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Q.
Please state your name and business address. 

A.
I am James M. Russell.  My business address is 1300 S. Evergreen Park Drive S.W., P.O. Box 47250, Olympia, WA  98504.

Q.
By whom are you employed and in what capacity?  

A.
I am employed by the Washington Utilities and Transportation Commission as a Regulatory Analyst.

Q.
How long have you been employed by the Commission?
A.
Approximately 19 years, from June 1985 to the present.

Q.
Would you please state your educational and professional background?

A.
I graduated from Washington State University in 1983 receiving a Bachelor of Arts in Business Administration with a major in accounting.

My work at the Commission generally includes financial, accounting, and other analysis of general rate case and tariff filings, incentive proposals, special contracts, least cost plans, and rulemaking proceedings involving investor owned electric and natural gas utilities regulated by the Commission.  Over my career at the Commission I have provided testimony in approximately 11 formal general rate case proceedings and have been involved in numerous negotiated electric and natural gas general rate case settlements.  I have also presented Staff recommendations in many Commission open public meetings.

Q.
Would you please list the Staff witnesses and their general area of responsibility in this proceeding?

A.
Yes.  The following is a list of Staff witnesses and the areas of their responsibility:

James Russell – Electric Revenue Requirement and Adjustments, White River Accounting Petition, PCORC Accounting Petition, Accounting for Catastrophic Storm Damage and the Virtual Right of Way Program, and Gas Cost of Service.

Michael Parvinen – Gas Revenue Requirement and Adjustments.

Yohannes Mariam – Electric Power Cost Adjustments, and Electric and Gas Weather Normalization.

John Wilson – Rate of Return.

Joelle Steward – Electric Cost of Service, and Electric and Gas Rate Spread and Rate Design.

Douglas Kilpatrick – Reliability Measurement and the Tree Watch Program.

Q.
Please summarize Staff’s recommendation with regard to the issues in these consolidated electric and natural gas rate proceedings?

A.
The details of Staff’s recommendations are contained within each individual’s testimony, but the following is a brief summary:  Staff recommends that the Commission grant Puget Sound Energy, Inc. (PSE or Company) an additional $21,328,000 (1.5%) in retail electric service revenues and an additional $8,116,000 (1.1%) in retail gas service revenues.  These increases are based on an overall rate of return of 7.80% for both electric and gas operations.  Ms. Steward discusses Staff’s electric and gas rate spread and rate design proposals.  Staff recommends that the Commission grant in part and deny in part PSE’s request in its White River Accounting Petition (Docket No. UE-032043) that was consolidated with this proceeding.  Staff also recommends that the Commission deny PSE’s request for authority to defer PCORC rate case costs in its Accounting Petition (Docket No. UE-031471) that was also consolidated with this proceeding.  Finally, Staff recommends that the Commission adopt a new set of criteria that triggers the deferral of major storm damage expenses.

Q.
Are you sponsoring any exhibits in this proceeding?

A.
Yes, I am sponsoring the following exhibits:

Exhibit ___ (JMR-2C), Summary Result of Operations & Revenue Requirement


Exhibit ___ (JMR-3C), Restating and Pro Forma Adjustment Calculations

Exhibit ___ (JMR-4), UE-032043 White River Accounting Petition


Exhibit ___ (JMR-5), UE-031471 PCORC Accounting Petition

Exhibit ___ (JMR-6), PCA Baseline Rate

Exhibit ___ (JMR-7), Gas Cost of Service

Q.
Would you please begin by briefly describing your Exhibit ___ (JMR-2C), Summary Results of Operations and Revenue Requirement?

A.
Exhibit ___ (JMR-2C) summarizes Staff’s electric restating and pro forma adjustments and electric operations revenue deficiency of $21,328,000 based on an overall rate of return of 7.80%.  For ease of comparison, the figures that have been shaded on my exhibit pages indicate input differences from PSE’s direct case, as revised. 

Q.
Would you please describe Exhibit ___ (JMR-2C) in more detail?
A.
Beginning on page 1 of Exhibit___(JMR-2C), the first column entitled “Actual Results of Operations” reflects the test year (October 2002- September 2003) amounts and indicates that PSE earned an actual rate of return of 8.64% during the test period.  The second and third columns incorporate the effects of the “Conservation Trust” for ratemaking purposes.  The fourth column, entitled “Total Adjustments” is simply a tabulation of all the restating and pro forma adjustments shown on pages 2 through 5.  Finally, the column entitled “Revenue Requirement Deficiency” shows the impact of Staff’s recommended $21,328,000 retail revenue increase, given the overall rate of return requirement of 7.80%.


The first line on pages 2 through 5 of this exhibit indicates which Staff witness is responsible for the issues and the calculation of the amounts indicated in each particular adjustment column.

Q.
Would you please describe Exhibit ___ (JMR-3C)?
A.
Exhibit ___ (JMR-3C) is a detail of all the electric restating and pro forma adjustments (2.01 through 2.30).  A detail of the rate of return components, conversion factor, and calculation of the revenue deficiency is also included.  Each of the adjustments will be discussed later.

Q.
Are there any adjustments Staff made to PSE’s test year “Actual Results of Operations”?

A.
Yes, there is a difference in the end-of-period deferred tax amount shown on page 1, line 42 and the Working Capital amount shown on line 44 of the same page.  Mr. Parvinen discusses Staff’s calculation of the electric Allowance For Working Capital amount.

Q.
What is the issue regarding the deferred tax balance, which is shown as a reduction to rate base on line 42?

A.
PSE omitted a $73 million deferred tax account in its calculation of line 42, “Deferred Taxes”.  I have corrected PSE’s actual results of operations for this omission.  This separate deferred tax balance originally resulted from a 2002 Federal Income Tax refund PSE received that resulted from a $185 million retroactive restatement of the tax basis of its assets.  This issue will be discussed in detail in the Miscellaneous Operating Expense adjustment discussion later in my testimony.

Q.
Turning to the restating and pro forma adjustments, please indicate which electric adjustments are uncontested from Staff’s point of view.

A.
The following adjustments are uncontested:
2.01  Temperature Normalization

2.02  General Revenues

2.05  Federal Income Tax

2.07  Depreciation/Amortization

2.08  Conservation

2.13  Filing Fee

2.14  D&O Insurance

2.15  Montana Energy Tax

2.16  Interest on Customer Deposits

2.17  SFAS 133

2.19  Property Sales

2.25  Montana Corporate License Tax

2.27  Fredrickson Plant

2.28  Low Income Amortization

2.29 Regulatory Assets

Q. Please indicate which electric adjustments are contested from Staff’s point of view.

A.
The following adjustments are contested:

2.03  Power Costs

2.04  Sales for Resale

2.06  Tax Benefit of Pro Forma Interest

2.09  Bad Debts

2.10  Miscellaneous Operating Expenses

2.11  Property Taxes

2.12  White River Relic./Plant Costs

2.18  Rate Case Expense

2.20  Property and Liability Insurance

2.21  Pension Plan

2.22  Wage Increase

2.23  Investment Plan

2.24 Employee Insurance

2.26  Storm Damage

2.30  Production Adjustment

Q.
Please describe the reason for the differences in each of the contested electric adjustments, beginning with Power Costs.

A.
2.03  Power Costs
This adjustment restates power costs to the rate year (March 05-February 06) level for purposes of calculating both the revenue requirement in this proceeding and for establishing a new Purchased Cost Adjustment (PCA) baseline rate.  The detailed calculation of this adjustment is shown on pages 3 through 5 of Exhibit ___(JMR-3C).


Mr. Mariam is responsible for the calculation of the rate year power costs shown on page 5 of Exhibit ___ (JMR-3C).  I then bring the rate year power costs back to test year volumes through the “production factoring” process shown on page 4.


Mr. Mariam fully discusses Staff’s position on this adjustment, but generally, the main reasons for the difference in Staff’s adjustment from PSE’s relate to natural gas and coal fuel costs, and the use of 50-year water to determine average hydro production.  This adjustment decreases net operating income by $62,929,083.

2.04  Sales for Resale
Mr. Mariam is also responsible for this adjustment, as the Sales For Resale revenue are an output of the Aurora model.  The calculation of this adjustment is shown on page 6 of Exhibit ___(JMR-3C).  This adjustment decreases net operating income by $95,699,391.
2.06  Tax Benefit of Pro Forma Interest
This is a standard ratemaking adjustment, also know as “interest synchronization”, that adjusts the interest expense for tax purposes given the adjusted rate base and weighted cost of debt embedded in the overall rate of return calculation.  The difference in the adjustment between the Staff and the Company results from differences in rate base amount and weighted cost of debt.  The calculation of this adjustment is shown on page 8 of Exhibit ___(JMR-3C).  This adjustment decreases net operating income by $7,259,422.

 2.09  Bad Debts

This adjustment normalizes bad debts expense by using a three-year average (September 30, 2000, to September 30, 2002) of actual write-offs, instead of the Company’s test year write-off amounts.  The bad debt rate during the test year was abnormally high due to a write-off policy change that was implemented during the test period.  Staff’s average pro forma bad debt rate is 0.44193%, which corresponds to the Company’s rate of .55908%.  The calculation of this adjustment is shown on page 11 of Exhibit ___(JMR-3C).  This adjustment increases net operating income by $1,035,844.

2.10  Miscellaneous Operating Expenses
Mr. Parvinen discusses the reason for the difference in the portion of this adjustment related to “Incentive/Merit Pay” and “Payroll Taxes Associated With Merit Pay”.  I will discuss Staff’s proposal to remove the study costs associated with the 2002 Federal Income Tax and Montana Corporate Income Tax refunds, and pro forma costs associated with continued Tree Watch program costs.  During the test period, PSE paid Deloit & Touche $812,196 for a feasibility study that resulted in PSE filing for 2002 Federal Income Tax and Montana Corporate Income Tax refunds.  These refunds resulted from a retroactive restatement of the tax basis of PSE’s assets.  This restatement resulted from a change in the way labor costs are capitalized for Federal Income Tax purposes.   I removed these study costs because they are non-recurring and PSE has proposed to eliminate the Montana Corporate Income Tax refund booked during the test period.


With regard to Tree Watch, I have included a pro forma amount of $2 million for a scaled back, but continued, Tree Watch program.  This program is discussed later in my testimony and in Mr. Kilpatrick’s testimony.


The calculation of this adjustment is shown on page 12 of Exhibit ___(JMR-3C).  This adjustment decreases net operating income by $98,086 and increases rate base by $1,711,055.

2.11  Property Taxes

Mr. Parvinen is responsible for this adjustment.  The calculation of the adjustment is shown on page 13 of Exhibit ___(JMR-3C).  This adjustment increases net operating income by $18,723.

2.12  White River Relic./Plant Costs

On January 15, 2004, PSE’s White River hydroelectric project (Lake Tapps) ceased operation.  Through the PCORC proceeding in Docket No. UE-031725, PSE was allowed a return of and on the plant’s net book value of approximately $42 million through the PCA mechanism.  Subsequent to PSE filing the PCORC, the Company filed an Accounting Petition in Docket No. UE-032043 that requested approval of certain accounting and ratemaking treatment of White River plant and deferred costs.  At the Commission’s Open Meeting on April 28, 2004, the Commission consolidated PSE’s White River Accounting Petition in Docket UE-032043 with this docket.  Exhibit ___ (JMR-4) is a copy of the Staff Open Meeting Memorandum and PSE’s White River Accounting Petition.

In this proceeding, PSE proposes to treat White River net plant costs (now approximately $41 million) as a regulatory asset in the PCA and to amortize the remaining balance over 30 years (the Accounting Petition requested 10-year amortization.)  In addition, PSE proposes to add to rate base deferred costs totaling $20,545,452 and to amortize this amount over a 10-year period.  Of this amount, $15,201,438 is associated with PSE’s attempt to obtain a FERC license for its White River hydroelectric project, $2,758,997 is associated with additional safety and regulatory costs, and $2,585,017 is associated with obtaining water rights to maximize the salvage value of the project through the proposed sale to Cascade Water Alliance.  The direct testimony of PSE’s witnesses Mr. Eric Markell (pages 19-27) and Mr. John Story (pages 12-13) provide a detailed description of the history of the White River project and associated costs.

Q.
What is Staff’s recommendation to resolve PSE’s Accounting Petition in Docket No. UE-032043 and the ratemaking treatment of White River costs in this proceeding?

A.
Staff recommends that the Commission:

1 Grant PSE’s request to transfer the unrecovered plant costs associated with the White River Hydroelectric project to FERC Account 182.2, Unrecovered Plant and Regulatory Study Costs.

2 Allow a return of, and on, the White River unrecovered plant costs in this proceeding and through the PCA, as variable cost items, as proposed by PSE in this general rate case.

3 Grant PSE’s request to transfer the licensing charges, safety and other regulatory costs (“Other White River CWIP”), and the costs to obtain water rights, to separate 182.3, Other Regulatory Assets, accounts in order to preserve their identity.

4 Allow a return on these three 182.3 accounts in this proceeding and through the PCA as variable cost items.

5 Deny PSE’s request to begin amortization of these three accounts in this proceeding.

6 Book the proceeds from the sale of White River Assets to a separate 182.3 account and treat the return on this credit balance account through the PCA as a variable cost item.

Q.
Have the deferred “Relicensing Cost” balances changed materially to warrant a revision to the amounts for this adjustment?

A.
Yes.   PSE has received certain payments from Cascade Water Alliance since the time it filed its case.  These payments were booked as a reduction to the deferred costs in Account 182.3, and have actually exceeded the cost to obtain the water rights.  Accordingly, I have updated this balance to zero and applied the remaining proceeds as a reduction to the “Other White River CWIP” balance.

Q.
What is PSE proposing for amortizing these “Relicensing Costs”?

A.
PSE proposes to amortize these “Relicensing Costs” over ten years, beginning at the conclusion of this case.

Q.
Why do you propose no amortization of the “Relicensing Costs”?

A.
I propose no amortization because the sale of White River is pending.  As stated in the Staff Memorandum, it is possible that the net proceeds of the sale exceed the total deferred costs.  The Commission would then make a final determination in a future proceeding regarding the application of the proceeds and the disposition of any remaining balance, including possible sharing of any net proceeds.

Q.
What is the ratemaking impact of your accounting proposal on White River?
A.
The calculation of this adjustment is shown on page 14 of Exhibit ___ (JMR-3C).  This adjustment decreases net operating income by $73,280 and increases rate base by $19,957,773.

Q.
Turning to the adjustment “2.18  Rate Case Expense”, please summarize what PSE proposes.

A.
PSE proposes to amortize the remaining 2001 rate case costs (Docket No. UE-011570) that it deferred on its books.  In addition, PSE began deferring its 2004 rate case costs and proposes to amortize an estimated $2.4 million for this proceeding over three years beginning with the effective date of new rates.  PSE also included its 2003 PCORC costs as if its Accounting Petition in Docket No. UE-031471 had been approved and it had been granted deferred cost treatment for these costs.  The Company also proposes an amortization of this assumed deferral over a three-year period beginning with the effective date of new rates in this proceeding.

Q.
What do the Federal Energy Regulatory Commission (FERC) Uniform System of Accounts prescribe regarding rate case costs?

A.
The relevant excerpt from the FERC Uniform System of Accounts, Account 928, Regulatory Commission Expense, states:

A.  This account shall include all expenses (except pay for regular employees only incidentally engaged in such work) properly includible in utility operating expense, incurred by the utility in connection with formal cases before regulatory commissions, or other regulatory bodies, or cases in which such a body is a party, including payments made to a regulatory Commission for fees assessed against the utility for pay and expenses of such commission, its officers, agents, and employees.


B.  Amounts of regulatory commission expenses which by approval or direction of the Commission are to be spread over future periods shall be charged to account 186, Miscellaneous Deferred Debits, and amortized by charges to this account.

Q.
What is PSE requesting with regard to the 2003 PCORC rate case costs?

A.
PSE requests that it be allowed to defer its PCORC costs to FERC Account 182.3, Other Regulatory Assets, and to include the deferred costs in working capital in future rate proceedings.  PSE also requests that amortization of such balance be set in the next general rate proceeding.  Exhibit ___ (JMR-5) includes a copy of PSE’s filing and the Staff’s Memoranda from the Commission’s Open Meetings of March 31, 2004 and April 28, 2004 when the Commission consolidated these dockets.

Q.
What do you recommend regarding PSE’s Accounting Petition in Docket No. UE-031471 regarding the 2003 PCORC costs?

A.
Consistent with the Staff Memoranda, I propose that the Commission deny PSE’s request to defer and amortize these costs, but allow a “normalized” level in this proceeding associated with the PCORC.

Q.
What do you propose to include as a “normalized” level of expense for PSE’s 2003 PCORC costs?

A.
I include one half, or $650,000, of PSE’s PCORC costs in my adjustment as a “normal” level of PCORC costs going forward.  I do this for two reasons.  First, this was a very contentious case given the Tenaska issues that were litigated.  I would not expect PSE to make actual expenditures of this high level again.  Second, it would not be fair for PSE’s customers to pay for the incremental costs of a rate case where the Commission found imprudence on the issue being litigated by the Company.  

Q.
Did PSE defer its 2003 PCORC costs?

A.
No, they were expensed as incurred in accordance with FERC accounting requirements (Account 928, paragraph A).

Q.
Are any of PSE’s 2003 PCORC costs included in the test period operating expenses?
A.
Yes, legal costs of approximately $401,000 were expensed during the test period.  Even though PSE is requesting deferral and amortization of its PCORC rate case costs in its adjustment, the Company did not remove the $401,000 in the test period operating expenses.  PSE’s proposal results in double recovery of these costs, because, if the Commission grants PSE’s proposal, then PSE will restore income of $1,300,000 (total amount expensed in prior periods), amortize this amount, and also collect the $401,000 per year in “test period” expenses it failed to remove.

Q.
How did PSE account for its 2001 rate case costs that are reflected in its adjustment?
A.
They are currently in Account 182.3, Other Regulatory Assets, and the balance is being amortized over 3 years.

Q.
How is PSE currently accounting for its rate case costs associated with this proceeding?

A.
It is booking 2004 rate case costs as they are incurred to Account 182.3, Other Regulatory Assets.

Q.
Do you agree with the way PSE is accounting and has proposed to account for its 2001 and 2004 general rate case costs?

A.
No.  The FERC Uniform System of Accounts prescribes expensing rate case costs as they are incurred, unless specific authority to defer them to Account 186 is granted.  In the settlement agreement of the 2001 general rate case there is language that states PSE will “amortize” its 2001 rate case costs over three years.  This language implies deferral treatment.  As I discuss later, I allow continued amortization of the remaining 2001 rate case costs, but these deferred rate case costs should be included in Account 186 as prescribed by FERC accounting instruction, not in Account 182.3, Other Regulatory Assets.  2004 rate case costs should be expensed as incurred.

Q.
Please summarize your proposed rate case adjustment.

A.
I propose to allow an amortization of the 2001 rate case costs PSE deferred on its books and amortization of 2004 rate case costs PSE has deferred to date (through August 2004).  I also include a “normalized” level for PCORC and remaining 2004 rate case costs.  Generally, the calculation of my adjustment recognizes that there may be a legitimate miss-interpretation by PSE of prior Commission decisions on how to account for rate case costs (U-80-10, U-81-41, U-82-38, U83-54, U85-53, U-89-2688-T, and U-92-1262).  It appears that PSE has interpreted those decisions to allow blanket authority to defer general rate case costs to Account 182.3, Other Regulatory Assets.  While there may be some disagreement with regard to blanket authority to defer rate case costs, I do not believe at all that the Commission’s past decisions also authorize PSE to earn a return on these deferred costs by including them in Account 182.3.

Q.
Why do you advocate “expense and normalize” versus “deferral and amortization” for rate case costs for accounting and rate making treatment.

A.
Several reasons.  First, expense treatment is the normal accounting prescribed by FERC, as rate case costs are normally not a huge fluctuating cost requiring dollar-for-dollar collection.  Second, deferral treatment of any cost provides no incentive to control costs and creates an incentive to increase earnings by “padding” the deferral.  Third, it creates more work through audit responsibility and shifts the burden of proof from the utility to the Commission and its Staff to find the excessive or imprudent dollars in multi-year deferrals versus the utility having to justify a normal level of expenses in a rate case.  For expensed items, a year-to-year analysis and budget comparisons can be done to determine a proper “normalized” amount; not so with deferrals.  It is also unrealistic to expect Staff to completely audit multi-year deferrals during a general rate case review given all the other review responsibilities.  Fourth, they place the Commission in a “no-win” situation with investors and Wall Street when it does come to disallowances (write-offs).  What I mean by that is, if deferral treatment is granted, it creates an implicit expectation by investors, debtors, and Wall Street that the deferred cost are virtually “guaranteed”.  If the Commission audits the deferred cost and makes a disallowance, a write-off of an asset is required.  This action elicits a greater adverse reaction from Wall Street than a reduction of test year expenses in a rate case if the FERC prescribed “expense and normalization” is the standard.

Q.
Please summarize your recommendation regarding rate case cost recovery.
A.
As I discussed above, I propose that the Commission allow in this proceeding a “normalized” level of 2004 and PCORC rate case costs, plus an amortization amount of 2001 and 2004 deferred-to-date rate case costs, with no rate base treatment.  PSE’s deferral accounting treatment of 2004 rate case costs should cease.  In addition to an amortization amount for 2004 rate case costs that have been deferred to date, I have included a “normalized” level for the estimated remainder of the 2004 rate case costs to be expensed on a going-forward basis.  At the conclusion of the three-year amortization, I propose continued recovery of this amount, but amortization of the deferred costs discontinued.  The calculation of my proposal is shown on page 20 of Exhibit ___(JMR-3C).  This adjustment increases net operating income by $18,723.

Q.
Are the next few contested electric adjustments Mr. Parvinen’s responsibility?

A.
Yes.  Mr. Parvinen is responsible for the next few contested electric adjustments, which are:  2.20 - Property and Liability Insurance, 2.21 - Pension Plan, 2.22 - Wage Increase, 2.23 - Investment Plan, and 2.24 - Employee Insurance.

Q. Turning back to the areas of your responsibility, is there an issue surrounding PSE’s Storm Damage Adjustment?
A. Yes.  The Storm Damage Adjustment is uncontested if the Commission adopts Staff’s recommendation on Storm Damage deferrals discussed below.  If the Commission adopts PSE’s Storm Damage deferral proposal, then all storms from October 1998 through September 30, 2003 over $2,000,000 should be removed when calculating the “Six Year Average Storm Expense” because, going forward, those storms will be deferred, and the pro forma level of “normalized” storm costs embedded in rates should be lower as a result.  During that six-year period, there were three storms totaling $8,179,748 that were over $2 million that should be removed from the average “normal” storm expense.  These storm costs are shown on page 1 of Mr. Kilpatrick’s Exhibit ___ (DEK-2).  Therefore, the normal storm expense that should be embedded in rates under PSE’s deferral proposal should be $3,239,653, not $4,602,944.  Another way to handle the apparent double recovery in PSE’s proposal would be to assume that there is an additional increment of amortization of storm damage costs during the rate year and beyond.

Q.
Turning to the issue of deferral of catastrophic storm damage costs, what is the current trigger for PSE to defer storm damage costs. 

A.
The current trigger is, if 25% or more of PSE’s electric customers are without service, PSE has blanket authority to defer the costs resulting from that particular storm.

Q.
Do you believe this is an appropriate trigger?

A.
No.  I agree with PSE’s witness Ms. McLain [Exhibit (SLM-1CT), pages 28-30] that a predetermined level of “costs” is a more appropriate trigger for determining whether costs should be deferred.

Q.
Do you agree with PSE’s proposal to defer costs associated with any “catastrophic event” that results in damage over $2 million to either the electric or gas systems?

A.
No.  This proposal is too generous and overly broad.  First, given the size of PSE’s operations, I believe a threshold of $2 million is substantially too low.  Second, PSE’s proposal is expanded to cover both gas and electric services, and damage resulting from any non-storm event, whether natural or man-made.

Q.
What do the other electric and gas utilities in Washington do with costs associated with storms and other events causing damage to their systems?

A.
They expense these costs as required by the FERC Uniform System of Accounts unless they file a specific, as-needed, request to defer them.  PSE is the only Washington utility currently with blanket authority to defer storm damage costs.

Q.
What do you believe to be fair blanket authority for deferral of storm costs?

A.
I recommend that the Commission adopt an annual fixed dollar amount that triggers whether electric storm damage costs are ultimately deferred within a fiscal year.  I also recommend that the Commission continue to restrict PSE’s blanket authority for deferral treatment to electric storm damage costs.  PSE can always file an accounting petition for any other cause of damage to its electric system on an as-needed basis.  I recommend that the Commission not expand blanket deferral treatment to gas operations, especially since storms very rarely, if ever, cause damage to gas systems.  Again, PSE can file an accounting petition on an as-needed basis for any abnormal damage to its gas system, whether incurred by natural or man-made events.

Q.
Do you recommend that the Commission impose other conditions if it authorizes blanket deferral treatment of electric storm damage costs?

A.
Yes.  I recommend that the Commission authorize this deferred cost treatment on a temporary basis through December 31, 2007, with the ability of the Commission to revise or eliminate the experimental deferral as needed between now and December 31, 2007.  

Q.
Mr. Kilpatrick recommends that a storm be classified as a “major event” according to the IEEE methodology before it is eligible for deferral treatment.   What do you recommend the Commission set as the annual cost threshold for deferring major and catastrophic electric storm damage costs?

A.
Based on the distribution of historic storm costs illustrated in Mr. Kilpatrick’s Exhibit ___ (DEK-2), I recommend that the Commission set the threshold for March 2005 through December 31, 2005, at $5 million for all eligible IEEE major storm events.  For the following two fiscal years, I recommend that all IEEE major storm events costs totaling over $7 million be afforded deferred cost treatment.   Finally, I recommend that the Commission require that PSE file a report informing the Commission that the cost trigger has been exceeded during any of the three fiscal year periods.  The report would be filed within 30 days of the event triggering the deferral treatment.

Q. Please discuss the final contested adjustment entitled “2.30 Production Adjustment”.
A.
This adjustment is a fallout adjustment that reflects the “production factoring” effect of all power cost expenses and rate base items that have been revised through other adjustments.  The production factor of 1.281% used in this adjustment is not at issue.  This adjustment increases net operating income by $540,199 and decreases rate base by $9,749,871.

Q.
In Docket No. UE-040926, PSE’s Tree Watch (virtual right of way), deferred accounting treatment was allowed to continue pending final determination in this rate case.   What is your recommendation regarding the accounting and ratemaking treatment of the Tree Watch program?

A.
Mr. Kilpatrick’s testimony discusses the merits of the Tree Watch program.  For ratemaking purposes, I recommend that the Commission set a “normalized” level in rates of $2 million.  PSE should cease deferring Tree Watch costs, but continue to amortize the existing $42 million balance (as of May 2004) of prior deferred costs.  The effect of this $2 million “normalized” amount was discussed briefly in the adjustment 2.10 Miscellaneous Operating Expense.

Q.
Please explain Exhibit ___ (JMR-6), entitled “PCA Baseline Rate”.

A.
This exhibit is an accumulation of all the Power Cost Adjustment (PCA) elements, which are used as the basis for sharing in the PCA mechanism.  This exhibit calculates the PCA baseline rate resulting from Staff’s revenue requirement calculations.  There is one necessary revision to the presentation of this exhibit in order to clarify the intent of the PCA.  The current PCA settlement Exhibit A-1 from Docket No. UE-011570 and Mr. Story’s proposed Exhibit ___ (JHS-4), page 1, both show a total line item (line 23) for production depreciation and amortization as a fixed cost component in the PCA.  This illustration does not reflect the intent of the PCA as illustrated in Exhibit B of the PCA settlement.  The return of, and on, regulatory assets are intended to be variable cost components in the PCA.  Therefore, I have revised Exhibit A-1, Power Cost Rate, to separate out and show the Amortization of Regulatory Assets (line 23a) as a variable cost item.

Q.
Please explain the results of your Gas Cost of Service study reflected in Exhibit ___ (JMR-7).

A.
Exhibit ___ (JMR-7) is a revision to a cost of service study Public Counsel requested PSE perform (Public Counsel Data Request No. 153).  I revised that study for Staff’s gas results of operations, as discussed in Mr. Parvinen’s testimony and as reflected in his Exhibit ___ (MPP-2).

Q.
What changes did Public Counsel request the Company to run through the gas cost of service study?

A.
Public Counsel asked PSE to make the following changes to its gas cost of service study:  1) Use the average of the five highest days in each of the three most recent years as the definition of “peak day”; 2) Exclude all revenues, expenses and rate base associated with water heater rentals; 3) Allocate uncollectibles accounts to all classes on the basis of class revenue; and 4) Allocate Jackson Prairie storage gas inventory on the same basis as Jackson Prairie plant in service.

Q.
What definition of peak day did the Commission adopt in Docket No. UG-940814?
A.
The Commission adopted the use of the five highest days in each of the three most recent years as the definition of “peak day”.  That is the same definition Public Counsel requested PSE to run.

Q.
How did PSE define peak day in its gas cost of service?

A.
As discussed by PSE witness Ms. Paulson, PSE used an average of the 5 highest peak days from December 2002 through January 2004.

Q.
What was the resulting classification of distribution mains using the peak-and-average method the Commission adopted in Docket No. UG-940814?
A.
The peak-and-average method adopted by the Commission resulted in 49% of distribution main costs being allocated on a commodity basis and 51% on a demand basis.  One reason the Commission adopted the use of a three-year average was to stabilize the resulting peak-and-average classification factors over time.
Q.
What is the result of PSE’s and the “Commission’s adopted” methods for calculating peak?

A.
PSE peak day volumes result in a “peak-and-average” classification that classifies 40% of distribution main costs as commodity-related and 60% as demand-related.  A revised calculation of peak day, in accordance with the Commission’s adopted method, classifies 42% of main costs as commodity related and 58% as demand related.

Q.
What are the results of your cost of service study?

A.
My cost of service study results in the following relative class returns and revenue-to-cost ratios as compared to PSE’s.

	
	
	              PSE
	
	           STAFF

	
	
	Relative
	Revenue to
	
	Relative
	Revenue to

	
	
	Return
	Cost Ratio
	
	Return
	Cost Ratio

	Residential
	
	89%
	97%
	
	88%
	98%

	Commercial and Industrial – Small
	144%
	112%
	
	138%
	108%

	Commercial and Industrial – Large
	167%
	120%
	
	120%
	105%

	Interruptible 85
	
	57%
	87%
	
	45%
	87%

	Interruptible 86
	
	100%
	100%
	
	47%
	87%

	Interruptible 87
	
	35%
	62%
	
	-26%
	72%

	Transportation 57
	
	250%
	136%
	
	223%
	125%

	Special Contracts
	
	41%
	84%
	
	9%
	79%

	CNG service
	
	-645%
	12%
	
	-951%
	14%


Q.
Do you have a concern with the use of the peak-and-average method for classifying mains?
A.
Yes.  Generally, it does not follow cost causation, but is simply a result of measuring loads to allocate costs already incurred.

Q.
Would you please further explain your response?

A.
Yes.  Generally speaking, natural gas distribution systems (local distribution systems or “LDC’s”) are relatively simple systems.  LDC’s receive natural gas at high pressure (600-900 PSI) from the pipeline and reduce the pressure through regulation valves to approximately 50 PSI.  The gas then flows through its pipes to lower pressure as a result of customer usage.  The more customers use, the more the regulation valves open, and the faster the gas flows.  The amount of gas that can flow through a pipe (capacity) is exponentially related to both pipe diameter and pressure differences.  For instance, a two-inch pipe may be one-and-a-half times the cost of a one-inch pipe, but is able to deliver five times the volume (at the same pressure).  This concept was addressed by Public Counsel’s witness Mr. Lazar in the Docket No. UG-940814 cost of service case.


Intuitively, the cost of installing a larger size pipe to serve peak and future load is relatively inexpensive, because permits, rights of way, trenching, and assembly all have to be accomplished irrespective of pipe size.  During PSE’s last general rate case, I did an analysis of the Company’s actual costs of installing different size transmission and distribution pipes.  By knowing the system’s peak design capacity, minimum loads, actual installed pipe costs, by size, and the equation for gas flow through a given pipe size, one can estimate the cost of PSE’s system required to serve the minimum loads on its system.  In the analysis I did, the ”minimum sized” system cost was approximately 63% of PSE’s total transmission and distribution system costs.  What this implies is that 63% of transmission and distribution system costs should be allocated on a commodity basis, not the 42% that the peak-and-average method classifies as commodity-related.

Q.
Please summarize the point of your argument.
A.
My point is that peak capacity costs on an LDC’s system are relatively small, and not linear with costs, as the peak-and-average method implies.  The Commission should continue to be wary, as it has through prior decisions, of arguments that assign excessive costs on a peak basis.  I bring this argument up because the peak-and-average calculation result is materially different today than when it was first adopted by the Commission in 1993 (49/51 vs 42/58).  In addition, the method I discuss above would result in more a stable classification of distribution main costs over time than does the peak-and-average method.

Q.
Does this conclude your testimony?

A.
Yes.








