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INTRODUCTION AND IMPORTANT CONTEXT FOR REQUEST

On March 12, 2018, the Minnesota Public Utilities Commission (“Commission”) issued
its Findings of Fact, Conclusions, and Order (“March 12, 2018 Order”) in the general electric
rate case for ALLETE, Inc., doing business as Minnesota Power (“Minnesota Power” or the
“Company”). Minnesota Statutes section 216B.27, subdivision 1, and Minnesota Rule
7829.3000 provide that any party to a proceeding may request rehearing on any order within 20
days after service of the Commission’s decision. Minnesota Power respectfully requests that the
Commission reconsider the matters set forth in this Petition for Reconsideration (“Petition”).
The Commission has stated that it will reconsider an order when (1) new issues it has not yet
considered are raised; (2) new facts not yet in evidence are presented for consideration; (3) there
are errors or ambiguities in the Commission’s order; or (4) the Commission is otherwise
persuaded to reconsider an order.' The basis of the Company’s request for reconsideration is
discussed in conjunction with each of the issues detailed below.

Before turning to the individual issues, Minnesota Power offers some broader context for
its Petition. The Company appreciates the Commission’s thoughtful review of the record in this
proceeding and the positions of the parties, and recognizes that this case has presented some
unusual circumstances and complexities.  The Company has limited its requests for
reconsideration or clarification to those items where the Commission’s decision is fundamentally
in conflict with the overall record in this rate case or may have unintended consequences that
may not have been foreseen due to the variety of issues in the case. And while the Company
supports many of the decisions made by the Commission, the Commission’s decisions, in total,

have already begun to result in real and significant financial injury to the Company and its

! In the Matter of Detailing Criteria and Standards for Measuring an Elec. Util.’s Good Faith Efforts in Meeting the
Renewable Energy Objectives Under Minn. Stat. 8 216B.1691, Docket No. E999/CI-03-869, ORDER AFTER
RECONSIDERATION at 9 (Aug. 13, 2004).



operations. This is in large part because certain expense reductions advocated by other parties
and accepted by the Commission necessitate cuts to core utility functions. Combined with the
rejection of recovery of these expenses, the lower rate of return on equity (“ROE”) adopted by
the Commission has resulted in determinations by Standard & Poor’s (“S&P”) Global Ratings
and Moody’s that the rate case outcome (both on its own and in combination with recent tax
reform) is “credit negative” to the utility and has resulted in changes in the Company’s outlook
from “stable” to “negative” with a downgrade expected.> Due to the combined impact of the
Commission’s decisions, the Company has announced the need for layoffs and is looking at
other expense reductions.’

The Company filed this rate case on November 2, 2016, requesting operations and
maintenance (“O&M?”) expenses for rate recovery at nearly the same level as its 2010 expenses,
but for additional expenses associated with the since-added Bison Wind Farms.* Despite
proactive cost-containment measures implemented by the Company in advance of filing this rate
case, the Commission has cut into critical O&M expenses with its decisions in the March 12,
2018 Order. The result, after reflecting that certain revenues are being attributed to the EITE
docket rather than the rate case, is a determination that the Company had a revenue surplus. This
decision comes even though Minnesota Power’s initial request was based on O&M at 2010
levels. As discussed in testimony and throughout the record in this case, Minnesota Power takes
Commission decisions on what are reasonable costs seriously and as directives of how the
Company should utilize resources, and therefore is reacting accordingly in the operation of its

business. However, these decisions have real impacts on the Company’s ability to fulfill other

2 eDockets 1D Nos. 20182-139884-01, 20182-139884-02; 20182-139910-01; and 20192-139910-02.

® ALLETE mulls layoffs, leaving jobs open, DULUTH NEws TRIBUNE (Feb. 22, 2018), available at
https://www.duluthnewstribune.com/business/energy-and-mining/4407843-allete-mulls-layoffs-leaving-jobs-
open#t. WrFKE9h5bgw.email (last accessed Mar. 22, 2018).

*Ex. 53 at 9 (Morris Direct).




directives of the Commission, including continuing its efforts to be forward-thinking in its
resource plans and keeping Minnesota ahead of the energy markets curve. In other words, the
Commission decision effectively directs the Company to cut expenses below 2010 O&M levels,
even though market indices and inflation make such an approach untenable.

As previously noted, this confluence of factors has also resulted in real impacts in the
financial markets as well. Other parties and the Commission debated whether approving a low
ROE would create impacts for the Company in the financial markets. Minnesota Power advised
the Commission that it depends on constructive regulatory outcomes to assure capital markets
that Minnesota Power is a worthwhile investment.®> The historical investment by shareholders in
the stock of the Company has allowed Minnesota Power to support some of the lowest
Residential rates in the nation while also performing as a good partner with the regulatory
community in implementing the strategic energy policies of the State of Minnesota. There was
debate before the Commission on whether any of its decisions would result in negative impacts
to the Company’s financial markets performance.® Minnesota Power expressed serious
concerns, backed by objective metrics, regarding the impacts of positions supported by the
parties.” Minnesota Power also explained that as a company dominated by its Minnesota
regulatory environment, it does not have the opportunity to make up for lost costs or too-low

ROEs in other jurisdictions. This debate has now been settled and the outcomes the Company

® Jan. 11, 2018 Commission Deliberation Transcript at 83:13-16 (McMillan).

® Jan. 11, 2018 Commission Deliberation Transcript at 266:12-19 (Department witness Amit) (“I say that a typical
investor would not pay attention to an ROE that’s been determined a year ago. . . . And typical investor would not
look back at what was the cost of this particular stock a year ago, because this cost is irrelevant today.”); Id. at
268:21-269:5 (Company witness Hevert) (“I disagree with Dr. Amit. . . . And | think part of the reason we can easily
conclude the information is important to the financial community, to investors, to rating agencies, is because they
are disclosed in SEC form 10k. . . . If they were not important information to investors, they would not be disclosed,
but they are.”); Id. at 290:1-4 (Department representative O’Connell) (“[W]e would never recommend a return on
equity if we didn’t think that it would ensure that the Company has a reasonable opportunity to be financially viable.
... And that’s why our recommendations have always looked at what is the market telling us right now, . . . where
else can investors take their money.”).

"Ex. 38 at 24 (Cutshall Rebuttal).



feared have come to fruition in the financial markets. Based on this new information, which
further underscores that a different view of the facts in the record is warranted, the Company
asks the Commission to reconsider certain decisions in this proceeding.

An additional impact of the reduced expense recovery is that the Company does not have
a reasonable and realistic opportunity to earn even its authorized ROE. As Minnesota Power
explained in its Initial Filing in the Commission’s Investigation into the Effects of the 2017
Federal Tax Act, Docket No. E,G999/CI-17-895, “While the Commission approved an allowed
ROE of 9.25% . . . many costs were disallowed, including recovery of pre-paid pension. . .
Minnesota Power has calculated that the effective ROE based on the outcome of the rate case for
the 2017 test year is only 8.14%. Consequently, the Company has recently announced cost-
cutting plans in an attempt to earn its 9.25% allowed ROE.” Among those efforts, on February
19, 2018, the Company announced that staff reductions through a combination of attrition and
layoffs would begin immediately and in the upcoming months.” Minnesota Power is committed
to taking all steps available to continue the quality and affordability of service, environmental
stewardship, and community partnership for which it is known in Minnesota and throughout the
region. Ultimately, however, the Company asks the Commission to reconsider certain decisions
so that it can also remain a vibrant utility without cutting too far into the core of its operations.

Minnesota Power recognizes that while the impacts of the Commission’s decisions on
these key rate case items were debatable at the time the decisions were made, the fall out
demonstrates the real impact the Commission’s decisions have had on the overall financial

market perceptions of the Company. Support from these markets is essential to raise the capital

8 See In the Matter of a Comm’n Investigation into the Effects on Elec. and Nat. Gas Util. Rates and Servs. of the
2017 Federal Tax Act, Docket No. E,G999/CI-17-895, MINNESOTA POWER’S INITIAL FILING at 5 (Mar. 2, 2018).
° See In the Matter of a Comm’n Investigation into the Effects on Elec. and Nat. Gas Util. Rates and Servs. of the
2017 Federal Tax Act, Docket No. E,G999/CI-17-895, MINNESOTA POWER’S INITIAL FILING at 5 (Mar. 2, 2018).
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necessary to continue providing reliable service to our customers while still maintaining some of
the lowest Residential rates in the country. The Company respectfully requests the Commission
reconsider its March 12, 2018 Order with respect to the revenue requirement issues and cost of
equity outlined below. The Company also includes minor requests for clarification on certain
items later in this Petition.

PETITION FOR RECONSIDERATION

l. Test Year Sales Forecast

The reasonableness of a test year sales forecast must be judged holistically, as the
purpose of a test year sales forecast is to accurately forecast overall customer sales and
ultimately revenue. The Commission’s March 12, 2018 Order with respect to a reasonable 2017
test year sales forecast errs in that it focuses on the sales to only one of Minnesota Power’s
customers—Keetac. The Commission’s March 12, 2018 Order on the test year sales forecast is
premised on the following finding:

Because the evidence in the record supports the conclusion that
sales to Keetac will continue for the foreseeable future, the
Company will be required to reflect 12 months of sales, and a

corresponding $1.8 million revenue increase, in its test year
calculations.™

The Commission’s finding is in error in that it ignores the broader goal of sales
forecasting — to ensure a reasonable test year forecast for all of the Company’s system. As
discussed in the testimony of Company witness Ms. Julie Pierce, the Company’s objective in
updating its test year sales forecast for Keetac sales was to ensure that the overall sales forecast
for its Industrial customers was reasonable after the Keetac restart.'! It was never intended to

match the expected sales to Keetac. By requiring 12 months of sales to Keetac to be included in

19 March 12, 2018 Order at 51.
1 Ex. 69 at 3 (Pierce Supplemental Direct).



the test year sales forecast without adjusting sales elsewhere, the Commission’s March 12, 2018
Order sets an unreasonably high sales level because it assumes nearly full production at all six of
Minnesota Power’s taconite customers or a utilization rate of over 93 percent. This assumption
IS not representative of the historic trends for sales in Minnesota over the last 10 years due to the
cyclical and often volatile taconite industry, which is closer to 84 percent.> By adopting a sales
forecast that is higher than actual sales, the rates set by the Commission are too low for the
Company to recover its cost of service. To correct this error, the Commission should adopt the
Company’s updated test year retail sales forecast of 9,212,383 MWh that relies on a 90 percent
utilization rate for Minnesota Power’s six taconite plants.™

A. Reasonableness of Test Year Sales Forecast Must be Judged Holistically

The Company filed its initial test year sales forecast on November 2, 2016.** This
forecast assumed nearly full production from five of Minnesota Power’s taconite customers and
assumed that the Keetac facility, idle since April 2015, would remain idle.”® Even with the
idling of Keetac, the Company’s test year sales forecast projected a dramatic and pronounced
increase in sales to Minnesota Power’s Industrial customers as compared to 2016.*° Specifically,
for the Company’s mining and metals customers, the test year sales forecast was an over 20
percent increase from the 2016 Annual Utility Forecast Review (“AFR”).Y’

After Keetac announced its restart plans in late 2016, the Company updated the test year

sales forecast to reflect nine months of sales to Keetac while leaving the remainder of the already

2 Ex. 65 at 6-7 (Perala Rebuttal). If 2009 is excluded due to its low production amounts, the 10-year average
utilization rate is 89 percent and the Minnesota Power utilization rate of 90 in its sales forecast is slightly optimistic.
B Ex. 69 at 5 (Pierce Supplemental Direct).

Y Ex. 67 at Schedule 1 (Pierce Direct).

S Ex. 64 at 5 (Perala Second Supplemental Direct).

1 Ex. 67 at 6 (Pierce Direct).

" Ex. 67 at Schedule 1 (Pierce Direct).



optimistic Industrial test year sales forecast unchanged.”® The purpose of incorporating nine
rather than 12 months of sales to Keetac was two-fold. First, Keetac was anticipated to restart in
the month of March 2017 and nine months of sales matched this expectation.'® Second, and
more importantly, incorporating only nine months of sales was the best way to approximate
overall sales to the taconite customers.?® Including a full year of production at Keetac would
overstate 2017 sales to this customer class and would not be representative of future sales given
the already optimistic outlook contained in the original sales forecast for these Large Industrial
customers.”> The Company’s resulting updated test year sales forecast was 31.8 percent higher
for mining and metals customers compared to the 2016 AFR.? Specific to the taconite
customers, Minnesota Power’s updated 2017 Industrial sales forecast correlated to approximately
37 million tons of taconite production or a 90 percent utilization rate.®

The 90 percent utilization rate utilized by the Company to update its test year sales
forecast is consistent with historic trends and helps smooth out the often dramatic year-to-year
fluctuations that are common to this industry, including data on the taconite utilization rates for

2006 to 2016, as shown in Table 1, below.

8 Ex. 69 at 4 (Pierce Supplemental Direct).

9 Ex. 64 at 4 (Perala Second Supplemental Direct).

2 Ex. 65 at 5 (Perala Rebuttal); Ex. 69 at 3 (Pierce Supplemental Direct).
2L Ex. 65 at 5 (Perala Rebuttal).

22 Ex. 68 at Schedule 1 (Pierce Supplemental Direct).

% Ex. 65 at 6 (Perala Rebuttal); Ex. 64 at 5 (Perala Supplemental Direct).
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Table 1. Minnesota Taconite Utilization Rates®*

Year Utilization Rate
2016 68%

2015 76%

2014 95%

2013 90%

2012 95%

2011 95%

2010 85%

2009 41%

2008 95%

2007 93%

2006 95%

Source: Minnesota Department of Revenue

Based on this data, the ten-year average (2006-2016) utilization rate for taconite customers is 84
percent or, if 2009 is excluded from this calculation, the ten-year average is 89 percent. As a
result, the 90 percent utilization rate that underpins the Company’s updated test year forecast is
consistent with this ten-year average. In contrast, the Commission-ordered test year sales
forecast that includes 12 months of Keetac sales is equivalent to a much higher utilization rate of
93 percent. This level is inconsistent with this ten-year average. Furthermore, if a five-, four-, or
three-year average is calculated, similar to the methodology approved for some expense
adjustments in this case, the utilization rates are 85 percent, 82 percent, and 80 percent,
respectively. The utilization rate of 93 percent consistent with the Commission-ordered test year
sales forecast is significantly higher than all of these averages.

The chart above is also evidence of the cyclical and unpredictable nature of the taconite
industry. In 2008, the utilization rate was at an all-time high of 95 percent only to plummet the
very next year to an all-time low of 41 percent. These dramatic swings in taconite production

translate into similar dramatic swings in Minnesota Power’s retail sales given that sales to Large

# Ex. 65 at 7 (Perala Rebuttal).



Industrial customers, including mining, paper, and pipeline industries make up approximately 72
percent of the Company’s total energy sales.”® As shown in Figure 1 below, in 2009, 2014, and
2015, when taconite production was down, Minnesota Power’s retail sales were similarly

markedly lower.

H 26
Figure 1
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These dramatic year-to-year fluctuations are another reason that a singular focus on one
customer’s sales is not appropriate here. In other ratemaking circumstances (including in many
decisions in this rate proceeding), the Commission has adopted the use of averages to smooth out
year-to-year fluctuations, a similar approach is warranted here as a test year sales forecast that is
too high prevents Minnesota Power from recovering its cost of service.

It also bears noting that Minnesota Power’s taconite customers are not the only customers
that are prone to dramatic downturns. In October 2017, for example, one of Minnesota Power’s

large paper customers, UPM Blandin, announced plans to permanently close one of its paper

% Ex. 67 at 3 (Pierce Direct).
% Ex. 69 at 5-6 (Pierce Supplemental Direct) (“The updated 2017 test year retail sales outlook of 9,212,383 MWh is
very similar to recent historical sales years, and differs just 0.3% from a 2010-2014 average (9,214,807 MWh).”).
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machines at its Grand Rapids plant in the first quarter of 2018.2” While this particular closure
was not part of the Company’s 2017 sales forecast, its overall forecast was realistic because it
accounted for just such closures, idling, and downturns that are regular occurrences on the
Minnesota Power system. These cyclical downturns have been recognized by the Commission in
Minnesota Power’s last rate case where a Margin Impact Analysis was approved that allowed for
rates to potentially adjust if load increased or decreased due to a large customer.?® Likewise, in
Minnesota Power’s Boswell Energy Center (“BEC”) Unit 4 Environmental Rider, the
Commission, on the recommendation of Large Power Intervenors, required the Company to
adjust allocation factors if a large customer adds or loses 10 MW of load.?

B. Test Year Forecast Should Reasonably Reflect Actual Sales

The Commission-ordered test year sales forecast is also in conflict with the actual sales
data on the record for 2017. The Company provided actual sales data through May 31, 2017.%°
As of May 31, 2017, total retail sales for 2017 were approximately 3.5 percent lower than
Minnesota Power’s updated test year sales forecast.®* Even after weather-normalizing and non-
levelizing® these actual sales, the sales as of May 31, 2017 were still about 1.5 percent below the
Company’s updated test year forecast.*®* In contrast, the Commission-ordered sales forecast

would be approximately 6 percent higher than these actual sales figures through May 2017.

%" See Letter — Notice of Blandin Service Change (Oct. 25, 2017) (eDockets ID No. 201710-136825-01).

% |n the Matter of the Application of Minn. Power for Auth. to Increase Rates for Elec. Serv. in Minn., Docket No.
E015/GR-09-1151, FINDINGS OF FACT, CONCLUSIONS, AND ORDER at 18 (Nov. 2, 2010).

 |n the Matter of Minn. Power’s Petitions for approval of its Boswell Energy Center Unit 4 Envt’l Retrofit Project
and Boswell 4 Envt’l Improvement Rider, Docket No. E015/M-12-920, ORDER at Order Point 4 (November 5,
2013).

%0 Ex. 71 at 5 (Pierce Rebuttal).

1 Ex. 71 at 3 (Pierce Rebuttal).

%2 The Company’s updated test year forecast included a “levelized” sales outlook for sales to Keetac. This means
that nine months of sales were levelized across all twelve months to avoid biasing the cost allocation functions.
Ex. 71 at 5 (Pierce Rebuttal).

¥ Ex. 71 at 5 (Pierce Rebuttal).
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The goal of a test year sales forecast is to provide a reasonable approximation of actual
sales to all customers for purposes of setting rates.®* By focusing solely on the sales to Keetac,
the Commission’s March 12, 2018 Order overlooks the cyclical and volatile nature of the
taconite industry as a whole and its pronounced impact on Minnesota Power’s retail sales and
risk. To properly account for the instability in this large segment of Minnesota Power’s
customers, the Commission should reconsider its finding to include 12 months of sales to Keetac
and instead adopt the Company’s updated test year sale forecast. The Company’s updated test
year sales forecast is consistent with the ten-year average utilization rate for the industry, and use
of this average will even out year-to-year fluctuations in sales to this volatile industry.

I1. Capital and O&M Costs

A. Generation Supervision & Engineering and Distribution Meter Reading

The Commission’s March 12, 2018 Order requires a $6.781 million (MN Jurisdictional)
reduction to the test year O&M expenses for Minnesota Power’s generation and distribution
functions.®® This is a significant and duplicative reduction to expenses that are at the core of
Minnesota Power’s mission: providing safe and reliable electric service to its customers. To
reach this decision, the Commission erred by adopting the Minnesota Department of Commerce,
Division of Energy Resources’ (“Department”) recommendation to utilize a five-year historical
average based solely on the examination of seven selected O&M FERC accounts, without regard
to the Company’s reasonable budgeting process or a significant reduction that the Company

already made to these same expenses.

3 In the Matter of an Application by CenterPoint Energy for Auth. to Increase Nat’l Gas Rates in Minn., Docket
No. GO08/GR-08-1075, FINDINGS OF FACT, CONCLUSIONS OF LAW, AND ORDER at 51 adopting ALJ FINDINGS OF
FACT, CONCLUSIONS OF LAW, AND RECOMMENDATION at Finding 410 (Nov. 2, 2009) (“[T]he purpose of the test
year is to represent expected sales under normal conditions.”).

% March 12, 2018 Order at 19.
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1. Minnesota Power’s budgeting process is reasonable and sound

The fundamental flaw with the Department’s examination of Minnesota Power’s
Generation and Distribution O&M expenses is that it utilized a different budgeting protocol than
the one used by the Company and was too narrowly focused. If either one of these flaws is
corrected, the reasonableness of Minnesota Power’s test year budget is apparent.

There is no specific budgeting methodology required by law. Rather, the budget
methodology employed by a utility must result in a request for recovery that is just and
reasonable. Thus the question is not whether a utility budgets in the manner the Department
prefers and leads to the outcome the Department wants, but whether the utility’s approach is
reasonable.*® Nor must the Company prove that its approach is the ideal method as, by
definition, there may be more than one reasonable approach to a variety of operational processes.

The Commission’s March 12, 2018 Order found that “in response to Department’s
information requests, Minnesota Power provided only a high-level description of its budgeting
process, and the Department was left unable to determine the basis for or reasonableness of
Company’s budgets.”® This finding is contrary to the evidence. Minnesota Power provided
testimony from its controller as to the overall budgeting process used by the Company, as well as
testimony from each of its vice presidents for Generation and Distribution as to the budgeting
process employed by these business units to develop the test year budget.® The testimony of

these witnesses describes the methodical approach used by the Company to develop its O&M

% For example, the Commission declined to adopt the Department’s recommended adjustment to Transmission
O&M expenses, as the Department’s methodology in determining a historic average was flawed. There, the
Department considered the test year amount to be too high because the historic average was lower, but the
Department failed to acknowledge that the difference was the jurisdictional allocator — not the underlying expense
levels. Similarly, here the Department rejected the Company’s approach simply because it did not utilize the sole
methodology supported by the Department, even though that methodology did not fit the circumstances.

¥ March 12, 2018 Order at 19.

% Ex. 53 at 2-10 (Morris Direct); Ex. 44 at 45-49 (Skelton Direct); Ex. 49 at 68-72 (Fleege Direct).
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budgets. This approach includes an examination of historic trends and accounts for changes in
employee counts and known operational changes.*

Specifically, Minnesota Power budgets for its O&M expenses by identified and carefully
managed Responsibility Centers (“RCs”). These RCs correlate to specific departments and, in
the case of Generation, specific generation units. Rather than examining the reasonableness of
the Company’s O&M budgets using this same RC methodology, the Department’s analysis
examined the budgets by FERC account. While the Company does not dispute that a FERC
account review may be most appropriate in some circumstances, Minnesota Power explained that
such a review is problematic here because budgets developed by RC do not perfectly translate
into FERC accounts. For example, Company witness Josh Skelton explained that the FERC
Account definitions do not exactly match the Company’s RC-level budgets such that an expense
may be budgeted to a specific account but then the actual cost may be recorded to a different
FERC account.”> Thus, an examination of budget to actual O&M on a FERC account level, such
as that done by the Department, will result in discrepancies.

Not only did the Department’s analysis fail to utilize an approach consistent with the
Company’s budgeting methods, but the Department only examined seven selected FERC
accounts for both Generation and Distribution.* Such a narrow view does not provide an
accurate or complete picture of these expenses when, for example, the O&M budget for
Generation is made up of over 28 different FERC accounts.** A more holistic review of the

Company’s FERC accounts provides evidence of the reasonableness of the test year budgets.

¥ Ex. 53 at 4-5 (Morris Direct).

“0 Ex. 46 at 8-9 (Skelton Rebuttal).

! The Department also admitted that its examination was limited to these FERC accounts because these accounts
had the highest year-over-year increases since 2012. Ex. 624 at 30 (Ouanes Direct) (“Initially, | selected three
accounts (FERC account Nos. 535, 546, and 902), that had among the highest year-over-year dollar increases
between 2012-2015 actuals and 2016-2017 budget....”).

2 Ex. 46 at 10 (Skelton Rebuttal).
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For instance, if all RCs that utilize FERC Account No. 902 are examined, the test year budget is

$3 million lower than 2016 actuals and also lower than the five-year average for these

expenses.* Similarly, during the evidentiary hearing, the Department admitted that it failed to
examine other FERC accounts with similar names as the seven under its scrutiny. In particular,
while the Department examined FERC Account 902 “Meter Reading Expenses,” the Department
did not examine FERC Account 586 “Meter Expense” even though the actual expenses for
Account 586 trended higher than budget.

Q. Id like to turn your analysis related to FERC account 902. And
FERC account 902 is the meter reading expense; is that correct?

A. Correct ...

Q. And I want to look at another FERC account, FERC account
586. Can you tell me the name of that FERC account?

A. Meter expenses ...

Q. A one-word difference. Given the similarities of these two
accounts, did you also examine the budget to actual variances
associated with this account in your analysis? ...

A.No ...

Q. If you look at the actual to budget variance amount for 2016 for
this FERC account, FERC account 586, the actuals are actually
above the budget by 23 percent.

A. Yes, that’s what it shows there.**
As this exchange demonstrates, if the Department had examined more than just seven select
FERC accounts, the variances between these particular accounts is balanced by other accounts
where actuals trend higher than budget.
Further, the Commission’s nearly $7 million reduction to the Company’s O&M expenses

is excessive when considering that the Company’s total O&M test year budget is essentially the

¥ Ex. 50 at Schedule 7, p. 4 (Fleege Rebuttal); Evidentiary Hearing Transcript, Volume 4 at 62-64 (Ouanes).
* Evidentiary Hearing Transcript, Volume 4 at 58-59 (Ouanes).
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same as the Company’s actual O&M expenses in 2010.*° As explained by Company witness
Steven Morris:

but for the addition of the Bison Wind Farm, the Company’s 2017

unadjusted O&M [test year] budget is largely equivalent to 2010

levels. Notably, the difference between our unadjusted 2017 O&M

budget and our 2010 actual O&M is approximately $13.7 million,

and our budgeted 2017 O&M for the Bison Wind Farm totals
$14.5 million.*

Thus, despite transformations to its generation portfolio due to EnergyForward and rising health
care and other employee costs, the Company’s cost control measures have managed to keep
overall O&M expenses steady.*” Requiring the Company to reduce its O&M expenses even
further is fundamentally unreasonable and will impact the Company’s ability to serve its
customers.

2. Ordered adjustment is duplicative

The Commission’s adoption of the Department’s recommended adjustment to Generation
Supervision & Engineering and Distribution Meter Reading is also in error as it results in a
double counting of a payroll adjustment made during Rebuttal Testimony that impacts two of the
same FERC accounts at issue. The Commission’s March 12, 2018 Order states that the rationale
for not taking into account this adjustment was “the Company has not shown that the
Department’s proposed adjustment overlaps with the adjustment already made . . . .”*® However,
the Company provided the evidence that the payroll adjustment impacts two of the same FERC

accounts that were subject to the Department’s examination.*®

“S Ex. 53 at 9 (Morris Direct).

“® Ex. 53 at 9 and Schedule 13 (Morris Direct).
" Ex. 53 at 9 (Morris Direct).

* March 12, 2018 Order at 19-20.

* Ex. 46 at 13-14 (Skelton Rebuttal).

15



As the Company noted in Rebuttal Testimony, the test year budget for BEC was
developed prior to Minnesota Power’s decision to close BEC Units 1&2 at the end of 2018.*°
After the Company made this decision, it put a hold on hiring for these units resulting in 23
fewer employees at BEC than was assumed in developing the 2017 test year budget.”* In
Rebuttal, the Company proposed a significant $2,969,621 (MN Jurisdictional) adjustment to
account for reduced Generation salaries and benefits in the test year and beyond due to the
pending retirement of Units 1&2.°* The Company also explained that this adjustment impacted
two of the same FERC accounts that were subject to the Department’s adjustment: FERC
accounts 500 and 510.°° The title of FERC account 500 is “Operation Supervision” for Steam
Power Production and the title of account 510 is “Maintenance Supervision and Engineering” for
Steam Power Production.>*

Both the Department and the Commission’s March 12, 2018 Order failed to take into
account this adjustment because “the Company has not shown that the Department’s proposed

adjustment overlaps with the adjustment already made.”

However, the Department’s
recommended adjustment included six Generation FERC accounts (Account Nos. 500, 510, 535,
541, 546, and 551) and the Company’s adjustment impacted two of these accounts, 500 and 510.
Given the Department’s averaging methodology, it is impossible to show specifically which

dollars would overlap, which further underscores the unreasonableness of the Department’s

approach in this area. But given the undisputed overlap, adopting the Department’s full

%0 Ex. 58 at 7 (Johnson Rebuttal); Ex. 46 at 13 (Skelton Rebuttal).
51 Ex. 58 at 3 (Johnson Rebuttal).

52 Ex. 58 at 7 (Johnson Rebuttal).

%3 Ex. 46 at 13 (Skelton Rebuttal).

> Ex. 46 at Schedule 4 (Skelton Rebuttal).

% March 12, 2018 Order at 19-20.
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adjustment necessarily results in double counting and prevents Minnesota Power from
recovering its cost of service.

Minnesota Power recognizes that the Commission opted not to adopt the Administrative
Law Judge’s (“*ALJ”) Report in many respects and understands the reasoning behind this overall
approach. In this area, however, the ALJ provided a clear view of the utility’s and Department’s
respective positions and reached the appropriate conclusions.® Given that the Company’s
budgeting process is consistent, reasonable, and traceable, the focus on FERC account averaging
creates a dangerous result that cuts into core utility services and undermines the Company’s
ability to provide those services and also earn its authorized return.

B. Employee and Retiree Benefits

1. Prepaid Pension Asset

In its March 12, 2018 Order, the Commission ordered the Company to remove the
prepaid pension asset, along with the associated tax savings, from test year rate base. The
Commission primarily relied on the reasoning provided in previous Commission decisions for
other utilities denying a return on the prepaid pension asset, adopting the same rationale for
excluding the asset and citing to the two most recent Minnesota Energy Resources Corporation
rate case decisions.”” The Commission further highlighted three additional reasons for denying
Minnesota Power’s request for recovery of the Company’s prepaid pension asset in this
particular proceeding: Minnesota Power recovers its allowable pension expense from ratepayers
and is not denied recovery of this operating cost; the accounting asset identified by the Company

is distinct from assets that typically are included in rate base and does not reflect the funded

%6 ALJ Report at 23, 46, 100-103.

% See, e.g., In the Matter of the Application of Minn. Energy Res. Corp. for Auth. to Increase Rates for Nat. Gas
Serv. in Minn., Docket No. G011/GR-15-736, FINDINGS OF FACT, CONCLUSIONS, AND ORDER at 8-11 (Oct. 31,
2016); In the Matter of a Petition by Minn. Energy Res. Corp. for Auth. to Increase Nat. Gas Rates in Minn., Docket
No. G011/GR-13-617, FINDINGS OF FACT, CONCLUSIONS, AND ORDER at 22-24 (Oct. 28, 2014).
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status of the pension plan; and pension plan assets and benefit obligations fluctuate up and down,
depending on funding or market conditions and are temporary, making it impractical to equitably
separate the prepaid amount attributable solely to Minnesota Power’s contributions from that
attributable to ratepayer contributions and market returns.®® As detailed more fully below, the
record in this proceeding conflicts with the Commission’s reasoning for denying recovery of the
prepaid pension asset, and Minnesota Power respectfully requests that the Commission
reconsider the issue to address these errors and ambiguities in the Commission’s March 12, 2018
Order.™

First, given the conflicting history of Commission decisions regarding ratemaking for
pension accounts, it is inequitable to conclude that certain prior Commission decisions, but not
others, govern or even particularly inform the determination in this proceeding. As demonstrated
during this proceeding, Minnesota Power differs from other Minnesota electric utilities,
particularly in that the Company is so heavily reliant on sales to a small number of Large
Industrial customers who operate in highly-cyclical taconite and paper industries.”® Minnesota
Power is, therefore, subject to much greater volatility due to its Industrial load than other
comparable Minnesota utilities.”® Because Minnesota Power is unique when considering the
Minnesota utility landscape, reliance on an unrelated gas utility’s recent Commission

determinations excluding the asset from rate base is imbalanced.

% March 12, 2018 Order at 16-17.

% Minnesota Power also wishes to clarify the actual amount of the prepaid pension asset it seeks to include in rate
base. Page 15 of the Commission’s March 12, 2018 Order states that “[t]he Company seeks to include
approximately $60 million in pension funds in rate base, offset by some $31.9 million in associated tax savings, for
a net after-tax increase to rate base of approximately $27.8 million.” These numbers are incorrect. As provided in
Schedule 2, page 2 of the Company’s ALJ Compliance filing filed on November 17, 2017, Minnesota Power seeks
to include $60,041,948 in pension funds in rate base, offset by $31,487,190 in associated tax savings, for a net after-
tax increase to rate base of $28,554,758.

% Ex. 38 at 12 (Cutshall Rebuttal).

®1 Ex. 38 at 12 (Cutshall Rebuttal).
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Further, there is a divergence in Commission precedent on this issue that the
Commission’s March 12, 2018 Order wholly ignores. Minnesota Power does not dispute that the
Commission has recently rejected similar prepaid pension asset recovery proposals, but the
Commission has also recently and expressly, with both settlement approvals and a deciding order
point where the issue was not settled, granted recovery to Xcel Energy’s Minnesota electric
utility.®> Nothing in the record of this proceeding demonstrates that Xcel Energy’s prepaid
pension asset itself was materially different than Minnesota Power’s. If anything, the fact that
Xcel Energy was specifically allowed recovery of the prepaid pension asset in an ALJ finding
and Commission order point, outside a settlement, in a prior rate case order,®® supports
Minnesota Power’s request for the asset’s inclusion in the Company’s rate base. In sum, it
appears that the Commission defers to only certain prior orders, without explaining why it is fair
to apply a different outcome to Minnesota Power than it offered to Xcel Energy on a specifically-
decided issue. This divergence and lack of explanation renders the Commission’s decision here
arbitrary and inequitable.

While the Commission also notes that it agrees with the ALJ’s “findings” regarding the
prepaid pension asset, the March 12, 2018 Order unfortunately appears to misstate the ALJ’s
recommendation. The Commission states that:

The Administrative Law Judge recommended that the prepaid
pension asset not be included in the test-year rate base. He reached
this conclusion based on prior Commission rate-case decisions,
and in particular based on his finding that it would be

impracticable, if not impossible, to tease out the prepaid amount
attributable solely to the Company’s contributions.®*

%2 In the Matter of the Application of N. States Power Co. for Auth. to Increase Rates for Elec. Serv. in the State of
Minn., Docket No. E002/GR-13-868, FINDINGS OF FACT, CONCLUSIONS, AND ORDER (May 8, 2015).
63
Id.
* March 12, 2018 Order at 16.
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However, the ALJ did not make such a recommendation; rather, his recommendation to exclude
the prepaid pension asset from rate base noted that the Company “makes some compelling
arguments for including the prepaid pension asset in its rate base” and was explicitly based
solely on prior Commission determinations about the asset:

While Applicant makes some compelling arguments for including
the prepaid pension asset in its rate-base, this case is not
significantly different from prior cases in which the PUC has
considered this issue. Applicant argues that it is incorrect to state
that the prepaid pension asset is temporary and that it is actually
one of the most permanent assets a utility can have, outside of
unimproved land.®® But the substance of the PUC’s previous
rulings against recovery for prepaid pension assets is that the asset,
unlike plant, oscillate in value from year to year and it is next to
impossible to discern whether the changes in value come from
shareholder dollars, marketplace returns, or changes in actuarial
accounting.®®

In other words, the Commission’s statement that the ALJ’s factual findings support
exclusion of the asset from rate base is incorrect; rather, the ALJ found the Company’s
arguments to be compelling, but relied instead on Commission precedent to recommend against
recovery. As such, the Commission’s statement that it agrees with the ALJ, who based his
recommendation on certain prior Commission reasoning, does not relate to specific factual
findings but instead reverts to prior, inconsistent Commission reasoning for some (but not all)
Minnesota utilities.

Second, the Commission’s reasoning that the Company recovers its allowable pension
expense from ratepayers and is not denied recovery of this operating cost is inaccurate and based
on a fundamental misstatement of the nature of the asset. The Company does not dispute that the

Commission has consistently approved recovery of a certain level of expense — namely, an

% ALJ Report at 85 (citing Ex. 38 at 38 (Cutshall Rebuttal)).

% ALJ Report at 86 (emphasis added) (citing In re Application of Otter Tail Power Co. for Auth. To Increase Rates
for Elec. Serv. in Minn., Docket No. E017/GR-15-1033, FINDINGS OF FACT, CONCLUSIONS OF LAW, AND ORDER at
25 (May 1, 2017)).
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amount of benefits based on what must be paid to employees in a given year. However, annual
expense is not the full cost of employee pensions. Rather, the Pension Protection Act of 2006
and ERISA require the Company to invest amounts into a pension trust fund that exceed the
amounts included in expense each year.®” This additional amount is deposited based on actuarial
determinations of future pension benefits that will have to be paid to employees, and is the
prepaid pension asset for which the Company seeks recovery. Such additional contributions are
required by law and are necessary to provide employees with reasonable retirement benefits in
consideration of their work providing electric service to the Company’s customers. Company
witness Mr. Patrick Cutshall, in Rebuttal Testimony, provided the calculation showing that
ratepayers are not making these additional contributions; the Company is doing $0.® As
explained by Mr. Cutshall, Minnesota Power’s 2017 MN Jurisdictional pension expense for the
test year is $5,200,194 (total plan expense is $8,376,836), but the 2017 MN Jurisdictional
pension contribution (which was made in the first quarter of this year) allocated in the same
manner is $10,183,969 (total plan contribution in 2017 is $15,150,000).* The difference
between the MN Jurisdictional contribution and expense is $4,983,775, which is the incremental
addition to the prepaid pension asset for the year 2017 that is presently funded entirely by
shareholders.”” Therefore, by law, Minnesota Power should earn a return on amounts it or its

shareholders are making to provide a benefit to customers.”* The rationale that the Company is

% Ex. 37 at 40 (Cutshall Direct).

% Ex. 38 at 36 (Cutshall Rebuttal).

% Ex. 38 at 35 (Cutshall Rebuttal).

0 Ex. 38 at 35-36 (Cutshall Rebuttal).

™ Excluding these Company contributions to providing a pension benefit to employees from rates is directly
contrary to the requirement in Minn. Stat. 8 216B.16, subd. 6 that :

The commission, in this exercise of its power under this chapter to determine
just and reasonable rates for public utilities, shall give due consideration to the
public need for adequate, efficient, and reasonable service and to the need of the
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already recovering pension expense actually does not address whether a utility should also be
able to earn a return on annual contributions to the pension trust fund that exceed the expense
amount.

Furthermore, this rationale unfortunately ignores that the Company’s contributions to the
pension trust benefit customers by directly reducing the amount of pension expense that is
included in rates. Like a personal savings account in which a deposited amount earns interest to
pay a future household expense, the earnings on the amounts included in the pension trust
account are — and must be, pursuant to law’® — used to pay for the annual pension benefits
provided to customers. Since customers are typically responsible for the annual pension
expense, these earnings from the Company’s pension trust contributions actually reduce the

expense that the customer needs to pay, as shown in Figure 2 below.”

public utility for revenue sufficient to enable it to meet the cost of furnishing the
Service.

Minn. Stat. § 216B.16, subd. 6 (emphasis added).

72 See Pension Protection Act of 2006 (requiring Minnesota Power to estimate on a rolling basis the level of future
benefits it will have to pay employees, and then make contributions to the pension fund to ensure adequate amounts
will be available to pay employees when their benefit payouts are triggered and establishing certain minimum
funding requirements for plan years beginning in 2008 through the present).

" Ex. 37 at 62-63 (Cutshall Direct).
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Figure 2™
Cumulative Pension Contributions, Expense, and Recovery Since 2008
MN Jurisdiction

Moreover, compounded earnings on these contributions go even further to reduce pension
expense. It is fundamentally not fair to the utility to provide such a benefit to customers without
earning any compensation for “lending” these amounts to the customer. Conversely, if at some
point the pension trust balance declines to the point where the pension asset becomes a liability,
presumably customers would want the balance to be included in rate base to decrease it.
Excluding the amounts from rate base now mean that the existence of a prepaid pension asset (or
liability) is essentially ignored in ratemaking.

Third, the record demonstrates that the Commission’s reasoning that the accounting asset
identified by Minnesota Power is distinct from assets that typically are included in rate base and

is “misleading in that it does not account for the funding status of the entire pension plan”” i

S
fundamentally incorrect.  Standard ratemaking laws and requirements establish that all

reasonable assets used to provide retail electric service to Minnesota Power’s customers should

" Ex. 37 at 62 (Cutshall Direct).
> March 12, 2018 Order at 16.
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be included in rate base.”® Notably, the legal precedent for this proposition does not distinguish
between assets and liabilities that are changing, and the Commission has not identified a legal
exception to this fundamental and critical legal principle. If funded assets are not included in
rate base, investors are financing an asset utilized for the delivery of electric service for the
benefit of customers without meeting the second half of the regulatory compact: that they will
have the opportunity to earn a fair return on those reasonable investments. The fact that the
prepaid pension asset is reserved to pay for utility employee pension benefits — and only pension
benefits —underscores that it is dedicated to the provision of utility service.

Further, the prepaid pension asset is no different from other, similar assets that are
included in rate base. There are many situations in which contributions and expenses differ
significantly for an expenditure, resulting in a prepaid asset or liability that is included in rate
base. One example is deferred tax assets and liabilities, which result from customers paying
taxes to the utility before they must be paid to the government. These deferred tax
assets/liabilities have been part of ratemaking, and included in rate base, for decades and,
therefore, are now also the subject of significant revaluations in light of the Tax Cuts and Jobs
Act of 2017.”" Another example is working capital, which is included in rate base and results
from investors providing/receiving funds in excess/under expense. The fact that prepaid pension
assets are no different from these kinds of assets is further exemplified by the fact that many

United States utilities currently are allowed to include prepaid pension assets in their rate base.”

"® See Bluefield Water Works & Improvement Co. v. Pub. Serv. Comm’n, 262 U.S. 679, 689-93 (1923); Fed. Power
Comm’n v. Hope Nat. Gas Co., 320 U.S. 591, 603 (1944).

"7 See In the Matter of a Comm’n Investigation into the Effects on Elec. and Nat. Gas Util. Rates and Servs. of the
2017 Federal Tax Act, Docket No. E,G999/CI-17-895, NOTICE OF COMMISSION INVESTIGATION INTO THE EFFECT OF
THE 2017 FEDERAL TAX ACT ON UTILITY RATES AND SERVICES (Dec. 29, 2017); see also Ex. 19, Supplemental
Direct Schedule C-1 at 27 (deferred tax asset line item).

"8 See Ex. 37 at 70 (Cutshall Direct) (citing to the Oregon Public Utility Commission Pension Survey, Pension
Treatment in Rate Making Survey, Summary Report (Mar. 28, 2013)). As discussed below, this also includes the
Commission allowing Xcel Energy to include the prepaid pension asset in its rate base. See In the Matter of the
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And “[t]he rate case outcome also points to a less constructive regulatory relationship between
MP and the MPUC. The MPUC’s decision to deny pre-paid pension cost recovery when other

utilities in the state recover those same costs appears inconsistent.””

Moreover, Moody’s
February 8, 2018, Issuer Comment addressed the Commission’s disallowance of recovery of
prepaid pension expenses in this case, noting the allowed recovery of the prepaid pension asset
for Xcel Energy and highlighting the difficulty Minnesota Power will have earning its below-
average ROE due to the Company’s inability to recover already-incurred expenses like the
prepaid pension asset.®’

In addition, the conclusion that the request for recovery of the prepaid pension asset is
“misleading in that it does not account for the funding status of the entire pension plan”® is
based on a fundamental misunderstanding of the prepaid pension asset and GAAP that has been
promulgated by the Department over several rate cases. This misunderstanding was specifically
identified and walked through in detail in the evidentiary hearings of this proceeding. In
particular, Mr. Cutshall’s Rebuttal Schedule 8, which is PricewaterhouseCoopers’ confirmation
that Minnesota Power’s accounting and reporting regarding its prepaid pension asset is correct, is
key to understanding the Department’s errors. Mr. Cutshall’s Rebuttal Schedule 8, page 3,
reproduced below, presents a Reconciliation that shows how the various components of the

prepaid pension asset are indeed included in the Company’s 2016 Annual Report as shown in

Table .

Application of N. States Power Co. for Auth. to Increase Rates for Elec. Serv. in the State of Minn., Docket No.
E002/GR-13-868, FINDINGS OF FACT, CONCLUSIONS, AND ORDER at 20 (May 8, 2015).

" eDockets 1D No. 20182-140359-01.

8 eDockets ID No. 20182-0139910-01 (public), 20182-139910-02 (trade secret).

8! March 12, 2018 Order at 16.
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Table 2

Line A in this Reconciliation (which confirms that ALLETE does follow GAAP in its
pension accounting) first shows the funded status/pension fund liability of ($185.8) million. This
funded status, as stated in the Reconciliation and on page 123 of the ALLETE 2016 10-K, is the
pension portion of the “Defined Benefit Pension and Other Postretirement Benefit Plans” line
item of the Consolidated Balance Sheet.®” But this is only part of the story. The ($185.8)
million funded status is found in Note 15 to the financial statements, page 123, which
Department witness Ms. Campbell acknowledged at hearing is “an integral part of [the
Company’s financial] statements.”® Turning to the next page of the 2016 ALLETE annual

report, Note 15 continues on by explaining that there is an offsetting $250.4 million net loss

contained in the Consolidated Balance Sheet under Accumulated Other Comprehensive Income
(in this case, a loss).®* This $250.4 million is set forth on Line B of Mr. Cutshall’s Rebuttal
Schedule 8,% which further explained that it represents “the total unrecognized pension costs in

accumulated other comprehensive income as of December 31, 2016 as disclosed on page 124 of

82 Evidentiary Hearing Transcript, Volume 4 at 138 (Campbell); Ex. 88 at 71, 123 (ALLETE 2016 Form 10-K).
8 Evidentiary Hearing Transcript, Volume 4 at 139:15-16 (Campbell); Ex. 88 at 71 (ALLETE 2016 Form 10-K).
8 Ex. 88 at 124 (ALLETE 2016 Form 10-K).

8 Ex. 38 at Rebuttal Schedule 8, p. 3 (Cutshall Rebuttal).
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ALLETE’s 2016 Form 10-K. This amount includes ALLETE’s Pension Plan, Supplemental
Executive Retirement Plan, and EIP].”®

The net of Lines A and B (Line C) is the Total ALLETE Accumulated Contributions in
Excess of Net Periodic Benefit Cost.®” Because the Company is not seeking rate recovery of
amounts related to its Supplemental Executive Retirement Plan or EIP, or of amounts related to
ALLETE subsidiary Superior Water, Light & Power plans, they are subtracted out in lines D-G —
establishing that Minnesota Power’s 12/31/16 pension plan accumulated contribution in excess
of net periodic benefit cost was in fact an asset of $72.5 million.® This 2016 year-end balance
differs somewhat from the amount Minnesota Power is requesting in this proceeding because, for
ratemaking, the appropriate amount is the MN Jurisdictional 2017 13-month average balance,
estimated at the time of filing to be $59,707,183.%° The Commission’s statement that the
Company’s request ignores the funding status of the prepaid pension asset overlooks this detailed
dialogue in the record.®® In essence, the Commission’s conclusion merely repeats a fundamental
misunderstanding of the asset, even though this misunderstanding apparently began in the
MERC and Otter Tail Power Company (“Otter Tail”) rate cases and was debunked in this
proceeding.

Fourth, the Commission disallows recovery of the prepaid pension asset in rate base by
reasoning that pension plan assets and benefit obligations fluctuated up and down, depending on
funding or market conditions, and the balances in the asset are temporary, making it impractical
to equitably separate the prepaid amount attributable solely to Minnesota Power’s contributions

from that attributable to ratepayer contributions and market returns. At the outset, there is

8 Ex. 38 at Rebuttal Schedule 8, p. 4 (Cutshall Rebuttal).
8 Ex. 38 at Rebuttal Schedule 8, p. 3-4 (Cutshall Rebuttal).
% Ex. 38 at Rebuttal Schedule 8, p. 3-4 (Cutshall Rebuttal).
8 Ex. 37 at 63 (Cutshall Direct).

% See Minnesota Power Initial Brief at 26-28.
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nothing uniquely temporary about the prepaid pension asset. All items in rate base can be
considered temporary, including assets like buildings and equipment that depreciate over time,
depending on the definition of “temporary.” And as previously noted, assets like deferred tax
assets can change significantly at any time when tax rates change. In this case, the prepaid
pension asset/liability has been around since 1987 and will be in existence until the pension fund
is gone, which is no time in the foreseeable future.** This is arguably as permanent as any utility
asset other than perhaps unimproved land.

Even if the asset were not “permanent,” the solution is not to disallow recovery when the
asset exists but to update the status of the asset (or liability) in a future rate case, as with all
assets and liabilities. There was no evidence that the amount in the 2017 test year was likely to
disappear shortly after the test year; thus, there is no “known and measurable” change outside the
test year®® that would warrant excluding the asset from rate base for purposes of the test year
revenue requirement.

Further, the Commission’s explanation that it is impractical to equitably separate the
prepaid amount attributable solely to Minnesota Power’s contributions from that attributable to
ratepayer contributions and market returns ignores that the record in this case does just this in
several independent ways. First, Company witness Mr. Cutshall demonstrated that the Company
contributed $103 million to the pension trust from 1994 through 2016 on a MN Jurisdictional
basis, while pension expense was only $58 million and customers have only paid $14 million

through rates over the same period.” Second, the shareholder contributions to the prepaid

° Ex. 38 at 38 (Cutshall Rebuttal).

% See, e.g., In the Matter of the Application of N. States Power Co. d/b/a Xcel Energy for Auth. to Increase Rates for
Elec. Serv. in Minn., Docket No. E002/GR-05-1428, FINDINGS OF FACT, CONCLUSIONS OF LAW, AND ORDER; ORDER
OPENING INVESTIGATION at 7-12(Sept. 1, 2006) (agreeing with the ALJ that known and measurable changes can
occur immediately after the close of the test year and the exclusion of which would make the test year process
unreliable).

% See Ex. 38 at Schedule 10 (Cutshall Rebuttal) (attached to this filing as Attachment 1).
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pension fund and the amount of the asset the Company is seeking to include in rate base for the
2017 test year were independently confirmed in the record through submissions by Minnesota
Power’s actuary, Mercer.®* Third, ALLETE’s independent auditor, PricewaterhouseCoopers,
further confirmed the amount of the asset for the Minnesota Power jurisdiction, and verified that
the Company’s recovery proposal was stated in accordance with Generally Accepted Accounting
Principles.”® Put simply, these contributions are a real, physical cost that have been funded
completely by investors while the benefits have flowed to ratepayers through reduced pension
expense, as explained above.

With respect to the impact of market returns on the prepaid pension asset, it is important
to remember that the historical prepaid pension asset is a result of historical contributions and
historical expense. Investors must still contribute the same amount regardless of market returns,
as any reduction in required contributions is completely absorbed by the ratepayers through
reduced pension expense. Since customers pay solely for expense that is already reduced by
earnings on pension fund contributions, and since customers do not contribute to pension funding
beyond annual expense, it is only appropriate to compensate investors for the funds that
constitute the prepaid pension asset and in turn reduce expense.

Based on the foregoing and the additional support provided in testimony and briefing
during this proceeding and due to the errors in the Commission’s March 12, 2018 Order, the
Company respectfully requests that the Commission reconsider its decision to deny Minnesota
Power recovery of the prepaid pension asset in rate base and instead include the net after-tax MN

Jurisdictional amount of $27,816,947 for the asset in rate base.

 Ex. 38 at Schedule 11 (Cutshall Rebuttal) (attached to this filing as Attachment 2).
% See Ex. 38 at Schedule 8 (Cutshall Rebuttal) (attached to this filing as Attachment 3).
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2. Retirement Savings and Stock Ownership Plan

The Company next asks the Commission to reconsider its averaging of historical
Retirement Savings and Stock Ownership Plan (“RSOP”) expense levels to set the test year
expense because use of averaging in this instance is an error. This is because there was a one-
time event in 2016 that drastically reduced actual expenses such that the use of averaging will
result in under-recovery of these retirement expenses.

Certain retirement benefits for Minnesota Power employees are funded through Company
contributions to the RSOP. To establish the test year RSOP expense, the Commission utilized a
three-year average of historic expenses or $6.43 million as opposed to the Company’s requested

$7.148 million, shown in Table .%

Table 3%
2014 2015 2016 2017 Test
Actuals Actuals Actuals | Year Budget

RSOP Expenses

$6,407,565 | $6,686,868 | $6,196,551 | $7,148,064

The basis for the Commission’s decision was that a dividend credit*® that occurred in
2016, and reduced RSOP expenses by 10 percent® in that year, “could reoccur” because
“dividend credits are often difficult to predict” and thus the use of a three-year average was
appropriate to smooth year-to-year fluctuations.’® However, the evidence on the record shows
that this 2016 dividend credit was a one-time event related to the closure of another retirement

plan, the employee stock ownership plan (“ESOP”).*** The closure of the plan means this one-

% March 12, 2018 Order at 35.

" Ex. 58 at Schedule 5 at p. 6 (Johnson Rebuttal).

% A dividend credit results when a corporation declares a dividend and then credits a current liability account, in this
instance, its RSOP expenses.

% Ex. 58 at 27 (Johnson Rebuttal).

1% March 12, 2018 Order at 36.

101 See Ex. 58 at 27-28 (Johnson Rebuttal).
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time credit cannot recur.’® Further, the March 12, 2018 Order does not address uncontested
record evidence that RSOP expenses will be higher in future years due to a fundamental change
in the way the Company provides retirement benefits to its employees.’® As a result, the use of
a three-year average is in error as it will intentionally result in underestimation of actual RSOP
expenses.

Specifically, the dividend credit that reduced RSOP expenses in 2016 resulted from
closing Minnesota Power’s leveraged ESOP. Minnesota Power’s now expired ESOP was
supported by a loan, payments to which were made from ALLETE’s stock dividends. This loan
was paid off in full in December 2015 and, as a result, the December 1, 2015 ALLETE stock
dividend was not used to pay the final December 2015 loan payment. Rather, this dividend was
used to make the Company’s contribution to the Company’s remaining defined contribution
retirement plan, the RSOP, in 2015. As a result, the RSOP expense for the first quarter of 2016
was reduced by this dividend amount. Given that this dividend payment was the result of the
expiration of the ESOP plan, this dividend credit will not occur in the future. Thus, the record
evidence is that it is impossible for the dividend credit to reoccur, whereas the argument that they
may reoccur is speculation without a basis in fact.

In addition, the current plan design for the RSOP requires that all dividend credits be paid
directly to participants and cannot be used to reduce plan expenses.'®* As a result, even if such a
dividend credit were to reoccur, it would not result in a reduction in Minnesota Power’s future

RSOP expenses.'® In sum, this dividend credit was a one-time event because (1) the ESOP plan

102 Ex. 58 at 27-28 (Johnson Rebuittal).
103 See Ex. 58 at 28 (Johnson Rebuittal).
104 Ex. 58 at 27-28 (Johnson Rebuttal).
105 Ex. 58 at 28 (Johnson Rebuttal).
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and loan that yielded this credit is no longer in existence, and (2) the current RSOP plan requires
a dividend credits to be provided to participants.'®

Moreover, the use of an historic average is unreasonable because it is not disputed that in
recent years Minnesota Power has been moving away from defined benefit plans (i.e., pension)
to defined contribution plans (i.e., RSOP) such that historic costs are not reflective of current or
future expenses.'®” Due to this transition, Minnesota Power’s RSOP costs have increased for two
primary reasons. First, given that defined benefit (pension) plans are closed to new hires, all new
hires accrue 100 percent of their retirement benefits from the RSOP, resulting in increasing
future expenses for this plan.'® For example, the retirement benefit for a bargaining unit
employee hired prior to 2011 consists mostly of their defined benefit with the Company
contributing only one percent of the employee’s salary to RSOP.'® In contrast, all new hires
rely solely on the RSOP for their retirement benefit, which results in a material increase in RSOP
costs as compared to prior years."'® Second, the use of historic averages does not account for
annual salary increases that impact Minnesota Power’s required RSOP contributions.*** While
these annual salary increases are discretionary for non-bargaining unit employees, the labor
contract for bargaining unit employees requires three percent annual salary increases for the test
year.'*?

In this instance, averaging is not reasonable because the cause of these year-to-year

fluctuations are known not to reoccur and the record demonstrates that future expenses will be

higher than prior years. As a result, use of a three-year average will inevitably result in the

105 Ex. 58 at 27-28 (Johnson Rebuittal).

07 Ex. 56 at 39 (Johnson Direct).

108 Ex. 56 at 39 (Johnson Direct); Ex. 58 at 28 (Johnson Rebuttal).
109 Ex. 71 at 28 (Johnson Rebuittal).

10 Ex. 71 at 28 (Johnson Rebuittal).

1 Ey. 71 at 28-29 (Johnson Rebuttal).

12 Ex. 71 at 28-29 (Johnson Rebuttal).
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Company’s under recovery of expenses for retirement funds for Minnesota Power employees.
Minnesota Power respectfully requests that the Commission reconsider its initial decision with
respect to the RSOP, and adopt the Company’s proposed test year expenses of $7.188 million in
full as opposed to the historic three-year average amount of $6.43 million.

3. Other Employee Benefits

Similar to its decision on RSOP expenses, the Commission adopted the Department’s
recommendation to utilize a three-year historical average to set the “Other Benefits” test year
expense.'*® The test year expenses in the “Other Benefits” category are another key component
of Minnesota Power’s employee compensation and benefits package. These are expenses
associated with essential employee benefits: life insurance, flexible compensation plan, tuition
reimbursement, EIP survivor benefits, long-term disability plan, self-insured worker’s
compensation, and other miscellaneous expenses such as the costs to administer benefit plans.*
These expenses are a necessary and important aspect of Minnesota Power’s employee benefit
package and are crucial to retaining and recruiting qualified employees. The decision to use a
three-year average for these expenses is in error as it fails to account for the events that resulted
in unusually low 2015 and 2016 actuals for these expenses.

For instance, the Company provided undisputed evidence that in 2015 there was a large
number of retirements, such that benefit expenses tied to employee headcount (as for flexible
compensation and long-term disability) were unusually low in 2015."® And as new employees
were hired to replace these retirees, expenses for long-term disability rebounded in 2016 but

flexible compensation did not.**® This is because employees must have one year of service to be

3 March 12, 2018 Order at 37.
114 Ex. 58 at 29-30 (Johnson Rebuittal).
115 Ex. 58 at 31 (Johnson Rebuttal).
116
Ex. 58 at 31 (Johnson Rebuttal).
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eligible for this benefit."*” Thus, while 2015 and 2016 flexible compensation spending declined,
the 2017 test year amount was similar to 2014 actual expenses and more accurately reflects
actual and future costs. No party disputed the facts provided by Minnesota Power to explain the
increases in “Other Benefit” expenses. The Company asks the Commission to reconsider its
initial decision reducing Minnesota Power’s recovery of these employee benefit costs by $0.503
million,**® and adopt the Company’s proposed test year “Other Benefit” expenses of $2.167
million (MN Jurisdictional) as representative of the actual costs incurred by the Company.

C. Transmission Capital Projects

The Commission’s March 12, 2018 Order requires removal of the costs of two deferred
capital projects—the 5-Line Reconductor project and the Hoyt Lakes Ring Bus Reconfiguration

119

project—from the test year revenue requirements. However, the Company identified and

provided support for replacement transmission projects completed for the benefit of customers

and at a higher cost than the original projects'®

(although the Company did not seek increased
cost levels) — and did so nearly two months before Rebuttal Testimony.*® The Commission
nonetheless states that the Company “has not met the standard for substituting new capital
projects for the deferred projects removed from the test-year rate base.”**> The Company asks
the Commission to reconsider this decision, consistent with its approach elsewhere in this and
prior rate cases.

First, the Commission incorrectly states that Minnesota Power “made it impossible for

the Department to review its requested transmission capital costs by filing, in rebuttal testimony,

17 Ex. 58 at 31 (Johnson Rebuttal).

"8 March 12, 2018 Order at 37.

119 March 12, 2018 Order at Order Point 10.

120 The deferral of the 5-Line Reconductor and Hoyt Lakes Ring Bus Reconfiguration projects resulted in a plant-in-
service reduction of approximately $2.2 million. The plant-in-service for the replacement projects totaled $4.7
million. Ex. 50 at Rebuttal Schedule 11, p. 10 (Fleege Rebuttal).

121 Ex. 50 at Rebuttal Schedule 11 (Fleege Rebuttal).

122 March 12, 2018 Order at 21.
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a new proposal indicating there were now eight major capital projects... to be placed in service
in 2017.”' Nearly two months before Rebuttal Testimony, via a discovery response in early
May 2017, the Company provided detailed information regarding the six projects (identified in
summary in Table below) that the Company was substituting for the 5-Line Reconductor and

Hoyt Lakes Ring Bus Reconfiguration projects.**

Table 4. Excerpt of 2017 Transmission Capital In-Service Dates for Key Projects'?

Notably, Table 4 above is merely a summary of the detailed information provided; the data
regarding scope, cost, reason for moving the projects, construction status was much more
extensive, as set forth in the Rebuttal Testimony and Schedules of Company witness, Mr.
Christopher E. Fleege.

Minnesota Power also included this information in Rebuttal Testimony, along with the
then-most recent costs and construction status of all six projects that, of course, evolve for any

project being completed during a test year.”®® As such, the Department had several months,

123 March 12, 2018 Order at 21.

124 Ex. 50 at 22 and Rebuttal Schedule 11, p. 5-6 (Fleege Rebuttal). The “North Shore 115 kV Switch Station”
project was included in both the original list of transmission capital projects exceeding $1 million (Part A of the
response in Rebuttal Schedule 11) and the list of replacement projects (Rebuttal Schedule 11 at 5-6, 10-12) because
the overall components and construction requirements of the project were revised from the Initial Filing to May
2017 so the Company could ensure safe and reliable operation of the transmission system.

125 Ex. 50 at 22, Table 2 (Fleege Rebuttal).

126 Ex. 50 at 21-22, 22 at Table 2, and Rebuttal Schedule 11, p. 5-6, 10-12 (Fleege Rebuttal). The only “new”
information provided by the Company in Rebuttal Testimony was to update the list of transmission capital projects
from the Company’s initial filing that exceeded $1 million per project, to show that eight rather than six projects
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including through Rebuttal, Surrebuttal, and August 2017 evidentiary hearings, to investigate
these projects, each of which was short-term in length.

Second, the Commission’s decision does not recognize the undisputed record evidence
that the six replacement projects all served critical transmission system needs.'?’” The detailed
data provided in discovery and in Rebuttal, including scope, reason for accelerating projects into
2017, cost, and construction status,'?® underscore the need for these projects and are consistent

with both the Commission’s precedent from other rate cases'?®

and its Generation capital
decision in this case.’® Likewise, the ALJ determined that “Applicant supplied substantial and
credible evidence to support its claims for transmission capital projects, demonstrating they are
all reasonable and necessary.”**! Ultimately, the scope and type of data provided, as well as its
timing, align with the need for utilities to serve customers by exchanging projects when needed,
rather than continuing projects simply to avoid changes in the test year project list.

Third, during Commission deliberations it turned out that the Decision Options did not

include an alternative permitting both removal of the deferred transmission projects and

inclusion of the added transmission projects.** Some discussion indicated the Commission may

exceeded $1 million. Ex. 50 at Rebuttal Schedule 11 at 6 (Fleege Rebuttal). The Commission appears to have
confused the list of projects in excess of $1 million with the six replacement projects.

127 Ex. 50 at 26 and Rebuttal Schedule 11, p. 6-7, 10-12 (Fleege Rebuttal).

128 Ex. 50 at Rebuttal Schedule 11 (Fleege Rebuttal).

129 |n the Matter of the Application of N. States Power Co. for Auth. to Increase Rates for Elec. Serv. in the State of
Minn., Docket No. E002/GR-13-868, FINDINGS OF FACT, CONCLUSIONS, AND ORDER, at 26 (May 8, 2015).

139 March 12, 2018 Order at 22-23.

BL ALJ Report at ] 47.

132 Staff Briefing Papers for January 11 and 18, 2018 Commission Meetings, Volume 1, p. 95:

1018. Require Minnesota Power to remove the two capital projects that it deferred and will not be in service in
2017, the 5-Line Re-conductor project and the Hoyt Lakes Ring Bus Reconfiguration projects, from the
revenue requirements for the 2017 test year. (Department, OAG)

1019. Do not require Minnesota Power to remove the two capital projects that it deferred and will not be in
service in 2017, the 5-Line Re-conductor project and the Hoyt Lakes Ring Bus Reconfiguration projects,
from the revenue requirements for the 2017 test year. (MP, ALJ)
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have intended to both remove the old projects and approve the replacements.** An error may
have occurred; correcting it would be consistent with the past policy decisions of this
Commission and the record in this case.

Ultimately, the Commission has stated that substitutions in a utility’s test year for capital
investments are appropriate when the utility shows the replacement projects are necessary and
other parties have sufficient time to review the proposed replacement projects.*** The Company
provided the required information a month before the Department’s Direct Testimony was due
and two months before Rebuttal. Such updates were identified at the same time and with the
same level of detail (scope, impact, priority, and completion status) as the Generation capital
project substitutions the Commission permitted.”*®> The transmission capital adjustment does not
comport with the record, the treatment of generation projects in this case, or with Commission
precedent in other cases. For any or all of these reasons, the Company respectfully requests that
the Commission reconsider the transmission capital test year adjustment.

D. Third-Party Transmission Revenue and Expenses

The Company asks the Commission to reconsider its March 12, 2018 Order rejecting the
Company’s updated information regarding transmission revenues, which will explicitly and
unavoidably decline by the amounts shown in Table 5. The 2017 impact comes straight from
Midcontinent Independent System Operator (“MISO”) documentation provided to the Company
in the summer of 2017, informing Minnesota Power of the redirection of a third party’s 207 MW

from the Minnesota Power system.

133 Commissioner Tuma questioned, “I thought the 1019 was this is where they took some projects out, but they put
some projects that they’re going to have used and useful and that it was a slight wash and so the ALJ said, look, it’s
not that big of a dollar amount, so . . . Is that the other one?” Commissioner Schuerger responded, “I believe that’s a
different . . . issue.” See January 18, 2018 Commission Deliberation Transcript at 107:18-108:8. In fact, the ALJ
did find that no adjustment was needed for Transmission Capital projects. ALJ Report at 74-75.

'3 March 12, 2018 Order at 21.

135 Compare Ex. 46 at Rebuttal Schedule 1 and Rebuttal Schedule 2 (Skelton Rebuttal), with Ex. 50 at Rebuttal
Schedule 11 (Fleege Rebuttal).
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Table 5. Third-Party Transmission Revenue and Expense Impacts of 207 MW Redirection

2017 Impact Full-Year Impact
(loss of 207 MW for seven months of year) | (loss of 207 MW for twelve months of year)
Total Company MN Jurisdictional Total Company MN Jurisdictional
$2.85 million $2.357 million $6.23 million $5.15 million

The background on Third-Party Transmission Revenue is somewhat complex, but the
record support for this background is clear. In Rebuttal Testimony, based on prior information
request responses submitted to the parties, Minnesota Power corrected inadvertent errors to the
statement of actual 2016 Third-Party Transmission Revenues and Expenses, and therefore agreed
to increase Other Operating Revenues by $1.836 million related to Third-Party Transmission
Revenue and Expenses.**® This adjustment was ultimately included in the Commission’s March
12, 2018 Order in this case.*’

Three days before Surrebuttal Testimony, the Company received the unexpected and
unwelcome information from MISO that a Transmission Service Request customer moved 207
MW worth of revenue to a different utility’s transmission system.**® The Company identified
that this change resulted in a reduction to Transmission Revenues of $2.85 million (Total
Company)/$2.357 million (MN Jurisdictional) for 2017 as the revenue for this 207 MW is lost
for seven of the year’s 12 months, or $6.23 million (Total Company)/$5.15 million (MN

Jurisdictional) on a longer-term, annual basis.**°

In rejecting this offset to the $1.836 million
approved adjustment, the Commission concluded that Minnesota Power “has not provided a
sufficient factual basis for its $6.23 million adjustment” and that “the calculation used to convert

$2.85 million to $6.23 million is not in the record nor is any explanation provided for how the

136 Ex. 50 at 29-30 and Rebuttal Schedule 14 (Fleege Rebuttal).
37 March 12, 2018 Order at Order Point 14.

138 Ex. 51 at 2, 4 (Fleege Surrebuttal).

139 Ex. 51 at 3-4 (Fleege Surrebuttal).
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raw MISO data in the supporting schedules result in a $2.85 million revenue loss.”**® The
Company respectfully disagrees with this conclusion.

The Company provided, in Surrebuttal Testimony, the MISO reports that explicitly show
that 207 MW were redirected away from the Minnesota Power transmission system.'*!
Concurrent with its Surrebuttal Testimony, the Company provided, to all parties, the “revenues
data from which the adjustment to the impact of the 207 MW redirection on net revenues
(expenses) analysis was developed,” which included detailed information from MISO records.'*?
This information from MISO is the same information that would have been available for the
Company to provide if this redirection of 207 MW had occurred earlier in the year. In short,
MISO identifies when Company revenues have changed, and the MISO data is what the
Company provided here. More time would not have resulted in more or different data being
available, nor in more “testing” of what is the proof of these redirected revenues. Further, in
Surrebuttal Testimony, the Company detailed where the impacts of this loss of 207 MW were
reflected in the Company’s methodology.**®

No party questioned the Company at the evidentiary hearing on how it converted the
207 MW loss to $2.85 million (Total Company)/$2.357 (MN Jurisdictional) Third-Party

Transmission Expense for the 2017 actual revenue impact.*** Indeed, the only questions related

to the $2.357 (MN Jurisdictional) for the 2017 actual revenue impact were asked by the

1% March 12, 2018 Order at 26.

141 Ex. 52 at Surrebuttal Schedule 1 (Fleege Surrebuttal) (trade secret).

142 Ex. 51 at 3 n.2 (Fleege Surrebuttal) (public). These data were provided to all parties in response to OAG IR 635,
which requested “any and all information contained in or derived from spreadsheets . . . in live Excel format.”

143 Ex. 51 at 3 and Surrebuttal Schedule 2 (Fleege Surrebuttal) (public).

144 See Evidentiary Hearing Transcript, Volume 1 at 130-35 (Fleege).
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Department, and verified that the Company detailed (and the Department understood) where the
changes in revenue occurred, as shown in Figure 3.1°

Figure 3. Excerpt of Evidentiary Hearing Transcript, Volume 1

The support for the $2.85 million (Total Company)/$2.357 million (MN Jurisdictional)
2017 test year amount was, therefore, wholly clear in the record. At the same time, Minnesota
Power also provided the revenue impact data from MISO to support the full-year amount of
$6.23 million (Total Company)/$5.15 million (MN Jurisdictional) and requested the full-year
amount in Surrebuttal Testimony. Minnesota Power requests the Commission reconsider its
decision on these lost revenues, as these are actual costs that the Company experienced in 2017
(the $2.357 MN Jurisdictional amount) and will experience in years after 2017 ($5.15 million
MN Jurisdictional).

While Minnesota Power understands the hesitancy to approve changes introduced to the

record late in the proceeding, the specific revenue requirement adjustment requested in this

15 Evidentiary Hearing Transcript, Volume 1 at 133:1-134:10 (Fleege); Ex. 51 at Surrebuttal Schedule 2 (Fleege
Surrebuttal) (public). Although the Department did ask the Company how it calculated the addition $3.38 million
(Total Company) for a full year impact of the redirection, neither the Department nor any other party raised any
issue on how the Company calculated the financial impact of the 207 MW redirection.

14 Evidentiary Hearing Transcript, Volume 1 at 133:6-134:11 (Fleege by Madsen).
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instance was requested as soon as the impact was known by the Company. Further, the
Company provided proof of both the change in the 207 MW delivery and the detailed revenues
data from which the Company calculated its adjustment to all parties immediately upon finding
it. The parties did not contest its validity in the time available — which included the full
timeframe after Surrebuttal and throughout the evidentiary hearings. Rather, they simply argued
it was too late and that the Company should not recover the amount due to the timing. Where, as
here, the supporting evidence is clear, comes from a FERC-regulated independent source
(MISO), is not subject to judgment, discretion, or change, was shared with the parties
immediately upon discovery by the Company, and will have a significant impact on the
Company, Minnesota Power asks the Commission to reconsider its March 12, 2018 Order and
approve the Company’s demonstrated Third-Party Transmission Revenue loss.

1. Cost of Equity

As with many rate cases, one of the primary issues in this proceeding has been Minnesota
Power’s ROE. ROE is traditionally a rate case issue that elicits differences of opinion between
the utility, other parties to the proceeding, and regulatory decision-makers. The Company’s
ROE is an important financial piece to Minnesota Power’s success and, if set reasonably, is the
key to the Company’s many positive relationships with investors. Further, Minnesota Power is a
Minnesota utility that solely serves electric customers in this state. It also comprises more than
60 percent of ALLETE. As such, the Company cannot offset a lower Minnesota ROE through
ROEs in other states, a gas division, or through different operating companies. During the
pendency of this case, the Company consistently explained that ROE is of particular importance
in this rate case due to the sizeable impact a low ROE would have on Minnesota Power’s overall

revenues, weakening an otherwise strong Minnesota utility.
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That has, in fact, already come to pass in part. As discussed earlier in this Petition, the
Company’s concerns associated with a lower-than-anticipated ROE have materialized and
already resulted in employee lay-offs, a credit outlook downgrade, and other very unfortunate,
but real, impacts.

In this Petition, Minnesota Power respectfully requests that the Commission reconsider
its decision to set the Company’s ROE at 9.25 percent and increase the ROE to a percentage that
will bring Minnesota Power’s Funds from Operation to Debt (“FFO to Debt”) ratio back to a
workable level, particularly in light of the new facts presented by Minnesota Power’s current
credit negative outlook, discussed more fully below. Minnesota Power believes that an increased
ROE, coupled with a positive outcome with respect to the other matters raised in this Petition,
will help put the Company back in a more financially stable position and allow it to work back
some of the employee cuts and credit rating impacts it has begun to experience.

The extent to which Minnesota Power (or ALLETE as a whole) is equally or more risky
than other comparable companies is an important concept to the overall ROE determination here.
The return ROE investors require is tied to the risk they are taking by investing in a particular
utility. The higher the risk, the higher the required return. While it appears that the Commission
did consider the Company’s risk profile when coming to its overall ROE determination,™*’ it is
unclear the extent to which an adjustment to the ROE was made for Minnesota Power’s business
risk. This risk needs to be reflected in an ROE that is not materially below average ROEs for

148

vertically integrated electric utilities in the United States (approximately 9.66 percent),”™ and is

not materially below the ROE awarded to Otter Tail (9.41 percent) less than one year ago.

47 See March 12, 2018 Order at 61 (“Most importantly, the approved ROE must adequately assure a fair and
reasonable return in light of the Company’s risk profile and costs of obtaining equity investment.”).
148 Evidentiary Hearing Transcript, Volume 3 at 184 (Amit).
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Throughout this proceeding, the Company demonstrated that its risk levels are materially
higher than those of comparable entities. For example, the record supports determinations that
Minnesota Power’s concentration of sales revenues to its Industrial customers is significantly
higher than comparable utilities; the Company is heavily reliant on sales to a small number of
Large Industrial customers who operate in highly-cyclical taconite and paper industries;
Minnesota Power’s small size, particularly when determining a credit rating*®; the need for
ALLETE to maintain a higher FFO to Debt ratio (18 percent) than certain peers to avoid a credit
rating downgrade; and Minnesota Power has a larger portion of debt equivalents as a percentage
of total capitalization. In fact, Minnesota Power has been recognized as “a company that has a
significantly different risk profile than other companies” when considering the Company’s
equity ratio.*

During the Commission’s deliberations, the Commission also highlighted how Minnesota
Power’s risk profile differs from that of other, comparable utilities. It was noted that Minnesota
Power has “comparatively higher risk characteristics... relative to other utilities, in particular
other utilities used as proxies in all of the various [Discounted Cash Flow (“DCF”)] analysis on
the record...”™®" There are also significant differences in Minnesota Power’s capitalization ($2.9
billion) when compared to the average capitalization of the proxies used in the Department’s
DCF analysis of $15.3 billion.** In addition, “[w]e also have in Minnesota Power a much small
geographic service area than the proxies with whom MP is matched in the DCF proxy groups.

And we have a much higher concentration of Large Industrial customers for Minnesota Power, in

19 As explained in the Company’s Initial Brief, Moody’s emphasized in its 2013 Rating Methodology Report,
Regulated Electric and Gas Utilities, that a company will generally score lower if it provides services to a small area
with an increased dependence on one or two highly-cyclical industries. Minnesota Power Initial Brief at 113.

150 In the Matter of the Application of CenterPoint Energy Res. Corp. d/b/a CenterPoint Energy Minn. Gas for Auth.
to Increase Nat. Gas Rates in Minn., Docket No. GO08/GR-15-424, INITIAL BRIEF OF THE OFFICE OF THE ATTORNEY
GENERAL — RESIDENTIAL UTILITIES AND ANTITRUST DIVISION at 67 (Feb. 8, 2016).

151 Jan. 18, 2018 Commission Deliberations Transcript at 152:21-25 — 153:1.

152 Jan. 18, 2018 Commission Deliberations Transcript at 153:1-12.
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comparison to the other utilities in the proxy group used. And as we heard and as we know from
the record, approximately 70 percent of Minnesota Power’s revenue comes from a very small
group of Large Industrial customers who are not only a small group, but who are subject to
highly cyclical economic forces in the industries in which they operate.™>* The Commission may
have sought to capture these considerations in its ROE determination; however, the ROE
outcome has nonetheless led to the harmful consequences outlined in this Petition.

The risk presented by Minnesota Power’s unique load profile is also evidenced when
comparing Minnesota Power to Otter Tail, a neighboring Minnesota electric utility. Otter Tail
faces comparable levels of competition, operates in the same Minnesota regulatory environment,
and is allowed the same cost recovery riders. Otter Tail’s load profile, however, is much
different because it is not so heavily reliant on sales to a small number of Large Industrial
customers who operate in highly-cyclical taconite and paper industries. Figure 4 below
illustrates the level of volatility of Minnesota Power’s MWh sales to ultimate customers,
comparing it to the relative stability of Otter Tail’s and Northern States Power Company —

Minnesota’s MWh sales on a percentage of 2008 sales.

153 Jan. 18, 2018 Commission Deliberations Transcript at 153:13-25 — 154:1-9.
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Figure 42

MWh Sales Compared to 2008

Despite this significant difference between Otter Tail and Minnesota Power (a difference
that increases Minnesota Power’s risk levels above Otter Tail’s), Otter Tail, in its most recent
rate case (Docket No. E017/GR-15-1033), was allowed a 9.41 percent ROE.*® This is 16 basis
points above the currently-ordered ROE for Minnesota Power. But Minnesota Power, while
similarly situated in many ways with Otter Tail, demonstrably carries more risk than Otter Tail.
The Commission’s recent ROE determination in the Otter Tail rate case, coupled with Minnesota
Power’s unique risk profile, support an ROE for the Company significantly above 9.25 percent
and more in, at a minimum, the 9.41 percent (OTP) to 9.66 percent (average vertically-integrated

electric utilities) range.

1 Exhibit 38 at Figure 1 (Cutshall Rebuttal).

35 In the Matter of the Application of Otter Tail Power Co. for Auth. to Increase Rates for Elec. Serv. in Minn.,
Docket No. E017/GR-15-1033, FINDINGS OF FACT, CONCLUSIONS, AND ORDER at 55 (May 1, 2017). In its Otter Tail
order, the Commission specifically acknowledged Otter Tail’s unique characteristics and circumstances in
comparison to other utilities, but failed to provide such a discussion in its March 12, 2018 Order for Minnesota
Powver.

45



It is also worth highlighting that S&P provides a stringent FFO to Debt threshold for
ALLETE of 18 percent, with a preferred threshold in the 20-22 percent range.'”® S&P also
expects a Debt to Earnings Before Interest, Taxes, Depreciation, and Amortization (“EBITDA”)
ratio of less than 4.5x (i.e., 4.5:1)."°" The calculation of this ratio, as well as the methodology
and appropriate inputs, were provided by Company witness Mr. Cutshall in this proceeding.
Using this same approach, as well as the capital structure, ROE, and revenue requirement
established by the Commission in its March 12, 2018 Order, results in the FFO to Debt and Debt
to EBITDA ratios shown in Table 6 below, even before the impacts of the Tax Cuts and Jobs Act
that serves to further reduce utility credit metrics.

Table 6

Minnesota Power & ALLETE
S&P Credit Metric Comparison - with 2016 actual adjustments

2017 with Impacts of General Rates (Based on Ending Balances)
(S in millions)

Minnesota
Power ALLETE
MPUC Consolidated S&P
Order MPUC Order Required
FFO/Debt Adjusted (E/F) 15.7% 16.8% 18-22%
Debt/EBITDA Adjusted (F/A) 4.8 4.5 <45

See Attachment 4 to this Petition for the calculation of these outcomes, consistent with the
methodology Minnesota Power utilized throughout this proceeding.**®
Consistent with these metrics and the concerns Minnesota Power expressed throughout

this proceeding, after the conclusion of the Commission’s deliberations on January 30, 2018,

156 Ex. 38 at 6 (Cutshall Rebuttal).

157 Ex. 38 at 6 (Cutshall Rebuttal).

158 Attachment 4 also shows the impacts with tax reform — which further reduce the Minnesota Power FFO/Debt
ratio to below 14 percent and the ALLETE FFO/Debt ratio to roughly 15 percent. All of these numbers are well
below established investor expectations.
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Moody’s issued a rating action, changing the credit agency’s outlook for ALLETE from stable to
negative. As explained in the rating action, “[t]he negative outlook results from [Moody’s]
expectation that ALLETE’s financial ratios will weaken following the adverse general rate case
outcome at the company’s primary business, Minnesota Power, as well as the negative cash flow
impact associated with federal tax reform.”**® The rating action further explained that “ALLETE
could be downgraded if it continues to experience a decline in the credit supportiveness of the
Minnesota regulatory framework.” In a separate February 8, 2018, Issuer’s Comment, Moody’s
further concluded that Minnesota Power’s general rate case outcome is credit negative even
without considering the additional negative cash flow impacts stemming from federal tax

0

reform.’® In coming to this conclusion, Moody’s called out that Minnesota Power’s ROE of

9.25 percent is well below the national average of 9.66 percent despite its higher risk profile.***
S&P took fundamentally the same approach.’®® The ROE determination in this case, together
with other financial determinations, have plummeted the Company’s FFO to Debt ratio and have
impacted the way the Company is viewed from a credit ratings perspective. An increase in the
Company’s ROE is unlikely to fully cure Minnesota Power’s current credit negative outlook or
mitigate the expense reductions that still will likely be required, but will certainly help.

To determine an appropriate increase in Minnesota Power’s ROE, consideration of the
DCF analysis included in the record of this proceeding is helpful. Due to Minnesota Power’s
aforementioned risk profile, a reasonable return would be set at the upper end of a reasonable

range. The Department, in Surrebuttal Testimony, recommended an ROE within a range of 7.64

to 9.66 percent based primarily on its DCF analyses. Minnesota Power’s DCF analysis shows

159 eDockets ID No. 20182-140359-01.

180 eDockets ID No. 20182-139910-01 (public), 20182-139910-02 (trade secret).
161 aDockets ID No. 20182-139910-01 (public), 20182-139910-02 (trade secret).
162 aDockets 1D No. 20182-139884-01 (public), 20182-139884-02 (trade secret).
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that a DCF of 9.25 is below the mean growth rate under any Constant Growth DCF analysis —

and this is before the Tax Cuts and Jobs Act was passed, further eroding utility credit metrics:*®®

While the Company appreciates the comprehensive ROE analysis provided by the
Commission, an ROE set at 9.25 percent is simply not sufficient to help ensure stability for
Minnesota Power — an historically strong Minnesota utility. The many negative impacts
resulting from the collection of decisions made by the Commission in this rate case are
significant for the Company. In an effort to help reverse, at least in part, the detrimental
financial impacts of the current rate case outcome and in light of the new issues presented by the
Company’s current credit negative outlook, Minnesota Power respectfully requests that the
Commission reconsider its ROE determination and increase the Company’s ordered ROE.

REQUEST FOR CLARIFICATIONS

l. Annual Rate Review Mechanism (“ARRM’")

In this proceeding, Minnesota Power proposed a new mechanism to address significant
changes in retail and resale sales between rate cases — the Annual Rate Review Mechanism or
“ARRM.” The Commission did not approve the proposal, determining that while it values

innovative approaches to improve the regulatory process, it was not established on the record in

163 Ex. 35 at 65 (Hevert Rebuttal) (partial view of table, limited to DCF analyses).
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this proceeding that Minnesota Power’s ARRM proposal would properly align the Company’s
incentives with the public interest or result in just and reasonable rates.'®

The Company is not requesting the Commission reconsider its ARRM decision in this
Petition, but rather seeking clarification on the matter. While the Company supported the
approval and implementation of the ARRM in this proceeding, it also suggested consideration of
the ARRM in a separate docket. However, the March 12, 2018 Order does not discuss
addressing the ARRM in a separate, miscellaneous proceeding, as it did in the order point
requiring the Company to develop a demand response rider in a separate docket.'® Minnesota
Power seeks clarification that it may propose the ARRM, with additional evidence or
modifications that may aid in evaluation and acceptance of the mechanism, in a separate,
miscellaneous docket instead of waiting until the next rate case.

I1. Large Power Service

Minnesota Power requests clarification with respect to several inconsistencies the
Company identified throughout the March 12, 2018 Order, particularly related to Large Power
standard service. On page 89 of the Commission’s March 12, 2018 Order, the Commission
approves the Company’s proposed tariff changes concerning Large Power standard service and
several other changes. However, there are several inconsistencies with respect to approval of
specific items that are listed on page 87 of the Commission’s March 12, 2018 Order. Due to the
base cost of fuel upward adjustment and other revenue allocation decisions for Large Power,
Minnesota Power assumes that those decisions supersede any specific tariff language as set forth

on page 87 of the Commission’s March 12, 2018 Order. To ensure that the decisions for Large

1% March 12, 2018 Order at 62.

185 «“The Company shall work with LPI and other stakeholders to develop a demand response rider and
corresponding methodology for cost recovery, based on stakeholder input, for submission to the Commission. The
record to support the submission to the Commission may be developed in either Docket E015/Al-17-568 — OAH
Docket 68-2500-34672 or a new miscellaneous docket.” See March 12, 2018 Order at Order Point 72.
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Power are properly addressed in the final outcome of this proceeding, Minnesota Power will
provide the updated amounts in the Company’s final rates compliance filing.

1. Changes to Various Class Rate Schedules

In Order Points 63 through 68 of the Commission’s March 12, 2018 Order, the
Commission approves changes to various class rate schedules either as proposed by the
Company or with modifications. These order points, however, are void of language that allows
the final rate component to be adjusted as needed to enable recovery of the revenue requirement
allowed for each class. This language would be similar to that included in Order Point 57, where
the Commission required Minnesota Power to implement a four block rate schedule “with
adjustments to the rates for each block as needed to enable the Company to recover the full
revenue requirement allowed by the Commission for the Residential class.” Without this
provision, it will be difficult to comply with the rate case apportionment decision. Minnesota
Power, therefore, seeks clarification from the Commission that the language quoted above was
intended to and should also be applied to the changes to various class rate schedules provided in
Order Points 63 through 68.

V. “Final Order” Clarification

Minnesota Power requests clarification from the Commission that any directive for the
Company or another party to perform a task or submit a filing within a particular amount of time
after a final order refers specifically to the final order issued after reconsideration. For example,
Commission Order Point 5 requires Minnesota Power to file a securitization plan within two
years of the date of the final order in this case and Commission Order Point 72 requires
Minnesota Power to work with LPI and other stakeholders to develop a demand response rider
and corresponding methodology for cost recovery, ordering that a filing be submitted for

Commission approval “within six month after the date of the final written order in this
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proceeding.”*® Minnesota Power seeks clarification simply that “final written order” or “final
order” refer to the final order issued after reconsideration in this case, as the final order after
reconsideration may affect what actions the Company next takes and in what manner.

CONCLUSION

Minnesota Power respectfully requests that the Commission grant this Petition for

Reconsideration and Request for Clarification in all respects.

Dated: April 2, 2018 Respectfully submitted,
MINNESOTA POWER

/s David R. Modller
David R. Moeller
Senior Attorney

30 West Superior Street
Duluth, MN 55802
(218) 723-3963
dmoeller@allete.com

BRIGGS AND MORGAN, P.A.

/s Elizabeth M. Brama
Elizabeth M. Brama
Valerie T. Herring

Kodi Jean Verhalen

80 S. Eighth Street
Minneapolis, MN 55402
(612) 977-8400

166 Additional filing requirements that should be required within a certain amount of time of the “final written order”
in this case include: the requirement that Minnesota Power file a status report within six months of the date of the
final written order in this proceeding addressing the transparency of the CCOSS (March 12, 2018 Order at 72); the
directive that the Company file a Demand Response rider within six months of the date of the final written order
(March 12, 2018 Order at 86); the Company must file a status report within six months of the final written order
identifying Minnesota Power’s efforts to facilitate review of its CCOSS model (Order Point 55); Minnesota Power
shall work with Wal-Mart and other interested stakeholders to develop renewable programs suitable for large
customers and report to the Commission the results of such development within six months of the date of the final
written order (Order Point 81); and Minnesota Power shall make compliance filings within 30 days of the final
written order (Order Point 88).
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State of Minnesota Nonpublic[ |
DEPARTMENT OF COMMERCE Public
DIvISION OF ENERGY RESOURCES
Utility Information Request
Docket Number: E015/GR-16-664 Date of Request: 2/3/2017
Requested From: Minnesota Power Response Due: 2/15/2017

Analyst Requesting Information: Nancy Campbell/Dale Lusti/Lerma LaPlante/Samir Ouanes

Type of Inquiry: [X]..._Financial [ 1.....Rate of Return [ 1...._Rate Design
[1.....Engineering []1.....Forecasting [].....Conservation
[1.....Cost of Service [1....CIP [ 1.....Other:

If you feel your responses are trade secret or privileged, please indicate this on your response.

Request
No.

1120 Reference:  Vol. lll, Direct Testimony of Patrick Cutshall p. 63
Subject: Pension Expense Recovery in Rates

a) Please provide the MN jurisdictional pension expense rate recovery by year and in total
for 1952 to 2016.

b) Please provide pension contributions for 1952 to 2016 by year and in total, for both total
ALLETE/MP and Minnesota Jurisdiction, including all applicable allocators and support
for why allocators are reasonable.

c) Please provide the pension expense reflected on MP’s financials in 1952 to 2016 by
year and in total, for both total ALLETE/MP and Minnesota Jurisdiction (regulated),
including all applicable allocators and support for why allocators are reasonable.

RESPONSE:

a) Please see columns AF through Al of DOC IR 1120.01 Attach showing the pension cost
recovery for the years 1994 through 2016. We were unable to find supportable pension
recovery prior to 1994. Please see DOC IR 1120.02 Attach for the support.

Witness: Patrick L. Cutshall
Response by: Patrick L. Cutshall, Sara Carlson List sources of information:
Title: Treasurer
Department: Investments and Analysis
Telephone: (218) 723-3978
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b) The Company only maintains consistent actuarial statements for the total plan back to

1987. This essentially coincides with the adoption of SFAS No. 87 on January 1, 1986.
This date also led to the initial balance of the prepaid pension asset at almost zero
(actual is $1,645) on January 1, 1987, which is consistent with the fact that prior to
adoption of SFAS No. 87 Minnesota Power funded expense. (Please see DOC IR 1118
for more detail.)

Please see the spreadsheet in DOC IR 1120.01 Attach, which shows by year and entity
how contributions and expense would theoretically be allocated (since Minnesota Power
does maintain financial statements in this manner). The following illustrates the
allocation process:

DOCI IR 1120.01
ATTACH Columns

Total Plan Athrough E
Less subsidiaries directly billed (Superior Water Light & Power is ~ 98%) G&H

= Total Minnesota Power J through N
x allocation factor (to remove non regulated) P

=Total Company R through V
x Jurisdictional allocation factor X

= Total MN Jurisdictional expense Z through AD

DOC IR 1120.01 ATTACH ties to the rate case and provides support for the numbers as
follows:

e Total Plan numbers tie to actuarial statements provided by Mercer (Hewitt prior to
Mercer). The plan, ALLETE, and Superior Water & Light each have audited
financial statements.

e [InDOC IR 1119.01 Attach, we show how the total Minnesota Power prepaid
balance of $78,195,165 (cell “N37” in DOC IR 1120.01 Attach) ties to the cost of
service study.

e Columns J through N are the same numbers in Direct Schedule 4 of Patrick L.
Cutshall’s direct testimony.

e Column P (total MN power to total Company Allocator) allocators are supported by
DOC IR 1120.03 Attach.

e Column X (Jurisdictional Allocator) allocators are supported by DOC IR 1120.04
Attach.

Although the expense, contributions, and prepaid asset balance are rolled forward
by year in DOC IR 1120.01 Attach, we believe the correct way to calculate the MN
Jurisdictional prepaid asset of $57,856,541 is by multiplying the current balance by
the allocators. This is shown in Direct Schedule 4 of Patrick L. Cutshall’s Direct
Testimony and in cell “N42” of DOC IR 1120.01 Attach (although the roll forward
Jurisdictional prepaid asset of $58,067,439 shown in cell “AD37” of DOC IR
1120.01 Attach is not materially different). This is the appropriate method to

Witness:
Response by:
Title:
Department:
Telephone:

Patrick L. Cutshall

Patrick L. Cutshall, Sara Carlson List sources of information:
Treasurer

Investments and Analysis

(218) 723-3978
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calculate 2017 prepaid expense because assets and liabilities that are included in
calculating revenue requirements for ratemaking purposes are generally aggregated
with activity over a period of time using Generally Accepted Accounting Principles
and FERC Accounting Principles. When revenue requirements are calculated, the
proper jurisdictional allocation is applied to the asset or liability for revenue
requirement calculations. Utility assets and liabilities should not be aggregated over
time using layers that have already had the jurisdictional allocation percentage
applied. In the case of prepaid pension, it would be inappropriate to aggregate the

prepaid balance using layers that already had the jurisdictional allocation applied.

c) Please see DOC IR 1120.01 Attach and the response to b) above.

Witness: Patrick L. Cutshall
Response by: Patrick L. Cutshall, Sara Carlson List sources of information:
Title: Treasurer
Department: Investments and Analysis
Telephone: (218) 723-3978
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Scott Striegel, FSA, EA, MAAA
Senior Associate

" MERCER 333 South 7ih Street, Suite 1400
’ Minneapolis, MN 55402
MAKE TOMORROW, TODAY +1612 642 8600
scott striegel@mercer.com

www.mercer.com

Mr. Pat Cutshall
Treasurer

ALLETE, Inc.

30 West Superior Street
Duluth, MN 55802-2093

June 14, 2017

Subject: Explanation of Prepaid Pension Asset

Pat,

The terms “accrued pension liability” and “prepaid pension asset,” or “accrued/prepaid” for short,
are commonly used terms in regards to pension accounting. The accrued/prepaid is the difference
between the accumulated contributions made to a plan and the accumulated pension expense
recognized by the company as required by US GAAP. An accrued pension liability arises when
the accumulated expense exceeds the accumulated contributions, and a prepaid pension asset
arises when the accumulated contributions exceed the accumulated expense.

In the most recent ASC 715 actuarial valuation reports as of December 31, 2016 for ALLETE's
pension plans, the accrued/prepaid is referred to as “accumulated contributions in excess of net
periodic benefit cost,” or “cumulative employer contributions in excess of net periodic benefit cost.”
While the terminology may differ, these amounts are one and the same, in amount and in concept.
The accumulated contributions in excess of net periodic benefit cost can be found in Appendix A,
page 3 of the actuarial valuation report, and Appendix B, page 3, and as of December 31, 2016 is
$79,498,756.

Should you have any questions, please do not hesitate to call me at 612.642.8782.

Regards,

Scott Striegel, FSA, EA, MAAA
Senior Associate

~
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Report of Independent Accountants

To the Board of Directors and Management of ALLETE, Inc. and
Management of Minnesota Power

We have examined the accompanying management assertion of Minnesota Power that the
Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to Minnesota Power's Accumulated Contributions in
Excess of Net Periodic Benefit Cost as of December 31, 2016 is a complete and accurate presentation of
Minnesota Power's Accumulated Contributions in Excess of Net Periodic Benefit Cost based on the
criteria set forth in Note 1. Minnesota Power’s management is responsible for the assertion. Our
responsibility is to express an opinion on management’s assertion based on our examination.

Our examination was conducted in accordance with attestation standards established by the American
Institute of Certified Public Accountants. Those standards require that we plan and perform the
examination to obtain reasonable assurance about whether management's assertion is fairly stated, in
all material respects. An examination involves performing procedures to obtain evidence about
management’s assertion. The nature, timing and extent of the procedures selected depend on our
judgment, including an assessment of the risks of material misstatement of management’s assertion,
whether due to fraud or error. We believe that the evidence we obtained is sufficient and appropriate
to provide a reasonable basis for our opinion.

In our opinion, management’s assertion that the Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to
Minnesota Power's Accumulated Contributions in Excess of Net Periodic Benefit Cost as of December
31, 2016 is a complete and accurate presentation of Minnesota Power's Accumulated Contributions in
Excess of Net Periodic Benefit Cost based on the criteria set forth in Note 1 is fairly stated, in all
material respects.

This report is intended solely for the information and use of ALLETE, Inc., Minnesota Power, the
Minnesota Public Utilities Commission and other parties involved in Minnesota Power’s currently
ongoing rate case.

R\ uuaJ-uLaaCz«\pl-s LLP

June 23, 2017

PricewaterhouseCoopers LLP, Suite 3400, 45 South 7th Street, Minneapolis, MN 55402
T: (612) 596 6000, F: (612) 373 7160, www.pwc.com/us
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Minnesota Power
Management’s Assertion on the Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to
Minnesota Power's Accumulated Contributions in Excess of Net Periodic Benefit Cost

Management of Minnesota Power, an operating division of ALLETE, Inc., has prepared the accompanying
Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to Minnesota Power's Accumulated Contributions in Excess
of Net Periodic Benefit Cost as of December 31, 2016. Management asserts that the accompanying
Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to Minnesota Power's Accumulated Contributions in Excess
of Net Periodic Benefit Cost as of December 31, 2016 is a complete and accurate presentation of Minnesota
Power's Accumulated Contributions in Excess of Net Periodic Benefit Cost based on the criteria set forth in
Note 1.
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Minnesota Power

Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to Minnesota Power's Accumulated
Contributions in Excess of Net Periodic Benefit Cost

As of December 31, 2016

Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to Minnesota Power's Accumulated Contributions in Excess of Net Periodic Benefit Cost
(dollars in millions)

Pension Funded Status per ALLETE, Inc.'s 2016 Form 10-K S (185.8) A
Unrecognized Pension Costs in Accumulated Other Comprehensive Income per Allete, Inc.'s 2016 Form 10-K 2504 B
Total Accumulated Contributions in Excess of Net Periodic Benefit Cost 646 C
Subtract SERP Plan Accumulated Contributions in Excess (Short) of Net Periodic Benefit Cost (12.6) D
Subtract EIP Plan Accumulated Contributions in Excess (Short) of Net Periodic Benefit Cost (2.2) E
Pension Plan Accumulated Contributions in Excess of Net Periodic Benefit Cost 794 F
Subtract SWL&P Pension Plan 12/31/16 Accumulated Contributions in Excess of Net Periodic Benefit Cost 69 G
Minnesota Power 12/31/16 Pension Plan Accumulated Contributions in Excess of Net Periodic Benefit Cost S 725 H

The accompanying Notes are an integral part of this Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to
Minnesota Power's Accumulated Contributions in Excess of Net Periodic Benefit Cost
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Minnesota Power

Notes to the Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to Minnesota Power's
Accumulated Contributions in Excess of Net Periodic Benefit Cost

As of December 31, 2016

Note 1 — Basis of Presentation

ALLETE, Inc. (ALLETE) files its consolidated financial statements with the Securities and Exchange Commission on
a quarterly (unaudited) and annual (audited) basis. ALLETE’s consolidated financial statements include the
operating results and financial position of Minnesota Power, an operating division of ALLETE, as well as other
subsidiaries. ALLETE’s consolidated financial statements include amounts and disclosures related to ALLETE’s
pension plan, including its funded status, which are based in part on an actuarial valuation report prepared by
Mercer, ALLETE’s independent actuary. ALLETE’s consolidated financial statements are prepared in accordance
with accounting principles generally accepted in the United States of America, and they have been audited by
PricewaterhouseCoopers LLP, an independent registered public accounting firm.

On November 2, 2016, Minnesota Power filed a retail rate increase request with the Minnesota Public Utilities
Commission. The Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to Minnesota Power's Accumulated Contributions in
Excess of Net Periodic Benefit Cost as of December 31, 2016 has been prepared to support management’s rebuttal
testimony in this ongoing rate case.

The Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to Minnesota Power's Accumulated Contributions in Excess of Net
Periodic Benefit Cost as of December 31, 2016 represents a reconciliation from ALLETE’s 2016 Form 10-K pension
amounts and disclosures to Minnesota Power's Accumulated Contributions in Excess of Net Periodic Benefit Cost as
presented in the above-mentioned rate case.

Note 2 — Definition of Line Items in the Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to
Minnesota Power's Accumulated Contributions in Excess of Net Periodic Benefit Cost

The individual components of the Reconciliation of ALLETE, Inc.'s 2016 Form 10-K to Minnesota Power's Accumulated
Contributions in Excess of Net Periodic Benefit Cost are as follows:

A — This amounts represents the total funded status of ALLETE'’s pension plans as of December 31, 2016, as disclosed
on page 123 of ALLETE’s 2016 Form 10-K. This amount includes ALLETE’s Pension Plan, Supplemental Executive
Retirement Plan, and EIP Plan.

B — This amount represents the total unrecognized pension costs in accumulated other comprehensive income as of
December 31, 2016, as disclosed on page 124 of ALLETE’s 2016 Form 10-K. This amount includes ALLETE’s Pension
Plan, Supplemental Executive Retirement Plan, and EIP Plan.

C — This amount represents the total accumulated contributions in excess of net periodic benefit cost as of December
31, 2016, and it is calculated as the sum of A and B. This amount includes ALLETE’s Pension Plan, Supplemental
Executive Retirement Plan, and EIP Plan.

D — This amount represents ALLETE’s Supplemental Executive Retirement Plan accumulated contributions in excess
(short) of net periodic benefit cost as of December 31, 2016. This amount agrees to ALLETE’s actuarial valuation
report as of December 31, 2016 prepared by Mercer, ALLETE'’s independent actuary, with minor differences due to
rounding.

E — This amount represents ALLETE’s EIP Plan accumulated contributions in excess (short) of net periodic benefit
cost as of December 31, 2016. This amount agrees to ALLETE’s actuarial valuation report as of December 31, 2016
prepared by Mercer, ALLETE’s independent actuary, with minor differences due to rounding.

F — This amount represents the Pension Plan accumulated contributions in excess of net periodic benefit cost
excluding the amounts related to ALLETE’s Supplemental Executive Retirement Plan and EIP Plan as of December
31, 2016. Itis calculated by subtracting D and E from C.

G - This amount represents Superior Water, Light and Power Company’s Pension Plan accumulated contributions in
excess of net periodic benefit cost as of December 31, 2016. This amount agrees to ALLETE’s actuarial valuation
report as of December 31, 2016 prepared by Mercer, ALLETE’s independent actuary.

H - This amount represents Minnesota Power’s Pension Plan accumulated contributions in excess of net periodic
benefit cost as of December 31, 2016. It is calculated by subtracting G from F.
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Minnesota Power & ALLETE

S&P Credit Metric Comparison - with 2016 actual adjustments
2017 with Impacts of General Rates (Based on Ending Balances)

(S in millions)

Minnesota
Minnesota Power with ALLETE
Power Federal Tax Consolidated
MPUC Order Reform Impacts  MPUC Order
FFO/Debt Adjusted (E/F) 15.7% =13.7% 16.8%
Debt/EBITDA Adjusted (F/A) 4.8 =54 4.5
FFO
EBITDA - Unadjusted 303.4 385.1
S&P EBITDA Adjustments:
Operating Leases 3.8 13.9
Asset Retirement Obligation 5.2 8.0
Purchased Power Agreements Depreciation 2.0 2.0
Purchased Power Agreements Interest Expense 6.1 6.1
Dividends Received from Equity Investments - 12.8
Pension & Other Postretirement Expense (5.6) (7.4)
Stock Compensation Expense 2.2 2.6
(A) EBITDA - Adjusted 317.1 423.1
Interest Expense - Unadjusted (55.3) (70.0)
S&P Interest Expense Adjustments:
Operating Leases (0.8) (3.9)
Asset Retirement Obligation (5.2) (8.0)
Purchased Power Agreements Interest Expense (6.1) (6.1)
Pension & Other Postretirement Expense (6.9) (9.2)
(B) Interest Expense - Adjusted (74.3) (97.2)
Q) Interest and Dividend Income - -
Current Tax - Unadjusted - -
S&P Current Tax Adjustments:
Tax Effect on ARO 0.4 0.5
Tax Effect on Pension & Other Postretirement (3.2) (4.2)
(D) Current Taxes - Adjusted (2.8) (3.7)
(E) = A+B+C+D  FFO (S&P Adjusted) 240.0 322.2
Debt
Debt - Unadjusted 1,247.4 1,567.0
S&P Debt Adjustments:
Operating leases 11.7 53.0
Post-retirement benefit obligation 100.2 133.2
Purchased power agreements 87.6 87.6
Asset retirement obligations 60.6 88.8
Accrued interest 17.1 17.6
Surplus Cash - (27.5)
(F) Debt - Adjusted 1,524.7 1,919.7

ALLETE
Consolidated
with Federal
Tax Reform

Impacts

=15.0%
=5.0

S&P
Required

18-22%
<4.5
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