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BY THE COW SSI ON

. | NTRODUCTI ON
On February 5, 2002, Rochester Gas and El ectric
Corporation (R&E or the Conpany) filed revised tariff |eaves
designed to increase electric revenues by about $59.0 mllion
(8.2% and gas revenues by about $18.7 million (6.6%. The
rates currently in effect for electric service were set in an
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order approving a five-year rate plan,! the term of which ended
June 30, 2002. Natural gas rates currently in effect were set
in an order dated April 2, 2001.?> Gas rates were al so intended
to be effective through June 30, 2002.

By orders issued March 11, 2002 and July 3, 2002, we
suspended the rate filings through January 14, 2003, the maxi mum
statutory suspension period. At the request of R&E, to
accomopdat e settl enent negotiations, the filing was further
suspended through March 11, 2003, with the provision that the
rates we approved in this order would be effective as of
January 15, 2003.°3

Hearings were held before Adm nistrative Law Judge
J. Mchael Harrison on the Conpany's updated filing, Departnent
of Public Service Staff (Staff) and intervenor evidence, and
R&E s rebuttal evidence. Public Statenent hearings were held
bef ore Conm ssioner Neal N. Galvin and Adm ni strative Law Judge
VWalter T. Myni han on Decenber 4, 2002, at two |ocations in
Monr oe County.

Judge Harrison's Recomended Decision in this
proceedi ng was i ssued on Decenber 17, 2002. Suppl enent al
hearings on the revenue requirenent effect of R&GE s proposal to
cl ose several custoner service offices were held on Decenber 6,
2002 and Decenber 18, 2002.

! Cases 94-E-0952, Matter of Conpetitive Opportunities Regarding
El ectric Service, and Case 96-E-0898, Matter of Rochester Gas
and Electric Corporations Plans for Electric
Rat e/ Restructuring Pursuant to Opinion No. 96-12, O der
Adopting Ternms of Settlenent Subject to Conditions and Changes
(i ssued Novenber 26, 1997), confirnmed in Opinion No. 98-1,

Opi nion and Order adopting Terns of Settlenent Agreenent
Subj ect to Conditions and Changes (issued January 14, 1998)
(the COB2 Orders). The five-year rate plan approved therein
is typically referred to as "the COB2 Plan." The terns
proposed by the parties were in their settlenent docunent,
dated Cctober 23, 1997.

2 Case 98-G 1589, Order Approving Terms of Joint Proposa
(i ssued February 28, 2001), and Confirm ng Order (issued
April 2, 2001).

3 Untitled Order (issued December 3, 2002).
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Briefs on exceptions to the Recommended Deci sion were
filed on January 7, 2003, by RGXE, Staff, Multiple Intervenors
(M), Intervenor Charles A Straka, The New York State Consuner
Protection Board (CPB), and the Attorney General of the State of
New York (Attorney General). Briefs opposing exceptions were
filed on January 17, 2003 by R&E, Staff, and M. Suppl enent al
briefs on the custonmer service center closings were also filed
on January 17, 2003.

. REVENUE REQUI REMENT

The Conpany based its revenue requirenent on actua
cal endar 2001 (base year) data projected forward to the year
ended June 30, 2003. At the tine of its filing, the cal endar
2001 data were ten nonths actual, and two nonths projected. 1In
March 2002 RG&E made a supplenental filing to update the base
year data to 12 nonths of actual data. At the tinme of its
rebuttal filing on Septenber 30, RGEE presented revisions and
updates to its projections for the year ended June 30, 2003 (the
"rate year").

As noted, rates are suspended through March 11,
pursuant to the agreenent of the Conpany. Previously, we
suspended rates through January 14, 2003. 1In an order dated
Decenber 3, 2002, we ordered that RGXE woul d be "nmade whol e" for
the period of tine between January 14, 2003 and the date new
rates are set. This neans that any annual revenue or revenue
requi renment change which would normally be acconplished during
the first year of newrates wll be conpressed, so as to be
fully realized by January 14, 2004. This would be acconpli shed,
for a rate increase, through a surcharge mechani sm

| nasmuch as the rate year in this proceedi ng ends on
June 30, 2003, it wll be about two-thirds over when new rates
are set. Although normally we allow projections of revenue
requi rements for the first full year of newrates (i.e., a fully
forecasted rate year), in this instance the Conpany sel ected an
earlier period. The Judge confined his analysis to the rate
year ended June 30 2003, and we do as well.
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A. Sal es and Revenues
1. Electric Sales
The Recommended Deci sion adopted Staff's forecast of
commercial sales, and rejected the Conpany's proposed rebuttal
adjustnment to industrial sales for the cessation of Eastmn
Kodak's operations at its Elngrove site. RGE takes exception
to both recomendati ons.

a. Commercial Sales

The Judge concluded the difference between the R&E
and Staff commrercial forecasts was caused mainly by use of
different price deflators to convert the price of electricity
into a real (i.e., inflation-adjusted) price. RG&E used a price
i ndex for personal consunption expenditures (PCE), while Staff
used a broad GDP price deflator, and the Judge found the GDP
defl ator better enconpasses the range of expenditures
attributable to commercial enterprises. He also credited
Staff's argunent that an acknow edged doubl e-count for weat her
normal i zati on coul d have significantly distorted the Conpany's
results. Finally, he rejected the Conpany's argunent that
Staff's forecast should be discounted (as too high) because the
i ndependent econom c vari abl es provided by DRI/McG aw Hill that
Staff used were stale; the Conpany’s own update using
Econony.com data, he noted, effectively increased its comerci al
sal es projection.

RG&E argues on exceptions that the weather
normal i zati on doubl e-count has not resulted in significant
distortions. Further, R&E asserts, the difference between R&XRE
and Staff is due basically to the difference in gross regiona
product (GRP) which, in turn, is due to Staff’s use of
DRI/McGraw Hi || data rather than the Econony.com data used by
t he Conpany. R&E contends that the Staff GRP growth rate is
3.0% higher than it would be if Staff's forecast were updated,
and is higher than the forecast based on the Econony.com data.

Staff disputes RGXE s assertion that the difference
bet ween the Conpany and Staff forecasts is due mainly to the
differing estinmates of gross regional product. For one thing,
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Staff asserts, the Conpany only used a subset of the gross

regi onal product, the non-manufacturing conponent. Regardl ess,
Staff contends, "the forecast differences should be cal cul ated
with both the price deflator and the econom c variables repl aced
si mul taneously," and "the bias resulting fromdoubl e counting
weat her normali zati on should al so be estimated from a nodel
corrected for the price deflator."*

R&E has not chall enged or answered the Judge’'s basic
reason for concluding the DRI/McGaw H || GDP deflator is
preferable to the PCE i ndex RG&E used. RG&E s exception is
deni ed.

b. The El ngrove C osing

The Judge al so rejected R&E s proposal on rebuttal to
reduce the industrial sales forecast to reflect the closing of
t he East man Kodak El ngrove facility. RG&E had introduced a
dummy variable into its nodel, and then nmade a direct reduction
when Staff objected to a belated change in the nodel. The Judge
agreed with Staff that no adjustnent was needed, since the
reduction of demand at El ngrove took place gradually over tine
before the end of 2001, and was reflected in the base data. He
concl uded that the nodel could have actually projected further
reductions into the future that will not be taking place, and
that in any event the inpact of the El ngrove closing on the
forecast is at nost statistically inconclusive.

On exceptions, RGE contends that neither the
cessation of El ngrove operations nor the prior downward trend in
consunption there was fully reflected in the sales forecast.
RG&E poi nts out that the systemw de growth rate does not
identify specific conponents, and it argues that, although
"[s] hown year by year, the nost recent data would indicate the
downwar d El ngrove sal es trend, "® nonethel ess the sal es forecast
is overstated unless there is specific treatnent of the El ngrove

“ staff’s Brief Opposing Exceptions, p. 5.
® RGEE' s Brief on Exceptions, p. 6.
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closing. R&E also argues that its presentation in brief
overstated the industrial sales forecast by 68, 166 nWh.

Staff replies that the use of the dumy variable is
illogical and plagued with statistical problens that were
di scussed in Staff's presentation to the Judge.

The Conpany's position on Elngrove is illogical and
unacceptable. Al of the reduction in demand there took place
before the end of 2001 and is reflected in the historical data.
There is no need for an additional adjustnent. RG&E s exception
i s denied.®

2. Gas Sales and Revenues

The Conpany’s rate year forecasts for S.C. 1 and S.C
5 retail gas sales were adopted in the Recommended Deci si on.
Staff takes exception, arguing that the recommendation is in
error with respect to both the projected nunber of custoners and
use per customer.

The Judge found that, although both Staff and R&E
predicted growh in the nunber of custoners beyond cal endar
2001, R&GEE had shown flaws in Staff’s approach, while its own
projection closely matched the .07% hi storical custoner growth
trend. On exceptions, Staff observes that the .07%is an annual
gromh figure, and argues that a higher growth should be
reflected for the 18 nonths between the base period and the rate
year. According to Staff, the Conpany's forecast has al ready
been surpassed by the actual nunber of custoners.

RG&E responds that Staff's argunment about the 18-nonth
period is "much ado about nothing."’ Wth one exception (2000),
R&E continues, all of the annual growth rates from 1997 on have

® The Conpany identifies a total of 123,956 m of adjustnents
to its industrial forecast, and indicates that the proper
anount of the Elngrove adjustnent is 45,602 mA, attributable
to the dummy variable, not the 77,479 m that the Conpany
identified as its hypothetical alternative. Since the RD
accepted Staff's total industrial forecast, however, this
nodi fication nerely changes the residual anount for "bal ance
of adjustnents,"” not the net result of the adjustnents.

" RG&E's Brief Opposing Exceptions, p. 1.
-6-
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been well below Staff's figures and closer to the Conpany's
RG&E asserts it denonstrated serious flaws in Staff's
forecasting nethod. As to Staff's claimthat the Conpany's
forecast has been surpassed by actual anmounts, RG&E points out
that earlier Staff argued strenuously (and successfully) agai nst
admtting into evidence Exhibit 129 for identification, which
RG&E had sought to introduce to denonstrate that actual rolling
12-nmonth data were closely tracking the Conpany's forecast with
respect to both the nunber of custoners and use per custoner.

The Judge al so accepted the Conpany's forecast of use
per custoner, which was higher than 1998, 1999, and 2000 actua
use per custoner, concluding that its projection properly
refl ected a steady trend of declining use per custoner since
1996. Staff, he concluded, placed too nmuch reliance on 2000 use
per customer, which he regarded as an abnormally high outlier.
On exceptions, Staff argues that its forecast falls in the
m ddl e of the historical range, is |less than 1% above the
average, and properly discounts the very | ow usage in 2001, when
gas prices were exceptionally high

RG&E responds that Staff continues to ignore its own
exhi bits, which show use per custoner declining each year since
1996 (except for 2000), to 127.27 Mf/custonmer in 2001, which is
| ess than RGXE s forecast of 128.38 Mf/custoner.

Current circunstances continue to support RGE' s
proj ected use per custonmer. W agree with Staff, however, that
nmore growth in the nunber of custoners should be reflected, and
that conclusion is consistent wwth the data on the proposed
Exhibit 129. A figure of 290,000 custoners appears reasonabl e
for the rate year; it is nore consistent with devel opi ng actual s
than the 288,934 projected by the Conpany. To that extent,
Staff's exception is granted.

3. Gas Late Paynent Revenues
Staff, asserting there has been an increase in S.C. 1
| ate paynents over the past three years, projects gas |late
paynment revenue to reflect a consistent ratio, in excess of 2%
of | ate paynent charges to net gas operating revenue. The
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Conmpany had proposed $229, 000 | ess, pointing out that custoners
mgrating fromS.C. 1 retail to S.C. 5 transportation no | onger
have a billing relationship wth RGE under the single retailer
nodel now in effect. The Judge believed both positions had
merit and adopted a projection mdway between the two parties’
projections. Both Staff and RGE except.

On exceptions, RG&E renews its assertion that custoner
mgration to transportation only (S.C. 5) service will result in
| ower | ate paynent revenues because RG&E does not continue to
have a billing relationship wwth mgrated custoners. RGE
argues further that Staff's reliance on the spike in late
paynment revenues in the first half of 2001, which resulted from
an unusual ly high cost of natural gas, is unreasonabl e.

Mor eover, RG&E continues, the |late paynent ratio has not
increased in each of the last five years, but declined in 2000
fromO.74%to 0.68%

Staff argues that actual |ate paynent charge revenues
have not been bel ow 2. 0% of new operating gas revenues during
any of the last four years and have increased despite mgration
over this period. The Conpany's expectation that mgration wll
reduce | ate paynent charges, Staff asserts, has not been shown
to be statistically accurate. The Conpany's argunents about
2001, Staff adds, do not explain the higher revenue |evels also
experienced in 2000.

Staff's position is consistent with actual experience,
and the |l evels of mgration under the single-retail er nodel have
not been shown to affect |ate paynent charge revenues
significantly. Accordingly, we grant Staff's exception and
adopt its entire adjustnent.

4. Gas Loss Factor
The Judge accepted RGE s gas | oss factor of 1.68%
rejecting a 1.28% factor proposed by Staff. The choice was
between Staff's use of a five-year average and the Conpany's use
of a three-year average, and he determ ned that precedent
favored use of a three-year average. The Judge concl uded, as
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well, that the first two years of the five-year period skewed
the results.

On exceptions, Staff argues that, since 1994, actual
| osses have been below the allowed factor, and further that the
nost recent factor (1.2706% for 2002) is consistent with its
factor.

In reply, R&E argues that Staff, which typically uses
a three-year historical average |oss factor, opted for a
five-year factor in this proceedi ng because it produces a | ower
result.

The three-year loss factor in other circunstances
m ght be nore appropriate than the five-year factor, in view of
| oss factor variability, since the lower Staff factor is driven
by the first two years of the recent five-year period. Despite
t hat consideration, however, the main and service replacenent
prograns which are being funded herein should reduce | osses
For that reason, and because Staff's recommendation is simlar
to the nost recent factor, Staff’s exception is granted.

B. Operating Expenses

1. Payroll Expense

A total of ten exceptions have been filed by R&E and

Staff to the Judge’ s treatnent of | abor expenses. The Conpany’s
position is that $128.5 nmillion of payroll expenses should be
included in rates for the test year, including proposed recovery
of incentive conpensation for managenent and ot her enpl oyees.
Staff argues for a total of about $117.0 million. The Judge
i ncl uded $122.8 million in the Reconmended Deci sion.

a. Base Period Payroll

The Judge accepted a Staff adjustnment to base period
payroll to renove the effects of an extra pay period recorded on
t he books in 2001 which, the Judge concl uded, was inproperly
carried through to the rate year forecast. Since RGE
reclassified this expense in rebuttal to base year "Q her”
expenses, the effect of the Judge's adjustnent was nostly to
reduce rate year "Qther" expenses; there is a net reduction of

-9-
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rate year expenses of $1.9 million. RG&E excepts, clainng that
by reducing the Conpany’s rebuttal O&M " QO her" expense anount by
t he payroll adjustnment the Judge has denied the Conpany two
weeks’ pay. Staff, however, excepts to the $1.9 nmillion
adjustnment, claimng it is not |arge enough. According to
Staff, the Judge erred in adding back $503, 000 to base period
payroll, and he should have elimnated the entire $2.4 nmillion
anobunt that was reflected in the Conpany’s reclassification.?

In its exception, Staff also characterized as a
"fiction" R&E s claimthat a credit of $1.719 million to reduce
(electric) payroll was already enbedded in the "Qther" cost
cat egory.

We agree with Staff that there is no evidence, or
reason to believe, that the rate year forecast was or could have
been corrected by the Conpany’s reclassification. RGE s
exception is denied, and we correct for the nunerical error.

b. Productivity

The Recomended Deci sion addressed Staff productivity
adjustnents totaling $3.1 mllion. Payroll was reduced at
Staff’s request by $2.5 million to reflect productivity
of fsetting "market pay" increases, nanely, wage and sal ary
i ncreases designed to bring conpensation for sonme positions in
line with conparable positions at other New York utilities.

Thi s uncontested productivity had not been reflected in REE s
presentation. The Conpany does not take exception to this
adj ust nent .

In addition, Staff proposed an additional $590, 000 of
rate year productivity, reflecting a traditional 1% productivity
adjustnent. The Judge rejected this adjustnent, noting that
RGEE cl ained to have itself included an additional $613, 000 of
productivity in its rebuttal presentation--a point Staff
appeared to concede when it argued it would sinply rely on the
asserted reasonabl eness of its proposed total payroll allowance.

8 As aresult of an error in Staff’s schedul es, the Judge
reported the adjustnent as only $1.9 million. The correct
figure is $2.4 mllion.

-10-
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The Judge concluded that no further productivity all owance woul d
be required, given this Staff "posture" and given the reflection
of productivity offsetting the market pay increases.

Staff excepts, claimng the Judge has erroneously
renoved over $1.838 nillion of productivity forecasted by both
t he Conpany and Staff. Staff argues that the inputation of non-
specific productivity is reasonable, claimng that the Conpany
has forecasted as nuch as $23 mllion of expected |abor
productivity.

In reply, R&E argues that we shoul d uphold the
rejection of Staff’s $590, 000 productivity adjustnent. RGE
mai ntai ns that the Judge properly concluded that an additi onal
productivity adjustnent would be superfluous, given the
productivity gains inputed with respect to market increases.

Mor eover, RGE argues, the Merger Joint Proposal has superceded
and rendered noot the sole source of expected | abor productivity
al l eged by Staff.

Both Staff and the Conpany reflected 1% productivity
fromthe cal endar 2001 test year through the rate year. The
Conpany’ s conputation was $1.838 mllion, based on its payrol
expense, and Staff’s was $1.771 million, based on its payrol
expense. W conclude that the Judge should have included this
standard productivity adjustnent, despite his treatnment of the
mar ket pay proposal. Staff’s exception on the 1% productivity
i's granted.

c. Inflation/Merit Pay/Resource Requirenents

The Recommended Deci sion accepted a Staff adjustnent
reduci ng the Conpany’s proposed $3, 400,000 addition to base
payrol | expense for nerit pay increases by $520,000, and an
addi ti onal adjustnent elimnating $200, 000 added by the Conpany
for inflation. Staff argued to the Judge that because RGE
grants nmerit pay increases in lieu of COLAs, it is an inproper
doubl e count to apply the additional $200,000 inflation factor.
Staff al so argued that applying the nerit increase to the whole
wor kf orce is inproper since nerit increases are not awarded
where sal aries or wages are above market or frozen. R&E did

-11-
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not respond to those argunents then, or on exceptions. Staff
objected as well to an additional $723,000 for increased
wor kf orce (resource requirenents) reflected in R&E s rebuttal
presentation, and the Judge al so accepted that adjustnent.

RG&E excepts, arguing for reversal of these three
adjustnments. Staff excepts as well, arguing that in addition to
t hese adjustnents, the Judge should have accepted its further
adj ustment to reduce payroll expense for "lunp sun paynents in
t he anmount of $778, 000.

RGXE argues that the Recommended Deci sion inproperly
di scounts its testinony showing that the rate year nerit pay
anount i s supported by recent three-year average spending
|l evels, as well as additional testinony sponsoring the resource
requi renents anount.

In reply, Staff argues that the record contains no
evi dence supporting the need for new hires (resource
requi rements), and that the evidence suggests RGE s workforce
is likely to decline. As to the nerit pay increase, Staff
indicates that it did not dispute the Conpany’s projected
$2.9 mllion projected increase, that this amount generously
exceeds the rate of inflation, and that the Conpany inproperly
increased its request to $3.4 nmillion in rebuttal.

In its exception, Staff argues that the Judge erred in
assum ng that Staff had withdrawn its $778, 000 adjustnent to
elimnate |unp sum paynents; Staff argues that the [unp sum
paynents are already in the base year payroll expense, so the
Conpany is effectively double-counting them In response, RGE
says the lunp sum anount at issue is $400,000, and points to the
Judge’ s conclusion that this is reasonably consistent with the
t hree-year historical average |unp sum paynents of $423, 000.
RG&E al so contests Staff’s claimthat |unp sum paynents were
doubl e-count ed, maintaining that |unp sum anobunts have not been
reflected in base payroll.

RGXE has not addressed or refuted the basis for
Staff’s inflation and nerit pay adjustnents, and its exception
inthat regard is denied. The Conpany reasonably requests
i nclusi on of lunp sum paynents of about $400,000. The record

-12-
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does not show that these |lunp sum paynents are reflected in base
year base payroll as alleged by Staff. Accordingly, Staff’s
exceptions regarding the [unp sum anounts are al so deni ed.

The Conpany’s exception regarding the resource

requi renents adjustnment ($723,000) nust be rejected as well, as
there is no indication the Conpany is increasing its workforce.
d. Incentive Plans

RGE t akes exception to the disall owance of $865, 000
it requested for its Executive Incentive Plan (EIP). Both R&E
and Staff take exception to the treatnent of the requested
$5, 650, 000 for the Performance Plus Plan (PPP), incentive
conpensation for other enployees. The Judge allowed $2, 815, 000,
treating the rest of the PPP request as being offset by
productivity.

Wth respect to the EIP, the Conpany reasserts the
argunent that it nade to the Judge, that the expenses shoul d be
al | oned since incentive conpensation plan (I CP) expenses are
recogni zed as legitimate busi ness expenses in the Conm ssion’s
charts of accounts (Account 920). WMreover, RGE argues, the
Judge erred in finding EIP expenditure recovery unprecedented,
as such recovery had been approved in two cases involving
Consol i dated Edi son Conpany of New York. The Conpany says it
did not "concede" that 2001 EI P expenditures were recorded bel ow
the line, but nerely nmentioned that fact to correct a
m sunder st andi ng about the difference between base year and test
year payroll expense.

In reply, Staff enphasizes that recovery of executive
bonuses has not been approved in litigated cases. The two cases
cited by R&E involved settlenents, and the joint proposals in
t hose cases indicate that executive bonuses were offset with
productivity gains. Moreover, Staff continues, R&E has a | ong-
standi ng policy of accounting for these costs below the |ine.

The Judge is correct that there is no precedent for
recovery of executive incentive paynents in a litigated rate
case. They have been approved only twice in settlenments, with
associ ated productivity offsets. This is an expense that shoul d
not be charged to custonmers. R&E s exception is denied.
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Wth respect to the PPP, the Judge noted the Conpany’s
practice of sharing excess earnings with its enpl oyees, but
concl uded that |iberal enployee bonuses over the past few years
may have effectively transforned these paynents into expected
base conpensation, and he recommended the Conpany review its
program On exceptions, R&E asks for rate recovery of these
costs based on its historical payout ratio of 4.63% and argues
that at least its targeted 3% payout ratio should be all owed
rather that the Judge’'s 2% ratio. Staff and M argue that no
PPP al | owance shoul d be nade, since any PPP all owance shoul d be
of fset by productivity. Moreover, they argue, if the Conpany
needs rate relief, the excess earnings that justified the high
hi storical awards cannot be expected. M also asserts that the
Judge’ s suggestion that the high bonuses of the past have
ef fectively becone base conpensation is speculative. 1In
response to these parties, the Conpany argues that the PPP
programis not unique, that it is consistent with a phil osophy
of recogni zi ng "performance above and beyond nor nal
performance,” and that it results in long-term benefits to
custoners. ®

The high historical PPP paynents have taken place in a
mul ti-year plan in which considerabl e excess earnings were
realized. W agree with the Judge’ s observation that it is
i nproper, in principle, to allow recovery in a rate proceedi ng
of rewards for excess profits that are not contenpl ated by the
new rates. It is proper to expect bonuses to be funded from
efficiency or productivity gains, as Staff and M argue. The
Judge erred in considering PPP paynents to be effective pay
i ncreases because the |iberal bonuses were allegedly rewards for
earni ngs performance achieved during the nmulti-year plan. The
Staff and M exception is granted.

® RGE' s Brief Opposing Exceptions, p. 14.
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e. Payroll Related Overheads

The Judge rejected Staff’s tracking adjustnment for
enpl oyee benefits on the basis of the Conpany’s contention that
t hese benefits were estimated separate and i ndependent of the
payrol |l amounts. Staff excepts, arguing that this contention
was raised for the first tine in brief and is disingenuous.

According to Staff, although benefits are separately
estimated, the anounts are dependent on the nunbers of enpl oyees
and the anmount of wages paid. For exanple, nedical costs are
dependent on the nunber of enployees multiplied by prem uns, and
401(k) contributions depend upon a percentage of wages paid.
The magnitude of Staff’s 11% | oading rate was the only subject
of Conpany rebuttal on this score, Staff continues, and recent
testinony pertaining to the proposed office closings indicates
that the Conpany’'s loading rate is nore than twice as high as
Staff’s.

The Conpany replies that the Judge correctly
recogni zed that a benefits |oading rate was i nappropri ate,
because the Conpany estimated individual benefits separately.
Staff’s claimthat 401(k) contributi ons depend upon a percentage
of wages paid is m sleading, RGE continues, because 401(k)
contributions will vary with the percentage of wages that each
enpl oyee chooses to contribute to the 401(k) plan. Finally,
RG&E asserts, the use of a loading rate in the context of the
| ayoffs associated with office closings was the nost efficient
way to estimate savings in that context.

Al t hough various benefits vary anong enpl oyees, and
al t hough benefits estinates were nmade separately by R&E, these
estimates necessarily depended upon R&E s sense of its total
enpl oyees and payroll requirenents. Any adjustnent to the total
should result in a correspondi ng change in benefits, however
estimated. Accordingly, we are persuaded that a benefits
| oadi ng factor should be applied to the payroll adjustnents we
make, and Staff’'s 11% factor appears conservative. Staff’s
exception is granted.
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2. The PRI DE Project
The PRI DE project,!® which appears to have an uncertain

future, was intended to be a series of software inprovenents
designed to enhance custoner service, and enpl oyee and
shar ehol der satisfaction. |Installation of this project
commenced during the year ended June 2001. Based on Conpany
statements, M concluded that sone $8 million of PRIDE costs
were included in rate year revenue requirenent. RG&E states
that $1.035 mllion is rate year expense, and the other $7
mllion represents plant that wll not go into service until
Decenber 2003, beyond the rate year. G ven substantial cost
wite-offs, M argued to the Judge that it appears the project
wi |l be discontinued, and that there should be no funding of it
in the rate year. M asked for a prudence investigation of the
proj ect.

The Judge accepted the Conpany’ s expl anation that the
net rate year inpact is a small revenue requirenent reduction
and declined to recommend a prudence investigation, suggesting
the record did not include enough programinformation to
denonstrate that prudence review was warrant ed.

On exceptions, M renews its request for a prudence
exam nation. Staff also notes that R&E renoved nore than
$4.747 mllion of PRIDE rate base savings in its rebuttal
presentation, and argues it is unclear whether this change is
accept abl e, given that many other rebuttal nodifications have
been rejected, that the correspondi ng O&M savi ngs were not al so
renoved, and that at |east one major PRIDE nodule is
operational. Staff joins M in also arguing that the electric
portion of the $14 mllion of PRIDE wite-offs nmay have been
used to reduce excess earnings, the conputation of which is
di scussed bel ow, effectively allow ng recoupnment of these
witten off expenditures. Staff indicates it will address this
matter during its review of the fifth-year COB2 Pl an excess
earnings filing.

19 process Reengineering | nplenentation for Delivery Energy.
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RG&E responds at length, rejecting the suggestion that
the Judge erred in finding in PRI DE project devel opnents so far
an insufficient basis for conmmencing a formal prudence review.
The Conpany notes that its filing reflected a net revenue
requi renent reduction for the rate year. Although M could have
expl ored with Conpany w tnesses PRIDE project details, R&E
continues, it declined to do so. Finally, R&E submts, Staff
i's suggesting for the first time in brief that the renoval of
$4.7 mllion in plant savings in rebuttal updates was inproper.
R&E says that adjustnent was nade when it becane cl ear that
capital savings would not occur in the rate year; noreover, that
ot her updates were rejected by the Judge as bel ated and
unsubstanti at ed does not nean that this one nust al so be
rej ect ed.

Li ke the Judge, we see no reason to conmence a
prudence review of the entire project. The wite-offs do not
portend abandonnent of the entire project. Nor is there a basis
at this point for reviewing any effects of PRIDE project wite-
of fs on the excess earnings conputation.

Any issues related to the inpact of PRIDE cost
wite-offs on excess earnings wll be addressed later, in our
review of Staff's audit of the fifth-year COB2 Pl an excess
earnings. Finally, we cannot accept the Conpany's rebuttal
updat e renoving $4, 747,000 of rate year rate base savings (with
a revenue requirement inpact of about $570,000). The rate year
net effect of costs and savings, per the Conpany's initia
filing, showed a virtual offset of expenses and expense savi ngs,
but include rate base savings of $4, 747,000 follow ng
accurul ation since July of 2000 of nore than $29, 000, 000 of
capital costs, which are not yet in rate base and presunmably in
construction work in progress (CWP). Although we understand
t hat sonme costs have been witten off, there has been no
denonstration that the remaining capitalized costs will not
produce the projected savings.
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3. Coal Costs

Staff offered a total downward adj ustnent of
$2,048,800 to allowed rate year coal costs. RGEE chall enged
only one elenment of the nulti-faceted adjustnent--a reduction of
$856, 000 related to coal deliveries between July and Decenber
2002, representing a 50% sharing of savings that Staff believed
m ght have been realized had the existing contract prices been
renegotiated. The Judge rejected the chall enged conponent,
finding it "akin less to a forecast than to an adjustnent for
i nprudence, and [that] the record [is] inadequate for such a
finding. Staff does not present information show ng there
actual ly are savings through replacenent contracts for the | ast
hal f of 2002."!!

On exceptions, Staff argues that the distinction drawn
by the Judge is unclear and that the portions of its adjustnent
that he did adopt were predicated on the sanme 50% sharing of
savi ngs between forecasted and adjusted coal prices. It notes
as well that R&E had reported inits initial brief that the
contracts had in fact been renegotiated, and that while the
specific dollar figure was not included, it would be wong to
all ow the Conpany to capture 100% of the resulting savings.
Staff continues to maintain its adjustnent is conservative and
prudent .

R&E replies that Staff has failed to show that the

repl acenent contracts wll, in fact, produce savings; it notes
that other factors, such as quantities purchased, could bear on
overall costs. It supports the Judge's characterization of the

adj ustnent as, in effect, an unproven inprudence adjustnent;
di stingui shes the other adjustnents on the grounds that they
were uncontested; disputes Staff's prem se that coal costs
overall have been reduced and that there accordingly exi st
savi ngs that should be shared with ratepayers; and suggests
Staff disregards the benefit to ratepayers of providing a
utility the incentive to pursue aggressive cost cutting.

YR D, p. 109
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The Judge was wong to conclude that the issue boils
down to whet her RGE shoul d have taken action it did not take to
reduce coal costs. The Conpany concedes that two of its
contracts, which had been the subject of Staff's adjustnent,
have been term nated, but it provides no information on how
those term nations affect rate year costs. The credibility of
R&E's forecast is seriously undermned in these circunstances;
it is reasonable to assune that replacenent prices would refl ect
current market conditions. Staff's adjustnent, which reduced
coal costs by only 50% of the difference between contract prices
and market price, is conservative and reasonable in these
ci rcunst ances. *2

4. Gnna and Beebee Station Costs

M excepts to the recommended treatnent of G nna and
Beebee station costs, objecting to accounting treatnment which it
contends inproperly increases rate year costs for these
facilities. Wth respect to Gnna, M objects to depreciation
on a schedule reflecting a 2009 retirenment. Wth respect to the
Beebee station, M objects to recovery of $2.0 million during
the rate year to fund deconm ssi oni ng.

M argues that we shoul d expect approval of the G nna
license renewal application filed with the NRC, a decision on
which is expected no later than 2005, in view of the facility’s

12 Actual data on coal costs that have been subnmitted to us by
RG&E further suggest the conservative and reasonabl e nature of
Staff's adjustment. Each nonth the Departnent of Public
Service receives the "Managenent Report" from RGE which
i ncl udes actual data on coal costs and electric output at the
Russel | coal station. Exhibit 15 shows R&E s estimtes of
coal costs and MMHs for July through Decenber 2002. These
total $16,217,489 and 727,899, respectively. Subtracting
Staff's adjustnment of $856,000 would inmply a Staff forecast of
$15, 361, 489. The Conpany's unit cost forecast was
approxi mately $22.28 per MMH, while Staff's was $21.10, or
about 5% | ower than the Conpany's. RGE s "Managenent Report”
shows actual total coal costs for July through Decenber 2002
of $16, 940, 000 and total generation of 902,976 MAH. This
inmplies unit coal costs of $18.76 per MMH, or 16% bel ow R&E' s
forecast and 11% bel ow Staff's.
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operating record and the current tight supply situation. RG&E
is upgrading the plant, M submts, in the expectation of
license renewal. The Judge rejected M’s position, concluding
that in a one-year rate case there is no need to begin

decel erating the depreciation this far in advance of |icense
renewal . On exceptions, M maintains that rate noderation is
sufficiently inportant to reduce depreciation expense. In
reply, RGXE reiterates the rationale it presented to the Judge,
arguing it is inproper to prejudge the NRC ruling on the G nna
i cense extension request. Mreover, RGE adds, the repl acenent
of the reactor vessel head at a cost of $13 million will avoid
future mai ntenance and out age expenses, and does not inply
specul ati on about re-Ilicensing.

As for Beebee, M argues the deconm ssioning fund is
unnecessary, for there are no current plans to decomm ssion the
facility, and it may never be decomm ssioned by R&GE. RG&E has
accepted Staff’'s conditions for its support of the fund,

i ncluding irrevocabl e dedication of the funds to

deconm ssioning, the addition of any sale proceeds to the fund,
and the return to ratepayers of any excess of funds over

ul ti mat e deconm ssi oni ng costs; nonetheless, M submts, the
exi stence of adequate protections does not justify collecting
t hese funds now. But RG&E argues that it is unreasonable to
ignore the fact that the facility will inevitably be

decomm ssioned, if not by RGE then by another owner. There is
no potential risk to custoners, it maintains, because the fund
will be returned to custoners if the plant is sold, along with
any proceeds of the sale.

We decline to reduce G nna depreciation expense in
this proceeding in anticipation of an extended service life.
That possibility, however likely, remains premature by severa
years, and depreciation can be adjusted after a |license renewal .
We also find the Beebee decommi ssioning fund reasonable; if the
facility is sold, the fund will be returned to ratepayers, and
such a fund shoul d be accunul ated i n advance to avoid an undue
rate inpact later. M’s exceptions are denied.
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5. G nna Refueling Qutage
Repl acenent Pur chased Power Costs

In its rebuttal presentation, RGXE requested
consideration of a supply cost reconciliation adjustnent (SCRA)
mechani sm but refused to extend the suspension period to permt
additional tinme for hearings and anal ysis of the controversial
proposal when the Judge rul ed that doing so was a precondition
to consideration of the proposal in this proceeding. On
exceptions, RGXE argues that the renoval of the SCRA from
consi deration was not neant to affect its additional proposal--
whi ch was included in testinony but not advanced in brief for
consideration by the Judge--for deferral of replacenent
purchased power costs during a regularly scheduled G nna
refueling outage scheduled to take place in the fall of 2003.
The Conpany asserts that fairness requires deferral treatnent of
these costs, which will definitely be incurred during the first
year after our decision in this case.

Staff responds that this request is on no different
footing than other deferral and true-up requests the Judge
rejected, and that these are costs that fall outside of the rate
year and therefore are not properly recoverable in this
proceedi ng. Mreover, Staff adds, no special nechanisns for
G nna outage cost recovery were included during the entire tine
it has had fixed, bundled electric rates (since 1996); in any
event, had the matter been tinely raised here the parties would
have had a chance to consider alternatives, such as outage
| evel i zati on or incentive nechanismns.

This proposal is inproperly presented to us w thout
being first made to the Judge in briefs, and it has not had his
consideration. W note in any event, as discussed bel ow, that
we agree with the Judge’'s view that deferral and true-up
mechani snms are generally inadvi sabl e outside of the context of
mul ti-year plans. No extraordinary circunstances have been
shown or even alleged as a basis for considering this proposal.
Moreover, it is inproper to consider costs even for base rate
recovery that are beyond the rate year, which in this instance
wi |l be over before the next G nna refueling outage. This
bel at ed Conpany proposal is rejected.
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6. Generation Qutage | nsurance Coverage

The Judge rejected as unsupported R&E s proposed
i ncrease i n generation outage insurance coverage. The Conpany
had included $6 mllion for this item but Staff proposed a
downward adjustrment of $4.1 million, to allow only for the cost
of the existing contract.

On exceptions, RGXE argues that changes in the power
mar ket have increased the risk of high replacenent costs
associ ated with generation outages and that the Judge shoul d not
have rejected as inadequate its testinony that "discussions with
ot her market participants” led to the conclusion that outage
i nsurance costs are increasing. RGXE maintains that Staff could
have investigated the basis for this testinony in discovery.

M and Staff oppose this exception. M argues that
R&E failed to establish any additional benefits associated with
i ncreased insurance coverage and failed to denonstrate that the
exi sting level of insurance is unreasonable or inadequate for
the rate year. RG&E s reliance on whol esal e power costs as a
basis for increased insurance, M continues, is suspect given
RGE s reported decline in whol esale electric revenues during
the first three quarters of 2002 due to | ower whol esal e mar ket
prices. Staff and M both argue that the Conpany has the burden
of proving that the requested $6 mllion is reasonabl e, and that
RGXE s unel aborated reference to "discussions with other market
participants" falls considerably short of neeting that burden.

W agree with the Judge that the Conpany’ s request
here is unsubstantiated. No explanation for the Conpany’s

figure, and its associated claimthat full insurance would cost
$18 mllion in the rate year when current annual costs are $1.9
mllion, was ever advanced. |Indeed, there is no evidence of any

rate year insurance premuns in the record. The burden of proof
is on R&&E, and it is not Staff’s responsibility to elicit
sufficient information to nake the Conpany’s case.
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7. Medical |nsurance

The Conpany’s forecast that nedical insurance would
i ncrease by 12.5% over 2002 actual prem uns was accepted by
Judge, who rejected Staff’s proposal for a | ower cost all owance
based on the rate of inflation. Staff’s proposed $288, 000
adj ustment was rejected, and Staff excepts.

Staff argues there is a clear, long-standing policy to
apply the inflation rate to medical insurance cost escal ation.?
| f these costs are to be accounted for separately, Staff
conti nues, they should be renoved fromthe inflation pool to
avoid a double count. Accordingly, Staff urges a "correspondi ng
adj ust ment of $490, 000'*" to reduce O&M expenses and "militate
agai nst RG&E' s use of a clearly overstated overall inflation
rate."1®

RGXE replies that Staff has not justified retention of
this itemanong those in a "pool" of costs presuned in rate
cases to rise, as a group, in accordance with the rate of
inflation. The advisory letter on this score, R&E notes, is
ei ghteen years old (1984), and its testinony indicated that
health care costs have escal ated nmuch nore rapidly in recent
years. RG&E submits it al so denonstrated that renoval of
medi cal care fromthe Consuner Price Index (CPl) did not produce
a di scernabl e decrease in that index, and that Staff provided no
evi dence that renoval of nedical care fromother indices (such
as the GDP inplicit price deflators) would have a different
result.

RG&E has not justified renoving nedical insurance cost
fromthe inflation pool. It presented no evidence to suggest
the m x of nedical insurance anong other costs in the inflation

13gtaff cites Case 93-E-1123, Long |sland Lighting Conpany,
Opi nion No. 958 (issued July 3, 1995), pp. 26-27, and Cases
92- E- 1055 and 92-G 1056, Central Hudson Gas and Electric
Cor poration, Opinion No. 94-3 (issued February 11, 1994),
pp. 12-13.

% This adjustment represents an alternative proposal to reflect
removal of nedical care fromthe inflation index.

1gtaff's Brief on Exceptions, p. 9.
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pool is not adequately represented in the GDP inplicit price
deflators or that the conposition of the CPI nakes it an
adequate surrogate for the CGDP price deflators. Thus, there is
no basis for abandoni ng our | ong-standing policy regarding
application of the inflation rate to a cost pool. Staff’s
exception i s granted.

8. lnsurance

The Conpany projects insurance expense of $1,422, 000,
while Staff projects ($1,271,000). The negative insurance
expense reflects an excess of nuclear insurance dividends over
prem unms. The Conpany’s figure consists of $1.7 mllion of
non-nucl ear insurance and ($.3 mllion) of nuclear insurance
expense. The Judge adopted the Conpany’s projection, noting the
evi dence showed a probabl e decrease in nucl ear insurance
di vidends. He suggested the record could be updated when the
2002 di vi dend becane known.

Staff excepts. Staff’s recomrendati on was based on
| atest known i nsurance expense (2001) adjusted by the rate of
inflation. Staff argues that the RGE increases, $3.6 mllion
inthe filing and an additional $1.6 mllion in rebuttal, were
sinply unsupported, and Staff argues again for use of the
inflation factor.

I n response, R&E argues that Staff has no basis for
rejecting the expertise of the Conpany's Ri sk Managenent
Departnent in assessing increases in premuns. Mreover, RGE
continues, Staff has conpletely ignored the advice fromits
insurer that a reduction in nuclear policy dividends is
expect ed.

Staff’s exception has nerit as to the rebuttal
i ncrease. The Conpany’s total increase of $5.2 million is
greater than Staff’s increase, which was nade at the rate of
inflation, by about $2.7 mllion. There should be an
expl anation for such a large increase, but other than the
al | eged potential decline in nuclear dividends, none has been
provi ded. These big increases cannot be entirely justified on
the ground of an expected decrease in nucl ear insurance
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di vidends, and the | atest insurance dividend has not been
revealed. As we can perceive no justification for the
additional escalation alleged in rebuttal, and the 2002 divi dend

i nformati on has not been provided, we will reject the proposed
addi tional increase in insurance expense proposed in the
Conpany’s rebuttal. This reduces the insurance expense from

$1, 422,000 to ($202,000). Staff’s exception is partially
gr ant ed.

9. Advertising

The Judge al |l owed the Conpany’s proposed rate year
adverti sing expense of $1, 053,000, which approxi mates 0. 1% of
operating revenues, the upper end of the range of reasonabl eness
set forth in the Comm ssion’s 1977 policy statenent on
advertising. The Judge credited RGE s argunent that
advertising costs are nore substantial today, in view of
industry restructuring and increased responsibilities for
cust omer awar eness and educati on.

Staff takes exception, arguing for a 0.07% factor.
Staff argued to the Judge that this percentage had been used in
many previous cases, and it asserts that the 0.07% factor was
set in order to avoid a tedious, detailed exam nation of actua
adverti sing expense.

In reply, RGE argues that the Judge properly
recogni zed current conditions require relatively higher |evels
of advertising expense, and that Staff’s nmethod of estimating
advertising expense is outdated. Regardless, the Conpany
asserts, its request is consistent wwith the requirenents of the
Advertising Policy Statenent.

The Judge’ s recommended advertising all owance is
wi thin a range of reasonabl eness established in the 1977
Advertising Policy Statenent. Staff’s exception is denied.

10. Updates and Recl assifications
The Conpany made substantial revisions to its revenue
requi renent presentation in its rebuttal case, revisions that
necessitated a delay in hearings and that were the subject of a

- 25-



CASES 02- E-0198 & 02-G 0199

Staff notion to strike. The Judge declined to exclude the newy
prof fered updates and cost reclassifications, and he consi dered
them R&E argued that by reclassifying certain costs, it had
obvi ated sonme Staff adjustnents, although the Conpany pointed
out that the reclassifications had a zero effect on revenue
requi renent. Staff, however, noting that expenses had not been
reduced to reflect acceptance of its adjustnments, argued that
the reclassifications nerely shifted the amounts to different
categories and avoi ded accepting the Staff adjustnents.

The Judge di scussed three Staff adjustnents the
Conpany cl ai med had been obviated by reclassification: (1) a
$2, 456, 000 adjustnent to the Vouchers-Bank Services account; (2)
a $3, 420,000 adjustnent to Conpetition |nplenentation Costs
(under the "Qther" cost category); and (3) a $4, 046, 000
adj ustnment to Uncol |l ecti bl e Reserve (under the "Other" cost
category). In addition, updates in the ambunt of $1, 553,000
were at issue, pertaining to Information Technol ogy costs and
retail access enhancenents. The Judge accepted the Staff
adj ustnents for the Conpetition |Inplenentation costs and the
Uncol l ectible Reserve, the latter of which had reflected an
accounti ng doubl e-count, but he accepted the RGE position
regarding staff’s adjustnment to the Vouchers-Bank Services
account. He also rejected the updates relating to Information
Technol ogy costs.

RG&E t akes exception to the recommendations rel ating
to the Uncoll ectible Reserve, Conpetition Inplenentation, and
I nformati on Technol ogy costs, while Staff takes exception to the
rejection of its adjustnent to Vouchers-Bank Servi ces.

Staff’s Uncoll ectible Reserve adjustnent had been nade
to elimnate the double-count in the Conpany’s filing of a
$4 mllion charge. The Conpany agreed that there had been a
doubl e-count, but argued that its reclassifications had nooted
the adjustnent. The Judge agreed with Staff that the
recl assification, which netted to zero, effectively failed to
make the needed adjustnment. On exceptions, RGE clains that the
adj ust nent has now been nmade tw ce.
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Staff replies that Staff's adjustnment does not renove
the charge twice, but only once, fromuncollectible reserve.
The Judge properly concluded, Staff submts, that the Conpany’s
reclassification inproperly failed to reflect Staff’s
adj ust nent .

RG&E concedes that it agreed the Conpetition
| mpl enent ati on costs should be renoved fromits revenue
requi renent, because those were costs that no | onger net the
deferral requirenments of the COB2 Plan. RG&E continues to
assert, however, that its reclassification rendered Staff’s
adj ustment noot. Staff argues that this issue is anal ogous to
the other reclassification issues, and that the Judge correctly
resolved this issue as well.

The Vouchers-Bank Services adjustnment corrected for a
radi cal overstatenent of expense in that account. The Judge
accepted the Conpany’s position that this overstatenent was a
result of a msallocation, and was therefore corrected by the
reall ocation. On exceptions, Staff continues to nmaintain that
the reallocation nerely resulted in an unexpl ai ned 23% i ncrease
in the Vouchers-Qutside Services account. In response, RG&E
argues that the reclassification sinply reflected certain
accounting itenms on the correct expense |ines.

RG&E argues that its update in rebuttal for
I nformati on Technol ogy costs was proper and shoul d have been
accepted by the Judge. Although the Judge found that $1, 533,000
was added in the rebuttal updates, and disall owed these costs,
R&E argues it did not actually add these costs in its rebuttal
presentation. Staff responds that the Conpany did, indeed, add
$1, 719, 000 of new, unsubstantiated Infornmation technol ogy costs,
whi ch the Judge properly rejected.

The Judge reached the correct result with respect to
the Uncol |l ecti bl e Reserve and Conpetition |Inplenentation cost
adj ustnments. RG&E never clainmed that the Conpetition
| mpl enent ation costs at issue should be left in revenue
requi rement, or that they had already been renoved prior to the
reclassification. |Its position on the Uncollectible Reserve
adjustnment inplies that it had al ready sonehow accepted Staff’s
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adj ust nent, independent of the reclassification that, it claimns,
nooted the adjustnment. RG&E sinply offers no explanation as to
how a reclassification, with zero revenue effect, could render
these two adjustnents "noot."!® RG&E s exceptions on these two
itens are deni ed.

The Judge erred, however, in speculating, wthout
proof, that the Vouchers-Qutside Services account had been
understated before the reclassification. The evidence presented
by the Conpany does not so denonstrate. |If that were true, R&E
was obliged to adjust that cost category in its initial filing;
doing so in response to a Staff adjustnment at the end of the
case, when the basis for its reclassification cannot be audited,
is inproper. Staff’s exception is granted.

The Judge properly rejected the bal ance of the Conpany
rebuttal updates. RG&E refused to respond to Staff’s request,
in discovery, for information supporting its rebuttal updates.
The Judge suggested that the late-filed update anounts coul d be
considered if they were explained to Staff, but the Conpany has
not done so, and it continues to adhere to its confusing and
unsupported position. RG&E s exception on this score is denied.

11. Deferrals and True-ups

The Conpany excepts to the Judge's rejection of its
proposed deferral and true-up nmechani sns for insurance,
security, property taxes, nunicipal work, and pension incone.
The Judge concl uded, in general, that true-up nmechanisns are
i nappropriate in a one-year rate case, although he did accept a
Conpany proposal for deferral and true-up of variable rate
i nterest expense, a recommendation to which no party takes
exception. Staff opposed all of the proposals, except the one
relating to pension incone.

RGXE argues that even if it filed a new rate case
i medi ately after rates went into effect in this one, that woul d
be subject to the statutory suspension period, and the rates

81 f the adjustments had al ready been independently accepted,
R&E surely could and woul d have pointed that out, and the
adj ust nrents woul d have appeared on their schedul es.
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approved here would remain in effect for at |east eight or nine
mont hs after the end of the rate year in this proceedi ng

(June 30, 2003). These nechanisnms would apply only to specific
costs that are beyond the Conpany’s control, RG&E continues, and
t he nechani sns are reasonabl e because deferred costs are
recovered in the future, and it will bear the burden of proving
at that tinme that the costs are reasonable. Security cost and
property tax deferral nechanisns are especially reasonable, RGE
posits, because in the current environnment these costs, which
are inposed by governnental action, are especially hard to
predict.

As to pension incone, R&E submts that a true-up
mechani smis distinguishable fromthe others the Judge rejected,
in that the Comm ssion’s Statenent of Policy on Pensions and
OPEBs!’ explicitly provides for such a nechanism |ndeed, RG&E
observes, Staff did not object to this proposal and argued
nmerely that the true-up should commence, retroactively, at
July 1, 2002. Although it stated inits reply brief to the
Judge that "in light of Staff’s recently reveal ed position
regardi ng R&E s true-up nmechanism the Conpany is w thdraw ng
t he mechani sm from consi deration, "® R&E now argues the Judge
"m sconstrued RG&E' s position"!® when he concluded that the
proposal had been withdrawn. The Conpany says it is stil
arguing for a deferral nechani smcomencing January 15, 2003
(the effective date of new rates with a make-whol e al | owance),
but wll accept the timng of the mechani sm proposed by Staff.
RGE&E proposes to use $20.9 million (the rate year actuari al
estimate of pension inconme) as the base anmount for true-up.

Staff replies that the Judge was correct in rejecting
these deferral requests. The Conpany has been allowed its cost

17 Case 91- M 0890, Accounting and Ratemeki ng Treatnent for
Pensi ons and Post Retirenent Benefits other than Pensions
St at enent of Policy Concerning the Accounting and Ratemaki ng
Treatnent for Pensions and Post Retirenent Benefits other than
Pensi ons (issued Septenber 7, 1993).

18 R&E Reply Brief, November 22, 2002, p. 30.
19 R&FE' s Brief on Exceptions, p. 16.
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request in each instance, Staff continues, and these are
benefits that should normally be entertained only in the context
of nmulti-year agreenents. Moreover, Staff states, it is not
true that the Conpany has no control over any of these cost
| evel s. Regarding pension deferrals, Staff says the Conpany's
request is "blatantly one-sided."?® Staff maintains that true-
ups for both the rate year and the "short period"?' are at issue,
and it objects to both proposals. Staff argues that the $20.9
mllion pension incone is the wong base | evel for the short
period: "The pension expense forecast in present rates nust be
used for the short period true-up and that forecast is $0."?2
Staff opposes the true-up for the rate year for the sanme reasons
it generally objects to rate year true-ups. Gven that R&E
wi || achieve nerger synergy savings in part through enpl oyee
severance, noreover, Staff objects as well to the lack of any
proposals for accounting for nerger conplexities in connection
Wi th such a true-up nmechani sm

We agree with the Judge and Staff that deferral
mechani sns are generally inadvisable in the one-year rate
context. Regardless of the degree of Conpany control over the
| evel s of various costs, it has been our practice to project,
using a fully forecast rate year, all revenues and costs.?® Cost
recovery guarantees reduce efficiency incentives. 1In this
proceedi ng, the Conpany selected a rate year running from
July 1, 2002 through June 30, 2003, perhaps with the expectation
that it would agree with parties on terns for newrates to
propose to the Commi ssion that could go into effect by June 30,
2002. The fact that the rate year no | onger corresponds with
the first year of new rates, however, does not underm ne the

20 gtaff's Brief Opposing Exceptions, p. 12

2l staff appears to refer the period July 1, 2002 through
January 14, 2003.
22gtaff's Brief Opposing Exceptions, p. 12 (original enphasis).

221n a nulti-year context, where a conpany i s given an earni ngs
I ncentive to mnimze the costs that are largely within its
control, it may be appropriate to allow for deferrals and
true-ups of costs that are largely outside of its control.
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basic prem se that outside of the context of nmulti-year plans
deferral and true-up nechani sns are not desirable. Therefore,
RGXE s exceptions are denied. Wth respect to the exception on
pensi on i ncone, noreover, we nust deny the exception despite the
Statenent of Policy on Pensions and OPEBs, due to nerger

conpl exities.

12. dosing of Custoner Service Centers

R&E has custoner service offices at eight |ocations,
two of which are | eased. On Cctober 24, 2002, RGXE announced
pl ans to cl ose seven on the eight offices on January 31, 2003.
Since then a proceedi ng was comenced to review that decision
(Case 02- M 1465) and, as noted earlier, supplenentary hearings
were held to exam ne the revenue requirenment inplications for
the rates being set in this case. The Conpany, Staff, and CPB
coment in their supplenentary briefs on this natter

Staff argues that the annual savings to be realized by
the closure of all seven service centers is $1.516 nmillion and
that the anmbunt of rate year savings associated with the
determ nati ons made at the concl usion of Case 02- M 1465 shoul d
be deferred for recovery in the Conpany's next rate proceeding.?*
CPB supports Staff's proposal. RGE opposes recognition of such
cost savings here, arguing: (1) that any such savings are nerger
synergy savings and therefore already reflected in revenue
requirenent; (2) that Staff's adjustnent is substantially
overstated; and (3) that application of deferral accounting to
these costs is inappropriate.

a. Synergy Savings

As to the first point, RGXE states: "That an office
closing initiative could proceed without a nerger is uncontested
by the Conpany. That RG&E, faced with an alarm ng downturn in
its financial condition, may have cl osed sone offices as a neans
of achi eving savings even without a nerger is simlarly

24 staff does not request deferral of annualized savings, just
t he amount of savings realized before June 30, 2003, if any.
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undi sput ed. "?®* Nonet hel ess, RGE asserts, the Energy East merger

was the "proximte cause" of the decision to close these
offices. Its witness testified that these are nerger rel ated
costs because the decision to close the offices was nmade
foll ow ng neetings between officials of Energy East and its
subsidiaries to discuss "best practices."?®

Staff and CPB di spute the claimthese are nerger
synergy savings. Wile approval of the proposed nerger was
pendi ng, Staff observes, RGE took the position that it would
not be closing the custoner service centers; and the Joint
Proposal does not suggest otherw se. Moreover, Staff continues,
synergy is mssing here because there is no conbi ned action
bet ween R&E and Energy East, or between RG&E and anot her
subsidiary.?” R&E is sinply trinmmng costs, Staff asserts, and
CPB and Staff both enphasize that Energy East's CEO publicly
announced that RG&E woul d take this action regardl ess of the
ner ger.

The cost savings fromthe closing of these offices are
not merger synergy savings. Although we certainly do not agree
wWth RGE s assertion that a marked deterioration of its
"financial condition" requires such action, that is R&&E s
clainmed justification for doing so.?® But even if the decision
was based solely on a determ nation of "best practices,"” that
woul d not nean the savings are "synergy" savings. Synergies are
the result of conbined operation and working together, and are
in the nature of econom es of scale. Synergy savings are those
that woul d not be available but for the nmerger, i.e., that
becone possi bl e because of the nmerger, and it is both self-

>> RG&E' s Suppl enental Brief, pp. 6-7.

261d., p. 5. The witness testified it was possible to close the
offices without the nerger, and that what the nerger did was
advance or enhance consideration of the idea of closing the
offices. Tr. 2283-2284.

2" For exanple, Staff observes, there is no consolidation with
NYSEG servi ce centers, or other joint economes, reflected in
t hese cl osures.

’8 RG&E' s Suppl enental Brief, p. 6.
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evi dent and conceded by RG&E that the closing of these offices
was not in any way made possi ble by the nerger. Accordingly, we
conclude that these are not savings that are already reflected
in revenue requirenent.

b. Staff’s Proposed Adjustnent

RGE mai ntains that any rate year savings will be
m ni mal and should not affect revenue requirenent in this
proceedi ng. First, RGE asserts, first year net savings
resulting fromthese office closings will be |less than annua
savi ngs thereafter, because there will be first-year cost
of fsets associated with the closings, and these as yet
undet erm ned cost offsets are not included is Staff’s annual
savi ngs figure.

Second, RGEE continues, the anobunt of gross savings
realized in the rate year, even assumng it had closed its
of fices on January 31, 2003 as planned, would be mninmal. Labor
and | abor-rel ated cost savings would not occur until two nonths
after that, on April 1, 2003; because the Conpany has been
directed not to close its offices pending the concl usion of
Case 02- M 1465, that date woul d have to slip; and the
possibility that RG&E m ght not be permtted to close all seven
of fi ces adds additional uncertainty.

The annual cost savings, RG&E asserts, are overstated
in any event. About five-sixths of the total annual cost
savi ngs, RGE notes, are related to | abor and fringe benefits.
Al though 21 full-tinme equival ent positions would be cl osed, RGE
argues, Staff’s figures overlook the fact that there would be a
net reduction of only 11 positions. Another large itemin
Staff's conputation is for rent at the two | eased | ocations, and
RGXE argues that continuing rate year rental obligations nust
not be ignored, for there is no showng that it was inprudent to
enter into the leases in the first instance. Finally, other
operating costs at the |ocations the Conpany owns are |ess
significant, but cleaning and mai ntenance costs m ght not be
fully avoided in any event. In addition, RGE submts, there
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are increnmental costs estimted at about $198, 000 that al so have
not been taken into account.

Staff's adjustnment is unknown at this tinme, R&XE
observes, and in fact Staff is not now proposing an adj ustnent.
Because the final determ nation of the Conpany's revenue
requirenent for the rate year is nmade in this order, R&XE
submts, it is inappropriate to attenpt to reserve any
adjustnent to that result in another proceeding.

We agree with the Conpany that no action should be
taken now regardi ng the revenue requirenment inplications of
customer service office closings. Any assessnent of how many
of fices may be cl osed, and when, woul d be speculative at this
tinme, and rate year net savings would probably be relatively
m nor under any scenario. Although Staff argued for a possible
"pl acehol der" adjustnent at the hearing, it has anended t hat
request slightly, urging instead that we nmake a determ nati on of
rate year net savings at the end of the service proceeding.

G ven the lack of a record on likely rate year cost offsets
here, that effort would not be productive. Moreover, we have
eschewed reliance on deferral accounting for a nunber of cost
itens in the rate year, and we see no reason to nmake an
exception for these costs. The net result of any custoner
service office closings, subject to our determ nations in
Case 02-M 1465, will be reflected in future rate proceedings.
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C. Excess Earnings

The recently conpleted five-year COB2 electric plan
which ran fromJuly 1, 1997 through June 30, 2002, included
provisions for the sharing of excess earnings. It provided
that, to the extent the net annual returns on comopn equity
exceeded 11.8% (1) 50% of the excess would be used to wite
down deferrals accunul ated during the termof the plan, with any
portion of that 50% of excess earnings greater than those
deferrals to be kept by the Conpany as earnings; and (2) the
ot her 50% after applying a portion ($800,000) to reduce certain
rates, would be used to wite down deferrals or Sunk Costs (as
defined in the plan agreenent), wth any excess earnings
remai ning after that to be disposed of as determ ned by the
Commi ssion. The Judge found that there was $44.8 mllion of
excess earnings, with interest, and that deferred costs accrued
during the five-year rate plan period exceeded 50% of the excess
earnings, so that none would be retained by the Conpany. He
recommends application of the excess earnings in the rate year
to fully anortize the residual of Beebee station outage and
stormcost deferrals, and to reduce the bal ance of the N ne
Mle 2 deferrals.

There were nunerous controversies with respect to
excess earnings, and numerous exceptions are presented by R&E
and Staff.

1. Timng |Issues

R&E had urged that excess earnings not be reflected
in revenue requirenents in this proceeding, since Staff’s audit
of the fifth year had not been entirely conpleted, and any
di fferences between Staff and the Conpany as to the fifth year
had not been resol ved through the applicable dispute resolution
process. The Judge determ ned, however, that because recovery
of deferred costs fromthe five-year period is included in this
proceeding, it would be unreasonable not to recover excess
earnings as well, particularly if there were any nmerit to
Staff’s claimthat the anpbunt of excess earnings is
substantially greater than the anount conputed by RG&E.
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In view of the Judge’ s conclusions on rate noderation
(that electric rates should not be reduced despite a |ower rate
year electric revenue requirenment, with the excess revenues
applied to anortization of deferrals), RGE does not take
exception to the reconmendation to use the excess earnings now. 2

Staff takes exception to the Judge’ s approach to
conputi ng excess earnings, which uses the Conpany’ s anounts as a
starting point for his adjustnents. According to Staff, this
"ignores many of the adjustnents Staff made during years 1-4."3°
Accordingly, Staff suggests that we adopt its estinmate of excess
earni ngs now, subject to reconciliation upon conpletion of
Staff’'s audit.

RG&E replies that starting with Staff's estimte,
which it says is "grossly bloated, "3 creates a probl em of
undoing Staff's rate noderator later if Staff's positions are
not all ultimtely upheld.

The Judge resol ved the excess earnings issues as they
were presented to himby R&E and Staff, and we will resolve the
exceptions in the sanme way. W will not |eave the nmajor issues
presented here to be decided in the audit process. |If our
figure for excess earnings does not agree with Staff’s, we w ||
not adopt Staff’'s estimate. The figure we adopt, however, wll
be subject to further possible nodification, pending the result
of the fifth-year excess earnings review process.

9

2. Tenporary Cash I nvestnents
Al t hough it had not previously done so, R&E in its
rebuttal presentation, for COB2 years 1-4, included tenporary
cash investnments (TCls) in the excess earnings conputation
pl aci ng TCl bal ances in rate base and including the interest

29 RG&E had been concerned that using the excess earnings now,
together with the rate reductions proposed by Staff, would
result in rate disruptions later if the fifth-year results
changed after any controversies pertaining to them were
resol ved.

0 staff's Brief on Exceptions, p. 12.
31 R&E' s Brief Opposing Exceptions, p. 23.
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they generate in the return conputations. The Judge resol ved
the issue in a traditional fashion, noting that in conputing an
allowed return for setting rates prospectively, TCls are
traditionally excluded fromrate base, except in a limted
circunstance where TCls are appropriately generated to
pre-finance construction, so that the excess financing
undertaken for that purpose is reasonable.® He excluded TC's
fromthe excess earnings conputation, on the grounds that at

| east sone of the TCls resulted fromretai ned excess earnings,
and that RG&E had not denonstrated a legitinmate basis for

i nclusion of any of them

On exceptions, RG&E argues that it is appropriate to
include all TCls in the excess earnings conputation, but it
offers an extra-record conputation of anounts allegedly
generated as a result of justifiable pre-construction
financings. According to the Conpany, even TCls that m ght not
appropriately be included in rate base prospectively are
properly included in rate base in the historic period for
pur poses of conputing excess earnings. The determ ning factor,
R&E contends, should be that the TCls were ultinmately used to
retire debt, comon stock, or preferred stock, or were
reinvested in the business.

Staff replies that it does not accept a general rule
that even TCls associated with common stock pre-financings
should be included in rates. Regardless, Staff argues, the
Conpany's analysis alleging the proportion of the TCls that fal
in that category is extra-record and cannot be consi dered, since
its witness failed to provide that analysis at the hearing.
Staff contends the Conpany should not be able to supply the
anal ysis on exceptions, where there has been no opportunity for
Staff to conduct discovery, cross-exanm ne wtnesses, or conduct
its own anal ysis.

32 As RG&E argued to the Judge, it can be econonic to issue
stocks or bonds in large |lots, generating nore cash than is
I medi ately needed. The excess proceeds are then placed in
TCls, to partially offset the additional financial cost.
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To begin, we reject R&&E s argunent that the ultinmate
di sposition of these funds is the determning factor. How these
funds are eventually used has no bearing on how they shoul d be
treated for ratemaki ng purposes before they are di sposed of.

The consi derations applying to inclusion or exclusion
inrate base of TCls in conputing excess earnings achi eved
during the historic rate plan period are, as the Judge
concl uded, the sane as the considerations applying to TCl's
prospectively (in setting rates). In setting rates, we estimate
t he working capital requirenent necessary to run the business,
and that anount is included in the rate base. Cash is not an
efficient asset, for it generally earns |ow, taxable interest.
Therefore, we do not require custoners to provide a return on
cash in excess of the nmeasured working capital requirenents,
unless it can be shown that the excess was created by sone
activity that would save custoners noney or avoid higher cost in
the future. An exanple mght be an early financing, if interest
rates are expected to rise, or a potential decline in bond
rating.

There is no evidence in the record show ng that any of
the TCls at issue are appropriate for inclusion in rates, or
even establishing the source of the TCls. W cannot accept the
utility's belated presentation on exceptions. And that
presentation, even had it been tinely made, would fail, for it
i ncl udes no assertions about how custonmers may have benefited
fromthe excess cash.

In any event, the Judge’s disposition is a reasonable
result. It allows RGE to keep the interest earned on TC s,

i ncl udi ng those generated by plant sales or excess earnings
achi eved during the plan, but holds the Conpany responsible for
the actual cost of |ong-termdebt and preferred stock while
attributing the bal ance of earnings to common equity. RG&E s
exception is denied.

3. "Book-to-Reqgul atory" Adjustnent
The "book-to-regul atory" adjustnent was nade by the
Conpany for the first two years’ conputation of excess earnings.
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Essentially, it was done to renove itens classified as
non-operating inconme fromregulatory equity bal ances. Since the
regul atory equity balance is the denom nator of the equity
earnings ratio upon which the excess earnings determnation is
based, excess earnings would be inproperly defl ated unless these
anounts were renoved.

The Conpany di scontinued the adjustnment in years three
and four, based on its conclusion that it produced a doubl e-
count. That is, its witnesses explained, the "Earnings Base-
Capital allocation process already distributes the actual anount
of capital being used to run the business between Electric Rate
Base, Gas Rate Base, and itenms not in rate base."3® Nonetheless,
Staff made the adjustment in the third and fourth years. The
Judge rejected the Staff’s adjustnent when it was di scussed only
by the Conpany in brief. On exceptions, Staff says the
adjustnent is still valid, as the Conpany’s doubl e-count
argunent does not enconpass all of the book-to-regulatory
adj ust nent s.

The Conpany responds that Staff has not indicated any
flaws in its doubl e-count argunent, or shown why exanpl es RGE
advanced in support of it are flawed. Its w tnesses had
testified the "AFDC has al ready been excluded from the Comon
Equi ty Supporting Regul ated Assets through the allocation of
capital and the 'Book to Regul atory Adjustnent' would be a
doubl e- count, "3 and expl ai ned that the book-to-regul atory
Adj ustment woul d violate I'RS and Commi ssion regul ations as to
the anortization of deferred ITC "

Staff’s adjustnent remains unsupported, and its
exception is denied.

33 Tr. 1089.
34 Tr. 1090.
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4. Incentive Conpensation

R&E t akes exception to the exclusion of PPP costs
fromthe excess earnings conputation. The Judge partially
i ncluded PPP costs in the rate year, on the ground that
hi storical PPP awards may have becone regarded by enpl oyees as
effective base pay increases (See B.1.d. above). But he found
i nproper inclusion of any PPP costs in the excess earnings
conput at i on.

R&E advances the sane argunent for inclusion of PPP
costs here that it makes for including themin rate year revenue
requi rement, contending that PPP costs are | egitimte business
expenses. The Conpany al so argues that it is proper to
recogni ze the enployee role in achieving the historical excess
ear ni ngs.

In reply, Staff maintains that only those payrol
costs that would properly be recognized in rates should be
reflected in the excess earnings conputation. Staff states in
its brief on exceptions, however, that the Judge deducted an
excessi ve anount for PPP costs; the adjustnent should be
$1.9 million, not $2.4 mllion.

As di scussed above, we are not providing rate year
funding for this programgiven its anorphous and ill-defined
character and the lack of any identified custonmer benefits from
it. The Conpany explains its past PPP paynments during the COB2
Pl an as awards nade to al |l ow enpl oyees to share in, and
presumably to sone degree to recognize themfor, its earnings
success.

The follow ng table conpares PPP paynents in each year
with the excess earnings we have found the Conpany achieved in
each year:

PPP Paynents Excess Earni ngs
($ mTlions) ($ nmilTions)
Year 1 2.9 11. 8
Year 2 5.7 18. 2
Year 3 3.0 34.4
Year 4 4.1 45. 4
Year 5 3.1 (74.5)
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As shown, the paynents do not correlate well with excess
earnings, and, in fact, substantial PPP paynents were nmade in
the fifth year, when earnings sharply declined. The Conpany
itself considers its excess earnings to be even | ower than we
have found. In these circunstances, the Judge understandably
found no coherent basis for these paynents in the Conpany's
presentation. There is no record basis for concluding that
these historical awards reflected any specific aspects of

enpl oyee performance, or even R&E s financial perfornmance.
These were discretionary expenditures in excess of the base
payroll used to set rates for the COB2 Plan period, and they
have been directly attributed by RGE to its earnings excess.
Therefore, these costs are properly funded by sharehol ders, and
shoul d not be funded with the custoners' share of excess
earnings. RG&E s exception is denied.

5. Itens Deferred Prior to the Rate Pl an

Staff sought to include in earnings gains taking place
prior to the COB2 Plan, including certain Nine Mle 2 credits,
gain on the sale of property, and Departnent of Energy (DCE)
interest. The Judge agreed with RGEE that the COB2 Pl an
provi ded that all anpunts due to custoners as of June 30, 1997
were deened elimnated as of the effective date of the COB2
Pl an, and he disallowed the Staff adjustnents.

Staff takes exception, denying that the COB2 Rate
Order allows the Conpany to keep the DCE interest. As to the
Nine Mle 2 credits and the gain on |land sale, Staff reasons
that the COB2 rate reductions were funded by these credits, and
since the COB2 rate reductions are reflected in the regulatory
earni ngs, so should be these offsetting credits. |t argues that
if adifferent result was intended the COB2 O der would have so
st at ed.

RGXE replies that there is no anbiguity in the COB2
Plan as to the elimnation of anmobunts owed custoners prior to
June 30, 1997. Thus, the Conpany argues, these anounts cannot
be counted in the excess earnings conputation.
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The Conpany's position that the deferred amounts
cannot be counted in the excess earnings conputation does not
follow fromthe provision that anmounts previously owed to
customers were elimnated in the COB2 Plan. The deferral
anounts were extingui shed and reported to earnings by RG&E
during the COB2 Plan, and it benefited by elimnating debt it
owed to ratepayers, naking the debt no | onger avail able to fund
future rate decreases.

We nust reject R&E s argunent that this benefit is
sonehow negated by the conputation of excess earnings. The
earnings conputation is the "return on a regulatory basis for
regul ated operations,"” which neans that it is conducted in the
normal fashion, treating only certain specified itens bel ow the
line.® The COB2 Plan, therefore, does not provide for
bel ow-the-line treatnent of these 1 QUs, as requested by the
Conpany.

The COB2 Pl an provides a bal ance of benefits to and
commitments fromboth the RGE and its custoners,3® and further
provi des that the "comm tnents and assurances are inextricably
interrelated. "3 It also provides for rates set at a |level that
is "just and reasonable to both customers and sharehol ders. "3
Anmong the several benefits received by RGE is the elimnation
of the anpbunts at issue here, and anong the several benefits
recei ved by custoners is the right to share in excess earnings,
conputed as provided for in the COB2 Orders. Staff's exception
i's granted.

6. Nne Mle 2 Managenent | ncentive
Staff proposed to exclude Nine M| e 2 managenent
i ncentive costs. The Judge rejected this adjustnent, noting
that Staff had not addressed the Conpany’s position that these
were legitimte operating costs that RGE was obligated to pay

3% coB2 Agreenent, 741.
% coB2 Agreenent, f778(a) and 78(b).
3 1d., at 178(c).

38 | pid.
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as a Nne Mle 2 cotentant, and that they had been used in
revenue requirenments in the past. Staff, on exceptions, argues
that these cost are no different fromany of the other incentive
conpensation (I CP) costs that it has argued for disallow ng,
both in the rate year and in the excess earnings conputation.

RGXE replies that its argunents for the inclusion of
| CP costs in rates are sound. Moreover, RG&E argues, these
costs are not within its control, as a cotenant of Nne Mle 2,
and it could not have avoided them

These paynents were not discretionary to R&RE, as its
own nmanagenent bonus paynents are, since they were required of
co-tenants. Staff’s exception is denied.

7. Comon Expense All ocations

Staff argued that RG&E inproperly applied to electric
an increase in the allocation of conmmbn Adm nistrative and
Ceneral (A&G expenses between electric and gas in the rate year
ended June 2001. New allocation ratios were adopted effective
January 1, 2001, and although Staff does not object to the
prospective use of the new allocation ratios, Staff objects to
using themfor the regulatory earnings conputations. The Judge
rejected Staff’s adjustment,®® despite Staff’s argunent that our
rul es pertaining to accounti ng changes were not followed, on the
ground that since the new allocations were used in the gas rate
pl an, they should be used here as well.

Staff excepts, arguing that the change was not
aut hori zed by either the electric or the gas plan. Staff
mai ntai ns that the change, which was nmade two nont hs before the
gas rate joint proposal was approved, was not authorized or
approved by the order in that proceeding. Staff asserts that
this was "an unaut horized change in accounting that has
signi ficant adverse inpacts,"*® that RG&E s proposal s viol ate our

39 staff testified the adjustnment would be $2.2 nillion for the
first half of 2001, and RG&E reported to the Judge that the
anmount for the fifth year would be $4.4 nmillion.

“Ostaff’s Brief on Exceptions, p. 14.
- 43-



CASES 02- E-0198 & 02-G 0199

regul ati ons, and that they constitute retroactive ratenaking.*
Noting that RG&E reported the fifth-year allocation change to be
$3.4 million ($5.2 mllion pre-tax), Staff requests a
$4.8 million inputation to electric earnings.

R&E responds that the Judge properly recogni zed that
a change for one departnent requires a change for the other.
Mor eover, RGE argues, nerely updating rates is not a change in
accounting requiring notification, since the "existing
mechani sm' was not changed. *?

This is not a change of accounting, and, therefore,
t he Conpany did not violate our regulations by failing to report
the change in allocation ratios. It is necessary to use the
sanme ratios in both the gas and electric proceedi ngs, and Staff
accepts this allocation change going forward. Staff's exception
i s deni ed.

8. Qut-of-Period Accounting Corrections

Staff proposed an adjustnent relating to "Qut-of -
Peri od Accounting Corrections” which, according to the Judge,
i ncreased 1998 after-tax inconme by $1.3 mllion. RG&E cl ai ned
the adjustnent to be inproper, for it did not relate to 1998 (or
| ater) operating costs. Finding no Staff refutation of the
Conpany’s argunent, the Judge denied the adjustnent. Staff
excepts, stating that its adjustnent related to the period
July 1, 1997 through June 30, 1998, the first year of the COB2
Pl an.

According to Staff, it continues to audit R&E s
| atest clains regardi ng excess earnings, and while it could be
true that the adjustnents do not relate to 1998 and | ater years,
they do relate to 1997, and at |east the last six nonths of 1997
are part of the excess earnings filing.

“1 What woul d have been retroactive ratemaking, Staff testinony
i ndi cates, was a Conpany suggestion that electric earnings for
the entire five-year plan period be reduced by $22 mllion to
reflect the changed allocation ratios. Tr. 1650.

“2 RG&E's Brief Opposing Exceptions, p. 28
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RG&E, however, points to the testinony of its
W tnesses that the corrections in question, although recorded in
1998, related to anpbunts recorded outside of the COB2 Pl an
peri od.

Staff’s adjustnent apparently relates to an out-of -
period correction that should not affect excess earnings.
Accordingly, we do not address Staff's exception here, but we
may revisit this and simlar itens when Staff's audit is
conpl et e.

9. Oher Staff Adjustnents

The ALJ rejected two Staff adjustnments to electric
regul atory incone, relating to OPEB carrying charges and
i nventory obsol escence. 1In each instance, Staff says that it
continues to audit "late clains" nmade by the Conpany. Although
it does not except to the rejection of the inventory
obsol escence adjustnent, Staff disagrees with the anmount of the
OPEB adj ustnent. The Conpany’ s adjustnent for rate year 2
shoul d be $900, 000, not $569, 000, Staff contends, because it
shoul d have used a 60% al | ocation factor to electric rather than
50% and the anobunt of post-1997 OPEB carryi ng charges was
verified to be $2.055 nmillion, not $2.612 mllion.

R&E responds that Staff appears to be correct as to
the allocation factor, but incorrect as to the bal ance of the
adj ustnent. Because the correct tinme reference is to post-1996,
not post-1997, OPEB, the data support the figure of
$2.612 mllion.

We accept the Conpany's expl anation on the OPEB
adj ustment and adjust it accordingly.

10. Interest on the Custoners’ Share
The Recommended Deci sion includes interest, as
proposed by Staff, on the custoners’ share of excess earnings.
The Judge concl uded that the absence fromthe COB2 Plan of a
specific provision for interest on excess earnings is not
controlling; that interest on deferrals is required by the plan;
and that it is only reasonable to provide interest on excess
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earnings while deferred costs charged to custoners are
accurul ating i nterest charges.

The Conpany excepts, repeating its argunment to the
Judge that because the total anmount of excess earnings was to be
determ ned after the end of the COB2 Plan's five-year term the
COB2 Order did not contenplate accunul ated i nterest on excess
earnings. RGEE al so reiterates another argunent, dism ssed by
t he Judge as unsubstantiated, that the reacquisition of common
stock with the excess earnings provided a benefit akin to
interest to custoners through the conputation of the excess
earnings,* with the result that there is no practical need for
i nterest.

In response, Staff asserts that the parties to the
COB2 proposal always intended to provide interest on excess
earnings, and that Staff testified in the COB2 proceeding,

W t hout controversy, that excess earnings due custoners would
accrue interest at a 9% rate.*

The provision of interest on the custoners' share of
excess earnings is consistent wwth the | anguage of the COB2 Pl an
and the intent of the COB2 Orders. There is no provision in the
pl an for considering stock reaquisition in the conputation of
excess earnings. Any effect on excess earnings of stock
reacquisition is an unrelated matter having no bearing on the
interest issue. The Judge’s interpretation of the COB2 Orders
and his reconmendation to accrue interest are reasonable, and
t he Conpany’ s exception is denied.

11. Sunk Costs
In order for RG&E to share in the excess earnings, as
noted at the beginning of this section, the cost deferrals
accunul ated during the termwould have to be | ess than one-half
of the excess earnings. The Conpany naintained that to be the
case, but Staff objected that RGE had inproperly included

43 R&XE refers to the increase in the ROE when the denomi nator in
the conputation, regulated equity, is decreased.

4 Case 96-E-0898, Tr. 404.
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certain Nine Mle 2, Oswego 6, and Kam ne Contract deferrals as
"sunk costs," excluding themfromthe total of deferrals taking
pl ace during the COB2 Plan. The Judge agreed with the Conpany
as to the Nine Mle 2 and Oswego 6 costs, but found that the
Kam ne Contract deferrals were not sunk costs and that they did
not pre-date the electric plan’s term?°

The Conpany excepts, arguing that the Kam ne
obligation arose earlier, though the actual agreenent and its
approval took place during the termof the COB2 Plan. The
facility had stopped operati ng and RGE had actually term nated
its purchased power agreenent earlier, RGE maintains,
effectively creating an obvious sunk cost, the need for recovery
of which was understood to be inevitable before June 30, 1997.

Staff responds, arguing that the Kam ne Contract costs
at issue could not be characterized as sunk costs because they
had not already been incurred prior to the COB2 Plan. Nbreover,
Staff continues, the COB2 Plan itself nerely recogni zed a
"purported" Kam ne obligation, and provided for additional rate
reductions if the Kam ne costs turned out to be |less than
predi ct ed. 4°

R&E s position is contrary to the express terns of
the COB2 plan since the Kam ne regul atory deferral did not arise
until during the plan. The expectation was that if there were
excess earnings, they would be applied agai nst deferred costs.
The Conpany was afforded an opportunity to benefit by retaining
sone of the first 50% of excess earnings even if sone of the
deferred costs, those defined as "sunk costs," were not offset.
We nodified an earlier version of the rate plan which woul d have
al lowed that first 50% of excess earnings to the utility,
because of our concern that provisions related to deferrals in
that earlier version would lead to a need for rate increases at
the end of the five-year plan. Accordingly, the deferrals
subj ect to 50% sharing were broadly defined as including al

45 The Judge found that the Kanine recovery conmenced with
execution of a G obal Settlenment Agreenent (Kam ne Settl enent)
in early 1998.

46 coB2 plan, Par. 2, p. 12; p. 18.
-47-



CASES 02- E-0198 & 02-G 0199

deferrals during the period of the rate plan,*’ the concept of
"sunk costs" was carefully defined in the rate plan, and both
definitions reflected our equitable balancing of sharehol der and
custoner interests. W also specifically provided for our
review of any deferrals, under the plan, including the Kam ne
deferral, by requiring a petition prior to any deferral and
recovery. The Judge correctly decided that the Kam ne deferral
was not booked, or even approved, prior to the COB2 Plan and,
therefore, was not a "sunk cost." The Conpany’s exception is
deni ed.

D. Property Tax Deferrals

As expl ained in the Recomended Deci sion, the COB2
Pl an provi ded that 50% of deviations from"base | evel" property
taxes were to be deferred, for late recovery, as required.

Staff conputed that $4.1 million is owed custoners ($5.4 mllion
with interest, and excluding the fifth year), but the Conpany
argued that it is owed about $1.35 nmillion.

This controversy stens fromthe definition of "base
taxes," which is actual tax costs for the twelve nonths ended
February 28, 1997, less taxes related to assets sold after
June 30, 1997. According to R&E, base taxes (after adjustnent
for a sale of property) nust be applied back to the start of the
COB2 Pl an, so that the Conpany woul d receive the benefit of the
effect of the sale on deferrals throughout the terms entire
five years. This would increase any deferred under-recovery,
and decrease any deferred excess recovery. Staff argued that
the adjustnent to base taxes should be applied prospectively
only. The Judge agreed with Staff, and RGE excepts.

The Judge anal yzed the COB2 Plan's terns, concluding
that, although not directly addressing the issue, they support
only a prospective application of adjustnents to base taxes for
property sales. RG&E s exception reiterates its position, but
does not address the Judge's reasoning. In reply, Staff asserts
that the Conpany’ s approach results in an uni ntended w ndfall,

471d., at fn. 66.
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and that R&E itself had until recently conputed the property
tax deferral using Staff’s approach.

The Judge’s interpretation of the COB2 Plan is sound,
and RG&E has not addressed his logic. As the Judge pointed out,
noreover, to apply the adjustnent retroactively woul d be
tantamount to permtting the Conpany to recover the property
taxes on any sold property tw ce, which would be a windfall to
the Conpany. RG&E s exception is denied.

E. Merger Savings

The Energy East/RGS nerger had not taken place when
t he Conpany filed the proposed rate increases in this case. The
parties agree that net nerger synergies, as approved in
Case 01- M 0404, should be reflected in the revenue requirenent
in this case. Accordingly, Staff proposes to reflect $2.7
mllion of nerger synergy savings ($1.9 mllion for electric and
$0.8 nmillion for gas), and would add the customer share of
nerger-rel ated "costs-to-achieve" to rate base ($7.5 mllion for
electric and $1.4 million for gas). Staff renoved gas supply
cost savings as an adjustnent to revenue requirenent, since such

savings if achieved will automatically flow to custoners through
the gas adjustnent clause (GAC) in the rate year.

The Judge adopted R&E s proposal to put the
shar ehol der share of costs-to-achieve in rate base as well as
the custonmers’ share, and Staff excepts. M takes exception to
the Judge’'s failure to recommend renedial action for alleged
vi ol ation of nerger prom ses, and Staff indicates its support
for M’'s position.

1. Deferral Before New Rates
Under the Merger Joint Proposal, all costs-to-achieve

and gross savings attributable to the period prior to the
effective date of new rates are to be deferred. The Recomended
Deci sion reported an apparent controversy between RGE and
Staff, with the Conpany appearing to argue that Staff’'s rate
case adjustnent inproperly reflected savi ngs conmenci nhg on

July 1, 2002. The Conpany argued that any costs and savi ngs
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occurring before newrates are effective are to be deferred,
Wi th anortization to begin on the effective date of new rates
(January 14, 2003).

On exceptions, Staff states that there is no issue, as
it agrees with the Conpany on the anounts in rate base for
merger costs. In its brief on exceptions, R&E seeks to clarify
the quantification and ratemaking treatnent of net merger
savi ngs (gross savings m nus costs-to-achieve), and it reports
that there is no disagreenent between the Conpany and Staff as
to the rate treatnment of net nerger savings, other than the
recovery of the sharehol der portion of carrying costs, discussed
in the next section.

According to R&&E, all of the actual costs incurred
and savings realized through January 14, 2003 have been and wl |l
be deferred.*® The net deferral will be a cost, since the costs-
to-achieve will exceed the gross savings before January 14,

2003, and that cost is to be anortized over a five-year period

fromJanuary 1, 2003 through Decenber 31, 2007. RG&E conti nues:
Commenci ng January 15, 2003, actual gross savings wll no
| onger be deferred and anortized, but wll be reflected in
I ncone for financial and regulatory accounting purposes in
the year they are realized. For the period January 15,
2003 t hrough Decenber 31, 2007, actual costs to achieve
will be deferred and anortized using a remaining-life
technique. . . The anortization of the actual deferred
costs (and savings through January 14, 2003) wll be
reflected in Inconme and the unanortized net-of-tax bal ance

of the actual deferred costs (and savings through January
14, 2003) will be included in Rate Base.*°

In its brief opposing exceptions, Staff indicates it
has several concerns about these clarifications. First, since

“8 pursuant to an order issued Decenber 31, 2002 in this
proceedi ng, although the proposed retail rates have been
suspended t hrough March 11, 2003 in this proceeding, the rates
eventual | y approved will be conpressed as if they becane
ef fective January 15, 2003.

9 RGE' s Brief on Exceptions, p. 32. RGE cites Cases 01- M 0404
et al., Energy East Corporation, et al., Oder Adopting
Provi sions of Joint Proposal with Mdifications (issued
February 27, 2002).
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the ratepayers’ share of nerger savings are capped at the
anounts shown in Appendi x A of the Merger Agreenent, Staff
argues, the anmount of costs-to-achieve should al so be capped.
Moreover, Staff argues, the anortization of the nmerger costs
shoul d start at the beginning of the rate year, not January
2003. Thus, the controversy reported by the Judge does appear
to exist between RGE and Staff, and an additional issue has
energed as wel |

First, we agree with Staff that, under the nerger
agreenment's approved Joi nt Proposal °° the costs-to-achieve are
capped, as are the savings. W do not agree with Staff,
however, that the anortization should begin retroactive to the
begi nning of the rate year in this proceeding. The deferral
begins at the date of the nerger, but actual recovery of the
anorti zed costs-to-achieve begins wwth the effectiveness of new
rates in this proceeding (January 14, 2003).

2. Deferral and Anortization After New Rates

Because custonmers cannot receive the Conpany’s share
of merger savings, Staff reasoned, they should not have to pay
carrying charges on the costs incurred to achi eve them
Therefore, Staff opposed the Conpany’s proposal to include the
sharehol der as well as the ratepayer share of deferred
costs-to-achieve in rate base. The Judge agreed with the
Conpany that, with savings recogni zed currently and costs
anortized over a five-year period, the sharehol der portion
shoul d be included in rate base as well.

Staff excepts, arguing that the Joint Proposal does
not provide for interest on the Conpany’s share of nerger costs.
To provide interest, Staff asserts, would erode the custoners’
share of nmerger savings. |Its position is "fair and bal anced,"
Staff continues, because ratepayers pay for their share of the
costs-to-achieve along with carrying charges, and RGE shoul d be
treated the sane.

0 Ex. 171, App. A
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RG&E responds that while the Joint Proposal does not
explicitly provide for carrying charges on the Conpany’s share
of costs, it does not preclude themeither. Any |ack of bal ance
here, R&E posits, stens from Staff’'s refusal to provide a
return on deferred costs required to achi eve the synergy savings
Staff woul d pass through before they are actually achieved on a
net basis. If it is not permtted to earn a return on its half
of the deferred costs, R&E asserts, then it should be permtted
an equity return on the additional retained earnings that
results fromits half of the early sharing under Staff’s
appr oach.

There is no dispute that the custonmer half is treated
properly, for if cost recovery is deferred, there nust be
carrying charges on the deferred bal ance. However, under the
Merger Agreenent, the Conpany's share of the costs-to-achieve
are not to be recovered fromcustoners at all. Therefore,
al t hough the Conpany may defer the wite-off of these costs, we
will not provide a return on them The timng difference
bet ween recognition of the costs and the savings has no bearing
on this conclusion. Staff's exception is granted.

3. O her Proposals

The Judge rejected a request by Staff and M for
action in response to the Conpany’s alleged failure to live up
to merger comm tnents, concluding: "Although vigilance is
requi red where hol ding conpany commtnents and responsibilities
are concerned, the information provided in this case is
i nadequate to support any punitive action, or a recomendation
that the nmerger savings conputation be made the subject of a
formal investigation."®!

These parties except. Staff argues: "The failure by
the Conpany to live up to its commtnents has serious negative
consequences, both financial and operational, and if |eft
unchal l enged wi Il erode public confidence in the utility and the
systemof regulation. As a result, we urge the Comm ssion to

R D, p. 62.
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consi der whet her and under what conditions RG&E s sharehol ders
shoul d be allowed to retain merger savings."® M argues that
the Judge erred in concluding that the issue is not ripe for
consideration in this proceeding, and that this is the proper
forumfor enforcing the nerger prom ses. M opposes recovery by
RGXE of its share of nmerger savings before it denonstrates
conpl i ance.

According to M, it appears the RGE and Energy East
are failing to honor many of the prom ses they nade in support
of approval of the merger. It asserts that: (1) the corporate
headquarters of RGS Energy, NYSEG and R&E are not being
rel ocated to Rochester as planned;®® (2) RGE is planning to
cl ose regi onal custoner service centers, in contravention of
assurances that the petitioning conpanies have no plans to
reorgani ze of close them® (3) RG&E expects to have involuntary
wor kf orce reductions, in contravention of assurances that there
were no plans for involuntary workforce reductions:® (4) on
information and belief, the former CEO of RGXE was forced out of
RGS Energy and R&E by Energy East, in contravention of its
agreenent that he woul d be appointed to the Board of Directors
of Energy East along with two RGS Energy outside directors;®® (5)
the Board of Directors of RGS Energy was al so to have incl uded
that individual, who woul d be in charge of RG&E and NYSEG, °’ and;
(6) the promse to increase the | evel of charitable
contributions to and community invol venent with, Rochester has
not been net.°>®

M argues that RG&E has conceded that NYSEG s
headquarters is still located in Binghanton, and that it plans
to close custoner service centers with potential involuntary

®2gtaff's Brief on Exceptions, p. 18
3 Joint Petition, pp. 2, 9.

*1d., p. 16.
> |d., pp. 3, 18.
*°1d., p. 9.
°"1d., pp. 9-10.
*%1d., p. 16.
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| ayoffs. Moreover, M continues, the Conpany woul d not respond
to discovery questions concerning the conposition of the RGS and
Energy East Boards of Directors, and no plans have been reveal ed
for greater community invol vement in Rochester

RG&E responds that it has abided by all of the
commtnents made in the Joint Proposal. Although the NYSEG
corporate headquarters remains in Binghanton, R&E states, NYSEG
is without a CEO since the retirenment of its CEQ and
approxi mately 40 enpl oyees of Energy East (EEMC) are expected to
be |l ocated in Rochester during 2003; Energy East’s commtnent to
the Rochester area is evidenced by its decision to |locate the
consol i dated Conputer Data Center for all of Energy East in
Rochester. Moreover, R&E contends, RGE nust find about $117
mllion of nmerger-related synergy savings for the first five
years of the nmerger, and the Conpany has been forced to respond
to a deterioration of its financial condition since the filing
of the merger petition. The closing of custonmer service offices
and any workforce reductions, RG&E continues, are a response to
t hese factors.

It is essential that Energy East, RGS Energy, and RGXE
honor their nerger commtnents. However, we will not specul ate
as to the reasons for the retirenment of a fornmer RGS Energy CEQ
and we woul d be reluctant in any event to interfere wth high
| evel managenent appoi ntnent decisions. It is also premature to
concl ude that Energy East has abandoned its commitnent to
Rochester, and we are investigating the planned custoner service
of fice closings, as noted above, in a separate proceeding.

Al though we will nonitor these matters in the future, we wll
not revisit the nmerger savings sharing plan at this tine. The
Staff and M exceptions are deni ed.

F. Rate Base
1. Wrking Capital /D vidends Decl ared
The Conpany increased its working capital allowance to
include $6 nmillion of retained earnings for anobunts recorded in
t he dividends declared account. Staff sought to reject the
adj ustment, arguing that dividends declared do not have any
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i npact on retai ned earnings bal ances and, therefore, should not
be reflected in working capital. RG&E responded, however, that
di vi dends reduce retai ned earni ngs when they are decl ared; and
because dividends decl ared nust be considered a part of
capitalization supporting rate base until they are paid, they
are properly included in capitalization for purposes of
conputing working capital. Persuaded by that analysis, and
finding Staff’s adjustnent unclear, the Judge accepted the
Conpany’ s position.

On exceptions, Staff argues that the lack of clarity
lies in the Conpany’s approach, which it says adds divi dends
declared to a fictitious retained earnings balance. |In argunent
to the Judge, Staff had contended that the Conpany’ s retained
earnings anmount is a conputed ("plug") figure, which does not
appear on the Conpany’s books. Staff asserts it has now
conpared the Conpany’s derived retai ned earni ngs balance to the
average anmounts reported on the Conpany’' s SEC 10K/ 10Q filings.
According to Staff, the average of the five quarters ended
Decenber 2000 t hrough Decenber 2001 cones to $12.7 nillion |ess
than the derived retained earnings anounts used by the Conpany
for the historic test year. Simlarly, for the last two
quarters of 2002, Staff says, the reported anounts are | ower
than the derived amounts. Accordingly, Staff says, its
adjustnent is, if anything, conservative.

The Conpany responds that it conputed its worKking
capital allowance by subtracting the actual average earnings
base for the 2001 historic test year fromthe actual average
mont hly capitalization for the same period. Since dividends
decl ared support earnings base until paid, they were included in
capitalization. Wthout disputing the theoretical propriety of
i ncl udi ng dividends declared in capitalization, RGE continues
Staff offered an unsupported argunent that dividends declared do
not have any inpact on retained earnings balances. Staff’s
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conmparison is flawed, RGE nmintains,® and Staff’s use of only

five data points understated actual retained earnings by $4.3
mllion. Assum ng agreenent on the base anount of retained
ear ni ngs, RG&E contends, the issue boils down to whether

decl ared di vidends must continue to be considered a part of
capitalization supporting rate base until after they are paid.

Staff and the Conpany apparently agree on the theory
under | ying the book accounting for dividends declared and on the
t heory underlying a working capital nodification for dividends
decl ared. Under normal accounting, dividends decl ared reduces
retained earnings and a liability is established until the
dividend is actually paid. Under normal working capital
cal cul ations, dividends declared are added to retai ned earnings
until such tinme as they are paid, since the dividend has no cash
fl ow consequences until paynent.

Staff and RG&E di sagree about whether RGXE' s rate case
accounting actually produces a reduction to the retained
earni ngs bal ance for dividends declared. Staff alleges it does
not, because R&E' s retained earnings figure is a conputed, or
"pl ugged” anount, not an anount that appears on the Conpany's
books, and divi dends declared do not have any inpact on retained
earni ngs bal ances calculated in this manner.® RG&E conversely
argues that its retained earnings figures are reduced for
di vidends, and it provides, in Schedule C of its Brief Opposing
Exceptions, a schedul e showi ng how retained earnings are reduced
for dividends decl ared.

Schedul e C shows per-book anpbunts, and it is not
responsive to Staff's criticismthat the retai ned earnings at
issue in the rate case are a conputed figure, not an anpunt that
appears on the books. Gven the relatively straightforward
mechani cs of this cal cul ation described above, if the record

9 staff clains the reported test year average retained earnings
is $182.2 million, $12.7 mllion less than the Conpany’s
"derived" $194.9 mllion; RGXE says it actually used
$186.5 million plus $6.0 mllion for dividends decl ared,
totaling $192.5 million.

60 Tr. 1613.
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contained information on the retained bal ances used in the
wor ki ng capital calculation, this issue could easily be
resolved. Staff's testinony prevails on this issue, since the
Conpany did not refute the Staff adjustnent in its rebuttal.
Staff's exception is granted.

2. Accunul ated Deferred I ncone Taxes (ADI T) Updates

Staff requested rejection of sone very | arge updates
to Federal and State Accunul ated | nconme Tax Bal ances that were
presented at the tine of the rebuttal filing. Staff asked for
rejection of the updates because they were unexpl ai ned, and
Staff could not verify or react to them The Judge rejected the
Conmpany’s charge that Staff’s position was disingenuous, and he
recommended that we consider the update adjustnments only if the
Conpany coul d denonstrate their validity to Staff.

No exception was filed to this result. However, Staff
inits brief on exceptions denied the Conpany’s claimthat this
was a topic discussed with on-site Staff in April 2002 and in
Novenber 2002, after the hearings. In its Brief Opposing
Exceptions, the Conpany states: "Since the parties have been
unabl e to resol ve the disputed adjustnents, RGXE nust now
present its exceptions."®!

According to R&E, Staff has sinply refused to take
the tine to understand what are valid and easily understood
adj ustments. One adjustnent (to accunul ated deferred i nvest nent
tax credit (ADITC) as well as ADIT) was intended to repl ace
ten-nonth actual and two-nonth estinmated base year 2001 data
with twelve nonths of actual data. According to the Conpany,

t hese changes are consistent with al ready accepted test year
ADIT | evels. The balance of the update RG&E attributes to a
change in the deductibility of the |oss associated with the sale
of the NNne Mle 2 nuclear facility.

As the Judge pointed out, the burden of proof is on
t he Conpany to show such an increase in costs, and that includes
filing updates with a full explanation in testinony, at a tine

®l RG&E Brief Opposing Exceptions, p. 40.
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affording Staff a reasonabl e opportunity to present any
objections it may have. As explained by the Judge, that did not
happen in this proceeding. Mreover, the Conpany did not take
exception to the rejection of these updates, and only renewed
its advocacy of themin response to a Staff challenge to rel ated
assertions made by the Conpany. RG&E s bel ated exception is

deni ed.

3. Construction Slippage

Staff alleges that the Conpany’s gas construction
budget is overstated when viewed in light of historic
experience, and it proposes an approximately $4 million rate-
year rate base reduction, and a reduction in annual depreciation
expense of $102, 000.

The Conpany responds that these are adjustnents that
were not presented to the Judge, and cannot properly be nade for
the first time on exceptions.

Al though there is evidently discussion of these
proposals in Staff testinony, they were not briefed to the
Judge. No reasonabl e exception can be taken to the Judge’'s
failure to accept these adjustnents when they were not presented
to himin brief, nor can the Conpany be responsible for
addressing adjustnents that were not briefed and were,
therefore, presumably w thdrawn.

Accepting the Conpany's construction budget intact,
which rejects a staff slippage adjustnent relating to cast iron
repl acenent, | eaves the record in this proceeding unclear and we
take this opportunity to clarify it and express our expectations
of what we expect the Conpany to acconplish in the area of gas
safety (reliability). The Judge rejected a staff proposal that
woul d establish a rate adjustnent if a certain | evel of
unprotected steel services and mles of cast iron and base steel
gas nmains were not replaced. W agree. This conclusion is
based in part upon a finding by the Judge that the record
indicates R&E s programis pretty much in line with the
requi renents of the gas agreenent established in the prior
proceedi ng, for the programwas funded at an expected | evel of
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$4.75 mllion per year. The record in this proceeding
establishes that R&GE is replacing a greater anmount of mains and
expendi ng consi derably nore capital dollars in so doing than
previously required. |In fact, in the year 2001 t he Conpany
replaced 13.2 mles of cast iron mains and 19.7 mles of bare
steel pipe and replaced 609 unprotected steel services, at a
cost of approximately $7 million. W are accepting a budget for
t hese replacenents in this case of $6.5 mllion for |ike work
because of the high priority in which we hold gas safety.
Therefore, we wll not accept a contention that the targets
established in the | ast proceeding are acceptabl e now.

At the level of funding RGE has sought and is
included in the revenue requirenent for gas service, it should
be able to replace the 1000 services originally proposed by
Staff and approximately 25 mles of mains. Priority should be
given to replacenent of at |east 1000 cathodically unprotected
steel services and eight mles of small dianeter high-pressure
cast iron main. The remaining funds shoul d be expended to
repl ace as nuch other cast iron and cathodically unprotected
steel main as possible. The Conpany should report to us its
pl ans to acconplish these goals and reconcile the expenditures
associated with service and gas nmain replacenents descri bed
above along with associ ated nunbers or m | eage as appropriate.

4. Working Capital/Operating Reserves

Staff increased the anmount of site renediation (SIR
reserve used to reduce rate base, and the Judge accepted Staff’s
adj ustnment, as corrected by the Conpany, wth one outstanding
issue remaining to be resolved. Staff indicated it would agree
to R&E s nodification with respect to the application of
i nsurance proceeds against the reserve, but only if it could be
denonstrated that no further insurance proceeds were |ikely.

In its brief opposing exceptions, Staff reports that
it has met wth the Conpany and is persuaded that further
i nsurance proceeds in the near future are unlikely.
Accordingly, Staff agrees wth the Conpany projections of growth
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in the SIR reserve. The Conpany’s projections are accepted in
pl ace of the Staff anpbunts used in the Recomended Deci sion.

G Rate of Return

1. Capital Structure

The Judge reconmended an overall rate of return of

8.26% based on a June 30, 2002 capital structure as shown in the
tabl e bel ow. However, he further recommended that at the tine
we decide the case, we use R&E s | atest actual capital
structure. He concluded that "an infusion of equity fromthe
parent, Energy East, would be appropriate to counter the effect
on capital structure of its acquisition of R&E."%? In their
briefs on exceptions, RGE, Staff and the Attorney General have
chal | enged the recommended capital structure.

Recommended Deci sion's Capital
Structure and Cost Rates for RGRE

Rati o Cost Rate Vi ght ed Cost
Long term debt 54. 2% 6. 93% 3. 76%
Preferred stock 4.3 5.24% 0. 23
Cust oner deposits 0.1 4. 70% 0.01
Conmon equity 41.4 10. 29% 4.26
Tot al 100. 0% 8. 26%

R&E accepts the Judge's recommendation to use the
Conpany's | atest capital structure and states that, in fact,
Energy East has increased its equity hol dings by investing an
additional $50 nillion in RGE.®® The Conpany in turn has
irrevocably conmitted itself to redeem $82 million of long-term
debt. As a result, RGE asserts the long-termdebt ratio wl|
decrease to approxi mately 49.5% and the equity ratio w |
increase to 46.1% Inasmuch as no party has suggested using
Energy East's capital structure, RGE clains that Staff's
references to Energy East's equity ratio are irrel evant.

2R D., p. 82.

®3 RG&E states that Energy East had made a similar infusion over
16 nonths ago with respect to NYSEG and Energy East has not
attenpted to recapture that equity infusion.
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The Conpany al so states that the cost of debt set
forth in the Reconmended Decision is in error. According to
R&E, it should be 7.14% which will drop to 7.12% when adj usted
for the anticipated redenption of debt.

Staff opposes the use of the updated capital
structure, arguing that Energy East's equity ratio is only 36%
and R&E' s bond rating and financial outlooks are directly tied
to Energy East's lowratio. |In addition, Staff maintains Energy
East has a history of wi ndow dressing the equity ratio of its
utility operations to fit the decisional dates in our
proceedi ngs. For exanple, Staff observed that in 1996 Energy
East paid dividends to itself from NYSEG dropping the ratio
dramatically. Then a week before the hearing on NYSEG el ectric
rates, Staff states, Energy East infused $100 million of equity
into NYSEG to increase its "actual" equity level for the
heari ng.

On a different matter, Staff reiterates its call for
an i nputed capital structure to reflect separate operations for
RG&E s transm ssion and distribution (T&D) and generation. For
T&D, Staff advocated an equity ratio of 40% (with a 9.5% ROE)
and, for generation, an equity ratio of 50% (with an 11% ROE)
resulting in a 41.87% conposite equity ratio and a 53. 8% debt
ratio for RGXE. Believing it is inportant to prepare for
unbundling, Staff reasons that the rates of return and revenue
requi renents on T&D and generation should be separately
determ ned. According to Staff, generation assets are riskier,
the financial community differentiates the risk, and it should
be reflected in this proceedi ng.

The Judge declined to use Staff's unbundl ed capital
structure, noting that using it leads to the sane result at this
point as Staff's bundled capital structure. He concluded:

It is not useful in the proceeding to separate
the T&D and generati on aspects of RGE' s

busi ness for ROE or capital structure purposes.
In the rate year, RG&E w Il be a regul ated
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consolidated enterprise. This issue can be
revisited when rates are unbundl ed. ®*

On exceptions, Staff points out that the Judge said "I
reconmmend that the Comm ssion require R&E to file proposed
commuodi ty-unbundl ed rates, in the manner suggested by Staff, by
90 days following the Commi ssion's order in this case."® Staff
explains that its method of unbundling included the division of
the rate of return into two segnents, one for generation and one
for T&D. According to Staff, there is no reason why ESCO
custoners should pay for the risk of RGE generation when they
are buying supply el sewhere and have to pay for the risk of
supply el sewhere. Staff notes the Judge agrees that the
comodi t y- unbundl ed rates should include the separate returns of
T&D and generati on.

R&E responds that (1) the Judge did not reconmend
t hat such unbundl ed rates should "include the separate returns
of T&D and generation" or anything el se about the returns for
those rates;®® (2) even if RG&E were to file unbundled rates as
recommended (to which it has excepted), it is unlikely that
heari ngs woul d be held, conmments woul d be submtted, and an
order inplenenting such rates would be issued during the rate
year; and (3) even if rates were unbundl ed, RGE wi |l continue
to be operated as an integrated entity for the full rate year.

We decline to update RGE' s capital structure for the
recent $50 million equity infusion. Doing so would raise the
requested equity ratio above R&E' s initially requested 44.1%
target ratio. The Judge rejected R&E s target ratio because it
woul d tend to hold custoners responsible for the inplications of
t he Energy East goodwi || created when it purchased R&E s assets
at $640 m | lion above book value. The downrating of R&&E' s debt
by rating agencies has been attributed on this record to the
merger and the inplications of the goodwill.® The Judge adopted

R D, p. 84.
®*R D, p. 94.
°®®* R D., p. 91.
®7 Sstandard & Poor's O editWek, April 11, 2001 (Ex. 65).
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R&E s 41.4% equity ratio based on its capital structure at the
begi nning of the rate year, June 30, 2002, enphasizing that
R&E' s custoners should not be held responsible for the cost of
regai ning an A rating.

We agree that the 41.4%ratio is appropriate for the
rate year, and we agree with the Judge that it is inproper to
require custoners to effectively conpensate Energy East for its
goodwi I | problem and to overcone the decline in R&E s
credi tworthiness caused by the nerger. The capital structure we
adopt reflects RGE' s underlying creditworthiness, unaffected by
t he merger.

We al so note that Standard & Poor's bond rating
reflects the fact that Energy East's corporate structure permts
the free flow of funds throughout its organi zation, and Standard
& Poor's assessnent that default risk accordingly is the sane
t hroughout the organization.® Updating the capital structure as
proposed by RG&E woul d be based on the fal se prem se that R&E
woul d benefit fromthe financial support. However, since no new
equity was actually issued by Energy East, given R&E s | ack of
financial insulation, its bond rating would renai n unchanged.

In future cases, R&E will have to denonstrate adequate
structural insulation fromEnergy East to justify granting a
rate of return based on a capital structure that exceeds the
profile of Energy East.

We al so agree with the Judge that the rate of return
shoul d be unbundl ed at the tine of compdity rate unbundling.®®

2. Return on Equity
The Conpany, Staff and the Attorney CGeneral have taken
exception to the RCE recommendati ons. The Judge recommended a
10. 29% RCE, whi ch was based on anal yses of proxy groups with a

®8 St andard & Poor's CreditWek, June 19, 2002 (Ex. 65).

®9 RG&E excepts to the Judge's reconmendation that we require a
filing of unbundled rates within 90 days of the date of this
order. We wll deny this exception, but accept RXRE s
suggestion that the filing be incorporated in an electric rate
proceeding, if one has been filed at that tine.
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2/ 3 weighting of the discounted cash flow (DCF) result (10.88%
and a 1/3 weighting of the capital asset pricing nodel (CAPM
result (9.13%. He did not adjust the ROE upward to reflect
selling and issuance costs. Both Staff and RG&E used proxy
groups, albeit different ones, to estimate their respective
ROEs. RGE noted that the use of a proxy group of conpanies
satisfied the time-honored principle that allowed returns should
be consistent with the returns on investnment of conparable risk.
Mor eover, the Conpany noted that use of a proxy group avoids
undue circularity that could be created by regulatory influence
(through rate setting) on investors' expected returns for the
specific conmmon equity of the regul ated Conpany.

R&E' s proxy group conprises gas and electric
utilities that derive at |east 80% of their operating revenues
fromelectricity and gas operations and had total capital
exceedi ng $10 billion, but it excludes conpani es whose ability
to maintain dividend | evels has been questioned by financi al
data sources and conpani es that are the known targets of
possi bl e takeovers.

Staff's proxy group included, anong others, conpanies
wth | ess than 80% of their revenues fromutility operations,
but Staff limted its group to utilities carrying an A rating.

R&E and Staff al so enpl oyed different financi al
projections. The Conpany relied on an average of 20 days worth
of data for the stock prices and data from Val ue Line and Zacks
| nvest nent Research (Zacks) for growh projections, while Staff
used six nonths of data, and data from Val ue Line and Merril
Lynch for its growh projections.
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a. The DCF Conputation

The DCF nodel estimates the market-required return
based on the ratio of the dividend to the stock price, plus
expected gromh. O the three neasures of growth presented by
R&E, nanely, sustainable growmh as estinmated by Val ue Line,
earni ngs per share estimates from Val ue Line, and anal ysts'
earnings estimates as sumari zed by Zacks, the Judge | argely
di scounted the Zacks data to estimate the appropriate ROE. He
suggested that the Zacks data inproperly reflect unsustainable
earnings growmh and are too diverse to inspire nmuch confidence.
Regarding Staff's proxy groups, the Judge expressed concern
about bias in Staff's dividend-per-share projections. The Judge
recomended that an average RCE of the two proxy groups be used
after excluding the Zacks data. Five exceptions were taken.

First, RG&E excepts, claimng that the Judge should
have relied on a diversity of estimates of expected grow h,
i ncludi ng Zacks, instead of estimates from just one source,
Val ue Li ne, because expected growh in the DCF analysis is
difficult to ascertain, in light of the current regqulatory and
financial uncertainties plaguing the industry. According to
R&E, Zacks earnings growh projections reflect a conpilation of
projections from nunmerous sources that produce a consensus of
grow h projections for the conpanies in the proxy group.
Further, the Conpany argues that Zacks sunmari zes the earnings
grow h rates of a nunber of disinterested analysts, which
i nfl uence both the current stock price and the DCF cost of
equity. Believing that investors often enploy the forecasts
publ i shed by both Zacks and Val ue Line as |ong-term growh
rates, RG&E clains that they thus represent the nobst current
estimate of |long-termgrowth, which should be used in
cal cul ating the cost of capital.

M supports the Judge's decision that the Zacks
earnings grow h data should not be used; it buttresses its
opi nion that dividend growh estimtes should be enpl oyed by
citing the Recommended Decision in the CGeneric Financing case,
whi ch st ates:
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The proponents have adopted a two-stage DCF
calculation. The first stage growh rate is
the dividend streaminplied by a conparison
of the first-year dividends forecast by

Val ue Line with the dividend projected by
Value Line for three to five years into the
future. The second stage growh rate is

al so derived from Val ue Line projections,

pi cking up fromthe end of the three-to-five
year period in the first stage and goi ng out
indefinitely.”®

Second, with respect to the dividend payout ratio,
R&E cl ai ns the Judge understated the inpact of such declining
ratios. According to RGE, payout ratios have declined since
1997, a trend it expects will continue into the foreseeabl e
future. Under these circunstances, the Conpany contends, growth
in dividends will be less than the growth in earnings because
the proxy group conpanies are retaining a greater fraction of
their earnings internally. Accordingly, RGXE reasons, this
visible trend in the proxy group's dividend payout policies
causes Staff's proposed growh rates to diverge fromthe
underlying growh rate for the proxy conpanies. Therefore, R&E
woul d di scount Staff's growh rate in deriving a DCF RCE in
t hese proceedings. The Conpany cal cul ates that inclusion of the
Zacks growth rate and elimnation of the Staff's growmh rate
rai se the Recommended Decision's DCF estimte by 70 basis
points, to 11.58%

Staff clains there is no bias attributable to the use
of data with declining payout ratios because investors price
stock on the basis of expected future dividends. According to
Staff, the Judge's criticismbasically inplies that when the
di vi dend payout is increasing, and therefore short-run dividend
grow h is higher than |long-run sustainable growh, it is wong
to recogni ze this higher short-run growh. Staff agrees that
t he hi gher short-run growth should not be recognized, for it
cones at the cost of |ower |ong-run sustainable grow h.
Simlarly, Staff reasons, when the dividend payout is decreasing
and short-run dividend growh is declining, the offsetting

% Case 91- M 0509, supra, Recommended Decision, p. 11.
-66-



CASES 02- E-0198 & 02-G 0199

effect is that long-run sustainable growh will be higher than
it would have been had dividend growh not declined. Staff
advocates reliance exclusively on Value Line D vidend growh
estimates to determne the short-run DCF growh rate.
According to M there is no support for RXE s
assertion that a decline in payout ratios is expected to

continue into the foreseeable future. Indeed, M asserts, if
Presi dent Bush's proposed elimnation of the double taxation on
di vidends is adopted, dividend growh rates may increase. In

any event, M believes R&E has failed to denonstrate why
di vidend gromh rates should be ignored when we have relied upon
themin DCF anal yses for decades.

Third, RG&E observes that the Recommended Deci sion
declined to adjust the RCE for the credit quality difference
bet ween the Conpany's equity and that of the proxy groups
proposed by Staff and reconmmended by the Judge. Instead, the
Judge attributed R&E s downgrading to BBB to its recent nerger,
consistent wth the expressed opinions of bond rating agencies.
The Conpany clains that its downgrading is consistent with
repeated observations in the financial press that rating
agenci es have becone stricter in the evaluation of utilities and
t hat downgrades have recently far outnunbered upgrades.
Mor eover, RG&E submts, Staff concedes that one reason for the
downgrade is RG&E s ownership of generation, particularly the
G nna nucl ear plant, which presents unique risks for regul ated
utilities.

RGXE cites the recommended deci sion issued in the
Ceneri c Financing case to support an adjustnent reflecting the
risk difference between the subject Conpany and the proxy group
used to determine that Conpany's cost of equity.’! Over the past
several nonths, R&E notes, the spread between Baa-rated and A-
rated utility bonds has ranged from50 to 80 basis points.
Therefore, it requests that an adjustnent of at |east 50 basis

"t Case 91- M 0509, Proceeding on Mtion of the Commi ssion to
Consi der Financial Regulatory Policies of New York Utilities,
Reconmended Deci sion (issued July 19, 1994).
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poi nts be added to the proxy group cost of equity to reflect
RGE' s hi gher risk

Fourth, Staff criticized the Judge's position that a
ni ne- basi s- poi nt ex-dividend adjustnent is needed. Staff
concedes that in the past it supported the use of ex-dividend
adjustnents to renove the known effect that the next quarterly
di vi dend paynment has on the stock price. Staff explains that
t he ex-dividend adjustnent was a necessary elenent of the DCF in
the I ate 1980s, when the price conponent of the DCF dividend
yi el d was conput ed based on prices over a 20-day tine period.
But, Staff asserts, the generic return approach adopted by the
el ectric and gas industry group in the Generic Financing
proceedi ng’? di spensed with the ex-dividend adjustment. One of
the maj or argunents agai nst the DCF approach in the past, Staff
asserts, was the idea that the use of a 20-day average price
could, for a variety of reasons (including the ex-dividend
effect), produce volatile DCF results. As a result, Staff
states, the electric and gas group opted to use a DCF price
conponent based upon six nonths of data, which would snooth the
effects of this approach and obvi ate any ex-divi dend adj ustnent.

Fifth, the Attorney General points out that on
Novenber 6, 2002, the Federal Open Market Committee lowered its
target for the federal funds rate by 50 basis points, to 1 1/4%
the Board of Governors of the Federal Reserve Bank approved a 50
basis point reduction in the discount rate, to 3/4% and ot her
interest rates have fallen in tandemw th these declines in the
Fed Funds rates. The Attorney Ceneral asserts that the
aut hori zed ROE should be reduced to reflect this further decline
in interest rates, which occurred after the close of the record
and was not adopted by the Judge.

RGXE notes that the Attorney General referred to its
post-record figures inits Initial Brief, but the Judge found
that there was an i nadequate record basis for further reducing
the fair return on equity to reflect recent declines in interest

2 Case 92-M 0509, Return on Equity Consensus Docunent,
Appendi x A, page 7.
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rates.’® In fact, RG&E explained on the record that interest
rate novenents alone are not a good indicator of novenents in
the cost of equity, especially in tines of a volatile stock

mar ket. According to R&E, the federal funds rate and the

di scount rate that the Attorney General cited are overnight or
very short terminterest rates, and their change by

adm nistrative fiat cannot be considered evidence of a change in
investor requirenents for utility common stock

We agree in principle with the Judge's recomendati on
to use the Staff's and the Conpany's DCF nodel estimtes after
excludi ng the Zacks earning growh data. As noted above, we
have enpl oyed dividend growh rates in the past, and we see no
reason to overturn the Judge's concl usions that Zacks earnings
gromh estinates are sinply not credible. After adjusting the
Conpany's return to 11.5%to give sone weight to Staff's proxy
group, the Judge reduced the return by 70 basis points, as
di scussed, to reverse the effect of the Zacks data. The
Conpany' s update evidence shows the Zacks data to be even | ess
reliable, and, in fact, a steeper decline in the cost of equity
is reflected in the non-Zacks data. The distortion created by
the Zacks data that should have been reflected by the Judge is
121 basis points.’® Accordingly, we adjust his DCF cost of
equity by an additional 51 basis points, bringing it down to
10.37% Staff's corrected DCF equity cost is very close at
10. 34% confirm ng the reasonabl eness of that result.

W will not adjust the DCF results for a credit
quality difference between RGE and Staff's proxy group because
t he downgrading is due primarily to Energy East's influence and
because the proxy groups used by both the Conpany and Staff
include the risks of RGE s utility business. However, we wl|
| et stand the Judge's use of an ex-dividend adjustnent because
it was applied to R&GE' s study, which enployed only 20 days
worth of price data, which could be influenced by the
decl aration of a dividend.

" RD, p. 79
4 Ex. 82.
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Finally, we will not further adjust the return on
equity downward to reflect recent trend in short terminterest
rates. It is premature to try to anticipate its effect, if any,
on investors' requirenents for utility common stock.

b. The CAPM Conput ati on

The CAPM nodel devel ops a ROE based upon the neasure
of volatility of a particular stock relative to the volatility
of the market as a whole (beta coefficient). The proxy group's
required return based on the CAPMis conputed fromthe risk-free
rate, the market return, and the average proxy group beta. The
Judge recomended that we enploy an average of R&E s and
Staff's proposals.

R&E points out that the approach recommended in the
generic financing case called for a CAPMthat relied on the
| bbot son risk premumrather than the Merrill-Lynch-based
estimate that Staff used in these proceedings. Substituting the
| bbotson risk premumfor Staff's risk premum RGE cl ai ns,
woul d raise the Staff CAPM from 8.90%to 10.62%

According to the Conpany, the Merrill Lynch-based
mar ket risk premumis understated when conpared with the
| bbot son nmarket risk premum [In addition, RGXE asserts that
the Merrill Lynch market return is inherently suspect when
conpared wth the average 11.12% returns recently allowed for
electric utilities, which is at the high end of the range
Merrill Lynch calculates for the market as a whole (10.9%to
11.3% . G ven the higher risks for the market as a whol e
conpared with regulated utilities (as neasured by beta), the
Conpany reasons that it does not seemlikely investors would
require a return for the market as a whole only equal to, or
below, that for "lower-risk"™ utilities.

Staff and M support the use of the Merrill Lynch
data. Staff notes that the Merrill Lynch data are prepared for
mar ket participants and portfolio nanagers. M enphasizes that
the | bbotson data relied upon by R&E date back to the 1920's
and can be considered stale. On the other hand, M states, we
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have expressed a preference for the nore current risk prem um
data published by Merrill Lynch.’®

We agree with Staff and M that sole reliance on the
| bbot son data would overly reflect stale data. In the instant
case, we will adopt the Judge's reconmendations to rely on an
average of the Conpany's | bbotson based study and Staff's
Merrill Lynch based study to give due weight to the nore recent
data in the latter study.

c. |Issuance Costs

The Judge rejected the Conpany's al |l owance of 29 basis
points for selling and issuance costs because he found no reason
to expect RG&E to issue equity in the rate year. RG&E takes
exception, noting that we have authorized selling and i ssuance
cost adjustnments. According to R&E, a decision to deny selling
and i ssuance costs because the Conpany is not likely to issue
equity in the rate year focuses on prospective costs only.
| nst ead, RG&E proposes that it be conpensated for accunul at ed
i ssuance costs that have never been recovered in rates. Absent
such an adjustnent, the Conpany argues, the allowed ROE w |l
understate its fair rate of return

Staff and M respond that the Judge's recommendati on
to exclude selling and i ssuance costs is sound because R&E is
not forecasting a market equity issuance. According to M,
R&E s claimthat the return should reflect accunul ated i ssuance
costs, which have never been expressed or recovered in rates,
smacks of retroactive ratemaki ng and shoul d be rejected.

We agree with the Judge's recomendati on to excl ude a
separate adjustnent for selling and i ssuance costs, because our
policy has been to allow recovery of such expenses when they are
incurred and there has been no assertion by the Conpany in this
case of an external equity issuance.

"> Case 95-G 1034 - Central Hudson Gas & Electric Corporation -
Rat es, Opinion No. 96-28 (issued Cctober 3, 1996) p. 14.
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3. Summary of Rate of Return

A fair equity return, derived by weighting the DCF
result (10.37% two-thirds and using a one-third weighting of
the CAPMresult (9.13%, is 9.96% The overall rate of return,
reflecting the update of the cost of debt filed in the Conpany's
rebuttal subm ssion and the | atest custoner deposit rates and
consistent with the record in this proceeding, is shown in the
follow ng table:

Rati o Cost Rate Wei ght ed Cost
Long Ter m Debt 54. 2% 6. 93% 3.76%
Preferred Stock 4. 3% 5.24 0. 23
Cust omer Deposits 0.1 3.85 0. 00
Conmmon Equity 41.4 9. 96 4.12
Tot al 100. 0% 8.11%

H.  Revenue Requirenent and Rate Moderation

Wth respect to gas, the determ nati ons above result
in the need for a rate year increase in revenues of
$5.078 mllion. The increases in the mninmmcharge as adopted
herein for Service Cassifications (S.C.) 1, 3 and 5, using
Staff's custonmer count, will generate approximtely $6.2
mllion, or some $1.1 nmillion in excess of the revenue
requi renent. The excess revenues will be returned to custoners
by allocating a uniformcredit (net of gas costs) to the usage
bl ocks after the m ninmum charge in S.C. 1, 3, and 5.

The Conpany will determ ne the revenue shortfall from
January 15, 2003 to the effective date of the newrates, on a
cl ass-by-class basis, and surcharge custoners' bills for the
remai nder of the first year of newrates (i.e., until
January 14, 2004).

The above determ nations resolve to a rate year
reduction of $15.6 million in electric revenue requirenent. The
Judge elected to freeze electric base rates, while permtting a
tenporary surcharge to recover deferred retail access backout
credits in the amount of $6.8 mllion. The additional revenues
resulting fromfreezing rather than reducing base rates, in
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t hese circunstances, would fund a reduction in deferred costs of
$15.6 mllion.

It is inportant to anortize the deferred costs, but
given current econom c conditions in R&E s service territory,
we woul d prefer to freeze electric revenues rather than base
rates, so we will not inpose a revenue increase for the retai
access backout credits.

Qur rate determ nation neans that deferred costs wll
be anortized by $47.0 million per year, including the
$15.6 million revenue requirenent reduction. To nmake the
revenue requirenment reduction effective January 14, 2003, as
required by our Decenber 3, 2002 order, we wll apply the
revenue reduction accruing fromthen until this date agai nst
deferred cost balances. This will require RGE to anortize the
full $15.6 mllion during the first ten nonths of new rates. At
the end of the rate year, the bal ance of deferred costs is
expected to be approximately $276.8 m | lion.

We resol ved several issues involving ratenmaking
deferral nechani sns, and as described above, and further
accelerated the anortization of regulatory 10Us by adopting a
rate freeze. W decided that deferred costs related to Beebee
shut down costs, stormcosts and property taxes were overstated
by $6.6 million. W also determ ned that excess earnings from
the COB2 Order were understated by $45.3 nmillion. W also
determ ned that the Case 96-E-0898 service quality adjustnent of
$249,000 wi Il reduce one-tine costs, and accordingly it will be
used to further wite-down deferred costs. As a result of these
decisions, RGE is required to imediately wite-down an
additional $52.1 mllion of deferred costs due from custoners.
This wite-down permanently reduces RG&E' s annual anortization
expense by $2.6 mllion. Qur decisions in this case produce a
total base rate revenue requirenent reduction of $15.6 mllion.
Qur decision to freeze base rates therefore requires an
addi tional wite-down of deferred costs due from custoners by
$15.6 mllion, which will reduce R&&E s future ongoing
anortization expense by approxinmately $0.8 million.
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1. COST OF SERVI CE AND RATE DESI GN
A. Cost of Service Studies - Revenue Allocation

According to the Recomended Decision, Staff's
proposed revenue all ocations should be adopted. For electric
service, this would entail a proportionate increase to al
classes with the exception of S.C. 6 - Area Lighting. For gas
service, Staff proposed a proportionate revenue allocation to
all cl asses.

Staff's proposals to proportionally change electric
rates (except for SSC. 6 - Area Lighting) are based on the
revenue-to-revenue-requirement ratios of R&E s filed marginal
and enbedded cost of service studies. According to Staff, a
t ol erance band of +/-20% should be applied to these ratios to
reflect the fact that nuch judgnent is often exercised in
preparing cost anal yses, and, therefore, the results of cost
studies are not precise. |If both ratios for any of the service
cl asses fall outside of the +/-20%tol erance band, Staff would
subj ect those classes to sonething other than an across-the-
board revenue allocation. |nasnuch as the ratios for S.C. 6-
Area Lighting exceeded the 20%tol erance band, Staff proposed no
increase in revenues for this classification. RG&E agrees wth
Staff's proposal.

Simlarly, for gas service, Staff and RG&E propose
that any increase or decrease be allocated to the service
cl asses on a uniformpercentage basis. The application of a
+/-20%t ol erance band to the results of the margi nal and
enbedded cost of service studies, they say, justifies a
proportional revenue allocation across all gas service cl asses.

No party took exception to the recommended net hod for
revenue all ocation. The Judge noted that R&&E s gas and
electric rate structures are being reviewed in the unbundling
proceedi ng. ’® Thus, he urges adoption of Staff's wi de tol erance

6 Case 00- M 0504, Proceedi ng Regardi ng Provi der of Last Resort
Responsi bilities, the Role of Uilities in Conpetitive Energy
Mar kets, and Fostering the Devel opnent of Retail Conpetitive
Qpportunities - Unbundling Track, Oder Instituting Proceeding
(i ssued March 21, 2000).
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band of 20%to avoid rate changes in the instant case that m ght
need to be reversed in the unbundling proceeding. W agree and
adopt the Reconmmended Decision's revenue allocation nethod.

B. Rate Design

Exception was taken to the recommended rate design
changes with respect to the residential mninmum charge and the
retail access back-out credits. In addition, M seeks
clarification of the Recommended Decision's rate design changes
for two classifications.

1. M ni num Char ges

In the Recommended Decision, it is suggested that the
nont hl'y m ni mum charge be increased by $1.50 for the electricity
and gas residential and small comrercial classes. The Judge
concluded that the $1.50 increase strikes a fair bal ance between
the desire to nove the m ni mum charges closer to the margi na
costs in order to send the proper pricing signals, and the
resulting inpacts on custoners' bills. The Judge further noted
that the nmonthly increase of $1.50 for these classes is
consistent with the increase that was approved in RGE' s | ast
maj or electric rate proceeding.’’ The CPB and M. Straka take
excepti ons.

The CPB opposes the $1.50 nonthly increases, which
would result in an electric service mninmumcharge of $19.00 and
a gas service mninmum charge of $13.50. The CPB argues that the
el ectric cost studies relied upon by the Judge are
approxi mations and a 20% t ol erance band shoul d be applied to the
account for their inexact nature.’® According to the CPB, if a
20% band were applied to the S.C. 1 electric custoner costs
computed by Staff of $22.22, a mnimum charge of only
$17.78 woul d be justified.

" Case 96- E-0898, Rochester Gas and El ectric Corporation -
El ectric Rates and Restructuring, Opinion No. 98-1, (issued
January 14, 1998), p. 26.

'8 CPB does not address the gas marginal cost of service study.
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Use of a 20%tol erance band is also inportant, CPB
mai ntai ns, because we are in the process of establishing
unbundl ed rates in Case 00- M 0504, the unbundling proceeding.
To avoid the possibility that rate design decisions made in the
instant case may be contradicted in a few nonths based on the
result of the unbundling proceeding, CPB would allow no increase
inthe S.C. 1 electric mninmumcharge at this tine.

CPB al so all eges that an offsetting decrease in the
vol umetric charge would result in an increase in consunption,
whi ch nmay contravene NYSERDA' s and our policies to mtigate
energy and environnental problens.

Finally, CPB notes that the Conpany's current S.C. 1 -
Residential electric mninumcharge is the highest in the State
and that RG&E s el ectric residential mninmmcharge woul d be
i ncreased from $10.00 five years ago to $19.00 or 90% For gas
service, the CPB nakes a simlar argunent, noting that R&E s
proposed residential mninumcharge would increase this rate
from $5.81 to $13.50, or 131%in a two-year period.’®

M. Straka observes that the Recommended Deci sion
quantifies the estimated inpacts on the basis of average rate
charges. For exanple, he points out, the Recommended Deci sion
states that, over the past six years, average residential bills
have declined 10% M. Straka enphasizes that nmany | ow usage
custoners nmay have actually seen bill increases in the sane
Si x-year period. M. Straka believes that RGE s bil
conpari son study, which was predicated on its original filing,
shoul d have been updated to reflect the currently proposed
changes in the basic service charges, the usage charges, and
taxes. In the absence of updated bill conparisons, M. Straka
urges us to adopt the position espoused by Staff for both the
revenues and rate reductions.®

" CPB notes that the rate order in Case 98-G 1589 (the Conpany's
gas rate and restructuring case) recently raised the m ni nmum
charge from $5.81 to $12. 00.

80 gtaff had originally proposed a $1.50 per nonth increase in
the m nimum charge for the residential and small customer
classes for electric service and no increase for the
conpar abl e gas servi ce.
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Staff and RG&E respond to the CPB argunents by noting
that R&GE s mnimum charge ideally should be based on the
Conpany' s underlying custonmer costs and not other utilities'

m ni mum charges. Furthernore, Staff states, m nimum charge

i ncreases not based on sound cost principles will uneconom cally
di scourage energy conservation as well as investnment in energy
ef ficient technology; the concern, Staff clains, is reflected in
the 2002 New York State Energy Pl an:

The State supports expediting efforts to have

electricity distribution and custoner service

prices to consuners reflect the true cost of

service and elimnate inter-class and

i ntra-class subsidies to the extent
practicabl e. 8!

Wth respect to CPB's argunents concerning the +/-20%
tol erance band, both Staff and RG&E observe that tol erance bands
are used for the purpose of revenue allocation, not rate design.
Moreover, Staff points out that the Recommended Deci sion
correctly finds that revenues that nust be collected fromthe
enbedded S.C. 1 electric residential custoners exceed by
approximately 19% the revenues that would be produced if each
rate el ement were set at its underlying marginal costs, but the
volunetric charge exceeds the marginal costs per kWi by over
60% --well in excess of any reasonable tol erance band. So as
not to exacerbate this situation, Staff advocates an increase in
the fixed m ni mum char ge.

Wth regard to M. Straka's concern that increasing
the m ni num charge ignores the inpact on | ow usage custoners,
R&E states that these custoners do not necessarily predom nate
in the very | ow use bl ocks.

We wi || adopt the Judge's reconmendation to increase
residential mninumcharges by $1.50 per nonth. First, we note
that R&E s charges nust be based on R&E s costs and the
i npacts to R&&E' s custoners, and not the charges of other
utilities. Thus, the fact that RGE has nade nore progress in

812002 New York State Energy Plan, section 1.3, subparagraph 5B
(p. 1-44).
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moving its rates closer to its marginal costs than other
utilities should not preclude us fromtaking steps that we would
ot herwi se deem reasonable. The increase of $1.50 per nonth wll
move this rate closer to marginal costs, which is in accordance
wi th sound ratemaking principles and the 2002 New York State
Energy Plan's goal of reflecting the true cost of service in the
rates, as set forth above.

2. Retail Access Backout Credits

R&E' s proposed electric rates provide for recovery of
$6.56 mllion in electric retail access backout credits (net
| ost revenues). Staff proposes that retail access back-out
credits (currently 4 mlls/kWh) not be collected in base rates,
but rather that actual |ost revenues associated with custoner
mgration to retail access be deferred for future recovery.
Accordingly, Staff reduced RGXE' s revenue requirenent by
$6.56 mllion.

The Judge recogni zed that the issues of retail access
credits, the creation of stranded costs, and utilities' ability
to recover such costs fromcustoners, are being addressed in the
unbundl i ng proceedi ng--Case 00- M 0504. He recomended that the
credits (or net | osses) be excluded frombase rates, and that
t he Conpany be allowed to recover the retail access backout
credits (or net |osses) through a surcharge nmechanismuntil the
appropriate treatnent for conpetitive losses is resolved in the
unbundl i ng proceeding. This treatnent, he reasoned, would
protect consuners if we nodify or elimnate the credit nmechani sm
in the unbundling proceeding.

M takes exception to the Judge's recommendation. M
acknow edges that the issues surrounding retail access backout
credits are being addressed in the unbundling proceeding, but it
nonet hel ess opposes the surcharge nechani sm because utilities
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have an obligation to reasonably nmtigate their costs® and are
not guaranteed recovery of any shortfall .33
Furthernore, M clains that we addressed a simlar
i ssue when we nodi fied NYSEG s retail access backout credits.
In that proceeding, M states, NYSEG argued that it should be
permtted to recover, through a surcharge, the "costs"
associated with its retail access backout credits, or adders, of
2 and 4 mlls per kwh. According to M, we rejected NYSEG s
argunents in their entirety:
NYSEG s ordinary tariff filing in Case 01-E-0217
woul d establish an energy rate surcharge of .03¢ per
kWh, purportedly needed to recover the costs of the
2 and 4 mll adders. Neither the Market RAC O der
nor any other prior Order justifies this surcharge
of costs to custoners. As decided in the Market RAC
Order, NYSEG avoi ds costs when custoners nove to
retail access. To surcharge custonmers for those
sanme costs woul d double recover them Moreover
NYSEG was invited to submt evidence on cost inpacts
during the course of this proceeding, but it failed
to do so. As aresult, there is no evidentiary

basis for inposing the costs of the adders on
customers through a surcharge.?*

Finally, if the Judge's recomended surcharge were to
be adopted, M would request two clarifications. First, it
seeks to establish that the R&&E s recovery under that surcharge
is conditional, and the Conpany has no claimto such recovery
if: (a) its reasonably avoided costs equal or exceed the anount
of the credit; or (b) its sales or nunber of custoners exceed
the projections upon which rates are based herein. Second, M

82 Case 00- M 0504, supra, Order Establishing Paraneters for Lost
Revenue Recovery and Increnental Cost Studies (issued
March 21, 2002) at 23.

8 Case 00- M 0504, supra, Order on Rehearing and O arification
Petitions (issued May 30, 2002) at 6.

84 Cases 01-E-0217, et al., New York State Electric & Gas
Corporation - Ordinary Tariff Filing to Establish a Separate
Energy Rate Surcharge to Establish the Projected Costs of the
2 MIl and 4 MI| Additional Conponent of the NMarket-Based
Retail Access Credit, Order on Tariff Conpliance Filings,
Canceling Ordinary Tariff Filing, and Rejecting O her Requests
for Relief (issued April 26, 2001) at 14 (footnote omtted).
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seeks to clarify how the recommended surcharge woul d be i nposed,
i.e., if it would follow Staff's proposal that a surcharge be
applied to R&E' s custoner classes based upon mgration | evels,
and then recovered fromeach class on a volunetric basis.?°

RGXE would reject M's position, asserting that none
of the orders issued in the unbundling proceeding directed any
utility to absorb increnmental costs and net | ost revenues
associated wth retail access, as M would require. Rather,
RGXE clains that we rejected proposals for partial or tota
di sal | owance of revenue shortfalls® and instead expressly stated
that utilities would be authorized recovery of net |ost revenues
and costs through nechani sns that include both a prospective and
retroactive el ement. Also, RGE states,® we provided for
periodic reconciliation and flexibility in the design of the
i ndi vidual utility recovery mechanisns,® and in denying M's
petition for rehearing in the unbundling track, we reaffirnmed
our intention that utilities should be permtted recovery
subject to the parameters set forth in our orders. 8°

We agree with the Recomended Decision's finding that
the issue of retail access credits will be addressed in
Case 00- M 0504. However, we will not adopt the Judge's
recomendation to reflect retail access credits (or net | osses)
in a surcharge. As discussed above, we have decided to freeze
el ectric base rates, and not to increase revenues wth such a
surcharge. W are not with this decision limting our authority
to create such a surcharge in the unbundling proceeding.

8 See R D., p. 107.

86 Case 00- M 0504, supra, Order Establishing Paraneters for Lost
Revenue Recovery and Increnmental Cost Studies (issued
March 21, 2002) at 23.

871d. at 25.
88 | d.

8 Case 00- M 0504, supra, Order on Rehearing and O arification
Petitions (issued May 30, 2002).

-80-



CASES 02- E-0198 & 02-G 0199

3. darifications

For the reasons set forth below, M requests
clarification of electric and gas intraclass rate design
recommendations with respect to S.C. 8 Large Ceneral Service
electric custoners and S.C. 3 Gas Transportation Custoners. The
Judge recommended that Staff's general approach to electric rate
desi gn be adopted, i.e., after first excluding the effect of the
revision to the custoner service charge, Staff would reduce the
cl ass' energy charges on an equal per-kW basis if the bal ance
of the revenue charges were negative. %

M understands that the Recommended Deci si on:
(a) advocates freezing R&RE s electric base rates; (b) adopts an
across-the-board electric revenue allocation; and (c) adopts
Staff's S.C. 8 mninmum charges. Under those circunstances, M
cal cul ates that the balance of the changes to S.C. 8 custoners
shoul d be negative and, therefore, under Staff's approach, the
i ncreased revenues resulting fromthe new m ni nrum charges shoul d
be applied toward a reduction in energy charges. M does not
oppose applying the increased revenues fromthe new S.C. 8
m ni mum charges, and perhaps any noderate rate reduction, to
reducing S.C. 8 energy charges. However, to the extent R&E' s
el ectric rates were substantially reduced in this proceeding, M
woul d request that at |east an equal percentage share of that
reduction be allocated so as to reduce demand and ener gy
char ges.

Staff agrees that adoption of its residual rate design
proposal as applied to the Recommended Deci sion's revenue
requi renent, revenue allocation, and m ni rum charges woul d
result in a freezing of the existing demand charges for S.C. 8.
Nonet hel ess, Staff continues to support its residual rate design
proposals in the event that we substantially reduce R&E s
electric rates.

Wth respect to S.C. 3 gas transportation rates, the
Judge recommended that the increase to the nonthly m ni mum
charge advocated by R&E be adopted and that any residua

R D, p. 110.
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increase to S.C. 3 rates be spread on a uniform basis pendi ng
the outcome of RG&E' s unbundling proceeding.®® M seeks
clarification as to whether that "uniformincrease"” would apply
toall S.C. 3 rate bl ocks including the m ni mum charge.

Wth respect to the S.C. No. 8 electric demand char ge,
the issue is noot since we have not authorized a revenue
reduction. For all electric classes, we direct R&E to increase
the m ni num charges as set forth in the Recormended Deci sion and
reduce the remaining rate bl ocks as proposed by Staff, which
woul d preserve each class's revenue responsibility by applying a
cl ass-specific uniform per-kW reduction.

As far as the gas rates are concerned, for S.C. 3 and
the other gas service classes, we will require R&E to increase
the m ni num charges as set forth in the Recormended Deci si on and
adjust the rates in the remaining bl ocks on a uniform percentage
basis (net of gas costs) in each class to produce the authorized
revenue requirenment set forth in this order.

V. CUSTOVER SERVI CE AND PCOLI CY | SSUES

A, Service Quality
Measures and | ncentives

RGE proposed a "Service Quality Performance Progrant
(SQPP) that incorporated six neasures of service quality:

Retail Billing Accuracy, PSC Conplaint Rate, Estimted Mter
Reads, Calls Answered Wthin 30 Seconds, Appointnents Kept, and
Custoner Interaction Service |Index. Performance bel ow specified
|l evel s would result in rate adjustnents and performance above
specified | evel s woul d be rewarded; between those two |evels
woul d be a "dead band” in which there would be neither reward
nor adj ustnent.

Staff agreed with the service quality neasures (though
nodi fying the calculation of Retail Billing Accuracy) but
objected to rewards for service above specified |levels, noting
that no other major gas or electric utility in the State had the
opportunity to earn such rewards. It increased the rate

'R D, p. 110.
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adj ust nent associated with belowtarget service, and it
recomrended resetting the target levels for PSC Conpl ai nt Rate,
Estimated Meter Reads, and Calls Answered in 30 Seconds.

The Judge adopted Staff's view that rewards for
speci al excell ence were unnecessary and that the plan should be
limted to rate adjustnments for failure to neet the targets.

But he regarded Staff's proposed adjustnment as too high,
reducing its potential magnitude by $1.5 million; and he
accepted the Conpany's proposed targets except with respect to
PSC conpl aint rate, where he recommended a conprom se between
RGE' s position and Staff's. Staff excepts on both issues, and
a nunber of matters related to the plan's term and

adm nistration require clarification.

1. Mgnitude of Rate Adjustnent

RG&E proposed a nmaxi mum downwar d adj ust nent of
$1.5 mllion; Staff would increase it to $3.0 million--
equi val ent to about $10 a custoner and 31 basis points of equity
return, using Staff's rate base and capital structure. RG&GE
contended Staff's maxi mum adj ustment coul d cost the Conpany over
$8 mllion; that a rate adjustnment should not be an earnings
erosion formul a; and that Staff had failed to recognize the
costs involved in making the service inprovenents Staff
advocates. The Judge, as noted, rejected Staff's proposal and
set the maxi mum adjustnment at $1.5 mllion

On exceptions, Staff contends that the Conpany's
$8.0 million figure includes potential safety and reliability
rate adj ustnents (discussed separately below) as well as the
custoner service rate adjustnents at issue here. It suggests a
maxi mum adj ustnent of only $1.5 mllion may provide i nadequate
incentive to inprove service quality and that, in any event, the
Conmpany is at less risk of service quality deterioration during
the termof the rates set here than it would be under a nulti-
year plan. Finally, Staff argues that its proposed rate
adjustnent is in line with the 42-basis-point (on gas rate base)
exposure associated with R&E s existing service quality plan
adopted in Case 98-G 1589 and with those of other utilities. It
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cites our recent adoption of joint proposals related to NYSEG s
el ectric and gas rates, under which that utility is subject to
annual revenue adjustnments of $4.8 mllion--47 basis points on
electric equity and 15 basis points on gas equity--related to
service quality, as well as additional adjustnments wth respect
to service quality and gas safety.®® Staff cites as well a joint
proposal adopted for National Fuel Gas Distribution Corporation,
whi ch includes a maxi numrate adjustnent related to custoner
service of 29 basis points.?®

RGE replies that it was the $3.0 nillion service
gquality rate adjustnent--not the total $8.0 mllion figure--that
t he Judge found overly aggressive. It distinguishes the other
cases cited by Staff, noting that they involved nmulti-year
negoti ated arrangenents that should not serve as precedent in a
one-year litigated case.

Wil e the Conpany is right that the exposure to rate
adjustnents in nmulti-year negoti ated cases does not serve as
direct precedent here, Staff makes the valid observation that in
a one-year case, there is less risk that service quality wll
deteriorate within the tine being considered. To bal ance these
consi derations, the maxi num custoner service adjustnment exposure
will be set at $2.0 million; to that extent, Staff's exception
i's granted.

92 Cases 01-E-0359 et al., New York State Electric & Gas
Cor poration, Order Adoption Provisions of Joint Proposal Wth
Modi fications (issued February 27, 2002); Cases 01-G 1668 et
al., New York State Electric & Gas Corporation, O der
Est abl i shing Rates (issued Novenber 20, 2002).

93 Case 00- G- 1858, National Fuel Gas Distribution Corporation,
Order Adopting Ternms of Joint Proposal (issued April 18,
2002) .
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2. Service Quality Targets

O the six service netrics, three were disputed. As a
general matter, Staff favored taking account of recent
hi storical performnce; RG&E obj ected, suggesting that doing so
woul d risk creating an incentive to avoid superior service |est
it becone the basis for raising the bar even further. Staff
responded that Conpany-specific historical data better reflected
a Conpany's individual circunmstances than would national or
regi onal benchmarks.

The Judge generally agreed with RGE that it would be
unfair to keep raising the bar as service inproved and that the
targets should be based primarily on objective industry
standards--specifically, the 1999 AGA/ EElI Best Practices. He
t heref ore adopted the Conpany's proposed targets of 77% of calls
answered within thirty seconds (rather than Staff's 78% and no
nore than 10% estimated neter reads (rather than Staff's 8%
Wth respect to the PSC Conpl ai nt Rate, however, he recommended
that the threshold for incurring a penalty be set at 5.0 per
100, 000 custoners, the m d-point of the range between Staff's
3.0 rate and the Conpany's 7.0.

Staff excepts with respect to the PSC Conpl ai nt Rate.
It notes that in June 2002, our O fice of Consumer Services
(OCS) instituted a new conpl ai nt handl i ng procedure, under which
fewer calls are logged in as conplaints. |In the six ensuing
months, all utilities have experienced dranmatic reductions in
their PSC conplaint rates; RGE s rate for the 12 nonths ended
Novenmber 30, 2002 was 1.9, in contrast to 4.0 for the 12 nonths
ended Novenber 30, 2001. Staff therefore believes a rate of 3.0
woul d not be onerous, and that the rates in place for other
conpani es, having been set before OCS changed its procedures, as
well as RGE' s own historical data, conpiled on the basis of the
ol d procedures, are not pertinent here. It urges that its 3.0
rate be assessed on its own nerits, rather than being conpared
to historical or other utility nunbers, and it asserts it is
beginning to renegotiate conplaint rate target |evels for other
utilities.
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In reply, R&E supports what it terns the Judge's
"conprom se" recomendation, insisting that the record does not
warrant use of the 3.0 rate. The Conpany argues, anong ot her
things, that it is premature to set a target on the basis of the
new OCS procedures, arguing that at |east twelve nonths' worth
of experience should first be conpiled. It disavows any
knowl edge of Staff efforts to renegotiate target |evels for
other utilities, but contends that this case, in any event, is
not the proper forumfor addressing matters of such statew de
applicability.

The records maintained by our Ofice of Consuner
Servi ces show that as of Decenber 31, 2002, RGE' s conpl ai nt
rate for the preceding 12 nonths--conprising five nonths under
the ol d procedures and seven nonths under the new-was 1.8. And
whi | e recorded custonmer contacts increased during the final
seven nonths, the new recording procedures resulted in a
substantially reduced nunber of conplaints.

In view of these data, a target rate of 5.0 would be
al nost neani ngl ess and coul d not be expected to provide the
needed incentive to maintaining the |level of service quality to
whi ch the Conpany's ratepayers are entitled. The target rate
wll be set, in accordance with Staff's exception, at 3.0. It
will be subject to further adjustnment after June 2003, when we
have data on the new procedures' first full year; Staff should
nmonitor those data and report to us pronptly on the changes that
m ght be warrant ed.

3. darifications

The plan will go into effect when the rates set here
take effect, and wll remain in force unless and until changed
by order of the Comm ssion. For purposes of applying the
maxi mum annual rate adjustnment, a "year" will be the twelve-
nmont h period beginning on the first day of the cal endar nonth
followng the nmonth in which the rates here set take effect.
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B. Electric Reliability

Wth respect to electric reliability, RG&E proposed a
System Average Interruption Frequency Index (SAIFI) and a
Cust oner Average Interruption Duration Index (CAID ). Each
i ndex woul d have a threshold that, if exceeded by 10% woul d
subj ect the Conpany to a rate adjustnment; rewards woul d be
avai l abl e for performance well below the threshold. For SAIFI
the threshold would be 1.0 annual interruptions per custoner;
adj ustnments woul d apply if the i ndex exceeded 1.10; a reward
woul d be available for an index of 0.65 or less. For CAID, the
threshold would be 1.73 hours per interruption; rate adjustnents
woul d be inposed at 1.90; a reward woul d be avail able at 1.64 or
| ess.

As in the case of the SQPP, Staff objected to rewards
for superior service and the Judge agreed wth Staff. Staff
al so proposed nore rigorous adjustnent threshol ds--0.80 for
SAIFI and 1.85 for CAID --and it proposed a maxi mumrate
adjustnent of $5.34 nmillion, in contrast to the Conpany's
$500, 000. The Judge rejected the nore rigorous targets, finding
they were too close to average experience and i nposed too great
a risk of incurring adjustnents even with continued good
performance. He also found Staff's increased rate adjustnent
anount excessive and not justified by experience; he recomrended
a potential adjustment of $1 million.®* Staff excepts.®

Wth respect to the SAIFI, Staff notes that the 0.03
margi n that separates its recomended 0.80 rate adjustnent
threshold fromthe Conpany's ten-year average experience is in
line with the margins for other conpanies--0.03 for Orange and
Rockland Utilities, Inc. (Orange and Rockl and), 0.04 for N agara
Mohawk Power Corporation, and 0.07 for Central Hudson Gas &
El ectric Corporation--and that our Ofice of Electricity and
Environment (OEE) has had a policy of tightening reliability
targets. It discounts the Conpany's observation that its

%4 RD., p. 116.

% gtaff does not except to the Judge's rejection of its
suggestions to nodify the conpany's proposals related to gas
reliability.
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reliability is the third best in the State, contending that the
| onered adjustnent threshold is needed to prevent deterioration
of that performance and consequent custoner dissatisfaction. |If
a rate adjustnent threshold of 0.80 is too stringent, Staff
woul d suggest a figure of 0.90, representing an 18% margi n above
the ten-year average.

As for CAIDI, Staff notes that its proposed penalty
threshold of 1.85 would have resulted, |Iike RGE s proposed
1.90, in only one penalty over the last ten years. Staff sees
its figure as no riskier for the Conpany, but it regards the
1.90 figure as acceptable if the SAIFI of 0.90 is adopted. Wth
respect to both indices, Staff clarifies that it intends the
rate adjustnent to be inposed if the index is "greater than or
equal to" the appropriate level, not only if the level is
exceeded; it notes the threshold is applied in that manner for
other utilities and that it favors uniformty in this regard.

Finally, Staff contends the Judge's maxi numrate
adjustment of $1 million represents only nine basis points of
return, in contrast to the 25 to 35 basis points at risk in

other utilities' arrangenents. It suggests the adjustnment be no
less than $3 mllion pre-tax (33 basis points), equal to $1.75
mllion post-tax.

I n response, RGXE contends that Staff's exception, as
in other instances, relies on extra-record material related to
other utilities rather than on the record in this case. It
dism sses Staff's reference to an CEE "policy," asserting that
only the Conmm ssion, and not Staff offices, may issue policies
and that a Staff predilection is no substitute for evidence. It
sees no stronger record basis for Staff's "fall-back” SAl FI
threshold of 0.90 than for its initial proposal of 0.80.

The Conpany objects as well to Staff's pursuit of
consistency in applying a rate adjustnent when the rate is
"equal to or greater than" the threshold figure. |t contends
t hat position was advanced for the first tine on exceptions, and
that statewde uniformty is unnecessary--given the inter-
utility variation in threshold | evel s--and does not warrant
adopting a proposal introduced so late in the gane.
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Finally, RG&E insists there is no record basis for
Staff's five-fold increase in the Judge's recommended adj ust nment
| evel, which it characterizes variously as "Draconi an" and
"absurd. "% The Conpany suggests Staff's recognition of that
"absurdity" underlies its proposal on exceptions to set the
penalty at $3.0 mlIlion rather than $5.0, but it sees no nore
basis for that "slightly I ess punitive proposal"” than for the
ori gi nal one.

CEE' s novenent toward tightened reliability targets,
even if not a formally adopted policy, properly reflects our
interest in service reliability and in nmeasures to pronote it.
Setting the target |evels that best advance that goal w thout
bei ng unrealistic and punitive is not an exact science, but the
data before us suggest that a SAIFI target of 0.90 and a CAI D
target of 1.90, as suggested by Staff on exceptions, would be
reasonable. Rate adjustnments should be incurred when the target
is exceeded; R&E fairly argues that Staff's "equal to or
greater than" clarification was advanced here too late to be
adopted. Wth respect to adjustnent exposure, the much higher
| evel s set for other utilities (in terns of basis points of
risk) are not directly precedential, given that they resulted
fromnulti-year negotiated plans. But a one-year arrangenent,
as already noted, entails less risk to the Conpany of service
deterioration, and a maxi numrate adjustnent |evel greater than
t he Judge's woul d not be unreasonable. Taking all these factors
into account, we will set the maxi num adjustnent |evel at $2.0
mllion.

C. Low Inconme Residential Energy
Consuner Assi stance Program

R&E' s Residential Energy Consuner Assistance Program
(RECAP) provides qualified | owincone heating custoners a nore
af fordabl e paynent plan for utility bills and offers them
househol d budget counseling and rel ated services; for |owinconme
non-heating custoners, it provides a reduced nonthly m ni mum
charge. RGE proposed continuation of the program but Staff

% RG&E's Reply Brief on Exceptions, p. 55.
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of fered several nodifications with respect to heating
customers.®’ Staff favored cutting the per-customer benefit by
hal f and doubling, from900 to 1,800, the targeted nunber of
participants. In addition, Staff would cap the adm nistrative
costs of the programat 20% of the sum of counseling costs,
arrears forgi veness and budget reduction anmounts provided to
custoners. Staff also called for continuation of the programs
exi sting reporting requirenents.

The Judge found the 20% cap on adm nistrative costs
"troubl esonme in light of the Staff proposal to double the
participants and halve the benefits."%® He recomends instead
t he Conpany's proposal to allow adm nistrative costs of 46%

Staff excepts to the 46% cap on adm ni strative costs.
In addition, it asserts the Recomended Decision is unclear with
regard to the disposition of its proposed program changes, which
it continues to advocate.

Noti ng both the 20% cap in the Joint Proposal approved
in the Conpany's | ast gas rate proceeding (Case 98- G 1589) and
the Conpany's claimthat it is in fact experiencing
adm ni strative costs of 70% Staff asserts that its program
nodi ficati ons were designed to make the program nore efficient
and reduce the drop-out rate to which RGE attributes its high
adm ni strative costs. Staff explains that the current program -
in contrast to anal ogous prograns at other utilities--is limted
to custoners who have already been issued a term nation notice
on account of their arrears. Because such custonmers wll be
unlikely to be able to pay their future nonthly bills--as the
programrequires for continued participation--many such
custoners tend to drop out, thereby raising admnistrative
costs. If the programis opened to | owinconme custoners who
have sone resources (such as many of the working poor and seni or
citizens), the dropout rate and adm nistrative costs can both be

%" The program for non-heating customers was unopposed and the
Judge reconmmends its adoption.

R D, p. 119.
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expected to decline. Staff therefore asks that its program
change be reconsi dered.

In response, RGEE argues that Staff's proposals to
reduce nonthly benefits and increase enrollnment are not revenue-
neutral and therefore should be rejected. |If they are adopted,
it continues, reporting requirenents should be reduced.

Finally, the Conpany opposes Staff's exception on the

adm ni strative expense cap, distinguishing the situation of the
other utilities Staff cited as precedent and contending Staff's
program changes woul d i ncrease adm ni strative costs.

Staff proposed its program changes at least in part to
reduce admnistrative costs, now said by the Conpany to be
running as high as 70% R&E clains Staff's changes wll have
the opposite effect and rai se those costs even higher. There is
no way to be certain of the result, but the changes, for the
reasons outlined in Staff's Brief on Exceptions, appear worth
trying and seemnore |ikely to reduce adm nistrative costs than
to raise them Accordingly, we adopt Staff's changes with
respect to nunber of participants and magni tude of the benefit.
Wth regard to reporting requirenents, we are unpersuaded that
all the existing requirenents are needed, but the record does
not provide a basis for determ ning which, if any, should be
renoved. Staff and the Conpany should confer within 30 days of
the i ssuance of this order and attenpt to agree on changes to
the existing reporting regine. |If they cannot reach agreenent,
Staff should bring the matter to us again with further
recommendat i ons.

Wth respect to the adm nistrative costs thensel ves,
the Conpany's clains that they are running at 70%is at odds
with its "Report Regarding Low Inconme Progranmt filed on June 28,
2002, which suggests adm nistrative costs of about 27% More
fundanmental |y, adm nistrative costs of 70% or even 46% are
unpr ecedent ed and unacceptable; our Ofice of Consuner Education
and Advocacy advises that no utility prograns now in effect have
adm ni strative costs exceeding 20% Taki ng account of these
consi derations but also recognizing that RGE s costs are
runni ng above that | evel and nay have to be reduced gradually,
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we Wil set an admnistrative cost cap of 25% If that cap
cannot be net and then reduced, Staff and the Conpany should
revisit the issue and consider the need for further program
recomendat i ons.

D. Bill Formt

Staff proposed that the Conpany's electric bills, like
its gas bills, be refornatted to separate delivery and supply
into distinct sections and to include a statenent that custoners
may shop for comodity. The Judge agreed, rejecting R&E' s
argunent that such bill unbundling woul d make sense only if
rates were unbundl ed and that rate unbundling was bei ng pursued
in a separate generic proceeding. According to the Judge, the
proposed bill format woul d assist custoners in making
conmpetitive choices even before rate unbundling.®®

R&E excepts, asserting that it does not object in
concept to unbundled billing but that it sinply cannot devel op
an accurate unbundled electric bill format before rates are
unbundl ed and that the schedule in the unbundling proceeding
makes it unlikely that rates will be unbundled until well after
the effective date of the rates being set here. It notes as
well its exception to the Judge's reconmendation in this case
that it be required to file comodity-unbundl ed rates within 90
days of the order in this case and suggests that even if its
exception is denied, the timng of that filing and its ensuing
review make it unlikely that unbundling would take place before
the end of the rate year. Accordingly, bill unbundling during
t hat year woul d be unfeasi bl e.

In response, Staff acknow edges the nerit of R&E' s
point with respect to timng of the bill format change. It
suggests the Conpany's subm ssion of a revised bill fornmat be
tied to the recomended filing of unbundled rates. That
resolution of the issue is reasonable.

® RD, p. 121.
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E. Retail Access |ssues
1. Transition to Multi-Retail er Mdel

The Judge noted that Staff's $2.8 nmillion estimte of
the cost of noving froma single-retailer to a nulti-retailer
retail access nodel was included in the revenue requirenent. %
RGE, which had suggested the transition cost m ght be $4.2
mllion - $6.8 mllion, excepts.

R&E contends the Judge presented no assessnent of the
two cost estimates. Staff's estimate, it continues, unexpl ai ned
in Staff's testinony, is said in an interrogatory response to be
based on costs incurred by Orange and Rockland in introducing a
single-bill process. RGE sees no reason to regard the costs as
conparabl e, and asserts it fully explained its own estinmate,
whi ch shoul d be adopt ed.

RGXE al so cautions agai nst underestimating the tine
needed to nove to the new nodel. It notes the Judge' s statenent
that the Conpany had estimated the transition period to be about
a year and conpares that to its testinony that the transition
period would be at | east a year and could be substantially
| onger . 0%

M urges denial of the exception, contending there is
no evidence to support the Conpany's cost estimte, which was
first offered on brief. It argues as well that the Conpany has
overstated the costs of the transition, disregarding, for
exanpl e, potential synergies that it could realize by adopting
the sane retail access nodel as its affiliate, NYSEG M
suggests further that transition costs should not be allowed in
rates at all, since the transition is necessitated by R&E s

100 R D., p. 129. Under a single-retailer nodel, the customer
deals with a single entity for both delivery and commodity; a
multi-retailer option permits a custoner taking commodity from
an ESCO to neverthel ess take distribution directly fromthe
utility, freeing the ESCO of responsibility for the
transm ssion and distribution portion of custoner accounts.
The Judge recommended that the conpany nove fromits current
single-retailer nodel to a nulti-retailer nodel but that it
not be required to offer both.

101 1. 1043.
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past advocacy of the failed single-retailer nodel, the costs of
nmoving to which ratepayers have already paid. M sees no reason
why rat epayers should pay again to correct RGE s m sjudgnent;

at a mninmum it urges that the Conpany bear the risk that costs
w Il exceed those reconmended by the Judge.

Finally, M notes the need for a snooth transition to
the multi-retail er nodel, including arrangenents to ensure that
no custoner find itself contractually bound to pay both an ESCO
and the utility for the sane delivery service. It notes RXE s
acknow edgenent on the record that is was willing to work toward
resol vi ng those concerns.

As M correctly argues, RGE' s high cost estinmate is
unsupported. The Judge's reconmendati on provi des a reasonabl e
al l omance and it is adopted. Staff should work with the Conpany
and other parties to ensure a snooth transition.

2. Purchase of Accounts Receivable

Because many custoners prefer receiving a single bill
Staff urged that the nmulti-retail er nodel include an offer of
consolidated billing by the utility. The Judge noted that
proposal was unopposed. 1°?

Staff further proposed that in conjunction with
consolidated billing, the Conpany purchase ESCOs' accounts
recei vabl e; RGE and the Attorney CGeneral objected. Citing the
substantial unresolved issues related to accounts receivable,

t he Judge recommended that their purchase "be left to R&E' s

discretion in the first instance, subject to subsequent
3

revi ew. "0

On exceptions, the Attorney CGeneral objects to
affording RGE the discretion to purchase ESCOs' accounts
receivable, calling for an outright ban. Wthout such a ban, it
sees a risk that RGE coul d purchase the receivables of its
affiliated ESCOs, thereby reducing their collection costs and
shifting risks to the utility's ratepayers.

102 R D, p. 129.

103 I d
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| nasmuch as RG&E objected to the purchase of accounts
receivable, it seens to matter little, as a practical matter,
whet her we ban it outright or leave it to the Conpany in the
first instance, subject to subsequent review. But the latter
course of action is nore consistent with general principles of
regul ati on, which avoid m cromanagi ng the Conpany. The Judge's
recommendation i s reasonable and the exception is denied; Staff
should report to us pronptly if the Conpany shoul d begin
pur chasi ng accounts receivable in a manner that warrants
concern.

3. Aggregation Program

Staf f advocated support by RGRE of aggregation
prograns for both electric and gas custoners, which could reduce
ESCOs' acquisition costs and lead to better price offerings. In
particular, Staff urged a series of steps to facilitate use by
t he Monroe County Aggregati on Program of the Departnent of
Soci al Services (DSS) Energy Procurenent Mdel that had been
devi sed by a working group conprising the Conpany, Staff and
other interested entities. Staff suggested the program which
serves custoners on DSS vouchers, was inpeded by RGE not being
obligated to provide billing and custoner service functions for
custonmers purchasing commodity from conpetitive suppliers.

Staff believed only RGE coul d provide those services, since the
Uni f orm Tape Exchange (UTX) billing systemwas wthin its
control. Staff therefore recommended that the Conpany be
required to provide those services for the vouchered custoners,
noting that Monroe County was willing to pay $5.75 per custoner
per nmonth for that service, and that it devel op a needed
Supplier Invoice and Billing System (SIBS). For doing so, it
woul d be granted a rate all owance of $555, 000, offset by a
service quality adjustnent of $249,000 that had been assessed in
Case 96- E-0898.

RGE objected to Staff's proposal as unnecessary,
noting that aggregation is well under way in its service
territory, and as too ill-defined to be assessed. It favored
| eavi ng the aggregation function to third parties. Wth
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specific reference to the Monroe County program RG&E objected
to being required to provide custonmer support service to the

County. It contended as well that the UTX system resides at
DSS, not at RG&E, and that DSS had announced plans to repl ace or
nodify it.

The Judge credited RGE' s objections. Noting that the
need for a SIBS was unclear on the record, as was the manner in
which it mght be affected by consolidated billing, he suggested
the matter might be clarified on exceptions.!%

On exceptions, Staff describes several instances in
whi ch we have directed utilities to cooperate in the devel opnent
of aggregation prograns with interested entities. It urges a
simlar directive here, given Mnroe County's interest in
aggregation for vouchered custoners; the programshould be in
pl ace by the end of the rate year unless the parties otherw se
agree. Specifically, Staff recomends that RGXE be required to
provide billing services for the Monroe County program for a
fee to be negotiated, regardl ess of where the UTX billing system
is physically located. It asks as well that RG&E and ot her
interested parties be required to reexam ne the requirenents for
the programis billing systemunder a nulti-retailer nodel and in
view of the forthcom ng introduction of EDI

As for howto treat the service quality adjustnent of
$249, 000 assessed in Case 96-E-0898, Staff now recommends t hat
rates be reduced by that anount.

RG&E responds that the practices of other utilities,
adopted in the context of nulti-year negotiated rate plans, are
of no precedential value here. Mreover, R&E asserts Monroe
County has backed away from pursuing an aggregati on program
concerned about its likely cost. The costs for the County can
be expected to decline under a nulti-retailer nodel, but the
transition will take time; and the |l ower costs wll not be
realized during the rate year in this proceedi ng.

We have expressed a strong interest in pronoting
aggregation prograns that can bring the benefits of conpetition

104 R D, p. 130.
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to small custoners in general and | owinconme custoners in
particular. The record here provides no basis for directing the
specific nmeasure Staff urges, but in view of our commtnent to
aggregation prograns that include utility involvenent, we direct
R&E to resune, w thout delay, collaborative discussions of
aggregation with the Monroe County Departnent of Soci al

Services, Staff, and other interested parties. The discussions
shoul d be directed toward devel oping a nutual |y accept abl e
aggregation programfor the 6,000 | owinconme, vouchered
custoners of Mnroe County that could be put into effect for the
2003- 2004 heating season. The program shoul d be desi gned so
that the Conpany and its other ratepayers do not subsidize its
devel opnent or operating costs. Staff should report back to us
on the progress that is made and on any unreasonable barriers to
pr ogr ess.

Finally, as Staff proposes, the $249, 000 adjustnment
assessed in Case 96-E-0898 will be applied here; of course, it
will be applied in a manner reflecting its status as a one-tine
adj ustnment rather than a recurring adjustnent built into rates.

4. Market Match Program

R&E notes the Judge's adoption, over its objection,
of Staff's proposal that it conduct a Market Match program *°°
It therefore asks that Staff include the revenue requirenent
i npact of the programin its Brief Opposing Exceptions. %

In response, Staff reiterates its view that the
reasonabl e costs of the program should be mniml and that it
woul d not object to their recovery. It declines to provide a
specific estimate, suggesting RGE use the estimted costs for
this programof its affiliate, NYSEG

M objects to any recovery of program costs,
contending they will be de mnims and that RG&E s request to
recover themis a petty expression of its objection to being
required to do anything to pronote retail access.

105 R D, p. 131.
106 R&E's Brief on Exceptions, p. 43.
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Al t hough these costs are small, they are nonethel ess
real. NYSEG s costs provide a reasonabl e proxy estinate, as
Staff suggests, and RGE will be allowed recovery of $7,500 per
year.

F. Qutreach and Education

The Judge found that the record did not provide a
suitabl e basis for evaluating R&E s outreach and education
prograns or taking any specific actions, but he called for Staff
to continue to review those prograns.

Staff should i ndeed continue to review the prograns
and report to us on any needed changes. For now, we clarify
that the Conpany should continue all existing prograns,
including its retail access education effort and its annual
survey of custonmers with respect to retail access. RG&GE should
continue to include the results of that survey in its annual
submttal to Staff with respect to its Qutreach and Educati on
Pl an.

G Econom c Devel opnent -1 ncr enent al
Manuf acturing Load Rate

The Judge recommended that RGXE' s proposed changes to
its Incremental Manufacturing Load Rate (IMLR) to be reviewed in
a separate filing and that the costs of continuing the existing
program be deferred for later recovery, sonething to which Staff
had not obj ect ed.

We recently determ ned that the Conpany should, in
fact, be allowed to recover |ost revenue associated with
extension of the I MLR 1% Accordingly, RGE is directed to
maintain the IMLR rate for existing custoners at its current
rate level until we consider its status as part of our overal
review of the Conpany's Econom c Devel opnent Pl an.

107 Case 96- E-0898, Rochester Gas and El ectric Corporation,
Order Ganting Petition for Clarification and Rehearing
(i ssued February 6, 2003).
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V.  CONCLUSI ON

We aut horize a $1.50 increase in the nmonthly m ni num
charge for gas service which, together with gas usage rate
changes, woul d generate an additional $5.078 mllion. W also
freeze electric rates, and increase the anortization of deferred
electric costs to reflect the reduced revenue requirenment we
have found herein. Both the electric rate anortization and the
gas rate increase are effective, as provided in our Decenber 3,
2002 order, as of January 15, 2003. The conpressed gas rate
increase wll be recovered through a surcharge, and the electric
revenue requirenent reduction accruing fromJanuary 15, 2003
until this date will be applied agai nst deferred cost bal ances.
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O her issues are resolved as discussed herein. The
Recommended Deci si on i ssued on Decenber 17, 2002 in these
proceedi ngs, to the extent not inconsistent herewith, is adopted
as part of this order and incorporated herein by reference.

The Conm ssion orders:

1. Rochester Gas and Electric Corporation is directed
to file cancellation supplenents, effective on not |ess than one
day’s notice on March 11, 2003, canceling the tariff anmendnents
and supplenents listed in Appendi x C.

2. Rochester Gas and Electric is directed to file on
not | ess than one day’'s notice, to becone effective on a
tenporary basis on March 12, 2003, such further tariff revisions
as are necessary to effectuate the provisions adopted in this
order. The conpany shall serve copies of its filing upon al
parties to these proceedings. Any comments on the conpliance
filing must be received at the Comm ssion offices within ten
days of service of the conpany’s proposed anendnents. The
anendnents specified in the conpliance shall not becone
effective on a permanent basis until approved by the Conm ssion,
and shall be subject to refund if any show ng is nmade that the
revisions are not in conpliance with this order. The
requi renent of Section 66(12)(b) of the Public Service Law that
newspaper publication be conpleted prior to the effective date
of the proposed anendnents is wai ved, provided that the conpany
files with the Conm ssion, not |ater than six weeks foll ow ng
the anendnents’ effective date, proof that a notice to the
public of the changes proposed by the amendnents and their
effective date has been published once a week for four
successi ve weeks in newspapers having general circulation in the
areas affected by the anmendnents.

3. Rochester Gas and Electric is directed to
surcharge through the year ending January 14, 2004 the gas
revenue shortfall from January 15, 2003 to the effective date of
new rates, on a class-by-class basis. Any overcollection or
undercol | ection of revenues will be recovered through the gas
cost adjustnent and transportation adjustnment clauses.
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4. Rochester Gas and Electric Corporation is directed
to file, within 90 days fromthe date of this Opinion and O der
tariffs and supporting workpapers that result in the unbundling
of commodity charges and create commodity options for al
customers consistent with the discussion in the Admnistrative
Law Judge’ s recomrended decision. As part of its unbundling
filing, the Conmpany is directed to include an unbundl ed rate of
return, one for generation and one for transm ssion and
distribution. The filing will be incorporated in an electric
rate proceeding, if one has been filed at that tine.

5. Rochester Gas and Electric Corporation is directed
to conplete its transition to a nulti-retailer nodel within 12
nmont hs of the date of this Opinion and Order. Wthin 30 days,
Rochester Gas and Electric Corporation is directed to notify the

Secretary of the consolidated billing option it intends to offer
inamlti-retailer nodel. Regar di ng El ectronic Data

| nt erchange, Rochester Gas and El ectric Corporation is directed
to coomence Phase 2 (EDI) testing for all non-billing EDI

Transaction Set Standards within 45 days of the date of this
Opi ni on and Order and be prepared to commence Phase 1 (EDI)
testing, for the transactions associated with its chosen billing
nodel, within 6 nonths of the date of this Opinion and O der.

6. Rochester Gas & Electric Corporation is authorized
to use Account 186, M scell aneous Deferred Debits, and
Account 253, O her Deferred Credits to record the principal
anount and carrying charges, if any, for itens which deferred
accounting has been provided for in this Oder. The associated
federal inconme tax inpacts shall be recorded in accordance with
the Conmi ssion’s interimpolicy regarding Statenent of Financi al
Accounting Standards No. 109, Accounting for |ncone Taxes,
unl ess nodified by the Comm ssion in Case 92- M 1005. The
anounts deferred for each itemshall be recorded in a separate
subaccount and the conpany shall maintain proper and easily
accessi bl e supporting docunentation for each entry nade.

7. Rochester Gas & Electric shall nmake a conpliance
filing wth the Director of the Ofice of Accounting and Fi nance
within 60 days of the date of this Order providing proposed
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accounting entries to i nplenent the accounting described in this
Or der.

8. Nucl ear Deconm ssi oni ng

a. It is agreed that the projected cost of
decommi ssi oni ng Rochester Gas & Electric’s 100% owned G nna
Nucl ear Power Pl ant shall be based on site-specific studies and
met hods subm tted by the Conpany.

b. The study for G nna estimtes that the
decommi ssioning of Gnna will cost $391, 094,100 in 2001 dol |l ars.
If this anount is inflated by 4.83% annual ly, the projected cost
of deconmmi ssioning the facility in 2009 is $570, 382, 183.

c. The after-tax interest rates projected to be
earned by the anounts collected for deconm ssioning these plants
are 6.40% for each plant's external fund established to qualify
for a current tax deduction under Internal Revenue Service
("IRS") rules and 4.44% t hrough 2005 and 4.60% thereafter for
the non-IRS qualified external fund. The rates established
pursuant to the Settlenent to which this Schedule is attached
are based on funding the contam nated portions of the units, as
requi red by the Nucl ear Regul atory Commi ssion ($525, 327,290 for
G nna), using external funding nethods.

d. The annual expense all owance incorporated in rates
for G nna, based on external funding, is $17,310,997 for the
rate year ending June 2003. These anmbunts are to be deposited in
separate external funds set up solely for the purpose of
accunul ati ng deconm ssi oni ng funds for each pl ant.

e. Additional annual expense all owances incorporated
inrates for G nna, based on internal funding is $1, 645,576 for
rate year ending June 2003. This additional anmount is for the
decommi ssioning and renoval of non-contam nated facilities at
G nna.

9. Rochester Gas & Electric shall accrue $2 mllion
annually to fund the deconm ssioni ng of Beebee Station. These
funds are granted on the condition that they are irrevocably
dedi cated to deconm ssioni ng, any sal es proceeds nust be added
to the fund, and any excess of funds over ultimate
decomm ssi oni ng costs nust be returned to ratepayers.
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10. Excess Earnings

a. Estimated deferred costs related to Beebee Station
shut down costs, Labor Day w ndstorm costs have been recovered
t hrough of fset with Excess Earnings. To the extent that fina
anount s approved by the Comm ssion for Beebee or wind storm
costs differ fromestimated anmounts, such variance wll be
charged or credited to the Nine Mle #2 regul atory asset.

b. As a result of this decision, concerning Excess
earni ngs, Rochester Gas & Electric is required to imedi ately
wite down deferred NNne MIle #2 regul atory assets as descri bed
above. The anmount we adopt for excess earnings, however, wll
be subject to further possible nodification, pending the result
of the fifth-year excess earnings review process.

c. Rochester Gas & Electric Corporation is directed
to apply the $249,000 service quality rate adjustment assessed
in Case 96-E-0898 as an offset to deferred costs as descri bed
above.

d. To nmake the revenue requirenent reduction
effective January 14, 2003, as required by our Decenber 3, 2002
order, we will apply the revenue reduction accruing fromthen
until this date against deferred cost bal ances. Rochester Gas &
El ectric is ordered to anortize the full $15.6 mllion during
the first ten nonths of new rates.

11. Costs to achieve the nerger between RGS Energy
and Energy East w il be deferred beginning on the date of the
merger. Such deferred costs will be anortized in a nmanner
consistent with this Oder beginning with the effectiveness of
new rates in this proceeding (January 14, 2003). Further, the
costs-to-achi eve nerger synergies are capped at the anounts
shown in Appendix A to the nerger Joint Proposal (see Cases 01-
M 0404 et al., Energy East Corporation, et al., Oder Adopting
Provi sions of Joint Proposal with Mdifications (issued
February 27, 2002).
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12. Econom c Devel opnent

a. Rochester Gas & Electric is directed to continue
its Incremental Manufacturing Load Rate (I MLR) and Enpire Zone
rate prograns.

b. Rochester Gas & Electric will be allowed to defer
| ost revenue associated with extension of the I MLR in accordance
with the Conmission's February 6, 2003 Order. 1%

c. Any portion of the $13 mllion included for an
Econom ¢ Devel opnent Fund in Rochester Gas & Electric’s electric
revenue requirenent unspent for econom c devel opnent will be
deferred.

d. Wthin 45 days fromthe issuance of this Opinion
and Order, Rochester Gas & Electric Corporation is directed to
conduct a full review of its current econom c devel opnment
progranms. The review shall include an exam nation of program
enrol |l ment | evels, discounts provided, adm nistrative costs,
benefits to custoners, and program effectiveness. Results of
the review shall be submtted to Staff and interested parties
and Rochester Gas & Electric Corporation is directed to
coll aborate with staff and interested parties to devise a Plan
for subm ssion to the Conm ssion.

e. As part of its Econom c Devel opnent Pl an
subm ssi on, the conpany shall review the | MLR and Enpire Zone
rates as directed in ordering clause 12 d.

f. Wthin 75 days of conducting its review, Rochester
Gas & Electric Corporation is directed to submt an Econom c
Devel opnent Plan (Plan) to the Comm ssion for review and
approval .

13. Wthin 30 days fromthe issuance of this Qpinion
and Order, Rochester Gas & Electric Corporation is directed to
confer wwth Staff to agree on nodifications to the existing
reporting requirenments for its Residential Energy Consumer
Assi st ance Program

108case 96- E-0898, Rochester Gas and El ectric Corporation, Order
Granting Petition for Carification and Rehearing (issued
February 6, 2003).
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14. Rochester Gas and El ectric Corporation nust
conduct an annual ESCQO Marketer survey, to be devel oped in
consultation wth staff and inplenented by an i ndependent third
party, within 30 days follow ng the end of the rate year.

15. Rochester Gas & Electric Corporation wll
continue all existing outreach and education prograns, including
its retail access education effort and its annual survey of
custoners with respect to retail conpetition. The conpany wl |
file its annual outreach and education plan 30 days foll ow ng
the end of the rate year. The plan will include the previous
year's activities and budget, the results of the conpetition
survey, and a plan and budget for the upcom ng.

16. Wthin 60 days fromthe issuance of the Opinion
and Order in this case, Rochester Gas & Electric Corporation
wi |l resune coll aborative discussions with Monroe County
Departnment of Social Services, Staff and interested parties on
t he aggregation of |owincome vouchered custoners.

17. Except as herein granted, all exceptions to the
Adm ni strative Law Judge’s recommended deci sion are deni ed.

18. Except as herein nodified, the Adm nistrative Law
Judge’ s recommended decision is adopted as part of this Opinion
and Order.

19. These proceedi ngs are conti nued.

By the Conm ssion,

( SI GNED) JANET HAND DEI XLER
Secretary
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APPEARANCES

FOR DEPARTMENT OF PUBLI C SERVI CE STAFF:
Peter T. Catal ano, Jane C. Asaaf and Steven Kraner,
Staff Counsel, Three Enpire State Pl aza, Al bany,
New York 12223.

FOR ROCHESTER GAS AND ELECTRI C.
Huber, Lawence & Abell (by Frank MIler,
Susan Doherty and Eric Nel sen, Esqgs.), 605 Third
Avenue, 27th Fl oor, New York, New York 10158.

Ni xon Peabody LLP (by Stanley W Wdger, Jr., Esq.),
Clinton Square, Rochester, New York 14604.

FOR LEVERAGED ENERGY PURCHASI NG CORPORATI ON:

David W Koplas, Ceneral Counsel, 403 Main Street,
Suite 630, Buffalo, New York 14203.

FOR NEW YORK ENERGY SERVI CE PROVI DERS ASSCCI ATI ON:

Read & Laniado (by Stephen WIlson), 25 Eagle Street,
Al bany, New York 12207.

FOR CI TY OF ROCEHSTER ( STREET LI GHTI NG DI VI SI ON) :

City of Rochester (by Carole V. Thonas), 400 Dewey
Avenue, Rochester, New York 14613.

PRO SE:

Charles A Straka, 6 Oakwood Lane, Fairport, New York
14450.

FOR THE STATE OF NEW YORK DEPARTMENT OF THE ATTORNEY GENERAL
ELI OT SPI TZER:

New York State Departnent of Law (by Richard W
Gol den, AAG, 120 Broadway, New York, New York 10271.

FOR MULTI PLE | NTERVENCRS:
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Couch White, LLP (by Mchael B. Mager, Esq.),
540 Broadway, PO Box 22222, Al bany, New York
12201-2222.

FOR NEW YORK STATE CONSUMER PROTECTI ON BOARD:

John Walters, Esq., 5 Enpire State Plaza, Suite 2101,
Al bany, New York 12210.



PSC Case No. 02-E-0198

Operating Revenues
Retail Customers
Distribution Customers
Off System Sales
Other Revenues
Total Operating Revenues

Operating Deductions
Supply Costs
Revenue Taxes
Total Operating Deductions

Gross Margin

Total Other Operating Expenses
(From Page 2)

Depreciation/Amortization
Amortization
Depreciation
Decommissioning

Total Depreciation/Amortizations

Taxes Other Than Income
Property Taxes
Payroll Taxes
Other Taxes
Taxes Other Than Income

Total Operating Revenue Deductions

Net Operating Revenues

Income Taxes

Federal - Current

Federal - Deferred

NYS Income Tax

Total Federal Income Taxes

Net Income Available for Return
Rate Base

Rate of Return

Return on Equity

Rochester Gas & Electric Corporation

For the Rate Year Ending June 30, 2003

Per
RD

$ 492,958
148,069
73,563

9,903
724,493

221,965
10,181
232,146

492,347

189,863

40,991
67,359
18,957
127,307

37,855
7,076
2,537

47,468

364,638
127,709
29,809
533

2,958
33,300

$ 94,409
$ 1144776

8.25%

Adjust.
No.

(@)

@

(©)

(©)

(©)

(6
@)

®)

Appendix B
Electric Income Statement Schedule A
Page 1 of 6
($000)
As Adjusted
Commission As Adjusted Requirement For Revenue
Adjustments Commission Adjustment Requirement
$ (6,560) $ 486,398 $ ) $ 486,398
0 148,069 148,069
0 73,563 73,563
0 9,903 9,903
(6,560) 717,933 0) 717,933
(856) 221,109 221,109
0 10,181 0) 10,181
(856) 231,290 0) 231,290
(5,704) 486,643 [(0)] 486,643
(7,334) 182,529 0) 182,529
5,966 46,957 46,957
0 67,359 67,359
0 18,957 18,957
5,966 133,273 0 133,273
0 37,855 37,855
(121) 6,955 6,955
0 2,537 2,537
(121) 47,347 0 47,347
(1,489) 363,149 ) 363,149
(4,215) 123,494 [(0)] 123,494
(1,289) 28,520 0) 28,520
0 533 0 533
(180) 2,778 0) 2,778
(1,469) 31,831 0) 31,831
$ (2,746) $ 91,663 $ 0) $ 91,663
$ (14,807) $ 1,129,969 $ 1,129,969
8.11% 8.11%
9.96% 9.96%

=

0.299

=N




PSC Case No. 02-E-0198

Operating & Maintenance Expenses

Rochester Gas & Electric Corporation

Payroll

Employee Benefits
Pension Income
PPP/EIP

Vouchers Other
Vouchers Bank Services
Postage

Telephone

Materials & Supplies
Vouchers-Outside Services
Vouchers-Travel
Voucher-Legal
Uncollectibles

Low Income

Research & Development
Systems Benefit Charge
Insurance

NMP Il

Advertising

PRIDE

Other

Total O&M Expense

Amortizations
Nuclear Fuel /DOE Liability
Plant Acquisition
Oswego 6 Plant
Enrichment Decommissioning
Nine Mile Il Regulatory Asset
Allegany Contract Buyout
Beebee Decommissioning
Labor Day Storm
Contractor Settlement
COB2 Property Tax
COB2 ROE Sharing
Merger Synergy Savings
Other

Total O&M Amortizations

TOTAL O&M and Amortization

Appendix B

Electric Operating & Maintenance Expense Schedule A
For the Rate Year Ending June 30, 2003 Page 2 of 6
($000)

Revenue As Adjusted

Per Adjust. Commission As Adjusted Requirement For Revenue

RD No. Adjustments Commission Adjustment Requirement
$ 91,606 (3a) $ (1,706) $ 89,900 $ 89,900
17,529 (3b) (567) 16,962 16,962
(16,449) 0 (16,449) (16,449)
1,835 (3c) (1,835) 0 0
26,497 0 26,497 26,497
4,229  (3d) (1,572) 2,657 2,657
1,013 0 1,013 1,013
437 0 437 437
8,576 0 8,576 8,576
28,508 0 28,508 28,508
1,555 0 1,555 1,555
1,763 0 1,763 1,763
5,500 0 5,500 (0) 5,500
243 0 243 243
2,062 0 2,062 2,062
8,579 0 8,579 8,579
1,279  (3e) (1,663) (384) (384)
0 0 0 0
697 0 697 0 697
(778) 0 (778) (778)
5182 (3f) 8 5,190 5,190
189,863 (7,334) 182,529 [(0)] 182,529
1,986 0 1,986 1,986
78 0 78 78
6,476 0 6,476 6,476
1,843 0 1,843 1,843
21,653 4) 5,966 27,619 27,619
9,222 0 9,222 9,222
2,000 0 2,000 2,000
0 0 0 0
(361) 0 (361) (361)
0 0 0 0
0 0 0 0
(1,906) 0 (1,906) (1,906)
0 0 0 0
40,991 5,966 46,957 0 46,957
$ 230,854 $ (1,368) $ 229486 $ 0 $ 229,486




PSC Case No. 02-E-0198

Net Operating Income Before FIT

Interest - LTD
Interest - Customer Deposits

Operating Income Before FIT

Additional Income - Non-Deductions
Construction Contribution
Mirror CWIP
Business Expense
Other

Total Additions

Additional Deductions & Non-Taxable

Additional Property Tax Deduction
Cost of Removal
Amortizations
Excess Earnings PassBack
Total Deductions
Taxable Income

Net FIT @ 35% - Current

NYS State Income Tax

Rochester Gas & Electric Corporation
Electric Federal & State Income Taxes - Current
For the Rate Year Ending June 30, 2003

Per
RD

$ 127,709

42,998
59

Adjust.
No.

($000)

Appendix B
Schedule A
Page 3 of 6

Revenue

Commission As Adjusted Requirement
Adjustments Commission Adjustment

As Adjusted
For Revenue
Requirement

$ (4215) $ 123494 $ ©) $ 123,494
(531) 42,467 42,467

0 59 59

(3.683) 80,969 ) 80,968

0 0 0

0 1,051 1,051

0 0 0

0 0 0

0 1,051 0 1,051

0 4523 4,523

0 (5,057) (5,057)

0 0 0

0 0 0

0 534 0 534

(3.683) 81,485 ©) 81,485

$  (1289)$ 28520 $  $ 28,520
$ (180) $ 2778 $ © 8 2,778
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Provision for Deferred FIT

Nuclear Fuel

Cost of Removal
Accelerated Depreciation
Excess Earnings Passback
Amortization

Other

Total Provision for Deferred FIT

Rochester Gas & Electric Corporation Appendix B
Electric Federal Income Taxes - Deferred Schedule A
For the Rate Year Ending June 30, 2003 Page 4 of 6
($000)
Revenue As Adjusted
Per Adjust. Commission As Adjusted Requirement For Revenue
RD No. Adjustments Commission Adjustment Requirement
0 0 0 0
167 0 167 167
366 0 366 366
0 0 0 0
0 0 0 0
0 0 0 0
$ 533 $ - $ 533 $ - $ 533
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Net Utility Plant

Decommissioning - Ginna
Decommissioning - NM2
NM2 Deferred Projects
Plant Held for Future Use
Plant Acquisition Adjustment
Filed Completed Projects
Net Nuclear Fuel - Ginna
Allegany Plant - Net

PRIDE - Plant Adjustment
Accrued Pension Costs
Ginna Outage

Site Remediation

Other Post Employment Benefits
Total Other Plant

Working Capital
M&S

Fuel Stocks
Prepayments
SO2 Allowances
O&M Expense

Total Working Capital

Accumulated Deferred FIT
Accumulated Deferred ITC
EBCAP Adjustment

Amortization Charges
Nuclear Fuel/DOE Liability
Plant Acquisition Adjustment
Oswego 6 - Plant
Enrichment Facility Decommissioning
Nine Mile Il Regulatory Asset
Allegany Contract Buyout
Labor day Storm
Contractor Settlement
COB2 Property Tax
Beebee Decommissioning
Merger Synergy Savings

Total

Total Average Rate Base

Rochester Gas & Electric Corporation Appendix B
Electric Rate Base Schedule A
For the Rate Year Ending June 30, 2003 Page 5 of 6
($000)
Revenue As Adjusted
Per Adjust. Commission As Adjusted Requirement For Revenue
RD No. Adjustments Commission Adjustment Requirement
$ 920,677 $ - $ 920,677 $ - $ 920,677
$ (34,396) 0 (34,396) 0 (34,396)
0 0 0 0 0
25,054 0 25,054 0 25,054
940 0 940 0 940
2,067 0 2,067 0 2,067
51,293 0 51,293 0 51,293
23,299 0 23,299 0 23,299
11,917 0 11,917 0 11,917
0 (8b) (2,795) (2,795) 0 (2,795)
13,172 0 13,172 0 13,172
(5,688) 0 (5,688) 0 (5,688)
(10,843) (8a) 1,748 (9,095) 0 (9,095)
(50,171) 0 (50,171) 0 (50,171)
26,644 (1,047) 25,597 0 25,597
5,505 0 5,505 0 5,505
4,183 0 4,183 0 4,183
18,697 0 18,697 0 18,697
790 0 790 0 790
10,983 0 10,983 0 10,983
40,158 0 40,158 0 40,158
(144,869) (11) 4,713 (140,156) 0 (140,156)
(11,730) 0 (11,730) 0 (11,730)
0 9) (4,888) (4,888) 0 (4,888)
(103,135) 0 (103,135) 0 (103,135)
940 0 940 0 940
61,518 0 61,518 0 61,518
1,350 0 1,350 0 1,350
240,878  (10) (13,585) 227,293 0 227,293
106,049 0 106,049 0 106,049
0 0 0 0 0
(181) 0 (181) 0 (181)
0 0 0 0 0
(1,000) 0 (1,000) 0 (1,000)
7,477 0 7,477 0 7,477
313,896 (13,585) 300,311 0 300,311
$ 1144776 $ (14,807) $ 1,129969 $ - $ 1,129,969



PSC Case No. 02-E-0198 Rochester Gas & Electric Corporation
Computation of Electric Revenue Requirement
For the Rate Year Ending June 30, 2003

($000)
Average Rate Base $ 1,129,969
Rate of Return on Rate Base 8.11%
Required Net Income 91,663
Net Income Before Revenue Requirement 91,663
Earnings Deficiency (Excess) 0)
Retention Factor 57.947%
Revenue Increase (Decrease) $ (0)
Retention Factor Calculation
Sales Revenues 100.000% $ 0)
Revenue Taxes 2.130% 0)
Advertising 0.000% 0
Uncollectibles 1.500% [(0)]
Retention Factor Before FIT/SIT 96.370% 0)
Income Tax FIT@35% & SIT @4.875% 38.423% [(0)]
Retention Factor 57.947% $ (0)
COMMISSION WEIGHTED
CAPITAL STRUCTURE RATIO COST COST
Long Term Debt 54.2% 6.93% 3.76%
Preferred Stock 4.3% 5.24% 0.23%
Common Equity 41.4% 9.96% 4.12%
Customer Deposit 0.1% 3.85% 0.01%
Total Capital 100.0% 8.11%




)

©)

(3a)

(3b)

(30)

(3d)

3e)

(3f)

ROCHESTER GAS & ELECTRIC CORPORATION
CASE 02-E-0198
SCHEDULE OF COMMISSION ADJUSTMENTS
ELECTRIC DEPARTMENT
FOR THE RATE YEAR ENDED June 30, 2003
($000)

Explanation
Revenues

To remove surcharge for retail access backout credits.

Supply

To adopt Staff adjustment to coal expense.

TOTAL MARGIN

O&M Expense

Payroll
To adopt Staff's adjustment for extra pay period .

To accept 1% Productivity adjustment of adjusted wages.
Total Payroll

Benefits
To accept Staff's adjustment for 11% benefit loading on wages.

To reflect inflation on medical insurance.
Total Benefits

PPP
To accept Staff's elimination of Performance Plus Plan payout .

Total EIP/PPP

Vouchers - Bank Services
To accept Staff's adjustment to Bank Services expense.

Insurance

To eliminate Company's Rebuttal change for insurance expense.

Other Expense
To increase allowance for Market Match Program.

TOTAL O&M

Attachment 1A
Appendix B, Schedule A
Summary Schedule

Page 1 of 3
Amount
(6,560)
(856)
5,704
(352)
(1,354)
(1,706)
(325)
(242)
567
(1,835)
(1,835)

1,572

1,663

7,334

E - Bk



4)

©)

(6)

@)

®)

(82)

(8b)

9)

(10)

ROCHESTER GAS & ELECTRIC CORPORATION
CASE 02-E-0198
SCHEDULE OF COMMISSION ADJUSTMENTS
ELECTRIC DEPARTMENT
FOR THE RATE YEAR ENDED June 30, 2003
($000)

Explanation

Amortization Expense

To reduce Nine Mile 2 Amortization to reflect COB2 offset to balance.

To reflect one time Special Amortization for Revenue Requirement -

Nine Mile 2.

Total Amortization Expense

Total O&M and Amortizations

Taxes Other Than Income

To reflect a 7.109% loading associated with payroll adjustments.

Federal Income Taxes
To reflect Federal Income Tax effect of adjustments.

State Income Taxes
To reflect New York Income Tax effect of adjustments.

RATE BASE
Other Plant
To reflect Company's forecast of Site Remediation Reserve.

To reflect PRIDE plant adjustment.

Total Other plant

Working Capital

To reflect Staff's adjustment for dividends declared.

Rate Base Amortizations

Attachment 1A
Appendix B, Schedule A
Summary Schedule

Page 2 of 3

Amount
(530)
6,496

5,966

(1,368)
121
(1,289)
180
1,748
(2,795)

(1,047)

(4,888)



11)

ROCHESTER GAS & ELECTRIC CORPORATION
CASE 02-E-0198
SCHEDULE OF COMMISSION ADJUSTMENTS
ELECTRIC DEPARTMENT
FOR THE RATE YEAR ENDED June 30, 2003
($000)

Explanation

To reflect adjustment to Nine Mile 2 Asset for COB2 offset

To reflect special one time amortization for revenue requirement (NM2).

Total Rate Base Amortizations

Accumulated Deferred Income Taxes

To reflect adjustment to Nine Mile 2 regulatory asset for COB2 offset

To reflect ADFIT associated with special one time amortization (NM2).
To recognize Accumulated Deferred Federal Income Tax effect of
Site Remediation Reserve Adjustment. (SIRC).

Total Accumulated Deferred Income Taxes

Subtotal Rate Base Amortizations

TOTAL RATE BASE

RETURN ON EQUITY
To reflect the estimate of ROE.

Attachment 1A
Appendix B, Schedule A
Summary Schedule

Page 3 of 3

Amount
(10,337)
(3,248)

(13,585)
4,052
1,273
(612)

4,713
$ (14807

o
o
2
>




PSC Case No. 02-G-0199

Operating Revenues
Retail Customers
Distribution Customers - Net
Other Revenues
Total Operating Revenues

Operating Deductions
Purchased Gas
Revenue Taxes
Total Operating Deductions

Gross Margin

Total Other Operating Expenses
(From Page 2)

Depreciation/Amortization
Amortization
Depreciation
Total Depreciation/Amortizations

Taxes Other Than Income
Property Taxes
Payroll Taxes
Other Taxes
Taxes Other Than Income

Total Operating Revenue Deductions
Net Operating Revenues

Income Taxes

Federal - Current

Federal - Deferred

NYS Income Tax

Total Federal Income Taxes

Net Income Available for Return
Rate Base

Rate of Return

Return on Equity

Rochester Gas & Electric Corporation Appendix B
Gas Income Statement Schedule B
For the Rate Year Ending June 30, 2003 Page 1 of 6
($000)
Revenue As Adjusted
Per Adjust. Commission As Adjusted Requirement For Revenue
RD No. Adjustments Commission Adjustment Requirement
$ 240,617 1) $ 903 $ 241520 $ 5078 $ 246,598
41,272 0 41,272 41,272
1,888 0 1,888 1,888
283,777 903 284,680 5,078 289,758
157,519 0 157,519 157,519
6,659 0 6,659 118 6,777
164,178 0 164,178 118 164,296
119,599 903 120,502 4,960 125,462
55,721 ) (2,179) 53,542 76 53,618
(787) 0 (787) (787)
16,833 0 16,833 16,833
16,046 0 16,046 0 16,046
12,703 0 12,703 12,703
2,293 ?3) (41) 2,252 2,252
832 0 832 832
15,828 (41) 15,787 0 15,787
87,595 (2,220) 85,375 76 85,451
32,004 3,123 35,127 4,884 40,011
4,531 4) 1,129 5,660 1,709 7,370
2,986 0 2,986 0 2,986
698  (5) 157 855 238 1,093
8,215 1,287 9,502 1,947 11,449
$ 23,789 $ 1836 $ 25,625 $ 2936 $ 28,562
$ 354,991 (6) $ (2,751) $ 352,240 $ 352,240
6.70% 71.271% 8.11%
6.56% 7.95% 9.96%




PSC Case No. 02-G-0199

Operating & Maintenance Expenses

Payroll

Employee Benefits
Pension Income
PPP/EIP

Vouchers Other
Vouchers Bank Services
Postage

Telephone

Materials & Supplies
Vouchers-Outside Services
Vouchers-Travel
Voucher-Legal
Uncollectibles

Low Income

Research & Development
Insurance

Advertising

PRIDE

Other

Total O&M Expense

Amortizations
Contractor Settlement
Excess Reserve Amortization
Gas Revenue Stabilization
Merger Synergy Savings
Other

Total O&M Amortizations

TOTAL O&M and Amortization

Rochester Gas & Electric Corporation
Gas Operating & Maintenance Expense
For the Rate Year Ending June 30, 2003

($000)

Per Adjust. Commission

As Adjusted

Requirement

Appendix B
Schedule B
Page 2 of 6

As Adjusted
For Revenue

RD No. Adjustments Commission Adjustment Requirement
$ 28837 (2a) $ (578) $ 28,259 $ 28,259
5441  (2c) (148) 5,293 5,293
(5,194) 0 (5,194) (5,194)
588 (2b) (588) 0 0
10,205 0 10,205 10,205
530 (2d) (884) (354) (354)
766 0 766 766
219 0 219 219
1,476 0 1,476 1,476
6,568 0 6,568 6,568
414 0 414 414
741 0 741 741
4,500 0 4,500 76 4,576
198 0 198 198
497 0 497 497
162  (2e) 20 182 182
356 0 356 0 356
(334) 0 (334) (334)
249 0 249 (249)
55,721 (2,179) 53,5642 76 53,618
0 0 0 0
0 0 0 0
0 0 0 0
(787) 0 (787) (787)
0 0 0 0
787 0 787 0 787
$ 54,934 $ (2,179) $ 52,755 $ 76 $ 52,831




PSC Case No. 02-G-0199

Net Operating Income Before FIT

Interest - LTD
Interest - Customer Deposits

Operating Income Before FIT

Additional Income - Non-Deductions
Other

Total Additions

Additional Deductions & Non-Taxable

Preferred Stock Dividend
Additional Property Tax Deduction
Tax Depreciation

Nuclear Fuel Storage

Cost of Removal

Amortizations

Excess Earnings PassBack

Total Deductions
Taxable Income

Net FIT @ 35% - Current

NYS Income Tax

Rochester Gas & Electric Corporation Appendix B
Gas Income Taxes - Current Schedule B
For the Rate Year Ending June 30, 2003 Page 3 of 6
($000)
Revenue As Adjusted
Per Adjust. Commission As Adjusted Requirement For Revenue
RD No. Adjustments Commission Adjustment Requirement
$ 32,004 $ 3,123 $ 35,127 $ 4884 $ 40,011
13,334 (104) 13,230 13,230
19 0 19 19
18,651 3.227 21.878 4,884 26.762
0 0 0 0
0 0 0 0 0
0 0 0 0
(4,019) 0 (4,019) (4,019)
0 0 0 0
0 0 0 0
(1,686) 0 (1,686) (1,686)
0 0 0 0
0 0 0 0
(5,705) 0 (5,705) 0 (5,705)
12,946 3.227 16,173 4,884 21,057
$ 4,531 $ 1129 $ 5660 $ 1,709 $ 7,370
$ 698 $ 157 $ 855 $ 238 $ 1,093




PSC Case No. 02-G-0199 Rochester Gas & Electric Corporation Appendix B

Gas Federal Income Taxes - Deferred Schedule B
For the Rate Year Ending June 30, 2003 Page 4 of 6
($000)
Revenue As Adjusted
Per Adjust. Commission As Adjusted Requirement For Revenue
RD No. Adjustments Commission Adjustment Requirement
Provision for Deferred FIT
Cost of Removal 56 0 56 56
Accelerated Depreciation 2,930 0 2,930 2,930
Excess Earnings Passback 0 0 0 0
Amortization 0 0 0 0
Other 0 4] 0 0

Total Provision for Deferred FIT $ 2,986 $ - $ 2986 $ - $ 2,986




PSC Case No. 02-G-0199

Net Utility Plant

Field Completed Projects
PRIDE - Plant Adjustment

Gas Cost Adjustment

Accrued Pension Costs

Other Post Employment Benefits
Site Remediation

Amortization Items

Total Other Plant

Working Capital
M&S

Gas Storage
Prepayments
O&M Expense

Total Working Capital

Accumulated Deferred FIT
Accumulated Deferred ITC
EBCAP Adjustment

Amortization Charges
Other Miscellaneous
Total

Total Average Rate Base

Rochester Gas & Electric Corporation Appendix B
Gas Rate Base Schedule B
For the Rate Year Ending June 30, 2003 Page 5 of 6
($000)
Revenue As Adjusted
Per Adjust. Commission As Adjusted Requirement For Revenue
RD No. Adjustments Commission Adjustment Requirement
$ 364,318 $ - $ 364318 $ - 364,318
17,586 0 17,586 0 17,586
0 (6b) (1,952) (1,952) 0 (1,952)
(6,084) 0 (6,084) 0 (6,084)
4,160 0 4,160 0 4,160
(15,843) 0 (15,843) 0 (15,843)
(3,425) (6a) 553 (2,872) 0 (2,872)
1,378 0 1,378 0 1,378
(2,228) (1,399) (3,627) 0 (3,627)
1,739 0 1,739 0 1,739
16,685 0 16,685 0 16,685
5,904 0 5,904 0 5,904
2,746 0 2,746 0 2,746
27,074 0 27,074 0 27,074
(28,412) (6d) (194) (28,606) 0 (28,606)
(5,761) 0 (5,761) 0 (5,761)
0 (6c) (1,158) (1,158) 0 (1,158)
0 0 0 0 0
0 0 0 0 0
354,991 2,751 352,240 $ - 352,240




PSC Case No. 02-G-0199 Rochester Gas & Electric Corporation Appendix B

Computation of Gas Revenue Requirement Schedule B
For the Rate Year Ending June 30, 2003 Page 6 of 6
($000)
Average Rate Base $ 352,240
Rate of Return on Rate Base 8.11%
Required Net Income 28,562
Net Income Before Revenue Requirement 25,625
Earnings Deficiency (Excess) 2,937
Retention Factor 57.833%
Revenue Increase (Decrease) $ 5,078
Retention Factor Calculation
Sales Revenues 100.000% $ 5,078
Revenue Taxes 2.320% 118
Advertising 0.000% 0
Uncollectibles 1.500% 76
Retention Factor Before FIT 96.180% 4,884
Income Tax @FIT 35% & SIT @ 4.875% 38.347% 1947
Retention Factor 57.833% $ 2,936
Per COMMISSION WEIGHTED
CAPITAL STRUCTURE RATIO CosT CcosT
Long Term Debt 54.2% 6.93% 3.76%
Preferred Stock 4.3% 5.24% 0.23%
Common Equity 41.4% 9.96% 4.12%
Customer Deposit 0.1% 3.85% 0.00%
Total Capital 100.00% 8.11%




Adj.
#

1)

)

(2a)

(2b)

(2¢)

(2d)

(2e)

ROCHESTER GAS & ELECTRIC CORPORATION
CASE 02-G-0199
SCHEDULE OF COMMISSION ADJUSTMENTS
GAS DEPARTMENT

FOR THE RATE YEAR ENDED June 30, 2003
($000)

Explanation

Revenues
To accept full Staff adjustment for Late Payments revenues

To increase SC #1 and SC #5 customer count to 290,000.

Total Margins

O&M Expense

Payroll
To accept Staff adjustment for extra pay period

To accept 1% Productivity adjustment of adjusted wages
Total Payroll

PPP
To accept Staff's elimination of Performance Plus Plan payout .

Total EIP/PPP

Benefits
To reflect employee benefit loading associated with wage adjustments

To reflect inflation on medical insurance.
Total Benefits

Vouchers - Bank Services
To accept Staff's adjustment to Bank Services expense.

Insurance
To eliminate Company's Rebuttal change for insurance expense.

Total O&M Expense

Total O&M and Amortization Expenses

Attachment 1B
Of Appendix B, Schedule B
Summary Schedule

Amount

$ 101

802

(151)

(427)

(588)

(102)

(46)

1of3

$ 903

578

588

148

884

2,179

EE e

2,179



Adj.

13

®3)

(4)

®)

(6)

(6a)

(6b)

(6¢)

(6d)

ROCHESTER GAS & ELECTRIC CORPORATION
CASE 02-G-0199
SCHEDULE OF COMMISSION ADJUSTMENTS
GAS DEPARTMENT
FOR THE RATE YEAR ENDED June 30, 2003
($000)

Explanation

Taxes Other Than Income

To reflect a 7.109% loading associated with payroll adjustments.

Federal Income Taxes

To reflect Federal Income Tax effect of various adjustments.

State Income Taxes

To reflect New York Income Tax effect of various adjustments.

RATE BASE

PLANT

Other Plant
To reflect Company's forecast of Site Remediation Reserve

To reflect PRIDE plant adjustment

Total Other Plant

Working Capital

To reflect Staff's adjustment for dividends declared adjustment.

Accumulated Deferred Federal Income Taxes

To adjust Accumulated Deferred FIT to track Site Remediation
adjustment.

Total Accumulated Deferred Taxes

TOTAL RATE BASE

Attachment 1B
Of Appendix B, Schedule B
Summary Schedule

Amount

—
~

553
(1,952)

(1,399)

(1,158)

(194)

194

(2,751)

20f3



Adj.

#

ROCHESTER GAS & ELECTRIC CORPORATION
CASE 02-G-0199
SCHEDULE OF COMMISSION ADJUSTMENTS
GAS DEPARTMENT
FOR THE RATE YEAR ENDED June 30, 2003

Explanation

RETURN ON EQUITY
To reflect the estimate of ROE.

($000)

Attachment 1B

Of Appendix B, Schedule B
Summary Schedule

3of3

Amount

9.96%



ROCHESTER GAS AND ELECTRIC CORPORATION
COB 2 EXCESS EARNINGS

Appendix B
Schedule C
Attachment 1

Year 1 Year 2 Year 3 Year 4 Year 5 5 Year
7/97 - 6/98 7/98 - 6/99 7/99 - 6/00 7/00 - 6/01 7/01 - 6/02 Total
Per Book Earnings 78,071 82,508 76,529 74,589 (30,334) 281,363
Company Adjustments
Synchronize interest expense (5,050) (5,001) 852 2,749 4,436 (2,014)
Synchronize preferred dividends 63 95 65 168 293 684
Interest on TCls 240 340 212 495 571 1,858
Pension Income Charged to Other Income 3,252 3,252
Uncollectible Charged to Other Income 569 569
Interest on Regulatory Assets/Liabilities 3,190 7,300 7,619 7,349 25,458
Property tax deferral adjustment 2,169 2,169
Correct Departmental Income Tax Allocation 5,600
Adjust amortizations to COB2 schedule (1,542) (3,552) (1,579) (2,323) (3,424) (12,420)
Income tax corrections 32,825 32,825
Exclude Esco Start-up costs above limit 198
Book deferral of excess earnings 10,595 6,381 16,976
Sub-Total Company Adjustments to ROE (2,270) (4,928) 12,450 19,303 50,600 75,155
PSC Adjustments
Exclude Interest on TCls (Year 2 net of DOE) (240) (159) (212) (495) (571) (1,677)
Adjust Property tax deferral adjustment (3,538) (3,538)
Add Nine Mile 2 credits 2,113 1,730 3,843
Add gain on property 1,069 1,069
Adjust Uncollectible Charged to Other Income 157 157
Exclude PPP costs 1,729 3,450 1,817 2,470 1,885 11,351
Sub-Total RD Adjustments to ROE 3,759 6,090 1,605 1,975 (2,224) 11,205
Total Earnings - Per Commission 79,560 83,670 90,584 95,867 18,042 367,723
Per Book Common Equity 641,682 635,351 612,513 596,160 540,374
Company Adjustmnents
Book deferral of excess earnings 7,689 14,511
PSC Adjustments
Exclude TCI Capital (11,719) (2,995) (4,754) (7,528) (8,658)
Total Electric equity - Per RD 629,963 632,356 607,759 596,321 546,227
Equity Return - Per Commission 12.63% 13.23% 14.90% 16.08% 3.30%
Allowed Return on Equity 11.50% 11.50% 11.50% 11.50% 11.50%
Equity Return Shortfall - Per Commission 1.13% 1.73% 3.40% 4.58% -8.20%
Earnings Shortfall 7,114 10,949 20,692 27,290 (44,774) 21,271
Pre-tax Amount of Excess (Shortfall) @ 60.125% 11,832 18,210 34,414 45,389 (74,469) 35,377
Amount applied to Beebee & Storm Costs Residual (10,349)
Interest 19,791
Residual Applied to Nine Mile 2 Deferral 44,819




ROCHESTER GAS AND ELECTRIC
REGULATORY ASSETS/LIABILITITES AND AMORTIZATIONS

Appendix B
Schedule C

$(000) Attachment 2
Recommended
RG&E Adjustment Decision Adjustment Commission
RG&E Pre-Rate case balance 386,530 0 386,530 0 386,530
Adjustments
Property Tax Reconciliation 0 (6,604) (6,604) 0 (6,604)
COB earnings sharing (9,900) (34,915) (44,815) (10,353) (55,168)
Customer Service Quality Penalty 0 0 0 (249) (249)
One-time Write Down (9,900) (41,519) (51,419) (10,602) (62,021)
Merger costs reconciling 0 (755) (755) 0 (755)
Storm cost reconciling 0 35 35 0 35
Opening Balance Rate Case 376,630 (42,239) 334,391 (10,602) 323,789
Amortizations
Uncontested amortizations 21,244 0 21,244 0 21,244
COB2 deferrals 1,404 (1,404) 0 0 0
Merger savings (397) 0 (397) 0 (397)
Merger Savings SCRA 0 (1,509) (1,509) 0 (1,509)
Subbtotal Non- Nine Mile 2 Amortizations 22,251 (2,913) 19,338 0 19,338
Nine Mile 2 Amortization - Per RG&E 14,309 0 14,309 0 14,309
Nine Mile 2 Amortization - COB 2 0 (1,723) (1,723) (530) (2,253)
Nine Mile 2 Rate Moderator 0 9,068 9,068 6,495 15,563
Subbtotal Non- Nine Mile 2 Amortizations 14,309 7,345 21,654 5,965 27,619
Total Amortizations 36,560 4,432 40,992 5,965 46,957
Ending Balance 340,070 (46,671) 293,399 (16,567) 276,832




CASES 02-E-0198 and 02-G-0199 APPENDIX C

Amendments to Schedule P.S.C. No. 11 - Gas
19" Revised Leaf No. 87
13" Revised Leaf No. 88
Supplements Nos. 61, 63, and 65 to Schedule P.S.C. No. 11 - Gas

Amendment to Schedule P.S.C. No. 12 — Gas
39 Revised Leaf No. 136
Supplements Nos. 2, 4, 6 to Schedule P.S.C. No.12 - Gas

Amendments to Schedule P.S.C. No. 13 — Electricity
37" Revised Leaf No. 21
41% Revised Leaf No. 22
28" Revised Leaf No. 22-A
52" Revised Leaf No. 23
439 Revised Leaf No. 30
18" Revised Leaf No. 38
Supplements Nos. 53, 54, 55 to Schedule P.S.C. No. 13 - Electricity

Amendments to Schedule P.S.C. No. 14 — Electricity
29" Revised Leaf No. 96
24" Revised Leaf No. 97
26" Revised Leaf No. 99
15" Revised Leaf No. 100
24" Revised Leaf No. 101
16" Revised Leaf No. 104
30" Revised Leaf No. 105
2" Revised Leaf No. 105-A
25" Revised Leaf No. 106
20" Revised Leaf No. 115
10" Revised Leaf No. 115-A
239 Revised Leaf No. 118
7" Revised Leaf No. 120-A
25" Revised Leaf No. 121
22" Revised Leaf No. 122
7" Revised Leaf No. 123
19" Revised Leaf No. 125
2" Revised Leaf No. 125-B
2" Revised Leaf No. 125-C
2" Revised Leaf No. 125-D
26th Revised Leaf No. 126
22" Revised Leaf No. 128
22" Revised Leaf No. 129
Supplements Nos. 89, 91 and 95 to Schedule P.S.C. No. 14 - Electricity

Amendments to Schedule P.S.C. No. 15 — Electricity
6" Revised Leaf No. 112
5" Revised Leaf No. 114
11" Revised Leaf No. 115-A
15" Revised Leaf No. 129
15" Revised Leaf No. 130
13" Revised Leaf No. 131
17" Revised Leaf No. 132
9" Revised Leaf No. 133
Supplements Nos. 17, 19, 23 to P.S.C. No. 15 -Electricity



