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Case 05-S-1376 Accounting Panel

Q.

Please state your names, employer, and business
addrésses. |

Claude Dapiel, Jeffrey Hogan, John Scherer and Jane
Wang. We are employed by the New York State
Department of Public Service (Department). Our
business address is Three Empire State Plaza,
Albany, NY 12223.

Mr. Daniel, what ié your position at the Départment?
I am employed as a Public Utilities Auditor II in .
the Office of Accounting and Finance.

Please describe your educational béckground and
professional experience.

I graduated from Hunter College of the City
University of New York with a Bachelor degree in
Accounting and joined the Department of Public
Service in 1986.

What are your responsibilities with the Department?
I routinely examine'accounts, reeords,
documentation, policies, and procedures of.regulated
utilities.

Have you previously testified before the New York
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State Public Service Commission (Commission)?

Yes, I have prepared cost of service exhibits and
offered testimony on various operation and
maintenanceAexpense adjustments in previous
éonsolidated Edison Company of New York, Inc. (Con
Edison) electric, gas and steam rate cases. I also
testified in a New York Telephone Company rate case
én earning base capitalization (EBCAP).

Mr. Hogan have you already discussed your
educational background, professional and testimonial
experience, and responsibilities?

Yes, that information is included in my individual
testimony in this proceeding.

Mr. Scherer, what is your position at the
Department?

I am employed as a éupervisor in the Office of
Accounting and Finance.

Please deséribe your'edﬁcational backgrouﬁd and
professional experience.

I graduated from Siena College, Loﬁdonville, New

York in 1988 and have a B.B.A. degree with an
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Accounting major. I have been employed by the
_Department since 1988.

Q. Please briefly describe your responsibilities with
the Department.

A. My responsibilities include examination of accounts,
records, documentation, policies and procedures of
regulated utilities. I ha&e been involved in
numerous rate and accounting examinations including
Con Edison's last three electric rate proceedings,
the company’s electric and gas rate unbundling
proceeding and the company's last gas and steam rate
cases. I have general. responsibility for accounting
and ratemaking matters related to Con Edison.

Q. Mr. Scherer, have you previously testified before
the Commission?

AL Yes, I have testified in numerous Commissién
proéeedings on a variety of accounting aﬁd
regulatbry issues'including property taxes, pensions
and other post.employmént benefits kQPEBs), EBCAP
adjustments, operatioﬁs and maintenance (0O&M)

expense forecasts, federal income taxes, various
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rate base components, and tax refunds. With
specific referénce to Con Edison, I  submitted
testimony in the company's last electric, gas, and
steam rate cases, the Unbundling Track of the
Competitive.Markets Proceeding and in two income tax
proceedings.

Ms. Wang, what is your position at the Department?

. I am employed as a Public Utilities Auditor Trainee

Ii in the Office of Accounting and Finance;

Please describe your educational background and
professional experience.

I graduated from Tsinghua Univeksity, Beijing, China
in 1985 with a BS degree in Electric Power
Engineering. I also received a Master degree in
Electric Power Engineering from Tsinghua University

in 1988. I received a Master in Business

‘Administration from Union College, Schenectady, New

York in 1997. I have experience working as a cost
engineer with General Electric and a Staff
Accountant with Time Warner Cable. I have been

employed by the Department. of Public Service since
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Q.

April 2005. I have worked on municipal rate
proceedings and general accoﬁnting examinations.
Have you pfeviously testified in any Commission
proceedings?

No.

Panel, what.is the purpose of your testimony?

Our testimony addresses accounting aspects of Con
Edison's electric rate filing. We will discuss-and

recommend adjustments in the following areas:

Other Operating Revenues

- Interest on Deferred Débits_and Credits
- Pension and OPEB expenses

- World Trade Center costs

- Manufactured gas plant/Superfund

- Property Tax Expense

- ADR Deferred Taxes

- Deferred accounting

Revenue requirement moderation
We also summarize Staff’s overall revenue
requirement position.

Please summarize your recommendations.
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A,

Staff is recommending no.change in base rates for
the rate year.

‘This.panel is proposing six adjustments to rate
year other operating revenues as follows} (1)
Increase late payment charge revenues by $590,726 to
reflect late payment charges as a bercentage of
steam sales revenue, (2) Increase revenues by
$114,480 for lease payment from Cable?ision
Lightpath for access to Hudson Avenue tunnel, (3)
Increase amortization of property tax'recoﬁciliation
over-collection by $693,300 to reflect
capitalization of ERRP pre-operation property taxeé,
(4) Increase amortization of interest on deferred
reconciliation balances by $39,367 as a result of an
adjustment to the éroperty tax reconciliation
discussed in (3) -and the interest rate update
discussed in (6) below, (5) Decfease amorfization of
the capital expenditure reconciliation by $369,000
to correct an error in the company's filing, and (6)

Adjust the interest rate on other customer capital
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to reflect the Commission-approved 2006 interest
rates.

We propose the elimination of the company’s
prepaia pension expense, OPEB liability and related
deferred taxes from.rate b;se to conform to the
provisions of the Commission's Pension Policy
Statement.

We recomménd a é5.2 million reduction to the
company’s request for recovery of WTC related costs
as an interim measure given the uﬁcertainty of the
ultimate costs and reimbursementé.

We propose a $i.5 million reduction.to
MGP/Superfund expense to provide recovery of thé
company's forecasted expénditures through thg rate
year within a five year'period.

We recommend an adjustment to the growth.rate
for property tax that reduces rate year expense by
$1.822 million and increases the forecasted property
tax reconciliation balance by $1.065 million. We
also recommend that.any property tax savingé the

company achieves due to economic obsolescence
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assessment changes be deferred for the benefit of
ratepayers.

We are providing the Commission with advanced.
notice of an accounting error that'impécts the
deferred tax balances in rate base. The correction
of this error is expected to result in benefits that
could be returned to customers in this case.

We recommend that the Commission deny the
company’s deferred accounting requests for broperty

tax reconciliation, interest expense and a minimum

-return on equity. We do not believe that

reconciliation of these elements is appropriate
in the context of a one-year rate case.

Will the Panel refer to, or o;hérwiée rely upon, any
information préduced during the discovery phaselof
this proceéding in its testimony?

Yes. We will refer to, and have relied upon,
several responses to Staff Information Requests.

They are attached as Exhibit (AP-1) .

" Is the Panel sponsoring any other Exhibits?
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A.

Yes, we are sponsoring Exhibit  (AP-2), which is
Staff’s cost of service presentation,

Exhibits  (AP-3) and ___ (AP-4), which consist of
company correspondence that we refer to in our
testimony, and Exhibit_ __ (AP-5), which summarizes
property tax rate changgs over the previous three
years.

Please describe Exhibit___ (AP-2).

Exhibit  (AP-2) contains eight schedules. Schedule
1 is Staff’s projection of steam operating income,
rate base and rate of return for the twelve months
ending Seﬁtember 30, 2007, and includes Staff's
proposed revenue requirement. Schedule 1 1is
supported by Schedules 2 throuéh 8.

Please describe the'format of Schedule 1.

Column 1 of Schedule 1 contains income statement,
rate‘base and rate of return figures as filed by the
company for the raﬁe year, without a revenue
increase. Column 2 contains the company's updates
to its original filing. Column 3 reflects the

income statement, rate base and rate of return
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figures as updated by the company. Column 4
contains references to the suppoptipg schedules that
present the Staff adjustments set forth in Column 5.
Column 6 presents Staff's projected rate year
figures unadjusted for a revenue increase. Column 7
contains Staff's proposed changes in revenues, and
Column 8 ie the projected rate year income, rate.
base apd rate of return after this revenue increase.
What information is shown on Schedules 2 and 37?
Schedule 2 projects operation and maintenance
expense cost elements for the rate year other than
fuel, other fuel charges and depreciation expenses,
which appear op Schedule 1. Schedule 3 projects
taxes. other thap incomeAtaxes.

What information is shown on the remaining
schedules? .

Schedules 4 and 5 project New York State and federal
income tax expenses, respectively. The adjustments
in these schedules correspond primarily to
adjustments set forth in other schedules. Schedule

6 projects rate base for the rate year ending

10
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September 30, 2007. Schedulé 7 projects an
allowance for working capital, which is a component
of rate base. Schedule 8 lists Staff's adjustments
with their supporting witnesses.

What is Staff’'s overall recommendation?

Staff proposes a revenue requirement of $699.1
million, which equates to no change in base rates
for the rate year. 1In calculating this increase, we

employed the cost of capital developed by Staff

~witness Hogan and compiled the recommendations of

other Staff personnel, calculating their total
effect. We note that the base rate revenue
requirement excludes ERRP-related costs, as proposed

by the Staff Rate Panel.

Other Operating Revenues

Q.

Please explain your proposed adjustments to Other
Operating Revenues.

Our first adjustment is to late payment charges. To
forecast late payment charge revenues, we applied
the historic year ended June 30, 2005 ratio of late'

payment charges to total steam sales revenue, or

11




Case 05-5-1376 Accounting Panel

0.2164%, to Staff's forecasted rate year steam sales

revenue. This approach produced a rate year

3 estimate of $1,488,429. Therefore, we propose to

4 - adjust the company's .rate year late payment charges

5 forecast of $898,000 by $590,429.

6 Q. What is the basis for Staff'svapproach?

7 A. Coﬁ Edison charges late payment feeé at a rate of

é 1.5% of the total outstanding bill amount. The

9 company's normalized historical data from ﬁhe period
© 10 , 2002 through 2005 show a consistent increase of both

11 o thellate payment charges and the ratio of late

12 payment charges to steam sales revenues. We noted a

13 strong correlation with steam rate increasés.over

14 the same period. Given this trend of late payment:

15 : charges increasing as a percentage of steam sales

16 revenues, applying the test year ratio of late

17 . payment charges over test year total steém sales

18 revenue to the forecasted rate year sales revenue is

19 a conservative approach.

20 Q. How did Con Edisoh forecast the rate yeaf late

21 payﬁent charges in its previous rate cases?

12
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A.

In Cases 96-S-1065 and 99-S-1621, Con Edison applied
the ratios of historical period late payment feeé
over historical period total steam fevenueslfo the
rate year total steém revenues to calculate rate
year late payment fees. This method is the same
method we are proposing.. In Case 03-S-1672, the
company's rate year forecas£ reliéd on actual data
from 1999 through Seétember 2003 (Staff Information
Requést 35), with normalizing adjustments to exclude
certain months' late payment fees related to
reversal of previous period.chafges.

Did the company's method in Case 03-S-1672 result in
a material variance between forecast and actual late

payment fees?

- Yes. The company’ forecasted late payment charges of

$735,700 for the i2—month period ended September 30,
2005. Actual late payment charges for the pefiod
were $1,156,630.

What method did Con Ed;SOn use to forecast rate yéar
late payment fees in this case?

The company used a three-year average from July 2002

13
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through June 2005 without any normalizing adjustment
to exclude the amounts related to reversal of
previous périod charges. As we’ve discussed, given
the trend of late payment charges increasing as a
percentage of steam salés revenues, this method -
understates late paymentvcharges by forecasting a
rate year amount that is actually decreasing from
the historic year amount.

What is your next adjustment to Other Operating
Revéﬁues? |

Our second adjustment increases Other Operating
Revenues related to_the lease péyments ﬁrom
Cablevision Lightpath, Inc., for access to the
company's Hudson Avenue tunnel. Con Edison's
existing agreement with Cablevision Lightpath
expires on May 29, 2006. At the time of the filing,
the company did not forecast an? revenue associated
with the lease for the rate year. During discovery,
the company indicated that Cablevision Lightpath has
electéd to take service pursuant to Rider_x, an

Electric Tariff (Staff Information Request 4). ' The

14
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company further acknowledged that it planned to
allocate the revenues from the Cablevision Lightpath
lease payments on the same basis as such revenues
are currently allocated (Staff Iﬂformation Request
390). 1In fhe rate year, revenues from Cablevision
Lighfpath are estimated to be. $225,000, with.50.88%
of the revenues_allotated to steam-operations'(Staff
Information Request 421). Therefore, we propose to
correspondingly incfease Ogher Operating Revenues in
the rate year by 5114,480.‘

Do you have any more adjustments to Other Operating
Revenues?

Yes. The following aajustments to Other Operating
Revenues relate to reconciliations and true-ups from
prior steam rate plans. First we will address the
treatment of ERRP property taxes beforé ERRP étarted
operation in April 2005, which affects a number of
adjustments to Other Operating Revenues. Accofding
to the Uniform System of Accounts (USCA), pre-
operétional property taxes should be included in

construction cost and capitalized. However, the

15
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compaﬁy charged 100% of the ERRP property taxes it
paid for the period July 2004 through September 2004
to steam operations in the amount of $2,418,887.
\All of this amouﬁf éhoﬁld be removed from the steam
operating expenses and capitalized as part of the
ERRP plant.

Q. What aré the impacts of capitalizing pre-operational
ERRP property taxes?

A. Capitalization of ﬁhe ERRP propé;ty taxes prior to
its in-service date will change the rate year total
steam plant and depreciation expenses. Since staff
is recommending the removal of ERRP from base rates,
the-change in ERRP plant in service costs and
depreciation expense will impact rents charged.to
'electric operations and the steam department's fuel
adjustment clause (FAC) recoveries of ERRP costs.

Here we discuss the impacﬁ to Other Operating
Revenues, whiéh include (1) the refund over a three-
year period of the over-collection of NYC property
taxes deferred as a result of the 2000 rate plan and

(2) the refund over a three-year period of interest

16
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on the deferred reconciliation balanée.

Q. What is your adjustment to the refund of the over-
collection of NYC property taxes as a result of the
2000 rate plaﬁ?

A. Rgflecting the adjustment to capitalize pre-
operational ERRP property.taxes.for the period of
July to September 2004, the adjusted balance of the
over—collection for the period ended September 30,
2004 is $3,156;§01, which is a $2,080,242 increase
when compared to the $1,077,000 balance filed by the
company. If the Commission appro&es the three-year
amortization proposed by the coﬁpany, our adjustment
will increase the other operating revenues by |
$693,360 per year. We also adjﬁsted the.unamortized
balance included in rate base to reflect the |
corrected ovgr—collection balance.

Q. Did you adjust the interest computations on the
revised property tax reconciliation balance?

A. Yes. The 2004 steam rate plan'alléws the éompany to
accrue interest Qn.deferred balances to be collected

from or refunded to customers. We adjusted the

17
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interest computation to reflect the change in the
balance of over-collected property taies. Our
adjustment to interest on reconciliation balances
also includes an gpdate to the intereét rate on
other customer capital to reflect the Commission's
recently approved rate for 2006. . Our adjustments
result in an increase of $118,101 to the deferred
interest balance at the beginning of the rate year.
If the Commission approves the'thfee—year
amortization proposed by the company, Other
Operating Revenues will ihcrease by $39,367.

Do you have any concerns with your prbposed
adjustments related to pre-operation ERRP pfopefty
taxes?

Yes: We are concerned that there may be a
misunderstanding of the $2,418{887 of ERRP- related
property taxes referenced'above. Our téstimony.is
based on the company-provided work papers. Our

interpretation of those work papers was based on

conversations with company personnel. Recently, the

company provided a response to Staff Information

18
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Request 461 that appears to be inconsistent with our
understanding. We will work with the company to
gain a better understanding of the facts and will
update our testimony as necessary.

Do you have other adjustments té.Other Operating
Revenues relatéd to rate case amortizations?

Yes. We also propose an adjustment to the three-
year amortization of deferred carrying costs on
capital expenditures. Con Edison reconciles actual
monthly capital expenditures with the levels allowed
in Case 03-S-1672, subject to a 2.5% deadband, to
arrive at the variance on capital expenditures for

the first rate year of the 2004 rate plan, which

ended September 30, 2005. Then the company used the

estimated variance for September 2005 to forecast
the over/under spending for the second rate year,
ending September 2006. .However, the company used
the wrong rate allowance for September 2005 in its
calculation. Correction of the error reduces both
the actual variance for the first rate year and the

estimated variance for the second rate year. The

19
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correction reduces the foreéasted balance of over-
collected carfying costs on capital expenditures by
$1,107,000. The company proposes to amortize the
over-collection over three yeafs. If the Commission
approves the amortization period, our adjustment
reduces rate Year Other Operating Revenues by
$369,000 and increases the rate base relative to the

company's position by $555,000.

Interest on Deferred Debits and Credits

Q.

Please explain your proposed adjustment to interest
én deferred debits and credits.

Pu;suant to the terms of the 2004 steam rate plan,
Con Edison is requifed to recopd on'its books and
records of account various credits and debits that~
will ultimately be reflected in the rates to be
charged to customers. Unless otherwise specified by
the Commission, the company is to accfue interest on
these book amounts ﬁet of federal and state income
taxes ‘at the Commission determined unadjusted
customer deposit rate. The Commission-determined

rate effective January 1, 2006 is 4.75%. The

20
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company used the 2005 rate, 4.35%, in its filings.
The update for the current interest rate is

reflected in various Other Operating Revenues and

- O&M expenses where deferred debits and credits,

which are subject to interest accrual through

Septembexr 30, 2006, are amortized in the steam

. revenue requirement.

Pension/OPEB Expense

Q.

Are you proposing to adjust Con Edison's rate year
forecast of net pension and OPEB expense?

Yes. Based on the latest known actuarial
information, we recommend the Commission accept the
company's updated rate year forecast of net pension
and CPEB expense.of $5,121,100. Therefore, we
recommend adjusting the company's original'rate year
estimate of $6,403,400 down by $1,282,306.
Does -the latést known actuarial information have any
other impact on the cqméany's rate case fiiing?
Yes. Con Edison is seeking recovery of estimated
under-recovered pension/OPEB costs being deferred

pursuant to the Commission's Pension Policy
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Statement. The under-recovered costs represent the
~difference between company's rate allowances in the
2004 rate plan and the company's actual and expected
costs. Con Edison is-seeking recovery of these
costs over a three'yéar period. The company has
revised its forecasted under-recovery from
$8,480,393 to $7,678,412 based on latest known
actuarial information. Therefore, we recommend that
the amortization of these deferred cost be reduced
from $2,827,000 to $2,559,000 to reflect this
change.

Has the Pension Policy Statement always applied to
Con Edison's steém operations?

No. Con Edison's steam operations returned to the
provisiohs of the Pension Policy Statement effective
October 1, 2004. The company had gone off the
Pension Policy Statément, effective April 1, 1997,
consistent with the terms of the rate plan adopted
in Case 96-E-0897.

Why is the company’s return to the provisions of the

Pension Policy Statement a significant event?
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A.

The Pension Policy Statement permits the
reconciliation of the difference between the rate
allowance for pensions and OPEBs and the actual
pension and OPEB eﬁpense. The utility then defers
this difference. The Pension Policy Statements
contains numerous other technical provisions. This
case is Staff's first opportunity to test.the
quality of Con Edison's compliénce with the Pension
Policy Statement.

Is Con Edison in full compliance with the Pension
Policy Statement?

No. We identified a number of issues with respect
to the company's current and proposed treatment of
its internal reserves for OPEBs, also known as OPEB
liability and for pensions, also known as prepaid
pensions.

Please explain the concern with Con Edison's
treatment of its OPEB liability.

The company's Accounting Panel at pages 57 through
58 of their testimony states that "the Commission's

Policy Statement on pension and OPEBs requires
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companies following the Statemept to accrue interest
on the unfunded obligation at the Company's pre-tax
overall rate of return". We agreé that the Policy
Statement requires monthly accrual of interest on
credit balances. Howevgr, Con Edison hgs ndt
recorded any interest on its OPEB liability since
its return to the Policy Statement on October 1,
2004.

Did Con Edison prbvide any information regarding the

amount of interest at issue?

Yes. 1In response to Staff Information Request 317,

the company provided a calculation of intefest on
deferred pension costs and an average pre-tax OPEB
liabilit& of'$4.8’mi11ion for the pefiod Octobef.
2004 through November 2005. The cumulative total of
interest.oﬁ the OPEB liability from this calculation
is $20,317..

Do you agree with the company's calculation?

No. We do not believe ;he company's calculatién is
proper. It erroneously included interest on pension

costs, which is a completely different issue and for
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which the company has no authority to accrue
interest. Second, the company's interest
calculation is limited to the changes in the monthly
balance in the reserve and inappropriately excludes
interest on the starting balance. Third, the
company's calculation is a simple interest
calculation and does not compoﬁnd the interest as
réquired by the Pension Policy Statement.

Q. Do you have a proper interest calculation to offer?

A. Yes. We calculate that for the period October 1,
2004 through December 31, 2005, Con Edison should
have accrued $429,375 of interest on its unfuqded'»
OPEB liability related to steam operations.

Q. What do you recommend?

A. To rectify the non-compliance with the provisions of
the Pension Policy Statement, the éommiséion'should
require Con Edison to record the interest that
should have been accrued on the company's unfunded
OPEB liability throﬁgh the date of the Commission's
Order in this.case. Prospective application of such

interest, in compliance with the Policy Statement,
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should also be required. Otherwise customers will

be denied this benefit and as a result will likeiy

bear higher OPEB costs. Further, we recommend that

the company’s proposal to include the

OPEB liability

as an offset to rate base in lieu of an interest

accrual be rejected.

Q. Why do you recommend rejection of the company's
proposal?
A. The Pension Policy Statement explicitly states that

the OPEB liability shall not be used to reduce rate

base unless otherwise directed by the
Instead, the Pension Policy St;tement
monthly accrual of interest on credit
the company's authorized pre-tax rate

This approach was designed to isolate

Commission.
requires the
balances at

of return.

all the

elements that go into the determination of the rate

allowance for OPEBs. Failure to accrue interest on

the unfunded OPEB liability would result in

customers paying higher future OPEB costs.

0. What are your concerns with respect to the prepaid

pension expense?
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A.

Con Edison has included its prepaid pension expense:
in its rate base compilation as part of its working
capital requirements. |

Is this treatment consistent with the Pension Policy
Statement?

No it is not.

Please explain.

The Pension Policy Staﬁement does not permit the
inclusion of a prepaid pénsion expense in a
utility’s rate base unless so directed by the

Commission. In the same fashion discussed above for

.the OPEB liability, interest is to be accrued on the

pension internal reserve so long as the balance is a

credit. Once the balance becomes a debit, as is the

case for Con Edison, no accrual of interest is to be
made. = The Pension Policy Statement does, however,

permit utilities to seek prospective interest

"accruals or rate base treatment for debit balances

in a rate case proceeding.
Did Con Edison make such a request in this case?

No. . Con Edison simply accorded rate base treatment
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for the balance with no jﬁstification or'rationalei
There is no baéis_in the fecord.for the inclusion of
the prep;id‘pension expense.in the company's rate
base. Staff'raised this concern at the December 6,
2005 pre-hearing conference. However, the company
provided no additional testimony to support its
position.

Does Staff have any concerns with Con Edison's

-treatment, notwithstanding the procedural problems

just discussed?

Yes. Staff has concerns regarding the appropriate
ratemaking treatment of the prepaid pension expense
since the majority of the balance Qas amassed wﬁile
éhe company was off the Policy Statement.

What do you recommend? |

Since Coﬁ Edison does not have and has not requestéd
authorization to include this prepaid pensioﬁ
expense in rate base, aﬁd because there is no
justification in the record otherwise supporting
this treatmént,vthe Commigssion should reject the

company's proposed treatment and exclude the prepaid
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pension expense from rate base.

World Trade Center Costs

Q.

What does the company propose with respect to its
World Trade Center (WTC) reiated costs?

Con Edison proposes to recover $23.3 million of
expenditures and accrued'interest that relate to the
WTC incident over a three—?ear'period, or $9.2
million per year. The company believes it is
unlikely that it will be reimbursed for these costs
from insﬁrance and/or federal funds.

Can you provide any information on the potential for
Con Edison to obtain such recovery?

Yes. The federal government has appropriated.$750.

million to reimburse utility providers for their

losses. A process has been established for the

review of utility claims and is underway. Con
Edison's WTC-related costs fall into three
categories: restoration and emergency response,
rebuilding of facilities, and interference. Review
of Con Edison's claim for restoration and emergency

response costs is complete. The company was
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reimbursed for 100% of its qualifying costs in this
category. Con Edison appealéd the disallowance of
accrued interest as an eligible expense and recently
Empire State'Development Corporation determined that
the company should be reimbursed for accrued
interest. On February 7, 2006, Con Edison filed its
claim for interest on restoration and emergency
response costs consistent with Empire: State
Development Corporation's guidelines.

The costs that. Con Edison seeks recovery of in
this case fall into all three caﬁegories plus
accrued interest as well as othér related costs.

The company seeké recovery of 25% of rebuilding
costs incurred since’ federal reimbursement will be
limited to 75% of expenditures. .The company seeks
recovery of interference costs incurred to date on
the basis that the federal appropriation will be
inadequate to cover all of its interference cosfs.
The administrative agenéies disbursing the federal
funds have commenced review of the company’s

permanent restoration costs. The application for
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interference costs is not yet available to the
company -

What concerns do you have with Con Edison's propoéed
recovery of these costs?

A large portion of the costs Con Edison seeks
recovery of in this rate case are caﬁital in nature
and as such warrant amartization periods far beyond
the company's proposed three-year recovery.

Additionally, the company seeks recovery of interest

costs when we now know that at least a portion of

those costs are,reimbursable. Finally, the company
is seeking recovery of in;erference costs for
customer in advance of seekiﬁg federal
reimburséments.

How is this issue being addressed by the Commission?

In 2001, Con Edison filed a petition with the

Commission in which it seeks authority to defer and
recover its WTC-related costs, Case 01-M-1958. The
Commissiop held that it was premature to consider
the petition because other avenues of recovery of

these costs have not yet been exhausted. We expect
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that once those reimbursement options ,are settled,

. the Commission will address the appropriate

treatment of these costs in that proceeding.

Does the Panel have any interim recommendations on

this issue?

Yes. We rebognize the extraordinary nature of these
expenditures and that-they could have cash flow
consequences for the company in the short-term.
While we have not audited the WTC—related
expenditures in any detail, Staff has monitored the
company’s restoration and rebuilding activities and
Empire State Development Corporation;s review of the
company's reimbursement claims. We believe that the
majority of the costs can be‘considered prudent
expenditures. Therefore, as an interim measure,

uﬁtil'all of the costs are known and'éll of the

‘reimbursement issues are settled, we recommend: that

the Commission allow the'company to amortize $4
million per year. This should be subject to full
reconciliation based upon actual expenditures net of

federal and insurance recoveries, the establishment
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of appropriate amortization periods for the various
categories of both capital and O&M expenditures, or
other treatment as the Commission may prescribe in

Case 01-M-1958.

MGP/Superfund

Q.

What accounting and ratémaking treatment of
environmental costs has been approved for Con
Edison?

As of June 2005, Con Edison recognized aA$188.6
million corporate liability on its Eooks to reflect
its estimated expenditures for all future expected
en&ironmental cleanup costs. The compahy's
electric, gas and steam revenue requifements contain
rate allowances intended to help cover these costs.
As actual remediation costs are paid the accrued
liability is reduced. In toﬁal, Con Edison's
customers have alreédy paid $26.5 million against
this acérued liability. Thus, of the future
liability, customers ogly owe $162.1 million. Put
another way, the company has recovered more from

customers than it has paid toward the MGP/Superfund
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site cleanup.

What is the rate allowance for environmental cleanup
costs now in effect for Con Edison's steam
operations?

The company's 2004 steam rate plan sets ;he steam
allowance at $255,000, which is 5.1% of the $5.0
million company-wide rate ailowance. Under the
company's accounting/ratemaking practices, the first
$5 million of incurred éosts are expensed to match.
the $5 million rate allowance. If the company
incurs costs greater than the rate allowance, those
costs are deferred.

You stated that Con Edison's ratepayers have paid
$26.5 miilion against the accrued MGP/Superfund
liability. Do you know what portion of the
ratepayer prepayment is related to steam oberations?
No. We discovered that the company's accounting for
MGP/Superfund éosts needs'to be corrected. The
company's accounting for these costs as described
above assumea_a total company rate recovery of $5

million per year. Historically, electric, gas, and
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steam departments rates reflected an allowance of
their respective share of a total company expense of

$5 million per year. However, effective April 1,

- 2005, the electric department's rate allowance was

increased to the equivalent of a total company
expense of approximately $10 million per year. The
company's accounting for MGP/Superfund costs did not

properly reflect that change in rate recoveries.

Therefore, the balances reflected per book do not

reflect a proper allocation between electric,.gas,

.and steam operations. The company indicated that it

plans to restate the book balances. A copy of the
company'’s correspondence discussing this matter can
be found in Exhibit___(Aé—B).

Do you expect the customer prepayment status to
continue into the future?

The company is forecasting annual expenditures that
range from $37 million to $62 million per year for
the next several years. If the company incurs
éxpenditures at tHe forecasted levels, expenditu;es

will exceed rate recoveries and the prepaid amount.
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Q.

21

Piease explain the company's proposal for the
treatment of MGP/Superfund program costs for the
rate year.

Based on the company's revised update dated February
7, 2006, the company proposes to increase the level
of environmental cos;s reflected in rates to $2.5
million. The proposed allowance is based on a
projected ﬁhree-year average of annual cash
expenditures; that is, cash expenditures for the
twelve months ending September 30, 2007, September
30, 2008 and September 30, 2009, less actual
recoveries in excess of payments as of December 31,
2005, as set forth in pndated company -

Exhibit___ (RSP-3). The average of steam net annual
cash expenditures of $2.4 million was increased by
the company's general inflation rate. ‘
Do you agree with the company's request?

No. The company's request is not reasonable. As
noted above, there are specific aséects'of Con
Edisén's calculation that are baséd on erroneous

information. Moreover, the calculations are based
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on data that is inconsistent with Commission Orders.
As a result, we recommend that the Commission reject

the company's proposal in this area.

.Why is this request unreasonable?

The $2.5 million environmental cleanup rate
allowénce sought by the company'rEpresents a nearly
900% incréasélover the amount in steam rates, now,
ana is based on a three-year amortization df costs |
that the company expects td incur two years after
the rate year. We are testifying to the company’s
revenue requirement for the rate year, which does'
not and should not include recovery of coéts to be
incurred after the rate year. |
How.is the company's calculation of the $2.5 million®
inconsistent with past Commission Orders?

Con Edison's 2004 steam rate plan explicitly
provides for an ;nterest.accrual on the net cash.
over/ﬁnder recoveries. Moreover, Con Edison's past
rate plans have typically pro?ided for interest on

net tax reconciliation balances. Nevertheless, the

company has never, to our knowledge, recorded
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interest on MGP/Superfund reconciliations. 'Thus,
ratepayers haveAnever received the benefit of
carrying charges on their prepayments related to
environmental cleanup costs and the prepaid balance
reflected on the company’s boéks is understated.

Q. Are there future ratemaking ramifications related to
the company's failure to follow ghe terms of its own
rate plans?

A. Very likely. Con Edison has spent less on
environmental cleanup costs than customers have
provided for many years. .This has resulted in a
prepayment balance. It now appears that Con Edison
will soon spend more than it cqllects in rates,
thereby eliminating the prepayment and creating a
ratepayer IOU to the company. We fully expect that
Con Edison will seek cafrying charges on this
balaﬁce. While we would support such a request,
fairness dictates that we would do so only if the
company first reflected the carrying charges that
shpuld have accrued to ratepayer prepayments in the

past. We recommend therefore that the Commission
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impute the interést owed to ratepayérs pursuant to
its prior rate Orders.

What rate allowance do you propose to cover

- environmental cleanup costs for Con Edison's steam

operations?
We propose a $1 million rate allowance for the steam
department 's share of MGP and superfund costs. This’

represents an increase of about 300% over the

9 current steam allowance. This level of funding is
: 10 | eguivalent to a tqtal company allowance of $19.6
11 million per year.
12 Q. Will your recommendation provide the speam
f 13 department current recovery of its share of expected
| 14 | MGP/Superfund costs?
15 A. Our recommended level of rate recovery will provide
16 the steam départment recovery its share of the
17 company's estimated expenditures from January 2006
18 through the end of the rate year within five years.
19 Taking into consideration the prepaid status and the
20 very significaﬁt forecasted increase in costs, we
21 believe that our proposal constitutes a reasonable
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balance between ratepayer and shareholder interests.
Do you have any other recommendations?

We also recommend that deferral accounting for any

over/under expense of the MGP/Superfund rate level

be authorized net of any state and federal tax

6 credits, subject to our ear}ier recommendation on
7 the accrual of interest, and that éhy insurance

8 proceeds and/or grants or other credits received by
9 , the company reléted to the MGP/Superfund program be
10 included in the reconciliation process. |

11 Property Tax Expense

12 Q. How did the company determine its rate year estimate
13 for property tax expense?

14 A. The company developed its rafe year estimate based
15 on an estimate of assessed values of steam

16 properties, inqluding‘forecasted construction

1? expenditures, and an estimated tax rate for

18 properties that are classified as class 3 and class
19 4. The estimated tax rate waé based on a tax rate
20 escalation factor, which was developed using a five-
21 -year average historic growth raté for the period
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2000/2001 to 2005/2006.

Did the company calculate the property tax
escalation rate in Case 03-S-1672 in the same
manner?

Yes, it did.

Did the methodology accufately'forecast the property
tax rates? |

No, it did not. 1In that case, the'company’s
methodology forecasted a 7.5% aqpual increase in the
class 3 property tax rate and a 2.5% annual increase
in the class 4 property tax rate. A 7.0% class 3
escalation rate was requested and granted. Most of
the company’s steam plant is class 3 property. 1In
response to Staff Information Request 24, the
company conceded that property tax rates are
actually iower today than when the forecast was
preparéd in the fall of 2003.

Did this incorrect forecast result iq a material
variance between forecast and actual p?operty tax
expenses?

Yes. For the first rate year of the 2004 rate plan,
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changes from the rate in effect at the end of the
2902-2003 tax year to the 2005—2006 tax year
produces escalation rates_bf -0.68% and'fd.79% for
class 3 and class 4 properties, respectively, as
obposed to the 3% developed by the company. This
can be seen in Exhibit___(AP—S). We propose to use
the same tax rates curreptly in effect for the
2005/2006 tax year as our forecasted rates for the
2006/2007 tak_xear and the 2007/2008 tax year. 1In
other words, a zero percent escalation factor.

What is the impact on the rate yeaf properﬁy tax
expense forecast when your escalaﬁion fates.are used
rather than the company’s?

For the rate year, the application of these

escalation rates resulted in a decrease in the level

of property téxes of $1.$22 miliion, from $57.642
million to $55.820 millioﬁ. This amount does not
take into account the EﬁRP real estate taxes thaﬁ
are expected to be offset by a téx abatement related
to the Industrial & Commercial Incentive Program

(ICIP) of which the company is awaiting approval.
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Q.

Do your proposed escaiation rates have an impact on
any'oﬁher aspect of the rate year revenug
requiremenf?

Yes. The Commission authorized Con Edison to defer
the difference beﬁween its aétual property tax
gxpenses and the levels specified in its 2004 rate
plan above or below a 2.5% deadband. The éompany
proposes'to refund the net deferral to the customers
over a three-year period. By using our escalation
rates to estimate future property taxes, we have
estimated lower property tax expenées through the
end of that rate plan. Therefore, the net deferral
to be refﬁnded to customers is sliéhtly higher. We
estimate that the amount subject to refund should be
increased by $1.065 million to $11.354 million,
resulting iﬁ an increase of $355,000 per year in- the
amount.refunded to customers based upon the

company’s proposed three-year amortization period.

In addition, the company’s rate base should be

decreased by $533,000.

Do you propoSé that the property tax expense
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forecast be updated during this proceeding?

~ Yes. ,The tax rates for the July 2006-June 2007 tax
year should be known by July 2006. That means that
the actual property tax expense for thé first'nine
months of the rate year will be known before the

Commission acts on this case. We propose that the

7 actual property tax rates be used to forecast
8 property tax 'expenses for the first nine months of
9 . the rate yéar, and that the four-year average of the
10 tax rate changes from the end of the 2602-2003 tax
| 11 year to the 2006-2007 tax yéar be used as the
i 12 'escalation raﬁe to determine the 2007/2008 tax rate,
13 . which will impact the final three months‘of the rate
14 year.
15 Actual property tax expense for the second rate
16 year of the 2004 rate plan will also be known before
17 the Commission acts.‘ Thérefore, we recommend that
: 18 the forecast of second rate year property expense
19 reconciliaﬁion‘be uédated as well.
: 20 Q. Are there any other concerns related to the
21 company’s property tax estimates?
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A.

Yes. Company Qitness.Hutcheson testified to the
company’s efforts to minimize property taxes. Mr.
Hutcheson points out that the 2005/2006 property tax
bill was reduced by $8.2 million due to a reduction
is assessments over a one-year period because of the
company’s successful argument to the State Board of
Real Property Services (Board) that a portion of the
steam business was economically obsolete. 1In
response to.Staff Information Request 398, Mr.
Hutcheson states that such economic obsolescence.

arguments have been made by the company to the Board

since the 2002/2003 fiscal tax year. However, no

assumption of a decrease in property taxes due to

economic obsolescence has been made in this case

because éf uncertainty over how much, if any, of a
decrease in property taxes might be acﬁieved with
such an argument. To account for the possibility
that the Board will again grant the company a
reduction in its assessed values, we propose thét
any property tax reduction attributable to a

reduction in assessed values due to economic
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obsolescence be deferred by the company for the
future benefit to ratepayers.
Why. is such a true-up necessary?

The company has an obligation to continue to try and

minimize its property taxes. To the extent it is

successful, the reduction in costs could be
considerable. As we_have‘discussed, this Qas the
case for the 2005/2006 tax year.and was a factor in
the company having to refund property tax savings to
customers. The company should not be allowed to
retain all of the savings of those reductions just
because the uncertainty of any property tax relief
the Board might grant cannot be quantified at this
time.

Why can’t an estimate of the economic'obsoléscence
reduction.be made now énd factored into Staff’s
revenue reqﬁirement recommendation? |

Economié obsolescence is tied, in éart, to the

"financial health of a company. Because of the level

of the company’s steam earnings last year, we cannot

predict what adjustment, .if any, the Board will make
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to Con Edison’s steam assessments for economic
obsolescence. Therefore, any estimate we provide
would bé speculative.

Does the Panel have any'cqmment on other true-ups
associated with property taxes?

Yes. We Qill discuss the company'’s proposed
property tax true-up mechanism later in our

testimony.

ADR Deferred Taxes

Q.

Are you aware of any new issues that may impact the
deferred federal income taxes reflected in the
company's rate base in this case?

Yes. éon Edison, via email dated January 25, 2006,
notified the Director of Accounting and Finance of a
recently discovered error in-the company's deferred
tax accpunting system. - A copy of this email is
attached hereto as Exhibit__ (AP-4). This error
produced an over-statement of the per book deferred
tax balances. The company indicated that correction
of the error would produce tax benefits dating back

to the year 2000 of approximately $48 million. As a
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result, it planned to book a regulatory liabiliﬁy
for the revenue requirement impact of this amount —
$81 million, which includes tax effects — to |
neutralize the effect of this item on incomé and tp'
preserve it until the.Commissionldetermines an
appropriate disposition. Con Edison informed Staff
that it plans to file a pepiﬁion with ité proposed
treatment of the regulatory liability in the near
fﬁture.

bo you know what portion of the $81 million
regulatory liability is assignable»to Con Edison's

steam assetg?

company, it appears that $5.1 million of the $81
million is related to steam assets.

Do you havé any concerns regarding this issue?

Yes. The company's email does not mentién the
implication of this error on 2005 financial results.
While it is true that the company's propqsed
accounting treatment will have no impact én the

company's income statements for the period 2000-
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2004, Con Edison has already flowed added income
associated with the 2005 portion of this tax benefit
to shareholders.: Genérally, shareholders should not

receive any portion of a tax benefit that arises

" solely from a company error. However, since we do

not know all of the details surrounding this matter
at this time, we will ieserﬁe'making any conclusions
until we see the company’s p;oposed treatment of the
2005 and fuﬁﬁre tax benefits, and its justification
for that proposed treatment. We expect that those
issues will be addressed in its petition to‘the
Commission.

Do you know ﬁhe value of the 2005 tax benefit?

No. The year to year tax benefit has been similar.
We estimate the'value to be between $10 million and

$11 million, or $17 million to $18 million in

- revenue requirement terms for the total company .

What is the significance of this issue?
The company’s rate base includes a forecast of
deferred federal income taxes. The forecast is

based on the test year level and includes

50




Case 05-8-1376 Accounting Panel
1 projections of bridge period and rate year changes.
2 The company/s correspondence with the Director of
3 Accounting and Finance indicates that the test year
4 balances are wrong, and we have reasoh believe the
5 - bridge period and rate year projections are
6 erroneous as well since the error was not known a
7 the time the company filed its rate case.
8 ' Therefdre,'the correction of this error will likely
§ have an impact on the.company’s rate base.
10 Q. ~ How Qi}l the correction of the error impact steam
11 rate base?
12 A. The correction of the error will reduce the forecast
13 . of defefred federal income taxes and in furn
14 increase the company's rate base. The regulatory
15 : liability should have an offsetting effect and
16 rgdﬁce the compan&'s rate base. However, wé are
17 . concerned that the regulatory liability will not
; 18 fully offset the reduction in the deferred tax
| 19 balance. This is due to Fhe fact that the company
20 flowed the 2005 effect throUgh.income to the benefit

21 of its shareholders. Moreover, we understand that
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the company pians to flow through the bridge period
benefits to income as well. Therefore, the
regulatory liability will be smaller than the
reduction to thé value of ﬁhe deferred tax balance
equal to the value of the tax benefit for the period
January 2005 through September 2006.
‘Can you provide the corrected information?

No. We only recently became aware of this error and

the company has not provided us the information

10 necessary to analyze th;s issue or revise the test
il year balance or the bridge Qr.rate year forecasts.
12 The company should provide this information in its
13 update filing in accordance with the Commission's
14 Policy Sﬁatement on Tesﬁ Years, inasmuch as it is a
15 revision for a change in the estimate of its
16 deferred incbme taxes and rate base.
17 Q. Do you have a recommendation on this matter?
18 A. Yes. The corrected deferred tax balances should be
19 reflected in steam rate base. Correspondingly, if
20 the Commission determines that a regulatory

N
21 liability should be created, that liability should
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be either included in the company’s rate base or

deferred for ratepayers benefit with interest at the

company's authorized pre-tax rate of return.

Why is it appropriate to discuss this matter here
rather than in the context of the company’s expected
petitién?

The primary issues to be addressed by the company’s
expected petition include the quantification of the
téx benefits and whether shareholders shouid be
allowed to retain a share of those benefits. Since
the electric and gas businesses are in the miast of

mﬁltifyear rate plans, the benefits attributable to

interest, for disposition in their next rate cases.
In contrast, since we are now setting new rates for
the steam business and this may be a source of

ratepayer credits, it is appropriate to consider

not yet known. Additioﬂally, we do not know when
the company will file its petition. The Commission

should be aware of this issue when it adopts new
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Q.

steam rates.

- Deferred Accounting

The company’s Accounting Panel seeks to employ the

‘use of deferred accounting to true-up a numbér of

items; including pension and OPEB expenses,
environmental remediation, WTC costs, interference
expenses, property taxes, intereét.expense, and a
minimum return on equity (ROE). Do you support the
company’s request for reéonciliation aécounting for

these jitems?

"Our recommendations on deferred accounting for

pension and OPEB expenses, environmental
remediation, and WTC costs have élready been
addressed in our testimony. Of the remaining true-
ups the company has requested, the only one we agree
should be in place is for interfe;ence expenses.

Why do you support phe reconciliation for
interference expenses?

Interference expenses are largely outside of the
company’s éontrol and have grown substantially in

recent years. Given these facts, we find it
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acceptable to allow a true-up of such costs as

outlined by the company for the rate year ending

3 September 30, 2007. .
4 Q. Why do you disagree with allo@ing deferred
5 accounting for the other expenses?
6 A. Wé are testifying to a one-year rate case, and costs
7 4 such as interest expense and return on equity are
8 traditionally not trued up in a one-year rate case.
9 Q. Con EdiSon proposes to~true-up property taxes
10 subject to a 2.5% deadband. Dé you agree with this
11 ' proposél?
12 A. No. With the egception of the economic obsolescence
13 reduction we already discussed, the costs for
14 property taxes can be reasonably férecast for the
15 rate year and it is very unlikely they will
16 significant vary from ﬁheir expected levels within
17 one year. Given the shortened forecast period and
18 the opportunity, in this case, to subﬁit updates for
. 19 known changes up to the Brief on Exbeptions, such a
20 deferral is unnecessary.
él Q. You mentioned that interest expense is traditionaily ‘
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not ﬁrued-up in a one—year'réte case. Why else do
you rejec; the cohpany’s proposal to true-up
embedded interest expense?
First, the cémpany’s embedded cost of debt is based
on the capital structure of Con Edison as a whole
and reflects over $6 billion of debt. Since the -
vast majority of this debt is at a fixed raﬁe, it is
very unlikely debt costs would vary by the amount
needed to trigger sgch a proviéion in the rate year
ending September 30, 2007. |

?urther, such a provisién would decrease the
incentive the company has to get the best possible
terms for its debt in the unlikely event such
interest rate changes materialize.
Why do you reject the company}s proposed re-opener
if its ROE is below 8.5%?
Such a true-up is not appropriate in a one-year rate
case and we know of no instance when a company has
been allowed to make up a shoftfall in its earnings-
in a one-year case. Staff proposes an earnings

level that gives the company an opportunity to earn
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a reasonable rate of’return. If such a re-opener
were to be allowed and the ROE falls below the
threshoid, the company’s incentive to ‘control its
costs and/or increase'its revenues would be
eliminated.

Are there any other reasons to reject the ROE re-
opener?

Yes. While the company wants to be allowed to
recoup any shortfall below an ROE that is just
élightly below what Staff witness Hégan testifies is
a reaSonablé return for the steam business, the
company has offered no sharing of earnings should
their returns be significantly higher than the
allowed ‘-ROE. Such an asymaetrical approach does not
provide a fair or reasonable balance between
ratepayer and éhareholder interests.

The companyVS Accounting Panel has cited the risk of
unanticipated circumstances, such as the terrorist
acts thch destroyed the WTC, as a reason to
establish a minimum ROE (page 94). 1Is this an

acceptable justification for such a proposal?
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No. As we have testified, the company has deferreq
its WTC-related costs and is in the process of
seeking recovery for.them. Such a mechanism for
recovery of large unantiéipated costs could

logically be expected in the future as well.

Revenue Requirement Moderation

Q.

Please describe your position on revenue requirement
moderation.

The company’s téstimony, as well as our teétimony,
refers to a number of credits deferred or to be
deferred for thevbenefit'of.ratepayers. -Both the
gémpany and Staff propose to use thése credits to
provide rate relief, or rate moderation. In most
instances, the company proposes to return these
credits to ratepayers over three years.
-Conceptually, we agrée with that épproach since
spreading the credits over multiple years will avoid
the much higher future rate increases that wéuld be
necessi;ated by using most or all of them in the
rate year.

Are there any specific credits, or moderators, you
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would like to address in additional detail?

" Yes. The company’s Accounting Panel has testified

to a net-after-tax gain of $46,146,000 on the sale

of its First Avenue Properties. The company is
proposing to refund to customers over a three-year.
period the revenue requirement effect of this,

$76,750,000. Staff supports this approach, but it

notes that the Commission has not yet ruled on the
amount of such gains. To the extent such gains are
determined by the Commission to,excéed the company’s
filed amount, Staff recommends that the excess gains
be returned to customers in the same manner as the
gains previously described. 1In the event the
Commission does not rule on the level of gains until
after this rate case has been decided, Staff
recommends that the company be required to set aside
such additional gains for return to customers in a
subsequent rate éase.

Q. Aside from the credits préviously discussed, are you
proposing any other changes to the companY*s

proposed amortization periods?
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A.

Yes. We propose to accelerate the pass back of the
property tax over-collection from the 2000 rate plan

by $525,000 in order to achieve no base rate change.

‘Does this conclude your testimony?

Yes.
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Page 1 of 11

Company Name: Con Edison
Case Description: Request for Steam Rate Increase
Case: 05-S-1376

Response to DPS Interrogatories - Set 1
Date of Response: 12/02/2005
Responding Witness: Accounting Panel

Question No. :4 o

(a) Please provide the status of the negotiations with
Cablevision for access to Con Edison’s Hudson Avenue
tunnel. (b) Has the agreement with Cablevision, since its
inception, ever been interrupted for any significant period
of time? (c) Is there any reason known to Con Edison that
leads it to believe that there will be no agreement reached
with Cablevision for a renewal agreement? (d) If the
response to (c) is yes, please provide details. (e) Please
provide any additional information on this item as it
"becomes available.

Response: A _ _
a) The existing agreement with Cablevision Lightpath, Inc.

expires on May 29, 2006. The Company has met with
representatives of Cablevision and informed them that Con
Edison now provides access to its tunnels pursuant to its
electric tariff (Rider X). Cablevision was informed that
any new agreements for access to the Hudson Avenue Tunnel
must be made pursuant to Rider X. Cablevision was provided
a ‘copy of Rider X and all contract documents associated
therewith. '

b) No.

c) At the current time, it is anticipated that Cablevision
‘will elect to take service pursuant to Rider X.

d) Not applicable.
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Company Name: Con Edison
Case Description: Request for Steam Rate Increase
- Case: 05-5-1376

Response to DPS Interrogatories - Set 1
Date of Response: 12/05/2005
Responding Witness: Charles Hutcheson

Question No. :24

Please identify and explain the reason(s) that led to Con
Edison overcollecting property taxes during the period
October 1, 2004 through September 30, 2006.

Response:
In the forecast prepared in the fall of 2003, the

forecasted property tax rates were escalated using an
escalation factor of 7% for class 3 property and 2.5% for
class 4 property. Most of the Company’s steam plant falls
under class 3. The actual increases in property tax rates
for the five-year period preceding the development of the
forecasted tax rates justified that rate of escalation,
which was agreed to in the Joint Proposal in Case 03-S-
1672.

Since that time, actual tax rates have varied both up and
down from the projection. The final rates for the current
2005/2006 fiscal year have decreased from the prior year.
On an overall basis since the 2003 forecast, rates have
actually slightly declined due to the decrease this year.
The over-collection is attributable to the actual property
tax rates coming in lower than the forecast.
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Company Name: Con Edison ,
Case Description: Request for Steam Rate Increase
Case: 05-S-1376

Response to DPS Interrogatories - Set 1
Date of Response: 12/05/2005
Responding Witness: Accounting Panel

Question No. :35

(a) Did Con Edison use a-historic three-year average or
another method to forecast late payment fees in Case 03-S-
16727 (b) If Con Edison used a different method, please
describe it. {(c) What method did Con Edison use to forecast
late payment fees in Case 99-S-1621? (d) What method did
Con Edison use to forecast late payment fees in Case 96-S-
10657

Response:
a) A different method.

b) The Company’s forecast relied on actual data from
January 1999 through September 2003 (the most recent data
available at the time of the previous filing), a period of
4 years and 9 months.

‘' ¢) In Case 99-S-1621 the Company applied the ratio of
historical period late payment fees over historical period
total steam revenues to the rate year total steam revenues
to calculate rate year late payment fees.

d) In Case 96-S-1065 the Company also developed and
applied the ratio of historical period late payment fees
over historical period total steam revenues to the rate
year total steam revenues to calculate rate year late
payment fees.
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Company Name: Con Edison
Case Description: Request for Steam Rate Increase
Case: 05-S-1376

Response to DPS Interrogatories - Set Staffe
Date of Response: 01/11/2006
Responding Witness: Accounting Panel

Question No. :317

Pages 57-58 of the testimony state that "[t]lhe Commission's
Policy Statement on pension and OPEBs requires companies
following the Statement to accrue interest on the unfunded
obligation at the Company's pre-tax overall rate of
return." (a) Please provide the page and line number
reference to where the accrued interest and its rate
treatment can be found in the rate filing and in the

supporting work papers. (b) Please provide a reference to
where in Con Edison’s books and records the accrued
interest on the unfunded OPEB obligation can be found. (c)

Please provide the balance in this account as of November
31, 2005. ‘

Response: - :
(a) The rate filing and workpapers submitted by the

Company did not include an adjustment for interest on the
change in net unfunded Pension/OPEB balance. No adjustment
was included in the workpapers for several reasons: the
resulting interest accrual for the Test Year (the twelve
months ended June 30, 2005) was relatively small (i.e.,
$15,094 - $2,396. for Pensions and $12,698 for OPEBs); the
Company normally funds its pension/OPEB obligations in the
Fall of each year and see the response to Staff 326.
Funding payments made by the Company are generally greater
than the amounts accrued during the year and would negate
any interest accrued, and the change in the balance then
becomes negative. :

(b) Attached is a workpaper showing the monthly
calculation of the interest since October 1, 2004. This
amount has been tracked but not been recorded since it has
gone from a positive to a negative (debit) amount. '

As shown on the attached workpaper, the interest associated
with the Steam Pension/OPEB obligation as of November 30,
2005, would be a negative accrual of $26,210 (negative
$46,527 for pensions and a positive $20,318 for OPEBs).
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Steam Pensions and OPEBs Exhibit __( AP-1)

Calculation of Interest on Deferred & Accrued Cost Page 5 of 11
Deferred Pension Costs _
Cumulative Net of Tax Allowed
Month / Pension Bal. Subj. Rate of Interest on Cumulative
Year Deferral Tax Rate To Interest Return Balance Interest
Oct-04 (235,218) 60.125% (141,424.62) 0.95% (1,343.53) (1,343.53)
Nov-04 (476,027) 60.125% (286,211.12) 0.95% - (2,719.01)  (4,062.54)
Dec-04 (710,288) 60.125% (427,060.74) 0.95% (4,057.08) (8,119.62)
Jan-05 (5611,364) 60.125% (307,457.55) 0.95% (2,920.85) (11,040.46)
Feb-05 (312,676) 60.125% (187,996.16) 0.95% - (1,785.96) (12,826.43)
Mar-05 (113,319) 60.125% (68,132.93) 0.95% (647.26) (13,473.69)
Apr-05 373,494 60.125% 224,563.20 0.95% 2,133.35 (11,340.34)
May-05 643,682 60.125% 387,013.51  0.95% 3,676.63 (7,663.71)
Jun-05 922,200 60.125% 554,47291 0.95% 5,267.49 (2,396.22)
Jul-05 1,194,712  60.125% 718,320.67 0.95% 6,824.05 4,427.83
Aug-05 1,440,283  60.125% 865,970.19 0.95% 8,226.72  12,654.54
Sep-05 1,708,787 60.125% - 1,027,408.00 0.95% 9,760.38  22,414.92
Oct-05 1,977,281 60.125% 1,188,840.17 0.95% 11,293.98  33,708.90
Nov-05 2,244,097 60.125% 1,349,263.36 0.95% 12,818.00  46,526.90
Accured & Deferred OPEB Costs .
Acct. 22830 Acci. 22830 Change in .
OPEB OPEB Balance Cumulative . Net of Tax Allowed
Month / Health Life Ins. Total OPEB OPEB Net OPEB Bal. Subj. - Rate of Interest on Cumulative -
Year Liab. Liab. Liab. . Deferral Balance Tax Rate To Interest Return Balance Interest
Sep-04 (2,827,899.20) (1,564,880.30) (4,392,779.50) . '
Oct-04 (2,861,108.20) (1,607,184.30) (75,513.00) 42,304 (33,208.66) 60.125% (19,966.71)  0.95% (189.68) (189.68)
Nov-04  (2,641,573.20) (1,479,233.30) 347,486.00 86,350 433,836.17 60.125% 260,844.00 0.95% 2,478.02 2,288.33
Dec-04 (2,564,642.20) (1,436,410.30) 119,754.00 128,863 248,617.07 60.125% 149,481.01 0.95% 1,420.07 3,708.40
Jan-05 (2,680,034.20) (1,494,108.30) (173,090.00) 115,889 (57,200.75) 60.125% (34,391.95) 0.95% (326.72) 3,381.68
Feb-05 (2,795,426.20) (1,551,806.30) (173,090.00) 103,400 (69.690.14) 60.125% (41,901.20) 0.95% (398.06) 2,983.62
Mar-05 (2,910,818.20) (1,609,504.30) (173,090.00) . 91,493 (81,596.99) 60.125% (49,060.19) 0.95% (466.07) 2,517.55
Apr-05  (3,424,097.20) (1,642,131.30) (545,906.00) (213,992) (759,898.14) 60.125% (456,888.76) 0.95% (4,340.44) (1,822.90)
May-05 (3,638,961.20) (1,693,561.30) {(266,294.00)  (295,837) (562,131.10) 60.125% (337,981.32) 0.95% (3,210.82) (5,033.72)
Jun-05 (3,853,825.20) (1,744,991.30) - (266,294.00)  (363,544) (629,838.22) 60.125% . (378,690.23) 0.95% (3,597.56) . (8,631.28)
Jul-05  (4,068,689.20) (1,796,421.30) (266,294.00)  (445,612) (711,905.98) 60.125% (428,033.47) 0.95% (4,066.32) (12,697.59)
Aug-05 (3,767,871.20) (1,775,949.30) 321,290.00 {530,717) (209,427.29) 60.125% (125,918.16)  0.95% (1,196.22) (13,893.82)
Sep-05 (3,467,064.20) (1,755,477.30) 321,279.00 (613,423) (292,144.43) 60.125% (175,651.84) 0.95% (1,668.69) (15,562.51)
Oct-05 (3,166,257.20) (1,735,005.30) 321,279.00 (696,129) (374,849.58) 60.125% (225,378.31) 0.95% © (2,141.09) (17,703.60)
Nov-05 -(2,865,450.20) (1,714,532.30) 321,280.00 (778,833) (457,552.73) 60.125% (275,103.58) 0.95% (2,613.48) (20,317.09)
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Company Name: Con Edison o
Case Description: Request for Steam Rate Increase
Case: 05-S-1376

Response to DPS Interrogatories - Set Stafflo
Date of Response: 01/17/2006
Responding Witness: Accounting Panel

Question No. :390 _

In response to Staff Information Request 4, Con Edison
stated that Cablevision is anticipated to take service
pursuant to Rider X. (a) Does this mean that all revenues
received from Cablevision once it commences taking service
under Rider X will flow to the electric business  since
Rider X is an electric tariff? (b) 1If the response to (a)
is yes, please explain why the steam business will no
longer receive or share in the revenues from Cablevision.

Response:
The Company currently allocates the lease payments from

Cablevision between electric and steam operations. While
it is anticipated that Cablevision will take service
pursuant to Rider X, which is an electric tariff, the
Company views the sharing of the Hudson Avenue tunnel that
Cablevision uses as an interdepartmental activity and on
its books, it plans to allocate a portion of the revenues
to steam operations on the same basis as such revenues are
currently allocated.
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‘Company Name: Con Edison
Case Description: Request for Steam Rate Increase
Case: 05-5-1376

Response to DPS Interrogatories - Set Staffll
Date of Response: 01/20/2006
Responding Witness: Hutcheson, Charles

Question No. :398 A

In response to Staff Information Request 76, Con Edison
explained its rationale for excluding a reduction to
property tax expense for economic obsolescence. Inasmuch
as Con Edison has received this reduction in prior years,
please describe the changed circumstances that led to the
referenced “uncertainty” that caused the company to
entirely eliminate the reduction from its forecast for the
rate year. '

Response: : A
Since the 2002/2003 fiscal year, the Company has annually

filed with the Office of Real Property Services (“ORPS”)
for an “allowance” for economic obsolescence that, if
granted, reduces our special franchise assessed value for
property tax purposes. . ORPS’ rules define economic
obsolescence as the loss of value of property caused by
impairment in desirability or useful life resulting from
factors external to the property.

ORPS annually determines economic obsolescence based upon
certain financial information submitted to them by the
Company .

The “uncertainty” regarding inclusion of this property tax
benefit in new base rates is due to the unknown effect of
the rate increases under the current rate plan and what
effect the requested increase will have on ORPS’
determination. ‘
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Company Name: Con Edison
Case Description: Request for Steam Rate Increase
Case:r 05-5-1376

Response to DPS Interrbgatories - Set Staffl4
‘Date of Response: 01/30/2006
Responding Witness: Accounting Panel.

Question No. :421

In response to Staff Information Request 4, Con Edison
stated that Cablevision is anticipated to take service
pursuant to Rider X. In response to Staff information
Request 390, Con Edison stated that it plans to allocate a
portion of the revenues to steam operations on the same
basis as such revenues are currently allocated. (a) How
much does Con Edison expect to receive from Cablevision
during the rate year for access to Hudson River tunnel (b)
How much of lease payment will be allocated to steam
operations? (c) What is the basis of the allocation?

Response:

a) If Cablevision elects to continue service, the Company
estimates that the revenues under Rider X during the rate
year would be approximately $225,000.

b) The current allocation of the lease payment from
Cablevision to steam operations is 50.88%.

c) The basis for this allocation is the actual space in
the tunnel allocated to electric and steam operations.
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Company Name: Con Edison
Case Description: Request for Steam Rate Increase
Case: 05-S-1376

Response to DPS Interrogatories - Set Staffls
Date of Response: 02/15/2006
Responding Witness: Charles Hutcheson

Question No. :461 B

Con Edison provided workpapers to support the rate year
adjustments to Other Operating Revenues, refund over three-
year period of overcollection of NYC property taxes
deferred as a result of the 2000 Rate Plan (Exhibit__ (AP-
11), Schedule 3, Page 1, Other Operating Revenues, line 1).
The workpapers show a $2,080,000 final adjustment related
to reallocation of 100% ERRP property taxes to steam
operations for the period July through December 2004. The
total reallocation to steam from electric and gas shows
$4,837,773.08 for the period July to December 2004. (a)
What is the nature of this $4,837,773.08 reallocation? (b)
How much was steam's share of the cost related to the
$4,837,773.08 under the mixed allocation?

Response:
a) The $4,837,773.08 reallocation was an adjustment to

correct a clerical error for property taxes charged during
the period July - December 2004. An explanation of the
cause of the.adjustment follows. '

The Company allocates property taxes based on the use
of the property. For instance, if a property’s sole use is
for the production, transmission, or distribution of steam,
the property taxes are allocated 100% to steam. There are
‘certain properties that are used for more than one use.

The Company refers to these properties as “mixed-use”
properties and the property taxes on these mixed-use
properties are allocated to Electric, Gas, or Steam based
on the percentage of book cost for the facility or complex
(as explained below) at each year-end period.

In addition, the Company may be billed for property
taxes on certain properties that are adjacent to each
other, referred to as a “complex.” The East River
properties are billed as a complex. Even before the ERRP
was congtructed, the East River complex was a mixed-use
property because the tax bills for East River included the
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at-that-time electric generating station, the East 13th
Street and East 15th Street electric substations, the East
River South Steam Station, the 1l4th Street Desuperheating
(Steam) building and the East 16th Street Service Center
(Common plant). Therefore, the tax accrual was based on
the book cost percentages of the entire complex made up of
Electric, Steam, and Common facilities. Expenses
associated with Common plant are re-allocated to the
operating areas of Electric, Gas, and Steam.

The Company started paying property taxes on the ERRP,
which is part of the East River Complex, even before the-
plant was placed into service. The tax accrual was
developed by taking the total tax payment made to the City
for all Company property, subtracting 100% of the ERRP
payment, and applying the remaining balance based on the
100% usage or the applicable mixed-use percentages
described earlier. However, the percentages from the
mixed-use report were applied to an assessment that
included the ERRP. Therefore, the allocation to Electric
and Gas was too high and the allocation to Steam was too
low. The error was discovered, and an adjustment was made
to correct it three months later. '

b) The attached workpaper identifies the adjustment for
the six month period July-December 2004 totaling
$4,837,773.00 and includes the amounts by month. 1In
October 2004, a retroactive adjustment for the period July
2004 through September 2004 in the amount of $2,418,886.54
was allocated to steam increasing the steam tax accrual .
while corresponding decreases of $2,365,583.02 and
$53,303.52 were made to electric and gas respectively.
Since the total tax accrual was developed by excluding the
taxes on the ERRP, none of the adjustment made in October
2004 was applicable to the ERRP specifically.
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NYC Property Tax Accrual Adj 2004 -

/0 Q)” o

ERRP )
manhattan accrual jul-dec 2004 under mixed loc & 100% errp steam scenarios g)% y I [,
: elec gas steam _ S
milxed loc 48,332,586,00  603,041.00. 9,694,000.00 A‘} ¢ A J
ermp 100% steam 43,601,420.00 496,434.00. 14,531,773.00 _ /

4,731,166.00 106,607.00. (4,837,773.00)

CREDIT CREDIT DEBIT
HB040 AB080 F6120 " Total
period Elec Gas Steam Total
Total Adj (4,731,166.04) (106,607.04) 4,837,773.08 0.00
Jul-Sep (2,365,583.02) (53,303.52) 2,418,886.54 0.00 supplemental entry
October (788,527.67) (17,767.84) 806,295.51 0.00 supplemental entry
November (788,527.67) (17,767.84) 806,295.51 0.00 incl in normal accrual
December (788,527.68) (17,767.84) 806,285.52 0.00 incl in normal accrual
(4,731,166.04) (106,607.04) 4,837,773.08 0.00 J
Rate Change DEBIT ) CREDIT
C6040 H6040 AB08C 6301 06300 F6120 A0B20 TOTAL
ELECTRIC ELECTRIC GAS NON-UTIL NON-OP STEAM  TAX ACCRUED
BOILER 10/100 B :

Tax at 04/05 Rates | 545,000.00 273,410,068.54 30,228,144.28 843,236.53 26,911.76 26,465,408.93 331,518,770.04
Tax at 03/04 Rates 539,000.00 270,381,571.34 29,900,274.51 834,168.03 26,724.80 26,179,455.58 327,861,194.26
Tax Increase 6,000.00 3,028,497.20 327,869.77 9,068.50 186.96 285,953.35 3,657,575.78 3,657,575.78
Jul-Sep 3,000.00 1,514,248.60 163,934.89 4,634.25 93.48 142,976.68  1,828,787.90 supplemental entry
October 1,000.00 504,749.53 54,644.96 1,511.42 -31.16 47,658.89  609,595.96 supplemental entry
July-Oct 2004 4,000.00 2,018,998.13 218,579.85 6,045.67 124.64  190,635.57 2,438,383.86
November 1,000.00 504,749.53 5464496 1,511.42 31.16 47,658.89 608,585.96 Incl in normal accrual
December 1,000.00 504,749.54 5464496 1,511.41 31.16 47,658.89 609,595.96 incl in normal accrual
Total 6,000.00 327,869.77 9,068.50 = 186.96  285,9853.35 3,657,575.78

3,028,497.20
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Schedule 1
Consolidated Edison Company of New York, Inc.
Steam Service
Operating Income, Rate Base & Rate of Return
For the Twelve Months Ending September 30, 2007
(000's)
Original Filing A Company . As
Per company Update Updated Sch. Staff Adjusted Revenue Per Staff

AP-11 02/07/06 Company Ref Adjustments By Staff Increase After Increase

$661,939 $661,939 8 $25,875 $687,814 (1) $687,813

er Operating Revenues : 85,975 $1,890 87865 8 (76,581) 11,284 11,284
Total Operating Revenues 747,914 1,890 749,804 (50,706) 699,098 (1) 699,097
381,097 381097 8 16,732 397,829 397,829

2,657 1,229 3,886 3,886 _ 3,886

peration & maintenance expense 175,080 (1.450) 173,630 2 (6,979) 166,651 166,651
epreciation expense : 76,408 76,408 8 (40,667) 35,741 35.741
Fxes other than income taxes 77,453 12 77465 3 (5,977) 71,488 71,488
ains from Disposition of Utility Plant (25,583) (25,583) (25,583) (25,583)
Total Operating Expense’ 687,112 (209) 686,903 (36,891) 650,012 650,012
perating income before income taxes 60,802 2,099 .62,901 (13.81 5) 49,086 (1) 49,085
ew York State income tax ’ 1,363 (14) 1,349 4 . 446 1,795 (0) 1,795
ederal income tax 7.380 (855) 6525 5 (3,894) 2,632 (0) 2,631
tility operating Income $52,059 $2,968 $55,027 ($10,367) $44,659 (8$1) $44,659
ate Base . $1 .339.436 ($21,568) $1,317,868 6 ($697.6(53) $620,265 $620,265
7.20%

ate of Return " 3.80% 4.18% 7.20%
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Schedule 2
Consolidated Edison Company of New York, Inc.
’ Steam Service
Operation & Maintenance Expense
For the Twelve Months Ending September 30, 2007
(000's) '
Original Filing Company
Per company Update Updated Sch.8 Staff As Adjusted
Exh AP-78&11 02/07/06 Company Ref Adjustment By Staft
A&G Expense Capitalized ($697) ($697) ($697)
Asbestos removal and abatement 920 920 2c (358) 562
Betterment program 248 248 248
Boiler cleaning 1,428 1,428 1,428
Building service 821 821 821
Collection agency 2 2 2
Communication - telephone 814 814 814
Company labor 57,942 .- 57,942 57,942
Consultants 619 619 619
Contract labor . 141 141 141
Disposal of obsolete M&S 75 75 75
East River Repowering Project (ERRP) 7,902 7,902 7,902
EDP equipment rentals and maintenance 332 332 332
Electricity and gas used 9,559 253 9,812 2b 474 10,286
Employee pensions/OPEB's - net 6,403 (1,282) 5121 5,121
Employee welfare expense - net 6,355 {82) 6,273 6,273
Environment, Health and Safety 1,415 1,415 1,415
Environmental programs 762, 762 762
Financial services 471 471 471
information resources 721 721 721
Injuries and damages 2,752 (32) 2,720 2,720
Institutional dues and subscriptions 51 . 51 51
Insurance premiums 2,932 2,932 2,932
Interference 4,001 (1,422) 2,579 2,579
Major maintenance projects 1,255 1,255 2d (565) 690
Manhole program 3.609 3,609 3,609
Manhour expense 2,497 2,497 2,497
Materials and supplies 1,134 1,134 1,134
MGP/Superfund 1,900 642 2,542 2j (1.542) 1,000
Other - fossil 5,746 5746 5,746
Outside legal 61 61 61
Plant component upgrade 270 270 2e (14) 256
Plant inspection and repair 280 280 2f (15) 265
Postage 16 16 16
Preventive maintenance 903 903 29 47) 856
Rea! estate expenses 130 130 130
Regulatory commission expenses 2,052 2,052 2,052
Rents o7 177 177
* Rents - interdepartmental 10,779 10,779 10,779
Research & development 1,049 1,049 1,049
Routine maintenance 3,920 3,920 2h (204) 3,716
Scheduled overhauls 1,589 1,589 2i (83) 1,506
Security 889 889 889
Sewer Charges 488 488 488
Shared services (502) ) (509) (509)
Steam leaks 3,216 3,216 3,216
Steam transfer credit (27) (27) (27)
Trenching 6 6 6
Uncollectible reserve 89 89 89
Water 10,430 (484) 9,946 2k 565 10,511
Water chemicals 2,053 (95) 1,958 2 103 2,061
Deferred interference expenses - 2000 agreement 624 624 624
Deferred interference expenses 144 144 144
Deferred WTC expenses 7,966 1,327 9,293 2m (5.293) 4,000
Deferred Pension/OPEB expenses 2,827 (268) 2,559 2,559
.Deferred Business Development plan expenses 122 122 122
Deferred Production Study expenses 4 4 i 4
Other 3,415 3,415 3,415
Total O & M Expense $175,080 ($1.450) $173,630  Sch1 {$6.979) $166,651
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perty taxes

Total Taxes Other Than income Taxes

Consolidated Edison Company of New York, inc.

Steam Service

Taxes other than income taxes
For the Twelve Months Ending September 30, 2007

{000's)
Original Filing Company
Per company Update Updated
Exh AP-7 sch1 02/07/06 Company
$57,642 $57,642
- 16,060 $12 16,072
3,429 ' 3,429
242 242
80 80
'$77,453 $12 $77,465

. Effect of
Sch. 8 Staff As Adjusted Revenue Per Staff
Ref AdJustment By Staff Increase After Increase

4a, 4b ($6,603) $51;039 $51,039
4c 626 16,698 16,698
3,429 3429
242 242
80 80
($5,977) $71,488 $71,488
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erating Income before income taxes

Ldicare Rx Legislation Savings
lidends on preferred stock
bnufacturing Deduction

rmalized tems:

bk depreciation

kpitalized interest

hferred fuel cost

ntributions in aid of construction
knsion and OPEB Expenses -
lerference Expenses - 2000 Settlement
lerference Expenses

[TC Expenses

knsion and OPEB Expenses Previously Deferred
tsiness Development Plan

loduction Study

bw York State depreciation

.moval costs

nortization of capitalized interest
Lferred fuel costs

Iss on MACRS retirements

knsion and OPEB Funding

i'C Property Taxes - 2000 Settlement
i'C Property Taxes '
[J2 Allowance

+ icare Rx Legislation' Savings
berest on Capital Expenditures
F5t Avenue Properties - Interest

st Avenue Properties - Gain

berest on Reconciliations

(tal adjustments to book income

:xable Income

irrent NYS Income Tax Payable @ 7.5%
erred NYS Income tax

Subtotal
rtization of Previously Deferred Excess SIT

Total NYS Income Tax expense

Schedule 4
Consolidated Edison Company of New York, Inc.
Steam Service
New York State Income Tax
For the Twelve Months Ending September 30, 2007
{000's)
Original Filing Company
Per company Update Updated Staff As filed by Revenue Per Staff
AP-11 02/07/06 Company Ref Adjustments Staff Increase After Increase
$60,802 $2,099 $62,801  Sch. 1 ($13,815) $49,086 (31) $49,085
(38,894) 627 (38,267) 19,764 {18,503) (18,503)
(663) (663) (663) (663)
(115) (115) - (115) (115)
(2,906) {2,906) ’ (2,908)
76,408 76,408 Sch.8:3a,b (40,667) 35,741 35,741
46 46 to . 46 46
12,663 12,663 12,663 12,663
739 739 . 739 739
6,403 6,403 6,403 6,403 .
624 624 624 624
144 144 144 144
7,966 1,327 9,293 9,293 9,293
2,827 (268) 2,559 2,559 2,559
122 122 122 122
4 4 4 4
(89,950) (89,950) sch.8: 5¢ 31,620 (58,330) (58,330)
(7,765) (7,765) (7,765) - (7,785)
(4,978) (4,978) {4,978) (4,978)
(9,027) (9,027) {9.027) (9,027)
(1,030) : (1,030) " {1,030) (1,030)
(7,166) 3,433 (3,733) (3,733) (3,733)
(359) (359) sch.8: 1d (1,218) (1,577) (1,577)
(3,430) (3,430) sch.8: 1f (355) (3,785) (3,785)
(2,207) (1,397) (3,604) (3,604) (3,604)
(515) (515) (515) {515)
(1,604) (1,604) sch.8: 1h 369 (1.235) (1,235)
681 681 681 681
(25,583) (25,583) (25,583) (25,583)
(102) {(102) sch.8: 1q (40) (142) (142)
(84,761) 816 (83,945) 9,473 (74,472) (74,472)
($23,959) $2,915 ($21,044) ($4.342) ($25,386) (1) ($25,387)
(1,797) 219 ($1,578) (326) (1,904) (0) (1,904)
3,382 (232) 3.150 772 3,921 3,921
$1,585 ($14) $1,571 $446 $2,017 ($0) $2,017
(222) (222) (222) {222)
$1,363 ($14) $1,349  Sch.1 $446 $1,795 - ($0) $1,795
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berating Income before income taxes

S income tax expense, excluding amortization

y AR :
& depreciation
pitalized interest

erest expense

tutory depreciation

moval costs

ortization of capitalized interest
-dicare Rx Legislation Savings
idends on preferred stock

Lntributions in aid of Construction

sion and OPEB Expense - Rate Year
erference expense - 2000

erference Expenses

ferred WTC expense

sion and OPEB Expenses Previously Deferred
siness Development Plan

oduction Study

ferred NYS income tax

d
‘RIACRS/MACRS depreciation

ss on ACRS/MACRS retirements
ferred fuel costs .
nsion and OPEB Funding

h"'C Property Taxes - 2000 Settlement
i¥C Property Taxes

[°2 Allowance

k.dicare Rx Legislation Savings
kerest on Capital Expenditures

Irst Avenue Properties - Interest

rst Avenue Properties - Gain

rerest on reconciliation balances

4al adjustments to book income

deral taxable income

Lirrent Federal income tax expense (35%)
bferred Federal income tax expense

ortizati { Ceevi jef {FIT
k.preciation - ADR/ACRS/MACRS
Hvanced refunding - long-term debt
F.pitalized overheads

izferred Excess State Income Tax

T Refund - Investment tax credit
jvestment tax credit

Total Federal income tax expense

Exhibit _ (AP-2)

kpreciation/Loss on Retirement/Capitalized Overhead

Schedule §
Consolidated Edison Company of New York, Inc.
Steam Service
Federal Income Tax
For the Twelve Months Ending September 30, 2007
(000's)
Original Filing Company
Per company Update Updated Staff As filed by Revenue Per Staff
AP-11 2712006 Company Ref Adjustments Staff Increase After Increase
$60,802 $2,099 $62,901 Sch. 1 ($13,815) $49,086 ($1) $49,085
1,585 (14) 1571 Sch.4 - 446 2,017 2,017
76,408 - 76,408 Sch.8: 3a,b (40,667) 35,741 35,741
46 46 46 46
(38,894) 627 (38,267) workpaper 19,764 (18,503) (18,503)
(48,898) (48,898) sch.8: 53 22,591 (26,307) (26,307)
(7,765) (7.765) (7,765) (7.765)
(4,978) (4,978) (4,978) (4,978)
(663) (663) (663) (663)
(115) (115) (115) (115)
(2,906) (2,906) (2,906) (2,906)
12,663 12,663 12,663 12,663
" 739 739 739 739
6,403 6,403 6,403
624 624 624 624
144 144 144 144
7,966 1,327 9,293 sch.8:2m -’ (5,293) . 4,000 4,000
2,827 (268) 2,559 . 2,559 2,559
122 122 122 122
4 - 4 4 4
3,382 (232) 3,150 Sch. 4 772 3,921 3,921
(11,950) (11,950) sch.8:5b 9,324 (2.626) (2.626)
(1,030) (1,030) (1,030) (1,030)
(9,027) (9,027) (9,027) (9.027)
(7,166) 3,433 (3,733) (3,733) (3.733)
(359) (359) sch.8: 1d (1,218) (1,577) (1,577)
(3.430) (3.430) sch.8: 1f (355) (3.785) (3,785)
(2,207) (1,397) (3.604) (3,604) (3,604)
(515) (515) . (515) (515)
(1,604) (1,604) sch.8: 1h 369 (1,235) (1,235)
681 681 681 681
(25,583) (25.583) . -(25,583) (25.583)
(102) (102) sch.8:1g {40) (142) (142)
($52,277) $584 ($51,693) $5,247 ($46,447) ($46,447)
$6,940 $2,696 $9,636 ($9,014) $622 (81) $621
$2,429 . $944 $3,373 ($3,155) $218 (30) $217
9,596 (1,002) 8,594 (1.246) 7,349 7,349
(4,386) (797) (5,183) 507 (4,676) (4,676)
78 78 78 78
(74) (74) (74) (74)
(263) ) (263) (263) {263)
$7.380 ($855) $6,525 sch. 1 ($3,894) $2,632 ($0) $2,631
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Utility Plant
Average Book Cost of Plant

Average Accumulated Depreciation
Net Utility Property

Non Interest Bearing CWIP '
Preferred stock expense

Unamortized debt discount, premium, expense

Deferred fuel - net of Federal income tax
Customer advances for construction
MTA surtax - net of FIT

Cash Working capital

Materials & supplies

Prepayments

Excess rate base over capitalization
Rate case amortizations - 03-5-1672
Accrued OPEB Liability

Rate case reconciliations - net of FIT
NYC Property Taxes - 2000 Settlement
NYC Property Taxes - 2004 Settlement
S02 Allowance Proceeds & Interest
Medicare Rx Legislation Savings
Interest on Capital Expenditures
Interest on Reconciliation Balances
Interest on Sales of 1st Ave Properties
Gains from Sale of 1st Ave Properties
Interference Expense

Interference Exp - 2000 Settlement
WTC Costs

Pension/OPEB Expenses

Business Development Plan Expenses
Production Study Expenses-

Accumulated deferred FIT
ADR/ACRS/MACRS deductions
Additiona!l Pension Deduction
Excess Deferred SIT (2000/2001)
Vested vacation

Unbilled revenues

Contributions in aid of construction
Capitalized overheads

Advanced refunding of mortgage bonds
Change of accounting - section 263A
Call premium

Deferred NYSIT
Deferred FIT on Deferred NYSIT
Total Rate Base

Steam Service

Consolidated Edison Company of New York, Inc.

$1,736,330 Sch.8:6a,b
(304,091) Sch. 8: 6¢c-e

. Rate Base
For the Twelve Months Ending September 30, 2007
(000's)
Original Filing Company
Per company Update Updated
AP-10 02/07/06 Company
$1,736,330
(304,091)
$1,432,239 $1,432,239
14,771 14,771
313 . 313
17,306 (146) 17,160
12,664 12,664
(2,511) (2,511)
459 (403) 56
28,828 28,828
18,501 . 18,501
95,216 (3,305) 91,911 -
(10,790) (21,340) (32,130)
5,420 5,420
(4,576) (1,027) (5,603)
(539) (539)
(5.156) (5,156)
(3.317) (2,100) (5,417)
(774) (774)
(2.411) (2,411)
(153) (153)
(1,023) 2,046 1,023
(38,455) (38,455)
216 216
938 938
11,974 1,995 13,969
4,249 (402) ©3,847
183 183
6 6
(165,236) 399 (164,837)
(16,600) (1,096) (17,696)
(361) . (361)
739 739
9,334 9,334
765 765
7,998 7,998
(13) (13)
(41,691) (41,691)
(588) (588)
(28,489) 3,811 (24,678)
$1,339,436 ($21,568) $1,317,868

Ref

Sch. 7

Sch.7
Sch.8: 6h

Sch.8: 6m
Sch.8: 6n

Sch.8: 6p
Sch.8: 6o

Sch.8: 6q

Sch.8: 6i
Sch.8: 6l

Sch.8: 6

Sch.8: 6k

Sch. 1
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Schedule 6
Staff As Adjusted
Adjustments Staff
($800,749) $935,581
64,318 (239,773)
($736,431) $695,808
14,771
313
- 17,160
12,664
- (2511)
56
(908) 27,920
18,501
(77,720) 14,191
(32,130)
5,420
5,603
(1,200) (1,739)
(5634) (5:690)
(5.417)
(774)
555 (1,856)
(60) (213)
1,023
(38,455)
2186
938
1,591 15,560
3,847
183
6
68,609 (96,228)
17,696
(361)
739
9,334
765
7,998
(13)
16,194 (25,497)
(588)
9,002 (15,676)
($697,603) $620,265




Consolidated Edison Company of New York, Inc.
Steam Service
Working Capital Allowance

For the Twelve Month

Lash Working Capital
Operations & Maintenance Expense
Less: ]
Purchased power expense -
Gas portion of fuel
Recoverable fuel costs

Interdepartmental rents
Uncollectibles

Rate Case amortizations
Pensions

Net

Cash Working Capital @ 1/8
Recoverable fuel @ 1/12
Total cash working capital

Materials & Supplies

Average Balance of Liquid Fuel

Materials & Supplies excluding Liquid Fuel
" Total Materials & Supplies

Frepayments
Insurance
Property Taxes
PSC Assessment
Pension
Other
Total Prepayments

Original Filing 'Company

Per company Update Updated
Exh. AP-10 02/07/06 Company
$558,834 ($221) $558,613
95,155 95,155
120,317 120,317
251,348 251,348
10,779 - 10,779
89 89
11,687 1,059 12,746
6,403 (1,282) 5,121
$495,778 ($223)  $495,555
$63,056 $2 $63,058
$7.882 $7,882
20,946 20,946
$28,828 $28,828
$8,164 $8,164
10,337 10,337
$18,501 $18,501
$1,466 $1,466
12,147 12,147
287 214 501
81,239 (3,519) 77,720
77 77
$95,216 ($3,305) $91,911,

s Ending September 30, 2007
(000's)

Ref

Sch. 2

Sch. 8: 2a

Sch. 8: 2m

Sch. 6

Sch. 8: 6d-

Sch. 6
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Schedule 7
Staff As filed by
Adjustments Staff
($6,979) $551,634
95,155
120,317
16,732 268,080

10,779
89
(5,293) 7,453
5,121
- $11,439 $506,994
($18,418) $44,640
($2,302) $5,580
1,394 22,340
($908) $27,920
$8,164
10,337
$18,501
$1,466
12,147
501

(77.720)
77
(77,720) 14,191
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No.

1a
1b

1d
1e
1f

1h

2a

2b

2c
2d
2e
2f
2g
2h
2i

]
2k
2

2m

3a
3b
3c

Consolidated Edison Company of New York, inc.
. Steam Service
Explanation of Adjustments
For the Twelve Months Ending September 30, 2007
{000's) :

Explanation

Operating revenues - Schedule 1

‘To reflect Staff's sales forecast (Padula)

To eliminate interdepartmental rents - East River Repowering Project (AP Panel)
To reflect revenues from Cablevision Lease (AP Panel)
To increase amortization of deferred property taxes - 2000 agreement (AP Panel)
To increase late payment charge on staff adjusted steam sales revenue (AP Panel)
To increase amortization of deferred property taxes - 2004 agreement (AP Panel)
To increase amortization of interest accrued on balances of reconciled items (AP Panel)
To decrease interest on capital expenditures (AP Panel)
Total adjustment to other operating revenues

Total Adjustments to Revenues

Euel expense - Schedule 1

To reflect fuel cost associated with sales forecast (Padula)

Operatlon and maintenance expense - Schedule 2
To reflect electricity usage in connection with sales forecast (Padula)

Staff adjustment to Asbestos removal and abatement expenses (Roberts)
Staff adjustment to major maintenance projects (Roberts)
Staff adjustment to plant component upgrade (Roberts)
Staff adjustment to plant inspection and repair (Roberts)
Staff adjustment to preventive maintenance (Roberts)
Staff adjustment to routine maintenance (Roberts)
Staff adjustment to scheduled overhaul (Roberts)
Total adjustment to maintenance expenses

To reflect Staff's estimate of MGP/Superfund level (AP Panel)

To increase water expenses related to staff increase to sales revenue (Padula)

To increase water chemical expenses related to staff increase to sales revenue (Padula)
Total adjustment to water and chemicals expense

To reflect Staff estimate of deferred WTC expenses (AP Panel)

Total adjustments to operation and maintenance expense

Depreciation expense - Schedule 1

To remove depreciation of East River Repowering Project (AP Panel)

To reflect staff adjustment to amortization of reserve deficiency (Rieder)

To reflect staff adjustment to proposed depreciation expenses (Rieder)
Total adjustments to depreciation expense

Exhibit __ (AP-2)
Schedule 8
Page 1 of 2

Amount
$25,875
($78,529)
114
1,218
590
355
40
- (369)
(76.581)
(850,706)
$16,732
$474
($358)
(565)
(14)
(15)
(47)
(204)
(83)
(1,286)
(1.542)
$565
103 -
668
(5,293)
($6,979)
($32,562)
(4,332)
(3.773)

($40,667)
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R
sl

4a
4b

5a
5b
5c

6a
6b

6¢c
6d
6e

6f
69
6h
6i

6j

6k
6l
6m
6n
60
6p

6q

Consolidated Edison Company of New York, Inc.
Steam Service
Explanation of Adjustments
For the Twelve Months Ending September 30, 2007
(000’s)

Explanation

Taxes other than income taxes - Schedule 3

To remove property taxes related to East River Repdwering Project (AP Panel)

_To reflect Staff's leve! of property taxes (AP Panel)

Subtotal - adjustments to property taxes

" To reflect revenue taxes refated to Staff adjusiments (Tracking Adjustment)

Total adjustments to taxes other than income taxes

State and Federal income tax - Schedule §

To reduce flow through feder'al tax depreciation on ERRP plant (AP Panel)
To reduce deferred federal tax depreciation on ERRP plani (AP Panel)
To reduce State tax depreciation on ERRP plant (AP Panel)

Rate Base - Schedule 6
To remove book éost of plant for East River Repowering Project (AP Fanel)
To reflect staff adjustment to production plant addition (Rieder)
Total adjustments to book cost of plant
To remove accumulated depreciation for East River Repowering Project (AP PaneI)
To reflect staff adjusted reserve deficiency (Rieder)
To reflect accumulated depreciation related to staff reduction to production plant (Rieder)
Total adjustment to accumulated depreciation
To adjust cash working capital for operating expense adjustments - computed
To adjust prepaid pension&OPEBs (AP Panel)
Total Adjustment to working capitals
To eliminate accrued OPEB liability (AP Panel) )
To eliminate accumulated Deferred FIT on ERRP (AP Panel)

To eliminate ERRP accumulated deferred FIT related to 263A (AP Panel) .

ITo eliminate ERRP accumulated deferred SIT (AP Panel)

To eliminate additionat pensi_on deduction (AP Panel)

‘To adjust deferred property taxes net of FIT & SIT - 2000 agreement (AP Panel)

To adjust deferred property taxes net of FIT & SIT - 2004 agreement (AP Panel)
Total adjustment to deferred property taxes

To adjust deferred interest on reconciliation balances AP Panel) .
To adjust deferred interest on capital expenditures (AP Panel)
To reflect staff adjustment to deferred WTC Expenses (AP Panel)

Total Adjustments to Rate Base

Exhibit __ (AP-2)

Schedule 8
Page 2 of 2
Amount
(54,963)
(1.640)
($6,603)
626
(85.977)
$22,501
9,324
31,620
(6791,958)
(8.791) .
(5800,749)
$60,265 N
2,166
1,887
64,318
(5908)
(77.720)
(78.628)
5,603
68,609
16,194
9,002
17,69
(81,200)
(534)
(1.734)
(60)
555
1,591

($697,603) -
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"Kane, Richard A" <KaneR@coned.com> To "John Scherer \(E-mail\)" <John_Scherer@dps.state.ny.us>
cc
02/03/2006 11:51 AM
. bce
Subject FW: .

This document IS flagged as a record

John,

Attached are the MGP workpapers. We will look at the allocation, we will most
likely need to split the electric, gas & steam balances.

Rich

> ----- Original Message-----

> From: Prager, Stephen .

> Sent: Friday, February 03, 2006 11:16 AM
> To: Kane, Richard A

> Subject:

>

>

> > <<MGP Exhibit for update stage.xls>> > > <<MGP Exhibit.xls>>
>

> Stephen Prager

> Senior Accountant

> Regulatory Filings

>

. |

MGP Exhibit for update stage.xls MGP Exhibit xls
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"Rasmussen, Edward J." <RASMUSSENE@coned.com> To "Charles M. Dickson \(E-mail\)" <cmd@dps.sta’

) cc "John_Scherer \(E-mail\)" <john__sche|:er@dps.

01/25/2006 03:26 PM “Edward Rasmussen" <RASMUSSENE@cone:
bce '

Subject Tax Issue

This document IS flagged as a record

Hnstory {;'3 ThlS message haé been replled to

H
&

> During our year-end closing process, we discovered an error in the way some
of our deferred tax balances were being amortized. This relates to older
deferred taxes that were created under the Asset Depreciation Range (ADR)
System for assets first placed in service after 1970 and before.1981. In the
year 2000 we installed a new computer application to, among other things,
determine our deferred tax amortizations: The initial application was not
properly programmed and therefore was not recording the amortization of the

- ADR deferred tax benefit properly. As a result, the cumulative out-of -period
adjustment dating back to 2000 amounts to approximately $48 million of tax
benefit.

> . N

> For financial reporting purposes, we must reflect the proper balance of
deferred taxes by effectively reducing the PSC Account 282 balance by $48
million. We are requesting your approval to also record a regulatory
liability of $81 million (PSC Account 254) and a related deferred tax asset of
$33 million for the "gross-up" factor (PSC Account 190), with no impact on our
income statement.

N .

> Within the next several weeks we will file a petition with the Commission
with our recommended treatment of the regulatory liability. The regulatory
liability will remain on our financial records until the Commission determines -
the proper treatment.

>

> Currently, we are only requesting for your concurrence with our vyear-end
accounting treatment that will properly state our deferred tax balance and
preserve the credit it a manner to be determined by the Commission.

>

> Thank you for your consideration, and if you have any questions, please call
(212 460-4202).




Summary of Property Tax Rate Changes, June 2002 - July 2005

Property Tax Rate (%)

Exhibit___(AP-5)

Tax Rate Effective On Class 3 Class 4
June 30, 2002 12.565 11.580 .
July 1, 2003 12.418 11.431
Percent Change: -1.17% -1.29%
July 1, 2004 12.553 11.558
Percent Change: 1.09% 1.11%
July 1, 2005 12.309 11.306
Percent Change: -1.94% -2.18%
Average Change Over
Last Three Years: -0.68% -0.79%
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Q.

Please state your name, employer, and business
address.

My name is Frederick William Barney. I am employed
by the New York State Department of Public Service
(Department). My business address is Three Empire
Plaza, Albany, Néw York 12223-1350.

Mr. Barney, what is your position in the department?
I am employed as an Econometrician I in the Office
of Regulatory Economics.

Please deécribe your educational background and
professional experience.

I received a Bachelor of éqien;e degree in Economics
from the College of Education of Wayne State
University in Detroit, Michigan 'in 1967. I earned a
Master of Science degree in Ecohomics from Wayne
State in 1971. I also earned a Masters of Science
degree in Statistics from Virginia Tech in
Blaéksburg in 1983. I have completed~30.semester
hours in Ph.D level statistics at the University of
Michigah in Ann Arbor.

Before I joined the Department in 1992 I held
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various jobs teaching economics and statistics. I

.was also economics department head at Walsh College

in Michigan.

Please briefly describe your'current
responsibilities with the Department.

My responsibilities include forecasting sales for
electric rate éases, survey sampling, and
statistical evaluation of retail and wholesale
service quality.

Have you previdusly'testified before the New York

Public Service Commission (Commission)?

. Yes. I have testified before the Commission on sales

forecaéting issues.

What is the purpose of your testimony?

To provide}an adjustment to Consolidated Edison
Company of New York, Inc.'s (Con Edison) forecast of
steam sales.

What is the nature of your proposed adjustment?

I recommend that the Commission reject Con Edison’s
propoéed negative adjustment to its steam sales

forecast of 332 MMlbs for SC2, which is shown on
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Exhibit (FCY-1) at line 12.

Please summarize your testimony.

The company chose a forééasting procedure that takes
the immediate past as given and makes adjustments

for individual factors thoughﬁ to prevail in the

rate year but not in the test year.

Which factors does the company indicate are the
basis for its negative adjustment of 332 MMlbs in
making its SC2 sales forecast? |

The company indicates that the level of test'year
steam sales does not reflect any customer response
to the most recent and proposed steam sales rate
increases, or the change in employment from current
levels. The company develops its adjustment of
332 MMlbs based upon what it considers to be an
"extraordinary level of sales" during the test year.
Is it appropriate to make such adjustments to tﬁe
rate year forecast?

Generally no. Evefy year has.factors thét combine
to affect the level and trend of steam sales. Since

each year has unique factors that interact, there is
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no basis for making corrections to the test year for
any one of factors peculiar to that year.
How would you as an economist prefer to consider

such factors? ' - : I

In any market there are factors that systematically
affect sales and random factors that crop up at
various times to produce disturbances in the trend
of sales. This latter group of factors net-out to
what economists refer to as the error term in their
econometric models.

Is it ever reasonable to remove the effects of one
year's conditions on future sales projections?

In some cases yes. Thé World Trade Center incident
is a clear example where a single event changed
future steam sales. But this example, which did not
occur in the test year, does not have a test year
counterpart. In general, markets evolve over time
based on many factors, éome of which are in the
forecasting model and o;hers which are not.

How did.the company make its adjustment?

When reaching the adjustment referred to as
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"extraordinary" sales, Con Edison attributed thése
additional sales, in part, to a delay in the
réaction to increased prices. Con Edison removed
the estimated additional effect using an equation
relating weather to steam sales. The company used
the estimated relationship to identify the effect
that the company.removed from the forecast.

What is your view of the company's contention that
an adjustment in SC2 is.warranted as a result of
trying to capture the effect of a delayed reaction
to rising priceg?

There has been a general trend over the past few
years of increasing steam and fuel prices. If the
cost to customers has been rising then, givén ﬁhis
trend, it is reasonable to conclude that customers
will continue to expect their costs to increase.
Is theré anothef reason why Con Edison's explanation
for its adjustment of 332 MMlbs is not convincing?
Yes. Cbmpany witness Yaegel's testimony reﬁers to a

growth rate with respect to the sales forecast that

-was used to set current rates. If this forecast was
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correct it followsvthat the 2005 sales were
correctly modeled or compensating errors resulted in
a sound forecast. In either case, the assertion of
extraordinary sales lacks-support. Also, the
proposed negative adjustment to the sales forecast
is conﬁeptually unsound in that it assuﬁes that one
of the many factors that interact to affect sfeam
sales can be readily identified by use of an
equation that only has a weather variable (heating
degree days) .

Why is this method problematic?

Pages 16-19 of the company's backup work papers
indicate that the company's negative adjustment of
332 MMlbs to SC2 appears to be related to usage per
degree day, nbt usage per.customer as indicated in
company Witneés Yaegel's testimony. Copies of these
company work papers are attached as Exhibit__ (FWB-
1) . Since employmént has been increésing, usage per
degree day should rise.

What is the result of.rejecting the company's

adjustment on the forecast sales for SC2?




Case 05-S-1376 Barney

A.

The:company's forecast of normalized sales for SC2
is 17,624 MMlbs. The forecast becomes 17,957 MMlbs
with the removal of the disputed adjustment.

You acceét the company's forecast for SCl and SC3?
Yes, subject to the éaies adjustment discussed by
Staff witpess Padula.

Does ﬁhis conclude your testimony at this time?

Yes.
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Backup ( line 12)

Winter
2004/2005

‘4 yr average
(winter 1/2 - 4/5)

Average Usage Adjustment

Mib/Hdd

Base Load Mib/Day
18.1 Backup Page 17

| Delta
Month Biling Days Normal Hdd Mib/Hdd
November  29.64 - 200.9 - (38)
December 32.07 478.9 N
January 32.00 7394 (140)
February 29.00 659.9 (125)
March 30.86 492.8 (94)
April 29.64 . 2358 (45)
2807.7 {533)

19.2 Backup Page 18

Base Load Mib/Day

33
35
35
32
34
33

202

Exhibit __ (FWB-1)
Page 1of 5

Delta

(6)
(56)
(105)
(93)
(60)
a2

)




Exhibit__(FWB-2)
Page 2 of §
Backup ( line 12)
Steam 2004/2005 Winter Regression Analysis
SUMMARY OUTPUT SC2: Nov - Apr
Regression Statistics
Multiple R 0.9942
R Square 0.9884
Adjusted R Square 0.9855
Standard Error 2.3187
Observations 6
Coefficients_Standard Error t Stat P-value Lower 95% Upper 95% _Lower 95.0% Upper 95.0%
Intercept 18.0874 2.2885 7.9037 0.0014 11.7335 24.4412 11.73354834 24.44121163
SC2 Slope 2.5847 0.1398 . 18.4844 0.0001 2.1965 2.9730 2.196499232 2.972979965
RESIDUAL OUTPUT
Observation  ’redicted SC.  Residuals  Standard Residuals
Nov-04 34.6297 -1.0297 -0.49685
Dec-04 50.1382 -3.2382 -1.5614
Jan-05 72.1084 0.3916 0.1888
Feb-05 77.0194 0.6806 0.3282
Mar-05 70.5576 0.1424 0.0687
Apr-05 35.1467 3.0533 1.4723
Data Input
Sales (MMlIbs) . Actual
. . SC2 Billing Days HDD
Nov-04 996 29.64 190.1
Dec-04 1,504 32.07 397.1
Jan-05 2,319 32.00 668.4
Feb-05 2,253 29.00 660.1
Mar-05 2,182 30.86 626.2
Apr-05 1,133 29.64 196.5

Regression data: (X - Range hdd/day) (Y-Range Sales/Bill Days)

Sales/Billing Days
sC2
Nov-04 33.6
Dec-04 46.9
Jan-05 72.5
Feb-05 71.7
Mar-05 70.7

Apr-05 382

HDD/Day
6.4

124
209
22.8
203

6.6




Backup ( line 12)
Data Input Backup Page 19

Service Class 2

Nov-01
Dec-01

Jan-02

Feb-02
Mar-02
Apr-02
Nov-02
Dec-02
Jan-03
Feb-03
Mar-03
Apr-03
Nov-03
Dec-03
Jan-04
Feb-04
Mar-04
Apr-04
Nov-04
Dec-04
Jan-05
Feb-05
Mar-05
Apr-05

Sales (Mlbs)

SC2

975,644
1,066,447
1,992,080
1,546,052
1,467,476
1,191,667
1,074,410
1,963,333
2,324,117
2,477,493
2,028,143
1,235,160
986060
1726257
2451202
2628604
1727284
1271874
996,114
1,503,852
2,318,718
2,253,086
2,182,161
1,133,010

Billing Days
31.14

30.93
32.07
28.43
30.14
30.64
28.36
32.57

32.57 -

28.29
30.50
30.36
28.79
32.43
32.43
29.64
31.29
30.43
29.64
32.07

3200
29.00

30.86

29.64

Regression data: (X - Range hdd/day) (Y-Range Sales/Billing Days )

Exhibit__ (FWB-1)
Page 3 of 5

HDD
138.7
233.2
601.4
429.9
390.9
226.0
242.0
590.2
767.6
800.5

599.3

289.4
159.6
497.3

802
842.4
465.6
272.6
190.1
397.1
668.4
660.1
626.2
196.5




Nov-01
Dec-01
Jan-02
Feb-02
Mar-02
Apr-02
Nov-02
Dec-02
Jan-03
Feb-03
Mar-03
Apr-03
Nov-03
Dec-03
Jan-04
Feb-04
Mar-04
Apr-04
Nov-04

Sales/Billing Days

Dec-04

Jan-05
Feb-05
Mar-05
Apr-05

HDD/Day
Sales/Day/Bill Formula

=HDD/Billing Days
=Sales/Billing Days

SC2

313

345
62.1
54.4
48.7
389
37.9
60.3
71.4
87.6
66.5
40.7
343
53.2
75.6
88.7
55.2
41.8
33.6
46.9
72.5
71.7
70.7
38.2

HDD/Day

4.5

1.5
18.8
15.1
13.0
7.4
8.5
18.1
23.6
28.3
19.6
9.5
55
153

247

28.4
14.9
9.0
6.4
124
20.9
22.8
20.3
6.6

Exhibit__ (FWB-1)
Page 4 of 5
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Backup ( line 12)

Steam Winter Regression Analysis
SUMMARY OUTPUT SC2 - 4year average
Regression Statistics

Multiple R 0.9918

R Square 0.9837

Adjusted R Sqt 0.9830

Standard Error 2.3348

Observations 24.0000

Exhibit__(FWB-1)

Page 5 of 5

Coefficients Standard Eror t Stat

P-value Lower 95% Upper 95%  Lower 95.0% Upper 95.0%

Intercept 19.2165 1.0943 17.5605
SC 2 Slope 2.3852 0.0855 36.4323

0.0000 16.9471 21.4859 16.9471 .21.4859
0.0000 2.2495 2.5210 2.2495 2.5210

RESIDUAL QUTPUT

Observation Predicted SC2 _ Residuals _ andard Residuals

Nov-01 29.9501 1.3808 0.6047
Dec-01 37.1059 -2.6265 -1.1502
Jan-02 64.0592 -1.9426 -0.8507
Feb-02 55.2337 -0.8527  -0.3734
Mar-02 50.2247 -1.5360 -0.6727
Apr-02 36.8673 - 2.0252 0.8869
Nov-02 39.4911 -1.6064 -0.7035
Dec-02 62.3895 -2.1091 -0.9236
Jan-03 75.5083 -4.1507 -1.8177
Feb-03 86.7190 0.8559 0.3748
Mar-03 65.9673 0.5292 0.2317
Apr-03 41.8763 -1.1885 -0.5205
Nov-03 32.3354 1.9147 0.8385
Dec-03 55.7108 . -2.4806 -1.0863
Jan-04 78.1321 -2.5477 -1.1157
Feb-04 86.9575 1.7268 0.7562
Mar-04 54.7567 0.4457 0.1952
Apr-04 40.6837 1.1130 0.4874
Nov-04 34.4821 -0.8750 -0.3832
Dec-04 48.7936 -1.9008 -0.8324
Jan-05 69.0682 3.3917 1.4853
Feb-05 73.6001 40925 1.7922
Mar-05 67.6370 3.0746 1.3464

Apr-05 34.9591 3.2666 1.4305




BEFORE THE
STATE OF NEW:YORK
PUBLIC SERVICE COMMISSION

In the Matter of
CONSOLIDATED EDISON COMPANY OF NEW YORK, INC.
Case 05-S-1376

FEBRUARY 2006

Prepared Testimony of:

Jeffrey S. Hogan

Principal Utility Financial
Analyst

Office of Accounting and
Finance

New York State

Department of Public Service
Three Empire State Plaza
Albany, New York 12223-1350




BEFORE THE
STATE OF NEW YORK
PUBLIC SERVICE COMMISSION

In the Matter of
CONSOLIDATED EDISON COMPANY OF NEW YORK, INC.
Case 05-S-1376

FEBRUARY 2006

Prepared Testimony of:

Jeffrey S. Hogan

Principal Utility Financial
Analyst

Office of Accounting and
Finance

New York State .
Department of Public Service
Three Empire State Plaza
Albany, New York 12223-1350




10

11

12

13

14

15

16

17

18

19

20

21

Case 05-5-1376 Hogan

Q.

Please state your name, employer, and business
address.

Jeffrey S. Hogan. I am employed by the New York
State Department of Public Service (Department).v My
business address is Three Empire State Plaza,
Albany, New York 12223.

What is your position at the Department?

I am employed as a Principal Utiiity Finaﬁcial
Anaiyst in the Office of Accounting and Finance.
Please describe your educational background and
professional expérience.

I received a Bachelor of Arts'Deg;ee in Economics
and Political Science from Syracuse University in
1991. 1In 1993 I received a Masters Degree in.
Business Aaministration witﬁ a concentration in
Finance from the State University of New York at
Albany. I joined the Department in.February'1994
and Subéequently took_additional college courses in
Accounting.

Please briefly describe your current

responsibilities with the Department.
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A.

My areas of responsibility include analyzing rate of
return and operation and maintenance (O&M) expense
levels. 1I also work on financing requests from
utilities and regulatory review of the formation of
utility holding corporations. In addition, I assist
in analyzing legislative proposals affecting the
utility industry.

In what previous rate cases haQe you analyzed the
appropriate capital structure and/or cost of equity
for a utility?

In Case 04-E-0572, Consolidéted Edison Company of
New York, Inc. (Eléctric Rates) and Cases 03-G-1671
and 03-S-1672, Consolidated Edison.Compahy of New.
York, Inc. (Gas and Stéam Rates), I offered
testimony on the appropriate capital structure and
cost of capital. 1In Case 02-W-1564, Sea Cliff Water
Company, I testified on the capital structure and
cost of capital, as well as on certain O&M expenses.
In Case Ol;M—0075, Niagara Mohawk/National Grid
Merger, I anélyzed the capital structure and cost of

equity. 1In Case 94-W-0157, New Rochelle Water
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Comﬁany, I assisted in the development of Staff's
recommended capital structure and cost rates. In
Case 94-G-0885, National Fuel Gas Distribution
Corporation, I analyzed the capital structure and
assisted-in the calculétion of Staff’'s recommended
return on common equit?. In Case 95—G—O761,
Brooklyn Union Gas, I assisted in the formation of
the capital structure as it formed a holding
company, as well as assisted in the calculation of

Staff’s recommended return on equity.

PURPOSE . OF TESTIMONY

Q. What is the purpose of your testimony in this
proceeding?
A. My testimony consists of three main parts. First, I

develop the fair rate of return that is used in the
determination ofithe revenue requirement for
Consolidated Edison éompany of New York, Inc. (Con
Edison) for tﬁe raﬁe year ending September 30, 2007.
Second, I respond to the testimdny of company

witness Rosenberg. Third, I address the likely
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impact of my recommendations on Con Edison's ability

to access capital at reasonable terms.

SUMMARY

Please summarize your ;estimony.

I reéommend a rate of return of 7.20%, as opposed to
the company'sArequest of 8.36%. The difference isu
primarily due to my using a 47.60% equity ratio and
aﬁ 8.7% return on equity (ROE), as opposed to the
company’s 48.9% equityAratio and 11.0% ROE. My
capital structure adjustment attempts to impute-a
reasonable level of equity investment to the
company’s non-utility assets while my ROE
recommendation is based upon the basic framework of
the Generic Financing Case (GFC). I also explain
why my ;ecommenaed rate of return leaves the .company
in a strong financial position, thus ensuring access

to capital.

RATE OF RETURN RECOMMENDATION

CAPITAL STRUCTURE

What is the after-tax rate of return you recommend

be allowed for the rate year?
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A.

I recommend an after-tax rate of return of 7.20%,
compared to the company’s driginally filed 8.36%.

My proposed pro forma cost of capital.can be seen in
Exhibit  (JSH-1).

What is a fair rate of return for a regulated
utility?

A fair rate of return for a regulated utility is one
that_énables the utility to provide safe and
adequate service to its customers while assuring
continuous support in the capital markets for the
utility’s stocks and bonds at reasonable terms.
Investors in debt enter into a contractual
obligation with the utility and receive a relativgly'
fixed income stream. Common equity investment, on
the other hand, is non-contractual. Investors may
share in, but are not guaranteed, a bortion'of the
utility’s residual earnings. The fair rate of
return allows the utility to recover its prudently
incurred éost of debt, as well as providinghcommon
equity investors the opportunity to earn a return

commensurate with the risk of their investment.
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How is a fair rate of return calculated?
Generally, a fair rate of return can be calculated
through a weighted average of the individual cost
components of a company’s capital structuré; Cost
rates on long-term debt are generélly fixed on a
historical basis and are rea&ily quantifiea.
Additionally, the cost of customer deposits is
prescribed by the Commission. The cost of common
equity, however, depends upon investor expeétations
and, therefore, it requires the application of one
or more methodologies such as the Discounted Cash

Flow (DCF) methodology or the Capital Asset Pricing

-Model (CAPM) to estimate the return required by

equity investors.

Please describe how your capital stfucture and cost
rate recommendations differ from those of company
witness Fitzmartin. |

The main differences are that I have lowered the
common equity ratio to 47.60% (from the company's
48.90%) while.increasing the long-term debt ratio

from 48.12% to 49.42%. In .addition, I am using a
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cost of equity rate of 8.7%, as opposed to the 11.0%
rate recémmended by compan? witness Rosenberg; which
company-witness Fitzmartin reflects in his
schedules.

What was Con Edison's projected rate year capital
structure for its steam operations?

In Exhibit___(KF;l), Mr. Fitzmartin used a long-term
debt ratio of 48.12%, a éommon equity ratio of
48.90%, a preferred stock ratio of 1.46% and a
customer deposit ratio of 1.52%. |

Did Con Edison update the capitalization to reflect
its latest financiai forecasts?

No it did not. Mr. Fitzmartin stated on page 11 of
his testimony that he would update his testimény and
exhibits to reflect any changes to the company's
capital budget that the Board of Directors approves
in November 2005. No updated testimony was
provided. Instead, on February 10, 2006 Staff
received a document marked "draft" that éppears to
be an update of Mr. Fitzmértin's exhibits, but with

no supporting testimony or even a statement that the
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‘draft document constitutes the update mentioned in

his initial testimony or sought in Staff Information
Request 43. I cannot discern whether this document
represents the final version of Mr. Fitzmartin's
updated testimony. Therefore, I do not believe it
is appropriate to update my forecast based on this
unsupported and apparently unfinished information.
ﬁow did the company develép this capitalization?
The rate year capitalization was developed based
upon an approach that began with Con Edison's as-
reported "stand-alone" capital_étructure for the
test period. This "stand-alone" capitalizétion was
then projected through the end of the rate year
baséd upon the company's assumptions about
constructiop expenditures, refunding needs and
internal cash flows. This projection was then used
to develop the average capitalization for the rate
year. |

Please describe what you mean by the term "stand-
alone" capital structure.

A utility holding company reports its overall
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capital structure as part of its consolidated
balance sheet in varioﬁs reports to the Securities
and Exchange Commission - (SEC) as well as in its
Annual and Quarterly Reports to Shareholders. The
consolidated balance sheet reflects the financial
position of all of the holding co@pany's operations.
A holding company with‘utility subsidiaries also
presents individual financial statements for major
subsidiaries. The stand-alone capital structure is
the capitalization reported for each individual
subsidiary. |

Con Edison is a subsidiary of a holding company

parent, Consolidated Edison Inc. (CEI). CEI bwns

Con Edison and Orange and Rockland Utilities, Inc.

(O&R), and has investments in a nﬁmber of
competitive ventures. CEI reports its consolidated
financial position in its annual 10-K report and
quarterly 10-Q reports to the SEC; it also issues
stand-alone financial statéments for Con Edison and
O&R.

Do you agree with the use of the reported stand-
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alone capital structures for utilities that are

.subsidiaries of larger holding companies?

A. Not necessarily. Stand-alone capital structures for

'u;ility subsidiaries of holding companies do not
necessarily reflect rational capitalization policies
or actﬁal common equity employed and tﬁerefore may
not produce reasonable results.

Q. Explain why the use of a stand-alone capital
structure does not necessarily produce a reasonable

result?

A. The stand-alone common equity balance reported by

any utility subsidiary of a holding company may, in
fact, not'belfinanced by common equity at the
holding company level. Rather, some of the utility
equity balapce may ins;ead bé proceeds from debt
issues at the holding company level that were
classified on the ugility subsidiary's books as
common equity at Ehe time tﬁey were invested.in the
utility subsidiary. This is referred to as double
léverage.

In addition, the use of a stand-alone

10
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subsidiary structﬁre may obscurs the fact that a
holding company pareht has financed riskier
competitive non-utility operations with less equity
and more'debt than the utility subsidiaries. It is
not possible to address this issue by merely

accepting, in isolation, the stand-alone capital

. structure for the purpose of setting utility rates.

Does it appear that CEI has double leveraged Con
Edison's common equity?

No, I do not believe so.

Does it appear that CEI has used ths strength of its
utility operations.to fund unregulated non—stiiity
invsstments with less equity thaﬁ would be required
for the unregulated investments to achieve the same
credit rating as the utility?

Yes, while CEI's non-utility investments face

greater business risks than regulated utility

- investments, CEI's non-utility investments are

" funded with much less equity than CEI's utility

investments. This is not only unreasonable given

the -relative risks of these operations but also

11
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inconsistent with Standard & Poor’s (S&P) views of

the risks faced by various types of energy

utilities.

Define the term business risk as you use it in this
testimony.

Business risk is the risk inherent in a company’s
operation and reflects the risk that the company
wiil fail to achiefe its expected finanéial
performance. It is affected by items such as a
companyfs sensitivity to the overall economy and a
company’s ;eliance on a large customer or supplier.
It is alsd affected by the industry a coﬁpany is in.

Do non-utility operations typically have more or

less business risks than utility operations?
In general, non-utility activities have greater k
business risk than utility operations. This is

because non-utility investments are unregulated,

face competition from other entities, and are not
subject to “cost-plus” recovery of their expenses.
In addition, the products or services of an

unregulated company may have alternatives that

12
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customers may switch to should their prices change
dramatically.

What are the financial profiles of CEI's utility and
non-utility subsidiaries?

Exhibit___ (JSH-2), Page 1, presents a condensed
balance éheet for CEI, Con Edison and O&R Based on
CEI's 10;Q report for the period ending September
30, 2005 and its O&R-specific financials. Column 1
presents CEI's consolidated balance sheet results
for all of its operations. Column 2 shows‘balance
sheet information for Con Edison. Column 3 shows
balance sheet information for O&R. Column 4 is the
sum of columns 2 and 3 and thus reflects the
combined balance sheet of CEI's two utility
subsidiaries. Column 5 is the difference between
columns 1 and 4. This column reflects CEI's bglance
sheet after removing the stand-alone balance sheets
of CEI's ﬁwo utility subsidiaries. Thus, the
information in Célumn 5 reflects the financial
profile of CEI's non-utility operations and assets,

as reported by CEI.

13
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Q.

A.

What does this information indicate?

This information indicates that as of September 30,
2005, CEI's unregulated assets are finanéed with
less equity and more debt than CEI's regulated
assets. As can be seen at the bottom of Column 5 on
Page 1 6f Exhibit___ (JSH-2), CEI's accounting equity
ratio supporting CEI's ﬁon-utility assets is
approximately 36% while its accounting equity ratio
for utility assets is 51%. By contrast, the utility
debt ratio (including 1ong—tefm debt ahd customer
deposits) is about 46% while the non—utility debt -
ratio is about 64%. |

What types of assets does the non-utility capital

structure support?

CEI's September 2005 10-Q states at page 38 that it
has three active'unregulatea subsidiaries: Con
Edison Solutions, Inc - a retail energy services
company, Consolidated Edison Energy, Inc. - a
wholesale supply company, and Consolidated Edison
Development, Inc. - owner and operator of generation

and infrastructure investments. None of these

14
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companies.are subject to rate regulation by the
Commission and they all operate in competitive
markets. The non-utility capitalization also
supports all or a ﬁortion.of the non-earning
goodwill booked by CEI.as.a‘result of ;ts
acquisition of O&R.

Is it.reasonable to expect utility companies to
finance assets devoted to thg provision of T&D
service with more equity than assets used to finance
non-utility investments?

No ig is not. Assets that are exposed to greater
business risks generally require higher equity
ratios than assets that are exposed to less business
risks. In this case, CEI's non-utility operations
face the risks of competition while its T&D assets
are primarily subject_to rate of reﬁurn regulation.
Thus, CEI shoﬁld be financing its non-utili£y assets
with more equity thaﬁ its T&D assets.

Is there evidence from the financial community that
supports 'this viewpoint?

Yes. This can be seen in the S&P publication "New

15
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A.

Business Profile Scores Assigned for U.S. Utility
and Power Companies; Financial Guidelines Revised",
included as Exhibit___ (JSH-3). This report lists
target financial ratios for various utility bond
rating levels and “business profile” ratings. This
report classifies utilities accordihg to their
business profile,'with a business profile of 1 being
the strongest and a position of 10 being the
weakest. A review of the various ratios analyzed by
S&P in the report indicates that lower-risk
companies (for instance, . water operatigns, gés
distribution and electric transmission) at a given
bond rating can take on more debt and have less
common equity than can higher-risk companies (for
instance, merchant power generation, oil and gas

explorations and production, and energy trading and -

"marketing) that wish to maintain the same bond

rating.
Please summarize the results of your analysis thus

far.

I have reviewed the reported capitalization ratios

16
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for Con Edison, O&R, CEI and CEI's non-utility
operations. My review indicates that Con Edisoh, as
of September 30, 2005, has an equity ratio of 51.2%
while CEI's non-utility operations have an équity
ratio of 35.8%. Givgn the higher risks of CEI's
non—utility operations, it is unreasonable for them
to employ less equify thah Con Edison's regulated
T&D assets. As a result, it is necessary to adjust
Con Edison's, and CEI's non-utility subsidiaries,
rate year ‘capitalization to reflect a more
appropriaté allocation of capital betWeen utility
and non-utility operations.

How did you ailocate capital between utility and
non-utility operations?

I reviewed S&P's debt ratio requirements for.an "A"
bond rating in its latest financial guidelines
(Exhibit _ (JSH-3)), based on a business profile
consistent with the risks of CEI's non-utility
operations (which I eétimate to be an “8”, since
most of the investment is in non-utility power

generation). I used this information to develop

17.
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appropriate capitalization ratios for CEI's non-
utility operations. This is seen in Column 6 of
Exhibit_ (JSH-2), Page 1. I thén subtracted the
adjusted non-utility capitalization amounts from
CEI's consolidated capital structure (Coiumn 1) to
arrive at a residual capital structure that reflects
an appropfiate debt/equity mix for CEI's regulated
operations, including Con Edison. This result can
be seen in Column 7 of Exhibit __ (JSH-2), Page 1.
Your caléulations are based on balances as of
September 30, 2005. Do you expect similar levels
throughout the rate year?

No. As seen in Exhiﬁit___(KF-2), Con Edison is
expects to issue approximately $640 million of
additional debt gnd $275 million of equity over the
course of the rate year t; meet capital needs. |
Also, both Con Edison and O&R are expecting to issue
debt and equity in the period between the.end of the
ﬁest year and the start of the rate year. further,
according to Exhibit___ (G-4) Schedule 9 of the rate

filing in Case 05-G-1494, O&R is expecting to issue

18
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$50 millibn of debt prior to November 1, 2006, as
well as.$6.3 million of debt oﬁ September 1, 2007.
Also, a decrease in the debt level of one of O&R's
subsidiaries by $14.2 million is expected.

How did you adjuét your capital strﬁcture to account

for this information?

- On Page 2 of Exhibit (JSH-2) I have calculated

estimated average rate year balances for debt and
equity using information available in Mr.
Fitzmartin's workpapers and O&R's rate filing in
Case 05-G-1494. For Con Edison's equity, I have
used the monthly changes expected by the company per
Mr. Fitzmartin's workpapers. For O&R, I have
assumedAa steady increase in equity such that the 12
months endipg October 31, 2007 averages
approximately $381 million. This is the expected
average equity balance per.O&R for that period.

Once I determined the average rate year
balances for each type éf capital, I used that in
C&iumn 9 of Exhibit___ (JSH-2), Page 1, to determine

the capitalization ratios used in Exhibit (JSH-1) .

19
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Q.

Given your adjustments, what rate year
capitalization do you recommend the Commission apply
to Con Ediéon?

I recommend Ehat the Commission employ a long-term
debt ratio of 49.42%,.a common equity ratio of
47.60%, a preferred stock ratio of 1.41% and a

customer deposit ratio of 1.57% as the rate year

capitalization for Con Edison. This can be seen in

.Column 9 of Exhibit (JSH-2), Page 1.

Can you substantiate that your recommended
capitalization ratios are reasonable for a company
with Con Edisdn's level of business risk?

Yes. S&P's financial guidelines for an A-rated
utility, which Con Edison is, with a business
profile of "2", which Con Edison has, are for total
debt to be in the range of 52% to 58% of total
capital. My recommendation is for long-term debt to
be 49.42%. - Even when shoft—term debt and off-
balance sheet debt is included in the debt ratio
(which S&P does), this total debt-to-capital ratio

will be less than the 55% recommended as a mid-point

20
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for a utility with Con Edison's credit rating and
business profile score.

Are your recommended capitalization ratios in line
with those of other utilities? |

Yes. I am recommending an equity ratio of 47.6% for
Con Edison, which has a business profile of "2n . As
can be seen in Exhibit__*(JSH-4)f my proxy group
companies have an estimated average common equity
ratio 50.8%. The prdxy group companies have, oﬁ
average, an S&P business profile of nearly "4".

How do S&P's capi;alization ratio guidglines differ
between a company with a businesé profile of "2v,
such as Con Edison, and companies with the proxy
Qroup's average business profile of "4"?
Higher'business profile humbers suggest greater
risk. Thus, the debt ratios of the proxy group
should, on éverage, be lower than Con Edison's in
order to achieve an A-rating. Exhibit___ (JSH-3)
shows that the required debt ratio range for a
utility with an A—rating and a business profile of

n2" is 52%-58%. By contrast, S&P's debt ratio fange

21
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for the average company in the proxy group (A-rating
and a business profile of "4") is 45%-52%. The mid-
points of the recommended ranges allow a 6.5% higher
debt-to-capital ratio for a company with a business
profile of "2" than they do for the average company
in the proxy group. Con Edison's debt and equity
ratios that I recommend are well within this 6.5%
range.

Q. Is there any other factor supporting your

recommended equity ratio as reasonable?

A. Yes. The companies in my proxy group derive, on

average, over 14% of their revenue from non-utility
businesses. Holding companies that have such
investments would be expected to have higher 1évels
of common equity relative to investments in jhst-
regulated utilities. My capital structure
recommendation is for a utility business. Even so,
it is in-line with the actual capital structure of
many of the proxy group companies that are holding
companies that also have riskier_noﬁ—utility

businesses.

22
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Q.

COST RATES

Please explain how the cost rates shown in

Exhibit__ (JSH-1) were derived.

There are four cost rates I use in formulating my
recommenaed cost of capital. I am using tﬁe séme
cost rates for long-term deﬁt and preferred stock
proposed by Mr. Fitzmartin in Exhibit  (KF-1). The
third rate is the cost of customer deposits. Fof_
the customer deposit rate, I am récommending the
rate of 3.0%, which was approved by the Commission
on October 27, 2005 for use beginning January 1,
2006. The fourth rate is the rate of return on
cdmmon equity. The company’s proppsed cost rate for

common equity (11.0%, which includes a stayout

premium) is excessive. I have developed a cost of

eqﬁity of 8.7% for the rate year ending September
30, 2007.

Regarding the cost of long-term debt, the company's
Accounting Panel recommends .(pp. 84-85) that the
Commission adopt a mechanism to true-up the embedded

cost of debt to reflect the actual debt costs

23
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incurred during the company's proposed three-year

rate plan. Do you support the use of this mechanism

for the rate year?

No. It removes any incentive the company has to get

5 the best possible terms for its debt. Moreover, the
6 Commission hés not adopted this type of mechanism in
7 | one-year rate cases in the past and I see no reason
, 8 to adopt such an approach here.

: S Q. Turning to the cost rate for common equity,'what

| 10. methodology did you use to determine your

! 11 recommended.ROE of 8.7%7?
12 A, My methodology uses the basic framework recommended
13 by the Administrative Law Judges (ALJs) in the
14 Recommended Decision (RD) issued on July 19, 1994 in
15 . the GFC, to estimate the cost of equity for an

| 16 electric utility proxy group. I then adjusted this
17 result to account for equity.issuancg expenses.

18 0. Please describe the GFC.

19 A. The purpose of the GFC was to limit the controversy
20 over how to calculate ROE by developing a
21 methodology‘that addressed the issues of many

24
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parties and achieved a consensus as to a fair way to
set the ROE for a utility. The ALJs determined in
the GFC RD that a generic ROE should be calculated
based on the fesults}of a proxy group DCF model
analysis and the average result of two proiy group
CAPM analyses (the traditional CAPM and the Zero
Beta CAPM). The RD concluded that the generic ROE
should be the sum of two-thirds of the DCF result
and one-third of the average CAPM result.

Please explain how you applied the GFC methodology

to Con Edison.

I used the versions of the CAPM and DCF models
contained in the RD, épplied them to a proXy group
and gave them the same weighting assigned in the RD.

While the specific DCF inputs I employ are generally.

.consistent with the RD, my CAPM inputs vary from

those reflected in the RD due to changes in market
conditions and. publicly available infofmation. .I
discuss these.changes.in detail later in ;his
testimony.

What were the results of your analysis?

25
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A.

My DCF and CAPM analyses, applied to a proxy group
of electric and gas utility holding companies using
financial informa;ion for'the six months ended
January 31, 2006, results in an 8.59% cost of equity
(see Pages 1-3 of Exhibit__ (JSH-5)). This result
is for a proxy group of companies that face risks
from utility and non-utility investments.
Is there precedent for relying on the GFC when
determining a utility's cost of equity?
Yes, the GFC case methodology of weighting a DCF
result as two-thirds and a CAPM result as one-third
of the total equity cost has been approved by the
Commission in multiple cases. |

For example, in Case 95-G-1034, Central Hudson

Gas & Electric Corporation, the Commission set the

' cost of equity based on a two-thirds DCF, one-third

CAPM methodology, specifically rejecting any use of
a risk premium analysis or a comparable earnings

approach.
In Cases 02-E-0198 and 02-G-0199, Rochester Gas

and Electric Corporation, the Commission again set

26
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the cost of equity based on a two-thirds DCF, one-

third CAPM methodology.

USE OF PROXY GROUP

Q.

Why are you using a proxy group to estimate the cost
of equity? |

By using a gfoup of proxy companies, the impact of
any ifregularities-in any one company’s data is
diminished. The Co-Facilitato;s in the GFC
recommended this approach, and such a methodology
was applied in Case 95-G-1034 and Cases 02—E—0198-
and 02-G-0199.

What companies are includea in your proxy group?

I have 10 companies, seven of.whigh Mr. Rosenberg.
used in His proxy éroup! The list of companies I
used, including their parent company_credit fatings,
S&P business profile, percentage of utility
revenues, and their equity ratiés, is shown in
Exhibit__ (JSH-4).

How did you develob your proxy group?

I began with the dividend paying electric companies

included in Value Line and who are coveréd.by AUS
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subsidiary credit ratings (as Mr. Rosenberg did), I

Utility Reports. Then, rather than allowing a

company into the proxy group based on its regulated I

instead focused on the parent companies' senior
secured credit ratingé. I believe that these are
more appropriate to use when deciding on inclusion
in the proxy group. Second, I analyzed the
circumstances of any potential merger activity to
determine if the company involved in the activity
should remain in the proxy group. Lastly, the
utility had to derive 70% or more of its reveﬁue
from utility operations.

Why was coverage by AUS Utility Reports relevant?

I used that information as a starting point for
determining the percentaée of each company's reﬁenue
that is derived from utility operations.

Were any éf the companies in your proxy group
involved in ahy merger activity during the period
when the ROE was calculated?

Yes, one company was involved in merger activity.

FPL Group, Inc. announced on December 19, 2005, that

28
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it had agreed to merge with Constellation Energy
Group, Inc. Given the potential for such activity
to distort the stock's price in the short-term, I
hafe not iﬁciuded the company in my proxy group.
Why is the parent company credit rating more
appropriate than the subsidiary rating?
The methods I use for estimating the cost of equity
are based upon the stock prices of, dividends paid
by, and financial ratios reported by the parent.
Equity investors do not purchase ownership of the
individual utility subsidiaries; they purchase
ownership of the entire holding company, which
includes the utility subsidiariés, the holding
company parent and any hon—utility operations.
Equity investors will logically base their retﬁrn
requirements on the risk level of the eﬁtire
company, rather than its strongest individual
components.

The price investors are willing to pay for a
share ofhsfock is based on expectations concerning

the future of the entire company and its associated
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risks. While an individual utility subsidiary may
be judged by rating agencies to be worthy of
approximately an “A”_fating, higher risks of non-
utility operations may make the risk level of the
entire enterprise closer to that of a “BBB” rating,
several notches lower.

How might using only the subsidiary credit ratings
affect the estimate of the rate of return required
for an A-rated utility company?

It could overstate the cost of equity for utility
operations. If the proxy group focused oniy on the
credit rating of the regulated subsidiaries, a
compény with an overall credit rating of BBB or
lower méy wind up in the proxy gfoup. The proxy'
group would then include the return estimates that
investors require of riskie£ companies (since the
cost of equity estimates are based on the entire
companyf.' This will usually lead to ovefall
estimates of return requirements that do not reflect
the lower risk (and thus lower costléf equity) of

the utility business whose cost of equity we are
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trying to determine.

What criteria did you use to select your proxy
group?

Con Edison is.currentlylrated Al by Moody's and A by
S&P. This is a split rating, és Moody'’s Al is
equivalent to S&P'’'s A+. "I retained any company
which had a Moody’s senior secured bond rating
falling in the range of Aa2 to Baal and an S&P
senior secured bond rating in the range of AA to
BBB+. In the one instance where therelwas no
Moody's rating, I relied solely on the S&P rating.
If no parent company rating was available, I used
the utility subsidiary rating.

How did you devise this range of credit ratiﬁgs?

I devised the selection criteria to try and achieve
two goals: 1) To develop a proxy group with
utilities whose risk is similar to that of Con
Edison and 2) To maintain a reasonable number of
utilities in the proxy group. As can be seen in
Exhibit__ (JSH-6), this range allows parent company

ratings up to two notches higher than Con Edison’s

w
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higher senior bond rating and up to two notches
lower than Con Edison’s lower senior bond rating.
Exhibit__;(JSH—s) also shows the frequency of each
rating in my proxy group. As éan be seen,.overall
the proxy group has a slightly lower credit rating
on average than Con Edison. The proxy group
averages between A2 andAA3 for Moody's and A and A-
for S&P. This is approximately one rating lower
than Con Edison's split rating of Al/A. However,
tighﬂening'the range by a notch on each side would
result in one-third of the proxy group companies
being discarded, leaving only seven. A balance must
be struck between selection .criteria designed to
achieve a proxy group that perfectly reflects the

risk of the utility we are determining the

appropriate ROE for and the size of the proxy group.

- Ten companies, rather than seven, allow for a better

representation of a fair regulated return as
individual companies’ vagaries are smoothed out
more. This is achieved while maintaining stringent

enough proxy group criteria.
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1 Q. Is your proxy group a perfect match for Con Edison
2 in relation to the level of business risk investors
3 face?
4 A. No, it isAnof. As I mentioned earlier, the proxy
5 group derives over 14% of its revenues from
f‘ 6 l unregulated investments. And, as I mentioned, the
| 7 | average credit rating of the proxy group is a notch
8 lower than that of Con Edison. By definition, this
9 implies that the proxy group is slightly riskier
10 than Con Edison. In addition, several of the proxy
11 group companies have investments in regulated
12 activities with higher levels of business risk.ﬁhan
13 the activities Con Edison is engaged in. For
14 instance, some of them own nuclear power plants.
15 Q. Why is the fact that the proxy group companies are,
is on average, riskier than Coﬁ Edison important?
17 A. ' Con Edison's cost of equity should compensate
18 inﬁestoré for the specific businesé and financial
i 19 risks of the company's regulated operations. By
20 - contrast, Con Edison's cost of equity should ﬁot
21 compensate investors for the fisks faced by CEI's
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regulated and unregulated operations. In a perfect
world, the risks of a proxy group would perfectly
match Con Edison's risk, rather than CEI's risks.
This desirable result is currently unattainable
given the relatively small number of utility
companies with A-ratings.

Q. Do you propose an adjustment to your recommended
cost of equity to account for the fact that the
proxy group companies are riskier than Con Edison
and ﬁhat some of the proxy group companies have

nuclear generation assets?

A. No I do not. While there is a definite difference

between Con Edison and the companies in my proxy
group, I have not attempted to quantify the impact
of such differences.- I am only pointing out that
the return on equity proposéd is based on the
average return expected By,investors for holding 3
companies which are riskier than Con Edisén, and
thus should be cpnsidered a conservative estimate 6f
what investors are requiring at this time.

Q. Had you used Mr. Rosenberg’s proxy group in your ROE
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methodology, what would the result have been?

One basis point lower, 8.58%. Mr. Rosenberg's group
would produce é DCF result that is slightly ﬁigher
than my groﬁp, but his group;s slightly lower
average beta would result in a lower CAPM result

(see Exhibit (FJSH-7)) .

DISCOUNTED CASH FLOW METHODOLOGY

Q.

Pleaée describe your discounted cash flow
methodology and its result.

The calculation of the DCF for the proxy group is
shown on.paggs 1-2 of Exhibit;__(JSH—S). For each
campany in the proxy group, there is a six-month
average stock érice; calculated by averaging the
high and low price for each month, as seen in
Exhibit;__(QSH-S). ‘I have used the six-month périod
ending January 2006. The model also contains Value
Line data for the beta, earnings per share,
dividends per share, book value per share and the
forecasted amount of common stock shares for each
company.

This data is used to estimate the dividends
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that can be expected for each company in the future.

The price investors are paying for the stock, the

‘average stock price over a six-month period, is seen

as the present value of that dividend stream. By
calculating the discount rate required to turn fhe
string of expected dividénd payments into the
current stock price, one can determine the rate of
return investors are expecting for each company.
The median result, which I calculate to be an 8.10%
return, is used as the DCF methodology result.

How are dividends projected to change over time?

I used the two-stage DCF method recommeﬁded in the
GFC. In the near-term, the estimates of Value Line
are used.. For the second stage, 2010 and beyond, a
“sustainabie growth” rate is calculated for each
company in the proxy group 5ased'oﬁ its projected
retention of earnings and growth in common stock
balances. |

What aQerage sustainable growth figure was used in

your model?
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Q.

Mr. Rosenbefg advocates using his calculation of
'projected éross poméstic Product (GDP) growth as a
measure of the sustainable growth of utility
dividends. 1Is fhis appropriate?

No. I am aware of no time when the Commission haé
used a GDP estimate as the sustainable growthnrate
for ugility dividends. There is no reason to
believe that such a rate is in any way an indication
of the expected long-term growth of utility-industry
dividends, and Mr. Rosenberg has offered ﬁo evidence
explaining why this new methodology would be
appropriate. Moreover, there is no valid financial
theory that would suggest GDP has any substantial‘
influence 6n utility-specific calculations such as
sustainable earnings or dividend growth levels.

Do the individual company results within the proxy
group appeaf reasonable?

Yes they do. The average and the median are

similar, and all but one high-return result fall

within 150 basis points of the average.

Do you agree with Mr. Rosenberg's contention that
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some results have to be excluded from his analysis
due to what he cénsiders their low estimates?

No, I do not. Mr. Rosenberg argued for removing
Ameren, CH Energy, CEI, and NSTAR’s cost of equity
results bécause they are too low (Rosenberg
testimony, footnote,.page 13). His proposal to
throw out half of the results from his sustainable
growth DCF methodology, and leave only those that

were 9.6% or higher, has no basis. All of the

-results were within 120 basis points of his median.

The lowest (or highest) returns: for a group of
companies in.a'proxy group should not be thrown out
just because it does not meet an analyst’s
preconceived and unsupported notion of the proper

cost of equity.

CAPITAL ASSET PRICING MODEL METHODOLOGY

Q.

Please describe the methodology used to determine

your CAPM results.

- The idea behind the CAPM theory is that the level of

systematic risk for an asset determines the level of

return that investors will require to invest in that
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asset. I have used the methodology outlined in the
GFC to determine my CAPM resﬁlt. This methodology
uses two different CAPM methods (the traditional and
“zero beta”) to estimate the cost of equity. The
CAPM result is the average of the two estimates.
Please describe how a CAPM result is calculated
using the “traditional” CAPM method.

The traditional CAPM method calculates a required
return based on three inputs: The rate of return on

a risk-free investment (Rf), the level of systematic

'risk_for an investment (B, known as the “beta”), and
the expected risk. premium of the market. (Rp). The

calculation can be represented as:

A Required Return = Rf + (B * Rp)

How did you determine the risk-free investment rate
and what was your resuit? |

The GFC called for using a risk-free rate defermined
by averaging the 10-year and 30-year Treasury bond
yvields for a recent six-month beriod. The Federal
government discontinued the issuance of 30-year

Treasury bonds in 2001 and only re-introduced it
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this month. Currently the longest maturity fop
which appropriate historical data are available is
for 20-year bonds. Therefore, I have averaged the
10-year bénd yields with the 20-year bond yields.
Given the “flat” yield curve for long-term Treasury
bonds (with relatively few basis points.separating
the yield of bdnds with intermediate maturities and
those with long-term maturities), this method is a
reasonable replacement for that called for in the

. GFC. The average of the 10-year and 20-y¢ar

Treasury bonds for the six-month period ending

January 2006 is 4.53%.

Q. Is this how Mr. Rosenberg calculated the risk-free
rate?
JA. No it is not. Mr. Rosenberg did not specify his

exact methodology for determining the risk-free
rate. He stated the average yield for 10-year
Treasury bonds, 20-year Treasury bonds, "Long-Term"
Treasury bonds, and long-term Treasury bond futures
(4.2%, 4.6%, 4.5% and approkimately 5.0%,

respectively). He then chose 4.60%, which was equal
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to the average yield on 20;year Treasury bonds and
30 basis points higher than the average yield on 10-
year Treasury bonds. By using a risk-free rate that
is closer to the longest—term‘boﬁd yield, as Mr.
Rosenberg did, all of the‘CAPM ROEs will be higher
than if an average between the ﬁwo maturities were
to be used.

How did you determine the beta for the CAPM?I

I used the methodology set forth in the GFC, which
is to use the average beté of ghé'proxy group, as
reported by Value Line. The average-beta of my
proxy groﬁp is 0.74.

How did yéu determine what risk premium to use and
what was your result?

The risk premium is the difference between what the .
expected return on coﬁmon stock is and the rate on a.
risk-free investment. In order to determine the
expected market return, I have utilized Merrill
Lynch;s Quantitative Profiles (Exhibit___ (JSH-5)).

That publication currently estimates the required

. return for the market to be 11.1% (using an average
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of Merrill Lfnch's "Implied Return" and "Required
Reﬁurn" méthods). Given my risk-free rate of 4.53%,
a risk-premium of 6.57% is calculated.

Do you agree with Mr. Rosenberg that the expected
market return could be calculated based on spreads
between stocks and treasury securities for a period
commencing in 19267?

No. Mr. Rosenberg)s use of a 7.2% historical risk
premium (based on Ibbotsop Associates financial data
that goes back to 1926, using the arithmetic mean)
does not rgflect the current investing climate.' It

is an average of return differentials between bonds

and the stock market over periods much different

than today. Many in the financial community believe

that the equity risk premium has been decréasing
over time and is currently very low (e.g. “The
Shrinking Equity Premium”, Jeremy Siegel, The

Journal of Portfolio Management, Fall 1999). As a

result, there is a debate concerning the relevance

of the Ibbotson data in today’s'markets.

In fact, Roger Ibbotson of Ibbotson Associates

42




10

211

12

13

14

15

16

17

18

19

20

21

Case 05-5-1376 Hogan

and Peng Chen have authored a study which “pegs the
equity risk premium at just under 4 percent” going
forward for the S&P 500 Index, which CEI.is part of,
per an article from last year by Gail Bﬁckner of Fox
News. A copy of this article, along with an
.abstract of Ibbotson’s study, can be found in
Exhibit  (JSH-9). Even Ibbotson is acknowledging
that ;he average risk premium of the past is not
reflective of today’s expectations.

Merrill Lynch’s Quantitative Profiles provides
a more accurate and up-to-date assessment of what
today’s investors require because i; is based upon
current expected market return, which takes into
account only the-current business climste.
Has the Commission ever discussed the sse of Merrill
Lynch data versus Ibottson data for calculating risk
premiums?
Yes, in Case 95-G-1034, Central Hudson Gas &
Electric éorporation, the Commission approved.use of
the Merrill Lynch estimate. 'In an Order dated

October 3, 1996, the Commission said, "..the Judge's
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markét return calculation based on Merrill Lynch
data is a reasonable method of deriving a risk

. prémium; and it avoids the problems of stale data in

the Ibottson estimate, or the circularity of the
implied risk premium approach in relying on other
commissions' return allowances." (page 14)

Q. Do you agree with Mr. Rosenberg that the expected
market return could be calculated based upon an
anal?sis that applies a single-stage DCF model to

the S&P 5007

A. No. The 13.3% dividend growth estimate used by Mr.

Rosenberg in his single-stage DCF estimate for the
S&P 500 is not only unreasonable on its face, but
also totally unrealistic on a long—terﬁ basis. 1In
fact, Mr. Roéenberg offered no support for or
justification that his single-stage model is
appropriate, and he has not demonstrated that his
13.3% growth rate is sustainable over the long run.
Q. Please explain your concerns régarding the
sustainability of dividend gfowth at a 13.3% rate

over the long run.
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A.

It is not believable that such rapid dividend growth
could be sustained indefinitely by the 500 largest
companies in the cbuntry. More specifically, the
13.3% growth rate'far exceeds the growth raté (2.1%
above inflation) of S&P 500.dividends for the period
}946—1999 (Siegel, "The Shrinking Equity Premium,
Page 14).

Using your stated inputs, what was your
“traditional” CAPM result?

9.36%, calculated a; follows:

4.53% + [0.74 * (11.1% - 4.53%)] = 9.36%

Please describe how you:calculated a rate of return
using the “zero beta” CAPM method.

Using the same inputs I described for the
tréditionalHCAPM methodologyp'I used the same
methodoiogy used in the GFC. Instead of multiplyiﬁg

beta by the risk premium as shown in the calculation

of the traditional CAPM methodology, I determined

the risk premium for the proxy group by multiplying

.75 times beta times the risk premium and adding .25

times the risk premium. This can be shown as
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follows: Required return = Rf + (.75*B*Rp) +

(.25*Rp)

Q. What is the result of youi zero-beta CAPM
methodology?

A. 9.79%; calculated as follows:

4.53% + [.75*%.74%(11.1%-4.53%)] + [.25*(11.1%-

4.53%)] = 9.79%

Q. What CAPM result did you use in your calculation of

the required ROE for the proxy group?

A. Per the GFC methodology, I averaged the results of

my two CAPM methods to arrive at a result of 9.58%.
Q. Mr. Rosenberg.added a 50 basis point “size premium”
to his CAPM results for certain coﬁpanies. He does
this to account for the fact that Ibbotson
characterizes some of the proxy group companies as
l“low-capitalization"'or “mid—capitalization” and
thus require, per Ibbotson, higher returns than the

‘CAPM results predict. Do you agree with this?

A. No I.do not. Mr. Rosenberg'’s approach should be

rejected because it would have customers support a

return for Con Edison based, in part, on market
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return premiums which reflect the supposedly higher

risks and return requirements of "small" companies.

‘Con Edison is not a small company, thus its

fatepayers should not have to pay for a return
premium for risks Con Edison does not face.

More spécifically, ﬁefore Mr. Rosenberg added
his "“size premium”, his CAPM result implicitly
assumed (due to the market premium employed) that
all of the ¢ompanies in the proxy group are large.
Because Con Edison is a large company and investors-
do not require a "premium” for large companies,
there is no need to increase the basic proxy group
cost of equity to account for the fact that some of
the companies happen to bé smaller than Con Edison.
These companies’ CAPM results are already comparable.

to Con Edison’s, since they are “correct” for large

companies.

Why don’t you accept Mr. Rosenberg’s assumption that
smaller capitalization utilities must have a higher
cost of equity than larger capitalization utilities?

The Commission has not adopted that position in the
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past for its major utilities and I see no reason to
do so now. Further, Mr. Rosénbefg has not explained
why-a proxy group composed of utilities with similar
bond ;atings would not also have similar costs of
debt and eqﬁity or why ﬁhe betas of the proxy group
companies do not adequately cépture the pertinent
business and financiél risks of the company.

RETURN ON EQUITY METHODOLOGY RESULT

Q. Please explain how you arrived:at-your overall ROE-
for the proxy group.

A. Using the GFC methodology, I weighted the DCF model
(8.10%) as two-thirds of the ﬁotal and the CAPM
average (9.58%) as one-third of the total to develop
a return of 8.59%.

Q. Do you agree Mr. Rosenberg’s use of an issuance
adjustment to cover the costs of issuiné'equity?

A. In this situation, I do. We are setting rates for
the rate year ending September 30, 2007. Per
Exhibit _ (KF-2), $275 million of comﬁon stock

issuances are planned during the rate year.

Q. Are you aware of any Commission rulings on this
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. issue?

Yes. 1In an Ordér issued March 7, 2003 in Cases 02-
E-0198 and OZ—G—0199, the Commission stated, “..our
policy has been to allow recovery of such expenses
when they are incurred.” (page 71) Since the
expenses are feasonably expected to incﬁr, I would
allow recovery of such costs.

Do ydu agree with Mr. Rosenberg’s methodology for

calculating the issuance cost?

No, I do not.

What adjustment do you propdse?

The amount of equity the company anticipates it will
issue is $275 million. Mr. Rosenberg has testified
that issuance costs for the company’s most recent
stock offering were'approximately 3.0 pefcent. This
is in-line with such costs épproved in previous Con
Edison financings. Therefore, issuance costs of
$8.25 million could be expected. $8.25 million is
0.11% of the common equity émount of $7.178 billion
I beiieve supports CEI's utility operations (see

Exhibit (JSH-2), Page 1, Column 9). Therefore, I
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