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I. INTRODUCTION 1 

 2 

Q. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS FOR THE 3 

RECORD. 4 

A. My name is Bruce R. Oliver.  My business address is 7103 Laketree Drive 5 

Fairfax Station, Virginia, 22039.  6 

 7 

Q. BY WHOM AND IN WHAT CAPACITY ARE YOU EMPLOYED? 8 

A. I am employed by Revilo Hill Associates, Inc., and serve as President of the firm.  9 

I manage the firm's business and consulting activities, and I direct its preparation 10 

and presentation of economic, utility planning, and policy analyses for our clients. 11 

 12 

Q. ON WHOSE BEHALF DO YOU APPEAR IN THIS PROCEEDING? 13 

A. I appear on behalf of the Apartment and Office Building Association of Metro-14 

politan Washington (AOBA).  15 

 16 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 17 

A. The purpose of my testimony in this proceeding is to provide the Commission 18 

with greater perspective regarding a number of key elements of the rate increase 19 

request and proposals for tariff changes that the Potomac Electric Power Com-20 

pany (hereinafter “Pepco” or “the Company”) has presented in this proceeding.  21 

This testimony addresses numerous elements of the Designated Issues set forth 22 
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in Attachment A to Order No. 18550, including the Commission’s Designated 1 

Issue Nos. 1, 2.a., 3, 3.a., 4, 4.a., 4.b., 4.c., 4.d., 6, 6a, 7, 10, 10.a., 10.b.,10.d., 2 

10.e., 13, 13a, and 19.  This testimony also responds to portions of the pre-filed 3 

direct and supplemental direct testimonies of Pepco witnesses McGowan, 4 

Verner, Hevert, Ziminski, Nagle, Janocha, Lefkowitz, White, Hall, and 5 

Chamberlin.  6 

 7 

Q. PLEASE SUMMARIZE YOUR EXPERIENCE AND QUALIFICATIONS. 8 

A. I am an economist specializing in the areas of utility rates, energy, and regulatory 9 

policy matters.  I have over 40 years experience in the analysis of energy and 10 

utility policy issues.  That experience includes employment in management 11 

positions in the rate departments of two major utilities (the Pacific Gas and 12 

Electric Company and the Potomac Electric Power Company), as well as service 13 

in management and senior staff positions for three consulting firms, Revilo Hill 14 

Associates, Inc., the Resource Dynamics Corporation, and ICF Incorporated.   15 

As a consultant, I have served a diverse group of clients on issues encom-16 

passing a wide range of energy and utility related activities.  My clients have in-17 

cluded state regulatory commissions, utilities, state Attorneys General, 18 

state- funded consumer advocacy groups, municipal governments, federal 19 

agencies, commercial and industrial energy users, hospitals and universities, 20 

suppliers of equipment and services to utility markets, residential consumer inter-21 

venors, the Electric Power Research Institute (EPRI), and the World Bank.  22 
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Projects for those clients have included work on gas, electric, water, and 1 

wastewater utility regulatory proceedings, as well as analyses and forecasts of 2 

supply, demand, and prices for utility and non-utility energy markets.  I have also 3 

assisted a number of commercial, institutional, and industrial energy users in the 4 

negotiation of a wide range of energy service contracts, including contracts for 5 

the procurement of competitive electricity and natural gas services.   6 

  To date, I have presented more than 400 separate pieces of testimony in 7 

over 250 proceedings before regulatory commissions in 24 jurisdictions.  The 8 

regulatory jurisdictions in which I have testified include: the states of Penn-9 

sylvania, New York, New Jersey, Maryland, Delaware, Virginia, North Carolina, 10 

Rhode Island, Vermont, Connecticut, Massachusetts, Ohio, Illinois, Wisconsin, 11 

Arizona, New Mexico, South Dakota, and California, Guam, the Virgin Islands, 12 

the District of Columbia, the City of Philadelphia, the Provence of Alberta, 13 

Canada, and the U.S. Federal Energy Regulatory Commission (FERC).  My testi-14 

monies in those jurisdictions have addressed such topics as industry restruc-15 

turing, utility mergers and acquisitions, divestiture of generation assets, sighting 16 

of energy facilities, utility revenue requirements, capital structure, costs of capital, 17 

cost of service allocations, rate design, rate unbundling, incentive ratemaking, 18 

revenue decoupling, capacity expansion planning, asset management, outsour-19 

cing, demand-side management, energy conservation, contracts for non-tariff 20 

service provided to large energy users, natural gas purchasing practices, gas 21 

transportation service, natural gas processing, competitive bidding, economic 22 
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development rates, load research, load forecasting, weather normalization, 1 

metering, fuel procurement, and fuel pricing issues.  2 

 3 

Q. HAVE YOU PREVIOUSLY APPEARED BEFORE THIS COMMISSION? 4 

A. Yes, I have appeared before this Commission in nearly every major electric and 5 

gas utility rate proceeding for more than 35 years.  Pepco cases before this 6 

Commission in which I have participated include: Formal Case Nos. 759 (Phases 7 

I, II, and III), 785, 813 (Phases I and II), 834, 869, 889, 939, 945, 951, 1002, 8 

1053, 1053 Phase II, 1076, 1087, 1103, 1116, 1119, and 1121.  I have also 9 

testified in nearly every major Pepco rate proceeding before the Maryland Public 10 

Service Commission (“MDPSC”) since 1980, including the Pepco-Exelon Merger 11 

proceeding in Maryland, and Pepco’s recently decided Maryland base rate case, 12 

Case No. 9418.   13 

 14 

Q. WAS THIS TESTIMONY PREPARED BY YOU OR UNDER YOUR DIRECT 15 

SUPERVISION AND CONTROL? 16 

A. Yes, it was.  17 

 18 

 19 

 20 

 21 
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II. SUMMARY 1 

 2 

Q. WHAT IS YOUR OVERALL ASSESSMENT OF PEPCO’S FILING IN THIS 3 

PROCEEDING?  4 

A. The $82.1 million or 22.72% overall revenue increase that Pepco seeks in this 5 

proceeding1 represents a substantial burden for all District of Columbia rate-6 

payers and warrants this Commission’s thorough scrutiny.  It is understood that 7 

the provision of safe and reliable service has its attendant costs. However, the 8 

magnitude of the increases that Pepco seeks in this proceeding, combined with 9 

the prospect of additional rate increase requests in the next few years, 10 

necessitates a careful review of the reasonableness and necessity of all 11 

elements of the Company’s revenue increase request in this proceeding.   12 

  Pepco’s filing in this case, once again, suggests that Pepco has stretched 13 

its imagination to inflate its size of its request.  At a time when financial markets 14 

have been relatively stable, and there is no dramatic upward trend in allowed 15 

rates of return for utilities, the Company seeks an ROE that is 120 basis points 16 

above its currently authorized 9.40% ROE.  In addition, Pepco’s claimed test 17 

year O&M expenses include significant non-recurring billing system expenditures 18 

and other significant unexplained and unjustified expense increases.   19 

  Particularly important considerations in this case relate to the manner in 20 

which the Company’s requested increase in this case would be distributed 21 

                                            
1
  The Company’s Application, filed on June 30, 2016, sought an overall increase in its distribution base 

rate revenue of $85.5 million or 23.65%.  The request was reduced to $82.119 million in the Company’s 
October 14, 2016 Supplemental Direct Testimony.  See Exhibit Pepco (2B), page 1, lines 15-19.   
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among rate classes and among customers within each rate class.  In this context, 1 

the Commission needs to focus on the intersection of: (1) the Company’s 2 

requested revenue increase in this case; (2) Pepco proposed plan for elimination 3 

of negative rates of return for residential service; and (3) the Company’s proposal 4 

for utilization of Base Rate Credits and Incremental Revenue Offsets.  This 5 

testimony shows that Pepco’s proposals for addressing each of these issues are 6 

inappropriate and will fail to achieve their purported objectives.  Furthermore, in a 7 

case in which Pepco claims to offer a plan for eliminating negative class rates of 8 

return, the Company’s proposal to apply less than an average percentage 9 

increase on classes with negative rates of return cannot be justified.  As 10 

explained herein, Pepco’s plan for eliminating negative rates of return and 11 

narrowing differences in class rates of return is poorly conceived and destined to 12 

fail, as have Pepco’s prior efforts to address negative residential rates of return.   13 

  With the availability of substantial Base Rate Credits and the possibility of 14 

Incremental Offsets, this Commission has more options that usual in this case to 15 

move aggressively toward narrowing large existing differences in class rates of 16 

return.  Yet, the Company’s proposal squanders those resources to achieve 17 

greater temporary benefits for classes of customers that presently carry none of 18 

the burden of the returns required on the Company’s rapidly growing rate base.  19 

These are not just issues about interclass subsidies.  Rather, they are key 20 

elements of a potential utility “death spiral.”  As the costs of alternatives to utility 21 

supplied services become increasingly more economic, further increases in C&I 22 
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rates will simply push greater numbers of C&I customers to the point where 1 

renewables, self-generation, and improved energy efficiency are serious options 2 

to continued reliance on utility services.  Already some of the largest users of 3 

electricity in the District of Columbia have installed, or are in the process of 4 

installing Combined Heat and Power facilities, and those installations negatively 5 

impact units of service over which Pepco can recover its costs of service.  As 6 

billable units of service shrink, increases in costs for the remaining C&I 7 

customers will push greater numbers of those customers to make similar 8 

investment decisions.   Moreover, subsequent efforts to increase rates for non-9 

residential customers to compensate for further service lost to self-generation, 10 

renewables, and improved energy efficiency will simply escalate the process 11 

making alternatives to utility service more economic to another tier of customers.   12 

  In this context, Pepco’s proposed distributions of its revenue increases 13 

and Base Rate Credits among rate classes in this proceeding can only be viewed 14 

as counterproductive.   The Company’s proposals also are inconsistent with this 15 

Commission’s findings in several recent proceedings, including, but not limited to 16 

Formal Case No. 1119 and Formal Case Nos. 1103 and 1087. Although the 17 

Commission expressed its assessment that all customers should participate in 18 

the benefits of the Merger, Pepco’s proposals attribute no direct merger benefits 19 

to the non-residential customers who bear the entire burden of the Company’s 20 

return requirements plus subsidies to offset negative residential contributions to 21 

Pepco’s required returns.  The only Merger-related benefits distributed to Pepco 22 
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customers in the District of Columbia to date have all been credited exclusively to 1 

residential Rate R and Rate AE customers, even though those classes have now 2 

been shown in at least four successive base rate proceedings to provide 3 

negative contributions to the Pepco’s required returns on invested capital.    4 

  In this case, the Commission has also found the necessity of designating 5 

issues regarding the need for revision or termination of Pepco’s BSA mechanism.  6 

Although the issues associated with Pepco’s BSA may have had their origin in 7 

changes in customer counts associated with Pepco’s implementation of a new 8 

billing system, this testimony demonstrates that concerns relating to the just and 9 

reasonableness of that mechanism and its interface with the establishment of 10 

Pepco’s base rate are much broader in scope.  If continuation of Pepco’s BSA is 11 

to be entertained the BSA-related issues addressed herein need to be explicitly 12 

addressed and resolved.   13 

  Finally, in Issue No. 19, the Commission has asked the parties to address 14 

questions relating to whether alternative ratemaking structures warrant further 15 

investigation by this Commission.  Pepco has given the Commission a decisive 16 

answer to that question in the formulation of its rate increase request in this 17 

proceeding.  By submitting an obviously inflated revenue increase request, the 18 

Company has signaled that regular close scrutiny of the Company’s costs and 19 

revenues is necessary to ensure that interests of District ratepayers are 20 

protected from waste and abuse in the rate setting process.  Although fewer rate 21 

cases may suggest savings to ratepayers as a result of reduced regulatory 22 
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expenses, ratepayers must be provided reasonable confidence that cost in-1 

creases passed to consumers through alternative ratemaking structures would 2 

not exceed just and reasonable levels.  To date, Pepco’s track record does not 3 

provide such confidence.   4 

  In each of Pepco’s base rate cases since its merger with Conectiv 5 

(roughly 15 years ago), the difference between the level of Pepco’s initial rate 6 

increase request and the increase ultimately judged appropriate for the Company 7 

by this Commission has been more than sufficient to justify to costs of litigating 8 

each case.  Thus, a pre-requisite for greater reliance on alternative ratemaking 9 

methods should be a demonstration that the Company only requests revenue 10 

increases that it can fully or nearly fully justify when subjected to scrutiny by the 11 

Commission and other parties.  As this testimony demonstrates, the Company 12 

has fallen well short of that mark in this proceeding.    13 

  Alternative ratemaking methods, if well-structured and implemented with 14 

appropriate regulatory oversight may facilitate the achievement of certain 15 

regulatory objectives, and should not be viewed as a replacement for continued 16 

regulatory scrutiny of utility activities.  Moreover, alternative ratemaking methods 17 

are not a cure-all for existing ratemaking problems, and can require substantial 18 

on-going review and monitoring to ensure that their structures and performance 19 

remain consistent with appropriate regulatory objectives in an evolving economic, 20 

political and social environment.   21 

 22 
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Q. PLEASE SUMMARIZE THE KEY ELEMENTS OF YOUR FINDINGS WITH 1 

RESPECT TO PEPCO’S PROPOSALS IN THIS PROCEEDING. 2 

A. Key findings from my review of Pepco’s filing in this proceeding include the 3 

following:   4 

 5 

Costs of Capital and Capital Structure (Issue No. 3) 6 

 7 

 Pepco’s cost of equity recommendation significantly overstates the 8 

appropriate cost of equity for Pepco’s distribution utility operations.   9 

 10 

 The cost of equity analyses that witness Hevert presents in this 11 

proceeding are not properly developed to produce estimates that 12 

reflect investment risk comparable to that for Pepco’s distribution 13 

utility operations.  14 

 15 

 Nothing in U.S. capital markets or in Pepco’s operations has 16 

changed so dramatically since Formal Case No. 1103 that warrants 17 

the rather substantial increase in Pepco’s authorized ROE that the 18 

Company seeks in this proceeding.   19 

 20 
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Pepco’s BSA Mechanism (Issue No. 4) 1 

 2 

 Pepco’s BSA mechanism presently incorporates a number of 3 

deficiencies that erode the reasonableness, credibility, and equity 4 

of the Company’s computed monthly rate adjustments.    5 

 6 

 The measures of actual numbers of customers that Pepco used 7 

following the start-up of its new SolutionOne billing system mis-8 

represent the actual numbers of customers upon which monthly 9 

authorized revenue by class should have been determined.     10 

 11 

 The forecasted monthly kWh by rate class that Pepco has used to 12 

compute monthly rate adjustments do not exhibit the characteristics 13 

of forecasted normal weather service requirements.     14 

 15 

 The observed variations in the forecasted monthly kWh that Pepco 16 

has used to compute monthly rate adjustments by rate class raise 17 

serious concerns regarding the manner in which the Company’s 18 

measures of forecasted kWh are determined.   19 

 20 
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Reflection of Merger Commitments (Issue Nos. 10, 10a, and 10b) 1 

 2 

 Given that no Merger-related synergy savings are reflected in 3 

Pepco’s test year costs of service, no provision for the Company’s 4 

recovery of Costs to Achieve its Merger with Exelon is appropriate 5 

in this proceeding.   6 

 7 

 Establishment of a regulatory asset for Pepco’s recovery of Costs 8 

to Achieve the Merger is not justifiable unless the Commission can 9 

confidently conclude that it is probable that demonstrated Merger-10 

related savings will exceed the Costs to Achieve that Pepco seeks 11 

to recover.   12 

 13 

 The commitment of Exelon and its affiliates to future charitable 14 

contributions in the District of Columbia is not appropriately 15 

reflected on Pepco’s books as a regulatory liability.   16 

 17 

Revenue Increase Distribution (Issue No. 13), Pepco’s Plan to 18 
Eliminate Negative Class RORs (Issue No. 13a), Application of 19 
Base Rate Credits (Issue No. 10d), and Proposed Use of 20 
Incremental Offsets (Issue No. 10e) 21 

 22 
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 Pepco’s Rate Schedules R and AE continue to provide negative 1 

rates of return, and those rates of return are even more negative 2 

than in the Company’s last case.   3 

 4 

 Residential Rate R and Rate AE customers have not contributed 5 

anything to Pepco’s return on its investment in facilities required to 6 

serve those customers for at least a decade (i.e., dating back to at 7 

least Formal Case No. 1016).     8 

 9 

 Pepco’s proposal, to place less than the jurisdictional average 10 

increases on the revenue requirements of its Residential Rate R 11 

and Rate AE customers, is not reasonable or justifiable.   12 

 13 

 Pepco’s Plan to eliminate negative rates of return over three cases 14 

ignores the potential, if not likelihood, of further slippage in 15 

Residential Class rates of return that will necessarily result from the 16 

Company’s DCPLUG program.    17 

 18 

 Pepco’s proposed use of Base Rate Credits to offset all residential 19 

rate increases through February or March 2019 is poorly conceived 20 

and cannot be relied upon to accomplish that objective.   21 

 22 
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 Pepco’s proposed use of Base Rate Credits to offset residential 1 

rate increases denies Commercial customers (who pay the 2 

Company’s entire return on invested capital) any direct Merger-3 

related benefits.   4 

 5 

 The Merger-related Base Rate Credits should be used to offset the 6 

portions of approved rate increases by rate class that exceed the 7 

overall average increase percentage that results from the Commis-8 

sion’s revenue requirements determinations.     9 

 10 

 The Incremental Revenue Offsets referenced in the settlement of 11 

Formal Case No. 1119 are not necessary and should be avoided.   12 

 13 

 The only benefit of the proposed Incremental Offsets is to possibly 14 

aid the achievement of a goal that in reality is most likely un-15 

attainable.   16 

 17 

 If Pepco’s plan to fully offset all revenue increases for residential 18 

customers through February 2019 is pursued, Residential cus-19 

tomers in the District will face extremely large effective rate 20 

increases when the Merger-related Base Rate Credits and Incre-21 

mental Revenue Offsets are exhausted.   22 
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 1 

 The magnitude of the combined revenue deficiencies for Rates R 2 

and AE has grown significantly between rate cases.       3 

 4 

Revenue Requirements (Issue Nos. 2a, 6 and 7)  5 

 6 

 Pepco’s efforts to develop normal weather billing determinants for 7 

the test year do not properly compute kWh by rate block for rate 8 

classes having blocked kWh charges.    9 

 10 

 Pepco has not reflected the impacts of its normalization of test year 11 

billing determinants on expected revenues at present rates.   12 

 13 

 In the absence of the evidence of the achievement of actual 14 

synergy savings in excess of Pepco’s claimed costs associated 15 

with achievement of the merger of Exelon and PHI, no authorization 16 

of recovery of costs to achieve that merger is appropriate in this 17 

proceeding.   18 

 19 

 Pepco provides no justification for large increases in its claimed test 20 

year expenses for a number of its operating expense accounts.   21 

 22 
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 Pepco has inappropriately included non-recurring transition costs 1 

associated with the implementation of its new billing system in its 2 

on-going test year expenses.   3 

 4 

 To the extent that billing system costs are deemed to be 5 

reasonable and appropriately-incurred billing system transition 6 

costs, those costs should be removed from Pepco’s on-going 7 

operating expenses and amortized over a period of not less than 5 8 

years starting from the initial activation of the Company’s new 9 

billing system in January 2015.     10 

 11 

Alternative Ratemaking Structures (Issue No. 19) 12 

 13 

 Any effort to move toward the adoption of alternative ratemaking 14 

structures is inappropriate if it inhibits efforts to timely address the 15 

current unacceptably wide disparity in class rate of return in the 16 

District and/or the elimination of negative class rates of return.    17 

 18 

 Performance Based Ratemaking generally provides greater 19 

expected benefits to the utility than its ratepayers.   20 

 21 
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 The adoption of ranges of authorized return is unnecessary and 1 

unjustified.   2 

 3 

 Without first establishing a clear track record regarding the 4 

Company’s ability to reasonably forecast future service require-5 

ments and costs (a track record that does not presently exist), 6 

reliance on fully forecasted test year data is inappropriate.   7 

 8 

 Given uncertainties regarding such factors as the direction of future 9 

grid modernization activities, it is inappropriate to assume that 10 

Pepco can reasonably forecast its future service requirements and 11 

costs.    12 

 13 

 Although substantial value may be extracted from the efforts of 14 

other jurisdictions and utilities to address Standby rates, Back-up 15 

rates, and related regulatory policy issues, policies adopted for the 16 

District of Columbia should be tailored to reflect the energy policy 17 

goals of the District and the current, and expected future, attributes 18 

of Pepco’s distribution system in the District.   19 

 20 

 Policies adopted to support the offering of Back-up and/or Standby 21 

services must consider the impacts of such policies on the 22 
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maintenance of competitive retail energy markets and should not 1 

result in the re-introduction of Pepco’s offering of bundled electric 2 

utility services.   3 

 4 

 Careful consideration must be given to the appropriate role of 5 

competitive service providers in the provision of Standby and Back-6 

up services.   7 

 8 

Q. WHAT ARE YOUR RECOMMENDATIONS FOR COMMISSION ACTIONS 9 

WITH RESPECT TO PEPCO’S FILING IN THIS PROCEEDING?  10 

A. Based on the findings in this presentation, I urge the Commission to take the 11 

following actions:2      12 

 13 

Costs of Capital and Capital Structure (Issue No. 3) 14 

 15 

1. The Commission should reject the Company’s requested 10.60% 16 

ROE in this proceeding as not reflective of returns for investments 17 

having risk comparable to that for Pepco’s distribution utility 18 

operations.   19 

 20 

                                            
2
  Omission from this list of a recommendation presented elsewhere in this testimony is unintentional 

and does diminish or negate the importance of a recommendation not included in this list.  
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2. The Commission should authorize a ROE for Pepco of 9.25% and 1 

an overall rate of return for the Company of not greater than 7.31%.  2 

 3 
3. The Commission should monitor the relationship between Pepco’s 4 

authorized rate of return and Exelon’s DCF rate of return.     5 

 6 

Pepco’s BSA Mechanism (Issue No. 4) 7 

 8 

4. The Commission should either take steps to remedy problems 9 

associated with Pepco’s existing BSA mechanism or terminate the 10 

Company’s use of that mechanism.     11 

 12 

5. If Pepco’s BSA is to be continued, the Commission needs to take 13 

several steps to improve the reasonableness of monthly rate 14 

adjustments that result from that mechanism.   15 

 16 

6. The Commission should require a detailed audit of Pepco’s credit-17 

ing of revenue by rate class in the initial months of its new billing 18 

system operations starting with January 2015.  19 

 20 

7. If Pepco’s BSA is to be continued, the Commission should require 21 

that the Count of Contracts data Pepco employs in the design of 22 
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rates and development of BSA revenue targets is also used in the 1 

computation of Pepco’s monthly BSA rate adjustments.   2 

 3 

8. The Commission should require Pepco to re-compute its authorized 4 

revenue by rate class for each month since the start-up of its new 5 

billing system for which measures of Active Billed Customers rather 6 

than Count of Contracts data were used and the Company should 7 

adjust its deferred balances accordingly.   8 

 9 

9. The Commission should takes steps to ensure reasonable consis-10 

tency in measures of kWh by rate class by month that Pepco uses 11 

to compute the cents per kWh charges applied by rate class each 12 

month.   13 

 14 

10. The Commission should seek more appropriate reflection of BSA-15 

related revenue adjustments to base rates in it’s assessment of 16 

over- and under-collections of revenue by rate class.     17 

 18 

Revenue Requirements (Issue Nos. 2a, 6 and 7) 19 

 20 

11. The Commission should find that Pepco has not accurately com-21 

puted its normal weather adjustments to test year billing deter-22 
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minants and revenues for rate classes with blocked charges for 1 

kWh usage, and inappropriately assumes that weather-related 2 

changes in kWh use will impact usage in each rate block propor-3 

tionately.     4 

 5 

12. The Commission should require that Pepco’s normal weather 6 

adjustments to test year billing determinants be reflected in the 7 

Company’s computed revenues at present rates for the purpose of 8 

determining the Company’s requirements of additional test year 9 

revenue.   10 

 11 

13. The Commission should deny Pepco’s request in this proceeding 12 

for recovery of costs to achieve the merger of Exelon and PHI.    13 

 14 

14. The Commission should find that Pepco fails to identify, explain and 15 

justify significant increases in a number of its operating expense 16 

accounts.   17 

 18 

15. The Commission should find that Pepco has inappropriately 19 

included non-recurring billing system transition costs in its test year 20 

expenses in this case as on-going operating expenses.   21 

 22 
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16. The Commission should direct Pepco to remove all non-recurring 1 

billing system transition costs from its test year expenses and 2 

amortize those costs over a five year period starting in January 3 

2015 (i.e., the month in which the Company’s new SolutionOne 4 

system was first used to bill customers).  5 

 6 

17. The Commission should limit Pepco’s recovery of rate case 7 

expenses for this proceeding and all subsequent proceedings in a 8 

manner that reflects the proportion of the Company’s overall 9 

revenue increase that the Commission ultimately finds to be 10 

justified for implementation.   11 

 12 

Rate Impacts (Issue Nos. 13, 13a, 10d and 10e) 13 

  14 

18. The Commission should find that Pepco’s plans for the elimination 15 

of negative rates of return and utilization of Base Rate Credits and 16 

Incremental Offset are inappropriate and unrealistic.   17 

 18 

19. The Commission should use Base Rate Credits for two purposes: 19 

(a) to offset rate increases in excess of the system average 20 

increase; and (b) to provide for improved customer service to 21 

Pepco’s Non-Residential customers in the District.   22 
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 1 

20. The Commission should seek to avoid the need for Incremental 2 

Offsets; and if any Incremental Offsets are used, the costs of those 3 

offsets should be borne by the class or classes receiving direct 4 

benefits from those offsets.   5 

 6 

Alternative Ratemaking Methods (Issue No. 19)  7 

 8 

21. The Commission’s consideration of alternative ratemaking methods 9 

should not precede determinations in Formal Case No. 1130 10 

regarding the scope and direction of efforts to modernize Pepco’s 11 

distribution system in the District.    12 

 13 

22. The Commission should find that existing negative class rates of 14 

return and large differentials in existing class rates of return 15 

represent major impediments to the implementation of alternative 16 

ratemaking methods for Pepco.    17 

 18 

23. The Commission should ensure that any steps taken toward the 19 

adoption and implementation of alternative ratemaking methods do 20 

not impede achievement of the Commission’s goals of eliminating 21 
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negative class rates of return and narrowing differences in class 1 

rates of return.    2 

 3 

24. The Commission should conclude that alternative ratemaking 4 

methods are not a replacement for continued regulatory oversight 5 

and regular substantive input to the regulatory process by customer 6 

representatives.     7 

 8 

25. The Commission should conclude that the development and imple-9 

mentation of well-considered stand-by and back-up rate policies 10 

should be pursued, but the complexity of the operational, cost-of-11 

service, ratemaking, and regulatory policy issues associated with 12 

such rates is not likely to be readily accommodated in a base rate 13 

proceeding.       14 

 15 
 16 

III. DISCUSSION OF ISSUES 17 

 18 

Q. HOW IS YOUR DISCUSSION OF ISSUES RELATING TO PEPCO’S FILING IN 19 

THIS PROCEEDING ORGANIZED?  20 

A. This discussion of issues is presented in six sections.  Section A addresses 21 

Pepco’s cost of equity and its overall costs of capital.   Section B investigates 22 

the historical operation of Pepco’s Bill Stabilization Adjustment (“BSA”) mech-23 
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anism, the current attributes of that mechanism, and appropriate steps for the 1 

Commission in its efforts to remedy problems identified in the current operation of 2 

that mechanism. Section C evaluates elements of Pepco’s requested revenue 3 

requirement determinations in this proceeding and recommends certain adjust-4 

ments to Pepco’s test year costs and revenues.  Section D provides an 5 

integrated assessment of (a) Pepco’s proposed plan to eliminate negative rates 6 

of return; (b) the Company’s proposed distribution of its requested revenue 7 

increase in this proceeding; and (c) Pepco’s proposed use of Base Rate Credits 8 

and Incremental Offsets. Section E considers issues relating to the appropriate 9 

reflection of the Merger in this proceeding.  Finally, Section F responds to ele-10 

ments of the Commission’s designated Issue No. 19 and appropriate approaches 11 

to the Commission’s consideration of alternative ratemaking methods.   12 

 13 

A. PEPCO’S COST OF CAPITAL  14 

 15 

Q. WHAT ARE THE MAIN ELEMENTS OF YOUR DISCUSSION OF COST OF 16 

CAPITAL ISSUES?  17 

A. This section of my presentation addresses several key elements of Pepco’s cost 18 

of capital presentation in this proceeding.  Those elements include: (1) Pepco’s 19 

Cost of Equity; and (2) Pepco’s Overall Cost of Capital.    20 

 21 
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Q. DO YOU ACCEPT THE COMPANY’S PROPOSED CAPITAL STRUCTURE?  1 

A. Pepco’s proposed capital structure in this proceeding is reasonably similar to the 2 

capital structure the Commission accepted in Formal Case No. 1103.  Based on 3 

my review of the Commission’s capital structure determination in Formal Case 4 

No. 1103, I find no need for future challenge of the Company’s proposed capital 5 

structure in this proceeding.     6 

 7 

 1. Cost of Equity  8 

  9 

Q. WHAT RATE OF RETURN ON COMMON EQUITY (“ROE”) DOES PEPCO 10 

SEEK IN THIS PROCEEDING?  11 

A. Pepco has requested a ROE of 10.60%.  Witness Hevert testifies that his recom-12 

mended ROE range is actually 10.00% to 10.65, and his 10.60% recommen-13 

dations is near the high end of that range.  This contrasts with Witness Hevert’s 14 

position in Formal Case No. 1103.  In that case Witness Hevert advocated a 15 

ROE range of 10.25% to 11.00%, but he recommended the Commission 16 

adoption of a ROE at the low-end of his recommended ROE range.   17 

The Company’s requested ROE is noticeably above the 9.40% ROE that 18 

this Commission granted Pepco in Formal Case No. 1103.3  It also represents a 19 

marked increase over the 10.25% ROE the Company requested in Formal Case 20 

No. 1103.    21 

                                            
3
  Order No. 17424, page 224, paragraph 566.hh.  



 DIRECT TESTIMONY OF BRUCE R. OLIVER 
DCPSC Formal Case No. 1139 

 
 

 

27 

 1 

Q. SHOULD THE COMMISSION ACCEPT WITNESS HEVERT’S ROE RECOM-2 

MENDATION? 3 

A. No.  The 10.60% ROE that he supports is well above the cost of equity that 4 

Pepco requires for its comparatively low-risk distribution utility operations.  5 

Witness Hevert’s analyses and rationales do not properly consider the compar-6 

ative risk of Pepco’s distribution utility operations.  Instead, his 10.60% ROE 7 

recommendation is driven by the results of scenarios that generally reflect return 8 

requirements for higher risk investments.  Where Witness Hevert’s recom-9 

mendation suggests the need for a significant 120 basis point upward adjustment 10 

to Pepco’s current authorized ROE, my analyses indicate that at least a 15 basis 11 

point reduction to Pepco’s currently authorized ROE is appropriate.   12 

 13 

Q. WHAT METHODS ARE USED BY WITNESS HEVERT TO ESTIMATE THE 14 

COST OF EQUITY FOR PEPCO’S DISTRIBUTION UTILTY OPERATIONS?  15 

A. With one exception the ROE estimation methods that Witness Hevert employs in 16 

this proceeding are essentially the same as those he presented for the Company 17 

in Formal Case No. 1103.  His methods include Discounted Cash-Flow (“DCF”) 18 

analyses, Capital Asset Pricing Model (“CAPM”) analyses, and Bond Yield Plus 19 

Risk Premium analyses.  The one exception is that his Discounted Cash-Flow 20 

analyses now include use of both Constant Growth and Multi-Stage DCF models.   21 

 22 
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Q. DO YOU HAVE ANY COMMENTS REGARDING THE MULTI-STAGE DCF 1 

ANALYSES THAT WITNESS HEVERT PRESENTS?  2 

A. Yes.  Witness Hevert’s Multi-Stage DCF analyses add little of value to the 3 

discussion of Pepco’s equity return requirements.  As noted in witness Hevert’s 4 

response to AOBA Data Request 9-11b in Formal Case No. 1137 currently 5 

pending before this Commission, “Mr. Hevert does not state anywhere in his 6 

testimony that his multi-stage model is an improvement over the constant growth 7 

DCF model.”  Moreover, the 55 pages of Witness Hevert’s Exhibit Pepco (D)-2 8 

are testament to the vast amounts of forecasted data and assumptions on which 9 

an analyst, such as Witness Hevert, must rely to compute estimates of Multi-10 

Stage DCF returns.  The speculative assessments of future cash-flows upon 11 

which such Multi-Stage DCF analyses depend are not discernibly more accurate 12 

or reliable than the assumptions upon which Constant Growth DCF analyses are 13 

premised, and therefore provide no greater insight regarding Pepco’s equity 14 

return requirements.  In this context, Witness Hevert’s complex and data 15 

intensive Multi-Stage DCF analyses deserve little weight in the Commission’s 16 

cost of equity determinations in this proceeding.   17 

 18 

Q. DO YOU CHALLENGE THE PROXY GROUP THAT WITNESS HEVERT 19 

EMPLOYS FOR ROE ESTIMATION PURPOSES IN THIS PROCEEDING?  20 

A. Given the current structure of the industry, issues associated with proxy group 21 

selection have become less important than questions regarding the manner in 22 
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which proxy group results should be adjusted to develop reasonable and 1 

appropriate estimates of equity return requirements for distribution utility 2 

operations.  The fact is that mergers and acquisitions within the industry have left 3 

few, if any, pure distribution utility operations for which market-based obser-4 

vations are available.4   Thus, proxy groups used in cost of equity analyses must 5 

rely primarily if not exclusively on data for holding companies, many of which own 6 

substantial non-utility operations and/or have considerable investment in inte-7 

grated utility operations.   This is true of most if not all of the 22 companies in the 8 

proxy group that Witness Hevert employs in this proceeding.5   9 

 10 

Q. DO ANY OF THE COST OF EQUITY ANALYSES THAT WITNESS HEVERT 11 

PRESENTS DEPICT THE RISK AND RETURN REQUIREMENTS OF PEPCO’S 12 

DISTRIBUTION UTILITY OPERATIONS?  13 

A. No.  All of Witness Hevert’s analyses are premised on either analyses of holding 14 

company data or general market data that are presented without any effort to 15 

address the relationship between Pepco’s distribution utility risk and return 16 

requirements and those of the companies or markets for which cost of equity 17 

estimates are developed.  Importantly, Witness Hevert fails to address the 18 

                                            
4
  Pepco Witness Hevert recognizes this fact at page 14, lines 8-10, of his Direct Testimony, Exhibit 

Pepco (D), and then concludes that reliance on vertically integrated electric companies is reasonable 
without addressing any impacts of the differences between vertically integrated electric companies and 
“pure play” distribution utilities.  This is like substituting a bulldog for a blood hound in a fox hunt and 
assuming both will have the same hunting abilities.  There is a difference between accepting that we must 
rely upon a less than representative proxy group and assuming that use of such a group will have no 
impact on the direct applicability of resulting cost of equity estimates.    
5
  See the companies included in Exhibits Pepco (D)-1, (D)-2, (D)-4, (D)-7 and (D)-8. 
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generally higher risk nature of holding company operations and investment 1 

activities and the operations of integrated utilities with substantial investment in 2 

generation assets.  During the Exelon-PHI merger proceedings in Maryland and 3 

before this Commission, AOBA documented the differences in rating agency 4 

assessments of credit ratings for distribution utilities and their parent companies 5 

noting that in numerous instances the credit rating of the distribution utility was 6 

adversely impacted by the credit rating of the parent.  A key objective of ring-7 

fencing the PHI utilities was to protect them from adverse impacts of the holding 8 

company on their finances and credit ratings.  The Company’s cost of equity 9 

analyses in this proceeding are presented as if ring-fencing does not exist and 10 

the risk and return requirements of holding companies are the same as those for 11 

Pepco.    12 

 13 

Q. DOES WITNESS HEVERT’S USE OF BETA COEFFICIENTS IN HIS CAPM 14 

ANALYSES ACCOUNT FOR DIFFERENCES IN RISK AND RETURN 15 

REQUIREMENTS BETWEEN DISTRIBUTION UTILITY OPERATIONS AND 16 

THOSE FOR THE BROADER MARKET FOR EQUITY SECURITIES?  17 

A. No. Witness Hevert’s use of “Beta Coefficients” may provide a partial indication 18 

of differences in risk and return between the utility holding companies that 19 

comprise his proxy group and the risk and return requirements of the general 20 

market for equity securities, but they do not assess differences in risk and return 21 
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requirements between a distribution utility, such as Pepco, and those for the 1 

utility holding companies that comprise his proxy group.   2 

  Beta Coefficients are intended to measure the volatility in the price of a 3 

stock relative to the overall price volatility in the stock market.  As such the Beta 4 

Coefficients only provide an indication of one type of risk that investors may face 5 

(i.e., stock price volatility).  Measures of Beta can vary noticeably depending on 6 

the time period over which stock price volatility is observed.  (This difference is 7 

the primary source of differences between the Value Line and Bloomberg 8 

measures of Beta that Witness Hevert employs).6  This Commission has 9 

previously expressed its concerns regarding the limitations of Beta coefficients.  10 

Specifically, the Commission has found “the use of betas as the single predictor 11 

of comparable risk for long-term investment to be too simplistic.”7  That finding is 12 

equally applicable to witness Hevert’s use of Beta coefficients in his CAPM 13 

analyses in this proceeding.   14 

   Finally, the problems associated with reliance on Beta Coefficients as 15 

measures of differences in risk have another another dimension.  Since Pepco 16 

has no publicly traded stock, we no longer have the ability to assess either the 17 

relative price volatility that Pepco-issued stock would experience in the market 18 

place or differences in the price volatility of Pepco stock versus the price volatility 19 

of holding company equity issues.  In other words, there is no current information 20 

                                            
6
  As stated at page 31, lines 17-19, of Witness Hevert’s Direct Testimony, “Value Line calculates the 

Beta coefficient over a five-year period, whereas Bloomberg’s calculation is based on two years of 
data.”  (Emphasis Added.)   
7
  Order No. 17132, paragraph 46, pages 19-20.   
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regarding the relative price volatility of equity investments for Pepco’s distribution 1 

utility operations.  This is a problem that utility regulators must not ignore in their 2 

efforts to determine appropriate measures of equity return requirements for 3 

distribution utilities that do not issue publicly traded stock.   4 

  As AOBA demonstrated in the Exelon – PHI merger proceedings,8 5 

distribution utility risks are generally less than those for more diversified utility 6 

holding company operations.  In the case of Exelon’s acquisition of Pepco, it is 7 

clear that a key element of the attractiveness of Pepco’s utility operations to 8 

Exelon was the perceived ability of Exelon to use more predictable utility 9 

earnings to offset variability in the earnings of Exelon’s non-regulated generation 10 

and wholesale energy marketing activities.  Thus, there is substantial evidence 11 

that the appropriate Beta coefficient for assessing Pepco’s relative risk (based on 12 

market price volatility considerations) should be lower than that for Exelon or 13 

other more diversified utility holding companies.  Yet, witness Hevert’s present-14 

ation in this proceeding ignores those risk differentials.    15 

 16 

Q. DO WITNESS HEVERT’S BOND YIELD PLUS RISK PREMIUM ANALYSES 17 

EXHIBIT SIMILAR PROBLEMS WITH RESPECT TO ASSESSING RETURNS 18 

FOR COMPARABLE RISK INVESTMENTS?  19 

A. Yes, they do.  The regression equation Witness Hevert relies upon to estimate 20 

equity returns under that methodology are, once again, derived from market 21 

                                            
8
  Formal Case No. 1119 before this Commission and Case No. 9361 before the Maryland Public 

Service Commission.   
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observations which have no demonstrated ties to the risk and return require-1 

ments of Pepco’s distribution utility operations.  Moreover, unlike the CAPM 2 

method which at least made some attempt to account for risk and return 3 

differences between Witness Hevert’s proxy group and the general market, his 4 

Bond Yield Plus Risk Premium includes no explicit risk adjustment factor.  5 

Rather, the implicit assumption in Witness Hevert’s Bond Yield Plus Risk 6 

Premium methodology is that all utilities, both today and in the past, represent a 7 

common level of risk.  This ignores the rather dramatic changes that have 8 

occurred within the industry since 1980, including but not limited to, the 9 

unbundling of utility services and the substantial consolidation that has occurred 10 

within the industry as a result of mergers and acquisitions.  As a result of these 11 

changes there are now more significant differences in risk and return 12 

requirements for fully unbundled distribution utilities and for integrated electric 13 

utility operations.  It is also inappropriate to compare the risk and return relation-14 

ships for companies that operated in the 1980s and early 1990s and companies 15 

that operate on an unbundled basis in today’s markets.     16 

 17 

Q. DO YOU HAVE ANY FURTHER CRITICISMS OF THE COST OF EQUITY 18 

ANALYSES THAT PEPCO WITNESS HEVERT PRESENTS? 19 

A. Yes.  The 30, 90, and 180 trading day measures of stock price that Witness 20 

Hevert employs in his DCF analyses are not reflective of the measures of stock 21 

price on which investors typically rely in their assessments of dividend yields, and 22 
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should be viewed cautiously by this Commission.  The 30-trading day, 90-trading 1 

day, and 180-trading day periods that he employs do not correspond to one-2 

month, three-month and six-month calendar periods.  Rather, his 30 trading day 3 

period represents a period that runs approximately one and a half months.  His 4 

90 trading day period covers a period of about four and a half months, and his 5 

180-day period covers a little less than nine months of trading activity. These are 6 

not periods typically used by investors to evaluate dividend yields or stock price 7 

performance, and Witness Hevert offers no compelling argument for why his 8 

chosen stock price averaging periods are appropriate substitutes for averaging 9 

investors and analysts more typically reference.   10 

  Witness Hevert explains that he employs those three measures of aver-11 

age stock price purportedly to balance concerns regarding: (1) the potential that 12 

results might be skewed by anomalous events; and (2) the desire to produce 13 

results that are “reasonably representative of expected capital market conditions 14 

over the long term.”9  However, the averaging periods he employs accomplish 15 

neither of those objectives.  The more traditional approach is to use stock prices 16 

averaged over an annual period.  Witness Hevert’s use of shorter averaging 17 

periods provides no protection against the inclusion of anomalous data within his 18 

averages.  Rather, shorter stock price averaging periods actually expose his 19 

analysis to greater risk that the stock prices during those periods are not 20 

reflective of longer-term assessments of stock prices for the companies included 21 

                                            
9
  The Direct Testimony of Pepco witness Hevert at page 18, lines 22, through page 19, line 3.   
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in his proxy group.  The use of shorter averaging periods actually increases the 1 

potential that the resulting average is dominated by a comparatively short-lived 2 

market surge or down turn that is not reflective of longer-term market price 3 

expectations.   4 

 5 

Q. WHAT IS YOUR RECOMMENDED COST OF EQUITY FOR PEPCO IN THIS 6 

PROCEEDING?  7 

A. I recommend that the Commission authorize a return on equity (“ROE”) for 8 

Pepco of 9.25%.   That recommendation represents the average of my DCF and 9 

CAPM results.  Overall my DCF and CAPM results portray a range from 9.03% to 10 

9.77%.  While the mid-point of that range is 9.40%, I urge the Commission to 11 

adopt my 9.25% recommendations as a reflection of the lower risk of Pepco’s 12 

distribution utility operations relative to the overall risk of the holding companies 13 

that comprise the proxy group.   14 

 15 

Q. HOW DID YOU ARRIVE AT YOUR ROE RECOMMENDATION?  16 

A. The analysis for my ROE recommendation in this proceeding is presented in 17 

Exhibit AOBA (A)-1.  As shown in that exhibit, the ROE that I recommend is 18 

based on a combination of the results of DCF and CAPM analyses.  Page 1 of 19 

Exhibit AOBA (A)-1 provides a summary of the analyses underlying my cost of 20 

equity recommendation.  Supporting detail for my DCF analysis is found in page 21 
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2 of Exhibit AOBA (A)-1.  Pages 3 and 4 of Exhibit (A)-1 set forth the data and 1 

computations supporting my CAPM.      2 

 3 

Q. IS THE PROXY GROUP THAT YOU USE IN YOUR DCF AND CAPM 4 

ANALYSES THE SAME AS THAT USED BY PEPCO WITNESS HEVERT?  5 

A. It is with one exception.  That exception is the exclusion of data for First Energy 6 

Corp.  Recent earnings growth projections from each of the sources I have used 7 

(i.e., Zacks, CNN, and Yahoo) have reflected negative projected earnings growth 8 

rates for First Energy Corp, and on that basis I have judged that inclusion of First 9 

Energy Corp. would unnecessarily and inappropriately bias cost of equity 10 

estimates downward.  With the exclusion of First Energy Corp., the proxy group 11 

still includes data for 21 companies, which is a rather sizable proxy group.     12 

 13 

Q. IN YOUR CAPM ANALYSIS HOW DO YOU COMPENSATE FOR THE LACK 14 

OF MARKET DATA ON WHICH THE ASSESSMENT OF DIFFERENCES IN 15 

RISK AND RETURN REQUIREMENTS BETWEEN PEPCO AND THE PROXY 16 

GROUP AND/OR BETWEEN PEPCO AND THE GENERAL MARKET?   17 

A. In the absence of publicly traded Pepco stock, differences in risk associated with 18 

stock price volatility are not observable.  Witness Hevert attempts to address this 19 

problem by assuming that the risk of his proxy group companies can be 20 

differentiated from the general market through the use of Beta coefficients.  I take 21 

a different approach, recognizing that appropriate Beta coefficients and/or other 22 
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market-based measures of risk cannot be computed for a company that does not 1 

have publicly traded stock, I have elected to account for such risk differentials 2 

through adjustments to the assumed risk premiums.  Although that may be a less 3 

elegant approach, it has produced ROEs that tend to be closer to commission 4 

approved ROEs than Witness Hevert’s recommendations.   5 

 6 

Q. DO YOU ANY FURTHER OBSERVATIONS REGARDING THE INFORMATION 7 

PRESENTED IN EXHIBIT AOBA (A)-1?  8 

A. Yes.  Page 2 of 4 in Exhibit AOBA (A)-1 includes computation of a DCF based 9 

cost of equity for Pepco’s new parent company, Exelon Corp. of just 7.84%.  The 10 

Commission should question why Witness Hevert represents that Pepco needs a 11 

10.60% ROE when the computed DCF cost of equity for its parent company is 12 

only 7.84%.  Although I believe most cost of equity witnesses and regulatory 13 

Commission’s would be reluctant to advocate or approve a ROE for a regulated 14 

utility in the range of that computed for Exelon, I would encourage the 15 

Commission to monitor the relationship between Pepco’s authorized ROE and 16 

Exelon’s market-based DCF results.  If the current relationship persists, the 17 

Commission may need to consider narrowing that difference in Pepco’s next 18 

base rate case.   19 

 20 
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 2. Overall Cost of Capital 1 

 2 

Q. WHAT OVERALL RATE OF RETURN DOES PEPCO REQUEST?  3 

A. Based on its requested 10.60% ROE and the Company’s proposed Capital 4 

Structure, Pepco Witness McGowan computes the Company’s requested overall 5 

rate of return to be 8.00%.10     6 

 7 

Q. HOW DOES THE COMPANY’S REQUESTED OVERALL RATE OF RETURN 8 

COMPARE WITH THE OVERALL RATE OF RETURN APPROVED BY THE 9 

COMMISSION IN FORMAL CASE NO. 1103?  10 

A. The Company’s requested 8.00% ROR in this proceeding is 35 basis points 11 

above the overall rate of return authorized for Pepco in Formal Case No. 1103. 12 

That result is driven almost exclusively by the Company’s requested increase in 13 

its ROE.  Given that the Company’s requested percentage of Common Equity is 14 

slightly (5 basis points) lower than the Commission approved in Formal Case No. 15 

1103 and Pepco’s cost rate for long-term debt has declined 48 basis points (i.e., 16 

from 5.96% to 5.48%), the sole driver of Pepco’s requested increase in its overall 17 

rate of return is the 120 basis point increase that it seeks in its ROE.   18 

 19 

                                            
10

  Exhibit Pepco (B)-5, page 1 of 4.   
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Q. WHAT IS THE IMPACT OF YOUR ROE RECOMMENDATION ON THE OVER-1 

ALL COST OF CAPITAL THE COMMISSION SHOULD APPROVE FOR 2 

PEPCO?   3 

A. Exhibit AOBA (A)-2 shows the calculation of an overall rate of return for Pepco 4 

with the ROE recommended herein inserted in the Company’s requested capital 5 

structure.  As shown in that exhibit, my ROE recommendation lowers the overall 6 

cost of capital for Pepco from the Company’s request of 8.00% to 7.31%.   7 

 8 

Q. WHAT IS THE IMPACT OF YOUR ROR RECOMMENDATION ON PEPCO’S 9 

REVENUE INCREASE REQUEST IN THIS PROCEEDING?  10 

A. Exhibit AOBA (A)-3 calculates the impact of AOBA’s rate of return 11 

recommendations on Pepco’s revenue increase request in this proceeding.   As 12 

shown in that exhibit, the combination of AOBA’s recommended cost of equity, 13 

and Pepco’s capital structure lower the Company’s revenue increase request in 14 

this proceeding by more than $18.0 million.   15 

 16 

B. PEPCO’S BSA MECHANISM  17 

 Issue No. 4 18 

Should Pepco’s BSA Mechanism be continued and, if so, what 19 
changes to the mechanism, if any, are necessary and appropriate?  20 

 21 
a. Has Pepco reasonably and appropriately developed the 22 

revenues per customer that will be used in BSA determinations 23 

subsequent to the conclusion of this proceeding?  24 

 25 
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b. If the BSA is continued, what forecasts of kWh per rate class 1 

should be used in the monetary computation of monthly rate 2 

adjustment ($/kWh)?  3 

 4 
c. Are Pepco’s test year numbers of customers and revenues 5 

developed in a manner consistent with the actual data 6 

presented in its BSA filings? 7 

 8 
d. How would the BSA mechanism be adjusted if MMA customer 9 

count changes from number of dwelling units to the number of 10 

buildings?  11 

 12 

Q. DOES PEPCO PROVIDE ANY EVIDENCE THAT ITS PURPORTED BILL 13 

STABILIZATION ADJUSTMENT (“BSA”) HAS ACTUALLY SERVED TO 14 

STABILIZE BILLS FOR ITS DISTRICT OF COLUMBIA CUSTOMERS?    15 

A. No.  The Company’s BSA actually serves primarily as a Revenue Assurance 16 

Mechanism (“RAM”) for Pepco and could reasonably be re-labeled as such.  The 17 

primary function of that mechanism is to ensure that Pepco is able to recover its 18 

authorized revenue requirements, as adjusted for numbers of customers, and the 19 

Company provides no support for a conclusion that its BSA actually provides 20 

direct and traceable benefits to its customers in the District.     21 

 22 

Q. SHOULD PEPCO’S BSA BE CONTINUED?    23 

A. Continuation of Pepco’s BSA is not critical to the Company’s ability to maintain 24 

the financial health of its District of Columbia operations.  In that context, whether 25 

Pepco’s BSA should be continued is a question that should be determined on the 26 
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basis of how successfully the numerous problems associated with the 1 

mechanism can be resolved in this proceeding.  When the Commission began its 2 

investigation of the Company’s BSA mechanism, the focus of that investigation 3 

was primarily on the unexplained fluctuations in reported numbers of customers 4 

by rate class.  However, as will be explained below, there are additional 5 

problems associated with Pepco’s BSA that need to be addressed.   6 

 7 

Q. WHAT ARE THE PROBLEMS IN PEPCO’S BSA THAT NEED TO BE 8 

RESOLVED?    9 

A. This testimony identifies at least five problem areas with the current BSA rate 10 

adjustment process that need to be remedied.  Those problems include:   11 

 12 

(1) The current lack of consistency between BSA adjustment calcu-13 

lations and the Company’s development of its proposed rate 14 

designs and BSA revenue per customer targets;  15 

 16 

(2) The need for greater consistency in the manner in which the 17 

forecasted kWh used by the Company to compute monthly BSA 18 

rate adjustments are developed;  19 

 20 
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(3) Double counting of the influence of weather in the determination of 1 

base rate revenue requirements by class and the establishment of 2 

monthly BSA revenue targets;  3 

 4 

(4) The need for modification of BSA determinations to address the 5 

establishment of a separate rate class for MMA customers;    6 

 7 

(5) The need for a detailed audit of Pepco’s crediting of revenues by 8 

rate class.    9 

 10 

1. Customer Count Issues 11 

 12 

Q. HAVE THE NUMBERS OF CUSTOMERS BY RATE CLASS THAT PEPCO 13 

USES IN ITS MONTHLY DETERMINATIONS OF “ALLOWED REVENUE” BY 14 

MONTH STABILIZED SINCE THE INITIAL IMPLEMENTATION OF PEPCO’S 15 

NEW BILLING SYSTEM?    16 

A. No, they have not.  Significant month-to-month fluctuations in the numbers of 17 

customers by rate class continue to be observed.  Exhibit AOBA (A)-4 compares 18 

BSA reported numbers of customers for five of Pepco’s largest classes in the 19 

District before and after the implementation of the Company’s SolutionOne billing 20 

system.  The data indicates that in the twelve-month period prior to Pepco’s 21 

activation of its SolutionOne billing system no class had a differential between its 22 
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maximum and minimum number of customers by month that was greater than 1 

4% of the annual average number of customers for the class.  However, in Post-2 

SolutionOne Implementation periods, monthly variations in numbers of cus-3 

tomers have increased dramatically.  The Commission should understand that 4 

relative stability in annual averages means nothing. If the weighting of monthly 5 

authorized revenue per customer amounts for a class is skewed, then the 6 

accuracy of annual authorized revenues by class will be eroded and total author-7 

ized revenue requirements for the class on an annual basis will be misstated.     8 

 9 

Q. IS THERE PRESENTLY ANY MECHANISM WITHIN THE MONTHLY BSA 10 

RATE ADJUSTMENT PROCESS FOR ADJUSTING THE COMPANY’S 11 

COMPUTATIONS OF “ALLOWED REVENUE” BY RATE CLASS?    12 

A. The Company’s monthly rate filings include a line (line 2.a. in Section I.A.) for the 13 

entry of adjustments, but such adjustments require manual input and are not 14 

automatic.  Within the last year a couple of adjustments have been made to 15 

Residential revenue requirements, but none have been implemented for 16 

commercial customers.        17 

 18 

Q. HAVE PEPCO’S TEST YEAR NUMBERS OF CUSTOMERS AND REVENUES 19 

BEEN DEVELOPED IN A MANNER CONSISTENT WITH THE DATA FOR 20 

ACTUAL NUMBERS OF CUSTOMERS PRESENTED IN ITS MONTHLY BSA 21 

FILINGS?    22 
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A. No.  For the months of the test year, Pepco’s monthly BSA filings have used 1 

measures of “Active Billed Customers,” but its filings in this proceeding have 2 

relied on “Count of Contracts” data to represent the Company’s numbers of 3 

customers for rate design and revenue determination purposes.  Although Pepco 4 

has expressed a willingness to use its Count of Contracts data in monthly BSA 5 

filings going forward, it did not do so during the test year, and there is no indica-6 

tion that it has implemented such a change to date.      7 

 8 

Q. WHY IS USE OF COUNT OF CONTRACTS DATA IN BOTH THE DEVELOP-9 

MENT OF BASE RATES AND THE COMPUTATION OF MONTHLY BSA 10 

IMPORTANT?    11 

A. Proper development and adjustment of monthly authorized revenues requires 12 

that both monthly authorized revenues and adjustments to those revenues be 13 

developed on a consistent basis.  The measures of Active Billed Customers that 14 

Pepco has used to adjust monthly authorized revenue for BSA purposes (since 15 

the introduction of its new billing system) do not provide such consistency.  16 

Instead, that data allows for distortion of the actual numbers of customers 17 

served.  That, in turn, produces distortions of monthly authorized revenue levels 18 

by class as a result of the often unpredictable timing of billings and billing 19 

adjustments.  If for any reason a customer is billed for multiple months of usage 20 

within a single month, the customer can be counted as multiple customers in that 21 

month, but may not be counted at all in other months.   22 
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Since the Company’s revenue per customer targets are not uniform 1 

across the months of the year, a shift in the month in which a customer is 2 

recognized for billing purposes can impact the overall level of annual authorized 3 

revenue for which a class is held responsible through the BSA process.  4 

Furthermore, once an inappropriate adjustment to monthly authorized revenue 5 

for a class is folded into the Company’s BSA deferred revenue accounting, there 6 

is no mechanism for ensuring that such a distortion is subsequently eliminated or 7 

offset by upward or downward adjustments to the recognized numbers of 8 

customers and computed “allowed revenue” in subsequent months.  In other 9 

words, there is no process for reconciliation or removal of the distortions of 10 

authorized revenue by class that result from the Company’s over- or under- 11 

representation of monthly numbers of customers for a class.   12 

Exhibit AOBA (A)-4 depicts the considerable monthly fluctuations in 13 

measures of monthly numbers of customers by class that Pepco’s transition to its 14 

SolutionOne Billing System and its concurrent shift to use of measures of Active 15 

Billed Customers have introduced in the BSA process.  For each class shown, 16 

the volatility in reported numbers of customers over the course of a year has 17 

increased sharply.  Prior to implementation of Pepco’s new billing system, none 18 

of the classes shown had a difference between the high and low monthly 19 

numbers of customers of greater than 3.94%.  Since January 2015 (the month in 20 

which the Pepco began using the SolutionOne system for billing retail customs), 21 

all but one of the classes for which data are presented Exhibit AOBA (A)-4 have 22 
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significant double-digit ranges of variations in their reported numbers of 1 

customers.  For the GT-3A class the observed variation in reported monthly 2 

customer counts grew from 3.5% of the average number of customers for the 3 

class in 2014 (i.e., prior to the start-up of the SolutionOne billing system) to 4 

97.33% for calendar year 2015.   5 

Even in 2016, the second year of the Company’s use of the SolutionOne 6 

system, monthly fluctuations in the reported numbers of customers were 7 

unacceptably large.  For the GT-3A class which is comprised of comparatively 8 

large accounts served at primary voltage, the difference between the number of 9 

customers reported by month has varied in 2016 (through October) from 132 10 

customers to 198 customers.  The buildings served by these accounts do not 11 

enter and leave the system on a frequent basis, and that type of variation is not 12 

at all indicative of the numbers of customers actually served on a month-to-13 

month basis.    14 

  Given that this element of the BSA process is not subject to reconciliation 15 

to actual numbers of accounts served in each month, this level of variation is 16 

unacceptable.  It also substantially erodes the reliability of Pepco’s monthly 17 

calculations of “Allowed Revenue” by rate class.  Since monthly “allowed 18 

revenue” determinations effectively alter the Commission’s revenue determin-19 

ation in the Company’s last base rate case, these computations warrant the 20 

Commission’s close monitoring and should reflect a high level of precision.  21 

However, the actual accuracy of the current determinations must be questioned.  22 
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For example, witness Janocha’s rate design exhibit in this proceeding shows 1 

1,855 customer billing units for the GT-3A class during the test year, but the 2 

Company’s monthly BSA filings reported “actual” numbers of customer months 3 

for that class totaling 1889 customer months, an increase of 34.  Multiplying that 4 

increased number of customer billing units by the average allowed revenue per 5 

customer per month for the test year, I find that the BSA process overstated the 6 

test year revenue requirement for the GT-3A class by approximately $902,000.  7 

Moreover, that $902,000 amount not only increased the deferred revenue 8 

balance for the GT-3A class, it is also added to the revenue requirement for the 9 

GT-3A class that witness Janocha uses to compute charges at the Company’s 10 

proposed rates.  In other words, GT-3A customers are asked to both pay 11 

additional charges for erroneously computed “allowed revenue” amounts in the 12 

BSA process and inappropriate additional annual charges on an on-going basis 13 

under the Company’s proposed rates.  Furthermore, these inappropriate 14 

additional charges are over and above the Company’s requested rate increase in 15 

this case and will not be mitigated in any way by a reduction of Pepco’s 16 

requested revenue increase.   17 

  This problem does not appear to be unique to the GT-3A class.  To 18 

varying degrees it can be expected to impact the accuracy of both BSA revenue 19 

adjustments for all classes for which monthly BSA rate adjustments are 20 

computed.  Moreover, since the Company’s rate design proposals adjusts class 21 

revenue requirements to reflect the BSA calculations of “Allowed Revenue” for 22 
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the test year, the Company’s proposed base rates for all BSA classes are 1 

affected by this problem.    2 

 3 

2. BSA kWh Forecasts 4 

 5 

Q. WHAT IS THE ROLE OF KWH FORECASTS IN THE COMPUTATION OF 6 

MONTHLY BSA RATE ADJUSTMENTS?    7 

A. In the Company’s monthly BSA filings, the amount of any revenue over- or 8 

under-collection for a class in the month just completed is divided by a forecasted 9 

measure of kWh for the month in which the rate adjustment will be applied.  This 10 

calculation (subject to cap limitations) determines the dollars per kWh adjustment 11 

that is applied in the subsequent month.     12 

 13 

Q. WHY ARE THE KWH FORECASTS PEPCO HAS USED IN ITS CALCUATION 14 

OF MONTHLY BSA RATE ADJUSTMENTS A MATTER ON WHICH THIS 15 

COMMISSION SHOULD FOCUS?  16 

A. My review of the Company’s BSA filings finds unexpected variations in the 17 

forecasted kWh that the Company uses to compute BSA dollars per kWh rate 18 

adjustments.  Month-to-month variations in forecasted kWh for a class are to be 19 

expected.  However, given that normal weather conditions should not change 20 

dramatically from year-to-year (particularly where normal weather is computed on 21 

the basis of 30-year average degree days), the monthly distribution of kWh from 22 
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year-to-year should not reflect large fluctuations.  Yet, my examination of Pepco’s 1 

BSA forecasted kWh measures finds numerous large and unexplained variations 2 

in monthly measures of forecasted kWh that Pepco has used.  These variations 3 

are documented in the pages of Exhibit AOBA (A)-5.    4 

 5 

Q. WHAT SHOULD THE COMMISSION OBSERVE FROM THE DATA PRE-6 

SENTED IN EXHIBIT AOBA (A)-5?    7 

A. Each page provides a comparison of Pepco’s forecasted kWh by rate class for 8 

the month of a calendar year with the comparable forecasts used by Pepco in its 9 

prior year’s BSA filings.  At the bottom of each page the percentage change in 10 

forecasted kWh from the same month of the prior year is computed for each rate 11 

class and month.  The computed monthly changes often vary dramatically.  For 12 

example page 1 of 6 in Exhibit AOBA (A)-5 compares the Company’s BSA 13 

forecasts of kWh by month for calendar year 2016 with its forecasts of kWh by 14 

month from its 2015 BSA filings.  For Pepco’s Residential Rate R class, these 15 

comparisons show very irregular patterns of changes in monthly kWh.  For the 16 

month of July the Company’s 2016 kWh forecast for Rate R is 4.6% below its 17 

2015 forecast for the same month.  However, for August Pepco’s 2016 forecast 18 

is 20.1% lower than its forecast for the same class for August of 2015.  I also 19 

observe that for the RTM class we find that the Company’s forecast is 17.6% 20 

lower in 2016 than in 2015 but for December 2016 the Company’s forecasted 21 

RTM kWh are 8.4% higher than in the prior year.  Forecasts developed on the 22 
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basis of Normal Weather requirements should not be expected to display such 1 

irregular changes.  The Commission should further note that for unexplained 2 

reasons Pepco elected to use the same forecasted kWh for all classes for the 3 

months of March and April of 2016 that it used for those months in 2015.   4 

  Additional comparisons are provided in Exhibit AOBA (A)-5 for changes in 5 

forecasted kWh by rate class by month for calendar years 2015, 2014, 2013, and 6 

2012, and each year provides numerous examples of inexplicably large and/or 7 

irregular patterns of year-to-year changes in forecasted kWh by rate class by 8 

month.  Greater than 10% changes (either increases or decreases) are 9 

highlighted.  However, even among the changes of less than plus or minus 10% 10 

there are many instances in which observable changes still do not appear to 11 

constitute appropriate reflections of normal weather kWh usage patterns.    12 

 13 

Q. WHAT MEASURES OF KWH BY RATE CLASS SHOULD BE USED IN THE 14 

COMPUTATION OF MONTHLY RATE ADJUSTMENTS IN TERMS OF 15 

DOLLARS PER KWH?    16 

A. The kWh used in computing dollars per kWh by rate class should be reflective of 17 

normal weather kWh requirements.  Moreover, to be consistent with the Commis-18 

sion’s rate determinations, the normal weather kWh used for BSA rate 19 

adjustment calculations should be the same as those approved by the Com-20 

mission in the Company’s most recent base rate proceeding.  Given the 21 



 DIRECT TESTIMONY OF BRUCE R. OLIVER 
DCPSC Formal Case No. 1139 

 
 

 

51 

expectation that Pepco will be filing rate cases on a relatively frequent basis,11 1 

the Company’s estimates of Normal Weather kWh requirements will be regularly 2 

updated.  As a result, reliance on test year estimates of Weather Normal kWh are 3 

not likely to introduce variations in the Company’s forecasted kWh by rate class 4 

that rival the magnitudes of the variations observable  in Pepco’s BSA filings.  If, 5 

however, the Commission believes that more forward-looking estimates of kWh 6 

are necessary, then I would recommend that annual kWh by month for each rate 7 

class be adjusted in proportion to the Company’s projected change in total 8 

annual kWh for the class.  This presumes that normal weather conditions (i.e., 9 

the distribution of normal weather heating and cooling degree days by month) 10 

should not change significantly between rate cases.    11 

 12 

3. Double Counting of Weather Impacts  13 

 14 

Q. WHAT IS THE RELATIONSHIP BETWEEN PEPCO’S BSA RATE ADJUST-15 

MENTS AND THE COMPANY’S EFFORTS TO REFLECT REVENUES AT 16 

PROPOSED RATES UNDER NORMAL WEATHER CONDITIONS?    17 

A. The Company’s adjustments for Normal Weather and its BSA rate adjustment 18 

process are at least partially duplicative.   19 

The BSA is designed to compensate the Company for any fluctuations in 20 

its revenue collections.  Only changes associated with additions or losses of 21 

                                            
11

  Pepco’s history suggests that it files rate cases at least every two to three years.  However, the 
Company’s capital spending plans and its representations in Formal Case No. 1119 suggest that more 
frequent rate case filings may be anticipated over the next several years.  
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numbers of customers are earmarked for separate consideration through adjust-1 

ment of each class’ monthly “Allowed Revenue.”  Whether changes in usage and 2 

billed revenue are the result of changes in the numbers of appliances, the 3 

configuration of appliances/facilities, energy conservation/energy efficiency 4 

programs, changes in customer work or vacation schedules, loss of tenants 5 

within commercial buildings, or variations in weather is not important for the 6 

determination of BSA rate adjustments.  The BSA mechanism treats the effects 7 

of all such factors on billed revenue in a uniform manner.  There is no current 8 

process for determining the portion of observed differences between Actual 9 

monthly billed revenue for a class and “Allowed Revenue” for the class that is 10 

attributable to weather as opposed to other factors.   11 

  Pepco’s weather normalization of kWh, on the other hand, is intended to 12 

focus specifically on the effects of weather, as measured by Heating and Cooling 13 

degree days, on the Company’s expected revenue collections.  Yet, it is impor-14 

tant to note, that my review of the Company’s weather normalization methods 15 

finds nothing that identifies and segregates the effects on kWh use of factors 16 

other than weather.  Thus, there is nothing that ensures that Pepco’s weather 17 

normalization adjustments do not incorporate some measure of changes in kWh 18 

use that are not actually weather driven.     19 

 20 

Q. HOW SHOULD THE COMMISSION ADDRESS THE OVERLAP IN THE 21 

COMPANY’S BSA AND REVENUE NORMALIZATION ADJUSTMENTS?    22 
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A. While I understand and support the Commission’s efforts to set rates on the 1 

basis of normal weather, I encourage the Commission to find that efforts to 2 

include both BSA and Normal Weather adjustments in Pepco’s development of 3 

proposed rates represents an inappropriate double counting of at least the 4 

weather-related portion of changes in usage by rate class.  In this context, I 5 

recommend that the Commission should take two actions.  First, it should require 6 

Pepco to net weather normalized adjustments to revenue by class against its 7 

“BSA/Revenue Annualization” adjustments to revenue requirements by rate 8 

class.  Second, the Commission should require that the kWh measures that are 9 

used in the Company’s determination of monthly dollars per kWh rate adjust-10 

ments by class should be the same as those computed for base rate deter-11 

minations.12 12 

 13 

4. Assignment of Revenue by Rate Class 14 

 15 

Q. HAS YOUR REVIEW OF PEPCO’S BSA IDENTIFIED ANY CONCERNS 16 

REGARDING THE MANNER IN WHICH REVENUES HAVE BEEN CREDITED 17 

TO RATE CLASSES SINCE THE COMPANY’S NEW BILLING SYSTEM WAS 18 

ACTIVATED?    19 

                                            
12

  This assumes that the Commission can identify a set of normal weather kWh estimates that it finds 
reasonable and acceptable for ratemaking purposes.  As explained further in my discussion of the 
Company’s estimation of normal weather revenues in the next section of this testimony, there are 
significant problems in the data and methods Pepco has used to compute normal weather kWh in this 
proceeding that undermine the reliance on those estimates, particularly for several of Pepco’s smaller 
classes of service in the District.   
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A. Yes, it has.   In the early months of the Company’s use of its new billing system 1 

there were a number of problems that surfaced.  Although Pepco claims that 2 

most of those problems were resolved in subsequent months, I find reason to 3 

believe that certain revenues may not have been appropriately recorded by rate 4 

class. I also do not find any evidence of efforts to adjust or compensate for such 5 

concerns in subsequent months.   6 

A key example relates to Company’s commercial rate classes.  In the 7 

cover letter accompanying Pepco’s February 23, 2015 monthly BSA filing, the 8 

Company explicitly recognized that customer counts for January 2015 were 9 

“lower than normal,” and it attributed those differences to:  10 

 11 

(1) The new billing system shifted the posting of customers (and 12 

presumably revenues) associated with the Company’s final 13 

billing cycle for each month to the next month (e.g., the final 14 

billing cycle for January 2015 was posted in February);  15 

 16 

(2) A higher number of exceptions was found in the month of 17 

January due to new system implementation and some 18 

accounts with pending supplier charges.  This also pur-19 
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portedly caused the rendering of some bills to be delayed for 1 

a month or longer.13          2 

 3 

Q. HOW DID THE IDENTIFIED PROBLEMS IMPACT REPORTED NUMBERS OF 4 

CUSTOMERS AND REPORTED REVENUES BY RATE CLASS?    5 

A. In general both reported numbers of customers and reported revenues were 6 

noticeably lower for January 2015 than those reported for the preceding and 7 

subsequent months.  Perhaps the most dramatic change was observed for the 8 

GT-3A class, where the reported number of customers for January 2015 was 9 

only 47 while in the prior 12 months that class was consistently reported as 10 

having between 143 and 149 customers.  This is documented in Exhibit AOBA 11 

(A)-6, page 4 of 4.  The data in that exhibit, which were derived from Pepco’s 12 

monthly BSA filings, also depict dramatic reductions the reported Actual Monthly 13 

Revenue for the GT-3A class and in revenue per customer.   The reported cus-14 

tomer count for the GT-3A class fell to 31.5% of the number shown for the prior 15 

month (Dec 2015), but Actual Revenue dropped to just 25.2% of the level of 16 

revenue for the class in the prior month.14  Similar, although less dramatic 17 

declines in customer counts and Actual Monthly Revenue are observable in the 18 

                                            
13

  AOBA’s understanding is that some customers went multiple months without receiving a bill when the 
Company’s new billing system was activated. 
14

  It appears that the GT-3A class was particularly affected by the referenced shift in the reporting of 
data for the final billing cycle to following month.  However, it is unclear how much of the observed decline 
in actual revenue for the class is attributable to that shift in reporting and how much is attributable to other 
factors.  Although the numbers of customers and revenue affected by the shift in the Company’s reporting 
of data for its final January 2015 billing cycle to the next month, Pepco has never offered any assessment 
of the numbers of customers and actual revenues affected by that shift.  
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pages of Exhibit AOBA (A)-6 for the Residential Rate R, GSD, and GT-LV 1 

classes.   2 

The one notable exception, however, is found in the reported Actual 3 

Monthly Revenue for the GSD class.  Although the reported Customer Count for 4 

the GSD class declined by 10% from the prior month the reported Actual 5 

Revenue for that class increased 42% from the prior month and 79% from the 6 

actual revenue level reported for January 2014.  Moreover, actual revenue per 7 

customer soared.  As a result of the decline in reported customers and the sharp 8 

increase in reported actual revenue, revenue per customer for the GSD class for 9 

January 2015 was 58% above the level of December 2015 and nearly 102% 10 

above the actual revenue per customer for the GSD class in January 2014.  This 11 

rather dramatic and unexplained increase in reported Actual Monthly Revenue 12 

for the GSD class in January 2015 in the context of a decline in the class’ 13 

reported number of customers is a matter of particular concern.  In my assess-14 

ment it suggests that revenue from other classes may have been misapplied to 15 

the GSD class.  If in fact that occurred it could have a significant impact on 16 

deferred revenue accounting within the BSA for all affected classes that may 17 

have impacted BSA rate determinations for multiple subsequent months.    18 

 19 

Q. HOW SHOULD THE COMMISSION ADDRESS THIS CONCERN?    20 

A. Given that Pepco has not been forthcoming with its own assessment of these 21 

matters, the Commission should require a detailed audit of Pepco’s assignment 22 
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of revenue by rate class since the startup of its new SolutionOne billing system 1 

with particular focus on the accounting of revenues for the Company’s General 2 

Service and General Service Time Metered rate classifications.  Further action 3 

should be dependent upon the outcome of that audit.   4 

 5 

5. Separate BSA Treatment for MMAs  6 

 7 

Q. HOW WOULD THE BSA MECHANISM NEED TO BE ADJUSTED IF THE MMA 8 

CUSTOMER COUNT CHANGES FROM NUMBER OF DWELLING UNITS TO 9 

THE NUMBER OF BUILDINGS?    10 

A. As discussed in greater detail in the MMA rate design section of the direct 11 

testimony of AOBA witness Timothy Oliver, Pepco proposes to change the MMA 12 

customer count for rate design and billing purposes from numbers of dwelling 13 

units to numbers of accounts.  This change is not reasonable or equitable and 14 

fails in both concept and execution.  However, any effort to establish MMA 15 

customers as a separate class (or classes) of service,15 will require adjustment to 16 

the Company’s BSA mechanism.  However, if despite the substantial inconsis-17 

tencies and inequities in the data and methods underlying Pepco’s proposed 18 

MMA rate designs, those rates are approved, considerable complexity will be 19 

added to the Company’s current monthly BSA rate adjustment process.  The 20 

tiered customer charge structure that Pepco proposes with the vastly different 21 

                                            
15

  The establishment of separate rate classes for MMA-R and MMA-AE customers is reasonable and 
appropriate.  
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customer charges applied to each tier does not mesh well with the current use of 1 

uniform revenue per customer adjustments for all changes in numbers of 2 

customers within a class.  Rather, it would appear that the Company would need 3 

to track changes in numbers of MMA customers by customer charge tier since 4 

the revenue impacts of the addition or loss of a customer would differ sub-5 

stantially depending on the tier to which a customer is assigned.  No other class 6 

has such large differences in the levels of customer charges than can be billed to 7 

customers within the class.  Further, while usage per dwelling unit for MMA’s 8 

may fall within reasonably limited and predictable ranges, the usage of MMA 9 

accounts will differ greatly with the number of dwelling units served through an 10 

account.    11 

   AOBA also recognizes that regardless of the rate design adopted for a 12 

separate MMA class (or separate classes for current MMA-R and MMA-AE 13 

customers), noticeable adjustments to the BSA process will be required.  For 14 

example, the Commission will need to determine whether adjustments to 15 

authorized monthly revenue for MMA customers will be determined on the basis 16 

of numbers of accounts served or numbers of dwelling units.  In addition, the 17 

Commission will need to determine the portion of the current deferred revenue 18 

balance for the Rate R and Rate AE classes that should be attributed to MMA 19 

customers.  Arguably MMA customers have contributed to current over-collection 20 

balances within the Company’s most recent BSA filings, and should share in the 21 

benefits of those balances.  Further, if the Company’s tiered approach to the 22 
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establishment of monthly customer charges for MMA accounts is accepted (a 1 

position AOBA does not support), the Commission will need to address the 2 

manner in which monthly BSA revenue targets for MMA customers will be 3 

determined.   4 

 5 

Q. HOW SHOULD PEPCO’S DETERMINATION OF BSA RATE ADUSTMENTS 6 

BE MODIFIED TO REFLECT THE ESTABLISHMENT OF SEPARATE RATE 7 

CLASSES FOR MMA-R AND MMA-AE CUSTOMERS?  8 

A. The Commission is strongly encouraged to adopt AOBA’s approach to the design 9 

of MMA rates, and in the context of AOBA’s MMA rate design proposal, the 10 

Company’s current practice of developing authorized monthly revenues on a 11 

dollars-per-customer basis can be readily applied to MMA customers on a dollars 12 

per dwelling unit basis.  Moreover, the over- or under-recovery balances for Rate 13 

R and Rate AE can be easily apportioned to the MMA class on the basis of 14 

numbers of customer equivalents where (as has been done for a number of 15 

years) each dwelling unit is treated as the equivalent of an individually metered 16 

residential customer.     17 

 18 

6. BSA Continuation  19 

 20 

Q. SHOULD PEPCO’S BSA FOR ITS DISTRICT OF COLUMBIA SERVICE BE 21 

CONTINUED?    22 
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A. Considering the problems discussed herein and the general lack of evidence that 1 

Pepco’s BSA provides benefits to its District of Columbia customers, I do not find 2 

a compelling case for continuation of the Company’s BSA mechanism.   3 

When the BSA was first adopted, one of the key benefits that Pepco 4 

attributed to that mechanism was a reduction in the frequency of rate cases.  5 

That benefit has not materialized.  Although there was a period of nearly 40 6 

months between Pepco’s filing of its applications in this case and in Formal Case 7 

No. 1103, the period between those filings was extended voluntarily by the 8 

Company to avoid filing a rate case during the pendency of its Merger pro-9 

ceeding.16   It now appears that the Company will be making almost annual rate 10 

filings, and in the context of such frequent filings of base rate proceedings, the 11 

continuation of monthly rate adjustments between rate cases is difficult to justify.   12 

 13 

Q. DOES PEPCO HAVE INCENTIVE TO REFINE ITS BSA PROCESS TO 14 

ADDRESS RATEPAYER CONCERNS REGARDING THE ACCURACY AND 15 

EQUITY OF MONTHLY BSA RATE ADJUSTMENTS?    16 

A. No.  To the extent that issues associated with the Company’s focus on questions 17 

impacting the accuracy and equity of rate adjustments for individual rate classes 18 

and/or customers within rate classes, Pepco has little incentive to ensure their 19 

resolution.  This is evidenced by the Company’s failure to take timely action to 20 

replace its use of Active Billed Customer data with Count of Contracts data.  21 

                                            
16

  Apparently, it was important to the Joint Applicants that their Merger proceeding not be considered a 
rate case.   
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Although it is obvious that Count of Contracts measures of numbers of customers 1 

are more stable and more consistent with the concepts underlying Pepco’s 2 

monthly adjustment of “Allowed Revenue” by class, Pepco has not seized the 3 

initiative to make that change.  As stated previously, it appears that Pepco views 4 

its BSA as primarily a Revenue Assurance Mechanism (“RAM”).  As long as that 5 

mechanism provides assurance of the revenue the Company can record on its 6 

books, its concerns are satisfied.   7 

 To date most of the burden of assuring the reasonableness of the Com-8 

pany’s BSA rate adjustment has fallen on the Commission Staff.  Although those 9 

efforts are appreciated by District ratepayers, any continuation of Pepco’s BSA 10 

mechanism should require that Pepco assume greater responsibility for the 11 

reasonableness and accuracy of monthly rate adjustment calculations.  In this 12 

vein the Commission should require Pepco at its expense to re-compute its 13 

Allowed Revenues and its Deferred Revenue balances by rate class for each 14 

month since the cut-over to its new billing system in January 2015 using Count of 15 

Contracts data in place of Active Billed Customer data.  I have reviewed all of the 16 

Company’s District of Columbia BSA filings to date for this proceeding, and I do 17 

not believe that a requirement for Pepco to perform the re-calculation suggested 18 

above would be an unduly burdensome task.  However, it might help to re-19 

establish a measure of confidence in the Company’s BSA rate adjustment 20 

process, if the Commission elects to continue that mechanism.   21 

 22 
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C. REVENUE REQUIREMENTS  1 

 2 

Q. WHAT REVENUE REQUIREMENT ISSUES DO YOU ADDRESS IN THIS 3 

SECTION OF YOUR DISCUSSION OF ISSUES?    4 

A. This section of my testimony addresses a limited number of additional revenue 5 

requirements related issues.  As AOBA’s resources are limited, it has not under-6 

taken a detailed review of all elements Pepco’s rate base, expenses, revenues, 7 

and ratemaking adjustments in this proceeding.  Thus, AOBA will rely on the 8 

evidentiary record developed through hearings, as well as the testimony of 9 

witnesses for the Office of People’s Counsel and other parties to develop 10 

revenue requirements issues not addressed in this testimony.  In addition, to the 11 

revenue impacts that result from the cost of capital recommendations, presented 12 

above, this section of my testimony will address:    13 

 14 

 Pepco’s failure to properly reflect Normal Weather billing 15 

determinants in its assessment of expected revenue at 16 

present rates when computing its need for additional 17 

revenue in this proceeding;    18 

 19 

 Pepco’s ratemaking adjustment for Costs to Achieve its 20 

merger with Exelon;  21 

 22 
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 Pepco’s request for recovery of inappropriate amounts of 1 

rate case expense for this proceeding;  2 

 3 

 Pepco’s failure to identify, explain and justify significant 4 

increases in elements of its test year expenses;  5 

 6 

 Pepco’s inclusion of non-recurring billing system transi-7 

tion costs as part of its claimed on-going expenses for 8 

ratemaking purposes;  9 

 10 

 Pepco’s unjustified request for ratemaking adjustments 11 

related to deferred and on-going credit-related discon-12 

nect and reconnect costs.   13 

 14 

AOBA also observes large percentage increases in a number of the 15 

Company’s operating expense accounts since its last base rate case that have 16 

not been explicitly identified, explained or justified as part of the Company’s 17 

direct and supplemental direct testimony in this proceeding. The increases to 18 

which I refer are increases in excess of 20% (although several far exceed that 19 

level) that cannot be accepted as simply a reflection of the influences of cost 20 

inflation over time.  The burden of justifying those significant cost increases must 21 
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be placed squarely on the Company.  Thus, any such increases that the 1 

Company has not justified as part of its direct case, must be denied.   2 

 3 

 1. Reflection of Normal Weather Revenue at Present Rates  4 

  Issue No. 2: 5 
 6 

Are Pepco’s proposed operating revenues, test year sales, and 7 
number of customers, as adjusted, just and reasonable?  8 

 9 
b. Is Pepco’s weather normalization study reasonable and in 10 

compliance with the previous Commission directives?  11 

 12 

Q. HAVE YOU REVIEWED THE TEST YEAR SALES, NUMBERS OF CUS-13 

TOMERS, AND REVENUE ON WHICH PEPCO PREMISES ITS REVENUE 14 

INCREASE REQUEST IN THIS PROCEEDING?    15 

A. I have.  My review included examination of both the Company’s actual test year 16 

data as well as its development of estimates of weather normalized billing 17 

determinants and weather normalized revenue.       18 

 19 

Q. ARE THE NUMBERS OF TEST YEAR CUSTOMERS BY RATE CLASS THAT 20 

PEPCO USES REASONABLE?    21 

A. In general, I believe they are.  It appears that the test year numbers of customers 22 

Pepco has employed reflect data from its “Count of Contracts” report, and I find 23 

those measures of numbers of customers to be appropriate for use in represent-24 

ing the Company’s actual numbers of customers for the test year.  The key 25 
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concern I have is that the numbers of Master Metered Apartment (“MMA”) 1 

customers should be represented in numbers of dwelling units served not in 2 

terms of numbers of accounts.  This matter is also addressed in the testimony of 3 

AOBA Timothy Oliver.   4 

 5 

Q. DO YOU HAVE ANY CONCERNS REGARDING THE TEST YEAR MEASURES 6 

OF KWH ON WHICH PEPCO RELIES?    7 

A. Yes.  I find large and inexplicable variations in Pepco’s actual and estimates of 8 

weather corrected (i.e., weather normalized) kWh by month.  It appears that 9 

Pepco made no effort to ensure that it’s reported actual kWh data by rate class 10 

reflect measures of actual kWh use in each month and are not distorted by 11 

either: (1) large billing adjustments which may impact reported kWh for a given 12 

month based on substantial upward or downward adjustments of billed usage in 13 

prior months; and/or (2) data processing errors or reporting errors.  Although 14 

kWh measures for larger classes may be sufficient to mask the influence of such 15 

problems, the impacts of billing adjustments can become quite apparent for 16 

smaller classes.  Moreover, my experience suggests that where large fluctua-17 

tions appear in the reported usage for small classes the potential increases that 18 

less readily discernible distortions in reported data for larger classes may also 19 

exist.  Examples of the types of problematic data found in both the Company’s 20 

actual and Weather Corrected kWh data are presented in Exhibit AOBA (A)-7.   21 
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Exhibit AOBA (A)-7 highlights observations for two classes.  Those are the 1 

MMA-AE class and the GT-3B class. For the MMA-AE (a customer group for 2 

which AOBA has particular sensitivity), the Company’s reported actual and 3 

weather corrected kWh suggest that the customers in that class had negative 4 

usage in three months of the test year (i.e., the months of April, June, and 5 

September of 2015).   It also shows unexpectedly large fluctuations in kWh use 6 

for other months.  Similar observations are made for the GT-3B class.  Pepco’s 7 

purported actual test year data for the GT-3B show 91% of total annual kWh use 8 

for that rate class in two months: May 2015 and October 2015.  The Company’s 9 

also data also reflect substantial negative kWh usage class for two months, and 10 

zero kWh use in two other months.  Moreover, the Company’s estimates of 11 

weather corrected kWh for the GT-3B class suggest that when normalized for the 12 

effects of weather months with zero reported actual kWh would have negative 13 

kWh consumption.   14 

 15 

Q. WHY SHOULD THE COMMISSION EXPRESS CONCERN REGARDING THE 16 

COMPANY’S TEST YEAR DATA FOR THESE COMPARATIVELY SMALL 17 

CLASSES OF SERVICE?    18 

A. First, these observations raise concerns regarding the reliability of the data and 19 

methods Pepco has generally applied to produce its estimates of weather 20 

corrected test year billing determinants.  Second, incorrect monthly distributions 21 

of actual test year kWh use cause the Company’s applications of degree day 22 
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based adjustments to that usage to be distorted.  Third, Pepco’s weather 1 

corrected kWh influence the Company’s assessment of usage by rate block 2 

and/or usage for summer and winter seasonal periods, and those estimates 3 

directly affect the Company’s computations of revenue at both present and 4 

proposed rates.  Fourth, distortions in Pepco’s representations of kWh use by 5 

month impact its development of proposed BSA revenue targets by rate class by 6 

month that it proposes to use in the computation of monthly BSA rate 7 

adjustments.  Fifth, distorted representations of actual and weather corrected 8 

kWh by month can be expected to influence the reasonableness and appro-9 

priateness of the projections of kWh by rate class that Pepco uses as the 10 

denominators for its calculation of its BSA cents per kWh rate adjustments.   11 

 12 

Q. DOES PEPCO’S COMPUTATION OF ITS REQUIRED REVENUE INCREASE 13 

IN THIS PROCEEDING REFLECT THE INFLUENCE OF NORMAL WEATHER 14 

ON EXPECTED REVENUES AT PRESENT RATES?    15 

A. No.  The only elements of Pepco’s filings in this case in which the Company 16 

incorporates consideration of the effects of normal weather on revenues are 17 

witness Janocha’s revenue increase distribution and rate design analyses found 18 

in Exhibits Pepco (G)-1 and Pepco (2G)-1, and in those exhibits the Company’s 19 

Normal Weather billing determinants are only used to compute revenue at 20 

proposed rates.     21 

 22 
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Q. SHOULD THE COMMISSION ACCEPT PEPCO’S DECISION NOT TO COM-1 

PUTE REVENUES AT PRESENT RATES USING ITS NORMAL WEATHER 2 

BILLING DETERMINANTS?      3 

A. No.  If the use of estimates of Normal Weather billing determinants is deemed 4 

necessary to appropriately assess the revenues Pepco can expect to collect in 5 

the rate effective period at its proposed rates, then the same billing determinants 6 

must be judged appropriate for use by the Company when assessing the 7 

revenue it can expect during the rate effective period at present rates.  Pepco 8 

has not performed such an analysis.   9 

 10 

Q. ARE THERE OTHER PROBLEMS IN PEPCO’S COMPUTATION OF ITS TEST 11 

YEAR REVENUES AT PRESENT RATES?    12 

A. Yes.  The Company has computed kWh by rate block that is inconsistent with the 13 

manner in which it is billed under its current tariff.  For Pepco’s R, AE, MMA-R, 14 

and MMA-AE classes, the Company has inappropriately assumed that adjust-15 

ments to billed kWh would impact usage in the First 400 kWh rate block and its 16 

rate block for Over 400 kWh per month proportionally.  That assumption is 17 

incorrect.  Weather normalization adjustments should be applied to the last kWh 18 

billed to each customer each month.  Thus, when kWh by rate block are properly 19 

adjusted, most of the adjustment should be applied to tail block (over 400 kWh 20 

block) usage. Although there are some customers whose usage does not exceed 21 

400 kWh in a given month, those customers are less likely to have substantial 22 
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weather sensitive electricity use, and therefore, there is no need for application of 1 

weather related adjustments to their usage.  For this reason, I have re-computed 2 

the Company’s rate block distribution of its Weather Normalization adjustments 3 

for the Company’s R, AE, MMA-R, and MMA-AE customer classes in a manner 4 

that assigns all of the estimated kWh adjustment to the Company’s Over 400 5 

kWh rate block.  6 

 7 

Q. WHAT IS THE SIGNIFICANCE OF YOUR RE-CALCULATION OF THE RATE 8 

BLOCK DISTRIBUTION OF PEPCO’S NORMAL WEATHER KWH ADJUST-9 

MENTS?    10 

A. Since usage in the Over 400 kWh rate block is billed at higher charges than 11 

usage in the First 400 kWh block, this change amplifies the magnitude of the 12 

Company’s computed Normal Weather Adjustments to revenue for classes 13 

having blocked kWh charges (i.e., Rate R, AE, MMA-R, and MMA-AE).   14 

 15 

Q. HAVE YOU IDENTIFIED ANY OTHER FACTORS THAT IMPACT THE 16 

COMPANY’S REVENUES AT PRESENT RATES?    17 

A. Yes.  The Company has also incorrectly calculated its revenue at present rate for 18 

MMA-R and MMA-AE customers.  Exhibit Pepco (2G)-1, page 5 of 19, indicates 19 

that 657,840 MMA-R customers are used in the Company’s computation of 20 

customer charge revenue for that class at present rates.  For the MMA-AE class, 21 

8,304 customer billing units are used.  Yet, the Company’s exhibit suggests that 22 
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for the summer and winter months combined MMA-R customers used a total of 1 

5,245,736 kWh in the First 400 kWh block and 312,068,278 kWh in the Over 400 2 

kWh block.  This is not possible.  Dividing the First 400 kWh block usage by the 3 

number of MMA-R customers (dwelling units), we find that Pepco’s reported first 4 

block usage only accounts for an average of about 8 kWh per dwelling unit per 5 

month.  However the Over 400 block reflects an average of 474 kWh.  This 6 

implies that each MMA-R dwelling unit used an average of 482 kWh per dwelling 7 

unit per month.  Thus, on average 400 kWh per dwelling unit should have been 8 

billed at the First block rate and only 82 kWh per dwelling unit should be billed at 9 

the Over 400 block rate.  Clearly, the Company’s presentation has not properly 10 

reflected a multiple application of the Company’s residential rate.     11 

 12 

Q. DO YOU HAVE ANY OTHER CORRECTIONS TO PEPCO’S DETERMINATION 13 

OF REVENUES AT PRESENT RATES FOR MMA CUSTOMERS?    14 

A. Yes.  The number of MMA-R customers that Pepco uses to compute MMA-R 15 

customer charge revenue at present rates is understated.  Where Exhibit (2G)-1 16 

uses 657,840 MMA-R customer months billed, the Company’s workpapers and 17 

BSA filings reflect 679,738 MMA-R customer months.  Thus, it appears that the 18 

Company’s number of MMA-R customer months for the test year is understated 19 

by 21,898.  Based on a customer charge of $10.25 per month, an additional 20 

upward adjustment of $224,454.50 to total MMA-R revenues at present rates 21 

should be made.        22 
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 1 

Q. DO YOU RECOMMEND THAT PEPCO’S ESTIMATES OF NORMAL 2 

WEATHER BILLING DETERMINANTS BE USED TO ASSESS REVENUE AT 3 

PRESENT RATES FOR THE PURPOSE OF DETERMINING PEPCO’S NEED 4 

FOR ADDITIONAL REVENUE IN THIS PROCEEDING?    5 

A. No.  I would support the use of appropriate estimates of Normal Weather billing 6 

determinants in Pepco’s assessments of expected revenue at both present and 7 

proposed rates when computing its need of additional revenue.  However, as 8 

explained herein, the Company’s Normal Weather billing determinants have not 9 

been properly developed for classes having blocked kWh charges.   10 

   11 

Q. WHEN CORRECTED NORMAL WEATHER BILLING DETERMINANTS ARE 12 

USED TO COMPUTE PEPCO’S REVENUE AT PRESENT RATES, WHAT IS 13 

THE EFFECT ON THE COMPANY’S REVENUE INCREASE REQUEST?    14 

A. Exhibit AOBA (A)-8 indicates that kWh by rate block are properly computed, 15 

revenue at present rates would yield a $3,613,916 reduction to total revenue at 16 

present rates.  That is a $2,559,813 greater reduction than Pepco’s normal 17 

weather billing determinants by rate block in Exhibit Pepco (2G)-1 produce.     18 

 19 
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 2. Recovery of Merger Costs to Achieve  (Adjustment 19) 1 

 2 
 Issue Nos. 10a and 10b 3 

a. Is Pepco’s proposed treatment of the costs to achieve and 4 
merger synergy savings just and reasonable and consistent with 5 
Merger Commitment 27? 6 
 7 

b. Is Pepco’s request to establish regulatory assets for costs to 8 
achieve appropriate and reasonable? 9 

 10 

Q. WHAT RATE TREATMENT DOES PEPCO REQUEST FOR ITS MERGER-11 

RELATED COSTS TO ACHIEVE?      12 

A. Pepco Witnesses McGowan and Ziminsky both address the Company’s plan for 13 

recovery of Merger-related Costs to Achieve (“CTA”).  Pepco’s ratemaking 14 

adjustment for Merger-related cost is found in Adjustment 29 at page 34 of 45 in 15 

Exhibit Pepco (E)-1.   Adjustment 29 seeks to establish a regulatory asset for a 16 

test year average balance of $8,391,000 dollars, which after adjustment for 17 

accumulated deferred taxes would yield a $4,467,000 addition to rate base.  The 18 

Company asks that it be permitted to amortize its CTA regulatory asset over five 19 

years for an annual amortization expense of $1,678,000.  According to Pepco 20 

Witness McGowan, the Company is also “proposing an adjustment to reflect the 21 

first year synergy savings.”17     22 

 23 

Q. IS PEPCO’S PROPOSAL FOR THE ESTABLISHMENT OF A REGULATORY 24 

ASSET FOR MERGER-RELATED CTA AND AMORTIZATION OF THAT 25 

                                            
17

  Exhibit Pepco (B), page 4, lines 20-21.   
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ASSET OVER FIVE YEARS A REASONABLE AND APPROPRIATE 1 

REQUEST IN THIS PROCEEDING?    2 

A. No.  I cannot reconcile the Company’s proposal in this case with the testimony of 3 

Witness Khouzami for the Joint Applicants the was filed in support of the Non-4 

Unanimous Settlement in that case.18  Witness Khouzami stated at page 7, lines 5 

14-17, of that testimony that the Company commits “not to recover an annual 6 

CTA amount that exceeds an annual synergies amount in any test period.” 7 

(Emphasis Added).  Yet, Witness McGowan’s testimony in this proceeding 8 

explicitly recognizes, “there are no merger synergies reflected in the unadjusted 9 

test period…”19   In an effort to accelerate the Company’s recovery of Merger-10 

related CTA, Witness McGowan indicates that Pepco is proposing an adjustment 11 

to reflect “projected net synergy savings, that based on the current forecast, are 12 

expected to be allocated to Pepco-DC in the first year.”20 13 

 14 

Q. IN THE CONTEXT OF THE FOREGOING, SHOULD THIS COMMISSION 15 

PERMIT PEPCO’S RECOVERY OF CTA THROUGH A REGULATORY ASSET 16 

AMORTIZATION?    17 

A. No.  Pepco’s proposal is inconsistent with the substance and spirit of the Joint 18 

Applicant’s representations in Formal Case No. 1119.  The suggestion that 19 

“projected net synergy savings” be viewed as an acceptable substitute for actual 20 

realized synergy savings during the test period should be rejected, and the 21 

                                            
18

  Formal Case No. 1119, Joint Applicant’s Exhibit (5A).   
19

  Exhibit Pepco (B), page 4, lines 22-23. 
20

  Exhibit Pepco (B), page 5, lines 3-4.   
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Company should be denied recovery of CTA until it can demonstrate actual test 1 

year synergy savings in excess of the amount of CTA for which it seeks 2 

regulatory asset treatment.  Furthermore, no CTA costs should be added to rate 3 

base or in any way added to the Company’s test year costs of service until actual 4 

synergy savings of equal or greater value are demonstrated.           5 

 6 

 3. Recovery of Rate Case Expenses (Pepco Adjustment 10) 7 

  8 

Q. WHAT IS THE NATURE OF PEPCO’S ADJUSTMENT 10?      9 

A. Pepco’s Adjustment 10 identifies over $3.6 million of current rate case costs that 10 

the Company seeks to place in a regulatory asset to be amortized over 3 years, 11 

with the unamortized balance net of those costs, net of deferred taxes, included 12 

in the Company’s rate base.    13 

 14 

Q. IS THE COMPANY’S PROPOSAL REASONABLE?    15 

A. Only in part.  Although Pepco’s proposal appears to generally follow past 16 

precedents, it offers no incentive for the Company to limit the amount of rate 17 

case expense incurred.    18 

A frequently expressed concern from many parties is the expense of 19 

litigating rate cases.  However, in the context of the increases Pepco has re-20 

quested in his proceeding as well as prior proceedings, the level of rate case 21 

expense is easily justified by achieved reductions in the Company’s initial rate 22 
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increase requests.  In base rate proceedings before this Commission over the 1 

last decade, Pepco’s approved revenue increases have on average equaled only 2 

about 49% percentage of the amount initially requested.  (See Exhibit AOBA (A)-3 

9). Given the size of the Company’s initial rate increase request in this 4 

proceeding, the Company’s $3.6 million current rate case expense claim in this 5 

proceeding equates to only about 8% of the rate reduction in revenue require-6 

ments that ratepayers can expect to achieve through litigation of the case.  7 

Stated in other terms, the expected ratepayer benefit cost ratio is nearly 12:1.   8 

Thus in an effort to control rate case litigation expenses, I recommend that 9 

the Company’s allowed recovery of rate case expenses should be tied to the 10 

proportion of the Company’s initial request that ultimately receives Commission 11 

approval.  With the proviso that no disallowance would apply to approved 12 

amounts that are within 10% of the Company’s initial request.    13 

 14 

 4. Non-Recurring Billing System Transition Costs  15 

 16 

Q. DO PEPCO’S CLAIMED TEST YEAR EXPENSES IN THIS PROCEEDING 17 

INCLUDE SIGNIFICANT NON-RECURRING TRANSITION COSTS ASSO-18 

CIATED WITH THE IMPLEMENTATION OF ITS NEW BILLING SYSTEM?   19 

A. Yes.  Although Pepco has offered no identification of such non-recurring costs in 20 

its direct testimony in this case, such costs were identified by the Maryland 21 

Commission Staff and other parties in Pepco’s recently completed base rate 22 
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case in Maryland (MDPSC Case No. 9418).  On a system basis Pepco has 1 

incurred $11.57 million of non-recurring transition costs directly associated with 2 

the implementation of its new billing system, as well as $1.151 million of non-3 

recurring transition costs associated with its legacy billing system.  Of those 4 

amounts, $4,473,000 of non-recurring new billing system transition costs 5 

associated with its new billing system and $438,000 of non-recurring legacy 6 

system non-recurring transition costs are attributable to its District of Columbia 7 

jurisdictional service.   8 

  9 

Q. HOW SHOULD SUCH NON-RECURRING TRANSITION COSTS BE TREATED 10 

FOR RATEMAKING PURPOSES?      11 

A. Those costs significantly overstate the billing system operating expenses Pepco 12 

expects to experience during the rate effective period and should be removed 13 

from the Company’s claimed operating expenses in this proceeding.  14 

Furthermore, in Maryland the Commission Staff recommended and Pepco, as 15 

well as other parties (including AOBA) and the Commission, ultimately agreed 16 

that the Company should recover those transition costs through a five-year 17 

amortization.  A similar treatment of the DC portion of those transition costs is 18 

appropriate in this proceeding.    19 

 20 
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 5. Remote Disconnect Costs (Adjustment 29) 1 

  2 

Q. HOW MUCH DOES PEPCO SEEK TO RECOVER FOR AMI-RELATED 3 

DEFERRED DISCONNECT COSTS?      4 

A. The Company’s request for recovery of Deferred Remote Disconnect/Reconnect 5 

Costs is set forth in the direct testimony of Pepco Witness Ziminsky at page 23.  6 

Table 1 on that page identifies $2,827,598 of Deferred Disconnect/Reconnect 7 

Costs that Pepco seeks to include in a regulatory asset that would be amortized 8 

over five years.  Of the claimed $2.8 million, Witness Ziminisky states the $1.736 9 

million reflects amounts deferred through the end of the test year (i.e., through 10 

March 31, 2016.  An additional $1.091 million represents further deferrals that 11 

Pepco anticipates between the end of the test year and the start of the rate 12 

effective period.  The Company also presents a proposed adjustment to increase 13 

its test year expenses by $873,000 to reflect an ongoing annual level of expense 14 

for “credit-related manual disconnect and reconnect of customers”.  Witness 15 

Ziminski cites the testimony of Pepco Witness Lefkowitz and asserts that her 16 

Direct Testimony indicates that in Formal Case No. 1103, “the Commission 17 

approved the Company’s treatment of costs associated with credit-related 18 

manual disconnect and reconnect of customers.”  However, that is exactly what 19 

either Witness Lefkowitz states in her direct testimony in this proceeding or what 20 

the Commission stated in Order No. 17424 in Formal Case No. 1103.   21 
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  The direct testimony of Pepco witness Lefkowitz also addresses cost 1 

claims.  Witness Lefkowitz explains that the cost of labor required to perform 2 

disconnections and reconnections and (unspecified) savings related to the 3 

remoted connect and disconnect functionality of its AMI system were removed 4 

from the Company’s test year costs in Formal Case No. 1103 as part of the 5 

Company’s Adjustment 7 that was accepted by the Commission in Order No. 6 

17424.  However, under 15 DCMR § 312 the Company is still required to 7 

physically visit a premise and knock on the door prior to disconnecting a 8 

customer for credit purposes.  Due to this requirement, Witness Lefkowitz claims 9 

that Pepco has not been able to achieve the full benefit anticipated from its AMI 10 

remote disconnect/reconnect functionality.    11 

 12 

Q. DO YOU QUESTION PEPCO’S CLAIM FOR RECOVERY OF DEFERRED 13 

REMOTE DISCONNECT/RECONNECT COSTS?    14 

A. I do.  Pepco’s response to AOBA Data Request 6-20, indicates that the 15 

requirements of 15 DCMR § 312 predated the Company’s deployment of AMI.  16 

As a utility frequently engaged in credit-related disconnect/reconnect activities, 17 

Pepco was aware, or should have been aware, of the constraints imposed by 15 18 

DCMR § 312 at the time it proposed Adjustment 7 in Formal Case No.  1103.  19 

Thus, at best, it appears that Pepco knowingly claimed AMI savings in Formal 20 

Case No. 1103 that it could not achieve and misrepresented the value of 21 

functionality within its AMI system.   22 
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Furthermore, my review of the Company’s testimony and exhibits in 1 

Formal Case No. 1103, as well as the Commission’s discussion of Adjustment 7 2 

in Order No. 17424,21 finds that neither Pepco’s presentation of its Adjustment 7 3 

nor the Commission’s discussion of that Adjustment in Order No. 17424 included 4 

any specific reference to disconnect/reconnect costs or related savings.  In fact, 5 

Witness Hook’s testimony in support of Adjustment 7 in Formal Case No. 1103 6 

comprised a single sentence which offers only a generalized reference to “on-7 

going AMI-related savings, net of on-going incremental costs.”22    8 

 9 

Q. DOES 15 DCMR § 312 RESTRICT THE COMPANYS USE OF AMI FOR 10 

RECONNECT ACTIVITIES?    11 

A. No.  The requirement under 15 DCMR § 312 for an in-person visit to the 12 

customer’s premises only applies to credit-related disconnects.          13 

 14 

Q. IN RESPONSE TO DISCOVERY REQUESTS HAS PEPCO PROVIDED ANY 15 

COST DATA IN SUPPORT OF ITS CLAIMED COST DEFERRALS AND ITS 16 

ADDITION TO TEST YEAR EXPENSES FOR ON-GOING CREDIT RELATED 17 

DISCONNECT/RE-CONNECT ACTIVITIES?    18 

A. Yes.  Pepco’s responses to AOBA Data Requests 6-20 and 6-21 offer 19 

information relating to the Company’s cost claims.            20 

 21 

                                            
21

  Order No. 17424, pages 200-201.  
22

  Formal Case No. 1103, Exhibit Pepco (C), page 12, lines 8-10.   
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Q. DOES THE DATA PROVIDED IN RESPONSE TO AOBA’S DATA REQUESTS 1 

SUPPORT THE COMPANY’S CLAIMED COSTS?    2 

A. No, they do not.  The attachment to AOBA Data Request 6-20 provides historical 3 

disconnect and reconnect cost data for the years 2010 through 2015 and the first 4 

three months of 2016.  However, the DC disconnect and reconnect costs shown 5 

reflect an “Assumed Percentage to DC” without any explanation or documen-6 

tation of the basis for the percentage assumed.  For the years 2013 through the 7 

end of the test year, the Company provides what is labeled as Field Collection 8 

Costs for Pepco DC with separate entries for “Disconnects/Door Knock” and 9 

“Reconnects.” However, the data for the twelve months of the test year (i.e., the 10 

twelve months ended March 2016) only reflect Disconnect/Reconnect costs 11 

totaling $125,424.  That reflects an average monthly expense of only a little over 12 

$10,000.  Yet, Pepco’s response to AOBA Data Request 6-21, claims that the 13 

Company’s on-going level of expense of $873,000 per year is based on its 14 

claimed average monthly cost of $72,762.38 for the first four months of 2016  15 

multiplied by 12 to arrive at Pepco’s claimed on-going level of annual expense. 16 

However, the Company’s claimed average cost for the first four months of 2016 17 

is at best curious for two reasons.  First, the Company offers no support for its 18 

claimed costs for the first four months of 2016.  As previously noted, its 19 

response to AOBA Data Request 6-20 only provides data for the first three 20 

months of 2016 and the average for those three months is only about $60,000 21 

per month.  Second, Pepco offers no rationale for its use of data for only four 22 
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months of 2016 when its response to AOBA Data Request 6-20 provides 1 

substantial historical data.  I can only surmise that reliance on a broader set of 2 

historical data would almost necessarily require use of some or all of the 2015 3 

data, and that information does not support the Company’s cost claim.        4 

 5 

Q. DO YOU HAVE ANY FURTHER OBSERVATIONS REGARDING PEPCO’S 6 

ADJUSTMENT 29 AND ITS REQUEST FOR BOTH RECOVERY OF COST 7 

DEFERRALS AND ON-GOING COSTS FOR CREDIT-RELATED DISCON-8 

NECTS AND RECONNECTS?    9 

A. Yes.  The Company’s claimed $1.736 million for amounts deferred through the 10 

end of the test year and the additional $1.091 million of deferrals for its projects 11 

for the period between the end of the test year and the start of the rate effective 12 

period, both appear to represent extrapolations from the $873,000 on-going 13 

expense that Pepco claims to have developed based on data for the first four 14 

months of 2016.  The $1.736 million figure equates to two full years at $873,000 15 

per year (or 24 months at $72,762 per month).  Similarly, the $1.091 million of 16 

projected deferrals equates to 1.25 years at $873,000 per year or 15 months at 17 

$72,762 per month.  In other words, the historic period cost deferral for which the 18 

Company seeks recovery are not based on actual prior period costs or estimates 19 

of savings developed for presentation in Formal Case No. 1103 when Pepco 20 

claims to have received approval for its treatment of credit-related disconnect/ 21 

reconnect costs and savings.          22 
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 1 

Q. WHAT IS YOUR RECOMMENDATION FOR THE COMMISSION REGARDING 2 

THE DISCONNECT/RECONNECT COST CLAIMS INCLUDED IN THE 3 

COMPANY’S ADJUSTMENT 29 IN THIS PROCEEDING?    4 

A. I find that the Company has failed to provide compelling and substantial support 5 

for these cost claims and the Commission should reject both the Company’s 6 

request for amortization of deferred costs and its claimed on-going level of 7 

disconnect/reconnect expense.           8 

 9 

D. RATE IMPACT CONSIDERATIONS  10 

 11 

Q. WHICH COMMISSION DESIGNATED ISSUES DO YOU ADDRESS IN THIS 12 

SECTION OF YOUR TESTIMONY?    13 

A. As discussed in the Summary at the beginning of this testimony, the distribution 14 

of rate impacts in this proceeding must be addressed in the context of a broader 15 

set of considerations than in most base rate proceedings.  For this reason, my 16 

discussion herein will necessarily involve matters relating to Issue Nos. 13, 13a, 17 

10d, and 10e.    18 

 19 

Q. WHAT ARE ISSUE NOS. 13, 13A, 10D, AND 10E AS SET FORTH IN ORDER 20 

NO. 18550?    21 

A. Attachment A to Order No. 18550 specifies those issues in the following terms:  22 
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 1 
Issue No. 13:  2 

Is Pepco’s proposed allocation of its revenue requirement 3 
just and reasonable?  4 

 5 
Issue No. 13a:  6 

Is Pepco’s proposed plan for eliminating negative class rates 7 
of return reasonable??  8 

 9 
Issue No. 10d:  10 

Is Pepco’s proposed allocation of Customer Base Rate 11 
Credits and the new Rider CBRC just and reasonable?    12 

 13 
Issue No. 10e:  14 

Is Pepco’s proposal for an Incremental Offset just and 15 
reasonable?  16 

 17 

Q. WHAT IS YOUR OVERALL ASSESSMENT OF PEPCO’S PROPOSALS FOR 18 

DISTRIBUTION OF RATE IMPACTS AMONG CLASSES IN THIS PRO-19 

CEEDING?    20 

A. The Company has been provided a unique opportunity to make progress on a 21 

difficult issue in this proceeding (i.e., obtaining real progress toward having 22 

significant portions of its customer base make positive contributions to the Com-23 

pany’s return requirements).  However, the Company has, once again, dropped 24 

the ball.  Although aspects of the Company’s proposal may have superficial 25 

appeal, key elements of the proposals that Pepco presents have little or no 26 

likelihood of success.   27 
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The unique opportunity in this case is provided by the availability of $25.6 1 

million of Base Rate Credits and $1 million per year of Incremental Offsets.  But 2 

Pepco squanders those credits by attempting to fully insulate residential 3 

customers from any immediate effects of the largest overall revenue increase the 4 

Company has ever requested.  This is pure folly.  The benefits of Base Rate 5 

Credits are only temporary, and the rate increases they disguise will continue on 6 

long after rate credits are fully expired.  Moreover, given Pepco’s capital 7 

spending plans, the Company’s own presentations suggest that additional rate 8 

increase requests can be expected within a short period following this rate case.   9 

Thus, within a few months of the Company’s expected exhaustion of Base Rate 10 

Credits (and Incremental Offsets) effective rate increases that Residential 11 

customers will experience when those credits go away will be compounded by 12 

another rate increase and further progress toward elimination of negative rates of 13 

return will be stymied, not facilitated.  In addition, Pepco’s assessment of the 14 

expected duration Base Rate Credits fails to include a provision for growth in the 15 

number of residential customers.   16 

Pepco’s myopic plan for the elimination of negative rates of return ignores 17 

basic fundamental cost of service facts.  Most importantly, the Company’s plan 18 

inappropriately assumes that there will be no slippage in Rate R and Rate AE 19 

class rates of return between rate cases.  Yet, despite the Commission’s efforts 20 

to improve the relative rates of return for those rate classes in Formal Case No. 21 

1103, Order No. 17424, Pepco’s computed rates of return in this case are more 22 
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negative than they were going into Formal Case No. 1103.  Pepco ignores the 1 

impacts of the Company’s DCPLUG program on future residential class rates of 2 

return.  As this Commission is aware, the legislated design of DCPLUG charges 3 

requires that those charges for Residential customers be set at levels that will 4 

necessarily fail to recover the costs that will be allocated to the Company’s 5 

residential classes in future base rate proceedings. Thus, the DCPLUG rate 6 

design virtually ensures that, all other things being equal, the UPC revenues 7 

received from Pepco’s residential classes will under-collect appropriately 8 

allocated costs for those classes in the Company’s next base rate case.   9 

In this context, it should be obvious that more substantial efforts to 10 

improve revenue recovery from Rate R and AE customers are needed.  Yet, 11 

Pepco’s proposals represent little more than a “business as usual” approach.  12 

Ignoring the growth in the Company’s negative Rate R and AE rates of return 13 

between cases, as well as the Commission’s precedent of placing a substantially 14 

greater than average increase on Rate R and AE customers in Formal Case No. 15 

1103, Pepco proposes in this case to apply an overall rate increase for its Rate R 16 

and AE customers that in combination is less than the overall average increase it 17 

requests.  Where the Commission found it appropriate to place 47% of the 18 

Company’s approved increase in Formal Case No. 1103 on the Company’s 19 

residential classes, Pepco’s proposals in this case assign only 21.1% of the 20 

overall increase to its Residential classes.  It appears the Company has greater 21 

interest in extending the period of no effective rate increases for Residential 22 
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customers than it has interest in achieve real progress toward narrowing the 1 

current differences in class rate of return in the District and/or eliminating 2 

negative rates of return.      3 

  4 

 1. Pepco’s Proposed Revenue Increase Distribution 5 

 6 

Q. HOW DOES PEPCO PROPOSE TO DISTRIBUTE ITS REQUESTED REVENUE 7 

INCREASE IN THIS PROCEEDING?    8 

A. The Company’s proposal was initially presented in Exhibit Pepco (G), the direct 9 

testimony of Pepco Witness Janocha, and Exhibit Pepco (G)-1 accompanying 10 

that testimony.  The Company’s subsequently provided a revised revenue 11 

increase distribution in Exhibit Pepco (2G)-1 that was submitted with Witness 12 

Janocha’s supplemental direct testimony.   As detailed by Witness Janocha on 13 

page 1 of Exhibit (2G)-1, the Company’s revised revenue increase request 14 

represents an overall 22.72% increase.  With certain limited exceptions, the 15 

Company’s proposed distribution of that increase does not deviate significantly 16 

from an across-the-board revenue increase distribution.     17 

 18 

Q. IS PEPCO’S PROPOSED DISTRIBUTION OF ITS REQUESTED REVENUE 19 

INCREASE AMONG RATE CLASSES REASONABLE? 20 

A. Although I am supportive of efforts to narrow differences in class rates of return 21 

as well as efforts to specifically address classes with extremely high ROR’s at 22 
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present rates, the limited increases witness Janocha places on the Residential 1 

Rate R and Rate AE classes are inappropriate and inconsistent with this 2 

Commission’s policies and precedents.  Despite the substantially negative rates 3 

of return at present rates for the residential classes, Pepco’s proposals result in a 4 

combined average increase for Rate R and Rate AE customers that is actually 5 

slightly less than the system average increase.  As a result, the percentage of the 6 

total increase allocated to Pepco’s overall residential classes in this proceeding is 7 

only 19.6% where this Commission applied 47% of the overall increase to 8 

Residential customers in Formal Case No. 1103.23  It is also notable that the 9 

Company takes a very different approach when determining the proposed 10 

increase for the other class with a substantially negative rate of return, Street 11 

Light – Energy service.  For that class Pepco proposes an increase of 2.3 times 12 

the system average with no offer of offsetting base rate credits.    13 

 14 

 2. Pepco’s Plan for Eliminating  Negative Rates of Return 15 

 16 

Q. WHAT IS PEPCO’S PLAN FOR ELIMINATING NEGATIVE RATES OF 17 

RETURN?    18 

A. The Company’s plan for eliminating negative rates of return is discussed in the 19 

direct testimony of Pepco witnesses McGowan.  In that plan, Pepco proposes to 20 

reach 0.0% rates of return for its Residential Rate R and Rate AE classes over 21 

                                            
23

  Formal Case No. 1103, Order No. 17424, paragraph 437, page 173.  It should also be noted that the 
data presented in Exhibit Pepco (2G)-1, page 1, indicate that the same residential classes account for 
22.3% of Pepco’s total base rate distribution revenue at present rates.  
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three rate cases.  In approximate terms the Company’s proposal is to move from 1 

a -4.5% current ROR for the combination of the R and AE classes to a -3.0% 2 

ROR for those classes at the end of this case.  In subsequent cases Pepco 3 

targets similar 1.5% per case ROR improvements in the Rate R and Rate AE 4 

RORs with the hope of achieving a -1.5% ROR combined ROR at the end of the 5 

second case and a 0.0% ROR by the end of the third case.     6 

 7 

Q. DOES PEPCO’S FILED PLAN FOR ELIMINATING NEGATIVE RATES OF 8 

RETURN REPRESENT REASONABLE AND APPROPRIATE EFFORTS TO 9 

MEET ITS COMMITMENT TO ELIMINATE NEGATIVE RATES OF RETURN 10 

AND NARROW DIFFERENCES IN CLASS RATES OF RETURN?    11 

A. No.  It is a plan that lacks sound conceptual and analytical foundations.  It is also 12 

a plan that realistically has no greater likelihood of achieving real improvements 13 

over time than the plans for gradual adjustment to class rate of return that Pepco 14 

has offered in past proceedings.  In addition, it is a plan that appears to view a 15 

zero rate of return of its residential Rate R and Rate AE classes as the ultimate 16 

objective, rather than a plan that sees the elimination of negative rates of return 17 

as an important step in the process toward more equitable rates, but not an end-18 

point.  The Company’s plan also lacks consideration of other known factors that 19 

can be expected to impact progress toward eliminating negative rates of return in 20 

future cases, such as the influences of the DCPLUG program and historical 21 

slippage in residential rates of return between rate cases.   22 
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The case-to-case slippage in residential rates of return (i.e., a problem not 1 

generally experienced for other classes) suggests that there may be fundamental 2 

problems in the Company’s pricing of service to residential customers that 3 

contribute to the erosion of residential rates of return between rate cases.  One 4 

observable difference between the Company’s treatment of residential and 5 

commercial customers that may contribute to this problem, may be found in the 6 

differences between the Company’s service connection and line extension 7 

policies for residential and commercial customers.  The Company’s present 8 

policies often require commercial customers to absorb a greater portion of the 9 

up-front costs of facilities (either through contributions in aid of construction 10 

(CIAC) and/or the customers installation of facilities) than it requires from 11 

residential customers.   12 

In addition, the Company’s plan offers no consideration of other possible 13 

measures to foster improvements in residential rates of return between rate 14 

cases.  I have previously encouraged the Commission to consider measures 15 

such as inflation-based adjustments to residential rates between rate cases.  The 16 

Company’s “plan,” however, elects to address this problem only in more narrow 17 

terms that lack dynamic consideration of the problem and factors contributing to 18 

the difficulties in achieving real progress in efforts to improve residential rates of 19 

return over time.  This is not unexpected for a firm that is virtually assured its 20 

collection of an approved level of revenues and, as a result, is less sensitive to 21 
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questions regarding the customer classes from which it must collect those 1 

revenues.  2 

As I have previously stated, the Company’s plan is destined for failure.  3 

Moreover, if Residential Rate R and Rate AE RORs are found in the next case to 4 

have slipped backward, the Company will face an even greater problem.  Without 5 

the availability of Base Rate Credits, the larger adjustments to residential rates 6 

that will be needed to achieve the next step in its three-step plan will be even 7 

more difficult for those customers to absorb.  Thus, the Commission could be 8 

faced with the difficult question of placing much larger rate impacts on residential 9 

customers or abandoning the Company’s plan as presented in this case.   10 

 11 

 3. Application of Base Rate Credits and Incremental Offsets  12 

 13 

Q. HOW DOES PEPCO PROPOSE TO USE THE BASE RATE CREDITS AND 14 

INCREMENTAL OFFSETS THAT ARE PROVIDED BY THE MERGER 15 

AGREEMENT?    16 

A. Pepco’s proposal is to use all of the available Base Rate Credits and Incremental 17 

Offsets to protect Residential and MMA customers from the entirety of the 18 

Company’s requested base rate increase until the early part of 2019.  Witness 19 

McGowan explains that the Company expects that those Base Rate Credits and 20 

Incremental Offsets will not be exhausted until February of 2019 for Residential 21 

customers and until March 2019 for MMA customers.  Despite this Commission’s 22 
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assessment that all customers should participate in the benefits provided by 1 

available Customer Investment Funds, Pepco proposes no direct benefits for 2 

customers in any of its non-residential rate classes the District.    3 

 4 

Q. DO YOU SUPPORT THE COMPANY’S PROPOSED USE OF BASE RATE 5 

CREDITS AND INCREMENTAL OFFSETS?    6 

A. No.  Pepco’s proposal for use of available Base Rate Credits and Incremental 7 

Offset is poorly conceived, counterproductive and inconsistent with the 8 

expressed desires of the Commission.  Pepco apparently has no concerns 9 

regarding denial of any opportunity for commercial customers to participate in 10 

direct merger-related benefits even though it is the Company’s commercial cus-11 

tomers who bear the entirety of Pepco’s return requirements.  The Company 12 

mantra must be something like “Let’s bite the hand that feed us.”  13 

Additionally, there is no compelling reason to use the proposed 14 

Incremental Offsets.  Those funds are simply an unwise form of deficit financing 15 

that should be avoided.  If Incremental Offsets are used, they will only be used 16 

for the benefit of residential customers, and thus, the Company’s Residential 17 

classes should bear full responsibility for the returns that must be paid for the use 18 

of those funds.  Yet, it must be questioned how residential classes that currently 19 

provide no contributions to the Company’s return requirements on its rate base 20 

investment, will pay the costs of required returns on Incremental Offset funds 21 

without further eroding the overall earned rates of return for those classes.  Thus, 22 



 DIRECT TESTIMONY OF BRUCE R. OLIVER 
DCPSC Formal Case No. 1139 

 
 

 

92 

the Commission is strongly urged to deny any and all elements of the Company’s 1 

proposals that are dependent upon the use of Incremental Offsets.   2 

 3 

 4. AOBA’s Rate Plan and Revenue Increase Distribution 4 

   5 

Q. HOW SHOULD THE COMMISSION EQUITABLY DISTRIBUTE PEPCO’S 6 

REVENUE INCREASE REQUEST WHILE MAXIMIZING THE BENEFITS OF 7 

ADDITIONAL FUNDS MADE AVAILABLE THROUGH THE MERGER?    8 

A. AOBA recognizes that the extent of current negative rates of returns for the 9 

Residential R and AE classes have grown to the point that elimination of those 10 

negative RORs represents a substantial challenge.  Moreover, AOBA is more 11 

than willing for the Commission to deploy the available Base Rate Credits in a 12 

manner that at least cushions some of the impact of measures necessary to 13 

achieve real progress toward eliminating negative rates of return.  However, the 14 

representations of Pepco witness McGowan that “the commercial customer class 15 

will see its share of the revenue requirement decrease as the negative RORs on 16 

Residential and Residential-AE class are eliminated over the next three base rate 17 

cases,” is little more that meaningless posturing.  In the context of Pepco’s 18 

proposals in this case, the combined Rate R and Rate AE classes would receive 19 

slightly less than that the average increase, as well as a much smaller share of 20 

Pepco’s overall revenue increase than the Commission assigned to those 21 

classes in Formal Case No. 1103.  Witness McGowan’s suggestion of benefits 22 



 DIRECT TESTIMONY OF BRUCE R. OLIVER 
DCPSC Formal Case No. 1139 

 
 

 

93 

for commercial customers is little more than a distant mirage in what is little more 1 

than a regulatory “desert.”  2 

  With this backdrop, I present an illustrative revenue increase distribution in 3 

Exhibit AOBA (A)-9 which attempts to make greater progress toward narrowing 4 

class rates of return while using Base Rate Credits to offset a portion, but not all, 5 

of the increase assigned to classes with negative rates of return.  Following the 6 

example, presented by the Joint Applicant’s Witness Khouzami in his October 30 7 

2015 testimony Formal Case No. 1119, Exhibit AOBA (A)-9 assumes that Pepco 8 

is ultimately granted approval of half (i.e, 50%) of its initial $85.48 million revenue 9 

increase request in this proceeding.  That would produce an overall percentage 10 

increase for the Company of 11.8%.  From that overall (or average increase) 11 

increases are distributed among rate classes to foster the narrowing of class 12 

rates of return.   13 

First, the two classes with the most extreme RORs at present rates (i.e., 14 

the TN and GS-HV classes) are provided reductions in their revenue 15 

requirements that are intended to lower their post-increase rates of return to not 16 

more than 2.5 times the system average.  While the resulting reductions in the 17 

RORs for those classes are substantial, the dollars required to achieve those 18 

results are not.  For those two classes the combined revenue reduction is less 19 

than $63,000.   20 

Second, to facilitate greater movement in the RORs, the revenue 21 

requirements for all classes having negative rates of return are increased by 2.5 22 
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times the overall average increase percentage.  This would raise their revenue 1 

requirements by 29.6%.  However, provision is made for all portions of their 2 

increases in excess of the overall average to be offset through the application of 3 

Base Rate Credits for an estimated period of 21 months or approximately 4 

through the end of March 2019.  With Base Rate Credits netted out, the effective 5 

rate increase for those rate classes (Rates R, AE and SL) would be only 11.8%.  6 

The remaining revenue requirements are distributed uniformly to all other classes 7 

resulting in a 7.85% revenue increase for those classes.   8 

 9 

Q. WHAT PERCENTAE OF THE OVERALL REVENUE INCREASE DOES THIS 10 

PROPOSAL PLACE ON RESIDENTIAL CUSTOMERS?    11 

A. The entire residential class, including residential R, AE, RTM and MMA customer 12 

would receive 47.8% of the overall increase.  This is only slightly more than the 13 

Commission assigned to those classes in Formal Case No. 1103.        14 

 15 

Q. ARE THE BASE RATE CREDITS THAT YOU PROPOSE FOR CUSTOMERS 16 

IN CLASSES RECEIVING GREATER THAN AVERAGE REVENUE INCREASE 17 

PERCENTAGES USE ALL OF THE AVAILABLE BASE RATE CREDITS?    18 

A. No.  I estimate that over the period through the end of March 2019 only about 19 

$22.55 million of credits would be required for those classes.     20 

 21 
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Q. HOW SHOULD THE BALANCE OF THE AVAILABLE BASE RATE CREDITS 1 

BE USED?    2 

A. Those funds should be used for two purposes.   3 

First, a portion of the remaining funds (e.g., $500,000 to $750,000 per 4 

year) should be earmarked to provide improved customer service to non-5 

residential customers.  Pepco has agreed to a similar use of a portion of 6 

incremental merger Customer Investment Funds in Maryland, and a similar 7 

program would provide DC’s non-residential customers a similar benefit.  Non-8 

residential customers and their representatives spend considerable time and 9 

resources trying to deal with a call center and customer service system that are 10 

not particularly well-designed to meet their needs and answer their questions.   11 

Additional assistance in this area would be greatly appreciated, and funding of 12 

the proposal would still require only a small percentage of the overall direct 13 

merger benefits.   14 

Second, I recommend that the balance of these funds be held in reserve 15 

to address potential growth in the Company’s residential class such that there will 16 

be greater assurance the credits for residential customers will not be forced to 17 

terminate earlier than proposed herein.  Again, I see this as a more financially 18 

sound alternative to a plan that relies on funding credits through Incremental 19 

Offsets without any allowance for growth in the number of customers receiving 20 

credits.     21 

 22 



 DIRECT TESTIMONY OF BRUCE R. OLIVER 
DCPSC Formal Case No. 1139 

 
 

 

96 

 1 

E. REFLECTION OF MERGER COMMITMENTS (Issue Nos. 10, 10a, and 10b) 2 

 3 
Issue No. 10  4 

Are all Formal Case No. 1119 Merger Commitments properly 5 

reflected in the Application? 6 

 7 

Q. ARE COMMITMENTS TO MAKE FUTURE CHARITABLE CONTRIBUTIONS 8 

ON PEPCO’S BOOKS?    9 

A. No, they are not.  The Merger Settlement Agreement accepted by this Com-10 

mission clearly indicate that the pledge of over $18 million in future charitable 11 

contributions for the District of Columbia represent a commitment by Exelon and 12 

its affiliates, not a commitment made by Pepco.  In that context, it is inappropriate 13 

for that commitment to be reflected on Pepco’s books.   14 

 15 

F. ALTERNATIVE RATEMAKING STRUCTURES 16 

 17 

Q. ARE THERE ANY CAUTIONS THE COMMISSION SHOULD CONSIDER IN ITS 18 

ASSESSMENT OF ALTERNATIVE RATEMAKING STRUCTURES?  19 

A. Yes.  The Commission needs to ensure than any ratemaking alternatives it may 20 

adopt are compatible with its existing polices and priorities.  For example, the 21 

Commission should be hesitant to advance incentives that might encourage a re-22 

bundling of utility services or further narrow the portion of the Company’s 23 
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customer base that presently carries the burden of Pepco’s entire required return 1 

on investment.  We have entered into an era in which the costs of alternative 2 

sources of energy supply are becoming increasingly competitive with utility 3 

provided services, and in that context, the Commission must guard against 4 

actions that might drive away the very customers on whom the system relies for 5 

maintenance of its financial health.   6 

In an evolving industry alternative ratemaking structures should not be 7 

viewed as long-term solutions.  Rather, the Commission may view alternative 8 

ratemaking structures as tools for facilitating the achievement of specific, reason-9 

ably near-term, goals.  However, it must also recognize that once such goals are 10 

achieved, revision or termination of alternative ratemaking structures may be 11 

necessary.  Goals that are too easily achieved by utilities generally cannot be 12 

relied upon to generate substantial ratepayer benefits.  Further, alternative 13 

ratemaking structures should not be viewed as a replacement for rigorous 14 

regulatory oversight.  Effective regulation requires a knowledgeable and involved 15 

Commission that continues to serve a leadership role.   16 

 17 

Q. IS THE COMPANY’S REQUEST FOR THIS COMMISSION TO INVESTIGATE 18 

THE USE OF A FULLY FORECASTED TEST YEAR REASONABLE?    19 

A. Not at this time.  The record in this case raises numerous questions regarding 20 

the data and methods the Company has employed to forecast kWh use by its 21 

customers and to compute weather normalization adjustments.  Until those 22 
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issues are fully resolved and the Company provides the Commission with sub-1 

stantial evidence of its ability to reasonably forecast future costs and revenues, 2 

consideration of the use of a fully forecasted test year is not warranted.     3 

 4 

Q. SHOULD THIS COMMISSON UNDERTAKE A FURTHER INVESTIGATION OF 5 

PERFORMANCE BASED RATEMAKING METHODS?    6 

A. Again, not at this time.  Until more substantial determinations are made regarding 7 

the future structure of Pepco’s distribution utility operations in the District, it is 8 

difficult to identify many specific behaviors and/or performance measures for 9 

which incentives would be appropriate.  However, one area in which a 10 

performance based ratemaking measure can be productive at this time is the 11 

implementation of the incentive structure I have outlined in this testimony for 12 

encouraging reductions in rate case expenses.  The incentive can be approved 13 

now for application to the Company’s next base rate filing.       14 

 15 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 16 

A. Yes.  It does.   17 

 18 

 19 

  20 

 21 

   22 












































































