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. I. INTRODUCTION.
A, The Rggggste@__;ncrease in Annual Revenues.

Northem states Power c«:mp&ny {"the COmpanf";
£iled with the -ﬁmlth: Dakota Public Utilities commission:
(“the Commission®) on June 15, 1981, an application to
change its electric rates for retail sales in the State of

South Dakota to ,'.?if:izmeasa annual revenues by $6,184,000 or

zabont; 20.67%.. mm ~f€bmpa-ny pr-epéséé that the --méf-eaw bé

cost of servine, suhject to meéerati@n. {NSP Ex. 1, p-.-, -2:)-
without an immaae;_in rates, tha Company would em:n in té:e

a 5.88% :eturn on eomman eqaity._ -(}ﬁsﬁ Ex. 8, ;‘ss.' -"-‘3‘1;

mcreaseg 1n wi:tually all of thg acoats of sgx‘vi@e:

imlnd,ing cOSt af ::apital. Ther:e hxver been aﬁditinnﬁ t@ ‘the

rate base, im ';i,-ng- new- nnd‘easgtwnd‘ dﬁaﬁtx-i’but;xom gﬁaciﬁtiae‘a:ﬁ_

in South ﬁaiwfm and: the aaniwtsa Kydm inmrmnnactiﬁn. In
‘addition, thex:e um new costs caused by regulatory ehangea,
wﬁi“ Bx. 1, pp« 3*«4&

:my related m nuelaat sntaty*
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| 1982 test years, as permitted by PUC Rules 20:10:13:01(11).
ALl three potential test years support at least the
requested increase. In fact, had the 1981 Federal tax law
changes been known at the time of filing, the ﬁk# _—
requirement would have been about $7 million m’i‘tﬁﬁj; of only
$6,184,000 (Tr. 291). |

B. ove“’-l 8taf£ Pasition.

The initiai. Staff recommendation favored at least
a $3,056,000 increase. -;ﬁqx&xectiﬂg;ﬁ and refinements before
and during the hearing changed the minimum Staff recommen-
dation to $4,603,000. (Tr. pp. 11-13, 253-257, 518-520,
546~552, 562, NSP EX:. 113,. Staff Bx. 25). The following
?é#b&itifafﬁt;i:en nepgz_esfgﬁizfsa NSP's understanding of the St.atf
minimum ':ecommf:éa&i‘dn at the close of the hearing, using

the minimum cost af equity recamenaatian thxongheﬁt for

sake of cansist:encyz

§ 3,056,000 (1)

- :
_A-LO

i
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iégnttnued) - F :'ugg;aeqqirenentg

4o

5
6-

‘Bank service charges

9éi§h*balances _

;ﬁ;ﬂ:ncxease in £ e.base

(B)
‘Nuclear fuel plant

related items allocated on

‘an energy basis rather than :

demand : -

*Fuel stocks, 1960 year - .
_end guantity, August 1981 A
‘prices $ 37,00

‘Materials and supplies
.actual through August, Gl
-l981 _ § 22,000

/\‘3“‘61
Filed: 10/2/2015 11:12:30 AM CST Hughes County, South Dakota

32CIV15-000146



.I‘LECTRIC UPILITY ~ STATE OF SOUTH DAKOTA = DOC"KE’P NO. F-3382
RECONCILIATION OF SDPUC STHF‘ B8

ORIGINAL POSITION TO THEIR FINAL ms;rrmn
(Conitinued)
| un  m
15, Working capital treatment a
3 ecovered portion of
sallowed repair anawance
§ 109,000

16. Intergst expense
tecomputation
(3ynchmnization)

A-62 _ _
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design. -There are, nevertheless, several important issues

being ptésente& for Commission deliberation and decisian‘
whe queﬁtions of prime impo:tanna relate to the

cost of equity capital, the use of a hypothetical capital

structure and a fictitious interest expense for income tax

purposes, the equity return on plant capacity above the MAPP
miniﬁﬁﬁfﬁéﬁérve@-ﬁna the proper estimate of nuelﬁﬁijﬁiﬁﬁt
deeommi'sﬁféniﬁg costs. There are also. basic policy ief‘:i:-a'ﬁé"s"
related ta the*use of incame tax normalization and sglectiun
of a test yea:, inclnding the application eﬁ the knavn ané
measqublewchgnga; standa:dg aﬁditional matters at isﬁne

-are~ﬁﬁ§~ﬁ§§suréﬁént of working capital zaqniremants, treaem-

ment. af‘cgamﬂinahing hgreemwnt expenses, . amcrtization pa:a~

_meters far the :epnlr all@w&nce and the excess dcfe:xed

-incame;éaxes? 6anationaaué aave:tiging:gxggggqg, and ggg

level of a late payment nharge.

o xs a.tesult af circumstancet surraunding the
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the Company based its requested increase on 1980 book data
adjusted extensively but conservatively for lmuwn ‘and
measurable ﬁhaﬁge's-, (NSP E&. 8: pp. 10~12). With the addi-~
tional adjnstment for tax t:hanges, tne mso aﬁjusted test
year indicated a need for about a $7 mi'llicgn' ‘increase. The
new rates which ‘result fmus fﬁ’t&.i*a. case will px:xabably take
effect for service on and after December 15, 1981. A
similar analysis of :evenue ::e:;ui.xements using the best
available infarmat;mn about: !:he cost of servige. during the

- 3se2 pexiad when. _i;hg:.;.g;:es;;xgxll be in effect; indicates that |

an increase of $10 million, not $7 million, is needed.
(NSP Ex. 8, pp. 51-52, Tr. p. 291, 3911;_-§h§:aim¢sts$3- e
million diffarence is stamlmg and éﬁanfs m;he: nonteated
issnes in bhia casm |

_ Althmgh C‘mpany and Statf have '“‘nggestea potens:

| tml a&‘diﬁa‘nﬁ aﬂjﬁstmente to the 1939 &f__ a--.ttp close the

gap, we all must know by Hiow 't:mi:-thet:g; ‘18 .no way ‘to

madjust” “last year‘s .s£¢$Q_i€ﬁ$§' to look like next-year's
- results. (Tr.; pps zstaﬁéﬁik, If the pe sible adjust~
ments w:e expanﬁeﬁ l:n allw a tesz Yeat

eflective of

"£utute mé&tiﬂns, a;pmexa amtm ‘be-en

-Commission to.

P Ex. 8, ps 5204 .

A-64
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revenues that will occur during the time period when the
rates will be in g;ﬁ;ﬁmt. Sﬁnﬁgzh“nﬁﬁpta is alone among the
five jur isﬂictians which regulate NSP electric rates in
attempting tcx:efﬁ.eet future conﬂitims by looking backward
. ‘to last year's results and making some adjustments. It has
proven to be a ¢lumsy and inaéequate '-:gi'bceduhé. msi,? Bx. 1,
. 12). o o |
o The settlement of the 1980 NSP case, Docket No.

P-3353, was -ﬁéﬁqnéa' accaraiﬁ‘g: “the Staff, to provide an

opportunity tzc aam -about a 13; etuxn on equity. The
' company bad made 19 aﬁjusmants to t:he 1979 historical year.

Yet if the increase resulting |

-imﬁ;:th_at case had been in

ny would have earned only

effect for an of 1980, -thie’--'c& A
7.41% on -eszu‘i'ﬁy'» (Ex. B, pa 3.83 . It i expected that the
6.24% retucn in 1981. (NSP

same rates ui.‘l.l prwuce abau’

Ex. 8 Pp- 53&'}'* The results ai

revenue gap causesﬂ by an uur.f’ alistic test year existed then

last case confirm that &

A5 NOW.. _ .
that at -ﬁést*-at 1980

:aﬁjnsted t,esi: yeéar may pessihly be refn:lieﬂ 0. mﬁact 1981
4@4;, althﬂugh t;hete is

‘Statf seems to ﬁeéwﬁi&zﬁé-

_ mvenue :equ mnm (Tr. 99._.-. :i__V

' Filed: 10/2/2015 11:12:30 AM CST Hughes County, South Dakota = 32CIV15-000146




295-296) . Past results and current forecasts establish the
iﬁaﬁé@nmy of the historical test ye‘*a'::- as a bapis for rate-
uaking in today's inflntionary tamgs._ {Tr. p. 295; NSP Ex.
szg~ 16). ’

€. Desirability of Forecast Test Year.

The NSP budgeting praaeaa 1ﬁ elaborataxy and care~
fnliy unﬁe:taken to develop the best estimate of expense,

inwestment and sales 1evela for hhe near future. (Tr. 259~

2&&;«2?2*27&3; It ﬁas~hiatozic my-pnaveé~bo be~quite

r;;iable in reflectiag the near Eutu:gltw:, 2£9m291, NSP Ex..
3; P 16). f "°[fg‘s budget is |
:aﬁ anéeniably supenio: eattmatar ei ﬁueu:e canditians than.
gast results with some. adjnstmentsw (wz. 284*2353r
Budgets have been the baaia nf &est years ainge
*‘teﬂ tn 9978 af RS?’
,buninass, ?ﬁreeaﬁt test years ha hegn filea aﬂﬂ ;uditeﬂ
15)%
rn_cioaer tn, but still .

AUQS;fox revenue ﬁetamminatians'*

ﬁawawrﬁsnxtmef those

in 18 rate cases. (NSP Ex. 8

cases; the 'eaapmf has earned a re
generally ba&nw, the allowed :ﬁtunna.ngw;@szﬁgg.aﬁﬂitﬁﬁﬁ-.

Ex. 85 P m_;

H

32CIV15-000146
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bt TSR

z===:-1ts become available, there is a self-policing aspect

szi= 2180 agreed to implement procedures which would allow

ams overcollections to be returned to customers with.

cmzzrable treatment for under-recovery.

. (RS? ﬁl. 11, p. 83
Tr. T 266). o

‘In this case, the 1982 forecast year is the b

evissnce of conditions that will exist when the rates take

effest. (NSP Ex. 8, pp. 12 14, 52).

Sta q-&u 'z Tr: P 250 -

"Genezauy the expe:ienrze has been qni’f:e
favom e 1n t:h_at t‘he -ual results

a3 Howave:, u;
Qf what wiz.l

TTT2.30 AM CST Hughes County, South Dakota  32CIV15-000146



with cntrent Staﬁf :eaouraes,

The CQmpany has eansistently snm:ted thi

_i'esaurces. {T. Pps 296-297). Thei: experianee indic&tés

jecteé tast year- tegulation. The Company has auggestea wags
-:go faailitaﬁa Stxi ;—»adaptian to the gxmaa. {331‘ **15‘{1;_,,;

. p. 3?’ . The petennial revenue gap cmsefa hy hiss:'
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2. Cost/revenue relationships of the
future are better reflected in a
forecast test year than in an
adjusted historical year.

3. The accuracy of a ﬁareaast year can
be assessed as actual results occur,
and correction ma ‘the process,
A similar evaluat_ 1 of an adjusted
historical year can never be made,
except in terms of ! :

result. ('.I‘):. PP 61?‘“&21’ -

~1ine

4, *No amount of hurry-np ratemaking will
- avoid serious revenue gaps caused by
out-dated test yej &

; &8 in
‘.vi:tue when ena
g target. 1982
,jn thie case.

5+ Accuracy ;n ratem

The. goad experience that ohher jurisﬁictiens have had using
ﬁeggg;gg;eﬂg test yeaﬁg« ba-s.aﬁ: on NSP budgets suggests that the
same procedure would be successful in South Dakota as well.

ﬁﬁi~§éﬁ@f§ volunteered that Statf could deal with a par~

 ;¢¢ Eul1y~£or¢cast test year. AT

599’ £ j—lﬁ?& as’ j{f'ﬁﬁst_yaar in the first nsp~rate case,
$~3nﬁm;'£ixea in miéwl@?ﬁ.;

. - naw Stanﬂa:ds.

The eaamiasiou - fiiing rhf & were patterned after
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e syt ererer sy e .

the &iga provided by the record, including the alternative
foredast test years. (&éﬁ'gxi.si;gpgjlﬁﬁlég, This forecast

_6&%&‘5&6?& that evéﬁ-ﬁiib'ﬁﬁe~eﬁtiﬁe-fﬁﬁﬁéﬁt&d-increaﬂé-tn

p1a¢g, ea:ninga almost ce:tainly will be below the xanqg oﬁ
reasonableness in 1982. S |
' Mr. McIntyre summarized the test year selection

issue (ﬁﬁ? Ex. 11, p. 38):

proPrlety nf_

intent. If th ‘nt
and Staff is tefguarantge

-Qf cﬁgty the conta

test year ‘i

desire ofgb‘”

f then the
jmust be

' rn;. mcm TAX aommzmmn, L
Anathex f&atu:e which NSE fiuﬁw”

hghrpgtgmgkingg In: this it\is nﬁ 'ue<nmon§ the £ ‘uln—
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1. The issuance of FERC Order No. li4 which
answers and refutes at length every
conceivable argument for the aupatio:ity

- of flow through. (NSP Ex. 8, pp‘ 25-23:
HSF ER. 11; pc 13’- )

2. Independent studies have fann&-thnt over
. the long haul normalization results in
lower total revenué tequirementsﬁ :

(“SP Bx. 11 Pv. 1‘}'

£ a permanent tax savings
tion has been shown to be
?_ Ex: B; P 25: KSP (.Exy

-aé?tmhn postulate
' _under normali

- incorrect.
. X1s pp. 14=15)s

"“fis3:_:-"‘1‘h§ accounting pmfeasien continues

:'freilédtiah of‘a utility‘a fi
 ;pas1tion. (KBP Ex. 11, p. 16,

'fanges indicate a uxend

:Sg;;ngcant tax ia
o ormalization,

'~.towa:d requ:
{®r. pp. 53

The ﬁompany xaquasta that the Cbumisaion hegin the:
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that as a matter of law it is entitled to recover as current
~ expensés its payments under the ccaot:ﬂim@ing: Agreementy. .
including the Tyrone component. (NSP Ex. 1, pp. 9-10}.

This amounts to. '54553.,:8[?2--'13: the test year. (NSP Ex. €,

pp- 3%-3?), The Company continues to :Qﬁ#‘ﬁ#%ﬁ the
Ccamisﬁian'a abnitg agxa}}.aum: ity .i:p--aéfiat' wconamé;;?&;eim! of
the Tyrone issue xmtil rERG ‘action becomes final. 1&8? Ex.
11, pp. 17-18). Judge Miller of the Circuit Court ruled on

Novem&a: 131 1,"33,, that the PUC did exegaed its mthazitg m

defezz:ing eonsiﬂeration of the wgmne mttar.
Izz this case Staif reamenm aﬂ&itionai defexxa},
of conﬁiﬁgm@ims ‘The Company agrees wit;ix Staff that t.h-a

peculiar #tﬁﬁtxw& of the issue resulted in a zmrd that Ms

not aé&:esa the issne at'lengthe (mf. y* 522)_ m

case is s:n tollw i:he- 1 t&tﬂ i:erm in irticle xv eﬁ é&h&:'gma-

viaus mtﬁmnt agree. ,.,,jfnt: in bocket: ua‘-,- P~3353. me:_,_um,: -

if i:hé Cmiasion desi:ﬁs to am’&al the ix:cuit cmﬂ: _'_x*__ img*
and acq&ixes e at&y nf the Court's orde::, the Tymne | :

‘expenses would continue to be excluded from rates subj

Filed: 10/2/2015 11:12:30 AM CST Hughes County, South Dakota 32CIV15-000146



kb 34 the Commission decides in favor of 4
Staff's motion or its contentions and a
reviewing court reverses the Commission
Order, an additional $512,000 shall be
allowed in N etail rates, such
allowance shall subject to refund
should the FERC ultimately order refunds
‘ot gtherwise no “:ove the charge
‘of such rates b P {Wisconsin) to
- NSp. (Minnesota d- "hall be subject
to further refund to the extent the
Commission has jurisdiction and
subsequently disallows {or further
'sdefe:s) such charg&s,-

-Ba-.ﬂiscansin Qzec"“ ‘ﬁationlﬁx fnses.

‘?he ﬂiscansin ESCxand the FERC. now require tha~NSPg' 
ﬁiseensin conpany tw expense ‘rather than cagitalize certain
p:eae:tifxcatian expenditutes._ (NsP Bx.. Bp'pa'3ﬂf-Tr. E&I)FAI
These expensas are requiraﬂ ‘to be billed te NSP Minnesota

:thnansh1thﬁzcaquinaﬁing &gzggﬁent. tnsz Ex. 11, p. 173

fﬁ:. 542). The Coordinating Agreement i8 a FERC
to pay-shéﬁanaénﬁ billed. ~(NSP Ex. 115‘9;~i§§:§r* p. S43).
‘The Sbubb Dakata partinn of this :aquixeémewpensa is
-antnxtmately §99,000 in th =test year. _"_

_Statt has apyazﬁﬁtlg'reccnnenana that these

WROTeS County, South Dakota  32CIV15-000146



rate, however, the Staff's suggestion is not a legal optionm.
(NSP Ex. 11, p. 17).

The Rhode Island 'coﬁ‘r-ﬁ,- ’rm‘ ﬁarxa'g__'_f_-_gett v. Burke,
381 A.2d 1358 (.19?7) cert. den.. 435 U.S. 972 (1979),

_ eorrsectly determined that the reasnnableness of the tetail
utility 5. claim for operating emnses ahich were based upon
wholesale charges must be g.awe_ljng__d. by the wholesale rates
€iled or fixed by FERC. The court stated 381 A.2d at 1362:

*When the operating expense being
invest %gated by is ‘one _mc:u;red

1 ty to establi
;:hai: ‘expense, %9
K,\e_e C‘tﬂrt hms= B

--Mrmg;naett, as a nhelly mmed subaidiaxy pf Hew

Sngland Elect.ric: system, puzchaseﬂ electx ic pﬂae: fmm New

‘Hughes County, South Dakota



£z s i st i

'customers it they were *strikingly unreasunable. “The

.eommissian then disallowed ﬂar:agansett a portion. of ‘the

i

“inc:eased purchase power costs. The Supxeme CQurt of Rhode
';Ialand :eVersea, holding that the jurisdiction to determine
ithe teasﬁnablenesﬁ of wholesale rates rests exclnsively with
 the'E9c anﬁ that the Rhode Island cammission muﬁt.view the
  13@:2&$& in the wholesale cost of electricity to
fnarragansett, pursuant to the f£iled and bonded interstate

. rate, as mts*aqtual operating expense. ?heugﬁnﬂtuﬁtﬂtﬂd

(381 A.20 at 1363):

"Wwe conclude,. thereﬁp:ea that fer the
purpose of fixing in = ;

the PUC must treat N
interstate rate filed with _
a-reasonable ope:ating expénse‘_

:}5& -also,. ﬂnited_ﬁas c°t ;ration vrfuississi_:”

c”'a_v. Illinods comme:ca cgmmiesianf 156

Ill 28 60? {T11. 1953),

| jli%& _
 There is same siﬁilarity»here ‘to- the issu

fulttmnbe :ecnvemy of the Ty:une anortiaation

TUgnes county, South Dakota  32CIV 150001
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:mem: that the- PUC recognize and allmt 1t as a leg

;Bt:lities Cnm_aa§‘v, ;
"7“-3~ 246 (195l)~ The Supreme CQurt held that a ;éhﬁbiﬁ“

of theae amounts: 4n retail rates and subjects usp to uncerw

tainties ike hhase conplained of in the Tyrone appeal tn
the Circuit Con:t. payment of a ?ERG rate is a cuxrent
éxpense for accaunting and :atemaking and its reeovery can-
nat; be pushad to 5esme uncertain fumre time.

whe legal obligation af the PUC to :enognize«the

wholesale. patchasea power costs in ‘retall rates would exish

'_ 1néependent of--preemptmn. Sirme the Company ia legally

.bouné {under eml.aﬁive federal lw) to pay the: mc t‘ilt%ﬂ

-"fcz ﬁholesaie t::msaqtions with RS? Wiscansin, ﬁh equixe«-

expense for :atail :atemaking flaua f:am its nwj

'.l‘kis mnclusien is mandateﬂ hy nontamwm ota

*}orthuastetn'public sezvi

K& 6

32CIV15-000146



cf these amounts in téﬁail rates and subjects NSP to uncer~
taintlies like ﬁbuserebmblaihed=of in the Tyrone appeal to
the Circuit Court. pnymgnt of a FERC rate is a curteat
exﬁénne for acénﬁﬁting-an&::atemaking.and-ihs-recovegy‘can-
not.: he pushed to seme uncextain future time.

The legal abligatian of the PUC to recngnize the
wholegale puzcnaagﬁ@pgge:-costs-in retail rates would exist
ihﬁépenéenﬁ«e£~pﬁ§gm9§i¢§,_.sinee the Company is legally
bound (under exclusive federal law) to pay the FERC rates
for wholesale transactions with NSP Wisconsin, the require~
-zm:‘:t- ‘that the PUC rébfagﬁizm and mw &tvas a -'le‘giﬂ&fiwee

This ccnn:"aion.is mandated: ;g Montana-Dakota:

_ﬁﬁiiitigs\af ;aHJ‘v;_Ramthwestetn Pubiic sazvice ﬁog, 341

~';s,”2;s'(1951).. 2ha Supreme Cuuxh held that 'x@au@nahie*"

'expense. in reference to a-rabe gaiﬁ hy che- utility far
electric se:vinn_gptahased £xom. another: utilitsa is not an

RXB77
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The dollars and cents paid under the Coordinating Agreement
includes the $99,000.00 at issue here. The entire expense
must be allowed as a test year expense,

C. Nuclear Plant Decommissioni

The abhpanyfﬁidéﬁglapﬁéﬁﬁﬁﬁiiaﬁ-intetnnlugiﬁkiﬁg'
fund. for both muclear fuel diﬁéﬁ&gifqéétsxand nuc&ga:fgiant '{fi
| decommissioning costs has the suppo::t: of the staff (NSP o
“Ex. 7, p. 8 Tr. p. 31B) and makes NSP' a leader in the
‘industry in this arena. The method 1eve1 izes the cost of

‘nuclear facilities over theix_nﬁaﬁﬁiﬁiiﬁk-and is designed to

treat ﬁﬁth'curxenﬁ‘aué“futufé~¢ﬁ§£éﬁér%-as fairly as

pnasihie; Adoption of the mekhod itself is attractive in

that it ﬁectaase& the burﬁen au currﬁnt custnaers,-

COHQurrently with the dawe opment of the internal

ainking £und the cnmpany condncgeﬁ extensive engineering and
ecnnnnxc analysis of the: future nnaleaszlant -decom-
’nisainning costs. (Staff Exhibits 8, 9, 10 and 1@13,_¢he&a

stnﬂﬁesluere"useﬂ to pﬁ&viaeﬁthﬁ*QLQﬁfééégihle:’sgihﬁﬁﬁs*§£

ﬁfunﬂ 3&@unts. _ N N | |
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presentéd in this South Dakota rate case was finullﬁ-aﬁopted'
by the MPUC on February 26, 1981- {Staff Ex. 12). The cost

estimatea will receive periodic future raview.

‘The decommissioning cost esi;mates were developed

-by censultants with extﬁnsive experienc nd expertise.
ed using a minimum
tomary and

‘single eventﬁééﬁﬁsa

Euture:cast includes the cummulati“" 'ﬁ.ﬁfkthe,

;vaz%ab&xityxoﬁ=eaangt; k, which fo Btudies was .a 25%

;tatal.varaability or: aontingeney-iacho:_ikbﬁe the minimum
fhase ammunh. | |

The: Compan

‘rg,hgoks must new?baﬂmainta:ngd in

-naveardance with the KPHC ae:tificati“

tha*]unless samewdeviant.tesult oac'

-huniﬁarn set of baokﬂ fot all jurisdi

(NSP Ex. 7, P

fﬁ: these aacounts.

ghes county, Sout



Tower's ax&umgti@n was simply not correct,

Filed: 10/2/2015 11:12:30 AM CST Hughes CoUmty~Sout-Bakora

{Stafﬁﬁﬁks'léf-pa 7). His assumptions and rationale are
stated at pp. 11-12 of his testimony: -

A ’contingency allowance squests that
there is gome uncertainty in the
engineering cost estimates. nh

'uncertainty indicataﬁ that the enginae:ing

Tdemanstrate that the detaile,,eat~matés
_'§repared by NES are wholly or, on
“balance, understated by 25% it would
_ be unreasonable, in my oginien,';”*
-assume that this is true.®

In other words, at this point Mr. 'rowaxs was of ‘the opinion

Pﬂﬁ&ibilitizs._*&he~eviﬂenae"elear1y~e

P?q 213"214)! :

n a mac;ieu

-A2180




project . . . come in under the _
estimate. The variability has always
been greater. People are more:
~ optimistic about the price and the
cost of doing these operations, The
ariablility ar evidenced by the
estimate is all one siagd. It is
minus ze:o/plua 25%." .

Br. Towers was not acting improperly in raising ‘the questian '
since the fact that the base estimate was & low point, nat
.midpcint, was. not known to hin at the tine {Tr. PP. 315-316. |
318~320), ana- he has no pezsanal expe:;enae with the '
developmenb o£ engtneer;ng estimates (Tr. P.- 31&). _Ehﬁ
EOmpany,-hawever,'has conclusively shown the error in'ﬁ&s”
assamptions and satisfied the test set np by Hz. Towers in E
his p:efiled testzmany fo: the inclusaan of’the cantingency ;ﬁ.
factor in the total &ecemmissien cost used in this rate: e
case. withaut the centingency factor ;. the estimaten are. in

fact unﬁers&at&d~

mending a Iow-end estimate xather than: aabest estimate
{(Tr. 322*324), knawing that it,wuuld cauae underrecovery: of

the costs {Tt. p.-325) is 1nteresting. but nat credible,_
| | be to use the

“The goal of the pzoa&dura ‘shou

best. available estimate,of fature de hihg_géﬁtﬁ*%ﬁnkﬁs

:p. 317}@w4ﬁr1 mowers aorxectly~resggn

Filed: 10/2/2015 1T 1230 A ST .Hug SOl




underestimation of ﬂéeouﬂiﬁsipming cQsta over the life of
the plantSfuilx'inp:bperlyasﬁift,a*iaxge cost burden to
future customers who will reeeive no benefit from the
plants. {mr. PP+ 247-2;9: 323*323}. stafi agxaet with the
principle of current reemvery baaeﬁ on best estiuates. but

violates the(prinniple-by ali ’;ng,bg.a mistaken adjustment.
?hg‘cc::ectness afﬂthe'Sedomai88ioning ektiiates
will not be: finally deteruxned’ia.this case, but are subject
to periodic review by both this*Cauniasion anﬁ the MPUC ﬁa:
ap&ate.anﬁ:aa&rzctian»an-neuhimfannation4becnqgs-availab1¢.
214-215, 246-247). On the
facts available to date, usris estimates of éecauuissinning

¢osts are the best estimatas avaixable. and thtae include
the 25% positive contingencg. : h

NSP has aeveloped o sﬁphia&icatzﬁ pxaceﬂute fnx s |
'jissianing costs based on

-Eaix sha:iag eﬁ the future

‘9955@§¥5tivﬁ-?§§%mﬂﬁﬁﬂg wi Tﬂﬁn&tihgnawezg@LAQcheaagaiﬁﬁ_T

current reﬁéhue :tgﬂitamaﬁﬁé; -mt=ﬁaula ﬁé~ﬂ6§ﬁ~nﬁf@it for |

" Filed: 10/2/2015 11:12:30 AM CST Hughes County,



deductions which do not exist-iﬁ-tﬁe~xeal world. 'This
adjustment, in addition to being unsupparted by credible
ﬁestimony. makes no common aense‘

| Staff has cansistently advncate& the absolute
£ai:ness of flow through tteatment ot income taxes, stating
that customers should pay actual incﬁme taxes, not some
?#hgz-amnunt. The: Company has=agreed-that customers should
éi&iﬁetual taxes@.but on a nermalized basia-fo: fairness
betﬁeen present and future custamerag -In this adjustment
the Staﬁf is sugge&ting that custgme:ﬁ be telieved forever

-af their nbligatian to reimbu:sa,the cbmpany for ‘the . actualg
incme tax expense. (NSP Ex. 11, P 23; Tr. pp. 554-855),

Dr. Wilson can make whatever :eca ndatian he wishes about

the cost of aapihal, The Campany has'a riqht to recover an

&xyense it is Iegally :aquired £o- inaur;

The result of - 110“139 ‘the adnustment woulﬁ be to
deprive the ¢

mpany of a zeaaonabl&-ﬂﬁpﬂrﬁ““itf't° *““ the

'allcwed cverail nate of return_on wh&tavez real ar iuugina:yi-
('1-:. 55 )+  The ir '

Basia it,nayfhaﬂdezived*

| “3;783
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overall capital costs and decreases
the revenue requirements. The
county's proposal to increase the
interest expense associated with the
hypothetical debt component to reduce
the amount of income taxes to be allowed
‘cannot be allowed. The reason the
-county's proposal is not acceéptable is
- ‘because its proposal not only creates a
fictitious income tax liability which
reduces the income tax expense and :
‘revenue requirements but after the rates
are placed into effect, it also reduces
the income available for earning a
fair return because the income tax o
liability is substantially higher than
~ that allowed in the rates. In effect
then, the rates are designed so that
‘the company does not have an opportunity
o earn-a fair return. We conclude that-
‘the county's proposal is unreasonable
" and cannot be allowed. We further note
‘that the courts have always declared
-such. a procedure as that proposed by
‘the -county and adopted by the consumer
advocate to be inappropriate whenever
a commission has attempted to follow it.
Re Diamond State Teleph. Co. (1954} c
48 Del 317, 3 PUR34A 255, 103 A2d 304:
(1954) 48 Del 497, 5 PUR3A 493, 107
‘A28 7863 (1955) 49 Del 203, 8 PUR3IA 286,
113 2249 437; (1959) 51 Del 525, 28 PUR3d
113, 149 A2d 324; General ‘Teleph. Co. of
- Ohio v Ohio Pub. Utilities Cosmission
'(12&3} 174 Ohio St 575, 49 PUR3d 264,
Ng2a L: Indiana Beéll Teleph. Co. ¥
Serviaezconnisasen {Ind .

_ ] \T&leph. co. pf
5nichimna 2ub. seryice

h~ia illegal ané tupxoper‘ (@r. PP 561*562}@_ 

B. hmaatiaatinnhqf_ngfetrals 1nﬁ
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deteﬁréﬁ'ahdnflawedﬁbaék;avgﬁ the life of the investment
generating the tax benefit. The deferrals are cbnpﬁfeaﬁat=
the current tai=rﬁté§5ih'effect. For sinplicity purposes

and cost savings. in recezd management. flowbacks are aluo

computea at the cutrent tax rates in- efﬁect by a priﬁjﬂﬁﬁg*
which the FERC audit ataff has found to be adequaté- and
EFait..

Effective January 1, 1979 the Federal tax rate wvas

lovered to 46% from 48%. Staff has proposed an adjustment
in Staff Exhibit 23,

ﬁp, 10-11, to amortize over three

'yﬁhrﬁ'the_d1£ﬁ9§g9§g~inmde£erralsumademat the Federal gx«-

.tatégaf'iﬁag-iﬁﬁ'wﬁf they would have‘hean if the tax

had been 46%. The'annnnl Zmount of that adjustment ia
$133,000. | | |
| cgmpanyFaad staff agree athhe hasic issua-"'

all,tax deferqus willﬂhe fiowed-baek ta the ratepay,:.
:Staff and Company alsa ag:ee that t qgganskmen$:iswg§g;

Hughes county,



objections upon examining the procedure thoroughly,

FERC Order No. 144 addresses excess deferrals
extensively, Pages 7 and 8 of NSP Ex. 11, quote from this
source. In short, ?;"!ia;jn_g ﬂisﬁatiﬁy between the actual tax |

effect In the year the timing difference originates and in

the year the timing difﬁe:enc& reverse is a normal and
inherent part of tkgwgggggnging process®. Staff's prpasaL,
at additional ratepayer expense, would cause a disruption of

tb@aﬁérmaz.agccuntingfgﬁqéesgawhich-ai#ﬁdﬂylguarantagﬁfthﬁt

evazyiéﬁfax:éa taxﬁﬁéﬁiagrwfxq-he flowed-back to ratepayers.

Second: If & three year wﬁiggaééwn.of accumu=

lated deferred taxes results <rom a drop in the tax rate,

whaﬁﬁﬁappeas-if tﬁkixaxﬁtat&-ineteaﬁék?i‘w%& answer ué&t&wﬁm'

to inflate prior aw&umﬁlated &efenre& taxea by iﬂp@ﬁivg§§ﬁﬁ

anortiaataan of the apprapriate ancunt. Rs can be -

in ingxeaszd adainistrative costs.

To reiteraﬁa, in spite of tax rate ‘changes the

caapany uses a pxoaeduxa eﬁat gua:auteas tbe fluwbagk oi nll

.dafexzed tax dalxa:ﬁ. 

Hughes county, South Dakota  32CIV15-000146



the Company for disallowed tax benefits which customers
received in prior years. However, Staff has proposed
recovery over five years versus Company's proposed three
year recovery.

Part of Staff's asdjustment was to determine the

actual amount of repair allowance tax benefit flowed through

‘to the customers. The Company does not object to that
rationale, However, rs&iﬁ_é‘_& _-actﬁailyr' Qra#iding the tax
‘Be_n'effiité ‘have been in effectapymximtﬁly 3% years since
March -i?; 1978 (statf xscmfbit -:z's, =§-,. Aot 5). coﬁpaﬁy"sQ.

time fzame. ‘The Company ami Staff azgree ‘a8 ‘Ms. B:awn xt&tﬁa

.;yga;xs i@t excess deie:r&ls; the Compw
years f&r repai: aumunce. ~-Gaiﬂg to 4

amortization would increase the reve

B 0 g B b 20 s T~




customers make decisions about the purchase and operation ot
~ appliances and equipment and informs them about the local

‘énergy supply situation aivitﬁrelatéﬁ-t9:£h§1: fusl choices

and aansumﬁtion patterns. (NSP Ex. ¥1!5§5f:§3‘ These
‘communication efforts benefit austaneti*iﬁdfghﬁ“ld hot. be
excluded from the cost of service.

| A utility has an obligation to maintain contact
with the economic life of the area it serves, and adver-

‘tising is a prime means for that contact. Pennsylvania PUC

v. York Water Co., 76 PUR3d 113, 134 (Pa. PUC 1968). The
test year advertising expense is not only related to bemefi-
cial communications, but it is reasonable in amount. The

:gpema quantity of -aa&eztismg is a--‘ﬁ&ﬁiée&t- to be decided

;wix&a, rhis ia a :ens

3 B

- A-8p
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organizations, such as the United Way, depend upon corporate
as well as fndividual contributione, and a change in ‘
historical Commission practice niIl_gssigE;ugiiiﬁigg in

assisting the needs of‘theSe.wn:thﬁhiler£§§ﬁiiatﬁﬁhs.gﬁd

their beneficiaries. (NSP Ex. 1, p. 10-11).
'--ghés.-fsiitaf}ﬁ points out, these contributionsare not
ahsdiﬁtei?ﬁéﬁsﬁntiai to praviﬂing'utiiiby-ﬁérV£ae“to the

area.. thVrequests for donatians could be tuwnaﬂ éawn and
life Earvmast of us would. go on,- At a time when government

agencies a:e']nder financial,p:essu:e to cur”*il social

:private_agancies by both ca:porate and’ individual ¢itizensw
{NSP Ex: ﬁgp. 27-28). The Commission can do this hy

beginning ‘to- allow regulateé industries t@ recover_sene of

their char
;p.:t 28)0 L .

al jla donations through rates.

1. staff Testimony. __
L Tha revenug”gag canaed by ”he_telianae on. a
Iressed :bx--_--:ss_:gtzf.;;} |

az to aet rzﬁeszor 1982 wa

ity
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the application aE the known and measurable change test.

The resnltrﬁaﬁ*ﬁhat ground was given only grudgingly. Fox
_instance, an inflation adjustment of zero was often allowed
when the applicant was unable to establish a realistic
_inflation-£aatdfrﬁith~suff&ciént *certainty®. (Tr. 567).

In dzscussing on the record the need to reduce the revenue

‘gap; the company hea:d or senseﬂ & New willingness on the:

fpart of the- Staff and the Commission to make the historical{ﬁli:

+test year approach work bette:.

1t was stated that there is "no limitation on

the number or the kinds of k-nom and measurable changes that =

could be rﬁcegnizaﬁ“ ATEw Px 389}. that changes ngcnrring
'-up to the imp ementatiqn date qf rates and heyond con%ﬂ he

'recegnized.in ; ustments (Tr: P» 401), and that as we
wprogreas thzaagh 19&1 additional changes can- be tecagnizad

'.(wx. Pe 404}; ‘We were told thah virtually all expense |

3 cntego:ies are candidates fﬂr aﬂjustmﬁnts, :ighk down to

- pencils anﬂ rubhgx bands._ (&r. p. 398—409). Mr. Towers -
;ﬁhexievea that with sufficient adjustmen t@th¢ i§aﬁ*f¢ﬁ§.:: |

1d be m 21981 forecast year. (fr. G

x to loek a lnt
;ypy‘ 390, 339 . Br. Rialov41 the same aapi:ation.

ATE. PP. 62

"Hughes County, South Dakota



changes, I think, I gee no
reason why we can't accomodate
those changes, if considered
proper.

Q. WNow, known and certain at what
' point in time in this case?

As Well, we'd mert:ainly like it to
. be known and certain before the
-'Bx:det has co e out, bu!; t_h_e

:have acceptzd ad;jnsmanta as Late
EFiled exhibits to rate hearings,
| rate cases.®
To cap off the discussion, -s:-é;gfﬁtl;;.gmgt_msma that it was pri-
marily the burden of the appl.icant to identify as many

adjustments to make a hfﬁtdr-ié&i ‘test year as closely

:rep:aaentative as possible of fut.ur:e conditions’ mr.. PP,

,39‘1, 409) to minimize the. revenne gap problem

‘eliminate .ﬁﬁg@n#gg-:;gﬁ@:@fﬁllﬁ .-in.;eamgﬂ- .;etu-m_@- _:-;gggh_ags for

Jjustment process is a




*&ﬁjﬂﬁtﬁeﬂts to reduce the revenue-gap-wds'; sincere new

§g§§itiénwp; mere posturing. (Tr. pp. 628m63l; 537}.
Mr. acxnty:e p:eparea,nsr Exhibit 20 using
~éata which had pmevicusly been intxgduaeé into evidence,

;;,»;a:gga the reason for 3ﬁ-schim;~.- 20 »tﬁ&'-r-..- p. 6302

"1 believe the cgmmissionaygsteréay
ed termining

--aveatually al
ional‘known and

offered as possi
this case in respn
b : "

oy
staf to have thisrdatawavailable

.._.,-_a-ue three adjustumt:s quantified in"j_i;sr EBxhibit 20 do not
' ' e'the revenug qap prablem. hnt if adquaé.wuuld canshi-

o - eza”aincere attempt by the CQmmiasion te ameliﬁzqte this
:;chramic pzohlﬁm.;;__“ ' _ ;

| The:CQQPany is &ismayaﬂ at seat:*s abjgcbiou
;.;t-.f, ¢missicn canﬁdﬁ:aﬁm of the nsp mhihizt zo a Ajustments.




year process. The conditional acceptance oﬁ_ﬁﬁpwsxhihit-zo

and the reiataafteﬁﬁimdny-ahnu&d-&e\mads final.

3. Infiﬁéion-ndjustments
The Cm:tpgay included in its filinq ;m ;infl.am

-tian aﬁjustment based on the wexghted change in unit,pxices
of expenaes directly related to south nakata opexatiana.

gnsﬁ.gxw.a,_pp,.aaﬁagj, Only one. haxf or 50% of the ¢alcn~
lated inflation amount was used to insure that the proposed
_aﬁjustment uauld be very aonse:vative and anaaptable tﬁ the
Staff (NSP Ex. B, p. 39; Staff Ex. 23, Pp» 16-17).  Without
~the-$0%~£actex; it is Iikely that«the adjustment-wouldfnmt

hﬂ?e h&ﬁn acc&ptﬁﬂ by St&ff.. {Tts PP’ 557! ESB}. .-
_renults in. app:aximating the end of 1985 conditions* ﬁxg,

rpp..567~56a).
| - B8 indicated by nx.,ncrntyre. allawancg nﬁ ‘the

.rena;ning aﬁe-half nf the quantified inflntion uculf.aliaw
for intlation af only 3,851 in 1981 and an addit;amal

:3¢&6i in 1932;. fr:. - esawssxi._ nat even 'sgaga mics™




TR et - ey o

full inflation adjustment will help to close the revenue
gap. Ignoring this a&juétment will help continue the past

pattern of earnings below allowed levels.

bas_.e_d' on :Decgmber 33,, ;3.-_?8}_& employment lg?e?]_.fﬁ (Tr. P 651_}; .
The tiimg and other :éxﬁiifbii;s also can-i:#;ix;- the budgeted
January 1, 1982 wage 'éﬁﬁéﬁé&ses of 11%. {Staff Ex. 15;

Tr. pp. 639-640, 655). Staff stated on the record that wage

increases subsequent to the test year can be recognized in

adjustments raxatiﬁeig»¢§§iiy (Tr. 405) and that the n§n§§§y5

1, 1982 wage increase could be m‘cagxxiﬁzﬁgﬂ without objection
if known by the time --éf'"vf‘:iinax decision. (Tr. p. 414). Mr.

_Towers alsa indmatﬁd by way oi exaxnple that a wage inctease»

-rec:egnized by inclnﬁinga reeave:y of e—half: of the mlge

incmease in the :ates.. cm. P 461). _
The 13.% wage imfxease, ﬁh e not a final
nmuher at this: tine, ia known more certa nlg £han at 3‘1;& __
'_tima af the filing (‘1‘:,_ 9. 553) am! 4
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SQhedule-gwofru52~sxhihi§.2<aas derived in the

same way aswearliet 2gs£ jeﬁp;u$gﬁ-qdiﬁsﬁments. (Te. p.
653). It computes a vage adjustment using January 1, 1962
wages. applied to end eriaﬁﬂvggpiggmggﬁflévéls, As a
result, it does not account for any expansion of the work
force or fosétting'réveﬁéeﬁ'étéated'ﬁy“ﬁéﬁ employees.
{Tr. pp;'éS#-SSS). Use ‘of this wage Ievel is akin to uﬁing
end of ye&r ‘rate base witheut the prablem of matching end of
year revenues. (Tr. yp.s 653-&5&).' .'1,‘_111,8.._ conservative w§§¢-~-

| adjust.ment totals ssos;mu . I
:eflacts only the September incrtase znlated ‘to the
annualized lahax exyenaes far thcae emplayeés on the
-Company's pay:oll as of necambe: 31, 1980. tLine 3 of ;he |
late £iled Exhibit _____ (EJM=5), Sch ule 1j. Excluded from
this amount ia ‘the. a&ditionai lahax e4;_

nse resulting from
_ 9ramatipns, additional euplayees, wagelrata changes, eteﬂ-

Reccgnitian of these items on an | lized basis would
' %82;;:,@39, {xl‘t _ °f

‘aadit cmal maz,ena ahma be interprﬁtedé. to ‘be "revenve




producing®, the weight afftheser&ctual'1a§¢xﬁexpense-doliaga
gives further support to the January 1 increase of 11 per~

cent developed on Schedule 2 of Exhibit 20.

| ‘Also in suﬁﬁ@#ﬁ oﬁ_ﬁhﬂ rgaﬁ@#yﬁ&e“natare
-0f the 11 percent Januazg'i-incréase'isﬁtﬁéf@&rnent salary
and- benefit Qﬁﬁex&b&f@xefﬁha-unibn-éfjlﬁﬁikifﬁricﬁmbtneﬁ

wage and benefit incrgasg;-.Ag:eamentjﬁggggﬁn_the union

Bargaining Committee and the Company ﬁaﬂ*féﬁh reached and

it is expeﬁted that the union memhership i1l appxnve the

contract offer. This lavel will most certainly be the. floor _é

_bf~aﬁy‘nitimﬁte-aﬁttlémeﬁt~o£‘the'aantraﬁtwanﬁ~supports?th¢ 

use of the Company proposed adjustment. The increase

_inclu&ed in the: ultimate union settlenent will also agply
all non-union employeas.
- In reviewing the potgatial aﬁjnstments to
,ual that the

‘labﬂr, the Ccnpany feels that it is esse
September 1 increase of s&n,nao be recogniz&d, as well as
'the aﬂzaatment of §$ﬁ3,104 ‘gshown on Bxhi 1t 2&, SQhedule 2.

“ions of the '

-ﬂﬁilﬁ the cﬂmpany believea all or major ;;
additional $183gnnu~shaun on late £11f“’***3**~




inenﬁased Eiﬁﬁrsaxes~which-had aixegdy baen_ragmgnized-ng
staff as well as a further ingxéasé'in'the-Elﬁﬁihgﬁéftran
$31,800 to $32,400. As originally filed, the actual FICA
taxes been ﬁ:aé on line 6 rather 1££!ian- the *a&jﬁéﬁga FICA
taxes™ as. pﬁnpaaed by the Company and accepte& hy the Staff.
Mhe adjustment is- computeé nsing tha new
'-statutory tax :ate applied to the payroll inaluding the

Schedule 2—@63ustment, The new rate and base are. known with

complete ¢e:taznty. This adjustment is deval;ptﬂ from the
- employee. base as Qf December 3&, 1&&0, and 1nniades no
amounts fsr aﬁaitional emplogees or 'revenue pxaéuaing‘
increases,

_" The total aﬂ:ustmenh per Reviaed Schedule 3
of Exhibit “_;“_ is §34,280 tather than the 533,881 as
| praviausiy in&i«ateﬁa_ S
'_ Traa:etically. dncreased era E&R unnld.alsn
be aasnﬁiate  with ‘the 5182,&09 fu:ther labor 2 jgggggnt
developed on ﬁchgduia 1 of 1ataw£iied~eonp Exhibi




aednixement“quiﬁeagimiiar ta_the~unadjustgd.xsﬁ;"ﬁbreéastJ
gear. They are the kinds of adjustments that Mr. Towers

stated can and should be recognized in order to provide the
Conmpany with a more realistic opportunity to -acﬁiany» earn
Eﬁé:alldwea tetﬁrn;f'iﬁxs-pps 409, 414}} The Campany views
these a&justments ag. essential if the chmissian is serious

about asing histatiaal test year ratem&king to~produce a _

fair and reasonable. result.
V. RATE _BASE.. ””
A, Surplus-Capacitz.

1. H:* mouers' Su'tested Ad?ustwent.

The glanning. des;gn and operation of an

-félgaﬁxical'gengﬁaﬁlﬁnvsgstemntggpngggge.ecanem&cal,rlaufcnﬁﬁ-

ffbéﬁer over a lbﬁégﬁ@tioa:af *%mE"fh*th&s-uncéxﬁaiﬁ*wotid

: requi:es the car&ful attentign ef expgrienced managﬁrs and

ﬁggn inae:s, Th”,cempeteuce of the Gnmpany’s pe:snnnel in

'fbérfﬁxming this‘;f“ ]is evidenced by~ganeration custs be&ng

famong the lawest infthe regien and its xates among tbe

'_luwest in the st tej AS & ganeral'matte: it vﬁuld ‘Seen. thut




management decisions and create incentives for management to
pursue goals other than low cost and reliable power supply.
He -fsnfgjgg_a!_’;ér that aﬁxfage.!_!ﬁ?ﬂtian or -other capa~
city in excess of the MAPP pool mir;imum reserve reguirement
is not needed mﬁft‘! I__:ia_o} equity -g_eﬁu::n .;’sfh_t;}uia be earned. He
could not deaiﬁé»iﬁ a'poxfich=ﬁﬁ.a¥iﬁﬁxants or a-agikﬁtga
group of péak—iﬁg -:ﬁiﬁﬂts: should he branded "excess.‘-‘-‘.}-. “Though

=ﬁna;nedzin~ecoﬁp@i¢$t:he;aggéxeﬁﬁxg&ggve*no consideration to

the complex éﬁsg.cbnaiaérakiéhs:in;h&ﬁing-ana réﬁ&ﬁiﬁg
capacity. His “analysis® consists entirely of the misuse of
'a.n'ea solitary power: pool '-reéuii'reméﬁﬁ":-(wx@ P 33’33}'-} 'Su?’t.
resulted in the suggested large deduction from mveme
requirement:s of up. to $505,0BB.

2. Bxistenae of ‘Exceas‘ ea_i’iait' .

a) Miause of _MAPP. Reserve Rex uirement.

_ﬂﬁ?&wzﬁqﬁimégmg ewbe: to- naintain at

- ._-ather nmembers. (35? BX, 2, Pe 3;_.; 7-13). !:ach
,=_:1ié§é1 aﬁ‘d type'

‘"‘at :eliabinty, bnt alse i

: ent Oper:atiom (:Rsp: Ex.,- :



. As discussed below, there are compelling
reasons which have led NSP to install generation in excess
;Qﬁhﬁﬁﬁ}ﬁéﬁﬁ minimum., Even if 1esserw£§§¢:ven were
ﬁééﬁxaﬁxg@ however, it £s not realistic to expect a utility
_éﬁﬁﬁévé'installed capacity préeiseiy“eqdai”té the'mihimn&,
A utility’cannet be heid to such a stanﬁard of precision.
ﬂAn aﬂjastment smmilar ‘to that suggested By Mr. Towers was

: rejnnteﬂ by the Pederal Puwer Cammissiqn in the decision

'Re Snuﬁhern California_zéisan €O+ 23 ?ﬂRﬂth 44, 52 (FEC
-19?77.

"Because of the long lead tima required
for the construction of new rating
capacity, Edison plans yea '
for the installation of |
needed to maintain creliable
its customers. Such planning
- predicated on projectior :
customer -demand during.
as well as estimates of |

this projected demand.
nature of hh'ngs that p

underestimatio
‘Apell éiﬁaat“r.

future cizk stances ar

This is especially the

of eleéctr lity r
s of n

In this}prnaeeding. howevgxi citiea apgue
_ that ‘the: enerating :a&é ;

/\ 100
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thereon., There is little merit in cities'
position. It has not been shown that
Edison's historical planning was
extravagant or imprudent, such as would
necesarily have result in excess or
unnecessary generating capacity being
available at a time in the future. Even
assuming arguendo that unneeded capacity
was available on the Edison system during
the test period, this fact proves nathxng
with respect to Edison's prudency in ‘the
planning and construction of addi ional
capacity. Cities have failed to show
that the company's production rate base
and expenses are unreasonable for the
reasons stated. Accordlngly the suggested
reduction in rate base is rejected.®

Mr. Towers' suggested standard is also unrealistic because
capacity cannot be added efficiently in small increments.
After :a major plant is added, a utility is certain to have

capacity above any minimum requirement. As stated by the

Ohio PUC in its HEeiﬁiﬁn;Réwcleveaggdfﬁiecg;&efggﬁnﬁiggﬁing
Co., 38 PUR4th 498, 508 (Ohio PUC 1980):

*. . . assuming an appropriate reserve

criterxa can be established, iz must be

"af generatahg.facilxtzes andff
of_gactors which can influence 1oad
: 0 oy Phatn




See aisa»ae;gggpggglecgrda Co., 92 PUR3d 398 (Fla. PSC
1971) . Clearly the ratemaking criteria suggested by Mr.
Towers cannot be met. Whatever the target reserve marging
it unavoidably will be exceeded from time to time. Mr.
Towers recognizes this in principle (Tr. p. 351) but not in
his adjustment computation.

b) Allowance for Management Discretion.

Mr. Towers stated that management should
be given gome latitude in installing capacity 1n;exaessugf
the 15% reserve (Tr. p. 367) and that it may bé;pruﬁéhtgﬁq
do so (Tr. ps 366). He refused to state how much latitude
between 0 and 794 Mw would be proper because he had nn”b?#is
for any number. G?r,;pg_367). His adjustment, again
contrary to his testimony, allows po latitude.

'Thete*hrevcitcumstaﬁée§ whére it is
and imprudent not to do 80. '?he.ezpanstanmof'a utility-
system is a judgmental decision uhich aanaqement must. nake

without heing gecond-guessed by regulntors and couzts.

_Norhhwestexn‘aellvTelg”ff'j ﬂ”y_”}‘
(MR 2974) 3 Hinnesotn vw;’”5“””””“”c; : Tel. | 4 N
204, 307; 26 PUR N5 158 (MN 1939). The principle that capa~

city ‘additions are primarily within the
ment is very well established. _m' ¢
vqgganxbgz Pﬂnv4th (NY PSC 1973):_5'



This matter is discussed in detail in the

important decision Wisconsin Telephone Co. v. PSC, 30 PUR
NS 65, 287 WNw2d 122 (Wis. 1939). The commission had
excluded 8% of the plant from rate base as excess capacity
without any findings of imprudence. The Court stated, 30
PUR N5 at pp. 111 and 114:

*. « . it shodld be remembered that a
public utility is required to furnish
service when and as demanded by the
‘public., It may not, as a private
enterprise may do upon the basis of
‘proper future advantages, choose a time
for the enlargement of its plant. Being
compelled to provide service when and as
demanded it mu je some latitude with
respect to pla largement., We think
‘some misconception is likely to arise

by considering the rights of past
ratepayers, and future ratepayers. The
ratepayers are the public and it is the
public which demands the service. The
public does not change. It is constant
-factor and ora ﬁh eh the comp Eﬁt’at

gem'7t-jffff'
the light ai.e pen nce and

r&aaanahle
~ ‘company is e
excess plant

, ch
what was done
"go etfect 1

T
A-103
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substituted the discretion of the witness
for_ that Of the mana_ers of the propert
wi s -

dai : t
easier fo point aut pashferroxs in
management than it is to avoid future
mistakes. A reasonable rate is one based
on reason as applied to the property of
the utility. While the company must bear
the burden of an unreasonable extension
of its plant and the risk that portions
©of it prudently acq: - may become
obsolete or not usef n"'-should hot

be penalized for failure exactly to
anticipate future demands for xvica in
a period of depression.™ (Emphasis
added.)

The Worth Carolina Supreme Court also spoke of the latitude
which management must be allowed, North Carolina v. Mebane
Home Telephone Co., 257 SE2d 623, 32 PURAth 340, 350

{(NC 1979) 2

*A public utility is under a present duty
to anticipate, within. ri ason. demanﬂs to
.he aﬁe upon. it ' ice

making the detet na 1n,as to what plant
is presently reguired to meen“the service
demanaﬁof‘;he immediate fut inc

on the tmm;sm systen, customer ds

G
A-104
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load patterns;, opportunities for new facilities with lower
overall costs, and the possible loss of major facilities
due to governmental action or other cause beyond
management's control. (Tr. pp. 26-27, NSP Ex. 2. pp. 4~5).
Company planners are in the best position to apply this
complex standard (Tr. p. 47) and be judged by it.

Mr. Towers, however, has not applied this
gtandard in suggesting his adjustment. He has instead
misapplied the MAPP minimum. (Tr. p. 363). He states at
Tr. pp. 365-366:

™Q. Would you recommend that the planners
at NSP adopt a standard wmore like what
I think you are advocating' ere,

which is to have on hunﬂ 3 iiven
year only the m 've

ment requir PP as a gualification
of MAPP membership, and look

absolutely nothing else as yon:have
done in this case?

A. No, I don"t think that wnulﬁ he an
adequate plan : the .
.othar coqsiaerationsltha =

If Mr. Towers or the Commission is going €0 judge
‘management's decisions on reserve tn5€§ikféiﬁeg it must
apply the same:cam 1&te standard that nanagemgat is expechaac
to aaply, not some misleading short cuk.

pased on all :eievant-ed“”7dééa€iomg,fs:.

Caskey testified as an expert that the cnzrent.xesexve xevgi

was pxopez, -(RSB nx. 2: p. 4). Speaking a8 & nan-expe:t

1z, Pp. 352), "L have nobznadﬁﬁan'tnﬂepandnnttﬂete:nt 3 ”%ﬁf,f :'

of the aﬁmpnny's requirement or the required resérve." If

e Filed:-10/2/2015-11:12:30-AM-CST. mHughwesmC;QunLymSoui_h Dakoia_ 32~QNL5~999146-&_M%M -




Mr, Towers admits that the MAPP minimum is an incomplete
standard for _3_e‘t.t:-i;‘ri§ the proper reserve level, and "ma‘ke’s' no.
his test imony 91-.ves no assistance to the Commission ;1'.11.
determining the proper reserve level, The Company testimony
strongly stande alone.

A good discussion of reserve margins is

found in an article by Peter Navarro in the June 18, 1981
*pPublic u.ﬁt.-i.l_-iitéié-gs- -Ebr-tn-i.ghtly"' at pp. 25-30. He :con‘v:irua?e,s.

considered a lower bound below which no utility would want

to go for reliability reasons, but ubove which. !:heyi nay want

fired generation. That is what NSP .has_ done :an.él bopes to

¢ontinue,

In summary, applying a complete test to

Towers. As discussed below, NSP has shown its
level to be re |

_and peak:lng capac;lty. s_uph uni

'. IZJInd1ﬂl7/7ﬂ1'-'s 11:12:30 AM . CST _Hughes County, South Dakota 32CIV15-000146




foreseeable at that time. (NSP Ex. 2, p. 5). whe'iie- is no
question about the 'Ef!lﬂanc.e of the decisions to install that
capacity. (Tr. p. 48: Staff Ex. 15, p. 17).

‘Since that time the cost of oil has
increased faster than other fuels. NSP has responded by
coristructing non=¢il facilities to minimize the use of
-exgen_sisie oil. This consists primarily of the two Sherco
units and the Manitoba Hydro interconnection. (NSP Ex. 2,
ps 5). These more recent additions have also been prudent

in that they have been fully used and have kept the total

cost of generation on the system low. (NSP Bx. 2, p. 53 Tr. . ¢

p. 61). The Company is continuing its efforts to install
additional base load facilities to avold increases in the
ase of expensive oil. (Tr. p. 42).

b) Value of Reserve of 63.1_ Fired c;_ acity.

‘There can be no. questian oﬁ the uiaﬁm of
keeping the Company's most efficient units on line, since
they are the most reliable and lowest cost power generators,
(NSP Ex. 2, p. 5). One may inquire into the wisdom of
maintaining the oil fired reserves given their relatively
high operating costs and péo“si‘?ssidn in the order of dispatch.
Just as in the case of capacity additions, the analysit of

vhethe: or not .u plant should ba' : ;t:ed :anol.ves mg

£ cm:sf. See Ke Detmit Edisen cc., 35 PUR4th 429 {Hieh

Filed: 10/2/2015 11:12:30 AM CST Hughes County. South Dakota
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 system reliability. (Tr. p. 3

an unplanned outage of base lcad facilities, oil fired

A48107
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capacity can be started quickly to take up the load.

(Tr. pp. 28, 31). If there are supply problems for other
fuels, the oil capacity would be available. In case of
transmission outages, the dispersed oil units can keep a
section of the service area energized until repairs are
made. (Tr. pp. 22, 28). Ofl capacity is well suited ‘for
serving narrow peaks that may aceax-ﬁn_the system, (Tr,
p. 65). ‘There is an uncertainty ﬁgléﬁig.time ahout-ﬁﬁés

future of NSP's older coal units (Tf. p. 34) and its nuclear

units. (NSP Bx. 2, p. 5). The oil units .gmm 'ref?:&iti»e

from whatever cause. (NSP Ex. 2, p. i} Tre P 50} Tha

as a :_ggngr-al matter ghould be tet&ineﬁ;

iﬁr!‘wﬁuexs—agxgggatﬁﬁﬁwtﬁg-q&gstiﬁﬁ,gf
retiring any particular unit involves its costs and benefits
{Tr. P« 361) and the Company is wiiling 40 be judged hy that

‘standard. Mr. Towers, however, has. p@:fogmed no sugh
,g;iu-ijgai-s at all and has no opinion on whether or not
particular units be kept in service. The Company's evidence
here; as in the issue of proper reserve margin, stands alone
unopposed by any credible testimony.

4. Used and Useful.

Mr. -fwetzs-' testified that a “used 4-&96'- useful®
test is usually applied to determine whether arfnot & piaut‘
should ke includea An rate base. (&r. B- 375). '
‘that beanuse NSP reéserves excneﬂua tha:aapp ain;

A-108
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portion of the capacity was not *"fully used and useful®.
{staff Ex. 15, p. 8). His allegation contains two fundamen-
tal errors. The first is the idea that for rate purposes
a plant fully dedicated to service of customers may be par-
tially used and useful. This is discussed in the next
section. The second is that a reserve in axcess of 15% by
itself means some plant is not used and useful. This is
simply not true. |

During cross, Mr. Towers discussed the used

and useful standard. He agreed a plant may be a standby

facility and be used and usefil even though -on a peak day or

in an entire year it is not used for generation. (Tr. p.

376). He specifically did not analyze the issue of excess
capacity by applying the used and usefuyl stfﬁo-existiﬁg

glants, but: used the MAPP: minimum as. anﬁadn‘tteély inadew

guatgﬁﬁkgrtmut to that determination. 37?). nn was.
sure that Manitoba Hydro was used and useful, : 3K :
answer regarding other base load plant. {Tr. pp. 378-379).
il fired pmim

;g;ibla Staft

Mr. Towers has not eviiﬁ@e&ﬁ whether the

are uaeﬁ 4and useful eithér. There is*de

to establish that any of nSB‘I plants are not usa&

taat&;%;;
‘and. useful.

Speaking of the oil fired capacity, Mr.
McIntyre stated (NSP Ex. 1l., pp. 4=5):
‘They/a:e-still *used and usetul'

. ratemaking) |
engineering
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plants were prudently built, as were
the intensively utilized base load
plants which caused their ﬂisplace~
ment., Therefore, it is only
equitable for these to remain in the
rate base earning a full return on
the invested dollars.*

8&éjc&¥f;Qﬁ.?&ﬁrihgton{vx'ggggiggtﬁhAglgqtfiﬁghigh;;Qgi,'13
PUR NS 24 (Conn. PUC 1936); Re Wisconsin Michic

an _Pover Co.,

33 PUR3A 515 (Wis. PSC 1960). Mr. Caskey's testimony
establishes that the peaking units are ?gry.nseﬁul;gndibenew
ficial to the system, and that if their costs begin to
exceed their benefits, they are typicﬁlﬁyjﬁﬁt.xﬁtaihaa;
fmr;wgga-ﬁirES; 30*34¢~65}* As for the base and inter=

giv&lﬁ:ﬁagﬂﬁana veny'uagﬁu&.ta the NWSP 5y§g§mﬁ -whg~gv$§gh¢gr
establishes that essentially all of the present plant capa-
city is Used and useful. Yet Mr. Towers' --sngggét-ea’ ‘adjust-
E ment presumes that a portion of all plants or else a large
number of il fired ‘plants {unst of which. were usad to sexvei
euataaezgwin the test yea:} are-nnt-nsed~an§,usgfu;,\ Such

an: aﬁjustuenb does not reflect reality.

The Ohio Supreme Court eatablishga in its

decision Consumers' Counsel v. PUC, 391 NE24 311, 313

(Chio 1979):

Filed: 10/2/2015 11:12:30 AM CST Hughes County, South Dakota  32CIV15-000146




Mr. Towers not only has suggested using a rigid formula, but
has suggested one that yields the wrong answer in this case.

5. Exclusion of a Portion of All Capacity.

Mr. Towers' first alternative, to exclude an
equity return petcentage of all capacity, is perhaps a
result of haste in his preparation. In other appearances he
took the time to identify specific plants that could be
identified as excess, For instance, in the case

Pennsylvania PUC v. Philadelphia Electric Co., 31 PUR4th 15,

25 (Pa. PUC 1978) we £ind that:

"Mr. Towers chose to eliminate from

rate base these older plants which

are already highly depre d ar

‘ -of lower origi al cost
n th

efficient nuclear glants,  |
plants representing excess capacity."

Although his suggestions were rejeeted in ‘that case, the

pbxnt.is[thgt,he-shpﬂiﬂ have at least aﬁﬁdﬁghéﬁ a similar

'Plant-idéﬁﬁifieatibn-in~ﬁhf§ case. 81n¢e ﬁhis was not: don'}..

sga;gm_in a manngx_akinaggu;hatwpzeyiau"

POWELE

15# P: 18! 'I?L'. pp- 3344 ’61)«
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that are clearly used and useful by any analysis, it fails
to recognize the impact on operating costs of the elimina-
tion of 12% of all capacity. (Tr. p. 29). If Mr. Towers
wants to eliminate 12% of the capacity of each plant on
paper, he cannot ignore the c¢orresponding impact on paper on
the cost of generation. Since the Company would have to
replace coal, hydro and nuclear base load with oil ‘under
this scenaric; the impact on operating cost would be quite
large. For instance, the 1981 fuel cost per Kwh for oil is
5.5¢, compared to 1.19¢ for coal and for hydro. (Tr. p.
353). Stated differently, it is unfair for §s£tomers to
receive the low cost reliable power from the newer base load
capacity while not paying a f£0ll return to the owners.

Mr. Towers tells NSP to make itself whole by
selling the excess capacity to other utilities. The record
evidence establishes that such sales cannot occur and the
Company cannot recévet-thn.cgﬁtmbi its investment elsewhere.
'Hr._Hclhtxrémﬁas_alneady~&ccaﬁntﬁﬁ_fof;gggpthﬁﬁrbo”otﬁtz
utilities as offsets to revenue requirements. (NSP Ex. 11,
Ps 5 In theary NSP could sell more (ar 1333} than these
‘amounts (T:a p. 346) but in reality it is-onf;_“'"”"””

fratnrn.- erz. p. 346).

curtently in the ‘market fax iixm energy 5

348). Ht._?auezs agreed ﬁhat his thgoryfisuat edds with
greality.



T G i o e 1 "

capacity and recover demand
charges from other pool
members?

A. It geems unlikely to me.

Q. Do you have any other potential
' buyers in mind for us?

©. Do you have any idea where we
ghould start 199&1»9?

Since base load facilities are intensively used to meet
rgiail loads at the lowest cost, any new sales would have to

‘be made from the 0il capacity. Regarding such sales Mr.

Towers testified (®r. pp. 353-354):
"Q. What does that pe

now, particuli :
would include a*demand-charge?

A: OQut of the oil fired eguipment
that you ha iﬂe as, the
excess capa 1
that there
Virtoually n
that capacit

e e

ou



case Intervenors requested that rate base or rate of return
ghould be reduced by excluding unused capacity caused by a
reduction in demand. The Michigan Commission rejected that
approach and stated, P.U.R. 1933E 201:

*This theory sounds very fascinating
and apparently offers a means of
solving all of the problems of
ratemaking. The many hundreds of pages
of record devoted to an exposition of
this theory, however, fall short of
convincing us that it has all of

‘the merits its proponents claim for
it. In the first place, it is admitted
on the record that all of the property
of the company has been actually used
by it in serving the public. It is
further admitted in the record that
the investment was prudently made

and was necessary when made. The
fact that today a substantial
reduction in the demands made by its
customers has decreased the percentage
of use of plant capacity cannot change
the admitted fact that all of the
investment was needed when it was
made and that at the time the

coppany was clearly antxtlea to earn
upon all of the property.®

In the case Laclede Gas Light Company v. -gﬁ_&z;-i{g:_.. Service
Commission of Migsouri, 6 P.U.R. (n.s.) 10, 8 F. Supp. 806

(W.D. Mo, 1934). The Missouri Commission had applied a
percentage reduction to the utility's rate base on the
theory that if the use of property ﬁe;qliéﬁﬁ_siabf 4.9% then
'*ﬁgﬁ*qffth@yﬁﬁﬁﬂﬁtﬁy is no 16nggxiuaﬁdaahé;ugggg;:ﬁg
providing service. The company successfully sought an

injunction in Federal Court to restrain theamlimtim of
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". . « the theory is utterly
illogicdl, « . . by reason of its
being applied generally, that it, to
each and every item making up the
total of the plant. The production
plant 18 being reduced 4.9 per cent,
as are the holders, mains, services,
meters, and general equipment. Much
of this-eguxpment must necessarily
- of the same size, irrespective
3tent of use, if they are
» » « Purthermore, the
.Qon of this theory seems to
us to beé illogical in view of the fact
that the cost per unit does not vary
he same ratio as does capacity.
~'qor ‘the foregoing and other
s, we believe that the application 5
o izontal per nt reduction i
i cause Oof the decline .
se times of consumption, is
inadmissible and indefensible
in the present case,"

In more recent settings the idea of a partial
exclusion of a geperating plant has also been explored. A
plant is either used and useful and includable in rate base

or it is not. A plant cannot be partially used and useful.

Kansas Gas & Electric Co. v. State Corp. Comm., 544 p.2d
1396 (Kan. 1976). |

A series of decisions in Ohio thoroughly
reject the kind of ‘slicing adjustment at issue here. In the
5 {ohio PUC 1977)

case Re Dayton Power Co., 21 PUR4th

various parties advocated exclusion ‘of a percentage of rate

base above various minimum reserve possibilities. rhe

Commission applied a used and useful test stating at p, 383:
'The COmm§ssion is of_the 9p1n§on ghat
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unit does serve to reduce the net

property should be considered useful
absent other overriding or compelling
considerations, When capacity
greater than that necessary to meet
peak needs plus an adequate reserve

to exist, attention must be given to
the net effect of such capacity upon
the company's total costs before it
can be judged whether a facility is
useful. Certainly, this commission
should not construe the used and
useful provision s0 as to frustrate
aanstxuction of a generating plant
mix which would lower, or reduce the
rate of increase in, electric rates.
The commission cannot agree that the
existence of capacity in excess of
peak needs plus an adeguate reserve

that a portion of the generating
facilities is not useful . . .".

See also Re Mo

to include a unit in rate base. aix;-gfsc1¢unianﬂ

,t :eserve
‘ngenots

margin is approp:iaﬁév
e a rate base dedv

Filed: 10/2/2015 11:12:30 AM CST Hughes County, South Dakota

cost of providing electric service; the

{a "physical” excess capacity) is shown

is sufficient, in itself, to establish

ahela power Co., 21 PUR4th 540 (Ohio PUC:
1977) which also rejected an elimination of capacity above a
_2ﬂ§»iﬁsarvez The Ohio Supreme Court ratified the coste
benefit approach taken to determinations of whether or not

An ﬁuﬁ

of ohic, 400 NE2d 1370 (Ohio 1980). The Ohio PUC again
discussed the issue in Re Cleveland Electric nlnmifna;ﬂn“
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again set out the considerations
which must be taken into aceount in
dealing with this question.

The so-called "excess capacity™ issue
has been before the commission time
and time again in recent years in
cases involving almost all major
electric companies subject to

our jurisdiction. {(Citations omitted.)
One fact has emerged from these cases,
as it has from the record in the
instant proceedings, is that it is
most inappropriate to measure the
reasonableness of existxng ‘capacity
levels by a simple comparison to some
assumed ideal reserve margin.
-Reserve re“ai:ements are compan

bne electxic utxld*”

gene:at-en mia.' %ext, assuming
appropriate reserve criteria can

be established; it must be recognized
ithat in light of the extensive lead
times involved in the construction

of generating facili es and the

influence load growth, it is obvious-
1y unrealistic to assume that any
utility would have the forecasting
capability which would allow it to
add capacity in the precise
increments required t *maintain the
theoretically approp e margin.
This problem is intens ed by

the large size of the units being
added today. Thus, the :elevant
inquixy is net whether tge reserve

gxowth, the company '
said to have acted ”p:u&ently in
1its capacity planning. .« « «

there is the canceptual

Filed: 10/2/2015 11:12:30 AM CST Hughes County, South Dakota  32CIV15-000146




may have been downrated or off line
from time to time, were in service
meeting customer demand pursuant

to principles of economic dispatch
da:iag the test period. @has- each

1nvestments com@xtted'to“ggsu:g that
ade xzate ) -’.S'ﬁétwfiﬁ,ﬁ 'c.an;_i bem;ntameﬁ.

cited, infra‘ “Hindsight is always
perfect, and before the coﬁmisalan
will consider denying a retur
property actually used i
service something more
than that the company's : :sight
was not." Intervenors’ objection
are, hereby, overruled.®
(Emphasis added).

6. Exclusion of Peaker 'unisi':is;;

capacity on the NSP system and that all sujnii%fi:ﬁ@ incxuding -oil
fired units, are used and useful. néﬁeréeﬁeﬁmsfs, to show
-exagaﬁtqagacity;-nxy ﬁngqu and Mr. ug;ntg;e_idgntiﬁigﬁ the
certain oil capacity and the related eguity return. (NSP
'nx. 2, ps 63 NSP Ex. 10, Sch. 23 NSp Exs 11, PP- 4=6)« f&hi@
would be an adjus&u@ﬁt of $1?5.030

’_er?ehan SSﬂSQQBOf
_since the book investment per Kw is much less on th¢ _

 units

than on newer base 1eaﬂ ‘plants.

Mr. Towers;,; who has enga'ed in a siuiiar

aelggtian process in other cases, suf

{rr. Pe. 335)¢
i

&
E2
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*1 believe that the selection that the
company made of specific units
represents, call it a reasoned attempt
to identify where the excess is."

Even here though, Mr. Towers recognized that much of that
identified capacity was operated in the test year. (fTr.
pp. 335, 355Y. If any adjustment for excess capacity is
made in this case, it cannot include the removal of a
percentage of all plants from rate base. It would have to
be made up of specific units which are determined to be no.

longer used and useful,

7. [Effects of Excess Capacity Adjustment.

;thVCQmpany‘desires:to,pursu§~£h£-gqa1:og_Lgy-
cost and reliable electric supply. Additions of the Sherco
units and ‘the Manitoba Hydro interconnection were consistent
with goal (NSP Ex. 2, p. 5) and have prodnced sﬁbstantiﬂ |
savings to customers (Tr. pp. 58-59). In particular
Manitoba Hydro, which substitutes for approximately 500 Mw
of base load generation (Tr. p. 68) and utilizes a renewable
resource, involves capacity costs similar to a peaker with
running costs lower ‘than a coal plant. (Tt. p. 342).

Mr. Towers takes no excsption to management

garding deferrals or abandonments of planned

eeneratine units. (Tr. p. 340). Regarding Manitoba Hydro,

he. agrees that it was a ptudent addition. (Tr. P« 351). 1In
fact he states (Tr. pp. 343-344):
0.

~60-
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A, I have not, as I indicated, I
have not made a comprehensive
economic analysis of that
transaction, but of the cost

figures that you have cited and

that I am aware of, it seems the

-opportunity ‘should not have been

missed.”
About 2/3 of the alleged excess capacity is caugsed by the
recent Manitoba Hydro addition. (Tr. p. 342). fThe
suggested adjustment punishes the Company for making the
addition while allowing all the associated savings to be
enjoyed by customers. (Tr. pp. 344-345). Stated
differently, had management not gone forward with the
project, the resulting higher generation costs could be
attacked as imprudent expenses.

The Ohio PUC recognized in the case Re Dayton

Power & Light Co., supra, 21 PUR4th, p. 383:

*Certainly this commission should
not construe the used and useful
provision so as to frustrate
construction of a generating plant
mix which would lower, or reduce
-the raxe increase in electric

If regulation gignﬁlﬁ'mﬁnagémeut‘thaﬁ it should not expect a

return on capacity investments in excess of some minimum

reserves, management wauhd“ﬁé*5uﬁb££ieé,;pé¥ﬁaﬁk tequi#&é;_

p :.-.f}ai;::im of a mﬁgonﬁmg- emtn:ﬁm !rha new goal m;iﬂ_

‘be to keep the reserve from year to year as close as

fpussible ton&he minimum, :egaz&less of thé:ow&rall ecenqg“~k

. ?:odeeta 1ike

:.inmc__-t:g;, regardless of the costs and !m:
Manitoba Hydro would not be built, nor would efficiently

_A-120
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sized generating plants. Minimizing the cost of power would
no longer be the goal. For RSP, the use of oil generation
would increase markedly. Such regulation would be sadly
shortsighted, Pursuit of a minimum reserve requirement is
not a proper procedure for certificate of need proceedings,
good rate regulation, or good utility management.
8. Conclusion.
The record in this case established that no
excess capacity adjustment is proper. It shows:
1) The MAPP minimum is not a
reasonable maximum allowable
reserve,
2} It is not economical or
practical to always have

total capacity very near a
minimum level.

3) Management must be given
latitude & rmine the best
reserve level for the system.

4) Reserve dabe:minatiens are

economic caa_.hwxatiaas.

5) Current reserve capacity is
reasonable in amount, valuable
to the system and should be
maintained,

All base load and




gy
fd ﬁf ]

Filed: 10/2/2015

8)

9)

10)

incurred if base load units were
not fully available.

NSP management has Prudently and
successfully pursued its goal of
low cost reliable power, The

Company is encouraged to pursue

a less efficient goal if it
cannot anticipa__ '
return on new capa
woald lower overall

.ty whic
-power costs.

An adjustment for “"gss capacity

be attempted.




B. Working Capital

NSP and Staff disagree on ‘the method for calculating
cash working capital to be included in the rate base. Some
general and historical review of cash working capital methodology
might be helpful to a better understanding of the dispute.

Cash working capital calculations have long received
attention in regulation and various methods have been in and out
of favor. 'There-ié‘ﬁﬁ'disagreement-with.xaspectrta.théﬁthactive
of the calculation -- to determine what amount of cash investors
have necessarily supplied to the utility to allow it to carry
on its day-to-day operation. The difficulty comes not 50 much
in detemmining the amount of cash working capital required, but
rathey in separating that amount supplied by investors (and thus
entitled to be included in the rate base) and that amount supplied
by creditors &féirﬂhibh*ﬁhe.investoxfikénot-entigfgdft&ﬁagy _. :

return).

Years ago regulation began utilizing an accounting
approach for measuring cash working capital called a lead/lag

study. This study makes a comparison between the delay from date

| of service to receipt of revenues from customers and the delay

from date incurred to payment of company obligations t itor
such lead/lag studies are highly complex, are subject to varied
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some regulators have made an effort to adopt a simplified formula
which was intended to produce approximately the same result of
a lead/lag study, but with far less detail and effort.

The most common formula came to be known as the “FPC
formula® adopted by the Federal Power Commission. In its -early
form it allowed the approximation of cash working capital require-
ments by taking 45 days of average expenses. In places where
property taxes became a significant item; the FPC formula was
adjusted to provide for a deduction against cash working -capital
requirements for the average amount of accrued taxes since the
utility recovered for the taxes in rates, but was not obliged
to pay to the taxing authority until after .a significant delay.
The experience under use of these 'fﬁm“ﬁ?‘i”‘*ﬁﬁ' to obtain a posi-

tive cash working capital reguirement, though the offset for

acerugd taxes reduced it more -and-mgf*g#ﬁ;{ﬁ? me passed.
Because of the imprecision of the formula approach and

sacts, some regulatory bodies returned

the changing economic im
to the lead/lag study. There is no single form of lead/lag study.
They may vary substantially in breadth and depth from one to
angther.

 NsP's filed case for cash working capital is based upon
prehensive and detailed lead/lag study which was. intended
or a1l items Of Hon-

to account, as precisely as possible; for a

-G 5w
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components which make up NSP's cost of service; applies a revenue
“lead” of 43.24 days from service to receipt of payment; and
offsets those revenue lead days by expense lag days from incurrence
to payment of each company expense. The determination of the
revenue lead days, as applied to each of the 16 cost of service
components, establishes the reguirement for cash working capital
and the determination of the ‘expense lag days for each of those
components identifies the extent to which each reguirement is
satisfied by funds provided by non~investors. In fact, .:;ais:
Schedule 31 shows, NSP is not claiming a positive cash working
capital reguirement, but instead has reduced the rai:e;: base by
negative cash working capital of $569,200, the excess of funds
supplied by non-investors. -above- the re‘qui:xement‘

cash rim*xf:é;mg capital .regnixe;mta_ eentaxs around three u:ems, whigl_x.
can-hefﬁgﬁﬁ-ixnm'paqe.lsﬁfT$£af£'Bxa.2&«-%hé«axhﬁhitaasngpiﬁedgﬁx 
Staff witness Robert Knadle. That page is analagous to McIntyre's
Schedule 31 but produces a- negative cash *w:king capital mquire-
-ment of $1;372 ,000, more than twice ;Epowa hy usn. 'me.
thxeg~ﬁi£fgxenbea~argf&i&vﬁhﬁ:sﬁqrggtf§

witness Enadle of 39.6 as compared to NS fti43 2 daya: (2) the

-66~
A-\215
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use by Staff of a hypothetical long term debt interest; and (3)
the elimination by Staff of the revenue lead connected with the
recovery by the Company of the cost of common eguity. The Staff's
difference in the calculation of the revenue lead days was sup-
ported by witness Knadle, the basis for the Staff's calculation
of long term debt interest was supplied by witness Brown and the
Staff's elimination of the revenue lead days for common equity
was supported by witness Rigslov. (Tr. 584 et seq.)

1. Shorter Revenue Lead Days:
The Delayed Payment Rule

Witness Knadle testified that he reduced the
revenue lead from NSP's 43.24 days to 39.6 days based upon the
delayed payment rule proposed for South Dakota, which would pro-
wide for the collection of a penalty on my -electric bill unpaid
after the 20th day from date of hili£h§ i§t;.5ﬁ5-5)a Mr. Enadle

was not assuming, as fact, thzt everyone would pay before the

20 day cut-off, but he did assume that thal‘penglty chas

8. ‘Since this compen-
irement, Knadle believed
obtain rate bise

sation is to be treated by the Company :
and thus would not affect the revenue x

that it would offset the Company's need

A-\2p

|
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lead time from the date of service to the date of payment is
reduced to 39.6 days (Tr. 588).

The Company disagrees with Mr. Knadle's adjustment
to the revenue lead days for several reasons. First, as Mr.
Knadle _é_vf;iﬂéﬁﬂy agrees, the Company does not believe that the

late payment rule represents such a known and measurable charge

as should be recognized in the calculation of rate base for this

case.? Second, the Company contends that the late payment charge

of 1% proposed bv Mr. Knadle is :inappropriaﬁg.- ‘and that a one-time
4% penalty, such as described in the testimony of

Dupay, is the minimum amount necessary in order for the late

payment provision to actually provide an incentive ‘for the cus-

tomer to make payment within 20 days of billing (NSP® Ex. 16, pp

Mr. Rnadle agreed that the late payment charge
*ghould be to encourage the customer to make the payment on a
timely basis* (Tr. 590); that he did not know how significant
the 1% charge would be on reducing the number of late paying
customers (’rx. 5%0); that the 1% charge is more in the nature of

2. At Transcript 588 the following guestion and answer were given:

0 "I yqu comside;:_, !dr:. Knadle, thﬁ; t!tz assumption wha.ch

thﬁtg no.”

_wAf\Z1
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a finance charge for unpaid electric bills (Tr. 592); ahd that
NSP's 4% one-time charge would provide a greatér incentive for
prompt payment by those who had the ability to pay (Tr. 592).
If the Commission adopts Ms. Dupay's recommended
late payment charge, then the cash working capital calculation
should be based upon the Company's 43.2 revenue lead days. If
the Commission adopts Mr. Rnadle's 1% late payment charge, then
Mr. Knadle's cash working capital calculation is appropriate 8o -
long as all revenues received from late payment penalties Srg%
considered belowsthe-line and not credited against revenue re=
guirement. |
2. Long Term Debt Interest

Mr. Knadle took his test year interest -exrﬁgh#eg L
numbexr ($3,342,000) from Ms, Brown's eﬁcn:’tatiﬁn in Staff Ex. 24,
Schedule 6. Ms. Brown's calculation has two errors: which over- -
state interest expense, and thus produce an excessive negative
cash working capital requirement in Mr. Knadle's study. First,
Ms. Brown used a hypothetical debt ratio (artifically set above
actual) supplied by Mr. Wilson. Second, #s Schedule 6, Staff

Ex. 24, reveals, ‘the ca],culatiou includes: interest on consz_ﬁ_z 5 -._etian

CWIP is not in rate base. ‘South: Bakota

work in progress. Since
ratepayers 4o Tiot ‘provide funds for CWIP anﬁ- 'thua-; 'c'Iea'«r‘ly-. a
working cagital should not be reduced on acmum: af thm.

‘M. Rislov generally agreed with; the faets aet

L A-128 -
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His concern was whether the Company was able to book AFDC on CWIP
before actually paying the interest expense (Tr. 614~5). Under
‘the Uniform System of Accounts, however, a utility cannot book
AFDC prior to the time the money is actually expended.

3. Delayed Recovery of Common Equity Costs

Staff witness Rislov proposed adjustment to the
lead/lag study to ¢liminate any recognition of the delay in
recovery of the cost of common equity. In Staff Ex. 30, he
stated. two basic reasons for his criticism: that inclusion
improperly implies that the amount of the return can be accurately

=

measured and that there is no fund req

(p- 10). Rislov stated that there is no guarantee NSP will earn

any specific return and, furtaer, thnt NSP has theoffsgtt;ng '

use of funds recovered for common equity until it pays dividends -

_ to the equity investor (pp. 10 &4nd
| With regard to Mr. Rislov's concern that the
return on equity cannot be accurately measured, it xsclear that
the Commission will, in its order in this case, --e%;tgﬁi‘;iﬁh an
11y follows that the Commissior
san and should approve a cash working capital requirement based =

‘allowed rate of return. It logic

A-128
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return is necessarily utilized for other aspects of the lead/lag
study, such as the calculation of additional income taxes (NSP
Ex. 10, p. 32).

Mr. McIntyre further countered Mr. Rislov's claim

that the return on common equity is a eustomer provided source of
funds until a dividend is actually paid. Since the eguity share~-

holder is the owner of the company's earnings, he stated that the

“appropriate and logical time of the transference of proprietary
rights from the cuystomer to the shareholder is when the earnings
‘are recorded on the books and the records of the company® (NSP
Ex. 10, p. 32). Since the shareholder is the owner of the
earnings from that time, the retention of those earnings by the
Company, for use to satisfy cash working capital requirements
‘until the payment of dividends, is .--iéa'aéa- ‘upon the forebearance
of the investor and, therefore, the. funﬂs are provided by the
investor (NSP Ex. 10; p. 32). As Mr, McIntyre points out, if

a 100% of earnings dividend were paia out immediately when re=

corded, the utility would have a working capital requirement that

would have to be provided by some ot ier source and the fact that

investors allow the use of the fun bytheﬁomgnnymmts to.

t'.he provision of those funds (NSP Ex. 10, P 32}‘ :
The sabject can be *mached amthax way, as was
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the components in the cost of service for a utility (Tr. 607).

He further agreed that the revenue requirement to be set in
regulation must, by law and regulatory practice, produce a revenue
xegairement.ehat recovers the cost of gervice, including an appro-
ﬁria%:e_ amount for each of these 16 items (Tr. 607-8). Since the
it ﬁﬁ-aivideﬁ'into various rates for the customers. As a result,
every monthly bill rendered to a customer charges that customer's
roportionate share ﬁf‘tﬁe«eust.of“éﬁéﬁaﬁf‘th&-16r¢bﬁpbnentu;

Thus, every bill charges that customer's pxaportxanate-ahare of
‘the cost of common equity (Tr. 608). Mr, Rislov*aﬁmitted that
ﬁhe Company does expexience a delay tuhether meaanrea by Knadle's
customey of that customer's pxopartionate-ahnre of comman,equity
requirement th. 610) .

Since the delay in rncevary was clearly identifed
and since the lead/lag study was otherwise ccmprehenaive and’
-eiiminnteﬁ:ail chgrnpaasihlewsournes»oiﬁnﬁnwinvestnrwinndn, the

Staff is clearly in ervor in.elxminating ‘the. cost ofzcaunon

equity from the lead/lag study. BT ',"at:imly. m | he mnss.stent

the -'s_'jf' f would aiﬁesl--&avﬁ to al "

,line. @hose~axe-zhaﬁﬂe1aye& recq&ang
-fexrea dividends. The three items

_A - 131
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pogitive requiremerit resulting from the delay in receipt of common
is offset by the funds available from non~investors for payment

of interest and prefeérred dividends. The Staff should not be

permitted to pick and choose, eliminating the only item which
provides a positive working capital tequirement.

tesult is to either include all three: capital items ax'to elimi~
nate all three.

A-\BL

!

ERMES County, South Dakota  32CIV15-000146



R SRR B T "
TR 3 A B e S T e Y
: R e et S S e ORI

VI. COST OF CAPITAL

Determination of the cost of capital involves the combined
issues of the appropriate capital structure and the pmper cost
to be allowed for each component of the capital structure. ‘iﬁSi"
requested an overall rate of return of 11 .07% based upon the
following capital structure and cost rates (NSP Ex. 4, Schedule
6)+

o L Percent Weighted
Capital Employed {2 000's)  of Total Cost(3)  Rverage
22,00 8.11 3.99

6.14
36.00

Long~Term Debt
Preferred Equity
cbmon Equity

TOTAL CAPITAL 2,078,056

Staff px‘oposeﬁ a composite cost of capxtul ﬁf m..lm. bm& c:m

the fanwirkg *adjusted capital stmcture and cost ;mtea (Stat‘f;
Ex. 18; JwW-1 and TR. 439):

A-133 _
~74= : -
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(2) increase of the preferred stock portion of capital structure
and (3) reduction of the cost rate for common eguity.

A. Capital Structure

NSP's recommended capital structure was based upon the
actual long-term debt and preferred stock as of December 31,
1980, adjusted for expected changes in 1981, and the thirteen
month average common stock from December, 1979 through December,
1980 (NSP Bx. 4, Sch. 6; NSP Ex. 5. p. 16). NP 4id not update
the common equity portion to year-end 1981 ma, as a msuiﬁ--‘,: NSP's
‘capital structure is conservative. The 198‘1 retained eaa:nling'ss
would have increased the conmmon equity: ﬁeﬂ“sby at least
$40 million (according to witness Wilson, at Tr. 441), this
would have increased the equity ratio and ‘the overall rate of
return would have gone up 18 basis points..

As a result of this conservative capital structure,

NSP's common equity ratio at 40.20%, which is below the 'cgmpm' ipany*s

mon eguity --::em—lin;g_ -'-impase,ﬁ upon NSP bx mtm:wseba PUC in &

gas rate case in 1979 and is well below the 42.2% conmon equity

ratio approved by the Minnesota PUC in its 1980 electric case.

Btaff ecriticized the use of a thirteen -'mm':if 1y average for common

eguity, axguing that since NSP was purchasing camon shms,

the avexaging methoa overstates the equity -at year end 1&3’9. 1&3

| K534
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The first adjustment proposed by Staff was a hypothetical
add-back to preferred stock of amounts previously redeemed by the

Company in 1980 and 1981. Staff argued (Staff Ex. 17, pp. €5~-6):

"D;:ring 1980. NSP pu;rchased 42 , 969 shsares of
q £ f

hnnecessaxy xetxrements of the 10 36 pr
;stack‘_ upxtal b g

-;_txdns. T B
By adding back retired preferred stock, the pre?fer::ed stock ratio

is increased and; since it is the lowest cost component, the

overall rate of return is decreased. This adjustment is in error.

NSP witness Kolkmann demonstrated that the retirement

of the preferred stock was neither ext“"”dma:y or maceg“w’
S s hich was $1.20

!:ion price tus?

The repurchase cost averaged $99.99 per share
per share less t‘han the specified $101.10 3

Ex. 5, p. i7). Thus, early redemption at a. di»smmt produced a
ihn established
that the preferred shares were replaced by debt ani thus there

*has been 2 ‘saving because more expensive preferred dividend

savings that benefited ratepayers. Mr. Kolkmar

payments have been replaced with interest payments.” (NSP Ex.

‘StAff agreed that long-term debt capit:

o

A-13
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The first adjustment proposed by Staff was a hypothetical
add~back to preferred stock of amounts previously redeemed by the
Company in 1980 and 15--&‘8.1. Staff argued (Staff Ex. 17, pp. 65~-6):

“nutinggi + NSP purchased 42,969 shares of ;
2 51031 praferred stock. The sink;ng fund :

ares, and ﬂsp*s cost ef capital is

d as this 1Gmp1us percent capital

s more expensive common eguity capital.
preferred stock balanc¢e used in my

& excludes the extraordinary and
fetirements of the 10.36 preferred
0 ‘al by NSP and restates the. -amount.
i ;f maxxmum sinking fund retxrements,' _
180 and 1981. Mr. K ‘
ance raflents la'

this 1 Pre
zatio*;s lower than that used in my calculam
tions."

By adding back retired preferred stock, the preferred stock ratio
ponent, the

overall ratee@f&xe&agn:is«deeﬁaaae@, This adjustment is in errox.
'HSE«ﬁitnesé.Kpmkmann.ﬂgmbhstrqted.that thgyre&xsemgnt--
;affthe:preferfé&fﬁtbﬁk~w&s:néiﬁﬁeﬁﬂextrao:diﬁary-ax3uhn¢¢aﬁ§atyg

;t.ion-. p:-i.:cﬁ- _msig-

per share less mr the specified -$:~;1;Qi,1_0 ‘redenp
Ex. 5, p. i7). Thus, early redemption at a discount produced a
savings that benefited ratepayers. Mr. Kolkmann established
that the preferred shares were reéplaced by debt and thus there
"has been a saving because more expensive prefferred éiviﬂmﬁ
payments have been raplace&wwith interest paﬁ;ggﬁﬁ-" (NSPY Bx.

5, p. 17). Staff agreed that long-term debt capital is less

"Hugnes County, South Dakota 32CIV15-000146



expensive than preferred stock capital because it generates an
income tax deduction (Staff Ex. 17, pp. 65-6).

Staff attempted to relate the redemption of preferred
stock with common ‘egquity costs by '_ax’-rg‘uing th?t_ ‘NsP should have
redeemed higher cost equity instead of preferred. This argument
First, NSP had already redeemed equity to the |
extent of $37 million.

is erroneous.

there is no reason that the redemption of preferred by itself
would have prevented additional redemptions of common. The two
questions are completely separate and not a Vﬁﬁdr-*ﬁ?‘#“‘ for | E
analysis. The question regarding redemption of common will be
covered separately below.

Staff then made a series of adjustments to the common

eguity balance which significantly reﬂi'mea’? the: equ 'ty xatio.

ﬁ‘l!hose aﬁgustxmenta; can be smmnaimzed as. :Eallws (taken fram work

'_papers supplied hy _,nmss wilson to the 'Comgany,. ﬁ‘r.. 440 et seq

Hugnes county, South Dakota ¢

Second, and more important on this issue,
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Each of the four reductions shown above was in error. If the
commin equity were to be correctly adjusted to December 31, 1981,
even with a lower amount of retained earings (see Tr. 441) the

result would be an increase rather than a decrease.

1. 1981 Retirements

Staff witness Wilson noted that NSP bad retired a
portion of its common equity capital in 1980, which had reduced
the common equity ratio (Staff Ex. 17, p. 67). From this he made
the incorrect assumption that »the return shtmld. be set on the
expectation that further reductions will be made." Staff agreed
that the Company had not actually made any purchases of its shares
on the marxket as of the date of thehea:ring, October, 1981 (Tr. |
444). In fact, ‘the adjustment was not 'hjﬁsj_ea. upon any real exﬁécj-
tation that the Company would actuanyretire the stock, but

rather upon the hypothetical calculation of the impact which
would occur if the Company did retire the stock (Tx. 445-448).

ustment was difficult to pin

down, it evidently was related in part to the repurchase of pre-

Ferred stock (the incorrect argument that the Company could

either redeem preferred stock or common steock and made the wrong
choice) and in part to the view that the common equity ratio of
the Company was too high (Tr. 445-446). |

‘As indicated earlier,; NSP's proposed eguity r’a.#ip.

was slightly over 40%, well below the ratio approved by the
Minresota PUC of 42.23% (Tr. 452). NSP's proposed equity ratio
nable or out of line with the industry. =




Witness Wilson's discussion of the so-called
*industry average common equity ratio® gives a very misleading
impression that a 36% equity ratio is a proper financial goal
for a company such as NSP. As Mr. Kolkmann stated {NSP Ex. S,
p. 16):

"Currently, over 30% of companies rated AA by
both Moody's and S&P have equity ratios of
over 40% when you exclude short=term debt as
N8P did in its filing thi : The trend is
toward a strongex equxty ] tion.. Stan&ard

& Poor's, in its rating ana .of NSP in
March, 1981, indicated that criteria for a AA
rgting include a common equity ratio in excess
of 42%."

L

Thus; the need for NSP to repurchase shares no
longex axists -= in fact« it has become --iéxifaﬁprmriam-- Considera-

ceming ‘dividend reinvestmenu plang. m;&:;'_:-;esg Wilson ﬁx-g:{atined

that the first $750 of dividend reinvestment is exempt from

couple (Tr. 453). He agreed that the intent of the law was to

imprave the attractivaness of utility stock (Tx. 454)‘ He further
agzaed that in ‘order to be el;gxhle for the: tax baneﬁmts under

the hw; "the law did require the issuance of new stock in order

to receive the benefit, and I think NSP's plan is inconsistent

with that; to w‘gm wi.th" (7. 435'-?'#:-&- He then aakﬁesﬁl‘éagﬁ’ar that
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ratepayers would clearly be benefited by NSP's eligibility for
dividend reinvestment tax exemption. If it does not become
eligible, because it continues to repu;ém'e its shares, then
ratepayers will lose béecause the relative ;&ttracﬁvexieﬁisﬁbff its
stock, as compared to other electric .uhi;#;jstiess'_, will avtﬂ@ny
decline, with costs of equity going up-

Since NSP's equity x%a.tib'.ét_jﬁs- already .tl_eé

 substantially from previous levels throug thapuxc:hases de

in 1980, NSP would urge that the Commission not hypothetmany
reduce its equity ratio even further.

2. Non-Utility Property and Tyrone

The remaining adjustments made by Staff to the
equity ratio were evidently attempts to match certain rate base
exclusions. The items producing the adjustment are not included

in NSP's South Dakota rate base and no return is sough

Witness Wilson incorrectly concluded fr:mthxs that a parallel
adjnstment shmxlﬂ be made to the eguxty component of cap_:,c !:aL

This conclusion is erroneous for the several reasons discussed
below. _ _
tion only is based upon the erroneous assumption that the equity
ih?ésﬁttif was the sole source of funds for investment in non-

utility property or for the proposed Tyrene px;fo:i:eat;..; Witnexs
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of the Company's treasury.” (Tr. 460-1). Specifically, the
Tyrone funds came from the "corporate pool®” and could not be
traced to any particular stock issue, preferred stock offering
or othér component of capitalization (Tr. 464). His &S$§i§-wﬁt
of all of the Tyrone costs to thelequtQ:éﬂmponent was based,
therefore, solely upon the abstract notion that “all up front
investment in new production facility" is the "role of risk
capital,* (Tr. 464). |

Evidence to the contrary of witness Wilson's.
assumption was provided by a number of items. For one, the
May, 1975 prospectus for $B0 million of first mortgage bonds
indicates that the proceeds will be added to the general funds

of the Company and be used to pay borrowing incurred in connec-

included in the list of construction items (Tr. 468 and NSP Ex.
19). Purther, for the purpose of computing the capitalized
return -on construction investment, the assumption made as to
sourcé'éi'éoﬁstruatian'£undsfis'ex§¢£1y*ggpQ$it¢~ta&ﬂiiﬁﬁﬁ?S
axsnmhﬁiéni-that-isl:ﬁﬂﬁﬁuis%aaiaﬁiaﬁﬁﬁﬂéﬁuthgfbasiswcﬁ~&wgdmw
posite of all sources ¢£~eapital~an§y-ipj£aQt4 éhortétggmuagbt
is considered to go in first, then long~

last (Tr. 465-6). Under ‘the circumstanc
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*"If non-utility investments [or Tyrone invest-
ments] are to be excluded from the capital
structure, the deductions should be made pro-
portionately fram-deht, preferred stock and
common equity, since the investments came from
all these sources of funds. Dr. Wilson's
method improperly reduced the aggregate yeturn
on NSP's capital structure.®

Even if equity could fairly be identified aa;tﬁ§~'

only source of funds for non~utility payments or Tyrone, Staff'g

adjustment would still be-substantially in error. For one th;ng;
the reduction in eguity for"beth the $47 millznn and the-$32

million is erroneous double counting. Since the total loss

amortized for Tyrone began at $§75 million - {the final figaxe w:ll
be cloder to $67 million) and since the amortizatxon began xn '
March of 1979 on a five year ‘basis, over ﬁwa years amortizatian

have already been charged .against shareholdars. If an‘&ﬁaugtﬂf:

mant to equity were pxopnsed {which we oppo “f?the-adﬁustméntgia‘
should certainly be no greater than the'un_ ortized halance

{about $43 million). mha shaxehcldex hasg: alxeady'absorhed the

rest (unless, South Dakota ratepayers are n;st;m@ely required
to compensate for ‘the amortization; in-whiﬁhVéase staff‘aqa&jgégﬁ

ment to eguity should be elxminated cqmpletely)‘ Furthar ev;n
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B. Return an.COmmcn.Eqaitx

The Company's request for a 16% rate of return on common
equity was amply supported by the studies presented by witness
Kolkmann.

Mr. Kolkmann presented four separate studies to provide
& comprehensive consideration of ‘the issue. He analyzed the dcf
formula in depth, presented a "standard dcf analysis (Method I)
and @ade-altetnative:grésent&tidhﬁaﬁhiah more completely and
faeeﬁrateiy reflected the mathmetical principles underlying def
{Method XI). He also analyzed the market price to book value
ratio (Method III} and made & comparison of NSP's return with
that of other companies (Method IV).

Mr. Kolkmanh concluded that the use of the def £ormula :
in regulation had very serious shortcomings in the translation -
of the philosophical concept to an abstract and ﬁ;zg:simpiiiﬁéé.
mathmetical formula (NSP Ex. 3, p. 8). Certain restrictive
‘assumptions have been followed, such as the assumgtlon that the

cost of eguity is constant for an. 1nfinita n;?”fn of time periods

in the future (NSP Ex. 3, p. 8). Mr. Kolkn suggested t:hat
‘the standard dcf formula be used in a manner more consistent

with the basic t

eory and, because of its :-'#M ; é:&ﬁihqs?,. that it
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and economic pavameters to forecast the expected yield (NSP Ex.

3, pp. 11-12), This procedure was designed to overcome the usual
undue reliance, by dcf practitioners, upon historical data as
the basis for determining the investors' expectations for the
future. NSP's historical dividend yield has been volatile and
is influenced by both unfavorable and favorable economic condi-
tions (NSP Ex. 3, p. 11). Mr, Kolkmann's procedure produced

an estimated yield for the test year of 10.8 (NSP Ex. 3, p. 13}).
His caleulation of growth was based upon a réview of historic
growth in dividends, earnings and book value. He indicated t:hat

growth in book value was more stable and relied upon n:tc:esti»

mate the value of growth at 4.2% (NSP Ex. 4, Sch. 13, pp. 2 and -
5). This produced a barebones cost. of equity of 15.0% (thh

compounding ra‘-nd---dmeauntimg) (NSP Ex. 3, P 16).
Bietlwd Ix ‘separates the retzm: mt.o two cnmponants, .

the real rate -of :mt:erest 1n¢1u&ing & risk. pramium angd tﬁa impact

due to inflation (NSP Ex. 3, p. 15). This process allowed—: him
to use a real rate of interest :memmgs pfémm? for risk whu:h

‘was constant-and'also to consider tha mpatzt of taxatian, P er,

A 144
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Mr. Kolkmann then demonstrated, for Methods I and II,
the need to consider underwriting expenses and market pressure
in determining the veasonable rate of return reguired by regula-
tion (NSP Ex. 3; p. 16). He did an analysis of public utility
common stock offerings in 19792 and 1980 and found a selling cost
of about 4% (NSP Ex. 3, p. 16). He found market pressiure on NSP
offerings in the range of 5 to 6% (NSP Ex. 3, p. 16): He there~
fore recommended that the dividend yield term in the def analysis
be increased By 9 to 10% which, under Methods I and II, brought
the return on common equity to a range of 16.1 to 16.6 (NSP Ex.
3, p- 16).

Mr. Kolkmann's Method III was a market price to book

value analysis vhich attempted to measure the impact of various
factors on the market price to book value ratio of NSP (NSP Ex.

3, p. 17). The analysis was able to account for 98.5% of the

quarterly variation in the market to book ratio over a 20 year

period for 1960 through 1879 (NSP Ex. 4, Sch. 15, p. 23, Based

upon this analysis, he deternined that a 16% return is necessary

for NSP to achieve a market to book ratic of 1 (NSP'Ex. 4, Sch.
15+ P~ 3)« ' C L
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pemiod to 7% in June and returned to 11.68% in October (NSP Ex.

5, P. 2). The money supply was sharply ificreased during Wilson's
seleécted period producing a pronounced but short-lived drop in
interest rates and yields on AA utility bonds to their lowest
lewel (NSP Ex. 5, p. 2). Since Octéber, 19B0 (the end of witness
Wilson's selected time period) the Federal Reserve has returned
to its tight money policy and interest rates have risen sharply
{(p.. 2). The Chairman of the Federal Reserve Board has reiterated
its intent to stay with the tight money policy (p. 3).

If witness Wilson were to have used data from the entire
twelve months of 1980, a more balanced view of financial condi-
-.tions Would have resulted and a better estimate of the dividend
yield term would have been provided. The averagelQ&ﬂﬁlw.dend

yields published in Value Line Investment Survey far the 93

electric utilities -examined by witness Wil ?89?"5”‘5‘5?_ 11 8% (NSP Ex.
5, ps 3). g o

With respect to the growth rate, witness Wilson's esti-
mates are unrealistically low. Various investment ad"““m'
services, with & wide circulation, publish estimstes of dividend

gruwtb: ‘earnings growth and book value 9 wth greatly exceeding

those obtained by w;.tness Wilson (NSP E:;, 5, p« 4). The a*vérage,

.‘among the 93 campam.es is 5% (HSP Ex.
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In addition to conceptual problems and inappropriate
period selection, basic errors appeared in witness Wilson's data.
On Table B-8, the seven year growth rate calculation in book
value per share for NSP was incorrectly shown at 2.23%, when the
true caleulation based on the simple average of 3.67% and on a
logarithmie regresgion was 3.89% (NSP-Ex: 5, p. §).

Witness Kolkmann performed an analysis to determine

whether Wilson's selected comparable companies were truly com-

parable in terms of business and financial rigk. BHis method

idenitifying those comparable companies (NSP Ex. 5, p. 6). This
was ‘accomplished by a regression analysis using data for 88
utilities for a ten year period heg:.nning &pr:l.l. 1971, eliminating

‘that portion of stock price movement att

ributable to movements

in ‘the stock market as a whole and determning that part:_an of |
the movement in stock price attributable to company specific
factors. By regressing these company specific price movements
against each other; Stocks with thehxghest ‘correlation were com-

bined into clusters and the process continued until companies

that exhibited the most similar correlations to NSP were selected.
Twenty-three such companies were presented by witness Kolkmann,

with dividend yields for 1980 averaging 11.76% and weighted

A /]
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Based on all the evidence, the recommendation by Staff
of 14 to 14.5% is clearly inadequate. This level is well below
the current yield required for long-~term debt rated AA. It is

based upon the bias of the analyst in selecting an unreasonable

time frame in order to produce an unreasonably low number. The
Company’s study is far more realistic and éGmPrehenﬂiyéuana

should be followed.

ughes County, South Daketa—32€IV15-000146
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Company and sStaff agreed that the fuel adjustment clause
should be modified to include a true-up for over and
underrecoveries and a carrying charge for delay in
recovery,. (NSP Ex. 16, pp. 2~5; sStaff Ex. 30, pp. 7-97

Tr. pp. 604~605, 615-617). Mr. Rislov and Miss Dupay have
begun: work on the design of the necessary modifications with
an eye toward implementation on December 15, 198%L. It is
hoped that final language will be available at the time of
the order at the end of this case. If the modifications are
accomplished; the Company belieéves the fuel clauaewi;.). be . a
truly -‘sﬁﬁabiéz- mechanism to track the cost of generatian

through. the rates.

b, Qther Rate Design Changes.
ﬁfhe Company. :prﬁpﬁsad many rate design changes
which in general follow past Commission orders and trends
in rate design, and move rates closer to cost. (NSP Ex. 1,
P. 11; NSP Ex. 14, pp. 3~20; NSP Ex. 16, pp. £-9). It would
be wasteful to list the many components: of the rate design

program described in Miss Dupay's testimony and exhibits.

The Company's proposed rate design is reasonable, fair to

all customers and consistent with Commission precedent. 1t

wasunppﬂsed by the § aaoptgd in Lts

..99.,. .
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Vil. RATE DESIGN

A:.  Late Payment Charge

Prior to this filing, only large commercial and indus-
trial customers were subject to a late payment charge. The
Company recommends the institution of a late payment charge for
all customers. It proposes that the late payment charge be
established at "4% on curréent moniths billing" (NSP Ex. 14, p. 20).
The express purpose for the Company's recommendation is “"to induce
prompt payment of utility bills" (NSP Ex. 14, p. 20).

In the Company's view the late paymeént charge must be
sufficiently high to realistically induce prompt payment. If
effective to feéuce-the:number;af'custometsiﬁﬁozdb_not-pay'ﬁhéir
bills within 30 days, it would also reduce the 30 day account
receivables and reduce the annual cost of money to the CamP&n$
nt charge would

(NSP Ex. 14; p. 21). A successful late payme

also reduce the number of customers who go delibguent 60 days ox
more and thus reduce the cost of subseqguent credit action (NSP
Ex. 14, p. 21). Comparison beiween the residential customers®
payments, without the late payment charge, and large commercial
and industrial customers, who are currently charged for Latepay«

ments, give stoong evidence of the effectiveness of i

- high late payment charge. Accounts recei
' 1stomers: were 17% of the total
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2.7% of the total revenues received from that class (NSP Ex. 14,
p. 21).

As discussed earlier in connection with the working
capital requirement, Staff witness Knadle also proposed a late
payment charge, but at a significantly reduced level of 1% of the
outstanding balance (Tr. 591). While he agreed that the purpose
of ‘the charge "should be to encourage the customer to make the
payment on a ‘timely basis" (Tr. 590), he was unable to state that
Kis 1% charge could reasonably be expected to produce the desired
effect (Tr. 590). 1In essence, his position was that the 1%
charge should be implemented on a trial ';ﬁ%fa' and data would
thereafter be obtained to measure its effect (Tr. 590).

The Staff recommendation is simply not tailored to the
objectives of the late payment charge. 'As Mr. Knadle agreed, it
si-;s_;'.mm in the nature of a finance charge for unpaid electric
bills since it applies to the unpaid balance for however long
outstanding, whereas the Company's 4% charge represents a ong-time
rge in the month of the billing (Tr. 592). The Company's

response to thé Staff's recommendation was summarized by witness

bupay as follows {NSP Ex. 16, pp. 5-6):

collection costs are examined; it becomes clear

that the 1% late payment charge is limited to covering only.
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costs associated with extending credit to customers, which repre-
ratepayers, who are paying on time, to pick up the remaining
costs (NSP Ex. 16, p. 7). As shown in NSP Ex. 1S5, Sch. 8, p. 2,
the total amount of credit activity costs for 1980 were $96,900.00.
‘-'BSP Ex. 17, Sch. 3 clearly demonstrates that the 4% charde is
necessary in oxder to fully recover credit costs from the cus-
tomers who are not paying their bills on time,
Finally, Mr. Knadle's recommendation implies that the
1% charge will fully compensate the Company for ¢osts not recog~
nized in the working capital calculation, which determines cash
working capital based on the assumption that all customers will
pay within 20 days from date of billing. This 1% charge amounts
to only a 12% annual interest rate, which is far less than the
costs experienced in 1980 and weéll below the current prime
interest vate (NSP Ex. 16, p. 7). There clearly should be some
~ direct relationship between what the Company charges customers
for the use of its money and the interest rate used by the Com-
pany in making refunds for any rates collected under bond, which

| has historically been equal to the prime interest rate plus 2%
(N8P Bx: 16, p. 7). B

~§3~
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Dated this 16th day of November, 1981. ]

NORTHERN STATES POWER COMPANY

"9399118. NN 55491
(6:12:) 330-6648

Samue;‘l. L‘ Hansg;a %]
95 and Morgan

. IDS Center

”mneapelzs. MR 55402
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