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I. STATEMENT
A. Background

1. Black Hills/Colorado Gas Utility, LP, doing business as Black Hills Energy (Black Hills or the Company) filed Advice Letter No. 554 (Advice Letter) on June 4, 2012.
  Black Hills filed this Advice Letter pursuant to Decision Nos. R09-0252 on March 10, 2009 and 
C11-0662 on June 20, 2011 in consolidated Docket Nos. 08S-290G and 08S-430G, where the Commission directed Black Hills to file a new gas rate case on or before July 2, 2012.  However, the Company states it would have filed a rate case without the Commission’s instruction because an analysis of the books and records demonstrates that a revenue deficiency is present.  Black Hills cites system integrity and plant investments made in its gas operations since 2008 as a major factor in requesting the increase.  The Company requested an effective date for the tariffs of July 5, 2012. 
2. The principal proposed change with this filing is to implement a General Rate Schedule Adjustment (GRSA) rider to increase base rates.  Through the GRSA rider, Black Hills proposes to increase its annual revenue requirement by $1,040,937 based on a historical test year ending December 31, 2011.

3. The tariffs for gas service accompanying the Advice Letter propose an increase of 1.5 percent in the Company’s total revenue, equating to a 4.94 percent increase in base rates or an additional $1,040,937 in annual revenue.  The proposed tariff increases will allow Black Hills the opportunity to earn a 10.25 percent return on equity and an 8.7 percent overall rate of return (ROR) on rate base, based on a capital structure of 49.1 percent equity and 50.9 percent debt, and a 7.22 percent cost of long-term debt.  

B. Procedural History

4. By Decision No. C12-0756-I issued July 2, 2012, the Commission suspended the effective date of the tariff pages and referred the matter to an Administrative Law Judge (ALJ) for a Recommended Decision.   

5. By Interim Order No. R12-0908-I issued August 6, 2012, the ALJ, inter alia, noted the protest letters filed by Commission Staff (Staff) and the Colorado Office of Consumer Counsel (OCC).  Intervenors in this proceeding include Staff, the OCC, and Colorado Natural Gas, Inc. (CNG).

6. By Interim Order No. R12-0983-I issued August 20, 2012, a procedural schedule was adopted and an evidentiary hearing was scheduled.  Additionally, the ALJ further suspended the effective date of the tariff sheets until January 31, 2013.  

7. By Interim Order No. R12-1144-I issued October 3, 2012, the ALJ granted a motion filed by Black Hills, Staff, the OCC, and CNG (Joint Movants) to revise the procedural schedule.  According to the Joint Movants, they entered into an agreement in principle in this matter and expected to file an executed settlement agreement by noon on October 4, 2012.  The Joint Movants were advised that they were to assume that an evidentiary hearing on October 12, 2012 would occur unless an Interim Order was subsequently issued indicating otherwise.
8. On September 14, 2012, Staff and the OCC each filed Answer Testimony in response to the Company’s request for a $1 million revenue increase. Staff recommended a rate decrease of $244,777 based on a return on equity (ROE) of 9.6 percent and a weighted average cost of capital of 8.67 percent.  The OCC recommended the Commission adopt a rate decrease of $822,152 based on an ROE of 9.0 percent and an ROR of 7.94 percent.  

9. On September 28, 2012, the Company filed its rebuttal case stating that by applying certain corrections the amount of its filed revenue deficiency would be reduced by $83,802.

10. Black Hills, Staff, the OCC and CNG (Settling Parties) filed a Settlement Agreement on October 4, 2012.  The Settling Parties included Exhibit A which is a schedule showing the development of the agreed-upon revenue requirement as reconciled to the Company’s initial requested amount.  The Settling Parties propose an annual revenue requirement increase of $174,000 based on an ROE of 9.6 percent and an ROR of 8.41 percent.  
11. On October 9, 2012, the Joint Movants filed a motion requesting an Order admitting all pre-filed testimony and exhibits; excusing all direct, answer, or rebuttal witnesses from appearing in person at the evidentiary hearing on the terms of the Settlement Agreement; should no questions remain for Settlement Agreement witnesses, to admit their testimony and excuse them from the settlement hearing; and, if there are no procedural matters to address regarding the Settlement Agreement, then vacate the Settlement Hearing scheduled for October 12, 2012.  By Interim Order No. R12-1170-I issued October 10, 2012, all pre-filed testimony and exhibits were admitted into the evidentiary record.  Additionally, the witnesses associated with the pre-filed testimony were excused from testifying at the settlement hearing.  

12. In support of the Settlement Agreement, Mr. Richard T. Reis testified on behalf of Staff at the evidentiary hearing held on October 12, 2012.  Mr. Cory Skluzak testified on behalf of the OCC and Mr. Steven M. Jurek testified on behalf of Black Hills.  At the evidentiary hearing, Hearing Exhibit Nos. 1 through 9, 9A, and 10 through 25, in addition to Confidential Exhibit Nos. 10C, 11C, 14C, 22C, and 24C were offered and admitted in evidence by stipulation of the parties.  

13. Pursuant to, § 40-6-109, C.R.S., the ALJ transmits to the Commission the record and exhibits of the proceeding together with a written recommended decision.  
II. FINDINGS AND CONCLUSIONS 
A. Burden of Proof
14. Except as otherwise provided by statute, the Administrative Procedure Act imposes the burden of proof in administrative adjudicatory proceedings upon "the proponent of an order."  § 24-4-205(7), C.R.S.  As provided in Commission Rule 4 CCR 723-1-1500, “[t]he proponent of the order is that party commencing a proceeding.”  While Black Hills held the initial burden of proof as the applicant, that burden was subsequently borne by the Settling Parties in jointly seeking approval of the Settlement Agreement.  As such, the Settling Parties bear the burden of proof by a preponderance of the evidence.  See, § 13-25-127(1), C.R.S.; 4 CCR 723-1-1500.  The preponderance standard requires the finder of fact to determine whether the existence of a contested fact is more probable than its non-existence.  Swain v. Colorado Dept. of Revenue, 717 P.2d 507 (Colo. App. 1985).  While the quantum of evidence that constitutes a preponderance cannot be reduced to a simple formula, a party has met this burden of proof when the evidence, on the whole and however slightly, tips in favor of that party.

15. The goals of a Phase I rate case are several fold.  The determination of a utility’s overall revenue requirement allows it to recover its investment related costs and operating expenses, while allowing it to earn a reasonable return on its investment.  Regarding ROR, it is well settled that a utility should be allowed an ROR comparable to other investments with similar risks, while maintaining the financial integrity of the utility and allowing it to attract capital at reasonable returns.
  Equally critical, these determinations must be coupled with a determination that the resulting rates accurately reflect the cost of service and are just, reasonable, non-discriminatory, and in the public interest.  Public Service Company v. Pub. Utils. Comm’n, 644 P.2d 933 (Colo. 1982).  The determination of what is a fair, just, and reasonable rate must be based upon evidentiary facts, calculations, known factors, relationships between known factors, and adjustments which may affect the relationship between known factors.  Mountain States Telephone & Telegraph Co. v. Pub. Utils. Comm’n, 513 P.2d 721 (Colo. 1973).

The overarching issue here is whether the Settling Parties have met their collective burden to determine that the terms of the Settlement Agreement are adequate and fair in order to find that the proposed rates emanating from that Agreement are just, reasonable, and in the public interest.  While it has been pointed out that the Commission explicitly encourages settlement agreements by virtue of Rule 1408, the Commission must nonetheless be satisfied that it is not compelled to approve an agreement that is unfair, unreasonable, inadequate, or in contravention of the public interest.  Therefore it is imperative that the Commission receive sufficient knowledge of the underlying facts surrounding the terms of the Settlement Agreement in order to determine whether the parties’ burden of proof has been met, and to issue an informed 

16. decision as to whether the proposed rates are just, reasonable, and in the public interest.  As the Commission pointedly noted in Decision No. C06-1379, 06S-234EG issued December 1, 2006, the “transparency of our decision-making process remains paramount to ensure public confidence in the role of this Commission.  While the terms of the Settlement Agreement certainly provide a just and reasonable outcome [for the utility], it is critical that ratepayers understand how the parties arrived at the settlement to ensure they are comfortable that the outcome is just and reasonable for them as well.” Id. at p. 9, ¶22.

17. Regarding the evidence to consider in this matter, the Settling Parties agreed that all pre-filed testimony and exhibits of the Settling Parties is to be admitted into evidence without objection or cross-examination.  Additionally, the Settling Parties agreed to file testimony in support of the Settlement Agreement.  Mr. Steven Jurek filed testimony in support of the Settlement Agreement on behalf of Black Hills, while Mr. Cory Skluzak filed such testimony on behalf of the OCC, and Mr. Richard Reis filed supporting testimony on behalf of Staff.

B. Requested Rate Increase

1. Revenue Requirement

18. While Black Hills originally requested a revenue requirement increase of $1,040,937, Staff recommended a decrease of $244,777 and the OCC recommended a decrease of $822,152.  Revised Settlement Exhibit A to the Stipulation describes the adjustments made to the original revenue requirement request which resulted in the final stipulated revenue request of $174,000.
  The impact to Black Hills’ customers is a GRSA of 0.827 percent, which results in a monthly increase of $0.17 for the average residential customer, and an average monthly increase for a small commercial customer of approximately $0.26 per month.  The change in average monthly bills for an average customer in all of the rate schedules for Black Hills customers is included in Exhibit B to the Stipulation. 

19. As indicated previously, both Staff and the OCC initially advocated for revenue requirement decreases of $244,777 and $822,152 respectively.  Staff’s reasoning in agreeing to the revenue increase was to avoid an increase in rate case expenses caused by fully litigating the rate case.
  Staff also indicated that its agreement to the revenue increase was based on its consideration for the Company’s economics and finances.  

20. Similarly, the OCC’s position is that its assessment of the litigation risks and costs associated with fully litigating the rate case informed its decision to reach a compromise on the revenue requirement increase.  While the OCC would have preferred a rate decrease, the expense of additional litigation which would be included in the costs associated with the revenue requirement were nonetheless of concern.  As a result, the OCC viewed the revenue increase on the whole as negligible and as a result, a just and reasonable rate for its constituents.  

21. As in other settled rate cases, had this matter been fully litigated, there is no guarantee the litigated outcome would have varied significantly from proposed terms presented in the Settlement Agreement.  Certainly, a Settlement Agreement results in fewer resources expended and as a result, a speedier resolution.  As stated previously, both Staff and the OCC initially sought a revenue decrease for Black Hills; however, based on Staff’s and OCC’s assertions that litigation costs were of concern and keeping them to a minimum was of importance to both parties, it is found that the proposed $174,000 increase is just and reasonable under the circumstances.  

C. Cost of Capital

22. Staff initially proposed a capital structure of 59.53 percent debt and 40.47 percent equity, based on actual debt and equity amounts for 2011.  Notably, this structure assumed the removal of an acquisition premium of approximately $339 million that Staff asserts was built into the cost of equity, which will be discussed in more detail below.

23. Staff also proposed an actual cost of debt of 8.04 percent, which is derived from the interest expense from the test year for its allocation portion of debt from Black Hills Holding Company.  Staff’s rationale for this increase over the requested cost of debt of 7.22 percent was to enable Black Hills to recover sufficient funds for its debt obligations.  

24. The cost of equity proposed by Staff in its answer testimony and agreed to in the Settlement Agreement is 9.6 percent.  Staff performed two analyses, using the Discounted Cash Flow method and the Capital Asset Pricing Model method, and further divided the analyses between a combination of gas and electric utilities and gas utilities only.  The recommended ROE of 9.6 percent falls within the range of the two analyses presented by Staff, although notably at the upper end of both analyses.  In justification for the use of the higher end of the range, Staff argued that Black Hills has a relatively low BBB- credit rating; Black Hills Colorado Electric was recently granted a 9.9 percent ROE in its most recent rate case, and gas operations are comparatively less risky; and, Cheyenne Light and Power’s gas and electric divisions, also subsidiaries of Black Hills Corporation, were granted a 9.6 percent ROE in a Wyoming rate case concluded in December of 2011.
  

25. In its answer testimony the OCC advocated for an ROE of 9.0 percent and for a capital structure of 40.45 percent equity and 59.55 percent debt.
  The OCC agreed with the Company’s proposed cost of debt of 7.22 percent.  Regarding the stipulated 9.6 percent ROE, the OCC noted that it is significantly lower than Black Hills’ proposed ROE of 10.25 percent, which is also the currently authorized ROE.  Further, OCC believes the proposed ROE is reasonable given the current state of financial markets, and because gas utilities are historically less risky than electric utilities.  Based on the agreements made in regard to capital issues, the overall ROR on rate base is 8.41 percent.

26. The Settling Parties agree that the authorized ROE should be 9.6 percent, a decrease of 65 basis points from the original 10.25 percent proposed by the Company.  A hypothetical capital structure of 50 percent debt and 50 percent equity is also agreed to, in lieu of the proposed 49.1 percent equity and 50.9 percent debt proposed by the Company.  The proposed average cost of debt of 7.22 percent was also accepted, resulting in an overall ROR of 8.41 percent.
  
27. Mr. Jurek stated at the settlement hearing that the hypothetical capital structure of 50 percent debt and 50 percent equity does not reflect an acquisition premium from the acquisition of its predecessor company, Aquila, Inc.  Mr. Reis indicated that Staff relied on Black Hills’ assertion that the 50/50 settlement capital structure would not reflect an acquisition premium, although he later indicated that Staff did not independently verify that claim.  Mr. Skluzak noted that the OCC was satisfied that an acquisition premium was not explicit or implicit in the capital structure based on the hypothetical nature of it, which divorces the parties from the acquisition premium, at least for this rate case.

28. The ALJ finds that the Settling Parties’ proposed ROE of 9.6 percent falls within a range of reasonableness based on Staff’s and OCC’s original analyses.  The testimony of the parties regarding the proposed ROE is persuasive and therefore the 9.6 percent ROE is adopted.  As typically indicated with ROE determinations, the ALJ notes that the authorized ROE is an opportunity to earn 9.6 percent and is not a guaranteed level of return.  Therefore, the ROE of 9.6 percent will be adopted without modification.

29. The ALJ is also persuaded by the testimony of the Settling Parties that the settled cost of debt of 7.22 percent and ROR of 8.41 percent reflects Black Hills’ capital structure and cost of long term debt.  The settled ROR also reflects Staff’s calculated return which was agreed to by the Settling Parties as part of the compromises made to arrive at a reasonable Settlement Agreement.  Therefore, the ALJ adopts the ROR of 8.41 percent without modification.

30. Regarding the hypothetical 50/50 capital structure, the ALJ, while harboring some concerns over its adoption by the Settling Parties, will nonetheless approve its use here without modification.  The ALJ is persuaded by OCC witness Mr. Skluzak’s explanation that the hypothetical nature of the capital structure allows the parties to separate themselves from the acquisition premium, at least in this rate case.  The acquisition premium is discussed in more detail below.
D. Rate Base.

1. Gas in Storage.

31. Staff initially argued that the entire amount of gas in storage valued at $153,420 should be removed from rate base on the grounds that a volatile, short-term expense should not be included in the cost of service.  However, Staff recognized that the level of short-term financing can be large, and therefore found it reasonable that the short-term carrying costs be recovered through the GCA.  Staff proposed to base recovery on either historical short-term financing costs, or to use a proxy that would be representative of those costs.
 

32. The Settling Parties propose that gas in storage, valued at $153,420, be entirely removed from rate base.  In lieu of recovery in rate base, the Settling Parties propose that Black Hills be allowed to recover an amount known as the Gas Storage Inventory Charge (GSIC) on average storage inventory in the Company’s next effective GCA.  

33. The Settling Parties explain that the GSIC will be determined by applying the actual cost of borrowing under the Corporate Revolving Credit Facility of Black Hills Corporation evident at the time of each GCA filing applied to the average annual gas storage balance to be determined at the time of each GCA filing.  The Settling Parties further agree that Black Hills will make a filing within 90 days of approval of the Settlement Agreement to request approval of a regulatory accounting order to accumulate GSIC accruing from the date of the approval of the Settlement.  

34. Black Hills will request Commission approval of recovery of the accrued GSIC, including any deferred amount, in its next GCA filing.  As part of the filing, Black Hills will request that the rate applied to the gas storage balance and collected through the GCA will be the actual cost of borrowing under the Corporate Revolving Credit Facility of Black Hills Corporation (Credit Facility) applied to the average storage gas balance determined in the GCA.
  

35. In its testimony in support of the Settlement Agreement, the OCC noted that this Credit Facility was acquired for short-term borrowing and to “fund working capital needs and for general corporate purposes.”  The OCC reasoned that since average gas storage inventory is working capital, it is proper to match the rate to finance gas storage with the Company’s recovery of such.  Further, this treatment benefits customers because it results in recovery at the lower actual carrying costs, versus the recovery in rate base that earns at the rate of the weighted cost of capital.
36. Good cause is found to approve recovery of the GSIC amount on average storage inventory in Black Hills’ next effective GCA.  It is agreed that allowing the Company to recover GSIC amounts utilizing Black Hills’ Credit Facility rate will benefit the Company’s ratepayers through lower carrying costs as opposed to recovery in rate base.  

37. According to the terms of the Settlement Agreement, Black Hills will make a filing within 90 days of the date of this Recommended Decision to require approval of a regulatory accounting order to accumulate GSIC accruing from the date of the Recommended Decision.  In addition, Black Hills will seek Commission approval for recovery of the accrued and projected GSIC.  Black Hills will also request that the rate applied to the gas storage balance, and collected through the GCA shall be at the actual cost of borrowing under its Credit Facility applied to the average storage gas balance determined in the GCA.  

38. Good cause is found to approve the Settling Parties’ proposal that gas in storage be entirely removed from rate base and that Black Hills be allowed to recover the GSIC on average storage inventory in its next effective GCA filing.  The current 2 percent variable interest rate associated with the Company’s Credit Facility serves as a benefit to ratepayers as opposed to including those costs in rate base.

2. Construction Work in Progress (CWIP).

39. Black Hills included a test year adjusted average CWIP amount of $1,109,904 in rate base.  Staff initially argued that having CWIP in rate base results in a current return on the asset, at the approved ROR on rate base and that such treatment is not in keeping with the Commission’s long-standing practice of not allowing a current return on CWIP.  Historically, CWIP has been allowed in rate base only with presence of an income statement offset - Allowance for Funds Used During Construction (AFUDC).  AFUDC represents the hypothetical financing costs of construction, and is capitalized for future recovery when an asset becomes used and useful.   

40. The OCC recommended an adjustment of $101,236 for AFUDC since it was the actual amount booked for the test year.  The settled amount of $56,769 is lower than the amount that the OCC recommended in its Answer testimony; however, the OCC noted that the settlement was consistent with the principle the OCC originally advanced – specifically, that an AFUDC offset should be made if CWIP is to be included in rate base.

41. In its rebuttal testimony Black Hills represented that it concurred with the OCC’s position of including CWIP in rate base with an AFUDC offset reflected in the income statement.  However, the Company disagreed with the OCC’s proposed AFUDC amount.  Rather, Black Hills asserted that $56,769 is the correct amount of AFUDC based on year-end CWIP. 

42. The Settling Parties agree to include CWIP in rate base, but include an offsetting entry to the income statement that represents AFUDC of $56,769, which was calculated by multiplying the 13-month average CWIP balance by the 7.22 percent settled cost of debt, which reduces the revenue requirement by $80,380.  

43. The proposal to include CWIP in rate base with an AFUDC offset of $56,769 is found to be appropriate and will be approved without modification.

E. Cost of Service Adjustments.

1. Geographical Location Adder.

44. Black Hills included a geographic differential expense for employees that are located in Colorado.  The rationale for the geographic adder was that it compensates employees for the higher cost of living that is incurred by living in Colorado, specifically in Woodland Park, Castle Rock, Monument and Fountain.
   

45. Staff determined that the adder affected 50 Black Hills employees, and booked an expense of $2,400 per employee based in the designated areas.  Staff identified a total per-books Operation and Maintenance (O&M) expense of $175,115 for 2011, including the addition of labor loadings for payroll taxes and benefits.  Additionally, Staff identified a pro-forma adjustment of $158,181 related to the geographic adder.

46. The OCC recommended rejecting the geographical differential adjustment of $158, 181 because it argued that the costs had already been captured in the test year expenses.
 

47. In its rebuttal testimony, Black Hills maintained that the adder was necessary.

48. For the purposes of the settlement only, the Settling Parties agree to remove the pro-forma geographical location payroll adder adjustment proposed by Black Hills.  The Settling Parties also agree that Black Hills may recover one-half of its per-books expense for compensating certain employees located in designated geographical locations.  The result of these agreements is an $82,251 reduction to the revenue requirement.

49. Good cause is found to approve the proposal regarding the geographic adder and the settled amount of one-half of Black Hills’ per-books expense for compensating certain employees based on their geographic location without modification.

2. Operation and Maintenance Adjustments.

50. Black Hills allocated costs for employee relocations for Colorado in the amount of $33,653.66 in its cost of service.  Subsequently, the Company adjusted this amount by $12,586.33 to reflect costs for certain employees that were included in error, and adjustments for journal entries that were included in error.  Black Hills also included six employee positions in its cost of service that were unfilled as of March 30, 2012.

51. Staff opposed the inclusion of wages and taxes associated with these positions on the grounds that their inclusion does not benefit Colorado ratepayers.  Additionally, Staff noted that the positions were identified as either cancelled or “on hold,” suggesting that the positions were not likely to be filled in the near future.  The wages associated with these positions were determined to be $13,968; FICA tax was determined to be $1,069; federal unemployment was calculated at $11; and state unemployment was calculated at $60.  The total amount Staff recommended removing was $15,108.

52. Staff discovered that 9 of the 42 employees receiving relocation payments showed relocation dates that were outside of the test period.  Further, Staff determined that two of the employees receiving relocation payments were compensated at a level above which Staff considered to be just and reasonable.  Staff noted that the two employees were compensated above a national average amount for relocation payments.  Staff also found that five of the employees were employed by Black Hills for less than one year, which Staff viewed as an unreasonable cost because such expenses were similar to a failed business venture.  Ultimately, Staff recommended the removal of $31,882.95 in relocation expenses.

53. Staff found that various inappropriate expenses for entertainment and advertising were included in the cost of service.  Specifically, these expenses were related to two golf tournaments, expenses for employee picnics, and logo apparel.  Staff argued that these expenses did not benefit the ratepayers of Colorado, and consequently should be eliminated in their entirety.  Of the total entertainment and advertising expense of $6,766.84, the portion allocated to Black Hills was determined to be approximately $556.

54. Regarding the cable television expense, Staff determined through discovery that the expense was related to an apartment in Rapid City, South Dakota rented by the Company used to house new or relocating employees on a temporary basis.
  Staff argued that such an expense is an unnecessary amenity, and should not be funded by Colorado ratepayers.  Of the total cable television expense of $772.15, the portion allocated to Black Hills was determined to be approximately $63.
55. The Settling Parties agree to accept Staff’s proposed adjustments to certain entertainment/advertising, cable television, vacant employee positions, and employee relocation expenses.  The impacts of each expense category, respectively, were $556 for advertising, $63 for cable television, $15,154 for the vacant employee positions, and $31,981 for relocation expenses. 

56. Black Hills’ inclusion of some expenses deemed to be inappropriate was an initial concern; however, because Black Hills (and the Settling Parties) agreed to remove those expenses from inclusion in the Company’s O&M expenses, the ALJ is satisfied that Black Hills’ ratepayers will not shoulder those expenses.  Therefore, the adjustments proposed by Staff as detailed above will be accepted and approved.

3. Bad Debt Adjustment.

57. Staff objected to this methodology, arguing that the use of a three-year average was not indicative of an average write-off for a normal year.  Specifically, Staff found that the write-off for 2009 in the amount of $496,245 was approximately double the net write-offs for 2011 and 2012.
  Staff argued that since 2009 was not found to be a representative value, Black Hills should use a two-year average utilizing only 2010 and 2011.

58. The OCC argued that the Company’s method of calculating bad debt expense resulted in a higher than normal amount for the test year.  Accordingly, the OCC proposed using a two-year average (2010 and 2011) which would decrease the expense to $192,146. 
59. The Settling Parties agree to use Staff’s adjustment for bad debt in the amount of $224,208.  This amount was derived from a two-year net average of write-offs for bad debt.  Black Hills initially used a three-year average and calculated a net average write-off in the amount of $314,887.

60. Good cause is found to approve the Settlement Agreement proposal for adjustments for bad debt in the amount of $224,208 without modification.
F. Depreciation Studies.

61. Staff noted in its answer testimony that Black Hills was utilizing depreciation rates supported by a study undertaken by Aquila, Inc., Black Hills’ predecessor company, based on 2007 cost data for its utility assets and a 2003 study for its corporate assets.
  Staff expressed its belief that depreciation rates should be reviewed on a regular basis, and the Company should provide support for the rates being used.  Additionally, Staff asserted that the corporate assets held by Black Hills have changed substantively.  For these reasons, Staff concluded that Black Hills should produce a valid depreciation study in the next gas rate case for assets held by Black Hills and its subsidiaries.

62. The OCC recommended rejecting Black Hills’ adjustments for accumulated depreciation and depreciation expense.  The OCC argued that Black Hills had used year-end depreciation balances, instead of those calculated to be a 13-month average.  This treatment, according to the OCC, results in a mismatch with respect to other rate base items that are calculated on a 13-month average basis.  The OCC proposed an adjustment of $244,925 to correct this mismatch, which would decrease the revenue requirement by $245,959.  The OCC’s proposed adjustment was not addressed in the Settlement Agreement.

63. The Settling Parties agree that prior to the next gas rate case, which will be filed no later than three years from the implementation of rates in this case, Black Hills will produce a depreciation study that reviews and establishes all depreciation and net salvage rates for Black Hills Energy, Black Hills Utility Holding Company, and Black Hills Service Company that may be allocated to Black Hills Energy.  The depreciation study will be included in the next Black Hills natural gas rate case, which the Settling Parties agree will be filed no later than three years from the effective date of the rates in this case.  In the event that Black Hills files a rate case before that time, it agrees to file the depreciation study at the time of the rate case filing.

64. Good cause is found to approve this agreement for Black Hills to produce a depreciation study as part of its next gas rate case.  This item will be approved without modification.

G. Goodwill and Acquisition Premium.

65. In Decision No. C08-0204 issued in Docket No. 07A-108EG on February 29, 2008, Black Hills Application for an Order Approving the Transfer of Control of Assets and Ownership, the Commission set forth requirements clarifying that should Black Hills seek to recover any portion of the acquisition premium or of the transaction costs in rates, then it must provide a revenue requirement both with and without the result of the acquisition premium as detailed in that Decision.
  Black Hills acknowledges an issue to be decided in this rate case is whether it was seeking recovery of any portion of "the Aquila acquisition premium."  There was some disagreement as to whether Black Hills was recovering the acquisition premium within the equity component of the requested capital structure.  Black Hills acknowledges that it did not provide a specifically detailed accounting schedule in accordance with the Uniform System of Accounts (USOA) for the "acquisition premium" or for "goodwill" that was recognized in Black Hills’ financial statements for the test year.
66. While the Settling Parties did not reach agreement in regard to the acquisition premium issue, they did reach agreement as to the overall appropriate cost of capital for Black Hills in this proceeding.  The Settling Parties represent that the agreement resolves all concerns related to the recovery of an acquisition premium.  Black Hills additionally agrees that it will explain in specific detail in its next Phase I rate case whether it is seeking to recover any part of its acquisition premium.  If recovery is sought for any portion of the acquisition premium in its next rate case, it agreed to comply with the requirements set forth in Decision No. C08-0204 regarding the acquisition premium.  If Black Hills does not seek recovery, it will explain why and explain how it is accounting for the acquisition premium under the USOA, regardless of whether that accounting is identical to current methodology.  Black Hills also agrees to include an explanation as to whether it is seeking recovery of the acquisition premium as part of its shareholder equity, and if not, present an explanation as to its rationale.

67. The existence of the acquisition premium, either explicitly or implicitly through the equity component of the proposed capital structure discussed supra in this rate case was of some concern.  The Settling Parties claim that the proposed hypothetical capital structure of 50 percent equity and 50 percent debt with an average cost of debt of 7.22 percent, a ROE of 9.6 percent resolves all concerns related to actual or perceived recovery of an acquisition premium from Black Hills’ ratepayers in this proceeding.  The Settling Parties nonetheless found it necessary to require Black Hills, in its subsequent gas rate case, to explain in specific detail whether it is seeking any part of its acquisition premium accounted for in its various Federal Energy Regulatory Commission Accounts for recovery.  Notwithstanding that concern, it is found that the requirement of Black Hills to fully examine this issue in its next gas rate case provides some solace, and as such the requirements on the Company regarding full disclosure regarding the acquisition premium will be approved without modification.  While some concern remains as to whether resolution of this issue is being further delayed, the requirements for Black Hills in its future gas rate case should resolve this matter at that time.
H. Rate Case Expense.

68. The Settling Parties agree to a total rate case expense of $75,000, to be amortized over three years or $25,000 per year.  If actual proven expenses exceeded $75,000, Black Hills will be allowed to recover the approved expenses exceeding the $25,000 in the first year by increasing the GRSA upon notice.  Black Hills would then amortize those costs over a succeeding three-year period, regardless of the effective date of the GRSA.

69. Initially the OCC recommended rate case expenses of $50,000 to be amortized over five years.  The OCC argued that $200,000 should be reduced from the overall rate case expense as it was allocated for outside legal services, and an additional $25,000 for the estimated consulting charges of Dr. Avera.  The proposed reductions resulted in lowering the revenue requirement by $82,369.

70. In its rebuttal Black Hills agreed to accept a three year amortization period, as well as limiting recovery to the actual costs. 

71. During the course of the evidentiary hearing, Black Hills agreed to notify the parties and the ALJ on or before October 19, 2012 whether it would incur rate case expenses in excess of $75,000.  On October 18, 2012, the Settling Parties filed a Joint Notice of Rate Case Expenses.  After reviewing its rate case expenses, Black Hills indicated that it would not be seeking rate case expense amounts in excess of $75,000, and therefore that level which was agreed to in the Settlement Agreement could be considered a “hard cap.”  The parties requested that the ALJ consider the rate case expense to be limited to $75,000, and represented that amount would not be exceeded if the Settlement were to be approved.

72. With the provision to not exceed $75,000 in rate case expenses here, that amount will be approved without modification.  

73. It is evident that the ALJ held concerns regarding the Settlement Agreement in this rate case.  It is not necessary to delve into those concerns at this time.  Nevertheless, the proposed revenue requirement increase and the modest increases in monthly gas bills for Black Hills’ residential and small commercial customers are on the whole reasonable.  Certainly, the increase in Black Hills’ revenue requirement and the resulting increases in monthly natural gas charges strike a reasonable balance between allowing the Company to earn a reasonable ROR, while ensuring that natural gas rates are just, reasonable, and in the public interest.  Therefore, the Settlement Agreement in this proceeding is approved in its entirety without modification.

74. In accordance with § 40-6-9, C.R.S., it is recommended that the Commission enter the following order.

III. ORDER

A. The Commission Orders That:
1. The Settlement Agreement filed by Black Hills/Colorado Gas Utility Company, LP, doing business as Black Hills Energy (Black Hills); the Trial Staff of the Commission; the Colorado Office of Consumer Counsel; and Colorado Natural Gas, Inc. is granted without modification.

2. The Motion for Approval of Settlement Agreement filed by Black Hills, the Trial Staff of the Commission, the Colorado Office of Consumer Counsel, and Colorado Natural Gas, Inc. is granted as discussed above.

3. The tariff sheets filed by Black Hills pursuant to Advice Letter No 554 as amended, are permanently suspended.

4. Black Hills shall file, on not less than one days’ notice to the Commission, tariffs consistent with the terms of the Settlement Agreement and this Order.  Such tariffs shall be filed to become effective on December 10, 2012.

5. Black Hills shall make a filing within 90 days of the date of this Recommended Decision for approval of a regulatory accounting order to accumulate the Gas Storage Inventory Charge (GSIC) accruing from the date of the Recommended Decision.  In addition, Black Hills shall seek Commission approval for recovery of the accrued and projected GSIC.  Black Hills shall request that the rate applied to the gas storage balance, and collected through its Gas Cost Adjustment (GCA) shall be at the actual cost of borrowing under its Corporate Revolving Credit Facility of Black Hills Corporation applied to the average storage gas balance determined in the GCA.

6. This Recommended Decision shall be effective on the day it becomes the Decision of the Commission, if that is the case, and is entered as of the date above.

7. As provided by § 40-6-106, C.R.S., copies of this Recommended Decision shall be served upon the parties, who may file exceptions to it.

a.)
If no exceptions are filed within 20 days after service or within any extended period of time authorized, or unless the Recommended Decision is stayed by the Commission upon its own motion, the Recommended Decision shall become the decision of the Commission and subject to the provisions of § 40-6-114, C.R.S.

b.)
If a party seeks to amend, modify, annul, or reverse a basic finding of fact in its exceptions, that party must request and pay for a transcript according to the procedure stated in § 40-6-113, C.R.S.  If no transcript or stipulation is filed, the Commission is bound by the facts set out by the administrative law judge, and the parties cannot challenge these facts.  This will limit what the Commission can review if exceptions are filed.

8. If exceptions to this Recommended Decision are filed, they shall not exceed 30 pages in length, unless the Commission for good cause shown permits this limit to be exceeded.
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Doug Dean, 
Director
	THE PUBLIC UTILITIES COMMISSION
OF THE STATE OF COLORADO


PAUL C. GOMEZ
________________________________
                     Administrative Law Judge




� Black Hills originally filed Advice Letter No. 554 with tariff sheets on June 4, 2012.  On June 8, 2012, the Company amended the Advice Letter by modifying the customer notice to correct typos and make cosmetic changes.


� See, Bluefield Water Works & Improvement Co. v. West Virginia Public Service Comm’n, 262 U.S. 679 (1923) (“The return should be reasonably sufficient to assure confidence in the financial soundness of the utility and should be adequate, under efficient and economical management, to maintain and support its credit and enable it to raise the money necessary for the proper discharge of its public duties.”); Fed. Power Comm’n v. Hope Natural Gas Co., 320 U.S. 591 (1944) (“The return to the equity holder should be commensurate with returns on investments in other 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.”).


� See also, Colo. Ute Elec. Ass’n v. Pub. Utils. Comm’n, 602 P.2d 861 (1979); City of Montrose v. Pub. Utils. Comm’n, 629 P.2d 619 (colo.1981); Colo. Consumer Counsel v. Pub. Utils. Comm’n, 786 P.2d 1086 (Colo. 1990); Integrated Network Services v. Pub. Utils. Comm’n, 875 P.2d 1373 (Colo. 1994); Public Service Company v. Pub. Utils. Comm’n, 26 P.3d 1198 (Colo. 2001).


� Exhibit A was revised due to an erroneous revenue requirement amount of $1,041,076 that Staff represented to be Black Hill’s original revenue requirement request.  The difference of $139 was an adjustment unilaterally made by Staff to correct the Company’s per books cash working capital amount, which was based on pro forma debt rather than per books.  Staff witness Reis conceded during the hearing that the correct amount of revenue requirement initially sought by Black Hills was $1,040,937 and subsequently filed a revision to Attachment A to the Settlement Agreement that corrected the original revenue request to $1,040,937.  


� See, Transcript, Reis testimony, p. 47-49.


�   Answer Testimony of Dr. Scott England, p. 46, ll 3-12.


� These recommended metrics are based on Commission approval of the OCC’s goodwill equity adjustment.  Without approval of the adjustment, the OCC recommends an 8.7 percent ROE and a capital structure of 48.57 percent equity and 51.43 percent debt.


� The average cost of debt of 7.22 percent is the same as in Black Hills’ most recent electric rate case, Docket Nos. 11AL-382E and 11AL-387E.


�  The OCC did not address gas storage inventory in its Answer Testimony.


� The Settlement states that the Corporate Revolving Credit Facility was obtained for short-term borrowing and has a fixed and variable interest rate component. The rate under this credit facility is currently less than 2 percent, but changes periodically as interest rates adjust.


� Direct Testimony of Richard G. Peterson, page 11, lines 3-7.  


� Answer Testimony of Karlton Kunzie, page 28 lines 11-15.


� Answer Testimony of Cory Skluzak, page 29, lines 1-7.


� Answer Testimony of Staff witness Michelle J. Franca, Exhibit MJF-8.


� Answer Testimony of Staff witness Michelle J. Franca, page 11, lines 10-11.


� Answer Testimony of Staff witness Richard Reis, page 38, lines 20-21.


� Decision No.C08-0204, p. 39, ¶126,


� Answer Testimony of Cory Skluzak, pages 34-35.





25

_1416229946.doc
[image: image1.png]Lo




[image: image2.png]





 












