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The initial brief of National Fuel Gas Distribution Corporation (Distribution, company, regulated subsidiary) is a pleasure to read and re-read.  Its artful characterizations of Staff’s competence and motives are colorful.  At times, from patrician-like heights, the tone can be somewhat patronizing:  Staff, among “many parties,” for instance, “seem[s] disposed to fall back into old habits – the old thinking of the past….”  D-IB at 3.
  



In a wonderful rhetorical flourish reminiscent of Caesar’s assessment of Brutus that would make Shakespeare proud, Distribution damns Staff with faint praise (at 4):  “The point of this exercise is not to condemn Staff’s intentions.  Staff is well-intentioned and professional.  The point, however, is to explain that the rate case of the past – where each item was decided in isolation – has no bearing on this case at this time.” 
  


Later, Distribution asserts – over and over, and then over again – that Staff is “punitive” and seeks to “punish” the company.
  One is reminded, in this regard, of the old saw sometimes attributed to Abraham Lincoln:  If you are weak on the facts, then attack the law.  If you are weak on the law, then attack the facts.  If you are weak on both the facts and the law, then attack the character and motives of your adversary.



And what is the meaning of the company’s assertion that items should not be decided in isolation?  Might the “old thinking” be avoided by a “black box” rate award that gives the company all it asks for without specifically analyzing any particular item?
  Or, is the stated preference to avoid item-by-item scrutiny a tacit admission of the specific weaknesses contained in the company’s case?  



Distribution continues, somewhat ambiguously: “The Commission must give the companies it regulates the tools and support to restore the infrastructure of this state to the asset it once was and not the liability it is fast becoming.”  D-IB at 4.  Indeed, from the company’s perspective, Staff’s proposals, such as a rate of return on equity of “just” 8.75% [8.85% actually] and rejection of the company’s attempt to shorten the depreciation service lives of plastic mains, ignore Governor Spitzer’s warnings about the need to invest in infrastructure.  D-IB at 2-3.  But the quotation from the Governor’s State of the State Message does not refer to infrastructure like Distribution’s pipes.  The Governor specifically identifies projects of the magnitude and significance of the Erie Canal, the Thruway and the Niagara and St. Lawrence power projects.  



Why, the company asks on page three of its initial brief, should investors put $40 Million each year into the repair and replacement of Distribution’s “crumbling infrastructure” when they realize such a low return on their investment?  (Apparently, ratepayers have no part in the funding of improvements to Distribution’s infrastructure.  And, of course, Distribution seems to forget that it has only one 
shareholder.
)  Without a return of more that 11.5%, Distribution seems to assert, its sole shareholder, that is, its corporate parent, would have no choice but to abandon its pipes to the vicissitudes of nature and time.
  



A more compelling alternative universe than the one of entitlement and victimization painted by Distribution is presented by Multiple Intervenors (MI).  This party describes the strained economic condition of Distribution service territory.  MI-IB at 3-6.   It notes that, because the major components of the company’s rate request are its unrealistic 11.65% return equity requirement and its similarly unsupported proposal to shorten depreciation rates, there is no significant reason to grant the company any rate increase.  Id.  



Staff’s reply brief does not cover all the issues and arguments raised by the other parties in their initial briefs.  We have chosen to respond where further refinement to the arguments or elaboration and corrections are required.  In those cases where we do not comment on an issue or argument, we are relying on the presentation in our initial brief.  We also do not provide citations or full names of cases, orders or policy statements in those instances where they were discussed in the initial brief.



We would, in addition, like to revise a statement that appears on page 67 of our initial brief in the discussion regarding discontinuation of Late Payment Charges applied to remaining arrears owed under Residential Customers’ Deferred Payment Agreements (DPA).  We realize that that statement, “[a]ny difference between the actual and any estimate will be recovered from the CMR or deferred until the next rate case,” does not provide symmetry.  A better approach is this:  “Any difference between the actual and any estimate will be recovered from or credited to the Cost Mitigation Reserve.  If there is not sufficient monies to recover a shortfall, then the difference will be deferred until the next rate case.”



Finally, appended as Attachment A is a proposed revised Exhibit 57, which removes revenues associated with the costs of uncollectibles and the rate base for the gas storage inventory that Staff forgot to introduce at the hearing.  This revised document shows how Staff arrived at the $19.3 Million revenue decrease specified in our initial brief.  We respectfully request the ALJ to substitute this document for the one introduced at the hearing.
I.
STAFF’S PROPOSED ROYALTY ADJUSTMENT DOES NOT ADEQUATELY 
COMPENSATE DISTRIBUTION’S RATEPAYERS FOR THE LACK OF 
ACCOUNTABILITY ENJOYED BY DISTRIBUTION’S PARENT.



A comment by Distribution and two observations by the Consumer Protection Board (CPB), in their respective initial briefs, crystallized Staff’s appreciation of an important fundamental issue central to this proceeding.  In discussing the Site Investigation and Remediation (SIR) dispute, Distribution reveals (on page 35):  “Mr. Luthringer’s argument here fails primarily because nobody involved in this proceeding knows what happened in the insurance negotiations [between National and its insurance carriers] so long ago, and none of the individuals involved in those negotiations are with the Company or on retainer anymore.”  So, Distribution’s affirmative defense against Staff’s criticism of the insurance proceeds allocation methodology chosen by National is one of passivity (“hey, we didn’t do it, and it happened way back in 1999—besides, we don’t have any control over the folks who did do it”).



CPB observes on page six, while discussing the same proceeds allocation issue:  

The Company contends that its insurance proceeds allocation was “reasonable on its face” when it was made.  (Tr. 1565)  That is irrelevant.  It should not be necessary for ratepayers to postulate, much less prove, the existence of bad faith or a conspiracy in order to raise an issue of inappropriate allocation.  The benefit of shifting cost responsibility from unregulated to regulated subsidiaries is the elephant in the corner of the room that cannot be ignored when a holding company makes decisions concerning cross-subsidiary cost and benefits allocations.  Consciously or unconsciously, explicitly or implicitly, it will be considered.

In this case, the Company acknowledges the existence of “a longstanding Commission practice that encouraged, and indeed promoted environmental remediation.”  (Tr. 1565)  It knew that recovery of SIR expenses prudently incurred by NFGD were virtually certain to be recoverable in rates.  Consequently, it had every incentive to allocate as much of the insurance proceeds received as possible to unregulated subsidiaries whose recovery of environmental expenses from customers might well be precluded by competitive forces.
Emphasis added.  CPB continues this theme on page eight:

The CPB considers this to be an extremely important issue for consumers because it highlights, starkly, the dangers inherent for ratepayers in the holding company structure of utility ownership that has become, and is likely to remain ubiquitous.  Because the holding company will inevitably decide direct allocation issues in the manner that provides the greatest benefit for shareholders, the PSC should maintain a countervailing presumption in favor or an allocation favoring ratepayers.  

Emphasis added.  



The issue that presents itself here, in contrast to the way the Commission typically considers a royalty adjustment and how Distribution’s “Affiliate Rules” 
 are framed, is how the Commission is able to ensure that a utility’s rates are just and reasonable in situations where a parent company makes decisions that benefits its shareholders at the expense of its regulated subsidiary’s ratepayers.  Staff recommends that the Commission institute a proceeding to examine both the decision-making of National vis-a-vis Distribution and an expansion of Distribution’s woefully inadequate “Affiliate Rules” to protect Distribution’s ratepayers.


A.
The Commission’s Royalty Concept And 



Its Subsequent Implementation Is Limited 



To The Conduct Of Regulated Utilities.



As Distribution’s quotation from the Commission’s original royalty opinion (D-IB at 88) demonstrates, the focus of Case 87-C-8959 was on a utility’s conduct toward its competitive affiliated enterprises.  In that case, the Commission found that affiliates of Rochester Telephone Corporation benefited financially from using such ratepayer-funded assets of the telephone company as its name, logo, and employees who had been trained at ratepayers’ expense.  Affiliates, moreover, were able to obtain lower cost financing due to their relationship to the healthy regulated entity that guaranteed the payback of the loans.



Distribution’s quotation from the Commission’s second royalty opinion (Id. at 89) confirms that the concept of royalty was generally confined to actions taken by the regulated entity.  (The first 1% part of the royalty imputation “can be avoided if the utility agrees that non-regulated affiliates will not be allowed to use such assets….; the second 1% part of the royalty imputation “can be avoided if the utility agrees not to transact business of any kind (other than transactions necessary for corporate governance) with any non-regulated affiliate…”  Emphasis added.



This focus on utility conduct is carried through in the “Affiliate Rules” document, which was attached to the Joint Proposals in Distribution’s two previous rate proceedings.  The document talks about limitations regarding “transfer of assets or the provision of goods or services...” by Distribution “to an unregulated subsidiary or an unregulated subsidiary to [Distribution].”  There is discussion, for example, pertaining to non-discriminatory application of tariffed services and parameters by which personnel may be shared among affiliates.  Section 4.0 is entitled “Goods, Services and Transactions Between [Distribution] and Affiliates.”  There is no explicit mention of situations where National is the active initiator and Distribution is the passive recipient.


B.
Neither The Commission’s Royalty Concept Nor 


Distribution’s “Affiliate Rules” Pertain To A 


Situation Where The Parent Of A Regulated Utility 


Makes Decisions That Benefit The Parent At The 


Expense Of The Utility’s Ratepayers.



Make no mistake, the Commission’s royalty cases and the “Affiliate Rules” document do not address the conduct of a parent vis-a-vis its regulated utility subsidiary.  For instance, here in the instant case, National made decisions regarding funding of pensions and distribution of insurance settlement proceeds in a manner that benefited National and had a significant impact on Distribution.  Yet, the “Affiliate Rules” document is generally silent on situations in which Distribution is acted upon by its parent.  And Distribution apparently believes it can avoid an imputation by suggesting that it has no power to call to testify people formerly or currently in the employ of its parent. 



Another example:  As part of its justification for imposition of a royalty imputation, Staff asserted that Distribution failed to demonstrate the reasonableness of executive pay per subsidiary for the rate year.  Tr. 1357.  In Staff IR 339 (Exh. 59), Staff asked:  “For the rate year, provide the Executive/Officer base pay for each of the subsidiaries.”  Distribution responded:  “There is not a forecast of the executive/officer base pay for the subsidiaries in the rate year.”  



Staff asked in its IR 340 (Exh. 59; Tr. 1357):  “In your answer to 339, how does NFG determine the reasonableness of the amount per subsidiary?”  Distribution did not directly answer the question, responding in a tautological fashion instead:

As explained in our response to DPS-339, we do not have a forecast of executive/officer base pay for subsidiaries for the rate year.  Executive/officer base pay for subsidiaries has historically been reasonable as explained in the Company’s response to DPS-181 and will continue to be reasonable in the rate year.

Furthermore, in its initial brief (at 104), Distribution remarks that Staff’s reliance on these interrogatory responses is flawed because it:

relates back to the 1995 case, where, the royalty was based in part on the Commission’s finding that “NFG refused to provide its affiliates’ forecasts…”  Here, Distribution has not “refused” to provide its affiliates’ forecasts.  The records sought by Mr. Wojcinski—forecasts of executive compensation for the Rate Year—simply do not exist.  The concept of a Rate year is inapplicable to those companies and no Distribution affiliate would produce a rate year forecast of executive salary expense when it would not serve any business purpose.

Emphasis added.  Putting aside the issue of why the Commission considered Distribution’s inability in 1995 to produce these forecasts as a “refusal” but should not in this case,
 Distribution has presented another example of how decisions by its parent that affect its subsidiary’s ratepayers can be shielded from regulatory oversight.



Yet another example of the limited reach of the “Affiliate Rules” to actions taken by the parent as opposed to the utility subsidiary is discussed in our initial brief.  We explained (S-IB at 42-43) that under the tax agreement filed by National and its subsidiaries with the Securities and Exchange Commission, each subsidiary calculates and records its current federal income tax expense on a separate company basis without regard to tax losses of affiliated companies.  To the extent that tax losses of individual subsidiaries reduce the taxable income of the consolidated group and result in the holding companying paying less income taxes to the federal government, amounts equal to the reduction in taxes are transferred to the loss companies by the holding company.  The National agreement provided a “no strings attached recovery” for any tax loss generated.  



We showed that Seneca benefits from this agreement, to the detriment of Distribution’s ratepayers, because it has substantial monies that it would not have received without the assistance of its sister subsidiaries.  Since 1976, Distribution’s customers paid millions of dollars in rate allowances for federal income taxes that ultimately were not paid by either the utility or its parent. Instead, the agreement transferred these ratepayer payments to Seneca, a non-regulated subsidiary, for its tax losses.  Absent the agreement, which would have resulted in Seneca being treated as a stand-alone subsidiary for tax purposes, Seneca would not have received payment for some of its tax losses, nor would it have received payment for some of its tax losses earlier than it did.  Seneca is better off today as a result of the payment of its tax losses under the agreement.  We ask the ALJ to take notice of the favorable sale of Seneca Resources; Distribution’s ratepayers should share in the profits from this sale.


C.
Staff Urges The Commission To 


Launch An Inquiry Into The Way In 


Which Distribution’s Parent Makes 


And Defends Decisions That Have 



Significant Impacts On Distribution 


and Addressing Whether The Affiliate 


Rules Should Be Amended.



As CPB remarks, and Distribution’s initial brief demonstrates, the holding company structure has a tendency to impede the Commission’s ability to probe into decisions that may harm ratepayers.  The royalty concept alone may not protect the integrity of the regulatory process.  Perhaps another type of imputation mechanism, a corporate parent/utility subsidiary adjustment, is warranted so that the Commission is able to fulfill its statutory responsibility to ensure that Distribution’s rates are just and reasonable.  Staff recommends that the Commission institute a proceeding to examine these and related issues, particularly in regard to Distribution and National.  At a minimum, the Commission should institute a proceeding that places on Distribution the burden of persuasion
 
that its “Affiliate Rules” are adequate to protect against situations in which its parent makes decisions that may have a harmful impact on Distribution’s ratepayers.

II.
DISTRIBUTION SHOULD NOT EARN A RETURN 


ON THE DEBIT BALANCE OF ITS PENSION 


RESERVE INTERNAL ACCOUNT. 



The issue is not, despite Distribution’s suggestion to the contrary (D-IB at 50-51), whether it was prudent or imprudent for National to decide to fund its external pension fund in a way that Distribution’s contribution would exceed the amount allowed in rates.  Rather, the issue is whether or not the debit balance, which occurs when contributions to the external pension trust exceed rate recovery, should be accorded rate base treatment, resulting in Distribution earning a return on the debit balance.  That is, Staff is not recommending an adjustment based on a finding of imprudence.  Because no crisis regarding the pension fund existed; it was National’s discretionary decision that Distribution should fund the external pension fund in excess of rates.  Accordingly, it would be wrong for Distribution—and ultimately National’s shareholders—to earn a return on the debit balance.  


A.
Distribution Ignores The Commission’s 


Expectation Set Forth In The Pension 


Policy Statement That Funding Of The 


External Pension Fund Should Not Exceed 



Levels Allowed In Rates.



In its initial brief, Distribution did not address the long term view embodied in the Pension Policy Statement that, over time, funding the external pension fund at a level equal to the amount allowed in rate allowances will result in sufficient monies to meet the need of a utility’s retirees.  Distribution did not criticize the Pension Policy Statement for its approach to handling unusual economic circumstances.  Instead, it defends National’s decision to take a short term approach to funding.  National chose to fund its external fund for years 2002-2004 based on circumstances at one point of time.  But conditions do change dramatically from year to year.  For instance, at the end of September 2005, National’s pension was under funded by $117 million but by September 30, 2006, its pension plan was over funded by $5 million.  2006 National Report to Stockholders, page 92.  In that year, National’s external fund contributions was $21 million only.  Id. at 91..    .


B.
National Did Not Avert A Disaster 



Since There Was No Disaster To Avert.  



Staff IR 364(b) (Exhibit 59) asked:  “For any of the years 2000 through the present demonstrate that the company’s pension plan tax-effective status would have been impaired if the $37,533,017 was not funded (DPS-231).”  The reply, that “[w]hile it’s true that that in hindsight the exceptional actual performance of the stock market allowed National Fuel’s pension contributions from 2000 to present to equal rate allowances, this does not negate the prudence of the funding decision that was made in 2002-2003,” demonstrates that there is simply no basis for Distribution’s claim that National’s external funding averted a disaster.  There simply was no impending disaster to avert.  



In this regard, it is interesting that Distribution chose a 25-year period (D-IB at 54) to calculate a 10.31% return on the company’s external fund.  The company criticizes Staff for choosing a shorter 10-year period, which includes three sub-par return years, yielding a return of 7.9%. The company asserts (D-IB at 55) that the norm would be closer to the actuary rate of 8.25%.  Yet, Distribution claims that after a couple of bad years of returns, National had no reason to believe economic conditions would improve.  Instead of relying on the past 25 years, during which the return averaged 10.31%, Distribution claims that National had no choice but to direct Distribution to fund the pension fund above Distribution’s rate allowances.


C. 
The Claim That Ratepayers Are 



Better Off Is Not Necessarily Correct.



Distribution fails to address the borrowing cost for funding the external pension fund above rate allowances and never provides a complete picture.  D-IB at 49.  Claiming that it is only asking for $2.8 Million does not provide the whole picture of what its request would cost ratepayers.  The fact is, ratepayer-provided monies that are earmarked for external funding will be used instead to reduce the internal reserve debit balance.  So, the monies will not be growing in the fund.  Ratepayers are currently contributing to reduce the debit balance.  



In addition, Distribution never explains how the accrued interest on the internal reserve debit balance will be recovered (Exh 26, Response to DPS 415).  Once again, ratepayers are the providers of last resort.

D.
The Internal Revenue Code Permits 



Only Qualified Pension Plans To 



Have Favorable Tax Treatment.



Staff testified that the Pension Policy Statement precludes rate base treatment or interest accruals for any payment other than that necessary to maintain the tax effectiveness of the pension plan.  Tr. 1336.  The company criticized Staff (DIB at 52) for not providing a citation to the Internal Revenue Code (IRC) that explains the circumstances under which a company would lose its tax effective status.  The fact is, if a company does not meet minimum funding standards (Title 26, Subtitle D, Chapter 43, Sec. 4971), the statute imposes a tax of 10% on the amount of the accumulated funding deficiency under the plan, determined at the end of the plan year ending with or within such taxable years.  Further, if the deficiency is not corrected within the taxable period, a tax is imposed equal to 100% of such accumulated funding deficiency to the extent not corrected.  



The IRC does not state explicitly that a company would lose its effective status if minimum funding standards are not met.  The IRC, instead, permits only qualified pension plans to have favorable tax treatment (tax effective status).  Some of the tax advantages include:  (a) immediate deductions at the corporate level for employer contributions; (b) tax-free accumulation of plan investments; (c) the tax deductibility of payments made after the tax but before the tax return is filed; and, (d) a potential smaller tax burden to the plan participants upon receiving timely plan distributions.  The IRC provides a list of requirements that must be met in order to become a qualified plan, one being minimum funding requirements.  On The Record Requests 1 and 2.
III.
NEITHER COMMON SENSE NOR THE RECORD 


SUPPORTS THE PREMIUM-BASED ALLOCATION METHOD.



This issue is straightforward; the basic tenant of insurance is that reimbursement is based upon claims, not upon premiums.  Premiums are required to obtain the hedge against significant financial harm but how much one recovers is based on the amount of the claim, not on the amount of the premium.  Nor is there any logical reason to believe that National would have been obligated to submit claims in a way that would risk one subsidiary exhausting the fund before Distribution submitted its claims.  



The issue is whether the premium-based methodology to allocate SIR insurance proceeds was fair and reasonable for Distribution's ratepayers.  Based on the record, the answer is clearly no.  As Distribution notes, it is unable to produce anyone knowledgeable about the issue.  D-IB at 35.


A.
Distribution Cannot Explain Why It 


Ignored The 64% Figure in 1999.



Even were one to consider Distribution's framing of the issue, whether the 1999 premium-paid allocation methodology was reasonable based on the information known at that time (D-IB at 27), the answer still remains that the methodology chosen was not fair or reasonable to Distribution's ratepayers.  Distribution admits (after protracted, but understandable, attempts to prevent Staff from learning relevant information) that in 1996 the IES Report indicated that at least 64% of SIR costs/liability belonged to Distribution.  Yet, incomprehensibly, National did not allocate 64% of the proceeds to Distribution (Tr. 1601-02); only approximately 45% of the SIR Insurance Settlement proceeds were allocated to Distribution based on the methodology chosen by Distribution’s parent.  On its face, based on the information National knew as far back as 1996 (by Distribution’s reckoning, a really long time ago; D-IB 
at 35), the premium-based methodology appeared out of thin air.
  It was not reasonable to Distribution (even though it was more than fair to the other subsidiaries of National).  



Indeed, as CPB points out (at 7-8), given that 64% of expected expenses belonged to Distribution, and the fact that subsidiaries other than Distribution ultimately incurred less than 15% of overall SIR costs, it is hard to believe that National (or Distribution, for that matter) could have considered an allocation of only 45% to be reasonable.  Further, what is also known
 is that out of the 36% of the remaining estimated costs (in slight excess of $100 Million) attributable to the other subsidiaries (NFG Supply and Distribution-PA), $71 million was attributed to NFG Supply.  In actuality, though, only $1.8 million in clean-up expenses materialized.  One can only assume that the other subsidiary’s potential costs were greatly inflated, presumably to get a larger settlement amount, and, therefore, Distribution's percentage was in actuality much greater than 64%, even possibly greater than the 85% of known expenses.  We note in this regard that the corporate parent's Securities and Exchange Commission filings do not mention these supposed overwhelming liabilities.  Exh. 26, Response to DPS-457.. 

B.
The “First Come, First Served” Fear 


Was Not Grounded In Reality.



While Distribution claims that its methodology was reasonable based on a hypothetical scenario where a claim from another subsidiary filed before Distribution would thereby wipe out the proceeds, is just that - a hypothetical that not only did not happen, but was never going to happen.
  As discussed above, it was known that NFG Supply's potential liability was greatly inflated and nowhere in the record is it established that Distribution-PA claim would have superseded a claim by Distribution. Further, nowhere is any such "first come, first served" rule mandated by accounting rules or Commission precedent.  It is an exposed "rule" now created by Distribution to after-the-fact support its claim that the allocation methodology was reasonable.  If, in fact, such a scenario became an actuality, Distribution’ parent could then have reconsidered its allocation methodology to ensure that other subsidiaries with SIR potential liability (i.e., Distribution) received their fair share.


C.
The Company Will Benefit From Staff's Adjustment.


Distribution is now presenting a new argument, that following Staff's methodology will somehow harm Distribution because the SIR revenue stream will be eliminated.  D-IB at 30.  Distribution will not be harmed; rather, it will receive an additional $14 million in revenue for any SIR liabilities.  Distribution will benefit as will Distribution's ratepayers because, prospectively, the $600,000 rate allowance would not be necessary.  Distribution may mean that its parent will be harmed.  Such may in fact be true, but this possibility is irrelevant to this rate proceeding. 


D.
The Claim Of Retroactive Ratemaking Is A Red Herring. 



Distribution's claim that Staff's methodology would result in retroactive rate making (D-IB at 41-43) is not correct.  Staff’s proposal is founded on its examination of an item that it has been attempting to fully examine for a number of years.  As stated in Exh. 27, Dist-RTA-1, Mr. Luthringer’s initial information request was submitted to Distribution in January 2000.  Additional information requests were served on Distribution, and conferences with Distribution were held.  Staff was not provided with the information requested, and lacking this information, Staff was unable to make a determination whether Distribution’s allocation methodology was reasonable or unreasonable.  It is only now, after reviewing the actual SIR claims made against the Aegis Policy through August 2006 (Exh. 54, Schedule 2), that Staff is able to determine that the allocation of the SIR Monetary Settlement was not fair to Distribution’s ratepayers and is unsupported by any fact,  commonsense, or plausible theory.



Also, Staff's proposals will only have a prospective effect on rates.  Staff's proposal does not call for a refund to be given to customers, only that the rate allowance be discontinued as unnecessary.  As the court held in Niagara Mohawk Power Corp. v. Public Service Commission, 54 A.D.2d 255, 257 (3 Dept. 1976), "...the proper approach for the commission is to consider this acquired money when a future rate adjustment is requested. Such a procedure would fully protect the ratepayer from unjust and unreasonable rates."  This is exactly the case in this proceeding; Distribution requests an additional rate allowance of $1.7 Million, which is unfair and unreasonable to Distribution's ratepayers.

IV.
STAFF’S PROPOSED CORPORATE PARENT/UTILITY 

SUBSIDARY ADJUSTMENT IS MODEST.



In our initial brief (at 41-46), we offered five examples of decisions made by National that benefited its shareholders to the detriment of Distribution's customers.  As a consequence, we suggested that a royalty adjustment of $1.6 Million was appropriate.  The company dismissed all five examples, protesting variously that the situation was not covered by the Commission's royalty decisions, that there was no supporting evidence in the record, that the adjustment was duplicative, and that the Affiliate Rules inoculated it against any adjustment.  D-IB at 92-106.



We addressed the relevance of the Affiliate Rules in Section I.  We also discussed the fact that the Commission's royalty decisions did not contemplate situations in which the utility subsidiary is the passive recipient of decisions by the corporate parent rather than the decisive actor affecting its own subsidiaries.  With this more sophisticated appreciation, we believe that instead of calling our adjustment a “royalty” adjustment as it has historically been called in Distribution's previous rate cases, we should have called it a “corporate parent/utility subsidiary” adjustment. 



In thinking about the company's comments on the issue and the deleterious impact of National's decisions on Distribution's customers, we conclude that our proposed adjustment is modest, perhaps irresponsibly so.  The foregone interest on the proper allocation of insurance proceeds to Distribution, alone among the five examples, is a hefty $5 M.  That size adjustment would go a long way towards establishing just and reasonable rates for Distribution. 

V.
STAFF’S PROPOSED RETURN ON EQUITY AND 

CAPITAL STRUCTURE IS SQUARELY BASED ON 

THE GENERIC FINANCE CASE METHODOLOGY.



The company offers no reason to deviate from the Commission's longstanding practice of using the Generic Financing Case methodology.  Yet, it persists in repeating arguments that have been raised and dismissed on more than one occasion over the years.


A.
Staff’s Business Profile Score Analysis Is Correct.

Distribution’s use of Staff’s 13-company proxy group to determine its business profile score is inconsistent with Staff’s analysis.  Staff determined that its “A-/BBB+” assessment of Distribution’s stand-alone bond ratings (S-IB at 3-4), which reflects both Distribution’s business and financial risk, was the appropriate basis upon which to determine its business profile score.  Accordingly, the average business profile score for the 24 regulated transmission and distribution companies with said Standard and Poor’s (S&P) ratings was a “3.”  S-IB at 4.  Based on a split bond rating of “A-/BBB+” and a business profile score of “3,” Distribution’s common equity ratio should be 44.35%.


B.
Staff’s Proxy Group Reflects The Business 


And Financial Risks Of Local Distribution 


Companies (LDC)And Is A Reasonable Proxy 


For Distribution.

As Distribution acknowledged, when analyzing revenues that contribute to a just and reasonable return for Distribution, it is important to distinguish between the components of revenue that are passed through to customers at cost (such as gas supply and revenue taxes) that are without any mark-up or profit, including a return on investment, and the components that include a return on Distribution’s investment and in the infrastructure developed to provide its customers with access to natural gas supplies.  Tr. at 1631.  Moreover, Distribution acknowledges that the “lion’s share” of a customer’s bill relates to revenue that does not produce a return for Distribution’s investors.  Tr. at 1631-32.  

Clearly, Staff was correct when it decided to select its proxy group on the basis of regulated transmission and distribution utility companies because Staff’s recommendation allows for a return on the component of Distribution’s bill that includes a return on its investment in its infrastructure.  The risks related to this transmission and distribution infrastructure are comparable for both gas and electric utilities.  Therefore, Staff’s proxy group adequately reflects the risk of a LDC and is a reasonable proxy group for determining Distribution’s cost of equity.  


C.
The Federal Energy Regulatory Commission’s (FERC)



Proxy Group Size Has No Relevance To Staff’s 


Proxy Group Size.

Distribution refers to a recent FERC proceeding, wherein it states that this Commission presented evidence on the cost of equity using a proxy group of only six companies.  D-IB at 117.  Distribution’s characterization of Staff’s involvement in the FERC proceeding is easily dismissed.  Distribution patently disregards the context in which Staff’s evidence was presented to FERC, namely, FERC has a pre-established proxy group that parties are obligated to use for its cost of equity analyses for gas and oil pipelines.  

Finally, it is remarkable to note that even FERC has concerns about the number of companies in its proxy group.  This is confirmed by the fact that FERC recently instituted a proceeding entitled “FERC Proposed Policy Statement on the Composition of Proxy Groups to Determine Gas and Oil Pipeline Return on Equity” in FERC Docket Number “PL07-2.”  In statements concerning the proposed statement, FERC Commissioners indicated that there is a need to change the selection criteria for the proxy group because there are not enough companies in the group.

The New York Commission recognized this issue much sooner than FERC, as confirmed by the Commission’s return on equity allowances that are based on proxy groups that contain an adequate number of companies which reflect the business and financial risks of the affected utility.


D.
Staff’s Corrected Subsidiary Analysis 



Supports The 44.35% Common Equity Ratio.

The average of the median debt ration for industrial companies rated "A" and "BBB" by S&P is 40%.
 Exh. 52, Schedule 9, page 2 of 3.  Therefore, Staff’s use of a 60% equity ratio and a 40% debt ratio allocation in its subsidiary analysis is appropriate and the company’s reference to the S&P 500 (D–IB at 110) is inapplicable to Staff’s analysis.

Staff’s subsidiary analysis was executed by removing $1,800,523,000 of unregulated “utility” capital from the company’s consolidated capital structure.  Staff’s only error was that it did not stipulate “utility.”  Distribution’s classification of National Fuel Gas Supply Corporation (National) and New Highland as regulated operations (D-IB at 109-110) is inappropriate because they are not “regulated utility” companies.  Distribution’s regulated utility operations are limited to Distribution; Supply is predominately a gas pipeline and storage company and New Highland includes Distribution’s timber operations.  Therefore, Distribution’s statement that “Staff’s amount of unregulated capital is incorrect” (D-IB at 109) is wrong.  Staff’s calculation is correct and Staff’s reasonableness check supports the use of a 44.35% common equity ratio in Distribution’s hypothetical capital structure.  


E.
Staff Does Not Support The Company’s Use 



Of The Comparable Earnings And Risk Premium 



Approaches.



The fact that Staff mentioned that comparable earnings and risk premium methodologies are commonly used in addition to the discounted cash flow model (DCF) and capital asset pricing models (CAPM) to estimate the cost of common equity (D-IB at 12) does not negate the fact that Staff has repeatedly reputed the use of these two methodologies.  S-IB at 7.  Therefore, Distribution’s attempt to interpret Staff’s response to its information request (Exh. 23, Dist-32, p.2) as support of its witnesses’ testimony is irresponsibly misleading.


F.
Distribution’s Critique Of The Process 



Employed In The Generic Finance Proceeding 



Does Not Lend Credence To Its Proposed 



And Flawed Methodology.

Distribution’s review of the procedures employed by the parties to the Generic Finance Case (D–IB at 113-15) does not show the reasonableness of its proposed technique.  The fact remains that Distribution’s methodology is flawed on the basis of its proxy group, its DCF analysis and its inclusion of a comparable earnings and risk premium approach.  S–IB at 6-8.  


G.
The Objective Of Distribution’s Adjustments 



To Its DCF Methodology Is To Inflate Its Results.



Staff is amused by Distribution’s one-sided approach to its DCF methodology.  While Distribution criticizes Staff for including what it terms low results (D–IB at 120), it offhandedly eliminates all DCF returns in its analysis that are below 9.5%, which it classifies as the lowest rate allowed to a gas utility during the 12 months ended September 2006.  Distribution’s analysis is absurd.

The basis of the 9.5% cut-off was based on 23 gas utilities for which returns on equity were authorized from October 2005 through July 2006.  Tr. 169.  The variance in regulation across the 23 companies represented business activity, credit ratings and types of proceedings (i.e., litigated vs. settlement) makes this an apples to oranges comparison.  The Commission consistently received high recognition as an excellent commission from the regulatory and financial institutions because it provides rate allowances that mitigate many utility risks (i.e., weather adjustments and reconciliations), thus enabling New York State utilities to remain viable institutions.

Distribution did not, for any company on its list, provide the context of the authorized return on common equity or the rating of regulatory environment.  Furthermore, Distribution’s reliance on the authorized return on equity of Commission decisions and settlements for gas utilities can create an element of circularity.  Staff believes that Distribution’s adjustments to the DCF methodology, as discussed above and in our initial brief (S–IB at 7-9), erroneously inflate its DCF cost of equity and should be rejected.


H.
Distribution’s Desire For An Inflated 



Cost Of Equity Does Not Justify Its 



Adoption By The Commission.

Unfortunately for the company, Staff does not make recommendations on the basis of a utility’s desires.  Distribution’s expressed wants for the high end (an 11.65% cost of equity) of its witness’ return on equity recommendation (D–IB at 113) is unrealistic because the recommendation is based on a flawed methodology that results in a highly inflated cost of equity.  S–IB at 5-9.  Staff supports Distribution’s “wants” to the extent that they can be met through a reasonable cost of equity determination.

Staff’s overall rate of return recommendation allows Distribution the opportunity to provide safe and adequate service, to recover its prudent costs for debt, and to provide National’s common stockholders with the opportunity to earn a return that is commensurate with the risk of Distribution.  Tr. at 1098.  Therefore, Staff’s return on equity recommendation should be adopted by the Commission.


I.
Staff’s Methodology is Reasonable 



And Is Supported By Precedent.

The financial literature widely acknowledges strengths and weaknesses in both the DCF and the CAPM approaches.  S–IB at 9.  The company, however, attempts to hide this fact by pointing out shortcomings of the DCF methodology (D–IB at 117-120) juxtaposed with its discussion of the “result” of the CAPM methodology.  D–IB at 120-21.  As opposed to the company’s methodology, Staff’s methodology provides reasonable results.  

Staff’s methodology is not rigid.  It is a blend of a two-staged DCF methodology and two CAPM methodologies that balances out the bias in any one methodology.  S–IB at 9.  Staff believes that the ultimate evaluation of cost of equity methodologies should be based on the regulator’s use of the model and how well that model meets the regulator’s objectives.  Clearly, the methodology used by the Commission has precedent and has provided reasonable returns for New York State utilities.  


J.
Distribution’s Cost Of Equity Determination 



Should Be Reduced By A 25 Basis Points RDM Adjustment.

Distribution’s contention that a 25 basis point RDM adjustment should be considered only if its methodology is used is nonsense.  D–IB at 124.  It its testimony, Distribution indicated that the existence of such mechanisms as conservation incentive programs and accompanying revenue decoupling mechanisms would reduce the cost of equity by 25 basis points for an LDC with such a mechanism as opposed to an LDC without one.  Tr. 189-90.  

As Staff has previously indicated, the risks of the 13 transmission and distribution companies contained in Staff’s proxy group are comparable to that of Distribution, an LDC.  The fact that only one transmission and distribution company had an RDM is irrelevant to determining whether or not to adjust the cost of equity to reflect the fact that Distribution would face reduced risks upon the implementation of a RDM.  

Accordingly, Distribution’s cost of equity determination, as determined by Staff at 9.10% should be reduced by 25 basis points resulting in a recommended cost of equity of 8.85%.  S–IB at 10.  

VI.
DISTRIBUTION’S DEPRECIATION PROPOSALS DEVIATE 

FROM COMMISSION POLICY FOR NO GOOD REASON.



MI suggests (at 3-6) that it is unseemly for the company to propose changes that have little theoretical basis but have a huge revenue effect at a time when the company's service territory is struggling economically.  Staff concurs.


A.
H-Curves Continue To Work Well.


As MI points out (at 25), the company presents no compelling reasons to change methodologies from what it presented in 2004.  Distribution asserts that H-Curves should be replaced with Iowa curves because the latter yield “a more appropriate statistical comparison” and because they are used in 49 of the 50 states.  D-IB at 80.  The Commission has been using H-Curves as its preferred method for determining gas plant life characteristics for quite some time, and Staff is not persuaded that Iowa curves yield results superior to H-curves.


B.
The Whole Life Method Is Superior.


The company states that the remaining life method assures full recovery of capital investment because the whole life method has no checks and balances.  D-IB at 81-84.  This statement is incorrect because the whole life method assures full recovery of assets through analysis completed in every rate case.  This method has been approved by the Commission exclusively for active mass asset gas plant accounts and Staff recommends no change from its current methodology.


C.
A 70-Year Average Service Life (ASL) For Plastic Main 


Is Appropriate.


Distribution claims that, based on other utilities outside of New York and not factoring in any utility in New York, it is reasonable to change the current service life of plastic mains from its current 70-year ASL to a 55-year ASL.  D-IB at 84-85.  The company supports its proposal by referring to the recommendation of the Staff Gas Safety Panel's that the company should continue removal of early vintage plastic piping.  Distribution fails to point out that, if its proposed 55-year ASL were to be approved, then it would have the lowest ASL for plastic mains and also the highest depreciation rate for a plastic main account in New York State.  


In addition, there is no statistical data for any newer vintage plastic piping that would lead to such a result.  Also, the company witness Spanos fails to point out that the Staff Safety Panel’s recommendation is limited to the removal of leak prone pipe that ranks as a high priority for removal according to Distribution's "Risk Prioritization Model," and not the entire portfolio of early vintage plastic main.   

VII.
DISTRIBUTION’S DECLINING HEAD 

COUNT IS WHAT IT IS.



The company complains (at 59) that Staff created a simple trend line by plotting decreases in head count over a five-year period without taking into account the fact that, if the trend were to continue indefinitely, eventually there would be so few employees that customer service would suffer.  Distribution correctly identifies a responsibility that it rather than Staff must satisfy.  Staff appreciates that a declining head count can improve the bottom line, but that at some point, the company must perform an analysis of the work that needs to be done and the number of employees necessary to complete that work.  Perhaps that study could be ready in time for the company’s next rate case, so there would be a record basis for the company’s claims.
VIII. DISTRIBUTION’S PROPERTY TAX ARGUMENT IS MISGUIDED.



Obviously, over the last five years, property taxes rose annually from 2.03% to 3.54%.  Trying to estimate the rate year level is speculative at best.  If a method is adopted and adhered to, such as the five-year average of average increases, then over a period of time no party wins or loses.  The company claims that past increases were affected by temporary decreases resulting from challenges (D-IB at 78), but does not address the fact (see Exh. 26, Response to DPS 484) that it plans to continue to challenge assessments now and in the future and that future property taxes could also be reduced for the same reasons. 

IX.
STAFF’S CAPACITY PROPOSALS ARE 

APPROPRIATE AND NECESSARY. 



Staff devoted a large amount of space to capacity issues in its initial brief (pages 81-89).  As the company's initial brief (at 152-59) and our responses suggest, these issues have a profound effect on the relationship between firm sales and transportation customers. 


A.
Development Of A Capacity Release 



True-Up Mechanism Is Necessary And Workable. 



Distribution states that Staff’s proposal, to implement a true-up mechanism, “would be unworkable on the Company’s system” and not necessary due to the “ridiculously small” value to average residential customers.  D-IB at 153-55.  Distribution’s workability concerns seem to rest on its belief that it:  a) does not require marketers to take mandatory capacity release (D-IB at 154; Tr. 824) and b) does not know which marketers’ customers it serves released capacity versus those served by marketer-provided capacity.  Id.  



Distribution overlooks the offer of Staff support to address its capacity assignment concerns.  S-IB at 81-82.  Further, as Staff has previously stated in testimony (Tr. 497) and in its initial brief (S-IB at 83), true-up mechanisms are in place at downstate utilities.  The mix of utilities implementing true-up mechanisms includes those with mandatory assignment of capacity and also those that include marketer provided capacity. For these reasons, Staff believes implementation of a true-up mechanism is workable.



Distribution’s sense of a “ridiculously small” value to average residential customers (Tr. 824-25; D-IB at 154-55) focuses on release of a mix of its capacity that the company identifies as closely approximating the monthly demand charges for capacity retained for sales customers.  The example provided by Distribution addresses a $.05 per Dth/month difference.  In this example, Distribution asserts that when the typical residential usage is adjusted for storage the impact on the average residential customer would approximate $0.035 per month. Distribution’s analysis fails to identify that similar cost information it provided in response to Staff’s interrogatory requests (Exh. 26 and Exh. 42) shows from 3 to 14 times the amounts provided in their example above.  Staff does not agree that the value is necessarily small and supports implementation of a true-up mechanism consistent with those implemented by downstate utilities.   


At its August 22, 2007 session, the Commission approved an Order on Capacity Release Programs in Case 07-G-0299 – In the Matter of Issues Associated with the Future of the Natural Gas Industry and the Role of Local Gas Distribution Companies – Capacity Planning and Reliability.  The Commission determined that releases should be in proportion to the asset portfolio held by the local distribution company (LDC) and that the costs associated with the release also be proportional to that portfolio.  The resulting cost of capacity to the marketer is comparable to the cost of capacity charged to the LDC’s sales customers.  The Commission declared that obtaining cost parity is a reasonable goal when LDCs are not able to implement the actual releases in a pro-rata share of its system.  In those cases, a customer credit/surcharge mechanism may be used to ensure that the costs to utility and marketer customers are comparable.   



Distribution must be compliant with this order.  Since it may not be practical to release capacity on a pro-rata share of its system, the company needs to implement a credit/surcharge mechanism.  


B.
The Current 85/15 Sharing Mechanism For 



Revenues Derived From Capacity Release 



And Off-System Sales Should Be Maintained. 



CPB proposes increasing Distribution’s share of capacity release and off-system sales from 15% to 20% while reducing the customers’ share of these revenues from 85% to 80% CPB-IB at 10-13.  CPB’s proposal would remove an additional $1 million from the sharing mechanism. CPB asserts that this action will result in Distribution losing and customers gaining $150,000 compared to the current mechanism.  Under CPB’s proposal, however, the company would be made whole when it achieved $5 million in total net revenues from capacity release and off-system sales; $50,000 additional for each million above $2 million.  Information presented by CPB shows that from 2001 through 2006 total net revenues from off-system sales and capacity release credits averaged over $5.3 million annually. CPB-IB at 11.



Staff opposes CPB’s proposed change in the sharing mechanism for the following reasons:



1.
The threshold for superior performance is not clear from CPB’s proposal.  Under CPB’s proposal, customers would receive less revenue than they currently receive even if Distribution were only to achieve what it has averaged from 2001-2006.  



2.
The 85/15 sharing mechanism is the result of a generic process that was applied to almost all companies.
  Staff supports future changes to the sharing mechanism be made in a generic forum.  The Gas Policy Statement has been reviewed and modified since its inception without modification to this recommended sharing mechanism.  



3.
While CPB and Distribution advocate for increased incentives for superior performance, they fail to identify an appropriate performance threshold.  Such a threshold should not be below, such as is currently proposed, the company’s average performance for the past six years.



4.
For 2005 and 2006, Distribution did not participate in off-system sales.  Distribution began participating in off-system sales again in 2007.  Tr. 836-37.  Implementing off-system sales will likely raise Distribution’s annual average revenues from capacity release and off systems sales. 



5.
Current gas costs are significantly higher than historical gas costs.  These higher costs also have the potential to provide a windfall to the company through higher profits from restarted off-system sales that has nothing to do with superior performance.  At the same time, Staff understands that market conditions can change from year to year and past performance may not be indicative of future performance.


C.
Revenues Generated From Off-System Sales 



And Capacity Release Used To Fund The Cost 



Mitigation Reserve (CMR) Should Be Redirected 



To The GAC.



CPB supported continuation of the CMR, but recommended an increase from $1 million to $2 million in the threshold amount credited to the CMR prior to sharing. CPB-IB at 11.  CPB has provided clarification that its intent is to provide “off-system sales and capacity release revenues credited to the CMR be applied solely for the benefit of firm sales customers, or that the first $2 million in such revenues annually be flowed through the GAC as a credit.”  CPB-IB at 12. 



Distribution supports the CPB recommendation to restructure the CMR allocation to include the first $2 million of capacity release and off-system sales revenues in conjunction with changing the sharing percentages from 85/15 to 80/20.  D-IB at 155-58.  Additionally, to address Staff’s concerns that no specific programs were identified for use of these funds, Distribution states that it believes the CMR is well suited to mitigate the costs that would otherwise be subject to a rate surcharge to offset possible excess costs resulting from implementation of its CIP.  D-IB at 157.  We have several responses: 



1.
Staff disagrees with using revenues from off-system sales and capacity release as a permanent funding source for the CMR (Tr. 497-499, 519-23; S-IB at 83-84) as these programs have been transitory in nature and have used resources that were paid for by firm sales customers but have been used to benefit all customers.  



2.
CPB modified its position to reflect that the first $2 million of these resources should only be used for the benefit of firm sales customers or be flowed through the GAC as a credit.  As discussed above, Staff believes changes to the sharing mechanism would be more appropriate if developed in a generic forum.  However, Staff supports CPB’s suggestion to flow these funds through the GAC for the benefit of firm sales customers. 



3.
Finally, Staff has been critical of providing additional funding to the CMR given that the company has not identified programs that would be supported by these funds. 

Tr. 497-499, 520; S-IB at 83.  More recently, Distribution has proposed to use the CMR to fund the CIP.  D-IB at 156-57.  Given that this is a one-year rate case and a surcharge is the most reasonable funding mechanism for a new and unsettled program like the CIP, it is not clear that providing a backup funding source in this context is either appropriate or necessary.  Returning funds to firm sales customers through the GAC, instead, would help mitigate the impact of these program costs on those customers.


D.
Distribution’s Asset Manager 



Proposal, Which Includes A 


Storage Fill Incentive Is Improper.


Distribution argues that storage fill arrangements are a narrowly defined category of transactions that share the same characteristics as off-system sales and capacity release transactions.  D-IB at 158-59.  For these reasons, Staff believes that sharing of commodity gas cost savings associated with storage fill arrangements is improper.  In addition: 



1.
Staff does not agree that there are similarities between these types of transactions.  Capacity release and off-system sales are designed to help defray fixed capacity asset costs that are underutilized but required for reliability purposes.  



2.
These transactions and the associated sharing mechanisms have precedent and are supported in Commission Orders or Policy Statements (see, for instance, the December 2004 Order in Case 93-G-0932).  



3.
Asset manager agreements pertaining to storage fill arrangements involve pricing of commodity gas purchased.  The Commission’s Gas Purchasing Policy states that an LDC faces a heavy burden of proof if it has not diversified its purchased gas portfolio.  Storage gas is one of Distribution’s primary sources of gas used to mitigate volatility and as such is required under this policy.
  



4.
The company is responsible for, and is required to, provide the least cost reliable gas available.  S-IB at 89.  Storage fill arrangements are simply an outsourcing of Distribution’s purchasing function.


E.
Contingency Capacity And Retained


Capacity Are Not Equivalent.



Distribution and Staff agree that the current level of contingency capacity is valuable to the company and customers alike.  Tr. 502.  But, the company continues to argue that it should allocate all contingency capacity costs to retained capacity costs.  D-IB at 150.  We make several points in response:



1.
Staff disagrees because this would put an unfair burden on transportation customers.



2.
Retained capacity is capacity retained for transportation balancing and temperature swing service.  Distribution’s insistence that balancing is the backup for marketer failure is absurd.  



3.
Marketer failure to deliver to the city gate is handled under separate company tariffs (SC 11 – Deficiency Imbalance Sales Service For Transportation Customers).  Marketers who fail to bring in the appropriate daily delivery quantity must purchase gas from the company at a premium over market prices.  This gas is taken from general supplies used for firm sales customers.  This is not part of the retained capacity calculation.



4.
Balancing is utilized to reconcile differences between the amount brought to the burner tip versus what was actually used at the burner-tip.



5.
Contingency capacity is maintained as a backup for the entire design day capacity requirement not just the retained capacity and should be allocated accordingly. 



6.
Adding additional contingency capacity costs increases the cost for providing temperature swing service and balancing of all customers.  


F.
Proposals By Distribution And CPB To Eliminate 



The “No Harm, No Foul” Rule Should Be Rejected.



In its rate filing, Distribution proposed eliminating the “No Harm, No Foul” rule applicable to daily imbalances for Daily Metered Transportation (DMT) customers.  Tr. 669-70.  Distribution’s proposal was supported by CPB.  Tr. 595-96.  The primary concern raised by these parties revolves around a concern, raised by the company, that small marketer’s may possibly “game” the system.  However, neither party provides evidence in support of their position.  Staff is not aware of any problems raised by other parties in reference to this rule.  Tr. 501-02.  Staff’s testimony (Tr. 499-502) explains that currently there is no practical alternative to support daily balancing.  MI has echoed this concern.  MI-IB at 72-73.  In addition, Staff and MI agree that, as long as the pool remains within the 10% dead band, there are no additional costs to Distribution.  Company witness Clark admitted on cross-examination that since this rule was implemented on October 1, 2005, the company has not experienced any operational difficulties.  Tr. 694.  



Finally, neither Distribution nor CPB have provided a viable alternative to support imbalance trading among daily balanced customers.  While both parties have raised concern over possible gaming, neither has provided evidence of such.  Also, there appears not to be interclass subsidies or costs nor any operational problems associated with continuation of this rule.  For these reasons, Staff believes the proposals by NFG and CPB to eliminate the “No Harm, No Foul” rule should be rejected.  


G.
Telemetering Must Be Completed.



Distribution states that 90 large usage customers had been converted per the Commission Order because those customers typically had only two or three meters per account. It also states that seven remaining accounts typically had 20 or more meters and were considered exempt from the Order.  D-IB at 177-79.  However:


1.
Distribution never filed for or received an exemption or waiver from the Commission regarding the remaining accounts.

Distribution has not produced evidence that technologies do not exist that could be cost effective.  This situation is analogous to Distribution’s lack of attention to upgrading production receipt meters.


2.
The company should be allowed to implement reasonable exceptions to the requirement that customers consuming in excess of 55,000 MCF Per Year be Telemetered.  MI-IB at 73-75.  Any request for waiver should include at least a discussion of what technologies were reviewed and discarded as cost prohibitive.

X.
STAFF’S SAFETY PROPOSALS ARE NECESSARY TO ENCOURAGE


DISTRIBUTION TO IMPROVE ITS “AGING,“CRUMBLING,” AND

“DECAYING” INFRASTRUCTURE.



The company makes two alarming suggestions, which though hyperbolic, taken together paint a disturbing picture of the utility subsidiary's and/or corporate parent's management's Weltanshaung.  On page 3 of its initial brief, the company talks about the state's, and by inference, its infrastructure using the word “crumbling.”  Later, on page 86, in a similar discussion the words “aging” and “decaying” are used.  If the situation really was so bleak, one wonders, how prudent has been Distribution's decision-making? 



Yet, despite this apparent concern, the company's belabored cross examination of Staff's Safety Panel demonstrated hostility, or at least indifference, to Staff's interest in maintaining and improving the company's safety performance.
Tr. 1209-47.  Equally troubling is Distribution's oblique suggestion, also on page three of its initial brief, that management (the utility subsidiary's?, the parent corporation's?) would be reluctant to invest in infrastructure unless the Commission awarded a rate of return of 11.65%.   



A.
The Commission Has Authority To Impose Safety 


And Customer Service Measures On A Utility.


Webster's New World Dictionary (College Edition, 1968) defines “incentive” as “influencing to action; encouraging; stimulating; motivating.”  Simply put, an incentive encourages and motivates someone to do something.  It can be positive or it can be negative or it can have aspects of both.  Make no mistake.  Staff's proposal regarding safety standards, as well as its 
proposal regarding customer service standards,
 is an incentive mechanism, not, as the company claims (D-IB at 125), a penalty mechanism.


Distribution argues that without the consent of the utility, the Commission does not have authority to establish an incentive program.  D-IB at 126, fn 25, 133.  This argument fails for it violates a basic tenant of American governance.  Consent cannot convey jurisdiction.  Either the Commission has jurisdiction to impose the safety and consumer service measures or it does not.  An agreement between two parties is not sufficient to convey jurisdiction to the Commission.  In an analogous situation, the Court of Appeals for the District of Columbia found that as a statutory entity, FERC cannot acquire jurisdiction merely by agreement of the parties before it.
  In reaching this conclusion, it quoted a holding of the United States Supreme Court, which explained that “parties…cannot confer jurisdiction; only Congress can.”
  


It makes no sense that incentive mechanisms are only valid if the utility agrees to them and they are contained in a joint proposal.  If, as the company suggests, an imposition of positive and negative incentives is allowable when it is merely voluntary on the part of the utility, then the company would be able to agree to these measures, but should it violate those terms, the Commission would have no path of recourse against the company.  This rationale is simply contrary to principles governing a joint proposal.  When a utility consents to such measures in a joint proposal, that joint proposal is adopted by the Commission as an order and the Commission and the courts then have authority to enforce its provisions.



Assuming for the sake of argument that Staff's proposals constitute “penalties,” Distribution's objections hold little weight.
The cases cited by Distribution regarding the “highly penal” nature of such penalties (D-IB at 125) only reinforce the Commission’s ability to have such provisions.  While removing from these cases the quoted language that supports its characterizations of Staff as the great punisher and Distribution as the helpless victim, Distribution fails to consider the context and language surrounding these statements.  The company uses Whitridge
 out of context to support the idea that Staff’s safety performance measures are a series of penalties.  Whether or not this is the case, Whitridge only establishes that the Commission must establish that the company has violated the provisions in order to enforce the penalties.  The case does not, in any form, suggest that the Commission is not permitted to impose penalties on a company.  In Dempsey, the Court refers back to Whitridge to describe the fines and penalties in those cases as “highly punitive.”  Immediately following the sentence conveniently removed from its context, the Court goes on to say that the purpose of those highly penal provisions is to “prevent intentional, deliberate and avoidable disobedience” to a Commission Order.
   



In any event, the Commission has the authority and jurisdiction to impose safety and customer service measures pursuant to §65 of the Public Service Law.  The company itself supports the position that the Commission has jurisdiction when it quotes from the Niagara Mohawk decision.
  D-IB at 126.  As stated, the Commission only has jurisdiction when that jurisdiction has been granted to the Commission or if the power is incidental to the expressed jurisdiction. Id. 



This section provides:  “Every gas corporation… shall furnish and provide such service, instrumentalities and facilities as shall be safe and adequate…” (emphasis added).  If the Commission did not have the authority to provide for measures to ensure the safety of the infrastructure of a gas company, then this provision would be read out of the statute.  This interpretation, taken by the company, is in direct conflict with the basic rules of statutory construction.  Each word in a statute must have a meaning or else it would not have been written by the legislature.  Had the legislature not intended to give the Commission the authority to ensure that gas utility infrastructure is “safe,” then it would not have demanded that such infrastructure be “safe.”  



Certainly the legislature did not intend to rely on the utilities to provide safe and adequate service without some measure of oversight by the Commission.  It seems reasonable to believe that the imposition of regulatory liabilities to ensure “safe” infrastructure is an effective means of ensuring that utilities continue to keep their infrastructure “safe” and that they provide adequate service.  Safety and consumer service targets are derived from the company’s actual historical performance and the Commission's expert opinion.  



In order to effectively carry out its statutory mandate of providing “safe and adequate” service, the Commission can create regulatory liabilities owed to ratepayers for the company failing to meet reasonable consumer and safety-related targets.  For that reason, the imposition of regulatory liability regarding these standards is incidental to the jurisdiction granted to the Commission by its statute and is, therefore, proper.

B.
Staff’s Safety Measures Do Not Violate Equal 
Protection Provisions.



As easily as Distribution’s lack of authority argument fails, so to does its argument of denial of equal protection.  Distribution contends that Staff denies equal protection because it is treating “similarly situated” persons differently “under the law and this difference may be created by the grant of a preference as well as by the imposition of a burden.”  D-IB at 128.  Distribution makes this conclusion with no supporting facts.


The company has failed to show that there is a similarly situated person that has received different treatment.  Furthermore, referring to Distribution’s reference to the Abrams case (D-IB at 128), Staff is neither granting any utility a preference nor imposing a burden solely on Distribution.  The burden of increasing the safety of infrastructure is being imposed on all utilities, not just Distribution.  


Purportedly, Distribution refers to the safety measures implemented in other LDC’s across the state.  Invariably, each LDC faces different circumstances that influence the Commission’s decision on the level of the safety measures.  Furthermore, this argument is flawed because Staff uses the same criterion when developing standards for each utility, namely each utility’s past performance and conditions on the ground in each service territory.  Distribution suggests that the safety standards should be “objective, published” standards applicable to all utilities as opposed to “inherently irrational and arbitrary” standards.  D-IB at 128.  In this scenario, Distribution fails to consider the vast differences between each utility’s circumstances and, quite possibly, would subject itself to even more demanding standards than Staff seeks to impose here.  


The company attempts to show that Staff is inconsistent by comparing itself to KeySpan Long Island.  While it is true that KeySpan is required to replace fewer miles of pipe than Distribution, again, Distribution fails to consider other circumstances influencing the numerical number.  The current target for pipe replacement for KeySpan is double its historical level.  Staff had to be mindful of the rate impact for recommending a greater level simply because it costs KeySpan four times as much per mile to replace pipe than it costs Distribution.  Tr. 1225.  The methodology used to obtain targets for all utilities is consistent; it is only the actual numerical level of the targets that vary by utility.  Id.  

C.
Staff’s Safety And Consumer Service 

Measures Are Reasonable And Necessary.



As we thoroughly discussed in our initial brief (at 61-76), almost all of the safety and consumer service targets recommended by Staff are already being met, or exceeded, by Distribution.  Distribution is being provided a certain level of spending in rates to maintain and improve its system and provide service to its customers.  The proposed targets not only ensure that money is spent for its intended purpose, but it also ensures that the public receives the same, if not a better, level of safety and service efforts that it currently receives from Distribution.  

XI.
WHILE STAFF’S MODIFICATIONS TO THE CIP ARE APPROPRIATE, 

A COLLABORATIVE WORK EFFORT WOULD IMPROVE THE 

DESIGN AND IMPLEMENTATION OF THE CIP.

On August 28, 2007, pursuant to the schedule established by the presiding ALJ in the Energy Efficiency Portfolio (EPS) Proceeding, Staff will release its preliminary proposal on energy efficiency programs.  It is our understanding that the document will include recommendations regarding gas efficiency programs that can be implemented quickly on a “fast track” basis.  Given this favorable timing, NYSERDA’s suggestion, that the Commission direct the parties to work collaboratively together to hone the company’s CIP, makes a lot of sense.  In addition to NYSERDA’s experience, the CIP could benefit from the experience of the Division of Housing and Community Renewal, which operates a successful Weatherization Assistance Program (WAP) for low income New Yorkers.  Such a collaborative work effort may be able to repair shortcomings in program design identified by NYSERDA and other parties.


A.
Staff’s Proposed Funding Level Is Reasonable. 

The company claims that we conceded that as customers migrate to marketers, company revenues would fall, and therefore, funds devoted to the conservation program would fall.  D-IB at 12.  This is a stretch.  The only concession we made was 
to the fact that overall company revenues would fall because customers of marketers no longer pay Distribution for the cost of the commodity itself.  This simply has no relevance to our derivation of the initial funding level.  


We explained that we are only using a percentage of total revenues as an initial funding level of $10.8 million.  This $10.8 funding level will not change year-to-year absent a Commission determination either in the generic case or in the context of a Commission determination in the next rate case.  Tr. 905.


The company criticizes the use of the SBC II percentages as irrelevant because it applied to a different industry.  D-IB at 13.  As we said in our direct testimony and under cross examination, the Commission has not established guidelines yet for use as a basis for a reasonable funding level for a gas energy efficiency program.  That is why the Commission established the generic case to develop those guidelines.  In the interim, the use of the electric industry’s initial funding rationales is certainly a reasonable surrogate to implement a gas program at a gas utility.   Even the Commission recognized this interim rationale in the order adopting a gas energy efficiency program for the 2007-2008 heating season for Con Ed:

We base the $14 million annual funding level, as well, on an attempt to reflect the Program Scenario analyzed in the Optimal Report. While neither the authors of that 
study nor NYSERDA expressly endorsed the Program Scenario as the right level of funding for an efficiency program, it was selected to mirror the scope of electric efficiency programs previously endorsed by this Commission.
  

Therefore, a “25 mph speed limit” for a gas energy efficiency program on a “curvy on ramp to an effective program on the interstate” is very applicable in the Commission’s mind.


MI, similarly, criticizes this reliance on the electric experience because, it states, the recently adopted gas programs for Con Ed and KeySpan are smaller when compared to the total revenues of those companies.  MI- IB at 30-32.   MI’s comparison is not relevant since the customer base of both Con Ed and KeySpan are very different from the Distribution’s customer base.  Both the Con Ed and KeySpan residential customer bases are split between non-heating and heating, and, therefore, 
obviously have lesser opportunities for conservation activities.  Hence, the funding levels in those service territories would be expected to be lower as a percentage of revenues than for Distribution, whose residential customer base is virtually all

 heating and therefore requiring more costly conservation activities.


At the session held on August 22, 2007, the Commission approved a gas low income energy efficiency program for National Grid.  Grid, with characteristics similar to Distribution, namely, largely residential heating (Grid has approximately 461,000 residential customers versus Distribution at approximately 430,000 residential customers per the 2006 PSC Annual Report, page 64), received approval for $5 Million in funding.  In comparison, if we assume that Distribution has a similar population of low income customers as Grid, then we have likely proposed too little funding for this portion of the CIP since we only recommended a $2.94 Million program.  


MI argues for a total energy efficiency program for Distribution at between $5 and $7 Million based on comparisons to Con Ed and KeySpan.  Grid, however, compares more closely to Distribution than those two and our recommended program is lower than the Commission-approved Grid program for the same customer sector.  


B.
The Company’s Proposed Media Program 


Is Too Large.


Regarding the size of the company’s proposed media program, we note that in the Con Ed Order describing the upcoming heating season, of the $14 million funding approved only $700,000
 of the total (or approximately 5% of the Con Ed energy efficiency program) relates to the marketing campaign for the program   In comparison, Distribution is asking for $4.6 million for its proposed energy efficiency media campaign (marketing), which equals more than 38% of the total program spending.  


As is typical of a “throw everything at the wall and see what sticks” outreach and education plan, Distribution proposes to spend most of the proposed outreach and education budget on mass media.  As with many of Distribution’s other assertions, the outreach and education program relies on the old standard of TV and radio at the expense of truly analyzing the target audience, the messages to be delivered, the numerous outreach and education tools an techniques and the behavioral change desired.  


Distribution “strongly disagrees” with Staff’s assertion that television does not provide the ability to target Distribution’s customers that other, less expensive communications vehicles provide.  Tr. 1013.  Television is designed to be, functions as, and is even labeled mass media.  It is a non-specific untargetted method of broadcasting messages to everyone in a geographic area (with cable, Tivo, computers, etc. even the geographic area and audience information is more questionable than ever before).  Distribution would have to provide at least some evidence that they have looked at the reach and frequency of their proposed media purchase and compared it to their customer’s viewing habits before Staff could accept the assertion that a grass roots program such as a direct mail campaign where each of their customers receives a series of informational postcards is less targeted than broadcast television. 



Television and radio, while a tried and true method of reaching a lot of people and potentially raising awareness of a brand or product, does not stand up as the best method to develop behavioral change.  Staff agrees that using TV and radio to raise awareness as a piece of a well constructed and comprehensive plan may be an effective strategy but objects to the emphasis and amount of the budget allocated to this tactic.  



Ms. Cox states:  “The costs associated with the proposed tactics are well supported and fully documented.”  Tr. 1011.  While this may be true in that Distribution’s testimony did identify the target area as being one of the country’s more expensive mass media markets, Distribution totally avoided doing any comparison of the costs and effectiveness of any alternative outreach and education techniques or tactics.  All too often in developing an outreach and education program TV and radio are chosen because they are easy to implement and provide the largest profit for the advertising agency.



Distribution’s plan is simply to use all media available with emphasis on the most expensive.  Neither Distribution nor its advertising agency provides any analysis or critical evaluation to their audience, message or expected results.  Distribution claims that the number of times the campaign messages would be seen by the target audience would decline by more than 60 percent without their proposed use of Television.  There is no basis for this claim and in fact effectively using other methods would increase the messages seen, increase the amount of content/information transferred and result in more effective and desired behavioral change.  The only “erosion” that would occur if the proposed TV advertising program were eliminated would be of the amount of money spent on mass media, the number of messages seen by the target audience on TV and the profit made by the Advertising Agencies media buyer.

C.
A Simple Surcharge Mechanism Applicable 


To All Customers Is The Most Reasonable 


Cost Recovery Method.


The company agrees with using a separate surcharge for recovery of CIP costs, but inexplicably advocates for a non-by passable minimum charge surcharge.  D-IB at 17.  The company itself proposes a deferral mechanism, with which we agreed, that carries under and over spending year to year.  Distribution will always collect the whole amount regardless of the recovery vehicle.  Until the generic case is determined, a volumetric surcharge is the simplest to implement and easiest to explain to customers.  


Using CMR monies to offset CIP, moreover, is not the best way to use these funds.  The CMR is a one-time source of monies and should be used to offset one-time expenses like the deferred FAS87 pension balance.  Why should we provide a permanent funding in base rates for the FAS 87 deferral?  We should not.  The FAS 87 deferral will be eliminated in three years under the company's method.  Similarly, the CIP is an ongoing program and will require an annual source of funding, namely, a bill surcharge.   


MI opposes any cost allocation to non-participating customers.  MI-IB at 53-59.  The societal benefits of energy efficiency were noted by the Commission in the order initiating the EPS Proceeding.  We point out, in addition, that improved air quality has a positive effect on health, which translates to fewer sick days and less drain on health care resources.  All of this will improve MI’s clients’ bottom line.  Also, MI admits (at 58) that its client’s customers have received energy efficiency assistance from Distribution’s customer representatives, but suggest that they paid for those costs.  In reality, those costs were part of the general revenue requirement that was allocated to all customers.  There was no specific allocation of those costs to the SC 13 transportation customers.


MI opposes a volumetric charge for recovery of CIP costs, if any portion of the program cost is to be allocated to industrial customers.  MI-IB at 53-59.  Allocation of costs on the basis of the amount of gas used by each customer is the most equitable approach, however, since costs would then be allocated in very close proportions to: (1) the value received by each customer by its use of the gas system; (2) the demands each customer places on the gas supply and delivery systems; and, 

(3)the environmental effects of each customer’s gas use, including production of greenhouse gases.  Also on the basis of fairness and because opportunities for cost-effective energy efficiency should be pursued in all customer classes, including SC-13 customers, expansion of the CPP should be explored in the collaborative planning process.

XII.
THE COMPANY HAS NOT MADE A CASE FOR 

PUTTING SYSTEM ENHANCEMENT COSTS IN BASE RATES.



It is Ms. Truitt’s position that the proposed CIP, proposed changes to LPC’s, and billing change recommendations all “could” require additional spending.  D-IB at 76; Tr. 1584-85.  Again, Staff’s position remains that Distribution’s methodology fails to demonstrate any system enhancements by declaration of completed projects in the historic year and allowing for new projects in the rate year.  Tr. At 483; S-IB at 90-91. 



Moreover, it is Staff’s opinion that the company’s methodology concerning system enhancements remains speculative for the rate year.  Ms. Truitt states, “while expenditures might be different from year to year, the overall level of expenses for system enhancements has been significant in every year.”  D-IB at 76.  Distribution’s methodology of taking one year and inflating it is not appropriate.  In fact, Exhibit 65, RLT-12 shows a reduction in the eighth year of $373,346.39 in system enhancement spending from the previous seven year average of $483,723.93.  Because there is no definitive prediction showing variation from year to year, the more appropriate mechanism for funding, lacking such forecasts, is through the Cost Mitigation Reserve (CMR) rather than included as an element of base rates.  

XIII.  STAFF’S REVENUE ALLOCATION AND RATE 

  DESIGN PROPOSALS ARE REASONABLE.


As we explained in our initial brief (at 50-60), we agree with much of the company's presentation regarding revenue allocation and rate design.  We discussed several areas where we offered revisions and modifications; here, we respond to some of the company's comments in its initial brief that are mistaken or inaccurate.


A.
Staff’s SC 1 and SC 2 Proposed Minimum Charge 


Increases Are In The Public Interest.

Distribution disputes Staff's calculation of the minimum cost because the service, it argues, cannot be provided without some minimal sized distribution main.  D-IB at 159-161.  The company seems not to realize that the fixed costs of the distribution mains have always been considered as a component of the volumetric rates and not part of the “minimum costs to serve.”  This is because the quality of service provided and system reliability correspond to the costs of the company’s distribution mains.  S-IB at 52-53.  As a result, Distribution should not collect these costs automatically through the minimum charge whether or not the customer consumes any gas.  If Distribution is permitted to automatically recover these costs, then it has no incentive to provide good service and maintain its distribution main system.  

While Distribution criticizes Staff’s calculation of the “minimum costs to serve” as fictional, it is also unable to provide any previous Commission precedent that disputes Staff’s position.  The simple reason for this is that the Commission has treated the costs of the distribution mains as part of volumetric rates and not as part of the calculation of the minimum costs to serve.  

CPB argues that increasing minimum charges towards costs are unnecessary because of the implementation of a Revenue Decoupling Mechanism (RDM), which ensures recovery of fixed costs.  CPB-IB at 18.  In its RDM Order (at 18), the Commission disagreed with CPB’s position and suggested that movement towards cost based rate is a worthy goal:

Given the potential harm to certain customers resulting from too rapid an implementation of more cost-based rate designs, and recognizing the time required for their development and implementation, we believe it is now more appropriate to implement a true-up based revenue decoupling mechanism which would establish certainty with respect to utility revenues regardless of the level of commodity sales realized.  It is still a worthy long-term objective to continue moving towards more cost-based rates, where appropriate, to provide customers with appropriate price signals.

Whether there is a rate increase or a rate decrease, the minimum charges would be moved significantly in the direction of minimum cost, without undue bill impacts.  S-IB at 52.  Therefore, the Commission should consider the minimum costs to serve a Distribution residential customer to be $19.12 per month (Exh. 43) and adopt Staff’s recommendation.  


B.
Distribution’s Proposed Recovery of Pipeline 


and Storage Demand Charges Is Misguided.

Distribution argues that pipeline and storage demand charges are incurred in winter months.  D-IB at 161-162.  Fundamentally, these demand costs are charged to the company in equal monthly bills throughout the year and the current cost recovery methodology from customers through the year closely matches the manner in which costs are incurred.  Distribution does not dispute the manner in which it is billed for these costs by the pipelines providing the services.  D-IB at 161.  

Distribution also claims that its proposed recovery methodology would encourage conservation in the winter.  D-IB at 162.  However, since a customer’s consumption is greater in the winter, they already pay a larger proportion of these costs in the winter under the current recovery methodology and, therefore, are already receiving the proper price signal.  S-IB at 57.  


C.
It Would Be Wrong To Eliminate Distributed


Generation (DG) Service Classifications.



Distribution urges elimination of DG Service Classification (SC) No. 23 and Residential DG SC 24.  The company argues that Staff does not explain why DG customers might benefit from the fixed SC 23 and SC 24 rates.  D-IB at 171-73.  As we have stated, these classes were established by the Commission at all major New York gas utilities to provide a clearly defined service class choice for potential DG customers throughout the state.  S-IB at 58.  Therefore, they serve an important purpose regardless of the current service class choices by Distribution’s existing DG customers.  

Service under SC 23 and SC 24 is provided at Commission-approved fixed tariff delivery rates available to all DG customers.  This is the DG customer’s alternative to negotiating an acceptance transportation rate under Distribution’s existing transportation services.  Even though Distribution’s current DG customers may have been able to negotiate acceptable service under Distribution’s non-DG specific services, no assurance exists that a future DG customer will be as successful.  Accordingly, Staff opposes the elimination of these service classes.

XIV.
THE TWO-YEAR TREND PITHILY
 SUPPORTS STAFF’S

MATERIALS AND SUPPLIES (M&S) IN INVENTORY PROPOSAL.


The company states that Exhibit 41, GRP-4 demonstrates an increasing M&S balance.  D-IB at 87.  However, it neglects to point out the two-year trend is decreasing from approximately $6.5 M in February of 2005 to $5.5 M in December of 2006.  This two-year trend pithily reaffirms Staff's recommendation to decrease the M&S balance by $379,000.  

XV.
DISTRIBUTION’S LOCAL PRODUCTION 

RECOMMENDATIONS ARE NOT IN THE PUBLIC INTEREST.



The local production issues may seem intractable but it is Staff's opinion that the issues are not that complicated and if the company were amenable to discussing them, are susceptible to resolution by the affected parties.  Absent such an agreement, Staff urges the ALJ to recommend against the company's proposals so as not to unduly harm local producers.


A.
Proposed Tariff Leaf 37.1(f) Is Not 


Necessary And Should Not Be Implemented.

Distribution states that proposed Tariff Leaf 37.1(f) is necessary to ensure the accuracy of the measurement of all local production that is delivered directly into the Company’s system by local producers.  D-IB at 136.  As stated in Staff's initial brief (at 77-78), the only reason this tariff proposal may be useful for Distribution is that it would provide the company with pre-determined approval to abandon service to local producers with low flow meters.  This is an obvious attempt to circumvent its responsibility set forth in the interconnection agreements.  

Distribution has already attempted to modify its approach to production meters with a filing to the Commission in 
April 2006.  Its approach in the instant case is almost identical to that of the filing.  On August 23, 2006, the Commission ordered Distribution to file plans for metering for local gas producers
 that would be consistent with the Commission’s Order Relating to Electric and Gas Metering Services, which recently had been issued earlier in the month.
  Distribution continues to excuse itself from properly addressing the Commission’s Order.  D-IB at 140, fn 33.  Make no mistake. This conduct blatantly disregards the Commission’s authority.

The technical metering issue needs to be resolved.  A technical metering solution exists in the form of rotary meters.  The dispute centers on who should pay for the replacement meter.  This proposed tariff would provide Distribution with unfair leverage and an advantage in resolving the dispute.  Furthermore, this proposed tariff is abuse of Distribution’s monopolistic position in respect to the local producers who have no other outlet for their gas.  Therefore, the proposed tariff leaf should be rejected and the meters should be replaced at Distribution’s cost.


B.
The Interconnection Agreements Clearly State 


That Distribution Pays For, And Maintains 


Ownership, Of The Production Receipt Meters.  

Distribution claims that producers receive all the benefits of their production, making them solely responsible for costs of the metering facility.  D-IB at 142.  Distribution also states that modifications to receipt facilities resulting from changes in Operator’s operations should be performed at the owner’s expense (D-IB at 138-39) and that naturally decaying production volume from these wells constitutes a substantial change in their operation.  D-IB at 142.  

Staff disagrees with Distribution’s interpretation of both the interconnection agreement and its assertions regarding the benefits of local production.  Local production interconnected directly to Distribution is almost entirely purchased by Distribution’s transportation customers.  Several of these customers are utilizing local production as a replacement for their tariff requirement to hold primary point capacity on the interstate pipelines back to a liquid gas trading point.  These transporters also avoid a mandatory assignment of capacity on National Fuel Gas Supply, Distribution’s interstate pipeline affiliate.  Loss of this gas source would force transporters back into the interstate market for their supplies.  National Fuel Gas Supply and Distribution’s corporate parent are the only entities that benefit from this scenario.  

At its August 22, 2007 session, the Commission approved an Order on Capacity Release Programs.
  This Commission action reiterates the importance of local production as a replacement for the requirement regarding LDC-provided capacity.  Clearly, local producers are not the sole benefactors of local gas supply.  Distribution identifies that there are 334 low flow orifice meters out of 783 total meters.  D-IB at 27.  These low flow meters are owned by 50 separate operators.  Included among these are 37 owners operating three or fewer interconnections.  This data demonstrates that the majority of operators affected by Distribution’s changes to meter maintenance and meter measurement are not large scale corporations.  Most are farmers, local landowners or operators providing local landowners with a way to augment personal income. 


C.
The Company's Position Seems To Be 


Animated By Inaccurate Assumptions. 

Distribution’s apparent prejudice toward these operators is proven by its comments related to the operators’ ability to pay for the meters because of supposed windfall profits.  D-IB at 135, fn 27.  This argument should be dismissed for several reasons.  First, Distribution provides no data to indicate at what price operators actually made a profit from the time gas was priced at $2.00 to the more recently experienced $8.00.  



Second, Distribution neglects both the concept of increased volatility and uncertainty related to recent gas pricing as well as the increase in operating costs experienced by well owners.  Finally, it is unthinkable to imagine setting rates based on a service recipient’s ability to pay.  Low income assistance does exist for specific qualifying retail customers but Staff doubts that Distribution would ever agree to higher rates for service recipients based on higher incomes.  This argument is ridiculous.  Rates are set based on costs, not the ability to pay.


D.
Distribution Must Have Been Aware That 


Production Declines Over Time.

Declining production over time occurs naturally.  It is hard to believe that this was not clearly understood at the time the orifice meters were originally installed.  Identifying declining production as a change in operation is an interpretation of the interconnection agreement that is owned by Distribution alone.  Only a handful of the low flow meters became problems after the institution of the interconnection agreements and, thus, changes in operation have not occurred.  Regardless, the orifice meters have proven to be problematic and should be retired and replaced with a more appropriate meter.  Staff continues to support the appropriate rate base treatment for the replacements.  Distribution, however, should not be allowed recovery of costs based on any occurrence prior to the implementation of the interconnection agreements because to do so would constitute retroactive rate making.  


E.
Staff’s Meter Maintenance Fee Is Correct.


Distribution continues to claim that Staff's decision not to adjust revenues resulting from adjustments in the meter maintenance fee is a fatal flaw.  D-IB at 74.  Such an adjustment would be only a guess because of the great discrepancy between the work rates of Distribution and Supply Corporation.  All of the meter maintenance costs alleged by Distribution should not be reflected in the revenue requirement until Distribution provides the proper documentation of all the meter maintenance work being completed at the Supply Corporation level along with Distribution PA.  This information would allow the Commission to properly allocate the revenue requirement for this item while reflecting the efficiencies created by the proper replacement of high maintenance orifice meters with rotary meters.  


Staff’s fee adjustment is based on the rationale that all being equal, Supply Corporation and Distribution should have similar work practices and work rates on a per employee basis, especially since the same group of employees is used.  Additionally, it would be a discriminatory practice to charge local producers different maintenance fees based upon the type of plant that Distribution chose to install at that one point in time. 

XVI.
STAFF’S MARKET FUNCTION CHARGE PROPOSAL 

ADHERES TO COST OF SERVICE PRINCIPLES.



This section and the two sections that follow are interrelated and should be read in conjunction with Staff's initial brief at 92-98.



A.
The Unbundling Policy Statement 


Should Be Followed.



The company’s quotation from the Unbundling Policy Statement (D-IB at 166-67) supports Staff’s approach to unbundling, to wit, “to establish cost based competitive rates that would afford customers accurate price signals.”  The Policy Statement seeks to set rates that are cost based and competitive with accurate price signals.  Each part of Staff’s approach follows the intent of the Unbundling Policy Statement.  S-IB at 92.


The function of gas in storage is to both provide gas supply to full service customers during peak use periods and to provide system reliability to all customers.  Typically, each year three-quarters of the gas in storage is delivered to full service customers with one-quarter of the gas in storage remaining in storage.  Setting the rates to recover the carrying costs of storage gas, so that full service customers pay, through the MFC and DAC, three times the rate that delivery-only customers pay, through the DAC only, reflects the typical use of gas in storage.  S-IB at 94-95. 

B.
Staff's Approach To Purchase Of 


Receivables Is Correct.



The company's inclusion of the records and collection in delivery service is in direct opposition to the Commission’s discussion and conclusion that records and collection costs should be allocated based on revenues.  Staff’s inclusion, in contrast, of the purchase of receivables (POR) revenues as part of the allocation recognizes proper allocation of the company’s records and collection department efforts by the revenues that their efforts are recording and collecting.  



Staff rejects the argument that POR necessarily means that the utility is the only provider of records and collection efforts.  The POR program is a voluntary program for which an ESCO can opt to keep its receivables.  That all ESCOs participate at a point in time does not imply that all ESCOs will continue to do so.  Further, it is important that the POR program have accurate price signals so that ESCOs can make accurate evaluation of the competitiveness of the POR discount rate.  Exclusion of records and collection costs from the POR discount rate is a subsidy from all customers not in the program to those customers in the program.  S-IB at 95-96.

C.
Distribution Misapplies Its COSS.



The primary purpose of a cost of service study (COSS) is to evaluate if each customer receiving comparable services is being assessed charges which reflect the cost to serve that customer.  In using the rate base approach to determine a rate of return and a revenue requirement, appropriate charges for each customer class are determined.  The use of rate base, however, to determine the allocation of the revenue requirement from a rate of return among various types of service does not recognize that certain services require little rate base, but still require a rate of return.  Specifically ESCOs require virtually no rate base, such as plant, yet require a rate of return.  A rate base approach would understate the revenue requirement in the MFC and give an inaccurate and uncompetitive price signal.  



Staff, accordingly, considers the percentage of operation and maintenance expenses that each service requires as the correct percentage of revenue requirement to be charged for each service when the specific charges for unbundling are to be considered.  Hence, Staff has used the bundled COSS’ operation and maintenance expenses as its starting point in its approach to unbundling, not the company’s unbundled COSS.  S-IB at 92.
XVII. STAFF’S PROPOSAL FOR THE BILLING AND 

 PAYMENT PROCESSING CHARGE IS FULLY 

 COMPLIANT WITH COMMISSION REQUIREMENTS.



For reasons not entirely ascertainable, Distribution seems to resist complying with Commission orders on these issues. 


A.
The Company Mischaracterizes The 


Unbundled Billing Order.



Distribution is correct that its current bill format was adopted in 2005, but incorrect in characterizing it as “in compliance with the Commission’s Order Directing Submission of Unbundled Bill Formats….”  D-IB at 168, citing the Commission’s Order in Case 00-M-0504 – Unbundling Track, issued February 18, 2005.  While the cited order did require submission of unbundled bill formats, it also stated (at 23; emphasis added):



Since the billing charge is for a competitive service and is not charged to retail access customers receiving consolidated bills, from either the utility or the ESCO, it should not be subsumed within delivery.



Distribution did segregate the bill issuance and payment processing (BIPP) charge on the bill, but continues to charge it on bills of ESCO customers on utility consolidated billing, clearly not in compliance with the Commission’s Unbundled Billing Order.  In stark contrast, Staff’s proposal is in full compliance with that order.


B.
Distribution's Proposal Would 


Cause Customer Confusion.



The company argues that the addition of the BIPP charge  to customer’s bills caused confusion.  D-IB at 168.  This is hardly a revelation since all bill format changes are likely to cause confusion.  The Commission’s Unbundled Billing Order recognized this potential confusion and addressed it explicitly (at 10): 

While it is possible that some consumers will find the new breakdown of charges initially confusing, having these charges individually shown, coupled with appropriate consumer outreach and education, provides valuable information to customers regarding the utility price for services available elsewhere. Further, evaluating competitive opportunities without the utility price with which to compare is far more confusing. In order to assist customers in understanding the purpose and design of unbundled bill formats, we direct the utilities to submit with their unbundled bill formats an outreach and education plan to explain the unbundled bill format to customers.  



Not only did the Commission note the potential confusion, but it also addressed it by requiring the utilities to submit outreach and education plans to explain the changes to customers.  It also found that not revealing what it described as “valuable information” to customers in the unbundled elements was “far more confusing” than changing the bill format.  In fact, it is Distribution’s proposal to again change the format by subsuming the BIPP charge back into the customer charge that would cause confusion at this stage, not Staff’s proposal to maintain the current format, that is, merely changing the application to apply solely to customers taking commodity from Distribution.


C.
The Company's Apples Are Mushy.



Distribution claims that its proposal to hide the BIPP charge would allow customers “to continue to perform an ‘apples-to-apples’ comparison of unbundled utility and ESCO commodity charges.”  It accuses Staff of proposing to make the bills “less comparable.”  D-IB at 168-69.  What Distribution neglects to admit is that it is only by misapplying the BIPP charge that this “apples-to-apples” comparison would exist.  If the company were to apply the charge in compliance with the Commission’s policy, as stated above, then the “apples-to-apples” comparison could only be made if the BIPP charge were to be displayed on the bill, as proposed by Staff.  To compound one error of non-compliance with a second and call the result consistent is meaningless.  The Commission clearly stated that “the billing charge … should not be subsumed within delivery.”
 


D.
Staff's Motives Are As Pure 


As Freshly Fallen Snow. 



The company states:  “It is impossible to ascertain Staff’s motivation for including the BIPP only on utility full service bills.”  D-IB at 169.  Apparently, the company has not read, does not understand, or does not care to comply with the Commission’s Unbundled Billing Order.  Staff’s proposal comes directly from that order and from the orders on unbundling and billing that preceded it.  For example, Distribution is also either ignoring or refusing to comply with the Commission’s previous orders on utility consolidated billing.  



In Cases 99-M-0631 and 98-M-1343, the Commission issued on May 18, 2001 an Order Establishing Uniform Retail Access Billing and Payment Processing Practices (Billing Order).  On pages 14-15 of the Order, the Commission explained that ESCOs should be charged for BIPP when they are served by the utility’s billing system and that all customers receiving a consolidated bill from the utility should receive an equivalent credit.  



The Unbundled Billing Order built upon this foundation, by converting the billing credit applied to ESCO customers to a charge applied only to customers who received their commodity from the utility.  As illustrated above, the Unbundled Billing Order, contrary to the wishes and proposals of Distribution, did not change the fundamental policy of charging the ESCO for consolidated billing rather than its customer.


E.
Distribution Is Nostalgic For Old Thinking.



The company raises arguments that were considered in the Billing Order and rejected.  D-IB at 169-70.  It claims that since the utility still is using paper and postage and issuing the bill, it should collect the BIPP charge from the consolidated bill customer just as it does from its own commodity customers.  Of course, Distribution conveniently forgets that in doing so, it gives the ESCOs a free ride on billing for its services.  But these arguments are history and have been resolved by the Commission years ago.  To reargue them here is pointless.  



Stripped of its vitriol, the company’s proposal boils down to this.  It would rather go out of compliance with the Commission’s order to display the BIPP charge than comply with the Commission’s orders calling for it to bill ESCOs for the BIPP on its consolidated bills – preferring to compound one error with another to righting the first wrong.  Further, Distribution ignores the fact that every other New York State energy utility has not found it either hard or egregious to comply with these orders.  Its proposal must be interpreted as either a petition to waive what every other utility does as a matter of course or to reverse well-established and functional Commission policy – essentially calling on the Commission to change every other utility’s tariffs to adopt the position of Distribution.  Obviously, Distribution’s proposal should be rejected and its arguments ignored.

XVIII. STAFF’S PROPOSAL FOR MULTIPLE RECONCILIATIONS 

  IS SOUND WHILE THE COMPANY'S IMPLICIT CRITICISM 

  OF THE RDM IS PUZZLING.



Staff’s recommendation of annual reconciliations is to reduce the mathematical exercise inherent in any reconciliation to a minimum.  Tr. 465-66.  However, if the company prefers more frequent reconciliations or rate adjustments, such as the rate for carrying costs on storage gas, then Staff would have no objection as long as there is an annual reconciliation.



The company refers to multiple reconciliations as unsound.  D-IB at 170.  Reconciliations are very sound in light of weather, conservation, and efficiency programs.  The MFC is being collected through volumetric charges.  Extremely warm weather will tend to lower gas prices and gas volumes resulting in an extreme under collection of revenues.  Likewise extremely cold weather results in an extreme over collection of revenues.  



In addition, without reconciliation, there would be a disincentive for the company to pursue any conservation or efficiency programs as these programs would reduce the revenues collected from the MFC.  If the company considers these reconciliations “to be not consistent with sound ratemaking practices,” then the company must consider RDM and the annual gas reconciliation to be not consistent with sound rate making practices.  Clearly, Distribution does not, so its position on MFC reconciliations is a contradiction.

CONCLUSION

For the reasons articulated above and in our initial brief, to ensure that Distribution's rates are just and reasonable and that its service remains safe and adequate, Staff urges the Administrative Law Judge to recommend to the Commission the revenue adjustments and the implementation of policies and programs advocated by Staff, with special attention given to the impediments to the Commission's ability to ensure that rates are just and reasonable associated with the utility subsidiary/corporate parent relationship.
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Albany, New York
�	Distribution's initial brief is designated D-IB; Staff's is 


	S-IB; MI's is MI-IB; and CPB's is CPB-IB. 


�	One doubts that ratepayers would agree that it is old-fashioned for Staff, the ALJ, and the Commission to do their best to ensure, pursuant to the Public Service Law, that rates are just and reasonable.





�	Perhaps attempting to evoke sympathy as a victim when discussing Staff's positions, Distribution uses in its initial brief the words “punitive” 9 times, punish 10 times and “penalty/penalties/penalize” 46 times. 





�	The detailed item by item discussion of the National Grid/KeySpan merger proposal at the session of August 22, 2007 left no doubt that the black box is passe as far as the Commission is concerned.


�	By page 75 of its initial brief, Distribution remembers it is National Fuel Gas Company (National, Distribution's parent, corporate parent) that has a general class of shareholders.  Often too clever by half, the company is hoisted by its own petard on several occasions in its brief.


�	This makes Staff’s safety performance measures even more pertinent.  Distribution makes the odd point that, on the one hand, its infrastructure is “crumbling” and, on the other hand, it would have to replace good pipe to avoid a negative adjustment. 


�	This document is appended as Attachment B.


�	 	One assumes that the 2007 claim that unregulated entities have no business reason to prepare forecasts would apply equally in 1995.


�	An article discussing the sale is appended as Appendix C.





�	The burden of persuasion encompasses the concepts of the burden of going forward and the burden of proof.


�	The record is murky regarding whether the people who discussed allocation methodologies had any information on which to make a decision.  Distribution (at 34) quotes Ms. Truit as testifying that at the time of the discussion she was unaware that Distribution might have a greater need for clean-up funds than its share of the premium-based allocation.  Tr. 1492.  Apparently, the fact that the IES Report projected Distribution as having 64% of the potential expenses was unknown to her.  





�	Distribution divulged this information apparently from the confidential “IES Report”.  Tr. 1465.





�	Ms. Truit was careful in her testimony to say that a claim larger than the $36M settlement “could” have exhausted the fund, not that it “would” have exhausted the fund.  Tr. 1567.  


�	Standard and Poor’s Corporate Ratings Criteria 2006 at 


	page 43, table 1.  


�	Case 93-G-0932, Proceeding on Motion to the Commission to Address Issues Associated with the Restructuring of the Emerging Competitive Natural Gas Market, Opinion and Order Establishing Regulatory Policies and Guidelines for Natural Gas Distributors (issued December 20, 1994) (Gas Policy Statement), at 27.


�	Case 97-G-0600, In the Matter of the Commission's Request for Gas Distribution Companies to Reduce Gas Cost Volatility and Provide for Alternate Gas Purchasing Mechanisms, Statement of Policy Regarding Gas Purchasing Practices (issued April 28, 1998).


�	Distribution's legal theories on the Commission's authority to impose “penalties” in the absence of company consent applies to both sets of standards (D-IB at 125-27, 131-33) and so our response addresses both areas as well.


�	Columbia Gas Transmission Corp. v. FERC, D.C. Cir., 404 F.3d 459 (2005).





�	Weinberger v. Bentex Pharms., Inc., 412 U.S. 645, 652 (1973).





�	People v. Whitridge, 144 A.D. 486, 489 (1st Dept. 1911); 


	aff’d, 204 N.Y. 646 (1912).  





�	People v. Dempsey, 224 N.Y. 140, 147 (1918).





�	Niagara Mohawk Power Corp. v. Public Service Comm’n., 


	69 N.Y. 2d 365, 368-69 (1987).  





�	Case 03-G-1671, Order Establishing Gas Efficiency Program For 2007-2008 Heating Season (issued May 16, 2007), at 9; emphasis added.





�	See D-IB at 12-13. 





� From page 70 from the respective 2006 PSC Annual Reports of KeySpan NY, KeySpan LI and Consolidated Edison “Sale of Gas by Rate Schedule”:





KeySpan NY 


	SC 1A, 1AR Residential – Non Heating  600,450 customers


	SC 1B, 1BR Residential – Heating    450,926 customers


KeySpan LI


	SC 1 General 91,089 customers (Non-Space Heating)


	SC1 Water Heating 45,096 customers (Non-Space Heating)


	SC 1 Space Heating 315,390 customers


Consolidated Edison


	Residential & Religious  635,053 customers (Non-Space Heating)


	Residential & Religious – Heating 225,731 customers


	Residential & Religious – Trans. 64,268 customers








�	Case 03-G-1671, Proceeding on Motion of the Commission as to


	the Rates, Charges, Rules and Regulations of Consolidated Edison Company of New York, Inc. for Gas Service ,Order Authorizing Implementation of the Natural Gas Energy Efficiency Program Plan (issued June 22, 2007).  The Order approved $500,000 for residential marketing (Plan attached to Order, page 5) and $200,000 for commercial and industrial marketing (Plan attached to Order, page 11).


�	Emphasis added.


�	See D-IB at 87, fn 16.


�	Case 04-G-1047, Proceeding on Motion of the Commission as to the Rates, Charges, Rules and Regulations of National Fuel Gas Distribution Corporation for Gas Service; National Fuel Gas Distribution Corporation’s filed revisions to its gas tariff to revise its meter maintenance fee pursuant to the Commission’s Order issued July 22, 2005 in Case 04-G-1047; Untitled Order (issued August 23, 2006), Ordering Clause 2.





�	Case 02-M-0514, Proceeding on Motion of the Commission to Investigate Competitive Metering for Gas Service, Order Relating to Electric and Gas Metering (issued August 1, 2006). 


�	Case 07-G-0299, In the Matter of Issues Associated with the Future of the Natural Gas Industry and the Role of Local Gas Distribution Companies – Capacity Planning and Reliability.  


�	Unbundled Billing Order at 23.
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