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DEFORE THE PUBLIC UTILITIES COMMISBION
OF THE BTATE OF HOUTH DAKOTA
I THE MATTER OF THE APPLICATION ) - |
“OF NOATHERN BTATED DOWER COMPANY ST
- FOR AUTHORITY 7O ESTABLIBH z =

INCREASED RATES FOR ELECTRIC
~'SEAVICE IN OUTH DAKOTA.

.. On June 15, 1081, Korthern flitates Power ceagan{ (NaP)
filed with the Coemissien an applieatien fer authority teo
eatablish inoreased rates for its vetail electrie gerviee in
8outh Dakexa. By the terms of its application, N3P sought to
inevease ¥Yatail eleetrie vevenues by approximately 96,184,000

~on aa annual basis, whieh constitutes an overall imerease in
annual revenues of appreximately 20%. 18P gerves approximately.
48,000 ecustemers ia Houth Dakeis. HIP sought to implemeat its
propasaed rate inerease teo become effective opn December 16, 1081.
On July 31, 1981, the Commissien filed its Heotice of and Order
for Depesit and Procedural 8Schedule herein., By the terms of
that Order a schedule for the filing of testimony and a time
for hearing was established. By its Amended Order for and
Notiece of Procedural 8chedule entered en October 2, 1881, the
evidentiary hearing set in the ease was delayed one day to
agoosmodate a state and federal holiday., On Beptember 30,
1981, the Comaission hold a consumer ingut hearing in Bieux
Falls, 8outh Dakota., On October 13, 1981, the formal evi=
“dentiary hearings in this case were coemenced im Plerre.
NSP was represented by its caunsel David Lawrence of Minneape=
1is, Minnesota aad by Bamsyei L, Hancea of Brigge and Mergan,
Minneapolis, Mipneseta. Commission 8taff was represented by
Wayne P. Gilbert aed Doyle D. Estes of Gunderaen, Yarrar,;
- . Aldrich, Warder and DeMerssoman, Rapid City, South Dakota.

1. . .

, . N8P Witness McIntyre's adjustments to rate base, revenues
.~ and expenses are based os 1981 sales levels and associated
- demands, It is N8P's contention that 8DCL Chapter 49-34A
- .does mot prohibit usage of partially or fully forecasted test
. years.  Witness MeIntyre testified that he had little confi-
. - dence that Staff's case utilizing historieal test year data - -
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one budgetary ggriad forward in order to give their budget the
appearanee of being preeice. Staff allegea that due to the
adoptien of a budget, NP may receive rate base treatments
months before an ltem becesmes used and useful, yot beeause

the item became used and useful within the budget year the
budgat will maintain the appearande of being eorreet., Staff
aggerts that the forecast depends heavily am the forecast of
gales in ovder to eatablish caeat/reveaue relationships. Btaff
believes that #ales eannot he forecast aceurately due to the
present diffieulty in forecasting treads.

Btaff Vitness Risleov testified that historieal test years
are not “backward loeking" ia a rate ¢ase ceatext. It is Wit=
aess Rislev's testlnang that historieal test years adjusted fer

known and measurable changes are gound for develepment of

. appropriate eoatfravenue velationships. Otaff Witnesses

- Towers and Rislov testified that in their epinien, N8P hae
failed to doecument knows and measurable changes and that N8P
is now trying to eapitalige on this fallure by requesting the
Comptinsion to adept a self=fulfflling budget that offers 1ittle
economiec incentive for being cost-gonsaious,

- Gtaff asserts in its ease that they have recegnized more
adjustments to NBP's ease than they have in the past. Htaff
Witpess Rislev, for exaggle. asnualized nea-revenue preducing
plant threough July of 1081, a full aix months after the test
year ended, WVWitnesses Rislov and Towers additionally testified
that N8P eould offer known e¢hange adjustments occurring prier
to the Commisgion Order. : .

gtaff also noted, contrary to NEP YTitness Melntyre's testi-
®ony, that usage of foregast test years does not meces@arily ‘
. 1imit the number of rate inerease filinge. 8taff points eut .
that N8P filed for an iucrease in rateg in Minnepota on July 1,
1981, only tvo months after Minnesota had iscued a rate inw«
orease Order. .

Staff Witoness Rislev further pointed out that the Htaff
=u6t process a rate.ease within six months of the date of
filing, and that thig velatively rapid processing time
goupled with known change adjustments should make, in Witness
‘Riﬁéggis view, the test year reasonably reflective of current
gonditions. _ : s - : _ -

A, N8P Position

' NSP urged the Commission to sbandon its past precedent . -
‘requiring flow=through of income tax benefits and adopt income :~

-~ tax normalization, N3P Witness Molntyre testified that tax '/
. YO : -
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. DEFORR THE DUDLIC UTILITIES COMMIBBION
. OF THE GTATE OF BOUTH DAKOTA

IR THE MATTER OP THE APPLICATION
OF NORTHERN BTATEd BOWER COMPANY

- FOR AUTHMORITY TO EATABLIBH -
INCREASED RATES FOR ELRECIRIC
BERVICE IN 20UTH DAKOTA,

. On June 15, 1081, Xorthern Btates Power Cempany (NAP)
filed with the Cosmicsion an applieatien for authority te
establish inoreased vates for its retail eleetrie serviece in
‘Bputh Daketa, By the terms of its appliecation, MAP asught te .
inerease retail eleetrie revenues by aapresiaaiely $6,184,000

~ on an anpual basis, whieh eenstitutes an overall inmerease in
_anaual revenues of approximately 80%. NBP serves approximately
46,000 qustemers in Bouth Pakota. N8P seught to implement its
propased rate inorease to beecome effective en Deesember 15, 19081,
Oa July 21, 1081, the Cosmission filed its Hotice of and Order - -
for Pepesit and Progedural 8chedule herein. By the terms of .
that Order a schedule for the filing of testimony and a time
for hearing was established. By its Amended Order for and
Notviee of Procedural Behedule entered on October 3, 1881, the
evidentiary hearing set in the eass was delayed ene day te
acvosmodate a state and federal heliday. ©Oa Heptember 30,
1981, the Commission held a ceasumser iaguﬁ hearing in Bioux
Falls, South Daketa. Oa Octeber 13, 1981, the fermal evi=
dentiary hearings in this case were eocmmenced in Pierre, :
NBP was represeated by its counsel David Lawrence of Minneape-
" 1ia, Minneseta and by Bamuel L. Hanson of Briggs aad largan.
- Minneapoalis, Minnesota, Commigsion Btaff was represented by
-Wayne ¥, Giibert and Doyle D. Estes of Gunderson, Farrar,
Aldrich, Warder and DeMersseman, Rapid City, 8cuth Dakota.

DISCUIBION
“A: N8P Position |

. NSP vitness McIatyre's adjustments to rate bage, revenues

. - and expenses are based on 1981 sales levels and asegciated
demands, It is NBP's contentiaon that SDCEL Chapter 40-04A
does not prohibit usage of partially or fully forecasted test

. years. .¥itmess Molntyre testified that he had little confi= . .-
- denge that Staff's case utilizing historical test year data =
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properly reflecta 1081 conditions, and is mltogecher insuffi-
eient for racognisiag 1082 aanditionl. Witnesa MoIntyre then -
defended his recormended use of foreacasted and budgeted data
arguini\that the complexity and thoroughness of a budget :
enhanges it3 reliability. He aleso teatified that it ig unnecéss
in:g for tha Scatf co deveieg itn own budgat but that 3Staff
gould fulfill its responsibilitiis by reviewing the Company's
budget ian lighc of historieal results, chaaging condicions

and abnormal deviations. NSP fu'ther claimed that ita budget
should be adoptad bacause there ‘jave besa no serious ariticiems
of ita adeuragy, it betvter refleits cost/revenue relationships,
its aceuraay ¢an be assessed as actual results oscour and it

aan be aorraated in the process, and heoause serious revenue
faps will ocaur if hiatorieal teit years are utiliged,

NBP Witneas Molatyre testified that other juriadietions
have had good exparience using forecaated test years baged on
N8P's budget, and that the budget hae historieally proved to
be quite reliable in refleating the near futura. Because the

“budgets are used prln;rilg for aperating, planning sad conduat-
"ing Company business, he be

iievad the budget to represent the
Company's hest efforts to forecast its ficsncial future. N8P
als0 contends that the budgeted data is superior to Staff's
historical test year, and further contends that 8taff's deter=

- minations bave falled to work in the past,

B. Ssalf Posision

Scat? opposes the use of parcially or fully foreomated test
years, 3taif VWitness Rislov testified that .the purpose of a :
Tate increase application is to derive cost/revenue relation-
ships that will be in effect for the forthooming period. He
majintained that historical data reflects actual qost/revenue
relactionships, and when adiusted, is s berter indicator of

future relasionships than a budget. Witness Riaslov testified
that a budget is based on 2 series of assumptions, projaections
and guesses made by 385 department heads, asd that given the
number of people involved and the possibility of errors ca the
part of each, budgets may be adequate for planning, but lmck
aufficient precision for ratemakiag.

Scaff YWitnesses Towers aad Rislov pointed out that N3P's
claim that their budget performs aceeptably ia other juris-
diotions in an allowed verus earned return sense is meaning-

“less _becauss the budget becomes a selfs=fulfilling prophecy.
" 8ga’f claims that NSP can and does time expepnditures to their

beneiic when a forecast test year based oa their budget (s

‘utilized. Staff believes that NP may delay expenditures frov h

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




one budgetary geriod torward in order te give thelr budget the -
appearance of being precise. B8taff alleges that due to the
adoption of a budget, NGP may reeeive rate hase treatments
wonths before an item beesmes used and ugeful, yet beoause

the item became used and useful within the budget year the - -
budget will majntain the appearance of being eorreact. - 8Staff
‘agaerts that the foreeast depends heavily en the forecast of
salea in order to establish cost/revenue relationships. Staf!
believes that sales ecannot Be foreécast aceurately dus to the
present diffienlty i{n forecasting treads. '

8taff Wirneas Riglov testified that hisvorieal test yeara
are not “baekward looking" im a rFate ease context. It ia Wit-
ness Rislev's tegtiagng that hiatorieal test yeavs adjusted for
known aad measurable ehanges are apund for develepment of
‘appropriate eost/revenue relationships. Btaff Witnesseu
Towera and Rialov testified that in their opinios, N8P has
failed to deeument kaown and Beasyrable ehanges and that NIP
i3 now trying to eapitalize en this failure by requeating the
Comminsien ta adopt a self-fulfilling budget that offery little
econoaie incentive for heing ecost-conseious.

Btaff asserts in ite case that they have recognized more
adjustments te NBP's ease than they have In the past. 8taff
Witness Nislev, fer example, annualized nea=revenue producing
‘plant threugh July of 1981, a full six mentha after the test
year ended. Witnesgses ﬁiﬁiev and Towers additienally teatified
that N3P eould offer known ehange adjustments oecurring prier
to the Commissien Order,

gtaff aleo noted, eontrary to NAP Witness Melntyre's teati=
mony, that usage of foreecast test years dees net necessarily
limit the nu=ber of rate inerease filings. 8taff pointe out
that NBP filed for an inorease in rates 18 Minnesota on July 1,
1981, only two months afeter Minnesata had issued a rate in-
arease Order, ‘

Scaff Witaess Risleov further pointed out that the 8taff
mugt process a rate ease within six months of the date of
filing, and that this relatively rapid processing time
accupled with known ehange adjuastments should make, in Witness

Rislov's view, the test year reaseonably reflective of current
gonditionsn, -

A, NSP_Position N |
. NSP urged the Commission to abandon its past precedent .
.requiring flow-through of Income tax benefits and adopt imcome

tax normalization, NSP Witness Melatyre testified that tax -

=3?
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noraalization better achieves the goal of equity and fairneas in
rates. than does flow-through. One of the reasons given by Wite
ness Nelatyre is that tax Rormalization synchroaizes the recog-
nition f{n rates of the deduetibility of an expense with the
ragognition of the expense itself. In other words, under
normalization progedures, ingome taxes are allcocated over the
1ife of che plaat civing rife to the tax expense rather than

to the aonatruotion pericd when the couts were actually paid,
Another reason given by N3P is that flow=threugh treatsent
acearding to the FERC, costd ratépayers the aame aé Rormalisa~
tion. (Howaver, on rebuttal, N3P argues that accerding to the '
Massachusetts Aceountants For Public Issuesa; Ine., normalimation .
is le#d eostly to the customars thun flow=through.)

NBP further susmarizes certain fiandiags made by the FERC
in its Order No. 144 to support ¥Withess Melatyre's contention
that normalization 18 eore fair and eguitable than flow=through.
These findings ave: ' : ' :

(1) That normalization balances obligatiens to insure
reasonable rates to ratepayere while maintaining
the fiaancial iategrity of the utility: -

(2) That normalization is more properly cost«baged
than flowsthrough;

(3) That tax natnalizaeioa meets the “actual taxes
paid" prineiple irca paliey_nnd‘legal atandpoints;

(4) That tax normalization meets the just aad

reasonable rate sctapdards of the Federal Power
 Aat aad Natural Qas Aet; - Co

(3) That tax normalization is likely te produce more
stable rates over time than flow=through: :

(8) Ihht no adverse incentives are given t¢ companies
by the use of pormalizatioan; aa

(7) That issuance ¢f a gemeri¢ rule resolving the
issues will result in administrative efiiciency
and olarity which will benefit all pnrtigs.

NSP Wwitness Mclatyre testified that the idea of a "permanent
tax saving” resulting from normalization {s not & valid reasen
ror,rajeetiug normalization becaude RO such permanent tax :
aavings results from normalisation. The reagea there is no ‘
such savings is that tax deferrals do reverge, or tura arcund. - _
Wicness Molntyre similarly teatified that a growth in the S
aggregate size of the accumulaved deferred tax account does pov -
Justify rejection of tax normalizZation poligies because even

.
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. explained that.the reason totAl taxes currently payable will -

iheugh the account in the aggregate may be growing, individual
timing di!fegenaes @till are reveraing aentinuousliy. ‘ :

N8P contends that Lt st be peruxited,to utilize nors
malization ln order that f(te aeeaunting rocedures conform
p

to generally aceepted aecouating prineiples, in this instance
those embodied in APB Ne, 11,

- NBD pofints out that its other regulating jurisdietions
all utilize normaligation and that the unique treatment in
S8outh Dakota ia requiring apecial aeeounting treatment that
{3 beocoming more complex with time, Illende, NBP argues that
because of the FERC comprehensive review of the isgue, the
treatment given the Company im other jurisdietiens, aad recent
trends in tax law ohanges favering normalization, the Commis-

sion should reassess its past precedent.

' The 8taff urges the Commission to continue its pagt preces=
dent requiring flow=threugh of inceme tax benefits except where
federal law makes it imprudent to do so.

Staff Witness Drown testified ehat flow-through is desirable
because it vreflects in utility rates only the actual taxes
paid or payable and because it matches coate impoaed on the
utility with those included in rates, 8taff Witness Brown
algo testified that flew=through ies less cestly te the cuatemer
than income tax mormaligation. The reason flow=through is
less costly is that euste=mers pag currently, under normaliza=
tion, for federal income taxes the utility will pay, theoreti-
ocally, onlg in the later vears of the plant 1life. Hence, time
value considerations favor flow=through as the less costly
alternative for custeomers. Also, Btaff Witness Brown teati-
tied that the cost of capital for a utility is less than the
coat of eapital for most censumersg, Hinee the qustemers are
given carrying charges em their contribution of federal income
taxes ip advance of the payment of theee taxes to the federal
government at the utility's coat of capital rate, most customers
will never be fully reimbursed under normalization. Btaff :
_further argues that because the tyge of deduetions at jfasue
recur year after year so long as there is a conpstruction pro=
gram for either new or replacement plant, each year's tax
- saving generated by copstruction will im all likelihood
- @xceed any tax curreatly payable associated with the “turn-

" around” of deferred taxes related to older plant. -8taff

pot. increase over time is that tax saviogs are generated.
_each year, but. reverse very slowly, generally over a period
ot about 30 years, Morgover, Staff Wituness Brown stated '
‘that it is reasonable to assume that the utility's tax

af=
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deduations will recur each in inoreasisgly greater amounts

because of real growth and even madest price inflation related

to eonatruction éxpeaditurea. Thersfore, Staff concludes

that, as a pragtical matter, a utilicy's aotusal eax 1iability

- will never Be fnoreaded because even As tax deferrals turn
around, ccnatruotion of new and replacement plant is

gendrating more and probably greater tax deductions
each year. . , -

: As t0 the argusents advanced by aormalizatien proponeants
regarding equity baetween present and future ratepayers, Scaff
Witoesa Brown testified that adoption of flows=through does aot
result in nequities between present and future ruttgurerl,
The firat reason that it is not Inequitable is that the

utility's actual tax 1tab111ty6 in all probability, will never
[}

. increase beoauge of the fact that these deductions recur and:
row, 3econdly, Staff testified that adoption of flows=through
evels out the total revenue requirement Admociated with a -

single plaat over its life, The alternative, i.e:, normaliza-
tion, would require that customers on the system at the time
& new plant Comes iato rate bade at {ts full, undepreciated
coat not only be burdened with the return on this investment,
but also be burdened with greater amounts of income tax
expense than would be the ease under flow=threugh. Finally,
the Staff asserts that it is inQorrect to gtate that these

tax savings belong to future ratepayers because present
qustomers, although not required to pay a current retura on
constructlon work ia progreas, have paid rates based on the

Company's composite cost of capital which haas been sequred

both for comstruotion and present operations.

- 8taff Witness Drown testified that her recommendation
regardiog flowsthrough is one that ia in aceordance with
- generally accepted accounting principles. Although ABB
gpinlen No. 11 requires normalization, the Addendum to APB
- Qpinion No. 8 sxempts public utilities from these requirementa.

~ The igsue of Wisconsin pre~gertification expenses ariges
becauae N3P=Wisconsin changed its acgounting procedures and

gurrently expenseés through the Coordinating Agrecment its

pre=-certification expenses which include "“@xpenses iucurted'iu,fi

planning, obtaining environmental and other studies, and all
other activities required t9o secure governmental approvals _
. prior to recelpt of construotion gertificates authorizing - . |
electric production and transmisaloa fagilities projects.”

G
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HaP contends that beoause the charges at igeue are billed purs
guant to an FERC rate sehedule, the Seuth Dakota Cormission
has no eholee but to allew NBP to pass these oR to ratepayera,
NP argues that while the prescertifieation expenses are
similar to the Tyrone-related expenses, there is no currently -
. pending YERC case regarding pre-aertitlea:ien'expensei. Mores
over, RSP Witneas Molntyre argued that 8taff's recommendation,
£ y 18 not a viable option. ainee NBP-Minnesota will have
o agaet ob its books with whieh assooiated pre=gertification

expenses may be edpitalized,

B, S%affl Pos it

- Btaff Witness Drown recommended that N8P«Minnesota be
required to eagitaliue Videconsia pre=certificatien expenses
and submequently recover them over the 1life of the facility
to whieh the coests relate, Frem aam accounting viewpeint, Witw
‘ness Brown. testified that coats of this nature are properly
anpitalized rather than expensed. B8taff further contends that
if certain presgcertifieation empenses do not result in eonstruge-
- tion of a facility sgeeial consideration ann be givea to
- the amortization ot these aesta Juat as Tyrone caats are
_ aurrently being eonaidered. o

A MERFosiuien

: In this Brcaeeding, NBP is attespting to have recognized
in its Beouth Daketa vetail eleatric rates for the firast time
ap increase ipn depreciation rates for nuclear facilities
attributable to the addition of a "20% contingency' allowance
to ite enginecering estimates of the cost to deccermisaion the
planta. The depreciastion rates for muclear facilities under= -
lying N3P's present Bouth Dakota retail rates include a
negative 10% salvage allewance, which implies that it will
eost 10% of the original cest of the facility to decommigaion
-the plants, In this proceeding NOP is algo proposing to
change ita methodology for the recovery of anticipated nuclear
- fuel disposal costs and decosmisgiening costs to a aeinking '
- fund mathod, NSP contends its "26% contingency" allowance
is proper gince it was derived by experienced qonsultants
who uged a minimum base plus. contimgency method, which NEP
- ~gontends is customary and appropriate for engincering eastimates
- of aingle event custs. KSP Witness Ewers testified that the -
" depreciation rate issue was fully and comprehensively studied = -
. in hearing before the Minnesota Public Utilities Commission., =~ =

T
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The Winnesota Commisaiocn apparently has allowed N8P to implement
its proposed depreciation rate, and NSP argues that a different
énto in South Dakota would cause accounting problems for the

.. NBP further argues that rejedtion of the caentingemay would
amount to & deliberate undersctatement of the best estimate of
the decommissioning costs because Mr,. Ewers testified that in
his experience, costs of decomsispioning nuclear projects

are aAlways underestimated. Mr, Ewers further pointed ocut that,
in his o?inion the inflation rate assumption inocluded in the
engineer's estimate was modest. :

N8P aontends that if Htalf Wicness Towers' cbjective was
. €0 allow the best estimate of decommisslioning, the Company'a
proposal should be implemented bedause NSP has established
gonalusively that without the centingency, the estimate is too
low. 12 the estimave included ultimately proves teo low,
future ratepayers would be inordisately saddied with a coss
assoociated with planta froa which they received no henefit.

NSP argues cthat the decommissioning coats are subjected
to periodic review for updare and corredtion, i necesgary,
- and that this safeguards coagumers, Yinally, N8P contends
that it would be unfair if the Cormission 2ceepts the sisking -
fund mechodology, whieh reduces Qurrent revenue requirements,
but rejeots the contingeney and imposes diffiqulv accounting .
problems on HBP in the preaess. _ '

B. Ssaf¢ Position

Staff Wicness Towers did not dispute N3P's propesgad change
to a sinking fund methodolegy of recovery of the costa eof
decommizaioning and auclear fuel disposal. 3Staff Witness Towers
did not take ifsue with the actual Jdecommissioning estimates
underlying NSP's depreciavion rate, which include imcidentally
an allowansge for inflation in the imterveming years. The .
only area diaputed by Nr. Towers was the "20% contingency"
allowance propesed to be recovered by NSP. Scaff Witpess
Towera testified that a 10% negative salvige indicatos that
iv will cost about 383,000,000 to decommission plants with an
original cost of $561,800, 600, Be further explained that the
new estimates progosed to be included by N3P inolude decommia-

-sioning costs of $121.1 million in 1970 dollars, an increase in

.Cost from 10% of the original cost of the facility to over ERy

. 81%¢- ¥r, Towers testified tbat in terms of price levels at R

-+ the time of decommissioning, the new estimave ia $762.7 million, - .
" or-138% - of the plant's ovigimal cost. - -~ - - .. - .
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Of the $121.1 million whioh is NAP's latest estimate, the
detafled engineering entimate of the actual cost of diemantle=
mént and removal acdounts for $08.0 millien of the tatal. The
r%gaining $24.2 million representa the "2B% aontingeney"
allowance. . ' :

Staff Witness Towers recommended exglusion ef the gom= A
tingerncy allowanee, He testifjed that the engineering analyaia
does not explain the need for a contingeney allewance, but only
atates that such an allowanae has been added ta the eatimated
costs to determine a total eest. Me. Towers further testified
that the use of a “eontingency" allowance gugsests that there
i8 dome uncertainty invelved ia the engineering mtudiea, whiach
indleates that the estimates may be teo high or too low, He
recomnended that in the abeenee of perauasive evidence to indl-
eate that the detajiled enginsering studies are wholly oF,
en gnéagee. underatated by 26%, the coeatingeney allowance be
exgivded, ; '

In support of its recommended exelusion, 8taff argues
that there are a pumber of uncertainties involved in this area
which should bhe considered, come of whioch may prove NBP'g
eatimate of even the bacie decemmissioning, let alone the _
gontingency, te be teo high. Yor example, NBP's atudy outlined
four modes of decormicaioning, and selected one ae the most
probable, HNBP concedes, hewever, that there is uncertainty
that even the methed oa which the eoat estimates are based
will ultimately be used when the plante are decesmissioned
in the next ceatury. Moreover, Btaff points out that even
decommisaioning polielies and teahnologg may change in the
intervening years, thereby readering the eurrent estimates
wrong. If recosmissloning Lecomes téchnolegiecally viable

" before these piants are exhausted, the menies collected for
decommissioning would not even have Leen wholly needed in
the first instanee. ' '

8taff contends that the decoemisasioning estimates may
-be revieved periodieally and that if NBP is able to demon-
strate that a ¢hange is warranted, based on engineering
apalysis, the ratea be revised at that time, but that there
is no valid reason for allowing collection of this unsupported
#36% contingenecy" allowanee from present ratepayers. o

Y.

A, gtaff Posttion | |

. Staff Witness Brown testified that N8P's income tax o
expenge allowance should be computed so that it 18 coneistent .. .
with the incowe tax expenge which i implied by the rate of - .. -

=0= ’ .
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return determination. fa this particular proceeding, the
- synchornization of iacome vax expsnses with the rate of return
recommendacion which is baded upan a hypotbetical aapital :
-structure, results in a deerease in the federal income tax
expense from that supported by N3P, Scaff Witness Browm
testified cthat it would be wrong to ignore the hypothetiaal
gapital structure recommendations of Btaff Witness Wilden

in deteraining income tax expense. 1f N¥P'a present dapital
-aeruature is inefficlent and imprudeny, as Dr. ¥ilsan done
tends, then 3talf Witness Drown vestified that £t would be
wrong ¢o base an izngome tax allowande on that implied b(' ‘
such inefficient and iaprudest levels of oapital, even if this
moans utilising hypothetiecal taxes rather than sotual taxes.
As to N3P's centention that adoption of hypothetiecal taxes
- deprives N3P of the ability to earn its allowed rate of
retura, Stalf Vicness Brown ¢onceded that N3P will not collest
its total federal income taxes under her proposal, but that
thox should fnot if the capital structure modifications made

by 3taff Witness Wilson in this proceeding are approved.

She testified that this is no different than any other dis=
_ allowed cost and 1ts resulting impact on N3P's ability to
earn its rate of veturn. Btaff states that the same con«
siderations regardng synchronization apply alse to werking
capital offseta for federal 1ncowe taxes, long=term debt
interest, and praferred atook, L :

B. N8P Poaitien

. NSp ur%ea the Commigaion t0 rejeat 8taff's propusal to
bage federal income tax expense and working capital offaeta
on the hypothetical capital atruature recommeéndations of Staff
Witnean ¥Wilson. NBP Witpness Melntyre testified that Jtaff'e
recommendation results la asoigniag more intereit expenses
than NSP actually has and that this proposal serves only to
further penalige N8P and further deprive it of the opportunity
to earn its authorized rate of return. Additionally, ¥r.
MoXatyre testified thay 3taff Witness Brown is violating the
“aotual taxes paid" principle which she otherwise advocates

in using hypothetical tax deductions.

| i,

REIZATION OF ECESS ACCUMULA
"DRIENRED INCOME TAAES

. NSP urges the Commisaion to leave undisturbed its present

_acgounting mechanizm which will flaowback all deferred taxes

" to ratepayers eventually, albeiv over & periocd of time longer . -

=10=
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than the asmoceciated plant lives. NOP Witnesa Melntyre testified -

in taver of this pomition garti&ulnrly in light of potential :

tax rate inereases, which he testified would require imposition

of an amortigation of the defieieneg. N8P further contends -

that the current system will equitably treat ratepayers with=

oit disruption of the normal acdounting Eran&sa and without

. additional and unwarranted expense to the rateg&yer. Hap

_ fete’ that its procedure has been sorutinized by the FERC =
audit atatf and found aceeptable to them and that the procedure

- 49 consistent with YERC Order No. 144, N8P deoes not diapute

‘the faat that there is an exceas is the ageumulated deferred S
ingome tAX aceount, but does take issue with 8taff's recommended
three year amortization peried. - : . I

B. 8saff Posivien

Staff propeses an adjustsent redueing deferred federal
-ineome tax expense by asortizing over three years the excess
whieh now exista in HBP's acocumilated deferred fnoceme tam
account by virtue of the faot that the corporate tax rate has
been reduced, 8taff ¥itness Brown testiffed thax prier to
January 1, 1979, 8South Dakeota ratepayers previded deferred
taxes with regard to federally mandated tax nermalisation at
rates in exeess of the scurrent federal inceme tax rvate of
46%. Under nermalization procedures tax savinges are deferred
at the prevallin§ tax rate op the theory that these taxes
will be payable im the future, 8taff Witnesa Brown teetified
that the accumulated deferred income tax account new ineludes
amounts whieh will be required for a future theoretical income
tax expense which would be fully ineurred in the future only
if the tax rates were then in exeesa of 46%. Hence, she
recommended that the exeess be returned ever a shorter
three year peried rather than N8P's propesed period, which -
would not retura all accumulated deferred income taxes
until after the plant is retired. Witnesg Brown recemmended
a three year period 1ln erder to assure that the customers
who provided the deferred taxes will have a better oppor=
tunity to recover them and because a three year geri d -
would cgntinue the amortization period begun in NSR'g prior
procgeeding. : _ _

_ Staff contends that there is no reason not to pass this
. tax excess back to ratepayere aow, rather than waiting until
gome distant point in the future in anticipacion of the. _
' -goasibility that tax rates may go up again in the future. §taif
“Witness Brown testified that if tax rates go up, N0 adjustment
to the accumulated deferred income tax account will Le neces- U
sary under flow=through accounting (which 8taff is aleo recommend=- - . .
: ‘ing)+ - Finolly, Staff notes that its recommendation is not. S
. o.-inconglstent with FERC Order No, ‘144, . e

,11,
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A. . ¥SP Position

-~ NBP Wicness MoIntyre recommended an amortimation peried of
three years for the repalr allowance reccupment. Witness -
Molatyrs testified that a three year amortizntion would be
coasistent with the period proposed by Staff for the smorti~
zation Of excess deferred taxes. NOP further lu{gortl fite
. three year period by contending ¢that rates aotually pre--
;ig}g;rgho_tlx benefit have besn in effect approximately

ArE, : T L T

B. 8saff Powition

Staff agrees with NSP that tax benefits assoaiated with
the repair allowance grevieusly flowed through to South Dakota
ratepngnra. aubsequently gart;ally disallowed ag tax deduo=
tions by the IR3, should be recouped, The issue is the
smortizaction period. 8caff Witneas Brown choge an amortizax
tion period of five years because the tax deduotions in
question were taken over five years, 1878 through 1870,
although the tax deductions aotually related to afix tax
yaars ?H!P-retraaeeively eleated to take the repair allowance
io one year). 8taff Witnees Brown gonceded that while a
shorter period eould be used, the five gaa:.nerled had a
rational basis., MNoreover, gince unamortized smounts are
- inoluded in the rate base, there is 1o question that NSP
will recover all coats plua earrying coets.

VIIL.

A. NSP Position

: NSP witness MoIntyre teatified that the Company's “energy
supply" advertising should be allowed because it provides in-
tormation which is useful to consumers in making future fuel
ghoices and in modifying energy use patterns, and therefore
is of benefit to consumers. NBP further argues that it has an
obligation to maintain contact with the economic life of the
"~ area that it serves and tbatv advertising is a prime way of

doipg that, . NP contends that the Commiasion should not .
disallow advertising expennses unless. the expenditures are

excessiva, uowerranted, or fncurred in bad faith because the . .

- .decided by management, .

_ type and quantity of advertising is & matter which should be

=12=
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B. Staff Popition

Staff Witness Kunadle reeommended the exolusion of $3,741
of advertising denominated by NAP as '‘energy aupgly“ adverviaing,
but whieh Staff Witness Kanadle testified was faetitutional
in nature. Witness Knadle recosmendaed exolusion of these
expenditures because they are aot necesaary for the rendition
of aanfe, adequate apd reliable eleectric servide. The ade in
quertion show that tests are bBeiag conduated ia the hope
that garbage briqueta might find some use as fuel, 8taf!
submita that these type of ads do not meat the standarde set
forth by ¥Witness Knadle amd therefore ahould he dieallowed,

I%,
DONATIONG
A. N8P Position -

\ HBP Witnesa Molntyre esupported imelusion of eharitable
contributions in the eeat of gerviee. He testified that
inelugsion of these amounts is especially appropriate new in
times of government reduction in support of social progroms.
He teatified that 8taff's atandard is too limited besauaee NEP
has & responsibllity to loeal and eharitable organizatiens,

. He stated that the organizations bemefit all residents of
NEP's Bouth Dakeota serviee area and that it is the customers,
pot the stockholders, whe receive and ghould fund such bene=
fits. VFinally, as a cowproaise aeolution, Mr. Molntyre requested

. inelusecn of at least one=half the charitable contributions,

. thereby effeating a sharing of the expense between ratepayers
and stoekholders. : o R

B. 8taff Position

Staff Witness Knadle recommended the exclusion of 843,837
of "gharitable® contributions from HEP's egernting expenses .
becausge the expenditures were not essential to the rendition

of safe, adequate and reliable electrie service. 8taff ¥Witneas -

Knadle testified that customers should be free to donate to
such organizations as they chcose and not be forced to make
- contributions to organizations they might not otherwise

- @upport through their elaotric bills. = T
S

. INFLATION Abqus ENT

nl“;ia;:-
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A. N8P Posicion

. NB8P Witness MaIatyre supported imclumion of an additional ~
inflacion adjustment of 3$280,000 above that refieoted {n N3P's
direct and rabuttal presentat{ons. - N3P qoatends that the ias
¢lusion of this adjustzent would allow for inflatien beyond
the end of the test year of J,88% in 1081 and 3.838% in 1983,
or looked at another way, would approximate iafiazien during
1081, N8P argues that the adjustmest le A conservative one
add is appropriate in light of the probable December 15, 1081
effeotive date of these rates. N8P alio asserts that the
expenses being adjusted are not related to revesus preduetion
and that there are no offsetting eales increases. Fipally,
NSP Argues that its proposed sdditional adjustment i{s stili
conservative because, in its view, a two year faflation
‘adjustment to approximate 1982 cesditions is required,

B. 8safl Pomtsion |

Staff rafleated in its direct grouentati@a an sdjustment
to operation and majntenance aot otherwise adjusted for in-
flation. 8Staff Witnews Drown testified that the 8taff did net
. oppose this adjuntment because of a Jupreme Court deaision

whiach directed the Commission to make such an adjustment.
-8¢taff does, howaver, reasiat the CompARY'® request for an
additional imflation adjustment (which N8P requested for the
first cime on the fipal day of bearing in this preeeeding).
Gctaff Witness BDrown testifled that the initial allewance made
%g 8taff, in her opimion, satisfled the Court's direetive.

he prooedure followed in both the Court acase and this case

was .to apply one=half of the percesntage increase in unit coets
during the teat Ee;r to test year O k M, Witness Brows
teatified that this procedure, in effect, refleats in N8Pis

cost of service inflation at year=-end levels. 8he recommended
.not adjuating further for inflation because this is not a

known change and begause it would be improper to employ this
rough estimating technique to reflect inflation which may

ccaur outaide the confines of the test year selegiively with-
out asgessing other ohanges that might be gccurring in NSP's .
operations beyond the test year. 8taff argues that productivicy
say be experienced by NSP in certain areags. Aa an example,
gtaff contends that gasoline expense may not increase as it

did during the test year, or say even decline frca the test
goar-lavcln. despite increages iR the unit cost of gas

scause of more fuel efficient vehicles which have been
acquired by NOP in the post=tear year period. Jtaff notes

that they have not proposed such an adjustment for the same
reasons it resiasts N3P's proposed inflatien adjustment.

StaZf Witneas Brown testified, as did Svaff Witnesses

.Riglov and Towers, that utvilities have every opportunity to

- identify and come forward with known changes in costs and if -
the adjustmenta are properly developed there can be no- .
dispute ahout. their inclusion in Tevenue requirements. Witness B

M-
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teatified that, a8 a praetical matter, a utilit& daes.net have
to exhaustively atudy every single goed and serviee purchamed

- by it. @8he stated that by foousing o© at & few o _
: ) B oather utiitty io'ihe South

larger components of “ether O & M' another ut a ¢
Dakota jurisdicotion was able to speaifieally identify ine -
oreames in costs that were nea:lyfegnivalent to, £f not
higher, than i(ta originally proposed {nflation adjustment.

. Pinally, Btaff argues that N8p's inflation adjuatment

wAS not presented in a timely manner, but inatead was a last
minute request which did mot allow Btaff the opportunity to

fully serutinize and develop ita pesitien. -

L4188

N8P Positien

At hearing, NBP Witness MeIntyre testified that wage and

FICA inoreases which will take effeat January 1, 1089 were
developed by applying the new rates to test year work force
levels, N8P argues that receegnition of these adjustments is
-proper and erueial if N8P's rates are te be just and :
reasonable, NBP argues that the Coemisaion is net censtrained
by law or rules frem fneluding the January 1, 1082 rate

- ghanges, NBP filed after the e¢lose of the hearing an .
additional exhibit documenting a further wage increase of
$182,000 which relates, in part, te the addition of employees
 gubsequent to the test year. N3P gtates, however, fn itg
Reply Brief that it will ferego this amount if the other labor

- adjustements are recognized,

B. gtaff Position

: Staff objecied to NBP's attempt to introduce into the
record late ia the hearing additional information regarding
the wage and FICA increases which will take effeet January I,
1982, Staff Witneases Rislev-and Towers tegtified that they
had no teehnical objection to inclusion ef such adjustments
if they were in fact known and measurable and if there were
-no legal impediments te their inoluefon.  Additionally, 8taff,
through ita Reply Brief, suggested certain refinements te .
the January 1, 1982 wage and PICA rate changes if they were
- to be conaidered by the Commission. These refinements would
modify N8P'g proposed adjustments from $§03,104 to $641,704
{for labor) and from $34,280 to $31,711 (for FICA). Staff
does not object to the inclusjon of the Septembor 1, 1881

. wage rate.ohanges_gpth add Qppxqgiggtely_aéo;ﬂoo,to reveaue .

._“,15,1 o
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glqﬁircI!ntl.

- Seaff's objections to the Jaau i, 1908 cost changes
relate to the faot that they were untimely filed, that the
Commission's filiag rules preclude consideration of theme
adjustments, that the changes are 20t kaown aad measurable,
ngu :2l§ there may be logistical coastraints to their {n-
QAUBLIOR, . S :

xr. -
SUNRLUD. SAPAQITY
A. §taff Poaicion
Staft Witness Towers reeounsaded-oxeludiau fron revenue
requirepanta in this proceeding $305,000 asecoiated with the
aommon @quity return on generating capacity surplus which
will exist on NOP's systen during the summer of 1983. Mr.
~ Towers defined surplus capacity as the amcunt by which the
chgnay't generating capacity exceedsa. the Company's qapacity
obligation, which includeas the coinoident peak demands of .

its customers, firm sale obligations to other utfilities,
and the obligatory, MAPP-required 18% reserve margin.

Staff Witneas Towers identified the amount of surplus
cnpauit{ b{ looking at the MAPP Load and Capabilitg Report
of April, 1081. This report indicates that available capacity
exceeds capaaitg requirements by 976 MW at the time of the
108) peak, by 704 at the time of the 1982 peak, and that
the CO!plni axpects the surplus to contimue through the summer
of 1084, albeit in declining amounts. In 10853, the aurplus
is expected to inorease as & result of the addicion of the
431 MW 8hereo No, J unit, MNr., Towers calculated his
recommanded disaliowange on 794 MW of capagity, the expected
aurplus during the peak in 1982, because 1082 is the first
y;;; :gnt rates ¢atablished ia this proceeding will become
@Ifcative, :

Staff? Witheas Towers testified that because the portion
of N8P'g plant which is surplus is clearlg not "used and
useful” ip rendering eleotric service to H3P's customers,
the Company’'a present Jouth Dakota customers ghould notv be
burdened with all the oosts of the plant, However, because:
NSP's customers will derive bepefits from receat plant
additions made by NSP, particularly the subatastial faveet.

.ments in tranamission plant which were required to obtaisn
500 NW of. geagonal capacity from Manitoba Hydro-Electric
Board, Mr, Towers recommends that only the common equity

. peturn.ob the gurplus gapacity e disallowed. This means

- that NSP-Minnesova would be entitled to recover all fts

cut=of=pocket costs associated with its geperating planty

- and vhe Hanitoba-Hydro transmissjion facilities, including

- {nterest and preferred stock divideads on the debt sod pre-

=1G=
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ferred atook asasseiated with the plant invemtment, depreceiation
expense, operation and maintenance expense, and property taxes,
Another reason that Btaff Witness Towers {a not recomménding

a total disallowance of all the costs asaceiated with the
unneeded plant is that he testified that he has no evidenae
auggesting t:at the Company acted imprudently in eonstructiang
the plant or by failing to aeek a buyer for the capacity ence
it became clear that the capacity woiuld not be needed to meet
internal loads, Mf. Towers testified that if there were
avidenee of imprudent managerial deciaiens, the astockholders
.should be required to absorb all gests ef surplus eapaaity.
Bven though he had no evidence sugsesting that NSP acted :
imprudently, he atill recommends a sharing of the eosts of
exoesd qapacity between stockholders and rntegagera bBeoauge
the common ahaveholders reecelve a returs en their equity

whieh 18 higher than the returns allowed on ether forms of
oapital beoause they are compensated for the risks they assume
as reaidual ewners of the Company. Mr., Towera contends that
this "pisk premiym" would not be justified if the riek of

- earnings ahortfalls is eliminated by placing the entire
burden of adverae developments en the utility's customers,

Mr, Towers testified that his recemmendation does not
- prevent N8P from actually earning an equity return on its
investment ia the plant. If the cgapna{ duaceeds in ita
efforta to sell the unneeded eapaeity, the capaeity-related
. revenues it reeceives will jnure te the benefit of the avock=
holder., On the ether hand, if the Cemmission does not make
the adjustment he recommends, thereby setting rates with the
implicit assumption that NUP will not be able to gell the
excess, and NBP subsequently does sell the eapagity, the -
Company's stookhelders will be compensated twice for the
same ¢OstH, : .
8taff Witnesg Towera eomputed the ccmmon equity return
assoclated with the excess capacity on the basis of the NEP
‘average net inveatment in all sueh faeilities. He did this -
beocause he testified that the excess capacity eannot be ‘
aggociated with specific generating units or tranemiseion
agreements, : .

Mr. Towers discussed an alternative methed of treating
the ¢osts associated with excess capacity. He stated that
the associated capital costs could be deferred, in effect
treating the excess cdpacity as though i¢ were construction’
work in progress. The Coampany would capitalize an allowance

for funds used during the period of the excess capacity and
ratepayers would be relieved of paying & curremt Yetvurs on

" the plart. Depeading on the manner is which costs would be =

- .deferred, the Company's stockholders could eventually recover -

ST A
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all costs, Mr, Towers did not recomsend this altersativa, how=
. over, becausd he believes that N3P's stockholders should mnot

be held harmless, rather that the costs be shared hetween
ratepayers and stookholders, S _ '

‘B, HSP Pomstion o

.~ NaP-Minnesota through its Witnesses MaIatyre and Caskey
digpute Mr. Towers® recommended excess capacity adjustment
on several grounds. Essentially, N3P's poaftion is that
no_surplus capacity exists when taking into aacount all
relevant economic and other fadtors. Rven {f a surplus
did exiat, N3P conteads that Mr. Towers has not identified
the lpeeiile surplus capacity. _

'NSP argues that the 13% reserve requirement of ¥APP is
pot a maximum level of reserve aa Mr. Towers iuglioa through
his adjustment but rather i{s a minimum reserva level. N8P :
Witness Caskey contends that there are compelling reasons
that NEP has installed capacity in exoess Of the MAPP reserve
requirement, and even 1if there were not, it is unreasossable
to expect a utility to have inmtalled capacity precisely
equal to the minimum.

NSP witness Caskey teatified that N3P bas determined its
leval of resorves by consideration of the typea and eizes
ol exigting faqilities, fuel availability, individual
plant reliability, plaat lecations on. the transmission
system, customar dlll! and geasonal load patterns, oppor=
tunities for new faollities with lower overall coets, and
the poaaible loaa of major facilities due to governmental
action or other Qauses hegend aanagement!s comtrol. Mr.
Cagkey testifled that N8P's poliey in maintaining reserve
levela ia to aghieve goala of low cost pewer and a reliable
power supply. NSP has gone above traditional reserve margins
for economio reasons, partiecularly to avoid using high cost
ofl generation, SJince NEP aoquired its oll=fired generatics,
the coat of operating thoae yaits has been driven up by world
avents driving up the ¢oat of oil. NSP ¥itneas Caskey
tontified that NGP responded te these events by conatructing
non~-0il facilities to minimize ume of oil in the generation
of electricity. NSP contends there can be no question -
about the prudence of aequiring_the 9il=fired facilitlies
in the firat instance considering all relevant acchomic
factora. As to whother NSP should maintain the oil=fired
generation today conaidering their high operating cost and
- the fact that they were not used duriang the test period,

. USP_contends that there are many factors javelved in degiding ‘;

A-20
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to retire a plant. NSP haa deaided to Keep the units for
syatem reliability purposes and contends that the unite
provide a relatively cheap insurance palieg-asainst power
shortages of whatever cause, JMoreaver, N8P contends that it
is not reasonable to aspume that a utiiity maintain ite
reserves at precisely the target level at all times, pare

tieularly because capasity cannot be added effiaiently in
amall inorementd, ;

N8P contends that the expansion of a4 utility aystem ia
a judgmental decision which management muet make without
being aecond-gueansed by regulatora and eourts, NOP centénds
that it has made ite decisions wisely and in the best
interests of its customera.

NBP diagutes Staff Witneas Towers' contention that some
portion of N8P'a generating capaeity is not fully "used
and umeful" in rendering @ervice. cangnng-witneaa Caskey
tegtified that base and intermediate pilants are intensively
used and udeful to the NSP system. -The Maniteba Hydre

- interconneation le, according to N8P, fully used and useful.
NSP also contends that the peaking units are very udeful
and beneficial to the ayatem. In susmary, N8P dces not
believe that eapaeity in excess of the 10% MAPP-reguired
reaerve requirement is mecegsarily not used and useful,

NBP=Minnesota next contends that even if thore exisets :
excess ocapacity, Mr, Towers has not speeifically or cerrectly
identified it. N8P eontends that Mr. Towers' use of the
average net investment in all faeilities in computing the
common equity rerura represents a conceptually incerrect
method of adjusting revenue requirements. In addition to
| depriving NSP of a return on investments which are ¢learly
| used asd useful, N8P argues that it fails to requuiza the
| . Ampact on operating ceogta. In other words, the N8P argument

is that it is unfair to allow customers to receive low cost
power from the pnewer bage load ecapacity while net requiring
them to pay a full return on the investment. -

. N8P argues that Staff should have identified specific
units and computed the equity return on these rather than on
the average investeeat 0f the Company's whole ayatem. NSP
contends that its identification of oil=fired capacity as
excess would have to be used if any adjuatment i§ made at
all, - NSP also suggests that accumulated deferred income

.- taxes be netted out against the imvestment.

.. - AB t0 Nr. Tower3g' argument that NBP can make itself
whole by selling its excess, the Company states that such ,
-aales cannot occur as there is currently no market for sales
- 1o the HAPP pgol. = S
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In conclusion, N3P ArgUSS that an adjustment for excesa

- qapacity. would amouat to-gunithial_ulp for the reaent

Manitoba-Rydro addition while ullowing‘ountanorn to enjoy

- the comt sAvings to be derived from this sensenal exchange
of power,. AR -
X1

R NORMING CAPITAL
' NAP gitos three areas of difference between their cemputed
working espital and that of Staff: _ o ,

1. The shorter revenus lesd days propoded by seatt
- Witness Kaadle (30,0 daya) 45 compared to thas
proponed by NP (43.% daym). S

2. Staff's use of hypothetioal lomg tarm debt
1“‘:._" .

3, No treatment recomseaded by Staff fer the return
. on qommon stock equity.

NBP takes exgeption to Witness Kaadle's recommended revenue lead
days basically because they contead the lare paymeat charge

is pnot known or seasurable and therefore would be incapable of
refleating true coata. N3P also gontends that the level of

1ate payment charges proposed by Staff Witpeaz Kinadle ave
inappropriatae, :

NSP disagrees with 8taff Witneas Knadle's usage of pro=
forma long=term debt iaterest for development of the working
capital allowance, The pro forma interest amount developed
by Statf Wicnesa Drown in NSP's opinior incorrgetly reflects
the hypothetical capital etructure testified to by 8Staff Wite
neag Wilsoa, NSP also objects to inclusicn ¢f any iaterest
ralated to the financing of CWIP, as CWIP is mov ifncluded la
rate base and is not funded by ratepayers. NP further cone
tends that Staff Witneas Rislov's concerns about booking AYUDC
prior to the time interaest is paid are unfounded as interest -
and dividend payment muat precede hooking of AFURC. : '

_NSP objects to Staff Witness Rialov's testimony that the
return on common stook equity should not be recognized in the -
1ag study. NiP believes ¥itness Rialov's contention that the . .

;aﬂ? oL -
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return ganinot be aceurately measured is inecongrueus with 8taff's
usage of other pro forma amounts in the lag studg‘ NBP Wit=-
neas Melatyre disputed Mr. Rislov'a olaim that the return is
A quatemer=provided souree of funds uptil the dividend is
paid; he argued that propriesary rights of the earnings are
transferred to the inveators when they are racorded om the
booka., Witness MeIntyre further teatified that if the
dividends were paid eut to investers immediately upon receipt
of earnings a new sourece of fuRda would have to be previded
and paid for by cuatemera. Therefore, the inveaters are
~ actually previdiag funds by delaying dividend pay=outs. N8P
does not agree with 8taff's acsertion that invesatera
discount the delay in payment of dividends when making
a decisicn te purohase common Staok and therefore are
aeompensated for the delay of the returnh on commoR equity. N8P
apaérts that 8taff dees not ideatify what {pvester expec=
‘tation is built iante the cest of eapital. NBP believes that
iavestors would more logically expeat a retura to be granted
on earnings reaeived but aot paid out. NP elaima the only
way one eould support Staff's proposition that the investorse
disaount the delay is if NEP Witneass Kolkmann's reacsmmended
equity return of over 16% is allowed. : ‘

NBP points out that if 8taff wishes to exclude the common
equity portioa of the returh it must also execlude the delayed
recovery of debt interest and preferred atock dividends whiech,
like the commen equity return, are recordéd below the 1line,

B. 8taff Position

Staff points eut that the 8outh Daketa Administrative
Rules provide that custezers' bills should be paid 20 days
after the billing transmittal date. 8taff VWitness Keadle did
not assume that all customers will pay withia 20 days, even
though 20 days is the maximm amount of time he allewed for
bill payment. . Instead, is accordance with the rules, Witnees
Knadle recommended that NSP assess a late payment charge to
recover ity coat for late gazing gustomera. This charge,
which would be considered below the line income for N8P,
would compensate the Company for carrying costs of bills
requiring more than 20 days for payment. In thie manner NGP
would be fully reimbursed for its carrying costs. In '
actuality, Staff believes that it is being more than fair .
with NSP because Witnesg Knadle's revenue lag days' calcula~-
tion assumes all customers would require a minimum of 20 dayse
- %o pay their bills, although it is a viriual gertainty that

. mapy customers will pay their bills in less than 20 days.
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- Btatt does not believe that the levei of debt intereat ia

a working capital probiem, It is Staff's poaition that Witness

fnadle must utilize pro foraa debt interest in his determina-
tion of working capital éuut a8 he urilizes pro forza levels .
of other costa such 48 ia or, taxes, fuel, etcevera, Jtaf?
Witnesa Rizlov testified that NOP's propoaal to reduce the
lavel of debt iaterest bg the amount attributable te CWIP

is unjustified unless N8P oan quantify the lags between the
booking of AFUDC and the payments of deht interasy and divie
dends, 3taff olaims that NIP is sot addressing the issue when
4% elaims monies must be apent before AFUDC is olaized. Staff
believes that although monies must be -Ient on CWIP prior to
baooking AFUDC, there does not necessirily have to be interest
and dividend payments made prior to beoking AYUVDC,

Stal? Wiiness Riaslev, in accordance with prior Jtaff
recommendasions and Commission precedent, exoluded treatment of
the returns 0B commdn stoek e¢quity from the lsg study. Staff
aontends that there wiil be a ) ia‘gaynene of divideads,

.and inveatora Are aware of that lag whez thay make a purchase
decision. A positive purchase decision would indieate that
the return compensates for the lag, Scaff argues that
regardless of whether or not the common stock equity return
is a pro forea amount derived as a result of cost of mervice
recommendations, similar to other items in the working capital
study, it oust be bhandled differently for several reasena:

1, There is no requirement for tuadé. as N8P

would ¢laim, related to common equity
dividends. '

2. Earnings say fluotuate and dividend payments
may be altered by the board of direators.

3. 38taff could actually make additional working
capital offgeta for the lag in payment of
common stoek dividends but because of (2)
above, refuses to do so. 8taf? further
alleges that becuase the dividends paid
on common stock may flucutate, they differ
from interest paid on debt and dividends
for preferred stock which are fixed amounts.

- &« NSP Posicion , o

N3P Witness Dupay testified in favor of the establishment .

. of a 4% one time late payment charge om & curreat memth's - .
billing to eacourge prompt payment of bills., Witness Dupay .

=
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tentified that A sufficiently high late paryment charge for regi- - - : -

- dential cuatomers would reduce the level of accounts receivabla

- and subsequent eolleation activity with an atteadant reduction

"in eonta. N8P helleves that actual experience with a late- .

- payment charge for large aommercial asd fndustrial euatomers

proves the eftectivensis of a sulficfently high aharge. N8P

disngrees with Staf? Witnoss Xnadle's recoumended 1% late

. payment ehuarge beoause it hai not been proven effeative in

- -induoing prospt payment, is more in the nature of & finance
- oharge, and understates NGP's financing costs, ‘ -

ftaff Witneas Knadle restified that the 1% late payment
‘aharge he propoged i{e fully compensatory for recovery of costs SR
due te late paymeats. Btaff argues that the 4% charge recommended

by NBD ia teo high, and woeuld effedt an ovar-recovery. It ia ‘
8taff'a contention that the 304,000 in ceollection eoats -
identified Ly N8P ia included elsewhere in the cast of mervice,
Btaff argues that it has not beea shown that a4 1% late - -
gaymant ocharge is too law to induce prompt payment of bills.

-1t is Witness Knadle's opinion that a 1% monthly eharge isg
aonuistent with the ahort-term dabt rate of 13% to 13% utilized
by 8talf Witnoss Drowa in developing pro forma iaterest expense.
. Witnesa Brown had originally used a rate ref}eetive ef the

prime rate, but due to the rebuttal testimony of NP Witnees
Melntyre adjuasted the rate dowaward. - :

A. NBP Poaition

N8P geeks to recover $485,872 in annual amortization
expenses for the costs agpoolated with the cancellatlon of the
Tyrone nuelear plant in VWisgopsin., Cempany Witneas Mcintyre
testified that although the original estimate of the loas for
NP was $80,000,000, the amount was subseauently reduced to
$75,000,000 and ie now estimated ag $67.1 million, He
further testified that 91% of the totsl estimsted 12aa has
been actually established through coptract settlements,

NSP nrguea that as a matter of law it ie entitled to regover
ihe 34 6é87a as 3 current expense uader the Coordinating
greement, : A

- In-its Brief, N3P notes that in the appeal of this issue
4n- the last rate oase (F=3353), the Bixth Circuit Court
- decided that the Commission had exceeded ite statutory
suthority i deferring consideration of thia idasue, The =
Company c¢onteunds that the proper disposition of the igaue in-
the present proceeding is to follow the procedure established

tgas
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. NBP turther argues that if the Commimsion daes not appeal the

- - retail rates subject to refund ineluding carrying abarges

' earire oapital structure is now at year-end 1081 levels. . .

“in Article 1V of the Settlewent Agreemant approved {n Docker
- F=3383. It argues, on that basia, that if the Commisaion
decides to appeal the Cireuit Court deaision {a F~3283, and
seoures a atay 9f that Order, Tyrone expanses would eontinue
to be exaluded from rates subjeat to the oarrying oharge prow
-vinlon of Article IV of the Settiement Agreement fn F-334),

‘Gireult Court deaision or does uot sugceed in obtaiaiag s stay
-pending appeal, the Tyrone erpanses should be allowed Ea ) :

- .. -from November 23, 1980 an provided uader Artiale IV of the
Settlement Agreement. D

B, geats Posision

.~ Staff recemmends that the amortimation expetses asscoiated

with reqovery of the Tyrome cancellation costs be treated in

- the same manner as they were in P=338), S¢taff Witness Brown

testified that due to the uncertaiaty of judiaial review of

the Commiasion's decision ia P=3383 (stvill undeaided at the

time of the hearing in this case), the uncertainty of the

. result of the FERC deolajon on Tyrane (also undegided at the
time of heariog) and in light of. the Commission’'s allowanoce

~ for accumulation of carrying chargeas on the unrecovered amount,

" ‘she had not included teat year expenses assooiated with Tyrone

ia the Company's qost of service. o ' :

XvVI.
CAPITAL STRUCTURE
A, B%aff Positton

8taff Witness Wilgon recommends the use of an adjueted
capital structure in computing N3P's. gverall rate of return.
-8taff Witneas ¥Wilson aasserts that NGP's actual test year
snded common equity ratio is unsecessarily bigh. To remedy
. this situation, Dr., ¥ilson proposed a aeries of adjustments.
‘Firat, he adjusted the comewon equity portiom of the capitval
stryoture for eventy which are expeqted to ocour during
1981, Dr. Wilgon explained that this adjustment was neces-
sary because N5P bad adjusted the debt aad preferred stock
portiona of the capital astructure in chis manner. He
adjusted the common equity ratio by adding retained earnings
- for 1981 and subtrau:gng an amount which repredents common -
shares which NSP would or should retire during 1981. The
. .smount which he assumed N3P would or should retire is based -
- on: the reduction in common equity.which was effectuated by - -
" NSP in 1880, Svaff Wictness Wilson explained that NGP'g L
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Dr. Wilson testified that the repurchase of commen abares for
1980 and 108) sheuld be fully reflected heeause these efferts
reduce the aommon equity ratfo to a ievel nearing that of the
- induatry average, Moreover, he stated that the stockholders
are better off if N8P ean repurchase its shares at helow heok
value. Dr, Wilgon testified that if the Company does not '
continue ita efforts to reduee the common equity ratio, a

" lower return should be authoriged.

8econdly, Dr. Wilaen exeluded N8P's sen-utility investments
from the ceamen eguity balanee. He explained that this
adjuatment is neeessary becaude these javestsents are at the
risk of and for the benefit of N8P'a sharecheldera. Theae
“investments, in Dr. Wilgen's view, are responaible fer
providing their owa equity return for shareholders, apd the
faot that NBP has made aueh investments for ita shareholders
should not burden the utility custemera.

— - Third, Dr. Wilson exeluded the Tzrene_expeaditure from
NBP'a common equity balance, again using a 1981 ameunt. DBr,
Wilaon testified that the Tyrene projeot is not a South Dakota

_ratepayer obligation and it is unnecessary for them to pre=

~ vide a returh on this capital.

Dr. Wilson alse adjusted the preferred ateek balanee,
pr, Wilson'a preferred equity ratio ia hiqher than NSB'g
because he restated the balanee ag if N8P's maximum sinking
fund retirementa had been made during 1080 and 1081, The
maximum requirement is 13,500 to 85,000 sharea rather than
the 42,008 whieh NBP aetually retired during 1080, Dr,
Wilson testified that he prepasges this adjustment because
the retirements were extraordinary and unwarranted and in
addition, drive up N8P's overall capital coste unnecesearily.

gtaff argues that its propesed capital structure ie more
favorable to NSP than a capital structure whieh Is t¢ypical
-t0 the eleotric utilicy industry as a whole, ‘

B. N3P Poaition

. N3P disputes the adjustments made by 8taff to its eapitalr
astruoture. : S .

. Pirat, NSP disputes the adjusiments to the common equity
. balange for events expected to occur during 1981. N3P con=-
gedes that their proposed coemon equity pertion of the capital
- strugture is not updated through the end of 1081 as are :
debt and preferred stock components., NSP also ceoncedes that
4ty use of 13-month test year average balances for the

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




goRmoOn equity portion overatates this component from what it
actually was at year-=ead 1080. NAP argues, however, that its

failure to fully reflect the repurchase of comwon ahares at o

year-end 1080 levels is more than offset by its deliberate
- failure to adjust upward for the imorease in retained earn-

{ngs expected to ococur during 1081. Kence, N3P argues that
ita comron equity balance is conmervative,

Moreover, N3P argues that its proposed commca aquicy

ratio {s belaw NOP'm actual common equity ratio for the past

Aeveral years and is conmiatent with acmmon eguitv levels
- found reasonable by the Minmesota Publie Utilities Commismion
in regént cades.

NBP also dtagutea Btalf Witness Wilaon's assumption that
NBP would or sbould retire more of its common stock during
1081, Pirsc, N3P states that it ham not made ARy purchases
of its shares as of Oatober, 1981, NBDP further ATSUOR that
because the industry average common equity ratio is net a
proper financial geul for N3P, any repurehase of qeommon
shares would now be inappropriate. In support of its argus
ment that NGP should net further reduce its cemmon equity
ratio, NGP Witness Xolkmann staved that the quprrent trend is
toward a stronger equity goaitien and that Standard L Poor's,
in a rating analyeis of N3P {n Mareh, 1081, indicated that
the ariterla for a AA rating f{nclude a aommon equity ratio

in excesa of 428. Moreaver, 5P argues that to become
eligible for tax benefits under the dividesd reinvestment
plana, N3P sust actually isgue new atock. NAP points out
that it hts:getltioned the Minnesota Public Utilities Commisg-
aion for suoh authority to iasue new ccemon ahares.

NBP Witneas Kollmann testified that Staff Witness Wilaon
improperly deducted nom=utility investments and Tyrone
from the cormon equity balance. NSP argues that funding for
thede inveatmeats waa provided mot only from common equity
but also from other compencuts of capitalizatfon, Indeed,
NSP argueg, the retura during the conatruction pericd (AFUDC)
is cap tallzed at a rate which 18 the composite of all
capital, including short«term debt, Hence, N3P Witmesa
Kolkmaun argues that if these are to be purged from the
Gapital structure, they should be used to reduce all geurces
of capital proportionately. NSP also a’gues that the

deduction for Tyrone waa too high and const;ﬁutes a double

. oounting of the total Tyrone loss,

28
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" N8P ¥Witneas Kelkmann also disputes Dr. Wilson's adjuat=-
. ment to the preferred stock portion of the capital etruature.
‘NBP Witness XKolkmann contends thiat the early retirement of
preferred benefitted rntspagers.i-ur. Kolkmsnn argued that
the preferred was replaced by debt, which ie lower cest
oapital. NBP further argues that état:'a attempt to relate
-¢the retirement of preferred to retirement of eommon, imply=
‘ing that NEP should have retired common rather than preés

- ferred, is erroneous, NBP argues that the retirements are
separate and should be so eonaidered begause the retirement
of preferred would not have preveated the retirement of
“andditional ceemon stooX, had N3P ghoosen to do 8o.

- KVIL,

A MRpesitten

NSP Witneas Kolkman presented teur different etudies
which, in NBP's view, provides for a eomprehensive conslderas
- tion of the return iasue. His four methodologies employed .
were: L S

(1) An in=depth analysis of the aiandsrd doft
approach; T . '

(3) An alterpative def approach which purported
to more cempletely and acecurately refleot
under;rlng mathematioal prineiples;

{(3) An analysis of taelaatkat price to boaok
value ratio; and '

(4) A comparable return'analya;a.

Witness Kolkmann testified that the def formulaticne
utilized for regulatory purposes had to be applied carefully,
oonscientiously, and in a manner consietent with the theory
of detf., o -

: Kollmann teatified that because of some shortcomings in -
. translating dof philosophy into workable formulas, it should
not be golely relied on in developing a required cost of -
common equity. L . -

. - For 9roduntion.ot the rpaﬁ;tgAseneratéd under Method I,
_Witness Kolimann conducted a regression analysis which- -

3‘37relpt§d historical yields to general Iinancial'nnd'eqogqmto-z_15*'”
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parametars and then utilized forecasts of these finamaeial and
economia paramgters to foreoast the expeoted yield., This
procadure was utilized to limit reliance upen historical data
for determination of investors' expectatioas for the future.
He utilized growth {n book value, because of its historia
atabllicy, to estimate the value of growth,

Method II of Kollmann'a analysis separated the recurn
into two components; the real rate of interest ineluding a
riak premium and the impaet due to inflatien. Kolkmenn's
usage of this method limited the assumptions he wag feoraed
to take into acaocunt in MNethod I, -

' Kolkmana gdrportad to demonstrate the neueility for .
Methods I and II to coneider underwriting expenses and market
pressure in determining the required rate of return.

: Method III was a market priace to book value analysis
vhat attempted to maedsure the impact of variecus faators on
N8P's market price to beok value ratio. KHe testified that
he was able to acoount for 98.8% of the quarteriy variation
-of the ratio froam 1080=1979, '

Methed IV compared HBP's retura to companies thut Kolkmann
eongidered aimilar to NBP in 1074-1075, when NBP's market to
book ratio we3 near one. He then averaged thede companies!
equity returns in 1979. All four Methods utilized by N8P
Witness Kolkmann ideatified a required equity return in the
range of 16,1%=16,6%. : , ,

N8P contepnds that Staff Witunesg Wilsos utilized a dividend
yield and a range of growth rates that are unreliable and
fail to reflect iaveators' expeotationg for NSP'g future.
It i3 NSP's belief that Wilson gelected an inappropriate time
period representative of conditions ¢hat deviated from :
general conditlons prevailing for the past two years. N&P
suggests vhat these general conditions will centinue in light
of the Chairmap of the Federal Reserve reiterating their
intention to stay with the tight money policy :

NSP argues that Staff's aselection of an arbitrary time
period for use in its dof method is unexplained. p
asserts that the dof formula is useless if present dividend
yields cannot automatically be used in applying the formula.

NSP contends that a better eastimate of dividend yield
would have resulted from use 9f data for the entire twelve ,
months of 1980. - Moreover, NSP contends that Wilson's growth
.- rate eatimates are unrealistically low, as borne out by :

-various investzent advisory publiocations recently. . "
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. that help identify and quantify the relative significance

. Witness Kolkmann disputes Wilson'# aelection of companies
aomparable to NP {n terms of buniness and financial risk. ,
.. Kolkmann therefore performed hia own statistieal astudy wherein -
23 ecompaniea similarly eorrelated to NP were ultimately
meleoted. The conelusions to be drawn from studying the
dividend yielda and growth rates of these companies fop
1080 is that the bare bones equity cost ia 14.37%. :

" NSD argues that the faat that the recommendation of the
Staff witnoge is well below curreat yields for long=term AA
rated debt renders it elearly inadegquate. ' .

Staff Witness Wilson recommended a return on gemson '
stook equity in the range of 14.0%~14.5%, In making his
recommendat ion, he foeused on invester requirem@ntas measured

by means of a traditional discounted cash flow (DCF) medel,
modified to acecount for intra~industry differencea.

Dr, Wilson testified that the DCP methad is based on
the principle that rational investors evaluate the risk and
expected returns of all seeurities in the eapital markets and
establish a priee for a partioulap gecurity which adequately
compengsates investors for the rigks to whieh they are exgaaed.
The madel al&o is baged on the propesition that the tota
return received by shareholders conaists of dividends and
capital gains, and these are measured in terms of the
egrrggt dividend yield plus the expected rate of dividend
growth, :

, To determine the value of the growth component of the
eoat of common equity, Dr. Wilson made a statistioal
analyagls of the relationships between dividend yields and
growth rateg for the eleetric utility iadustry as a whele,
Dr, Wilason testified that he utilized data frem a large
number of companies to alleviate several problems which .
may Occur from estimating growth on a single company basis,
Such problems are that single company data may give an
extreme and invalid indfcation of the true investor expec-

“tation for future growth of that c¢ompany and that individual
paat growth rates may be erratic. Dr. Wilgon testified that
use of data for a large number of utilities (s superior.
because it enables one to undertake gtatistical analyees

of different growth variables and time periods so ag to' .

. . produce the best reflection of the way investors formulate
. their expectations about dividend growth in the future.

=30=.
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Dr. ¥ilson teiiititd that the large number of compAlles in=
oluded permitted the evaluation of riak associated with each
. compaiy, a8 perceived by lavestors.

Statf Witness Wilson tesctified that hik approach did not
ignore unigua finaneial eircumatances of N3P beaause {%
specifioally quantified engitnl cost differences among
utilities in aa analytically objeative and explicit way.

Dr. Wilson utilized mid=1080 pricing data fa his DCY
study. On this basis he found that N3P's coet of common
equity capital was 12.1% to 13.8% compared to 13.2% to 14.8%
for the industry as a whole. Dr., Wilson testified that this
cost of equity estimate embraced the most recent period during
which interest rates and eleotrie utility riaks were similar
to hiatoric aosditions, Wilaon testified that he uied
@aid=1080 data i hia DCY formula bLegause under prevailing
conditions, when markets are disturbed, the best estimate of
qurrent money qosts is one based upon the combination of
expected growth and dividend yields taken frem a time during
which the financial markets were reasoasably normal, reueg-
nizing that common equity costs may be scmewhat higher than
& year ago. Dr. Wileon testified that {n normal times curreat
dividend yield plus histeri¢ growth patterns gredueg a good
eatimate of eauity ¢osts. However, historieal growth patterna
are not a gaod proxy for market expectatiops when finaseial
marketa are disturbed, He testified that a change ipn divie
dend yields indicates that expeatations have changed, and
when dividend yields increase rapidly over a short period of
time, as they have for most utilities recently, that is a
olear aignal that growth expectations have changed. Hence,
bacauge present dividend yields do not match historical data
and the expected growth consistent with preseat yields is
not Qlear from the available data, Dr, Wilsen teatified that
it was necemaary to delect the time poried he did to use fn
hia DCF formuila. ,

Staff Witnegs ¥ilson alse provided recent return data
for compapies of cotparable rigk. In this regard, he
examined returns on equity earned by regulated eleetric and
combination utilities aa well as returns earned by firms in
the unregulated segtor of the econgmy. Wilson vestified that
it is appropriat¢ for the Commission to gonsider this data
because 1% i@ only fair to make an effort to allow similar
profit rates to firms in asimilar circumstances. Wilson.
stated that gomparable earnings analysis is superior if it
focuses on firma in . unregulated eaterprises becauvse returns
- earned by regulated industries are the result of past regula~
tory decisions and therefore are not independent yard-

=30=
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aticka unaffeoted by the regulatory process. Firms in
unregulated industries are subjeet to fewer earnings centrola
and conelusions drawn from comparable earnings studies of

© theae firms are leas subjeet to eiraular legie. ) :

The comparable earnings study showed thet eleetriec and
combination utilities experienced average earnings on commen
- eguity in the 11,0% to 12.7% range over the 10701977 period.

. ¥he return on ecommon equity for all industries, regu=
lated and uaregulated, was 13.3% during the paat year.

Dr, Wilson testif{ed that unregulated nan-u:il&eﬁ ia=
dustries, hewever, are generally more risky beeause they
are not favered with monepoly franchises and because their
rofits are less stable and less prediaetable. Mercover, Dr.
ilson etated that certaim unregulated industries, which
are not free of monopely power and which are among the mest
highly sueceasful in the Upited Btates econemy, are i{nappro=
priate standards GLecause they are net qomparable te eleotria
utilitiea, Hence, Dr. Wilson coneluded that it would Le -
poor regulatery poliey to permit utilities to ears prefite
in gxaeﬁs'of oF eguivalent to earainge in the cempetitive
ageator,

In support of his assertion that utilities are less
risky than eompetitive firms, Dr. Wilson examined bteta ce=
efficients and indices of safety, price stability, and
earnings predictability. [fe also observed that while there
have been numerous bhusiness failures and bankruptoies in
the competitive seetor in the past gquarter century, there
hiave been none among major electrio and ¢as utilities. -
Aleo, he stated that whereas dividends in the utility induatry
have followed a remarkahly stable upward trend in recent
decades, oyelieal dividend reductions are more frequent in
the uynregulated seotor,

br. Wilson testified that the average beta coefficient
for electric utilitiea is less than 1.0, indicating that, on
. average, elegtric utility common stoek 18 less volatile than
the gtook market as & whole. He then presented data with
regard to 1,301 companies reported ia Value Line which -
showed that firms with higher beta coefficlients, and there=-
. fore more risky, tended to earn high returngé on book value.
- Companies in beta ranges similar to uytilities earned returns
on book value from 11.89% to 12.01% {n 1978 snd 13.99% to
-14.26% in 1979, T o

- From bis comparable earnings study, Dr. Wilgon con-
- ¢luded a 14.0% to 14.5% equity cost would he reasonable,
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: Dr, Wilson tescified that it would not be appropriate
to use long=term imteérest rate trends as a basia for deters
mining the extent of common aquity cost changes bechude it
assumes debt and equity costs parsllel each other aver time.
Dr. Wilson stated -that such an asaunption is ineorreot, and
in fact, debt and equity cost and riak relationships have
raverasd {1 the yecent periad to the extent that it ias now
generally accepted that debt costa exceed eguity costa
- under Brov;iling economic conditiona, Dr. Wilson assarts

that the reason the ‘‘rigk presium" is oow negative is that
the iatereat rate risk 1i fo great for iavestors in senior
sequrities whioh bhear a fixed return for the 1ife of the
sacurities. Investoras in common equity, olgneiall in
regulated public utilities, nead not bear this riek beocause
thc,::turn on equity is not 2ixed and may be inoreased at
any me,

. Dr, Wilson recommended rejecting NOP'as request for an
additional return allowance designed to imelude both the qost
of fgsuing new commoR 3toQk and progumed market pressure
beaauae H3P has not sold commen equity at all in the-past
2ive or six years and because of varioums efforts recontlg
made by NOP to restrain the growth of common equity eapital.
12 there are no isauanaes, there will be no ccats.  More=
over, Dr. Wilasoan atated tﬁat aven if new stock iasuances

_ ware expeoted, presumed market presasure costs should not
be recognized and flotation gosts are very amall,
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Baged on its careful condideration of the issues outlined
above, and after caraful eonaideration of the entire record,
of the Driefs submitted by Company and Staf?, the Comnimsion:
hereby enters the following o T

I.

: The Commission finds that NP Witness MaIntyre filed testi-
mony and exhibita that ineorporate estimates based on NiP's

budgat for the years 1981 and 1082. The Cemmisasion further

finds that 8taff supperta its recommended revenue raequire=

‘ment by relying on data for the test year ended December 31,
1080 updated for knowa and measurable ehanges. The Commis=
aion finds that a large portion of the record develeped {8
this ease ia devoted to argument ef the merits of budgeted
versus historieal test years. The Commisaion finds thag NSP

. gontends that uge of historical test yeara i{s backward leoking
while the uee of fereeasts based en NBP's budgets prepared
‘in=house are more reflective of the future, The Comhimsion .
finds that Btaff contends that forecasts are speculative and
impreeise and that the use of NOP's budgets tend to limit
eaonomle inecentives and may be melf=-fulfilling.

The Commission notes that NOP, in addreseing 8taff limi-
"tationa on manpower, time, and money, etated that 8taff ahould
not construet its own budget for the utility, The Cosmission
further notes that N8P elaimed that 8Staff ehould review the
reasonableness of the Company's budget in light of historieal
resulta, changing conditiona and unusuasl departure from the
‘norm, The Commisalon further notes that NBP helieves that
Staff should not objeet to a budget based en input of 285
department heads when the actual book results relied on by
Staff invaelve more than 286 people. - :

The Cemmission finds that the budget-related ratemaking

hilosophy proposed by N8P suffers from several ghortcomings.
ghe Coemisgion finds that if Staff review coneisted of merely
dotermining at budget year-ends the returs earned g¢ompared -
to the return alleowed, 8taff would ve condueting an incomplete
and inadequate review. The Commission finde that expenditures
may be made within the budget year at a level similar to what
... the budget had forecast. The Cosmigsion finds, however, that

due to timing of rate base additions, the limited snalyeis
- would not be as revealing as that of an average rate bage

analysis. The Coemigsion finds there would scem to bhe little

-33
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. doubt that adoption of a budget for ratesaking purpcaes offers -

reduced @#conomic incentives. The Commission further finda th&ﬁ"fﬁ}”

NSP atated that it was important for the Company to produce a
budget as acourate as poasible. The Commisaion finds chat thia
agauracy may be of dublous value when i€ {s predicated on NSP'a
inereasing or delaying expeaditures to maintain aocuracy. The
Comsineion finda that even if the aggregate accuraay of the
budget was maintalined by the aforementioned proaeures, it
may well be that individual expeaditures budgeted may have
- deviated sigaiffeantly from the budget, yet combined to

appear agourate as a whola,

- The Commission findas little merit in NSP's asgmertion that
‘Btaff sheuld have no qualms in mogepting a budget hecause
sotual book amounts raceived attention from & greater number
of smployeas. The Commission finds that actual amounts have
been expended or received, documented, checked aad audited,
The Commismion finds, therefore, that there exista undeniable
proot on what, ia fact, cceurred. The Commission further

finds that the budget merely represents what may be, based on
the opinions of many.

The Commisdion is aware of NGP's contention that historigal
test year 1a An adequate teol for development of meanimgful
rates beocause it fails to recegnize costs that will aceur
during the peried rates will be in effect, The Comniagion
finde, however, that the ratemaking exerofse ghould be
devoted to the development of cost/revenue relatioashipe
- that will be experieaced in the fortheooming period. The
Comminsgion finds that there cam be mo doubt that the
bhistorioal test year itdelf is an actual represeéntation of
cost/revanue relationshipe., The Commiesion finds that a
budget 1a definitvely nmot an actual representation as it reliass

on pRusmerous coat estimates as well as speculative salen
eatimatesn.

The Commission finds that Staff has regognized many
adjuatments that aacounted for eost increases cccurriag beyond
the test year. IR addition, the Cormission finds that it
will be allowing NSP to adjust the coat of service fer laber
increase® that will be effective after the end of the six
month suspénsion period. The Commission finds that the

- aogeptance® of known change adjusthents offered by NGP should
make the hiastorical test year reasonably reflestive of the

- qoat/revenue relationsbips that will be effective during the .
_time TAtes are in effaect, - - S : S

=
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: The Comminsion finds that much of the blame fecused on
- usage of historiela test years for not providiag adeguate
rates should be placed on the companies who fail to fully
agoount for known and meamurable changes. The Commimsicn finds
that in thia ease N3P failed to dooument or even regtiest a
labor and PICA inorease prier to the hearing. The Commis~
- eion finds that this adjustment accountw for 10% of Ngpra
request. The Commismion finda that the burden of preof
is N8P'a, and that therefore the succeas or failure of the
historieal test year for the establishment of appragiinﬁe
rates is heavily dependent on NSP'e mceounting for known
.. and measurable changes. S

.. 'The Commiesion finds, therefore, that the hiatorieal taat
year recommended by Staff, as adjusted by the terms of this
Order, 18 the better methed for development of rates for -
eleotrieal aervice rendered by NBP.

11,

. The Commiassien finds that the ismaue of flow=threough
versus normaliszation of income tax benéfite {s not a mew ene
-in this jurisdietion. The Commission finds that thia iasue
has been raised and litigated many times and that the precadent

of this Commission is quite ¢lear, The Commiesion reaffirms
that precedent. _

The Commisgion finds that the tesue ie one of timing enly.

The Commission finde that there ies no questfen that the Cois=
pany will recover frem ratepayers its full income taxas
aoctually paid or payable under efther method. The Commission
further finds that the flew-through methed ie preferable
because it reflects in rates enly the actual taxes paid or
payable, The Cesmission finds that anether advantage to
utilizing flow=through is that it g less costly for the
custemers to fund the Cempany's tax liasbility in this manner.
The Commission finds that the enly evidence to the contrary
in the record is NBP Witness Melntyre's reference te a gtudy
erformed by the Massachusetts Accountants For Public Issues,
no, Hewever, the Commission finds that when questioned
about the respective digecount rates used jn that study, -
Witness Molntyre responded that he wiag not aware of the ones
utilized. The Commissien finds, therefore, that thia argument
ia not persuasive, fThe Commiesion finds that time value of

- money considerations alone make flow=through more advantageous

to customers than normalization, Moreover, the Commission
. finds that, as stated by Staft Witneses Brown, even though
-~ agoumulated deferred taxes are deducted from rate base, this
- does not fully reimburse most customers because their cost:
.7 of gapital is -greater than the utility's cost of capital.

’ =J8=
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The Commission finds, in acaordance with Stafi‘s pomitionm,
that {t ia reasonable to asaume that a utilicy's total tax
1iability will not inorease over time so loag as there i3 a
gonstruction program becaude tax savings are reaursing each
_ year in inoreasingly greater amounts, yer turning around
very alowly germerally over a period of abgut 20 years. The -
" Qommismion further finds that even with zmodest priae inflation
and real growth, the deductions generated each year can :
reasonably be expeoted to grow in size., The Commizsion fiads
that {t is important to nete that in making thias finding ¢
is not saying that the utility will experience a “permanent

tax saving', The Commismion recognides that timing differences
do reverse and flow=back to ratepayers. -

The Comnisaion finds, in agreement with 3taff's position,
that adoption of flow=through will mot c¢reate laequities batween
preaent and future ratepayera, The Commission finda that as
pointed out by Ftaff, it is readonable to assume that the
utility's tax liabill!r will sot imcrease becaude of the
reourrence and growth of tax deduaetions. Moreover, the Commis-
nlon finds that Staff’s nrgumont is persuasive that adoption
of flow=through will actually zreat intergeneraticsal rate-
payers more fairly because it tends to level out the total
revenue requirement associated with & sipngle plantr cver (ts
14fe. The Commission finda that it is sisply f{acerrect to
gtate that tax aavings “"belong" %o A future group of ratepayers.

The Coemiaasion takes notice 2f the FERC Order No. iid,

but does not find coapelling aor does it sgree with the find.
ings of that agency regarding tax mormalization., Likewise, the
Commission notes that the faot that other Commissions regula-
ting N3P permiy tax oormalizacion cannot compel the South
Dakota Commisgion to abregtte ists reponsibilitvies to Scuth
Dakota customers in establishing just and reasonable rates,
.Finallgg the Commigeion finds that a requirement that flowe -
through be utilized for ratemaking purposes is aot inconsiatent
with goenerally accepted accounting principles.

118,

The Commisaion finds that 3taff's positien on Wisconsin
pre=certification oxpenses should be adopted, The Commission
finds that N5P-Minpnesota should be required to capitalize N§P=-
¥iscongin pre=-gertification ¢xpenses and recover them over the
1ife of the facility to which they relate. The Commission finds
that this is conaistent with the practice of capitalizing :
other identifiable expenaes incurred during conatruction. The
Commission finds that both the expensing treatment recommended
by NSP and the gapitalization treatment roccmmended by Staff
- will result in recovery of these costs by NSP-Minunesota, and

that the decision as to which treatment to adopt affects only .
~: the timing of the recovery. . The Commission finde, as cbsarved = =
.- 9lsowhere in thig Order, that the fact that other stare commis~ -

- siona h;v;ng regulatory Jurisdiction over N§P-Ninnesota may :

-require different bookkeeping treatment of ¥isconsin pre- - - .-

certification expengses should aot conctrol how this Commission . - -

carries out it3 statutory respobgibilities to set rates for
‘South Dakota customers. : ' o

=38-
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iv. :

The Commission finds that the ainking fund methodology
and eontingency allewance for auelear fuel disposal costs and
decommisaioning codtu does -pot have to he accepted as a
.package, - The Comafeaion finde that Statf Witness Towers

_reoommended in the prior cage, F-038), that N8P should be
required to develop a plan for preseniltion te the Commia-
#lon which would levelize the coit of aervice aat of
regovery of these eoata, The Commissfon finde that the ach=
tingency relates to the level of decommimaioning costa and
the sinking fund ia a methed of recovering the totsl costs.

- The Commissmion finds that NP has not met its burden of
proof in establiahing that the engincering estimate plus the
- c¢ontipngency reprefdents the best edtimate of deqemmisaiening
" ¢goata and that rejection of the centingency alliowance woul
amount to a deliberate understatement of decommissioning coats.
The Commission fipda, in agreement with Btaff, that the engi-
neering estimate eonsideration of an additional 26%
‘allowanee 18 itself subjeet te variatiean. The Cemmiasion
finds that the mode of decommisaloning 20 years hence is
unknewn, the inflatfon is uaknowa, the teechnelogioal changes
whieh may oceupr in aa iatervening 28 year peried are unknown,
and the engineering estimates themselves, although not subjeat
to serutiny in this form, are also juast that == estimates. The
Corminsion findas that Braff Witnesas Towers testified that the
reports he atudied in no way explain the nead for a contingensy
allowance, The Cemmissien further finde that the testimony

© of N8P Mitness Ewers amounts merely to assertions that N8P's

eptimate of total decoemissioning eosts is congervative. The
- Commiagion finds that this {s not eonvineing.

The Commission finds that the decision of the Minnesota
Commisgion on this issue eannot be biading en the 8outh Dakota
Commisalon., The Cemmiseion finds that while the Cemmission in
this proceeding determines that N8P's contingency alleowance
should be rejeeted, NBP will not be harmed by this decisien
since they will eventually recover all reasonable decommiegion=
ing costa and gimne the depreciation rate established herein
may be reviewed periodieally and adjusted as faots and cir-
eumgtances warrant. . -

'
The Commission finds that NSP apparently objects to -

_gynchrenizing the rate of return determination implicationa
- on federal income taxes with operating inceme only when a

B bypothetical capital structure is involved. The Commigsjon

- . finds that NSP's arguments are sot pe:ﬁuagive. The Commisaion

R 5 -
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tinds that 8taff Witness Brown has eorrectly determined NSP's
federal income tax expeanae by synchronizming iv with the cost

~of oapital decermination. Furthermore, the Commission finde = . '
that Staff Witness Knadie has appropristely determined the wovk« - =
ing aapital implications of long=term debt interest, preferred -  :
dividends, and federal income taxes by synchronizing these

. elements of the lead-lag study with the cost of oapltal deter-
mination, The Commission finds that if N8P is to he gom«
strained to a hypothetical capital struature, other elementcs
o0f the qost of service should alsc refleat the impiicationn

of that deaision. .

The Commission finds that by adopting Staff's position,
it will be dimallowing certain federal income taxes which
deri:ei!rgz 1:Erugont nag inettieicnt levels of aapital, just
‘a8 it is dienllowidg certain other expenditures made by N8P

 Tindings of Faot VI and IX. The Commiasion further Jinds (°'°
. that this decision is not inconmiatent with the concept of

refleating in utility rates only the actual income taxes paid
or payable, D T :

Vi,

‘ The Commianion finda that the excess which now exists in
the accumulated deferred lnacme tax acoount Ly virtue of the
fact that deferrala were eriginllly computed at & rate in
excaeng of the qurreat tax rate of 44% will presumably return
to the ratepayers uader 8taff's method and under NAP'e methed.
The Coemigaion finde that one major problem with N8P's methed
is that the oxcess will not be raturned, uader NSP's present
accounting mechanisms, uatil after the sssociated plant is
retired. The Commiassion finda that even if NiP's method
ware changed se that flows=backs are computed at the rate
originally deferred, theoreby agsuring the excegs will be re=
turned by the time the plant is retired, Staff's proposal
will pass the excess back to ratepayers faster. The Commig-

- elon finds that in thio manner the customers who provided the
deforred taxes in the first place will have a bettor chance
to recover them. The Commission finds that utilization of a
three year period will continue an amortization already begun,
and the Commission finds that that amortization should not be
disturbed.

" The Commigsion f{inds that the suggeation that this adjust=
ment be lgnored because tax rates g%igg;ao up in the future is

" not -gonvinoing, The Commiogion finds that Staff correctly

argues that Lf tax rates do iacrease, no asortization of the -

_ deficiency would be aecessary under flow-through accounmting. - - -

-3.8 -
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‘therefore should be excluded..

. Howevar, the Comhisaien finda that whatever adjuatment may or

may not be necésmary if tax rates ipeorease is not an igsue

_that we muat deolde in this proceeding. The Commimsion finds
. that {f tax rates go ug, that is something which will no

- doubt be ralsed as an iss '

© be deeided then. - The Commiscion finds that the mere possibility
- of such an event will not preclude acceptance of the Staft

- recommendation in this preceeding. Finally, the Commission

ue in future praceedings and will

notes that, even theugh its i not bound by actions of the FERC
that the three year amortization of excese acoumulated deferred
taxes whieh im eordered in this c¢ase, is not inconeistent with
FERG Order No, 144, : : . ' ’

Vil

The Commission finds that the uynamertiged repair allewance
has been ineluded in the rate base im this proceeding. The
Commigsion finds, therefere, that ginee there is no questien
that N8P will be eompensated for all ita cests, ineluding
earrying charges, the leagth of the amortization period doen

- not seem to be of eritieal importance. The Commission finds

that there is more merit to a five year peried becaude the
tax deduetions were takes over a five year period and beocause
the impaot on custemers will be mitigated. Acecordingly, the
Commisaion finds that a five year amortizantion for recoupment
of this expenae should be adopted.

Viil.

The Commiesion fiandes that the atandarde set forth by
8taff Witness Knadle are reasonable ones to utilize in
agsepsing whether advertising expenditures should bhe inc¢luded
in the cost of service, The Cowmigsion finds that NEP's
argument that the Coemission may only disallew advertising
expenses under the extreme circumstances set forth by them,
i.e,, when such expenditures are excessive, uawarranted, or
incurred in bad faith, should be rejected. The Commisgion
finds that disallowanee of advertising expense 1n no way pre=
¢ludes N3P's atockholders. froam paying for such expenditures

_if HSP chooses to continue the type of advertising at lfasue

in this praaeeding. The Commiasion finds, in agreement with
Staff, that the advertising at iesue is not essgential for the
rendition of safe, adequate and reliable ¢lectric service and

. .9 _ _ .
: The Commigsion finds that there is no question that
charitable contributions are not necessary for the provision

of gafe, adequate and reliable electric service. The Commis= - .=
-sion finds that ratepayers should pot be required to fund:

A-Hl
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ftlowever, the Commisgsion finda that whatever adjustment may or
- may not be necesaary if tax rates inerease s not am iEsue -
that we muat decide in this proceeding, The Commiasion finds
- that if tax rates go u?; that (s gomething which will ne
—-doubt be raised as an lssue in future precaedings and will
- be deeided then, The Commiagaion finds that the nero.gonsibllityj
ol such an event will not preclude a¢ceptance of the 3taff
recommendation in this proaeeding, Pinally, the Commiasfion i
.. notes that, even though its is not bound by aetions ef the FERC =
" that the three year amortimation of exceas acoumulated deferred - -
taxen whieh i3 ordered in this case, is mot inconsistent with
FERG Order Ho., 144, . ' ‘

ViI.

The Commiasion finds that the unamortized repair allowanae
haa been ineluded in the rate base im this proceeding. The
Commigaion finds, therefore, that singe there is no question
that NBP will be ecompensated for all its eests, ineluding
earrying eharges, the length of the amortizacion period does
- not geem to be of eritiecal importance, The Commission finda
that there ia more merit to a five year peried because the
tax deductions were taken over a five year peried and beoause
the impaaet on quatomers will be mitigated. Aecordingly, the

Commigaion finds that a five year amertizatien for recoupment
of this expense should be adepted,

VIli.

The Commigsion finds that the standards set forth by
8taff Witneaa Knadle are reasonable oneg to utilize in
assesging whether advertising expenditurea should be included
in the coat of serviee. The Commission finds that N8P's
argument that the Cemmissien may only digallow advertieing
expenaes under the extreme ecircumstances gset forth by them,
i.a,, when sueh expenditures are excessive, uynwarranted, or
inoyrred in bad faith, should be rejeeted. The Commigsien
finds that disallowance of advertising expense in no way pre=
oludes NSP's stockholders from paying for such expenditures
if NP chooses to continue the type of advertising at isaue
in this proceeding. The Commission findag, in agreement with
Staff, that the advertlising at isesue is not eseential fer the
"~ rendition of safe, adequate and reliable electric service and -
~ therefore should be excluded, .

IX. ‘

.. The Comnission finds that there is no question that
charitable contributions are aot neceseary for the proviasion L
of gafe, adequate and relfable electric service, The Commig= .. -~
. 8ion finds that ratepayers sheuld not be required to fund - - -

=39«
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expenditures which are not esmential. Furthermore, the Commis- .
sion findas that as 8taff ¥Witness Knidle peints ouy, rnttglyorn
ahould not ba foraed to donate through their electric bills to
organizations whigh they may not otherwiss iuggort. The Coomis=
sicn finds chat the iasue of whether or mot N4P is under more
preasure -in these sconcmic times to Bake oharitable contris
butions ix not one which need be addressed, sinae if N§P's
nanagément ohooses to do so, we fiagd that ibq stoakholders-

- should {und these expenditures. : : '

X,

The Commiamion finds that the inflation adjuatment
fnitially propoded by N8P and adopted by Btaf? satiafies the
gireatien of the Supreme Caurt in Sauth Dakota Pubife Utilities

i R JEEer T4 dawe T

+

X Rk . B . . B E X WL YUHTRIRR Y ) -yt . 2 dB Jebls
Jauj. ‘{he Commisslion rinds that the further adjustment pros
Eosed by N8P ia, in addition to being untimely filed, not
‘koowa and measurable and {3 an attempt to selectively go
outside of the test year withcut assessing the potential for
productivity or sales ingrenges, The Commission finds that it
is not necessarily aaying that NSP won't experience faflation
in the poat=test year periad, but that it does find that NGP
can make a reaaonable attempt at specifieslly idencitginl ccet
increases it im experiencing. The Coemiseion finds that it
would not be unreasonable for N8P to {solate, for example,

test year units of produats comsumed and appiy the latest
prige to those units, or te at least imolate aggregate expendes
asgogiated with certain Eocds and services and apply a '
specific price iadex to thome annual expenses.

The Commisalon fiads that NSP's conteation that its
expenses are two years out of phage under South Dakota regula=
tion ia not persuasive. The Commission finds that, as dis-
gussed above, while inflation may continuve, sales may also
rise and effigiencies be gaimed in certaim areas of the Com-
pany's buginess following the tegt year, The Commigsion finds
that if the unit cost per kwh is established ¢correctly, as
sales increase or efficiencies are gained during the period
the ratea are inm effect, these occurrences will cover addi-
vional cost inoresses. 7The Commisgion finds that Lt is not
necasdary that a .cost of gervige determisation correctly

. forscast the gggggﬁés level of expenses to be facurred in a
future period, as 1=plies. e Commigsion finds that f¢
is only necessary that cost/revenue relationships which

- translate into & unit charge to be applied to the future be
- gorrestly established, '
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- The Commismion finds that NP has the burden of preotf im
these proceedings to eatablish that {ta propomed rates are
- Just and reasonable, The Commission finda that NIP has .
failed to meet that burden of preot in regard to the proposed
inflation adjustment, and that therefore said adjustment
~ ghould be rejeated, B o : j

I T

- - The Commisaion finds that recegnition of the HSeptembher 1,
193] wage rate ehange, which adds §60,000 to revenue require=
menta, is proper. The Cemmidsion further finda that recegni=
tion of the January 1, 1083 adjustments, with refinements

- whieh recompute the inerease at 10.3% rather than 11% and
which reduce the adjustments by 1/24th to accouat for the faot
. that the rates established in this proceeding precede the
effeative date of the adjustments by 1/24th of a year, are
. alae proper, The Conmmission finds that these changem are
known and measurable and have been cocmputed properly on teat
year work forece levela., The Commission finds that it will net
. oonsider the inerease in laber costs whieh relate, in part,
to additional employees and to other factors than a change
in wage ratea. The Comaission finds that such an adjustment,
in addition to being filed subsequent te the hearing, is
impreper beeause {t would vielate the matehing congept.
The Commisslon finds, therefore, that a total of $d823,000
snggld be allewed in NBP's cest of serviee for theae adjust-
ments, :

b44 9

The Commiasion finds that NOP will have during its summer -
~ peak of 1083, 704 M¥ of capacity which will exceed its system
requirements at that time , The Commission further finds that
that 794 MW of oapacity will aot be used te Eeneraee electrigity
at the time of the ayatem peak. The Commissien finds, there=
fore, that this 51&3& is not uged and useful te NBP'e preseant
eustemers, The isgion finds that while it is true that
most of NSP's present capacity was used at some time or
another during the test year to generate eleetricity, this
does not alter the faect that 704 MW exiets over and above
N3P's capacity obligatiens including the obligatory MAPP
required reserve levels., The Cemmigaion finds that MAPP,
after several years of continuing study has arrived at the
present reserve capaeity levels and considers them adequate
for mystem reliability, The Commission finds that having
- - found that excess capacity exlsts, it must now only cencern -
- itgelf with the rate treatment which it should be accorded.
- The Commigsion finds that NSP's peaition that all factors
- leading to the existence of excess capacity neeéd be investi=. co e
- gaved before there ean be a determination that surplus capacity -

_,-%41;:{_-_
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exintq lhﬁuld.bo refacted.

The Commission finds that it is not nedesaary to find that
managément acted imprudently in order that the common equity
raturn on exoess oapacity he dianllewed. The Commiamion finde
that A diaallowance of the qczemon equity return onm iu:glus -
eagaeity does not conatitute a penalty on the common ahare=

-holder. The Commission finde, rather, that (t constitutes a

- sharing between ratepayers and atoakhalders of the costa of

- what is surplus eapacity. The Cosmission finds that 3taf#

- As recommanding chat the stackholder bear 3505,000 of the

- oot and that the ratepayer bear $1,243,000 of the coat of
what Staff has condluded ia exoess capacity. The Commiasion

finda that it is only praper that the ratepayers not be ueld

totally responsible for theae costs since the common stdoke

holders expect to bear risks, for which they are compensated

hy virtue of the faat that the return they redeive is higher

than that paid for other forma of capital. The Commissicn :

tinds that if the danger of any earnings shortfallias, for whate

- Qver reasoh, were eliminated, the ceemon stookholder would

- not receive a "risk premium", _ ' '

. The Commission finds, moreover, that it is because there
is no evidence of imprudence and beecause the rltegayerl have
derived benefita from recent capacity additions that a total
‘disallowance of excess capacity costas should not he ordered,
but that inatead a sharing of such cests should be ordered,

The Coemission finds that the amount of the aommen.eguity
return ias $505,000. The Cosmission finda that while Staf
Witneas Towers conceded that NSP made a reasonable attempt ¢o
identify where the exceans capacity existe, he pointed cut that
oven some of the oil-fired units identified by NBP were
utilized at some poimt during the teat year. Thic bhighlighta
oxactly the reason 8Staff Witness Towers used the average

net iavestmeant method he did. Just as the Commigsion will
not datermine that the latest capacity addition constitutes
the excesa, Lt will not determine that the oldest plants
congtitute the excese., The Commisgion finds that the

surplus capacity simply cannot be actually asgeciated with
speqific generiating units or trapsmission agrecments.

- The Commiseion tinds that the argument that use of the
average inveatment in all of N8P's faoilities requires that
ratepayers somehow be deprived of the advantages of low
CO8t powar asgociated with regent capaoity additionw should
be rejected. The Commisgion finds, as explained above, that
the customers are entitled to this benefit because they are
being required to hear all of the out=0f-pocket costs, include
.- ing depreqiation, awmgoglated with these facilities. The
Commnission finds that the determipation of the aversge net -

s wgBn
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{oveatment does not inalude & deduction for accumulated deferred

 federal indeme taxes bacause thewe taxes, even though they can

be assoaiated with specifio plants, represent prepayments of
federal inceme taxes whioh beloag ie ratepayers. -

XIIt,

_The Commisslon finds that there are three basie areas orh
eontention between NGP and Staff regarding caleulatieon of
no;qug capital, ; ‘

' (1) The Commimaion finda that N3P Witness Melntyre.
reacommended that a revenue lead of 43,24 days be used in
deriving the appropriate level of working eapital. The Cemmisge
sion finda that Btaff Witness Knadle testified that a revenue
lead of 39.6 days is appropriate.

(2) The Commimsion finde that NOP objects to 8taff's use
of a hypothetieal eapltal strueture for determination of & pro.
forma intereat amount applied te the working capital ealculatioen,

- The Commiasien finde that NAP aleo olaims that debt intereast

related to eonstruotion work in pregress (CWIP) should be
purged for working eapital eonsideratien. The Commisslien
£4nds that 8taff argues that it must use pro ferma interest

. amounts, and that sueh utilimation is conesistent with usage

oF other pro forma smounts in the working capital analysis.
The Commigsion finds that Staff also elaims that intereat en
CYIP should net be purged unlega N8P ean quantify the benefit
e Egeking AFUDC prior to the time interest and dividends are
paid.

(3) The Commisaion finds that NOP contende that 8Scaff
should make allowance in the working capital study for the
return oh common atock equity. The Commissjion finde that
because of 8taff's refusal to do so, NBP reecmwmends that 8taff
should purge from the lag atudy the other two coamponents of -
the return on inveatment, debt intereat and preferred stock
dividends. The Commisgion finds that BStaff does mot allow for
the return on common 8took equity, a poasitlon consistent with

. prior Commission rulings, Lecause of the unigu@ characteriastics

of that porstion of the overall returna. The Coamiasion further
finds that 8taff argues that there could be furcther offsets -
made for the delay in payment of common stock dividends, but
deolined to make this offset.

The Commission finds that the différence between N8P
Witness Mclntyre's calculation of revenue lag days and that

- of Staff Witnees Epnadle is basically due to the latter's usage
- of « 20 day outoff for cuatomer bill vayment, The Commission

finds that there is general agreement that Witness Knadle's

"method 18 a proper one when paired with his recosmeandation

that NSP be allowed to recover the late payment qharge '

=3 dw
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revenue below the line. 7The Commission finds that the -advantage

"~ of Witnexs Kaadle's method ia that it does not compel cuistomers
who Bake timely payment to hear the burden imposed by late
paying oustosmers, The Commimsion finds that the revenue lead
daya established by Staf? Wirness Xaadle are correct aad :
shotild be utilized in the working capital determination.

. The Commission finds that there is no basia for N8P'e
objeotion to Btufl Wictness Xnudle's usage of pro forms :
interest amcunts., The Commission finds in agreement with Staf?,
that Witness Knadle, who was not making recommendations con=
gerning debt and related intereast levels is compelled %o
utilize recommendacions of other 3taf? witacllll. The Cousmin=
sion finds that N8P failed to fully address 8taff Witoess

. Rislov's concerns regarding tigégg of iatereat and dividend

~ payments with the booking of « The Commimeion finds
due to thia failure, the Commission oannot authorize the purging
of CWiP=related interest from the working capital analysis. _

_ The Commission finds that, as noted by Staff, it has in -
prior deeisions favered the recommendation which dtast ¥itness
Rislov has aow testified to 1A the eurrent proceeding regard-
ing the proper treatmeat of the return oo common stock equity,
The Cormission finds that NOP's qonvention that debt interest
and preferred dividends ashould also be remsoved from working

- Qapital conaideration if the cemmon equity return is not
afforded treatment should Be rojected. The Commiasion finda
that there ia little gquestion that funds are made available
with the lag in payment of debt interest and preferred divi-
dends, The Commission further findas that the issue regarding
the treatment of the return on cemmon atogk equity is one of
determining whether or not a return, an affset, or an
axclusion should be made, The Cbuaisaien finds that Jtaf?
contends that investors recognize the lag of payment of
dividends, and diseount the lag when making a purchase
deoision, The Commigaion further finds that N3P alleges that
because Staff failed to ideantify where Staff's recommended
return recogunizea such an iavestor expectation, it cannot
account for the lag. The Commission finds that it appears to
be logical that invesctors ia common stock of any particular
organization would deem it neceasary to -be aware of dividead
payment habits, The Commission finds the lack of an expligit
recommendation in Staff Witneas Wilson's testimony regarding

- the payment lag would obviously not affect the stockholder
who made a purchase decision. The Commission finds that (¢
then follows that the purchaser made his decision after con=

~ sfdering the dividend payment lag and the ultimate return, :

- thus making it unnecessary for Dr. Wilsoa to identify a

" aeparate expeotation, The Commission finds further that Staff -

_could have made additional offsets-for the lag fn common stock . .i:

Co=dde

A-u

Filed: 10/2/2015.11:12:30 AM.CST Hughes County, South Dakota 32CIV15-000146




- dividend payment, but agrees with Staff's contention that the

general uncertainty regarding the level of payment preoludes

. making that offset. The Commlasion finds, therefore, that

.- Staft Witness Rislov make a proper recosmendation to exglude
-treatment of the return on common staock dividends from the -
‘working capital study. _ -

4

The Commisnion finde that the ochief reason for the different
levels of late payment charges recommended by NSP and §taff
appear to be a diaagreement over the proper treatment of
recovery of $06,9800 of collection coats. The Commissicn finde

. that N8P reeommended that thease comts he regognizZed in and
asaegsed thmugh the late payment charge, The Commimafon
findas that 8taff argues that these coata are already ineluded -
in the ¢ont of garviee. :

The Commiasion finde that the late Bavment charge ehould
be dealgned to recover ecertain identifiable eosta, The Commia-
sion finds that the 1a5e'pa!ment charge should not begome a
means by whieh te penaligze late paying customera. The Commig~

- #ion finds that it appears from the testimoag,of N8P Witness _
Dupay that the $08,800 ameunt identified by her represents fixed
gosts in force for at least the range of late payment scenarios
found within her exhibits, The Commissien further finds that
Witness Dupay further testified that deelining numbere of late
gaying customers would tend to inorease the amount required

rom each to reeaver collectien costs. The Commission finda
that because of the level of fixed costs whieh are fncurred
regardleas of the level of late payments, it would geem that
NSP's reeotmimondations could eventuvally piaee unreaaonable
burdens on late paying customers if their numbers were sub-
stantially reduced. The Commission [inds, however, that that
iasue beoomes aeademie because absent an adjustment made to
N§P's coat of service, the Cemmimsien is compelled to agree
that the aforementioned costs are indeed included in the
goat of serviee., The Cozmission finds, therefore, that
adoption of NBP's recoomended late payment charge would allow
NSP to over=acolleot for the related costa. The Cemmigsion
finds that Stafr ¥Witneas Knadle's umage of a 1% monthly
asaensment to reeover NBP'a financing costs aBpeara reagonable
in light of Hetaff Witness Brown's upage of NBP Witnesa

-MoIntyre's recosmended short=ters debt rate. The Coomis-
gion finds that if Staff Witness Knadle were now tg bage

his monthly charge on the prime rate, Staff Witness Brown -
would be required to alter her couwputed interest on ghort=
term debt also to reflect the prime rate. The Commission

wd e
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-24nds that there is no basis to adopt such a abange, and theres
~ fore zigd: that Staff‘s reccamended late paysent charge is
appropriate. B

.

The Commission findm that the $435,872 of annunl umorti.
zation expenses associated with the Tyrone eancellatign costs
which NBD seeks to recover in this case sbould be exeluded

 from the Company's cost of service. Instead, the Commission
tinds that consistent with its holding im Decketr No. F-3383
the recovery of Tyronesrelated costs should be deferred
uatil after the fasues in the FERC prodeeding have been
tinally determined by a final Order of the FERC ao lonoger
gubject to judieial review. .

The Copmiggion fimds that to the extent any portion of
the 3435,872 charge is later determined allowable by a fiamal
Commigeion Order no longer subject to further Judicial review
she allowed recovery shall imclude in addition a reasocsable
garrying charge to eompenaate N3P for the deferral, ustil
auch time ag the deferred principle and acouwmulated charges
are fully amortized, said carrying charges €o be computed
‘a9 provided in the Settlement Agreement.

i
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XVviIL.

 The adjustments propesad by Dr, iileeﬁ'terlianate;
non-utility investments and Tyrone from the common e uity

balance are proper. W¥ith regard te the non-utility investments,

the Commiasion agreem that these investments are at the ripk
of and for the benefit of NBP's stookholdera and that the

: ratepagera should mot be burdened with them, = As to Tyrene,
Dr, Wilson ¢learly testified that his procedure doem fot gons
atitute a double count and that his adjustment must be made
if the ratepayers are to be relieved of the Tyrone Broaect
eancellation ¢osts pending the Bauth Daketa Publie Utilities
Commission's determination of that matter, The gourde ef
the funds la irrelevant. Likewise, the faot that AFUBC at

- A composite rate wae applied {s irrelevant. Whatever the
gource of the funde, these are equity investments and their
deletion from common equity is appropriate,

The adjustment made by Staff Witness Wilmon which AGaUMEE
that NBP will or should retire additional aemmon steck im 1081
in like amount as that whieh was retired inm 1080 is propeér.
The Commisgien determines that a retivement of this amount
ia reagonable and achievable and that the adjustment is ene
that should be made when considered in coneert with Dr.
‘Wilson's recosmended retura on common stoek equity. As NEP
iteelf coneedes, through its finamcial plana‘ their eurrent
eﬁult{ ratio is thiok. Moreover, Dr. Wilson's adjustmenta
overall appear ecngervative beoause, as he stated, the book
value of the Cempany's stoeck has now increaged somewhat sad
it would be possible for them to retire even more stook than
he assumed. Also, his inerease in common eguity for retained
earnings to be aceumulated during 1081 appesra nigh by 5%,
about 340,000,000, We would note that the adjustments te -
common equity result in a capital strueture whieh is still
more favorable to N8P than the industry norm, N8P's argu~
monts regarding the dividend reinvestment plan are not coem-
“pelling, The DRP does not bear on the basic question in
this regard.of whether N8P's eommen equity ratio is too thiek
for ratemaking purposes, o

Finally, the adjustment which restates NBEP's preferved
8toek balance to the level it would have been had NBP made
only the mandatory sinking fund retirements is proper. N8P
voluntarily retired preferred stock in excess of thege
requirements to the detriment ot-ita‘ratepaiera when it gould
. have retired the more expensive common atock, .

o ~'§ii of the a!areaene;oned,idjdsféents result in a
0apital atructure which is reasomable, . . . . -
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IVIiX.

, A retura oa eauitg of 14.0% for NOGP is just and renuonablo)'-}

The Cosmission findm that Staff Witness Dr. Wilgon presented a -

: gampag%enlivg and aredible analysis of the oost of common equity
oy s : - '

— The Commission finda that the dof model is a valid method -
to use in decarmining the ¢ost of common equity. M¥r. Kolkaamn's
ariviciams of the traditional dof acalysis are without merit '
-because he incorreatly objeata to the use of a constant value
for k and a conataat infiniteshorizon growth rate for g, As
Staff Witness Wildon testified, the gost of equity, k, ia, aa
& matter of faot, a single value at a plrtieu?ar time in
relation to a particular market price and expected dividend
level. Alao, the infinite~horigon irowth_rate probles alluded
to by Kellkmann oan be eliminated, with no noticeable impaat,
by merely using a 100 year time horizmon rather than infinity,

Thereiore, Kolkmann's meched I is less desirable than
Stafl'as dof analyais. S .

~ The Commimsion also finds that Kollmann's method 11, an
alternative dof approach, is less valid than Staif's dof. The
Commisaion finda that Kolkmann's assumptions are not reasonable
in that he assumes either past agtual and hypothetioal earnings
(from dividends but not from capital gains) are equal to
reauired earaings, or that aetual ghort=tera divideunds
and oxperienced inflation are equal to expected dividends and
anticipated inflatien. The returas calculated and utilized
by Kolkmanm in this appreach eannot be viewed as experienced
‘returns beeause they ignore the actual gaine and losges attri-
butable to ahanges in the price=book ratio, and as a resuit,
Mr. Kolkmann's return overstates experienced retura.

Mr. Kolkmann's method IIl, the analysis of market price
to book value ratios, is of little use {n evaluating iavestor
expectations for the future, The Commisaion finds that the
primary reason for the failure of methed II1° to arrive at
& reasonable result is that the equation does mot specify the
faotors important to NSP's stock price, does not include an
analysis of expectations of future returns relative %o -
required roturns, and rely on actual rather than expected
‘returns as a relevant determinant of market prices,

- "The Commission finds that Dr., Wilsoa's use of the

- glectric utility. industry as a whole is valid. The Commig~
sion finds chat Staff's approach does amot ignore fimancial
ciroumstances unique to N5P because it quantified capital
¢oat differencesd among utilities in an analytically objective

~ - -and explicit way,

S
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The Commisasion finds that Dr. Wilmon's use of mid«1080
pricing data in the dof study {s proper and necessary, As
. Dr, Wilden testifled, when fisaneia) markets are disturbed,
it is essential to finmd a period during whieh interest rates
und eleotrie utility risks were similar to histeria con~
ditions. Decause present dividend yields, which recemtly
- have inoreased rapidly over a saort perieﬁ of time for
utilitiea, do mot matoh historiesl data and because the
axpected growth consistent with present yields is not yet
ateertainable from avallable data, the beat eatimate of
gurreat money costs is ene based upen the combinatien of
expeated growth and dividend yields taken from a time during
- whieh finaneial marketa were reasonably nersal. :

The Cemmisalen finds that Dr, Wilsen's cemparable earis
ings aaalyais of c¢ompanies of comparable risk ia of use in
determining a remscnable return for N8P, subjeqt to the
limitations of that approach outlined by Dr. Wilson. The
" Commigeion finds that Dr, Wilgen established, on the basis
of atatistioal conclusicns and also on the basis of general
chservations, that riek differences axist between industries
‘apd that uaregulated, non=utility jindustries are generally
more rigky than utilities, llenca, it would not be appropriaze
to allow utilities a return as high a6 that being experienced
by these firms. _

Mr. Kolkmana's methed IV, a comparable return analysis,
does not address risk comparability, and therefore is
_ inferior to Dr. Wilson's study. Moreover, Kollgmann's study
_uBes a8 a comparability standard, earaed returns. '

The Commiagion finds that loag-term interest rate
trends are not an appropriate basis for determining the extent
of common equity cost changes beoause it requires the assump~
“tion that debt costs and equity coats parallel each other
over time, As Dr, Wilson demonstrated, such an assumption
is not valid. :

The Commission finds that an additional retura allowance
for issuance and presumed market pressure is not warranted
_has pnot 80ld new equity capital at all in the past five or six
years and has in fact undertaken various methods of reducing
the eguity ratio, Wilson therefore stated it is not reasonable
to assume these costs will even be incurred. The Coemigeion:
tfiands thai even if new stock issuances were expegted, pre= .
sumed market pressure costs should not be recogaized and
- flotation costs are small, - o '
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Ugon the foregolng Pindings of Faat, the Commission
_ horcby.ontort the following I :

| .
. That the Commission has juriadiotion over the aubjeet
matter and the parties to this proeesding.

i1.

_ That the Compisaion’s decision entered herein eatablishes
Just and reasonable rates for Northern Statee Power Cangany
and fully comports with all statutory and coastituticna
regquirenents. : :

i1,

- That the rate schedules and related tariff sheets filed
in this case by NEP, proposed to become effective December 1i,
. 1941, should be rejected in their_entireey. :

. v,

That all pendiag motions and 6hjeetiena not heret¢ofore
ruled upon should be by the terms of this Order overruled.
It is therefore o

ORDERED, that the proposed rate sohedules and related
tariff sheeta filed in thia caae by Northern States Power
Company propoged to become effeotive December 15, 1961 be,
and the same hereby are, rejeeted; and it is

FURTHER ORDERED, that Northern States Power Company
shall file with the Commiassion new propoaed rate achedules
nng {:l:ﬁed varif? gheets in conformance with this Order;
an ]

. FURTHRER ORDERED, that the rate schedulea and related
tariff sheets implementing the Commigsion's Dacision and
. Qrder herein, whea approved by the Coemizaion, shall be
 affective for electric service rendered on or after the 18th
day of December, 1931. L ; o
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Eer ?gggd at Pierre, Bcuth Daketa, thia _Zéﬁ day of Decem
» 1 7 c

BY ORDER OF THE COMNIBSION,

Chairman FPliseher Commisaicners
Stotferahn and Bélem: d
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