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I.
Introduction

Q1.
Please state your name and business address.

A1.
My name is Scott J. Rubin.  My business address is 333 Oak Lane, Bloomsburg, PA.
Q2.
By whom are you employed and in what capacity?

A2.
I am an independent consultant and an attorney.  My practice is limited to matters affecting the public utility industry.
Q3.
What is the purpose of your testimony in this case?

A3.
I have been retained by the Office of the Ohio Consumers’ Counsel (“OCC”) to review the cost of service study, proposed tariff changes, and proposed rate design filed by Duke Energy Ohio, Inc. (“Duke” or “Utility”) and to review the related portions of the Staff Report of the Public Utilities Commission of Ohio (“PUCO” or “Commission”) that address these issues.
Q4.
What are your qualifications to provide this testimony?

A4.
I have testified as an expert witness before utility commissions or courts in the District of Columbia, the province of Nova Scotia, and in the states of Alaska, Arizona, California, Delaware, Illinois, Kentucky, Maine, Maryland, New Hampshire, New Jersey, New York, Ohio, Pennsylvania, and West Virginia.  I also have testified as an expert witness before two committees of the U.S. House of Representatives and one committee of the Pennsylvania House of Representatives.  I also served as a consultant to the staffs of two state utility commissions as well as to several national utility trade associations, and state and local governments throughout the country.  Prior to establishing my own consulting and law practice, I was employed by the Pennsylvania Office of Consumer Advocate from 1983 through January 1994 in successive positions of increasing responsibility.  From 1990 until I left state government, I was one of two senior attorneys in that Office.  Among my other responsibilities in that position, I played a major role in setting its policy positions on water and electric matters.  In addition, I was responsible for supervising the technical staff of that Office.  I also testified as an expert witness for that Office on rate design and cost of service issues.

Throughout my career, I have developed substantial expertise in matters relating to the economic regulation of public utilities.  I have published articles, contributed to books, written speeches, and delivered numerous presentations, on both the national and state levels, relating to regulatory issues.  I have attended numerous continuing education courses involving the utility industry.  I also have served as a faculty member in utility-related educational programs for the Institute for Public Utilities at Michigan State University, the American Water Works Association, and the Pennsylvania Bar Institute.  Attachment SJR-1 to this testimony is my curriculum vitae.
Q5.
Do you have any experience that is particularly relevant to the issues in this case?

A5.
Yes, I do.  I have testified on numerous occasions as a rate design, tariff, and cost of service expert.  I have also worked as a consultant to local government entities on rate design issues -- both to assist government-owned utilities in designing rates and to help government agencies obtain reasonable rates from their utility.  I also served on the editorial committee for the preparation of the major rate design manual for the water utility industry, the American Water Works Association’s Manual M1:  Principles of Water Rates, Fees, and Charges.
In the natural gas sector during the past five years, I testified on rate design, tariff, and/or cost of service issues in cases involving East Ohio Gas Company, Northern Illinois Gas Company (Illinois), Peoples Gas Light and Coke Company (Illinois), North Shore Gas Company (Illinois), the Ameren Gas Utilities (Illinois), Yankee Gas Company (Connecticut), and Heritage Gas Ltd. (Nova Scotia).  I also conducted a detailed review, and helped negotiate a settlement prior to filing testimony, of a case involving Northern Utilities, Inc. (New Hampshire).
II.
Summary
Q6.
What is the focus of your direct testimony?

A6.
My testimony identifies and discusses four areas where I recommend changes in the Staff Report, with a corresponding effect on Duke’s Application.  Specifically, I address the following issues:  

· OCC Objection 21:  Proposed changes in Duke’s right-of-way tariff;

· OCC Objection 22:  Proposed changes in Duke’s main extension tariff (Rider X);
· OCC Objection 29:  Treatment of manufactured gas plant costs in the cost-of-service study; and

· OCC Objections 23 and 24:  Establishing a proper rate, and determining the cost of service, for residential non-heating customers.
Q7.
As part of your work, did you review the testimony and exhibits of any Duke witnesses?
A7.
Yes.  I reviewed the testimony and exhibits of Duke witnesses Hebbeler, Riddle, Wathen, Ziolkowski, and Laub.  I also reviewed other exhibits that are part of the filing and numerous responses to OCC and the Staff discovery requests that were provided by these and other witnesses.
Q8.
What portions of the Staff Report did you review?

A8.
I conducted a detailed review of the Staff Report’s Rates and Tariffs section (pages 18-29) and the Proposed Alternative Regulation Plan section (pages 69-77).  I also reviewed the supporting schedules and workpapers relating to these issues.
Q9.
Please summarize your conclusions and recommendations.

A9.
My conclusions and recommendations are summarized as follows:

· OCC Objection 21:  The Staff erred in accepting Duke’s proposed changes in its Right-of-Way tariff.  The proposed tariff changes would require customers to give Duke a right-of-way through a customer’s property at no cost to Duke, and has the potential to create safety hazards on a customer’s property over which the customer would have no control.  The existing right-of-way provision in Duke’s tariff should remain unchanged.
· OCC Objection 22:  Staff erred in accepting Duke’s proposed changes in its main extension tariff (Rider X).  The Commission should reject Duke’s proposed changes in Rider X.  The new main extension policy is not fully developed and Duke cannot demonstrate that the results of applying the tariff provisions would be reasonable and consistent with the public interest.  Moreover, it appears that critical pieces of information, for customers -- including the discount rate (and how it would change over time), the time period for the net present value analysis, and the conditions for receiving refunds of up-front payments -- are neither fully developed nor reflected in the tariff.  These provisions are too important to leave to the Utility’s discretion.  They should be set forth in the main extension policy contained in the tariff, be approved by the Commission and thus known to customers before any customer is subject to these costs.  I further recommend that existing Rider X be modified to include all volumetric distribution revenues and customer charge revenues in the determination of whether the customer has met the minimum revenue obligation under the main extension tariff.
· OCC Objection 29:  Staff should not have accepted the Utility’s cost-of-service study (“COSS”) without change.  In particular, the Utility’s COSS improperly functionalizes, classifies, and allocates costs associated with manufactured gas plant (“MGP”) remediation.  If any MGP costs are determined by the PUCO to be collected from customers, then such costs should be functionalized as being solely production-related; classified as being solely commodity-related; and allocated to customer classes using allocator K205 (average and excess excluding interruptible transportation).
· OCC Objections 23 and 24:  Staff improperly accepted Duke’s proposed method to design residential rates.  In particular, Staff and the Utility are proposing to keep heating and non-heating customers in the same customer class, charge them the same rates, and have those rates recover the majority of the cost of service through a customer charge.  Based on my experience with similar utilities, it is highly likely that Duke’s average cost to serve a non-heating customer is substantially lower than its average cost to serve a heating customer (meaning that Duke’s proposal would set a rate for non-heating customers that is too high).  I recommend, therefore, that the Commission require Duke to separate its residential class into a heating class and a non-heating class at the conclusion of this case.  I also recommend that Duke be required to perform a COSS reflecting those two classes in its next rate case.  For purposes of setting rates in this case, I recommend that the non-heating customer charge should remain equal to the existing base customer charge of $25.33 per month.
III.
Proposed Changes in Non-Rate Tariff Provisions (OCC Objections 21 and 22)
Q10.
Has Duke proposed any changes in the non-rate terms and conditions of its tariff?

A10.
Yes, Duke has proposed several changes in tariff provisions, in addition to the rate increases it proposes in this case.

Q11.
Did the Staff Report discuss all of Duke’s proposed tariff changes?

A11.
No.  The Staff Report only discusses those tariff provisions with which the Staff disagrees.  On page 18 of the Staff Report, the Staff states:  “The Applicant is proposing various textual changes to its tariffs.  Unless noted, Staff recommends approval of these changes as proposed by the Applicant.”

Q12.
Are there any non-rate tariff provisions that were implicitly accepted by THE Staff that should not be accepted by the Commission?

A12.
Yes, there are two tariff changes proposed by Duke and implicitly accepted by the Staff that I recommend be rejected by the Commission:  (1) Duke’s proposed changes in its right-of-way provision (Tariff Sheet No. 21.7, pages 4-5, as found on Duke Sch. E-2.1, pages 9-10); and (2) Duke’s proposed changes in Rider X dealing with main extensions (Tariff Sheet No. 62.4, as found on Duke Sch. E-2.1, pages 124-126).

A. Right-of-Way Provision (OCC Objection 21)
Q13.
What is the purpose of the current right-of-way provision in Duke’s tariff?

A13.
The existing right-of-way (“ROW”) tariff states that a Duke customer will provide Duke a ROW across the customer’s property, at no cost to Duke, when the ROW is needed to serve the customer.  A customer also must provide a ROW at no cost to Duke to serve “customers beyond the customer’s property when such rights are limited to installations along dedicated streets and roads.” (Emphasis added).

The language I emphasized from the existing tariff above is critically important.  It requires a customer to provide Duke with a ROW to serve other customers only when the ROW is along dedicated streets and roads.  It does not permit Duke to cross other portions of a customer’s property (such as installing a gas main through someone’s back yard or along a private driveway or alley) unless Duke negotiates for such access and pays reasonable compensation to the customer.
In my experience, the existing language in Duke’s tariff is customary within the utility industry and is consistent with general principles relating to a utility’s limited use of its power to take private property for providing service to the public.

Q14.
How is DUKE proposing to change the ROW tariff?

A14.
As summarized in OCC Objection 21, Duke is proposing completely new ROW language in its tariff.  Importantly, the new language includes the following provision:  “Additionally, the customer shall likewise furnish, without cost to the Company, all necessary rights of way upon or across customer’s property necessary or incidental to the supplying of service to other customers who are adjacent to or extend beyond the customer’s property.”

The proposed new language eliminates any mention of extensions being along dedicated streets.  Instead, the new language would permit Duke to cross a customer’s property at any point, and the customer would have no redress or right to claim compensation.
Q15.
Are you certain this is the meaning of Duke’s proposed changes in the ROW tariff?

A15.
Yes, OCC asked Duke a series of interrogatories relating to this tariff provision.  I am attaching as Attachment SJR-2 Duke’s responses to OCC Interrogatory Nos. 09-322 through 09-326.  Duke’s responses confirm what I had suspected: that the Utility is proposing these changes in order to obtain no-cost access to customers’ property that is not along dedicated streets.  For example, the Utility states:  “The best and least cost route could be across a side yard, through the back of the property, etc.”
  That is undoubtedly true, but that does not mean that Duke should be permitted to install a gas main or other facilities in the middle of a customer’s yard without the customer’s agreement and without compensating the customer.

The Utility claims that it requires such access for “expediency” and to save money.  Again, I do not doubt that requiring customers to provide no-cost access to Duke would save the Utility time and money.  But that does not make it lawful, reasonable or consistent with limitations on the taking of private property by a Utility.

Q16.
Duke’s response to OCC Interrogatory no. 09-325 claims the issue is not about compensation, but about access.  Do you agree?

A16.
No, I do not agree.  Duke states:  “The Company is not seeking to require an easement or right-of-way for no compensation in all instances.”  Duke does not explain, however, in what instances it would provide compensation.  Moreover, its proposed tariff is quite clear on this point, stating: “the customer shall likewise furnish, without cost to the Company, all necessary rights of way” needed to extend service (emphasis added).  This language is quite clear and inclusive:  the customer must provide the ROW without cost to Duke.  While Duke’s interrogatory response may claim that it will compensate customers in some circumstances, there is no such provision in its proposed tariff.

Q17.
Are there safety considerations with Duke’s proposed tariff language?

A17.
Yes, there are public safety considerations associated with Duke’s proposed ROW provision.  Duke’s proposal would remove a customer’s ability to control where on its property buried infrastructure (and potentially hazardous buried infrastructure, at that) would be installed.  Customers may have plans for the use of their property (such as installing a patio, swimming pool, or swing set) that conflict with having a buried gas main in the middle of the property.  As an example of the types of restrictions that land owners could face, I am attaching as Attachment SJR-3 a pamphlet produced by Duke for land owners about the restrictions on using property above or adjacent to a natural gas line.  The customer also could be subjected to liability if the existence and location of the main are not properly marked and disclosed.

It’s one thing to have a gas main running along the street where everyone expects there to be buried infrastructure.  It’s quite another to have it buried in an unexpected location, such as a side or back yard or along a private alley.  Before such a facility is installed in an unusual location, the customer should be required to explicitly agree (including an agreement concerning the marking and use of the property).  Further, the customer should have the right to be compensated for the inconvenience, loss of use of the land, and potential liability, associated with having such a facility running through the property.

Q18.
What do you recommend?

A18.
I recommend the Commission reject the Utility’s proposed change to its ROW tariff.  The existing provision in Duke’s tariff is reasonable and should remain in the tariff.

B. Rider X (Main Extension) (OCC Objection 22)
Q19.
What is the purpose of the current main extension provision found in Rider X of Duke’s tariff?

A19.
Rider X is Duke’s main extension policy.  It sets forth the terms and conditions under which Duke will extend a gas main to serve a new customer, group of customers, or development.

Q20.
What is Duke’s current main extension policy?

A20.
Duke witness Hebbeler describes the Utility’s current main extension policy on page 28 of his direct testimony, as follows:

Under Duke Energy Ohio’s tariff, Rider X, a line extension for an individual customer is provided without charge only where that extension is 100 feet or less.  In situations where the extension would have to be longer than 100 feet, the Company may provide an extension without charge where the individual customer’s monthly volume is anticipated to be in excess of the minimum use specified in the tariff under which service will be provided * * * If the applicable tariff does not contain a minimum use volume, then the monthly minimum bills (not including customer charges and the cost of purchased gas) must be 1.5 percent of the cost of the main extension.  In addition, the customer must agree to receive service for a minimum term that will allow the Company to recover the cost of the extension.

Q21.
From the perspective of residential customers, are there problems with the UTILITY’s existing main extension policy?

A21.
Yes.  As summarized in OCC Objection 22, the existing policy, as reflected in Rider X, excludes customer charge revenues from the calculation of minimum revenues the customer must provide to pay for the main extension.  This policy was adopted many years ago, before the Utility implemented a straight fixed variable (“SFV”) rate design pricing mechanism that greatly increased residential customer charges and decreased the volumetric distribution charges.

For example, at the time Duke acquired the former Cincinnati Gas & Electric Co. in April 2006, the residential gas tariff had a customer charge of $6.00 per month and a distribution charge of $0.18591 per 100 cubic feet (“Ccf”).  (A copy of the relevant pages from the 2006 tariff are attached as Attachment SJR-4.)  Thus, a typical customer who used 1,000 Ccf per year would have paid Duke $257.91 in non-gas-cost revenues.  Of that amount, $185.91 (72%) would have been volumetric revenues that would be credited toward the customer’s minimum payment obligation under the main extension calculation.

In contrast, the Utility’s present tariff for Rate RS has a customer charge of $25.33 per month and a volumetric charge of $0.032728 per Ccf for the first 400 Ccf per month.  Duke Sch. E-2.1, p. 13.  Thus, the same typical customer using 1,000 Ccf per year would pay Duke $336.69 annually in non-gas-cost revenues.  Of that amount, only $32.73 (less than 10%) would be from volumetric revenues that would be credited toward the minimum payment obligation.

In other words, Duke’s main extension policy does not reflect Duke’s currently effective residential rate structure.  It would be grossly unreasonable to calculate the cost effectiveness of a residential main extension based solely on volumetric distribution revenues, given the current structure of the Utility’s residential rates.

Q22.
Can you provide an illustration of the problem?

A22.
I will use a very simple example.  Assume that the cost of the main extension beyond 100 feet is $2,000.  Under current Rider X, because the main extension is more than 100 feet, the customer would be required to guarantee a minimum payment to Duke, excluding the customer charge and cost of gas, of 1.5% of the construction cost per month.  In this example, with a construction cost of $2,000, the customer would be required to guarantee revenues of $30 per month ($360 per year).  This minimum payment would be required for 67 months unless the customer’s cumulative payments reach $2,000 sooner.

However, under the rate structure in effect in 2006, our hypothetical typical customer would provide Duke with eligible revenues of $185.91 per year for gas usage.  Thus, in order to meet the minimum revenue guarantee under the existing tariff ($360 per year in this example), the customer would be responsible for paying an additional $174.09 per year (less than $15 per month) to meet the minimum payment obligation.

In contrast, under the currently effective rate structure, this hypothetical customer would provide Duke with eligible revenues of only $32.73 per year.  So the customer would be responsible for paying an additional $337.27 per year (more than $28 per month) in order to meet the minimum payment obligation for the main extension.
Q23.
How is the UTILITY proposing to change Rider X?

A23.
The Utility is proposing to replace the minimum revenue guarantee under Rider X with an up-front payment based on the net present value (“NPV”) of the anticipated revenues.  Mr. Hebbeler describes Duke’s proposal on page 29 of his direct testimony, as follows:

[T]he Company is proposing to perform an NPV analysis of the construction cost to be incurred and the revenue to be received from an individual customer for a main extension in excess of 100 feet.  If the NPV is positive, the Company will not charge the individual customer for the line extension.  If the NPV is negative, the customer will be requested to pay for the construction of the line extension in an amount equal to the negative NPV.  Any payment made when the NPV is negative is eligible for refund due to subsequent connections under the existing plan.

Q24.
Does the UTILITY’s proposed change in Rider X address your concerns with the current language in Rider X?

A24.
Duke’s proposed change in Rider X partially addresses my concerns with Rider X, but it also creates new problems.  In particular, the revised language properly considers all residential distribution revenues; that is, customer charge revenues are no longer excluded from the calculation.  As I explained above, this change is required in light of the dramatic change in Duke’s residential rate design during the past few years.  Unfortunately, though, the proposed new Rider X creates more problems than it solves.

Q25.
What is wrong with Duke’s proposal?

A25.
The Utility’s proposed tariff language has a number of undefined terms and conditions, and it does not appear to be a fully developed proposal.  For example, under the new tariff, the main extension calculation for an individual residential customer would be based on a NPV calculation comparing the cost of construction to the NPV of the customer’s revenues.  In performing a NPV analysis, there are two key variables: the discount rate and the period of time.  The tariff does not specify how either of those critically important variables will be determined.

Q26.
Can you illustrate the importance of these variables?

A26.
Yes, to take a simple example, assume the same main extension cost as in the previous example I discussed: $2,000.  Using Duke’s existing rates and our hypothetical customer using 1,000 Ccf per year, the customer would pay Duke $336.69 annually in non-gas-cost revenues.  If this annual payment is discounted at 5% per year for 10 years, the NPV would be positive by more than $600 and the customer would not need to pay for the main extension.  If, however, the NPV analysis used a discount rate of 10% and was conducted for only 5 years, the NPV would be negative $690 and the customer would be required to pay Duke $690 up front.  I show these calculations on Attachment SJR-5.
Q27.
Does the tariff provide any indication OF how the discount rate will be determined or over what period of time the NPV analysis will be evaluated?

A27.
No.  The tariff does not say anything about determining a discount rate or the time period over which the revenue stream will be analyzed.
Q28.
HAS DUKE CLARIFIED THESE ISSUES IN DISCOVERY?
A28.
OCC asked Duke several discovery requests to clarify how the new rider would work (copies are attached as Attachment SJR-6)
, but the responses are not satisfactory.  In response to OCC Interrogatory No. 09-347, Duke stated it would use a discount rate of 8.13%, but it did not indicate how it arrived at that figure or how it would vary over time.  Duke also has not indicated the period of time over which the NPV would be evaluated.  While it is using six years for large commercial and industrial customers, there is no indication of the time period it would use for residential customers.  Further, the Utility has not explained the rationale for using six years for large customers, so I cannot determine whether the same rationale would apply to residential customers.
More importantly, Duke was unable to provide a sample calculation of how the new rider would work.  In response to OCC Interrogatory No. 06-292, the Utility stated it was developing a “new calculator for main extensions.”  In OCC Interrogatory No. 09-347, Duke stated that the “new tool has not yet been developed” so it could not say if the new tariff would result in a higher or lower customer contribution under different scenarios.  Similarly, in OCC Request to Produce Document No. 09-067, Duke was able to provide a calculation for a hypothetical main extension under its existing tariff, but it could not provide a comparable figure under its proposed new tariff because “the new NPV tool is not yet developed.” 

Q29.
Do you know how Duke developed its 8.13% discount rate?

A29.
It appears that Duke is using its after-tax weighted cost of capital, but Duke has not explained why that would be the appropriate discount rate (instead of a short-term debt rate, for example) to use for the investment of a few thousand dollars for a customer line extension.  This is particularly true for this type of investment to serve individual residential customers.  Interest rates on home mortgages and equity lines of credit are near all-time lows, and are much lower than Duke’s weighted cost of capital.  It would be unreasonable to use a discount rate that exceeds Duke’s incremental cost of capital (which would be its cost of short-term debt), let alone the customer’s incremental cost of capital.
Moreover, I note that Duke’s parent company has a program known as Duke Energy PremierNotes that borrows money from small investors at interest rates ranging from 1.1% to 1.5% (rates effective as of Feb. 11, 2013).
  In my opinion, these interest rates are a much more accurate reflection of Duke’s incremental cost to finance main extensions.  If the changes to Rider X to use an NPV approach are approved by the PUCO, therefore, I recommend that the discount rate should be equal to the interest rate Duke pays to raise short-term capital from small investors, which is currently no more than 1.5%.
Q30.
Please assume hypothetically that Duke’s proposed 8.13% discount rate is reasonable.  What effect would the time period of the analysis have on the customer contribution?

A30.
If I assume that Duke’s proposed discount rate is reasonable, the time period of the analysis remains extremely important.  On Attachment SJR-7, I use the same assumptions I used in my earlier example, but with an 8.13% discount rate.  The result is that if the NPV is calculated over five years, the customer would owe Duke $628 up front.  If the analysis looks at six years, then the customer’s contribution decreases to $417.  And if the analysis is taken out to ten years, the NPV analysis shows a positive result of $269, so the customer would not need to make any up-front payment to Duke.
Q31.
Other than the problems with the NPV analysis, are there other problems with Duke’s proposed changes in Rider X?

A31.
Yes.  For an individual service installation, the tariff states that the customer’s deposit (that is, the up-front payment) “shall be eligible for a refund consistent with the terms and conditions of the main extension contract entered into between the Company and the customer.”  In response to OCC Request to Produce Document No. 09-066 (included in Attachment SJR-6), Duke provided the form of the contract that would be used.  The contract form, however, does not indicate under what conditions all or a portion of the deposit would be refunded to the customer.

Q32.
What do you recommend?

A32.
Because of all of these problems, I recommend the Commission reject Duke’s proposed changes in Rider X.  The new main extension policy is not fully developed and Duke cannot demonstrate that the results of applying the tariff provisions would be reasonable and consistent with the public interest.  Moreover, it appears that critical pieces of information -- including the discount rate (and how it would change over time), the time period for the NPV analysis, and the conditions for receiving refunds of up-front payments -- are neither fully developed nor reflected in the tariff.  These provisions are too important to leave to the Utility’s discretion.  They should be set forth in the main extension policy contained in the tariff, and thus known to customers before any customer is subject to these costs.
Q33.
Should the Commission make any changes in Rider X at this time?

A33.
Yes, as I explained above, with the adoption of a more current residential rate design based on SFV rates, the customer charge has become a larger percentage of the revenues paid by most residential customers.  Excluding customer charge revenues from the calculation of minimum revenues under the current main extension policy unjustifiably increases the financial burden on new customers.  New customers should not be required to pay substantially more for a main extension solely because the PUCO changed the structure of Duke’s residential rates.  I recommend, therefore, that Rider X should be modified to include all base-rate revenues (customer charge revenues and distribution (per-Ccf) revenues) in determining whether the customer meets its minimum-payment obligation for a main extension.  Specifically, I recommend the following changes in paragraph 2(a) of the existing tariff language for Rider X (Sheet No. 62):
	2.  Other Extensions
(a) Individual Customer
The Company may extend a main in excess of one hundred (100) feet without charge to an individual customer whose monthly volume shall be in excess of the minimum use as specified within the applicable tariff under which service will be provided and the Company has existing adequate peak demand capabilities, as required by the customer.  In the event the Company’s applicable tariff does not contain a minimum use volume, then the monthly minimum bill, exclusive of customer charges and the cost of purchased gas, shall be one and one-half percent (1.5%) of the cost of the main extension.  The customer will be obligated to receive service for a minimum term which will allow the Company to recover the cost of the main extension.  The customer shall be billed the minimum amount or volume for each month during the minimum term as specified in the agreement.  In the event the customer terminates service prior to the expiration of the minimum term of service, the Company may charge the difference between the cost of the main extension and revenue received from the customer, exclusive of customer charges and the cost of purchased gas, as a termination charge.
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IV.
Cost-of-Service Study Issue:  Manufactured Gas Plant Costs (OCC Objection 29)
Q34.
Did Duke prepare a cost-of-service study (“COSS”) to allocate its revenue requirement among the customer classes?

A34.
Yes.  Duke’s COSS was filed as Schedule E-3.2, including the subparts in Schedules E‑3.2a through E-3.2j.

Q35.
Does the Staff Report propose any changes in Duke’s COSS?

A35.
No.  The Staff Report fully accepts Duke’s COSS.

Q36.
DO YOU TAKE ISSUE WITH ANY ASPECTS OF THE COSS?
A36.
Yes, as summarized in OCC Objection 29, I disagree with the manner in which Duke allocated costs associated with the clean-up of old manufactured gas plant (“MGP”) locations.  I understand that the recovery of these costs from customers is a separate issue in this case (both the amount of such cost recovery and the time period over which the costs should be recovered).  I am not addressing the merits of cost recovery,
 or the time period for cost recovery.
  I only address the proper treatment in the COSS of any MGP costs, in the event the Commission finds any MGP costs to be reasonable and lawful for collection from customers.

Q37.
What were manufactured gas plants?

A37.
Manufactured Gas Plants (“MGP”) began appearing in the United States in the early 1800s and in some cases continued to be used into the 1970s.  As the name implies, they manufactured gas (as well as other products).  The gas was used for illumination (gas lamps were common before electricity was introduced), and eventually for many of the same purposes that natural gas is used for today, such as cooking, heating, and industrial processes.  Gas manufacturing used various raw materials as the feedstock, including coal, oil, and in some cases blending with natural gas to assure a consistent quality.  The New York State Department of Environmental Conservation has published a concise history of gas manufacturing which provides useful background on the plants.

In other words, manufactured gas plants existed to produce gas that the Utility could distribute to customers for their use. 

Q38.
How did Duke treat MGP costs in the COSS?

A38.
The first step in a COSS is to functionalize the costs.  The functions in Duke’s COSS study are production, storage, and distribution.  On Schedule E-3.2, page 9, line 30, Duke shows the Amortization of MGP Deferred Expense in the amount of $21,777,806.  It functionalized the cost using factor NP29.  Factor NP29 is shown on Schedule E-3.2, page 16, line 40, where it is described as a weighted net plant ratio.  Because nearly all of Duke’s jurisdictional plant investment is for distribution, Factor NP29 assigns 99.454% of cost to the distribution function and only 0.546% to the production function.  Thus, of the $21,777,806 claimed by Duke, it has functionalized $118,907 as related to production and $21,658,899 as related to distribution.
Q39.
Is this a proper way to functionalize costs associated with MGP clean-up?

A39.
No.  As I explained above, MGP existed to produce gas.  Any costs associated with MGP should be functionalized 100% to the production function.  Importantly, this treatment would be consistent with how Duke allocates production plant on its system.  The COSS shows that Duke has approximately $3 million in rate base associated with such plant.  Schedule E-3.2, page 2, line 4 (gross plant in service), less page 3, line 3 (depreciation reserve).  Duke assigns 100% of its existing production plant investment to the production function.

Q40.
What is the next step in the COSS?

A40.
The next step is classification.  In the classification step each functionalized cost is assigned to one or more classifications.  In Duke’s COSS study, those classifications are demand, commodity, and customer.
Q41.
How did the UTILITY classify MGP costs IN ITS COSS?

A41.
The Utility’s study classifies all production-related costs to the commodity classification, including the small portion of MGP costs Duke treated as production-related.  See Schedule E-3.2a, page 9, line 30.  Duke’s COSS classifies distribution-related MGP costs using a weighted plant ratio that treats 52.071% of the costs as demand-related and 47.929% of the costs as customer-related (factor NP29 on Schedule E-3.2c, page 16, line 40).
The result is that Duke classifies the $21,777,806 of MGP costs as being $11,278,005 demand-related, $10,380,894 customer-related, and only $118,907 commodity-related.  See Schedules E-3.2c, page 9, line 30 and E-3.2a, page 9, line 30.

Q42.
Is this a reasonable way to classify MGP costs?

A42.
No.  As I explained above, manufactured gas plants existed to produce gas and to ensure a consistent quality of gas.  All of the cost associated with such plants should be treated as a commodity-related cost (the same way Duke treats its existing production plant).  There is absolutely no basis for assuming that almost one-half of the cost is customer-related (which would mean that the cost is incurred to serve a customer irrespective of the amount of gas used by the customer).  While there is a demand element to production plant, that is recognized in the allocation of such costs to customer classes, as I explain below.

Q43.
What happens to classified costs in the COSS?

A43.
The last step in a COSS is to allocate classified costs to customer classes.

Q44.
What is the result in Duke’s COSS of allocating MGP costs to the customer classes?

A44.
The results of the allocation step are shown on Duke’s Schedule E-3.2f, page 9, line 30.  Duke allocates $15,698,913 (72.1%) of MGP costs to the residential class, $1,741,790 (8.0%) to the small general service class, $3,332,182 (15.3%) to the large general service class, and $1,004,921 (4.6%) to the interruptible transportation class.

Q45.
Is this allocation of MGP costs to the customer classes consistent with principles of cost causation?

A45.
No, it is not.  As I have discussed, MGP costs are production-related expenses and should have been allocated in the same manner as Duke’s other production plant.  There is no rational basis for assuming that the residential class should be responsible for 72% of MGP costs when the class uses less than 50% of the gas on Duke’s system.  Approving this allocation is tantamount to approving a cost subsidy in the amount of approximately $1.7 million flowing from residential customers to other customer classes, as I explain below.
Q46.
How does Duke allocate its other production plant to customer classes?

A46.
Duke uses allocator K205 to allocate production plant to the customer classes, as shown on Schedule E-3.2b, page 2, line 2.  This allocator is developed on Schedule E-3.2b, page 15, lines 6-7.  The production plant allocator is based on the average and excess method, excluding interruptible transportation.  This methodology recognizes that production plant serves two needs: producing gas and helping to meet peak system demands.  Interruptible transportation customers are excluded from this calculation because they do not contribute to system peaks and (according to Duke) production plant would not be needed to serve their loads.

Q47.
What do you recommend?

A47.
In the event that any MGP costs that are determined by the PUCO to be reasonable and lawful for collection from customers, the MGP costs should be functionalized as being solely production-related; classified as being solely commodity-related; and allocated to customer classes using allocator K205 (average and excess excluding interruptible transportation).  Under Duke’s claimed level of MGP costs ($21,777,806), this would result in the following customer class responsibilities: $14,016,632 (64.4%) of MGP costs to the residential class, $1,637,473 (7.5%) to the small general service class, $6,123,701 (28.1%) to the large general service class, and none to the interruptible transportation class.  I show the underlying calculations on Attachment SJR-8.  On that attachment I also show that the proper treatment of these costs would reduce the Residential class’s responsibility for these costs by $1,682,281 compared to Duke’s improper functionalization, classification, and allocation.
V.
Residential Rate Design (OCC Objections 23 and 24)
Q48.
How does DUKE propose to recover any increase in its revenue requirement from residential customers?

A48.
Under the Utility’s proposed revenue requirement, Duke proposes to increase the base rate residential customer charge from $25.33 per month to $33.03 per month.  Offsetting this increase would be the resetting to zero of two riders that are charged on a per-customer basis, Rider AMRP and Rider AU.  The costs associated with these riders would be rolled into base rates through increases in the customer charge.  Combined these two riders increase the effective customer charge under present rates by $7.70 per month, to a total of $33.03.Duke Schedule E-4.1, page 2, lines 10-11, column J.  Because the entire amount of the proposed increase comes from the two riders, in effect, Duke’s proposed residential customer charge remains the same as it is under present rates.

In other words, Duke is proposing to recover the entire increase in its residential revenue requirement through its consumption charges.  Those charges would roughly quadruple: the first 400 Ccf per month would increase from 3.2728¢ per ccf to 13.04768¢ per Ccf; and all usage in excess of 400 Ccf per month would increase from 9.7278¢ per Ccf to 38.90974¢ per Ccf.  Those consumption charge increases would recover approximately $20.6 million more from Duke’s residential customers than they pay under present rates. Duke Schedule E-4.1, page 2, line 6, column M.

Q49.
What does the Staff recommend?

A49.
The Staff recommends approval of the Utility’s proposed residential rate design.

Q50.
Do you disagree with the Staff’s recommended adoption of the UTILITY’s proposed rate design?

A50.
I do not disagree with the bulk of the Staff’s recommendation to adopt Duke’s proposed rate design.
  I disagree, however, with some of the statements made by the Staff in support of that outcome.  In particular, I disagree with the Staff’s unsupported assumptions and assertions about low-use, or non-heating, residential customers.  As summarized in OCC Objections 23 and 24, I also disagree with the Staff’s failure to recognize the important distinctions between heating and non-heating customers in designing residential rates.

Q51.
What does the Staff Report say about low-use, or non-heating, gas customers?

A51.
The Staff Report makes several statements about non-heating customers and the effect of SFV rates on those customers.  Specifically, the Report states:

The distribution facilities required to serve a small residence are most likely the same as those required to serve a large residence.  The distribution facilities required to serve a minimum number of gas appliances in a residential unit are most likely the same as those required to serve a residence with multiple gas appliances.  (Staff Report at 26.)






* * *
The biggest negative impact [from SFV rates] being that the change from a primarily volume-based rate to a primarily fixed charge rate often results in large price increases to low use customers.  (Staff Report at 27.)






* * *
It is apparent that there are a significant number of residential and general service accounts that use such small volumes of gas that it is likely that the usage is for something other than space or water heating.  Staff is very mindful of these customers, but from a cost causation viewpoint, these customers are no different than any other customers.  Staff recommends that the Applicant work with these customers to notify them that, in the future, they may see significant increases simply by taking limited service.  (Staff Report at 28.)
Q52.
Is THE Staff correct that adopting SFV rates can create a significant negative impact on low-use customers?

A52.
Yes.  Customers who use relatively small amounts of gas see dramatic rate increases as a result of moving cost recovery from volume-based rates to fixed-charge rates.

Q53.
Is the Staff correct that most low-use customers have made a conscious decision not to use natural gas for space heating and water heating?

A53.
No, the Staff is not necessarily correct in this assumption.  In my experience, some (and in some cities many) non-heating gas customers live in multi-unit buildings where heating (and often water heating) is provided centrally for all residents and is included in the rent or maintenance fee.  Individual gas usage within a unit, such as for cooking or a fireplace, may be billed directly to the tenant.  Residents of such buildings, therefore, do not have the option to significantly increase their use of natural gas; and they certainly do not have the ability to use gas for space or water heating.  Furthermore, to the extent their landlord uses gas for space and/or water heating, over time, tenants will likely seek increases in their rents which correspond with increases in the landlord’s charges to obtain these services from the Utility.
Q54.
What happens to such customers when the gas utility’s fixed charge becomes very high?

A54.
A high fixed charge sends a financial message that encourages these types of low-volume users to stop using natural gas.  Duke has experienced this in recent years.  Duke’s customer data show that the number of non-heating customers has declined consistently each year since 2008.  Attached as Attachment SJR-9 is Duke’s response to OCC Interrogatory No. 06-293 showing that the number of non-heating customers has declined from almost 20,000 in 2008 to about 17,000 in 2012: a loss of more than one out of every eight non-heating customers in just four years.

Q55.
Does the UTILitY’s service area have very many housing units in multi-unit buildings?

A55.
Yes.  I reviewed data for the city of Cincinnati from the U.S. Census Bureau’s American Community Survey.  Those data
 show that out of approximately 168,000 housing units in Cincinnati, approximately 79,000 (47%) were in buildings that had 3 or more housing units.  More than 40,000 of those were in buildings with 10 or more units.

Not surprisingly, most homes in multi-unit buildings are occupied by renters.  Of the 79,000 housing units in multi-unit buildings, approximately 53,600 were rented, about 3,400 were owner-occupied, and the remaining 22,000 were vacant.

Further, most renter-occupied housing units pay for at least some utilities.  Approximately 66,800 of the 77,200 renter-occupied units paid extra for at least one utility service.
  Finally, the majority of renter-occupied housing units heat with natural gas.  Of the 77,200 renter-occupied homes, 43,000 (56%) have natural gas for space heating.

Q56.
What doES thIS data tell you about the reasonableness of Staff’s assumptions about low-use gas customers?

A56.
The census data indicate that it is likely that Duke has thousands of gas customers in multi-unit buildings, and that many of those customers do not pay directly for heating.  If natural gas already serves the building for centralized space or water heating, then the incremental cost to serve an individual unit with gas for cooking or other uses would be very small.  This would undercut the Staff’s assertion that the basic infrastructure cost to serve a non-heating customer is the same as the cost to serve a residential heating customer.  In fact, it is highly likely that the cost to serve a non-heating customer in a multi-unit building is much lower than the cost to serve a heating customer in a single-family building.

Q57.
Are you familiar with any utilities that have collected real data about these cost differences?

A57.
Yes.  For several years, I have been involved in cases for the Peoples Gas Light and Coke Company which serves the city of Chicago, and its sister company, North Shore Gas Company, that serve much of the surrounding area.  As a result of concerns raised about the impact of moving toward SFV pricing for those utilities, the Illinois Commerce Commission required each of those utilities to perform a cost-of-service study that separated the residential class into heating and non-heating customers.  The results of those cost of service studies were filed in a rate case in 2012 (the case is still pending before the Illinois Commission).

Those studies found that the cost to serve non-heating customers was significantly lower than the cost to serve heating customers.  In fact, the costs were so much lower for non-heating customers that the utilities proposed reducing rates for non-heating customers by nearly one-third compared to the SFV-type of rate that had been adopted prior to separating the customer classes.  Indeed, the Illinois utilities’ COSS witness recently filed rebuttal testimony in those cases that concluded that under present (SFV-type) rates non-heating customers provided the utilities with rates of return of 82.77% (North Shore) and 63.69% (Peoples Gas).
  Those returns compare to the overall system return of about 4% under present rates, according to the utilities’ analysis.

The result for Peoples Gas, which has thousands of non-heating customers, is that it was collecting about $32 million per year from non-heating customers, but the cost to serve those customers was only about $22 million.

Q58.
Why is the cost to serve non-heating customers so much less than the cost to serve heating customers?

A58.
Non-heating customers have a very small contribution to utility peak demands.  In addition, when non-heating customers are located in multi-unit buildings, there may be very low embedded costs to serve such customers (for example, 50 customers might be served from a single service line and regulator).
Q59.
DO YOU KNOW HOW DUKE’S COST TO SERVE NON-HEATING CUSTOMERS COMPARES TO ITS COST TO SERVE HEATING CUSTOMERS?
A59.
I do not know for certain, but I have been able to estimate the difference in Duke’s cost to serve Residential heating and non-heating customers.  In discovery, Duke was asked to provide information that could be used to determine the cost to serve non-heating customers.  Attachment SJR-11 contains Duke’s responses to OCC Interrogatories No. 09-391 and 09-392 that requested information for non-heating and heating customers.  However, Duke was unable to provide much of the information OCC requested.  Duke was only able to provide information about the consumption and peak demand requirements of residential non-heating and heating customers.

I was able to use the limited information Duke provided to determine that it is highly likely that it costs substantially less to serve non-heating customers than heating customers in Duke’s service area.  Using only the data on consumption and demand that Duke provided, I estimate that under Duke’s proposed revenue requirement, residential heating customers are providing about 62% of the cost of service while non-heating customers are providing more than 80% of the cost of service.  That is, the average non-heating customer is providing a return to Duke that is about one-third higher than the return provided by an average heating customer.  My analysis is attached as Attachment SJR-12.
Further, I would emphasize that these results are exceedingly conservative.  They do not consider what are likely to be other substantial differences in the cost of service, including costs for meters, regulators, mains, and other facilities.
Q60.
WHAT DO YOU CONCLUDE?
A60.
I conclude it is highly likely that Duke’s average cost to serve a non-heating customer is substantially lower than its average cost to serve a heating customer.

Q61.
From that conclusion, what do you recommend?

A61.
I recommend that the Commission require Duke to separate its residential class into a heating class and a non-heating class at the conclusion of this case.  I also recommend that Duke be required to perform a COSS reflecting those two classes in its next rate case.

For purposes of setting rates in this case, I recommend that the non-heating customer charge should remain equal to the existing base customer charge of $25.33 per month.  That is, for non-heating customers the base charge should not be increased by rolling in the AMRP and AU charges.  The customer charge for heating customers should be modified as Duke recommends by rolling in the AMRP and AU charges.  For purposes of this case, I recommend that Duke use the same consumption blocks and charges for both heating and non-heating customers.  Those consumption charges would need to increase somewhat compared to Duke’s proposal to recover the revenue that would not be recovered from non-heating customers.  I show that calculation, under Duke’s proposed revenue requirement, on Attachment SJR-13.
I would emphasize that this is simply an interim measure.  I believe it is likely that after a full COSS is performed it would be found that the existing customer charge recovers more than the cost of service from non-heating customers.  But without the required data, I cannot perform such an analysis at this time.  My recommendation, therefore, is an interim measure to at least stop the customer charge for non-heating customers from increasing even more than it has in recent years.

VI.
CONCLUSION
Q62.
Does this conclude your direct testimony?

A62.
Yes.  However, I reserve the right to incorporate new information that may subsequently become available through outstanding discovery or otherwise.  I also reserve the right to supplement my testimony in the event that PUCO Staff fails to support the recommendations made in the Staff Report and/or changes any of its positions made in the Staff Report.
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� Duke response to OCC Interrogatory No. 09�322.


� The following responses are included in Attachment SJR-6: Duke responses to OCC Interrogatory Nos. 06-289, 06-290, 06-292, 09-347, 09-348, and 09-351; and OCC Request to Produce Document Nos. 09-066 and 09-067.


� http://www.duke-energy.com/investors/individual-investors/premiernotes-investment.asp, last accessed Feb. 19, 2013.


� Staff Report at 23.


� The merits of cost recovery for Manufactured Gas Plant is discussed in the testimony of OCC witnesses Bruce Hayes and James Campbell.


� The merits of the time period for recovery of manufactured Gas Plant costs from customers is discussed in the testimony of OCC Witness Dave Effron. 


� New York State Department of Environmental Conservation, 2008.New York State’s Approach to the Remediation of Former Manufactured Gas Plant Sites, available at <http://www.dec.ny.gov/docs/remediation_hudson_pdf/nysmgpprogram.pdf>, last accessed, Jan. 16, 2013.


� Staff Report at 26-29.


� This does not constitute an endorsement by me or OCC of the theory behind Duke’s SFV rate design.  Rather, for purposes of this case, OCC and I are not objecting to implementing any rate increase to the Residential class solely through increases in distribution (per Ccf) charges.


� See Attachment SJR-10.


� See Attachment SJR-10.


� See Attachment SJR-10.


� See Attachment SJR-10.


� North Shore Gas Company and the Peoples Gas Light and Coke Company, Ill. Commerce Commission Docket Nos. 12-0511 and 12-0512 (consolidated).


� North Shore Gas Company and the Peoples Gas Light and Coke Company, Ill. Commerce Commission Docket Nos. 12-0511 and 12-0512 (consolidated), NS-PGL Ex. 33.0, Rebuttal Testimony of Joylyn C. Hoffman Malueg at. 11 and 13.


� Id. at Ex. 33.9.






