Decision No. C94-1628

BEFORE THE PUBLIC UTILITIES COMMISSION OF THE STATE OF COLORADO

DOCKET NO. 90A-665T

THE APPLICATION OF MOUNTAIN STATES TELEPHONE AND TELEGRAPH COMPANY, D/B/A U S WEST COMMUNICATIONS, INC., FOR APPROVAL OF A FIVE-YEAR PLAN FOR RATE AND SERVICE REGULATION AND FOR A SHARED EARNINGS PROGRAM.

DECISION RE:  STAFF MOTION FOR CLARIFICATION

Mailed Date:  December 28, 1994

Adopted Date:  December 21, 1994

I.
BY THE COMMISSION:

STATEMENT:

1.
This docket comes before the Colorado Public Utilities Commission ("Commission") for consideration of Staff's Motion for Clarification and U S WEST Communications, Inc.'s ("U S WEST" or "Company") Response to Staff's Motion for Clarification.  Having reviewed the same, the Commission enters the following decision.

II.
DISCUSSION

A.
Background

1.
By Decision No. C94-1208, this Commission granted a request by Staff to schedule a hearing to consider whether U S WEST's 1993 earnings exceeded the earnings sharing threshold established under U S WEST's Alternative Form of Regulation ("AFOR") plan.  Staff subsequently withdrew its request and, in lieu thereof, filed a Motion for Clarification regarding how certain financial issues should be treated under AFOR.  Several of these issues center on whether certain adjustments to earnings are prohibited under AFOR.  Staff also seeks clarification of the scope of its audit responsibilities under AFOR.

2.
U S WEST filed a response to Staff's motion asserting several objections.  The Company first asserts a general objection that Staff cannot alter prior AFOR decisions without first providing notice and giving U S WEST an opportunity to be heard under § 40-6-112, C.R.S.  The Company also objects to some of Staff's proposed adjustments and Staff's position regarding Staff's audit authority under AFOR; but, the Company also agrees with some of the adjustments raised by Staff.  We will first discuss the Company's general objection, then discuss Staff's adjustments generally, and conclude with a discussion of Staff's audit role under AFOR.

B.
U S WEST's Objection Regarding Notice and Opportunity
for Hearing.

U S WEST argues that certain Staff adjustments proposed in the Motion would have the effect of substantially altering prior AFOR decisions, and that the Commission cannot alter these decisions without proper notice to U S WEST and a hearing.  Whether we are simply clarifying earlier decisions, as Staff argues here, or whether we are making substantive alterations of those decisions, U S WEST is entitled to notice and an opportunity to be heard.  In this case, U S WEST has notice of Staff's request for clarification and has had an opportunity to respond to the motion.  Because of the general manner in which we address Staff's motion below and because of the lack of any factual dispute at the level we address these issues, we conclude that an evidentiary hearing is not required.  We further conclude that our decision here regarding Staff's motion is the nature of a clarification of our earlier decisions which define AFOR and, therefore, is not an alteration, substantial or otherwise, of those earlier decisions.

C.
General Observations Regarding Staff's Motion

1.
Having thoroughly reviewed Staff's motion and U S WEST's response thereto, we find that the most appropriate response is to make only general observations and leave for future hearings more specific discussions of the issues raised by Staff.  In reaching this conclusion, we first note that the type of issues raised by Staff are generally not resolved outside the context of some specific proceeding such as a rate case or, in the context of this docket, a specific annual review proceeding.  Staff, as well as other parties, typically come to such proceedings without Commission guidance on specific issues.  The Staff must take the initiative in such proceedings to develop its best recommendations, as well as an analysis of the alternatives, and present them to the Commission.  It is then left to the Commission to resolve the dispute.  Staff has not cited to us any particular reason why we should depart from this process in this case.

2.
This is particularly true where it is not clear that the issues raised by Staff will become disputed issues.  For example, Staff's request for clarification of how future annual earnings reviews would be affected if Staff is successful in rebutting the affiliated interest/rent compensation presumption in some future proceeding strikes us as entirely too speculative to require a predetermination at this time.

3.
Our second general observation is that AFOR is not an abandonment of Commission oversight of U S WEST.  Rather, as our earlier decisions have stated, AFOR is an incentive mechanism to encourage the Company to be cost efficient.  Traditional concepts of "used and useful" and "just and reasonable" apply with equal force in AFOR as they do in traditional rate case proceedings.  A contrary ruling would potentially allow the Company to shift to ratepayers costs that clearly they should not bear.  For example, including excessive costs in the calculations of earnings under AFOR can have the effect of lowering U S WEST's achieved rate-of-return on equity and improperly eliminate or reduce the amount of sharing of earnings with ratepayers that would otherwise occur.  Whether those costs are excessive is determined by whether they are "used and useful" and "just and reasonable."

4.
That traditional regulatory concepts should continue to be applied in analyzing AFOR earning results was made amply clear in our earlier decisions.

We find that earnings under the plan should be measured using ratemaking principles.  That is, all commission-ordered and all accounting adjustments, except pro forma adjustments, must be used.  We expressly reject the Company's request that earnings be measured simply from unadjusted FR books.  As all parties except for the Company contended, failure to use ratemaking principles in measuring earnings would constitute abandonment of our responsibility to regulate.  In order to ensure ratepayers are treated fairly under the plan, and to ensure the Company does not retain windfall profits which are not due to increased efficiencies, all commission-ordered adjustments and ratemaking principles will be employed when measuring earnings.

Decision No. C92-854, at 41.  See also, Ibid, at 38; Decision No. C92-1377, at 3; Decision No. C91-497, at 6.  Moreover, it is difficult to imagine how AFOR could operate without application of these traditional concepts.  New accounting and financial transactions distinctly different from those specifically identified in the 90S-544T Decision
 have undoubtedly occurred, and will continue to occur, after that decision.  Resolution of these new issues must rely on accepted traditional regulatory concepts.  Therefore, and in response to Staff's query about issues that were not expressly addressed in our 90S-544T Decision, we restate here that traditional regulatory concepts such as "used and useful" and "just and reasonable" continue to apply when measuring U S WEST's earnings under the AFOR plan.

D.
Specific Adjustments Identified by Staff

1.
Staff raises a number of specific issues relating to accounting and audit.  Except as discussed below, the Commission will decline to resolve those issues here for the reasons discussed above.  However, there are three issues that we will specifically address here.

2.
Split of Regulated/Deregulated Operations

The first issue concerns the split between regulated and deregulated expenses and, more specifically, whether the Commission has approved Staff's "front end approach" or U S WEST's "back end approach."  The Commission devoted considerable time reviewing this issue because it appeared that, of all the issues Staff raised in its motion, resolution of this issue and the issue concerning pro forma adjustments could provide concrete assistance to Staff in its ongoing review of U S WEST's earnings.  Unfortunately, we are unable to resolve this particular issue through a Motion for Clarification because of the failure to address certain key points associated with this issue and the lack of sufficient references to the record in Docket No. 90A-544T by Staff and U S WEST in their respective pleadings.  Staff does not cite to us where and for what purposes their "front end approach" was specifically used and adopted by the Commission.  As an example, if we assume that the allegations in the Motion for Clarification are based on the testimony of Staff witness Armstrong in Phase II of Docket No. 90S-544T, there is no explanation of his direct testimony in that proceeding which stated: "In Phase I of this docket the Cost of Service studies prepared by U S WEST and by Staff were used to determine the split of the Company's financial results between its Colorado regulated and deregulated products."  It appears from a review of Decision No. C91-497 that the stipulation between Staff, U S WEST, and others attached to the Decision in Phase I of Docket No. 90S-544T used the U S WEST cost study with certain modifications from the Staff study.  While the discussion on page 44 of Decision No. C91-1128 in Phase II of Docket No. 90S-544T, does suggest that we have adopted Staff's position as requested in this Motion, Staff has not addressed the apparent inconsistency in its agreement to the acceptance of the U S WEST cost allocation manual under Rule 10.4 of 4 Code of Colorado Regulations 723-27 as recently as this year pursuant to Decision No. C94-228 in Docket No. 94A-064T.  On the other hand, Staff alleges that the U S WEST cost of service study uses the financial reporting ("FR") books of the Company.  We note the description on page 3 of Decision No. C92-1377 requires the use of the "MR" books of U S WEST to determine the financial results within this docket.  While the response of U S WEST describes in very general terms the recent approval by the Commission of its cost allocation manual pursuant to the agreement of Staff and others in Docket No. 94A-064T, it fails to specifically address whether that method properly uses the "MR" books of the Company as the basis for the regulated/deregulated segregation of its operations in this docket.  This segregation is necessary to determine the financial results of U S WEST for the AFOR earnings sharing calculations.  Based on the preceding discussion, the pleadings of U S WEST and the Staff are not sufficient for the Commission to resolve this issue at this time.  

E.
Pro Forma Adjustments

1.
The second area we specifically address here is the use of pro forma adjustments.  Both Staff and U S WEST argue that pro forma adjustments are generally not be used; but with respect to certain issues, such as refinancing debt, both parties argue that "pro forma" adjustments are appropriate.  It is clear from the conflicting positions within the pleadings of each party that some discussion of what is a "pro forma" adjustment will be of benefit.

2.
Decision No. C92-854 expressly states that pro forma adjustments are not to be used in determining whether U S WEST has reached the earnings threshold.
  We reaffirm that holding here.  But the "pro forma" adjustments identified by Staff and accepted in some cases by U S WEST, are, in fact, not pro forma adjustments.  In the same decision which prohibits pro forma adjustments, we also specifically held that "Commission adjustments" and "accounting adjustments" are appropriate.  U S WEST witness Garret Y. Fleming defined "Commission adjustments," "accounting adjustments," and "pro forma adjustments" as follows:

Accounting adjustments remove transactions that were booked (that is recorded) within the test year but that apply to the period before the test year . . ., similarly, transactions that accrue within the test year but that are booked outside the test year are added back to test year results.

Commission adjustments are made to remove specific expenses from the test year results or impute revenues into those results.  Adjustments are ordered by the Commission to preclude the Company from recovering specific costs from its customers (disallowances) or to provide utility customers the benefit of profits from related unregulated affiliate companies.  These related adjustments do not include forward-looking price or cost changes.

Pro forma adjustments are made to reflect known and measurable future price changes in test year results.

Similar testimony regarding the definition of pro forma adjustments was filed in this AFOR docket by Staff witness Eric Jorgensen:

The pro forma measurement captures the effect of in and out of period annualizations as discussed earlier as the Appendix A basis. . . .  As a general matter, in my personal opinion, this is by far the best measurement to use (from the viewpoint of completeness) when it comes to setting rates that will be in effect for the indefinite future.  The calculations include, for instance, the annualizations of rate increases that the utility received during the test year to the extent they are not reflected in the booked numbers.  Also price changes up and down are annualized to the extent they are not reflected in book numbers.

Pro forma adjustments annualize in- and out-of-period changes in price for purposes of estimating a utility's expenses in future periods.  For example, wage increases of utility employees that occur at some point in the test year are annualized over the entire test year so that rates on a going-forward basis will accurately reflect the utility's wage expenses.

3.
In distinction to pro forma adjustments of rate case test year expenses, the AFOR annual earnings calculation measures the level of earnings achieved during the previous year.  The calculation does not annualize and restate the previous year's results on a going-forward basis because any changes are automatically contained in the subsequent year's AFOR earnings results.  For example, increases in expenses (such as wage increases) that occur halfway through the year should not be annualized over the entire year in an AFOR calculation because the increases will appear in the following year's earnings calculation.  Indeed, the application of such pro forma annualizations would distort U S WEST's actual AFOR earnings.

4.
In calculating the previous year AFOR earnings, the Commission specifically required the use of accounting adjustments because these adjustments have traditionally been utilized to apply the ratemaking principles of "just and reasonable" and "used and useful".  As is clearly stated in the AFOR decisions, failure to utilize these principles when calculating U S WEST's AFOR earnings would "constitute an abandonment of our responsibility to regulate."
  Use of these  traditional ratemaking principles was also reaffirmed in Decision No. C94-1208 adopted on September 8, 1994.  Thus, the Commission finds no conflict with the language used in Decision No. C94-1208 and the language or intent of the original AFOR decisions as is argued by Staff.

5.
None of the adjustments identified by Staff or U S WEST are pro forma adjustments prohibited by AFOR.  For example, adjustments made to reflect the proper amortization period for FAS 112 and debt refinancing costs attempt to match these expenses with the benefits they provide to ratepayers.  These adjustments utilize the traditional ratemaking principle of "just and reasonable" to develop an amortization period that is equitable to both the utility and its ratepayers as has historically been done when determining the proper depreciation and amortization period for all "above-the-line" costs.  This determination often requires thoughtful consideration of both inter-generational equity and remaining useful life issues.  Such adjustments are not pro forma adjustments that annualize expenses on a going-forward basis for the purpose of developing a traditional rate case test year.  The FAS 112 and debt refinancing adjustments are appropriately raised by Staff and other interested parties when calculating U S WEST's AFOR earnings and are not precluded by the prohibition against pro forma adjustments.

6.
Adjustments challenging the $9,000,000 rebuttable presumption for affiliated interests and rent compensation are also not precluded by the AFOR prohibition against pro forma adjustments.  Assessing, and if necessary, adjusting the disallowance for affiliated interests and rent compensation is necessary in order to apply the traditional ratemaking principle of "just and reasonable" for the protection of ratepayers.  Staff and other interested parties are entitled to bring forward such adjustments if they believe that U S WEST's AFOR earnings reflect improper amounts for affiliated interests and rent compensation.  Adjustments of this nature are not pro forma adjustments that annualize affiliated interest or rent compensation expenses on a going-forward basis for the purpose of developing a traditional rate case test year.  Instead, they attempt to insure that only those affiliated interest and rent compensation expenses considered appropriate under traditional ratemaking principles are included in U S WEST's annual AFOR earnings calculation.  Further, as Staff points out in its Motion for Clarification, the Commission clearly left open the possibility of challenges to the $9,000,000 adjustment:  

We emphasize that the Phase I order does establish the principle that a disallowance for affiliated transactions and rent compensation charges is proper.  In future measurements of [USWC] financial operations under AFOR, we will proceed under the  rebuttable presumption that $9,000,000 is the appropriate disallowance.  The parties including [USWC], are free to attempt to rebut that presumption.

Decision No. C92-1377, at 4.  Again, we see no inconsistency with the prohibition of pro forma adjustments and the type of adjustments to the affiliated interest/rent compensation expenses conceptually identified by Staff.

F.
The Scope of Staff's Audit Responsibilities

1.
The final issue in Staff's motion we address here is the scope of Staff's responsibility to audit U S WEST under the AFOR plan.  In our view, Staff's audit role under AFOR is in some sense greater than it is under traditional regulation.  Under the procedures adopted in AFOR, Staff has only 30 days to review U S WEST's annual earnings report.  As we stated in recent decisions regarding the AFOR review schedule, we are not inclined at this point to alter that schedule.  Therefore, to meet the schedule, it is clear that Staff must be actively and continuously reviewing the Company's earnings throughout the year.  Staff must use its audit authority throughout the year to be in a position of affirmatively establishing at the end of the 30-day period adjustments similar to those identified in its motion.

2.
We also reject the notion that an aggressive audit plan under AFOR constitutes a mini-rate case.  A thorough audit of the Company's earnings is entirely consistent with AFOR.  As we have stated before, AFOR is not an abandonment of this Commission's responsibility for regulating just and reasonable rates.  AFOR should not be an opportunity for the utility, in effect, to recover unjust and unreasonable costs from consumers.  Rather, it is the expectation of this Commission, as well as we believe of U S WEST, that the application of U S WEST's Phase I Decision
 to the Company's annual earnings calculation would eliminate many of the issues that might otherwise come up in a rate case.  However, to the extent that that decision does not address issues raised in the annual review, this Commission must address these issues in the annual earnings review under AFOR.

III.
ORDER

THE COMMISSION ORDERS THAT:

1.
Staff's Motion for Clarification is granted in so far as guidance is given in this Decision.  In all other respects, the Motion is denied.

2.
This Order is effective on its Mailed Date.

ADOPTED IN OPEN MEETING December 21, 1994.
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