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I. introduction

1. Public Counsel appreciates the opportunity to work with other parties and the Commission Staff on the important questions which are presented for investigation in this docket.  As a threshold matter, it is Public Counsel’s view that Washington’s approach to utility ratemaking, most recently reflected in the Commission decision in Pacific Power’s 2014 General Rate Case (GRC),
 continues to offer the most fundamentally sound basis for establishing fair, just, reasonable and sufficient rates, compared with the available alternatives. 
2. The Commission and the state’s regulated utilities are not currently facing urgent economic challenges, particularly when compared to past eras, such as the energy crisis of the 1970s, the high inflation of the 1980s, the Western Energy Crisis of 2000-2001, or the Great Recession.  The economy is recovering, load growth is low, borrowing and capital costs are at record lows and have been declining, and inflation is not significant.  Under these circumstances, the need for the Commission to abandon time-tested principles, carefully developed over many decades, upheld by the courts, and applied in many different economic conditions and periods of technological change, is not immediately apparent.   
3. In general, the proposals being brought forward by industry in the recent past involve basing rates on less reliable information, more accelerated cost recovery, and movement towards more certain guarantees of earning the authorized rate of return.  These types of proposals shift economic risk and burden to captive customers who rely on the monopoly utility for a service essential to business and domestic life.  Existing ratemaking mechanisms, by contrast protect customers and advance the public interest by maintaining a fair balance between  ratepayer and shareholder interests.  Regulated utilities have the burden to show that they have a compelling need for alternatives. 
II. comments

A. Causes of Attrition 
Notice:  Your organization’s perspective on the causes of utility’s earnings attrition e.g., high inflation, aggressive capital investment in infrastructure, low/no load growth.
1. Attrition defined.
4. Before addressing causes of attrition, it is useful first to discuss the definition of “attrition.”  According to Professor Phillips, attrition is “the term frequently used to describe the eroding effects which increased costs caused by inflation have upon the rate of return of a utility, which must apply fixed rates for its services.”
  The term has been applied to circumstances where a utility’s expenses grow faster than its revenues.
  In the 2010 Decoupling Policy Statement issued by Commission, attrition is defined as “[t]he year-to-year decline in a utility’s earnings caused by increased costs which are not offset by increases in rates and sales.”
  The Commission has described attrition as a “complex phenomenon which results from an unbalanced growth in revenues, expenses, and/or rate base that causes a change in the rate of return from its authorized level.”
  
5. In Puget Sound Energy’s (PSE) 2011 General Rate Case, the Commission stated that “[t]he formal definition of ‘attrition’ in the context of utility ratemaking is limited to circumstances in which key assumptions that underlie ratemaking theory fail to hold in reality . . . ratemaking rests on the key assumption that the test-period relationships will accurately represent relationships in the future.  If this assumption fails . . . rates approved based on test period conditions may not be adequate to achieve the allowed level of return under future conditions.”
 
6. Commission Staff member Kenneth Elgin defined attrition in his testimony in the PSE 2011 GRC.  What he called “negative” attrition is “the erosion of a company’s rate of return over time when the historical test period relationship in revenues, expenses and rate base accepted by the Commission in a rate case does not hold during a future rate year.”
  
7. The Commission defined attrition similarly to Mr. Elgin in 1986 by stating, “Attrition is the change in relationships between revenues, expenses and rate base that is expected to occur in the future time period after rates based on the historic pro forma test period are in effect.”
  The change in relationships among the revenues, expenses and rate base in which the growth in expenses exceeds the growth in revenues must be from “factors beyond the company’s control.”
  The Commission has also defined the term attrition as “the circumstances where the rate base of a utility grows faster than its net operating income after consideration of all pro forma and restating adjustments.”
 
2. Attrition compared to regulatory lag.

8. The term “attrition” is not synonymous with term “regulatory lag.”  Regulatory lag is a phenomenon that, in general, is simply an intrinsic characteristic of traditional rate base/rate of return regulation.  Regulatory lag can affect either investors or ratepayers, and its effect is dependent on the length of time between rate cases.  Regulatory lag can clearly have a salutary effect.  As Professor Phillips observes:  “Perhaps the most significant incentive to efficiency is regulatory lag.”
  Maintaining efficiency incentives for utility ownership is essential, since the goal of monopoly regulation is to act as a substitute for competition.  In a competitive market, competitive pressures compel management efficiencies as firms seek ways to reduce costs, to maximize profits, and to increase sales.  Professor Bonbright in fact has described regulatory lag, often labeled as a deficiency of economic regulation, as the saving grace of regulation, rescuing it from acting as a force of mediocrity.
  
9. The mere existence of regulatory lag is not a justification, in and of itself, for adoption of an attrition adjustment or other alternative ratemaking mechanisms.  Likewise, the fact that revenues, expenses, and rate base change during the course of the rate year, an inevitable reality for any business, does not in and of itself necessitate a departure from standard ratemaking requirements and protections.  It is important to recall that regulation does not guarantee, and is not intended to guarantee a profit to investors,
 just as no competitive firm has such a guarantee.  Nevertheless, much of the advocacy for alternative ratemaking appears to stem from an implicit assumption that Washington’s regulatory framework is flawed unless it provides revenue stability, immediate cost recovery, and a guarantee of earning the authorized return.     

3. A Brief History of Attrition Allowances in Washington.
10. Over the last several decades, the Commission has addressed many of the questions raised in this Notice in substantial detail under varying conditions for different companies.  A review of these decisions provides valuable insights into the experience and principles that can help guide the discussion in this docket.  A memorandum reviewing the cases is attached as Appendix A.  This section summarizes the history.
11. As detailed in Appendix A, the Commission rejected a number of requests for attrition adjustments during the 1970s that departed from historic test period analysis in various ways, including use of end-of-period rate base.  It appears that the first time that the Commission allowed an attrition adjustment was in a 1981 general rate case filed by Washington Water Power Company (WWP), Avista’s predecessor.
  Adopting the recommendations of Staff, the Commission authorized an attrition adjustment in the 1981 WWP proceeding to reflect rate year predicted revenues, expense and rate base levels.  The Commission was specifically concerned about WWP’s financial integrity and ability to raise capital at reasonable rates when it broke from its prior precedent, which consisted of routinely limiting utility rate development to use of historic test years with traditional restating and pro forma adjustments.
12. For a period of years during the 1980s, the Commission at times accepted, and at times rejected, both Staff and company proposals to incorporate an attrition adjustment in the development of various Washington regulated utility companies’ requests for base rate relief.  As a general matter, attrition adjustments were allowed as one-time increases to revenue requirement.  The Commission did not set out a specific “test” or formula in the orders addressing attrition requests in the 1980s.  However, frequent references were made to the following conditions existing when attrition adjustments were accepted (or noted to be absent when attrition adjustments were rejected):
· High inflation

· High financing costs or interest rates– relative to embedded costs existing on the various companies’ balance sheets at the time

· Large construction programs 

· Vastly different rates of change in revenues, expenses, and rate base

· Deteriorating financial integrity – jeopardizing credit ratings and ability to economically finance needed construction

13. The last express attrition adjustment that the Commission approved was a 1986 Pacific Power and Light general rate case order.
  Subsequent to that docket, the next time a Washington utility sought an attrition adjustment was in the Washington Natural Gas (WNG) 1992 general rate case.  The Commission rejected WNG’s attrition request, stating:

The Commission concludes that no attrition adjustment should be granted in this case.  An adjustment for attrition is an extraordinary measure, not generally included in general rate relief.  A request for attrition should be based on extraordinary circumstances, not shown by the company to be present in this case.

14. Subsequent to the Washington Natural Gas case just cited, no utility requested a specific attrition adjustment until Avista requested an attrition adjustment twenty years later in Dockets UE-120436 et al.
  Attrition has been an issue in subsequent Avista rate cases, and also in the PSE Rate Plan dockets.  However, in none of these recent decisions has the Commission yet had occasion to address attrition issues in detail.
 
4. Causes of attrition.
15. As the Phillips text indicates, the most commonly recognized cause of attrition is high inflation.
  As the review of Commission cases in Appendix A reflects, the Commission has identified the following as the primary causes of attrition sufficient to warrant an attrition adjustment:  (1) high inflation; (2) high financing costs or interest rates – relative to embedded costs existing on the company balance sheet; (3) unusually large construction program; (4) vastly different rate of change in revenues, expenses and rate base; and (5) deteriorating financial integrity jeopardizing credit ratings and ability to economically finance necessary construction.

16. Low or no load growth does not by itself cause attrition.  Absent significant cost increases resulting from high inflation and low growth should not necessarily result in earnings erosion.  If a utility is experiencing low or no growth, all other things being equal, there would be no need for unusually high levels of capital expenditures to meet new load.

17. Variations in earnings alone do not cause attrition.  Variations in earnings may occur for many reasons and from many sources, however it is the sustained and continuing pattern of earnings erosion that produces attrition.

18. In recent years, Washington utilities have most often cited high levels of capital expenditure as the chief factor justifying an attrition adjustment request.  Companies frequently point to the need to replace aging infrastructure or to invest in new renewable resources as creating exceptional capital expenditure requirements.  In an era of very low inflation, declining capital costs, and low load growth, however, there remains a heavy burden on the utility to show the need for an attrition allowance.  This should include a showing that the causes of attrition are outside the control of the utility.  Utilities have the ability to control when they will make capital expenditures to replace aging infrastructure, timing investments and rate requests to minimize regulatory lag.  If a capital investment is placed into rate base in a timely fashion, absent high rates of inflation, or other extraordinary factors, there should be no need for an attrition adjustment or other special mechanisms, notwithstanding that aging infrastructure is being replaced or a renewable resource acquired.  
19. The utility industry has been replacing aging infrastructure for a century or more, as well as investing in new resources.  Existing legal parameters and regulatory methodologies have over many decades allowed these investments to be placed in rate base if prudent, and authorized the return of and return on investment in rates.  The burden should be on the utility asking for special rate treatment outside this framework to make a persuasive evidentiary showing that it faces serious financial detriment.  There should be no presumption that earnings erosion attrition is occurring or that an attrition adjustment of some type is warranted.  As with any other rate increase, the burden of proof is on the utility to prove its need for additional revenue.

5. The purpose of attrition adjustments.

20. The Commission has stated that the purpose of an attrition adjustment is to remedy situations where the company is “experiencing vastly different rates of change in revenues, expenses, and rate base” than what the rates were based upon.
  It goes without saying that revenues, expenses, and rate base are all constantly changing as part of ordinary ongoing utility business operations.  The function of regulation is not to eliminate the effect of these changes.  If that were accomplished, the utility would become a risk-free business, unlike any business in the competitive market place.  From Public Counsel’s perspective this investigation should focus on addressing unusual circumstances that pose special threats to utility financial health.  The fact that utilities face business risk, including fluctuations in costs and revenues, is not a compelling reason to alter fundamental ratemaking principles.
21. While the Commission has stated that failure to adjust for attrition when the company is experiencing “vastly different rates of change” would “amount to a refusal to allow the company a reasonable opportunity to earn its allowed rate of return,”
 it has also made clear that an attrition allowance, is not designed to guarantee that the company earns its rate of return.  Instead, the attrition adjustment is a mechanism “designed to improve the likelihood that a utility has a true opportunity to earn its allowed rate of return.”
  An attrition adjustment “is an extraordinary measure, not generally included in general rate relief.  A request for such an adjustment should be based on extraordinary circumstances  . . . .”

B. Public Counsel’s Preferred Ratemaking Mechanisms to Address Regulatory Lag or Earnings Erosion
Notice:  Your organization’s preferred ratemaking mechanism(s) for addressing each of the forms of earnings attrition identified in (1) above including benefits and shortcomings of your preferred mechanism and alternative mechanisms.  Discuss whether alternative causes of attrition require different ratemaking solutions.
1. Public Counsel’s preferred alternative ratemaking mechanisms.
22. In recent cases, Public Counsel has supported regulatory mechanisms that are preferable to an attrition adjustment to address concerns about earnings erosion and/or regulatory lag.  These include:

1. End of period valuation of rate base

2. Pro forma adjustments to reflect post-test year plant additions 
3. Pro forma expense adjustments that capture post-test year increases that can be verified and measured

4. The Expedited Rate Filing (ERF) mechanism
These mechanisms have previously been identified and employed by the Commission as tools to address earnings erosion and regulatory lag and are generally understood in Washington.  Public Counsel is prepared to address these in more detail, as appropriate, as the proceeding progresses.  In particular, it would be useful in this docket to develop more clear parameters for the ERF mechanism.  
2. Benefits/shortcomings of Public Counsel’s proposed alternatives.

23. Public Counsel’s preferred mechanisms reduce regulatory lag or attrition, if a Company can provide persuasive evidence of serious earnings erosion.  As a general matter, these alternatives rely upon actual and verifiable costs.  They thus avoid the subjectivity, ambiguities, and difficulty of verification associated with attrition adjustments.  Because they can be used within the existing ratemaking framework, they are more straightforward and efficiently employed than a full-blown attrition case.    
24. Arguably, the fact that these alternatives may not fully eliminate regulatory lag could be seen by some parties as a shortcoming.  However, because regulatory lag provides a valuable incentive for utilities to operate efficiently and control costs, it is actually beneficial that some degree of lag remain in the system.
3.  Benefits/shortcomings of an attrition adjustment/allowance.

25. An attrition adjustment can benefit a utility by providing an infusion of revenue and eliminating or reducing financial risk.  Attrition adjustments have a number of serious shortcomings, however.  First and foremost, attrition adjustments place substantial reliance on cost projections rather than on actual costs.  A cornerstone of establishing fair, just, reasonable, and sufficient rates is that they are based on actual, verifiable, auditable, known and measurable costs.  Company projections of costs have never been treated as a reliable foundation for setting rates in Washington, except in extraordinary circumstances.
 
26. A second major drawback of an attrition adjustment is the negative effect on management’s incentive to manage costs.
  If future revenues are guaranteed, management loses motivation to control expenses so as to maximize returns.  In this regard, approval of an attrition allowance is antithetical to the role of regulation as a surrogate for competition.  In an effectively competitive market, a company is not able to set prices so as to guarantee a specific profit margin for its investors during some future time period.  Regulation is not intended to facilitate such an approach by a monopoly utility provider. 
27. Third, to the extent an attrition adjustment is based on a projected high level of capital expenditures, an attrition allowance may have the perverse effect of encouraging unnecessary or premature capital expenditures in order fulfill the projections made in the most recent rate proceeding.  Commission Staff pointed out this issue in the most recent Avista GRC.

28. Finally, the calculation of an attrition allowance poses significant methodological problems.  Unlike the field of public utility accounting in general, and ratemaking methodology specifically, there are no generally accepted procedures for developing an attrition adjustment.  Development of attrition adjustments varies from case to case, company to company, and commission to commission.  A range of issues can arise that the regulator must resolve, including:  
· What historic time periods should be used for trending analysis?
· What historic cost of service components should be examined?
· To what extent is budgeted information used, and to what extent combined with historic?

· Should time periods and data used for different cost components be matched?
· Should cost components be grouped into buckets?  If so, how many, and how are costs allocated to the buckets?

· How are capital costs trended or considered?
· To what extent is trending an appropriate tool to use with rate base, which is characterized by “lumpiness”?
All of these factors can render review of an attrition request a complex and contentious process.  The problems of constructing an appropriate attrition analysis are discussed further in Section D below.


4. Do alternative causes of attrition require different ratemaking solutions?

29. As a theoretical matter, it is possible to characterize attrition differently based upon the underlying cause, as noted by Professor Phillips:
A regulated utility may encounter such increasing costs in securing capital (capital cost attrition), in adding new plant to service at incrementally higher per unit costs (rate base attrition), or in the operating expenses normally incurred to provide services (NOI attrition).

30. Different approaches may be appropriate for different situations.  Identification of the specific factor causing the erosion can allow narrow targeting of a remedy.  For example, if rate base attrition is identified, use of the “end-of-period” rate base would be more appropriate than a full projected revenue requirement approach.  
31. In examining any company request for relief from earnings erosion, it is important to review the mechanisms already in place to provide more timely cost recovery for a particular company.  A company that has in place a purchased gas adjustment (PGA), a power cost adjustment (PCA), a full decoupling mechanism, and additional trackers and deferred accounting mechanisms may not be able to credibly establish a need for additional special regulatory relief.  All of these mechanisms are designed to address causes of earnings erosion or revenue instability. 
C. Historical Test Year
Notice:  If your organization prefers the Commission to adhere to a historical test year ratemaking approach, discuss why it would or would not be appropriate to consider potential earnings attrition in that historical test year context.
32. Public Counsel recommends that the Commission continue to employ the modified historical (or “hybrid”) test year approach.  The Commission strongly reaffirmed this approach in two well‑reasoned and thorough decisions for the State’s two largest investor-owned utilities, PSE
 and Avista,
 and did so again this week in the Pacific Power 2014 GRC Order.  It remains the most reliable way to set fair rates because it is the most closely tied to actual costs.  
33. Public Counsel’s preferred alternative mechanisms for addressing earnings erosion all can be used in the context of a modified historical test year ratemaking framework.  Indeed, this is a significant advantage of this approach, since it does not require inventing a new set of regulatory parameters.
D. Requirements and Parameters for Public Counsel Preferred Mechanisms.
Notice:  If your organization has a preferred mechanism(s), please discuss the requirements and parameters necessary for calculating the adjustments. 
34. As discussed in Section B, Public Counsel’s preferred mechanisms to address earnings attrition include the following regulatory tools:  end-of-period valuation of rate base, a post‑historic test year adjustment to “update” the valuation of major plant-related rate base components closer to the rate effective date, pro forma expense adjustments that capture post-test year increase that can be verified and measured, and an Expedited Rate Filing (ERF) mechanism.  The parameters and requirements necessary for calculating these adjustments are described in the direct testimony of James Dittmer, Exhibit No. JRD-1T, in Dockets UE-140188/UG-140189, attached to this testimony as Appendix B.

1. Should an attrition analysis include historical data only?
35. One of the inherent complexities of an attrition adjustment is the open-ended nature of the analysis used to develop the adjustment.  Recent attrition adjustments proposed by utilities have utilized a “mix and match” approach where a historical trend period is used to develop escalators for certain categories of costs, while budgets were used for others.  Still other categories of costs were escalated simply on the judgment of the utility.  These proposals have also relied on varying time periods to develop historical and forecast escalation factors.  This disjointed approach is problematic because it allows any party to propose any number of historic periods and historic cost of service components to combine with various elements of budgeted information to develop a desired attrition adjustment. 

36. A well-supported attrition analysis should be as free from subjectivity and manipulation as possible.  Requiring an attrition analysis to include historical data only would avoid some of the complexity and opportunity for “cherry picking” described above.
  However, subjectivity around the time periods used to develop the historic escalation rates would remain.  One solution to address this issue would be to require escalation factors for all cost categories to be based on consistent time periods and consistent data (either budgeted or historical).  However, there are challenges with this approach because the same historical periods might not be accurate cost predictors for different categories of costs.

37. As a result of the complexities and inherent subjectivity of attrition adjustments as well as other concerns, Public Counsel has recommended, and continues to recommend, alternative approaches other than an attrition adjustment to address earnings attrition.
2. Should rate-year capital budgets be considered?
38. A key concern in the development of an attrition methodology is that the analysis be free from subjectivity.  There may be cases where it is appropriate for capital budgets to be considered in developing an escalation factor for a certain category of costs, however, the inherent subjectivity of this determination is problematic.
3. Should there be a bright-line cut-off date for including pro forma plant in rate base? 
39. Public Counsel supports the use of selected pro forma adjustments as one tool to address earnings attrition.  In the 2013 PacifiCorp General Rate Case, Public Counsel supported the Commission Staff’s recommendation for a bright-line cut-off with respect to major plant additions.  Public Counsel argued that such an approach would allow for greater certainty for the utility and its ratepayers.
  The Commission’s order in that case, as well as in the recent Pacific Power 2014 GRC order, rejected the concept of a bright-line cut-off date for including pro forma plant in rate base in favor of a flexible, case‑by‑case determination.
  Given the Commission’s recent reiteration of its approach on this issue, Public Counsel supports the determination of pro forma adjustments on a case‑by‑case basis, applying the “known and measurable” and “used and useful” standards, and requiring identification of customer benefit. 
4. What level of precision should be expected for projected capital budgets (budgeted to actual) for ratemaking?
40. Public Counsel shares the concern in this area raised by Commission Staff in the Avista 2014 GRC with regard to capital expenditure projections.  Staff witness David Gomez points out a number of factors that make it difficult to test the accuracy of company projections of capital additions, including the extent of backlogged or delayed projects.  Staff also points out that projections may become a “self-fulfilling prophecy” where there is an incentive for rates of capital expenditure to be driven by an effort to match earlier projections.
 
III. conclusion

41. Public Counsel looks forward to participating further in this investigation and engaging with other parties and the Commission Staff to help establish guidance on these issues, and balanced policies for future ratemaking proceedings. 
42. DATED this 27th day of March, 2014.
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