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BEFORE THE PUBUIC UTILITIES COMMISSION
OF THE STATE OF SOUTH DAKOTA

IN THE MATTER OF THE APPLICATION OF BLACK HILLS POWER, INC. FOR AUTHORITY TO INCREASE ITS
ELECTRIC RATES

STAFF MEMORANDUM SUPPORTING
SETTLEMENT STIPULATION

DOCKET EL14-026
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Commission Staff (Staff) submits this Memorandum in Support of the Settlemerit Stipulation
{Settlement) of Decernber 8, 2014, betweet Staff and Black Hills Power Compzny (BHP or Company) in
the above-captioned-matter.

BACKGROUND

On March 31 2014 tha Company ﬂled arrapplitatlon with thie South-Dakota- Publ'c Utilities Commlsslon
(Commission) requesting approval to-Increase rates for electric service to customers In Its South Dakota
retail service territory by approximately $14.6 million annually o, approximately 9.27%. A typical
residential efecfric cusfomer using 650 kWh per month would see an ineréase-of $10.91 per month.

BHP’s proposed Increase was based on a historical test year ended September 30, 2013, adjusted for
what BHP believed to be known and measurable changes, a10.25% retym on.comfon equity, and a
8.48% overall rate of return.on rate base.

The Commission officially noticed BHP's filing on April 3, 2014, and set an Intervention deadline of June
6, 2014, On April 11, 2014; BHP filed revisions to certain pages originally filed in the application. On April
16,2014, the Commissioh issued an Ofder Assessing Filing.Fee. On June 6, 2014, a Petition to Intervene
of G‘LCCDacotzh Inc., Pete Llerr8'; Sons, Inc., Rushmore Forest Products, Inc., Speartish Forest Prodl]cfs
Inc., Rapid City Regianal Hosp1tal Inc., anthharf Resources (U.S.A.), Inc. {collectively, Black Hllls
Irdustrdal Intervedars or BHII) was filed. On June 6, 2014, Dakota Rural Action (DRA}-also filed a Petition
to lntervene OnlJune ZG 2014; the, Commtssuon issuéd an Order Granting lntervention to Black Hills
lndustﬁaflntervenors. On June 26, 2014, the Commisslon granted-interventlon to Dakata Rural Action
subject to its filing an affidavit, which was filed on June 27; 2014. On Segitember3, 2014, BHP filed a
Notice of [ntent t& Implement Interim Rates effective' on and after October 1, 2014,

On September 4, 2014, BHP filed a Motion for Approval of Settlement Agreement, Confidential
Settlement Agreemerit betweeén BlacK Hills Power, Inc. and South Dakota Science and Technology
Authority (SDST/ A), including the associated Third Amendment to Electric Power Service Agreement
between Black Hills Power, Inc, and SDSTA, and relevant exhibits. On September 10, 2014, Staff filed jts
memorandum regarding the Contracts with Deviations. On September 18, 2014, the Commisslon Issued
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an Order Conditionally Authorizing and- Approvnng Implementation of Contract with Devnatlons Rates on
an Inferim Basis.

Settlement discussions betwéen:Staff, BAP, BHII, and DRA commenced on October. 28, 2(i14. Thereafter,
Staﬂ' and BHP (jomtly, the Parties) held several settlement dlscussmns inan effort to arrlve at a mutually
acceptable tesolution of the issues presented in BHP'S fi llng. Ultlmately, the Partigs redchéd a
comprehensive agreement’on BHE"s overall revehue deficiency and other issues presented in this case
includidg, but not limited to, class revenue responsibllms, rate design, and tariff concemns. BHIl and
DRA ate ot parties to theg séttleiment. On December 9, 2014, BHP afid Staff joidtly filed 2 Joint Motion
forAppruvaI.oF Settiement Stlpulatfon, Settlement Stlpulation, and Exhiblts. On December 12, 3014, the.
Commission issued a Scheduling Ordersettlng this matter for hearing on January 27-29, 2015. On
December 30, 2014, the Commisslon issued an Order for and Notice of Hearing.

BHII filed Direct Testimony and Exhibits of Lane-Koflen and Direct Testimony and Exhibits of Stepher J.
Baron on December 30, 2014- No testimony was filed by DRA. This Memorandum supports Staff’s view
of the settlement. Staff Witness Dave Peterson’s direct testimony addresses specific items discussed In

Mr. Kollen’s tesnmonyand Mc. Baron's testlmony_

.OVERVIEM.OF SETTLEMENT .

Stzﬁ' based [ts 4 r'eﬁenue requrrement determinatiqh on Its oomprehenslve analysls of BHP’s f llng and
wfse_re_ necessary, modified other.adjustmenfs aru_ixeiected.thpse that do nat quald'y as known and
reasonably measurable. |astly, Staff introduced new adjustments not reflected inBHP's filed case.

-Company and Staff:positions were:disctissed thoroughly at the settlefent conferences. As  resut,
some positions were modified'and others were accepted wher consensts was found. Ultimately, the
Patties dgreed on @ comprehensive resolation af all issues: Staff belleves the settlement is based bt
sound regulatory prindiples and avoids additional costly and unnécessary lifigation.

The Parties agree BHP's revenue deficiency Js approximately 56,890,746, which results in ar
appiaxdmaté 4.35% increase.Inr refail revenue. This revenue requiremesif and supporting calculations
described inthis Memomndum and attactiments deplct Staﬁ’s positions regarding all components of

BHP’s Sotth Dakota junsdictlonal revenue reqhirement.

.STAFF OVERVIEW OF SETTLEMENT

e S e V)

Staff's determination of the settlement reveoue requirement begins: with total Company test year costs
for the-twelve months-erided September 30, 2013, and-allocates those total Compariyanounts.to, the
Sotith Dzkota retail jurisdiction. Staff then adjusted the September 30, 2013, test year results forknown
and neasurable post-test year changes. Staff Exhibit___{BAM-1}, Schedule 3 |llustrates Staff’s
détermiration of BHP's pro forma operating-income under present rates. Stjaff Exhl,blt - __(BAM-2),
Schiedufe 2 llustrates Staff’s calculation of BHP's South Dakota rétall rate base, and Staff

Exhlblt (BAM~1), Schedule 2 and Staff Exhlbit __(BAM-2), Schedule 1 summanzethe posttions. Staff
Exhiblt__ (BAM-1), Schedale 1 summarizes Staff's-determination of BHP's revenue deficiency and total

revenue reguirement collected through base rates.
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The base revenue increase by rate schedule is shown on Staff Exhibit___(PJS-2), Schedule 1. Staff
Exhibit___(PJS-2), Schedules 2-1 through 2-5 reflect the settlement base rates for each rate schedule.
The comparison between present and settlement rates and resulting bill impacts.for.the Residential
Service-rate schedules is shown on Exhibit, __{PJS-2), Schedule 3.

Unléss otherwise noted, all of the changes discussed below are changes from:the Company’s flled
position.

RATE BASE

Average Rate Base —Both the Company and S_taff arrived at a test yedr averagé rite base based on an
average of the 13 month-end account: balances, September 30, ?.012, theough September 30, 2013.

CPGS Plant Addition — BHP proposed an adjustment to [ncrease plant in setvi;;e for projecied capital
costs associated with the Cheyenne Prairie Generating Station (CPGS). The Company Included In rate
base the actual costs Incurred as of December 31, 2013 ,and estimates of the remaining completion
costs. The settlement determmation revises thé Cdrﬁpa ny/s adjustment to reflect actual costs as of
Octobér 31, 2014,and reasonably known and measurable changes after October 31, 2014. The
settlement also-reflects the.associated accumulated deferred Income taxés, The net effert of these

--changes is to reduce rate base'by approximately 52,156,000, -+ 22200700 & o0 SRV wlhictic s cme ee B

Test Year Plant liv Service Annualization —The Company propused an adjustment to dintialize tést year”
non-revénue producing plant additions that were-éompleted during the fest year. The settlement
determination revises the Company’s adjustment to: I) Remove thé amounts refated to eight projfects
that appearto be revenue producing; and 2} Reduce the amounts related to fwo projects for.
confiibutiofs fnade hY Cenmryllanhc sextiement alsp'liclddes accumifated deferred liconie taxes
arislng from these projects. The net effect of thése changes isto réduce rafe basa by’ approximately
$50,000.

Post-Test Year Plant Additions ~The Company proposed anadjustiment to lncvease South Dakota test
year plantin service far projetted non-feveriug ptod«,rdng post-test year cap"iml additions an’ddpated fo
be in service prior to October 1, 2014. The settiément determination revises the Company’s adjustment
to reflect actual costs for completed profects fn-service as.of November 6, 2014. The settiement also
includes accuraulated deferred Income takes on the post-{e3tyeat plaritadditons that afe ieflgctedin
rate base. The net effect of these changes.is to incréase rate basé by approximately $423,860.

Ben French, Nell Simpson I, & Osage Retirements — BHP proposed an adjustment to remove fromi rate
basg the amolnts refated-to the Ben French, Neil Simpsoa {, and Osage power plants that were retired
6n or before Marchi 21, 2014, to comply with the Environmental Protection Agency (EPA) Area Source
Rules. The seitiement accepts this adjustmgnt,

Accumulated Depreciation —The Company proposed an adjustment to Increase accumulated
depreciztion (and theréby to réduce rate base) to reflect ane-half of the anﬁuaLdgpredahonaxpense
associated with new assets and its new depreciation rates. The settferent revises the_Company's
adjustment-to synchronize the depreclatlon reserve with the plant additions that are-to be included in
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rate base-and to reflect a depreciation rate of 2.98% for CPGS in lieu of the Company’s proposed3.29%-
rate. The net effect of these changes is to increase rate base by approximately $44,000.

Cash Working Capital — BHP’s proposed rate base included an allowance for cash work'ing capftal based
on a lead-lag analysis A lead-lag analysis éxamines thé tifhing of the Companiy’s récéipt of sefvice
revenues from customers in relation to the Com pany/s payment of expenses to vendors and employees
The Company’s cash working capital allowance also included a rate base deduction for tax col!ectwns
which the Comipany receives in advance of tumning the related. paymetits overto the taxidg: authontues
Staff catefully examined. BHP's revenue lag and expense lead day.determinations and made the!

following modifications, which are consistent with Staff adjustmients in prior rate-cases:

1. Revised the expense lead days for net payrall, ser,vice/l‘idfdn;ng company chajges, othet
operating and maintenance, FICA, federal Income tax, gross receipts tax, federal
withholding, and sales tax; S

2. Included a separate expense lead for vacation pay;

3. Included a separate expense lead for incentive compensation;

4. Included a separate expense lead for uncollectible accounts expense;

5. Revised revénue lag days tQ rémain Toasistent with past Saff practice and state $eitute, and
to more accurately refiect the South Dakota jurisdictional revenuie lag; and

6. Reviséd-eéxpensés per day-to moorporate into thelead-laganalysis the impacts of Staff's”
recommendedadjushnents to pro fortna operating EXpenSS\

These modlﬂmtion_s increase rate base by appmxlmately$5,_‘.l.51,000;

Rate Case Expense —Rate case expense Included In DocKet EL12-061, which Inclides cosfs Incuired foc
both Docket EL12-061 and EL12-062 as of July 2, 2013, was amortized over a three-year period-
beginning Juné 16, 2013. liiterii ratss in thiscasa Were put into effect o Octoberl, 2014, ledving:
approximately 20,5 manths of cost recovery untl the’ Docket EL12-051 raté case expensés.ate
completely amortized. The settlement in EL12-061 established a tracker for the potentialrecovery of the
residual costs assoclatad with both dockets in BHR's next rate case filing..

BHP propoesed recovery of projected rate casg costs for EL14-026, the remalning unramortized rate tase
expense from EL12-061:and EL12-062, and the ta;fdual Losts iclated to El.lz-oslénd £112-062;,all
amortized over a three-year period.:BHP also proposed ap unamortized amoungof $750,846 be inclyded
In tate base. The settlement reflects a:three-year amortization of $212,861 imactuatees&s as of
November 6, 2014, for dacket EL14-026 and $412,797 in Attual, unrecovered costs for EL12-061 and
EL12:062, for 3 toﬁal amolint of 5625,657 One-half of the rate case costs, or $369,191, isincluded i
rate base, ’répresenting thgavarage unambrtized balance: oyer the three year period. The net effect of
these changes reduces rate base by appréxifately ?538!,000 The settlement also. establishes a tracking
mechanisni forthe poténtial recoveryof the residual costs, if afly, assodiated with.docket ELT4-026 in

BHP’s next rate case.

Decomniissianing Régtlatory Asset-The Nefl Sinipson :Ben French, and Osage coal-fired power plants:
are subject to the Environmental ProtectiorrAgency (EPA)’s Natlonal Emlsslon Standards for Hazardous
Alr Pollutasits for Area Sourfces: Industrial, Commereial; and Institutional Boilers (Area Source Rules).
After evaluating the options, BHP concluded-the most cost effective plan to comply with these rules was
to retife Neil Simpson 1, Os&ge, and Bén- Fre_nch bvthe comprianoe deadline of March 21, 2014. The
‘decommissioning process began in 2014 and Is estimated to be completed by September 2015. In
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Docket EL13-036, the Commission issued an order guthorizing BHP to transfer the reméinihg plant
balance for the soon to be decommissioned plants into-a regulatory asset account.

[n this docket, BHP propesed to amortize the estimated costs associated with the retirement and
décommissioning of these three génerating plants over five Vears and include the unamortized balance
atthe end of Year One, or - fouc-fifths of the costs in rate base. The settlement removes all contingencies
that had been included in BHP’s decommlssiomng estima!;es, revlses the amount included for obsolete
inventory to agree with the amount removed from working capital, amortizes the regulatory.asset over
ten years, and Includes the average unamortized Balance over the first three years.in rate base. The net
effect of these chianges Is to decrease rate base by approximately $1,806, OOO._

Storm Atlas Reguiatory Asset — Winter Storm Atlas (Atlas) occurred October 3-5, 2013, causing the
-worst outages In BHP’s 130-year history. Heavy snow and high winds, combined witli fully leafed trees,
caused signlficant damage to BHP Tadilities and left as many as 41, 800 customers without g power.
Repaliring this wndespread damage far exceeded BHP’s normal storm-related costs; In Docket EL13-036,,
the Commission issued an order allowing BHP to use deferred accounting for costs incurred asa result of

Aflas.

In this docket, BHP proposed to inglude sctual costs thirough Decsimber 31, 2013 arislng from Atlas, as
well as costs through thé end of February 2014. The Company also proposed to include costsfora
system-wide line Inspectlon driven byAﬂas. BHP groposed to amortize;these costsaver ﬂvevear; andto

settlementreflects actual, final Aﬁa&-mlated costs (excluding employee bonuses) and actual systen
inspection costs through Septemhergo 2014, and reflects only the Incremental fntersaf lalior tosts
assodiated with the system inspection:The settlemerit amoitizes the tegulatory aséet over fen.years and
includes the average unamortized batance:over the firstthree years in rate base. The net éffett of these
changes Is to decrease Tate:base by approximately $1,566,000:

Tax RetumTrue-up —BHP's proposed test year allowance formcometzxes fricluded 'true-up“
adjustments to eltmlnate certain tax events that were recorded durmg me{est yeat but which werg
related to periods priof to the test year. It is Important to pérge from test year.operating résults for
transactions that relate to perjods outsidé of the test year. Therefore, Staff accepts BHP'S Tax Return
True-up adjustments. Those adjustments are included in the Settléient revenys pequirsiient
detenmiination.

NOL Adjustrient —Over the past several years, bonus defireciation pritioysly appraved by Cogress
significantly Iricreased BHR's arintal tax deductions. The Increased dediictions; however; pxceedad
BHR"shmmemuIting in atax loss, Because of thé taxloss posiﬁqn, BHPwas not abIe'toutil'lze sllofigs
allowable deductions In"the year they were eamned. It-had recorded deferred taxes relating to these:tax
‘deductiofis, nevertheless. The atetimulated defeired faxes are-uséd asaii offsetto BHP's rate base.
Therefoie, it was necessary tgadjust BHP's rate base to reflect the unused tax-deductions. BHP w:(l now
b ablé to atilize more of its previgusly unused tax dedtictians given the feveénde incrgdse digreed fo-by
thie Parties. The Impact of this gieater {tilization of tax deductions ¢ ‘on BHP's raté bage has been
reflected in the settlement revenue requirement. The result of reca!w!atlng thls-adlustment to reflect
theeffect of other adjustments Incorporated in the settlemnents to ihcrease réte base by approximately

$641,000.
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Other Working Capital — BHP proposed this rate base adjustment to accurately reflect recent
investments In a spare transformer for Neil Simpson Il, In spare fan motors at the Neil Simpson Complex,
in critical spare parts at Cheyenne Prairie Generating Station, and ina new coal stockpile at the Neil
Simpson Complex, while removing the test year inventories at the recently retired Ben French, Néil
Simpson |, and Osage gérlerating units. The settlement accepts this adjustment while modifying for
actual costs and reflecting:a more recent 13-month average for materials and supplies, fuel stocks, and
customer advances. These modifications intrease rate base by approximately $969,000.

69 kV. LIDAR Surveying Project— BHP proposed this adjustment to recover Light Detectiori arid Ranging
(LIDAR) project casts o its 69 kV system. This survey provided BHP with electronic modeling data to
verify proper ground clearances were-met and help streamlinie their vegetation management efforts.
The project cost is shared with the joint owners of the-transmission system, and BHP proposed to
amortize costs associated with the project over five years and to include the unamortized balance, or
four-fifths of the cost, in rate base. The settlemerit teflects a reduction for accumulated deferred income
taxes associated with the project, an update to actual project costs and dctudl contribiitions from joint
owners, and Includes the average unamortized balance, or ane-half of the cost, in rate base. The result
of Staff’s revisions réduces raté base by-approximately $399,000,

Custoirier Service Madel = Tfiis Staff proposed adjustment reflects the rate base reduction for BHF's
cusfomer service: model changes. With the Befle Fodrche and Newell customer service and electric
ogera tion service centers'being oonsolidated and moved lo Spearfish and Sturgls, resgectively, the

" Newell éffice is rio longer néeded. Remavl’ng the remsining amoupts assodiated with the Newell offica
redutes rate.basé by approximately $9,000,

Sturgis Office & Operations Center— BHP built a new service center in Sturgis to consofidate operations
and business Ofﬂces Inm oneilocation in the northern hills. As a result, the two eadgt:ng fadﬁﬁesm
Sturgls will be ‘closed. The settfement removes the amoufits related to these two facilities a5 théy are no
longer needed. This adfustment reduces rate base by approximately $308,000.

Wages & Salaries —BHP's filing included sevetal adjustments-to tést year payroll-expenses, including:
employee additions: The settlement includes a fate base adjustment assaciatet with one-half of the
dmaunt of anaual emﬁloyee salaries charged to capital projects. This adjustment Incredses rate base by

approximately $79,000.  -°

Other Rate Base Reductions — The Company’sfiling Included pro forma rate-base reduction for: 1) the
flow-through of the income tax benefit associated with thé repairs dedtction that should not be
included In rate base; 2) déferréd taxes and federal effect of the'state NOL that shauld be removed from
rate base-since South Dakota does not impose a state Income tax; 3) deferred tax ﬁabmw associated
with regulatory asset — unit bf property account that stiould not be Included In rate base since the
amount in the regulatory asset —unit of property is not included in rate base; and 4) the addition of
accumulated deferred income tax associated with the plant that is aflocated to BHP from BHSC and
BHUH because the assets allocated to BHP are included in rate base. The settlement accepts this

adjustment.
OPERATING INCOME

Wages & Salaries — BHP’s filing Included several adjustments to test year payroll expenses. These’
adjustments included 1) using 01/28/2014 annualized payroll as a starting point as it was the most

6
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recent payroll at the time BHP-completed its adjustment; 2) removing the labor costs associated with
Nell Simpson | plant personnel who will have part of their time charged to power plants not owned by
BHP at the Neil Simpson Complex; 3) 2 2014 Union Wage ‘increase of 3.25%, a 2014 non-union wage
increase of 3.50%, a partial yearof a 3.5% 201S union wage increase, and a partial yearof a 3.5% 2015
non-uqion increase; S) adding theé tosts associatéd with oper vicanéies and additional employees
needed for operations; and 6) removing costs associated with employee eliminations,

Staff agreed with the Company’s adjustment, except for the amounts included for the 2014 non-union
"and 2015 union and non-union wage increases and employee additions. The settlement revises the

Company’s adjustment to.1} reflect a 2014 non“union wage-increase of 3.25%'in lieu of the Carnpany’s

proposed budgeted 3.5%; 2} reflecta full year of the 2015 union wage increase of 3.25% in lieu:of the
Company’s proposed partial year of a projected 3.5% wage increase; 3) reflect 2 fill year of the 2015
non-union wage increase of 3.0% in lieu of the Company’s proposed partial year of a projected 3.5%
‘wage incréasg; and 4) reflect employee additions foi-actual emgloyees hired, induding only thé portion::
of employee salafies charged to 0&M and adjusting the salaries for the 2015 wage increases. This
adjustment reduces operating expenses by approx!mately $130,000.

Black Hills Corp. / Black Hills Utility Holdings {ntercompany Chiarges —BHP propdsed a $2.3 million

- adjustment to fotal company test year expenses forcharges billed to it from Black Hills Utility Holdings
(8HUH) {Adjustment H-5). Staff obJected to this adjustment because it did not reflect a known and
measurable-change InBHP's costs; rather, it was merely BHP's estimate of future costs, Consistent with

“th& Patties” tré4trmént of other operating expénses, Ineliding exﬁéhses’hl‘([ad“ to'BHP by BHSC the— =~ * = "=

.Parties agreed to recognize known chatigesIa bllled costs by the service company through August 31,
2014. That is, the rate case allowdnce for service company bilfings reflect BHP's actual costs for the-
twelve months ended August 31, 2014, exclyding amounts 2ssociated with vegetatipn management and
reflecting an annualization for custemer records and collection expenses associated with:a \change in
allocation fdctors. The pro forma utility holdings costs also reflect an annualization of mgstncreases for
both 2014 and 2015, Thie efféct of these chahges I to Iricrease South Dakota dperdting expenses by
approx‘mately$527 000.

Employee Penslon’ & Benefits Adjustment — BHP proposed a'$334,319 total corpany adjustment to
test year efoployeq benefits expenses (Adjustment'H-6).. Within this adjustmerit, BHP nonmalized ifs test
year pension expense by averaging the annual expense over the past five years. This normalization”
adjustmént reduced the test year pension expense by $508,454 on a tatal company level. Staff agreed.
to BHP’s pénsion expense normalization ad{us'@menﬂf itls €0 be applied consistently In future rate cases:
Staff disagreed with the remalnder of BHP’s proposed employee benefits adjustment because it Is based
oh estiriated futire £o8ts rather thidn:knowr cost changes. The seltlement refiects known past-test’
year changes in employeebene’ﬂts gosts, rather than BHE's estimates. It also reflects-a normallzed level
of penslon costs based ona five-year average of BHP’&actual pension expanse. The effect of these.
changes fs to reduce South Dakotd operating expenses by approximately $289,000.

Bad Debt Analysis — BHP proposed an adjustment to decrease bad debt expenses based'on a threa-year
uncollectible rate average. The settlement decreases bad debt expense based on a five year
uncollectible rate average applied to retall revenues. The net effect of this change increases
jurisdictional operating expense by approximately $6,000.

Generation Dispatch & Scheduling —BHP proposed an adjustment to update co'sts for generation
dispatch 2nd scheduling in accordance with the Generation Dispatch and Energy Management

7
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Agreement {GDEMA) which alfocates costs to the parties contracting for services based on tétal capacity
_of eachicompany. Staff generally agreed with the adjustment but replaced the budgeted costs used by
BHP with actdal year—end AuUgust 2014 costs, while allowing known and measurab!e Increases to labor
and labor m'erhaad Staff also corrected errors tothe capacities provnded for Black Hills-Power and-Black
Hllls/CoIorado Electric. The result of Staff’ revisions reduces jurisdictional operating. expehseé by
approximately $106, 000

Energy Cost Adjus.tmept Expense Elimination —The Company proposed an adjustment to remove all
costs that are collected through the Energy Cost Adjustment (ECA) from the-test year. The settlement
accepts this adjustmént.

Neil Simpson Complex Shared Facilities ~ BHP proposed an adjustment to-update revenues and
expenses for shared facilities in atcordance with the Nell Simpson Complex Shared Fadilities Agreement
which allocates révenues.and expenses to the pactiés based on et tapacity of each company. Staff-
genenrally agreed with the adjustment but replaced the budgeted costs used by BHP with actual costs.
The result of Staff’s revislons reduces jurisdictional operating'expense by approximately $74,000 and
reduces jurisdictional operating revenue by appmximate(y $136,000.

Rétiioval of Unallpwed Advertising— BHP proposed-an-adjustment tp remove advertising expenses that”
should not be recovered from ratepayers. Thesettlemént atcepts this adjustment and further removes
addltiona}advemslng costs whu:h do not contribute to the provision of safe, adequate, and reliable

sSen esem s slectric service for Soutfi. Dakota ratepayers. The effect 6F this adjustment reduces operating expenses

by approximately $4,000.

Power Marketing Adjustment — BEP's adjustmient to remove power marketing expenses from the base
rate regulated cost of service i found'on Statement H; Schedule H-12. The revenue adjustment found in,
Statement I, page 1, removes the carresponding power marketlng révenues from the base rates. The
seftlement revises“the expense adjustment 1o correct the labor-bonts costs removed and accepts the
revenbie adjustment. The effect of this adjustment reduces operating.expenses by approximately

$9,000.

Rate Case Expense — Rate case.ékpénse Included in Docket EL12-061 (consisting of costs related to
Dotket EL12-061 and EL12-062) Was-dtiortlzed over a three-yearpericd beginning 10ri& 16, 2013,
Interim rdtes in this cast were put info effect on Dctober 1, 2014, leaving appraximately 205 monthsof
cost recovery untll the expenses are com pletely amortized. The settlement in EL12-061 established a
tracker for the potential-recovery of the residual costs dssoclated with bofti docketsTn BHP's nét rate

case filing.

BHP proposed recovery of projected rate case costs for EL14-026, the remaining unamortized.rate case
expense from EL12-061 and EL12-062, and the residual costs related to EL12-061.and EL12-062;
amortized over a three-year period. The settlement reflects a three-year amortization.of $212,861 in
actual costs as.of November 6, 2014 for docket EL14-026 and $412,797 in actual, ufirecovered amounts
for EL12-061 and EL12-062, for.a total tiree-year amortization allowance of $625 657. The net éffect of
these changesis a reductionin operatxng expenses by approximately $188, 000 The settlement also
establishesa tracking mechanism for the potential recovery of the residual costs associated with docket

EL14-026 in the next rate case filing.
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Vegetation Management Expense — BHP proposéd to adjust its test yéar vegetation management
expenses to reflect the amount approved in the stipulation in Docket EL12-061. The seftlement accepts
this adjustment with a slight maodification which updates the allocator to conform to what SHP filed in
its Statement N. The result of Staff's revision Incredses jurisdictional operating expense by
approximately $1,000.

CPGS O&M — The Company proposed-an adjustment to reflect projected ‘operation and maintenance
expense for CPGS during a normal year. The settlement reflects the. Company’s proposed adjustment,
less reagerit costs which are recovered through the ECA. This adjustment reduces operating expenses by
apprqiim;lely $28,000.

Bén French Severance Expense — BHP proposed an adjustment to remove the employee severance
expense assoclated with the Ben French plant. The settiement accepts this adjustment.

_Ngil Simpson Complex Common Steam Allocafion — BHP proposed an adjustment to updaté costs for
the operation and maintenance of Neil Simpson Complex® common steam facilities Wheré BHP s
re5ponsuble for costs relatmg to the capacity associated with Nell Stmpson It and its ownership
percentage of- Wygen lIl. Staff genierally-agreed with the adjustment but replaced the budgeted ¢osts
used by BHP with actual year end August 2014 costs, while allowldg known and measurable increases to
labor and benefits. Staff also corrected errors in the tapacity shares provided for Black Hills f’ower ar'\d

.MDU, City of Gillette & Other. The result of Staff’s revisions reduces s Jurisdictional op: operating expénse by .
.approximately $243,000. £

Ben French, Osage; & Neil Simpson f O&M Elimilnation ~BHP proposed an adjustriient to feniove the
test year operat:ng‘arrd nraintenance expenses related to the Ben French, Nell Simpson |, and Osage
powet. plarits that were retired 6n or before March 21, 2014, to comply with the Environmental
Protection Agency (EPAY Area Source Rules, The settlement accepts this adjustrient,

Frituré Track Warkforce Delelopnjent — BHP proposed a $721,861 total company expense adjustment
(Adjustment H-19) to implement itS eight-year Futuré Track Workforce Development Program. Included
In the Companv’s proposal was a request to defer as a regulatory asset for future recavery alt costs

.associated with the pmgramthat excéed the amount Included in base rates,

Staff objected-to the Compaay’s proposal, both as to the expense ta be included in base rates dnd to
BHP's proposal to defer expenses ir the future. The Parties agreed to reflect In rates BHP's. actual costs
for newly hired-employees under the Future Track program, without deferrals. The effect of this change
is to decrease South Dakota operating expenses by-approximatély $3'44,0QO. The seit!gin‘en_( alsd
eliminates the annual reporting requirements propased in BHR's filing.

69 kV'LIDAR Surveying Project—BHP proposed this adjustment to recoverLight Detéction and Ranging
(UDAR) project costs on its 69 kV systerﬁ. Thissdrvey pmvided BHP with'electronic modeling data to
verify proper ground clearances were met and help stréamline-their vegetatmn managément:efforts.
The project cdst is shared.with the'joint'owners of the transmisslon system. BHP's share is amortized
over five years to correspond with the éxpected frequency of the survey, Staff’s adjustment.reflects
actual costs of the survey and actual contributions from the-joint owners. The resiilt of Staff's revision
reduces jurisdictional operating expense by approximately $66,000.
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-Customer Service Model Adjustment— This adjustment reflects the cost reductions'BHP achieved asa
result of thelrcustomer setvice model changes. The Bel[e Fourche and Newell custonier servjce and:
.electric operation services centers were consolidated and moved to Spearﬁsh and Sturgis respectively
“This adjustment removes the salaries and benéfits:of three customer service representatnves and
-eliminates Belle Fourche.and Newell facillty costs. The. settlement also removes further costs associated"
with teléphang, janitorial labof, drid depreciation expense. The result of St2ff’s fevision reduces-
Jjurisdictional operating expense by approximately $7.000.

Remove City of Gillette — BHP- proposed an adjustment to remove the City of:Gillette revenue as it
relates to replacement energy The assodated costs are témoved as part of the Powés Marketing:
adjustment. The settlement accepts this adjustment. :

Unbilled Revenue and Provision for Rate Refunds —Unbilled Revenue reflects an accounting accrual
made each month to reflect a portion of | the.current month usage which js billed inthe following month.

These accrual entries are féverséd oul the follgwing Tribnth. Provision for Rate Refunds reflects the
balance reldted to interim rates In Dockets EL12-061 and EL12-062. These adjustments remove the
entire per books amounts from these two accounts to reflect normal Jevels. The settlement accepts

these adj}xstments.

Retmngval of Energy-Cost Revenue — The Company proposed an adjustment to remové Tevenue
. @ssocigted with the ECA as ass«;dated energy costs were a!so removed from the tatyear.

LA
B

" settlement accepts thisadjustment:

PIFR Rate Annualization —The test year revenues ¢ontain, on|y 4 portlon of the Phdse In Plan Rate
revenues establisfred in Docket EL12-062, This known dnd measuiablé adjustment Is needed to-reflect
the properievel of revehye andprbperfymatd\ what cusmmers were paying at the end of the test year,
thus reducingthe reventie deficiency, The settlement accepts. this adjustment.

Weéather Normalization — BHP' filliig tontained a eveatiter normalization adfustment of ($644, 705).
Staff undertook an Independent weather nornializétion analysts ani concluded that an adjustnient of

($264,403) would be appropriate. Staff's adjustment updated HHP'S data to refiett the latest NOAA.
weather normals for the thirty year basa period 1981-2610. Staff aoinciuded June in the analysls of

coollng load sensitlvity,-and measured’ senslHV’fy'lnabsolute \za!ue a§ adeparture from Tiomial, iatiier
“than relative variation frofn.roonthly normals. 'Szmsai\qty was based bn-regrhsslorrmefﬂdents
correlating ussge with departure frop oormal.-BHP agcepted Staﬁ’s'adjustmen; forsettiement
purposes; The effect 6f these changes lncreases vperatirig revenues by approximately $380,000..

Industrial Contract Serice Acérual — BHP praposed this knowrrand measurable adlustmenttopropedy
match revenues with test year usage forthreeof thelir.industrial customers on contact rates. The

settlement ag:cep,tsthls adjus,tment.

EL12-061 Rate liicrease-Annualization — The test year revénues are based on the rates established in
Docket EL09-018; however, rates were changed anocket EL12:061, effective Octobier 1, 2013. This Is 3

known and measurable change to test year dperating results. BHP proposed this ad]ustment toreflect
the proper leve] of revenue to be recelved from customers based on the recently approved rates. The

settlement accepts this adjustment.
10
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‘Interest Synchronization — The settlement synchronizes the tax deduction for interest expense with the
weighted cost of long-term’ debt and thehtstonca? test-year rate base as adjusted for known and
measurable changes.

Depreciation Expense ~ In its March 31, 2014 rate filing, BHP claimed a total company depreciation
expense aliowance of $3,035,046 related to the Cheyenne Prairle Generating Station based on the then-
estimated $92,250,624 total company plant investment at its expected in-service date of October 1,
-2014. The expense a/lowance reflected a composite depreciation accrual rate of 3.29% that assumed a
35-year life span for the plant, allowances for retirements of plant components during the life span and
-an estimate of removal costs amounting to 4% of the plant investment at the time of its retirement.

The settlement reduces the CPGS depreciation allowance by $349,819 to $2,685,; 227, on a total
company level, to reflect BHP's agreed-upon actuakinvestment in the plantanda compos:te
depréciation accrual rate of 2.98%. The 2.98% cotnposite rate was Herived by extendifg the assumed
life span of CPGS from 35 years to @ more realistic 40 years judging by life estimates made by other
utlfitles for combined cycle generating units. Other parameters reflected in the 2.98% rate {interim
retirements and removal costs) are consistent with the parameters reflected in BHP’s existing
depreciation a¢crual rates forits other generating facilities.

The seftlement furthet revisés the Company’s depréciation adjustiert to reflect the effatt of the gther-
. ..plant adjustments included in.the settlement. Thenet effect of these changes is to décrease South',

Dakota juﬂsdictional operating expenses by approximately $87,000.

Decommiss:onlng Regulfatory Asset —The Neil Simpsan |, BenFrench, and Osage coal-fired power plénts
are subject to the EPA’s Natiorial | Ernission St:mdanis for Hazardous Alr FoﬂutanuforAma Saurces:
Industrial, Commercial, and Institiitional Bollers (Area Saurce Rules): After evaluating the-aptions, BHP
concluded the most cost effective plan ta comply Wwith these rules was to rétire Néll Simfison [, Osage,
and Ben Frenth by the compliance deadline of March 21, 2014. The decommissloning process beganin
2014 and i5 estimated to be completed by September,. 2015, Tn.Docket EL13-036;, the Commission Issued
an brder authorizing BHP to-transfér the remalning plant balance for the soon to be decommissioned
plantstoa regalatoryasset

In this docket, BHP proposed to.amortize the estimated costs assoclated withi the retirement and
-decommissioning.of Nell Sihpson |, Ben French, 21 Osage over five yédrs. The settleniznt removes ail
contingencies, revises the amount Included for obsolete Inventory té:agree withi the amount removed
from working.capital, and amortizes the regulatory asset over ten yeats; reducing the annual South
Dikotaamortization expenseby approximately $1,651,000.8HP may track the actual costs Incurred and
.seek recovery, in a future mtg case, of dgcon_\mts_slongug cosks not cécovered from customers.

Storm Atlas Regulatory Asset — BHR proposed to Include its actual Atlas-related costs through
December 31, 2013; and its estirated costs through the ead of February 2014. The Company also
proposed to include costs for a system-wide llne lnspecﬂon necessimmd by-Atlas. BHP proposed to
amortize these costs over five years. The settlement réflects actual, final Atlas-related costs {éxcluding
employee bonisses) and actual system Inspection costs through'September 30, 2014, and reflects only
Incremental internal labor costs associated with the system lnspection. The settlement amortizes the
regulatory asset over ten years. The net effect of these changes is to reduce the annual South Dakota
amortization expense by approximately $512,000.
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Charitable Contributions ~ The settlement removes a pproximately $16,000 in charitable contributions.

Storm Damage — Thé settlement normalizes storm damage costs to a five-year average. As Atlaswas the
only major storm event in 2013 and its costs are recovered in 2 separate adjustment, this narmalization
adjustment would need to include $0.00 for the 2013 experise, and Staff was concerned that using $0.00
would not reflect an accurate valué of normal storm damage expense. Thus; Staff chose'the 2008
through 2012 timeframe for this adjustment and increased operating expénse by-approximately
$31,000.

lncenhve ‘Compensation— BHP 3 pmposed revenue requirement int:fuded a pprdximately $3.8 tnillion
for Incentive comipensation; including amounts billed from the affi liate'service company. For settlement
purposes, the Partlés-agreed that incentive compensation paid for achleving floancial performance goals

. will be excluded from BHP's South Daketa revenue requirement. This adjustment reduces South Dakota
operating expenses by approximately $666,000.

Economic Development =The Company proposed 100% recovery of écanommic development-expenses
included in the test year. The settlement reflects a 3100 000 economic developmentplan, inclusive of
labor, to be split 50/50 between shareholders and ratepayers: The adjustment reduces opérating
expenses by approxlmately $27 000.

_Association Dues ~ The settlement removes approximately $6,000,in associatipn dues costs associated
wlthdonatlons, iobbying, and various other activities that do not provide for the provssnontf safe,
adequate, and reliable electric seivice for South Dakotd ratepayefs.

Guster to Hot-Springs Coopératives Revenaes —BHP has a joint ownership agreement with-Rushmore
Electric and Its two members, Black Hills Electric Cooperative and Butte Electric Cooperative, for the cp-
owneg portions of the 69 kV sub-transmission system. Rushmore Electric Power Cooperative; on:behalf
af itself and its members, pays BHP 2 monthly fee to ensyre ‘that customers of alf parties are farlyand
accurately responsible for.thelr use of the Jolntly owned facilities. The séttfement Includes dn,
adjustment to account for the additional annuat revenues BHP will receive assodated with the Custerto
Hot Springs line. The effect of this adjustment Is to increase operating revenues by apprommately

$90,000.

Workgrs Compensdtion — éurmg discovety, BHP proposed an adjustment to nbmalize workers
compensation costs to d five-year average of thé costs; The settlenient-accepts this adjustmeut,

Increasing operating expenses by dpproximately $172,000.

Black Hills Cotp./ Black Hills Secvice Co. Intercompany Charges — BHP' iled case included test year
expenses billed to it by fts affiliate service company, approximately $20:4 milllon;withoyt adjustment:
Conslstent with the parties’ treatment of other operating expenses, Including expenses billed to BHP by
BHUH; the Partles agréed to recognizé’known changes in billed costs by.the Service cbmpany-through
Avgust 31 201,4 That Is, the rate case alfowance for service company. bjllings reflect BHP’s actual costs
for the twelve months ended-August 31, 2014, except for propertyinsurance which Is BHP’s actualmsts
farthe year Octobei 2014 thirough Septlamber 201S. The pro forma service company costs also reflect
an annualization of wage lncreasesfoc both 2014 and 2015, The net effect of these changes is to
increase South Dakota operating expenses by approximately $1,132,000.

12

BHP-A-12

-

s

—— ek — X 5w o w————— ) E

b b



“

S . ¢ — L —— s s i 4 e e = — - - -z, i

*+££PUBLIC VERSION®*#*

Income Tax Adjustment ~The Compamr’s filing included pro forma adjustments to income tax for true-
up items and items that are not part of the regulated operations of BHP that should therefore not be
included in the computation of federal income-tax. The settlement accepts this adjustment.

COST OF CAPITAL AND RATE OF RETURN

BHP's initial filing sought an overall rate of return of 8.48 percent, which included an embedded debt
cost of 6.4S percent and a capital structure of 53.32 percent equity and 46.68 percent debt. The
requested rate of return on equity was 10.25 percent. Staff’s analysis initially challenged all three
components of the overall rate of return: (1} ernbedded cost of debt, (2) the capital structure, and (3)
the required feturn on equity.
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RATE DESIGN ISSUES

The parties agree in principle on all Issues regarding | rate design and the. class revenue distribution. The
settlement position reached between Staff and BHP is discussed below.

Class Cost of Service/Spread of the Increase ~ BHP’s filed case included a class cost of service study
(“CCOS5*). A CCOSS is useful in assigning revenue responsibility to each rate class that BHP serves in
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South Dakota and in designing rates within each class. The allocation methods reflected In BHP's CCOSS

are basically the same as those ttiat were reflected in previous CCOSS studies filed by BHP and accepted

by Staff-and the Commission. In this proceeding, however, BHP introduced the results of a new

customer load study based primarily on data obtained from the Company’s new AMI meters. The new
load data was used in developing the class demand allocation factors used in the CCOSS. The new load
data incorporated into the CCOSS indicated that base rates for two of the five customers classes should
be increased significantly (Residential = 19.26% and General Service Large/lndustnal Contract — 15.44%);

base rates to the Water Pumping/Irrigation class should be increased by a small amount (3.45%); and '
base rates for the remalning two classes should be decreased (General Service —6.37% and Lighting

Service —15.74%). Rather than implementing these'indicated rate changes, BHP proposed a rate
maderation plan to avold adverse rate impacts to the Residential and Generzal Ser'vi'ce_ Large/Industrial
Contract customers. Under BHP’s moderation plan, no-class Is to pay less.than 75 percent of the system-.

wide percentage increase and no class is to pay more than 120 percent of the system-wide percentage

increase.

Witﬁout' agreeing specifically with either the results of the CCOSS or. BHP’s underlying new load
research Tesults, the Parties agreed to accept BHP’s proposed.rate maderatior plan by implementing a

75% to 120% percent collar aroond the Ssystem-wide percentage increase. Under this approach, the
following class Increases result:

ot s
et sk e wlelEe ae e

Settlement Class Revenue Increases

B T

Class

f ] Percent fncrease
Residential ~ I °_ _5.04%_ :
General Service- i 3.46%

{ General Service L 455% "
Large/industrial i
' Contract

1 Water T T 3a1% p

Jrumeing/iotextion it
[ lighting Service ..~ " 3454
Total 1 4.35/, : |

Rate Deslgr {Residgntial Customer Service Charge)— BHP's currently effective monthly customer
service chargefor the Residential class is $8.75. BHP proposed fo lncrease the presént rate to $10.00.

tn settlement, the parties agreed to increase the Résidential monthly customer service charge to $9.25.;

PR

This represents a 5.71 percenit increase in that charge, whlch Is within the range agreed to among the
parties for the Residential class as a vihole. Staff also-befieves that a $9.25 ménthly service charge Is
supported by the underlying costs to serve Resideitial customers.

OTHER ISSUES

Economic Devefopment — The settlement reflects a $100, 000 economic development plan, Inclusive of

labor, to be split 50/50 between shareholders arid ratepayers. Under the terms of the settlement the

followlng.conditions apply:
$100,000 total pald equally by ratepayers ($50,000) and shareholders ($50,000);

14
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¢ Expenses shall include but not be limited to, al] South Dakota labor, expenses and monetary
contributions deemed to be a benefit to economic development in the BHP South Dakota
electric terntory,

¢ Onan-annual basis, no later than March 1 of each year; BHP will submit for the Commisslon’s
approval a filing that desciibes the actual cost, design and individual benefits of each cost to
BHP’s Economic Development programs in the previous calendaryear and the projected cost,
design and individua! benefits of each cost to BHP’s Economic Development programs In the
current calendar year;

» The Commission may-determine that some of the programs are not appropriate for purposes of
50% rate recovery;

« Ifthe remaining programs cost less than $100,000 at the end of a program year,.the unspent
costs shall be “carried over” into the next program year for Commisslon approval of expenditure
or refund; and

# No carry-over shall occur for any amounts spent annually in excess of $100,000:

Energy Cost Adjustment — The Company proposed the following change to the Fuel and Purchased
Power Adjustment {FRPA), which is a component of the ECA: 1] to-include any difference in ad valorem
or-property taxes from what is reflected in base rates; 2) to credit 100% of the Company’s wholesale
contract revenue on October 1, 2014, as agreed to'in Docket No. EL12-062; 3} to eliininate the. power
marketing credit minimum; and 4) to recover 100% of the:costs related toshnrt-term planning reserve
_capacity purchases and sales. Staff agreed with items’1, 2,and 4, but took Issue with the elimination-of
* the poweér marketing credit minifmum. The Partles agneed for settiement purposes to reduce the'power.””
marketing credit minimum from $2 miflion to $1 million and Increase the- powep_marleungsharlng from

65% to 70%.

Major Maintenance Accrual —~ BHP requested approval ef'a modification to the'major malntenance
atcount to expense a portion of the plant overhaul costs eath.yéar based an a plant’s planned
‘malntenance cycle. In Dockef ELDS-018, the settlement allowed BHP o establish a major maintenance
accountand a regulatory liability for steam plant maintenance and a 7-year cycle was established.The”
work previously done duting the seven year overhaul Is now split Into two everhauls: Thete s no cbange.
In the existing accrual at this time. The settlement defines major malntenance for steam plants as the
expen,seé]ncurred during the period of time when a steam turblne generator is bpenad for.
malitenance.

Implementation of Rates —The tariffs shown on Ehibit 1 attached to the Settlement are to be
Implemented for service rendered on or after March 1, 2015, Customer bills will be prorated so that
usage priot to October 1, 2014; is billed af BHP’s previously effective rates i.e., the base rate in effect:
Immediately prior to the interim rates'implemented on October 1, 2014}, and usage on and after
October 1, 2014, is to be billed at the nel rates established by the settlenient.

Interim Rate Refund —~ Interim rates were implemented on October 1, 2014. Approval of the Settlement
will authorize a rate increase less than the Interim rate level. The Company agrees to refund customers
the difference between Interim rates and new rates established by the settlement for usage during the
period October 1, 2014 through February 28, 2015. As-part of the refund, BHP will include interest,
calculated by applying @ 7% annual interest to the average refund balance for each month that interim
revenues were colfected. The Company’s Interlm Rate Refund Plan is attached to the Settlement as

Exhibit 3.
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Contract with Deviations ~ On September 4, 2014, BHP filed a Contract with Deviations between BHP
and SDSTA. The Commission approved this Contract with Deviations on an Interim basis. Npu} that the
cost of service and class cost of service study review is.complete, Staff and BHP agree the:Contract with
Deviations may now be finally approved by the Commission, without condition:

RECOMMENDATION

Staff recommends the Commisslon approve the Settlement for the reasons stated above.
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BEFORE THE PUBEIC UTILITIES COMMISSION
"OF THE STATE OF SOUTH DAKOTA

IN THE MATTER OF THE APPLICATION OF BLACK HILLS POWER, INC. FOR AUTHORITY TO INCREASE ITS
ELECTRIC RATES

STAFF MEMORANDUM SUPPORTING
AMENDED SETTLEMENT STIPULATION

Q.OCKET EL14-026

Commission Staff (Staff) subml_ts.this Me_mor.andum in support of the Amended Settlement Stipulation
(Amended Settlement) of February 10, 2015, between Staff. and Black Hills Power Company (BHP or
Cofnpany) in the above-captioned matter.

_BACKGROUND

. - On-March'31, 2014, the Company filed an application with the.South-Dakota Public Utilities Commission
(Csmmission) requesting appcoval to Increase rates for eléctric sérvice to customers In its South Dakota
retall service territory by approximately $14.6 milfion annuaily or approximately 9.27%. A typical
residential-electric customer using 650 kWh-per montt would see an increase of $10.91 per month.

8HP’s proposed {ncrease wasbased on & historical test year ended September 30, 2013, adjusted.for
what BHP believed ta be known and messurable changes, 2 10.25% rétutn oa éoirion équity; and g
8.48% oversll rate of return on rate base:

The Commissiort officially noticed BHPs filing ori April 3, 2014, and sét dniritervehtion destline of Jung
6, 2014. On April 11, 2014, BHP-filed revislons fo certaiit pages originally filed Jn the application. On Apsil
16, 2014, the Commiisslon issued.an Order Assessing Filing Fee. On June'6, 2014, a Petition to Intervene
of GCCDacotah Inc., Pete Lien & Sons, lnc,, Rashmare Forest Products, Inc., Spearfish Foreést Praducts;
Inc., Rapid City Reglonhal Hospltal, Inc., and Whatf ReSources (ULS.A.), Inc. (collectively, Black Hills ’

ndustri’a! lntervenors or BHH) was ﬁled On lung 6, 2014, Dakota R.uzal Action fDRA) alsofiled a Petition
to Intervene, On Jone 26, 2014, the Commlss!onksugd,an QOrdér Grangi:;g liitervérition to Blagk Hills.
Industrial Intervenors.-On'June 26, 2014, the Commission granted Intervention to Dakofa Rural Action
subject'to its filing an affidavit, which was filed on June 27, 2014. On Septegiber 3, 2014, BHP fileda
Notice of Intent to Implement Interim Rates effective on ahd after October 1, 2014.

On September 4, 2014, BHP fited a Mofion for Approval of Settlement Agreement, Confidential
Settlement Agreement between Black Hills Power, lric. and South Dakota Science and Technology
Authority {SDSTA), including the associated Third Amendment fo ElectricPower Service Agreement
between Black Hills Power, Inc. and SDSTA, and relevant exhlbits. On September 10, 2014, Staff filed its
memorandim regarding the Contracts with Deviations. On September 18, 2014, the Commission Issued
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an Order Condxt:onally Authorizing and Approving Implementation of Contract \mth Dewatlons Rates on
an !ntenm Basis.

Settlement discussions between Staff, BHP, 8HlI, and DRA commenced on October 28, 2014, Thereafter,
Staff and BHP (jomtly, the Parties) held sevem se mement discussions in an effort to arrive at a mutually
acceéptable resolution.of the Issues presented in BHP’s filing. Ultimately, the Parties reached a
comprehensive agreement on BHP’s.overali revenue deficiency and other issues presented in this case
lndudlng, but not limited to, class revenue responsxbiht:es, yate design, and tariff concerns. BHI2nd
DRA are not parties to the settlement. On December S, 2014, BHP and Staff jointly filed a Joint Motion
for Approval of Settlement Stipulation, Settlemmient Stipulation, and Exhibits. On December 12,.2014, the
Commission issued a Scheduling Order setting this matter for hearing on January 27-29, 2015. On
December 30, 2014, the Commission issued an Order for and Notice of Hearing.

BHII filed Direct Testimony and Exhibits of Lane Kollen and Direct Testimany and Exhibits of Stephen J.
Baron on December 30, 2014, No téstimony was filed by DRA. On January 15, 2015, Staff filed David E.
Peterson’s dlreci testimony that addressed specific items dlscussed in Mr. Kollen's testimony and Mr.
Baron’s testlmony. On Jamuary 15, 2015, BHP submitted reb‘ugtal testimony.

The hearing was held as scheduled on January 27-28, 2015, with Staff, BHP,.BHII, and DRA appearing and
presenting evidence and argument. At the ¢onclusion of the hearing, the Cotnmlssion decided to defe¢
taking action on the outstanding Issues untif its regular meeting on March 2, 201S. On January 29; 2015,

__the Commisslon issued a Post-Hearing Brocedural Order, .. .. . .. ... ..  _:

OVERVIEW OF AMENDED, SETILEMENT

Upon hearing arguments from the Parties and the Intervenaors.and welghlng Commission concerns at the
hearing, Staff and BHP found it In the best interest of all the Parties to work toward an amended
settlement, which would correct the utifity holdings allocation oversight ptesented by BHIL Staff and
BHP'held a settlement meeting on February 6, 2015, to address this concern, As a result, some party

posltions were modified and others were accepted where consensus was found. Ultimately, the Parties
dgreedona reso(uﬂén of thé Issué. Tbefollowlng destribes the changes ftdm the originally filéd
Settlement.

Utility Holdings Allocation Oversighf Correction.

As shown on Staff Exhibit___(DEP-2), Schedule 1, the amended cost of service corrects the South Dakota
allgeation of transrnissiod {oad dispatch expense, FERC Account 561, for the Black Hills
Corporation/Black Hills Utility Holdings intercompany charges adjustment, reducing the revenue
requirement by $286,041. Thus, the Amended Settlement corrects the initial oversight.

Wyodsak Operations anid Maigtenance Adjustm ient .

The Amended Settlement accepts the $412,988 Wyodak O&M adjustmentas provided by BHP in Exhibit
JTR-1. This adjustment updates production O&M costs at the Wyodak power plant from $3,045,652
Incurred during the test year to $3,458,640 incucred from October 2013 through September 2014, This
represents a known and measurable increase to test year expense.

BHP-A-18
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The Amended Settlement uses the same calculation for these adjustments-as the Settlement filed on
December 9, 2014. 'However,:the revenue reguirement value of each adjustment changes based on the
reso(utxon of various issuesin the case. These adjustments are dependenton the pro forma rate base,
expenses and revenues, and were recalculated as & result of the Utility Holdings allocation éorrection
and the Wyodak O&M adjustment.

No Change to Revenue Deficienéy-

Although Exhibit___(BAM-4), Schedule 1 of the’amended cost of service shows a $7, 010,894 revenue
defi c:em:y,the revenue deficiency in the Amended Settlement will remain at the $6,890,746 level
provided in the original Settlement. Thus; the amended cost of service more than supports the revenué

requirement agreed upon:in the Amended Settlement, and ratepayers will not incur the added.rate case’

expense required to preparé revised rates gnd taiff sheets.

.Additional Moratorium.

The Amended Settlement extends the stay—out provision an additional three months from what was
agreed to In the'original . Seftlement Thus, BHP shall not file any ate application for an increase In base
rates which would go'into effect prior to January 1, 2017, This addition would provide a calendar ygar
test year should BHP file for an lncreaseaf the explmt\on ofthe momtoriuma

RECOMIVIENDATION.

Staff recommends the Commission approve the Amended Settlement for the reasons stated above.

5
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Mr. Peterson, this is Commissioper Nelson.
" Several questions.

You have listened to the past day's worth of
questions, and several times I've que;tioned this ¢oncept
of the five-year normalization. We're seeing that with

pension expenses, and T think we also see it with some

- Worker's Comp costs. And in both of those casés those

3'n‘c‘.»:r:xi\,alj.zai:ion‘s_. benefit the company .

How do you know that there may not be other

five-yéar notmalization opportunities that would behefit

What is your analysis procgss to determine if
those opportuniti€s are€ theré and take advantage of

those?

THE WITNESS: Yeah. FEirst of -all, otié is to

' make it clear that the company its€Xf isn't -the primary

i beneéficiary or the only bedefipié:y of this normalizatien

adjustment.

Tlie expense, the pension expense in particulas
that is reflected in, the Settlement Agreement; reflécts
nearly a -- ox over a $500,000 reduction in expense from
the test year level.

‘But as far as are there other opportunities
for -- for nogmalizaticm that may cut in the opposite

direction? Yeah. There's.always that possibility in any

BHP-A-21
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| understandipg this céorreétly, BHR did a ‘weather

normalization adjustpent and came up with & reduction

; going forward, the pro forma revenues under Staff's

perform is essentidlly the same thing that was shown on

" Table 1 of page 16 of my testimoény.

r;te case.

In fact, in nearly all the rate cases that I do

for myself, you know, that's one of the analyses I

I usually ask the utility for five years wérth
of- detailed Og&M expemses by account, and I do a variancé
arialysis to identify abnormalities in the test year. And
that's part of any rate case review.

CHATRMAN NELSON: Thank you. I appreciate

knowing thatT ™"

Let mé visit junst a minute about Staff's memo

comment on weather normalizaticn. Now if I'm

figure of 644,000. -And Staff did théir analysis and only |
came up.with a reduction of 264,000.

Would, we hrave been better off if Staff had not
done that -analysis?

THE WETNESS: No. That's just the -opposite.
The company reduced its test year revenues by 644,000 in
their adjustment. We reduced it by -- or the Staff
reduced it by only 264,000. So the test year -- -the

revenue requirement analysis, showed a higher revenue

BHP-A-22
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" compensation. And the Commission Staff ever since I've

" is they've been pretty hard on performance based on

at existing rates, therefore, a lower revenue
deficiency: i
CHAIRMAN NELSON: -‘Thank you. I see  where my

thinking- was in error on that, and I appreciate your

pointing that out.

e iuey

I think the only other question I've got, and
this goes back to one of Mr. Moratzka's last questions
degling with page 19 of your testimony where we've .got
this ;cknowledged errox, would you agree that it would be

difficult for & Conmissioher to approve a $e£tlement that

has a Known ertor? =~ 7

THE WITNESS:- Yeah. I could s¢e vhere it places |
the Commission in an awkward positiomn. 3nd I cah also
state that had the §taff been aware of this errodr during
settlement negotiations, it would have-been correctéd.

CHAIRMAN NELSON: Thank you.

No further gquestions.

MR. SMITH; Commissioner Fiegen.

COMMISSIONER FIEGEN: Mr. Peterson, one

question on your direct testimony that you provided for

January 15, I believe it was filed.

On page 17 of 30 you talk about incentive

seen them work on rate cases and what I get to see anyvay

BHP-A-23
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- financial and they have taken that always out of

incentive compensation and they continue to do it again.

But in your testimony I can't quite tell. Could

! you kind of rephrase it for me because it kind of looks

like you agree with Mr. Kéllen on some of the
characteristics- that he has put in his direct testimony.

THE WITNESS: Yes. And I think your assessment

t or- understanding of my testimony is probably correét.

The Staff raised issues with the incentive

compensation plan the company had and ﬁhe payments made

But, im the end through these settlement

discussions we agreed .to exclude the 666,000 related

| specifically to financial performance. and this is the

way that the:rigsye. has beén treated for Black Hills on
prior- settlements and for all other utilities in the
state on prior settlements.
But: yeah. I have goncerns about every utility's
incentive compensation plan, not just Black Hills.
COMMISSIONER FIEGEN: Hello.
I have a different mic. I now have Ms. Cremer's
mic., and it's a 1little tricky to run over here.
I still don't understand your testimony, though,

on your concerns that you have with incentive pay. And

you've agreed with the Staff Settlement, yet you still

T pm—
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! .
| have some concerns, and I don't -- I just can't quite

i understand it.

I‘ve fead it a couple of times, and I'm still
- net getting what you're trying to let me know.
THE. HITNESS: Well, I'1ll try to say it again.

I'm very critical of many incentive compensation plans.

=

*And I will say that Black Hills' incentive compensation

"plan is much different than most or many other

utilities.

Most utilities I have seen have financial

financial triggers work to -- the employees are only
compensated if corporate financial goals are met first.
In other words; if the stockholders get paid first,; and
if the workers achieve their performance or safety~or‘
custemer satisfaction geal, then they'll get their
incentive compensation if certain corporate financial
targets are met.

Black Hills doesn't have those triggers in their
plan. If customer safety goals are met, the employees
eligible will receive their incentive compensation
regardless of the company's earnings, even if they have
negative earnings.

So I applaud Black Hills for having a plan like

that. But therxe are things like service, supplemental

~triggers. in thedir incentive compensation p}an.. Those . ..

b e~ — T
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and executive retirement programs that grant additional
incentive compensation to a very few people that are --
that are -- by definition, exceed the plans that abide to

the general body of eligible. employees. I'm critical of

. those types of plans.

So I have a lot of questions and concerns about
incentive compensation plans, but in the end thsa

trade-offs in the negotiations ipvolving this issue and

T other issues, that Staff felt it best to go back to the

" way that we've treated incentive éompensation for all of

the utilities and £oi this utility in pFior settlements ~
and include just those related specifically to achieving
financial performance goals.

COMMISSIONER FIEGEN: Thank you, Mr. Peterson.
Now I understand that you were talking about the utility
history in general.

Thank you.

MR. SMITH: Additicnal Commissibner questions.

CHAIRMAN NELSON: Commissioner Nelson again. I
want to follow up on that. &and you talked about =- I'm
focused on the figure ‘that -- I'm not sure if it's
confidential or not, but the figure we talked about
yesterday dealing with restrictiwve stock.

You just mentioned a trade-off. What did the

company trade off to get that?

BHP-A-26
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THE WITNESS: Well, I think thére were a number
§°f trade=offs. We didn't -- like I say; we don't, know ;:
fexactly what induced Black Hills to accept any of thesé.
adjustments that the Staff proposes but we do know that
we got a two-year rate moratorium and we got what we
?belieVe is a reasonable award on return don equity.

We think e have a fair apportionment of the

i increases to theé rate classes. You know, I think there
=;are a number of benefits to not only residential
fqus;omers but té6 the Industrial gusébmers also.

" 'CHAIRMAN NELSOW: ™ “Thank™you. " But T've ‘gut-to
j just ask a couple of other questionis on a couple other
issues.

Yesterday we spent somé time talking abouf the

T T

[ FutureTrack program. ﬁ
Do you believe- the: settlement legitimately -
covers the Industrial Interveners’ concerns with- that

program?
THE WITNESS: Yés. I think it should. Thé {

. proposed.
i What we did agifee ko in place of that is to

reflect the actual cost of employees actually hired. Not
; to a target level of employees that they haven't hired or

intend to hirg at some point in the future but to reflect

BHP-A-27
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I. INTRODUCTION

PLEASE STATE. YOUR NAME, OCCUPATION. AND BUSINESS
ADDRESS.

My name is David E. Peterson. L am a Senior Consultant employed by
Chesapeake Regulatory Consultants, Inc. (*CRC"). Our business address is 1698
Saefern-Way, Anaapolis, Macyland 21401-6529. I maintain an office in Dunkirk;
Maryland.

WH.AT IS YOUR EDUCATIONAL BACKGR’OUND AND E}CPERIENCE
" INTHE PUBLIC UTILITY FIELD? o

I graduated with-a Bachelor of ‘Science degree in Economics from South; Dakota
State University in May of 1977. In 1983, I received a Master's degree in

Business Administration from the “University of South Dakota. My graduate

program included accounting- and public utility courses at the [Jniversity of

Maryland,

In September 1977, I joined the Staff of the Fixed Utilities Division of the South
Dukota Public Utilities Commission as a rate analyst. My responsibilifies at the

-South Daketa Commissior included analyzing and testifying on ratemaking

matters arisihg in rate proceedings involving ¢lectrie, gas and telephone utilities.

Since leaving the South Dsakota Commiission in 1980, I hdve confinued
performing cost of service-and revenne requirement analyses as.a consultant. In
December 1980, I joined the public utility consulling firm of Hess & Lim, [nc. I
remained with that firm until August 1991, whea I joined CRC. Over the years, |
have analyzed filings by electric, natural gas, propane, telephone, water,

BHP-A-29
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proposed rates iiito effect on an interim basis. BHPs interim rates will remain in

effect until the conclusion of this proceeding.

M. "SETTLEMENT STIPULATION

ARE YOU THE ONLY ONE THAT ANALYZED BHP’S RATE REQUEST
FOR THE COMMISSION STAFF?2.

No. The Commission Staff assembled a team of in-house analysts (Brittany
Mehlhaff, Pab*wk Stcﬁ'cuscn and , Eric Pau!xan) and three outside consultants,

‘mdudm‘g mysdt; to analyze ‘BHP's rate increase application. The ofher two

outside consultants arc my colleagues al CRC, Robert- Towers and Basil
Copeland, Jr. This is esseatially the same feam that analyzed BHP's 2012 filing
as well. Together, the Commission Staff feam invested literally hundreds of hours
dnalyzing BHP's Application, Testimony, Exhibits, Filing Statements and
Warkpapérs: In addition, the, Commission Staff propounded approximately 330
requests to BHP for addifional data dand information. Bach:response was carefully
reviéwed and analyzed by ond of more Staff analyst: In‘additi;)n, ‘the Cymmission
Staff carefiilly reviewed and analyzed information provided by BHP in response
to BHII's approximately 60 discovery requests.

The Commission Staff began its investigation shortly after.the Commission
ot’ﬁéially noticed BHP's- rate- increase Application on April 3, 2014. That
investigation continued until late October 2014 when seftlement discussions
between the Commission Staff, BHP, BHII and another intervenor, Dakota Rural
Action (“DRA™)? commenced. Settlement discussions continued through

* DRA did not file testimony in this bmcceding but did participate ia settlement discussions that were held.
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Commission typically relies on for evaluating post-test year adjustments.
Moreover, as. with BHP’s decommissioning costs discussed earlicr in - my
testimony, BHP's LIDAR costs are also governed and capped by a fixed rate
contract. Thus, in my opinion, the costs aré sufficiently known dnd measurable
and are appropriately recognized in rates. The five-year amortization period
reflected in the settlement was determined bécause five years is- the expected
frequency for LIDAR surveying activities. Therefore, it would be inappropriate
to employ a ten-year amortization period as Mr. Kollen recommends and thereby
burden BHP ratepayérs, including BHII members, in years six through. fen_with
costs for two diffcrent LIDAR surveys. A five-year amortization $imply makes

- more sense for these costs.

-“’HAT DOES MR. KOLLEN RECOMMEND. CONCERNING BHP'S

PROPOSED ADJUSTMENT FQR PROJECTED EMPLOYEE

ADDITIONS AND ELIMINATIONS?- )
Mr. Kollen. recommends the Commission disaliow, BHP's lebor-related cost
adjustihents because’ he believes the adjistments ignore the fact that BHP

historically has several open positions.

HOW.IS THIS JSSUE TREATED IN THE SETTLEMENT?

The Commission Staff shares Mr. Kollen’s concern about recognizing phantom
costs in rates. for vacant positions. Because of this concern; the. settlement
includes cost allowances for only filled positions at the time of the Commission

Staff’s review. That is, cost allowances for vacant positions are not included in

the settlement revenue requirement. This treatment should resolve Mr, Koller’s:

concerns
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HOW WAS THE PENSION EXPENSE ISSUE TREATED IN THE

SETTLEMENT?
The following table shows BHP's pension expense over the last five years.
Table 1
BHP Annual Pension (FAS 87) Expense
‘2010 Through 2014
2010 $2,925,853
2011 31,819,156
2012 $3,251,072
2013- $2,709,322
2014 $ 976,122 .
Five-year average $2,336,305°

As shown in the table above, BHP’s 2014 pension expens¢ was uqusuaﬂ); low
when comparéd with ‘the previous four years. Because of thé significant
variability of the expense year-to-year, BHP proposed a nommalization adjustment
that includes a pension expense allowance based on the average of the annual
expenses” over the last five years. The seftlement incorporates BHP's pension
normalization adjustment. The agréed-upon pension expense represeats a
$508,454 reduction from the test year pension. expense, on a total Company basis.

Mr. Kollen considers the pension normalization adjustment “opportuaistic” in that
it does not reduce the test year-expense far enough and it prevents BHP ratepayers
from receiving the benefit from the lower peasion expense in 2014 that the
Company enjoyed. To support his contention, Mr. Kdllen stated the Company
offered no evidence that the pension expense will swing upward to the five-year

average in future years.

* Sec BHP's response to Staff DR1-1; workpapers for Schedule H-6.
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In truth, it is Mr. Kollen’s position that is opportunistic. It is clear from the tablé
above that BHP's pension expense can be highly variable and' subject to major
swings cach year. Mr. Kollen’s recommendation would have the Commission set
rates based on BHP’s lowest peasion cost level in the last five years, with the
knowledge based on recent expericnce that such costs are highly variable year-to-
year. An understatement of BHP’s pension cojts could place the Company in a°
significant under-recovery position necessitating more frequent rate mcrcases
With a highly variable cost such as theé pension expense, to avoid wide swings in
over-recovery and under-recovery of the underlying expense, it makes sense to

employ a normalization procedure, such' as-that reflected in the settletent. “To

- avoid -any-concern that -the-settlefment-approach is- opporfunistic, BHP- and-the... ..

Commission Staff agmed.‘ in the Settlement Stipulation to follow thie five-year
normalization approach for pension expense for the next five years, unless there is
an extraordinary event that makes a five-year pqnna]iza'tiba method unreaspnable.

WHAT IS MR, KOLLENS CONCERN WITH INCENTIVE
COMPENSATION EXPENSES?

Mr. Kollen believes the settlement resolution of the incentive compensation issue
does not go far enough. In the séttlement, $666,000 of the Company’s §1.554
million total test yéar incentive Compensation expenses is excluded. This is the
amount that BHE identified as being tied t0 the Company’s financial results. In
addition to this already excluded amount, Mr. Kollen would also cxclude
$149,000 in performance plan expenses and $739,000 in incentive restricted stock
expenses. Mr, Kollen contends that these additional amounts represent incentive

awards that are-similar in nature to those excluded in the settlement.

I do not necessarily disagree with Mr. Kollen's characterization of the incentive

awards. In fact, I had initially pursued the same issues on behalf of the
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Commission Staff earlier in this proceeding. In the 'end, bowever, the
Commission Staff" conceded this issue recognizing that the incentive

compensation exclusion embodied in the settlement is essentially the same type of

‘exclusion the Commission has approved for BHP in prior base rate case.

séttlements and for other South Dakota .utilities. Therefore, I support thi¢
exclusion that is contained in the scttlement and recommend. that the Commissiori
reject Mr. Kollen’s recomrendation to expand the exclusion at this time: Of
course, the Commission Staff and the BHIT are free to revisit this issue in; BHP's

next base case given the Settlement Stipuldtion in this proceeding does- ot

estahlish precedent on the incentive comipénsation issue.

MR. KOLLEN OPPOSES BHP’S ADJUSTMENTS RELATING.TO COSTS
ALLOCATED TO IT BY TWO AFFILIATES, BLACK HIELS UTILITY
HOLDINGS; ING: (“"BHUH"Y AND BLACK HILLS SERVICE COMPANY;
LLC (“BHSC”). WHAT ARE YOUR COMMENTS ON MR. KOLLEN'S
CONCERNS?

BHP initially proposed an adjusfment to test year BHUH expenses based on its
post-test year operatirg budget. I had the same councems as those expressed by
Mr. Kollen that the ad};xstrnmg lacked proper support. “That is, I was iot wi[ling
to recommiend the Coinrhission approve. an adjustment based solely. oni- BHP’S
budget projections. During our investigation; however, BHP provided & detailed

summary of its mest recent annualized cxpensés from the twe affiliated

companjes®. The actual annual amounts billed to BHP are included in the
setflement. Thus, the amounts billed to BHP fiom affiliates that are incorporated

into the settlement reflect the Company’s actual, known costs.

* See BHP's Sccond Supplemental Response to Staff DR3-96
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Mr. Kollen also pojnted out in his testimiony that certain billings from BHUH
were allocated to the South Dakota retail jﬁurisdiiction‘. incorrectly on the
Commission Staff’s revenue requirement schedules. Mr. Kollén is .correct.
Properly allocating those expenses to South Dakota reduces the indicated revenue

deficiency by approximately $286,000-

MR. KOLLEN OBJECTS.TO. BHP'S PROPOSED DEPRECIATION RATE
FOR THE NEW CHEYENNE PRARIE. GENERATING STATION
BECAUSE IT REFLECTS AN ASSUMED 35-YEAR LIFE SPAN.. WHAT
IS YOUR RESPONSE?

Commission Staff addressed this issué aird the-Séttlémént Stipulation reflects:thie
same, longer, 40-year life span recommended b)f-M:. Kollen.

Morcover, it should be noted that whethet: it is 35 years or 40 years or some other
life span, the lifc span that serves as the foundatiori for a depreciation actrual rate
for CPGS is an estimate and a necessary depaturs from thie principle that all
elements of BHP’s rgvenue requirement should be“known and measurable”.

WHY IS THAT IMPORTANT?

It is important because it is Televant-to Mr. Kollen’s other depreciation-refated
objections to the Settleinent Stipiilafion — namely, the salvage estimates reflected
in BHP’s proposed accrual rite§ for. ather production plants and the concept of
anticipating these future costs-for cumrent reécovery. Beginning atf page 47 of his
testimony, Mr. Kollen declares that (1) the development of the salvage values are
flawed and unreliable and then opines (2) that they may répresent an undisclosed
proposal to change the Commi’ssion-'sApoﬁcy for recovery of retirement-related
cost from after-retirement recovery to before-retirement recovery and (3) the

increased negative salvage allowances are not necessary at this time because the
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Commission is not required to. provide for the recovery of unknown future costs'

in present utility secvice rates.

My Point here is that, however desirable it might be to have all elements of the
revenuc ‘requirement based on absolutely known and .mmeasurable costs;
.depreciation allowances must reflect estimates because neither the serviee life of
the asset nor the cost of the act of retirement are known until the asset has been
retired. Depreciation allowances represent allocations of capital costs of an asset

to the time periods as the asset provides service to customers dver a lang period of

time. Im the absence of making such estimates,. ratepayers benefitting front the
“~service provided By ttie asset will avoid-these costs arid ‘cost-recavery-would -be-

shifted to-future ratepayers not benefitting from that service. 1 know of mothing.
that even suggests-an existing Cornmission policy of refusing fo recognize these

retirement-related éosts until after the plant is refired.

Ironically, while objecting to the uncertainty of salvage estimates for, other plant
and advising that the Commission need not provide for.the recovery of costs fo be
incurred in the futire; Me. Kollen is not reluctant to recommend & depreciation
accrual rate forCPGS that includes dn allowance for future retirement costs equal
to 4 perceni of that plant’s- cdpital costs as well as factoring in assumed
allowances for interim retiremeits (sec Remaining Lives by Account exhibited on
the second page of Exhibit __ (LK-16); all ace less than the 40-year life span by

reason of interim retirements).
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L INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My nanié is Jon Thirber, 625 Ninth Street, P.O. Box 1400, Rapid City, Sonth
Dakota 57701.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am employed: by Black Hills:Utilities Holdings, Inc. (“Utility Ho1din'g_s”), &
wholly-6wned- subsidiary of Black Hills Corporation.(“BHC™). I am Manager of
Regulatory Affairs for Black .Hills: Power, Inc: (“Black Hills Power” or the

“Coinpany™). 1am resporisible for leading all aspects of the regulatory process for

BlaCkI‘ﬁHSPO-H(Cr.__ e e emmecemm s .- o o e e Y ¥ hmm ameee e s me RS

FOR WHOM ARE YOU TESTIFYING ON BEHALF O¥ TODAY?
Tami testifying on behalf of Black Hills Power.
PID YOU FILE DIRECT FESTIMONY. IN THIS DOCKET?:
Yes.

B. PURPOSE OF REBUTTAL TESTIMONY
WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?
The purpose of my re,buttal'tiﬁgi_;pény is to-explain and support the priions of the’
Settlement Stipulation (“Settlement Agreement™), reached between Black Hills
Power and the Southi Dakota Rublic Uﬁliﬁegbommission Staff (*Staff”), that
pertain to the: (1) révenue requirement adjustments under South Dakota
a@idsmﬁve rule 20:10:13:44; (2) decommissioning regulatory asset and

amortization adjustment; (3) LIDAR adjustment, (4) employee
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Q.

additions/eliminations adjustment; (5) utility holdings allocation correction; (6)
pension expense adjustment; and (7) new debt issuance. I also explain why the
positions advanced by the Black Hills Industrial Intervenors® (“BHII™) withess Mr.
Lane Kollen on these subjects are not appropriate.

REVENUE. RE'QUHIEMENT_ADJUSTMBNTS UNDER SOUTH DAKOTA
ADMINISTRATIV'C RULE 20:10: 13 44 '

PLEASE EXPLAIN BLACK HILLS POWER'S APPROACH TO
MEASURING ITS REVENUE, REQUIREMENT: IN THIS CASE.
Black Hills Power utilized a twelve month fest yéar based on historical data,

ending Septémber 30, 20 13. -Adjustments for'known and measurable items were

T m s wrmms e saas & L

. then made to the mstoncal test year to detcrmuie the pro- forma costs

UNDER THE SETTLEMENE AGREEMENT, WERE ADDITIONAL
ADJUSTMENTS MADE TO BLACK HIJIS POWER'S REVENUE
REQUIREMENT?

“Yes, the Settlement Agreement reflects a.variety of adjustments that were madé fo.

thie Company’s-filed revenue requirement.

ARE THE ADJUSTMENTS TO BLACK HILLS POWER'S REVENUE
REQUIREMENT YTBAT ARE REFLECTED' IN THE SETTLEMENT
AGREEMENT CONSISTENT WITH THE REQUIREMENTS. OF ARSD
20:10:13:447?

Yes. The Company utilized an appropriate test year and made-adjustents to its

book costs that were based on changes in facilities, operations, and costs that were
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known with reasonable certainty and measurable with reasonable accuracy and
either have been or will become effective within the 24 months following the fast
month of the test year.

PLEASE EXPLAIN THE BASIS FOR THE COMPANY’S BELIEF THAT
THE ADJUSTMENTS ARE RELATED TO COSTS THAT ARE KNOWN
WITH REASONABLE CERTAINTILY AND MEASURABLE WITH
REASONABLE ACCURACT?

The énd of the historic test year in this*filing was September 30, 2013. As such,

there lave been over fifteei. months of chariges in facilities, operations and costs

B i e P A -

that have occurréd and would be appropriately adjusted for under the Rule.

Purthermore, the vVasf 'majority of the adjustments relafe to costs that the Company
incurred during the 12 months following the historic test year.

REFERRING TO MR. KOLLEN’S DIRECT TESTIMONY, PAGE 7, LINE
16 THROUGH PAGE 8, LINE 2i,. DO YOU AGREE THAT THE
COMMISSION SHOULD, LIMIT .ANY POST-TEST YEAR
ADJUSTMENTS TO THE TWELVE MONTH PERIOD IMMEDIATELY
FOLLOWING THE HISTORIC TEST YEAR ENDING SEPTEMBER: 30,
2013?

No, I do not. Mr. Kolien’s inferpretation of ARSD 20:10:13:44 ignores the plain

language of the rule that specifically states that reasc;naﬁly_ certain and reasonably

" accurate adjustments which will become effective within the twenty four months

following the last month of the test period are permitted.

3
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Q. MR KOLLEN INDICATES THAT ADJUSTMENTS ARE NOT

Q;

PERMITTED UNLESS THE CORRESPONDING PROJECTED CHANGES
IN REVENUE ARE INCLUDED IN TBE REVENUE REQUIREMENT.
PLEASE EXPLAIN WHY A: RETAIL REVENUE ADJUSTMENT FOR
SALES GROWTH WAS NOT INCLUDED IN THE SETTLEMENT
AGREEMENT?

It is my understanding that it has been Staff's practice to exclude all revenue-
producing plant from the. plant annualization and post-test year addition
adjustménts. Revenue Pproducing plant consists primaiily of -distribution
Jnvestments.  ___ Staff-followed this practice in this case. It would therefre be
inappropriate for additional revenues to be.reflected in the cost of. service becanse
the -investment needed to serve the sales growth is not included as well
Commission policy has been fo:reflect any incremental revenue or cost savings
-associafed with post-test year adjustments in the revenue requirement.

MR. KOLEEN CHARACTERIZES TBE COMPANY’S. ADJUSTMENTS

.AS QPPORTUNISTIC AND SELECTIVE: DO YOU AGREE WITH HIS-

CHARACTERIZATION OF THE ADJUSTMENTS THAT HAVE BEEN

PROPOSED BY THE COMPANY?
No, absolutely not. Contrary to his characterizations, the Company included pro
forma cost increases and cost reductions that occurred after the historic test year in

the adjustments it made. Some of the material cost reductions, at the total

company level, included in the filing were:

4

BHP-A-42




10.7

11
12
13
14
15
16
17
18
19
20

21

¢ Schedule H-1 Neil Simpson I labor and benefit costs - $746,475;

o Schedule H-6 FAS106 Retiree Healthcare - $168,896;

o. Schedule H-6 FAS87 Pension Expense - $508,454;

o Schedule H-11 Advertising Expense - $262,517; .

o Schedule H-16 Ben French Severance Expense - $180,861;

o Schedule H-18 Ben French, Osage, Neil Simpson [ O&M - $3,753,186;

s Schedule H-2]1 Customer Service Model Adjustment - $215,934; and

o Statement J Ben French, Osage, Neil Simpson I Depreciation Removal -

$1,732,526.

"“In ‘total, the Compiny temoéved “over $7,500,000° worth of expenses fiom “the

historic test year on an annual basis in the original filing.
IN THE. SETTLEMENT AGREEMENT, THE COMPANY AGREEY TO-
UPDATE MANY ADJUSTMENTS IN THE ORIGINAL FILING THAT

“WERE BASED ON BUDGETS TO REFLECT RECENT ACTUAL COSTS.

WERE TBERE ANY MATERIAL REDUCTIONS IN EXPENSES AS A
RESULT OF THESE UPDATES?
Yes, a few of the material cost reductions, ‘at the total company level, were as

follows:

o Updated Schedule G-3 to reflect the actual debt issuance and cost — weighted
average cost of debt was reduced from 6.45% to 6.08%, for over $1,000,000;

o Updated Schedule H-6 Pooled Medical Costs — approximately $400,000; and

BHP-A43
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o Updated Schedule H-8 Generation Dispatch- and Scheduling Costs — over
$300,000. |

Clearly, the Company reflected both cost increases and reductions in the original

filing and Settlement Agreement. MTr. Kollen’s characterization of the Company

as opportunistic and selective lacks merit.

SHOULD THE COMMISSION ACCEPT THE ADJUSTMENTS TO THE

Q.
REVENUE REQUIREMENTS. THAT ARE REFLECTED IN THE
SETTLEMENT AGREEMENT?

A, Yes, Ibelieve the Commission should accept the-adjustments as they were made in

0.

A,

Q.

A.

conformance with the requirements of ARSD 20:10:13:44... . . . ... __ . ...

IV. DECOMMISSIONING REGULATORY ASSET AND AMORTIZATION
DID THE COMMISSION ISSUE AN ACGCOUNTING ORDPER TO
ESTABLISH A REGULATORY ASSET FOR THE COSTS ASSOCIATED
WITH DECOMMISSIONING THE NEIL SIMPSON I; OSAGE, AND BEN
FRENCH POWER-PLANTS?

Yes. On January 9, 2014, in Docket EL13-036, the Commissjon issued an Order:
approving deferred accounting for the transfer of remaining plant balances and
associated inventory for soon to-be decommissioned plants to a regulatory asset.
PLEASE EXPLAIN' THE DECOMMISSIONING ADJUSTMENT
INCLUDED IN THE COMPANY’S FILED PQSITIiON.

Black Hills Power proposed to amortize the costs associated with the retirenient

and decommissioning of the Neil Simpson I, Ben French, and Osage facilities over

6
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five years as reflected oni Schedule J-2. The unamiortized balance of the regulatory
asset ‘included in the fest year would then be reduced by ‘the ac’cumizlated
amortization for a full year. The costs associated with the retirement of the units’
included the unrecovered plant and obsolete inventory. The estimiated costs
associated with décommfssioning the uinits were provided in Response to SDPUC
Request No. 3-23.

WHY DID BLACK HILLS: POWER REQUEST RECOVERY OVER A
FIVE YEAR PERIOD?

The. time- period provided & balance. between the. amount of time fequired {o

_ Minimize 1ate impact to customers and matched the expense as best as possible

with the cus‘i;;mm who hive’ utilized tre assets being, retired. The proposed

amortization period achieved -an annwal amortization expense that is

approgimately equivalent to the annual mount. that it would cost to confinue fo

operate these facilities.

PLEASE DESCRIBE THE DECOMMISSIONING ADJUSTMENT

INGLUDED ¥ THE SETTLEMENT AGREENIENT.,

The Settlement Agreement makes the' fouowir;g- adjustments to the Company’s

filed position;

e The obsolete .inventory balance was updated -to reflect the- thirteen month-
average balance to correlate With the amount removed from working capitil.

o The contingencies were removed from the estimated decommissioning costs.

The Settlement Agreement grants Black Hills Power the opportunity to seek
2
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tecovery, in a future Black Hills Power rate case, of all costs for
decomumissioning not otherwise recovered from customers.

« An adjustment was made to reflect the accumulated defémed income taxes
associated with the decommissioning adjustment. Please refer to the rebuttal
testimony of Mr. Robert Hollibaugh for details.

o The amortization périod was modified from' five.to ten years.

e The régulafory asset inclided in rate base is reduced by one. and one-half years
of amortization expense to.reflect the average unamortized balance over .the.

first three years of the amortization period in rate base.

ARE THERE ANY- ADDITIONAL-REVENUES -ADDED. TO “THE- TEST. -

YEAR AS A RESULT OF THIS ADJUSTMENT?

There are no additional revenues as a result of retiring and decommissioning the
faciliies. ~ The salvdge wvalne credit was. reflected in the Jump sum
decommiissioning bid and resulted in a lowet eost ta costomeérs.

MR. KOLLEN STATES THAT DECOMMISSIONING COSTS SHOULD
NOT BE INCLUDED IN THE SETTLEMENT AGREEMENT BECAUSE.
THE COSTS WILL NOT HAVE BEEN INCURRED. IN THE TWELVE
MONTH PERIOD FOLLOWING THE HISTORIC TEST YEAR. DO YOU
AGREE?

No, I disagree with Mr. Kollen for a “variety of reasons. Fimst, as I discussed
above, I disagree with Mr. Kollen’s interpretation of ARSD 20:10:13:44. In

particular, the Rule does not limit adjustments to known and measurable costs that

8
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were incurred in the twelve months following the historic test year. Second, the
vast miajority of the decommissioning costs. that are reflected in the Settlement
Agreement are  supported by a* fixed price contract that was provided by the
.Company in. response to SDPUC Request No. 3-25. Black Hills' Power selected
the_fixed price contract through a. competitive-bidding process as the lowest cost
proposal that met the technical specification of the request for proposal. Third, the
remaining costs that are included in the Settlement Agreement are supporied by
the Comipany’s enginecring cost éstimate that was provided.in responseto SDPUC

Request No, 3-23. As a result, the decommissioning costs that are reflected in the:

Settlement .Agreement are known with reasonable certainty and measurable with

e et e

seasonable accuracy.

HAS THE COMMISSION ACCEPTED ENGINEERING ESTIMATES FOR
DECOMMISSIONING COSTS IN & REGENT APPROVED RATE CASE
SETTLEMENT?

Yes. In Docket EL12-046, Northem Sfates Power Company used 4
decommissioning cost study as the cstimaté to determine the appropriate
decommissioning accrual for its nuclear facilities in advance of incurring the. costs.
After removing the contingencies, Staff accepted Northern States Power
Company’s study as the basis for the decommissioning accrual and included the
adjustment as part of the rate case setilement. ultimately approved by the

Commission. Herg, the Staff and the Company used the Northern States Power
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Company rate case settlement as a guide for the decommissioning adjustment

included in this Settlement Agreement.

MR:. KOLLEN STATES THAT THE ACCUMULATED DEFERRED

"INCOME TAX ADJUSTMENT ASSOCIATED WITH THE

DECOMMISSIONING REGULATORY ASSET IS INCORRECTLY
CALCULATED. DOES THE COMPANY AGREE WITH MR. KOLLEN's
POSITION?

N6, The ‘Company believes M. Kollen’s treatment of accumulated deferred

income tax is incorrect. Mr: Robert Hollibaugh addresses the accumulated

ARE THERE: ANY OTHER STATEMENTS THAT MR: KOLLEN MADE

PERTAINING TO DECOMMISSIONING THAT YOU WOULD LIKE TO

ADDRESS? )

Yes: Mr. Kollen indicates in his-direct testimony on.page 20, lines 6 8, that the

Settlement Agreement reflects a ten. year amortization of the déoamuﬁssioning-
répyilatory asset: Then, dii page 42, line 23; through page 43, line 1-3, of Mr:
Kollen’s dirett fegfimény, hé states that the Seftlement Agreement reflects a five
year amortization of the decommissionihg regulatory asset. Althoigh I da not
know if this inconsistency reflects an oversight in drafting or a misunderstanding
of the termns of the Settlement Agreement, to fh@ extent that Mr. Kollen
incorporatés a five year amortization in his oumbers, his assumption is
inconsistent with the terms of the Settlement Agreement.

10
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DID THE COMPANY REQUEST AN ORDER FROM THE COMMISSION
TO DEFER ANY COSTS: ASSOCIATED WITH THE
DECOMMISSIONING OF THE RETIRED STEAM PLANTS?

No. The Company and Staff filed. the Seftlement Agreement on December 9,
2014, that established the amértization of decommissioning costs. The Settlement
Agreement also grants Black Hills Power the opportunity to seek recovery, in a
future Black-Hills Power rafé-case, of all costs for decommissioning nof otherwise

recovered from customers. Since the Settlement Agreement was filed prior fo the:

.end of 2014 and is being considered in this rate proceeding, it was not necesstry to

request.an.accounting authority-order gllowing Black Hills Power fo use deferred .. = . _.

accounting for costs. assqciated with the deéommissipning of the retired steam

plants.
DO YOU BELIEYE THE COMMISSION SHOULD. ACCEPT THE.

TREATMENT OF THE DECOMMISSIONING ADJUSTMENT?
Yes, I believe the {reatment of the decommissioning adjustment that is reflected in:
the Settlement Agreé;nent i§ appropriafg anidin conformance With past practices.
PLEASE EXPLAIN THE COMPANY’S FILED LIDAR ADJUSTMENT.

For purposes of background, at the time that Black Hills Power filed the pending
rate case, it planned to peiform LIDAR (Light Detettion and Ranging) imaging of
all of its 69 kV and 230 kV facilities in 2014. The need for and scope of the

LIDAR surveying project is discussed in the direct testimony of Mike Fredrich.

11
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The Company’s filed position reflected the estimated cost of the LIDAR surveying
project o its 69 kV transmission system. The project cost of $798,000 was shared
with the joint owners of the 69 kV system; and Black Hills Power’s share was-
amortized over five years to correspond with the expected frequency of the survey.
The Company requested the unamortized amount be included in rate base.

DOES THE SETTLEMENT AGREEMENT REFLECT AN ADJUSTMENT

FOR THE LIDAR PROJECT?
Yes. The LIDAR project cost was updated to reflect the least cost, competitive.

bid contract, and the current allocation to the joinf ewners of the 69 kV systems in

South Dekotz. and Wyoming, . Black Hills Power's share of the costs was

- g - [ ———

amoitized over five' years, arid one-half of the unamortized balance was reflected

in rate basé. The accumulated-deferred income taxes associated with ene-half 'of
the unamortized tegulafory asset was réflected in the Settlement Agteenient, The

accumulated deferred income tax adjustment is covered in more detai] in the.
rebutial testirony.of Mr. Robert Hollibaugh

MR. KOLLEN HAS SUGGESTED THAT LIDAR COSTS ARE NOT
PROPERLY INCLUBED. DO YOU DISAGREE WITH MR. KOLLEN’S
POSITION ON THE LIDAR ADJUSTMENT?

Yes. The Company has provided evidence to support the inclusion of these costs
as a known and measurable adjustment. The request for proposal selected as part
of the competitive bid process for the LIDAR project and the revised pricing was

provided as a Supplemental Response to SDPUC Request No. 4-34 on October 15,

12
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2014. The supporting work papers for the allocation of LIDAR costs to Black
Hills Power was_ provided as a Supplemental Response to SDPUC Request Na. 4-
36, on October'15, 2014, The calculation included the actual-allocatiosi-of the
joint owners: of South Dakota 69 kV- system using the April 1, 2014, allocation.
The Company provided Staff with a revised-allocation of LIDAR costs to Black
Hills Power on October 21, 2014, to remove the costs associated with the joint
owners of the Wyoming 69 kV using the April 1, 2014, allocation: The email and
supporting work papers were provided to Staff on October 21, 2014, and were

provided in discovery in the Second Supplemental Response to SDPUC Request.

.. 4-36on January-5,2015. - . . i & mmi M ow B om e e S R

WHY DOES THE LIDAR ADJUSTMENT INCLUDED IN THE
SETTLEMENT AGREEMENT REFLECT A XNOWN AND
MEASURARLE ADJUSTMENT?

The project costs are based ona fixed price contract that was competifively bid to

achieve the Jowest cost for customers. The actual*cost was approximately half of

the -original budget. The, allocations to thie joint owners of the 69 KV system. in, *

South Dakota and Wyoming were based on the cirent allocafions in éffect. The
LIDAR surveying work and data acquisition was completed in-the fourth ;[uarter
of 2014.

DO COSTS NEED TO BE INCURRED BY OCTOBER 1, 2014, TO BE

CONSIDERED KNOWN AND MEASURABLE?

13

BHP-A-51

- — e =g S St m e 4 BY 4

§ e p—— e

T st e ¥ e



RS ()
11
12
13
14
15
16
17
18
19
20
21

22

No, the fixed price contract with costs incurred within 24 months of the last month
of the test period qualify as an appropriate adjustmént under ARSD' 20:10:13:44,
Theré are no anticipated ‘reductions to test year costs or additional revenues
expected as a result of this project.

DO YOU BELIEVE IT IS APPROPRIATE TO REFLECT A TEN YEAR
AMOR’I‘I.ZATION PERIOD? |

No, a five year amorfization period corresponds with the expected frequency of
the- LIDAR suivey. A ten year amorfization is arbitrary, and the annual

amortizafion allocated to South Dakota of 364,107 based on a 5 year amortization

is not of the. miagritude that would justify a-ten year amortization for rate _

mitigation purposes.

DID THE COMPANY REQUEST AN ORDER FROM THE COMMISSION
TO DEFER ANY COSTS ASSOCIATED WITH THE LIDAR PROJECT?
No. The Company and Staff ﬁ!ed- ‘the Settl;ame:it Agreement on December 9,
2014, that established’ the: amortization of LIDAR costs for the Commission to
considei. Since the Séttlement Agreement was filed prior to. the end of 2014 and
is being.considered in this rate’ proceeding, it Was-not mnecéssdry to: request an
accounting authority order allowing Black Hills Power t6 use deferred-accountinig
for costs associated with the LIDAR project.

DO YOU SUPPORT THE TREATMENT OF THE LIDAR ADJUSTMENT

THAT IS REFLECTED IN THE SETTLEMENT AGREEMENT?

Yes, I do.
14
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VL EMPLOY EE ADDITION/ELIMINATION ADJUSTMENT
PLEASE. EXPLAIN THE COMPANY’S FILED. EMPLOYEE ADDITION
AND ELIMINATION ADJUSTMENT.

Black Hills Power planned to ‘hire _nincicen. unfilled and pew positions as of
January 28, 2014, pa}yro,li which are necessary fo provide electric service to
customers. In addition, the Company reflected the elimination of two employees
after the January 28, 2014, payroll. Thé adjustment reflects the net employees

salary and benefit costs.
DID THE SETTLEMENT AGREEMENT REFLECT THE ADYUSTMENT

ASPICEDY | oo o i ¥ ander: B 4 L w .

No. Through Staff’s audit, costs were only included for positions actually hired at

the time of seftlemént nepofistions. .Adjnstmerits were also made. to reflect the

2015 known and measurable wage annualization and to include only the portion of
Iabor costs charged to expense accounts.

DOES MR. KOLLEN AGREE WITH: THIS ADJUSTMENT?

No, he does not. Mr. Kb'll;m’s recommendation is to remove all costs associated

with employee additions and eliminatiops. .

MR. RKOLLEN ARGUES THAT THE COMMISSION SHOULD NOT
ALLOW BUDGETED EMPLOYEE ADDITIONS: IN RATES BECAUSE
THEY DO NOT REFLECT ACTUAL EXPERIENCE. ARE MR.

KOLLEN'S CONCERNS REGARDING BUDGETED EMPLOYEE

15
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s

ADDITIONS AND ACTUAL EXPERIENCE ADDRESSED IN THE
SETTLEMENT AGREEMENT?

Yes. Staff-only allowed positions that have been hired. The Company has not
recovered costs associated with budgeted employees in rates, so Mr. Kollen’s
comparison of actual to budget headeounts are.invalid.

VIL. UTILITY HOLDINGS ALLOCATION CORRECTION

DOES THE COMPANY AGREE WITH MR. KOLLEN THAT THE STAFF
REVENUE REQUIREMENT MODEL INCLUDES- AN ERROR IN
ALLOCATION TO SOUTH DAKOTA FOR TRANSMISSION LOAD

- DISPATCH_COSTS?_ ey A . : . - : R

Yes, the Company agrees that no costs-associated with fransmission load dispstch,

DOES BLACK HILLS POWER BELIEVE. THAT THE SEFTLEMENT
AGREEMENT SHOULD Bf MODIFIED TO CORRECT THIS ERROR?

No, it does not. Black Hills Power supports the Settlement Agreement anid the
tesulting Teverue fequitement that hias been presented to the Commission. If Staff

and Black Hills Power litigated this proceeding, the Company and- Staff would-

‘likely: advocaté different positions than what is reflected in Staff’s.revenue

requirement model. Related thereto, on page 2 of the Settlement Stipulation,
under Purpose, it states, “The Parties acknowledge that they may have, differing
views that justify the end result, which they deem to be just and-réasonable, and, in
light of such differences, the Parties agree that the resolution of any single issue,

16
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whether express or implied by the Stipulation, should not be viewed as precedent
setting.”

Notwithstanding’ the differences of opinion regarding -the costs that compriée the
revenue requirement, the Company and Staff ultimately agreed that the total
revenue deficiency is $6,890,746. The revenue deficiency is- material to the
Company. The Cornpany agreed to & fwo year raté momto;um, Which can only be
negotiated as part of a Settlement Agreement. The Company used the annual
revenues authorized in this Settlement Agreement to determine if it could manage

its business through a rate freeze. Black Hills Power agreed -to significant

. concessions in order.to reach a:comprehensive resolution. of all.issues in this fate. ...

proceeding and as -a; result believes that the revenue deficiency should be
maintained as presented to the Commission.

WOULD THE COMPANY HAVE ACCEPTED THE ALLOCATION
CORRECTION DURING SETTLEMENT NEGQTIATIONS?

Yes, it would have.. However, the Company would glso have had the opportunity
to negotiate differently on other adjustmerts or request other adjiish_nents fo

dchieve the revenues fecessary to recover its costs and earn a fair rate of return on

-investments.

DO YOU HAVE ANY EXAMPLES OF COSTS THAT HAVE INCREASED
THAT WERE NOT REFLECTED IN THE SETTLEMENT AGREEMENT?
Yes. After the Company reached a Settlement Agreement with Staff, it became
aware that the production operations and maintenance (“O&M™) costs associated

17
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with the Wyodak power plant (“Wyodak™) were abnormally low during the
historic test year and were not reflective of current production O&M costs. The
total company Wyodak prbduction O&M cost was $3,390,425 during the historic
test year, and these costs were' included in the. Settlement Agreement. When
compared to the costs incurred from October 2013 through September 2014, the
total company Wyodak production Q&M cost increased $459,738. for a total cost-
of 3,850,163. Please see Exhibit JTR-1. for details.-

PLEASE DESCRIBE THE PRODUCTION O&M COSTS ASSOCIATED
WITH WYODAK?

Wyodak is opetated by the majority owner, PacifiCorp, who invoices Black Hills

Poweron a montm'x basis for the operating costs of the plant.- The O&M costs.are

the routine coits of opératitig 4 power plant. Labor éosts tepresent apgroxifately

S0% of the O&M costs, and the remainder of the costs is primarily associated with

materials and outside services. Materials include production materials such as

lime for environmental compliance and consumable items such as filters, piping,

n;otorg, and generators.: Wyc_)dak uses-contrdctors for many services; such as ?ash
havling, securjty, janitorial, plant maintenance, and inspections.

WERE THE ACTUAL PRODUCTION O& COSTS ASSOCIATED WITH
THY, WYODAK POWER: PLANT ABNORMALLY BIGH FROM
OCTOBER 2013 TBROUGH SEPTEMBER 2014?

No, please see the table below for Wyodak’s production O&M costs from October

2010 through Sepfember 2014.
18
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10/1/10 9[30[11 . 10/1/11 - 9/30/12 10/1/12 - 9!30/13 10/1/13-91307114 |, 4 Yéar Average

Wyodak O&8M 3566605 |  3.560.008 3300425 | _ 3850163 | 359100

Clearly, the historic test year was. less than every other year during thie four year-
period by at least' $160,000, and adjusting the test year to the four year average
would result in a total company adjustment of over $200,000. In addition,
expenses associated with major maintenance outages were normalized during this
time period through major maintenance accrual accounting.

WOULD IT BE APPROPRIATE TO ADJUST THE HISTORIC TEST

YEAR WYODAK O&M COST S TO THE FOUR YEAR AVERAGE EROM

- o -
oW WD RS RN . Com = e as cmon—e an

OC'I‘ OBER 2010 THROUGH SEPTL‘.MBER 2014"

No, the historic costs have not been adjusted for inflation, wage. increases, -and

benefif changes. Known -ard measurable. adjustments for fabor and inflation

would need fo° be reflected in the historic annial dmigifts in order for a

normalization 1o reflect current costs. Applying three pcemcnt annual inflation. to-

the October 2010 through September 2011 Wyodak production O&M expense

yields: a similar expense:as the October 2013 through Septepaber 2014 Wypdak

production O&M expezise. The October 2013 thréugh September 2014 Wyodak

production O&M costs are conservative because they do not reflect the

annuélizaﬁon of known and measurable wage and benefit changes for 2014 and

2015.

19
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Q.

A.

HOW WOULD THE COMPANY PROPOSE TO RESOLVE THE UTILITY
HOLDINGS COMPANY TRANSMISSION ALLOCATION ERROR IN
STAFF’S MODEL?

The Company recommends making no adjustment to the Settlement Agreement.
Staff’s revenyie requirement model reflects many- concessions made by Staff and
Black Hills Power. However, if the Commission modifies the, Settlement
Agreement to comrect the transmission aflocation error, thei Company respectfully
requests that the Commission also modify thie Settleient Agreement {0 include zn
adjustmeht to reflect Sbuth Dakota’s allocated share of® Wyodak’s production
08, costs from Detober. 2013 through.Septemiber, 2014, as reflected.on Exhibit
JTR-1.

VIH. PENSION EXPENSE,

DID BLACK HILLS POWER PROPOSE. AN ADJUSTMENT TO' THE
TEST YEAR LEVEL OF PENSION EXPENSE?

Yes. The Company proposed to reduce fest year. total company pension expense
by- approximately $508,000, as reflected: on Schedule H-6. The Company’s
adjustment is based on a 5 year average of actual pensioi costs from 2010 —2014.

WHY DID THE COMPANY USE A SYEAR AVERAGE AS THE BASIS

FOR THE ADJUSTMENT?

A.  As provided in response to- SDPUC Request No. 1-1, the table below summarizes

the actual pension expense from 2010 to 2014:

20
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“Year._ . |'..EAS87.Cost.... | Year by Year Variation
2010 i $2,925,853 _
2011 | 1,819,156 i -37.82%
2012 | 3251072 ... ... . 1871%
2013.. .. . 2709322 e .. -16.66%
2014 |} 976.122. -63.97%
Average " | | $2336305 |

In particular, the annual total company pension expense has ranged between
$976,122 and $3,251,072 from 2010 through 2014, and the annual percent change
has.ranged between a 64% decrease and a 79% intrease. The Company proposed
normalizing’ pension expenses as a result of the volatilify in expense experienced
from year to year.

DOES* THE SETTLEMENT ~AGREEMENI REFLECT A 5 YEAR
NORMALIZATION OF PENSION EXPENSE?

Yes. As provided in the Settlement Stipulation, the Commission-Staff and Black

Hills Powet agree this normalization.period shall be used in future rate cases over-

the next five years unless there is an extraprdinary event that makes a five-year
norralization period unreasoriable.
IS MR. KOLLEN’S PROPOSED PENSION EXPENSE ADJUSTMENT

REFLECTIVE OF NORMAL, ONGOING CONDITIONS?
No, I do not believe the total company 2014 pension expense of $976,122 is

reflective of normal, ongoing pension expense. The 2014 pension expense was

abnormally low compared to the previous four years, and the Company expects .

future annual pension expense to be significantly higher than the 2014 expense.

21
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MR. KOLLEN CHARACTERIZES THE COMPANY’S PENSION
EXPENSE ADJUSTMENT AS “OPPORTUNISTIC.” DO YOU ACREE?~

No, I do not agreé with Mr. Kollen’s characterization of this adjustment. If the
Company in fact was being opportunistic, Black Hills Power would have proposed
no adjustment to the test year. As previously mentioned, the Company’s proposed
adjustment reduced costs by approximately $508,000. In addition, the Staff and
the: Company agreed to normalize pension expense in future rate cases over the
next five years:unless there is an extraordinary event that makes a five-year

normalizadtion period unreasonable. This condition in the Seftlement Stipulation

- displays a commiiment to normalization rather than an opportunistic objecfive...— - ---

INCREASE IN FUTURE YEARS?

Yes. Black Hills Power’s dctual total company 2015 pension expense is
$2,056,581.. The actuarial calculation. to support the expense was provided as 3.
Supplemental Resporise to SDPUC 2-13. This information was not -available at
the tie the Company. and Staff reached a Setflement Agreement. If ‘the
Commission were fo accept Mr. Kollen’s adjustment to reflect the 2014 pension
expense, the Company would be deficient in 2015 at the total company level by
over $1,000,000.

The 2015 pension expense si:ows continued volatility in pension expense, as the

2015 expense was approximately 111% greater than the 2014 expense. The 2015

22
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pension expense supports the reasonableness of the normalized pension expense

included in the Settlement Agreement.

IX. NEW DEBT ISSUANCE

PLEASE BRIEFLY DESCRIBE THE NEW DEBT ISSUANCE THAT WAS
REFLECTED IN BLACK HILLS POWER’S ORIGINAL FILING.

In its rate case Application, the Company reflected anoissua_ncc of new: bonds to
finance the anticipated costs related to the Che’yemie Prairie Generating Station
and other capital expenditures. At the time the Application was filed, Black Hills
Power anticipated adding approximately $50 million 6f long-térm financing with.
an estimated all-in cost of debt of 5.:67%=... . .. .. . . _. .=

HAS THE COMPANY ACTUALLY ISSUED THE NEW DERT?

Yes, the Company issued $85 millioft of 30.yéar First Mortgage Bonds with a
coupon rate of 4,43% and an all-in cost'of debt.of 4.46%. The debt issuance was
authorized by the Commission in Dacket EL,14-034.

WHY IS THE ALL.IN DEBT COST DIFFERENT THAN THE COUPON
RATE?

The all-in debt cost inclucies the coupon interest rateand the debt isspance costs
amortized over the life of the bonds. The debt issuance costs- include the
underwriting, legal, accounting, and other fees associated with issuing the bonds.
DOES THE SETTLEMENT AGREEMENT REFLECT THE ACTUAL
COST OF THE NEW DEBT ISSUANCE IN THE WEIGHTED COST OF

CAPITAL?
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I A Yes, the actual cost of the new debt is reflected in the Settlement Agreement.
2 Q. MR. KOLLEN INDICATES THE ACTUAL DEBT COST IS. 4.52% ON
3 PAGE 50, LINES 1-2, OF HIS DIRECT TESTIMONY. 1S THIS

4 ACCURATE?
5 A. No, it is not. Although Mr. Kollenr references Black Hills Power’s response. o

6 BHII Request No. 5 as support for. the actual debt cost he_. assumed, the response.

7 does not support his iassqmp;ion:_ Rather, the response statés “Black Hills Power

g entered into ag_agreer_n'ent to issue $85 million of 30, year First Mgrtgag_e Bonds.

9 with a coupon rate of 4.43.” Additionally, Mr. Kollen failed to Tecognize that-the
I0 - .- . Company provided:the-actual cost-of debt.jn a:supplemental résponse to. SDPUG- ...—.x ...
11 Request No. 2-57 on October 13, 2014,

12 Q. DOESTHIS CONCLUDE YOUR TESTIMONY?

13 A:  Yes,itdoes.

24
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L  INTRODUCTION AND QUALIFICATIONS

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Laura A. Patterson and my business address is 625 9th Street (4th
Floor), Rapid City, South Dakota 57701.

BY. WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am émployed by Black Hills Service Company, (“Service Company™), a wholly-
owned subsidiary of Black Hills Corporation (“BHC™), as the Director of
Comipensation, Benefits and Human Resources Information Systems (“HRIS”). In-

my posifion, I am responsible for partnering with business lédders to design rid

- “éxécute’ compensation .and benefits strategies, and plans. I also provide. inpit . |

related to strategic planning, implementation, arid administration: of compensation

and benefits programs,. executive plans, equity programs, non-qualified plans. and

othef initiatives. My respbﬁsibilitie:s alsb cover employees workirg for Black Hills

Power, Inc. (“Black Hills Power” or the “Company”).

PLEASE BRIEFLY SUMMARIZE YOUR ACADEMIC AND

PROFES'SI'QNAIJBAQK,GROUND‘Z'

I havé more than 23 yedrs of experience in compensation and bgnetits, with
iésponsibilities including the development; management, administration and
regulatory compliance of such plans. I began my current position as Director of
Compensation, Benefits and HRIS for BHC in April 2009. Prior to this position, I
spent 6 years as Director of Compensation, Benefits and HRIS and 2 years as

Employee Benefits Manager, for PNM Resources, Inc. (PNMR), where I was

1
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responsible for managing and administrating all compensation and benefit
programs- for PNMR, ‘its subsidiaries and for its joint venture business with
Cascade Investments, Optim Energy. Prior to working for PNMR, I was employed
as a Tax Manager and Human Cagital Consultant for four years at Arthur
Ancicrsen, a global tax and consulting firm. In -this position, I worked with
organizations to identify, analyze and apply regulatory rules that govern structure,

compliance, and administration of -cmployce ‘benefit plans. Prier to Arthur

-Andersen, [ was employed as a Trust Officer at Mercantile Trust Company from

15_?95.'!:0 1999 with responsibilities for managing, and administration of profit
sharing, 401(k), and pension purchase retirement plans sponsored by a wide range
of clients. I have a Bachelor -of Business Adminisiration degree from the

University of Iowa,

HAVE YOU PROVIDED TESTIMONY IN REGULATORY

PROCEEDINGS PRIOR TO THIS CASE?

Yes. I have previpusly festified in New Mexico PRC Case No. 06-00210-UT, a
gas rate case, i New Mexico PRC Case No. 07-00077-UT; an electric rate case, in
Texas PUC Case Docket No. 36025, dn eletric rate case, in Nebraska PUC Case
Docket No- NG-0061, a gas rate-case, and in Tolorado PUC Case Docket No. 11~

AL-382E, an electric rate case. I have also submitted testimony in Black Hills

~ Power’s last rate application with the South Dakota PUC, Docket No. EL 12-061.

Finally, I testified on behalf of Cheyenne Light before. the Commission in

Cheyenne Light’s 2009 and 2011 electric and natural gas rate proceedings.

2
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DESCRIBE YOUR PROFESSIONAL ASSOCIATIONS.

I served on the Corporate Board of Directors of the International Foundation of
Employee Benefit Plans and currently serve on the Employee Benefits Committée
for the U.S. Chamber of Commerce. I am also a Certified Retirement Services
Professional.

ON WHOSE BEHALF ARE YOU TESTIFYING?

Black Hills Power.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

I describe and support the general compensation program for BHC employees,
and particularly, the émployees :of Black Hills, Power, including the varjable
compensation program and the equity compensation program. I cxplain why
these ptograrns and their dssociated cosfs are’ réasonable and necessary to attract,
motivate and. retain well qualified and competent employees-to Support utility
operations. Black Hills Power employees, both non-unfor and union, participate
in the compensation and benefit plans sponsered by BHC.

I.also describe and support the gereral henefits programs and-policies far BHC
employees, particularly the employees of Black Hills Power, including the health,
welfare and retirement benefits, and explain why those programs and their
associated costs are rcasonai:le and necessary.

My testimony specifically supports employee compensation related adjustments,
including base salary, variable compensation, equity compensation, retiree
healthcare, pension plan, pooled medical, and 401(k) plan, that are part of the

3
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overall benefits adjustment. Finally, my testimony will explain the adjustments

related to personnel due to the suspension of operations at certain facilities.

I, COMPENSATION.PHILOSOPHY AND PROGRAMS
WHAT IS BHC’S GENERAL COMPENSATION PHILOSQPHY?
BHC’s long-term success depends on operational excellence, providing ;eliablz;-
products and services. to our customers, and inyesting wisely :to ensure present
and future strength. BHC's strengthi allows us to invest in our utility infrastructure
and systeras to: improve the safe,.reljable 4nd affordable service our customers-

and communities depend od. To ¢onsisténtly achieve these outcomes, BHC must

.. aftract, motivate and refain employees to achieve appropriate businéss results. For

these regsons, BHC promotes a’ compensation program that supports the overall

operafional excellence: and customer service. objécfives, based on principles

desigred to:

. attract, thotivate;, rétain and encourage. the development of highly qualified:
employees;

. piovide compensation ti:aj: is competitive;

. promote the relationship between pay and performance;

. ptomote. overall performance that is linked to our customers and
shareholders; and
. recognize and reward individual performance appropriately.
4
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All compensation programs are designed to be stfategically aligried, extemnally

competitive, internally equitablc, personally motivating, cost effective and legally”

compliant.

PLEASE DESCRIBE BHC’S COMPENSATION PROGRAMS.

There are two.primary: components to the compensation program — Base Salary

anid Variable Pay programs.

Base Salary: Base salary represents the fixed portion of an employee’s total
cash compensation opportunity. Base salary compensation is determined by

the market value of the job, the experience lével of the employee, arid

-specific _performance . standards and ctompetencies; _Base  salaries are_. .

reviewed on an annual basis and merit salary ificreases are.based on
individual performance and contributions. Base rates of pay for Black Hills
Power’s union efmployges are established under the ferms of the collective
bargaining agreement with the Internafional Brotherhood of Blectrical
Workers (“IBEW") Locul 1250:

Variable Pay: Variable Pay is pay that is “at risk” and is-not fixed.or
guaranteed. Varizble Pay is only. edrned dnd awarded “based od
achievements against specific performance-based goals. All BHC
employees (non-union and union) participate in the Annual Incentive Plan

(AIP) which is described in detail later in'this testimony-.
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PLEASE EXPLAIN BHCS PHILOSOPHY ON BASE PAY
COMPENSATION.

Base pay is intended to reflect the median of the market for similar positions in
similar companies. Overall, our goal-is to target direct compensation (base salary
and variable pay / annual incentives) at the median of the appropriate market when
our operating results approximate average in relation to our peers.

There are twenty-three {23) pay grades which are used for all non-executive, non-
union jobs. Each gré‘de has a minimum, midpoint, and & maximum pay level. This
means that the pay ranges within the grades are ‘¢ompefitive with what other
companies pay for similar Positions. All jobs are compared to the market, where
data exists, and: placed in the grade where the midpoint of the range is closest to
the average ma;.'léct rate for that __jéb. In 2009, Towers Watson conducted ‘an
independent market- review- of the BHC’s ‘positions @nd benchmarked each
position. Each position was placed in. the appropriate salary grade, reflecting the
market median values. Subsequent to the Towers Watson study,-the BHC Human
Resources Compensation Départieént periodically reviews each position in the
company and compares it to credible  market survéy data to ensure that current
compensation remains within the competitive range.

Market rates are determined by utilizing compensation survey data where
companies report actual compensatiod paid to employees by position. The survey
most widely used by BHC is from Towers Watson, as they are recognized

nationally as the leader in the energy services / utility market place.

6
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B{ ADDITION TO THE TOWERS SURVEY, AKE THERE ANY OTHER
SURVEYS THAT BHC UTILIZES TO ENSURE THAT ITS OVERALL
COMPENSATICN IS COMPETITIVE IN COMPARISON WITH OTHER
COMPANIES?

Yes. BHC also utilizes surveys conducted by Aon Hewitt, Mercer, the Edison
Electric. Institute (EEI), EC], the EAPDIS LLC, Ed Powell, and other surveys,
including several specific to wages by state. The surveys provide compensation
and other dats for each position by company. size, revenue, and number -of
employees so that BHC can msitch each of its positions fo positions in the market
that-are most similar in duties and most similar for the company size/revenue. '
HOW DO THE COMPANY’S COMPENSATION STRATEGIES
COMPARE TO THE CURRENT MARKET?

The BHG Cotnpensation Department, reviews. the' pay structure annually to see
how the structure and pay practices reflect the market.-As of October 21; 2013, the
average base pay for non-union emptloyees. of Black Hills Power was 95% of the
market median; igdicaﬁng’ Black Hills Power .employees’ base pay rates were
lower than the market median. Compensation is considered to be competitive fo
the market at a range of 95% to 105% of the market median, so compensation for
Black Hills Power is at the lower end of this range.

DOES BHC HAVE A VARIABLE COMPENSATION. .COMPONENT OF
YTS TOTAL, COMPENSATION PHILOSOPHY?

Yes. The Black Hills Corporation Annual Incentive Plan (the "AIP" or the "Plan™)

7
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is designed to motivate and reward employees for achieving and cxoccding goals
that benefit our customers and our shareholders. The AIP is designed to reward
eligible employees, including both non-union and-union employees of Black Hills
Power,. who contribute to the success of the BHC and/or their assigned Business
Unit; -reward employees who contribute to- the quality of service provided to
cus_t.or_ncrs ‘including, but not limited to, the provision of safe, reliable and
affordable service; motivate work performance and behavior that supports the
‘Corporation's financial and non-financial -goals and increase ihé eimployee's
understanding of the Corporation's business objectives and pcrformancc;.

L . COMPANY ANNUAL INCENTIVE PLAN

PLEASE DESCRIBE BHC’S ANNUAL INCENTIVE PLAN.

The purpose.of BHC'S AIP is'to promtte BHC's pay for performmnce philosophy,
to provide competitive incéntive opportunitiés that are- consistent with other
companies in the industry, and to fotus employees on importagt: performance
objectives. The AIP is an important component of the total pay package necessary
to ensure BHC. is competitive. with market practices for employees. In addition,

thé AIP directly links pay with performance, and théfefore total compensation

-expense varies with BHC’s performance on measures importast to tlié¢-customers,

and provides a tool to align employees’ interests with customer and community

interests.
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WHO IS ELIGIBLE TO PARTICIPATE IN THE AfP?

All regular full-time and part-time employees, both union and non-union, who are
hired and working by October 1 of the plan year are eligible to participate in the
Plan for that plan year. Part-time employees who work a minimum of 20 hours
per week are eligible for a pro-rata award based on their actual wages for hours
worked. Pro-rata awards for the number of months actively employed at each
eligibility level during the plan year will also be paid to Participants who are hired,
promoted, retire or have other job cﬁangm during the year.

WHAT PERFORMANCE GOALS ARE MEASURED. UNDER THE AIP?

An. e__ligigle én.lg_i?zrec can. earn an igcegtiv::ﬂawa;gl based: on that employee’s

performance toward goals designed to achieve business unit opetational

performance fargets. Theé components:of the incentive award for the test year were
as follows:

e An émployee could qualify for up to 50% of the maximum possible award
for ‘goals tied to customer satisfaction, icost control, safety, reliability,
operations e_fﬁciéncy, expense reductions and other-operational measures;

o An. employeg could qualify for-up to. 25% of the maximum possible award
for the achievemient of direct husinéss unif operating income goals,
including initiatives on cost confrol, continnous improvement and
improvements in operations efficiencies; and

° An employee could qualify for up to 25% of the maximum possible award

if BHC realizes established earnings per share (“EPS”) targets.
g
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Each goal is measured independently. Goal performance that meets or exceeds the
threshold level will be used to calculate the incentive award. Achievement of
financial results is not a condition to award incentive for achievement of other
goals. An employee.can eamn from 0 to. 1.50 times the target percentage incentive
based on achievement against each of the AIP goals. Performance below
threshold results in 3 zero payout for the associated goal. Achievement of a goal’s
“target™ performance results in a payout of 100% of the payment relative- to that
godl. There is also 4 Maximum payout, which ideans that if performance exce;dé:
target, no more than 1.50 times the target payment will be made relative to that

go_al_._. Gaaases s = E o s . -

HOW DOES THE ATIP PROVIDE VALUE TO CUSTOMERS?

The AIP provides direct and indirect value to customess in a number of different
ways. For example; AIP goals are aligned with BHC's high-level objectives and
strategic framework. Business unit goals-are primarily designed to improve the

performance of utility operations by focusing on. improvements to. operational

excellence, safety, reliabifity, and eustomer satisfaction. Examples of Black Hills-

Power’s business unit goals include:

. Continuous improvement in results from custome? satisfaction surveys.

These results are measured each quarter.

. Service reliability metrics.
. Increase in number of completed service orders per day.
. Reduction in labor cost per service order.

10
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. Reductions in O&M expense resulling from Continuous (Process)

Improvement projects.
. Reduction in number of lost tiine accidents, preventable, vehicle accidents,
and OSHA recordable accidents.
BHC must maintain a skilled and motivated workforce in arder to provide safe,
reliable and affordable service and products. To do so, it is important to pay our
employees at rates -competitive to rates paid. by similar utilities and other
companies with, whicli we compete for employees. Because. the. actual basé

salaries for: Black Hills Power’s employees fali somewhat below the market

median [evels, total compensation would be significantly less competitive without

the inceritive plan component. An employee’s fotal cash eamings potential (base

salary plus AIP incentive award) depends on hoth edmpetitive. base salary and on a

competitivé AIP incentive compensation opportunity awarded for the. achievement

of Ia;y operating and strafegic goals.

HOW WOULD AVERAGE BASE SALARIES BE AFFECTED IF AP

INCENTIVES WERE ELIMINATED?

If BHC did nqt offer employees the pf:poxjmpity ‘to earn AIP jncentive
compensation, BHC would need to- make-up the difference by increasing: base
salaries in at least an equivalent amount, which would result in higher-fixed costs
for salaries and benefits. An alternative to variable compensation would be for
BHC to raise all employees base pay to reflect the median variable compensation

earnings provided by other utilities. While this would provide a competitive total

11
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comperisation rate that is “fixed and mea_sprablcf’, 'i;t would de-link those costs with
customer Pcrformance measures and increase overall costs as many of our benefits
are also tied to base pay rafes.

DO YOU BELIEVE THAT THE AIP IS AN IMPORTANT ELEMENT OF
EMPLOYEE RETENTION?

Yes. 1f BHC were to eliminate its variable pay program and did not replace that
oompe,nsation_ with base pay, employees would be much less likely to stay with
BHC because their total compensation would significantly lag what othér utilities
were paying for the same. positions. ‘Coupling this risk with the loss of experience
that Black Hills Power will realize over the next eight years due. to retirements,
results in a significant and immediate business risk._

ONE OF. TBE INCENTIVE GOALS UNDER THE AIP RELATES TO THE
COMPANY'S OPERATING INCOME OR EARNINGS PER SHARE
(“EPS”) PERFORMANCE.. DO .CUSTOMERS BENEFIF FROM
COMPANY EPS PERFORMANCE IN LINE WITH INCENTIVE PLAN
TARGETS?

Yes: ‘Eamings Per Share iS an easily: récognized benchmark for successful and
productive companies that are meeting their customers™ needs. They provide
company-wide objectivé- measures of performance ﬁt cannot reasonably be
separated from customer. interest Both shareholders and customers benefit from
strong EPS performance - - they are not mutually exclusive. Two primary drivers
of EPS are expense management and debt costs. Customers benefit from receiving

12
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servige from a company that is able to cffectively manage its costs. When the
Company is managing its costs, rate cases are less frequent. When a rate case is
required, the requested increase is less than would otherwise be required.

DO INDIVIDUAL EMPLOYEES CONTRIBUTE TO THE COMPANY’S
EPS PERFORMANCE?

Yes. Eachi employee primarily contributes to the financial success of the Company
through the prudent actions he. or she takes to confrol costs, work efficiently, and
drive operational excellence. By setting an EPS target, and monitoring company
performance against the target tliroughout the year, employees receive immediate
fwdback‘mgardmg: performance. 'Pro{(iding incentive compensation related to

meeting financial performance drives employees to cost-conscious behavior that is

‘beneficial to customers,

HOW ELSE PO CUSTOMERS BENEFIT FROM A STRONG EPS

RECORD?
As desctibed int the Direct Testirnony of Brian G: Iverson, Black Hills Power must

.maintain financial. integrity 16 access capital at reasonable costs. A sfrong

financial- position provides the financial flexibility necessary to méet the-origoing
dsmand for utility services. Credit ratings agencies compare quantitafive
measures of & company’s financial performance, including EPS, to determine 2
company’s credit ratings. These ratings have a direct impact on the cost of
Company’s debt, both for acquiring debt and refinancing higher cost debt, which
directly impact customer rates. Through strong EPS performance, the Company is

13
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able to.maintair\ or even improve its credit ratings, resulting in a lowef cost of debt
for customers. Because Company eamnings are such an important consideration in
rating agency evaluations of the Company, it is critical that employees receive
incentives to maintain strong financial performance, which ultimately results in

lower costs for custorners.

Iv.  COMPANY LONG-TERM INCENTIVE PROGRAM

PLEASE DESCRIBE BHC’S LONG-TERM INCENTIVE-PROGRAM.
The Company provides a long-term incentive program on a limited basis to key

employees who are responsible for various aspects. of management and business.

_ results. These long-term incentives include restricted stock and performance share

awards. Restricted stock is granted to key employees and vests ratably over a 3-

year period. The purpose of the 3-year vesting period for both the restricted stock

and the performance shares is to get retention’of key employees.

Performance shares, if any, are based on achievement against established ciiteria

measured over a 3-year period and ‘are made af the conclusion of that 3-year

period. The perforinance share- component measures relative performiance of
BHC against other utilities - - it is about operational performance and metiics.

BHC focuses on fop quartile,p.crforma:me in all areas and performs at this level on
a sustained basis. This operational excellence is recognized by the market and
using performance measures to compare BHC to its peers provides focus for key
employees in these areas. This operational excellence also results in lower costs to
customers in very direct ways. For example, BHC's confinued high performance

14
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Q.

for power plant availability is recognized by the market with higher stock
performance, but impacts the customers directly through lower cost of service,
high reliability, and high customer satisfaction.

Both forms of equity grants under the long-term incentive program are intended to
provide participants with incentives for excellent peiforrhance, to promote
teamwork and to motivate, retain and atiract the services of Parﬁc_ipants who make

significant contributions to the success of the company and its operational goals,

Ve ANDUSTRY _COMPENS?&TION COMPARISONS;

DO OTHER COMPANIES IN -THE UTILITY INDUSTRY USE

COMPARABLE VARIABLE AND _LONG-TERM COMPENSATION

MECHANISMS?

Yes. Other utilities do provide ihcpntiye or variablé comipensation as patt of their

compersation packages, as do -companies in other industries; Other utilities also

provide kéy employees with long-term iucenﬁ\.res designed fo retain these key

-emplayees- and to metivate: them to achievé- operational and strategic goals.

Without similar. asinyal and lorg-term plans, BHC's total compensation package
would not be competitive- with other utilities and BHC wdul‘d be at risk for
retention of its key employees.

ARE YOU AWARE OF ANY STUDIES THAT SUPPORT THIS
CONCLUSION?

Yes. Aon Hewitt Associates, an international business consulting firm that
specializes in compensation issues, conducted a survey of broad-based variable

15
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pay plans in 2013 titled “Variable Compensation-Measurement (VCM) Report —

U.S. Edition,” which includeés 125 companies, including 25 eneigy / utility

companies. Results from the survey indicate the following:

o

90% of participating companies offered at least one broad-based variable
compensation plan covering 99% of total U.S. employees, an inérease from
89% in 2007 and from 80% 'in 2002 as companies contimie fo turn to
variable pay as a means -to attract, retain :and award :petformance. All
energy / utilify comipanies offer at feast ofie broad-based variable’inceritive.
plan and all cover 100% of their employees.

74% of the participating companigs in the survey have an apnual incentive
program witha pia.n design similar.to BHC's ATP; where awards are based
on the. combined achievement -of Cofpany financial and business umit
operating performance.

88% of the participafing companies reported thé.benefits realized from their
variable pay plan-and the improved business results outweighed the cost.
Notable outcomes reported by eompanies with a variable pay plan similar
to thie ATP iniclude feduced costs, increased productivity, intréased quality,

increased customer satisfaction, and increased employee morale.,

Other surveys published in 2012-2013 include:

o

Mercer: 93% of employers provide short-term incentive or variable pay

plans, an increase from 78% iri 2004,

16
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o World at Work: 84% of employers provide short-term incéntive or variable
pay plans, an increase from. 77% in 2004.. Of those providing a short-term
incentive plan, 98% of hourly employees (average payout was-5%) and
100% of salaried employees. (average payout was 12%) are eligible under
the plan.

° Buck Consulting: 87% éf utilities in the survey provide. a short-term
incentive plan'to all employees.

o Kenexa: 88.5% of energy and’ utility companies in the survey provide a
short-term incentive plen to all eniployees.

HOW DOES BHC MAKE IMPROVEMENTS TO ITS AIP?Y

Through its annual strategic atid operational planning process, BHG routinely

* evaluates the effectiveness of the plan in meéeting its goals. These goals are

modified and. conﬁnuail);‘rcﬁned to drive tontinued cperational. excellence and
performance improvements. BHC also continuously -evaluates the AIP -design to
ensure that it remains competitive and comparable to other utilities.

¥ COMPANY RECOVEEY OF EMPLOYEE,

. COMPENSATION EXPENSES

SHOULD THE COMPENSATION MERIT INCREASE BE APPROVED?

Yes. Recovering the actual amount of employee compensation expense is
necessary to attract and retain the high quality of employees that are needed to
serve the customers of Black Hills Power. Undeér existing economic-conditions,

independent surveys reflected that more than 97% of US-based companies will
12
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award merit pay increases during 2014, with an average budget of 3% to 4%.
Non-union eniployee pay changes are effcp'tive each March, with the most recent
increase efféctive March 4, 2013 and the next scheduled merit increase to be
effective March 3, 2014. The company has a' non-union merit increase budgét for
2014 of 3.50%. The union salary increases for the period April 1, 2013 through
Mérch 30, 2014 range from 3.0% to 3.5% by position and the wage increase will
be 3.25% effective April 1, 2014. Increases in employee compeﬂsafion{are kriown
and measurable, and these increases in employee compensation are supported by

extensive.reviews of competitive market data.

Withiout merit increases, BHC would further iag the median pay for these.

positions,. significantly increasing retention and performance risk, and the

company will incur higher costs for tumover and related issues. A summary of

independent surve;ys regarding merit pay follows:

. Mercer: The survey of 634 employers reflects that energy and utifity
employers plan. to- provide merit increases to' employees in 2014, with an
average budgeted increase ranging from 3.0% o 4.0%:

o Aon Hewitt; The: 2013-2014.survey of 1,095 empldyers reflects planned
2014 merit increases, with an average- budget of 3.1%. The energy and
utility employers in the survey reflect a merit budget average of 3.7%.

o Towers Watson: The 2013-2014-survey of 633 employers reflects plagned
2014 merit incréases, with an average budget of 3.1%. This survey does

not reflect utility specific information.

18
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o World at Work: The 2013-2014 survey of 1,834 employers reflects a 3.1%
merit increasé budget average for 2014 across all industries. The average
merit increase budgets for energy and utility companies average up to

4.1%.
Simply put, the merit increases and the union wage increases will be incurred, and
the overal] compensation to Black Hills Power employees is fair and competitive
as tested against prevailfing market comparisons.
SHOULD THE COMPENSATION INCREASE BE APPROVED FOR

UNION EMPLOYEES?

' Recovering the actual amount of émployee compensation expense is necessary —

as described above — to aftract and retain the high quality of employees that are
nectied ta servé the customers of Black Hil'ls.Pov'vcr. ’

The ratified contiact between Black Hills Power and the JBEW Local 1250 Local
Bargdining Unit requires an increase jn.union employee compensation of 3.0% to

3.5% depeading on job classification effective April 1, 2013; and an increase of

'325% effectivé April 1, 2014. Black Hills Power’s ugion empioyees also

participate. in the ATP-under the tefms of the contract. Accordingly, the April 1,
2014 rate inéresse of 3.25% and AIP compensation .for umion employees is
representative of the amount that Black Hills Power will be obligated to pay while
its rates will be in effest. Black Hills Power’s nnion, employee compensation
adjustment qualifies as a known and measursble change over the four-year

contract.
19
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VIL COMPANY BENEFITS AND PERIODIC-REVIEW,

PLEASE DESCRIBE THE BENEFIT PLANS THAT BHC PROVIDES TO
ITS BLACK HILLS. POWER EMPLOYEES?

BHC offers a combination of company-provided and volunfary’ benefits.
Empldyees dre enrolled in ceértain ompany-provided bcrieﬁt‘s"\ autc;m'atically and
BHC pays the costs (for example, short-term and long-term disability benefits).
Employee;s choose. whether or not to parﬁcip:ate in the voluntary benefits and they
pay a portion or:all of the costs: These compahy—pmvided and voluntary benefit

programs consist of: (1) medical, dental and vision plans, (2) flexible spending

. accounts; (3) life insurance and accidental death and: dismemberment insurance,

(4) paid time off, (5) retirement, and (6), other benefits including educational

assistance, holidays and othet time away frori-work, business tiavel accident

insurance; rewards & recognition and wellness prograrms.

WHAT BENCHMARKING HAS BEEN CONDUCTED TO EVALUATE

COST/PERFORMANCE LEVELS?

BHC solitits a number of independent reviews from external organizations and
consulting firms uch as Tovwers Watson, Aon Hewitt, Mercér, ete. These-reviews

cover a wide range of compensation and benefit program designs a;ad costs
in¢luding compensation and benefit pr;;grams, HR function "admiristrative
expenses, and market data for positions. BHC compares its benefit programs, and
costs with companies from the utility sector and-from geheral industry to ensure

the company can attract and retain employees with the necessary skills. BHC

20
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utilizes multiple nationally recognized ﬁiird—parpy surveys ard also conducts

customized surveys where appgopriat,e and necessary. These benchmarking

surveys allow BHC-to evaluate the competitiveness and efficiencies of its benefit

prograins and costs compared to other companiés in the market. If a program does

not meet performance, cost-or efficiency cxpectati_ons,. it is J;ev_ic_:u_rgdi to determine

the root cause and the options or alternativés available. BHC closely monitors

market practices and benchmark data for costs to maintain competitive and cost

effective programs.

WHAT TYPE OF QVERSIGHT IS IN PLACE TO ENSURE THAT BHC'S.
COMPENSATION AND BENEFIT PROGRAMS: ARE THOSE THAT ARE

MOST BENEFICIAL FOR: THE ‘SUPPORT OF THE OPERATING:
COWAN]ES’ UTILITY SERVICE?

The BHC Human Resourcés Department, in partoership-with the bsixiess unit
leaders and cotnpany management, ‘develop annual budgets and long-range plans
(5 years), includidg compensation;. benefit and othier programs suppoiting the
business’ goals amd objectives. HR. and key -operating persornel mariage these
budgets and review all programs for effectiveness, cost and any proposed
modificafions. All costs are modeled- to determine impacts fo cost dnd are
benchmarked against the market parameters to ensure competitiveness, cost

effectiveness, and reasonableness.
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ARE YOU AWARE OF OTHER STATE COMMISSIONS THAT HAVE
APPROVED THE EMPLOYEE COMPENSATION AND BENEFIT
STRUCTURE PROPOSED IN THIS PROCEEDING?

Yes. Through rate case settlements and contested proceedings, commissions in
Nebraska, lowa, Wyoming @nd Colorado in both gas and elécttic rate cases have
approved this employee compensation and benefit structure. BHC places emphasis
on maintaining a common employee compensation structure and program. The
same is true. for its proposal related to its employess living in or supporting our
Black Hills Power customers:

VII. ADJUSTMENTS DUE TO SUSPENSION OF

Gt T e st
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HAS BLACK HILLS POWER SUSPENDED OPERATIONS AT ANY OF -

I'FS EACTLITIES?

shutdown. Black Hills Power has-suspended eperations at its Neil Simpson I
facility. As indicated in the testimony of both Vance Grocker and Mark Lux, these,
three facilifies will be decommissioned as a result-df the EPA’S National Emission

Standards for Hazardous  Air Pollutants for Area Sourges: Industrial, Comercial

and Institutional Boilers.

CERTAIN OPERATIONS.

BHP-A-86
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_assigning part of their “fime:to the common -Neil Simpson compléx facilities:

WHAT ADJUSTMENTS WERE MADE RELATED TO PERSONNEL DUE
TO THE SUSPENSION OF OPERATIONS AT THESE FACILITIES?
Adjustments have not been madé for the employees that were employed at Osage
and Ben French when those facilities were placed into economic shuidown, The
affected employees retired, fook alternate positioris with thé Company, or left the
Company. Black Hills Power has had a labor reduction due to the suspension of
operations at Neil Simpson I. However, these employees were retained by Black
Hills Power as part of ifs strategic workforce planning.

More spegifically -the Neil Simpson, I employees have been retained and are

These empiqy_',ees also direct charge other specific units, such as Cheyenne Light.

and Black Hills. Wyéniing, and common Facilities for work performed at those

facilities. Retention of these critical skills is necessary fo-ensure the ‘continued

provision of safe, reliable and cost-effective.service to customers. -
DOES THIS:CONCLUDE YOUR-TESTIMONY?

Yes.
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Q.

INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.
My name is Cl_lristopher J. Kilpatrick. My business address is 625 Ninth Street,
P.Q. Box 1400; Rapid City, South Dakota 57701.
BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?
I am currently employed by Black Hills Utility Holdings, Inc. (“Utility
Holdings™), a wholly-ewned subsidiary of Black Hills 'Corpomtiop (“BHC”), as
the Direétor of Regulatory.
ON WHOSE BEBALF ARE YQU APPEARING ON IN THIS
APPLICATION? . . .. : -
1 am testifying on behalf of Black Hills Power, Inc., (“Black Hills Power™ or the
“Coinpariy™), |
DID YOU FILE DIRECT TESTIMONY IN THIS DOCKET?
Yes.

J.  PURPOSE OF REBUTTAL TESTIMONY,

WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY?:

The pugposé of my.rebutial testimony is to explain and support the portion of the
Settlement Stipulation (“Seftlement Agreement”), reached between Black Hifls-
Power and the South Dakota Public Utilities Comimission Staff (“Staff’), that
pertains to corporate allocations. I also explain why the positions advanced by

Black Hills Industrial Intervenors’ (“BHII”) witnéss Mr. Lane Kollen on this

subject are not appropriate.
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related to the support of all utility customers. Based on the total call volume and
total call minutes, it was determided that the cost driver for these costs is the
number of customers. Therefore, the costs should be allocated bésed upon the
Customer Count Ratio. This change in allocation is annualized in the Settlement
Agreement,,

MR. KOLLEN PROPOSED AS'AN ALTERNATIVE TO THE SETTLED
TREATMENT OF THIS- ADJUSTMENT THAT THE COMPANY ONLY
BE PERMITTED TO RECOVER THE COSTS INCURRED DURING THE

HISTORIC TEST YEAR WITH NO ADJUSTMENT: DO YOU AGREE

WITH MR. KOLLEN’S PROPOSED ADJUSTMENT TO UTILITY

HOLDINGS COSTS?

No. Mr. Kollen®s proposed adjustment is flawed, because the October' 2012
through September 2013 itility Holdings costs do not reflect current operations
costs or.any known and measurable increases that have occurred since the end of

the test year.
IN HIS TESTIMONY, MR. KOLLEN IS CRITICAL, :OF THE

INFORMATION THE COMPANY SUPPLIED TO SUPPORT .

CORPORATE ALLOCATIONS. DID THE COMPANY PROVIDE
EVIDENCE OF KNOWN AND MEASURABLE CHANGES?

Yes. The Company provided a description of some of the major cost drivers in the
Utility Holdings budgeted increase in the Supplemental Response to BHII Request

6. In the Supplemental Response to SDPUC Request 3-96 provided on October
4
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22, 2014, the Company 4dlso provided the. actual costs from September 2013
through August 2014 with sup,goﬁihg- work papers.

HAVE THE EMAILS REFERENCED IN MR. KOLLEN‘S§: DIRECT
TESTIMONY ON PAGE 39, .LINES 6 — 9, BEEN PRODUCED: IN
DISCOVERY?

Yes, the Company: providéd the email responses to Staff’s informial discovery and
the. associated attachments in the Second Supplemental -Response to SDPUC
Request 3-96, on January 5, 2015. The emails contained the ménthly Utility

Holdings charges by FERC account from the general ledger for Septernber 2013

through August 2014, a revised calculation of the customer fecords and collection,

expense allocation annualization, and the supporting work paper for ‘the- labar
apnpalization, Notably, the inforiation reflected n the eémiails is “virmally
idg:nﬁca_l_ to the information that was produced in October 2014 in the
Supplemental Kesponse to SDPUC Request 3-96.

WAS MR. KOLLEN ALSQO CRITICAL OF SOME -OF THE: COST
INCREASES THAT ARE REFLECTED IN THE SETTLEMENT
ADJUSTMENT?

Yes, he was critical of the cost increases to FERC Account 920, administrative
salaries, and t6 FERC account 923, outside services.

PLEASE EXPLAIN THE COST DRIVERS THAT INCREASED THE
UTILITY HOLDING CHARGES TO FERC ACCOUNT 929;

ADMINISTRATIVE SALARIES, FROM THE TEST YEAR.
S
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L.  INTRODUCTION,

PLEASE STATE YOUR-NAME AND BUSINESS-ADDRESS.

Kyleé D. White, 625 Ninth Street, P.O. Box 1400, Rapid City, South Dakota.

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am currently employed by Black Hills Service Company_(“Seryicq Company”), a
wholly-owned subsidiary of Black Hills Corporation (;“B'HC”), as Vice President
of Regulatory Affairs. My areas of responsibility include regulatory affairs for the
regulated utility subsidiaries of BHC..

FOR WHOM AREYOU TESTIFYING ON BEHALF OF TODAY?

I dm testifying ofr behalf of Black Hills Power, Inc. (“Black Hills Power” or

“Company”)

DID YOU PROVIDE DIRECT TESTIMONY IN THIS DOCKET?

Yes.

I PURPOSEOF REBUTTALTESTIMONY.
WHAT IS THE PURPOSE OF YOUR REBP’I‘TAL TESTINIONY?

The purpose of my r;:buttal testimony is {6 support thé- Settlement -Stipulation
(“Settlement, Agreement™), reached ‘between- Black Hills Power and the Southr
Dakota Public Utilities Comphission Staff (“Staff"): I specifically address; (1) the
status of settlement; (2) the FutureTrack Woikforce Development program; (3)

incentive compensation; and (4) class cost of sérvice. 1 also. explain why the

positions taken by the opposing parties on these-topics are unpersuasive. Lastly, [
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reasonable and documented expenses that exceed the approved Future Track
regulatory account will be brought before the Commission for reimbursement.”

V. INCENTIVE COMPENSATION

HAVE ANY OF THE PARTIES.TO THIS RATE CASE DEMONSTRATED

THAT INCENTIVE COMPENSATION IS AN “IMPRUDENT” EXPENSE

FOR INCLUSION IN BLACK HILLS POWER'S REVENUE

REQUIREMENT?

No, the BHII’s have only alleged through Mr. Kollen'’s testimony that fot.

subjective reasons the Commission should reject board and fnanagement decisions

regarding the required compensation prachces ne'eded'to' ,stgff the organization and

'n;‘xeet the lei-gatiéii 0 mServé. No evidence was preseated that -the total

compensation paid to employees was Jimprident or unreasonable based upon What

the market pays employees for sitilar positions.

IS. T CUMMISSION PRECEDENT TO DENY RECOVERY. OF

INCENTIVE COMPENSATION EXPENSE TIED TO OPERATING AND:
FINANCIAL PERFORMANCE; AS MR. KOLLEN STATES ON PAGE 35
OF HIS TESTIMONY?

Although I am not aware éf a specific- Commiission decision regarding the
inclusion of incentive compensation for determining a utility’s reverive
réquiremient, I do know that the Commission has approved rate case settlemedts
where the revénue requirement included expenses for employee incentive
compensation. In fact, some of Mr. Kollen’s clients in this docket have been

8
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parties to prior settlements approved by the Commission that included ‘Incentive

compensation éxpense within the revenue requirement.

MR. KOLLEN STATES ONE OF THE REASONS TO DENY RECOVERY

OF INCENTIVE COMPENSATION EXPENSE IS THAT, “THE

COMPANY’S FINANCIAL PERFORMANCE IS A DIRECT FUNCTION

OF THE REVENUES RECOVERED FROM CUSTOMERS, INCLUDING -
THE RATE INCREASES THAT ARE AUTHORIZED BY THE

COMMISSION.® DO YOU SHARE THIS VIEW?

Revenues are an importsnt compenent of the financial performance of all

buosinesses: What Mr. Kollen has failed to acknowledge is that & company’s ability

to-serve-customers and meet customer demands is also a direct ﬁmctron of the

revenues-recovered: from tustomers. If revénues- aré ifiadequate fo support the

deeds of the busi.ﬁess, then changes to the business must pccur or customer and of
owner expectations will not be met. He- also. fails to acknowledge that the
financial performance of any company is also a direct function of how well the
company controls costs and expenses. Effetfive cost controls in'a business where
revenug. levels are regulated is a critical aspect of avoiding even higher tate

requests in the fiiture.

ON PAGE 36 OF MR. KOLLEN’S TESTIMONY HE STATES, “THERE IS.

AN INHERENT CONFLICT BETWEEN LOWER RATES AND GREATER

FINANCIAL PERFORMANCE.” DO YOU AGREE?
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No. Financial performance is not solely the result of réte increases. Financial
performance (profitability) for a utility is primarily influenced by the level of its
expenses. Profitability can be enhanced through- efficiency and lowering of costs,
increasing sales or increasing prices.

ANOTHER POINT MR. KOLLEN MAKES IS THAT; “THE REVENUE
REQUIREMENT SHOULD NOT EMBED RECOVERY OF AN EXPENSE

THAT IS'BASED ON PEREORMANCE” BECAUSE;, “IF THE COMPANY

IS ENSURED RECOVERY OF THE EXPENSE FROM CUSTOMERS,

TBEN THERE IS NO PERFORMANCE THAT IS AT -RISK OR THAT
MUST BE ACHIEVED IN ORDER TO RECOVER THAT 'EXPENSE.” Do
YOU AGREE?

No, I do not, The Compariy’s incentive compensation practices are designed T
incent and reward employess for achieving planned operating and Tinancial
results. The practices are designed fo encourage employee. initiative. and: other
behaviors that will result in 2. sustainable and successful company. There are
numeious benefits for customers. when a company’s employecs receive incentive
income to achieve these results.

MR. KOLLEN TELLS THE -COMMISSION IT “SHOULD NOT

INCENTIVIZE THE COMPANY TO SEEK GREATER RATE

" INCREASES AND ACT AGAINST THEIR CUSTOMERS' INTERESTS.”

DO YOU BELIEVE THAT FUTURE SOUTH DAKOTA REGULATORS

WOULD FAILL TO SET JUST AND REASONABLE RATES IF THE

10
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COMMISSION APPROVED A SETTLEMENT THAT INCLUDES
EXPENSES FOR INCENTIVE COMPENSATION?

No. The Staff and the Commission have dcmonstrated'excqptibnal competence in
auditing and assessing Black Hills Power’s business and eosuring that rate
changes are- just and reasonable. T Mr. Kollen’s premise is that incentive
compensation leads to more frequent rate. increases, then this would have come to
be true once the Company began utilizin,;;-incenﬁve compensation practices. Black
Hills Powers rate case-history does not support this outcomeé:

MR. KOLLEN STATES ON PAGE 36 OF HIS TESTIVMONY, “THIS FORM

OF INCENTIVE COMPENSATION IS PRIMARILY DIRECTED

TOWARD ACHIEVING SHAREHOLDER GOALS NOT GUSTOMER,
GOALS.” DO YOU AGREE?

No. As explained in the direct testimony of Laura Patterson;. incentive
compensation is a component of mdst wutilities’ and corporafions® direct

compensation paid to attract and Tetain qualified employees. Our employment

locatfons are frequeritly-in. the less populated locatiops of the Country. This means '

employees coming to these locations will have few local employment options if
they choose to leave. Their-spouses will also see their employment options limited.
Historically, we could expect employces to stay and “earn™ their pension. This
retention mechanism has diminished since the Corporation froze its defined

benefit pension plan. With these factors already in play, a competitive total direct

11
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compensation. offering .is essential for meeting our obligation to ‘serve South
Dakota electric customérs.

MR. KOLLEN STATES THAT BOTH THE RESTRICTED STOCK
EXPENSE AND THE PERFORMANCE PLAN EXPENSE ARE.TIED TO
THE COMPANY’S FINANCIAL PERFORMANCE. IS THE
RESTRICTED - STOCK: EXPENSE TIED TO FINANCIAL.
PERFORMANCE?.

No; As explained in Ms. Patterson’s direct tesfimony on page 14, “restricted stock

is granted to Key empldyeées and-vests tatably over & 3-year period. The purpose. of

. the 3-yearvesting period.for both the restricted stock and the performance shares. .

is to get retention of key employees.” Once restricted stock is grantedto a-key
employee the only requirément for pay-out is the employee’s- continued
employmeént. ‘

HAS BLACK HILLS POWER BEEN GRANTED RECOVERY OF
INCENTIVE COMPENSATION.  EXPENSES 1IN  OTHER
JURISDICTIONS?

Yes, last summer the Wyoming Publie Service Commissior approvéd a seftlement
with the Office of Consumer Advocate that included 100% of the requested
incentive compensation in the revenue requirement.

DOES THE SETTLEMENT WITH STAFF INCLUDE 100% OF THE

COMPANY’S INCENTIVE COMPENSATION COSTS?

12
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No, as Mi: Kollen poiats out, »$66_6,00(5 has been removed. from expense for

determiriing thé proposed revenue requirement:

IF THE COMMISSION ACCEPTED MR. KOLLEN’S POSITION AND
REMOVED THE REMAINING INCENTIVE COMPENSATION FROM
THE UTILITY’S REVENUE REQUIREMENT, WHAT WOULD BE THE
RESULT?

I believe he has recommended, on page 35, that the entire incentive compensation
expense be disallowed, This Wwould be thé &uivalent of the Commission lowering
Black Hilis Power’s authorized return-on equity by in excess of 20-basis peints.
The substance, depth and nature of Mr. Kollen's testimony in no way justifies 8
punitive outcome for the Company for utilizing normal and reasonable émployee
.coriipensation ‘practices- that. ar¢ ‘prevalent across the wtility industry and .other
companies in the Black Hills region. For fhe Commission to’ remove from the
-Settlement #Agreement iocentive compensation expense would be contrary to the
principle. of utility regulation ‘which requires a yiility be allowed a teasonable
opportunity to' recover actual costs prudently incutred in providing, service ta ifs
.Customers. The Settlement Agreement as presented will résult in just and
reasonable rates for Black Hills Power’s South Dakotd clistomers,

VL CLASSCOST OF SERVICE,

MR. WHITE; BAVE YOU READ THE ANSWER TESTIMONY FILED ON
BEHALF OF BHII BY MR. BARON?

Yes, I have.
13
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... Docket No. EL14-026
December 2014
Page 33

going forward.

The Commission Should Remove the Company’ s Adlustment fo: Incrcase
Pension’ Expense Based on Five-Year-Average

Please describe the Company’s request to increase pension expense .based on
a new methodology compﬁred .tq the 2014 known and measurable expense. |
The Company proposes a new; five-year average methodology to calculate.
pension expense instead of using the 2014 pension expense, which is known énd
measurable and ¢onsistent with the Commission’s historic' approach to reflect
such changes within the twelve month-post-test year périod.

The pension expease in the test year was $2.608 million ($2.84S millien
fotal éon';pany)-. Thie Compary’s néw methodology results in adjusted pension
expense of $2.142 millien. In cuntrast, the actugl known' and measurable 2014
peusion expense is $0.895 million. The Company’s request exceeds the actual
Jnown and measurable 2014 pension expensé by $1,247 million without

justification.

Should thé Commission adopt a-new methodelogy foir pension eipénsé in this
proceeding?

No. First; the Company’s proposed adjustment is' nothing miore- than an
opportunistic r%ponsc to the reduction in the expense in 2014. The Company
has offered no evidence that the pensjon expense will swing upward to the five

year average in future years. Thus, the proposed adjustment reflects nothing

PUBLIC DOCUMENT - CONFIDENTIAL DATA REDACTED
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Docket No. EL 144)26

Page 49

Other Proposed Settlement Issues

Are there other issyes specifically identified in the Propdsed Settlement with
which you agree and that you recommend ¢he Commission adopt?

Yes. The Proposed Settlement. includes an adjustment of $0.380 million to
increase. revenues for. the effects of weather normalization, an adjustment of
$6.219 million to reduce. the allocation of the Neil Simpson rent revenue and
expense, afid an adjustment of $0.244 ‘million to reduce the aliocatioi of the Neil
Sitpson common steam planf. I recommend that the. Commission adopt those

proposed adjustments.
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1976 WL 41925'4 (S.D:P.U:C.), 18 P.U.R 4th 201
Re Northwestern Public Service Company

(F-3055)
South Dakota Public Utilities Commission

December 29, 1976

Before P. K. Ecker, chairman, and Jack Weiland and Norma .Kl'inkel, comnmissioners.

By the COMMISSION:

Northwcstcn! Public Service Coripany, heréinafter compary, of Huron, South Dakotd, a sugplier of retail electric sesvice to
customeis in South Dakota, or July 17; 1975, filed with the South Dakota Public Ultilities Commission, hereinafter PUC %292
or commission, new electric rate schedules proposing an annual yate increase of $8,450,000 to be placed into effect

September 1, 1975..

The PUC received an sttorney general’s opinion as to whether or not the PUC had jurisdiction over the company”s rate filing.
In the opinion dated August 15, 1975, the atformvy general of South Daketa concluded that the PUC could not accept the new*
rate schedules insofar as they were nppﬁcuble to munitipalitics which had ‘entered orders regarding prior company-rate.-
applications that were then and continue to be under appeal in South Dakota courts. On August 19,1975, the company.
* petitioned the. South Dakota supreme coust for 2 writ of mandamus requiring the PUC to take jurisdiction of, and act upon,
the cotpany’s rate application. After hearing thereon on September 17, 1975; the South Dakota supreme court issued its
order granting the prayer for relicf requested by the company.

Dn Septeriber 29, 1975, the PUC issued its order of suspension suspending the new rate schiedules, but pursuant to statuts,
permitted the company to implement the rate increases effective October 18, 1975, conditional upon the filing of 2 bond to
assure consunyrecs any refunds of amounts collected in excess of what uluumte[y be found to be just and redsonable herefn.
Purguant To said order, the company began implementing the increased rates, under bond, in billing cycles tor éustomers on
and after October 18, 1975. By orders dated November 10 and November 13, 1975, the PUC directed the company 1o collect
the increased rates only with respect to the actual setvice rendered by the company on and after October 18, 1975, 20d not’
billing cycles on and after October 18; 1975. This resulted in a refind by the company {o. us-wstcmafsof the rate jncreases
which were improperly obtained by the company” because of ifs billing cycle, as opposed 1o its rendering electric servics,

method of collection.

Petitions to mtcrvcne in this proceeding were filed by the South Dakota Electric Consumers consisling of a tonsodium of
seven municipalities in South Dakota, end-by the Department of Commeype and Consumer Affairs, tate of South Dakota.

The PUC granted both petitions.to intervede.

Thereafter, a procedural schedule was worked out which prowded for the filing of tmnmony, the hearing thereon, and the
brefing subsequent theretd. Thé PUC also scheduled ‘a series of consumer input hearings in regard to the application of the

company.
On the 27th day of September, 1976, the public utilities commission. issued its decision and order in the ahove-entitled
proceeding: On the 12th day of October, 1976, Northwestern Public Service Company appealed said decision and order to the

circuit- court, sixth judicial circuit,-state of South Dakota. Thereafter, a hearing was conducted on'the 27th day of October,
1976, before the Honorable Robert A. Miller concerning whethér or not said appeal should be dismissed pursuznt to, and in

accordance with, the public utilities commission’s motion to dismiss, and regarding whether a stay pending fitial disposition

by the court sliould be entered. The court held that said proceeding should be remanded to the public utilitics commission for
rehearing upon the assertions made in the affidavit of Al Schmidt, president of Northwestern Public Service Company,
submilted for the first time on appeal. Thereafter, specifications of ervor were filed by company, and the commission ordered
that staff and intervenors reply *293 thereto. Further, the commission ordered that company, staff, and intervenors reply to all
said submissions of each to the other on or before the 7th day of December, 1976, and that each file and serve pmposed
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findings of fact, conclusions.of law, and crder for conimission consideration. Upon careful Teview and examination of the
proposed- findings of fact, conclusions of law, and order submitted by company, commission staff, and SDEC,' the
commission finds that the proposed findings and conclusions submitted by company and commissioﬁ staff Sht:){'lld be mjéctcd‘
The commission further finds that proposed-findings and conclusions submitted by SDEC are in substantial accordance with
the commission’s disposition -of this proceeding and certain portions thercof have been incorporated in the commissian's
detision and order entercd-today.

Discussion dnd Analysis
E

Rate Base

1. Year-end versus Average Rate Base .

The company argues that the end-of-period rate. base- is a better predictive mode! for the -future and that even the
end-of-period calculafions will understate dclual investaient while, the proposéd rates are in effect. The company further
argues that infTation and attition will have thieir é[fect and that the use 6f an cad-of-period rate base is.the best way to aitempt.

to alleviate those problems. The company also states. that the hiatching of revenues and expenses fo rate-base is not 2

regulatory necessity:and (hat the company had computed revenues and eéxpgnses to mateh an end-of-period rate base. The
company ‘asserts that this would resulf in @ §niall £xcess of fevenues over expenses although no actual figures were ever

provided by the company in this regard,

The staff and SDEC argue that the use of an average rate basg is the only accurate method of properly matching revenues and
expenses with rite:base-Sgisth Dakota Electtic Consimiees Bitther argue that customer growth.znd revenue growth are just 2s
incvitable as investinent growth; and thiat average test-year investment produces accurate test-year reveaues. The staff argues
that the company's failure to, presernit & camprehensively normalized cost of service consistent with company’s end-of-period
rate, base is sufficient, in and ofitself, 1o fircelude the use of end-of-period vate base.

In ifs specification of efrér upoh rehearinig and wffidavit and-exhibits of Al Schmidt, company assigns as, ecror the PUC's
adoptian of an avedige rate bas¢ and iejection of a year-end rate base, The company therein advances no new evidence, but
sither simply restates itS preyious drguménts inade tothe commission. ‘The commission finds that company has not sustained
its-burden of proof regarding this matter. . :

1t is fundagientdl to & propiek test ycar or test period that investment and operating costs and revenues mateh and be coasistent
cach with the other. Unless tosts and-revenues mateh, the test year or period is not a- proper doe for fixing just and reasonable
rates. The relatipaship between costs and revenues-for the test, period ysed and the validity of that relationship is.bne of the
mast crycial aspects thig corimission’ must consider in ‘deterniining just.and reasonable-rates. The inclusion of costs withoul
matching revenues will produce +294 excessive rates, while the inclusion of revenues Withou! mafching coéts will deny: the:
utility just and reasonable rates. i

This fundamental rate-making principle of matching costs and revenues applies whether an average or-year-end rate base is
used. Neither company, staff;.nor intervenor deny the absolute necessity for matching costs and revenues.

The evidence adduced at hearing established that the average raté base previosly adopted.by this commission matehes cojsts
and tevenues and that the matching principle has not been adhered to by the company in the year-end rate base it proposes in
this proceeding. Company did not propose (o roll into the test year incredsed sales levels that would be achicved through the
use of an enlarged year-end plant. Company docs not deay that it did not complefely match costs-and revenues, but'it argues
that its failures in this respect are insignificant. However, no cvidence was ever introduced by company regarding this matter
and company simply failed to sustain its burden of proof.
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Company apparently argues that because its investment in-plant is increasing, a year-end rate base methodology is warranled.
However, steadily increasing investment in plant alone does not warran! the use of the year-end method. Again, a proper
matching of costs and revenues is still required and necessary to avoid the distorting impact of large additions (o plant.

The allegations contained in the affidavit of Al Schmidt and in the specifications of error upon rehearing that average rate
base employed by the commission ignores company investment upon which company claims it is entitled to a return is
without merit. The average rate base deprives the company of nothing to which it is entitled, but rather is the orily method
advanced in this procceding which provides a proper matching of costs and revenues.

2. Depreciation Adjustment for Big Stone Plant .

Both the staff and SDEC deducted from rate base the average of 2n estimated year's depreciation for Big Stonc plant. The
corfipdny argues that, since the Big Stone plant was actually not in service during most, if not all, of the test year, suchan
adjistnient for dépréciation deprives the tompany-of the opportunity fo eam a retum on,.and recover for, the amount included
in said adjustment. E ’ ’

The 3(aff argues that recoghition of the Big Stone plant it rate base requires that such an adjustment for depreciation be
madle. The staff also argues that the logical conclusion of the companys. theory would réquire that the entire Big Stone plant

not be recognized in rate base atall,

South Dakota Electri¢ Consumers argues that the failure to make an adjustment for depreciation would result in (he fatepayer
paying twice for such depreciation, ouce as-an expense and once through a retum camed by the company on rate base,

Betduse the Big Stone plant was not in service during the test period, under accepted rogulatory practice, and investment in
Big Stone could justifigbly have been excluded from rate base in its entirety. However, because of the magnitude, timing, and
operational impact of this new plant on Northwestern Public Service Company's System, ‘staff and SDEC recommended that
thic'investment in- Big Stone be included in rate base as though it had béen in service during %295 the éntire test period. In it
decision and order, the commission adopted staff and SDEC's récommendation.

Company does not contest the inclusion-in rate base of the investment it made in Big Stoné plant, except to the extent that it
objects (o an average rate base, the same having been previously addressed above. The compariy asserts that the commission

.erred in reflecting in the provisions for accumulated depreciation a full year’s depreciation expensé for Big Stané plar,

Company's position is untenable in that it is axiomatic that the inclusion of the investment in Big Stonc it rate base requires
that di iation, mot be ignored. Company simply cannot have the investment included in' rate base and i
associated therewith ignored. Moreover, if company's position were to prevail, it would totally violate the principle that
requires matching of investments, revenues, and expenses iniregufatory proceedings:

3. Allowance for Funds Used during Construction,

Thée Gompany argucs that its allowance for fimds fiséd diring &dhstinction, tiereinafter AFUDC, éalcutation s 2 net of tax
calculation and is determined by reasonable procedure. The company argues that any restatement of AFUDE is improper in
that it would require a retroactive effect and would further require the compdny to restate in its books any resulting
adjustments for all ‘prior periods in question. Thé company fudher argues that there is mo support in the record forthe
restatements of AFUDC proposed by.the stafT i the stafl’s briefs.

The staff argues that, if company is using .2 net of tax rate for its AFUDC calculations, flow through of (he tax benefits
associated with such construction is an ingorrect procedure. The staff in its briefs, recalculated the company’s AFUDC rales
to what it determined to be a gross raté using proposed Federal Power Commission methods. The staff further argues that a
net of tax rate for such calculations results in a disservice to the ratepayer. It is the staff’s further position that the stall’s
calculations of a gross rate are the only proper calculations to be used in this proceeding.
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South Dakota Electric Consumers argues that the company has not shown that it uses an aftertax rate in ils calculations.
South Dakota Electric Consumers. fusrther argues that if the rate is deemed. inadequate by the company, it is wjthin the
company’s powcr to change such rate accordingly. South Dakota Electric Consumers states that its witness established the
capitalization rate as being arbitrary by the introduction of a ‘plug figure* as the-imputed cost rate of common equity in order
that the company conld attain a predctcrmmcd total. Further, SDEC coatends that the company's witness, Mr. Walker,
conceded that the company was using incremental costs to' determine its AFUDC rate which would tlearly result in double

counting by the company.

Company contends that the interest rate it uses on borrowed funds to compute AFUDC is a “net of tax* or ‘aftertax”’ rate. In
its specifications of error upon: rehearing and in the affidavit of Al Schmidt, company assigns as error the commission's
determination that the iaterest used by the company isnot a ‘net of tax’ rate.

Company made ‘the identical -arguruent ivithi respect to the AFUDC rate in two rate proceedmgs which weye held by the
SDEC consortitim of cities: when said cities had jurisdiction over electric cetail 296 rates prior to the 1st day of July, 1976.-
Thé cities rejected the company’s claim in’ éach of the o rate cases and company appealed same. On ‘appeal to the

respeclive circyit couits, the ditics® decisions yere affinnéd jd their entirety, including the determination that coinpany's
AFUDC rate was not a ‘nct of tax® rate. Company has persisted in this position in this proceeding, but clearly has not-

sustained ifs burden of proof in regard thereto.

Company's calculation of ity alleged *aftertax’ AFUDC raté is a contrived rate at best. Although company was requested to
provide extemporaneous’ wark papers showing the manner in which the AFUDC rate had been originally established,
company failéd to da so. The evidence adduced at hearing discloses that company’s after the fact calculation is s arbitrary. For
examiple, the imputed cost rate of comion equity is & “plug figure’ which is introduced into the talculation at whatever stage

is-necessary in order to attain 4 predetermined answer.

Company witiigés Walker adimitted oo cross-examinafipn a fatal dcﬁcmncy in the alleged “net'of tax® AFUDC rate utilized by
company. Said Tate fs based upots, the incremeatal costs of new capital issuances cach year. Inasmuch as those incremental
costs arc also included in the overall cost of mpﬂnl on which the rate of retum is computed, the efiect of company's
inethodology is to actount for the same tosts twice. Hence, there'is a double counfing effect in regard to'the company's'

methodélogy, and this sunply mnno‘t’s(nd wﬂl not be allowed by this commwsion.

4. Construction Work in Progress

Thie company claims that it is unable to eam & proper return on construction wark in progress, hereinafter CWIP, for which
no AFUDC is claimed unless such CWIP is allowed in rate base. The company contends that accouriting for such AFUDC,
‘given the nature-of the construction project; is not jusdﬁcd from a practical standpoint. Further, the company contends that
the argument of the staff and SDEC that such property is'not used and useful to the ratepayer is in ervor as such property is.

very likely to be-in service while the new rates are in effect

South. Dakota Electric Consumers argues that this CWIP should never be. inclided -in rate base because such plant is not,
currently used and useful. South Dakota Electric Constmers firrther argues that whether or not the company charges AFUDC

thereoq is within the company's owa discretion.
The staff argues that SDCL.49=34A«19 precludes the recognition of any type of CWIP in rate base,

Company proposed- to include in-the rate-base CWIF. on which the company bad elected not to capitalize AFUDC. Thé
commission excluded all CWIP from the rate base whether or not AFUDC was capitalized thereon. Company has assigned as

error the exclusion from the rate base of CWIP on which no AFUDC was capitalized.

The comrmission zdheres to itsl exclusion of CWIP. Construction work in progress is éxcluded because the property is not in
service: i.e., is not used and useful in serving current ratepayers. The fact that AFUDC has not been taken on some of the
CWIP has no relevance in regard to this issue. The decision not tb cépitalize AFUDC on certain CWIP is company's
deCIser There isno pro}nbmon to caprta]mng AFUDC on all CWIP. Company has the right t¢ make the choice, but it may
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not *297 thereafier attempt to have the ratcpayers pay a refum on investment by company that is not devoted to rendecing
electric service to the ratepayers as a consequence of company's aforementioned decision.

The issue of whether CWIP should be inclided in rate base has not been scitled among regulatory commissions. However,
this commission finds that the proper treatiment is to exclude CWIP from rate base, and this commission adheres to thal view
in this proceeding. Exclusion of CWIP in no manner deprives the company of any property rights of of anything clse fo
which it is entitled from the ratepayers. However, the inclusion of CWIP in rate base imposes unwarranted and excessive
costs on the ratepayers.

S. Fuel Innventory

The company argues thal it is necessary to reprice fuel inventories using the average quantity of fuelon hmd;mul(}jjiiéd by
the price for such fuel at the cnd of the test year: It is the’company’s position that such a technique will bést predict the
company's investment in fuel inventories while the ngw rates are in effect in that fucl prices appear to be rising: Further,

- although such repricing results if a highet amolint than the atlual investments fot the nine-month period following the test
year, Ilic company did got reprice materials and suppliés because of the complexity involved. If such fepricing of materials”
and, supplics had occurred, the materials and supplics inventory of the company would fiave more. than made up for the
difference in the excess costs claimed by the company s a résult of the repricing of its fuel inventory.

Soitth Dakota Electric Consunicrs argues-thiat the company should bé aliowed to earn a return only on actual investrent
rather than on replacement or cumrent values; .

The sfaff argues that the company stioild only be alléwed 2 retum ot actual investment, rot upon replacement ;/aiue. Th;
staff further argues that, to the exteat increased fuel costs are recovered through the fuel adjustment clause, a double recovery
would clearly result to the compdny.

Compapy jncluded an amount for fuel inventory in the rate basc based upon repricing of the average quantity of fuel on hand
dirring-the test Year at Tuel prices in cffect at the cad of the test year. The commission rejected the repriced fiael inventory and
ificluded fitel Tnventory in the rate base at the aversge of the actual fnvestment in fuél inventory daring the test year. The
commission finds fio reassi. whatsbevér for changing its earlicr findings in regard to this matter and rejects the company's
assignments of ercor with respect thereto,

Initially; it is to be noted that the use of an amount for fuel inveatory based on prices at the end of the test period is
inconsistent and in conflict with the use of averages in determining other items of rate base. ’

Secondly, spot pricing or spot conditibns are also inappropriate methods to be utilized for vate-inaKing purposes. Spot pricing
or spot conditions simply do-not reflect the conditions that may prevail over a period of time. T

Finally,-company has in effect proposed 2 replacement value for fuel inventory.-Since depreciated .origjmal cost—ie., an
actual investient—must by statute be the basis for this cotmission’s determination, company’s propesal is rejected. ~

298 6. Construction-related Materials and Supplies

Thie company: argués that there is no double counting for such materials and supplies because in a possible future rate case,
such items would not appear in inventory but rather in plant in service. The company furfher argues that the withdrawal of an
item from such fnventory will probably result in replacerieat which wotld restore said invéntory to its forifier level which is
nothing more than additional investment, not double counting. The company also argues that the investment in such items is
a continuing one and that the only practical way to compensate investors for the use of such capital is to include these items

in rate base.

South Dakota Electric Consumers argues that it is not appropriate to include coastruction-telated materials and supplies in
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rate base just as it is not appropriate to include any other construction work in progress in.rate base. South Dakota Electric
Consumers further argues that these materials will become a part of CWIP and will eventually eam a retum as plaat in

service.

The staff argues that SDCL 49-34A~19 precludes rate base treatment of such construction-related materials-and supplies in
their entirety. ‘

The comunission previously ruled that construction materials and supplies are nat properly included in rate base of company.
In its specifications of error upon rehearing, company takes exception to this exciusion. The commission rejects company's
assignment of error rcgardmg this matter and again finds and determines that consl.rucnon-rclated materials and supplies ace

to be excluded from company's rafe base.

This issue concerns the appropriate working capital aliowance for the materials and supplies component thereof .which
consutulcs part of company's rate base. Working capital allowance is an zllowance .for operations, not wnstrucuon.
Consequently, only those items which are applicable to ongoing or continuous day-to-day operations of company arc
properly included in the materials and supplies component of working, capital.

Materials and supplies used in the company’s construction program are capitalized and become part &f plant i service on
which the ratepayers.pay a return. If they were also to be included in wodcmg capital, which becomes a part of rate base,
ratepayers would then be paying a return on the same investment in plant twice; i.¢., once when the materials &nd ﬂxpphcam
included in rate base as part of working mp:tal and again when those matetials and supplies-become partof plant in service.
Hence, the commissiop concludes that it is totally proper and necessary to exclude such materials and mppﬁm from rate.

7. Three Per Cent Investment Tax Credit

The.company argues that il has propedy treated the 3 per cent investment tax credit thiough the usé of notmalization with
subsequent amortization. The company furfhier argues that, ds shown in later legislation, the oompany's freatment of suchtax
credit amounts is the one intended by Cangress.

South Dakota Electric Consumers argues that such'amounts should be immediately fiowed through to opetating incotne on
the basis that rajcpayers should be charged each yéar only for ificome taxes dttually paid by & utility. South Dakota Electric
Consumers further argues that state commissions are *299 not prohibited. from flowing through siich ardounts itiimediately
and that any subwqucnx action taken by Congress in fegard to the flow through of such credifs doés not apply.

The staff argues, that the company has failed to ¢stablish that such norinalized taxes would cver be pﬁ’d by the'compaay: The
staff gmphiasizes that the PUC does have discietionary authority to approve tax noroalization if it is shown that a true tax
deferral will occur, as opposed to & permanent tax savings by the company. The staff concludes that the company has -not
‘proven that normalization would resalt ia a true tax déferral.

The. 1962 Revenue Att, 26 USCA §§38, 46 to 48, inclusive, provided an investment tax credit. The credit was jn no scase &
tax deferral but rather 2 complete tax break in the amount of the credit. Company charged-the ratepayers with those taxes that
would have been paid if there had been no stich mvcshnemﬁxmdumdrcﬂeuedthéwudtaxsavmgsmtbcbalanms!m
as unamortized investment credit. By charging ratepayers for federal income taxes that company has never paid and will
never be required fo pay, company has. accumulated a balance of deferred investment tax credits. Said balance in the
unamortized investment tax crédit account represenis ratepayer contributions resulting from the practice of collecting from
ratepayers amounts which are never paid by company in taxes to the federal-government. Neither investors nor the federal
government has attributed any amount to the balance of said account.

Because the company is amortizing the balance in its deferred investment tax credit account over the service life of its
property, the full amount of the current balance will eventually be credited to the ratepayers in the form of reduction in taxes
charged to them. However, during the interim petiod, company has the use of the funds made available by ratepayers in the
amount of the balance in the account in the form of plant investment. If thc unamomzed balancc in tlrc aocoum is not
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deducted from the company’s rate base, ratepayers will be required to pay a return on plant favestment made. with
ratepayer-contributed funds. A compamblc situation ariscs wherein the company issues debt securitiss and will (:\'cntual})
repay the amountof the mdcbtcdne.ss Howcvcr unlike the freamment company proposes for the deferred m\:es&ucnf tax éredst
account, in the arez of debt securitics, the obligation for compariy to repay the pnncxple in 0o manner nullifies the
requirement that company pay interest on. the debt until repayment is made. The commission found. and determined on the
cv:dcncc before it that the upamortized balance. of investment tax credits deferred under the 1962 Revénne Aét should be
deducted from- .the company’'s rate basé: Company, in its specifications of error, assigns error (o this ruhng The commission

rejects this assignment of error by company.

Company-has argued that tlié rate base reduction is contrary 1o good regulaiory practice. The compission fi nds the opposite
to be true. When the 1962 [nvestment Tax, Credit statute Was- enacted, various regulatory commissions provided: for the
treatment of the credit in two manpets. chcral jurisdictions provided that the tax saving would be immediately ‘flowed
throughi’ to opcratmg income; 1. e., that thc ratepayer would be charged during ‘each year only for-income tax attually incurred

by the utility.
Company bas not implemented the *300 *flow-through* methiod. Rathér, eorpiny has treated the tax saviog under the-other

generally adopted mcthod-—l e., ‘normalization’—wherein-the -rah':pﬂyér is charged a ficlitious tax expense and the excess tax
charg(s are accumulated in 2 deferral account and flowed back t6 income over the period of the service life of the property

giving rise.to the credit,

Company also asseyts that rate base reduction in the amount of the unamortized balance is contrary to the | intent of Congréss-
because .of later congzessiona! enactments; i.c;'§203{e). of the 1964 amendment to the 1962 Revenue- Act and the 1971

Revenus Act. Holwever, the aforemenfioned 1964 enactragnt was applicable only to fcdcnal regulatory ‘ageaies, and the 1971 .

enactment does not addmess any regulatory matteis feliited to the 1962 Inw,gumt Tax Credit- provision: The commission
finds that company’s argument has no merit and réaffinis the commission’s carlier decision that rate base deduction of
unamortized investment tax credifs is propec end js fidt ip cofiflict with federal law.

8. Working Capital

The company argues that SDEC’s working capital allow, ;glmp;pﬁy:;g_ 13 qasg., Iﬁgﬁmpmfsﬁsﬁmﬁxﬁmﬁ&iﬁg
regard ppears to be that the formala relied upon by BB Z)&m fakees 15it0 ASConAL ALDEGES T e Ea
working capital formula. Therefore, the consxdemhunvf-’my, f}m:fcng almélytqkeﬁ"hlwﬁi;c“éﬁﬁ( bié’ it foffrild, s
ad valorem taxes, results ifi double countmgto the company‘s ¢'§1xe“‘mpmy&ﬁldhm?i‘;§§ SBECESEIST
show that the accruals which it bics in the formula: represent actoal funds. - The company also contends' that if such 4n
allowance is to be made,-compensafing bank balances must be taken into account and:-that by s domg, would result in &
positive rathér than & negative cash working capital sllowance. Specifically, in its initial brief] the <ompany cites four-bsic
defects in SDEC's approach, The:first tlefect cited by the company is that funds dotrued.for' current lisbilities ar¢ nota propec
source for ﬁnanangmmnals and supplics. Secondly, inthe alternative, even if such financing were possible, SDEC has not
made propér calculations jn making its determination. Thirdly, that SDEC did not use a proper working capita! forviula in
that it did not consider the cost of compensating bank balance mqufrc&nm Funds are not availablé to Grance materials aud

supplies in that accruals do not necessarily represent fimds. avaghiblc—w thecompany,

South Dakota Electric Consumers argues. that the 45-day formula is one that whs developed prior-to. the age of compirterized
billing and is stacked in Favor of - the ufility. South Dakota Electric Cohsumers therefore argues that availsble offsets should
be used to reduce rate base whether the reduction be greater or lesser than the rate base inclusion for cash working capital.

The staff argues that the working cap“lia] approach taken by SDEC is-incorrect because it fails to acknowledge the impact of
the Big Stone plant on the cost-of service. The staff further argues that the correct application of the effects of Big Stone plant
would result in a negative work.mg capltal of approximately 50 per cent of that shown in SDEC's case.

In response to the staff's position, SDEC asserts that its calculation did include the effects of Big Stone plant and that the
staff's development of a cash *301 working capital allowance improperly included fuel and purchased power.
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Neither the affidavit of Al Schmidt nor company’s specifications of error upon rehearing delineate the exact assignment of
error company claims respecting the commission’s decision regarding working capital.

A working capital aliowance is properly intludable in company's rate basc only to the extent that funds for the working
capital requircment arc supplied by investors becanse investors are entitfed to e2m a return on the funds they so supply for
working cagital plrposes just as investors are entitled to a return o the funds they provide that are invested by company in
plant used and useful in rendenng electric service to company”s South Dakota consumers.-

Alernatively, if working capital funds are available to the company through ratepayer contributions, those contributions
relieve investors of the nccessity of providing additional working capital funds to company. To the extent that working
capital requircments are met through ratepayer. <contributions, the working capital’ allowance is properly reduced by that
amount. I€ the working capital allowance included in rate base were not reduced by such ratepayer contributions, ratepaycrs
would be paying a refurn to company on funds lhat the ratcpayers had themselves contributed,

When ratepayer contributions -are in such amounts as to exceed the: working capital Tequ irement of company, not only is il
proper to cxclude any working capital allowance from rate base, but, io addition, it is proper ta reduce the rate basé by the
amount that ratepaycr tomnbutmns exceed the working capital requirement. This deduction in tompany’s rate basc is propec
in that ratepayer contributions, to the extent that they exceed working capitat-requirements, refieve the investors of praviding
capnal funds.for investment in plant. If the excess over working capital requirements were 3ifiply igioréd, rtcpayers would
again be called upon to pay a retumn oa investment in plant dérived from the mtcpaycrs own coqtributions.

Company's wilness also recognized the propriety of ignoring or ditregarding rafepiyer coiitribitions ia dctcrmmmg whether
a working capital allowance was needed, and if so, in what amount, Haweyer, company méde no reduction in rate bise for

ratepayer contributed funds in excess of company’s working capital requirements. Moreover, ratepayer ¢ontributed funds
even exceeded the amount required for materials and supplies for working capital purposes., Yet, company etroneously failed
to offset this working capital requirement for matetials and supplies and fiirther erroneously failed to give il effect to the

ratepayer contributions:

The commission in its previously enterad: decision and drder adgpted the formula ntilized by SDEC mmcsscs and the results
thereof in ‘determining the working capital requirement and allowancein Iight of vatepayer éstitributions mede to-company.

South Dakota Electric Consumers’ witness developed a cash wotking capital requirement utilizing an assumed 45+day lag
between the payment .of company costs and.the collectionf of reveques from, customrers. Said assumption is & commonly
utilized method in utility regulation irf the absénce of 2 Ic;ddag study performed by a patticulat wtility. Morcovee, usage of
the formula proposed by SDEC is favorable to corapany in that it overstates the cash working capital requirements anyway.

302 South Dakota Electric Consumers® witness also deferminéd the aowt of woiking capital available to company
through ratepayer contributions resulting from.the fact thaf company receives tevéntes' from its ratepayers which reimburse
company for certain costs long in.advance of the time sthen company utilizes such funds to pay those costs, As noted by
SDEC's witness, company collects ‘from: ils ratepayers Jaxés—eg., ad “valorem, nm:::nploymen:u,l -and  sacial
sectirity—substantially. in advance of the time when'such amouns collected musst be used to pay those taxes,

The commission holds. that company is entitled to fnclude in rate’base a working capital requircment, but only to the extent

that it is not.supphed by rdtepaycr countributions. In this proceeding, ratepayer contribitions were properly tsed to offset both

¢ompany”s cash and matérials and supplies working capital requirements.

IL

Increased Payroll and Penston Expense

The company argues that this adjustment is necessary in thaf it is an actual increase in costs to the company because, in order
for an employec to become more productive, increasing capital expenditure and other costs are neccssanly incwrred by the
company The company further argues that the staff's Exhibit No 9 actually shows an increasing labor cost for per
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kilowatt-hour of energy sales.

The staff:argues that the salary increases resulted in incredsed productivity. The stafl further argues that even if such
increases did. not.result in increased productivity, the company's management should not have approved the increases
initially. Further, the staff argues that any capital expenditures which result in increased productivity havé already been
recognized in the staff’s rate base and rate of refurn recommendations.

South Dakota Electric Consumers only contested the amount of the increasé and the.company. has recognized that it was ia
error in.its original calculation. The companty has accepted SDEC’s caleulation in regard thereto.

Company increased payroll and pension expenses toreflect a full year of wage and pcnsnon increases granted during and after
the test-year period. In its decision and order, the commission disallowed company’s adjustment: Company .specifies the
commission's ruling as crror in its specifications of crror upon rehearing.

Company claims that incurred increased payroll and pension expenses arg aliowable even though such inereased costs have,
been offset by increases in productivity. This commission finds that it is proper (o disaliow test period adjustments for wage
and salary increases on the basis of increased productivity where, on a unit of sales basis, the cost of labor has not increased
despite increased wagés and related expenses. The evidence before the comuiission Gilly supports this finding thel increased
productivity has, in fact, offsct payroll and related increases, Accordingly, the commission rejects the adjustment proposed by,
company in régard thereto.

Moregver, s previopsly toted, part of the adjustment ¢ompany would make to test-yest wages and pengsion costs! viere
incuired beyond the test period. The cominission finds that it is improper to' inciease test-year costs’ on the basis of an
out-of pcuod increase in ¢osts without at *303 the same time taking info account the revenug side of the equation which
reflects increases in the post-fest period, Whilc costs may £4°up, so may sales and fevenues, Without matching costs and
revenues, the tést period is inproperly distorted, This commission will not allow such distortion.

1L

" Advertising and Miscellaneous General Expenses

The commiséion Tound, that the amounts épent by company fot adveising were reasonsble, but fhat miscellancous geaerdl
expenses as proposed by company jocluded tertain items which were not necessary for thie rendition of électric servict and
which company, wnceded;. Upon full rgviesv of thé record and the subseguent submissions by company, ¢ormissiof ‘staff,
end-intervenors, the commission finds thal its pn:vzously éntéred ﬁndmgs m@rdmg this matferarg propes;-

.

Regiilatory Expense

The company contends a two-year amortization period for such expenses is proper givea the company's recent history. The
company further contends that the disallowance of excessive regulatory expenses by SDEC is improper i that the SDEC
witness did not know the recent ratc case experience of the companies he' used for comparison purposes. Finally, the

company contends that the SDEC witness failed to identify-any specifically improper expenditure the company has made in_

regard to rate cases, and, hence, SDEC has failed to prove thatany of the.company's regulatory expenses are excessive.

South Dakota Electric Consumers argues that the company has not adequately supported its claimed expenses for regulatory
cases and that based upon SDEC's compansons the company should be 2llowed a smalter regulatory expense than lhal

proposed by the company.
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The staff recommended a three-year amoxﬁmﬁ@_rg period, but did not argue for implementation of the same in its bricfs.

The commissior adopted. the recomniendation of SDEC for an annual rate-case expensc allowance of $50,172. The
commlssmn further found that. amortization thercof should be made over a three-year period, said amortization period not
having been proposed by SDEC in regard to its recommendation.

South Dakota Electric Consumers' recommendation of $50,172 was based upon a comparison of the regulatory expense level

claimed by the company with the average regulatory expenses experienced by other clectric utility companies and company
was double the amount of said avcragc. South Dakota Electric Consumers™ witness testified that on the basis of the

comparisons he had made aad his experiénce in regulatory mafiers, company s claihed $230,257 was excessive, South
Dakota Electric Consumers” witness went on fo state that he ‘was not proposing that the cempany nol spend said amount, but
rather that the ratepaycrs should not be charged for excessive expenditures by company.

Company, in its-specifications of error upon rehearinig, contends that the commission erred in disallowing the amortization of
$223,533 of regulatory expense per annumi and that afmortization *304 of the amount recommended by the SDEC over a
threé-year period was erroncous and in conflict with the ainouiit recomimended by SDEC..

The commission finds that the company’s assignmieat of error regarding the level of rate case cxpense should be rejected.
However, the commission finds that amortizatiori of the¢ amount: reconimended by SDEC was in ‘error. The amount of

$50,172 recomuuended; by the SDEC witness and ddoptéd by the corbmission’ is an annual amount, Hence, it is not
appropriate for said amouit fo be amortized over a three-year peried.

Secoridly, the decrease to bodked rate casé cxbénse of $167,081 shown on Attachment |, Appendix E fomitied herein] of the-
comntission's decision and ordér entered on the 27th day of Septcmber, 1976, should, accordingly, have been shown as

$115,909 rather than the $l$0.357.

With respect o the allowance of $50,172, g commission finds that SDEC’s evidence: in regard therelo was the mast

credible, and that said: amoinf was amply supportud in the rccord before this commission. The commission finds- that
company’s eXcessive rate @sc,éxpﬁdnuaﬁmnot #rid shall not be charged {o ratepayers.

Ve

Conputation of Income Tax Allowance

The company argues that normalization of income tax expense for the income tax effect of interest and other overhead related
to thie company sconstmctjon program should be allowed. The cumpanypmsmwd in its rebuttal testimony five basic reasons
why: flowthrough is- improper and umsound. It has. restated these arguments at pages 107 and, 108 of its initial brief. The
comnpany further apgues that the:“phantom tax’ language used in regard toﬂuwthroughns doocpuv:und that arguments based:
thecéon merefy are assertions that; flow through shoufld be applied because it will prodice lower.rates for thb.pmau. The.
company further argues that Order No. 530-B oF the Eederal Power Commission fully supports the.comparly’s view that
normalization benefifs both utilities and their ratepayers. Finally, the company argues that current ratepayers do not finance.
current construction, and consequently, said ratepayers should not receive the tax benefits related thereto.

South Dakota Elcctric Consumers argues that these deductions are available to the company in computing its federal income
tax liability and that the company would have those dediictions totally ignored and require ratepayers to pay zn amount for
federal income taxes which‘the company will not actually incur. South Dakota Electric Consumers also argues that, as staled
above, the company has not shown that it uses an aftertax rate for AFUDC calculations. South Dekota Electfic Consumeérs
also states that the company’s Wwitness conceded that under the normalization method, additions to the deferral account eich

year will exceed withdrawals as long as the company continues to grow.

The staff argues that the same analysis as used by the staff for the investment tax credit equally applies to this issue.
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Company proposes in this proceeding to obtain an income tax allowance in cost of service that is calculated without regard to
the fact that company deducts construction overhcad items and interest expense on indebtedness incurred in the construction
program when filing its income tax returns. Company utilizes *305 'normalization’ to. déscribe its request for an income tax
allowance.in cost of service in excess of that which it will actually pay, notwithstanding the total lack of normalify inherent”
therein. South Dakota_Electric Consumers and the staff opposed the so-called normalization of the fax effect of these current
tax deductions. South Dakota Electric Consumers® witness testified that normalization constitutes a deviation from the cost”

concepl.

The commission réjected the company's posmgn Company -cofitends that said rejection was eror. The commission disagrees
and reaffirms its previously entered findings in regard to this magter. Thérd is ample authqnly for this ‘commission’s action,
and the record before this commission establishes thal “nermalizatien’ is inappropriate fni this proceeding.

The fallacy of company’s position lies in company's failure fo recognize that it i§ fully compensated for the use of its
borrowed funds during the period of constmauqn and that company’s ratepayers pay that compensation. Under the Uniform
System of Accounts, plant under construction is recorded as utility - p!a.m although not 45 plant in servics.. Thi§ commission .
has fourid thiat construction work id progress is not propckly included in rate base. Hox"cher dll borrowed fuids, whether or
not used for construction, are included ‘in company's cap:tahza!non in the development of 2 fair rate of return. The cost of
debt in equity funds used for. construction purposes 4s capitalized and accounted for as an investment in plant, as arc

capitalized construction ova'hcads. When the plant does g -fact becomi optraﬁbm!, it'is pecownted for as plant in service.
From then on, depreciation expense in the capitalized construction Afunds is charged to the ratepayers. Th entire amount of
the capitalized fund is, thus, recovered by the company over the depreciable fife of jts property. Unfil the full recovery is-
made, & refurn js charged to ratepayers on the full undepreciated balance of these capitalized funds,

Construction ‘overheads and interest deduction essaciated with borrowed funds for construction work in progress. are
available-to the-company: vs a deduction i in computing its federal income tax linbihty Morgover, company-uses the interest
deduction jn current overhead costs in computing its federal income; tax it would pay’ if the deduction were ignored.
Compmy‘s position would require Compa.ny‘sposiﬁbn would ruqmre that these tax deductions be 1gnomd and would require
rafepayers (0 pay an amount in rates to company for federdl income taxes which. company will not incur; ic., to pay am_
imputed income tax ligbility. The commission further finds that the berrefit fo the present ratepayers of the deductions will bs’
lost, cunrely if said deductions are not given efféct in the prwmt cost of service because the same are available on!y in the

year in

[he company argues extensivély that the inferest rate it uses on borrowed finds is an ‘aftertax’ rate and that the SDEC and
staff treatment of the proposed income tax allocation results:in “double counting. This position is untenable for three reasons,
First, company's-cvidence docs not-establish that an:‘affertax’ rate is used as has been previously discussed berein. Secondly;
company, not SDEC or staff, decides the rate at which ‘construgtion funds are to be capitalized, and it is within the discretion
of the company to charige the raté if it is deented inadeqiate, Finally, company cannot rely on its own selection of 306 an
inadequato capua.liuﬂon yate, if the same be such, o justify before this commission adeption ofits posnion.

Even if company had to sustain its-butden of proof regarding the rate at which if capitalizes its AFUDC as an ‘aficriax’ rate,
which it has nor done, that fact would not in itself.be determinativé of this issue. This commissian finds that the. proper
theatment is fo flowthe tax deduction through o consumers in the Yedr that the deduction is actually realized.

Compagy argues (hat ‘normalization’ provides fufire ratepayces the benefit of all g deductions relating fo capitalized

interestiand construction ovcrhmds Hamwr, oompa.uy‘s wilness comcded ‘that under notmalization treatment; additions to-

the defeiral decount each.year will exceed withdrawals thesefrom so !ong 85 company rcinains a growing concern. Hence, the
pet effect is that the method results in-an sbsolute tax saving for company, not mierely a tax deferral, and the benéfits:
theréfrom are fever attained in their eatirety by €ither | present or-fufiife genecations, of ratepayers. Morcover, s tostified (o by
SDEC's witness, any reduction of ratés to fiitire ratepayers-would not be a cerfaitity, but would rather be dependént upon the

filing of annyal applications by company

Finally, company relics on Opinion No. 11 of the Accounting Pciriciples Board in support of ils'position regarding this issue.
Aceouating Principles Board No. 11 is, by its own terms, not relevant to the accounting,to be utilized by a regulated public
utility. Secondly, APB No. H expressly disapproves of the net of tax valuation that company purports (o utilize.

GiaaNext & S Thams oo R{:rl!:.,r:. Hodkum iRl LT\ lafskf“&:.;”{i:\:yz‘ii’é‘.: L}

BHP-A-113

——




e noruwestern Puolic Seqvice Co., 1976 WL 419254 (1976)

18 P.UR 41h 291

This commission rejects company’s proposed interperiod allocation of the tax cffects- of the dednetibility of capitalized
construction overheads and debt interest in that the-same is contrary to acceptable regulatory practice.

VL

Power Supply Costs

The comipany argues that the figure it presented on an estimated-basis is the proper. one to usc in this proczeding. The
company further argues that the figure used is vital because the proposed fuel adjustment clauses of both the staff and SDEC
will not adjust the rates charged for all changes in purchased power costs. Thé compahy Further states that the estimates of the-
staff the SDEC recommended. in this proceeding are unrelizble. Further, the cofpany’ contends that the staff and SDEC
defend their estimates by saying that they relied upon information obtained by the company. However, the company argues
that the stall and SDEC should have arrived at exactly the same results that the company did, which the staff and SDEC

clcarlx did not.

South Dakota Electric Consumers argues that its calculation is the proper ohe in that it is reasonable, and" even conservative
in-favor of the company. .

The staff argucs that its calculatior i§ the proper qué and that the SDEC witness filed to consider market considerations

“applicable. to the sale of surplus Big Stong capicity. The staff further argues that its witness conducted a detailed study of the
power stipply costs of the-campany-which takes irto accourit all factits, and therefors, that the staff's conclusions shold be
the ones adopted in this proceeding.

There is no dispute that the inclision of Big Stone plant in the test period rate 307 base requires an adjustnient to operating
income to reflect the fact that xcess off-peak generation capacity will be available from-the plant and that the company will
be'sélling off-peak capacity and énergy from Big Stone to other members of the MAPP. Poot and gven off-pool utilitics. The
contraversy relafes o the magritade of this adjustment. The commission adopted SDEC's adjustment and company. specifies
this as efrpr, Thé commissiofi rejects compdiy’s assignment of crror regarding this matter and affirms: Its prior ruling:

Evidencs was adduced at Ticaring that in normal operation, the annual generation of Big Stone is cxpected to be 3,307,800
niwh, South Dakota Electiic Consurhers® witness lestified that the company’s 325 per cent phare of said geaeration
represeats 1,040,910 mwh. South Dakota Electric: Consumers’ witness further found that based on company data, company
would séll 568,002 mwh of cnergy to other members of the MAPP Pool. South Datota Electric Consumers® witness
éstablishéd the ptice of these intersystem: sales gt 1.0 wills per kwh, said price reflecting the average price to pool members
at which company was selling surplus power during the latter months of 1975 s well as the total estimated cost to company
to produce energy. at Big Stone. The mount of revenue.so generated was rolled into the company’s pro forma operating’

income figures by SDEC's witness.

Company- challenges the price-at which the intersystem sales will be. made and the level of encrgy sales to be made by
company to MAPP Pool members. With respect ta the average price of 11.0 mills per kavh; the commission finds that said
price is amply supported by the evidence. Company's talculation of participation power averages to a cost of 13.76 millsper
kwh and that company’s weighted average cost fo pool'members. of participation poiver and ecovomy energy is 1232 mills
per kwh. With respect to the Ievel of Big: Sfone economy energy sales, comparny offered evidence to establish that there is
only a limited market for said sales withim the MAPP Pool. However, company’s evidencs did iot establish a realistic or
accurate picture of the requircments of MAPP Pool members.

The level of expected generation from Big Stone for a normal year used by SDEC's witness was fumished by Big Stone's
management., Obviously, an estimated lgvel of gencration means the existence of an equivalent energy market. The
commission finds that Big Stone's management would not estimate a generation level that could not be utilized absent

evidence to the conirary.
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VIL

Ad Valorem Taxes Related to CWIFP

The company argues that the bookkeeping burden of capitalizing such a small amount-of ad"valorem taxes is not justified..
Counscquently, recording such a current expénse is a practical solution for 2 minor matter. The company also disputes the

dmount'of CWIP SDEC claims is subject to said tax.

South Dakota Electric Consumers argues that capifalization of such amounts is allowed by the Uniform System of Accounts
and should not be taken as a currerit expense.

Theé staff agrees with the SDEC- posmon and further argues that the tax law does not allow expenses for such taxes to be
currently taken.

The, commissiod found and conclyded that ad valbcei takes related to-CWIP, *308 which the company had expensed, should
be capitalized. Company ‘does not acmalfy deny the necessity. for capitalization of such taxes, but rather argues that
capitalization’ of the:amounts invelved is pot worth the effort. However, this commission cannot ignore the eroncous
expeasing of the ad valorern tixes and, therefore; rejects company's position.

VIIL

Fuel Adjastmént Clause

The company ha proposed a fuel adjustment clause which would be adjusted as the combined cost of fue and purchased
power yaried from the base cast provided for in said clause. The company.contends, that such a s;lansc is m{uircd in that
estiniatés dre necessarily made in-regard to purchased power costs until the Big Stone plant has béext in service for 2 Tonger
period. of timé than at preseat. It is further argued by the' company that suck & clauss is. the falrest to both ratepayir and the
company. The company further argues that the fitel adjustment clauses presented by SDEC and the staff do not reflect the
actual costs incurred by the company after the proposed rates in this casé would become effccuve

South Dakota Electric Consumers argues that its proposed fuel adjustmsut clause js more complete-that that of the staff and
that the clause proposed by the company, is too general in that it contains virtually no. information indicating the manier in
which tie adjustment factor is. to. be ‘calculated "or what ﬁxcl costs are to’ be taken into account. South- Dakola Eléctric
Consumers further argues that pumhased power is not & proper componentof a fuel adjustment clause.

- The staff argyes that the. fuel-adjustmeat clause proposed by. the enmpany would ignore revenues associated With stirplus-
capacity from. the ] Big Slom: plant and would only allow the ritepayer the opparfunity to realize the benéfits of the, Big Stoe
plant capacity by assuming-all'of the tisks concomitanf with sarfie. The staff further argues that such an arrengement woald
take all of the risks associated With Big Stone-plant from the sharcholder and place. them upon the ratépayer. The siall
concludes that its fiet adjustment clélise is the propef one to gccept in this procéeding.

The commission reaffirms and readopts its previously entered findings regarding the. propriety and validity of SDEC’s fuel
adjustment clause.

X,

Rate of Return

The primary issne in this procceding regarding rate of return relates to the fair rate of return on common equity. The
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commission found that 12 per cent is a fair raie of retum on common equity and that the overall fair rate of retumn is 9.23 per
ceat. Company, da its spcctﬁcatmns of error upon rehearing; contends that the rate of return on commion equity and the
overall rate of return are inadequate and arc consequently unlawful.

Upon full consideration of the affidavit of Al Schmidt, the specifications of eror upon rehearing filed. by company;, the
subscquent responses by company, staff, and infervenors, and the ealire record herein, thé commission finds that thic 12 per
ceat and 9.23 per cent are, respectively, the faif rate of return on common cquity and the fair overall rate of return, and the
commission hereby reaffirms its earlier determination in regard therclo.

*3D9 Company witness Montcau recommended a cost rate for common stock equity in the IS per cent-16 per cent range.
Staff witness Wilson recommended 12 per ceat, that being the highest percentage within the 11 percent to 12 per cent range
which. ke found fo be the zone of réasonableness. Staff witness Wilson testified that allowing a return on equity. as low as

11.25 per cent was justified.

Company witness Moateau first analyzed the relationship between common stock market and boolk values aad the. rates of
equity returns experienced by & large group of afility cotupanies. He then made a discounted cash-flow analysis of investor
assumptions and gxpectations. After epplying a 7.5 per cent factor for-the cost of financing and market pressure, Monteau
concluded that the averagg of his discounted cash-flow calculations was 14.86 per cent. Without ever precisely stating the
derivation of his recommendatiosi, Moatéan found a cost of cquity to range between 15 per cenl to 16 per'cent.

South Dakota Electric Conspruers, cstablished that Monteau had i this _proceeding departed from the methodology he had
utilized in proposing 2 rate -of return when testifying in rate pmcwdmgs before the SDEC municipalities. In the. earlier

procpeamgs he liad suggested a &émparison-bf-carnings approach on the ground that the best measure of the cost of common s

equity capitalized in the relationiship of earnings to book value of representative utilitics over a period of years. The average
cquity retufns of his comparison companies,-the samo being utilized jn this proceeding, were in the neighborhood of 12 per
cent over a period- of years. ‘Hence,- if the arialysis Monteau had utilized in the mmucipahty rate proceedings had been
recominended by him in this proceeding, his recommended equity return allowance would not have been sxgmﬁcanﬂy higher

than the 12 per cent found fair and reasonable by Dr. Wilson.

Staff witness Wilson starfed with a compauson of the equity camings of comparable companics. He found that 44
comparison combination gas and electric companies eamed from ‘105 per cent to 122 per cent-on their equity during th
five-yezr period 1970-to 1974, inclusive, and that 45 small electric utilities of the same general size of company dveraged
10:9 pér cent on quity in 1974 and below 12 per cent in most prior years since 1970. Wilson further found that 40 large
utifities with operations of at least 75 percm;electﬂoamaged from 11.4 per et to. 12.5 per cent on equity earnings during
the same 1970 to 1974, inclusive, period, and: that the same group of 40 with the elimination of subsidiaries of holding,

chitipanies éamed from 10.7 per cent to 11.9-per cent on equity in the same time period:

Wilson testified that circularity is inkereat in viewing only cornparison comipanies willi carnings subject to regilatory
determination.. Wilson furthec testified that comparison-of-earnings-test for ufilities should not be the oaly stardard in a stidy
‘of the cost of common equity capital. Henca, Wilson niext testified on-earnings on proprietary capital experieaced by & group
of unregulated business firms. He noted that these companies are more risky than company because  they, unlike compatiy, 6
not have monopoly franchises. Wilson, however, found that such an analysis would be helpful in cstablishing guidelines
conceming the cost of common equity capital. After compiling data for & large variety of manufacturing industries.*310 from
1961 through the first portion of 1975, Wilson found sany unrogulated firms with 11 per cent.or léss rates of return on book
equity, including many highly successful firms in mpre risky industrics: Thie all industry average for the 195] to 1974 period
was 11.4 per cent carniags on equity; and for ‘the twelve months ended September 30, 1975, the average was 12 per cent,

On tho basis of his comparison of utility and nonutility earnings, wilness Wilson concluded that ms of return on ¢common
equity in excess of 12 per ceat were not required to atfract capital or to fairly compensate company's common equity holders

for their investment.

Witness Wilsonh next proceeded to conduct a discounted cash-flow study. He stated that the discouated cash-flow
methodology assumes the present value—i.e., whatl an investor is willing fo pay'in order to obtain a sum certain amount &t
some specified time in the future—can be ascertained by- adding together the current dividend yield and the shares of
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common stock and.the annual'exbectcd growth rate in dividends. Witness Wilson app]icd this discounted cash-flow test to
groups of his comparison companies, and, not to the stock of the company itself, in order to eliminate the effects of
irregularitics attendant with the-market bchawor ofany one particular company’s stock.

Witness Wilson found that the annual dividend yield of his comparison companies, calculated as the ratios of dividends paid
during the year to-average of high and low market prices for the year, were as follows: 44 combination compaaics, 9.93 per
cent; 40 electrics, 9.9 per cent; 45 small utilities, 9.42 per cent. He developed serveral annual dividend gross rates for his
aroups. of comparison companjcs for several growth pedods—namely, 1973-74; 1972-74;. 1971-74; 1969-74; and
1964~74~and witriess Wilson found that rates of 2. S5 per cent to 4.76 jer cent in dividend growth were expericnced during

tho_sc various time framcs‘
On the basis of dividend yiclds and annual dividend growth rates, witnéss Wilson concluded that the costs of common cquity
capital werc 11.25 per ceat for the combination eompanics, 11.5 per cent for the-large eléctrics, gnd 11.7 per ceat for the

small utilities: Ori the basis of all of his tests, witness Wilson concluded that-the cost 6f common equity capital Tor company
was’in the LI per cent {0 12 per ¢ent tange, and suggested reliance on the top.of the mng& to accommodate the company's

thin equity ratio.
A critical explanation forthe diffcrent result reached by Dr. Wilson in"his discounfed cash-flow study from the end ateained

by Mr. Monteat is that Mr. Monicau accorded equal weight fo the historical experience of each.of the ten years used in this
study, whereas witness. Wilson also made ten-year studies but acéorded significantly greater iweight to the data of the more-

current years.

Witness Wilsoii found fault with withéss Monteati's methodelogy. Witness Wilson pointed out that the book values of the

_é,ompzu:ly's common stock is inflated as the result of retention of exccssive carnings in past years in which typical regulatory

Fag operafed to the detriment of consumefs and by bigh prices at which company then $old its shares of stock.

In any event, the matket price of utility ¢ompany stock is Felated t6 many factors that aré beyond the purview of this
commission and are outside this commission™s ¢ontrol. For example, witness Wilson called afiéntion to & récéat NARUC
report on the telative efficiencies *3{1 of électric wilities, Company, was classifiéd as felatively incfficigdt, in this répoit.
Althougti witicss Wilson expressed no -opinieri on the aectracy or faithess of the NARUGC study; he noted that the same was®
an éxamplé of @ factér which might affect investors that coald not be controlled by this commission, This comission finds
that the more comprehensive studies éonducted by witness Wilson pm\nde 4 ihoré reliable basis for establishing the fair rate

of returm on comfhon equity, the same being 12 per ceat.

The commission has found nothing in either the affidavit of Al Schinidt for the spdclﬁmtxaus of érvor upon rehearing filed by:
company which in any thanner warrant any ¢change in the previéusly entéred ﬁndmgs of this commissiori.

X,

End Result

Company argues in.its specifications of error upon rehearing that the end resulf of the PUC’s decision and order of September
27, 1976, is constitutionally unlawful. Company provides no specifics fo support this allegation ualess the- specifics are
contained in the company's assignments of error with respect to the components of the cost of servicesuch as average versus
year-end rate basc, rate of return, and other issues raised in this proceeding.

If these are the specifics upon” which the company bases its claim, company®sclain is without substance. The end result test
is not a disembodied test mdcpendent of the components that make up the cost of service which lead to the ead result of the
regulatory adjudication. If each element comprising the cost. of service is properly determined, as this commission has found

that they are, thea the end result is likewise proper.

If the specifics of the company s end rcsull argumcnt rest upon the aiicgauous ol' the affidavit of Al Sc.hmldt wherein he
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asserts that the rate incredse authorized by the commission does not provide sufficient.coverage of preferred stock dividend
requirements to permit the'issuance of additional preferred stock the argument advanced by company stilt has no merit.

Company assumes that the coverage it computes, assuming, argucndo; its computations are credible and reliable; is
attributable 1o the inadequacy of the rate increase authorized by the commission. The fact is, however, that the level of
‘earnings is not determinative of the coverage level. A satisfactory level of camings, which everyone would agree pmdu-:cs 2
fair return, does not mean that coverage will be at a satxsfactory fevel. Company's witness conceded that declining g coverages
do not necessarily indicate an inadequacy of earnings. Any financially healthy company can be hard pressed to meet coverage.

rcqmrcments on QCCASIOTL

Coverage levels are primarily influenced by two factors. First, by the level of the- interest costs; as it increases, coverage-will
decline. This resuit will obtain even though coverage in doilars may be. substamlally greater. than in the past. The evidence
bcforc this commission so reflects this resuit. Secondly, and more lmponantly, is the debt ratio; as the-debt mtio increases
and the common equity ratio becomes thinner; coverage deélines. [t is company’s low cquity ratio, as 2 consequence of its
high debt ratio, which has adversely affected the cost of botlyequity and débs, and coverage.

Company's witness conceded thal company’s common equity ratio was *312 much lower than it should have been. In Yight of
-a long-term debt ratio. of 57.88 per cent, company's witness further conceded that the Tinancial community | becomes alarmed
when long—term debt ratio rises above-the 50 per cent level. F‘nally, cotmpany's witness conceded that an equity ratis of 30,
per cent is dangerously low, although company's equity ratio is only 27 per ceat.

As the evidence unequivocally demopstrates, corpany’s coverage is not attribistable to the level of the revenge increasé:
authorized by this commission. The refatively.low- coverage ratios.art thi¢ result of company's-own deliberate course ofaction

" and conduct in the issuance of debt securities. 1t is incumbent upon company to refcdy its common cquity ratio and to

reduce-its long-term debt fatio. This commission has fully eonsxda:cd oompany'soavmge requircments, in reaching its
decision in this proceeding.

While coverage provisions of company *s indenturs and articles of incorpomuon are considered, such provisions, befog the.
result of private agreements, and in maay cases entered into in the distant past, cabnot bé perniitted to dictate excessiva rates
and may not be titilized 10, in effect, usurp this cormission’s regulatory duties and responsibilities.

‘Fhis commission finds that the end result of our decision and order entéréd today is both consumuonally sound and
establishes just and reasonable rates.

XL

Affidavit of Al Sclunidt and Exkibits Attached Thereti

Tie affidavit 6f Al Schmidt makeés zllegations. about the ¢ffect of the commission’s decision and order entered on the 27th
day: of Sépterhber, 1976, and purports to rely. upon the exhibits appeoded thiceto for suppoit of siid allegations. However, i
thie. éxhibits were ta aceurately, and clearly reflect the-effect of the comiission's previoasly entered décision and-orilet, said
exhibits would Have:to be based tipon the principles adopted by the commission in said decision and order. It is obvious that
the exhibits do riot 5o Yeflect those principles. For exdmple, the exhibils are based upon an end-of-period rate base ‘wheress
the commission found thal an average rate base should be utilized, in this proceeding. With respect to. working capital, the
exhibits do not ‘appear to in any manrer reflect the effect of the commissions decision and order, The ekhibits reflect tax:
normalization which this commission'rejected in its decision and order. ’

Exhibit No. 2 does not reflect the total eamings of the company, since it is confined to the company’s electric it is-confined to
the company’s -electric operations. Earnings per sharc of common must, of course, be based upon the-totality of the
company's operations, including the effect of company's gas operations.

Exhibit No. 3 purports to show that the rate increase authorized by this commission in ils pmvi,ously entered decision and -
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order produces inadequate preferred stock coverages and thereby does not permit the issuance of additional preferred stock.
Exhibit No. 3 contains the same fallacy as did Exhibit No. 2 in that it does not give effet t6 the lotality of the company's
operations and carnings. Again, the ability to issuc preferred stock is relatéd to total company dpcrations and révenuss.
Moreover, both said exhibits are based on budgeted figures and *313 do riot mahsucaliy represent the reddlts of actual
company opefations. A further illustration of the unreliability of thé pmffcrrcd exhibits is that; coritained therein, interest is
shown 6n bank loans at 7 per cent whereas said intercst on-bank lodns in 1976 has been reduced significantly below (hat

percentage.

The exhibits ar¢ also bascd on a pcnod which is not the test period advanced by the company in this proceeding. Moreover,
the hearings before this commission on company’s appl:cahon were bascdupon said test period and this commission entered
its decision and order on the 27th day of September, 1976, in regard thereto. Hence, the commission finds that its decisipn
and order entered today as well as its previously entered decision and order must be evaluated in light of the evidenciary

record before it which was based upon the test period, advanced by’ company in this procceding:

Many of the allegations contained in'the affidavit of Al Schmidt are also mns‘(mdmg. For cxamplc, Par XII of the affidavit
asserts that the company supported annual cleclric reveaues of $31,978,549 whereas the commission"s decision and order-
entered on thc 27th day of September, 1976, -resulted in annual c!ectnc revenues of $24,847,542, resulting in & reduction of
revenues of $7, 131,007. However, there was no reduction of $7,131 ,007 because the company did not file rate schedules to
produce annual electric revenues of that maguitude. The annual revenue reduction from that filed for by company was

approximately, $3,750,000.
At Par XVI, the affidavit of Al Sehmidt.alleges that Exhibit No. 4 demonstrates that the company hasnot beear able fo eam

_ the 9.23 per cent rate of return authorized by the commission. based on electric:rates ‘and end-of-period rate basc and that 2
return of only 7.31 per cent on company's end-of:period rate base for thie twelve months caded September 30, 1977, will be

realized, The commission has already-averred to several defects contained in Exh'b!t No. 4, including the fact that it is not
based v the (est period advocated by.company: during the bearings on oompany s application, said test period having been
adopted by the commission. Additionally, the a!legaﬁomm based on positicas of company which have been rc_;ectzd by this’
commission jn its.previoysly entered decision and-order, such 4s year-end rate base, Finally, the alleged eamings are not
actual carnings {or the period utilized by company. Eamnings. arc higher, of course, O an average rate base and on other.
principles adopted by this commission in its previously renderedi decision and ordér.

It is interesting (o note that compédny’s annual reports fo stockliolders refiéct per share camings onthe basis of the. average
number of shams outstanding’ dunng the year, Company and the investment community fecognize the necessity for same in.
that carning power of eapital is properly measured by relating carings during a particular peciod to the average investment
during that period. Company® 's-concept in this.case of masutingmuu during & test period with the investment levels thai
exist at the end of the perips-is. untenable and’ dm not in any manner reflecta proper matching of the earnings capability of

company's investrient.

Other portions of the affidavit of Al Schraidt simply: reiferate the argiments previously madé to this commission which were,
rejected in this commissiqu § decision and order: entered-on the 27th day.of September, 1976 The affidavit *314 dnd réfated
exhibits proVde no valid test for the cornmission’s’ pravlously entered decision and order in‘that said affivedit and.exhibits,

acé based upon rejected and invalid principles.

Finglly, thé commission feels that-the submission of information filed by company on thie; 17th day* of December, 1976, as
well as thc recently filed November, 1976, mionthly report coriclusively establishi the inherent unretiability of thé affidavit and
related ethbits of Al Schmidl. Moreover, said submission of jnformation filed by company on the 17th day of December,

1976, further establishes that the allegations contained in the affidavit and related exhibifs of Al Schmidt are ugfounded and

unsupported,

The commission will not further claborate upon each and ‘every inaccurucy, inconsistency, and misleading allegation
contained therein, but simply finds that said affidavit and related exhibits are both meritfess and incredulons. The.commission
further finds that the submission of the affidavit and exhibits of Al Schmidt, and the subsequent developments related therelo,
require this commission to direct staff to initiate a complete investigation of this catiré matter.
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Certain issues bave not been contested by company, staff, or SDEC, and will therefore require no further claboration herein,
as they are hereby adopted by this commission, Tlie commission, on the basis of all of the testimony; exhibits; briefs, and
arguments, and-the catire record in this proceeding, intluding all matters submitted to the commission on rehearing, bereby
enters its findings of fact and conclusions of law as follows:

Findings of Facr

L

That the discussion and analysis above set forth is hereby incorporated as. if set forth in fill icrein.

IL

That the commission hereby readopts and reaffirms its Fmdmg of Fact Nos. I to XXX, inclusive;“and XXX to LVIL,
inclysive, entered on the 27th day of September, 1976, in the commission's decision and order; and that the' commission

rescinds Finding of Fact No. X231 contained therein

- IO « IIL

That the specifications of error upon rehearing and the allegations in the affidavit-of Al Schmidt and related exhibits are
vithout merit and arc unsupporied in thé record before this commission, except for the confention of company that the
tegulntorycxncnsoadoptcd. by the commissibn should riot be.amortized.

Conclustons of Law

L

The comumission hereby incorporhtes the ahove set forth discussion and analysis as {f sét forth in full herein.

IL

The commission hereby readopts and reaffirms its Conclusion of Law Nos. [ to XX, inclusive; and XXII to XXXIII,
inclusive, and hereby rescinds Conclusion of Law No. XXL

*315 X
That Conclusion of Law No. XXXIV, cxcept s hereinafter provided, is hereby incorporated as if set forth in full herein.

V..

That Atiachment No. 1, Appendix E contained in Conclusion of Law No. XXXIV is rejected and that Revised Attachment
No. 1, Appendix E attachsd hereto, is hereby incorporated as if set forth in full herein.

Wit ot - . -
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Vi

That the specifications of error upon rehearing, except as relating to Finding of Fact No. XXXII and Conclusion of Law No.
XXI be, and the sarme hereby are, denied.

VL

That the allegations contained in the affidavit and the related exhibits of Al Schmidt are unfounded and unsupportéd in the
record before this.commission:

VIL

Except as modified heroin with respect, fo Finding, of Fagt No. XXXII Conclusion of Law No. XXI and Attachnrent No: 1,
Appendix E, the commission’s decision and order entered on the 27th day of September, 1976, not inconsistent herewith, is
hereby readopted, reaffirmed, dnd incorporated as if set forthein full herein.

End of Dacumest _ | ¥ =
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BEFORE THE PUBLIC UTILITIES COMMISSION
OF THE STATE OF SOUTH DAKOTA

IN THE MATTER OF THE APPLICATION
OF NORTHERN STATES POWER COMPANY
FOR AUTHORITY TO ESTABLISH
INCREASED RATES FOR ELECTRIC
SERVICE IN SOUTH DAKOTA.

DECISION AND ORDER

(F-3382)

On June 15, 1981, Northern States Power Company (NSP)
filed with the Commission an application for authority to
establish increased rates for its retail electric service in
South Dakota. By the terms of its application, NSP sought to
increase retail electric revenues by approximately $6,184,000
on an annual basis, which constitutes an overall increase in
annual revenues of approximately 20%. NSP serves approximately
46,000 customers in South Dakota. NSP sought to implement its
proposed rate increase to become effective on December 15, 1981.
On July 21, 1981, the Commission filed its Notice of and Order
for Deposit and Procedural Schedule 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
Notice of Procedural Schedule entered on October 2, 1981, the
evidentiary hearing set in the case was delayed one day to
accommodate a state and federal holiday. On September 30,
1981, the Commission held a consumer input hearing in Sioux
Falls, South Dakota. On October 13, 1981, the formal evi-
dentilary hearings in this case.were commenced in Pierre.

NSP was represented by its counsel David Lawrence of Minneapo-
lis, Minnesota and by Samuel L. Hanson of Briggs and Morgan,
Mirneapolis, Minnesota. Commission Staff was represented by
..me P, Gilbert and Doyle D, Estes of Gunderson, Farrar,
Aldrich, Warder and DeMersseman, Rapid City, South Dakota.

DISCUSSION
I.
TEST YEAR

A. _NSP Position

NSP Witness McIntyre's adjustments to rate base, revenues
and expenses are based on 1981 sales levels and assoclated
demands, It is NSP's contention that SDCL Chapter 49-34A
does not prohibit usage of partially or fully forecasted test
vears. Witness McIntyre testified that he had little confi-
dence that Staff's case utilizing historical test year data
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properly reflects 1981 conditions, and is altogether insuffi- Q’
cient for recognizing 1982 conditions. Witness McIntyre then
defended his recommended use of forecasted and budgeted data
arguing that the complexity and thoroughness of a budget
enhances its reliability. He also testified that it is unneces-
sary for the Staff to develop its own budget but that Staff
could fulfill its responsibilities by reviewing the Company's
budget in light of historical results, changing conditions

and abnormal deviations. NSP further claimed that its budget
should be adopted because there have been no serious criticisms
of its accuracy, it better reflects cost/revenue relationships,
its accuracy can be assessed as actual results occur and it

can be corrected in the process, and because serious revenue
gaps will occur 1f historical test years are utilized.

NSP Witness McIntyre testified that other jurisdictions
have had good experience using forecasted test years based on
NSP's budget, and that the budget has historically proved to
be quite reliable in reflecting the near future. Because the
budgets are used primarily for operating, planning and conduct-
ing Company business, he believed the budget to represent the
Company's best efforts to forecast its financial future. NSP
also contends that the budgeted data is superior to Staff's
historical test year, and further contends that Staff's deter-
minations have failed to work in the past.

@

B. Staff Position

Staff opposes the use of partially or fully forecasted test
years. Staff Witness Rislov testified that the purpose of a
rate increase application 1is to derive cost/revenue relation-
ships that will be in effect for the forthcoming period. He
maintained that historical data reflects actual cost/revenue
relationships, and when adjusted, is a better indicator of
future relationships than a budget. Witness Rislov testified
that a budget is based on a series of assumptions, projections
and guesses made by 285 department heads, and that given the
number of people involved and the possibility of errors on the
part of each, budgets may be adequate for planning, but lack
sufficient precision for ratemaking.

Staff Witnesses Towers and Rislov pointed out that NSP's
claim that their budget performs acceptably in other juris-
dictions in an allowed verus earned return sense is meaning-
less because the budget becomes a self-fulfilling prophecy.
Staff claims that NSP can and does time expenditures to their
benefit when a forecast test year based on their budget is
utilized. Staff believes that NSP may delay expenditures from

2 @

BHP-A-123



i}

’

one budgetary period forward in order to give their budget the
appearance of being precise. Staff alleges that due to the
adoption of a budget, NSP may receive rate base treatments
months before an item becomes used and useful, yet because

the item became used and useful within the budget year the
budget will maintain the appearance of being correct. Staff
asserts that the forecast depends heavily on the forecast of
sales in order to establish cost/revenue relationships. Staff
believes that sales cannot be forecast accurately due to the
present difficulty in forecasting trends.

Staff Witness Rislov testified that historical test years
are not "backward looking" in a rate case context. It is Wit-
ness Rislov's testimony that historical test years adjusted for
known and measurable changes are sound for development of
appropriate cost/revenue relationships. Staff Witnesses
Towers and Rislov testified that in their opinion, NSP has
failed to document known and measurable changes and that NSP
is now trying to capitalize on this failure by requesting the
Commission to adopt a self-fulfilling budget that offers little
economic incentive for being cost-conscious.

Staff asserts in its case that they have recognized more
adjustments to NSP's case than they have in the past. Staff
Witness Rislov, for example, annualized non-revenue producing
plant through July of 1981, a full six months after the test
year ended. Witnesses Rislov and Towers additionally testified
that NSP could offer known change adjustments occurring prior
to the Commission Order.

Staff also noted, contrary to NSP Witness McIntyre's testi-
mony, that usage of forecast test years does not necessarily
limit the number of rate increase filings. Staff points out
that NSP filed for an increase in rates in Minnesota on July 1,
1981, only two months after Minnesota had issued a rate in-
crease Order.

Staff Witness Rislov further pointed out that the Staff
must process a rate case within six months of the date of
filing, and that this relatively rapid processing time
coupled with known change adjustments should make, in Witness
Rislov's view, the test year reasonably reflective of current
conditions. '

EL.
INCOME TAX NORMALIZATION

A. NSP Position

NSP urged the Commission to abandon its past precedent
requliring flow-through of income tax benefits and adopt income
tax normalization. NSP Witness McIntyre testified that tax

=B
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normalization better achieves the goal of equity and fairness in
rates than does flow-through. One of the reasons given by Wit-
ness McIntyre is that tax normalization synchronizes the recog-
nition in rates of the deductibility of an expense with the
recognition of the expense itself. In other words, under
normalization procedures, income taxes are allocated over the
life of the plant giving rise to the tax expense rather than

to the construction period when the costs were actually paid.
Another reason given by NSP is that flow-through treatment,
according to the FERC, costs ratepayers the same as normaliza-
tion. (However, on rebuttal, NSP argues that according to the
Massachusetts Accountants For Public Issues, Inc., normalization
is less costly to the customers than flow-through.) -

NSP further summarizes certain findings made by the FERC
in its Order No. 144 to support Witness McIntyre's contention
that normalization is more fair and equitable than flow-through.
These findings are:

(1) That normalization balances obligations to insure
reasonable rates to ratepayers while maintaining
the financial integrity of the utility; !

(2) That normalization is more properly cost-based
than flow-through,

(3) That tax normalization meets the "actual taxes
paid" principle from policy and legal standpoints;

(4) That tax normalization meets the just and
reasonable rate standards of the Federal Power
Act and Natural Gas Act;

(5) That tax normalization is likely to broduce more
stable rates over time than flow-through;

(6) That no adverse incentives are given to companies
by the use of normalization; and

(7) That issuance of a generic rule resolving the
issues will result in administrative efficiency
and clarity which will bencfit all parties.

C

NSP Witness McIntyre testified that the idea of a '"permanent

tax saving" resulting from normalization is not a valid reason
for rejecting normalization because no such permanent tax
savings results from normalization. The reason there 1s no
such savings is that tax deferrals do reverse, or turn around.
Witness McIntyre similarly testified that a growth in the
aggregate size of the accumulated deferred tax account does not
justify rejection of tax normalization policies because even

—4-
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though the account in the aggregate may be growing, individual
timing differences still are reversing continuously.

NSP contends that it must be permitted to utilize nor-
malization in order that its accounting procedures conform
to generally accepted accounting principles, in this instance
those embodied in APB No. 1l1.

NSP points out that its other regulating jurisdictions
all utilize normalization and that the unique treatment in
South Dakota is requiring special accounting treatment that
is becoming more complex with time. Hence, NSP argues that
because of the FERC comprehensive review of the 1ssue, the
treatment given the Company in other jurisdictions, and recent
trends in tax law changes favoring normalization, the Commis-
sion should reassess its past precedent.

B. Staff Position

The Staff urges the Commission to continue its past prece-
dent requiring flow-through of income tax benefits except where
federal law makes it imprudent to do so.

Staff Witness Brown testified that flow-through is desirable
because it reflects in utility rates only the actual taxes
paid or payable and because it matches costs imposed on the
utility with those included. in rates... Staff Witness Brown
also testified that flow-through is less costly to the customer
than income tax normalization. The reason flow-through is
less costly is that customers pay currently, under normaliza-
tion, for federal income taxes the utility will pay, theoreti-
cally, only in the later years of the plant life. Hence, time
value considerations favor flow-through as the less costly
alternative for customers. Also, Staff Witness Brown testi-
fied that the cost of capital for a utility is less than the
cost of capital for most consumers. Since the customers are
given carrying charges on their contribution of federal income
taxes in advance of the payment of these taxes to the federal
government at the utility's cost of capital rate, most customers
will never be fully reimbursed under normalization. Staff
further argues that because the type of deductions at issue
recur year after year so long as there is a construction pro-
gram for either new or replacement plant, each year's tax
saving generated by construction will in all likelihood
exceed any tax currently payable associated with the "turn-
around" of deferred taxes related to older plant. Staff
explained that the reason total taxes currently payable will
not increase over time is that tax savings are generated
each year, but reverse very slowly, generally over a period
of about 30 years. Moreover, Staff Witness Brown stated
that it is reasonable to assume that the utility's tax

=B
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Dated at Pierre,

ber, 1981.

(OFFICIAL SEAL)

South Dakota, this Zj% day of Decem-

BY ORDER OF THE COMMISSION,
Chairman Fischer, Commissioners
Stofferahn and Solem:

%// Ak Af ,.,AC; O -’5"

PATRICIA de HUECK
Executive Secretary

-51-
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BEFORE THE PUBLIC UTILITIES COMMISSION
OF THE STATE OF SOUTH DAKOTA

IN THE MATTER OF THE APPLICATION
OF NORTHERN STATES POWER COMPANY
FOR AN INCREASE IN ITS RATES FOR
ELECTRIC SERVICE IN SOUTH
DAKOTA.

Docket No. F-3422

N Nt N o Nt

STAFF MEMORANDUM IN SUPPORT OF STIPULATION
AND SETTLEMENT AGREEMENT BETWEEN —
NORTHERN STATES POWER COMPANY AND ,
COMMISSION STAFF
On April 15, 1983, representatives of Northern States Power
Company ("NSP" or "Company') and Commission Staff ("Staff') met
in Pierre to discuss possible settlement of part or all of the
issues at contention inAthis docket. As a result of these

negotlations, NSP and Staff have agreed to a settlement level

revenue increase-of $3,902,000 on an annual basis. This settle-

il |

ment also includes a one and one-~half year moratorium on further

rate increases, until Novembper 1, 1984,

I.

Positions of the Parties

- In 1ts application filed November 17, 1983, NSP sought to

increase its annual revenues for electric service by $4,917,000
on the basis of an adjusted test year ended June 30, 1982. On i
March 28, 1983, Staff filed testimony recommending that the

Company be allowed to increase its rates by $1,525,000. On
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uApril 11, 1983, Company filed its rebuttal testimony purporting

to justify an increase of approximately $5,515,000. Company's

position on rebuttal reflected refinements to certain adjust-

.ments originally proposed by Company but rejected by Staff,

and‘ certain additional adjustments not included in the Com-

pany's initial filing.

11, =

Settlement Level Increase

A, Initial Staff Position:

Based on data exchanges with the Company after Staff filed

.1ts testimony, Btaff conceded corrections to its original

position amounting to $728,000. These corrections are shown
on the reconciliation exhibit attached tos-this memorandum.

It should be noted that the $200,000 flow%hrough error shown

iR it

as a correction on the reconciliation exhibit was the result
of incorrect 1nformation provided to Staff by a Company data
response. Staff's corrected vosition, therefore, had the case

gone to hearing, would have been $2,2853,000.

B. Tyrone Stipulation:

The reconciliation exhibit also shows a Tyrone expense .
adjustment of $313,000 as an add-on to Staff's initial, corrected
position. In addition to the Settlement Aéreement resolving
outstanding revenue requirement issues, NSP and Staff have

also entered into a Stipulation resolving the recoveyy df

—o-
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Tyrone cancellation costs. The Stipulation, dated April 15, 1983,
is referenced in Article IV of the Settlement Agreement. The’

Stipulation is also submitted to the Commission for approval

-in this case.

As the Stipulation sets forth, £he Eighth Circuit Court
of Appeals' decision in October, 1983 upholding the FERC's
approval of NSP's proposed amendment to the Coordinating Agree-
ment between it and NSP (Wisconsin) finally determined the
assignment of TyronéJCancellation césféhﬁetween the two com-
panies. As a result of the Eighth Circuilt's ruling, approxi-
mately 87% of the $67.1 million in cancellation costs must be
borne by NSP (Minﬂesota). The South Dakota Supreme Court's
January 3, 1983 opinion on the Tyrone issue 1n the appeal of
the Commission's decision in Docket F-3353"uphéld the Commis-
sion's discretionary authority to defer 1ts decision on the
retail recovery of Tyrone related costs pending a final
ruling from the federal courts‘on the‘FERC's decision. Now
thatttﬁe FERé decision haé been affirmed and 1s no longer
subjecf to further Judicial review, how Tygone cancellation
costs are to be recovered from South Dakota rateﬁayers again
becoﬁes a quesfion for Commission decision. ‘

In light of-the Eighth Circuit's ruling requiring pass-
through of Tyrone costs to NSP (Minnesota), Staff has sought
to lessen the rate impact of the Tyrbne recovery-oﬁ South
Dakota retail éustomers. Company and Staff have stipulated

(1) to a recovery of the Tyrone costs (subject to Commission

-3-
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approval) over a twenty year amoffizatién period, and (2) to
a carrying charge on the unamortized balance of those costs
which does not include 2 common equity component. The Stipu-
--lation-also provides for the recovery of the deferred portion
of the amortized loss, as required under the Settlement
‘Agreement 1n Docket F-3353.

The Stipulation reflects a recognition that the amortiza-
tion of the Tyrone leoss commenced on March 6, 1979 (the date
of the Wisconsin Public Service Commission's decision denying
Tyrone certification), but that the Company's entitlement to
begin recovering the annual aﬁortization expense from South
Dakota ratepayers did not begin until November 30, 1880 (the
date of the Settlement Agreement in Docket F—3353). Thus,
under the Stipulation the Company will absorb-the first twenty
months' amortization expense (March, 1979 through November,
1980). :

The Stipulation further reflects that from the date of
the Settlement Aéreement in F-3353 (November 30, 1980) ﬂn&ii
the effective date of the rates in this case (ﬁayql, 1983)
recovery of Tyrone related costs from South Dakota customeré
has been deferred. 'Thié deferral resulted from the Commis-‘
sion's Orders in Dockets F-3353 and F-3382, Under the
Settlement Agreement in Docket F-3353 and under the Commis-
sion's Order in Docket'F—3382, however, NSP is entitled to a

carrying charge on the deferred amounts to compensate the

—4-
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Company for the deferral. The Stipulation applies the carrying
charge formula contained in the F-3353 Settlement Agreement to
the amounts deferred in both previous cases.

In addition to recovery of the deferred portion of the
Tyrone loss, the Stipulation alsP provides for the recovery of
the current portion of the cancellation loss, i.e., that portion
collectible from May 1, 1983 through the end of the amortiza-
tion period (approximately March 6, 1999). The Stipulation
applies a partialﬁcarrying charge to the current portion,
similar to interest on a loan, to compensate the Company ior
the extended recovery period. This carrying charge is computed
at the weighted cost of preferred stock plus an allowance for
associated income taxes at the prevailing tax rate, and the
welghted cost of debt as determined by the most recent Commis-~
sion NSP rate .order. The Stipulation does not reflect a
common equity component ig t@e carrying charge.

Exclusion of the common gquity component from the carry-
ing charge repreéehts a séttlement ﬁoéit#én‘betﬁeen Company
and Stj:af:é; Initially, Staf? had proposed-that the loss be
recovered over the‘remaining twenty-seven years of the thirty
yéar amortization'beriod recommendéd‘by the Commissibn in the
FERC proceedings; ﬁith no carrying charges épplied to the
unamortized balance. . Company sought fecovery over the remain-
ing seven years of the "variable'" ten year amortization

period ordered by the FERC, also with no carrying charges.

.-
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For settlement purposes, the Company and Staff have agreed to

a twenty year recovery perlod (seventeen years remaining since
March, 1979), énd to a carrying charge which excludes the common
equity component. Staff believes that the exclusion of the

common equity component effects an appropriate sharing of the

- Tyrone -‘loss between ratepayers and equity stockholders. This

exclusion will not requlre ratepayers to reimburse stock-

" holders for that portion of the rate of return (carrying

éha?ge) which would otherwise serve to compensate stockholders
for their share of the cost of money iequired to carry the
unamortized balance of the Tyrone loss. Staff's advocacy of
this position reflects the recommendation made by the Commis-
sion through its Witness Robert G. Towers in the FERC pro-

ceedings that the common equity portion off~the AFUDC on Tyrone

‘costs be excluded from the recoverable amount.

Staff takes the%position thgt the twenty year recovery "
and the allowance of a partial carrying charge on the
unamortized balance most equitably providés for the recovery‘
of T&rone related costs from South Dakota ratepaiers. I

the Commission approves the Stipulation on the Tyrone issue,

'Company has agreed to Jointly move to have the pending appeals

of the last two Commission Orders dismissed. Both appeals
are currently before the Sixth Circuit Court for Hughes
County. The only outstanding issue in each appeal is the
treatment of Tyrone expenses. rThe Commission's approval

of the Tyrone stipulation in this case will settle the

-6-
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matter for once and f&r all. The Stipulation provides a fréme-
work for the recovery of Tyrone costs prospectively through

the end of the amortization periocd. In all future NSP rate
cases, the amounts of the revenue requirement associated with
the Tyrone amortization expense will be calculated on the

basis of the Stipulation in this case.

C. Update to Staff Position: T~

‘The reconciliation exhibit shows seven amounts listed
under the heading "Updates". These represent amounts which
Staff accepts as valid add-ons to its initial, corrected
position. Staff's acceptance of these amounts is based in
some cases on refinements of adjustments initially proposed
by Company as part of its application but.rejepted by Stoalrf
in its testimony. The refined adjustments were included in
Company's rebuttal testimony. ,Other amounts were included =
initially in'Companf's rebuttal filing. Oné was presented_for
the first time duringuséttlement discussions. All of the
amounts reflected as updates would have been accepted by Staff

had the case gone to hearing, A brief description supporting

Staff's acceptance of each follows.

Fuel Stocks, etc.

In NSP's rebuttal presentation, the Company updated the
average balance of fuel stocks (repriced), materials and

supplies and prepayments to reflect a more current thirteen

month average.

e
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"inflation'" adjustments which have been approved by the

Nuclear fuel decommissioning

In NSP's rebuttal, the Company included an additional
month's expense associated with its nuclear fuel decommissioning
so that a full annual level would be reflected. The imitial

filing reflected only eleven months of costs.

Pensions
The additional $12,000 for pension costs reflects an
annualization of NSP's currenf pension accrual, which the

Staff had initially not reflected on an annualized basis.

Inflation

NSP's initinl presentation included no "inflation"
adjﬁstment. On rebuttal, however, NSP intrqduced such an
adjustment. The $110,000 reflected as a papt of the settle-
ment was constructed similar to the manner in which other -

Commission were constructed.

Split Rock Substation

Initially, Staff deleted the adjustments proposed by
NSP to annﬁaiize its Split Rock substation investment and
associated costs because NSP had not taken -into account
acknowledgedllbad growth whicﬁ w&ﬁld be sérvicedvgy tﬁe
facilities. At séttlement, however, the Company agreed to

reduce the amount of its claimed costs by a growth rate,

e
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thereby accounting for its anticipated load growth. NSP
also outlined more fully at rebﬁttal that certain aspects
of this facility mitigate towards considering it as a facility
necessary to assuring system reliability more so than one

which accommodated system growth.

Storm damage

Initially, Staff took exception to NSP's construction
of a five year period to develop a five year average for
storm damage expenses for inclusion in the cost of service.
On rebuttal, NSP updated its five year period to the most
recent five full calendar year period thereby applying a
calendar year average consistent with past methods of

averaging these costs.

Non-revenue producing plant

Initially, Staff included non-revenue producing plant
additions which were in-service as of January 1983. With the
passage of time, NS? was able to update these additions to
a period corresponding more closely with the date that

ratés established in»ﬁhis proceeding will be effective.

D. Settlement lIssues:

Were this case to go to hearing, Staff's corrected and
updated position would be at $3,096,000. The reconciliation

sheet identifies three additional amounts as '"'settlement

.
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position changes'. These fepresent issues which Staff was
willing to agree to for settlement purposes in exchange for

the eighteen month moratorium in this case.

Excess capacity

The first represents a settlement of the excess capacity
adjustment initially proposed by Staff. Instead of the full
excess capacity*adjustment of $361,000 originally recommended
by Staff, which was based on the Company's average investment

~in generating facilities, Staff has, for settlement purposes

only, agreed to an excess capcity adjustment of $157,000

based on the Company's investment in oil-fired generation onl&.
This settlement position change adds back $203,000 to Staff's
position, the difference between the original $361,000 ndjust-

ment and the settlement level adjustment of $157,000.

Return on equity

In exchange for the eighteen month moratorium, Staff also*
agreed to an increase in the ailowed rate of return on equity
from 14% to 14.5%{ fér settlement purposes only. Staff would
point out that 14.5% is the maximum return on equity ever
granted by the Commission in a g;s or electric rate case,
Therefore, Staff's position for settlement does not exceed

any previous Commission Order on this issue.

Additional dollars for extended moratorium

In order to procure the extended moratorium agreed to

under the Settlement Agreement, Staff agreed to an additional

=10
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lump sum increase of $297,000. Staff finds this to be a

reasonable price for the lengthy moratorium agreed to by Com-

pany.

Moratorium

‘Staff piaces a substantial value on the eighteen month
moratorium which was obtained by entering into this Stipu-
lation.

Based on evidence which 1s contained in the record in
this case concerning the level of non-revenue producing plant
which NSP expects to place in service during the remainder of
1983 and concerning other changes in its costs which are
expected to occur in 1983 and beyond, Staff does not find it

unrealistic to expect that NSP would file another rate

I

increase request as early as November 1983,: absent a moratorium.

Assuming that NSP at that time could justify a rate increase

Jiith |

of at least $1.8 million, which does not appear to be an
unrealistic assumption, a rate increase of that magnitude
;ould go into effect in May 1984. However, the'moraﬁorium
would forestall implementation of thié amount until November
1984, a full six months. Delaying the inmplementation of =
minimal rate increase of $1.8 million An an annual basis is
worth $900,000 to customers. Obvicusly, the greater the -
amount of the rate increase which could be Jjustified, the

greater is the value of the moratorium to the consumers.

%
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g - fe
Dated at Pierre, '‘South Dakota, this 20O  day of April,

Respectfully submitted,

Werts Wouloteg ©

WALTER WASHINGTON
Asgsistant Attorney General
Public Utilities Commission
500 East Capitol Avenue
Pierre, South Dakota 57501

On Behalf of Commission Staff

[
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REGPUCH 5, 2005 WL 998367

The Regulation of Public Utilities.
Theory and Practice

Copyright (c) Public Utilities Reports, Inc., 1988
Charles F. Phillips, Jr.
Part IL. The Theory of Public Utility Regulation
CHAPTER 5: THE GOALS; PROCEDURES, AND THEORIES OF PUBLIC UTILLITY REGULATION
The Goals of Public Utility Regulation
The Task of Rate Reguliﬁolf
The Rate Level
The Rate Structure.
The Phases of Rate Regulation
Theories of Regulation
The Life Cycle Thepry-
Commission Procedures
Natural Gas Prices.
Rate of Return Deteomination:
Shotfened Procedares.
The FCC and Constant Suryeiliance:
‘The FERC and Setflement Proceedings.
Somé Observations.
Summary
We are asking miech of: regulationwhen we ask that It follow ihe giide of competition. Asd mermzs we have setup a system

that indicatés we have litile Jaitl in economic planning by the government. Yet, we are a:kmgaw- regularors to exarcise the
Judgment of thousands of consumers in the evaluation of our efficiency, service, and technical progress so that a falr profi

can be determined. Fair regulationis now, and always will be, a diﬂ'}’culr process. But it is not impossible. —Ralph M Besse®

WESTLAW © 2015 Thomson Reuters: No claim to.original U.S. Govemnment Works . ' v 3
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" "Onie ¢an find several cxsmples ro support all four tJi “the majur ‘theories. of rcgulauon None, howevcr pmv;dm a gcneml thcory
of commission: regulation, for they lack predictive value, But their development, “spanning more than two decades, serves.
to indicate the growing impartance of equily-related issues as an explanation of the motivation and objectives of iegulatory
agencies.” 0 Atthe same time, as will become rcad-ily apparent in the following chapters, thie debate continues over the relaive
weight (o be giveri by regulatory agencies to:equity and faimess considerations vis-a-vis efficiency solutions.

< s ki
Commission Procedures

Commissions, as previously discussed, have considerable authority to regulate the eamings and rates of maiiy important
industries in the economy. Much of their work originates in requests filéd by public ulilities 2nd in complaints made by customers -

or compesifors. A foral proceeding may be {nitiated by cither a:commission or # public wtility. In the background of such &
proceeding “is a network of state and federal conslrlunonal provisions and principles, geneml and spedific statutes goveriing
piocedures at the stale and federal Icvcls, the aules and regulations of the commission, peior opinions of the commission, and

precedénts and usages in other states. w7

There are two types of proceedings: “rule-making™ and ".xdjud.ig,léry.'f Rule-makifig proceedings are usually legislative in
cffect agd ire ipjtiated for the purpase oF establishing procedures, policies, and proctices (e.g. rulesof practice and procedure for
persons and eatities doing business with the commission, uniform systems of accounts; allowed depreciation rates; and sat'cty
sumdanis) orto investigatea specific issue (e,g., pftvpet—'prmng gririciples, advuusmg priactices, and conseryation programs. ),
Rule making gedérally is applicable to a large group of affected parties and is always looking to lhc futurc. Adjudication is
initiated for the purpose of settling s conitested issue and generally relates 1o an action whldrlook piwc in the past. In coritrast
to rule making, adjudication always involves specifically named persgnis or-entities.

Rule-making-and adjudicatory pmceedings may be either formal (on the recard™ or informal (off the record™). 7 Contested
issues wre dealt with by formial methods; customer ¢omplaliits génerally are haridled by informal melfiods. A myle-making
proceeding may or may not require a formal hmg.dq)mdingupon\hcnpphabkmmw:quumm In recenl yeass, with
workloads increasing rapidly, therchave been several attempts made to shorten formal proceedings.

Rude-raking Procedures 5

If the relevant statute regaires a foihal hearing in & fule-making procéeding, such a proceeding, while lcglsla_UVG in nature,
becomcs a hybrid and approximales the adjudicatory hearing’ Ia general, rule-making proceedings [ollow the provisions of the
Federal Administrative Procedure Act, which provides:

See: 553.-Rule Making

(a) This seetiori applics, a¢éording to the provisions thereof, exvept to the exteit that there is involved —

(1) @ military or foreign-affairs function of the United States; or

(2) a matter relating to agency management or personnel br o public property, loars, grants, benéfits; or confracts,

(b) General notice of profosed rule making stiall be published in the Federal Register, unléss persons subject thercto are
ramed and cither personally Served or otherwisc have actual notice thereof in accardance with law. The notice shall inclade—
(1) 2 staternent of the time, place, and nature of publjc ule-making proceedings;

(2) reference o the Jegal authority, under which the rule is proposed; and

(3) tither the terms o substance of the proposed rule or adescription of the subjects and issues involved.

Except whea notice or’ heating is required by statute, (his subsection does not apply —

(A) to interpretative rules, gencral statements of policy, or rules of agency organization; procedure, or practice; or

(B) when the agency for good cause finds {and incorporates the finding and a brief statement of reasons thereof in the rules
issued) that notice and pubiic procedure thereon sre impracticable, unnecessary, or contrary to the public interest.
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(c) Aﬂcr notice requu-cd by thts section, lhc agency shall give Inl‘.crmlcd persons an opportunity to pamupatc in lhc rule ’

making through submission of written duta, views, or argumeats with or without opportum@y for oral preseatation. Aller
considesation of the relevant matter preseated, the agency shall incorporate in the rules adopted a concise gehcml statement of
their basis 2nd purpose. When rules are requircd by statute 10 be made on the record after opportunity for an agericy hearing,
Sections 556 and 557 of this itle apply instead of this-subsection. ’ ’

(d) The roqpircd publication or service-of & substantive rule shall-be made not less than 30 days before ils effective dale,
except —

(1) a substantive rule which grants or recognizes an exemption or relieves a restriction;

(2) interpretative rules and statements 6f policy; or

(3) as other wisc provided by the agency for good cause found and published with the rufe.

:(¢) Each agency-shall give an interested person the right to petition for the issuance, amendment, or repeal of & rule.

Rule-making proceedings, particularly where a“formal hearing is not required; may be relatively brief, Further, many-
commissions “have a ‘constituency” — the groups for whose. particular benelit they opemie and the groups whose conduct they
regulate. These more often than not are organized. Their organizations are consulted and informed dunng all stages of the
fule mnkmg."76 As already noled, rule-making proceedings have beca widely used for such purposes as establishing unifoom
systems of accounts and safety, regulations. But there has been a trend foward using such proceedings for other purposes. Two
cxamples are.illustrative..

Natural Gas Prices.

Jn 1974 the I-‘odu-al Power Commlsslon -established a single uniform nauonal base rate forthe welthead prxoc of “new”™ nanmd

£2s in 4 rule-miaking proow'.!ing. In its April 14, 1973, notice of proposed rulcimaking, the commission “made all large:
ﬁmduwc:s resporideats ta the nile-making proceedmg, provided for the submission of written comments (submitted under oath)
from all Interested parties and the flamed respondents, and was accompanicd by s stafTstudy on the estimated nationwide cosfof*
finding and produciog new nonassociated natural ggssl.lpglies."-'8 The rate order was subsequently affirmed, 7 a5 was ansther

natipnal rate ordd‘,:issued in 19’16_.,80
Rate of Return Determination.

Sincé 1978, the Interstat¢ Commerce Commission has set 2 single overall rate of retum for the rilroad industry, using a ule-

making approach. 8! The  indystrywlde rate of relurn is updated each year, The procedure i$ as follows:

- All class 1 pailroads arc automatically made [ parus to the proceeding and other interested partics may participate if they
wish. Notice of the proceeding {s glvcn by April 30 ol each year; and the railroads, individually orcollectively, are required to.
file cost ofcapitdl evidence by June 30: Reply comments are permitted, including cost of capital evidence;and the railroads
are given an oppottunity to file rebuttal staterhents. The 1CC repulations indicate the type of data fequired fo be filed s
évidence (e.g, debt costs, pcrécntofcap’mlﬁ‘mnoed with debf), but the régulations do rict prescribe any particular fechniqué
for-estimating the cost-of capital. The perties are permitted to-demonsérate fic cost of capital in ways decmed most suitable.
undey conditions prcvm;iug at the time of a particular proceeding.

By "Octaber 30, the ICC issues its decision seiting the industyavide tbst of capitak The single cost of Capiial figure . may-be
used by railroads in their rate fifings; or the ICC can authorize departure from use of this rate of return forindividual m’!mds
if warrarited by special. circumstances. Railroads are not allowed to use somic portisi of the rate'of retun, fike the equity
rate of retum, and apply that to their individual capital structure. If departure from the géneritally derived rafe of return is
permiticd, the railroads must use individual company data for all.of the components of the overall rate ol retum. To date, no

requests for waiver of the regulation have been made. =

Adjudicatory Hearings
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Ponnal adJudlcatory hcanngs are ocnually hcld to se(tlc contcsted issues of fact bascd on Lhc evi ldcncc produccd at lhe hcanno
(i.e., based “on the record™). The adjudicatory provisions of the. Pederal Administrative Procedurc Act provide:

Sec. 554. Adjudications v

(a) This section applics, according 1 the provistons thereof, in every case ol adjudication required by statute to be determined
on the record afler opportunity for an agency hearing, except to the extent that there is involved —
(1) 2 matter subject fo a subsequent triul of Lhc law 2nd the facts de novo in a court;,
(2) the sclechon or tenure of an employee, except an administrative law Judgc nppoimcd under Section 3105 of this tite;
(3) procecdings in which:decisions rest solely on inspections, tests, or elections;
{(4) the conduct of military .or Torciga affairs functions; .
(5) cases in which an sgency is Acling a5 an agent for 2 court; or
(6) the certification of worker representatives.
(b) Persons.entitled to notice of any agency hearing shall be timely informed of —
(1).the time, place, and nature of the hearing.
) (2) the legal: ‘authority and Junsdidmnunda‘whrch the heacing 1s tg be held; aad
3) lhemau.crs of faict and faw asserted.
When privale persons are the moving pérties, other parties to the proceeding shall give prompt notice of Issues controverted
in fact-of Jaw; and in othec instances agencies may by nule require responsive pleading. In fixing the time and place for-
hearings, duc regard shall be had for the converience and necessity of the parties or theit representatives.-
(£) The zgency shall give-all interested parfies opporiunity for—
(1).the submission and vonsideration of facts, arguments, offers of settlement, or proposals of adjustment wher time, e
pature of the proceeding, and the public interest pérmit; god ’
{2) 15 theextent that thie parties are bnable so to determine a controversy by consent, hearing and decision on notice and in.
eccordance with Sections 556 and 557 of this fiile:
() TBe employee whe mdﬁ af the regeption of evidence pursusnt o Sestion 556 of s titfe ghall niake thé recommended
decision-or initial decision required by Section 557 of this title, unless he becomes unavailableto the agency; Exceptiothe
extent required for the disposition of ex.parte matters asauthorized by law, such an employee may not —
(1) consu!tapemonorpmyona fact in issue, uriless on notice and opportunity for all parfies to participate; or
(2) be responsible toor subject fo.the supervision or direction of an employee or agent engaged in the performance of
mvaﬂgaﬁve drgmecming fufictions foF &n &éacy.
An uuployccouguumgaged in the performance of investigative or prosecuting fuinctions foran agency in acasemay not,
inthnloru factually refated case, participate or advisc in the decision, recommended decision, or agency review pursuant to
S&don,SS? df this title, cxcipt &s witaess or counst! in public proceedings. This sibsectioh.does not apply -
(A) in.determining applications for initial licenses;
(B) 1o proceedings involving the validity or application of rates, facilities; or practices of publictilitics or carriess; or
() to'the ggency or a mgmber or menibers of the body compiising thie ageocy.
“(¢) The sgency, with. like cffcet as id the case of other orders, and in its;sound discretion; may issue a declaratory ordeg to
terminale & controyersy or remove uncertainty.

%

Sec. 556, Hearings; Presiding Employees; Powers.and Duties; Burden of Proof; Evidence; Record as Basls of Decision

(a)-This section applfcs, according to the provisions tliereof, to hmrings.;equi}cd by Section 553 or 554 of (his title to be
conducted in accordance with this section.

(b) There shall preside at the taking of'evidence —

(1) the agency;

(2) one or more members of. the body which coimprise the dgency; or
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(3) one or more admlmstmuvc law;udgcs appomted undcr Scctron 3 105 ofllm m[r
This subchapter does not supcrscde the conduct of specified classes of proceedings, in whale or in part, by or before boards
or other employees specially prowdcd for by or designated under statute. The functions of presiding employees and of
cemployees participating in decisions in accordance with Section 557 of this title shall be conducted in an impartial manner. A
presiding or participating employec may at any time disqualify himself. On the filing in good faith of  timely and sufficient
affidavit of personal bias or other disqualification of a presiding or pacticipating employes, the agency shall determine the
matter as a part of the record and decision in the case.
(c) Subject to published rules of the agency and within jts powers, employces presiding at hearings may ~
(1) administer oaths and affinmations; -
(2) issue subpoenas authorized by law;
(3) rule on offers of proof and receive relcvant evidence;
(4) take depositions or have dépositions taken when the ends of justice tvould be served;
(5) regulate the course of thie ficaring;
(6) hold conferences for the scltlement or simplification of the issues by consent of the partics;
(7) disposc of procedural requests or similar maticrs;
(&) make or recommend decisions in actordance with Secuon 557 of this title; and
(9) take other dction atthorized by agency rule consistent with this subchapter.
(d) Except as otherwise provided by statute; the proponent of a rule 6r order has the burden of proof Any oral or documentary
evidence may Be received, but the agency as a matter of policy. shall provide for the exclission of inrelevant, immaterial, or
uriduly repetiticus evidenoe. A sanctidn may fiot bt imposed or-rule or order jssued except on cornsideration of the wholg:
record or those parts thercof cifed by & parly and supported By and in accordance with the relisble, probative, and substantial
evidence. The agency may, to the extent consisteat with the interests of justice and the policy of the underlying statutes
adcrunlstcred by the agency, consider a violation ofSectto;l 557 (d)« of this title sufficient grounds for g decision adverse to &
. party who has knowingly commitied such violafion or knowingly caused suchi violation to occhir. A parfy is estitled to present
“his case or defense by oral or documentary evidencs; to submit rebuttal evidertos, and to conduet such cross-examination
as may be required fora Tull aid true disdlosure of the facts.Tn rule making or delemining elsims for money or buiclits
or applications for initial licenscs an ageacy may, when ¢ party will not be prejudiced thereby, adopt procedures fof the
submission of all or part qf the evidence in written {orn!.
C)] ‘The transcript otushmony and exhibits, fogefher with all papers.and requests filed in the proceeding, constitutes the
- exclusive record for decision fiv accordance with Section 557 of titis title and; on payment of lawfully prescribed costs, shalf
be made availdble fo the paities, Whmaﬂﬁgcﬁcydehﬁoumdhoiﬁmlmuceofkmm ﬁaholappdmﬁgln]hc
&yidence in the record, 2.paly is enfilied, on imely request, 1o aa Opportunity to show the chntrary.

Sec. 557. Initial Decisions; Conclusiveness; Reviéw by Agency; Submisstons by Parties; Contents of Decisions; Record

(=) This section applies, accordiny to'the provisions thereof, when o hearing is required tg be conducied in-accordance with

Sectidn 556 of this title.

(b), Whea the agency did not preside at the yeception of the cvidence, the gresiding employes or,-in cases not subjeet 1o

Scction 554 (d) of this title, an‘employee qualified 1o preside et hearings pursuant to Section 556 of this title, shall fnitiaily
décide the case unless.the ‘agesicy requires, either in specific cases or by gencral rule, the entire record fo be cerfified to it
for decision. When the presiding employee makes an Initial decision, that decision then becomes the decision of the agengy
without further procecdings unless there is an appcal (o, or review on motion of, the agency within time provided by rule. On
appeal from or revicw of the initial decision, the agency has 21l the powers.which it would have in making the initial decision
except 8s it may limit the issues on notice or by rule. When the agency makes the decision without having presided st the
reception of the evidenc, the presiding employee or an employes qualificd to preside &t hearings pursuant to Section 556 of
this titfe shall first recommend a decision, except that in rule making or determining applications for initial licenses —~

(1) instcad thereof the agency may issue a tentative decision or one of its responsible employees may recommend a decision;

or
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(2) this pmc:durc may bc omilted in a.case in whu:h thc agency fi f' nds on lhc rccord ‘that duc and Umcly execulion of its
functions mpaalnelv and unavoldably so fequires:

(c) Bcforc a reoommend:d initial, or (cnmtwc dws1on or a decision on agency review of the decision of sibordinate
cmploycw thepames are entitled to a reasonable opporiunity to submit for the consideration of the employees participating

in the decisions <
(1) proposed fi Fndmgs and conclusion; or
(2) cxeceptions {o the decisions or recommended decisions of subordinate employees or to tentative agency decisions; and
3) supporting reasons for the exceplions or proposed findings or conclusions.
‘The record shall show the ruling dn cach finding, conclusion, or cxceplion prrs:ntcd All decisions, mcIudmg initial,
n:r.ommended, and tentative decisions, are 8 part of the record and shall include a statement of +-
A)fi ndu_lgs and conclusions, and the reasons or basis lhcrcof on all the material issues in facl;, law; or discretion presented
on the record; and
(B) the appropriale rule, order, sanclion, rel el; or denial thereaf.
(d){1) In.any agency proceeding ¢ whn:h is sub;ed to subsection (a) of this Section; except to the exient reguired for the
disposition of ex parte matters as-authorized by law —
(A) no inferested person outside the agency | shall makeor knowmgfymusc tobe madeto any member of the'body comprising
theagency, administialive law judge, orother employae’who isor fmay reasbhablybé&péued 1o beinvélyed in'thé decisidnal
process of the proceeding, an ex parte.communication relevant t6 the merits of the proceeding;
{B) no member of the body comprising the agency, administrative law judge, or other caiplogee who is or may reasonably
be cxpt;cled'm be involved in the decisioria] process 6f thié proceeding, shall smaké or knowingly &suse to’be made 6 dny
interested person outside the agency an ex parte communication relevant to the merits of the proceediag;
(C) = member of th body comprising the agency, siministrative law/judgs, or ofiier emploges who is or may reasonably be
expetted (o be involved in the dedisional process ofsich pméeedingwhoremva.orwbomhsozhmmnglymm tobe
raade, & communicatio prohibited by this subsection shall plece pn the public record of the proceeding:
() all such written communications;
(@) moundamhngtbuubsbneo of altsuch ordl commumications; fnd
(iii) all written responses, and memoranda stating the substance of alf oral responses, to the materials described i clauses
{1) end (ii) of this subparagraply .
{D) upon receipt of 2 communication knowingly made or knowingly catiséd to be made by & parly in violation of this-
subsection, the ageacy; administrative law fudge; or other employee presiding 2 at the hearing may, to the extent consistent with:
tlié intérests of justice arid thé pqll'cyof thi ﬁnda-lymgmmmmgbemf?ﬂww cayse vhy hig claim o_rinmm the
proceeding should not be dismisscd, denied, disregarded, ot otherwise diversely affected’on accourit of such violation; znd
(E) the prohibitions of this subsection shall apply beginning et such time es lbugmcy mnydmgnam, but in no case shall.
they Begin o apply later than that tiine at which s proceeding is noticed for hearing unless thepasunmponsib%cforﬂw
-communicafion has knowledge-that it will be poticed, In whick ease the proliibitions shall apply beginning at the time of

- his acquisition of such knowledge.
(2) This subsection does not constitute authority to withhold information from Congress.

Formal hearings — whether rule making on the record or adjudication — fiormally follow thesg procedurgs and take time, work,
and money. Assume, for cxample,'lhal Udility X fifes for a-rite ificrease. The commission swill genérally suspend the proposed

rate increase for a period of time. 53 The company, with the concurrence of thé cothlssionor its stafl; will geaerally select

a “test year,” frequently the latest 12-moath period for which complete dala are available. The purposes of such & tegt year
are as follows. In the fArst place, the commissioa’s staff must audit the dtility's books. For ratemaking purposes, only just and
reasonable expenses are allowed; only used and useful property (with certain excepfions) is permitted in the rate base. In the
second place, the commission must have a basis for estimaling fulure revehue requirements. This estimate is one of the most
difficult.problems in & rate case. A commission is selting rates for the future, but ithas only past experience (expenses, revenues,
demand conditions) to usc s a guide. “Phifosophically, the sirict test year assumes the past relationship antong revenues, costs,
and net investment during the lest year will continue into the future.* 84 o the extent that these relationships are not constant,

the actual ratc of return earned by 2 utility may be quite differeat from the ratc allowed by the commission. 5 For many years,
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commissions have adj ustad t&t—ymrdala for “kaowm changcs ie,a chanvc that aw.n"y toc-k pla-.z durmg or aﬁcr lhe test
périod (such as a new wage agreement that geciirred toward the end of the year), More recently, due largely to inflation, 2 fo
commissions have modfﬁed the traditional historic l.csl-'yt:a!' approach by using a forward-looking test year (either a partial or

asfull t'c':gemst)n6 or by permitting pro forma expense and revenue adjustments.

The case will be set down on thé commission’s docket for future public hearings, and due notice will be given to the utiliy’s

customers. %7 Before the case is called, the utility, the commission's staff; and intervenors (intercsted parties) 88 \will filc their
(c'stimony (prcﬁled“‘ann‘eﬂ" lﬁtiiﬁohy) Such le’sﬁmony‘ usu‘ally is ‘pmcntcd by outsidc expérts, as well as by' bath. corhpany

is conducied by an administrative law Judgc. ‘& panc.l (om. or more) of the, commissioners, or the full commission. All
witnesses are sworn, the evidence is recorded (franscribed), and witnesses may b questioned by the administrative law judge.
or comimissioners and cross-cxamined by cdunsel for the'stafl and other parties. In some instances, hearings will be held in the
community or communitics affected-Individual consumers, even' though not represented by counsel, arc permitted to. lestify
and, in a few states, 1d cross-examine witnesses. 9

Afterall eyidence has been received, the record is closed. Briefs may bé filed by the various parties, When an administrative law’
judge presides, an-“initial ™ or “recommended™ decision is subsequently issued by the judge. = Thedecisionmust be wn’uen and:
-accompanied.by t‘ormal fmdthgs of fact and conclusionsof law. Ibls then subject to review by lhc full commission- (usually
through the filing of beicls that take exception to part or all of the initial dccisicm,_ tiat sometimes in an oral presentation).
Orice the todimission has issued its decision #nd érder, petitions may, be filed for réconslderation and rehearing. % The final
commissiori order; in furn, may be appealed (o the courts,

Itis not uncommei for impoitdnt cases to require many days orweeks of headvgs and to take a year or more {from date of
filing 16 daté of & Sommiséion prﬂcr).% When ea prdec Is appealed to the coprts, anpifiec fwo to four years may bé added,
parficularly when the reviewing court remands: the case ta the commission. 97 As a result, formal proceedings often-involve
‘delay to.the disadvantage.of many of the parties involved. 9.

‘Sfrortened Pro cedures. ¥

Inzn aticmpt to save both time and expense, shortened procedures have been developed. One of the most impartant and widely
uged.is the prehearing conference, generally called by and held before the presiding administrativé Taw judge. The Rules of
Practice of thg former Civil Aeronautics Board are typicalr
The pirposé 6f such a’confefence i§ to define and simplify the issues and the séope of the proceeding, (o secure statemeats
of the positions of the-paitics, .- to schedule the exchange. of éxhibits before the dute Set for hearing, and fo arrive at sich
agreements as will aid in the conduct and disposition, of the proceeding. For example, eansjdurabon\wll be-given to: (7}
matters which the Board cdn ¢onsider without the necessity of | pmof- (2)‘gdmis§:om of fact andthe genuinéness of documepnts;
(3)-admissibility of evidence; (4) lititation of me number of wxlnsscs, (5)reducing of oral testimony to exhibit form; (6)

procedure at the hearjngs, etc.... 100

Following thie prehearing conference, theadministrative law judge “shall issuc a report of the prehearing cnfereace, defining the
issucs, giving an account of the results of the conference, specifying a schedule for the exchange of exhibits and rebuttal exhibils,
the date of hearings, and specifying a time for the filing of objections to such report.™ 1e} The report is seat to 81l pastics in thic

proceeding and, based upon their objéctions, may be revised by the administrative law judge. The final report “shall constitute
the official account of the conference and shall control the subsequent course of the proceeding, but it may be reconsidered and
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Regulation of Accounting
Balance Sheet Accounts.

Income Accoiings,

REGPU CH 6, 2005 WL 998368

The Regulation of Public Utilitics
Theory and Practice.

Copyright (c) Public Utilities Reports, Inc; 1988
‘Charles F. Phillips, Jr.
Part 1. The Theory of Public Utility Regulation

CHAPTER 6: ACCOUNTING AND FINANCING

Jurisdictional Separations — Th,e_ Past.

Cowmpetition zad Access Charges — The Future.

Regulation of Finaacing

"Relation of Capitalization ta Rates and Seevice.

- Commission Control of Capitalization.

Lmportanee of Capitaf Structure.

What [s 2 Proper Capital Structure?

Comumissioft Control of Capital Structures.

Railroad Reorganization.

Electric and Gas Utlity Reorganizatigns.

Bankruptcy: A Current Option for’ Electric Utilities?

A Coacluding Comment of Czution

The overriding purposes of the uniform systems of accounts are twofold: uniformity and consistency, In the exercise of
their responsibilities, regulatory commissions must investigate and review the operations of tllities within theirjurisdiction.
For the most part, this requires accounting-oriented information. In ocder to ensure that lhe actions of regult_ilors are
reasonable and consistent and that utilities are regulated on a comparable basis, uniformity of accoitnting ireatment, as well
as consistency of treatment from period to period, is necessary. —Robert L. Hahne and Gregory E. Ali .

WESTLAW € 2016 Thomson Reaters: Mo claint o onginal U

BHP-A-147

S. Govamment Works.

-—— ¢ re—— 4 ey

Pyeeon

.t samass b



T W e Commissian shoiild Tiake Specific elassifications (o fit exeeptional cases livs withins (e diseretion confervad -

and courts ought not to be called upon 1o interfere with or correct alleged emors with respect to accounting practice. 1f we:
werc in disagreement with the Commission as to the wisdom and propriety of the order, we are without power to usurp its

discretion and substitute our own. .

Uniform systems of accounts, however, developed slowly. 10 Earf y legislative statutes cither madz no provision for commissioa
contro! of accounting methods, or,"whea provision was made, the commissions ofien did not act. Massachusetts was. the first
state (o direct its commission (o prescribe uriform accounting systems: for railroads in 1876, gas comipanics in' 1885, and electric
utilitics in 1887. The regulatory agencies of New York dnd Wisconsin were given jurisdiction pver the accounting practices of
public utilities in-1905 and 1907, respectively, and they preseribed uniform systems for electcic and gas utilitics in 1909,

In other instances, public utilitics.develop their awn uni iform dccounting systems. The National Electric Light Association, zn
orga{uzalwn of private ¢lectric utilities, devised the first imporfant standard classification of clectric aécounts. I 1907, the
Association of American Railway Accountants in cooperation with the Interstate Commerce Commission developed 2 simifar
systctu of accounting for the nalions's railcoads. In 1913, the ICC established a uniform system:for telephone companics (over
which it then had _j,l.ll‘lSlellOl’!) and-in 1922, um‘Nz(mnal Association of Railroad and Utifities Conimissioners (NARUC)
prescribed uniforny systems of accounts for clectric and gas companies. These. systems served as models, and by 1925, forty
statés had adopted or approved sich ypiform classifications. i These carly systems, though better than no systemsat all;

.. had’ significant defects. They gave too much accounting authority to Lhc-utﬂ:ty oo,mpanws. When thiz first draft of
the umtb‘rm electric system was drawn up in 1920, r:pmcnlau‘\ms of private electiic companies did much of the work.
And ‘the accounting ideas of private electric systems were evident it the final deatt of the uniform gystem. Managets of
utility companies could fix, in past, the book valuation standard for property, and coiild choose the method of depreciation

accounting. 2

.Msjot revisions in accounting control of electsiv, gas; end’ telephone companics were made during the depression of the

thirties. The Federal Communications Commission adopted in 1935, withi only mior moghﬁcauqns. the iniform systerdit for the
telephone compantes which had been promulgated by the ICC in 1913; and ia 1937, tiie NARUC approved a:similar system
for intrastate telephone companies. In 1936, systems.of accoynts were developed for electric coimpaniés by the Federal Power
Commission and the NARUC, for gas companies by the NARUC, and for holding companies by the Sccurities ard Exchange
Comniissiof, Shortly after Congress passed thie Natucal Ges Act ift 1938, the FPC prestibed 2 eniform system of accounts
for all interstate natural gas Lompanics. Since this time, the-unjform systems have been modified an numerdus occdsions —
“due to the introduction of new technology of sccounting interpretations by professional accounting organizations or regulatory

“bodids™ ' — but they remain subs(antially as developed during the thiities. -

The unifoirn syétems presctibed by the federal commissions went into effect immaﬁa:cly, but the stete commissions had to
adopt thé systems before they became effective. Today, most of the state commissipos have adopfed cither the fedec or lh,e;
NARUC attounting systems,-although they are dfien modified in detail to fit focal situations or problems. Thus; fotty-six.of
the state commissions mgulaung private electric utxmiﬁ prescribe the FERC ot the NARUC systéms of accounts and three
prescribe their own systems, while. forty-eight of the state onmmxssmns regulating telcp?mao companies prescribe the FCC

uniform systems of accounts and (hree prescribe ‘their own system

Comparability and Rate Regulation

The ultimate objective of uniform systems of accounts “must bé coniparability in financial reporting both among companies
within a single industry and among companies in different industries, so that substantial factual matters are not hidden from the
public view by accounting flexibility.” 15 Yet, as is true with almost all regulatory prow.iurw, uniform systems of accounts
represent & tool, There are many important differences of opinion with respect to scope, confent, and application of the various
provisions of any uniform system. Because of alicmative accounting peinciples, uniform accounting standards have not-been
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" adapted by the regulatory commissious. ® Consequently, while there is widespread comparability of financial reports Tiled by
companies within each jurisdiction, interjurisdictional comparisons must be made with some care. !’

In this conncction, it must be kept in mind that a cominission
.. is not bound in its mte proceedings by any system ofaccounts it may have prescribed or by what is revealed in a review
of the systems of accounts.. Utility regulation, the making of business decisions, and thé determination of values cannot be

reduced (o an automatic process by which the correct decision can be made by reference 10 books of accotints. -

In rate proceedings, therefore, a commission may (and often does) disallow cedain cxpenditures for ratemaking purposes or
may (on occasion) place a value on g utility's property in determining the rate base that exceeds the original cost of that property
as shown in the uniform system of accounts. These problems are considered in-succeeding chapters.

Finally, it is important 1o note. that whilc “gencrally accepted accounting principles™ apply to all fadustrics, there are cases

where their application results in differcaces for public utilitics because of economic regulation. As noted by Spdﬂow:
... One of the main dilferences that ocours is ia the timing of when certain ifems enter intp net intome — matching 6l expenses
and revenues. For example, extraordinary losses are recognized by nonregulated firms in the accounting period in which
thicy 6ccur; regulated utilities often defer these items, amortizing them over a futire time period. While at variance with
generally accepted principles, the practice is aoceptable, but only ifcost recovery is sure. The ofher possible difference which
exists betweéi regulated and rioricegulated fims concems certain chasges that may be written of  to retained eamings whea
g'cna-al!y accepted accounting principles would consider the item as a charge against cucrent fncome of the nonregulated
firm. 17

Uniform Systems of Accounts 4

The uniform systems of accounts used by regulatory commissions can be illustrated with refereate (6 the @niforr system
- prescribed by the Federal Energy Regulatory Comimissian {as of 1986) for Major Electric Utiljties, **

Ba_la'nce Sheet Accounts.

A condensed balance sheet form is showm in Figure 6-1. On (he asset side, the firost important account for rateinaking purposes

is “Utility Plant™ 2 e FERC, slong with the other federak and state oornmrss:ons, requires that-propérty accounts show the
origifal cost of all itedis enteréd. It is important to realize; howeyer, that the term “original cost” has a special meaning - that i,

it represeats “the cost of such property to the persan first devofing it lo public smgec." ‘This deffiifion is not the convéntional

accounting meaning, for accountants generally value property af ifs cost' to the existing company (he { investment eostj Thus.
whien d utility builds its Qwn plunt. the, total cost of construction is entered under the appropriate ytility plml account. When
property is acquired as 2 gift, it is entered on the basis of the estimated value at-tfic timo of donation. But when property i¢

purchased from énother company; il Is retorded in the plant account on fte basis of its original cost, evea though flre acquiring
firm-may have paid more or less than this-figure for the p_r_ogmy,,n

The costs of additions and Improvemcnls are 2dded when incumed, whictiier paid for from aceaued depregiation, retained
carnings, or the proceeds ofsewnt)c issues; any, extess cost of replacing property in kind over the original cost of.the property

retited is added tothe dccount, Abandoned property is written bf'f,(allhough it is sometimes amortized over a period of years),
The cost of constraction work in progress s gdded.

FIGURE 6-1

Condensed.Balance Sheef Accounts
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