrat iw Code I o r 

12 Corporate Income Tax Expe:1se Ad jus t men t ao ("i\ule 2>-1 4 . 003" or the 

13 "Rule" ) . Specifically , my testimony ~ ill e:xplain: 

14 Why it Is inappropria t e to amend the definition o f "midpoint" in 

15 Sec tio n 1(() o f t he Rule t o : 

16 Assign zero cos t for all Investment tax c r edi t s ( "lTC" ) . 

17 Ut ilize the mos t recent Commission-approved ret urn on common 

18 equity in the cal culation of weighLed overa~e cost o: cup ; l~l . 

19 ~~y the proposal ot ~taf f to exc lude nonrecurr 'r.g ope r 3tions 3nd 

20 maintenance ("Oc.:-1" ) c x pen5eli from the ea rn ings calculation is 

21 improper nnd inconsistent wi th the intent o t t he Ru:~. 

22 Why t he p r oposal to inco rpora t e the Of.'l e xpense benchl!lllrk 

23 methodology as n compon~nt o f th~ Rule is not appropriate. 

24 will a lao suggest ho~ the r ule might be! changed t o bene! it rate 

25 payers, ut ili t ies , and t he FPSC. 



- ) -

CF '.lRAL CO':.'lE~;r~ 

:>. Q. ARE YO I.. FAI-11 L1 AR 10 ITH R:.LE 2!1-1 t •• 003 A.\iD THE PROPOSAL Of STAH : 0 

3 A.'IE~D CFRTA!!\ EXISTING PROVISIONS? 

'• A. Yes. I am generally famili.'lr· with the proceedings betor~· the H::.r 

) '-'hich resu l ted in development ol the Rule. !n addition , 1 nm tam1li.H 

b '- llh the curre~t ru!c-makir.g proceeding wl.i ch seek& t o cl ar!fy 

i requir~~en~s . streamline reporting procedures, and en&ure th~ u&c o i 

S the mo" recently authorized rat e 0 1 return on equity 1n 

q determlnat.ons of tax savings refunds o r deficiency collections . 

10 Q. I' TilE CLRREXT RI:LE 2)-14.003 A FAt~ A.~D HASONABl.E ~\~FR TO AbORESS 

II THE EfFECT Of CHA.\CES I'\ CORPORATE l~CO~IE TAX RATES? 

12 A. Ye' (but l bel ieve that certain change5 I will discuss later \.Ould 

13 benefit rate payers, utilities . and the FPSC). The Rule '- 36 ado~"cd 

lt. in 198- u a mean' of recognizing the effects of changes in federal 

1) and state incoMe tax rat es in o st raightforward and administratively 

lb effic!.cnt manner. It was designed Lo be n simple calculntlon buscd 

17 upon the actunl book results of ope rati ons of the responden t utility. 

18 The most signi:"icaM aspec t of the Rule i1 that it involves the 

19 refundir.g or co:lecting of prior period amounts . ni~o asp~ c t makes i~ 

20 important that i t bt consistently designed and adcinlstered by the 

~I Commission t o cnaure a fair and equitable reault which properly 

22 balances the inte rests of t he utility'~ customers and investor~o. 

23 Q. HAVE THERE BfE~ CHA.~CES SI~CE ADOPTIO~ Of THF. RULE ~~ [CH HAVE AffECT£~ 

2t. THE ABILITY OF THE RULE TO OPEkATf AS ORICJ~ALLY I~TE~O~ D? 
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A. O.'hilc there have !:>~en "' ide!y ac\..no~o ledr..:d rhanges in c.tpi ta! co~>~ 

:! r a t es (among o t her d.anges) , belicvt t he Rule could Ot'cr . .Hc .J!' 

3 original!y intended . Tha t is , appllcntion ot the Rule would h,l\"1.' 

t isolated t he actual income tax expense Increase or decrcabc (and the 

5 effect on real ited retur ns) for nny g iven year due t o Lax r.1Le chan"•':. 

6 since the preced i ng general rate case. 

7 Q. BI:T HA\ E:\' T POST-199:! CHA.\GES PR£\'F\iEll THE RULE FRO~: OHi\A"rl~G AS 

8 IXTE~DEO? 

9 A. Not really. It is true , however , that the Rule ha~> not opcrdled as 

10 o iginall y intended. Because of changes in capital cost rates •incc 

ll 1982 , in ce rtai n cases , the Cor.nhsion , relipondenl utilitit , ond 

12 other pa rt ie& made pragmati c decisions t o stipulate lower tha:-~ 

13 previousl y 8u thor i zed common equity costs f o r purposes of applying ~he 

lt Rule. This had the efcect of returning t o customers amount~ grea t~r 

15 than origi nally contemplated when the Rule was adopted . But tt wa s u 

16 prac tical solution t o an obvious problem. In my opin i on , this , in and 

17 of itself , did not prevent the Ru le from operat ing as o rigi nally 

18 in tended. 

19 On the othe r hand , those ~oho bel ie,•e the Rule is t oo I inited have 

20 sought to adopt ~o ithin t he scope of the nule numerous o t her issues 

21 s uch a& new a ccoun ting proposals and jus t ificat ion and/or eliminati on 

22 of 01.'1 expens es bucd upon a bcnchlllllrk 'methodology . Cons!dt• rati on o! 

23 such other issu~s represents a Cunda~·ntal depar t urd rrom the 

24 Comraission '" cstabl !ahcd rate-r.wking prac tlcet. . Critic.d i .. su<'b sach 

25 as the proper level of return on corrrnon equity have not prPviou .. ly 
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jt:en subjec ~ ~o annual adjustment ba~cd on limited-scope hearings. 

:?. Also . attempts to apply on arbitrary standard fo r evaluating the 

3 reasonableness or exp~nsc i~CD'.$ could result in tht refund o r 

4 collection or more than lOOt of (the revenue cffec~ of) .l tax saving~> 

S or def: ciency. Such o ther issues should be c losely moni tored between 

6 genera l rate cases , but their inclu~ion in a l!m!~ed-scope pr oceeding 

7 such as encompassed by the Rule c reates a real ritk of inconsistent 

8 a pplication of co~ission rate-making policy. 

9 Q. WHY IS CO!I.SISTEM \' A FUND.A-'1t.~TAL PREmS£ IN THE DESIC:-. OF RA'J'E-~!AI\INC 

10 ~' O::CHA."l!S'IS SUCH AS RULE 2S-14 . 003? 

11 A. Consis:ency in rate-making procedurt~ is important lor at least four 

1:?. r eason,. 

13 First . the purpo5e of a limited-scope rate-making tool such as the 

14 Rule is to exped i t iously adjust the level ot revenue requirements for 

lS speci fi · events which may occur during the period between general rate 

16 cases . If the Rule ut ilizes inconsistent rate-muking practices . it 

17 will not operate as origina lly designed , and lli calculations wi ll not 

18 i aolo Le the effec t of the even t or change being sought . 

19 Second, a mechanism such as Rule 2~-14 . 003 should ~e designed to 

20 maintain the integrity of t he overall rate-making practice. This Rule 

21 is clearly !22! the forum for eCfec tlng change in underlying Co11111ission 

22 policy or for add ressing those types of issues whi ch a rc uniquely 

:?.3 complex or interrelated ~ith ot her variables whi ch 'hould more 

24 appropr ate l y be raised in a f~ll general rate case proceeding . 

2S 
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Third , tecause t he Rule invo lves adjusting rates for prio1 period~ . 

2 consisttncy in its application is essential to avoid undue finan~l~l 

3 risk fr r':l retron tive rate making and so that utilities c .. n prop••rly 

t account for the ~xpected effect in the applicable yedr and r ul tlll 

5 their e~ternal financia l reporti ng obl igations . 

6 Finally, the introduction of ne"' issues unnecessar il y frust.rat~s tht: 

7 objecti\e of recognizing income tax rate c hanges in a s~raightfor"arrl 

8 and admtnistratively efftcient manne r. 

9 Aside fr '~ the impact of the stipulated changes to authori1.ed returns 

10 on equity , the only revenue impac t of the utili tat ion o f 

11 Rule 2;-1t . OOJ in 1987 and 1988 was the return t o rate payers 01 th~ 

12 revenue effec t of t he amount by whi ch realized returns exceeded 

13 aut horiz .:d levels due t o actual income taxes saved as a result o l 

14 income t :t.x ra t e changes. Such results are conshtent w! th the 

15 o riginal intent o f the Rule. 

16 lTC COST RATE 

17 Q. WHAT COST RAT£ HAS BEE~ ASSICN£0 TO ITC IN PREVIO~S FPL ~\~ TECO 

18 GENERAL RATE CAS ES ~~D OTHER RATE-MAKING PROCEED I~GS? 

19 A. The Commission has consis tently recognized that , 1, order t o meet lhe 

20 requiremt:nta of IRC Sec . t.~:~(l )(2) , the cost of capite! to bt! a~>slgnt·tl 

21 t o lTC must be at least equal t o the overall weighted average cobt of 

22 capital that would have been provided by corrmon and preferred 

23 stockholders and long-term c reditors if the c redit were unavailabl~. 

24 Such cost rat e has been utilized in the fincl order& for general rate 

25 caaes (consistent wi th Docket So. 6~0172-cl!, Order ~;o. 162)7) and i.1 
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the 1987 and 1988 Tax Savings Retund calcula t ion~ under RulL 2~-14 . 00 3 . 

2 Q. ON w~AT BASTS liAS THE ~EIGHTED AV ERAGE COST Of REPLAC~~E~i CAPITAL FOR 

3 l TC BE~~ ~TIL I ZED IS PREV: OCS k\, t AL FILI~CS C~~ER THE RCLE? 

4 A. Aside from the need to comply ~i th IRC Sec. 4b(f)(_) , the repo rt f orm 

prescribed by Staff (~ote Con page 4) spec ifies the need fo r 

consistent appl !cation of Corrmiu ion policy : "CoH ratl!s and capital 

Structure should be the average for the period covered by this repon 

and re flect current Commission pol i cy." 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

I S 

16 

17 

18 

19 

:w 

Q. 

A. 

HOI. wOt.:LD THE LACK OF COSSIST~'-;CY !:'. lTC COST RATES COSTA!~ED :7~ 

STAFf ' S PROPOSED RULE A.~E~D~lf!:t AFFCCT UTILITIES? 

First , amounts o t refunds cal cu lated pursUAnt lo the Rule ..-ould t.: 

significantly greater than the amounts whicla t he Rule ~oas originally 

designed t o isolate. For exampl e , if th is proposal were no..- applied 

to prior year s (1988 and 1989) for which final Lax sav ings ref unds 

have not been decided by the Comm!ssion , there could be signi f icant 

earnings redu ctions for affected uti li ties . 

Aside f r om issues of undue financial penalty and equity , this 

treatment would v iola t e IRC Sec ti on 4b( f )(~) which clearly is nc L in 

the best interests of rate paye r ' who now sha re i. the ben~fi t a 

8SIOcia ted ..- i t h I7C . 

21 Q. HOW 00£5 THE SHARI.SG OF TAX BE.SH ITS OCCUR 1::'-DER SECTION 4b( f )(:!)? 

22 A. Under this sec ti on , the cus t ome r s benefit by rece iving c redit f o1 lTC 

23 as an "above t he line" red uction in cost ol r.ervict ove r the avLra~e 

24 life of the property. The inves t o rs benefit by huving the opportunlly 

2S to earn a return on plant investment tinanced with lTC (wh1 ch is 
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repreliented by unarr·orlized lTC). 

2 Q. ~liAT I.'Ot:LD BE THE CO:>SEQUE..\ CES OF A VIOLATIOS Of THE CODE ASD IT~ 

3 REC~LATIO~S fOR lTC? 

4 A. As recognized by the Commission in its prior orders (see , tor example , 

S Docket ~o . 830465-EI, Orde r No. 13)37 , puge 55) , tht· use ot n Z t ' l o 

6 cost for lTC would place u t ili ties and rate payers in jeopa r~y of 

7 losing the benefitS auocia tcd v ith lTC. fl, t ac t. , t.l'elie an: 

8 substantial benefits , amounting to hundr eds of millions of dol!ors to 

9 flo rida elect ric utilities· customers . Clearly , such a resul t it> not 

10 ' n t he interes t s of either ra te paye rs or investo r s . 

11 Q. DO TH E NO~lAL I ZATIO'J REQU I RF'IE~TS PREV IOt:SLY DESCR I SED ALSO APPLY TO 

12 LIMITED-SCOPE PROCEEDI ~CS SlCH AS Rll£ 2S-14 .003? 

13 A. Yes , the Int ernal Revenue Code and rela ted regulations are cle3r t hat. 

14 they do apply vhen ut;lit ies ' rates are adjusted . Sec t ion 46(£)(2) of 

IS the Code states : 

16 "SPECIAL Rt:LE FOR RATABLE FLOioi-TIIROt:CH . - If the t11Xpaye r 

17 makes an election under this paragraph ~ :th in 90 days after 

18 the date of the enac tment of th is paragraph in the manner 

19 prescribed by the Sec retary, pa rag raph (1) Sl•all not apply , 

20 but no c redi t dete rmined under subsection (a) shal l be 

21 allowed by Section 38 wit h respect to any property doscribed 

22 i n Sec t ion SO (as in effect be fore its repeal by the Revenue 

23 Act of 1978) which ii public ut i lity prop~rty (as defined in 

24 paragraph (5)) of t he t axpayer--

25 
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(A) COST OF SERVICE REDlCTlON--lf the tax pay~r·, cost o t s~rvice 

2 for rate-making purposes o r in its regula t ed boo~' ot account 

3 is reduced by more than a ratable po r tion of the c red 1t 

4 determined under subsection (n) and allowable by Section J 

5 (determined without regard to this sub&ect!on) , or 

6 (B) RATE BASE REDUCTION--If t he base t o which t he t axpayer's rate 

7 of return for r ate-mak i ng pu1ooses is applied i s reduced by 

8 reason o f any por t ion of the credit determined unde r 

9 subsection (a) and allowable by Sec t ion 38 (determined 

10 without regard to t his subsection) . " (E.nlphasis added.) 

11 Further , Section 1 . 46- b(b)(J)(ii) of t he regulations states t hat : 

12 "(A) In de termining whether , or t o wha t exten t , a credit has been 

13 used t o r educe rate base , r e f erence shall be made t o any 

14 accounting treatment t hat a ffec t s rate bas e . In addi tion , 

15 in those cases in whi ch the r ate of return is based ~n the 

16 taxpayer 's cost of capi ta l 1 refe rence shall be Q4de to any 

17 accounting treatment that reduce' the permitted retur n on 

18 investmen t by treating the c r edit less fovo rablv t hn~ the 

19 capit11l tha t vould have been provided i1 t he C':edit were 

20 

21 

22 

23 

24 

25 

unavailable . Thus , c r edit may ~~t be a~•igned a ' cost of 

capital' rate that is less than t he ove rull cos t of cap itdl 

rote , determined on the basis of a weighted average , for the 

capi t al that would have been prodded if t he credi t were 

unavailable . " ( Emphash added . ) 
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The final Treasury regulations go even turt her und indica t e that 

2 normalizati on violations ol Section 1.6(f)(2) woul d result fr om sevt?1al 

3 types of indirect reduc tion~ t o rnt.: base , includinR "any r"te-m.tk~ng 

4 decision in which the c redit is treated less fa vorably than the 

5 capital that would have been provided if the c redit were unavnil<ttle" 

6 (Reg. 1.46-6(b)(4)(il)). 

7 Q. ARE YOC A~ARE OF STAFF'S PO~ITIO~ THAT THE RULE IS ~OT COVERED 81 IRC 

8 SECTION 46(£)(2)? 

9 A. Yes , but Stoff' s contenti on that a tux savings o r t ax dcfl ci en~y 

10 adjustment "should also be outs!dt: the restri ct io:1s of the Internal 

11 Revenue Code and underlying regulot iona;" balied on an lRS privet~ 

12 letter ruling relating to ~he use of zero cost lTC for purposeli of 

13 calculating AFCDC Is who lly unsupported. The ruling concluded tl1at 

14 the u&e of a zero cost rate for lTC in an AFUOC calculation was "a 

15 di&cretionary matter not contemplated by t he Code." Thus , no 

16 violation of the normalization requirements would occur since th• 

17 method of calculating AFL DC has no Impact on t he manner in which the 

18 benefit of lTC is returned to rate payers and stockholder& . Any 

19 reduction in the lTC cos t rate in calcu la tions under Rule 25-1 4. 003 

20 would , however, clearly have the effect of !ncre1u i ng a ref und o r 

21 reduc ing a collection made by utilities to o r fr om customers. The end 

22 resul t is obviously the same aa; using ~ero cos t for lTC ~o•hcn 

23 calculating a general rate increase. 

24 It seems c lear that usc of zero coa.t lTC when applying the ru le vould 

25 place the utility and its rate payers at ~onsi de rable r is k of losing 
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the beneftt of all unamonized tax c red its due to accelerul•n.; t ile 

2 return of the credit to rate payer, . 

3 RETURt. OS CQl1MON EQC I TY 

4 Q. PLEASE CO!'l'1ENT BRIEFLY OS THE APPROPRIATE."JESS OF STAff'S PROI'OSAl TO 

5 t:TILIZ£ THE ~OST RECE~T CO!'t'l1SSIO~-APPROVED RETL1l~ 0:-. CO~l.'l :>~ EQC:1Y 1:\ 

6 THE CALCULATIO~: or WEIGRrED AVERAGE COST or CAPITAL l~'DER 

7 RULE 2>-14.003. 

8 A. As a general premise , I think It would be difficult t o succc:u.tu: ly 

9 take sufficient evidence to set appropriate common equ!ty return• 

10 ithin the confine s of a limited-scope proceeding . Such a procedure 

ll would requ i rc the Commiu iou to decide an ilsue which ifo unique.)' 

12 compleK, interrelated with and affected by man}' other va r 1.1blcs , a:1d 

13 risk a result wh i ch roay not be appropriate and fair. TI1c c rux o t th~: 

14 issue was sutm~adted 1-ty the Supreme Court ot florida in a ca.-e wbi ch 

1) addressed the appropriate equity return on whi ch to base a refund 

16 (Uni ted Telephone Company vers ua Mann, 1981): 

17 "Since changes in t he cost of coanon equity are not easily 

18 calculable , they are not proper subjec ts for interim 

19 hearings." 

20 The Court also observed that to have heard and considered the 

21 eKtensive evidence on equity return "wculd have been tantamount t o 

22 hold i ng a comprehensi ve rate-making proceeding." 

~3 The degree of expo6ure to ~n Improper return on common equity tcbult 

24 depends on o number of factors, inc luding the period o( time sin• c 

2~ return on equity was set in a general rate proceeding, th~ stebi l ity 
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1 of capital lll.lrlcets, and of cou rse , ju~t ho~o this prop ~;nl " ould be 

2 admini ste r ed in pructice . For example , ~;tnf~ proposals sus~est L~e 

3 Commissi on adopt a retur n on equ i ty based on stat I ·s estim..~te ol su et, 

t. coSls con tained in a Quanerly Report on Equity Cost Ra t er. . Such <1 

; prac t ice wou ld appear to be one-sidt•d and hardl y comport ~o ith due 

6 process. 

7 Q. DO \"Ot: BELIEVE THAT RATE 'l£CHA.'\I S~IS Sl'CH AS THE Rt:LE ARE A.'\ 

8 APPROPRIATE FORLM FOR EXPEDITISC CHk~CES TO Al'THORIZED RETL'R~S OS 

9 CO:>t'lO~ EQUITY? 

10 A. Nn , but I also understand the sense of frustration when , due to 

11 changed circumstances , some utiliti es may be experiencing earnings 

12 deficiencies wh i le others may appear to be ove r earning. But the Rule 

13 we are dealing wi th in th is docket was not designed t o correct such 

14 situations , and issues s uch as earnings in excess of authorized 

15 returns and the appropriateness of authorized levels of retu rn are 

16 best handled i n the context of a general rate case . The Commiasion 

17 has establ ished a mechanism of surveillance reports which monitors the 

18 actua l level of earnings between general rate cases . Othe r re~e~ies 

19 are availab l e t o bot h the utility and Staff to nd~ ·ess these issues. 

20 The purpose of the Rule should be t o provide an e tfi cient ~ans of 

21 correcting for the economic impa c t of changes in i ncome Lax rates 

22 between general rate cases . The proposal of Staff to introduce 

23 changes i n authorized levels of return on common equit y into t he Rule 

24 is inconsistent with establ ished pr io r practice . 

2~ 
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~O~~ECLRRI~C EXPE~SES 

2 Q. STAff'S PROPOSE:> A.'IE~D:'!E.\'TS I~CLCDE A Cl.ARJFICATI0:-1 THAT THt. ELf.'IE'\:S 

3 1:-ICLCDED I '\ THE CALCC l.ATI Ot-.5 ~ll!ST BE REASOSABLE , Jt:RJSDICTiOJ~A:., 

4 PRUDE~I . RECI:RRIJ\G, AKD ~1 l:ST OCCUk WITHJ:-< THE YEAR IN QLESTI01\. 00 

5 YOU ACREE WITH STAFF'S DEf!SlTIO~ OF ALLOwABLE COST ELE~IESTS7 

6 A. l.'hile I agree t ha t allowable Of. ~l cos ts should be reesonat I c and 

7 prudently incurred , Staff's exclusion of nonrecurring elements fro~ 

8 the ea rnings calculation is Improper and inconsistent with the int~nt 

9 of the Rule. 

10 Q. PLEASE EXPLJ\IN . 

11 A. StJff 's recommendation to onl y consider recu r ring elements in the 

12 Rule's earnings calculation ignores a f undamen t al difference between a 

13 gene ral rate case ~hich i~ detigned to establish futu re rates based on 

14 to t a 1 re,·enue requi rement s and a I imi ted-scope proceeding such as 

15 Rule 2)-14.003 whi ch i designed t o upprovP. a refund or t o coll ect a 

16 sho rt fall of actual prior periods' base cates a t t r ibut able to one 

17 specifi c clement of cos t of service . In a general rate c11se "he re 

18 rates are being set for the futu re , regulators frequently adopt 

19 adjustment ' so that the total revenue requirements will be 

20 representa:ive of actual operating condi ti ons expe<:ted to exibl " het 

21 t he new rates will be in effec t . In cont rast, adjustmentb {or 

22 non recurring items drc not consis t ~nL " lth the intent of a 

23 limited-scop~ proceeding such as kulr 2~-14.003 . 

24 In addition , ony attempt to ~xclude non r~curring cos~ of service items 

25 would not be adminla;:.raLi\•ely efficient. Conside r Lhe po .. sibility ol 
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the potential ly endless debate conce rnLn~ whe ther specilic cos ts--~uch 

2 as power plant overhauls--mee t the test of 4 recurring eve1.t. Fot 

3 example , if Plan t ~tanatee underwent 0'-'Crhaul in 1983 drld Plant Rh iern 

4 is ove rhauled in 1989--both in accordance with reasonable and prudcr.t 

maintenance procedure&- is ei th~r of these even:s "nor.recurrin&"? 

b fact is , regulator& have had difficultie& " ith such question;; "h~:. 

7 considered in the context of full general rate cases , and t he 

8 difficulty would not be lessened in a limited-scope proceedin;. 

q Q. \o.'HY IS THE FOCUS Or\ NONRECURRING ITE.'IS FOR PRIOR PERIODS IXAPPROPI\IATE 

10 UNDER RULE 2S-14 . 003? 

11 A. The Rule was designed to address the actunl increases o r decreases in 

12 income tax expense based upon actual earnings of the uti1tty, 

13 cal cul a ted in a manner consiatent with Commission poli c ies and 

14 procedures , for purposes of effecting n refund of tax savings 01 

1~ co llec t ion of tax deficiencies where such income tax expense changes 

lb cause reali zed retur ns to be over or under aut horized levels . 

17 Adjustments for nonrecurring ite~U would not be reflecth•e 01 the 

18 act UAl ea rnings of a prior period and could result in rate adjustments 

19 greate r or l~ss than the intent of the Rule. 

20 Perhaps more imponantly , if nonrecurring expenses (however defined) 

21 a re al ways excluded fo r rate-making pur poses , utilities would ~ 

22 earn thei r autho r ized returns . 

23 Q. HOW DOES THE REPORTIXC 'lECHA..\15~1 tr.'lDER THE RULE REFLECT THIS ORIC:XAL 

24 11\'TENT? 

2~ 
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A. On both the cu1rent and the newly proposed report fo1m (Star( 

2 Reco~~~r.endations , Attachment 0 , page t. ol 4). the purpose of the report 

3 and the types of Jdjustments wh ich are .tpproprlat~ arc specified , ab 

4 follows: 

S "Include and describe adjubtments necessary to reflec t 

6 cur rent Co~m~lsslon policy, excluding going-for..,ard and 

7 annualiz~d adjustments. Coing-forword adjustments should be 

8 exc luded because the purpose of this !orm 1s to display 

9 earnings for a specific past period, un like a rate case 

10 which looks to future earning&.·· 

11 Q. ~~AT h0ULD BE AN £~~PLE OF A COIXC-FOR~ARD OR k\~CALIZED ADJCST':E~T? 

12 A. A very common going-!orward adjustment--at least when historic test 

13 periods are used--frequently made in a g~neral rate case proceedlng is 

14 a weather normalization adjustment. An example of an annualized 

IS adjustment is an adjustment which rer lects a f uture salary increase on 

16 an expected annual basis. Clea rly , neither of these types of 

17 adjustments is consistent with the purpose of the Rule. These types 

18 of adjustment& attempt to normalize a test year to be representative 

19 of expected future condi ti ons . The purpose of the Rule , however , is 

20 to refund or collect for ac tual, histori cJI tax savings or 

21 deficiencies. 

22 Q. ~~!AT TYPES Of ADJUSTML~TS ARE APPROPRIATE FOR PURPOS ES OF APPLYIXC 

23 RULE 2S-l4 .003? 

24 A. One ca tegory of expenses wh ich should be re1110ved from consideratjon by 

2S the Rule is those expenses whi ch , under Commission policy , are 
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l recove red other than through base rates ; e.g. , fuel cos t rt~overy 

2 expenses , conservation co5t recovery expenses, and oil back-out CObt 

3 recove r y expenses . 

4 Another category of expenses wh ich should be removed from 

5 conside ration by the Rule is those specific expenses which Lhe 

6 Commission has previously found as a matter o f policy to be unre!ated 

7 to the provision o f electric service ; e . g ., chari t able contribut:ons , 

8 ce r tain industry association dues , and promotional or !rouge-building 

9 advertising expenses. 

10 It goes without saying that all expen~es included must b~ prudent and 

II reasonable (but t he question of ··nonrecurring" has nothing t o do with 

12 prudence or reasonableness) . 

13 Q. DO C~~ERAL RATE CASES IGNORE NO~~ECURRINC ITEMS? 

14 A. Given t he difference in focus (i .e., prospective-looking) of a gene ra l 

IS rate case , some nonrecurr ing expense items may be removed from cost of 

16 se rvi ce. However , even gene ral rate Cbse proceedings do no t t Otdlly 

17 i gnore nonrecurring items . Significant nonrecurring items are 

18 frequently amorthed over a period of years to allow recove ry of these 

19 items. I t is generally recognized that every yea r, some level of 

20 nonannual expense occurs which repeats itself in the aggregate, if not 

21 specifically. As long as these items are prudent , they are part of 

22 the necessary cost of doing business. 

23 Q. WHAT WOULD BE THE CONSEQUENCES OF EXCLUDING NONRECv~RlSC ITf~S FRO~l 

24 RULE 25- 14 .003? 

25 
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A. Potential inequities to both rate payer& and investors could r~~ul~. 

2 All earnings components should be considered in the eornin&~ 

calculation (both recu rring and nonrccurt ing) i 1 thuy urc CCi rl!> ide red 

reasonable and prudent. lnequitie~ Lo the rate payers ~ould occur If 

nonrecurring revenue items are not passed on to the benelit ot th~ 

rate payers. Inequities to investors "ould occur it nonrecu rr ing 

expense items that ore necessary to provide service ~ o custome n• are 

not recovered from the rate payers. Stated another way. il n prior 

year cost wh ich I~ necessary , reasonable , and prudent but dcc~cd 

nr ~recurring were eliminated in calculations under the rule, the rate 

payers would receive the associated tax benefit while inve~tor& "Ould 

bear t he cost . In my judgment, this clearly would be retroactive rate 

malting. 
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Q. 

A. 

S!lOCLD EXPECTED F'UTURE SAV ISCS (8£NEFITS) THAT ~ILL RESCLT fRO~! 

£XP~~ITURES INCURRED OURI~G THE PERIOD COVERED BY THE RCLE BE IMPCTED 

FOR PURPOSES Of DETE~~INI~C THE EARNINGS FOR THE PERIOD? 

No. Such imputed future savings would not be reflec tive of actual 

earnings--and , therefore. income tax cos ts--for the period , and such 

inclusion is inconsistent wi th t he purpose of the hule. The focus of 

the Rule is on actual past results of operations , not on future 

conditi ons . In fact, Staff's proposed amendment to clarify the 

definition o( a cost of service clement states the element "must occur 

within the year ir question." fut ure saving~> should be reflected !n 

the calculations under the Rul~ for the year that the actcal savings 

Gl4terial he. 
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Ol.~l 8£..\CH~WU: 

2 Q. STAFF HAS !NCL~DED 0~ IT~ PROPOSED REPORT FOR~ (STAFF RECO~E~DAT!O~S . 

3 ATTACHME.'IT D,, PAGE I of I, ) A REQI!IRE.'IE.''T TO PROVIDE A CALCI:LATI0:-1 OF 

4 THE 01.!1 B£l\CK!'1ARK. I S SUCH A R£Ql11 RE.'lE:O.'T CONS 1 STE.'\T 1.' I TH THE I ST£~T 

5 OF RULE 25-14. 003? 

6 A. ~o . it is not . As previously described , the Rule has been designed to 

7 approve a refund or t o collect 11 shortfall of actual prior periods' 

8 base rates attributed to a sing!~ element of cos t of service--incowe 

9 Laxes. The focus of the calculat ion of earnings under the Rule is on 

10 a tua l prior earnings , adjus ted only for specific cos t elements 

ll cecove red through ., aep .. rate recovery clauie or for expenses 

12 previously excluded f rom consideration as a matter of Commission 

13 policy. 

14 Q. loJHAT IMPACT COl:LD St,;CH A REQUIREME.'\T HAVE ON PROCEEDI~CS 1:.'\DER THE 

15 RULE? 

16 A. Such "codHication" of the 0&~1 benchma r k tool as a component of the 

17 Rule would provide an impli ca t ion that Commiss ion policy had changed 

18 to ut1li ze the 0&~ benchmark as more than j ust an analy t ical tool . 

19 Inclua ion of the O&M benchmark analysis in every tiling under t he Rule 

20 would c cea tc an eno rmous and unneceasa ry repo rt ing burden whi ch vould 

21 frustrate the administ rative efficiency of the Ru le. It could create 

22 the pot ential Cor additional arbitracy rate-making adjustments which 

23 woul d not be con,istent with the Commiasion'a intent or prior 

24 appli ca ti on of the 0&!-1 benchmark . 

25 
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l Inclusion of issues other than income taxes as a f o rmal part of l he 

2 Rule is clearly contrary t o the purpose of this proceeding. Any 

3 conce rns over utili t ies' earnings levels o r opera t ing exp~nse level~ 

4 may be addressed thr ough continuing surveillance , special inquiries o r 

S studies , and , if necessa ry , "show cause" proceedings. 

6 POSSIBLE RULE IMPROV~~~\75 

7 Q. GIVES THAT YOU BELIEVE THE RULE IS A FAIR AND REASONABLE RATE-~1AKI~\G 

8 ~IECRANI S~I A.'lffi SHOCLD BE RETAI:-.'ED, DO YOU BELIEVE THE OPERATION Of THE 

9 RULE COUD BE IP.1PROV£D? 

10 A. Fairness dictates that the Rule operate in essential ly the same manner 

11 regardless of whe ther the tax rate changes are up or down. 

12 Additionally, because the rule dea ls with one element of cost of 

13 service--income tax expenses--t here is no compelling reason to 

14 continue the regulatory lag which has been associated wit h the 

l S operation of t he rule. Consis tent wi th these notions, I believe that 

16 rate payers, u ti lities , and t he FPSC would benefit from ce r tain 

17 changes to the Rule . 

18 first , the Rule should be amended so that rate increases o r decreases 

19 would be implemented coinciden t with the date income tax increases o r 

20 dec reases are ef!ective , rather t han after the year in which the 

21 change occurs. In addition to adjusting consumers · bills more 

22 promptly , this wou l d expedite the resolution of the matter and benefi t 

23 both utilities and the FPSC. 

2L. Second , t he Rule should be changed so that the previously dAlermlned 

2S revenue effect of tax i nc reases o r decreases being passed on to rate 
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payers are included in utilities base rates atter o period of 

2 time--say one year--rather than continuing to be passed on through 

3 operation of the Rule until the affected utilitic& unde rgo another 

4 general rate proceeding . This would significantly reduce the 

5 repor ting requirements and other costs of the Rule'- application--both 

6 for utilities and the FPSC . 

7 Q. HOW COULD BILLl!'JG ADJ!ISniESTS BE IMPLEND"TED COINCIDE:O.'T I.ITH THE DATE 

8 OF TAX RATE CHANGES? 

9 A. As i ncome tax rate chang~s are rarely surprises , this cou ld be 

10 accompli shed by fili ngs under t he Rule based upon the most recent 12 

11 months' actual data reasonably available prior to the effective date 

12 of t he income tax rate increase or dec rease . For exacple , if a tax 

13 rate change were scheduled t o become effective on July 1, a til!ng 

14 could be pr epared based upon 12 months ended March 31 data. This 

15 wou ld allow t ime for limi ted-scope hearings and rev!e .. · prior to the 

16 tax change. 

17 Q. HOW WOULD THE EFFECT OF TAX RATE CH~~GES BE INCLUDED I~ BASE RATES? 

18 A. The Rule could be changed to require billing increases or decrease~ 

19 effected as 1 described earlier to be inc luded In base ra tes after one 

20 year. 

21 Q. WOULDN'T RATE PAYERS BE EXPOSED TO OVERBILLISGS IF CH~~GES USDER THE 

22 RULE WERE IMPLEME~"TED AS QUICKLY AS YOU SUGGEST? 

23 A. lt's true that the time period I suggested would not allo~ for 

24 extensive field audits by Staff . for this reason, it would be 

25 appropr iate to provide a vehicle for consideration of any questions 
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which may arise during staff audits or othe ~~i se during the first 12 

2 months after billing changes under the Rule are begun. 

3 Q. l.'lLL CHASGES IN CAPITAL COST RATES ~E THE RULE, EI THER AS IT 

4 PRESENTLY EXISTS OR AS YOU PROPOSE IT, Ul\\.'ORKABLE? 

5 A. No . The ru le , as it presently exists or as I propose it , would 

6 isolate the revenue effect of changes in t he tax rate, even if changes 

7 in capi t al cost rates are ignored. Whether this issue will cause 

8 "problems" in applying the Rule , o! coune , depends on w!lether then! 

9 are significant changes in capital cost rates in the future , but mos~ 

10 predictions suggest t hat such rates are likely to remain stable . In 

lt my judgment , ho~ever , it is important to recognize that a 

12 l imited-scope mechanism which can deal with any eventual ity without 

13 regulatory lag is not prac ti cal. Certain events will simply requi re 

14 other forums and proceedings. 

15 Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

16 A. Yes , it does . 
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