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I. BY THE COMMISSION

A. Procedural Background

1. This matter comes before the Colorado Public Utilities Commission (the "Commission") for consideration of the of Public Service Company of Colorado ("Public Service" or "Company") request to implement two General Rate Schedule Adjustment riders to be applied to base rates under the Company's gas schedules.  If granted, the riders would yield an annual increase in jurisdictional gas department revenues of approximately $25,225,884, offset in part by a proposed annual decrease in the Gas Cost Adjustment (“GCA”) of $1,866,591 million.  The first proposed rider would be a positive 4.01% and would be applicable to all customers receiving sales service.  The second proposed rider would be a positive 10.52% and would be applicable to all customers receiving transportation service.  With respect to the GCA, Public Service proposes to shift the costs associated with one of its gas transportation contracts with Colorado Interstate Gas Company (“CIG”) from the GCA to base rates. 

2. Public Service contends that this increase is necessary to recover the capital and operating costs associated with the Company's significant and continuing investments in gas infrastructure used to provide natural gas distribution services to the Company's growing market.  Public Service stated that it has made approximately $234.1 million in capital investments since December 31, 1995.  The unprecedented customer growth in the Company's service territory drives the investments.  Public Service has added 68,536 customers since January 1, 1996, a 7.3% increase.

3. Public Service filed Advice Letter No. 543 - Gas on November 2, 1998, with a proposed effective date of December 3, 1998.  Public Service filed its direct testimony contemporaneously with Advice Letter No. 543.  By Decision No. C98-1140, the Commission suspended the effective date of the tariffs for 120 days.  The suspension period was extended an additional 90 days pursuant to Decision No. C99-317. Decision No. C99-317 suspended the tariff sheets filed by Public Service under its Advice Letter No. 543 - Gas until July 1, 1999.

4. On November 25, 1998, Staff of the Commission (“Staff”) noticed its intervention.  On December 2, 1998, the Colorado Office of Consumer Counsel (“OCC”) noticed its intervention.”  

5. The Commission conducted a prehearing conference on December 22, 1998 to receive input from interested parties about procedural matters. Decision No. C99-12 established the procedural schedule and granted the petitions to intervene filed:  Colorado Interstate Gas Company (“CIG”); Conoco, Inc. ("Conoco"); Enron Capital & Trade Resources Corporation; HS Resources, Inc.; 

Multiple Intervenors;
 and UtiliCorp United Inc. 

6. On December 15, 1998, Staff filed a motion to remove the issue of financial derivatives from this docket.  On December 24, 1998, the Energy Conservation Association (“ECA”) filed an untimely petition to intervene.  On December 31, 1998, the Company filed a motion for entry of a protective order.  By Decision No. C99-49, the Commission granted the two motions and the untimely intervention. 

7. On March 11, 1999,  ECA filed a petition to withdraw as a party.  On March 15, 1999 Public Service filed motion for admission pro hac vice requesting admission of J. Patrick Nevins to represent the Company.  By Decision No. C99-326, the Commission granted ECA’s petition to withdraw and Public Service’s motion for admission pro hac vice.  

8. The hearing commenced on April 12, 1999.  A public testimony hearing was held on the evening of April 12, 1999.  The public testimony hearing provided an opportunity for the public to comment with sworn testimony in an on-the-record proceeding on 

the issues in this docket.  No member of the public expressed opposition to Public Service's rate increase request at the public testimony hearing.  

9. Pursuant to Decision No. C99-12, the parties prefiled answer, cross-answer and rebuttal testimony.  The prefiled testimony and exhibits of witnesses on behalf of Public Service, OCC, and Staff were offered and admitted into evidence as Exhibits A through U.  Additional exhibits, marked as Exhibits 1 through 35, were admitted into evidence during the course of this portion of the evidentiary hearing.  This portion of the  evidentiary hearing concluded on April 15, 1999.

10. Following the close of the first portion of evidentiary hearings, Public Service, OCC, and Staff filed statements of position were timely .  Staff also submitted a proposed Commission order.

11. Decision No. C99-413, mailed April 27, 1999, directed a further evidentiary hearing in the nature of a technical conference to assure that the record contained sufficient information to allow the Commission properly to calculate the revenue change and rate riders which would ultimately be approved by the Commission.  Exhibits 36 through 41 were admitted at the technical conference.  

12. On May 20, 1999, the Company, OCC and Staff filed a joint stipulation requesting admission of late-filed exhibits 42, 43, and 44.  The Commission will admit exhibits 42, 43, and 44.

13. The Commission conducted deliberations on May 20, 1999.  The Commission now issues its written order.

B. Ruling on Stipulation

14. On April 12, 1999, Public Service, Staff and the OCC offered a Stipulation and Settlement Agreement (“Agreement”) to resolve certain issues in this case.  The Agreement proposes resolution of the following:  i) the appropriate allowance for costs incurred by Public Service to prepare, file and litigate this proceeding (“rate case expenses”); ii) the appropriate amortization period for costs incurred by Public Service to convert residential and commercial customers to therm billing, including the gas temperature study (“therm conversion expenses”); iii) the appropriate amortization period for costs incurred by Public Service associated with environmental clean up (“environmental clean up expenses”); and iv) the appropriate allowance in this rate proceeding and the appropriate future gas rate treatment of costs associated with correcting Public Service’s computer applications, embedded systems, and supporting infrastructure to be ready for January 1, 2000 (“Y2K expenses”).  We will approve, with modification, the Agreement as a resolution of the issues identified therein.  

1. Rate Case Expenses

In its filed case, Public Service sought to recover through rates the cost of preparing, filing and litigating this docket.  Public Service estimated a total cost of $238,200, and proposed to amortize this amount over a two-year period.  Through the Agreement, Public Service, Staff, and the OCC agreed that Public Service will amortize the total amount over a two-year period and include an allowance for rate case expenses of $119,100 for purposes of this proceeding.

a. Therm Conversion Expenses

(1) In Docket No. 96A-131G, the Commission approved a Stipulation and Agreement and granted Public Service’s application for approval of its Implementation Plan for conversion of residential and commercial customers to therm billing, including approval of the recovery through rates of the cost of the gas temperature study it performed in connection with the conversion.  In this docket, Public Service proposed to recover a total of $1,229,320 of related costs over a two-year amortization period, with the amount of $614,660 amortized in the first year.

(2) Through the Agreement, Public Service, Staff and the OCC have agreed to an amortization period for therm conversion expenses of three years at $409,773.33 per year.  Staff and the OCC have further agreed that Public Service should be permitted to recover the remaining balance of unamortized therm conversion expenses in any rates established through a subsequent general rate filing (unrelated to Phase II of this proceeding) in the event Public Service files a request (unrelated to Phase II of this rate proceeding) which results in new rates for gas services going into effect before the expiration of the three-year amortization period.  The OCC and Staff further agree to not oppose Public Service’s recovery of those costs in such rate case.
b. Environmental Clean Up Expenses

Public Service proposed to recover through rates the costs associated with environmental clean up over a two-year amortization period.  Public Service proposed to recover a total of $1,240,000, with the amount of $620,000 amortized in the first year.  Public Service, Staff and the OCC agreed that the amortization period for the environmental clean up expenses identified by Public Service in this docket shall be four years.  Staff and the OCC have further agreed that Public Service should be permitted to recover the remaining balance of unamortized environmental clean up expenses in any rates established through a subsequent general rate filing unrelated to Phase II of this proceeding in the event Public Service files a request which results in new rates for gas services going into effect before the expiration of the four-year amortization period.  The OCC and Staff further agreed to not oppose Public Service’s recovery of those costs.  For purposes of future gas rate proceedings in which Public Service seeks rate recovery of similar environmental clean up costs, Public Service has agreed to propose to recover such costs using an amortization period of not less than four years at $310,000 per year.
c. Y2K Expenses

(3) Public Service estimated the total amount of Y2K expenses allocated to its Gas department to be $4,848,609.  Public Service proposed recovery over a two-year amortization period.  The amount to be amortized by Public Service in the first year was $2,342,438, which included a deduction for costs of $81,867 which were actually booked in the test year.

(4) Public Service, Staff and the OCC have agreed that Public Service should be entitled to full recovery of its prudently incurred Y2K expenses.  They further agreed that such recovery should occur through amortization of such expenses over a five-year period and that such recovery should not commence until the second half of the year 2000 when actual Y2K expenses will be known.  For purposes of this rate case, Public Service, Staff and the OCC agreed that the full amount of the proposed Y2K expenses would be removed, including the proposed pro forma amount of $2,342,438 and the actual test year amount of $81,867.  The parties agreed that Public Service should file a separate tariff during the first half of the year 2000, to become effective on or after July 1, 2000, which proposes to implement new rate riders applicable to all gas rate schedules which is designed to implement a five-year amortization of Y2K expenses and to allow Public Service to recover Y2K expenses.  In addition, the requested rider should account for an offset attributable to moneys recovered by Public Service from any of its vendors pursuant to any warranty, indemnification, or similar contract claim related to Y2K expenses which is collected during the five-year amortization period.  Public Service should accomplish the offset through a subsequent tariff filing adjusting the then-effective Y2K rate riders no later than one year prior to the expiration of the five-year amortization period unless the cumulative amount of the recoveries and damages received by Public Service and allocated to the gas department is less than $50,000.  The Agreement provides that Staff and the OCC do not waive their right to challenge the prudence of any Y2K expenses incurred by Public Service.  It was also acknowledged that the Agreement binds only Public Service’s gas department, and has no affect on Public Service’s electric department.

(5) The Commission finds that the Agreement should be approved so long as Public Service agrees to file for a decrease to the rate rider authorized by this Decision and/or the future Phase II proceeding in the event the agreed upon amortization period is completed prior to the filing of Public Service's next Phase I rate case.  This modification serves the public interest by ensuring that the inclusion of these unique expenses in Public Service's rates will not result in these amounts permanently becoming part of the Company's base rates..

C. Test Year

15. The rate setting process begins with selection of  a test year.  The operating results of the test year are adjusted for known changes in revenue and expense levels with the goal being that the adjusted operating results of the test year will be representative of the future.  This affords a reasonable basis upon which to predicate rates which will be effective during a future period.

16. Here, the Company proposed a historical year-end rate base for the period ending June 30, 1998.  Both Staff and the OCC presented their cases based on the same year-end test year.  The Commission finds the historical year-end test year of June 30, 1998 should be adopted for this case.  Therefore, the Commission will approve this test year.

D. Capital Structure

17. Public Service proposed the following capital structure in this proceeding:

Long-term Debt
$1,497,483,207
47.64%

Common Equity
$1,646,158,313
52.36%

Total
$3,143,641,520
100.00%


18. OCC witness Copeland recommends one adjustment to the Company’s proposed capital structure to reflect a November 1998 $100,000,000 payment on a promissory note between NC Enterprises, Inc. and Public Service.  Mr. Copeland believes this adjustment is necessary to synchronize the capitalization to the period the rates will be in effect. 

19. In response to this to proposed adjustment, Company witness Blair notes that the Commission rejected a similar out-of-period adjustment to the capital structure in the Company’s last rate case.  She also notes that there have been other changes in the capital structure since the end of the test year for which Mr. Copeland has not accounted. Finally, she contends that if the Commission were to accept this type of updating adjustment it would create a moving target problem in rate cases.  

20. The Commission finds that acceptance of Mr. Copeland's adjustment creates a moving target problem which should be avoided in the ratemaking process.  Thus, we reject the OCC's proposed capital structure adjustment. 

21. We, therefore, accept the Company's proposed capital structure.

E. Rate of Return on Equity

As in all general revenue requirement cases, the Commission must determine the proper return-on-equity (“ROE”) for the Company or, in this case, for the Company’s gas department.  As in past rate cases, this issue was one of the most contentious.  Three witnesses presented testimony concerning the ROE to be authorized by the Commission in this proceeding.  Their ROE recommendations were as follows:

Dr. Charles Olson (Public Service Company)
12.0%

Basil Copeland  (OCC)
9.50%

Sandra Johnson Jones (Staff)
10.30%


1. Dr. Charles Olson for Public Service Company of Colorado

a. Dr. Charles Olson testified about the appropriate authorized ROE on behalf of Public Service.  Dr. Olson performed two Discounted Cash Flow ("DCF") analyses based on two different groups of utilities.  The first group was a gas utility group consisting of 7 companies; the other group was a combination utility group consisting of 6 companies.  Dr. Olson’s DCF range for the gas group was 8.45% to 8.96%, while his DCF range for the combination group was 8.03% and 8.54%. 

b. Dr. Olson calculated that the DCF model indicates required market returns of 8-9%,  but that the corresponding book returns are 14-17% based on prevailing market-to-book ratios.  He concludes that “investors have come to rationally expect returns above book values,”  and counsels that, while the Commission need not authorize an ROE that would fully reflect the prevailing market-to-book ratios, neither should it punish Public Service by authorizing a return intended to drive the market-to-book ratio down to one.  Accordingly, he recommends that the Commission authorize a return of 12%.

c. To confirm the reasonableness of his recommended return, Dr. Olson performed an Interest Premium Check which indicated an investor-required return of approximately 13%, and an analysis using the Capital Asset Pricing Model (“CAPM”) which indicated a return of 11.8%.  Dr. Olson cautioned, however, that the CAPM has several inherent weaknesses, and should be used only with care.

2. Basil Copeland for The Office of Consumer Counsel

d. Basil Copeland testified for the OCC about the appropriate authorized ROE for Public Service.  Mr. Copeland concluded that the cost of equity for Public Service is currently in the range between 8.5% to 9.5%.  He performed a comparative DCF analysis on 17 combination electric and gas utilities.  His analysis indicated median DCF values ranging from 8.72% to 8.79% and a mean DCF value of 8.98%.  

e. Mr. Copeland also performed a Discounted Dividend Model ("DDM"), a more general form of the DCF, as a check of reasonableness to his recommended return.  His DDM analysis determined a median return for the 17 combination utilities of 8.45% and a mean return value of 8.53%.  Mr. Copeland notes that the DDM returns are modestly lower than the DCF returns probably because of the projected rise in retention ratios between 1998 and 2002.

f. Mr. Copeland also performed a CAPM analysis.  Mr. Copeland uses a 5% market risk premium, a beta of .6, and  risk free rate of 5.2% to yield an 8.20% ROE.  Finally, Mr. Copeland calculates Times Interest Coverage (“TIC”) of 3.02 when using a 9.0% ROE and a 3.13 TIC when using a 9.5% ROE.  He believes that TIC of 3 or more is adequate in order for the Public Service to maintain its A bond rating.

g. Based on the above, Mr. Copeland recommends that the Commission authorize an ROE of 9.5%.  This recommendation accounts for based on his concerns regarding the Company’s interest coverage ratio.

3. Sandra Johnson Jones for the Staff

h. Sandra Johnson Jones testified for Staff about the appropriate authorized ROE for Public Service.  Ms. Jones performed a comparative DCF and CAPM analysis for six combination electric and gas utilities.  Her midpoint value for each of the analyses is 9.83% and 8.76%, respectively.  Ms. Jones takes her unadjusted DCF analysis and then adds 47 basis points for earnings growth to arrive at her recommended 10.30% ROE.

i. Ms Jones utilizes her CAPM analysis as a check of reasonableness to the DCF figure she is advocating.  Ms. Jones also examined the impact of her recommended ROE on the gas department’s ability to contribute to the New Century Energies ("NCE") dividend. 

4. Rate of Return on Equity - Commission Discussion

j. The Commission is guided by the United States Supreme Court’s observations in Federal Power Commission v. Hope Natural Gas, 320 U.S. 591 (1944), in determining the proper ROE.  In that case, after noting that the fixing of “just and reasonable rates” involves a balancing of investor and consumer interests, the Court stated:

From the investor or company point of view it is important that there be enough revenue not only for operating expenses but also for the capital costs of the business.  These include service on the debt and dividends on the stock . . . [citation omitted] . . .  By that standard the return to the equity owner should be commensurate with returns on investments in enterprises having corresponding risks.  That return, moreover, should be sufficient to assure confidence in the financial integrity of the enterprise, so as to maintain its credit and to attract capital.

Federal Power Comm’n v. Hope Natural Gas, supra, at 603.

k. Some form of DCF analysis played a significant role in the authorized ROE recommendation made by all three cost of capital witnesses.   DCF analysis is a well established regulatory method for estimating the cost of equity capital.  DCF is  based upon the premise that the price of a company’s common stock is equal to the present value of the expected cash flows (i.e., future dividends and stock price appreciation) that will be received by the investor while holding the stock, discounted at the investor's rate of return.  According to DCF theory, an investor’s required return on common equity equals the dividend yield plus the expected rate of growth in the dividend and/or earnings.  The most simplified mathematical equation to express this theory is:

k = ( D1 /P0 ) + g,

where k is the cost of equity (i.e., the investor’s required return), D1 /P0 is the dividend yield (the expected dividend paid in the up-coming period divided by the current market price of common stock), and g is the expected rate of dividend growth.

l. In the past, this Commission has determined that DCF analysis is an acceptable methodology for deriving a fair ROE.  Notably, however, all three parties recommend returns in excess of the DCF-indicated results.  Dr. Olson recommends a return in excess of the ROE derived from his DCF model to reflect the prevailing condition of market-to-book ratios greater than one.  Mr. Copeland recommends a higher ROE than indicated by his DCF analysis in an effort to ensure the Company’s financial integrity and enable it to maintain an “A” bond rating.  Ms. Jones recommends a higher ROE than indicated by her DCF analysis to protect the Company’s ability to maintain and prudently increase its dividend,  and to reflect prevailing market-to-book ratio in excess of one. 

m. As a starting point for determining the appropriate ROE to authorize in this proceeding, the Commission must consider whether the risks faced by Public Service’s shareholders are most appropriately gauged by comparisons with stand alone gas distribution utilities as advocated by Dr. Olson, or combination electric and gas utilities as advocated by witnesses Copeland and Jones. As a general proposition, the Commission concurs with Mr. Copeland’s and Ms. Jones’ position that the risks faced by Public Service are those of a combination electric and gas utility. Shareholders do not separately invest in the operations of Public Service’s gas or electric departments.  They invest in the entire company.  Thus, shareholder perceptions concerning the risk of NCE are based not merely on the perceived risk of Public Service’s gas department operations, but on the perceived risk of the entire holding company.
  

n. To this end, the Commission rejects Dr. Olson’s utilization of stand-alone gas distribution utilities as the only appropriate comparable companies by which to assess Public Service’s risk. Furthermore, as a general proposition, the Commission believes that its responsibility is to determine a fair and reasonable return to equity investors which reflects a thoughtful consideration of risk and financial integrity, as well as a myriad of other possible issues.   The Commission does not believe that its decisions should be inordinately influenced by stock price.  It may be appropriate for the Commission to consider the possible impact its decisions may have on stock price in order to avoid an unnecessarily volatile market reaction.  However, the Commission will not make decisions concerning the authorized ROE for any jurisdictional utility simply to ensure the maintenance of a wide differential between the market price and book value of equity.  

o. The Commission agrees with the cost of equity witnesses that in today’s capital market a ROE set solely on a unadjusted DCF analysis would adversely impact on NCE stock price, and this by extension the Company's rate payers.  Another factor influencing our determination on the proper ROE is the continued growth in the Company’s gas plant investments and number of customers.  To successfully serve this growth, the Company will need to maintain its access to the equity capital markets.  Despite these factors indicating a higher ROE, this is the first time we have examined the Company’s gas operations since it increased its dividend by nearly 10.5% in order to adopt the Southwestern Public Service Company dividend of $2.32 per share when NCE was formed.  We do not believe that higher rates should be imposed on ratepayers for the sole purpose of covering such a large increase in the dividend during a period of dramatic growth. 

p. In determining the authorized ROE for Public Service in this case, the Commission agrees that it must take into consideration the financial integrity concerns expressed by the three cost of capital witnesses.  Indeed, consideration of such concerns is required under Federal Power Commission v. Hope Natural Gas.  Further, the Commission also recognizes that it has broad discretion to take actions which appropriately balance the needs of both ratepayers and shareholders.  With these principles in mind, the Commission finds it appropriate to authorize an 11.25% ROE for Public Service in this proceeding.   The Commission believes that an authorized ROE of 11.25% will provide a fair and reasonable return to shareholders, maintain financial integrity, and ensure the Company’s continued ability to raise equity capital. 

q. Given cost and amount of long-term debt in the Company’s capital structure, an authorized ROE of 11.25% will result in an overall rate-of-return (“ROR”) on rate base of 9.43%.  A 9.43% overall ROR will result in net operating earnings of $68,872,040 based on the jurisdictional rate base of $730,338,596 authorized by the Commission in this proceeding (see discussion below).  

F. Rate Base

1. Common Plant Allocation

r. The OCC recommends that the Commission adopt the “Massachusetts formula”
 to allocate Public Service’s common plant investment among its operating divisions.  This departs from the Company’s method of allocating common plant on the basis of the total number of customers.  The OCC contends the total number of customers the Company serves has little to do with the investment it makes in common equipment and facilities.  According to the OCC, common plant allocation based on the total number of customers may have been an appropriate allocation methodology when the Company filed companion rate cases for both its gas and electric departments and could offset deficiencies in one department with excesses in the other.  The OCC believes that as the industry moves towards unbundled rates and increasing competition, number of customers is no longer an appropriate allocation methodology.  When the Massachusetts formula is applied it reduces the gas department’s allocation of common plant by 58%, from 46.31% to 26.79%. This proposed adjustment reduces rate base by approximately $46.347 million and reduces depreciation expense by $1.420 million. 

s. The Company argues that it has allocated these costs for rate-setting purposes, based on relative numbers of customers in each department for at least the past twenty 

years with Commission approval. According to Public Service, the entirety of OCC witness Peterson’s rationale is the assertion that the Federal Energy Regulatory Commission (“FERC”) uses the method in some circumstances and that it is a more reasonable basis for allocating plant because it is a broad based indicator of relative activity and size within each division.  The Company contends that the OCC has not established that the Massachusetts formula reflects the use of the actual plant at issue better than relative customer numbers. 

t. A more fundamental concern of the Company is the belief that adoption of the OCC’s recommendation in this case  would result in shifting costs to the electric and steam departments that the Company would not have a reasonable opportunity to recover.  Public Service contends that because the Commission will not change electric rates in this proceeding, any costs shifted to the electric department would be effectively disallowed. 

u. The Commission disagrees with the OCC's claim that the change in allocation would keep the Company whole.  By shifting costs to the electric department, which currently operates under a rate freeze and an earnings sharing mechanism, the OCC proposal would result in Public Service not being able to recover the full amount of the legitimate costs shifted from the gas department.  Consequently the Commission finds the OCC’s proposed adjustment to the common plant allocation should be rejected.  
v. The Commission will continue to use the traditional common plant allocation method.  
2. Plant Held for Future Use

w. The OCC recommends that Public Service’s rate base be reduced by approximately $1.2 million to eliminate certain plant held for future use (“PHFU”).  This proposed adjustment is premised on the contention that ratepayers should not be required to pay a return on investment for property that does not provide a concurrent benefit to the paying customers. OCC witness Mr. Peterson explained that approximately 96% of the OCC PHFU adjustment relates to rights-of-way that have been acquired for future transmission lines and the remainder consists of properties held for future regulating stations.  He contends that because these assets are not being currently used to serve ratepayers that the assets should not be included in rate base.

x. The Company argues that this Commission has historically allowed Public Service to include PHFU (including the specific property at issue here) in rate base.  In the Company’s most recent rate case, the Commission rejected a similar proposal by the OCC explaining:

The Commission has traditionally allowed PHFU items such as land, water rights and engineering plans for production, transmission and distribution facilities to be included in PHFU.  We will not adopt the OCC’s proposed adjustment for PHFU.  Plant held for future use will continue to receive rate base treatment.

y. Furthermore, the Company contends the early acquisition and holding of these properties benefit the Company’s customers by decreasing the cost of construction on the land when it does take place.  The cost of land in and around mountain communities has increased dramatically since the Company acquired the rights-of-way at issue here, and it has also become much more difficult to obtain these types of rights-of-way.  

z. According to Company witness Haeger, the Company has been able to use its possession of the rights-of-way, and the associated potential to access new supply sources using them, in negotiations with gas suppliers to the benefit of its customers. 

aa. The Commission concurs with the claimed benefits set forth by Public Service regarding PHFU.  Thus, PHFU should be included in the Company’s rate base.  However, we expect the Company to include more information pertaining to the planned use of assets recorded in this account in any future rate case. 

3. Cash Working Capital

a. The OCC, through Mr. Peterson, proposes an adjustment to reduce rate base by $1.8 million to reflect the change in payment lag for billings from New Century Services, Inc. ("NC Services").  This adjustment represents the interest expense incurred by NC Services on borrowing it makes to pay the day-to-day expenses formally paid by the operating companies.  Under the Company’s accounting system, this interest is recorded below-the-line and is not included in the Company’s costs of service.

b. The Company argues that the proposed OCC adjustment is incomplete because it does not provide for above-the-line treatment for the associated interest.  The Company does not argue that the proposed OCC adjustment is theoretically incorrect.

c. Exhibit 6 is the OCC’s data request seeking the Public Service allocation of NC Services' interest charges between the electric, gas, and steam departments.  The Company’s response states that such interest is recorded below-the-line and not allocated to the departments.  The Company's response does not provide the requested information.   The Commission finds this situation problematic.  We agree with the OCC that the lead/lag factors should be changed to reflect the payment lag change for billings from NC Services.  However, there is no evidence on of the associated interest portion.  We believe that Public Service has not met its burden to show why the OCC proposed adjustment should be rejected.  As a result, we adopt the OCC adjustment to Cash Working Capital, even though it is not complete.

G. Income Statement

1. CIG Contract in Base Rates

a. The Company proposes to move the costs associated with CIG Contract No. 33191 out of the GCA and into base rates.  The Company states that there is the possibility that other shippers may be interested in transportation services available under this contract since the storage access currently served by the pipeline would allow third-party capacity utilization under certain conditions.  Under the proposal, sales customers would retain priority use of the contract for storage access, but capacity that is available in off-peak conditions or in the opposite direction to peak use would be made available to third parties.  Public Service claims that the contract must be transferred from the sales-oriented GCA to allow transportation access.  By moving the contract into base rates, Public Service would spread the costs, to both sales and transportation customers.  As a result of this cost spreading, some of the costs would be shifted from sales customers to all transportation customers.

b. The OCC objects to this treatment because the Company has not imputed any revenues associated with prospective transportation revenues.

c. Staff also recommends the Commission reject the Company's proposal.  CIG Contract No. 33191 relates to a pipeline connecting Public Service's system to the Young Gas Storage Field.  Presently, both the costs of CIG Contract No. 33191 and the cost of the Young Gas Storage contract are recovered through the GCA.  Staff believes that continued similar treatment of these contracts is preferable to moving Contract No. 33191 to base rates.  

d. Multiple Intervenors and Conoco object to the proposed transfer for two reasons.  First, they contend that Public Service has failed to provide evidence adequately demonstrating the need for the proposed change.  Second, they argue that the proposed change will result in an unjust and unreasonable shift of costs to transportation customers.

e. The Commission finds that it is in the public  interest to deny the proposal and leave the contract in the GCA, for the following reasons:  

(1) We find that the Company did not provide adequate evidence that the contract must be transferred to base rates to allow transportation customers to use the service.  For example, Public Service claims that its proposal is intended to solve a problem under FERC procedures relating to the title of the gas moving through the pipeline.  Moving the contract from the GCA to base rates will not affect the fundamental relationships between Public Service, CIG and a third-party transportation customer.  Therefore, the Commission is not convinced that Public Service's proposal will solve the "title" problem.  

(2) The Commission finds that the transfer would result in an unwarranted shifting of costs to all transportation customers, while only providing potential benefits to a few unidentifiable, uniquely situated customers.

(3) The Commission also concurs with the Staff concern of separately treating the two storage-related contracts and the OCC revenue matching issue.

(4) The Commission encourages the Company to pursue an investigation into the potential need for such service, perhaps through a separate tariffed service offering.  A separate offering would allow access to the pipeline for those who need the service and would allow the service to be paid for only by those using it.  The additional transportation revenue would also offset the contract costs in an equitable manner through the GCA process.

2. Transportation Discounts

a. The Company proposes to recover the discounting revenue shortfall as a part of the general rate rider.  The increase in discounting revenue shortfall from the last rate case is primarily due to two new discounts – the Fort St. Vrain (“FSV”) contract and a former maximum rate customer who is now receiving a discount.

b. The OCC proposes to cap the amount of the transportation discounts at the level in the 1996 rate case, namely $4,838,500. The basis for the OCC adjustment is a policy consideration that it is not fair that captive customers absorb the full effect of the discounts.  

c. The prudency of the individual discounts was not challenged by any party.

d. The Commission finds that Public Service should recover the full discounting revenue shortfall.  Any disallowance of discounting revenue shortfalls would send a signal to utilities to refrain from discounting, which could result in further revenue shortfall being borne by captive customers when utility facilities are bypassed. Disallowance of discounting revenue shortfall as a percentage or a cap consistent with OCC's position would not provide the proper incentive, to the contrary, it would provide an incentive for increased bypass--an uneconomic result that would leave everyone worse off. Further, the Company does not recover the revenue shortfall of a new discount between rate cases and, therefore has some incentive to minimize the practice of offering discounts. 

e. The FSV contract is different from conventional discounting of transportation contracts.  The FSV gas contract terms cover FSV's proportionate share of facility costs and are also consistent with the Company's filed gas transportation rates.  Due to the unique nature of the FSV "discount", the Commission believes that Public Service should identify this "discount" as a separate item for review.  In future gas rate cases, Public Service will be required to separately identify the fuel cost and commodity costs associated with the gas service received by FSV. We suggest that the Company separate these unique contracts from conventional discounting in future rate case filings, including the rate case, as discussed below. 

3. Yosemite Compressor Station

ab. The OCC rejects the Company’s proposed pro forma adjustment to annualize the Operating and Maintenance (“O&M”) costs of the new compressor at the Yosemite Compressor Station.  The OCC opposes this adjustment because it focuses only on the increased costs of the station without recognizing increased revenue which it expects to be associated with the new station.  The OCC’s proposed adjustment decreases the Company’s revenue requirement by $349,005.

ac. The Company insists that it installed an electric power compressor, rather than a gas compressor, at the Yosemite Compressor Station because it determined that this was the lowest overall cost option available and would result in savings for the Company’s customers.  According to the Company, the largest component of the adjustment proposed by the OCC relates to the electric power costs for the compressor for the coming year.  The Company states that if it had installed a gas powered compressor, the costs of natural gas used to power the compressor would have been recovered from customers on an ongoing basis (beginning when the compressor went into service) through the Company’s GCA for sales customers and through the fuel retention percentage for transportation customers.  Consequently, Public Service claims the OCC adjustment penalizes the Company for making the correct decision for its customers and provides a perverse incentive for the Company’s decision-making on similar issues in the future.

ad. We agree with Public Service that the Commission should encourage prudent decision making in the design and operation of the Company's gas facilities.  While there may be some increased revenues as a result of the new compressor, we believe it would be speculative to impute a revenue offset at this time.  Thus, we reject the OCC’s proposed adjustment. 

4. NC Services

a. The OCC challenges two aspects of the allocation of the costs of NC Services, the services subsidiary of NCE.  First, the OCC challenges the allocation of “indirect” NC Services costs to newly created affiliates.  To replace the Company’s existing methodology of allocating such costs, the OCC proposes a $10,000 minimum monthly charge for all new corporate affiliates.  This proposal results in a  recommendation to reduce the revenue requirement by $104,000.  Second, the OCC expresses concern that certain affiliates may not be billed indirect costs even though they could, from time to time, request directly billed services from the service company.  The OCC objects to NC Services providing different levels of service to different affiliates and proposes that NC Services make the use of its services “an all or nothing" proposition.  

b. The Company counters that while NC Services was unable, during the test period, to assign indirect costs to new companies during their start-up period because of a lack of data on which to allocate the costs,  it has since instituted (effective January 1, 1999) a new methodology that allows it to assign indirect costs to new affiliates beginning at their inception.  Thus, the Company argues if there was ever any problem with NC Services' method of allocating indirect costs to new affiliates, it has been addressed and no longer exists.  

c. Additionally, Public Service argues that its methodology has been approved by the Securities and Exchange Commission ("SEC").  An arbitrary $10,000 per month assignment of indirect costs to all new companies would conflict with the SEC-approved approaches.  Finally, the Company contends that is no basis for the arbitrarily assigned amount, nor any showing that the proposed allocation would have any relation to costs actually incurred by NC Services on behalf of the new affiliates. 

d. As for the OCC’s second proposal, the Company explains that NC Services provides multiple levels of service, depending on the needs of each affiliate.  NC Services’ policy is to provide services to the affiliates that require them and to provide such services at the level requested.  Public Service contends that NC Services' policy is reasonable.

e.  Based on the Company’s implementation of a new methodology to allocate indirect costs, the Commission does not believe the OCC’s proposed $104,000 adjustment should be adopted.  Furthermore, we reject the OCC's proposal that NCE affiliates must use NC Services on a  “all or nothing” basis.  We believe the affiliates should retain the discretion to acquire the services they might need.

5. Weather Normalization

a. By Decision Nos. C97-118 and C7-478, the Commission stated that the Company should use the most recent NOAA data without any adjustments.

b. The OCC proposes an adjustment to decrease the Company’s required revenues by approximately $1.574 million to reflect a weather normalization adjustment which it believes is consistent with the Commission’s last ruling on this issue.  See, Decision Nos. C97-118 and C7-478.  The OCC contends that the Commission should, use the results of the normalization study performed by the National Oceanic and Atmospheric Administration ("NOAA") for the years 1961-1990.  This study contains the most recent normalized NOAA data.  

c. Company witness Blair bases her weather normalization adjustment on her interpretation of the Commission’s decision in the last rate case.  Ms. Blair’s weather normalization adjustment uses the most recent 30 years of unadjusted National Oceanic and Atmospheric Administration (“NOAA”) data.  

d. In the Company’s rebuttal testimony, Mr. Martine provides another weather normalization adjustment based on a ratio of adjusted to unadjusted NOAA data from the last NOAA normalized period applied to the current unadjusted period.  Mr. Martine’s method attempts to correct degree-day normals published by NOAA for the current period since 1990 because NOAA has not yet made statistical corrections to that recent data.

e. Based on the Commission’s examination of Mr. Martine, it is apparent that NOAA does not publish individual year weather normalized figures.  Instead, the only normalized figure is for an entire 30-year period.  The Commission affirms its previous decision that the most recent data should be used in calculating a weather normalization adjustment.  As a result, Mr. Martine’s method is the best available method in this case.  Therefore, we adopt it. 

6. Labor Productivity Factor

a. In the Company’s prefiled case, it makes a wage adjustment to its booked labor expense to annualize 1998 wage increases, offset in part, by a productivity factor.  Public Service utilizes 3.45% productivity factor.  Public Service uses annual data from the time period 1988-1997 to estimate a linear regression from which it calculates a productivity growth rate of 4.1%.  In doing so, it observes that productivity increases were fairly constant from 1988 through 1994.  In 1995 and 1996, however, the growth rates increased markedly before falling in 1997.  The Company argues that the linear model does not work well if one tries to incorporate these erratic years into the data set.  Therefore, Public Service proposes to average the results from the regression analysis (4.1%) with the simple, unregressed average for the same time period (2.8%) to get 3.45%.  

b.   The OCC opposes this productivity offset and recommends instead the use of an offset of 4.1% based on the linear regression analysis performed by the Company.  The OCC asserts there is no basis in statistical theory for averaging the results from the regression analysis with the simple unregressed average as a way of addressing heteroscedasticity.
  The OCC's adjustment to the Company's filed case reduces the annual revenue requirement by $70,002.  

c. On rebuttal, the Company contends that the regression equation suffers from heteroscedasticity.  Public Service proposes to compensate for heteroscedasticity by taking the first differences of the variables involved and re-estimating the equation using these first differences instead of the original variables.  When the first differences are used, the productivity factor decreases to 3.15%.  Nevertheless, Public Service still remains willing to use a 3.45% productivity factor.  

d. The Commission agrees with the OCC that the averaging of the regression analysis with the simple unregressed 

average has no basis in statistical theory.  Furthermore, the Company’s re-estimation of the regression equation to address the presence of heteroscedasticity suffers from at least two problems:  1) first differences are not equal to percentage changes; and 2) even if first differences are defined correctly, using them to replace the original variables is not a standard way of addressing heteroscedasticity.

e. As a result, the Commission will reject both of the productivity factors suggested by the Company.  In reviewing the spreadsheet model, (exhibit 42) a 4% productivity factor removes the out-of-period wage adjustment proposed by Public Service.  The Commission adopts a 4% productivity factor for this case.

7. Advertising

a. In its prefiled case, the Company excludes advertising expenditures directed at marketing, promotion or community relations, or were image related or political.  Public Service includes advertising expenditures for energy conservation, safety, customer programs, and service messages.  This accords with the past Commission practice of only allowing advertising expenditures which directly benefit ratepayers.

b. Staff recommends an additional disallowance of $3,967. 

c. The Commission reaffirms here its previous policy that only those advertising expenditures which are directly beneficial to ratepayers (as ratepayers) should be allowed into rates.  The Commission emphasizes that customers of utility services have no choice in the rates they pay for utility offerings.  That is, subscribers to utility services must pay the rates set by this Commission in order to receive service.  The Commission also notes that, foregoing these services is not a realistic option since utility offerings are crucial to most consumers.  Inasmuch as most customers have no choice in the rates to be paid for critical service, it is important that only those expenses directly related to the provision of such services be included in the regulated cost of service.  The Commissions believe that its previously enunciated standard for allowance of advertising expenses in rates--that the expenses be of direct benefit to ratepayers--serves this purpose.  

d. The Commission agrees with Staff and will accept its proposed adjustment.

8. Employee Benefits 

ae. The OCC recommends that the filed level of employee benefit expenses be reduced to reflect the actual costs booked by the Company for the calendar year 1998.  This results in a decrease in the Company’s revenue requirement of $1,177,000. 

af. In this rate case, the Company adjusts its employee benefit expense level (as well as certain other expenses) to reflect the estimated level of costs that would be incurred after the end of the test period.  This adjustment is consistent with the method approved in the Company’s last rate case.  Public Service asserts that certain estimations are needed because the actual costs become known and measurable only after the filing of the rate case.  The Company also claims that replacing the estimated figures with actual figures after a rate case is filed would result in a moving target that would vastly complicate the resolution of rate cases.

ag. According to the Company, the OCC proposes to adjust only 6 of 26 relevant employee expense accounts.  Had the OCC uniformly adjusted all employee benefit expense accounts for the actual amounts, the result would be a net increase in the filed-for expense level of over $2 million. 

ah. The Commission is concerned with selective adjustments which are not applied uniformly. The Commission believes that the estimation process used by the Company is reasonable.  It can work for or against the Company.  We also agree with the Company that a clear cut-off to the test year and the use of certain estimated figures prevents a moving target problem.  Thus, we reject the OCC’s proposed employee benefit adjustment.

9. Depreciation Expense

ai. The OCC proposes that the filed level of depreciation expense and depreciation reserve amounts be changed to incorporate an amount recorded in December 1998.  This results in an increase in the Company’s revenue requirement of $243,000.

aj. The Company argues that this adjustment is similar to the employee benefit adjustment since this amount was not known and measurable until mid-January 1999 and its adoption would create a moving target problem.

ak. The Commission agrees with the Company, and will reject the OCC’s proposed adjustment.

10. Capitalization of A&G Salaries

al. The OCC proposes an adjustment of approximately $1.478 million  for administrative and general (“A&G”) overhead costs that Public Service accounts for as expenses.  The OCC believes that these expenses should be capitalized.  The OCC relies upon its interpretation of Gas Plant Instruction No. 4 of FERC's uniform  system of accounts, 18 C.F.R. Part 201.  According to the OCC, Gas Plant Instruction No. 4 instructs that payroll charges includable in construction overheads shall be based on time card distributions, or if impractical, upon periodic special studies.  The OCC alleges that the evidence in this case shows that Public Service’s method of accounting for A&G overhead costs wholly fails to meet the requirements of Gas Plant Instruction No. 4.   The OCC also recommends that the Commission direct Public Service to prepare and file in its next rate case the appropriate special study under Gas Plant Instruction No. 4.

am. The Company argues that its method of time card distribution is in compliance with the requirement of Gas Plant Instruction No. 4.  The pertinent portion of Gas Plant Instruction No. 4 provides: 

As far as practicable, the determination of payroll charges includable in construction overheads shall be based on time card distributions thereof.  Where this procedure is impractical, special studies shall be made periodically of the time of supervisory employees devoted to construction activities to the end that only such overhead costs as have a definite relation to construction shall be capitalized.  The addition to direct construction costs of arbitrary percentages or amounts to cover assumed overhead costs is not permitted.  

(Emphasis added.)

an. According to the Company, Public Service accounts for the time of A&G employees (who are actually NC Services' employees) through a time entry system, under which each employee tracks his or her own time with verification and approval by the employee’s manager.  A&G employees working on a capital project assign the appropriate portion of their time directly to a specific capital project or to a capital overhead pool.  Public Service claims that it is in compliance with the “time card distribution” requirement of Gas Plant Instruction No. 4 based on the current service company procedures.   The Company contends that the OCC position conflicts with Gas Plant Instruction No. 4.  The Company argues that the nature of A&G costs are general and primarily relate to administrative and clerical functions so most A&G employees, including executives, do not spend much, if any, time on work that can be directly attributable to capital projects.  The Company’s books and records have also been audited by the FERC and Staff for compliance with the Uniform System of Accounts and no issue has been raised with respect to the Company’s time card distribution procedures.  Finally, the Company’s current time accounting procedures are a substantial improvement upon the “exception” procedures in effect prior to the merger between Public Service and Southwestern Public Service Company on August 1, 1997.

ao. The Commission finds the arguments presented by the Company convincing.  As such, we will reject the OCC’s proposed adjustment.

H. Attachment A

A detailed presentation of the Commission’s specific findings regarding the Company’s gas department operating statement, rate base, and rider determination are set forth in Attachment A to this Order.  As discussed in this Order, the Commission finds that the appropriate overall rate of return, based on an 11.25% cost of equity is 9.43%; the appropriate jurisdictional rate base is $730,338,596; and the appropriate net operating earnings after granting a $14,784,107 rate increase to the GAS department are $68,872,040.  Finally, the general rate schedule adjustment rider for sales gas customers is 2.34% and the general rate schedule adjustment rider for transportation customers is 6.15%.

I. Ordering the Filing of a Phase II Rate Case

Public Service will be ordered to file a Phase II (i.e., cost allocation and rate design) rate case proceeding no later than October 1, 1999.

II. ORDER

A. The Commission Orders That:

1. The tariff sheets filed by Public Service Company of Colorado pursuant to Advice Letter No. 543-Gas, filed on November 2, 1998, hereby are permanently suspended.

2. Exhibits 42, 42 and 44 are admitted.

3. The Stipulation and Settlement Agreement entered into by Public Service Company of Colorado, Staff of the Colorado Public Utilities Commission, and the Colorado Office of Consumer Counsel on April 12, 1999 is approved consistent with the modification discussed above..

4. Public Service Company of Colorado is permitted to file, on June 30, 1999, appropriate tariff sheets to reflect a General Rate Schedule Adjustment rider in the amount of 2.34% for sales gas customers and 6.15% for transportation customers.  This General Rate Schedule Adjustment rider may be filed to become effective on July 1, 1999.  This General Rate Schedule Adjustment rider shall be applied to customer classes consistent with this Decision.

5. Public Service Company of Colorado shall file a Phase II (i.e., cost allocation and rate design) case as a follow-on to this proceeding no later than October 1, 1999.  In future gas rate cases, when Public Service Company of Colorado seeks recovery of the "discount" attributable to its service to Fort St. Vrain, Public Service Company of Colorado shall identify the fuel cost and commodity costs associated with its "customer"--Fort St. Vrain--as a separate item for consideration.

6. The 20-day period provided for in § 40-6-114(1), C.R.S., within which to file applications for rehearing, reargument, or reconsideration begins on the first day following the mailed date of this decision.

7. This Order is effective upon its Mailed Date.

B. ADOPTED IN Commissioners’ WEEKLY MEETING
May 20, 1999.
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� At the time the Multiple Intervenors filed its petition, the group was comprised of Anheuser Busch Co.; Ball Corporation; Coors Brewing Company; Duke Energy Field Services, Inc.; Gates Rubber Company; Greeley Gas Company; Holnam, Inc.; and IBM Corporation.


� The Commission recognizes an inherent circularity to this proposition.  The aggregate risks at NCE are a function of the combined risks of it s various divisions.  Thus, an investor in NCE might reasonably add the separate risks of the gas, steam, electric and deregulated divisions to arrive at an over all risk perception.


� The Massachusetts formula is a three-factor allocation method that allocates costs based on gross plant investment, labor costs, and revenues generated from each operating division of an entity.


� Heteroscedasticity means that the variances of the error terms are not constant.
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