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I. INTRODUCTION AND PURPOSE
Q.
Please state your name.
A.
My name is William Don Wathen Jr.  My business address is 139 East Fourth Street, Cincinnati, Ohio 45202

Q.
DID YOU FILE DIRECT TESTIMONY IN THIS PROCEEDING ON BEHALF OF Duke Energy OHIO, INC. (“de-OHIO”)?
A.
Yes.
Q.
What is the purpose of your SUPPLEMENTAL testimony?

A.
I support Objection Nos. 1, 2, 3, 4, 6, 7 and 8 in DE-Ohio’s Objections to Staff Report of Investigation and Summary of Major Issues, filed on January 22, 2008.
Q.
PLEASE DESCRIBE THE ATTACHMENTS TO YOUR SUPPLEMENTAL TESTIMONY.

A.
My supplemental testimony includes the following attachments:

· Supplemental Attachment WDW-1 is a Supplemental Schedule A-1, Overall Financial Summary, showing the revenue requirement as adjusted to reflect the Company’s objections to the Staff Report.  
· Supplemental Attachment WDW-2 shows the calculation of the Company’s proposed update to its common plant allocation factor, which essentially accepts the Staff’s recommendation with one adjustment.
· Supplemental Attachment WDW-3 reflects the impact of the Company’s proposal as an alternative to the Staff’s unreasonable recommendation of $0.  
· Supplemental Attachment WDW-4 is a revised Schedule B-3.2a from the Staff Report correcting the depreciation accrual rates for a clerical error made in the Staff Report.  The error is discussed later in my testimony.
II. OBJECTION NO. 1
Q.
PLEASE EXPLAIN THE COMPANY’S OBJECTION NO. 1.
A.
The Company’s first objection to the Staff Report is that its proposed revenue increase understates the revenue increase for which the Company is entitled.  The Company fully supported its case for an increase in revenue in its initial application with expert testimony and supporting schedules.  As will be discussed further in my supplemental testimony and in the supplemental testimony of other Company witnesses, DE-Ohio is willing to accept a number of the adjustments proposed by the Staff; however, Staff’s overall revenue requirement calculation significantly understates the costs incurred by the Company to continue providing safe and reliable natural gas service to its customers.  Supplemental Attachment WDW-1 provides the revenue requirement from the Company’s initial application, Staff’s recommended lower and upper bounds from the Staff Report, and the Company’s proposed revenue requirement, which has been adjusted based on the Staff’s recommendations, as modified for the Company’s objections.
III.
OBJECTION nO. 2
Q.
Please EXPLAIN THE COMPANY’S OBJECTION NO. 2.

A.
The Company objects to the Staff’s allocation of common plant to DE-Ohio’s gas distribution business.  As a combination gas and electric utility, the Company has a substantial investment in common facilities that are used for both its gas and electric businesses.  For a number of reasons, including the setting of retail rates, this common plant is allocated between gas and electric operation based on generally accepted and reasonable methods.  From year-to-year, the relative proportion (i.e., the common plant allocation factor) does not change significantly and, thus, frequent updates are usually not necessary.  Occasionally, events will occur that do have a significant impact.  For example, in early 2006, the Company transferred several electric generating plants to its subsidiary, Duke Energy Kentucky, Inc. (“DE-Kentucky”).  Also, in 2006, several generating plants previously owned by Duke Energy North America, LLC (“DENA”) were transferred to DE-Ohio.  Absent any adjustments, both of these events will clearly have an influence on the common plant allocation factor to the extent the factor is based on relative gas and electric plant balances.



In the course of its audit of the Company’s filing, the Staff’s Auditor, Blue Ridge Consulting Services, Inc. (“Blue Ridge” or “Auditor”) asked the Company to update the common plant allocation factor it used in the test year revenue requirement calculation to a factor based on year-end 2006 plant balances.  The Auditor did not ask if any adjustments were necessary but, nevertheless, suggested that the Company should have used this unadjusted, updated common plant allocation factor which substantially reduces the common plant allocated to the gas business.  Staff adopted this recommendation in its Staff Report.  The Company objects to this recommendation.
Q.
WHY SHOULD THE AUDITOR’S PROPOSED COMMON PLANT FACTOR NOT BE USED?

A.
The Company does not object to updating the common plant allocation factor using year-end 2006 plant balances but the proper adjustments must occur.  The factor used by the Company in its application, based on year-end 2004 plant balances, was already adjusted for the anticipated transfer of generating plants from DE-Ohio to DE-Kentucky.  Using the year-end 2006 plant balances captures the actual transfer of the generating plants to DE-Kentucky but inappropriately includes the DENA assets.  The DENA plants should be excluded from the calculation of the common plant allocation factor.

Q.
WHY SHOULD THE DENA PLANTS BE EXCLUDED FROM THE COMMON PLANT ALLOCATION FACTOR?

A.
Cinergy Corp., the parent company of DE-Ohio, made several commitments associated with its recent merger with Duke Energy Corporation, including a commitment to ensure that the merger would not result in increased rates to customers.  In developing our case-in-chief, we honored this commitment by making a significant adjustment to our capital structure to exclude the impact of the DENA asset transfer from the equity component of our capital structure.  This lower equity component significantly reduced our requested rate increase.


In fairness, this concept should carry throughout the entire case, regardless of whether the impact of the adjustment is in the customers’ favor or the shareholders’ favor.  Furthermore, the common plant provides extremely little, if any, support for the DENA generating plants.  Consequently, if Staff and the Auditor believe that 2006 plant balances represent a more appropriate basis for calculating the common plant allocation factor, the impact of the DENA transfer must be adjusted out of the calculation.  In Supplemental Attachment WDW-2, I have developed an updated common plant allocation factor, using year-end 2006 data, with the appropriate adjustments to eliminate the impact of the DENA asset transfer.



The resulting adjusted 2006 common plant allocation factor is 18.29% which is, as expected, close to the figure used by the Company in its test year revenue requirements.  Modifying the common plant allocation factor will impact rate base, depreciation, property taxes, and interest synchronization.  Updating the common plant allocation factor, adjusted to exclude the DENA transfer, decreases test year revenue requirement by approximately $129,000 compared to the Company’s initial application.  Compared to the Staff Report, updating the common plant allocation factor, adjusted to exclude the DENA assets, increases the Staff’s recommended test year revenue requirement by approximately $1.4 million, assuming the mid-point of the Staff’s recommend rate of return on equity. The Company recommends that the Commission accept the adjusted common plant allocation factor of 18.29% in its revenue requirement calculation.
IV.
OBJECTION nO. 3
Q.
Please EXPLAIN THE COMPANY’S OBJECTION NO. 3.

A.
The Company objects to the Staff’s proposal to eliminate all working capital from rate base.  The only rationale the Staff offers for this adjustment is that “Applicant did not perform a lead lag study for this case therefore; the Staff can not recommend a working capital allowance.”  The Staff must have incorrectly assumed that the Company had requested recovery “cash” working capital, and Staff incorrectly ignored the Company’s non-cash working capital requirements.  


The Staff’s definition of working capital, on page 6 of the Staff Report, is essentially a definition of “cash” working capital; however, the Staff’s position appears to be that a utility must provide a lead/lag study for computing its cash working capital or else get no working capital of any kind, no matter how much is invested in “other” working capital.  The Company appreciates the Staff’s desire to use a lead/lag study to estimate cash working capital but Staff’s recommendation of $0 for all working capital is arbitrary and unreasonable.  Essentially, the Staff recommendation assumes that “cash” working capital is a large enough negative amount to totally offset the Company’s “other” working capital.


Other components of rate base that fall into the Commission’s category of working capital include “materials and supplies” and “gas stored underground - current.”  The nature of these investments is quite different from cash working capital.  For example, gas stored underground requires a significant investment by the Company to maintain its inventory throughout the year.  Unlike receivables and payables that underlie the “cash” working capital requirement, this is not an investment that is quickly returned to shareholders.  Over the thirteen-month period from March 2006 through March 2007, the Company had a minimum investment of almost $19 million and a maximum amount invested of over $70 million.  Over the thirteen-month period, the investment averaged approximately $49 million.  Furthermore, given the exponential increase in the cost of gas, the amount of investment required to maintain adequate inventory is also increasing.


Staff’s arbitrary elimination of all working capital is unfair to DE-Ohio’s shareholders, who have made a significant investment in storage gas to support the Company’s ability to provide safe and reliable natural gas service.  

Q.
DO YOU HAVE ANY ALTERNATIVES TO PROPOSE FOR WORKING CAPITAL ALLOWANCE?

A.
I believe the Company’s original proposal is fair and reasonable; however, the Company is willing to accept either of the following two alternatives.  In order of preference:
1.
Follow the methodology adopted in a recent Stipulation approved by the Commission for another gas distribution company, which allows for a transfer of carrying costs for off-system gas storage from base rates to gas cost recovery rates.
2.
Develop a simplified lead/lag study to compute the cash working capital requirement which could then be additive to the other working capital requirements.

 Q.
PLEASE DESCRIBE YOUR PROPOSAL TO TRANSFER RECOVERY OF THE INVESTMENT IN GAS STORAGE FROM BASE RATES TO RIDER GCR RATES?
A.
In a recent case involving Vectren Energy Delivery of Ohio, Inc. (“Vectren”), Case No. 05-220-GA-GCR (“Vectren case”), the Commission approved (Order dated April 11, 2007) a stipulation among the Staff, Vectren, and a gas marketer (the OCC neither opposed nor supported the Stipulation), which included, among other things, a transfer of carrying costs for off-system gas storage from general rates to gas cost recovery rates.  


Because the other non-cash working capital is relatively immaterial, the Company would accept a $0 overall working capital allowance, excluding customer deposits, if it were authorized to transfer recovery of its carrying costs on gas stored underground to its gas cost recovery rider (“Rider GCR”).  We propose to deduct the thirteen-month average balance of customer deposits from rate base of $5,654,204.  Despite the fact that the remaining other working capital is $0, a deduction for customer deposits is appropriate insofar as the expense to the Company associated with these deposits is also included in test year revenue requirement.
Q.
WHY WOULD THIS PROPOSAL BE FAIR TO CUSTOMERS, MARKETERS AND SHAREHOLDERS?

A.
Given the recent high prices of natural gas, maintaining gas inventory in storage requires a much larger investment.  Marketers will necessarily build into their prices the cost of maintaining any storage they need for providing service to their customers.  They must do this to be profitable.  To use an arbitrary method to disallow any recovery of carrying costs on such a substantial investment unfairly tilts the playing field against the local distribution company.  The treatment approved in the Vectren case is a step toward leveling the playing field and being fair to all stakeholders.


Another significant benefit to be gained from this treatment is that it ensures that only customers benefiting from the gas stored underground actually pay for it.  Because DE-Ohio, and Vectren for that matter, have a substantial share of load being served by marketers, the Company only needs to store as much gas as is needed to serve its own “gas commodity” customers.  Leaving the carrying costs on gas stored underground in base rates creates at least two problems.  First, it spreads a cost incurred only for the benefit of customers taking commodity service from DE-Ohio to all customers, even those receiving gas from an alternative supplier.  This circumstance conflicts with traditional ratemaking in that costs should be allocated to those customers for whom the cost is incurred.  Second, it inappropriately lowers the “price to compare” for customers contemplating switching to alternative suppliers.  



The Commission clearly recognized these two problems when it approved the stipulation in the Vectren case.  

Q.
HOW WOULD YOU IMPLEMENT THIS PROPOSAL?

A.
If the Commission approves the transfer of the carrying costs on gas stored underground from base rates to the Rider GCR, DE-Ohio would incorporate the calculation in the first Rider GCR filing after the Commission approves an order in this case.  Supplemental Attachment WDW-3 shows the impact of transferring recovery of carrying costs on gas stored underground from its base rate revenue requirement to its to its Rider GCR on a per Mcf basis.
Q.
HOW WOULD YOU PROPOSE TO DEVELOP A SIMPLIFIED LEAD/LAG STUDY FOR CALCULATING CASH WORKING CAPITAL?

A.
The lead/lag days have not changed significantly since DE-Ohio’s last gas rate case; therefore, to the extent a lead/lag study is ultimately required in this proceeding, I propose to use the lead/lag days used by the Staff (developed from the Company’s lead/lag study) in Case No. 01-1228-GA-AIR, as the basis for estimating the cash component of working capital.  The Company’s lead/lag study and the Staff Report from Case No. 01-1228-GA-AIR are incorporated herein by reference, and the Company asks the Commission to take administrative notice of both documents in this proceeding.
Q.
WHY IS IT REASONABLE TO USE A LEAD/LAG STUDY BASED ON DATA FROM THE PRIOR CASE?

A.
The lead/lag study from the prior case was one of a number of reasonable methods for calculating cash working capital.  At least one party to this case believes that using data from a prior rate case to update a lead/lag study is reasonable.  This suggestion was advocated by the Office of Consumers’ Counsel (“OCC”), in the Company’s recent electric case, Case No. 05-059-EL-AIR.   In its Objections to the Staff Report in that case, the OCC stated that “[it] objects to the failure of the Staff Report to rely on the results of [DE-Ohio’s] lead/lag analysis in Case No. 91-410-EL-AIR to support Staff’s working capital recommendation in the current case.” (OCC’s Objections to Staff Report in Case No. 05-59-EL-AIR, page 3, dated October 11, 2005).  

Many regulators across the country and the Federal Energy Regulatory Commission allow companies to use much simpler methods for estimating cash working capital by assuming one-eighth of its non-fuel operating and maintenance expenses recognizing that lead/lag studies are imprecise, are often subject to controversy, and are typically costly to develop.  By comparison, using the one-eighth O&M formula, the test period cash working capital is approximately $12 million.  Although the Company is not proposing to use this figure as its estimate of cash working capital, it does illustrate the range of what regulators across the country deem to be “reasonable.”  With that in mind, the Company believes that $0 is a reasonable estimate for “cash” working capital as proposed in its initial Application.    

V.
OBJECTION nO. 4
Q.
Please EXPLAIN THE COMPANY’S OBJECTION NO. 4.
A.
The Company objects to the Staff’s proposed depreciation expense.  The Staff’s proposed depreciation expense differs from that proposed by the Company for two reasons:
1.
The worksheets provided with the Staff Report contain a cell-reference error in the calculation of the depreciation accrual rates.  Correcting this error increases the Staff’s depreciation expense adjustment by $4,335,240. 
2.
Staff used an incorrect common plant allocation factor as discussed above in Objection No.2.  Because Staff allocated less common plant to DE-Ohio’s gas operations, the depreciation expense also was reduced.  
 If the Staff Report had used the updated 2006 common plant allocation factor and appropriately excluded the DENA assets, the Staff’s depreciation expense adjustment should also be increased by $669,381.
Supplemental Attachment WDW-4 is a revised Staff Report Schedule B-3.2a which supports the proper calculation of depreciation expense.  It reflects both the correction of the depreciation accrual rates for the clerical error made in the Staff Report and the update of the common plant allocation factor.
Q.
PLEASE DESCRIBE THE CELL-REFERENCE ERROR IN THE STAFF’S WORKSHEETS. 
A.
Staff provided the Company with an electronic copy of its worksheets used in developing its Staff Report.  In the worksheet computing the depreciation accrual rate, there appears to be a typographical error which has the effect of omitting any salvage value in the computation of the annual depreciation accrual rate.  The Staff Report did not dispute the Company’s proposed salvage value estimates or any other factors for computing the depreciation accrual rates; consequently, we believe it was simply a clerical error that should be corrected.

Q.
HOW IS THE ALLOCATION OF COMMON PLANT TO GAS OPERATIONS AN ISSUE FOR DEPRECIATION?

A.
Notwithstanding the clerical error discussed above, there is no significant disagreement with the Staff as to the depreciation rate assumptions; however, the depreciable base upon which those rates are applied is understated due to the Staff’s use of an improper allocation of the Company’s common plant to gas operations.  See the Company’s Objection No. 2 for a discussion of why we believe this is inappropriate.

VI.
OBJECTION NO. 6
Q.
Please EXPLAIN THE COMPANY’S OBJECTION NO. 6.
A.
The Company objects to the Staff’s gross revenue conversion factor in that it fails to include a provision for increases in the maintenance fees for the Commission and for the OCC.  Inexplicably, the Staff’s calculation of the gross revenue conversion factor, as shown on its Schedule A1.1, page 55, of the Staff Report, ignores these real costs in developing its revenue requirement for the Company.  All else being equal, an increase in DE-Ohio’s revenue will result in higher regulatory maintenance fees.  Since the Staff does not offer any explanation for this omission it is difficult for the Company to argue the point other than to say that the absence of any rationale from the Staff indicates that it was an oversight on its part and should be corrected.  


Based on the revenue requirement proposed in the Company’s initial filing, the impact of the Staff’s omission of regulatory maintenance fees from the conversion factor is $56,764. 

VII.
OBJECTION NO. 7

Q. DESCRIBE THE COMPANY’S OBJECTION NO. 7.
A.
The Company objects to the Staff recommending a five-year amortization period for: (a) curb-to-meter and riser replacement costs incurred during the test year; and (b) rate case expense.  DE-Ohio submits that a three-year amortization period is reasonable, and is consistent with past Commission precedent.  In fact, the Staff recently recommended a three-year amortization of such expenses in its Staff Report in the current First Energy electric distribution case, Case No. 07-551-EL-AIR.  Extending the amortization period to five years, or longer, is inconsistent with the First Energy case and other recent cases, and fails to recognize that DE-Ohio has filed no less than five gas rate cases since 1990 for an average of a little more than three years between cases.  The three-year amortization period proposed by the Company is more consistent with the historical rate case timing and should be approved. 
Compared to the amortization expense adjustment proposed in the Company’s initial filing, the Staff’s proposed five-year amortization period reduces test year expenses by $1,171,082.  The Staff also included the cost of the Blue Ridge audit in rate case expense which, when amortized over the five-year period proposed by the Staff, increases test year expense by $50,000.  Although the Company agrees with the Staff’s inclusion of the Blue Ridge fees in rate case expense, the five-year amortization period for this expense should also be reduced to three years.

If the Commission ultimately accepts the Staff’s recommendation to amortize these costs over five years, the Company recommends that it be allowed to accrue a carrying cost on the unamortized balance of these expenses.  Extending recovery of such expense over an extended period time is an unfair burden to the Company and fails to recognize the time value of money.

VIII.
OBJECTION NO. 8

Q.
DESCRIBE THE COMPANY’S OBJECTION NO. 8.
A.
The Company accepts most of the Staff’s adjustments to property tax expense; however, the Staff’s recommended common plant allocation factor affects property tax expense.  As discussed earlier in my testimony, Staff’s proposed common plant allocation factor is incorrect.  If the Staff’s common plant allocation factor is updated for 2006 as the Staff has proposed but corrected to eliminate the impact of the DENA transfer, as I have proposed, the resulting property tax expense will be $15,219 less than that recommended in the Staff Report.  
IX.
CONCLUSION
Q.
DOES THIS CONCLUDE YOUR SUPPLEMENTAL TESTIMONY?
A.
Yes.
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