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INTRODUCTION:


On June 18, 2007, Duke Energy Ohio, Inc. (“DE-Ohio”) notified the Commission of its intent to file an application for a general gas rate increase, and an application for an alternative rate plan for its gas distribution service.
  DE-Ohio applied for the increase and filed the standard filing requirements on July 18, 2007.
  The application was based on a test year ending December 31, 2007 and a date certain of March 31, 2007.
  DE-Ohio filed direct testimony supporting the 

applications.
  The Commission accepted the applications for filing, and also selected Blue Ridge Consulting Services, Inc. (“BRCS”) as an independent auditor to conduct a financial audit for DE-Ohio’s applications.


In the same proceedings, DE-Ohio notified the Commission of its intent to adjust its Rider AMRP rates to recover costs associated with the investment in its accelerated main replacement program (“AMRP”) during the last nine months of 2007.
  DE-Ohio later filed the actual data to support this Rider AMRP adjustment.

The following Parties
 filed for intervention: the Ohio Consumers’ Counsel (“OCC”); the Ohio Partners for Affordable Energy (“OPAE”); People Working Cooperatively, Inc. (“PWC”); the City of Cincinnati; The Kroger Co.; the Ohio Energy Group (“OEG”); Interstate Gas Supply, Inc. (“IGS”); Stand Energy Corporation; Integrys Energy Services, Inc. (“Integrys”); and Direct Energy Services, LLC (“Direct Energy”), and the Commission allowed these Parties to intervene.

On December 20, 2007, BRCS filed its financial audit report (“BRCS audit”) and the Staff filed its Staff Report of Investigation (“Staff Report”).
  The Parties filed objections to the Staff Report
 and three Parties also filed testimony.
  In the ensuing period, the Parties held several meetings in the interest of settling all, or at least some, of the issues in the case.  On February 20, 2008, the Parties entered into a Stipulation and Recommendation (“Stipulation”) resolving all issues in the case except the issue of rate design.
  The Parties filed additional testimony
 and the case proceeded to hearing on March 5 and 6, 2008, on the unresolved issue of rate design and on the reasonableness of the Stipulation.
  

At hearing, the reasonableness of the Stipulation was not contested.  The Stipulation provided for a modified straight fixed-variable (“SFV”) rate design, supported by nine of the twelve settling Parties.
  The Parties presented evidence that a new rate design was appropriate due to sustained increases and volatility in the price of natural gas and the persistent declines in average annual usage per residential customer due to efficiency, conservation, and price elasticity effects on demand.  Staff and DE-Ohio supported the modified SFV rate design, while OCC supported a low fixed charge, high volumetric rate design, with a sales decoupling rider accompanied by certain “consumer safeguards.”  DE-Ohio presented evidence that, if the Commission chose not to adopt the modified SFV rates, the Commission should approve a sales decoupling rider without OCC’s unnecessary consumer safeguards.  
The evidence demonstrated that SFV rates and the decoupling rider proposal presented by the Company both remove the utility’s disincentive to promote conservation and energy efficiency but SFV rates are superior to decoupling because SFV rates send more accurate price signals, better align the cost causation with the rate design, are simpler and easier to understand, levelize customers’ bills throughout the year, and avoid what would be a significant regulatory burden on all parties of annual decoupling rider update proceedings.

ARGUMENT:

I.
The unanimous Stipulation benefits the public and deserves the Commission’s serious consideration.


Unanamous Stipulations deserve the Commission’s serious consideration.
  The Stipulation benefits consumers and the public interest for the following reasons:

· DE-Ohio sought a $34.1 million base rate increase; however, DE-Ohio will obtain a much lower base rate increase of only $18.2 million under the Stipulation;

· DE-Ohio will recover a lower carrying cost for maintaining gas inventory in storage than requested in DE-Ohio’s application, and will recover this cost through Rider GCR, thus benefiting customers through enhanced competition and eliminating the subsidization of DE-Ohio’s gas commodity customers by all distribution customers;

· the Stipulation provides for a modified SFV rate design which is effectively a superior form of decoupling;this mechanism allows DE-Ohio the opportunity to earn its allowed rate of return despite declining residential usage per customer;

· the Stipulation follows accepted rate design principles because it eliminates $6 million of the existing residential customer subsidy;

· the Stipulation benefits all gas distribution customers through the continuance of the Rider AMRP, and by including recovery of costs incurred to replace certain risers, subject to certain residential rate caps;  

· the Stipulation provides for DE-Ohio to begin assuming ownership of curb-to-meter services and risers.  This will allow the Company to ensure that good utility practice is followed in installing and maintaining this plant;  

· the Stipulation creates a placeholder for a new tracking mechanism known as Rider AU (“Advanced Utility”).  This rider will allow DE-Ohio to receive timely cost recovery for deploying a smart grid system, which will provide numerous benefits, including reduced meter reading costs;  

· the Stipulation benefits low-income customers by establishing a low-income pilot program that provides a rate reduction and an incentive to stay off of programs such as Percentage Income Payment Plan (“PIPP”);  

· the Stipulation provides for DE-Ohio to implement numerous customer-friendly commitments;

· the Stipulation accelerates a projected reduction in future depreciation rates;

· the Stipulation provides for a working group to explore the merits of implementing an auction to supply the standard service offer; and

· the Stipulation ensures the continuation of sharing  net revenues from off-system transactions should DE-Ohio not have an asset management agreement for its gas commodity, storage and transportation contracts.

The Commission should approve the Stipulation because all Parties signed the Stipulation and the Stipulation is clearly in the public interest.
II.
The Commission should adopt a new rate design paradigm to remove the utilities’ disincentive to promote conservation and energy efficiency, and the Commission should adopt the modified SFV rate design because it is a superior form of decoupling.

The issue of rate design regarding which form of decoupling the Commission should adopt, SFV or modified decoupling, is the only contested issue in these proceedings.  An SFV rate design sends the proper price signals to customers, eliminates energy efficiency disincentives to the utility, and, combined with the low income pilot program agreed upon in the Stipulation, permits the majority of residential customers to pay a lower price than they would pay under OCC’s decoupling plan. 

The recent turmoil caused by higher natural gas prices and volatility is well-documented.  In 2003, the National Association of Regulatory Utility Commissioners (NARUC) adopted a Natural Gas Information Toolkit to address the problem.
  NARUC adopted a resolution in 2004 urging state commissions to consider adopting decoupling mechanisms to encourage conservation.
  In 2005, NARUC passed a resolution urging state commissions to adopt either SFV rates or other decoupling mechanisms to encourage conservation and to mitigate natural gas price increases.
  As examples of SFV rates, NARUC cited the SFV rates adopted by Northern States Power in North Dakota and Atlanta Gas Light, as well as Oklahoma Natural Gas’ proposed rate design.

In the Natural Gas Information Toolkit, NARUC noted that SFV rates provide the following benefit:

If the state’s goal is to stabilize, rather than minimize, customer bills, state PUCs may want to consider moving toward rate designs based on a straight-fixed–variable (SFV) structure.  * * *  This could have the effect of reducing winter gas bills and increasing gas bills during other times of the year.  This levelization of gas bills over the course of a year could help to lighten the burden of consumers paying high gas bills during the winter months, in addition to giving consumers better price signals.


The two rate design alternatives available to the Commission in these proceedings are: (1) modified SFV rates; or (2) continuing the current volumetric rate design of low customer charges and high volumetric rates and implementing a decoupling rider, with or without the “consumer protections” proposed by the OCC.  The current volumetric rate design does not remove the utility’s disincentive to promote conservation and energy efficiency, and so does not deserve serious consideration.  The modified SFV rates and a decoupling rider both accomplish the same objective of eliminating the utility’s disincentive to promote conservation and energy efficiency.  The modified SFV rates are superior to other decoupling proposals for several reasons.  In deciding between the modified SFV rates or a decoupling rider, the Commission should approve the test for approving partial stipulations. 

A.
The modified SFV rates in the Stipultion are a product of serious bargaining among capable, knowledgeable parties.
The modified SFV rate design meets the first prong of the Commission’s three-part test for approving stipulations.
  Nine of the twelve Parties agreed to the modified SFV rates in the Stipulation.
  The Parties stipulating to the modified SFV rate design include DE-Ohio, Staff and PWC, which represents low income residential customers.
  The City of Cincinnati was neutral on this issue.
  Only the OCC and OPAE opposed the modified SFV rates.
  The Stipulation resulted from serious bargaining because the Parties compromised on a pilot program for low income, low usage customers at a lower modified SFV rate, to ameliorate any potential impact of the modified SFV rates.

B.
Modified SFV rates do not violate any important regulatory principle or practice.
The Stipulation satisfies the second prong of the three-prong test because the modified SFV rates represent a careful balancing of competing regulatory principles.  As discussed above, the modified SFV rates remove the utility’s disincentive to promote conservation and energy efficiency and, therefore, helps address the impacts of high natural gas prices and price volatility.  Removing this disincentive is an important regulatory principle, as demonstrated in the NARUC resolutions discussed above.

The SFV rates recommended in the Staff Report and adopted by the Stipulation are actually a modified SFV rate design because the Stipulation adopted the Staff Report’s recommended modified SFV rate design of $20.25 per month, in year 1, and $25.33 per month, in year 2, for residential customers,
 which are significantly less than DE-Ohio’s cost to serve residential customers of more than $30.00 per month.
  

DE-Ohio, Staff and the OCC witnesses all agreed that natural gas utilities, including DE-Ohio, have experienced declining usage per residential customer over the last several years.
  The modified SFV rates allow DE-Ohio a better opportunity to earn its authorized return because the Company will recover more of its fixed costs through fixed charges, and will not depend as much on customer usage to recover fixed costs.  The modified SFV rates therefore satisfy the important regulatory principles for rate design that a utility’s rate structure should: (1) be effective in yielding the utility’s total revenue requirements; and (2) provide the utility with revenue stability and predictability.


Modified SFV rates also satisfy the regulatory principle that utility rates should be fairly apportioned among similarly situated customers.
  It costs DE-Ohio essentially the same amount to serve all residential customers.  For example, two neighboring customers are served from the same gas mains, utilize the same metering and regulating equipment, and are served by the same meter reading, billing and customer service operations.  The distribution company’s cost to serve these two customers is identical, regardless of the volume of gas either customer consumes.  Therefore, there is no practical reason that their monthly bills for distribution service should differ based on the customers’ usage.
  


Another important regulatory principle is that utility rates should be simple, certain and understandable.
  Modified SFV rates are simpler, more certain and far more easily understood by customers than a revenue decoupling rider, which would involve an annual true-up and potentially contentious weather normalization adjustments.


SFV rates also satisfy the regulatory principle that utility rates should not create subsidies.  Under SFV rates, all customers within a rate classification pay the fixed cost of the gas distribution system through fixed charges, which eliminates the potential for intra-class subsidies.  Recovering fixed distribution system costs via volumetric rates results in high volume customers subsidizing low volume customers because approximately 99.99% of a gas distribution utility’s costs are fixed
 and, as discussed supra, the cost of providing distribution service to customers in the same class is nearly identical.  By the same token, the current volumetric rates and a decoupling rider would also result in all residential customers subsidizing those residential customers who make energy efficiency investments.


The OCC argues that modified SFV rates violate the regulatory principle of gradualism.  This argument is without merit for several reasons.  First, residential customers currently do not pay $6.00 but rather pay $11.77 in monthly fixed charges, under Rate RS and Rider AMRP.
  Second, the increase to a $25.33 monthly charge will occur in two steps, with the first step at $20.25, consistent with the gradualism principle.  Third, the modified SFV rates per the Stipulation do not reflect the full extent of DE-Ohio’s fixed costs to serve residential customers, which exceed $30.00 per month.
  Fourth, on a total bill basis customers pay no more through an SFV rate design than they pay through traditional rates.  Under the proposed SFV rate design a customer that pays a higher customer charge pays a lower volumetric rate resulting in an almost identical total bill but with proper cost assignment on a per customer basis.  Finally, the regulatory principles discussed above are competing in nature, and the modified SFV rates strike a reasonable balance among these competing principles.


The modified SFV rates are consistent with SFV rates that other Commissions across the country are beginning to approve, or utilities are proposing, to remove utility disincentives for conservation and energy efficiency, as demonstrated in the following table:

Table 1 – Examples of States with Current or Proposed SFV Rates

	State
	Utility
	Fixed Monthly

Charge

	Georgia
	Atlanta Gas Light
	$26.67


	Missouri
	Missouri Gas Energy
	$24.62


	North Dakota
	Northern States Power Company
	$18.48


	Ohio
	Columbia Gas of Ohio, Inc.
	$19.76


	Oklahoma
	Oklahoma Natural Gas Company
	$20.00



C.
Modified SFV rates will benefit customers and the public interest.

Modified SFV rates will benefit customers and the public interest in several respects.  First, customers and the public obviously receive the benefits discussed in the previous section because the modified SFV rates represent a reasonable balancing of competing regulatory principles of rate design.  As discussed above, the proposed modified SFV rates will eliminate the utility’s disincentive to promote conservation and energy efficiency; will provide the utility a better opportunity to recover its authorized return, in light of the declining usage per residential customer; will eliminate intra-class subsidies; and are simple and easy to understand.


The modified SFV rates will benefit low income customers because most low income customers are high volume users of gas and the modified SFV rate structure will result in lower monthly bills than the current volumetric rate design.
  DE-Ohio reached this conclusion after analyzing the bills of Percentage of Income Payment (“PIPP”) customers.
  DE-Ohio does not keep records of customer income levels; so, the PIPP data was viewed as a reasonable proxy for low income customer usage.  The PIPP customer data indicated that the average PIPP customer consumes approximately 1,000 ccf per year, which is approximately 25% more than the average non-PIPP customer; so, modified SFV rates will actually reduce the annual cost for the average PIPP customer (and thus the cost of the PIPP program), and presumably for the average low income customer as well.
  This conclusion was supported by a study conducted by Missouri Gas Energy.
  


Modified SFV rates will reduce the frequency of rate cases that the utility would otherwise need to file to address revenue erosion caused by the declining use per residential customer.
  Modified SFV rates will avoid customer confusion that could arise from the annual decoupling rider adjustments.  Modified SFV rates will avoid the burden of annual decoupling rider adjustment proceedings, which could be complex, contentious and time-consuming, due to the weather normalization adjustment, among other possible adjustments, that would be required.
  Modified SFV rates will serve to levelize customer bills over the year as the fixed cost recovery is spread out evenly over the year rather than predominantly during the heating months as would be the case with the decoupling rider proposal and under the current rate design.
  Modified SFV rates are familiar to customers because they are structured in the same manner as other common services such as cable television, telephone, cellular telephone and internet services.


The OCC argues that modified SFV rates will not benefit customers or the public interest because modified SFV rates will remove customers’ incentives for making energy efficiency investments.  This argument is without merit.  If the Commission adopts modified SFV rates, approximately 75% of a typical residential customer’s bill will still be based on a volumetric rate.
  Given the current and expected high commodity cost of gas, this will still provide a powerful incentive for customers to make energy efficiency investments.
 


In sum, the modified SFV rates recommended by the Staff and adopted in the Stipulation satisfy the Commission’s three-part test for approving stipulations and should be approved.
III.
If the Commission approves a decoupling rider, the Commission should reject OCC’s proposed “consumer safeguards.”

If the Commission approves a decoupling rider, the Commission should reject the OCC’s proposed “consumer safeguards.”  These safeguards include measures such as reducing the utility’s return on equity; applying a 30-year weather normalization; and capping the utility’s recovery under its decoupling rider.  These measures are inappropriate and unnecessary.  In many respects, these proposed safeguards are inconsistent with principles agreed to in the Stipulation.  For example, DE-Ohio’s test year sales used for the revenue increase in the Stipulation is based on a 10-year weather normalization.  A decoupling adjustment using a 30-year weather normalization could not be matched with DE-Ohio’s test year sales.  Similarly, the base rates established in the Stipulation are based on a 10.5% return on equity, and it would materially change the Stipulation if the Commission reduced DE-Ohio’s revenue requirement based on the approval of a decoupling mechanism.


Thirteen states were identified as having adopted decoupling mechanisms
 but the OCC could identify only two cases where a state had approved any of its so-called consumer protections.
  The Commission approved a sales decoupling mechanism for Vectren Energy Delivery of Ohio, Inc., but did not approve any of the consumer protections proposed by the OCC in that case.
  The OCC’s proposed consumer safeguards are inconsistent with the Stipulation, are unnecessary, and are inconsistent with established precedent.
CONCLUSION:


For the reasons set forth above, DE-Ohio respectfully requests that the Commission approve the Stipulation, including the modified SFV rate design.  In the alternative, DE-Ohio requests that the Commission approve the Stipulation and a decoupling rider, but without OCC’s proposed inappropriate and unnecessary consumer safeguards.

Respectfully submitted,
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