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STATE OF MINNESOTA
BEFORE THE OFFICE OF ADMINISTRATIVE HEARINGS
FOR THE
MINNESOTA PUBLIC UTILITIES COMMISSION

In the Matter of the Application of OAH Docket No. 68-2500-31182

Northern States Power Company for MPUC Docket No. E002/GR-13-868

Authority to Increase Rates for Electric

Service in Minnesota XCEL ENERGY
REPLY BRIEF

I. INTRODUCTION AND OVERVIEW

Northern States Power Company, doing business as Xcel Energy, respectfully
provides this Reply Brief in response to the briefs submitted by the Department,
OAG, and other parties to this proceeding.' After reviewing those briefs, the
Company continues to believe the outcome of this case remains unchanged: the
Company’s proposed increase in base electric rates, as modified during the course of
this proceeding, should be approved.

Our Initial Brief addressed many of the arguments posed by the Parties
pertaining to disputed revenue requirement issues and rate design considerations. As
a result, we continue to rely on those arguments and stand-by the outcomes
advocated for in our Initial Brief. In this Reply, the Company continues to focus on
the five key disputed revenue requirement issues, as well as responding the arguments
raised by parties regarding the other disputed revenue requirement issues. We
recognize this Reply may be longer than expected; but that is due, in part, to several

instances where parties raised new arguments for the first time in briefing.

! Initial briefs were received from (i) the Minnesota Department of Commerce (Department); (i) the Office
of Attorney General — Residential Utilities Division (OAG); (iti) the Commercial Group (CG); (iv) Xcel Large
Industrial (XLI); (v) Energy Cents Coalition (ECC); (vi) Clean Energy Intervenors (CEI) (vii) the Minnesota
Chamber of Commerce (MCC); (viii) the Minnesota Center for Environmental Advocacy (MCEA); (ix) the
Suburban Rate Authority (SRA); (x) U.S. Energy Services, Inc. (ICI Group); and (xi) AARP.



Many of the parties, in their respective initial briefs, discussed the legal
standards applicable to the Company’s request for rate relief. While we recognize that
rates must be just and reasonable and that the Company bears the burden of proof, it
is important to be clear as to the application of these legal standards to the record. To
be plain, we do not believe that the mere suggestion of doubt or employing a result-
oriented approach applies these standards correctly. Thus, reliance by the parties on
the subjective casting of doubt, unsupported opinions and statements of opinion is
not sufficient to rebut the comprehensive record developed by the Company in
support of its requested rate relief. For that reason, this Reply provides thorough
discussion of the applicable standards of review of this case.

We appreciate the Department’s comprehensive recitation of the record as it
pertains to all issues, including those resolved between the Company and Department.
While we could cavil with the characterizations of the record in the Department’s
Initial Brief, as it pertains to several of the issues resolved between the Company and
Department, the Company is not providing a similar summary of all of the resolved
issues to do so. Instead we focus on issues that are in dispute, even those that are
partially resolved, such as cost recovery of the Prairie Island EPU and Capital
Structure.

For those issues only addressed by the Department and Company and resolved
by the Department and Company on this record, we believe these issues remain
resolved, as indicated in the Department’s Initial Brief. The Company continues to
believe the record is complete for a finding that the resolutions reached by the
Department and Company will result in just and reasonable rates.

To the extent that the ALJ or the Commission disagrees with any particular
resolution, the Company notes there is a thorough record supporting its request. The
sales forecast is the primary example of this. The Company and Department have

reached a resolution of this issue by using actual sales data for purposes of



establishing the Company’s revenues during the test year. We appreciate the
Department working with us reaching this resolution, which is innovative and
possible due to the unique timing considerations presented by this case. While we are
willing to provide December forecast data using the Department’s sales forecast for
informational purposes, we recognize the Commission or AL] may elect to use some
amount of forecasted data for the test year. In that situation, the question arises as to
which forecast to use. In this Reply, we address the reasons supporting the use of the
Company’s sales forecast should forecasted data be used for the test year. Since
similar principles are involved with the property tax expense resolution, we also
address the reasonableness of our test year property tax forecast should the
Commission or ALJ elect not to accept the resolution reached by the Company,
Department and MCC.

The Company has a number of compliance obligations when it files a new
electric rate case. As part of our last electric rate case, the Commission identified new
compliance requirements for the Company pertaining to qualified pension expense,
accounting treatment of AFUDC/CWIP, cotporate aviation costs, Sherco 3, and key
performance indicators for our Annual Incentive Program. With the exception of
corporate aviation, which the OAG disputes, the Company believes no party is
contesting its compliance with prior Commission orders, including the order from our
last electric rate case. In this Reply, we respond to the OAG’s arguments regarding
corporate aviation, as well as providing a new section to address the Department’s
discussion related to our compliance with the KPI and Sherco 3 related Order Points.

The Company organizes this reply in the following sections:
o Applicable 1.egal Standards — provides a comprehensive discussion of the

tollowing legal standards: (1) just and reasonable rates, (2) burden of

proof, and (3) test year requirements.



e Key Disputed Issues — provides a comprehensive response to the arguments
raised by the Department and other parties regarding (1) ROE, (2) the
Monticello LCM/EPU Project, (3) Pension, (4) Passage of time, and (5)
Total labor.

o Other Disputed Revenue Requirement Issues — addresses several arguments
including the Prairie Island EPU, CWIP and AFUDC, Nuclear
Theoretical Depreciation Reserve, increasing the interest rate for interim
refunds, corporate aviation costs, changes to capital projects in-service
dates, and capital structure.

o Resolved Revenne Requirement Issues - provides the Company’s reasons
supporting selection of its sales forecast should the ALJ or Commission
elect to use forecasted data in the test year.

o Compliance with the Prior Commission Orders — addresses the comments
made by the Department in its initial brief as it pertains to the
Company’s compliance with the Commission’s order in our most recent

rate case.

o Disputed Rate Design — responds to several arguments parties made about
the Company’s CCOSS, revenue apportionment, decoupling and other
rate design considerations.

II. APPLICABLE LEGAL STANDARDS

As part of the Company’s Initial brief, we discussed the ratemaking principles
and legal standards applicable to resolving the contested issues in this case. The briefs
of other parties refer to some, but not all, of these principles and standards.
Specifically, the Department, OAG, XLI, CG and ICI Group express concern that
granting the Company’s rate increase will result in unjust and unreasonable rates; the
Department, OAG and XLI question whether the Company has met its burden of

proof; and the Department recommends several downward adjustments for capital



additions that are in tension with the representative nature of a test year. Since these
parties raised these specific legal standards and the selective and incomplete
application of the law to the record can be distortive, we provide this discussion of
the ratemaking principles and legal standards to further facilitate review of the
contested issues and record.

A.  Just and Reasonable Rates

1. Balancing of Interests

The Commission’s obligation to determine whether rates are just and
reasonable is “broadly defined in terms of balancing the interests of the utility
companies, their shareholders, and their customers:”> Balancing of interests is not
unbounded. Rather, that process is subject to “established requirements” that
function as “constraint[s],” as the Minnesota Supreme Court has noted.” Recovery of
the cost of furnishing service is an established requirement.

A just and reasonable rate must “enable the company to operate successfully,
to maintain its financial integrity, to attract capital, and to compensate its investors for
the risks assumed.”® This is a fundamental constitutional requirement.” ‘The
Commission is “bound to follow certain legal criteria in establishing a rate of return”®
and must follow “certain guidelines ... in determining an appropriate rate of return,”

and rates to be charged, which include recovery of the cost of service:

% In Re Reguest of Interstate Power Co. for Authority to Change its Rates for Gas Service, 574 N.W.2d 408, 411 (Minn.
1998).

3 Hibbing Taconite Co. v. Minnesota Pub. Serv. Comm’n, 302 N.W.2d 5, 10 Minn. 1980) (“In considering these
factors, the PSC must balance the interests of the utility against the interests of customers. (citation omitted)
The United States Supreme Court established requirements for determining the rate of return in Bluefield ...
and Hope ..., which this court has followed. One_constraint enunciated by the United States Supreme Court
is that the PSC cannot fix rates that are unconstitutionally confiscatory.”) (Emphasis added.)

* FPC . Hope Natural Gas Co., 320 U.S. 591, 605 (1944).
° Bluefield Waterworks & Improvement Co. v. Pub. Serv. Comme'n., 262 U.S. 679, 690 (1923).
6 Hibbing Taconite Co. v. Minnesota Pub. Serv. Comne’n, 302 N.W.2d 5, 10 (Minn. 1980)




“The rates charged subscribers are thereupon authorized in
an amount which will equal the sum of the return to
investors and the company’s operating expenses.”’

While the Minnesota Supreme Court has recognized the need to recover the
cost of service, the Department recommends downward adjustments for the
Company’s pension expense and total labor expense for reasons unrelated to whether
these expenses are representative and reasonable. There is no support for this
position. Rather, cost of service has been recognized as a key element that must be
included in just and reasonable rates, and as an objective standard.”

Several parties observe that Minn. Stat. § 216B.03 requires the Commission to
resolve all doubts in favor of ratepayers and imply that this creates a heightened
burden on the Company.” While the Company does not dispute application of this
statute, Section 216B.03 does not provide a “trump card” or override the
Commission’s duty to observe the established standards in balancing the interests of
all stakeholders."” In Hibbing Taconite,' the Minnesota Supreme Court rejected the
notion that Minn. Stat. § 216B.03 eliminated the Commission’s obligation to set a just
and reasonable rate based on the evidence and record.” In Minnegasco, the Supreme

Court found that the fundamental basis for rate-setting is the “cost” of the utility and

! Hibbing Taconite Co. v. Minnesota Pub. Serv. Comm'n, 302 N.W.2d 5, 10 (Minn. 1980) quoting Northwestern
Bell Telephone Co. vv State, 299 Minn. 1, 5-6, 216 N.W. 2d 841, 846 (1974)

8 Northern States Power v, Minnesota Pub. Util. Comm’n, 344 N.W.2d 374 (Minn.), cert. denied, 467 U.S. 1256 (1984)
(“In otder to establish “just and reasonable” rates, the MPUC must consider the right of the utility and its
investors to a reasonable return, while at the same time establishing a rate for consumers which reflects the
cost of service rendered plus a “reasonable” profit for the utility. (citation omitted). To accomplish this
purpose, the MPUC must ascertain the operating expenses, or cost of service, of the utility.” at 378 (quoted in
Minnegasco v. Minnesota Public Utilities Commission, 549 N.W.2d 904, 908-909 (Minn. 1996).

? Department Initial Brief at p.8-9, 77-78; OAG Initial Brief at p. 3-4, 28; XLI Initial Brief at p. 2-3.

10 See Hibbing Taconite Co. v. Minnesota Pub. Serv. Comm’n, 302 N.W.2d 5, 9-10 (Minn. 1980).

1 See Hibbing Taconite Co. v. Minnesota Pub. Utils. Comm’'n, 302 N.W.2d 5, 9-11 (Minn. 1980) (“Chapter 216B
gives to the PSC the duty as well as the power to set a just and reasonable rate after review of evidence and
testimony.”)

"2 See also Northern States Power Co. v. Minnesota Pub. Utils, Comm'n, 344 N.W.2d 374 (Minn. 1984) (ratepayer
protection theory rejected and Commission was required to allow utility to recover specified costs).



rejected an argument that Minn. Stat. § 216B.03 overrode other standards.” We
therefore ask the ALJ to apply the legal standards neutrally as the court did in Hibbing
Taconite and Minnegasco.

2. Consideration of Revenue Requirements

The standard for establishing just and reasonable rates is further defined by the
Commission’s differing authority with respect to different aspects of ratemaking. The
Minnesota Supreme Court has recognized that the Commission’s authority includes
both quasi-judicial and quasi-legislative functions.”"* The Commission acts in a quasi-
legislative capacity and has greater discretion with regard to rate design.”” In contrast,
the Commission is subject to the substantial evidence standard with respect to
revenue issues. '’

The distinction between the standards for revenue requirements and rate
design is important here because a number of parties argue that the decision on

several revenue issues should be influenced by fairness or on the basis that

= Minnegasco v. Minnesota Public Utilities Commission, 549 N.W.2d 904, 909 (Minn. 1996). (“In setting just and
reasonable rates, the MPUC must give ‘due consideration to the public need for revenue sufficient to enable it
to meet the cost of furnishing service ***.” §216B.16, subd. 6” (Emphasis by the Court.) Indeed, the dissent
that specifically argued in favor of reading an overriding ratepayer protection into § 216B.03. (Gardebring, J.
dissenting at 913). That position was rejected by the majority.

M See Hibbing Taconite Co. v. Minnesota Pub. Serv. Comm’n, 302 N.W.2d 5, 9 (Minn. 1980). (“The single term
“ratemaking” has been used to describe what is really two separate functions: (1) the establishment of a rate
of return, which is a quasi-judicial function, and (2) the allocation of rates among various classes of utility
customers, which is a legislative function. The court’s failure to be more precise when discussing the two
phases of ratemaking has led to the inappropriate statement that “ratemaking is a legislative process.”)

1 Hibbing Taconite Co. v. Minn. Pub. Serv. Comm'n., 302 N.W.2d 5, 9 Minn. 1980); Sz Paul Area Chamber of
Commerce v. Minn. Pub. Serv. Comm’'n, 312 Minn. 250, 260, 251 N.W.2d 350, 357 (Minn. 1977) (“Once revenue
requirements have been determined, it remains to decide how, and from whom, the additional revenue is to
be obtained .... The commission may then balance factors such as cost of service, ability to pay, tax
consequences, and ability to pass on increases in order to achieve a fair and reasonable allocation of the
increase among customer classes ... It is clear that when the commission acts in this area it is operating in a
legislative capacity...”).

Y I re Request of Intestate Power Co. for Authority to Change its Rates for Gas Service, 574 N.W.2d 408, 413 (Minn.
1998); establishing the standard of review for revenue requirement under the substantial evidence test; Hibbing
Taconite Co., 302 N.W.2d at 9 (“The 8% Paul Chamber case enunciated the PSC’s two functions and the related
standards of review. In applying those standards, we now hold that the establishment of a rate of return
involves a factual determination which the courts will review under the substantial evidence standard.”).



shareholders also benefit from functions that are necessary to provide service. While
the Commission may “draw its own inferences and arrive at its own conclusions”
when reviewing the facts in the record,'” there is no indication that recovery of the
cost of furnishing service may be compromised on the basis of such non-cost
factors.'®
B.  Burden of Proof

A number of parties correctly note in their briefs that Minn. Stat. § 216B.16,
subd. 4, imposes the burden of proving ‘“that the rate change is just and

2

reasonable...” on the Company. However, many parties imply that this burden,
combined with the substantial evidence test heightens the Company’s obligations.
The Department goes further to suggest that it, along with the intervening parties,
does not even have a burden. This is incorrect. For context, the Company provides
the following to clarify the appropriate burden of proof that the Company must meet.
The general rule is that “the burden of proof rests on the party seeking to
benefit from a statutory provision.”"” This is echoed by the provisions of Minn. Stat.
§ 216B.16, subd. 4. In Northern States Power Company for Authority to Change its Schedule of
Rates for Electric Services, the Minnesota Supreme Court described the utility’s burden of

proof as follows:

In evaluating the validity of a rate increase application, the
Commission should apply the classic burden of proof
analysis employed in civil cases in determining whether the

Y In the Matter of the Petition of Northern States Power Company for Authority to Change its Schedule of Rates for Electric
Service in Minnesota, 416 N.W.2d 719, 722-723 (Minn. 1987).

Y8 St Panl Area Chamber of Commerce v. Minn. Pub. Serv. Comne’n, 312 Minn. 250, 260, 251 N.W.2d 350, 357
Minn. 1977); Hibbing Taconite Co. v. Minn. Pub. Serv. Comnr’n, 302 N.W.2d 5, 9 (Minn. 1980).

Y co.n Doe, 757 N.W. 2d 343, 352 (Minn. 2008); Reliance Life Ins. Co. v. Burgess, 112 F.2d 234, 238 (8th Cir.
1940) (“It is a fundamental rule that the burden of proof in its primary sense rests upon the party who, as
determined by the pleadings, asserts that the affirmative of an issue and it remains there until the termination
of the action. It is generally upon the party who will be defeated if no evidence related to the issue is given
on either side.”).



utility has established the amount of a claimed cost as a
judicial fact.”

The burden of proof in civil cases has two aspects, each of which is equally
important: “the burden of persuasion and the burden of producing evidence.””

The burden of persuasion is “the duty of creating an affirmative belief on the
part of the tribunal in the existence of the fact or facts in issue.”” The burden of
persuasion is generally fixed before the hearing and does not shift to the other party.”
Here, the Company has the burden of persuasion, both as provided by Minn. Stat. §
216B.16, subd. 4, and under the general rule. However, the burden of persuasion “is
met by a prima facie case if no evidence to rebut it is offered,” and “[a]n unimpeached

prima facie case should prevail as a matter of law.”** This general rule applies both in

administrative law proceedings and civil cases.” Consequently, a party must do more

20 416 N.W.2d 710, 722 Minn. 1987); In re Interstate Power Co., 419 N.W.2d 803, 807 (Minn. Ct. App. 1988),

21 Minnesota Practice, Vol. 11, Evidence § 301.01 (2013). See also Schaffer ex: re. Schaffer v. Weast, 546 U.S. 49, 56
(2005) (determining which party bears the burden of proof in an administrative hearing); Stockton East Water
Dist. v. U.S., 583 F.3d 1344, 1360 (Fed. Cir. 2009) (“When dealing with burdens of proof it is essential to
distinguish between two distinct burdens, the burden of persuasion and the burden of production (sometimes
described as the burden of going forward”).

*2 21 Dunnell Minn. Digest, Evidence § 13.01 (5th ed. 20006); see Technology Licensing Corp. v. Videotek, Inc., 545
F.3d 1316, 1326-27 (Fed. Cir. 2008) (defining the burden of persuasion as “the ultimate burden assigned to a
party who must prove something to a specified degree of certainty”).

* Minnesota Practice, Vol. 11, Evidence § 301.01 (2013); Minn. R. Evid. 301 (2014) (presumptions shift “the
burden of going forward with evidence to rebut or meet the presumption, but does not shift to such party the
burden of proof in the sense of the risk of nonpersuasion, which remains through the trial upon the party on
whom it was originally cast.”); Commercial Molasses Corp. v. New York Tank Barge Corp., 314 U.S. 104, 110-11
(1941); see e.g., Texas Dept. of Community Affairs v. Burdine, 450 U.S. 248, 253 (1981) (“[tlhe ultimate burden of
persuading the trier of fact that the defendant intentionally discriminated against the plaintiff remains at all
times with the plaintiff”).

21 Dunnell Minn. Digest, Evidence § 13.03 (5th ed. 20006); See also Fidelity Bank & Trust Co v. Fitzimons, 261
N.W.2d 586, 590 (Minn. 1977) (“|w]lhere a plaintiff proves a prima facie case and it is unrebutted by a
defendant, the plaintiff has met his burden of proof”); El& River Concrete Products Co. v. American Cas Co. of
Reading, Pa., 129 N.W.2d 309, 314 (Minn. 1964) (holding that the prima facie case had been met and the
burden of proof going forward switches to the defendant); Bass ». Ring, 299 N.W. 679, 681 (Minn. 1941)
(finding that the “plaintiff made a prima facie case, one which without opposing evidence should have
prevailed,” and that “the burden of going on with evidence” should have shifted to the defendant upon the
plaintiff’s production of all evidence to be expected of him”).

> E.g., Rydberg v. Goodno, 689 N.W.2d 310, 313 (Minn. Ct. App. 2004) (applying the court’s rule from Fidelity
Bank & Trust Co v. Fitgimons, 261 N.W.2d 586, 590 (Minn. 1977) and finding that plaintiff had established a



than merely question if the Company has met its burden of persuasion. A party must
instead rebut the Company’s case with its own evidence for the Company’s evidence
to be called into question. The requirement to produce evidence is the burden of
production.

The burden of production is “the duty of introducing evidence at a particular

stage of a trial — of going forward with the evidence.”?®

While the Company has the
burden of proof, the burden of production may shift throughout a proceeding. The
general rule is as follows:

A prima facie case shifts to the opponent of the one having
the burden of proof, the burden of producing evidence to
overcome it.”’

In Minnesota, the statutes and Rules set forth specific requirements for a
complete rate application that details, supports and ties out revenues, costs and
investments. That filing, coupled with its testimony and other evidence in support of
the filing, constitutes substantial evidence, which establishes the Company’s prima
facie case. Any portion of the prima facie case that is unrebutted must prevail as a
matter of law.”®

By establishing its prima facie case, the burden of producing evidence (as

opposed to mere argument, conjecture, or policy disagreement) shifts to the other

prima facie case for pass-eligible status such that it was “unclear what more the commissioner [of human
services] would have [plaintiff] prove,” such that “at this point, the burden shifted to parties opposing pass-
eligible status™); In re Chicago Rys. Co., 175 F.2d 282, 281 (7th Cir. 1949) (finding that when a prima facie case
is established by evidence and there is an “absence of explanatory or contradictory evidence” then “the
finding shall be in accordance with the proof establishing the prima facie case”).

%% 21 Dunnell Minn. Digest, Evidence § 13.01 (5th ed. 20006). See Technology Licensing Corp. v. Videotek, Inc., 545
F.3d 1316, 1327 (Fed. Cir. 2008); Ryan v. Metropolitan 1ife Ins. Co., 298 N.W. 557, 560 (Minn. 1939) (discussing
the differences between the burden of producing evidence and the burden of persuasion).

% 21 Dunnell Minn. Digest, Evidence § 13.03 (5th ed. 2006).

8 United States v. Abrens, 530 F.2d 781, 787 (8th Cir. 1976) (holding that the government satisfied its burden
of proof to establish a prima facie case since the taxpayer failed to rebut the prima facie case, and therefore
court was required to enter summary judgment in favor of the government).

10



parties.” If the prima facie case is rebutted with such evidence then the Company still
has the burden of persuasion, but, again, to establish a rebuttal to the prima facie case,
the other parties bear the burden of producing actual evidence. And, such evidence
must be competent and probative.”

Here, the ultimate burden of proving the reasonableness of the proposed
change in rates remains with the Company. But the burden of producing evidence to
rebut the Company’s initial case is on other parties. It is insufficient for a party to
merely claim that the evidence is insufficient or to choose to claim the evidence is
lacking due to the fact that the information was not audited. The parties may not
appropriate for themselves the authority to judge when the Company’s evidence is
“sufficient” when this authority is vested instead with the Administrative Law Judge
in the first instance, and ultimately with the Commission. Application of the
appropriate standard to the record will result in just and reasonable rates.

C. Test Year Requirements

The Commission has articulated the standard to be applied in complying with

this statutory requirement and setting just and reasonable rates for utilities:

The ratemaking policy and practice adopted by the
Commission is as follows. Rates that ratepayers currently
pay are based on representative levels of revenue, costs,
and investments in a “test year” determined at the time of
the most recent rate case.”’

Thus the test year is intended to be a “representative” level of revenues and costs. As

the Commission has further explained:

 Texas Dept. of Community Affairs v. Burdine, 450 U.S. 248, 252-56 (1981) (explaining that if the plaintiff
establishes a prima facie case, then the burden of production shifts to the defendant to rebut the presumption
raised by the prima facie case. If the defendant does not rebut the prima facie case and the plaintiff’s evidence
is believed by the trier of fact, then the court must enter judgment for the plaintiff).

301 aFavor v. American National Insurance Company, 155 N.W.2d 286, 291 (Minn. 1967) (“[w]hile the evidence in
proof of a crucial fact may be circumstantial, it must not leave it in the field of conjecture).

31 Tn the Matter of the Complaint by Myer Shark et al, Regarding Xcel Energy’s Income Taxes, MPUC Docket No. C-03-
1871, Order Amending Docket Title and Dismissing Complaint at p. 4 (Oct. 1, 2004)(“Shark Docke?”).
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[T]he test year method ... rests on the assumption that
changes in the Company’s financial status during the test
year will be roughly symmetrical — some favoring the
Company, others not. Not adjusting for either type of
change maintains this symmetry and maintains the integrity
of the test year process. Anomalies are likely to exist in and
beyond any test year. This rate-setting approach gives the
utility an incentive to decrease costs between rate cases and
protects customers from having to pay for every increase in
costs between rate cases.?

The test-year concept is designed to enable the regulatory body to make an
accurate prediction of revenues and expenses in the reasonably near future.” The
Commission has previously articulated a symmetrical principle that should be applied
to rate making and the test year.” The Company respectfully asks the Administrative
Law Judge to consider the Company’s requested rate increase in light of that principle.
III. KEY DISPUTED ISSUES
A. ROE

As explained in our Initial Brief, only the Company and Department have
presented a ROE recommendation derived from methodologies accepted by the
Commission. The Company’s requested ROE of 10.25 percent establishes one end of
the spectrum while the Department’s recommended ROE of 9.64 percent establishes
the other end. The Company has demonstrated that a 10.25 percent ROE would be
appropriate, given the volatility of the market, the two-year period of the ROE
decision in this case, and the scope of the Company’s ongoing capital expenditures.
The Company has also explained that a 9.64 percent ROE should not be accepted in
this case because it fails to recognize prolonged financial market volatility, will result

in the Company having an authorized return on equity more comparable to

32 Shark Docket at p. 4 (Oct. 1, 2004) (emphasis added).
3 $ee Northwestern Bell Tel. Co. v. State, 253 N.W.2d 815, 822 (Minn. 1977).
3 Shark Docket at p. 5 (Oct. 1, 2004).
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distribution-only utilities and natural gas utilities than vertically integrated electric
utilities, and will send a non-constructive signal to investors during a period of on-
going capital investment.

With that said, the Company did discuss the possibility for the Commission to
consider authorizing an ROE similar to the Company’s currently authorized ROE of
9.83 percent. For context, the Company is presenting this as an option not only
because it is similar to the Department’s recommendation of 9.80 percent in direct
testimony but as illustrative of the discretion we believe the Commission has in
selecting an ROE that is in the range between 9.64 percent and 10.25 percent.

We believe the Commission should consider exercising this discretion due to
the fact that this case, as a MYRP, presents a unique opportunity to deviate from
traditional courses and consider other factors. Additionally, and more importantly,
the Department’s recommendation of 9.64 percent is only five basis points higher
than the ROE recently authorized by the Commission for CenterPoint Energy. We
do not believe it is reasonable for our authorized ROE to reflect the same risk profile
as a natural gas only utility. This is especially the case when we are the largest utility in
the state, operate nuclear generating units, and are responsible for a regional
transmission system. Additionally, the fact that the Department’s ROE analysis for
CenterPoint is separated by six months from the analysis they performed on this
record with similar results further supports the Commission exercising its discretion.
Ultimately, the traditional ROE spread between a natural gas utility and vertically
integrated electric utility seems more appropriate.

We believe the record can support an ROE that falls in the range between 9.64
percent and 10.25 percent. For example, the record can support an ROE of 9.77

percent, which is derived from an averaging method similar to the one used by the
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Commission during its deliberations of the MERC natural gas rate case,” or 9.99
percent which is the average ROE authorized for other vertically integrated utilities
since November 2012.

Thus, the Company, with this Reply, (1) continues to support its recommended
ROE by diffusing the Department’s criticisms of the Company’s DCF analysis, (2)
explain that a 9.64 percent ROE is incongruent with ROEs for other vertically
integrated utilities, and (3) respond to the recommendations of the ICI Group and
CG.

1. Evidence Supports the Company’s Recommended ROE

Although the Commission has historically based its ROE determination on the
Department’s ROE recommendation, there is substantial evidentiary support for
reflecting Mr. Hevert’s Rebuttal DCF results in the determination of the ROE in this
case, especially when so much of the difference between the Company and the
Department relates to the time period used to perform the DCF analysis, and the

ROE will remain in effect for two years.

% The Department’s results from the 30-day periods reflected in its Direct and Surrebuttal recommendations
are 9.80 percent and 9.64 percent respectively. The results from a 60 percent/40 percent weighting of the
Company’s DCF analysis for the 30-day period ending May 31, 2014 is 9.86 percent. The Company’s results
for the 30-day period ending May 31, 2014 using a 60 percent/40 percent weighting are as follows:*

30-day DCF results Weighting Weighted Result
Revised Electric Proxy Group 9.97% 60% 5.98%
Revised Combination Proxy Group 9.70% 40% 3.88%
00/40 Weighted Result 9.86%

*Source Ex. 28, Hevert Rebuttal, Schedule 1, pages 1 and 4.

The average of the Department Direct and Surrebuttal recommendations and the comparable result from the
Company’s Rebuttal recommendation is as follows:

Result
Department Direct 9.80%
Department Surrebuttal — 9.64%
Company Rebuttal 9.86%
Total 29.30%
Divided by 3 3
Average 9.77%
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The Department criticized the Company’s DCF analysis for two main reasons:
(1) using a time period longer than a single 30-day period;™ and (2) applying an 80/20
percent weighting to the electric proxy group and combination proxy, rather than the
60/40 percent weightings applied by the Department.”’
a. Not Appropriate or Necessary to use a 30-day Period
The Department has focused exclusively on a single 30-day period (June 7 to
July 7, 2014). The Department selected a single 30-day period because of the

“principle that financial markets are efficient such that the current stock prices fully

reflect all publicly available information.””

But there is no need for the Commission to rely exclusively on data from a
single 30-day period. Further, the current substantial instability of utility stocks®
shows that no single 30-day period will be fairly representative of the cost of equity
during the two-year term of the ROE in this case.

Other commissions, including FERC, traditionally look at price data from
periods significantly longer than 30 days, and the Commission has recently recognized
that unstable market conditions may justify looking at data from more than a single
30-day period to determine the ROE.*

For example, FERC uses a 6 month period to determine the dividend yield
component, as shown in:

For the dividend yield component of the DCF model, the
Commission derives a single, average dividend yield based

36 Department Initial Brief at 25-26.

37 Department Initial Brief at 26-28.

8 Department Initial Brief at 26 (emphasis added).
¥ Ex. 115, Hevert Opening Statement at 2-3.

0 In the Matter of the Application of Minnesota Energy Resources Corporation for Authority To Increase Its Rates for
Natural Gas Service In Minnesota, G007,011/GR-10-977 (Deliberation September 25, 2014).
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on the indicated dividend and the average of the monthly
high and low stock prices over a six-month pe]ciod.41

The New York Public Service Commission had previously used a 6-month
dividend yield, but more recently moved to a 3-month dividend yield saying:

The judges’ DCF calculations reflect common stock share
prices for the three months ending November 30, 2008.
They declined to rely on six months of data, and
recommended we do the same at the time of our decision,

... contrary to DPS Staff’s and CPB’s proposals.*
The New Mexico Public Regulation Commission has also used a range to
dampen short term aberrations in stock prices:

Using the range of ROEs determined by PNM’s witness,
Robert B. Hevert, using the 180-day trading period and full
year dividend growth, results in a low ROE of 8.59%, a
mean ROE of 10.72%, and a high ROE of 12.68%."

The Commission has similar latitude to rely on more than a single 30-day
period in this case.

Further, there is no basis to conclude that stock prices from the June 7 to July
7, 2014 period will be fairly representative of utility stock prices or the dividend yields
and cost of equity for the two year term of the ROE decision in this case. The
volatility of stock prices is clearly shown in the changes to dividend yields between the
Company’s Direct and Rebuttal DCF analyses and the Department’s Direct and
Surrebuttal DCF analyses.

The Department’s FECG and FCCG dividend yields fell by 54 and 26 basis

points, respectively, from Direct to Surrebuttal testimony. Similarly, the dividend

1 E1.11-66-001, FERC OPINION 531 at 10 (June 19, 2014).

42 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. and Petition for Approval, Pursuant to Public Service Law, Section 113(2), of a
Proposed Allocation of Certain Tax Refunds between Consolidated Edison Company of New York, Inc. and Ratepayers,
Cases 08-E-0539 and 08-M-0618 at 121 (April 24, 2009).

- Application of Public Service Company of New Mexico For A Revision Of Its Electric Service Rates, Case No. 10-
00086-UT, FINAL ORDER PARTIALLY APPROVING CERTIFICATION OF STIPULATION at 58 (July 28, 2011).
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yields of the Company’s Electric Proxy Group and Combination Proxy Group fell by
34 and 48 basis points, respectively, from Direct to Rebuttal testimony. Dividend
yields decrease as stock prices increase, meaning that utility stock price increases in the
eartly June to early July 2014 period drove the Department’s dividend yields down and
the decreased DCF results. The question is whether the 30-day stock prices relied
upon by the Department will prove to be representative of the two-year period in
which the ROE in this case will remain in effect.*

Utility stock prices have already moved below the prices prevailing in the June
7 to July 7 2014 period.* As a result, an ROE of 9.64 percent almost certainly does
not reflect the current cost of utility stocks or the cost of equity and more changes can
be expected during the two-year term of the ROE decision in this case. As a result, a
9.64 percent authorized ROE could be even more unattractive to potential investors
six months or twelve months from now, especially in the context of the Company’s
ongoing inability to earn a reasonable return even with higher authorized ROE:s.

If stock prices from a single 30-day period fully reflect the cost of equity, it is
clear that we are in a period of extremely unstable costs of equity, as shown by the
price changes described by Mr. Hevert and the resulting changes in the dividend
yield.* ‘That instability itself would support taking a more moderate approach to
setting an authorized ROE that will remain in effect to the two-year term of the ROE

decision in this case.

“ Ex. 115, Hevert Opening Statement at 2.

45 . . i, : :

Ex. 115, Hevert Opening Statement at 2 (“Since early July, we have seen the utility sector, including the
companies used in our respective analyses, decline in process relative to relative to the broader stock market.
... [Thhe decline in utility stock valuations is consistent with the market expectation of increasing interest

rates over the coming two years.”)

0 Bx. 115, Hevert Opening Statement at 2.
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b.  Weighting DCF results is Subjective

The Company recommended an 80 percent/20 percent weighting of the
electric and combination company groups because the resulting 91.00 percent electric
total weighted operations (based on relative operating income) is similar to the
Company.”” Further, the purpose of this proceeding is to set electric rates, which
suggests that there should be no reflection of the lower costs of capital of gas
operations (through the combination company data).* While Dr. Amit did not agree
with the analysis, the Company’s 80/20 approach, which has a reasonable basis that
investors may take, should be rejected on/y 7f there is evidence that investors would not
take this approach. There is no such evidence.

The Company agrees with the Department that selecting weighting factors
reflect an element of subjective judgment, like a number of other decisions.” The
Company and the Department do not disagree that the data from the combination
companies provides some useful information and the Department and the Company
agree that the electric comparable companies are more important, but differ as to their
importance.

The Department criticizes Mr. Hevert’s approach based on the assumption that
the investment risks of the electric comparable companies and combination
comparable companies are similar.”’ However, there are significant differences
between the DCF results for the electric comparable companies and for the

combination comparable companies which suggests that their investment risks may

T Bx, 27, Hevert Direct at 20.

*® Ex. 27, Hevert Direct at 21.

* Ex. 400, Amit Direct at 43-44.

50 Department Initial Brief at 27; Ex. 400, Amit Direct at 60.
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not be similar. Specifically, the Company’s updated DCF results for the Electric

Proxy Group and the Combination Proxy Group show significant differences:”'

Electric Combination Difference
Comparable Group | Comparable Group
30 day Mean 9.97% 9.70% 27 bps
90 day Mean 10.02% 9.82% 20 bps
180 day Mean 10.13% 9.97% 16 bps

The results of the Department’s original and updated DCF analyses show

differences that are similar in scope:™

FECG FCCG Difference
Direct Testimony 30 day Average| 10.02% 9.47% 55 bps
Surrebuttal Testimony 30 day 9.72% 9.52% 20 bps
Average

These differences suggest that the Electric Comparable Companies and the
Combination Comparable Companies have significantly different investment risks
that would be noted by investors.

Further, the both the Department’s FECG and the Company’s Electric Proxy
Group contain proportions of both electric and natural gas distribution operations
that are very similar to the Company’s proportion of electric and natural gas
distribution operations without any weighting being given the other groups of
Combination utilities.” As such, an 80 percent/20 percent weighting is conservative
and should not be disregarded in favor of sole reliance on an overly conservative 60

percent/40 percent weighting,™

My 28, Hevert Rebuttal at Schedule 1
52 Ex. 400, Amit Direct at 37; Ex. 403, Amit Surrebuttal at 6.

> Ex. 28, Hevert Rebuttal at 18-21. The Department’s FECG has 90.00 percent of net income from electric
operations compared to the Company’s 91.67 percent.

> Ex. 28, Hevert Rebuttal at 21.
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The Department also relies on the fact that the all of the Company’s electric
and combination comparable companies are under the same Value Line and SIC code
categories.”  However, these very general classifications are not adequate to
determine comparability. For example, the Value Line codes used by the Company
established a universe of 48 electric companies and 59 combination companies™
which were reduced to a final comparable group of 14 electric companies and 14
combination companies.”” Such codes do not establish comparability for determining
the cost of capital.

2. A 9.64 percent ROE would be significantly below the mainstream

Adopting the Department’s recommendation ROE would put the Company’s
ROE into the bottom 20 percent of ROE awards for vertically integrated electric
utilities (such as the Company) since August 2013 and would reflect ROEs more
typical of gas distribution and electric distribution-only utilities. ~ While the
Commission does not set ROEs based on awards in other states, investors do
compare awards between states and draw conclusions regarding the regulatory
environment and the resulting business risks of those utilities.”

The Company presented all of the ROE awards for integrated electric utilities
occurring between January, 2012 and May, 2014.” For a more recent petriod

(beginning November 2013) the ROE awards for vertically integrated electric utilities

were: ™
. Authorized Decision
State Utility ROE Date
WI  Wisconsin Public Service Corp. 10.20% 11/6/2013

5 Department Initial Brief at 28; Ex. 400, Amit Direct at 61.

*0 Ex. 27, Hevert Direct at 22, 25,

Ex. 27, Hevert Direct at 25, 27.

Ex. 28, Hevert Rebuttal at 45.

Ex. 28, Hevert Rebuttal at Schedule 13.

% Source: The table is a subpart of Ex. 28, Hevert Rebuttal Schedule 13).

57
58
59
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State Utlity Authorized Decision
ROE Date
KS  Westar Energy Inc. 10.00% 11/21/2013
VA  Virginia Electric & Power Co. 10.00% 11/26/2013
FL.  Gulf Power Co. 10.25% 12/3/2013
WA PacifiCorp 9.50% 12/4/2013
WI  Northern States Power Co - WI 10.20% 12/5/2013
OR Portland General Electric Co. 9.75% 12/9/2013
LA  Entergy Gulf States LA LL.C 9.95% 12/16/2013
LA  Entergy Louisiana LLC 9.95% 12/16/2013
NV  Sierra Pacific Power Co. 10.12% 12/16/2013
AZ  UNS Electric Inc. 9.50% 12/17/2013
GA  Georgia Power Co. 10.95% 12/17/2013
OR  PacifiCorp 9.80% 12/18/2013
MI  Upper Peninsula Power Co. 10.15%  12/19/2013
AR Entergy Arkansas Inc. 9.30% 12/30/2013
ND Northern States Power Co. - MN 9.75% 2/26/2014
NH Liberty Utlities Granite St 9.55% 3/17/2014
NM Southwestern Public Service Co 9.96% 3/26/2014
TX  Entergy Texas Inc. 9.80% 5/16/2014
Average  9.93%
Median  9.95%
Minimum 9.30%
Maximum  10.95%

Only four of these 19 ROE awards were as low as, or lower than, the Department’s
recommended 9.64 percent ROE. The ROE awards for 51 vertically integrated

electric utilities since November 2012 are very similar, with an average of 9.99 percent

and a median of 10.00 percent.61

The ROE award in this case will send a communication to investors, which will
be negative if the Department’s ROE recommendation is adopted, and it is clear that

investors are attuned to the regulatory environment in which the Company operates.

S&P has noted:

51 See Attachment A. (Source: Attachment A is a subpart of Ex. 28, Hevert Rebuttal Schedule 13).

21



The assessment of regulatory risk is perhaps the most
important factor in Standard & Poor’s Ratings Services’
analysis of a U.. regulated, investor-owned utility’s
business risk. Each of the other four factors we examine--
markets, operations, competitiveness, and management--
can affect the quality of the regulation a utility experiences,
but we believe the fundamental regulatory environment in
the jurisdictions in which a utility operates often influences
credit quality the most.”

Minnesota has traditionally been regarded as credit supportive, but the current
9.83 percent ROE, much less the 9.64 percent ROE recommended by the
Department are not keeping pace with ROEs from other credit supportive

jurisdictions, as the location of 9.83 percent significantly below the solid line shows:*

10.60%
10.40%
10.20% \\wﬂ\/h
10.00% -
o~ MNSPK
-~ 5.83%
9.80% ~ == i |
—— -
9.60%
9. 40%
5. 20%
201201 201202 201203 201204 201301 201302 201303
Credit S upportive — = = MNon-Credit Supportive

Clearly, the Department’s proposed ROE will place the Company’s ROE at the
bottom of the range of ROEs that utility investors see. For the period of August
2013 through May 2014, the Company’s currently authorized ROE is in the bottom
39™ percentile. Moving downward to 9.64% would put the Company in the bottom
10 percent of ROEs since 2012, and within the bottom 20 percent of returns
authorized since August 2013.°* This will be a significant negative signal in the

context of a two-year plan and in the midst of ongoing very substantial capital

2 Ex. 27, Hevert Direct at 16 (quoting Standard & Poot’s, Utilities: Assessing U.S. Utility Regulatory Environments,
updated November 15, 2011).

63 Ex. 27, Hevert Direct at 18
“ Ex. 115, Hevert Opening Statement at 4.
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expenditures. Because it would be the second successive ROE decrease, and would
represent a return near industry lows, the 16 basis point difference between 9.80%
and 9.64 percent would have a disproportionately negative effect.®

3. No Adjustment to the Department or the Company’s
recommendations is warranted.

As explained in our Initial Brief, none of the comments by AARP, the ICI
Group, or Commercial Group would justify any adjustment to the ROE
recommendations of the Department or the Company.

AARP continues to recommend that acceptance of a decoupling mechanism
should lead to a reduction in ROE.” To the contrary, AARP’s analysis fails to
recognize that: (1) ROE is determined by the comparative risk of the Company in
relation to its comparable companies (not on the basis of the Company is isolation;
(2) there is no basis to believe that the decoupling leads to any noticeable reduction in
relative risk; and (3) the Company’s comparable companies also have comparable
revenue mitigation mechanisms.®’

The ICI Group complains that Dr. Amit and Mr. Hevert exercised professional
judgment in deciding which DCF results met the threshold level of credibility that any
investor would exercise when making an investment decision.”® The ICI Group’s
citation to Dr. Amit’s comment (that shareholders are not irrational to hold utilities
with DCF results of under 8.0 percent) ignores Dr. Amit’s (and Mr. Hevert’s) point
which is that when the results of @ model are obviously not reasonable, those results
should not be included in an analysis of what reasonable investors will rely upon. It is

the results of the model that are not reliable, as Dr. Amit explained.” Instead of Dr.

% Ex. 115, Hevert Opening Statement at 4
% AARP Initial Brief at 14-16.

7 Eix. 28, Hevert Rebuttal at 48-54.

% ICI Group Initial Brief at 13-14.

% Tr. Vol. 4 Page 41 (Amit):
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Amit’s and Mr. Hevert’s detailed analysis, the ICI Group also recommends, with
almost no discussion, that the Commission should rely on Mr. Glahn’s “well-reasoned
DCF analysis.””

Rather, when the results of the DCF model did not make sense when
compared to empirical information and do not pass a check of reasonableness, those
results should thus be excluded, as Dr. Amit explained.” The fact that investors hold
stocks in companies with unreasonably low DCF results does not mean that investors
would actually accept the return shown by the DCF model.”” It simply means that
investors know that those DCF results are not representative. Instead of Dr. Amit’s
and Mr. Hevert’s detailed analysis, the ICI Group also recommends, with almost no
discussion, that the Commission should rely on Mr. Glahn’s “well-reasoned DCF

analysis.” "

“If the DCF analyses are less than 8 percent that does not mean that the cost of equity of
the required rate of return by the investor is indeed what the DCF produce. The DCF is a
theoretical way that is applied to try to estimate the cost of equity. Now there may be many
issues with any specific one estimate for any company that may produce unreasonable
results.”

" 1CI Group Initial Brief at 14.

"UT't. Vol. 4 Page 41 (Amit):
“If the DCF analyses are less than 8 percent that does not mean that the cost of equity of
the required rate of return by the investor is indeed what the DCF produce. The DCF is a
theoretical way that is applied to try to estimate the cost of equity. Now there may be many
issues with any specific one estimate for any company that may produce unreasonable
results.”

Tr. Vol. 4 Pages 45-46 (Amit):
“The result has to basically — a good model is a model that when it’s all said and done you
get results that make sense when you compare it to empirical studies. So, basically, just
because the DCF is a model to estimate the required rate of return, the outcome not
necessarily makes sense sometimes. So you need to use other criteria to see — to basically
check the reasonableness of your estimated DCF result.”

"2 Tt. Vol. 4, Pages 40-41 (Amit):
“|TThe fact that they buy shares has nothing to do with our estimated DCF ROE. In fact,
there are two things. IF the DCF analyses are less than 8 percent, that does not mean that
the cost of equity of the required rate of return by investor is indeed what the DCF
produce.”

> ICI Group Initial Brief at 14.
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The Commercial Group relies entirely on ROE decisions from other
jurisdictions, its extrapolations comparing Mr. Hevert’s recommendations in other
jurisdictions to the decisions in those jurisdictions, and a discussion of long-standing
Commission policies on ROEs.”*  Significantly, none of this discussion (other than
comparison to ROEs in other jurisdictions) was based on the testimony of its own
witness. As explained in subsection 2 above, the ROE awards in other jurisdictions
show that a reduction in the current 9.83 percent ROE would move the Company’s
Minnesota jurisdictional ROE into the bottom levels of recently awarded ROE:s.

B. Monticello LCM/EPU

The Monticello LCM/EPU project is used and useful and it is therefore
appropriate to include the project in rate base in its entirety. With the receipt of all
necessary NRC licenses amendments to operate at EPU levels, the LCM/EPU should
be viewed as the unitary project that it is, comprised of common plant utilized for
both life cycle management and extended power uprate purposes. The completion of
the ascension process is not a prerequisite to in-servicing the LCM/EPU and it
should be expected that less than full performance of the plant would occur at this
time as systems are shaken down and validated. This should not impact the used and
useful determination.

At the outset, we note that intervening parties may be questioning why the
Company continues to insist that the LCM/EPU project is used and useful when the
plant is not operating at full uprate capabilities. The primary reason we continue to
advance in this direction is our belief that our interpretation of the used and useful
standard, including relevant legal precedent applied to the facts on this record, is
reasonable and supports our position. As we explained in our initial brief and here,

the uncontroverted facts on the record demonstrate that all of the capital for this

™ Commercial Group Post Hearing Brief at 2-9.
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program has been expended, and the plant, including those modifications installed as
part of the LCM/EPU program, have been in the public use (i.e., serving outr
customers) during the test year. Since this is the appropriate litmus test, instead of an
operational based one, we therefore believe the balance of the program should be
placed into rate base at the start of the test year.

The Department of Commerce, XL.I and CG primarily argue that full ascension
of the plant to 671 MWe is the necessary prerequisite for satisfying the used and
useful standard. We respectfully disagree. This is because achieving the full
capabilities of plant investments, such as new transmission lines, fossil generating
units or renewable generating units, is not always a binary proposition. There can be
shakedown issues, changes in demand, or reliability considerations that limit
operation. As a result, an operational based governor is not widely deployed and
should not be here.

The Company recognizes that there is an appeal to limiting the amount our
customers pay for this project until full ascension is achieved. While the Company
believes fully restricting its recovery fails to account for the Company’s financial
undertaking in delivering the LCM/EPU project to our customers, we can understand
a path that moderates the rate affect for public policy reasons. For this reason, the
Company supports the Chamber’s proposal with respect to the appropriate rate
treatment of the Monticello LCM/EPU project in this case. The Chambet’s proposal
recognizes that the Monticello LCM/EPU project is used and useful while accounting
for the fact that customers are not yet receiving the maximum benefits of the project.
Theretore, the Chamber’s proposal should be accepted.

Even though the Company has accepted the Chamber’s proposal, which does
not turn on whether the LCM/EPU program is legally used and useful, other parties

have not. As a result, we first reply to the contentions of the Department, XLI and
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CG that the program is not used and useful. We then respond to arguments that the
Chamber’s proposal is not in the public interest.

1. Used and Useful Standard is Met

Before exploring the legal intricacies of the used and useful standard to
respond to several intervening parties, we believe there is a key factual difference
between this case and the last, which supports finding the project to be used and
useful. While we recognize the ALJ] may reach a different conclusion as to what her
words mean, we interpret her findings of fact to state that the lack of the EPU license
amendments was the key barrier to finding the project to be used and useful:

The EPU portion of the project is not “in service” because
the Company does not yet have the NRC license
amendment required to operate at uprated EPU level. Asa
result, the Company cannot generate the additional 71 MW
that the EPU is designed to provide. The Company can
only operate at its current licensed capacity. The Company
will not be able [to] operate at its uprated power level until
it receives authorization from the NRC.”

If the Company’s interpretation is correct, namely that the lack of the license
amendment was the key impediment to finding the Monticello LCM/EPU project
used and useful, it then follows that failure to obtain the license amendment in the last
case caused the Company to fail to meet the other milestones of the ALJ’s application
of the used and useful standard to the project:

The fact that the project investments are being used to
generate electricity at current levels for LCM purposes does
not mean the entire LCM/EPU project is “in service” or
“used and useful” for purposes of Minn. Stat. § 216[B],
subd. 6. Because the plant is only generating power at
existing levels, the EPU portion of the project is not “in
service” or “used and useful.” Any other interpretation of

" In the Matters of the Application of the Northern States Power Company for Authority to Increase Rates for Electric Service
in the State of Minnesota, FINDINGS OF FACT, CONCLUSIONS OF LAW AND RECOMMENDATION at 79,
Docket No. E-002/GR-12-961(July 3, 2013) (emphasis added).
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Minn. Stat. § 216B.16 would improperly allow the
Company to recover EPU costs, with a return, before
ratepayers ever receive the benefits of the additional 71
MW of EPU capacity. To allow recovery of the EPU costs
before the plant provides the additional power would result
in unreasonable rates for ratepayers.”

Reflecting on that record, we believe this decision to be consistent with the
used and useful standard since there was a known impediment which would have
made it impossible for the entire plant to be available for public use during the 2013
test year. This record, on the other hand, supports a finding of used and useful. The
uncontroverted evidence on the record demonstrates that the Company is in receipt
of all license amendments necessary for the operation at the plant at EPU levels.”’
The Company is “currently operating under an amended license that allows us to
operate up to 2004 MWt (approximately 671 MWe).””® With the receipt of the
required license amendments, the Company has begun the ascension process toward
achieving the full 71 MW of uprated generation, and has achieved an additional 40
MW."

Furthermore, “[tthe LCM/EPU Project is a unified Project that was not
independently developed as separate LCM and EPU components.”® The receipt of
the license amendments allows for the Monticello LCM/EPU project to be viewed as
a unitary project with common plant. “[A]ll equipment on the site is currently in

place, being used to support ongoing plant operations and providing our customers

7S Tn the Matters of the Application of the Northern States Power Company for Authority to Increase Rates for Electric Service
in the State of Minnesota, FINDINGS OF FACT, CONCLUSIONS OF LAW AND RECOMMENDATION at 9 81-82,
Docket No. E-002/GR-12-961(July 3, 2013).

" Ex. 53, O’Connor Rebuttal at pp. 4-5.
Ex. 53, O’Connor Rebuttal at p. 5.
Ex. 53., O’Connor Rebuttal at p. 5.
Ex. 53, O’Connor Rebuttal at p. 15.

78
79
80
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with baseload, carbon-free energy.”™

And receipt of the license amendments
provides the authority to operate the Monticello plant as an integrated whole at
uprated levels, subject to NRC oversight and our license conditions.

The Company has also provided uprated generation to its customers. As
noted, the Company began the ascension process, providing uprated levels of
generation and 640 MWe of output for a sustained period of time.*” And, while the
ascension process is underway, the Company has “gained some efficiencies with some
of the equipment that’s already been replaced as part of the lifecycle management
EPU; and we’re operating a little bit better, in terms of total output, now that those
modifications have been completed.”® “Today, the plant is achieving over 90% of its
potential [and] [i]t has already reached 95% of its potential safely....”™

Because the hurdles identified as part of our last rate case have been overcome,
and the Company is providing, and our customers are receiving, the benefits of the
Monticello LCM/EPU project, the Monticello LCM/EPU project is used and useful.

2. The Standard is not “Fully” Used and Useful

Several parties to this proceeding argue that Monticello must fully ascend and
provide all 71 MW of uprated capacity before the project can be considered used and
useful. This would substitute the used and useful standard for a more restrictive
“fully” used and useful standard. This is contrary to the gatekeeping function of the
used and useful standard and should not be adopted by the Commission and ALJ.

By way of background, rate regulation is based on the concept that a utility is

dedicating its property for the public service:

#1 Ex. 53, O’Connor Rebuttal at p. 14.

2 Tr. Vol. 1 at p. p- 231 (O’Connor) (noting that sustained operation at 640 MWe occurred for “about 20
days”).

8 Tt. Vol. 1 at p. 245 (O’Connor).

% Ex. 53, O’Connor Rebuttal at p. 15.
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The investor agrees, by embarking capital in a utility, that
its charges to the public shall be reasonable. His company
is the substitute for the state in the performance of the
public service, thus becoming a public servant. The
compensation which the Constitution guarantees an
opportunity to earn is the reasonable cost of conducting
the business.”

When viewed in this context, the “used and useful” standard provides a
gatekeeping function to determine what property the utility has dedicated to the
public use and therefore, for which property the utility has a right on which to earn a
reasonable rate of return:

As of right safeguarded by the due process clause of the
Fifth Amendment, appellant is entitled to rates, not per se
excessive and extortionate, sufficient to yield a reasonable
rate of return upon the value of property used, at the time
it is being used, to render the services [to the public]. But it
is not entitled to have included any property not used and
useful for that purpose.®

Property is considered used and useful when it is dedicated to the public use for the
purposes intended:

These facts are not in substantial conflict with the
Secretary’s findings, and may be taken as established by the
evidence. But they are not sufficient to prove that the
property excluded is used and useful for the performance
of services covered by rates being regulated by the
Secretary.”’

To perform this gatekeeping function, the Minnesota Supreme Court has
found that property is “used and useful,” when: (1) the property [will be] ‘in service;’

and (2) it [will be] reasonably necessary to the efficient and reliable provision of utility

8 State of Missour: ex. Rel. Southwestern Bell Telephone Company v. Public Service Commiission of Missouri et. al., 262 U.S.
276, 290-291 (1923) (Brandies, J. concurring).
8 Denver Union Stock Yard Company v. US, 304 U.S. 470, 475 (1938) (citations omitted).

87 Denver Union Stock Yard Company v. US, 304 U.S. 470, 476 (1938) (citations omitted).
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service. However, it is worth noting that “[tjhe thing devoted by the investor to

the public use is not specific property, tangible and intangible, but capital embarked in
the enterprise.””

For this reason, other jurisdictions have not required full operation before
finding the plant to be used and useful. For example, the Colorado Public Ultilities
Commission has found that all capital dedicated to a transmission line built at 345 kV
but operated at 230 kV was used and useful and therefore appropriate to include in
rate base.” The same is fundamentally true for power plants. “A power plant can be
‘used and useful’ without operating at full capacity.””"

The arguments advanced by the Department, XILLI and CG reveal a
fundamental misunderstanding of the used and useful standard. Contrary to their
assertions, the used and useful standard does not require the entire plant to be fully
operational before it can be found used and useful. As a result, the Company
respectfully requests the Commission and ALJ to reject their respective
recommendations.

In addition to arguing for an operational governor, the Department advances

several other arguments, which essentially raise the bar on the used and useful

standard.

88 Senior Citizens Coalition v. Minnesota Public Utilities Commission, 355 N.W.2d 295, 300 (Minn. 1984).

8 State of Missouri ex.. Rel. Southwestern Bell Telephone Company v. Public Service Commission of Missonri et. al., 262 U.S.
276, 290-291 (1923) (Brandies, J. concurring).

" Tn the Matter of the Application Of Public Service Company of Colorado for a Certificate of Public Convenience and
Necessity for the Comanche-Daniels Park 345 k1 Transmission Project, INTERIM ORDER PARTIALLY GRANTING
EXCEPTION AND REMANDING MATTER TO ADMINISTRATIVE LAW JUDGE at § 7-10, Proceeding Nos.
05A-072E, C06-0094-1 (January 25, 2000).

21 State ex:. rel. Utilities Commission v. Conservation Council of North Carolina, 307 S.E.2d 375, 378 (N.C. App. 1983)
(finding McGuire Unit One used and useful because “over 279,000,000 kWh had been produced by McGuire
Unit One; it was operating well at 50% rated capacity; and Duke expected to increase capacity without
problems or delays”); see also Office of Consumers’ Counsel v. Public Utilities Commission, 391 N.E.2d 311 (Ohio
1979) (finding nuclear generator not used and useful during initial ascension testing due to, among other
things, failure of plant to provide any energy to transmission system net of its own power consumption).
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First, the Department believes the Company has not met its burden of proof to
demonstrate that the project is used and useful.” The Company respectfully disagrees
and points to initial brief and the prior sections of this Reply Brief as illustrative.

Second, the Department relies on a few facts to imply the Company has acted
imprudently with respect to the LCM/EPU project. For example, the Department
notes the NRC required the Company to power-down the Monticello plant to pre-
EPU levels due to human performance errors.” Not only is this factually incorrect,”
but the logical extension of their argument is the Company should be financially
penalized for conservatively operating a nuclear generating plant consistent with
industry expectations.

Nuclear generators are one of the most complex machines in existence and
“both the Company and our regulators want to ensure the safe and reliable operation
of this ... generation facility, which is why this testing is being performed.”” Given
this complexity, “the license for the site is written such that the NRC expects plants to
experience anomalies during the ascension process and specifies how the operator is
supposed to conduct reporting and triage of those issues. Finding anomalies during
ascension is not unique to Monticello.”” In fact, this is not unique to nuclear power
plants. “Typically fossil plants would [also] perform testing to assure that they verify
the expected power uprate as well as perform testing on the new equipment to
understand performance characteristics of the equipment at the new power level.””’
It would be not be sound public policy to use safe operating practices as a basis to

find the project is not used and useful.

%2 Department Initial Brief at pp. 77-79.
s Department Initial Brief at p. 81.

* Ex. 53, O’Connor Rebuttal at p. 10.
% Ex. 53, O’Connor Rebuttal at p. 7.

% Ex. 53, O’Connor Rebuttal at p. 8.

7 Ex. 53, O’Connor Rebuttal at p. 7.
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Furthermore, the Department is really raising questions of prudent project
management and not one related to determining whether the plant is used and useful.
In fact, the Department is using these same facts, among others, to support their
downward adjustment in the separate prudence investigation proceeding.

The Monticello LCM/EPU is operating better, more safely, and more
efficiently than before the Program; has ascended partially; and is continuously using
all equipment that was part of the LCM/EPU Program. Thus the Monticello
LCM/EPU has met both the accounting standard and the standard from the prior
case, and should be considered in service.”® In addition to the reasons articulated in
the prior section, the entirety of the Company’s capital for the LCM/EPU project is
being utilized in furtherance of the public service. As a result, the project is used and
useful and should be included in rate base consistent with these concepts.”

3. Proposed Resolution

In light of the above discussion, the remaining issue is, what, if any, impact
does the fact that the Monticello LCM/EPU has not fully ascended to its full 671
MW output have for ratemaking purposes. The appropriate application of the used
and useful standard would argue that the answer is none. If the gatekeeping function
of the used and useful standard is met, the Company has expended its capital on the
project and since the project is now dedicated to the public use, the Company should
earn a return on its capital. If the capital was prudently invested is a determination
outside of this proceeding and not part of application of the used and useful standard.
However, the Chamber’s proposal for the treatment of Monticello costs provides a

reasonable middle ground with respect to the fact that the Monticello Plant is used

% Ex. 94, Perkett Rebuttal at p. 45.

? At minimum, the Company has demonstrated that 40/71 MW of the uprated capacity has been generated
and therefore capital related to at least 40/71 of the EPU project has been used and useful for service to the
Company’s customers.
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and useful but has not operated at 671 MW consistent with the reasonable
expectation of the parties. As the MCC provides:

The Chamber’s recommendation is that Xcel be permitted
to leave the EPU in rate base, but remove depreciation
expense and recover it over the remaining life of the plant.
The Chamber also recommended that the increased fuel
costs as a result of Xcel’s inability to demonstrate the EPU
goal of 671 MW during the test year be returned to
ratepayers and collected from ratepayers over the remaining
life of the plant. The reasoning behind the adjustment is
that collection of increased fuel costs and allowing a plant
in rate base, effectively would result in ratepayers paying
twice for the power used (through cost included in rate
base and again through the FCA). The increased cost of
fuel is a risk and cost of construction and like any other
costs incurred during construction, it should be
accumulated and recovered from ratepayers that benefit
from the plant during its useful life.'”

The Chambet’s proposal reasonably reflects that the Monticello LCM/EPU
project is used and useful but has not yet operated at full uprate capacity. To do this,
the Chamber’s proposal allows the Commission to make its used and useful
gatekeeping determination while deferring the costs of operating the plant and the
costs of its current operations at less than full EPU levels to those customers who will
receive the benefits. The Company concurs with the Chamber that this provides a
reasonable middle ground on a policy basis and is consistent with general ratemaking
principles.

The Department’s concerns with the Chamber’s proposal do not withstand
closer scrutiny. First, the Company has shown that the Monticello LCM/EPU is used
and useful and therefore, the initial gatekeeping requirement established by the

Department has been met. Second, the Chamber’s proposal is consistent with the

% MCC Initial Brief at pp. 4-5 (emphasis in otiginal) (citations omitted).
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Commission’s treatment of certain costs of other generation facilities that were idled
during the test year,'”' the Department’s assertions to the contrary notwithstanding,

Finally, the Chamber’s proposal appropriately meets the “task at hand [which]
is to equitably balance the interests of the ratepayers and shareholders regarding” the
Monticello LCM/EPU."”  The Chamber’s proposal is not backwards, as the
Department contends,'” but rather appropriately balances the interests of ratepayers
and the Company: the Company earns a return on its capital dedicated to the public
use and ratepayers are not paying the costs imposed by the anomalies encountered
during the ascension process. Therefore, the Chamber’s proposal should be accepted.
C. DPassage of Time

Even though the record is clear that the passage of time adjustment will
increase the Company’s 2015 revenue requirement, the Department continues to
advocate for an approximately $17.5 million downward passage of time adjustment.
The only place in the record where the approximately $17.5 million amount that
supports the Department’s adjustment can be found is in an incomplete response
from the Company to a Department information request.

In its Initial Brief, the Company discussed why it opposes the Department’s
proposed passage of time adjustment. Logically, a passage of time adjustment is not
necessary since depreciation expense will outpace rate base additions in 2015. From a
policy perspective, the passage of time adjustment discourages the use of the

innovative MYRP construct established by the Commission as it seeks to lower the

YV T the Matter of the Application of Northern States Power Company for Authority to Increase Rates for Electric Service in

the State of Minnesota, Docket No. E-002/GR-12-916, FINDINGS OF FACT, CONCLUSIONS AND ORDER at p.
23 (September 3, 2013) (allowing the deferral of depreciation expense for Sherco 3 during its extended
outage).

02 T the Matter of the Application of Northern States Power Company for Authority to Increase Rates for Electric Service in
the State of Minnesota, Docket No. E-002/GR-12-916, FINDINGS OF FACT, CONCLUSIONS AND ORDER at p.
22 (September 3, 2013) (setting the appropriate policy standard with respect to costs for Sherco 3 during its

extended outage).

103 Department Initial Brief at p. 92.
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out-year revenue requirements while not allowing full adjustments to the cost of
service outside of limited capital additions. Lastly, if the proposed passage of time
adjustment was accepted, it should be calculated correctly, which results in an increase
to the Company’s 2015 revenue requirement of either $1.9 million in a perfectly
symmetrical calculation (ze.. annualization of all 2014 projects into the 2015 Step) or
$950,000 for a propetly calculated passage of time adjustment as proposed by the
Department.

In its initial brief, the Department now argues that the passage of time
adjustment can be calculated by only looking at the change in accumulated
depreciation reserve (rate base), and is warranted because the Department never
audited the Company’s full revenue deficiency for 2015 and as a result the record does
not allow a passage of time adjustment calculated symmetrically to consider both the
change to accumulated depreciation reserve and depreciation expense.

These new arguments do nothing more than illustrate an unwillingness to
accept that a passage of time adjustment is not appropriate in this case. For the
reasons articulated below, as well as in our initial brief, the Company respectfully
requests the Department’s passage of time adjustment be rejected.

1. The Department’s Evolving Methodology

In its initial brief, the Department now explains that only changes to
accumulated depreciation reserve need to be factored into a passage of time
adjustment. Specifically, “Ms. Campbell determined that it was not necessary to
update depreciation [expense] for the passage of time for [the non-2015 Step] capital
projects were in service by the end of 2014....”""* This was because the Company’s

2015 Step accounted for the revenue requirements of 81.3 percent of the Company’s

104 Department Initial Brief at p. 233.

36



total increase in 2015 rate base.'” In other words, the Department is limiting its
passage of time adjustment to just the rolling forward of accumulated depreciation for
all of the Company’s 2014 rate base and is disregarding the step-up in depreciation
expense for all of the 2014 rate base into 2015 because the Company’s proposed 2015
Step revenue requirement already accounted for most of the step up in depreciation
expense.

The Department’s new methodology is contrary to the underlying theory
behind the passage of time adjustment, which is that, due to the passage of time, the
Company’s 2015 revenue requirements should be reduced by updating the entirety of
the Company’s 2014 rate base in 2015 to reflect accumulated depreciation and
depreciation expense for the out-years of the Company’s MYRP.'"

The Department’s new approach is also a sharp deviation from the theory it
espoused in pre-filed testimony and testimony at the evidentiary hearing. For

example, the Department has stated the following:

I note that it is appropriate to reflect depreciation expenses
and related accumulated depreciation for the passage or
: 107

time....

XKk

I consider it inequitable to allow the Company to add
$68.865 million in plant additions ... without reflecting
reduced depreciation expense and related accumulated
depreciation for existing plant in rate base for the passage
of time....""

kkk

1% See Department Initial Brief at p. 233; Ex. 435, Campbell Surrebuttal at p. 119.

Y61t Vol 5 at p. 52 (Campbell) (“I would look at the incremental increase in depreciation expense, if there

was one, and 1 would look at the stepdown in accumulated depreciation, if there was one, in calculating the
passage of time”).

7 Bx. 429, Campbell Direct at 158 (emphasis added); see a/so Campbell Direct at 162, 164.
8 px. 429, Campbell Direct at 158 (emphasis added).
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I note that it is necessary to make the adjustment for the
passage of time (from 2014 to 2015) step down in rate base
by recording depreciation expense and accumulated
depreciation reserve....'”

kR

I would look at the incremental increase in depreciation
expense, if there was one, and I would look at the
stepdown in accumulated depreciation, if there was one, in
calculating the passage of time.'"

In fact, to establish the passage of time adjustment, the Department requested that
the Company provide “the rate base, income statement and revenue requirement
effect of updating depreciation expense and accumulated depreciation reserve to
reflect the passage of time for 2015 (except for the 2015 step projects already reflected
in the 2015 step).”""!

Furthermore, the Department’s new methodology is egregiously asymmetrical.
While the Department is correct for projects that have been in-service for more than
a year, where the full annual depreciation expense for that project is included in base
rates, for those projects that were placed in-service for only a partial year when base
rates were calculated (ze., those projects placed in-service in 2014) only a partial year’s
depreciation and depreciation expense is captured in the 2014 revenue requirement.
Consequently, to account for the passage of time by calculating rate base to reflect a
tull year of depreciation for all of those projects placed in-service in 2014, there must
be a corresponding update in base rates for a full year of depreciation expense for
those same projects to maintain the symmetry of the calculation. If a corresponding
update to the depreciation expense is not made, as suggested by the Department now,

the passage of time adjustment would decrease the Company’s rate base without the

1 px. 435, Campbell Surrebuttal at 114 (emphasis added).
"0 Tt Vol 5 at 52 (Campbell).
"1 Ex. 430, Campbell Direct at Schedule NAC-32 (emphasis added).
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corresponding expense included in rates (increasing base rates). Contrary to their
assertion that they did not audit the full 2015 revenue requirement, the depreciation
expense adjustment that creates symmetry relates to the 2014 in-service assets that
were fully reviewed by the Department.

In this case, where the 2015 Step has been limited to certain capital projects
and associated O&M, the Department’s new theory justifying the $17.5 million
passage of time adjustment should be rejected. If considered at all, the passage of
time adjustment should be analyzed symmetrically by giving consideration to both
changes in accumulated depreciation reserve and depreciation expense. When this is
done, as the Company demonstrated in the Rebuttal Testimony of Ms. Lisa Perkett,
one will see that the Company’s depreciation expense is growing more quickly than
the additions to rate base in 2015 and, therefore, accounting for the passage of time
results in an increase to the Company’s 2015 revenue requirement, not a decrease.''

2. What the Record Allows...

To support its asymmetrical application of the passage of time adjustment, the
Department claims that the total increased depreciation expense in 2015 was not
included in the Company’s 2015 Step request and should therefore be disregarded.'”
The Department is essentially claiming that it need only carry forward the increase in
depreciation reserve and disregard the increase in depreciation expense because the
Company limited its 2015 Step request.

Contrary to the Department’s assertion, the Company did inform the record
with the information necessary to symmetrically calculate the passage of time

adjustment. This includes the approximately $17.5 million stepdown in accumulated

M2 See Ex. 94, Perkett Rebuttal at Schedule 2, page 5.

' px 435, Campbell Surrebuttal at p. 115 (“I am concerned that the Company is treating its assertion that
$713.4 million in the amount of the increase in rate base for the full 2015 forecast as if this amount had been
subject to examination — it has not, since the Company did not request recovery of this amount in this rate
proceeding.”); see Department Initial Brief at 236 (“if Xcel has actually asked in its initial rate case petition for
recovery of the full 2015 revenue deficiency”).
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depreciation reserve, which is uncontested in this proceeding, and the approximately
$18.4 million increase in depreciation expense, which is also uncontested in this
proceeding.'"*

Rather than apply the information in the record to its passage of time
adjustment, the Department chose to disregard it as incompatible with its $17.5
million calculation. The Department is ignoring this record evidence because it “has
not been examined or audited for accuracy or reasonableness.”'"

The Company is troubled by this argument. Not only does such an argument
undermine the policy limitations outlined in the Commission’s MYRP Order, but the
Company provided its 2015 cost of service as part of its initial filing in November
2013, and the revenue requirements associated with 2015 capital additions as part of
rebuttal testimony in July 2014. Even though information relevant to vetting the
Company’s depreciation e