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ATTACHMENTS

Supplemental DLS-1 – Amended cost of service study work papers

Supplemental DLS-2 – Amended cost of service study 

I. Introduction and purpose
Q.
PLEASE STATE YOUR NAME.

A.
My name is Donald L. Storck
Q.
DID YOU FILE DIRECT AND SUPPLEMENTAL TESTIMONY IN THIS PROCEEDING ON BEHALF OF DUKE ENERGY OHIO, INC. (“DE-OHIO”)?

A.
Yes.  

Q.
WHAT IS THE PURPOSE OF YOUR SECOND SUPPLEMENTAL TESTIMONY?

A.
I respond to the testimony of the Ohio Consumers’ Counsel witnesses Mr. Yankel and Mr. Gonzalez relating to cost of service allocations, the Accelerated Main Replacement Program (“AMRP”), the sales decoupling rider (“Rider SD”) and residential rate design.  I also sponsor the amended cost of service study and associated work papers.

II.
COST OF SERVICE ALLOCATIONS
Q.
MR. YANKEL CLAIMS AT PAGE 7, LINE 6 THROUGH PAGE 8, LINE 17 THAT DE-OHIO MADE THREE COMPUTATIONAL ERRORS IN ITS COST OF SERVICE STUDY.  HOW DO YOU RESPOND?
A.
I agree with Mr. Yankel’s first two points, but disagree with his third.  In the Company’s response to OCC-INT-07-299, DE-Ohio identified errors in its cost of service study.  The first error is a typographical error in a written formula on Work Paper WPE-3.2b.  The second error is a formula error on Work Paper WPE-3.2b that didn’t sum correctly.  The Company agrees with both of these objections and I have corrected both errors in the amended work papers and in the amended cost of service study included in this testimony as Attachment Supplemental DLS-1 and Attachment Supplemental DLS-2.  The final error discussed by Mr. Yankel relates the coincident peak loads used for the cost of service study.  DE-Ohio pointed out that the wrong coincident peak loads were used for the cost of service study, and that the March 2007 peak load should have been used to develop certain allocation factors in the cost of service study.  Mr. Yankel states that the January 2007 peak load should have been used to develop these allocation factors because this is “obviously” the system peak for a natural gas utility with a large space heating load, and because the coldest temperatures occurred in January.
Q.
WHAT IS THE CORRECT PEAK LOAD THAT SHOULD BE USED IN THE COST OF SERVICE STUDY?
A.
The correct peak load that should be used for the cost of service study is February 5, 2007 peak load.  After reviewing the original class peak load calculation, I have determined that weather normalized billing cycle sales were used in this calculation.  The load factors used in the class peak calculation were based on actual calendar month sales, which were not weather normalized.  This data mis-match caused an invalid result.  Therefore, I revised the workpaper to use actual calendar month sales, which were not weather normalized, to calculate the class peak loads.  The result was the class peaks occurred on February 5, 2007, at the time of the measured system peak.  The sum of the calculated class peaks is 98.5% of the system peak.  The calculated class peaks are validated because the sum is close to the measured system peak.  The amended work papers have been revised for this change and are produced at Attachment Supplemental DLS-1.

Q.
MR. YANKEL RECOMMENDS THE USE OF A JANUARY PEAK IN ALL CASES.  DO YOU AGREE WITH MR. YANKEL’S RECOMMENDATION?

A.
No, I disagree with Mr. Yankel’s recommendation.  Mr. Yankel states on page 9 of his direct testimony: “[t]he system peak occurred in January 2007 (when it would be expected) and not in March.”  Mr. Yankel is incorrect.  The Company’s system peak of 683,799 Mcf, occurred on February 5, 2007, not in January as Mr. Yankel assumes.  This peak was independently measured by the pipelines supplying natural gas to DE-Ohio.  Mr. Yankel also states on page 9 of his direct testimony: “[i]t should be obvious that the system peak for a natural gas distribution company with a large space heating load would occur at the time when the temperatures are the lowest.”  This statement is generally true, but peak load is also influenced by factors such as wind speed, humidity, cloudiness, and the day of the week. 
Mr. Yankel expounds on his argument by explaining that according to the NOAA, January is usually the coldest month of the year.  However, while January is usually the coldest month of the year, it does not mean that the coldest day of the year must occur in January.  According to NOAA, the coldest day during the winter of 2006 – 2007 was February 5, 2007.  Also according to NOAA, February 2007 was considerably colder than January 2007.  February 2007’s average temperature was 23ºF as compared to January 2007’s average temperature of 35ºF.  A review of the measured system peak for Duke Energy Ohio, Inc. over the last 20 years shows the system peak occurred 10% of the time in December, 50% of the time in January, 35% of the time in February and 5% of the time in March.  Since the Company’s last rate case, three of the last six gas peak loads occurred in February.  If the Company always used January’s peak day, rather than the winter season’s actual peak day in developing its allocation factors, it would result in the actual cost of providing service being incorrectly allocated among the Company’s customer classes.  The authoritative literature I reviewed (i.e., Gas Rate Fundamentals published by the American Gas Association, Electric Utility Cost Allocation Manual published by National Association of Regulatory Utility Commissioners) support the use of actual system peak, not a proxy.  I am also unaware of any Commission orders requiring the January peak to be used for cost of service allocations regardless of when the actual peak occurred.  

Q.
Mr. Yankel rejected the Company’s calculation of the “Customer Component” of mains.  how do you respond?
A.
I disagree with several of Mr. Yankel’s assertions.  First, I disagree with his assertion that the 1” pipe was excluded from the Company’s regression analysis.  Second, I disagree with his assertion that certain sizes of pipe should be excluded from the regression analysis.  Third, I disagree with the results of his regression analysis.  Finally, I disagree with Mr. Yankel’s statements that the different cost characteristics between plastic and steel pipes justify a 0% customer component.

Q.
PLEASE EXPLAIN THE PURPOSE OF THE REGRESSION ANALYSIS?
A.
The regression analysis, as performed in my workpapers, is used to determine the “customer portion” of mains.  The customer portion is the cost to install a main with a zero diameter.  In other words, it is the cost of the mains to serve a minimal or zero load.  The Y intercept of the regression analysis is the customer cost component of mains, or stated differently, the cost to install a zero diameter main.  This value is multiplied times the feet of pipe installed to determine the customer component of mains.  The customer component of mains as a percentage of the total cost of mains is used to weight the customer component of Allocator K415, the Customer / Demand Ratio.  As with all data regression analyses, the use of more valid data points increases the accuracy of the output.
Q.
PLEASE EXPLAIN YOUR DISAGREEMENT OVER WHETHER THE 1” PIPE WAS EXCLUDED FROM THE REGRESSION ANALYSIS.
A.
Mr. Yankel’s testimony states the Company excluded the 1” pipe size from its regression analysis.  The legend on workpaper WPE-3.2e incorrectly denotes the 1” pipe is excluded, and the 1.25” pipe is included, in the analysis.  However, the 1” pipe was included in the regression analysis and the 1.25” pipe was inadvertently excluded from the regression analysis.  The workpapers, produced at Attachment Supplemental DLS-1, have been revised to include all pipe sizes in the Company’s calculation of the customer component cost.  This includes the 0.75”, 1”, 1.25”, 2”, 3”, 4”, 6”, 8”, and 12” pipe sizes.
Q.
DO YOU AGREE WITH MR. YANKEL’S RECOMMENDATION TO EXCLUDE CERTAIN SIZES OF PIPE FROM THE REGRESSION ANALYSIS CALCULATION?
A.
No.  The inclusion of more valid data points will improve the accuracy of the calculation.  He excluded the 1.25”, 2.75” and 12” pipes because “there is very little footage and thus very little data regarding cost per foot.”  I believe the 2.75” was a typographical error in Mr. Yankel’s testimony and was intended to be 0.75” pipe.  Mr. Yankel’s analysis therefore improperly excluded 76,320 feet (approximately 14.5 miles) of pipe.  Mr. Yankel has challenged the accuracy of the Company’s pipe cost, yet he has introduced no evidence supporting his claim.  In fact, the ¾” and 1 1/4” pipe were used in difficult to install situations and thus have a higher cost to install.  The 12” pipe was installed in conjunction with other pipes, thus lowering its installed cost.  The cost of these pipes are accurate and typical; therefore, I believe it is proper that the data for all pipe sizes, including the 0.75”, 1.25” and 12” pipe, be included in the calculation.
Q.
Please explain why you disagree with Mr. Yankel’s Regression analysis calculation of the “Customer Component” OF MAINS.
A.
On page 15 of his direct testimony, Mr. Yankel calculates the customer component using only the 1”, 2”, 3”, 4”, 6”, and 8” pipe sizes.  He correctly notes that the use of these selected pipe sizes produces a “rather large negative customer component of -$9.05.”  The result is negative, so he states that the customer component should therefore be set to zero.  From an intuitive and a practical standpoint, a negative customer component (i.e., a negative cost) makes absolutely no sense.  There will always be some level of fixed cost associated with installing even the smallest pipe.  The fact that Mr. Yankel calculated a negative customer component reveals one of the problems with using a “selected” small number of data points.  Depending on which of the handful of data points are selected for use in the regression equation, the customer component can be calculated as positive or negative.  To demonstrate the impacts of selectively including or excluding specific data points, I calculated the customer component using all available data points (0.75”, 1”, 1.25”, 2”, 3”, 4”, 6”, 8”, and 12” pipe sizes).  The calculation resulted in a customer component of $3.33.  This is the same amount reflected in the amended workpapers in Attachment Supplemental DLS-1.  Next, I ran the analysis nine more times, each time eliminating one of the data points.  The average constant (customer component) from all of these linear regression calculations is $3.01.  This is very close to the $3.33, which is calculated using all data points.  The following table summarizes the results:
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Another way to analyze this data is to utilize a non-parametric regression technique.  This technique allows the data to influence the shape of the fitted curve.  If the data falls along a straight line, the fitted curve will approximate a straight line as well.  But when the data follows a more complicated pattern, as in the present case, then the fitted curve can take a more complex shape.  The following graph was prepared using such a technique and it shows a positive Y intercept (customer component) of $7.68.
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The purpose of performing a regression analysis is to estimate a reasonable customer component, which is determined as the Y intercept.  The small number of data points precludes the calculation of a perfectly accurate customer component.  Clearly, a negative customer component makes no sense, and a zero customer component is also not reasonable.  Likewise, a large positive customer component (e.g., $50) is also not reasonable.  In my opinion, the Company’s calculated customer component of $3.33 per bill, included in Attachment Supplemental DLS-1, is reasonable because: (1) it is a positive number versus a negative number, (2) it is based on all available data points, and (3) it approximates the average of the nine scenarios that eliminate one data point each.

Q.
MR. YANKEL STATES THAT THE DIFFERENT COST CHARACTERISTICS OF PLASTIC PIPE COMPARED TO STEEL PIPE EXPLAINS THE REDUCTION IN THE CUSTOMER COMPONENT FROM STAFF’S RECOMMENDATION OF 4% IN THE LAST RATE CASE TO HIS RECOMMENDATION IN THIS CASE OF 0%.  DO YOU AGREE WITH MR. YANKEL’S STATEMENT?
A.
No.  While there are certainly differences in the cost of plastic vs. steel pipe, it does not explain a negative Y intercept in the regression analysis or a 0% customer component.  In the previous questions and answers, I explained the errors in Mr. Yankel’s calculation.  Additionally, if plastic pipe with a minimal or zero diameter is installed, the cost must be a positive number as shown in my calculation.  
III.
RIDER AMRP REVENUE REQUIREMENT ALLOCATION
Q.
MR. YANKEL RECOMMENDS AN AVERAGE OF THE K415 AND K300 ALLOCATORS BE USED TO ALLOCATE THE AMRP REVENUE REQUIREMENT.  DO YOU AGREE WITH MR. YANKEL’S RECOMMENDATION? 

A.
No.  Mr. Yankel stated: “[a]ll customer groups are allocated the cost of mains based upon the Company’s demand allocator K415.  When this new plant goes into rate base, presumably it will be allocated on the same basis of K415.”  Mr. Yankel presumed correctly.  The cost of mains is the largest component of the AMRP revenue requirement, so it is reasonable to use allocator K415.  Even though Mr. Yankel clearly states that the costs will be allocated using the Allocator K415 in the next base rate case, he proposes to use the average of Allocator K415 and Allocator K300 (an allocator based on total annual throughput).  Mr. Yankel reasons that “all customers share in any benefits of lower leaks and thus lower lost-and-unaccounted-for percentages because of the AMRP program.”  
The vast majority of the AMRP costs are the cost of mains, so it only makes sense to use the same allocator that will be used in a base rate case to allocate such costs.  Allocator K415, which, as calculated in Attachment Supplemental DLS-1, would allocate 64.192%, 30.289% and 5.519% of the cost to Rates RS/RFT, GS/FT and IT, respectively.  While this allocation is relatively close to the Company’s proposed allocation, I continue to support the Company’s position to allocate the AMRP revenue requirement among rate classes on base revenues, as approved in the Company’s last rate proceeding and utilized in each Rider AMRP update since that time.  
Q.
REGARDING THE PROPOSED RISER REPLACEMENT PROGRAM, MR. YANKEL’S TESTIMONY STATES: “HOWEVER, IF THE COMMISSION WANTS TO GIVE IT RIDER TREATMENT, THEN IT SHOULD HAVE ITS OWN RIDER, SEPARATE FROM ANY AMRP RIDER THAT IS APPROVED.”  DO YOU AGREE WITH MR. YANKEL’S RECOMMENDATION TO ESTABLISH A SEPARATE RISER REPLACEMENT PROGRAM RIDER?

A.
The Company is not opposed to a separate rider for the Riser Replacement Program.  The revenue requirement calculation for this rider should be similar to Rider AMRP.  However, most, if not all, of the riser replacements are for residential customers, so the revenue requirement attributable to the separate riser replacement program should be allocated to customers using allocator K401, which is based on the number of customers.  
IV.
SALES DECOUPLING RIDER
Q.
MR. YANKEL STATES HE DOES NOT BELIEVE THE COMPANY CAN PERFORM THE NECESSARY CALCULATIONS TO PRODUCE ACCURATE RESULTS FOR THE SALES DECOUPLING RIDER.  DO YOU AGREE?
A.
No.  The Company is quite capable of performing the necessary calculations that are necessary to complete the calculations needed for the Sales Decoupling Rider.  Mr. Yankel has not provided any credible evidence to the contrary.



Mr. Yankel’s misplaced conerns above the Company’s ability to perform these calculations would be substantially mitigated if the Commission approves Staff’s proposal to move most of the base revenue requirement into a straight fixed variable (“SFV”) rate design.  

Q.
MR. YANKEL ASSERTS THAT “PROBABLY THE LARGEST FALLACY IS THAT SOMEHOW A DECLINE IN THE USAGE PER CUSTOMER FIGURE RESULTS IN A DECREASE IN THE COMPANY’S REVENUES AND THUS THE NEED FOR A RATE CASE.”  DO YOU AGREE WITH MR. YANKEL’S STATEMENT?
A.
No, I do not.  Obviously a decline in sales reduces revenues, which accelerates the need for a rate case.  Approximately $6 million of the current revenue deficiency is due to declining sales since the 2001 rate case test period.  Average residential usage actually created a larger revenue deficiency, but was partially mitigated by an increase in commercial and industrial sales per customer.  Although Mr. Yankel contends that a large increase in the number of customers will offset this decline, he offers no proof to support his assertion.

Q.
MR. YANKEL IS CONCERNED ABOUT POTENTIAL LARGE SWINGS (POSITIVE AND NEGATIVE) DUE TO THE SALES DECOUPLING.  DO YOU AGREE?

A.
No, I do not.  The trend in usage per customer is declining.  The Company has experienced a 2.87% annual decline in average usage per customer over the last six years as shown in my direct testimony.  Historically, the Company has not experienced large swings, up or down, in the average usage per customer.  Unless this trend dramatically escalates or reverses (which we do not expect), there should not be large swings in the sales decoupling rider.

V.
RESIDENTIAL RATE DESIGN
Q.
MR. YANKEL’S TESTIMONY FAVORS A SMALL CUSTOMER CHARGE TO KEEP THE VOLUMETRIC RATE AS HIGH AS POSSIBLE TO PROMOTE CONSERVATION.  DO YOU CONCUR WITH MR. YANKEL?

A.
No.  First, my experience is that people do not replace expensive appliances that work properly to achieve energy efficiency.  A customer is more likely to replace appliances near the end of their useful life.  Second, customers tend to look at their total energy bill rather than preparing a sophisticated variable cost analysis of the distribution charge, natural gas cost and riders.  Third, the majority of a customer’s bill (over 75% under the Company’s or Staff’s proposed rates) will be based on a volumetric rate.  High commodity costs, comprising the major portion of the customers’ bills, will motivate customers to conserve usage regardless of whether the distribution charge is fixed or volumetric.
Q.
MR. GONZALEZ STATES IN HIS TESTIMONY THAT “DECOUPLING IS PROBLEMATIC BECAUSE IT REPLACES THE LEGAL “OPPORTUNITY” FOR EARNING A REASONABLE RETURN WITH A MORE GUARANTEED COST RECOVERY, THUS SHIFTING COST RECOVERY RISKS FROM SHAREHOLDERS TO CUSTOMERS.”  DO YOU AGREE WITH MR. GONZALEZ’S STATEMENT?

A.
No.  The Sales Decoupling Rider allows the Company the opportunity to earn a reasonable return by allowing recovery of its fixed costs as declining usage per customer continues.  Declining residential customer usage is a known factor that has occurred in the past and is projected to continue in the foreseeable future.  The Company continues to bear the risk of inflation, cost containment, system investment and the impacts of weather.  There is no “more” guaranteed cost recovery.

Q.
MR. GONZALEZ SUPPORTS DECOUPLING WHEN THE FOLLOWING SAFEGUARDS OR PRINCIPLES ARE ADHERED TO: (1) A SIGNIFICANT DSM PROGRAM; (2) A GUARD AGAINST RATE SHOCK AND UTILITY OVER-EARNING; (3) USE OF AN APPROPRIATE WEATHER NORMALIZATION PROCEDURE; AND (4) A DOWNWARD ADJUSTMENT IN THE COMPANY’S RETURN ON EQUITY.  DO YOU AGREE WITH MR. GONZALEZ?

A.
No.  First, the Company is willing to discuss any OCC DSM program proposal in the context of the Company’s DSM proceedings, and no specific safeguard is needed.  Second, the Company does not believe safeguards are needed because it is experiencing declining sales per residential customer and the decoupling mechanism will give DE-Ohio an opportunity to earn its authorized return, but should not lead to rate increases or over-earning.  Rider SD will not lead to the Company earning more than its allowed rate of return.  Third, Mr. Riddle’s second supplemental testimony addresses why the Company’s weather normalization procedure is appropriate.  Finally, Dr. Morin’s second supplemental testimony explains why the Company’s ROE proposal is appropriate.

VI.
STRAIGHT FIXED VARIABLE RATE DESIGN
Q.
Do you agree WITH MR. GONZALEZ’S ASSERTION that the HIGHER Fixed Rate Design proposed by Staff WOULD decrease the natural gas price signal?
A.
No.  A higher fixed charge will not reduce the average customer’s total bill.  While it will reduce the volumetric portion a little, still the majority of the residential revenues will continue to be recovered through volumetric based rates.  Based on the Staff’s proposed residential revenues, approximately 80% and 75% of the average customer’s bill will be recovered through volumetric rates in years one and two, respectively.  Most of the Company’s costs are fixed (except odorization chemicals and the cost of the gas commodity); therefore, a higher fixed rate that would recover all of the fixed costs would recover approximately one-third of the Company’s total revenue requirement.  This leaves more than two-thirds of the revenues to be recovered through volumetric charges.
Q. 
Mr. Gonzalez states: “SFV is regressive on low usage customers (some of which are low income or on fixed incomes) and it will produce rate shock.”  Do you AGREE?

A.
No, I do not.  A higher fixed rate will produce a higher rate increase for low usage customers.  His assumption that low income equates with low usage is mistaken.  A review of the Company’s gas and electric PIPP customers revealed that the average PIPP customer uses more energy than the average of the Company’s non-PIPP residential customers, gas or electric.  In fact, many of the gas PIPP customers use significantly more than the average Company gas customer.  The lowest income customer may well save money with a higher fixed rate.  Lastly, a higher fixed rate also offers the benefit of levelizing the customer’s cost of natural gas over the year thus lowering their winter bills. 

Q.
MR. GONZALEZ STATES THAT SFV PENALIZES THOSE CUSTOMERS WHO HAVE UNDERTAKEN ENERGY EFFICIENCY INVESTMENTS.  DO YOU AGREE?

A.
No.  Customers who have undertaken energy efficiency investments in the past will continue to reap the benefits of their energy efficiency investments in the future.  Depending on the price of the natural gas commodity, it may even increase or accelerate the benefits of such investments.  Customers who have undertaken energy efficiency investments in the past are not penalized by implementing a higher fixed rate.  The Company’s and the Staff’s proposed rates would still recover most of the revenue requirement through a volumetric rate.

Q.
IN MR. GONZALEZ’S TESTIMONY, HE STATES “SFV” VIOLATES THE “GRADUALISM” DOCTRINE OF RATE DESIGN.  DO YOU AGREE?

A.
No.  Mr. Gonzalez emphasized the increase in the customer charge without considering the impact of the volumetric charge.  
VII.
CONCLUSION

Q.
DOES THIS CONCLUDE YOUR SECOND SUPPLEMENTAL TESTIMONY?

A.
Yes.
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