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I. BY THE COMMISSION:

A. Statement

This matter comes before the Commission for consideration of Exceptions filed by Public Service Company of Colorado (“Public Service” or “Company”) on July 14, 2000.
  In those Exceptions, the Company objects to the recommendations by the Administrative Law Judge (“ALJ”) in Decision No. R00-686 (“Recommended Decision”).  Commission Staff and the Office of Consumer Counsel (“OCC”) filed responses opposing the Exceptions.  Now being duly advised, we will grant the Company’s Exceptions, in part, and deny them, in part.

B. Discussion

1. This case is the 1998 earnings test proceeding for Public Service under its performance based regulatory (“PBR”) plan.  A Commission approved Stipulation and Agreement (“Stipulation”) in Docket No. 95A-531EG, established the PBR.  See Decision No. C96-1235.  Under the terms of the Stipulation, the Commission conducts annual reviews of Public Service earnings for the years 1997 through 2001.  The earnings test proceeding examines Public Service’s earnings for the year, using ratemaking principles previously established by the Commission, to determine whether the Company will be required to share some of its earnings with electric service ratepayers for that year.

2. In accordance with the Stipulation, Public Service filed Advice Letter No. 1313-Electric on April 1, 1999.  That Advice Letter represented the Company’s proposed PBR adjustment based upon its calculation of electric service earnings for 1998.  On June 8, 1999, Staff filed its Earnings Sharing Report for 1998, and requested that a hearing be conducted to examine Public Service’s proposed PBR adjustment.  We granted Staff’s request for hearing in Decision No. C99-714.  The ALJ assigned to this matter conducted hearings on December 14 and 15, 1999, and issued his Recommended Decision on June 26, 2000.

3. The ALJ decided three disputes:  (1) whether Public Service, in calculating its jurisdictional earnings for 1998, properly accounted for two wholesale sales contracts between the Company and WestPlains Energy (“WestPlains”);
 (2) whether Public Service properly accounted for retail customer service contracts made under § 40-3-104.3, C.R.S.; and (3) whether Public Service was entitled to include Y2K expenses
 incurred during 1998 in its earnings test calculation for the year.  On all three issues, the ALJ ruled adversely to the Company.  Public Service now excepts to these rulings pursuant to § 40-6-109(2), C.R.S.  Having considered the Exceptions and the responses by Staff and the OCC, we affirm the ALJ’s recommendation relating to the appropriate regulatory treatment of the WestPlains contracts, but reverse his recommendations relating to the method for accounting for customer service contracts under § 40-3-104.3, C.R.S., and the appropriate regulatory treatment of Y2K expenses incurred in 1998.

C. Regulatory Treatment of the WestPlains Wholesale Sales
 
Contracts

1. The Company’s 1998 operations reflect two wholesale sales contracts with WestPlains.  The first contract, known as FERC
 No. 86, was entered into in 1996.  This five-year contract amended and replaced a prior contract between Public Service and WestPlains.  Under the terms of FERC No. 86, Public Service is obligated to sell to WestPlains 163 MWs of power through 2001.  The second contract, FERC No. 89, was entered into in 1997 and obligates the Company to make certain power sales to WestPlains through 2001:  5 MWs in 1998; 10 MWs in 1999; 15 MWs in 2000; and 20 MWs in 2001.

2. The Commission has jurisdiction over Public Service’s retail operations only.  Because the two WestPlains contracts involve wholesale sales of electricity, the contracts themselves (e.g., the price charged to WestPlains) are subject to FERC’s jurisdiction.  For purposes of this case, our review of the contracts is limited:  The Commission must determine the appropriate methods for accounting for those transactions in calculating the Company’s retail earnings during 1998.  The central dispute here between Public Service and Staff concerns the proper method for allocating costs and revenues for the WestPlains sales to the retail (Commission) and wholesale (FERC) jurisdictions.

3. Public Service characterizes these two sales as “market-based wholesale incremental capacity sales.”  The Company contends that the contract prices for the WestPlains transactions were established by competitive prices in the market at the time the contracts were agreed to, not by regulatory investigation into Public Service’s cost-of-service for each sale.  In its 1998 earnings test, Public Service proposed to account for the two WestPlains contracts in a manner different from past Commission practice for allocating costs for wholesale sales to the Federal and State jurisdictions.

4. The currently effective ratemaking practice
 uses an embedded cost method in allocating the costs of wholesale transactions to the wholesale jurisdiction.  In particular, embedded production demand costs of the Public Service system have been allocated to retail and wholesale operations based upon the demand imposed upon the system by each jurisdiction.  For example, if wholesale contracts constitute 10 percent of the total demand on the Company’s system, 10 percent of production demand costs would be allocated to the wholesale jurisdiction (with 90 percent allocated to retail operations).

5. The Stipulation, provides that Public Service’s earnings in the annual review proceedings will be calculated using existing ratemaking principles.  However, the Stipulation also provides that any interested party may, in an earnings review, suggest a change to those principles.  A party proposing such a change bears the burden of proving that a “material change in circumstances” has occurred subsequent to the Company’s most recent rate case that justifies new ratemaking practices.  Public Service argues that such a change has occurred.

6. Specifically, the Company contends:

...The wholesale market for new contracts has been transformed from a market where contracts were priced on the basis of the selling utility’s cost-of-service to one where wholesale contract prices are based upon market prices....  Consequently, it is not appropriate to allocate average embedded production costs to these transactions.  A new allocation method is necessary to reflect this new market reality.  (footnote omitted)

Exceptions, page 9.  According to the Company, in determining whether short- or medium-term capacity sales should be made, the appropriate costs to consider are long run incremental costs, not embedded costs.  Public Service argues that, from time to time, it may have surplus capacity available for sale on a short- or medium-term basis.  If that surplus capacity can be sold at a price above incremental costs, even if below average cost, retail customers will benefit by not having to bear all capacity costs of the system.  The Company asserts that the WestPlains sales would not have been made if priced on an embedded cost basis.  Therefore, an embedded cost allocation method is inappropriate for purposes of this earnings test.

7. Public Service proposes a new cost allocation method for the WestPlains contracts (and, indeed, for all other market-based wholesale transactions) in recognition of the new market for wholesale sales.  Under this method, the production demand allocator (i.e., the percentage split between the Federal and State jurisdictions) is calculated based only on cost-of-service wholesale sales and retail operations.  The WestPlains contracts would be excluded from consideration in deriving this allocator; therefore, this method determines the relative shares of production costs as if there were no sales to WestPlains.  Then, all capacity revenues from the WestPlains transactions are credited to each jurisdiction in the same proportion as the production demand allocator.

8. Staff opposes the Company’s arguments and suggestions.  First, Staff contends that Public Service did not comply with the Commission’s prior directives on this issue from the 1997 earnings review.  See Decision Nos. C99-706 and C99-1002.  There, Staff maintains, the Commission concluded that Public Service’s proposed treatment of one of the WestPlains contracts could potentially affect all future wholesale contracts, and, consequently, raised significant regulatory questions.  See Decision No. C99-706, page 9.  According to Staff, the Commission directed the Company, if it continued to believe that a change in allocation methods were necessary, to allow it to compete in the wholesale sales market, to address in a proceeding the broader regulatory issues raised by its advocacy.  In particular, the Commission directed Public Service to demonstrate that its proposed treatment of wholesale contracts, generally, would be beneficial to retail ratepayers.  Staff asserts that because the Company did not comply with this directive, its proposed cost allocation method for the WestPlains contracts should be rejected.

9. We agree with Staff and will affirm the Recommended Decision.  As we held in the 1997 earnings test, the Company’s new cost allocation method would likely affect more than just the two WestPlains contracts.  The Company’s advocacy appears to apply to all potential future wholesale contracts, at least all short- and medium-term transactions.  This is an important regulatory change.  Cost allocation based upon embedded costs is well-established and has fairly and appropriately reflected the capacity demands made upon the system by both wholesale and retail operations.  Under that ratemaking principle, reasonable assurance exists that retail customers will not be required to pay the costs of wholesale transactions.  Staff notes that apparently, under Public Service’s proposal, retail ratepayers will serve as the sureties for the Company for the recovery of total system costs, potentially even costs associated with wholesale transactions:  All system costs not recovered in wholesale prices will be recovered through retail rates.  We note that wholesale prices are not approved by this Commission.  Moreover, apparently under the Company’s proposal, Public Service itself would decide which contracts must be competitively priced and which priced based upon embedded costs.

10. Before we approve such a significant ratemaking change, the Company must address these concerns.  Public Service must show that the new ratemaking practices with respect to wholesale transaction are necessary for it to compete in that market, and it must address with credible evidence the potential effects of the proposed change on retail and wholesale operations.  Most importantly, the Company must demonstrate to the Commission that its proposal is beneficial to retail customers.

11. The Company did suggest in this case that ratepayers would benefit by the new allocation method for the WestPlains contracts by not bearing all costs of system capacity.  However, the evidence here does not support that contention.  The record indicates that based upon the information known (or should have been known) to Public Service at the time it negotiated the WestPlains contracts,
 the Company did not have surplus capacity on its system.  Embodied in Public Service’s argument here is the assumption that it had excess capacity to sell from 1996 through 2001.  However, the record indicates otherwise.

12. Witness Hyde was the person who performed the incremental cost analysis for the Company at the time it was considering entering into the WestPlains contracts.  Staff points out that this analysis was unreasonable in a number of respects based upon information available at that time.  For example:  In projecting surplus capacity to sell to WestPlains in 1996, Ms. Hyde assumed an average annual growth rate on the Company’s system of 2.2 percent for the period 1996 through 2001.  However, the actual annual average growth rate for the period 1991 through 1995 had been 4.125 percent, almost double Ms. Hyde’s assumption.  The latter growth rate was reflective of the population growth rate in Colorado.  Public Service’s analysis, performed in 1996, also assumed a system peak for 1996 that was 21 MWs less than the actual peak for the prior year 1995.  Further, to show surplus capacity for the WestPlains 1996 contract, the Company’s analysis assumed an accelerated in-service date for Phase II of its Fort St. Vrain project, and an accelerated in-service date for a combustion turbine project.  With respect to the 1997 contract—Public Service negotiated the contract with WestPlains in August 1997—the Company forecasted a 1997 summer peak that was 231 MWs less than the actual summer peak, which occurred in July 1997.

13. In short, the analysis presented here to show that the Company had surplus capacity to sell to WestPlains in 1996 and 1997 was unrealistic.  Subsequent events confirm this.  Specifically, Public Service experienced power shortages on its system in 1998.  Furthermore, in its 1999 Integrated Resource Plan proceedings (Docket No. 99A-549E), Public Service has projected a need to acquire 1,200 MWs of new capacity through 2005.  The fundamental premise of the Company’s proposed new allocation method for wholesale transactions is that these short or medium-term sales of surplus capacity will benefit retail ratepayers.  However, we agree with Staff that, in this case, there was no surplus to sell on the wholesale market.  For these reasons, Public Service’s exceptions on this issue will be denied and the Recommended Decision affirmed.

D. Accounting for Customer Contracts Under § 40-3-104.3,
 
C.R.S.

1. The ALJ also rejected Public Service’s proposed method of accounting for customer specific contracts under § 40-3-104.3, C.R.S.  That statute, upon approval of the Commission, permits regulated utilities to provide service to specific customers pursuant to contract and without regard to the filed tariff, if, in part, the customer has expressed an intention to discontinue service from the regulated utility.  Section 40-3-104.3(2)(a), C.R.S., provides:


For contracts involving electric and steam service, at the time of any proceeding in which a utility's overall rate levels are determined, the commission shall specify a fully distributed cost methodology to be used to segregate rate base, expenses, and revenues associated with utility service provided by contract pursuant to this section from other regulated utility operations.  For contracts involving electric and steam service, if revenues from a service provided pursuant to this section are less than the cost of service as determined by the fully distributed cost methodology specified by the commission, the rates of other regulated utility operations may not be increased to recover such difference between costs and revenues.  (emphasis added)

2. For purposes of this earnings review, Public Service did not perform fully distributed cost studies to segregate rate base, expenses, and revenues associated with contracts under the statute from other regulated operations.  Instead, the Company proposed to impute into its revenues the full tariff rates that would have been paid by contract customers, absent the contract.  The Company asserts that this imputation eliminates the effects of any discounts afforded these customers under § 40-3-104.3, C.R.S.  Furthermore, Public Service contends, its proposed accounting method is “mathematically” equivalent to segregation of rate base, expenses, and revenues associated with these contracts. Notably, this imputation method ensures that ratepayers are unaffected by any discounts offered to contract customers under § 40-3-104.3, C.R.S.  Therefore, this revenue imputation method complies with the statute.  The Company argues that conducting cost studies for individual customers would be prohibitively expensive and the transaction costs would discourage it from entering into contracts which the Legislature, through the statute, specifically encouraged.

3. Staff opposes these assertions.  According to Staff, the Commission has already ruled (in Decision No. C97-1038) that Public Service must segregate rate base, expenses, and revenues associated with customer specific contracts in these earnings review proceedings.  It is indisputable that, in this case, the Company did not do so.  In particular, the Company did not perform fully distributed cost studies to segregate rate base, expenses, and revenues associated with these contracts from other operations.  Instead, Public Service merely tracked the amounts these contract customers would have paid for service under tariffed rates, then imputed these amounts as revenues.  Staff asserts that without fully distributed cost studies for these contracts it is not possible to determine whether the imputed revenues associated with these contracts cover their cost-of-service.  For these reasons, Staff contends, the Recommended Decision on this issue should be affirmed.

4. Decision No. C97-1038 states that the segregation requirement of § 40-3-104.3(2)(a), C.R.S., would apply to Public Service’s earnings test proceedings.  However, that decision does not specify the manner in which this segregation of rate base, expenses, and revenues would occur in these cases.  Furthermore, the proceeding in which Decision No. C97-1038 was issued, Docket No. 97A-364E, was not an earnings test proceeding.  That case involved Public Service’s application to enter into contracts with certain customers under § 40-3-104.3, C.R.S.

5. Having considered the arguments regarding the Company’s specific proposal for meeting the requirements of § 40-3-104.3(2)(a), C.R.S., we will grant Public Service’s Exceptions.  Section 40-3-104.3(2)(a), C.R.S., states that the Commission shall specify a fully distributed methodology to segregate rate base, expenses, and revenues associated with customer specific contracts “at the time of any proceeding in which a utility’s overall rate levels are determined...”  Public Service correctly points out that these earnings reviews are not proceedings in which its “overall rate levels” are being determined; the Company’s rate levels are not changed as a result of these proceedings.  Therefore, the statute does not compel the conclusion reached by the ALJ (or suggested in Decision No. C97-1038).

6. Moreover, we agree with Public Service that the proposed revenue imputation method achieves the underlying statutory goal (in § 40-3-104.3(2)(a), C.R.S.) that rates for regulated operations remain unaffected by the provision of service under customer specific contracts.  In light of this fact, the costs for performing fully distributed cost studies for individual customers will likely outweigh any benefits to be gained in these annual proceedings.  One reason for using established ratemaking principles in these earnings reviews is to avoid the burdens of detailed rate examinations.  That purpose also supports the Company’s request that it not be compelled to perform potentially burdensome cost studies for individual customers, especially when no rates are being changed.  Public Service’s Exceptions on this point will be granted.

E. Y2K Expenses

1. With respect to Y2K expenses incurred during 1998, the Recommended Decision accepted the OCC’s suggestions:  Recovery of Y2K expenses should be deferred until the 1999 earnings test filing, when all (or most) of these expenses will be known.  Cost recovery will then be amortized over a five-year period beginning July 1, 2000.  Public Service objects to this recommendation.

The Company points out that Generally Accepted Accounting Principles (“GAAP”) for publicly-traded companies, such as Public Service, recommend that Y2K costs be expensed (i.e., recovered in the year they occur).  Specifically, the Emerging Issues Task Force for the Financial Accounting Standards Board (“FASB”)—FASB is the entity that establishes GAAP—issued a recommendation that Y2K costs be charged to expense as incurred.  The Company acknowledges that the Commission is not obligated to follow GAAP.  However, on those rare occasions when the Commission has refused to accept GAAP for ratemaking purposes, 

good reason has existed.  Here, Public Service contends, the Recommended Decision offers no acceptable rationale for not following GAAP.

2. In its response to the Exceptions, the OCC generally contends that Y2K expenses are “extraordinary” costs, and such costs are ordinarily amortized over a number of years.  Moreover, Y2K costs are intended to benefit those ratepayers served in the year 2000 and the immediately following period.  Deferring recovery of these costs, as the OCC suggests, would require those customers who benefit from these expenses to pay for them.  The OCC finally points out that its proposed treatment of Y2K costs is consistent with the Commission’s treatment of Public Service’s Y2K costs for its gas department.  Specifically, in Docket No. 98S-518G, the Company’s last Phase I gas rate case, Public Service agreed to a Stipulation which treats Y2K costs in a manner similar to that proposed by the OCC here.

3. We will grant the Exceptions on this issue.  This proceeding is an earnings review; the Commission is not considering a change to the Company’s rates, but is simply examining its operations for 1998, using established ratemaking principles, to determine its actual earnings.  As an initial matter, therefore, the Company’s Stipulation in 98S-518G, a case where rates were being changed, carries little weight here.
  In 1998, Public Service incurred certain Y2K expenses and its proposed accounting treatment of these expenses is consistent with GAAP.  That treatment accurately reflects its operations for 1998.

4. The OCC contends that its proposal would allow the Commission to consider this issue to a time when all Y2K expenses are known.  However, this fact is not particularly significant.  Expenses for 1998 are known, and no evidence was presented here that these specific expenses were imprudent.  In addition, no credible evidence was presented to support the OCC’s proposed five-year amortization period.  This suggestion is likely unreasonable for expenses associated with modification of computer software (as opposed to modifications to computer systems).

5. It is significant that Public Service’s proposed treatment of 1998 Y2K expenses is consistent with GAAP.  We agree with the Company that a refusal to follow GAAP for regulatory purposes should be supported by good and sufficient reason.  No such reason was offered in this case.  Therefore, the Recommended Decision will be reversed.  For purposes of the 1998 earnings review, Y2K expenses shall be accounted for in the manner proposed by Public Service.

F. Conclusion

For the reasons discussed above, Decision No. R00-686 is affirmed, in part, and reversed in part.  We affirm the ALJ’s recommendation regarding the WestPlains wholesale contracts.  We reverse the recommendations regarding treatment of customer contracts under § 40-3-104.3, C.R.S., and the Company’s 1998 Y2K expenses.

II. order

G. The Commission Orders That:

1. The Motion to Permit Brief on Exceptions of 34 Pages by Public Service Company of Colorado is granted.

2. The Exceptions to Decision No. R00-686 by Public Service Company of Colorado are granted, in part, and denied, in part, consistent with the above discussion.

3. Within 15 days of a final decision in this docket, Public Service Company of Colorado shall adjust its 1998 earnings sharing calculation to reflect the rulings above, and shall file the adjusted calculations in this docket.  Public Service Company of Colorado shall serve copies of these adjustments upon the parties to this case at the time of filing with the Commission.

4. Within 30 days of a final decision in this docket, Public Service Company of Colorado shall file an adjusted electric rate rider to reflect the rulings in this Decision.

5. 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.

6. This Order is effective on its Mailed Date.

H. ADOPTED IN COMMISSIONERS’ WEEKLY MEETING
 
August 23, 2000.
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� Public Service’s Motion to Permit Brief on Exceptions of 34 Pages will be granted.


� The precise level of earnings to be shared with ratepayers is based on Public Service’s return on equity for the year.


� WestPlains is also a public utility regulated by the Commission.


� These are the expenses related to modification of computer software in light of the time change to year 2000.


� Federal Energy Regulatory Commission.


� Because the two WestPlains contracts were “market-based” transactions, the Company briefly suggests that there is no currently established regulatory principle as to how these contracts should be accounted for in the earnings test.  We disagree.  In the first place, in the 1997 earnings test (see Decision Nos. C99-706 and C99-1002) we determined that the two contracts should, for regulatory purposes, be treated like other long-term wholesale contracts.  Furthermore, we note that these contracts are firm demand contracts like other wholesale contracts, including long-term contracts.  Existing regulatory principles relating to wholesale contracts apply to the WestPlains transactions unless Public Service can prove the need for different treatment.


� The discussion here applies to wholesale sales other than short-term energy sales (i.e., economy transactions).


� We are not relying on post facto information, such as estimated 1998 incremental costs.


� The Exceptions, footnote 6 (page 11), request clarification that this ruling does not apply to short-term transactions like those discussed in Decision No. C92-135.  We agree with that suggestion, and make that clarification here.


� In rate cases, § 40-3-104.3(2)(a), C.R.S., does appear to require segregation of rate base, expenses, and revenues based upon fully distributed costs for service provided under customer contracts.  Therefore, Public Service must maintain necessary information, including information regarding contract customers’ demands, to allow for such an examination in future rate cases.


� Public Service also points out that the Stipulation itself provided that it would have no effect on the Company’s electric department.
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