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STATE OF NEW YORK
DEPARTMENT OF PUBLIC SERVICE

Case 08-E-0539 — Proceeding on Motion of the Commission as to the Rates, Charges, Rules and
Regulations of Consolidated Edison Company of New York, Inc. for Electric
Service.

Case 08-M-0618 — Petition for Approval, Pursuant to Public Service Law, Section [ 13(2) ofa
Proposed Allocation of Certain Tax Refunds Between Consolidated Edison
Company of New York, Inc. and Ratepayers.

STAFF BRIEF ON EXCEPTIONS

STATEMENT OF THE CASE

On January 7, 2009, a Recommended Decision (R.D.) of Administrative Law
Judges (ALJs) Gerald L. Lynch and Howard A. Jack, was issued addressing most contested
matters in the above-referenced cases. As indicated in the R.D. (Appendix [, p. 3), the
evidentiary record in these cases adduced at the October 15-24, 2008 hearings is comprehensive
and extensive, comprising approximately 5,000 pages of transeript and over 460 exhibits.
Consistent with the briefing outline requested by the ALJs, the active partiesl filed post-hearing
briefs on principal contested issues and those issues not in dispute.

In accordance with the Commission’s Rules of Procedure, and particularly

16 NYCRR §4.10, the Commission’s Secretary issued a Notice of Schedule for Filing

' The parties who participated in the hearings and/or filed briefs included the: Consolidated

Edison Company of New York, Inc. (Con Edison or Company); Department of Public Service
Staff (Staff); Consumer Protection Board (CPB); New York Power Authority (NYPA); City
of New York (NYC); Metropolitan Transportation Authority (MTA); Port Authority of New
York and New Jersey; Consumer Power Advocates (CPA); New York Energy Consumers
Council (NYECC); Pace Energy Climate Center (Pace); Retail Energy Supply Association
(RESA); Small Customer Marketer Coalition (SCMC); and Joint Supporters (JS).
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Exceptions that provided for briefs on exception to be submitted on January 27, 2009, and briefs

opposing exceptions on February 11, 2009.

1. SUMMARY OF STAFF’S POSITION

The R.D. issued in this case recommends that Con Edison be granted a

$632.447 million rate increase (R.D., p. 331, X11.1.). This equates to approximately a 17%

increase on transmission and delivery rates and 6% on total bill. Overall, the R.D. demonstrates

the ALJs” goal of providing the Company with as much of the requested revenue increase as

possible. In fact, the R.D. noted that part of the ALJs’ strategy was to:

[m]inimize the Company’s downside earnings risk in light of the poor economy,
by providing for reasonable allowances on all disputed issues and incremental full -
reconciliation of non-income taxes and all debts (R.D., p. 331, XIL.2.).

The strategy was asserted to be further geared toward ensuring reliability and

service and Company recovery of costs for capital invesiments made (R.D., p. 331, XIL.3.) and,

balancing:

[t]he more limited possibility of [Con Edison’s] upside earnings potential
going forward, the Company’s capital needs, and the significantly higher
debt costs that would result from a downgrading below S&P’s “A-", and
employ a productivity adjustment of only 1% as well as an allowed return
on equity of 10%, a 50%/50% equity earnings sharing above a trigger of
10.5%, and an equity earnings cap of 11.0% (R.D., p. 331, XIL.4).

Unfortunately, in an effort to provide Con Edison with the specific tevel of rate

allowances recommended, the ALJs:

ignored longstanding Commission rate setting practice in determining the return
on equity (ROE) and rejecting adjustments based on historic expenditures;

disregarded existing Commission policy on advertising;
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¢ recommended allowances despite the lack of supporting record evidence (General
Equipment);2

o failed to account for Company admissions of known program changes ($100
million reduction to capital expenditure budget);

¢ relied on information presumably gathered from somewhere outside the record (to
justify adoption of the Company’s recommended insurance escalation rate):

¢ mischaracterized and/or unfairly discounted Statf testimony and arguments in
support of specific adjustments (Interterence Expense, Emergency Management);

¢ recommended new reconciliation provisions that have not historically been

allowed by the Commission in one year rate cases (Property Tax Expense
Reconciliation); and

e recommendations reflect internal inconsistencies (interpretation of the 1977
Policy Statement on Tesi Periods).

The effect of these R.D. recommendations is to provide Con Edison with a return on equity that
is much higher than appropriate, particularly in light of declining risk resulting from increasing
reconciliations and a level of rate relief that is unjustified and unreasonable; and, shifts the
burden of proof on historic expenditure adjustments’ from the Company to the parties advocating
continuation of Commission policies and past practice.

Staff notes that the recommended rate allowances are particularly troubling in

> The ALJs recommended that Con Edison receive almost 100% of the allowance requested for
General Equipment in direct conflict with their ruling striking the Company’s testimony.

Case 26821, Statement of Policy on Test Periods in Major Rate Proceedings (issued
November 23, 1977), 17 NY PSC 25-R (Statement of Policy on Test Periods).

Evidence of the shift in the burden of proof can be found implicitly in the discussion of

historic expenditure adjustments, cost of capital, and, 1s expressly memorialized on page 312
of the R.D. (fn. 475).
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light of the current economy” and recent disclosure of criminal charges against Con Edison
employees related to contracts that the Company entered into in years past (see, section:
“Pending Criminal Charges and Other Matters™). This disclosure calls into question the integrity
of the Company and its financial rate case presentation and representations, and the rate case
projections of Staff and the other parties that were determined in reliance on Company’s
historical expenditures and projections.

Staff respectfully requests that the R.D. recommendations, as discussed below, be
rejected.® Moreover, Staff recommends that the Commission consider limiting the rate increase
to reflect an austerity budget, meaning that the Commission should deny funding for
discretionary programs and/or initiatives that could be deferred without adversely impacting the
Company’s ability to provide safe and adequate service. Finally, any such rate allowance be

recovered through the rate adjustment clause (RAC) subject to refund.

?  The potential effects of the current economic situation cannot be considered from simply the

Company’s position, as the R.D. seems to. The Company’s program. rate allowances and rate
request indicate that Con Edison is not reacting to the current economic recession as would a
prudent business. The non-utility business world is focused on doing more with less.
However, as noted previously,

Con Edison is not engaging in the fiscal ‘belt tightening’ that should be
expected of businesses, and they are not paring down discretionary hiring and
programs {Staff Reply Brief (RB), pp. 2-3).

Staft, therefore, continues to recommend that all such program requests (for example: State
Regulatory Affairs Department, emergency child and elder care) in this case be denied by the
Commission.

The sections in this brief correspond, to the extent possible, to the enumerated sections of the
R.D.
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II. SALES REVENUES

A. Company’s Sales Forecast Update

The R.D. correctly recommends adopting Staff’s Demand Side Management
(DSM) adjustment, but it incorrectly adopts the Company s revised sales forecast, which
recognizes only one of the four components Staff found to be deficient in the Company’s
original filed forecast (R.D., p. 22). Staff recommended that the Company’s revised forecast,
reflecting only employment updates, be rejected because any revision should include all four of
Staff’s proposed changes to the Company’s models (Staff Initial Brief (IB), p. 28). The four
components are the personal income variable, SC2 employment variable, cooling degree days
and employment updates.

These four issues are interrelated with respect to forecasting electric sales and the
R.D. ignored the fact that they must be addressed as a whole to produce an accurate forecast.

Staff concluded that the Company’s original filed sales forecast numbers are
acceptable, although Staff did not agree with the Company’s forecast methodology. This is
because the adjustments that result from correcting all four variables at once, some upward and
some downward, offset, leaving a minimum impact to the sales forecast. The Company’s
revised forecast, which addressed only one of Staff’s components, the employment variable,
invalidates Staff’s conclusion that the Company’s original sales forecast is acceptable.
Therefore, the R.D.’s recommended adoption of Con Edison’s revised sales forecast should be
rejected in favor of the sales forecast based on the Company’s original filed forecast along with

DPS Staff’s proposed DSM adjustment.
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IV. EXPENSES - COMPANY LABOR O&M

A. Staffing Requests

1. R.D.’s Historic Hiring Practices Adjustment

The R.D. adopted DPS Staff’s historic hiring practices adjustment methodology,
but recommended an adjustment of 55%, rather than Staff’s 60% adjustment (R.D., p. 46). The
record of this case demonstrates that Staff’s 60% adjustment is appropriate (Tr. 2466-2472;
Exhs. 441, 461); the R.D.’s 55% level is overly generous to Con Edison and fails to give merit to
Staff’s argument and explanation why its adjustment is conservative. In fact, Staff”s Initial Brief
(p. 46) noted that using its proposed adjustment factor calculation and the same data as in the
R.D. (R.D., p. 46), produced an adjustment of 56.07% (152 + 346 — 1). The historic hiring
practices adjustment would be 62.43% using the hiring rate observed in August 2008 and
September 2008 for the last half of the current Rate Year.

The 55% (R.D.) vis-a-vis 56.07% (Staff) adjustments are predicated on the
assumption that the hiring rate in the first six months continues for the last six months of the Rate
Year. The R.D. errs in that its recommendation fails to recognize that Staff’s 60% adjustment
reflects the decelerating rate of hiring observed in the first six months in both net filled positions
and overall positions.

There is an extensive record supporting Staff’s 60% historic hiring practices
adjustment in this rate case. The Company filled 68 of the 80 net filled positions in the first four
months; the remaining 12 net filled positions were filled in the final two months of the first half
of the current Rate Year (Exh. 441). The Company filled 69 of the 101 overall positions in the
first four months, with the remaining 32 overall positions being filled in the last two months of

the first half of the current Rate Year (Exh. 441).
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Restoration of the 60% adjustment will decrease the R.D.”s O&M labor expense
by $1.388 million. Additionally, the R.D.’s full funding of the 3 distribution engineers (R.D.,
p. S1) and 7 programmers for the Company’s Shared Service organization (R.D.. p. 55) should
be rejected. Staff clearly stated that the 60% adjustment is a global adjustment (Exh. 461,
Testimony, p. 11).

Staff’s hiring practices adjustment was developed based on observations of a
large cross-section of the Company’s hiring plans (346 positions in numerous functions). Staff
recognized that developing adjustment factors for each specific program change proposal would
be unworkable. Therefore, Staff developed a global adjustment factor based on the actual hiring
pattern for all 346 positions. The R.D.’s selective funding of positions known to be tilled
diminishes the intent and effect of Staff’s global approach. Consistent application of the R.D.
approach would require denial of funding for all positions that are known to be unfilled at this
time.

Staff’s global hiring practice adjustment factor was properly developed and
supported and should be adopted to properly forecast the level of labor expense that the
Company can reasonably expect to incur in the Rate Year. To the extent that the Commission
elects to fund certain labor program changes for known filled positions, the historic hiring
practices global adjustment should be recalculated to exclude the effect of those programs.
Otherwise, the global adjustment will be understated and the Company will over-recover

reasonable expected Rate Year labor costs.
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2. DPS Staft’s Department-Specific Adjustments

(d) Enhanced Project Planning

The R.D.’s recommendation to fund new positions to enhance project planning
initiatives, subject to a 55% downward adjustment due to the Company’s historic hiring practices
(R.D., p. 52) should be rejected. The ALJs attempted to support a 45% allowance by stating it is
difficult for the Company to prove that the additional $1.5 million for personnel will not
duplicate existing work. The ALIJs ignored Staff’s recommendation to disallow the increase
(over tﬁe $7.834 million Test Year expenditure level) because the Company was unable to
explain why existing staffing are unable to perform the work of the proposed new hires and/or
why there is a shortage in manpower (Exh. 169); thus, Con Edison has not demonstrated that the
new employees will provide any added benefits (Staff IB, pp. 111-112). The Company is
obligated to justify its need for funding in rates, which it has filed to do. Therefore, the R.D.’s
recommendation should be rejected and Staff’s $1.5 adjustment should be adopted by the
Commission.

(i) State Regulatory Affairs

Staff does not support the R.D.’s proposed 45% funding of the Company’s
request for a State Regulatory Affairs Department (SRAD). Con Edison did not provide any
substantive documentation to support its request (Staff IB, pp. 54-55). Staff disputes the R.D.
position that the Company’s testimony is well supported, including its contention that “the
proposed group is being developed in response to feedback DPS gave the Company™ (R.D., p.
60). No documentation has been provided by the Company confirming that Staff provided such
informal feedback, including the Office of Industry and Government Relations. Staff, obviously,

cannot prove the absence of discussions with the Company. Staff, therefore, reaffirms its
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position that no funding should be allowed for SRAD based on the lack of this factual
documentation and because the SRAD is one of the discretionary programs that could be
deferred without impacting safe and adequate service.

j. Municipal Infrastructure Support

The R.D. erroneously implied that Staff first proposed on brief a $21.648 million
reduction ($78.223-$56.585 million) to the Company’s Rate Year forecast of interference
expense for projects outside Lower Manhattan (R.D., p. 107). Staff testified to the $21.648
million adjustment (Tr. 2507); it was not first proposed on brief. The Company’s Municipal
Infrastructure Support Panel (MISP) indicated its Rate Year forecast of interference expense was
$88.853 million ($74.4 million for outside Lower Manhattan and $17.8 million for Lower
Manhattan) and addressed the error made by the Company’s Accounting Panel (AP) (Tr. 609-
610),. However, Con Edison’s updated revenue requirement exhibit reflected an expense level
of $93.466 million, $78.233 million outside Lower Manhattan and $15.233 million for Lower
Manhattan. Staff’s Rate Year forecast of $56.6 million for outside Lower Manhattan remains
unchanged. Staff’s forecast represents a $21.648 million reduction from the level reflected in the
Company’s revenue requirement presentation.

Staff excepts to the ALJs’ recommendation to adopt the Company’s Rate Year
forecast of interference expense for outside Lower Manhattan. Even though the R.D.’s one-way
downward reconciliation recommendation protects ratepayers in the long run, the adoption of the
Company s interference forecast ignores the immediate rate impact to ratepayers under the
current harsh economic conditions.

The Commission is also urged to adopt Staif’s Rate Year interference forecast for

other reasons. First, the ALJs ignore some important observations underlying Staff’s adjustment.
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As summarized in the R.D. (p. 109), NYC actuval infrastructure expenditures in the categories
aftecting Con Edison interference expense increased only by 1.6% from 2003 to 2007. During
the same period, Con Edison’s actual interference expense outside Lower Manhattan increased
by an average of 0.45%. In sharp contrast to reality, the Company’s Rate Year forecast of $74.4
million represents a 46% increase over the historic year actual expense of $51 million. Given the
actual increase of NYC’s expenditures in 2003 to 2007 of 1.6%, it is unreasonable to expect a
more than 40% increase in City expenditures, particularly in light of the economic downturn.
The Mayor’s May |, 2008 press release clearly indicated that the City is going to reduce its
capital budget by 20% for the period 2009 to 2012 (Tr. 2512). A subsequent Budget Note
released by the New York City Council on November 17, 2008 (Attachment 1) summarized the
reduction in each category for the period 2009 to 2012. The four year capital commitments for
the Sewer category were reduced by $327.5 million (30%); Water Mains, Sources and Treatment
category were reduced by $157.9 million (5%); Highway Bridges were reduced by $332.5
million (19%}); and, the Highways by $153.8 million, (9%). Staff’s approach, using the City’s
average in 2003 through 2007, plus general inflation, is conservative in light of the economic
downturn. The ALJs side with the Company, stating that the economic downturn could decrease
the City’s expenditures and it could increase them (R.D., p. 116). Both the Company’s argument
and the conclusions in the R.D. are speculative and unsupported by the evidence.

Second, Staff’s Rate Year interference forecast is supported by the Company’s
actual experience. In testimony, Staff estimated Con Edison’s 2008 interference expense to be
$59.6 million (Tr. 2516). The Company did not agree, citing its internal budget of $69.963
million (Tr. 612-613). A recent report Staff received (Financial Highlights) from the Company

indicates a variance between actual and budget interference expense for the 12 months ended

10
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December 31, 2008 of $12.517 million, or $9.388 million to electric operations (75% of total
Company). The actual 2008 electric interference expense was calculated at $60.57 million. It’s
not a coincidence that Staff’s $59.96 million expense level is so close to the Company's actual
expense, but rather an indication that Staff’s forecast approach is more accurate than the
Company’s.

Third, at the October hearings, the Company provided the City’s actual
(8667 million) expenditures for fiscal year ended June 30, 2008 (Exh. 360). The Company’s
forecast methodology results in estimated NYC expenditures of $800 million for 2008, for the
same categories (Exh. 330). This variance alone contributes to a $12 million difference in Rate
Year interference expense using the Company’s methodology (Staff IB, p. 94). At a minimum, .
the R.D.’s recommended Rate Year forecast should be reduced by $12 million. As discussed
above and in briefs, Staff’s methodology more accurately forecasts Con Edison’s interference
expense and is conservative in light of the economic downturn.

Staff’s forecast should be adopted and the R.D.’s recommendation, relying on the
Company’s forecast, should be rejected. Should the Commission decide to adopt the Company’s
forecasting methodology, the City’s actual expenditures in its fiscal year 2008 should be used to
replace the Company’s forecast. In addition, the NYC fiscal year 2009 expenditures should be
updated using the City’s January 2009 capital commitment plan, as recommended by the ALJs
(R.D., p. 116). The January 2009 plan will better reflect the City’s commitments for fiscal year
2009 than those reflected a year ago in the January 2008 plan.

k. Emergency Management Program

The R.D. recommendation. against Statf's proposed adjustment to reduce funding

for the Emergency Management program, mischaracterized Staff's primary concem related to

11
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incremental expense and under estimates the potential impact. As noted in the R.D., while the
need for the program is supported by Staff, Staff maintains that ratepayers should be asked to
fund only actual incremental costs (R.D., pp. 62-63, 191). The conclusion in the R.D. that,
"[g]iven the progress the Company has made, it is reasonable to conclude that positions are
likely to be filled by the beginning of the Rate Year", is not supported by the record and Con
Edison’s progress to date. The ALJ’s concern regarding the lack of information on the extent
that positions have been backfilled, as contained in footnote 107 of the R.D. (p. 66), is at the
heart of Staft’s concern about funding only the incremental costs. It bears repeating that the
Company's witness acknowledged that it would be grossly unfair for the Company to accept
funding for positions not filled by the end of the Rate Year (Tr. 256).
To the extent that Emergency Management positions are filled via internal transfer, incremental
costs are mitigated, if incurred at all. Even if all 16 positions are filled for Emergency
Management, if the items are not backfilled, the program costs cannot be considered incremental
because the overall Staffing level would remain unchanged. This effect also holds true for the
emergency management program non-labor expenses. The Company witness also concurred
with Staff that the associated support cost should not be provided or not be funded if those
positions were not to be filled (Tr. 260).

The R.D.’s position should be rejected; and since the Company’s attempt at
demonstrating the actual number of incremental employees hired as of the Reply Brief is lacking

in sufficient information to make a reasonable determination as to the actual incremental number

12
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of employees hired. Staff’s recommendation to allow funding for only 3 incremental employees
should be adopted by the Commission.”

1. GOLD Program8 Costs

The ALT’s recommended against Staff’s proposal of using a six-month average
attrition rate of 9%, which was based on Company provided historical data (Tr. 2468-2469, Exh.
358). The R.D. stated that an attrition rate of 14% over a 12 month period, based on a five-year
average, should be used to retlect the attrition rate for the GOLD program (R.D., p. 67). The
R.D. also falsely concluded that “Staff clearly cherry-picked the two highest years’ available
data in developing its own attrition rate” (R.D., p. 67). The R.D. recommendation is incorrect
because there is no record basis for selecting a five-year average; the data provided by Con
Edison only incorporates four year’s of GOLD program classes that have actually completed the
program (Exh. 358). Furthermore, Staff simply used the most recent and consistent data
available.” As the evidentiary record clearly shows. the attrition rates from class years 2003 and
2004 were excluded because they were inconsistent with the most recent attrition rates
(Exh. 358). The data provided in Exh. 358, for class year 2004, reveals an attrition rate of 6.5%
among 31| total hires. This rate is clearly an outlier given that it is significantly less than the rates

experienced in 2003 and in each of the following years (2005-2007) on average.

7 If the Commission rejects Staff’s argument and elects to allow all 16 employees, Staff's

global 60% hiring adjustment should be applied to this program as well.

® The Gold Program is an 18-month rotational program designed to develop newly-hired recent

graduates into future Con Edison leaders. Con Edison projected it will hire 72 additional
employees in June 2009 at a cost of $1.8 million.

Y Staffis dismayed that the ALJs would resort to disparaging remarks, such as “Staff clearly

cherry-picked the two highest years’ available data in developing its own attrition rate”
{R.D.. p. 67) and “[s]uch argument [regarding Staff’s use of five-year historic data to project
an electric production expense allowance| seems beneath Staff” (R.D., p. 283, fn. 434),
Should the R.D. be adopted “as modified” by the Commission, which Staff does not support,
the Commission should direct that all such remarks directed to Staff and any other parties be
redacted.

13
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Therefore, Staff’s application of a six-month average attrition rate of 9% is the
most accurate calculation for projecting attrition in the GOLD program. The 9% attrition rate
excludes outliers that skew the average and thus misrepresent reality, and instead reflects more
consistent data provided by the Company from the representative calendar years 2005, 2006, and
2007 (Exh. 358). Based on this data, Staft’s recommended adjustment of $727.275 should be
adopted by the Commission.

B. Productivity Adjustments

The ALJs agree that Staff’s historic hiring practices adjustment differs entirely
from Staff’s proposed increase to the Company’s productivity imputation (R.D., p. 78).
However, the R.D. erroneously recommends that the current, minimal productivity imputation of
1% be continued, rather than using the 2% imputation recommended by Staff. The R.D. reasons
that “the Company has sufficiently explained on the record how expected savings from its capital
and O&M programs in the Rate Year have been identified and quantified to the extent practical,
as well as why opportunities for additional material productivity increases beyond the 1%
imputation are not likely from its new programs” (R.D., pp. 78-79). However, as Staft clearly
explained on the record, the Company has not identified or quantified potential savings
associated with its capital and O&M programs ('I1. 3055). In fact, the Company agreed (Tr.
4157) and only generally described the projects’ benefits as reducing failures and maintenance,
improving operational response, or improving etficiency. The Company further agreed that its
“filing does not specifically identify and quantify productivity savings in most circumstances...”
(Tr. 4161). In its original filing, the Company referred to projects and programs which it
characterizes as “productivity and process change,” that have or are intended to increase

operational etficiencies (Tr. 3680-3682).
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The R.D. further incorrectly concludes that “most of the productivity gains
realized from program expenditures over the last five years would be captured in Test Year
spending levels” (R.D., p. 79). Yet, at the same time, the R.D. states that an increased level of
productivity gains are unlikely to occur over the course of the Rate Year, and further notes that it
would be “doubtful” if savings are captured in the Test Year of the Company’s next rate case
(R.D., p. 80). When asked to specifically identify any associated cost savings from its projects
and programs, Con Edison responded that there will be no direct cost savings or any cost savings
realized during the next few years (Tr. 3055). This clearly supports Staff’s argument that there is
an insufficient level of productivity savings in the Test Year data to reflect the significant recent
historic and proposed levels of investment in the Company’s electric system infrastructure (Tr.
3054-3056). Staff based iis increase on the fact that such “continual, substantial investments to
upgrade and reinforce its electrical system will not only provide for increased reliability,
enhanced customer service, but produce increased operational efficiencies, as well™ (Tr. 3054).
Staff clearly reasoned that because “the Company’s electric system is reinforced and operated
under less stressful conditions, the likelihood of unforeseen events will be reduced, as will the
necessity to make costly reactionary repairs™ (1r. 3054). This, in turn, would lead to increased
operational productivity and efficiencies (Tr. 3054), most of which are not reflected in the Test
Year data in this proceeding and, thus, lends support to Staff’s proposed increase to the
productivity imputation.

The evidentiary record clearly shows, as Staff points out, that the Company has
made significant investments in its electric system infrastructure during the past five years and
that the Company’s current proposal essentially maintains this high level of infrastructure

-investment during the ensuing five years, as well (Tr. 3054). As the Company’s electric system
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is reinforced and operated under less stressful conditions, the likelihood of unforeseen events
will be reduced, as will the necessity to make costly reactionary repairs (Tr. 3054). These
circumstances clearly support an increase to the Company’s productivity imputation.

Productivity adjustments have historically been used to capture all types of
savings, specific enhancements resulting in operational efficiencies, as well as cost reductions
that can not be specitically foreseen or quantified at the time rates are set (Tr. 3055). The current
1% imputation may have been reasonable during times of more limited (or normal) infrastructure
investment, but are now not sufficient to reflect the productivity savings that should be expected
as a result of the substantial increases in both capital and O&M project and program
expenditures the Company has incurred in the recent past and proposes for the foreseecable
future.

Staff’s 2% productivity level is justified and reasonable, and should be adopted by
the Commission.

1. Staff’s 2% Productivity Imputation

The R.D. claims that Staff “abandoned” its proposed 2% productivity adjustment
in our initial brief and expresses “disappointment” that Staff undermined its role as “...the party
to the ratemaking process that can consistently be expected to be the most objective™ (R.D., p.
76, Fn. 127). Staff is at a loss as to why the R.D. concluded we “abandoned™ our conservative
productivity adjustment proposal and “undermined” our role in rate proceedings.

First, Staff indicated that we supported our adjustment and that it should be
adopted, indicating that it was conservative, but should be sufficient to “...capture the
Company’s as yet unacknowledged operational efficiencies related to all aspects of the

Company’s business, including its significant investment in capital and O&M projects and
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programs, and encourage the Company to continually seek to operate in the most cost effective
and efficient manner possible™ (Staff 1B, pp. 69-70; Tr. 3056). Regarding the other proposals for
a higher productivity imputation (proposed by CPB, NYC, COW), Statf noted that, while we
support our proposal, the Commission could consider the more aggressive proposals (Staft IB,
pp. 70-71).

Staff presented and defended a conservative proposal which would be
appropriate. While Staff did not actively oppose the proposal offered by the other parties, we did
afford the Commission the opportunity to consider more than one option (or, perhaps better
stated, more than a choice between the status quo and 2%).

E. Variable Pay

Despite the determination in the R.I}. that Con Edison’s variable pay plan should
be funded by shareholders and not customers (R.D., pp. 98-99), Staff takes exception to two
points made by the R.D. First, the R.D. indicates that it is “illogical” and “‘unreasonable™ that a
variable compensation plan must be justified by specific, quantifiable productivity-associated
savings that are reflected in the Company’s cost of electric delivery service. Despite the fact that
this is the Commission’s policy, the R.D. apparently considers the productivity imputation as a
mechanism to capture cost efficiencies that are inherently difficult to quantity (R.D., p. 97).""
The second problem with the R.D."s recommendation is its apparent invitation to the Company
to modify its variable compensation plan so that it focus predominantly on the goals or targets

that will benefit customers “more directly” if it wants them to bear the costs (R.D., p. 99). As

1 Case 02-E-0198, et al., Rochester Gas & Electric Corporation — Rates, Order Adopting
Recommended Decision with Modifications (issued March 7. 2003), pp. 13-14; Case 90-G3-
0734, et al., National Fuel Gas — Rates, Opinion 91-16 (issued July 19, 1991).
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explained below, both of these positions are problematic and should be rejected by the
Commission.

The Commission’s policy requires quantifiable benefits to flow to customers as a
result of variable compensation. The rationale for this is that such variable compensation plans
are generally tools used by management to increase shareholder returns—they provide an
incentive to employees to find ways of cutting costs and being more efficient. Such cost cutting
and efficiency measures do not necessarily benefit customers. For instance, a utility’s
profitability can be positively impacted by cutting back on maintenance and other expenses,
which while benefiting shareholders in the short term, may actually result in negative service and
financial impacts to customers in the longer term. Such “productivity” is not the sort of
productivity that a productivity imputation is intended to capture. It is for this reason that the
Commission stated that where the goals of a variable compensation:

are related to financial parameters, it is only reasonable to expect that, if
those goals are met, there will be cost savings, which have not been
reflected in the revenue requirement. In that case, the savings would
offset the costs of the plan, and the plan would be self-supporting.

Failure to reflect those savings would provide the Company a windfall at
the ratepayer e}\{pense.1 :

The variable compensation plan in this case presents the same trouble that
concerns the Commission. As noted by the R.D., the Company’s variable pay program is
structured so that unless Con Edison achieves 90% of its annual net income target, no incentive
is paid out and, therefore, net income dominates all other aspects of the plan (R.D., pp. 97-98).
Clearly, the variable pay plan provides an incentive to eligible employees to improve the
financial performance of the Company, and these employee efforts may not enure to the benefit

of customers, but may actually be counter to customer interests. To ask customers to fund in

" Case 90-G-0734, et al., supra., p.
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rates such a variable pay plan would be improper and the Commission has correctly applied a
logical and reasonable policy to such plans. Therefore, the Commission should not fund the
Company’s variable compensation plan.

Furthermore, the Commission should reject the R.D.’s apparent invitation to Con
Edison to modify its variable compensation plan so that it focus predominantly on the goals or
targets that will benefit customers “more directly” if it wants them to bear the costs (R.D., p. 99).
While the Company is fee to do so in its next rate filing, it should not be afforded the opportunity
to do so in this proceeding. Allowing the Company to change the plan at this point in the
‘proceeding would place the parties at a disadvantage because we could not test the plan through
interrogatories and cross-examination at an evidentiary hearing. Nor could parties file testimony
addressing 1ssues they might have regarding the revised variable compensation plan. In short
parties’ due process rights would be violated. Thus, should the Company attempt to avail itself
of the R.D.’s offer, the Commission should reject the attempt and uphold the R.D."s
determination that the current plan must be funded by shareholders.

(G. Directors’ Compensation

On page 103, the R.D. recommended disallowance of certain Director’s
Compensation and suggests that Con Edison is free to redesign Director’s Compensation in some
other form that is neutral to the interests of sharcholders or addresses ratepayer’s interest more
directly. Staff supports the conclusion that Director’s Compensation expenses should be
disallowed. However, while the Company is free to redesign is Director’s Compensation plan, it
should not be afforded such opportunity in this proceeding because it places other parties at a
disadvantage late in the proceeding and shows undue bias in favor of the Company and its

Directors.
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V. EXPENSES - OTHER O&M

C. T&D Non-Labor Program Expenses

1. Five Year Underground Inspection Program

The ALJs claimed that Staff’s Initial Brief was not entirely clear in explaining
why Con Edison should not be entitled to the additional funding for additional inspections,
flushes, and repairs. Staff disagrees with the R.D. conclusion and recommendation.

Con Edison also requested an additional $16.7 million to perform additional
* inspections and flushes in order to comply with the Five Year Underground Inspection program.
The additional funding should be disallowed because the Company poorly managed its program
by not planning appropriately and did little to address a problematic issue with its inspection
tracking database since the inception of the Commission’s Order on Safety Standard.'? Con
Edison was clearly aware of the time frame for the completion of the first cycle of underground

inspection, but chose not to aggressively pursue the underground inspections until 2006; one year

12 Staff reiterated in its Initial Brief (p. 105) that the increased number of inspections did not
surface for the first time in the current rate case. In fact, regarding the Company’s requested
additional funds in the last case (07-E-0523) to cover the approximate 75,000 inspections 1t
asserted were needed in each of the next two years to complete the five-year inspection
program requirements, the Commission stated:

[d]espite the confusion caused by the Company’s testimony on interrogatory
response, it does appear that approximately 75,000 inspections must be conducted
in each of the two next years. Due to the importance of this program for ensuring
public safety, we will adopt the Company’s proposed number of 75,447
inspections. Whether the increased number of inspections for the rate year
resulted from poor planning, as Staff has suggested, cannot be concluded from the
record before us but may be considered in a subsequent proceeding.

The 75,000 number of inspections in the Rate Year (ending March 31, 2010) has now
increased to 94,000 inspections needed, with a request for associated increase in funding.
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after the Safety Standard Order"® was issued. This further delayed the Company in adequately
tracking inspections, and created an untimely situation to reconcile two databases for which both
required manual intervention. Furthermore, the Commission allowed additional funding in the
last rate case for Con Edison to hire 108 mechanics to address the remaining inspections.

Should the seemingly ever-changing — and escalating — number of yearly
inspections, Con Edison claims necessary, provide mnadequate concern for the Commission the
requested additional funding, the Commission should consider the fact that Con Edison did not
hire any of the 108 mechanics funded in the last case. Instead, Con Edison hired contractors to
perform the inspections, but not related repairs.

The Commission should reject the additional funding for inspectioﬁs and adopt
Staff’s recommended adjustment.

3. Structural Integrityv/Station Betterment

The Company seeks $2.475 million in the Rate Year for the Structural
Integrity/Station Betterment (Exh. 48). To develop Staff’s recommended $0.765 million
reduction for the Rate Year, Staff relied on the Company’s discovery response (Exh. 169;
pp. 867-870), which reflects estimates for specific projects over the three years totaling $4.690
million. In its update/rebuttal téstimony, the Company simply stated that it did not agree with
Staff’s adjustment, but provided no evidence contrary to that provided in Exh. 169 (Tr. 4024 -
4026). The R.D. incorrectly recommended an allowance of $375,000 more than Staff’s
recommended allowance based on the supporting evidence in the record (R.D., p. 125).

As the record shows and is noted in the R.D., Exh. 169 lists a number of work

items that Con Edison would like to complete. The Company, however, otfered no cost

B Case 04-M-0159, Electric Transmission and Distribution Safety, Order Adopting Changes to
Electric Safety Standards (issued December 15, 2008).
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estimates for those projects. The exhibit (Exh. 169) noted that tacility maintenance and repair
work is continually being identified and additional projects will be identified during the Rate
Year. Clearly, the Statement of Policy on Test Periods requires cost projections that are readily
verifiable. The Statement of Policy on Test Periods provides that:

All assumptions of changes in price inputs because of inflation or

other factors or changes in activity levels due to modified work

practices or other reasons should be separately developed. Our

staff and other parties in rate cases should be able to retrace

projections back to their historical source. All assumptions,

escalation factors, contingency provisions and chanFes in activity
levels should be quantified and properly supported. 4

Granting a rate allowance for a project or projects with no cost estimate or estimates that may be
developed some time in the future, after rates are set by the Commission, is clearly not the intent
of the Statement of Policy on Test Periods. Because the Company failed to provide cost
estimates or properly identify known changes for this program - leaving the record devoid ot any
supporting information - the R.D.’s recommendation should be rejected and Staff’s proposed
adjustment of $0.765 million for Structural Integrity/Station Betterment for the Rate Year should
be adopted.

4. Mobile.Strav Voltage Testing

The R.D. rejected Staff's $0.414 million adjustment to Con Edison’s proposed
$5 million increase over its historic program costs (R.D., pp. 126-127). Staff supported its
adjustment by pointing out that it was derived from an average cost per month based on actual
expenditures for the first five months of 2008, and then extrapolating that value over an annual
interval (Exh. 432; Staff I.B., p. 113). The R.D. states "Staff does not credibly counter the

Company's criticism that Staff's estimated Rate Year cost fails to account for monthly variations

Y Id., p. 8.
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in the number of vehicles required for each scan” (R.D., p. 127). Staff’s average inherently
accounts for the monthly variations since, on average, by definition an average represents the
general significance of a set of unequal values. Staff does not dispute the fact that the number of
vehicles required to complete the scans will vary from month to month, if not week to week,
dependent on many factor, and the Company’s need to have flexibility to deploy the vehicles is
recognized.

For these reasons, Staff’s adjustments should be adopted.

18. Maintenance Associated with Capital Work

The R.D. errors in stating that Staff did not brief two O&M programs: Annual
Stray Voltage Testing, and Maintenance Associated with Capital Work (R.D., p. 135, p. 138).
Staff's adjustments were based on historical spending levels, historic hiring rates, or both. Staff
briefed these issues at length, on pages 39 and 216 of our nitial Brief. Staff did not separately
identify in its brief the numerous projects that were adjusted on these bases. However, the record
does contain Staff's exhibits, which identify the individual projects and associated adjustments
(Exhs. 171 and 173).

E. Shared Services Non-Labor Program Expenses

1. West 28" Street

Con Edison claims that it may have to relocate from its West 28" Street property
Work-Out Services Center as a result of a New Jersey Transit plan to construct two rail tunnels.
The Company requested a $6.828 million rent increase as a place holder for possible relocation
from its 28™ Street facilities and indicated it would seek compensation for its costs from the New
Jersey Transit. In opposition, Staff argued that this proposal was premature given the fact that

the New Jersey Transit project was too speculative at this time (Tr. 2795, Staff 1B, pp. 120-122).
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Moreover, Staff argued that allowing rate recovery would not properly incent Con Edison to
pursue its rental and relocation costs from the New Jersey Transit.

The R.D. recommends “adoption of the Company’s request for a $6.828 million
allowance, subject to deferral of all reimbursements for the benefit of ratepayers™ (R.D., p. 146).
The R.D. recommendation is deficient and should be rejected. First, it is possible that the
Company may not actually incur the rent expense due to project delay or change in scope. The
R.D. recommendation fails to require the Company to defer the rate allowance in the event that
the expense is not incurred. Moreover, the R.D. does not provide an incentive or an obligation to
the Company to actively pursue reimbursement from the New Jersey Transit."”> Thus, the
recommendation fails to provide adequate protections to ratepayers.

This project may not materialize in the Rate Year and, if it does, Con Edison may
not be required to relocate the entire facility, as evidenced by the modification in the footprint of
the project stated in the Final Environmental Impact Statement (Staff RB., p. 50).

There is insufficient evidence that this project will progress or will affect the
Company as it projected, despite the ALJs’ finding to the contrary (R.D., p 145). Staff continues
to recommend disallowance of this expense. However, if the Commission decides to allow this
expense in rates, full reconciliation of the rate allowance to the actual costs (net of any
reimbursement) would be appropriate. As noted in the R.D., even the Company “argues the
associated costs should be reflected in its revenue requirement subject to full reconcihation™
(R.D., pp. 144-145). In addition, the Commission should require the Company to aggressively

pursue proper reimbursement of its costs from New Jersey Transit.

1* The absence of such a requirement to pursue reimbursement concerns Staff given the
Company expressed claim that the Commission’s last rate order did not expressly require the
Company to actually hire the 346 incremental positions the Commission authorized recovery
of in current rates.
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(3. Informational and Institutional Advertising

Con Edison proposed an informational advertising program totaling $17.5 million
(R.D., p. 154). As summarized in the R.D. (pp. 155-156), Con Edison also argued that the Policy
Statement on Advertising Expenses'® should either not be applied or be modified to exempt
programmatic advertising in areas that are important to the Commission. Statt explained that the
Advertising Policy Statement generally allows between 1/25 and 1/10 of 1% (between 0.04%
and 0.10%) of revenues to be directed to informational advertising. Consistent with this range,
Staff proposed to reduce the informational advertising allowance to $6.7 million (R.D., p. 156).

The R.D. recommends funding informational advertising at the level of $12.9
million. In a complete departure from the Commission’s Advertising Policy Statement, the R.D.
not only awards a sum significantly above the range that the Advertising Policy Statement
formula would allow, but arrives at the amount by a programmatic review of the tour basic
themes of the Company’s proposed campaign (R.D., pp. 159-160), an approach which is
eschewed by the Advertising Policy Statement. In fact, the Advertising Policy Statement was
specifically designed to “end the vexing and essentially arbitrary process our Staft now engages
in of reviewing all informational and other institutional advertising.”"’

In testimony, Staff offered guidance, without specific recommendations,
regarding the relative priority that should be assigned to advertising areas (Tr. 4711-4712);
however, the R.D. takes Statf to task for failing to “identify specific cuts they recommend for
this program or explain why such cuts would be reasonable” (R.D., p. 160). The R.D. states that

emergency preparedness is an advertising theme that Staff “suggests deserves increased

' |7 NY PSC IR, Statement of Policy on Advertising and Promotional Practices of Public

Utilities (issued February 25, 1977) (Advertising Policy Statement).
17
Id.
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funding... but no suggestions are made about how that ought to be done” (R.ID., p. 160). The
R.D. repeats and apparently relies on a claim that Con Edison made on rebuttal -- one that it was
forced to retract on cross examination (Tr. 1311-1314).

With respect to energy conservation tips, the R.D. finds that “the only substantive
reason offered [for Statf's proposed cut] is that it costs too much” (R.D., p. 159). Obviously, this
finding ignores the evidentiary record, in which Staff testified that “it would do more to support
the state's energy conservation goals to focus on marketing specific energy etficiency programs™
(Tr. 4712). The R.D. also ignores Staff’s admonition to its detriment. While the R.D. grants
Con Edison the full $8.8 million requested for this program area, it cautions that “we have no
information about whether any of the Company's planned expenditures on energy [sic] would be
duplicative of those being considered in [the Emergency Efficiency Portfolio Standard case] 18
EEPS” (R.D., p. 160). Recommending such an allowance while disregarding the EEPS case is
unwarranted to say the least.

Incredibly, the R.D. goes even further by disallowing only Con Edison’s proposed
expenditures for infrastructure advertising (R.D., p. 160) — one of the areas that the Advertising
Policy Statement allows for funding in rates. Among the topics specifically listed in the
Adpvertising Policy Statement as a legitimate advertising expense is new capacity additions, and
(relevant to criticisms of the Company in the wake of the Long Island City outages) it states that
“[i]t is unreasonable not to afford utility managements under attack an opportunity to explain and
justify themselves.”"” In sum, the R.D. departs from the Advertising Policy Statement at an

angle approaching 180 degrees.

18 Case 07-M-05 48, Proceeding on Motion of the Commission Regarding an Energy Efficiency
Portfolio Standard.
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For all of these reasons, the Commission should reject the R.D.’s proposed
resolution of informational advertising issues, and adopt Staff’s recommended $6.7 million
allowance.

J. Insurance

1. Directors and Officers (D& Q) Liability Insurance

The ALJs concluded that Con Edison should be allowed to recover in rates
90% of the electric system costs for $200 million of D&O insurance coverage, the
allowance estimated to be about $2.404 million (R.D., pp. 172-173). According to the
ALIJs, Staff’s proposal, in part, focuses too much on the possibility that a covered act
might be so close to fraudulent or illegal that ratepayers shouldn’t pay the costs for such
insurance premiums (R.D., p. 172).

Staft disagrees with the R.D.’s determination that a wrongful act would
need to be very close to illegal or fraudulent to be considered imprudent (R.D., p. 172).
If a court of law determines that a wrongtul act (breach of duty, neglect, error.
misstatement, misleading statement) was committed by a Director or Officer and a large
judgment was awarded to the plaintitfs, the act need not be illegal or fraudulent to be
found imprudent. The Commission has initiated prudence investigations, decided
prudence cases and made determinations in such cases where there were no alleged
illegal or fraudulent acts on the part of utility Directors or Officers.”” Staff submits that it

would be unreasonable for the Commission to require customers to pay for a court

2 Case 06-E-00894, Proceeding on Motion of the Commission to Investigate the Electric Power
Outages in Consolidated Edison Company of New York. Inc.’s Long Island City Electric
Network — Prudence Phase; Case 00-E-0612, Proceeding on Motion of the Commission to
Investigate the Forced Outage at Consolidated Edison Company of New York, Inc.'s Indian Point
No. 2 Nuclear Generating Facility; and Case 08-S-0153, supra.
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ordered legal judgment as the result of a wrongful act determined to be committed by
Directors and/or Officers. And, if the financial impacts of wrongful acts should not be
paid for by customers in the normal course of ratemaking, insurance protecting against
wrongful acts should, likewise, not be paid for by customers. Therefore, the R.D.
tindings and conclusions should be rejected, and Staff’s proposal to partially disallow

recovery of Directors and Officers Insurance should be adopted by the Commission.

2. Property Insurance Escalation

Staff takes exception to several R.D. conclusions related to the insurance
escalation rate. As stated by the ALIs:

We disagree with DPS Staff’s suggestion that the absence of hurricanes

for three years would lead insurers to ignore the risk of hurricanes in the

future. With so much focus on global warming and the concomitant

probability of increased hurricane heat potential in equatorial Atlantic

waters, DPS Staff’s contention is counterintuitive.

Meanwhile, the basis for the Company’s projections are explained in sworn

testimony that is on the record. Among other things, it accounts for the current

financial situation of the insurance industry and historic loss experience. We

recommend the Company’s escalation rate. (R.D., p. 174.)

It is not Staff’s primary argument that the absence of major hurricanes in the past
three years was its basis for recommending inflation as an ¢scalation factor.”' Staff was merely
responding in its Reply Brief to one of the points the Company used to justify such a large
escalation rate. Staff never stated, nor suggested, that “insurers should ignore the risk of
hurricanes in the future.” That is a gross mischaracterization of Staff’s position. The point Statt

made was that the industry experienced a large increase in insurance premiums in the year

tollowing Hurricanes Katrina and Rita. Since that year, insurance expenses have decreased each

21 The R.D. identifies the five elements that comprise Staff’s primary argument.
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year. Hurricane risk is already factored into insurance rates, and a large increase in insurance
premiums is not expected to occur next year due to the insurance industry under estimating the
risks of hurricanes.

Staff also takes exception to the ALJs’ bold attempt to introduce new evidence
into the record (R.D., p. 174). Global warming, particularly as it might relate to insurance
escalation, was not an 1ssue discussed as part of the evidentiary record by any party to the rate’
case. The R.D. reasons that Staff’s arguments are counterintuitive because of “global warming
and the concomitant probability of increased hurricane heat potential in equatorial Atlantic
waters” (R.D., p. 174). Setting aside the problem of the ALJs introducing this “evidence” into
the récord, global warming and its effects on hurricanes is not a new phenomenon. The
insurance industry is no doubt well aware of the risks related to global warming, and it most
assuredly has already priced this phenomenon into risk assumptions and premium calculations.

In addition, Property Insurance only represents about 9% of the total insurance
costs for Con Edison. The other 91% of the insurance costs are for Excess Liability Insurance,
Bond Insurance, D&O Insurance, Insurance on Company Employees and Workers
Compensation. Thus, even if one allows for the presumptive assumption that insurers have
underestimated the risk of hurricanes in their current property insurance rates, the risk of
hurricanes has no impact on the other forms of insurance costs.

The R.D. also erroneously relies heavily on the Company’s statement on historic
loss experience to justify the 5% escalation rate (R.D., p. 174). The large historic loss rate the
Company experienced was related to the steam incident. The losses were related to the

Company’s Excess Liability Insurance, which has been capped in this case as directed by the
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Commission in its Order Adopting a Joint Proposal in Case 08-S-0153.* It is perplexing why
the R.D. recommends that the historic losses, which were isolated by the cap on Excess Liability
Insurance established by the Steam Pipe Rupture Order, should also be applied to all of the other
forms of insurance in the escalation rate.

The R.D. reasons that the “Company projections are explained in sworn testimony
that is on the record” (R.D., p. 174). If properly supporting escalating cost items such as
insurance can be satisfied by the Company’s broad statements about the AIG situation, historic
losses which have been capped, and the effects of hurricanes that is sworn to in testimony,
parties could save a lot of time and effort in setting rates by simply adopting the Company’s
Direct Testimony, and not performing any critical review or analysis. As Staff pointed out, Con
Edison based its forecast on “discussions with the Company's Risk Management Department”
and provided no empirical evidence, or analysis to support it (Tr. 2322, Staff 1B, pp. 137-138).
Furthermore, as Staff testified, Con Edison’s insurance expense has actually decreased each year
for the last three years (Tr. 2715). Statf found no compelling reason to deviate from using the
latest known insurance rates, plus inflation to escalate this expense, which is also the escalation
factor applied to almost all other O&M expense items.

The Commission should reject the R.D.’s recommendation on this expense item

and adopt Staff’s 2.7% gross domestic product insurance escalation recommendation.

22 Case 08-$-0153, Prudence of Consolidated Edison in Relation to the Steam Pipe Rupture of
July 18. 2007 at East 41 Street and Lexington Avenue, New York, Order Adopting the Joint
Proposal (issued November 13, 2008)(Steam Pipe Rupture Order).
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K. Research and Development (R&D)

1. Capitalization Adjustment

The R.D. found that the record with respect to Staff’s recommendation that
$2.731 million of R&D expenses be capitalized, is too cryptic and decided that “in the absence of
any firm ground on which to make a recommendation, we decline to do so” (R.D., p. 178).
Accounting rules require that certain R&D costs for successful projects be capi‘talized.‘z3 The
Commission has accepted this accounting practice in setting rates.** It is impossible to know
beforechand which R&D projects will ultimately be successful and how much of those costs will
be capitalized; thus, an estimate is required.

The Company claimed that “there is no basis for again applying a capitalization
adjustment to the same projects, as this would, by definition, overstate any potential
capitalization of these projects” (CE R.B., p. 89). Staff does not dispute the fact that the
Commission applied a capitalization adjustment in the 2008 Rate Order. In this case, however,
the Commission is setting rates for the Rate Year ending March 31, 2010 (or longer if the
Company does not file a rate case for new rates to take effect on April 1, 2010). Con Edison’s
Rate Year R&D request of $20.25 million is far greater than the level the Company historically
expensed. In fact. the Company’s Rate Year request is close to twice the historic year gross
expenditure level of $10.8 million (Exh. 5, Schedule 1, p. 3). In light of the substantially higher
budget request, it is reasonable to anticipate higher Ievels of capitalized expenditure for
successes in the Rate Year. In developing the estimated amount to be capitalized in this case,

since all of the Company’s current R&D projects are the same as those addressed in the last

%3 Financial Accounting Standards Board (FASB), Statement of Financial Accounting Standards
No. 2 — Accounting for Research and Development Costs.

2008 Rate Order. p. 59.
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electric rate case, Staff recommends that the capitalization ratio the Commission used in that
case be applied in this proceeding as well.

Q. Regulatory Commission Expense

As indicated on page 187 of the R.D., the ALJs recommended against using
Staff’s adjustment to normalize out $1.1 million of costs associated with the emergency
preparedness audit included in the three-year historic average of regulatory commission expense.
The ALJs concluded that the costs such as those associated with the comprehensive management
audit will replace those costs in the Rate Year. This conclusion is flawed in light of the fact that
the Commission authorized a special recovery mechanism, outside of base rates, for management
audit costs. Con Edison is permitted to recover the actual cost of the comprehensive
management audit, not to exceed $1.36 million on an as incurred basis through the Company’s
Monthly Adjustment Clause.”> Therefore, the non-recurring costs associated with the emergency
preparedness audit should be normalized out of the three-year historic average.

R. Energy Efficiency Related Programs

The R.D. rejected Staft’s prqposed adjustment removing from recovery in the
Rate Year approximately $2.7 million of O&M expenses (R.D.. p. 189), including $0.4 million
of R&D expenditures (R.D., p. 175), and capital projects totaling $2.3 million in 2009 and
$1.3 million in 2010 associated with the Company’s administration and implementation of
energy efficiency programs (R.D., p. 263). Staff excepts to the R.D. position.

First, the Commission has an ongoing proceeding in which Con Edison’s energy

efficiency programs and associated expenditures are being evaluated.”® Staff proposed that the

** This was also memorialized in a May 21, 2008 letter (Case 08-M-0152) from the
Commission’s Secretary to Con Edison Senior Vice-President Luther Tai.

% Case 07-M-0548, Energy Efficiency Portfolio Standard (EEPS).
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Company seek recovery of these administrative costs in that proceeding since it is that
proceeding that its energy efficiency programs will be determined (Statf IB, p. 154; Tr. 2708).
Given the ongoing EEPS proceeding, none of the underlying EEPS program costs have been
reviewed by Staff in the instant rate case.

It should be noted that the Commission recently authorized and directed Con
Edison to implement EEPS “Fast Track” utility administrated electric energy efficiency
programs as modified and in the manner described in its Fast Track Order.”” It is unclear to what
degree, it any, the administrative costs the R.D. proposes to reflect in base rates have been
considered and addressed in the EEPS proceeding. Moreover, allowing for base rate recovery of
these costs, as the R.D. proposes, will impede the comprehensive measurement of EPPS program
costs and related benefits targeted in the Fast Track Order.

In summary, the R.D. proposal regarding EEPS program costs departs from the
Commission’s treatment of these costs in the EEPS proceeding. Allowing these program costs in
base rates may lead to a double recovery of these costs and difficulty in the measurement of
energy savings to particular programs. The costs have yet to be reviewed. All these facts
support Staff’s recommendation that the recovery of these program costs be evaluated in the

EEPS proceeding. Accordingly, the R.D. resolution should be rejected.

T Case 08-E-1007, et al., Con Edison EEPS — Fast Track, Order Approving “Fast Track™
Utility-Administered Electric Energy Efficiency Programs With Modifications (issued
Januvary 16, 2009)(Fast Track Order).
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VI. TAXES OTHER THAN INCOME TAXES

A. Property Tax Expense Level

The R.D. is in error in stating that:

In the last contested case the Commission indicated only that the “best

estimate™ should be used in rate setting. No party apparently raised before

the Commission the issue of whether rate year property tax rates must be
set on the basis of unadjusted five year averages or may be subject to

adjustment in light of changing circumstances, and the Commission did

not, in fact, address that issue one way or the other (R.D., p. 201).

The use of the five year average was, in fact, litigated in the 2008 electric rate case, and the
Commission adopted Staff’s use of a historic five year average.”*

The part of the 2008 Rate Order that discusses using “best estimate” is in the
section related to property tax reconciliations. In the 2008 Rate Order the Commission
determined that the best estimate for determining property tax rates was in fact the use of an
unadjusted five-year average. Staff recommended consistent use of this forecast approach.

Con Edison acknowledged that property tax rate changes are extremely difficult
to forecast. In fact, their property tax witness testified: “[t]he only thing I know for certain
about tax rates is that 1 can’t predict them with any certainty” (Tr. 1584-1585). The Commission
has historically used the five year average to project property tax rates for Con Edison. In this
case, Staff advocated the continued use of the five-year average to determine property tax rates
as it provides symmetry over time, when consistently applied. Any property tax rate increase or
decrease that taxing authorities authorize after the final update in this case will be included in the

five-year average 1n future rate cases. The R.D., however, asserts that this is a “bare assertion”

by Staff, and “disingenuous” (R.D., p. 201). The R.D. did not properly characterize Staff’s

“% " The 2008 Rate Order adopted the January 8, 2008 Recommended Decision to the extent not

modified by the Order. The property tax rate allowance was not modified by the 2008 Rate
Order.
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position. For example, if a taxing authority increases tax rates by 4% in this upcoming year, that
4% tax increase would be included in the five-year average for the next five years and the
Company would be materially made whole over time for the tax rate increase. Conversely,
customers would be made materially whole for tax rate decreases over time. This self-correcting
benefit is lost when the forecasting method is not consistently applied. The Commission should,
therefore, reject the R.D."s recommendation to selectively adjust the average based on Company
judgment and maintain the practice of using a five-year average to determine the Rate Year
property tax allowance for Con Edison.

B. Reconciliation of Property Taxes

Staff opposes the R.D. recommendation to reconcile Con Edison’s property tax
expense. According to the ALJs:

...the current state of economic upheaval calls for reconciliation even if it
1s an atypical approach. Given the unusual level of uncertainty over how
long the current volatile economic conditions will last and how
municipalities will cope with the consequent fiscal stress and given our
overall objective of reasonably minimizing some downside risk and
carnings potential above its cost of capital, [the ALJs] recommend that the
Commission adopt a two-way reconciliation mechanism for property tax
expense (R.D., p. 203).

Staff’s primary position in recommending no reconciliation of property taxes in a
one-year case 1s that much of the information in the Rate Year is known and reconciling this item
offers no incentive for the Company to take action to minmimize the impact of this very large
expense. The R.D. recognizes this disincentive as it relates to municipal infrastructure work,
noting:

[a] big negative associated with such an option, however, is that it reduces

or eliminates the Company's incentive to minimize the costs associated

with essential municipal infrastructure work. For that reason, and because
it is recommended that property taxes and debt costs be added to those
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costs to be subject to full reconciliation, we are not recommending full
reconciliation of municipal infrastructure costs (R.D., p. 185).

There is no reason why these two items should be treated differently, particularly
when property taxes represent approximately 29% of customer bills (R.D., p. 3). Clearly, the
Commission needs to provide the Company with a strong incentive to minimize these costs,
which the R.D. does not offer. Therefore, the recommended two-way reconciliation of the

Company’s Rate Year property tax expense should be rejected.

VIII. COST OF CAPITAL

A. Cost of Common Equity

2. General Issues

Based on recent market data, primanly for the three months ending November
2008, the R.D. found the Company’s average Rate Year cost of common equity to be at least
10.35%. While the R.D. reached reasonable conclusions on many of the important general
issues, there are a number of instances in which its conclusions appear to be based on either a
misunderstanding of the issue or an inconsistent or illogical interpretation of the facts presented
in this proceeding. More troubling, however, is the R.D.’s unabashed disregard of Commission
precedent, irrespective of how these very same arguments have consistently and correctly been
decided by the Commission in a multitude of prior cases, including the 2008 Rate Order. ‘In
essence this flawed approach taken by the R.D. effectively rewards the Company’s intransigence
at the expense of well-reasoned and consistent Commission practice. Together with its illogical
and inconsistent conclusions, the R.D.’s determinations that ignore Commission precedent

should be rejected.
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3. Discounted Cash Flow (DCF) Model Issues

The R.D. correctly recognized that the appropriate proxy group to estimate the
Company’s cost of equity is the one employed by both Staff and CPB. However, in applying its
DCF analysis to the Staff/CPB proxy group, the R.D. reveals a misunderstanding of the
fundamental nature of the Staff approach, an approach that has been consistently adopted and
applied by the Commission in all litigated cases for at least the past fourteen years.”’
Specifically, in reference to Staft’s DCF methodology, the R.D. states that “Staff calculated a
dividend yield using share prices over the six-months ending on June 2008...” (R.D., p. 220).

In fact, nowhere does Staff calculate a dividend yield. After a careful reading of
the R.D., the reason for this misrepresentation of Staff’s methodology is abundantly clear: the
R.D. erroneously confuses Staff’s model with the so called “standard annual form” of the DCF
model. Rather than determining the cost of equity by combining an annual dividend yield with
an estimated constant rate of dividend growth, as called for in the plain vanilla “standard annual
form” of the DCF model! as practiced by Company witness Morin, Staff employed a model that
explicitly recognizes that short-term growth expectations do not necessarily equal long-term
growth expectations. Consequently, Staff employed a two-stage DCF methodology which uses
short- and long-term dividend growth estimates to estimate the future dividend payments that
investors expect. Finally, as explained in the Staff Finance Panel’s direct testimony, the rates of
return that investors expect for each of the companies in the proxy group is simply the discount
rate required to turn the forecasted string of expected dividend payments into the six-month

average price of each company (Tr. 3338).

¥ The Commission has also repeatedly relied on the Staff methodology to establish the

reasonableness of the agreed-upon ROE in a myriad of multi-year joint proposals.
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In what can only be described as a strange observation, the R.D. bemoans the fact
that there is no information on the record why a 20 day average of stock prices was not used to
determine the DCF yield calculation (R.D., p. 220). Such an observation not only confirms the
R.D.’s general misunderstanding of Staff’s methodology, it also indicates a complete
unfamiliarity with recent case history, as the Commission has not relied on 20 day average prices
for over fifteen years and has, in fact, consistently adopted Staff’s DCF methodology, which
(among other well-reasoned features) utilizes six-months of share price data. The R.D. does,
however, correctly observe that the desirability of this approach lies in the fact that it smoothes
out noise associated with daily stock price movements, and that the time-frame covered by the
price data largely coincides with the period from which the model’s growth rate estimates were
provided (R.D., p. 220).

In light of the “markedly changed circumstances in the financial markets and
uncertainty about the future,” the R.D. asserts that reliance on six months of data does not seem
reasonable — presumably because it would average in share price data prior to the inception of
the financial turmoil that roiled the financial markets in mid-September 2008 (R.D., p. 220).
Based upon this view, the R.D. calculated its DCF cost of equity utilizing three months of stock
price data, for the period ending November 2008, and recommended, likewise, that the
Commission employ the three months ending in February 2009.

Staff is generally indifferent to this recommendation, but is not convinced that
recent events warrant overturning a convention that has been consistently applied, and thus is
undoubtedly incorporated into the return requirements of investors in New York utilities. On the
other hand, Staff does not believe that the use of three months of stock price data necessarily

constitutes a radical shift; further, the use of three months of stock price data might even be
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preferred as the growth estimates utilized in Staff’s model are also updated every three months
(Staff IB, p. 177). We note that the effect of this approach is largely de minimus, increasing our
updated DCF cost of equity from 9.91% to 9.94%.*

Epitomizing its misunderstanding of Staft’s DCF methodology, the R.D. invites
the Company to provide, in its brief on exceptions, the alleged impact of reflecting quarterly
dividends on the DCF cost of equity calculation (R.D., p. 221). [t recommends adoption of the
Company’s approach because dividends are actually paid quarterly and because it was not
satisfied, without further elaboration, with Staff’s argument that this flawed approach has long
been eschewed by the Commission. First of all, the R.D.’s recommendation fails to recognize
the impracticality of applying such an adjustment to a DCF model that is not a “standard form”
DCF model, and particularly one that relies on stock prices over many months as opposed to a
spot price.

With respect to the R.D.’s invitation for further evidence as to why such an
adjustment is unwarranted, in Opinion No. 81-3 the Commission stated: “The quarterly dividend
DCF model calculates the annual return that an investor can earn by reinvesting dividends at a
return equal to the cost of equity. It has been accepted by the Commission that investors can
indeed earn those higher returns, but it has been proven to be incorrect and unnecessary to allow
that return in the rate of return alloxx;ance because the added return is attained by the investor re-

investing dividends, not by raising rates to provide that return without regard to whether or not

%" The principal reason that the shift to three months of price data has a minimal impact on our
DCEF cost of equity estimate is because we use the median return for the proxy group as
opposed to the average return, in order to marginalize the effects of ‘outlying” individual
estimates. Present circumstances are such that while the median ROE of the proxy group
increases marginally, from 9.91% to 9.94%, the average ROE increases from 9.73% to
0.96%.
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the dividends are reinvested.”' Accordingly, the R.D.’s recommendation that the DCF cost of
equity be adjusted to reflect the quarterly payment of dividends should be rejected.

Turning to the appropriate growth rate estimates to be employed in the DCF cost
of equity calculation, the R.D. correctly concludes that “there is no proof that the Company’s
earnings growth estimates for the next five years are sustainable in the infinite future.”
Unfortunately, however, the R.D. also concludes that Staff’s long-run or “sustainable™ growth
rate should be adjusted upward from 5.3% to 5.6%, apparently on the grounds that Staff has no
good argument to refute the Company’s allegations of circularity in its DCF calculatio‘n (R.D., p.
222). As aresult, the R.D. accepted the Company’s arguments that Staff’s “sustainable” growth
rate was understated because investors should expect real growth equal to the 3.4% annual
growth rate in real Gross Domestic Product (GDP) for the period 1929 through 2007, in addition
to current annual inflation estimates of about 2.2% (R.D., p. 222).

Although the circularity issue is addressed more fully in this brief’s discussion
regarding the proper weighting of the DCF and CAPM, Staff questions the under.lying logic of
using such a conclusion to support the use of a long-run growth rate estimate that exceeds current
long-run growth estimates by as much as 80 basis points.*? As Staff clearly explained, the 5.3%
growth rate cited by the R.D. is actually a fall-out growth rate based upon Staff’s methodology
(Tr. 3339). And as Staff pointed out, its fall-out sustainable growth rate should be viewed as
robust, as it exceeds the most recent long-range forecast of the growth in Nominal GDP (Tr.

3339).

31 Cases 27651 and 27710, New York Telephone Company — Rates, Opinion 81-3 (issued
January 19, 1981).

As explained in the Staff Finance Panel’s testimony, the consensus long-run growth rate in
the Nominal GDP growth rate is 4.8% for the period 2015-2019. The 4.8% rate itself is the
product of long-run growth in GDP of only 2.7% and an inflation rate of 2.1% (Tr. 3339).
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Staff is also perplexed as to why the R.D. is willing to rely on historic data for the
period 1929 through to 2007 ‘as a basis for increasing Stafl’s sustainable growth rate, while
simultaneously rejecting the use of the Company’s 7.1% historical risk premium, which is based
upon economic data from the exact same time period, in its CAPM cost of equity determination.
The R.D. offers no reasonable basis for augmenting Staff”s already-generous long-run growth
rate estimate. In summary, the R.D.’s numerous flawed adjustments to Staff’s DCF
methodology result in an overstatement in the proxy group’s cost of equity of at least 35 basis
points (10.29% versus Staft”s updated DCF estimate of 9.94% if three months of stock price data
is used). We recommend that the Commission, as it has done for at least the past fourteen years,
adopt the Staff approach.

4. Capital Asset Pricing Model (CAPM) Issues

The R.D. generally adopted Staff"s CAPM methodology, which upon update
results in a CAPM-based ROE estimate of 10.79%. However, its determinations did depart
somewhat from the Staff approach, particularly with respect to the beta and risk-free rate
components. These adjustments resulted in a slightly higher CAPM estimate of 10.86% (R.D., p.
224). Given that the R.D. utilized the Staff/CPB proxy group in its DCF analysis, it concluded
the simple average (.81) of the Staft (.80) and CPB (.81) beta determinations for the proxy group
to be the appropriate beta to employ in its CAPM cost of equity calculation (R.D., pp. 222-223).
As correctly noted by the R.D., Staff used the median beta of the proxy group, while CPB used
the average beta of the proxy group.

As explained in the Statf Finance Panel’s testimony, Staff recommends use of the proxy
group median beta for the same reason that the median return is used in our DCF analysis in

order to diminish the undue influence of any outlying individual results (Tr. 3347-3348). It
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should be noted that in the update of our methodology requested by the ALJs, the median beta of
the proxy group remains at .80, while the average beta of the proxy group has fallen to .77,

Thus, according to the simple averaging approach advocated by the R.D., it should have
employed a beta of .79 in its CAPM analysis, rather than .81. In any event, Staff recommends
that the Commission use the median beta of the proxy group utilizing markef data available
through February 2009.

In its determination of the risk-free rate, the R.D.’s CAPM methodology also
departed from Staff’s approach by adopting the Company’s use of only the yields on 30-ye-ar
Treasuries, as opposed to our approach which uses a six-month average of the yields on 10-year
and 30-year Treasury securities (R.D., p. 223). Conceptually speaking, Staff does not oppose the
sole reliance on long-term rates to determine the risk premium, as over time in different
environments, either approach will variably result in higher or lower returns. However, given
that the Commission has consistently adopted Staff’s approach for at least the past fourteen
years, we believe it should continue to do so here in order to insure results that are unbiased over
time.

6. Weighting of the Results

In perhaps it’s most ill-conceived conclusion regarding the cost of common
equity, the R.D. applied an equal weighting to the results of its DCF and CAPM analyses and
determined the cost of equity for the Staff/CPB proxy group to be 10.58% (R.D., pp. 225-226).
In other words, rather than applying the weighting (2/3 DCF and 1/3 CAPM) advocated by Staff
and consistently applied by the Commission over the past fourteen years, the R.D. instead

accorded each methodology equal weighting, apparently on the grounds that “the Company is
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correct to contend that all three methods presented in this case involve the use of some subjective
judgment.”

The R.D. correctly noted that among the principal reasons for Staff’s preference
for the DCF methodology, and why Staff has consistently recommended that the DCF result be
given twice the weight of the CAPM approach, is that it has been the principal equity costing
approach of regulators throughout the country (including New York for many years), and
because objective estimates of investors’ immediate return requirements are readily available, in
the form of current stock prices and dividends. The Staft Finance Panel explained the primary
challenge of the methodology is determining the growth rate in future dividends that investors
expect. The Panel further explained that arriving at those growth estimates, while difficult, isn’t
necessarily all that daunting considering that rational investors expect growth in dividends
largely as a result of productivity gains and inflation, and because of the relatively stable nature
of the utility industry (Tr. 3336 and 3337). While Staff readily agrees with the R.D. that all three
cost of equity methodologies presented in this case involve some subjective judgment, what the
R.D. woefully fails to acknowledge is the degree of that subjectivity. As the Statf Finance Panel
explained in its testimony “of all the cost of equity methodologies available, the DCF and CAPM
are by far the least flawed and, between those two, the DCF is clearly superior (Tr. 3327).

In its discussion of the growth estimates Staff employed in its DCF methodology,
the R.D. described the Company’s criticisms of Staff's approach, particularly its contention that
our long-run (sustainable) growth rate is circular because “one has to assume a cost of equity to
estimate retention growth in order to estimate the cost of equity™ (R.D., p 221). The R.D.
incorrectly concluded that Staff offered no good response to this criticism. To begin with, the

R.D.’s conclusion misses the point, as inherent in virtually all forward-looking DCF analyses,
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including Dr. Morin’s, is an element of logical circularity, since analysts’ estimates of future
earnings and dividends necessarily reflect assumptions regarding anticipated regulatory action.
Second, the R.D. failed to acknowledge that Staff did indeed present evidence that clearly
demonstrates that, not only is it not unreasonable for investors to expect the future earned returns
of holding companies to be higher than the allowed ROEs of their utility subsidiaries, such has
been the actual experience in the industry over the past several years. Specifically, during cross-
examination, Company witness Morin conceded that virtually all of the proxy group companies
are holding companies with varying degrees of investment in riskier non-regulated activities, that
the recent capitalizations of those holding companies typically employ greater leverage than their
underlying utility operations, and as a result, whose consolidated ROEs have also been
consistently and appreciably greater than the ROEs of the regulated utilities (1r. 3259-3264).

The R.D. also correctly noted some of Staff’s reservations with the CAPM
methodology (R.D., pp. 223-224). First, it acknowledged our view that its use of an historic beta
may not be a good indicator of future volatility if the systematic risk of a firm or industry
changes. Second, it also reiterated our belief that historic market risk premiums (such as utilized
in Dr. Morin’s CAPM analyses), may not represent the future and that a forward-looking market
risk premium (utilized in both the Staff and Company CAPM analyses) involves a significant
amount of subjective judgment.

The R.D. appears to have been swayed by some of the same faulty arguments that
the Company has repeatedly put forth in its campaign to discredit the DCF methodology. For
instance, as was argued in the last electric rate proceeding, Company witness Morin contended
that “it 1s well-known that application of the DCF model to utility stocks understates the

investor’s expected return when the Market-to-Book ratio exceeds unity” (Tr. 3211). In the 2008
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Rate Order, the Commission flatly rejected the Company’s argument saying “We are satisfied
that the DCF method remains a valid and proper method in these circumstances and we are not
inclined to madify it for the reasons presented here by Con Edison.™

The reasons for rejecting the Company’s arguments are even more compelling in
this case. Based on stock prices for the three months ending November 2008, the average
market-to-book ratio of the proxy group is about 1.