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THE STATE CORPORATION COMMISSION
OF THE STATE OF KANSAS
Before Commissioners: Susan K. Duffy, Chair
Shari Feist Albrecht

Dwight D. Keen

In the Matter of the Application of Atmos )
Energy Corporation for Adjustment of its ) Docket No. 19-ATMG-525-RTS
Natural Gas Rates in the State of Kansas. )

ORDER ON ATMOS ENERGY CORPORATION’S APPLICATION
FOR A RATE INCREASE

This matter comes before the State Corporation Commission of the State of Kansas
(Commission). Having reviewed the pleadings and record, the Commission makes the following
findings:

1. On June 28, 2019, Atmos Energy Corporation (Atmos) filed an Application seeking
an overall net revenue increase of $7.2 million, resulting from increasing base rates by $9.6
million, proposing a rate case expense surcharge of $817,882, rebasing amounts currently collected
through the Gas System Reliability Surcharge Rider (GSRS) of $3.3 million; and adjusting $1.4
million of its Ad Valorem Tax Surcharge Rider (AVTS) into base rates.!

2. Atmos claims their current rates do not produce sufficient revenues to cover the
costs to render reasonably sufficient and efficient service and, therefore, are not just and
reasonable.? Without the proposed rate increase, Atmos contends it will be unable to acquire
necessary capital at reasonable rates, carry out new construction, provide adequate gas supplies of
gas and render the quality of service the public requires.> Atmos’s Application is accompanied by

supporting testimony from eight witnesses.*

! Application, June. 28, 2019, ] 4.
27d,95.

3

‘1, |4.
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3. The Commission has jurisdiction to supervise and control natural gas public
utilities, as defined in K.S.A. 66-104, doing business in Kansas.” The Commission has the power
to require all natural gas utilities governed by the Natural Gas Public Utilities Act to establish and
maintain just and reasonable rates.®

4, Notice of the proposed rate increase, public hearing, and evidentiary hearing was
provided by an insert with the monthly billing statement for each customer in Atmos’s service
territory as well as by publishing notice in the major newspapers in the region. The Commission
received comments from the public at the September 17, 2019 public hearing in Overland Park,
Kansas, where a record was made. The Commission also received 527 public comments through
its Office of Public Affairs and Consumer Protection.” The Commission issues this Order with
due consideration of those comments.

5. On July 25, 2019, the Citizens’ Utility Ratepayer Board (CURB) was granted
intervention.

6. On October 31, 2019, Commission Staff (Staff)® and CURB filed their direct
testimony. In its direct testimony, Staff recommended a net revenue decrease of $593,764; CURB
recommended a net revenue decrease of $3,157,324.°

7. On November 18, 2019, Atmos filed rebuttal testimony from eight witnesses.
James F. Reda and John D. Quackenbush filed rebuttal testimony without having filed direct

testimony. Reda’s testimony focused on the reasonableness of total compensation levels for

3 K.S.A. 66-1,201.

6K.S.A. 66-1.202.

7 The public comments were entered into the record by the Prehearing Officer filing Notice of Filing of Public
Comments on Dec. 18,2019.

® Staff served the Direct Testimony of Justin T. Grady and Adam H. Gatewood on all parties via email on October
31, 2019. Due to a clerical error neither Grady’s nor Gatewood’s testimony was filed by 5:00 p.m. on October 31,
2019. On November 14, 2019, the Commission granted Staff’s Motion for Leave to File Testimony Out of Time.
9 Post-Hearing Brief of Commission Staff (Staff Brief), Jan. 16, 2020, y 5, 6.

2
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executives and the appropriateness of Atmos’s annual and long-term incentive compensation
programs.!® Quackenbush’s rebuttal testimony discussed the alternative regulatory mechanisms
he approved for natural gas companies while he chaired the Michigan Public Service
Commission,!! and opined on the importance of Regulatory Research Associates’ (RRA)
assessments of state regulatory climates.'?

8. The Parties were unable to reach a settlement, so the Commission held an
evidentiary hearing, beginning December 10, 2019, and concluding December 12, 2019. Atmos,
Staff, and CURB appeared by counsel and each party submitted prefiled testimony. The
Commission heard live testimony from a total of 20 witnesses, including nine on behalf of Atmos,
seven on behalf of Staff, and four on behalf of CURB. At the December 3, 2019 prehearing
conference, the parties agreed to waive cross-examination of several witnesses. The parties had
the opportunity to cross-examine the remaining witnesses at the evidentiary hearing as well as the
opportunity to redirect their own witnesses. Following the evidentiary hearing, all of the parties
submitted post-hearing briefs.

9. The major issues in dispute are:

e Return on Equity (ROE) / Capital Structure
e System Integrity Plan (SIP)

e Incentive Compensation

e Depreciation

e Rate case expense

o Other rate base and income statement adjustments

10 Rebuttal Testimony of James F. Reda, Nov. 18,2019, p. 3.
U1 Rebuttal Testimony of John D. Quackenbush, CFA (Quackenbush Rebuttal), Nov. 18, 2019, p. 12.
2 1d., pp. 14-15.
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10.  In determining rates, the Commission first establishes a revenue requirement and
then designs a rate structure.!* The revenue requirement includes rate base, operating expenses,
and rate of return.'* The rate of return is simply an opportunity to earn that rate, not a guarantee.
Rate design includes allocating costs ar;long and within the customer classes.

11.  In setting rates, the Commission’s goal is to balance the interests of all concerned
parties and develop a rate within the “zone of reasqnableness.”15 The parties whose interests must
be considered and balanced include: (1) the utility’s investors vs. the ratepayers; (2) present vs.
future ratepayers; and (3) the public interest.'6

12.  Inallocating the revenue requirement among the customer classes, the Commission
follows cost causation principles,!” so “that one class of consumers shall not be burdened with
costs created by another class.”!8

A. RETURN ON EQUITY

13.  Atmos initially proposed an ROE of 10.25%, with an overall rate of return of
7.98%." Its witness, Dylan D’ Ascendis, reached his ROE recommendation after applying several
cost of common equity models, including the Discounted Cash Flow (DCF) model, the Risk
Premium Model (RPM), and the Capital Asset Pricing Model (CAPM), to a proxy group of six
natural gas distribution utilities and a separate proxy group of sixteen domestic, non-price
regulated companies of comparable risk to the six natural gas companies.?® D’Ascendis’s models

produced an ROE of 9.8% before he adjusted it upward by 0.40% for the small size of Atmos

B Kansas Gas & Elec. Co. v. Kansas Corp. Comm’n, 239 Kan. 483, 500 (1986).

1 1d. at pp. 500-01.

15 1d. at pp. 488-89.

16 1d, at pp. 488, 1070.

17 See Order on Petitions for Reconsideration and Clarification, §§ 14-15, Docket No. 05-WSEE-981-RTS (Feb. 13,
2006).

18 Jones v. Kansas Gas & Elec. Co.,222 Kan. 390, 401 (1977).

19 Direct Testimony of Dylan W. D’Ascendis (D’Ascendis Direct), June 28, 2019, p. 2.

0, p.3.
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Kansas’s operations and another 0.04% for flotation costs to arrive at an ROE of 10.24%.%!
Inexplicably, D’ Ascendis’s rounded up to 10.25% to reach his initial recommendation.??

14.  CURB’s witness, Dr. J. Randall Woolridge, applied the DCF and CAPM to his own
proxy group of gas distribution companies and concluded Atmos’s ROE is in the range of 7.50%
to 8.70%,2 ultimately recommending an ROE of 8.7%.%*

15.  Staff recommends an ROE of 9.1%, with a range of 8.55% to 9.35%.%° Staff
witness Adam Gatewood’s ROE of 9.1% results in an overall rate of return of 7.02%.26 Gatewood
performed DCF, Internal Rate of Return (IRR), and CAPM analyses using D’ Ascendis’s proxy
group.?’ He relied on a DCF model using both short-term and long-term growth rate forecasts to
arrive at a midpoint ROE of 8.15%.2% Applying long-term growth rate forecasts to D’ Ascendis’s
proxy group is one explanation for why Gatewood’s recommended ROE is lower than
D’Asendis’s.

16.  In his rebuttal testimony, D’Ascendis lowered his initial ROE recommendation
from 10.25% to 9.9%,2? based on an extraordinary decline in interest rates since he filed his direct
testimony.3° In his revised ROE recommendation, D’Ascendis starts with an ROE of 9.45% before
applying a 0.40% upward size adjustment and a 0.03% flotation cost adjustment to arrive at his

9.9% ROE recommendation.3!

2., p. 4.

21d.

2 Direct Testimony of J. Randall Woolridge, Ph.D. (Woolridge Direct), Oct. 31, 2019, p. 4.

% [d, p. 58.

25 Direct Testimony of Adam Gatewood (Gatewood Direct), Nov. 5, 2019, p. 2.

% Id., p. 2. Gatewood’s 7.02% overall rate of return is based on a 4.35% cost of debt. See id., p. 3. Applying the
4.37% cost of debt the Commission adopts in paragraph 29 of this Order increases his overall rate of return to
7.03%.

27 Staff Brief, Y 16-18.

B1d,517.

? Rebuttal Testimony of Dylan W. D’ Ascendis (D’ Ascendis Rebuttal), Nov. 18, 2019, p. 2.

0d.,p.s.

N, p.4.
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17.  Indetermining the appropriate ROE, the Commission is guided by Federal Power
Commission v. Hope Natural Gas Company, 320 U.S. 591 (1944) and Bluefield Waterworks &
Improvement Company v. Public Service Commission of West Virginia, 262 U.S. 679 (1923) which .
find returns granted to regulated public utilities should be: (1) commensurate with returns on
investment of similar risk; (2) sufficient to ensure the utility’s financial integrity under proper
management; and (3) adjusted to reflect changes in the money market and business conditions.*?
Hope and Bluefield have been adopted by the Kansas Supreme Court®® and recognized by the
Commission in Docket No. 10-KCPE-415-RTS (10-415 Docket).>* While the Commission has
substantial discretion in setting a fair rate of return, it must not be so unreasonably high or low as
to be unlawful

18.  Even after amending its proposed ROE in recognition of an extraordinary decline
in interest rates, Atmos’s proposed 9.9% ROE represents an increase of 80 basis points from its
currently approved ROE of 9.1%.3¢ Both Gatewood and Woolridge testified that there has been a
clear downward trend in authorized ROEs for gas and electric utilities from 2000 to 2018.37 Even
Atmos acknowledges an overall downward trend in interest rates since 2008.3® Atmos is the only
party advocating an increase to its 9.1% ROE. Atmos’s proposed ROE runs counter to the trends

in Kansas and nationwide towards lower ROEs in recognition of historically low costs of capital.

32 Federal Power Comm'n v. Hope Natural Gas Co., 320 U.S. 591, 603, 64 S.Ct. 281, 288 (1944); Bluefield
Waterworks & Improvement Co. v. Public Service Comm'n of West Virginia, 262 U.S. 679, 692-93, 43 S.Ct. 675,
679 (1923).

33 Kansas Gas, 239 Kan. at pp. 489-90.

34 Order: 1) Addressing Prudence; 2) Approving Application, In Part: and 3) Ruling on Pending Requests (10-415
Order), pp. 40-41, Docket No. 10-KCPE-415-RTS (Nov. 22, 2010).

35 Southwestern Bell Tel. Co. v. Kansas Corp. Comm’n, 192 Kan. 39, 85-86 (1963).

36 See Gatewood Direct, p. 30.

37 Transcript of Evidentiary Hearing (Tr.), Dec. 10,2019, Vol. 1, p. 48 (Woolridge); id, pp. 159-160 (Gatewood).
38 D’ Ascendis Rebuttal, pp. 5-6.
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19.  On cross-examination, D’ Ascendis admits that the only model that produces a 9.9%
ROE applies to companies that are not price/rate regulated with adjustments for company size and
equity flotation.?® Yet, D’Ascendis is unaware of any instance where the Commission has
recognized a size adjustment in setting an ROE.*® With an equity market capitalization of $11.4
billion, Atmos is hardly a small company.*! Staff questioned the appropriateness for a size
adjustment because an investor cannot purchase stock specific to Atmos’s Kansas operations nor
can anyone purchase debt specific to Atmos’s Kansas operations.*?

20.  As Quackenbush testified, Atmos Kansas makes up only about 4% of Atmos's
operations, so when investors contemplate investing in Atmos, they focus on states like Texas,
Mississippi and Louisiana that make up the lion’s share of Atmos’s operations, and therefore, the
regulatory risk that exists in those three states more significantly impacts Atmos’s ability to attract
capital.** Similarly, Quakenbush admits that Atmos is not currently experiencing any difficulty
raising capital,* as evidenced by its ability to recently issue $800 million in 10-year and 30-years
notes with a yield of 2.625 and 3.375 percent, respectively.*’ Based on these admissions, there is
no justification for a size adjustment to ROE.

21.  Atmos has not met its burden to demonstrate its existing 9.1% ROE is hindering its
ability to raise capital, or insufficient to ensure the utility’s financial integrity under proper
management.

22,  Atthe same time, CURB’s recommended ROE range of 7.50% to 8.70% strikes the

Commission as too low. Woolridge’s recommended ROE is significantly below Atmos’s current

¥ Tr., Vol. 1, pp. 86-87.
© 14, p. 93.

4! Gatewood Direct, p. 24.
214, p. 103,

S 1d,p.217.

“41d.

1d.,p.218.
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authorized ROE and is even further below the average rates of return being allowed to natural gas
utilities. As D’Ascendis testified, since 2018, the average and median authorized ROEs for natural
gas utilities are 9.63% and 9.7% respectively.*6

23.  AnROE 0of 9.1%, as recommended by Staff, is below that requested by Atmos, and
above that recommended by CURB. The current Baa Corporate Bond yield of 4.5%* is actually
lower than the 4.89% yield in place during the 14-ATMG-320-RTS Docket, (the last time the
Commission set Atmos’s ROE).*® Since capital costs have declined since the Commission set the
9.1% ROE, the 80 basis points increase sought by Atmos is not justified. Having reviewed the
evidence provided by D’Ascendis, Woolridge, and Gatewood, the Commission believes an ROE
of 9.1% strikes the proper balance of allowing Atmos to access capital markets while
acknowledging the economic impact of higher ROEs on ratepayers.

B. CAPITAL STRUCTURE

24.  D’Ascendis recommends using Atmos’s actual capital structure as of March 31,
2019 to develop the overall rate of return.*® Therefore, he proposes a capital structure consisting
of 39.88% long-term debt and 60.12% common equity.>® D’Ascendis testified that since a 60.12%
equity ratio is within the range of common equity ratios of other utility proxy group members, it
would be inappropriate to substitute a hypothetical capital structure.>!

25.  Both Staff and CURB recommend a capital structure of 43.68% long-term debt and
56.32% common equity.>> Woolridge testified that Atmos’s proposed capital structure has more

equity than the rest of the gas proxy members and should be adjusted to reflect the issuance of

4 D’ Ascendis Rebuttal, p. 47.

47 Gatewood Direct, p. 32.

8 14, p. 30.

4 D’ Ascendis Direct, p. 10.

01d,

SUId, p2l.

52 Gatewood Direct, p. 17; Woolridge Direct, p. 24.
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$800 million in senior notes on October 2,2019.%* Gatewood agrees that Atmos’s proposed capital
structure should be adjusted to reflect Atmos’s issuance of $800 million in unsecured debt.** As
Gatewood explained, the new debt issuance increases the balance of Atmos’s long-term debt by
22% and since the debt bears a lower interest rate than the interest rate from the test-year, a lower
rate of return is appropriate.’ Gatewood testified that since Atmos has already issued the debt,
adjusting its capital structure to reflect the debt is known and measurable and presents a better
estimate of Atmos’s actual costs going forward.

26.  On rebuttal, D'Ascendis argued that if the Commission elects to update the capital
structure for post-test year events, it should also adjust the capital structure for all known and
measurable post-test year events, including Atmos’s two planned equity issuances in 2020, which
would result in a capital structure of 58.22% common equity and 41.78% long-term debt.>’ Both
Staff and CURB oppose including Atmos’s planned 2020 equity issuances in the capital structure.
CURB explains that those issuances were not raised in the evidentiary hearing and are not known
and measurable.’® Staff notes the adjustment related to the 2020 issuances is over a year removed
from the test year and is not known and measurable.>

27.  Atmos’s concerns that factoring in the 2019 issuances, but not the planned 2020
offerings, would violate the principles of synchronization are not compelling. As Staff points out,
all of the other adjustments, including those to plant in service aﬁd payroll, are not updated beyond

September 30, 2019.%° Staff argues the Commission should not adopt capital structure that was

3 Id,, p. 23.

5% Gatewood Direct, p. 17.

55 Id.

%6 Id.

57D’ Ascendis Rebuttal, p. 14; Post Hearing Brief of Atmos Energy Corporation (Atmos Brief), Jan. 3, 2020, § 23.
58 post-Hearing Brief of the Citizens’ Utility Ratepayer Board (CURB Brief), Jan. 15, 2020, ] 26.

39 Staff Brief, ] 40.

6 14, q 42.
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updated during the hearing, including projected equity issuances that will not be finalized until
2020, and would not be synchronized with all of the other major elements of Staff’s revenue
requirement.’! The Commission agrees.

28.  Based on Gatewood’s testimony that Atmos used the 2019 new .debt to refinance
existing short-term debt, rather than replacing long-term debt already accounted for in its long-
term debt balances in the test year,%? the Commission concludes the new debt is not be used to
finance new plant and equipment outside of staff’s update cutoff.

29. Includingvthe new debt incurred in October 2019 has a significant effect on the
Atmos’s annual Gas Safety & Reliability Surcharge (GSRS) calculations, which are dependent on
the rate of return set in this Docket.> Accordingly, failure to include the new debt from 2019
would result in customers paying higher GSRS charges based on an inflated rate of return.®* This
would result in sh&eholders, rather than customers receiving the benefit of cost savings from the
new debt incurred in 2019.%5 Staff’s recommended capital structure is within the 50% to 60%
equity ratio range targeted by Atmos management.®® Staff’s proposed capital structure is within
the range approved in Atmos’s other divisions.8” Therefore, the Commission approves the capital
structure of 43.68% long-term debt and 56.32% common equity recommended by Staff and
CURB. The parties agree that a 4.37% embedded debt cost is appropriate in this proceeding.®

Accordingly, the Commission adopts a 4.37% debt cost in this proceeding.

81 See id.

62 Gatewood Direct, p. 18.
63 Staff Brief, { 36.

S Id.

85 Id,

6 Id., 9§ 37.

7 1d., 9 38.

¢ Atmos Brief, p. 12, n. 27.
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C. SYSTEM INTEGRITY PLAN (SIP)

30.  Atmos proposes a five-year pilot, SIP tariff to allow it to accelerate its replacement
of obsolete materials in its Kansas underground pipes.*’ In its Post Hearing Brief, Atmos
characterizes its proposed SIP as “essentially the same SIP mechanism agreed to by Atmos Energy,
Staff, and CURB in Atmos Energy's last general rate case proceeding in the [16-ATMG-079-RTS]
docket with one exception; the stipulated SIP in the 079 docket provided for a semi-annual rather

2370

than quarterly rate adjustments”’® That characterization is misleading.

31.  On cross-examination, Gary W. Gregory, Atmos’s President of its Colorado and
Kansas Division, admitted that the current SIP proposal does not include a $75 million cap over
five years that was part of the SIP mechanism proposed in the 16-ATMG-079-RTS Docket (16~
079 Docket).”! Similarly, Gregory acknowledged the current SIP proposal does not include the
three-year rate moratorium that was a condition of the SIP mechanism from the 16-079 Docket.”

32. In 2008, Kansas enacted a monthly Gas System Reliability Surcharge (GSRS)
charge to allow natural gas utilities to invest in system integrity and to assist in complying with
federal and state safety standards.” In 2018, the Kansas Legislature amended the Gas Safety and
Reliability Policy Act, doubling the maximum monthly Gas System Reliability Surcharge (GSRS)
charge on residential customers from $0.40 to $0.80.74

33.  Atmos contends that the GSRS process produces an 11-month capital investment

lag and does not cover the entire cost of investment for system integrity.” Therefore, Atmos

believes a SIP mechanism is necessary. Both Staff and CURB oppose the proposed SIP. As Staff

 Application, § 8.

" Atmos Brief, §31.

" Tr., Vol. 2, p. 257.

714, p. 264,

 Direct Testimony of Gary L. Smith (Smith Direct), June 28, 2019, p. 9.
M K.S.A. 66-2204(e)(1); See also Smith Direct, p. 9.

7% Smith Direct, p. 9.
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witness Justin Grady testified, Atmos is fully recovering its investments in safety and reliability
infrastructure today through the newly expanded GSRS.”6

34, Staff recommends modifications to Atmos’s proposed SIP: (1) capping the
recovery of costs of incremental capital improvement at $50 million over five years; (2) beginning
on January 1,2021, and expiring on December 31, 2025; (3) requiring Atmos to file detailed annual
SIP Plan Filings to be ruled on by the Commission each November 1; (4) requiring Atmos to make
an annual surcharge filing by January 15, each year, with the first being due January 15, 2022; (5)
providing only a return on and a return of capital expenditures above the $22 million per year in
base safety, reliability, and GSRS-eligible capital expenditures; (6) requiring Atmos to file to
renew, amend, or end the program by December 31, 2024; and (7) be accompanied by a three-year
rate moratorium,”’

35.  Similarly, CURB explained it would be more amenable to the SIP if it would be:
(1) used only after its GSRS is exhausted; (2) used only after taking advantage of depreciation; (3)
limited to replacing cast iron or base steel pipeline; (4) updated annually; (5) limited to the monthly
surcharge on residential customers to $0.40 per month; and (6) accompanied by a three-year rate
moratorium.’® The major difference between Staff’s and CURB’s proposed modifications is the
size of cap.” Staff proposes a $50 million cap over the five-year pilot program, where CURB’s

proposal to limit the monthly surcharges equates to roughly a $35 million cap over the five-year

period %0

76 Direct Testimony of Justin T. Grady, Nov. 4, 2019, p. 15.
" Id., pp. 28-29.

8 CURB Brief, ] 40.

M 1d, 141.
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36. In its Reply Brief, Atmos continues to misstate the character of its proposed SIP.
Atmos makes the remarkable claim that, “[flrom the Company's perspective, it proposed a SIP
tariff that was virtually identical to the tariff agreed to between Atmos Energy, Staff, and CURB
in the last Atmos Energy rate case and supported by the Staff and the Company in the 343 docket.
The only difference is that Atmos Energy proposed a quarterly surcharge mechanism in this docket
rather than a semi-annual surcharge mechanism.”®! Atmos then offers up a revised SIP that was
not presented to the Commission until after the evidentiary hearing.

37.  Under its revised SIP, Atmos proposes a semi-annual surcharge mechanism with a
$35 million cap over five years.®? Atmos’s revised SIP appears to address the vast majority of
both Staff’s and CURB’s concerns. The only matter remaining in dispute is the timing of the
surcharge. By proposing a semi-annual mechanism, Atmos appears to abandon its initial request
for a quarterly surcharge mechanism. At the very least Atmos’s proposal proves it does not believe
a quarterly surcharge is necessary. Atmos offers no evidence to support a semi-annual surcharge.
Instead it simply states, “both Staff and Atmos Energy indicated they could live with a semi-annual
surcharge mechanism which was the arrangement incorporated into the 079 settlement.”®® That
statement does not provide sufficient justification for the Commission to adopt a semi-annual
surcharge. Nor does it recognize the important elements of the 16-079 Docket settlement still
missing from Atmos’s proposal, notably a three year rate moratorium. Therefore, even though the
16-079 Docket settlement contained a semi-annual surcharge, that is not compelling evidence that

a SIP should be collected on a semi-annual basis.

81 Reply Brief of Atmos Energy Corporation (Atmos Reply Brief), Jan. 24, 2020, § 19.
82 1d., Attachment A, p. 1.
8 Atmos Reply Brief, p. 18.
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38.  Both Staff and CURB have supported an annual surcharge. Staff’s and CURB’s
recommendations are supported by testimony from Justin Grady and Josh Frantz respectively.
Furthermore, an annual surcharge is consistent with how the GSRS is collected. An annual
surcharge is also less burdensome for the Commission and its Staff to administer. Since there is
no evidence to support Atmos’s revised semi-annual surcharge, and based on Atmos’s
acknowledgment that if the SIP mechanism was denied, it would continue to use the existing rate
recovery options, such as the GSRS or rate cases, and more importantly, it would continue to spend
and invest in its system and address safety issues without any pause, the Commission denies
Atmos’s proposed, modified SIP.

39. Both Staff and Atmos favor increasing the pace for replacing obsolete
infrastructure.?* The real dispute between the Staff and Atmos is the method of cost recovery.®
The Commission is not opposed to a SIP in principle, just the SIP as originally proposed by Atmos.
The Commission recognizes the urgent need to replace obsolete pipes, primarily bare steel and
cast iron. Therefore, the Commission would approve the amended SIP proposed by Atmos in its
Reply Brief, provided it includes: (1) an annual surcharge as suggested by CURB and Staff for
replacing obsolete pipes, primarily bare steel and cast iron, and (2) is available only after its GSRS
is exhausted; and (3) Atmos accepts a three-year rate moratorium. If after exhausting its GSRS,
Atmos wishes to pursue a SIP including a $35 million cap over five years, with an annual
surcharge, and a three-year rate moratorium, the Commission urges Atmos to collaborate with

CURB and Staff to make a compliance filing, in accord with these conditions through a SIP tariff.

% Id., p. 280.
8 1d., p. 281.
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D. INCENTIVE COMPENSATION

40.  Atmos claims its employee compensation plan supports and rewards high-
performance by its employees, which benefits all stakeholders.®® Staff recommends removing
100% of Atmos’s short term Management Incentive Plan expenses, 50% of the time lapse portion
of the Long Term Incentive Plan, and 100% of the expense associated with the Performance Based
portion of the Long Term Incentive Plans allocated to Atmos’s Kansas operations.” CURB
recommends removing 100% of Atmos’s compensation expenses beyond base salary.® Atmos
contends that because its total compensation for employees (base pay plus incentive pay) is prudent
and reasonable based upon those total salaries being below or at the total salaries paid in the market
for similar positions, they should be recovered in rates.®

41.  Atmos retained James F. Reda, who filed rebuttal testimony on the reasonableness
of Atmos’s total compensation levels, the competitiveness of Atmos’s total compensation
program, and the inclusion of incentive compensation in Atmos’s cost of service.’® In his prefiled
rebuttal testimony, Reda states that Atmos’s compensation levels compare favorably with the
competitive market.’! He reaches that conclusion because Atmos’s compensation programs are at
the 50" percentile of the marketplace and the incentive programs are tied to financial performance,
which benefits all stakeholders.*?

42.  Despite Reda’s concern that Atmos would not be able to retain qualified employees
without its executive compensation program, on cross-examination, Reda admitted he did not

conduct any studies on whether Atmos’s ability to attract capital would be affected if the

86 Atmos Post Hearing Brief, ] 51.

87 Staff Brief, § 86. ‘
8 CURB Brief, § 75.

89 Atmos Brief, § 43(c).

% Rebuttal Testimony of James F. Reda, Nov. 18,2019, p. 3.
'1d, p. 8.

21d., p.28.
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Commission disallowed the incentive compensation programs in rates.”* Similarly, he failed to
conduct any surveys of Atmos executives to measure potential turnover if the Commission
disallowed the incentive compensation programs in rates.*

43,  Furthermore, even if the Commission excludes Atmos’s compensation plans from
rates, the evidence suggests Atmos’s shareholders will gladly finance those programs. In his
prefiled rebuttal testimony, Reda notes that in 2018, 94% of Atmos’s shareholders approved the

5 He argues the shareholder approval demonstrates the

Company’s compensation structure.’
executive compensation structure adds value to shareholders and customers.”® But when asked
during cross-examination whether he believes the shareholders vote was influenced by whether
they expect ratepayers to bear those costs, Reda answered no.”” Likewise, when asked if he
thought shareholders were concerned with who might be paying for these plans, he again answered
no.”® This is despite the evidence in the record that most of Atmos’s jurisdictions disallow some
portion of incentive compensation.”® Therefore, Atmos’s own expert implicitly acknowledges that
its shareholders are willing to bear the cost of the incentive programs. Accordingly, there is no
reason to burden ratepayers with costs, as shareholders have shown are perfectly willing to fund
the incentive programs. If shareholders pay for the incentive programs, the incentive programs
will continue to allow Atmos to recruit and retain valued employees.

44,  Staff does not claim Atmos’s compensation levels are unreasonable or imprudent;

instead Staff believes Atmos’s compensation metrics are too heavily weighted towards its financial

% Tr., Vol. 3, p. 549.
% Id., p. 550.

95 Reda Rebuttal, p. 4.
% Id.

97 Tr, Vol. 3, p. 551.
% Id., p. 552.

*Tr., Vol. 3, p. 556.
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goals.!® Staff relies on the Commission’s Order in the 10-415 Docket, where the Commission
announced its intent to exclude programs that focus on the financial aspect, rather than operational
aspects of the business,'?! to argue Atmos’s programs should be disallowed. According to Staff,
since the 10-415 Docket was issued, the Commission has repeatedly affirmed its decision, notably
in the 12-KCPE-764-RTS Docket (12-764 Docket).1?2 Therefore, Staff believes the policy to
disallow incentive programs that focus on the financial benefits to the utility is settled law.!%
Atmos disagrees.

45, CURB recommends disallowing all incentive compensation expenses over and
above base pay, including the financial portion of incentive compensation expenses for non-
management employees.!® In both the 10-415 and 12-764 Dockets, the Commission explicitly
rejected CURB’s more aggressive incentive compensation argument.'%

46. The Commission concludes there is no reason to revisit its prior decisions on
incentive compensation. Likewise, the Commission concludes there is no reason to revisit its
decision announced in the 10-415 Docket to disallow incentive programs that focus on the
financial aspect, rather than operational aspects. Accordingly, the Commission reaffirms its intent
to disallow the costs of management incentive programs that focus on financial criteria. The
Commission adopts Staff’s recommendation to remove 100% of Atmos’s short term Management
Incentive Plan expenses, 50% of the time lapse portion of the Long Term Incentive Plan, and 100%

of the expense associated with the Performance Based portion of the Long Term Incentive Plans

10 Tr, Vol. 3, p. 655.

101 Direct Testimony of Kristina A. Luke-Fry, Oct. 31, 2019, p. 19.

102 1d

103 Staff Brief, § 90.

104 CURB Brief, ] 75.

105 See Order on KCP&L's Application for Rate Change, Docket No. 12-KCPE-764-RTS, Dec. 13,2012, § 47.
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allocated to Atmos’s Kansas operations. Pursuant to K.S.A. 77-415(b), the Commission

designates this paragraph as precedential.

E. DEPRECIATION
47.  There are three primary issues related to the testimonies of each party - net salvage,

106 Ned Allis prepared a depreciation study

service lives and depreciation calculation procedure.
for Atmos.!%” The study is based on the Equal Life Group (ELG) procedure, which differs from
the Average Life Group (ALG) procedure, currently used to calculate depreciation rates for
Atmos.!%® Staff witness Roxie McCullar believes the ALG procedure should continue to be used
to calculate depreciation rates for Atmos.'® Additionally, McCullar recommends adjustments to
several of Atmos’s proposed net salvage rates.!'® McCullar’s adjustments would reduce Atmos’s
proposed Depreciation Rate and Expenses by $2,622,802.!!!

48.  CURB’s witness, James Garren, proposes lower depreciation rates than Allis due
to adjustments to the average service lives used to calculate depreciation rates for seven
distribution accounts; and a proposed alternative method of estimating future net salvage, based
on the most recent five-year history of the Company’s net salvage experience.!'* Garren expresses
concerns with Allis’s methodology: (1) it produces unrealistically high future net salvage ratios;
and (2) second, because net salvage and retirements are not causally related or mathematically

correlated in any way, relying on this ratio yields unreliable and unsound results.!'> Therefore,

Garren proposes a methodology which utilizes the most recent five-year average of net salvage to

106 Rebuttal Testimony of Ned W. Allis (Allis Rebuttal), Nov. 18,2019, p. 1.
197 Direct Testimony of Ned W. Allis (Allis Direct), June 28, 2019, p. 1.

198 1d.; Staff Brief, § 106.

199 Direct Testimony of Roxie McCullar (McCullar Direct), Oct. 31, 2019, p. 2.
o 4. p. 11,

g p. 3.

112 Direct Testimony of James S, Garren (Garren Direct), Oct. 31, 2019, p. 4.
113 ]d.
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estimate future net salvage.!!'* He estimates total future net salvage by multiplying the annual
accrual requirement by the account remaining life.!!> Garren’s adjustments would reduce Atmos’s

proposed Depreciation Rate and Expenses by $2,973,248.11¢

Net Salvage

49.  Net salvage is gross salvage less cost of removal.!'” Net salvage is normally
negative because cost of removal is typically greater than gross salvage for most accounts.!®
Depréciation rates are designed to recover future net salvage, not what has been recorded in the
past.!® Atmos, Staff, and CURB all propose different net salvage figures.

50.  Allis proposes a methodoiogy that calculates a ratio of annual net salvage over
retirements, where he examines this ratio in five and ten year periods ovef the past fifteen years,
and factors in the historical data, the age of the plant, managerial expectations, and the experience
of other utilities in the industry, to arrive at a net salvage ratio for each account.!?°

51.  On rebuttal, Allis claims Staff’s and CURB’s proposals rely almost entirely on
historical data, compared to Atmos’s forward looking proposals.'?! Aliis accuses Staff and CURB
of proposing alternatives that do not fully estimate future net salvage.!??> He argues that unlike
Atmos, who has used the industry standard method of estimating future net salvage, Staff and

CURB offer methodologies, which have no support from depreciation authorities and which at

most have limited acceptance by regulatory commissions.'?® Allis contends that by failing to

14 74 p. 34,

115 Id

116 14 p. 36.

117 Atmos Brief, ] 25.

118 Allis Rebuttal, pp. 6-7, Garren Direct, p. 6.
119 Allis Direct, pp. 13-14.

120 Garren Direct, p. 27.

121 Allis Rebuttal, pp. 1-2.
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recover net salvage over the lives of the Company’s assets, Staff’s and CURB’s proposals will
produce intergenerational inequity, particularly as Atmos’s accelerated pipe replacement program
results in higher levels of net salvage.!**

52.  Atmos claims its uses the industry—ﬁandard method for analyzing net salvage is to
express net salvage (and its components cost of removal and gross salvage) as a percentage or ratio
of retirements,'?> whereas CURB’s and Staff’s methodologies consider the level of net salvage
recorded in recent years, not as a percentage of retirements. 26

53.  As the Applicant, Atmos bears the burden of proof on all issues, including
depreciation. The record contains several competing expert claims as to the correct methodology
for determining the proper net salvage level, and Atmos is unable to prove that its methodology is
the only methodology that will result in just and reasonable rates. While Atmos claims its
methodology is superior to Staff’s and CURB’s, Atmos’s net salvage estimates are not based
purely on statistical analyses or historical net salvage amounts expressed as a percentage of
retirements. As Allis states in his Direct Testimony, “the net salvage percentages in the
Depreciation Study are based on a combination of statistical analyses and informed judgment.”!?’
Staff’s depreciation witness McCullar testifies similarly, “[m]y proposed future net salvage accrual
amounts are in current dollars that consider Atmos’s historic practices, the impact of inflation, and
builds a reserve for reasonable estimated future net removal costs associated with future

retirements, based on the type of investments in the account, and my previous experience.”!?8

124 Id

125 Atmos Reply Brief, § 28.
126 149 30.

127 Allis Direct, p. 14.

128 McCullar Direct, p. 12.
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CURB’s depreciation witness Garren, stands alone making a recommendation based strictly on the
most recent five year average of net salvage.'?

54.  After examining the evidence on the issue of net salvage, the Commission is not
convinced that it must adopt a particular methodology as the only “right” approach in this Docket.
However, the Commission rejects CURB’s methodology because it relies solely on recent
historical net salvage experience. Although their methods of determining net salvage differ,
Atmos, Staff, and CURB agree that the purpose of a net salvage analysis is to estimate the future
level of net salvage that Atmos will incur as part of its depreciation expense. Both Staff and Atmos
agree that a net salvage analysis should estimate appropriate levels of future net salvage, not solely
rely strictly on historic expense levels. When deciding between Atmos and Staff’s net salvage
analyses, the Commission finds Staff’s approach will best balance the interests of Atmos’s current
versus future ratepayers. Again, this finding is not based on adopting any particular methodology
in this Docket, but that Staff’s approach strikes the best ba.lance between current and future
ratepayers.

Service Lives

55.  On the issue of the appropriate service life estimates for Atmos’s assets, Staff and
Atmos utilize the same service lives,!*® but CURB recommends longer service lives for seven
accounts.’®! Allis claims CURB’s proposals are not based on sound methodology and are not

consistent with the recommendations of depreciation authorities.!*? Atmos also contends CURB’s

129 Garren Direct, p 34.
B0 1d., pp. 2-3.

B3 1d., p. 3.

132 14
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service life proposals do not account for accelerated modemization of infrastructure.!?? Finally,
Atmos asserts CURB’s approach conflicts with NARUC’s guidance on the issue.'3*

56. The Commission agrees with Atmos that Atmos’s service life proposals are
consistent with both the need to accelerate the modemization of infrastructure, and with the
recommendations of depreciation authorities such as NARUC. Therefore, the Commission accepts

Atmos’s proposed service lives as agreed to by Staff.

ELG versus ALG

57.  On the question of whether to use the ELG or ALG procedure, Allis dismisses
CURB?’s position as lacking any support, and Staff’s arguments as not standing up to scrutiny.!*
While both ALG and ELG procedures are calculated to recover 100% of the original cost over the
life of the plant, the ELG procedure should be adjusted annually and is front-loaded.!*

58.  Atmos acknowledges that adopting Staff’s and CURB’s recommendations to
increase the lives of existing assets and decrease depreciation expense certainly achieves any short-
term policy or goal of maintaining lower customer rates, as depreciation expense is the largest
revenue requirement adjustment in this rate case.!’

59. In its Reply Brief, Atmos argues that just because ELG produces higher
depreciation rates does not mean that it is unjust and unreasonable and that ALG results in too low

of depreciation rates in the early years of the life of property.!*® In doing so, Atmos has not

demonstrated the Commission should change from its current process of applying the ALG

133 Atmos Reply Brief, § 42.
13414, 45.

135 1d

136 McCullar Direct, p. 6.

137 Atmos Brief, ] 42.

138 Atmos Reply Brief, § 52.
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procedures to depreciation rates. Therefore, the Commission declines to deviate from the existing
process. The Commission will apply ALG procedures to calculate Atmos’s depreciation rates.
F. RATE CASE EXPENSE

60.  The Parties agree that utilities are entitled to recover prudently incurred rate case
expenses through rates.!>® Staff questions the costs associated with Reda's testimony regarding
Atmos’s incentive compensation plan and with Quackenbush's testimony regarding the proposed
SIP.140 CURB recommends allowing Atmos to collect its reasonable rate case expense through a
three-year normalization.!*! CURB does not define what it considers reasonable rate case expense.

61.  Atmos contends it would benefit the Commission to hear the perspective of
someone from outside Atmos, who could provide a broader look at SIP-like mechanisms.!4?
Therefore, Atmos believes the expenses of Quackenbush, a former regulator who had approved
similar mechanisms, are justified for inclusion in rates.!** The Commission disagrees.

62.  As Quackenbush readily admits, he provides testimony on what other states have
allowed for ROEs based on RRA reports.!** He acknowledges that RRA’s evaluation are from the

145

perspective of investors.'* Quackenbush’s testimony is premised on his knowledge garnered as

a former Michigan Commissioner. Expert testimony is proper if it will be of special help to the
factfinder on technical subjects with which the factfinder is not familiar or if it would assist the

146

factfinder in reaching a reasonable factual conclusion. The Commission is capable of

interpreting the RRA ratings without the aid of expert testimony. Furthermore, Quackenbush’s

139 Rebuttal Testimony of Jennifer K. Story, Nov. 18, 2019, p. 28; Direct Testimony of Ian D. Campbell, Oct. 31,
2019, p. 6.

140 Staff Brief, § 163.

41 CURB Brief, ] 101.

142 Atmos Brief, ] 72.

143 Id

44Ty, Vol. 1, p. 210-211,

145 Quackenbush Rebuttal, p. 15.
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testimony substantially overlaps with that of Gary L. Smith and Gary W. Gregory. Under these
circumstances, Quackenbush’s testimony has little probative value, therefore, the Commission
disallows his expenses from rate case expense.

63.  Atmos believes Reda’s testimony is necessary to show the reasonableness of total
compensation paid to Atmos’s employees based upon what similar employees are paid in the
market.'¥” In addition, since Staff did not question the reasonableness of similar testimony in the
recent Kansas Gas Service rate case, Atmos assumed Reda’s costs were prudently incurred.!4®
Staff counters by explaining that Reda’s compensation is significantly higher than his counterpart
in the Kansas Gas Service rate case.'*® As Justin Grady testified, Kansas Gas Service spent
$42,590 on an external consultant for incentive compensation; whereas Atmos spent $79,000,
nearly double the amount incurred by Kansas Gas Service.!*® Subsequently, on February 14, 2020,
Atmos updated its estimated rate case expense, upping Reda’s expenses to $91,368.!5! Reda’s
expenses are higher than either of the outside attorneys that tried this case and higher than its ROE
witness. ROE is a much larger financial piece of Atmos’s rate case than incentive compensation.

64.  Grady also questions the need for Reda’s testimony because he believes Atmos
could have used internal employees as it did in its last rate case to testify on incentive
compensation.!® Since Staff's treatment of incentive compensation expense has been consistent
since the 10-415 case, Grady sees no need for Atmos to incur the cost of an outside expert on

incentive compensation.!** Grady notes that Gary Gregory is already a witness in this matter and

147 Atmos Brief, § 71.

148 Id.

149 Staff Brief, § 163.

B0 Tr,, Vol, 2, p. 483,

151 Estimated Rate Case Expense, Feb. 14,2020, p. 1.
132 Tr,, Vol. 2, p. 482.

153 Id
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that Barbara Myers, who is listed by Atmos on its rate case exhibit list as a manager of this filing,
and has previously provided testimony on this topic, could have also testified in lieu of Reda.'**
65.  Reda did not prepare any studies for Atmos. Instead, he just reviewed two studies
prepared by Pay Governance LLC for the Atmos Energy Board of Directors Human Resources
Committee.!>® Both studies conclude that Atmos’s total direct compensation levels were at or
below the 50™ percentile compared to its peer group and published survey data.!® Since both
studies were presented to Atmos back in October 2018,'37 the Commission questions the need to
retain Reda to testify on these studies. Despite the Commission’s concerns, since Atmos bears the
burden of proof, it is entitled to pick a witness it believes will best present its case. Also, since the
Commission did not disallow any rate case expense relating to incentive compensation in the

158 it will not disallow all of Reda’s expenses. While the

recent Kansas Gas Service rate case,
Commission elects not to disallow all of Reda’s expenses, it finds his expenses excessive and
duplicative. Compared to the expenses incurred by Kansas Gas Service and also the expenses
incurred by both Atmos’s outside attorneys and Atmos’s ROE witness, Reda’s expenses are
excessive. For these reasons, the Commission disallows half ($45,684) of Reda’s expenses.

66.  Atmos seeks to recover its rate case expense through a one-year surcharge on
customer bills, but is willing to agree to a two-year recovery period.!*> CURB recommends

allowing Atmos’s rate case expenses to be recovered through a three-year normalization of those

costs in base rates.'®® Staff opposes Atmos’s proposed rate case expense surcharge because it

154 1d.

155 Reda Rebuttal, p. 8.
156 14, p. 9.

157 1d. p. 8
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139 Atmos Brief, § 73.
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believes it will reduce Atmos’s incentive to prudently manage its rate case expenses and because
it would allow Atmos to recover its rate case exp.ense too quickly.'s!

67. In Atmos’s most recent rate case, the Commission ordered it to amortize its rate
case expense over three years.'> Atmos has not provided sufficient justification to change course.
Therefore, the Commission finds Atmos should amortize its rate case expense over three years.

G. MONTHLY RESIDENTIAL CUSTOMER CHARGE

68.  Currently, Atmos residential customers are charged a monthly fixed charge of
$18.04 per month, in addition to paying for the volume of gas they use.'®* Atmos is seeking to
increase the monthly fixed charge to $22.00.'* Staff proposes a smaller increase to $18.89.'6°
CURB recommends decreasing the monthly charge to $15.00.1% CURB arrives at the $15.00
figure by performing a direct customer cost analysis,!®” which produces a residential direct

168 Because the current fixed monthly charge is

customer cost in the range of roughly $9-$10.
$18.04, CURB witness Watkins considers it excessive.'®® But Watkins stops short of
recommending setting the fixed monthly charge at $10 because of gradualism and his assumption

that the Commission will want to include some overhead expenses in the fixed charge.!”® Due to

those two considerations, Watkins recommends a $15 customer charge.!”' On cross-examination,

161 Staff Brief,  159.

162 1d., 9 160.

163 The Commission approved a residential fixed charge of $18.91 in Atmos’s last rate case, Docket No. 16-ATMG-
079-RTS. The $18.91 was reduced to $18.04 due to tax reform and further reduced to $17.72 for the period of April
2018-March 2019, due to the deferred revenue credit. Direct Testimony of Robert H. Glass, Ph.D. (Glass Direct),
Oct. 31, 2019, p. 10, Table 4.

164 Atmos Brief, § 74.

165 Staff Brief, ] 166.

166 CURB Brief, § 102.

167 Tr, Vol. 3, p. 660.

168 14, p. 661.

169 1d., p. 662.

170 Id.

My
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Watkins acknowledges that shifting some costs from the fixed monthly charge to a volumetric
charge could result in higher bills in cold weather.!7?

69.  Atmos witness Paul H. Raa'bJ expresses his concern that Atmos faces a significant
risk when it has to try to collect fixed costs through volumetric charges!” because the costs remain
fixed and Atmos may not collect enough revenues to meet its authorized rate of return.'™ Dr.
Robert H. Glass, the Commission’s Chief of Economics and Rates, festiﬁed that Atmos is best
situated among gas utilities operating in Kansas because it is experiencing customer growth and
has a weather normalization adjustment (WNA), which in addition to the weather normalization
of the revenue requirement, protects Atmos from weather fluctuations,!’ and therefore, Atmos,
should not require a higher customer charge.!”

70.  In Atmos’s last rate case, Staff attempted to slow the trend of rising fixed monthly
charges, where the fixed charges have increased at a greater rate than the commodity charge.!”’
At the same time, Staff acknowledges that fixed costs should be recovered through fixed
charges.!”® During the test year, 64% of the residential base rate revenue came from fixed
charges.!” CURB argues that by collecting roughly two-thirds of its residential base rate revenue
through fixed charges, Atmos inhibits residential customer’s ability to control their bills through
conservation, '8

71.  The Commission concludes that an increase of the fixed monthly charge is not

warranted based on Atmos’s WNA and increasing customer base. At the same time, the

17 14, p. 666.

1 4. p. 678.

% 14, p. 679.

5 14, p. 686.

176 17

177 Glass Direct, p. 21.

178 17

 Id, p. 22.

180 Direct Testimony of Glenn A. Watkins, Oct. 31, 2019, p. 27.
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Commission is concerned that CURB’s recommended $15.00 fixed monthly charge is not
supported by competent evidence. The Commission finds that Staff’s proposed $18.89 strikes the
proper balance between allowing Atmos to collect its fixed costs and providing customers with
some ability to manage their gas usage to lower their monthly bills. An $18.89 monthly charge is
consistent with Kansas Gas Service’s $18.70 and Black Hills Energy’s $17.25.18! Accordingly,
the Commission adopts $18.89 as the monthly residential customer charge.

72.  On the issue of weather normalization, Atmos agrees to accept Staff’s WNA
proposal. In doing so, Atmos expresses its desire to work with Staff to develop updated WNA
tariffs and future WNA annual filings to incorporate the new classes and weather sensitivity
factors.!® Accordingly, the Commission directs the parties to jointly develop the updated WNA
tariffs and future WNA annual filings to incorporate the new classes and weather sensitivity
factors. The parties shall file a status update by June 1, 2020 outlining the proposed
implementation process for Commission consideration.

H. OTHER RATE BASE AND INCOME STATEMENT ADJUSTMENTS

73.  The Commission accepts the following uncontested accounting adjustments:
e Donation Expense (Staff IS-9) (874,772)
o Other Postretirement Benefits (Staff IS-14) (568,917)
e Interest on Customer Deposits (Staff IS-7) ($1,102)
e Advertising Expense (Staff IS-8) (89,605)
e Pension Expense (Staff IS-13) ($65,132)

e Pension Tracker 1 and OPEB Tracker 1 (Staff IS-15) $98,094

181 Tr, Vol. 3, p. 687.
182 Rebuttal Testimony of Gary L. Smith, Nov. 18,2019, p. 24,
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e Leases (Staff IS-16) $76,517

e Weather Normalization (Staff IS-17) ($466,047)
e Customer Annualization (Staff IS-18) $119,039

o KCC Annual Assessment Expense (Staff IS-10) ($8,070)

e Customer Deposits (Staff RB-5) $40,502

e Prepayments (Staff RB-6) $62,178

e Storage Gas (Staff RB-7) $527,781

Construction Work in Progress (CWIP)

74.  Atmos believes it should be allowed to include the CWIP balance of $1,620,606,
in rate base because it has verified the listed projects will be completed and in service by no later
than February 2020, within one year from the end of the test year.'®® CURB witness Andrea C.
Crane does not believe most of the claimed CWIP were incurred before the end of the test year,
and thus should be excluded from rate base.!®* CURB recommends including $1,307,897 of CWIP
in rate base.!®® Staff recommends excluding all CWIP not closed to Plant in Service by August
31, 2019 from rate base.!®® Staff’s adjustment would remove $11,110,143 from Atmos’s rate
base. '8

75.  Staff’s review of Atmos’s workpapers reveals Atmos missed the projected in-
service date of approximately 55% of the projects it projected to be placed into service by
September 30,2019.'%8 The only evidence that Atmos offers to suggest that projects were expected

to be completed by February 2020 is hearsay testimony from Jennifer Story that Bart Armstrong

183 Atmos Brief, § 52.

184 Direct Testimony of Andrea C. Crane (Crane Direct), Oct. 31,2019, p. 11.
185 14, p. 12.

186 Staff Brief, § 124.

187 Direct Testimony of Brad Hutton, Oct. 31, 2019, p. 5.

188 Staff Brief, ] 128.
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verified that the projects listed on a worksheet would be completed by February.!®® Her testimony
is not enough to demonstrate the listed projects will be in service by February 2020. Therefore,
the Commission approves Staff’s adjustment to remove $11,110,143 from Atmos’s rate base.

Miscellaneous Expenses

76.  Staff recommends disallowing $46,123 of miscellaneous expenses because those
dues paid to professional organizations do not directly benefit ratepayers.'®® Atmos counters that
only $29,047 should be disallowed because the cost of those licensing fees and membership dues
are reasonable, Staff used an incorrect allocation factor, and Staff eliminated some legal expenses
that Atmos did not include in its Application.!®! Staff claims to have corrected these errors in its
final adjustments, which Atmos did not dispute.!> Atmos did not present any evidence to rebut
Staff’s claim that the license fees and membership dues directly benefit ratepayers. Accordingly,
the Commission adopts Staff’s adjustment and disallows $46,123 of miscellaneous expenses
because those dues paid to professional organizations do not directly benefit ratepayers.

Plant, Accumulated Depreciation, Accumulated Deferred Income Tax (ADIT), and Excess
Deferred Income Tax (EDIT) Accounts

77.  Atmos seeks to update Plant in Service to September 30, 2019, which would
increase its rate base by $9,402,791.1% Staff opposes updating Atmos’s balances for Plant in
Service beyond August 31, 2019, because nearly every other update to the test year is through

August 30, 2019.!9 Staff’s adjustment would increase Atmos’s rate base by $7,840,069.!% The

189 Tr. Vol 2, p. 525.
190 Staff Brief, § 118.
191 Atmos Brief, ] 64.
192 Staff Brief, § 119
193 Atmos Brief, § 55.
194 Staff Brief,  131.
195 14, 9 130.
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Commission adopts Staff’s adjustment as it more closely resembles Atmos’s ongoing cost of doing
business and is synchronized with the vast majority of other adjustments in this Docket.!%

78.  Staff advises that Plant in Service (and thus Depreciation Expense), ADIT, and
Accumulated Depreciation need to be updated through the same date to avoid IRS Normalization
Violations.!”” Therefore, the Commission finds that ADIT, Accumulated Depreciation, and
Depreciation Expense should to be updated through August 31, 2019.

Accumulated Deferred Income Taxes (ADIT)

79.  Staff proposed increasing ADIT by $1,081,792, which is an offset to Plant in
Service, which decreases rate base.!®® Staff’s adjustment is due to: (1) updating ADIT balances to
update period of August 31, 2019; (2) remove ADIT associated with pension and FAS 106 costs;
(3) remove ADIT associated with Regulatory Liability-Mid Tex; and (4) remove portions of ADIT
corresponding to Staff’s incentive compensation adjustment.!®® In acknowledging a difference in
timing between the recovery of pension and post-retirement benefits in rates and the deduction for
this amount on its tax return, Atmos claims that the timing difference is no different than any other
timing difference for expense included in rates, and notes Staff has not made this adjustment in
previous Atmos rate cases.??’ Atmos admits it mislabeled the Regulatory Liability-Mid Tex
balance in its Application but argues that the balance should be included as an adjustment to rate
base because it relates to pensions and post-retirement obligations.2°!

80.  Staff claims its proposed adjustments to ADIT to remove the ADIT balances

associated with pension expenses and FAS 106 costs are necessary to match up the removal of

19 See id., § 132.

187 Staff Brief, § 141.
198 14, 4 136.

199 Id

200 Atmos Brief, ] 57.
21 14 4 '58.
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pension and FAS 106 costs from rate base.?? Atmos has not effectively countered this rationale
and Ms. Story admits that these balances are not in rate base.?”®> Accordingly, the Commission
accepts Staff’s adjustments to ADIT for this issue. The remainder of Staff’s adjustments to ADIT
are consistent with its proposal to remove certain incentive compensation expenses from the
revenue requirement.?’* Accordingly, since the Commission accepted Staff’s proposal to remove
certain incentive compensation expenses, it elects to adopt Staff’s adjustments to ADIT.

Excess Deferred Income Tax (EDIT)

81.  Staffrecommends: (1) updating the level of EDIT amortization and Atmos’s EDIT
regulatory liability to reflect Atmos’s most recent revisions to EDIT amounts; (2) removing
portions of EDIT that correspond to equity compensation and incentive compensation amounts
removed by Staff; and (3) amortizing the before-tax-gross-up EDIT balance to deferred tax
expense, as in every single regulated utility rate case filed in Kansas since the implementation of
the Tax Cuts and Jobs Act.?®® Staff recommends including $19,346,609 of EDIT regulatory
liability and an EDIT amortization amount of ($711,062).2% Atmos’s only dispute with Staff’s
adjustment is its removal of certain EDIT amounts related to its incentive compensation
adjustment. As the Commission has accepted Staff’s incentive compensation adjustment, so too
does it accept Staff’s EDIT adjustment related to incentive compensation. Accordingly, the

Commission adopts Staff’s adjustments to EDIT.

202 Staff Brief, ] 139.
203 Tr, Vol 2, p. 526.
204 Atmos Brief, § 59.
205 Staff Brief, § 133.
206 1d., 9 134.
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Accumulated Depreciation

82.  Staff recommends decreasing Atmos’s Rate Base by $2,161,428 to reflect the
balance of Accumulated Depreciation through Staff’s update period ending August 31, 2019.
Staff’s proposed adjustment would synchronize the balance of Plant In Service and its

07

corresponding Accumulated Depreciation balances.? This adjustment to Accumulated

Depreciation ensures ratepayers are given credit for the capital they have returned to Atmos, and

208 Atmos’s dispute with Staff appears to revolve

therefore, no longer need to pay a return on.
around the timing to update the balance. The Commission adopts Staff’s adjustment to
synchronize Plant In Service and Accumulated Depreciation as of August 31, 2019.

Bad Debt Expense

83.  Staff proposes to decrease operating expenses by $27,838 to account for bad debt
expense. Staff used a three-year average net bad debt write-off percentage of 0.4004% through
year-end August 31, 2019.2%° CURB favors a normalization adjustment that accounts for mliltiple
years and would decrease operating expense by $46,869 to account for bad debt expense.2!® Atmos
disputes CURB’s and Staff’s adjustments. Atmos argues CURB's adjustments are inconsistent
with previous Atmos rate cases and will preclude the Company from recovering its actual costs.2!!
Other than alleging Staff’s methodology of using a three-year average is not consistent with past

Commission practice in Atmos dockets, Atmos does not present a compelling reason to reject

Staff’s adjustment, Therefore, the Commission adopts Staff’s adjustment to bad debt expense.

207 14 4 135.

208 Id

29 14 o 146.

219 CURB Brief, 9 93; Crane Direct, Schedule ACC-12.
211 Atmos Brief, § 63.
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Depreciation Expense

84,  Staff proposes decreasing annualized depreciation expense by $2,413,239, by
increasing Atmos’ pro-forma depreciation expense by $303,708 for updates to Atmos’ Plant in
Service and decreasing Atmos’ depreciation expense by $2,716,947 to reflect Staff’s

2 Any adjustment to depreciation expense needs to be

recommended depreciation rates.?!
synchronized with the updated Plant in Service date.?!* Having already adopted a Plant in Service
date of August 31, 2019, the Commission adopts the same date for depreciation expense.
Additionally, the Commission ruled above that Atmos’ depreciation expense should be calculated
using Staff’s recommended depreciation rates. Accordingly, the Commission approves Staff’s

adjustment for depreciation expense.

Pavyroll Expense and Benefit Expenses

85.  Atmos agrees with Staff's recommendation to update payroll and employee benefits
expenses through August 31, 2019, but complains Staff's adjustment only included 11 months of
the merit increases.2* CURB recommends increasing payroll expense by $67,818.2* Atmos also
disagrees with CURB's payroll tax adjustment, claiming it mistakenly assumes that taxes are paid
at the statutory rates.2'® Atmos seeks to add a 0.25% (one-twelfth of 3%) of the annualized merit
increase to Staff's adjustment, which would increase payroll expense by $96,868 and increase
employee benefit expense by $30,456.2!7

86.  The Commission rejects Atmos’ approach to calculating a full 12 months of merit

increase because it multiplies the full year of payroll expense by 1.5%, when half of the months in

212 Staff Brief, § 150.

28 14 ¢ 151.

214 Atmos Brief,  60.

215 CURB Brief, § 92; Crane Direct, Schedule ACC-8.
216 Atmos Brief, J 60

27 g
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the test year already includes the potential 3.0% merit increase.?!® Additionally, Atmos’s approach
assumes that there are no hires, fires, or promotions since the test year. Staff’s update, ending
August 31, 2019, includes 12 months of actual known and measurable payroll expense that
contains the changes to the test year payroll Atmos attempted to include in the cost of service.
Accordingly, the Commission accepts Staff’s adjustments.

87.  Staff proposes decreasing operating expense by $202,065, by updating Atmos’s
benefits expense to account for actual expenses incurred by Atmos for the 12-months ending
August 31, 2019.2"° CURB proposes a $26,847 increase in employee benefit expenses.??® Atmos
disputes CURB's adjustment to employee benefit expenses. The Commission rejects Atmos’s
adjustment because it is not based on actual known and measurable amounts, and is merely an
estimate of how benefits expenses can change with changes to payroll expenses. Therefore, the
Commission accepts Staff’s adjustment which relies on known and measurable information, and
more closely match Atmos‘s current cost of service.

Lobbying/Membership dues/Meals & Entertainment/SERP expenses

88.  CURB asserts certain activities are not necessary for the provision of safe and
adequate service and seeks to disallow up to 50% American Gas Association (AGA) dues expense
not related to lobbying,?! 50% of Atmos’ request for meals and entertainment expenses not
deducted from taxes,??? and 100% of Atmos’s supplemental executive retirement plan (SERP)
expenses.?? Staff does not contest Atmos’s expenses in these areas. While K.S.A. 66-1,206(a)

allows the Commission to disallow 50% of utility dues, donations and contributions to charitable,

218 Staff Brief, § 154.

29 14 9 157.

220 Crane Direct, Schedule ACC-10.
221 Atmos Brief, ] 65.

222 CURB Brief, § 100.

233 Crane Direct, Schedule ACC-11.
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civic and social organizations and entities, and not specific dues, donations and contributions
which are found unreasonable or inappropriate, the Commission does not find that CURB has
shown the challenged expenses are unreasonable or inappropriate. In addition, the Commission
has already accepted Staff’s adjustments to miscellaneous expenses, which removes various
expenses that do not provide direct ratepayer benefits. Therefore, the Commission denies CURB’s
proposed adjustments for lobbying, membership dues, meals and entertainment, or SERP
expenses.

Abbreviated Rate Case

89.  Pursuant to K.A.R. 82-1-231(b)(3)(A), Atmos seeks to file an abbreviated rate case
within 12 months of this Order.??* The abbreviated rate case would be designed to update rates to
reflect new non-growth revenue infrastructure investment that is not included in rates and is not
eligible for recovery under Atmos’s GSRS tariff or SIP tariff but will have been placed in service
by the time the audit of the abbreviated filing is completed.??> Staff argues because Atmos will
fully recover its increase in safety, reliability, and GSRS-eligible Net Plant through the GSRS and

d.??6 The Commission agrees. As discussed

SIP mechanism, an abbreviated rate case is unwarrante
in paragraph 39, the Commission would approve a SIP with additional conditions, including a
three-year rate moratorium. If Atmos elects to make a compliance filing with a SIP tariff, it will
render its request for an abbreviated rate case moot. In the event that Atmos does not make a
compliance filing, its request for an abbreviated rate case is denied.

90.  Atmos requested a net revenue increase of $7,163,131. The Commission finds

Atmos is entitled to a net revenue reduction of $223,953. Under Atmos’s original request, the :

224 Application, 9.
25 I,
226 Staff Brief, ] 84.
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average residential ratepayer’s bill would have increased by $4.33 in winter months and $3.41 in
summer months.??’” But under this Order, the average residential ratepayer’s bill will only increase
by $0.35 in winter months and $0.11 in summer months.??® The slight increase in residential
ratepayer’s bills is designed to reduce the continued subsidization of the residential class, which
represents about 72% of total base rate revenue collected,??® by the commercial sales class, and
bring the classes closer to parity.23°

91.  The Commission considered all of the evidence in the record and considered the
positions and arguments of all the parties in making its findings and conclusions. The failure to
specifically address a particular item, position, or argument offered into evidence does not indicate
it was not considered by the Commission.

THEREFORE, THE COMMISSION ORDERS:

A. The Commission sets Atmos’s overall revenue requirement based on an operating
income of $14,780,974, a rate base of $242,313,526, a return on equity of 9.1%, and an overall
rate of return of 7.03%. The Commission approves a base rate revenue requirement increase of
$3,067,466. After accounting for the reduction of the GSRS charge by $3,291,419, the net impact
on customers of this Order is a revenue requirement reduction of $223,953.%31
B. Atmos’s proposed SIP mechanism is rejected, but the Commission would approve

a SIP tariff for a SIP with a $35 million cap over five years, and with an annual surcharge, three-

year rate moratorium, and is available only after Atmos exhausts its GSRS, if sought by Atmos.

227 See Direct Testimony of Paul H. Raab (Raab Direct), June 28, 2018, p. 24.

228 See Glass Direct, p. 26, Table 11.

214 p.19. :

230 See id., p. 20; Raab Direct, p. 26.

21 See Attachment A to the Order for an overview calculation of the revenue requirement increase.
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C. Pursuant to K.S.A. 77-415(b), paragraph 46 of this Order is designated
precedential. Accordingly, this Order will be included in the Commission's index of precedential
orders, published on the Commission's website.

D. The corresponding rate increases shall be set in accordance with the Commission's
Final Revenue Requirement Calculation, attached as Attachment A. The Commission's Final
Revenue Requirement Calculation is based on Staff's filed schedules and revised in accordance
with the Commission's decisions on the contested issues.

E. Any party may file and serve a petition for reconsideration pursuant to the
requirements and time limits established by K.S.A. 77-529(a)(1).23

F. The Commission retains jurisdiction over the subject matter and parties to enter
further orders as it deems necessary.

BY THE COMMISSION IT IS SO ORDERED.

Duffy, Chair; Albrecht, Commissioner; Keen, Commissioner

02/24/2020
Dated:
4 | A =
e M- Ref
Lynn M. Retz
Executive Director
BGF

B2K S.A. 66-118b; K.S.A. 77-503(c); K.S.A. 77-531(b).
38
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A
DOCKET NO. 19-ATMG-525-RTS

ATTACHMENT A
Page 1 of 3
ATMOS ENERGY
COMMISSION ORDER
SUMMARY OF ADJUSTMENTS TO RATE BASE
FOR THE TEST YEAR ENDED MARCH 31, 2019
DESCRIPTION AMOUNT
RATE BASE PER APPLICANT 248,709,964
ADJUSTMENTS TO RATE BASE ACCEPTED BY THE COMMISSION
STAFF-1 Removal of Construction Work in Progress (11,110,143)
STAFF-2 Update of Plant to August 31, 2019 7,840,069
STAFF-3 Update of Accumulated Depreciation to August 31, 2019 (2,161,428)
STAFF-4 Update of Accumulated Deferred Income Tax to August 31, 2019 (1,081,792)
STAFF-5 Update Customer Deposits to August 31,2019 40,502
STAFF-6 Update Prepayments to a 13 month average ending to August 31, 2019 62,178
STAFF-7 Update Storage Gas balances to August 31, 2019 527,781
STAFF-8 Update certain tax items from the Company's estimated to actuals (513,605)
TOTAL ADJUSTMENTS TO RATE BASE (6,396,438)
COMMISSION ADOPTED RATE BASE 242,313,526
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DOCKET NO. 19-ATMG-525-RTS
ATTACHMENT A
Page 2 of 3

ATMOS ENERGY
COMMISSION ORDER
SUMMARY OF ADJUSTMENTS TO OPERATING INCOME
FOR THE TEST YEAR ENDED MARCH 31, 2019
DESCRIPTION AMOUNT
OPERATING INCOME PER APPLICANT 12,798,524
ADJUSTMENTS TO OPERATING INCOME ACCEPTED BY THE COMMISSION

STAFF-1 Payroll expense for 12 months ending August 31, 2019 (75,433)

STAFF-2 Payroll tax update (See Adj. No. 1) 49,345

STAFF-3 Benefit expense for 12 months ending August 31,2019 202,065

STAFF-4 Equity Compensation Expense 559,029

STAFF-5 Depreciation Expense--Staff Depreciation Rates 2,413,239

STAFF-6 Bad Debt Expense 26,358

STAFF-7 Interest on Customer Deposits 1,102

STAFF-8 Advertising 9,605

STAFF-9 Donations 74,772

STAFF-10 Kansas Corporation Commission Assessment fees 8,070

STAFF-11 Miscellanous expenses 46,123
STAFF-12 Rate Case Expense (323,667)

STAFF-13 Pension Expense Update through August 31, 2019 65,132

STAFF-14 OPEB Update through August 31, 2019 68,917
STAFF-15 Pension and Post Retirement tracker balances (98,094)
STAFF-16 Lease Expense (76,517)
STAFF-17 Weather Normalization (466,047)

STAFF-18 Customer Annualization 119,039
STAFF-19 Income Tax Expense (620,588)

TOTAL ADJUSTMENTS TO OPERATING INCOME 1,982,449

OPERATING INCOME ADOPTED BY THE COMMISSION

-933-

14,780,973



A
DOCKET NO. 19-ATMG-525-RTS

ATTACHMENT A
Page 3 of 3
ATMOS ENERGY
COMMISSION ORDER
REVENUE REQUIREMENT CALCULATION
FOR THE TEST YEAR ENDED MARCH 31, 2019
LINE
NO. DESCRIPTION AMOUNT
1 RATE BASE AS ADOPTED 242,313,526
2 RATE OF RETURN ON RATE BASE AS ADOPTED (1) 7.03%
3 NET OPERATING INCOME REQUIRED 17,034,641
4 PROFORMA OPERATING INCOME 14,780,973
5 DIFFERENCE 2,253,668
6 INCOME TAX FACTOR 0.734700
7 PROFORMA REVENUE INCREASE / (DECREASE) 3,067,466
(1) COMMISSION APPROVED CAPITAL STRUCTURE:
WEIGHTED
CAPITALIZATION COSTOF  COSTOF
DESCRIPTION RATIO CAPITAL  CAPITAL

(A EEREEE SR EREEEEEEEEEEEENEEEEEEEERER R (AR EE R B EEERERE N
LONG TERM DEBT 43.68% 4.37% 1.91%
EQUITY 56.32% 9.10% 5.12%
TOTALS 100.00% 7.03%
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I. INTRODUCTION AND PURPOSE

PLEASE STATE YOUR NAME, BUSINESS ADDRESS, AND CURRENT
POSITION.

My name is Laura A. Bateman and my business address is 411 Fayetteville
Street, Raleigh, North Carolina. I am a Director of Rates & Regulatory
Planning, employed by Duke Energy Carolinas, LLC, testifying on behalf of
Duke Energy Progress, LLC (“DE Progress” or the “Company™).

WHAT ARE YOUR RESPONSIBILITIES IN THIS ROLE?

I have responsibility for the development of cost of service studies and quarterly
financial reports for both DE Progress and Duke Energy Carolinas, LLC (“DE
Carolinas™).

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL
BACKGROUND AND PROFESSIONAL EXPERIENCE.

I obtained a Bachelor’s degree from the University of Massachusetts at Amherst
in 1994 and a Master of Business Administration degree from the University of
North Carolina at Chapel Hill in 2003. Since 2003, I have worked for the
Company in a variety of roles in Risk Management, Treasury, and Regulatory.
I have been in the Rates & Regulatory Strategy group since 2007.

HAVE YOU PREVIOUSLY TESTIFIED BEFORE THIS COMMISSION
IN CONNECTION WITH YOUR CURRENT RESPONSIBILITIES?
Yes. I have testified before this Commission in connection with Duke Energy
Progress’ general rate case proceeding in Docket No. E-2, Sub 1023. I have

also testified before this Commission or submitted written testimony in 7he
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1 Investigation of Proposed Net Metering Rule (Docket No. E-100, Sub 83),

2 Standards for Electric Utilities Relating to IRP, Rate Design Modifications to
3 Promote Energy Efficiency Investments, Smart Grid Investments & Smart Grid
4 Information Per Independence/Security Act 2007 (Docket No. E-100, Sub 123),
5 and Application for Approval of DSM and Energy Efficiency Cost Recovery
6 Rider (Docket No. E-2, Sub 931).

7 Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS

8 PROCEEDING?

9 A. The purpose of my testimony is to discuss the results of DE Progress’ operations
10 under present rates on the basis of an adjusted historical Test Period using the
11 twelve month period ending December 31, 2016 (the “Test Period™). I discuss
12 the additional revenue required as a result of the cost of service based on the
13 pro forma costs in the test period. I discuss several pro forma adjustments to
14 the Company’s Test Period operating expenses and rate base. 1 explain the
15 accounting requests the Company is making regarding deferral of costs for both
16 certain purchased power expense and coal ash costs that are either over or under
17 the levels set in this proceeding, and related to establishing regulatory assets for
18 the unrecovered costs of the Asheville coal plant upon retirement and for meters
19 retired as part of the Company's Advanced Metering Infrastructure (“AMI”)
20 deployment program. Finally, I discuss the prudency of the costs included in
21 this request related to four solar generation facilities owned by DE Progress.

22 Q. DOES YOUR TESTIMONY INCLUDE ANY EXHIBITS?

DIRECT TESTIMONY OF LAURA A. BATEMAN Page 3
DUKE ENERGY PROGRESS, LLC DOCKET NO. E-2, SUB 1142

-2556-



I/A

1 A Yes, I have included two exhibits. Bateman Exhibit 1 sets forth the operating

2 results under current and proposed rates. Bateman Exhibit 2 summarizes the
3 cost of service results and the proposed increases for the North Carolina retail
4 jurisdiction by customer class.

5 Q. WERE THESE EXHIBITS PREPARED BY YOU OR UNDER YOUR
6 DIRECTION AND SUPERVISION?

7 A Bateman Exhibits 1 and 2 were prepared under my supervision.

8 Q. DID YOU PROVIDE ANY INFORMATION INCLUDED IN THE
9 APPLICATION?

10 A. Yes, I provided the cost of service studies included in Item 45 of the Form E-1,

11 and the pro forma adjustment work papers included in Item 10 of the Form E-
12 1, filed with the Company’s Application for Increase to Existing Rates and
13 Charges (the “Application”).

14 1L DETERMINING THE REVENUE REQUIREMENT

15 Q. WHAT IS THE REVENUE REQUIREMENT AND HOW DID DUKE

16 ENERGY PROGRESS CALCULATE IT?
17 A The revenue requirement represents the annual revenues necessary for the
18 Company to recover its operating expenses (including depreciation and taxes)
19 and provide its investors with a fair rate of return on the investment in rate base.
20 DE Progress determined its operating costs by identifying depreciation and
21 amortization expense, operations and maintenance expense (“O&M”), fuel
22 expense, taxes, and other expenses charged to utility operations and recorded in
23 its accounting records for the Test Period. The amount of rate base is
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 4
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1 determined by adding the year-end balances in the Company’s accounting

2 records of plant in service, accumulated depreciation, materials and supplies
3 (including fuel inventory) and components of working capital less deferred
4 taxes and operating reserves, including certain regulatory assets and liabilities.
5 Next, a cost of service study is prepared that allocates and assigns these actual
6 Company operating costs and rate base amounts to determine the per book cost
7 for providing electric service to the Company’s North Carolina retail
8 operations. The cost of service studies, filed as Item 45 of DE Progress’ Form
9 E-1, were reviewed by Witness Hager and she describes the allocation process
10 and methodologies used by the Company in this proceeding within her
11 testimony.
12 Following the cost of service study, the actual Test Period expense and
13 rate base levels, as allocated to the North Carolina retail operations, were
14 adjusted for known and measurable changes, as described below and in the
15 testimony of Witnesses Wheeler and McGee. DE Progress made certain
16 accounting and pro forma adjustments to actual operating income and rate base
17 for the Test Period to reflect known and measurable changes in order to (i)
18 normalize for abnormal events; (ii) annualize part year recurring effects to a full
19 year effect; and, (iii) show actual changes in costs, revenues or the cost of the
20 Company’s property used and useful, or to be used and useful within a
21 reasonable time after the Test Period, in providing service.
22 After the determination of operating expenses and rate base for the
23 Company’s North Carolina retail operations, rate base is split between the
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 5
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Company’s debt investors and equity investors using the Company’s proposed
capital structure of 53 percent equity and 47 percent debt. Then, the annual cost
of debt is calculated. The income available for the Company’s equity investors
is determined by subtracting the cost of debt from the operating income
produced by the current revenues received from North Carolina retail customers
less operating expenses. Finally, the required revenue increase necessary to
produce the requested equity return on the amount of the equity invested in rate
base is determined.

Bateman Exhibit 1 sets forth the rate base, operating revenues, operating
expenses, and operating income the Company earned during the Test Period and
the adjusted amounts the Company supports for use in calculating its proposed
revenue requirement. In my Exhibit 1, I have indicated by asterisk the items
the Company plans to update in this proceeding.

III. RESULTS OF OPERATIONS UNDER EXISTING AND

PROPOSED RATES

PLEASE DESCRIBE BATEMAN EXHIBIT 1 TO YOUR TESTIMONY.
Bateman Exhibit 1 sets forth the operating results and data required by
Commission Rule R1-17(b) regarding operating income, calculation of
additional revenue requirement, accounting adjustments, and rate base
information. The operating results are based on the Test Period noted above,
using the twelve months ending December 31, 2016, with appropriate
adjustments. This information is also shown on Pages 1 through 4d of Exhibit

C of the Company’s Application.

DIRECT TESTIMONY OF LAURA A. BATEMAN Page 6
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1 Q. PLEASE EXPLAIN WHAT IS PRESENTED ON PAGE 1 OF BATEMAN

2 EXHIBIT 1 ENTITLED “OPERATING INCOME FROM ELECTRIC
3 OPERATIONS.”
4 A Page 1 summarizes the Company’s operating income from electric operations
5 for the Test Period both for total Company operations and North Carolina retail
6 operations before the necessary accounting adjustments. It also shows the
7 Company’s operating income from electric operations for North Carolina retail
8 operations after the necessary accounting adjustments and the rate of return on
9 North Carolina retail rate base the Company would earn in the Test Period after
10 reflecting those adjustments.
11 Column 1 and 2 set forth the actual operating revenues, expenses and
12 rate base from the per book cost of service study (Form E-1, Item 45a) for the
13 Company and for its North Carolina retail jurisdiction, respectively.
14 Column 3 summarizes the accounting adjustments allocated to North
15 Carolina retail operations necessary to reflect a representative level of operating
16 income and rate base based on known changes in costs. These adjustments are
17 shown on Bateman Exhibit 1, page 3 and are explained later in my testimony.
18 Column 4 shows adjusted North Carolina retail operations.
19 Column 5, Line 1 shows the additional revenue requested in this
20 proceeding of $477.5 million. This is the increase in revenues justified as
21 necessary to cover the Company’s cost of service, including a rate of return on
22 members’ equity of 10.75 percent as discussed in the testimony of Witness
23 Hevert. Column 5 also shows the effect of the revenue increase on the
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 7
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1 Commission regulatory fee, uncollectibles expense, income taxes, and cash

2 working capital.

3 Column 6, Line 11 shows adjusted operating income after the proposed
4 increase in revenues. Column 6, Line 12 shows the adjusted retail rate base.
5 Dividing operating income by rate base produces the 7.66 percent overall rate
6 of return that the Company is justifying in this case, as shown on Column 6,
7 Line 13.

8 Q. PLEASE EXPLAIN WHAT IS PRESENTED ON PAGE 2 OF BATEMAN

9 EXHIBIT 1 ENTITLED “CALCULATION OF ADDITIONAL
10 REVENUE REQUIREMENT.”
11 A Page 2 sets forth the calculation of the additional revenue requirement necessary
12 to produce a 10.75 percent rate of return on members’ equity using the format
13 required by Commission Rule R1-17(b)(9)e. To develop this figure, the North
14 Carolina retail rate base was allocated to its capital source components of long-
15 term debt and members’ equity. This allocation was based on the capitalization
16 ratios of 47 percent long-term debt and 53 percent members’ equity which is
17 the Company’s targeted capital structure that this Commission found just and
18 reasonable in its Order Granting General Rate Increase, issued in Docket No.
19 E-2, Sub 1023 (2013 Rate Case Order™), in the Company’s last general rate
20 case. Witness DeMay also comments in his testimony that the 53 percent equity
21 ratio will help enable access to capital at reasonable rates.
22 The amount of operating income needed to cover interest applicable to
23 North Carolina retail rate base was computed using the embedded cost of long-
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 8
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1 term debt rate. This amount is shown in Columns 4 and 7 on Line 1. Operating

2 income needed to cover interest, shown in Columns 5 and 8 on Line 1, was
3 deducted from total operating income shown in Column 5 on Line 3, to derive
4 operating income remaining for members’ equity at present rates as shown in
5 Column 5 on Line 2.
6 Applying the 10.75 percent rate of return on members’ equity to that
7 portion of the North Carolina retail rate base financed by members’ equity,
8 shown in Column 6, Line 2 produces the operating income requirement for
9 members’ equity as shown in Column 8, Line 2.
10 The total operating income requirement shown in Column 8, Line 3 is
11 the sum of the requirements for long-term debt and members’ equity.
12 Comparing the operating income requirement to the operating income before
13 the proposed increase in Column 5, Line 3 results in the additional operating
14 income requirement shown in Column 8, Line 4. To realize this additional
15 operating income, the Company must also collect in revenues the increase the
16 NCUC regulatory fee at a rate of 0.14 percent, uncollectible expense at a rate
17 of 0.18 percent, state and federal income taxes at a composite rate of 37.06
18 percent, and the return on cash working capital requirements. The additional
19 operating income requirement and the additional taxes and fees produces an
20 additional revenue requirement of $477.5 million.

21 Q. HOW DO YOU PROPOSE TO ALLOCATE THIS ADDITIONAL

22 REVENUE REQUIREMENT AMONG THE CLASSES?
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 9
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1 A Bateman Exhibit 2 shows how the additional revenue requirement is spread

2 among the classes and how the target revenue requirements for rate design are
3 established. The rate increase shown in the exhibit has been allocated to the
4 rate classes on the basis of rate base, and then combined with an additional
5 increase or decrease at the customer class level that results in a 25 percent
6 reduction in each class’s variance from the overall average rate of return. This
7 additional increase or decrease at the customer class level nets to $0 for the
8 North Carolina retail jurisdiction in total, but brings the customer classes closer
9 to the average rate of return, and is an appropriate way to gradually bring rate
10 classes closer to rate parity over time. This approach is consistent with the
11 approaches in the last general rate proceedings for both DE Carolinas and DE
12 Progress.

13 Q. PLEASE EXPLAIN THE ADJUSTMENTS THAT ARE NEEDED TO

14 DEVELOP THE TARGET REVENUE INCREASES USED IN THE
15 RATE DESIGN PROCESS?
16 A. The adjusted cost of service normalizes the test period revenue for weather
17 impacts and customer growth as described in Section IV of my testimony. As
18 a result, the Proposed Rate Increase shown in Bateman Exhibit 2, Column I,
19 reflects normal weather and customer growth. However, in the rate design
20 process, the revenue increase is spread over test period billing determinants
21 (kWh, kW, etc.) to determine the rate increases. If the revenue increase is
22 adjusted for weather and growth, but the billing determinants are not, in an
23 extreme weather test period, the kWh would be abnormally high, resulting in a
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 10
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1 rate per kWh that is too low. Conversely, in a mild weather test period, the kWh

2 would be abnormally low, resulting in a rate per kWh that is too high. For this
3 particular Test Period, we also adjusted revenues for the impacts of Hurricane
4 Matthew, as described in Section IV of my testimony. The billing determinents
5 during the test period were unusually low due to power outages resulting from
6 Hurricane Matthew. Absent an adjustment, dividing the target revenues by
7 abnormally low billing determinents in the rate design process, would lead to
8 rates per kWh that are too high. The adjustments made on Page 2, Columns N
9 through Q, have an equivalent effect of adjusting the test period billing
10 determinants for weather, customer growth, and the impacts of Hurricane
11 Matthew, and therefore, are appropriate in developing the target revenues to be
12 used in the rate design process. The proposed revenue increases by rate class on
13 Bateman Exhibit 2, Page 2, Column S, were provided to Witness Wheeler and
14 were used in the development of the rate design used in this case.
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 11
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IV.  ACCOUNTING AND PRO FORMA ADJUSTMENTS

PLEASE EXPLAIN PAGE 3 OF BATEMAN EXHIBIT 1 CAPTIONED

“DETAIL OF ACCOUNTING ADJUSTMENTS-NORTH CAROLINA

RETAIL.”
Page 3 sets forth the individual accounting and pro forma adjustments to
operating revenues and expenses, including the income tax effects for North
Carolina retail electric operations, that were shown in total on Page 1 of
Bateman Exhibit 1 in Column 3. The totals of the columns shown on Line 36
of Page 3 are the amounts carried forward to Column 3 of Page 1 of Bateman
Exhibit 1.
PLEASE LIST THESE ACCOUNTING AND PRO FORMA
ADJUSTMENTS.
The accounting and pro forma adjustments that were made by the Company are
as follows (the chart below indicates which witness is sponsoring each
adjustment):
ADJUSTMENTS TO OPERATING REVENUES AND EXPENSES
(Page 3 of Bateman Exhibit 1)

Line No. | Adjustment Title Witness
1 Annualize retail revenues for current rates Wheeler
2 Adjust other revenue Wheeler
3 Normalize for weather Bateman
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ADJUSTMENTS TO OPERATING REVENUES AND EXPENSES
(Page 3 of Bateman Exhibit 1)

Line No. | Adjustment Title Witness
4 Annualize revenues for customer growth Bateman
5 Eliminate unbilled revenues Bateman
6 Update fuel costs to approved rate McGee
7 Eliminate costs recovered through non-fuel riders Bateman
8 Annualize depreciation on year end plant balances Bateman
9 Annualize property taxes on year end plant balances Bateman
10 Adjust for new depreciation rates Bateman
11 Adjust for post test year additions to plant in service Bateman
12 Adjust for Asheville base load CWIP Bateman
13 Adjust for transmission merger mitigation project Bateman
14 Adjust nuclear decommissioning expense Bateman
15 Adjust reserve for end of life nuclear costs Bateman
16 Adjust coal inventory Bateman
17 Adjust for Harris COLA Bateman
18 Amortize deferred environmental costs Bateman
19 Adjust for ongoing environmental costs Bateman
20 Normalize for storm costs Bateman
21 Annualize O&M non-labor expenses Bateman
22 Normalize O&M labor expenses Bateman

DIRECT TESTIMONY OF LAURA A. BATEMAN Page 13
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ADJUSTMENTS TO OPERATING REVENUES AND EXPENSES
(Page 3 of Bateman Exhibit 1)

Line No. | Adjustment Title Witness
23 Update benefit costs Bateman
24 Levelize nuclear refueling outage costs Bateman
25 Amortize rate case costs Bateman
26 Adjust aviation expenses Bateman
27 Adjust for change in NCUC regulatory fee Bateman
28 Adjust purchased power Bateman
29 Adjust O&M for executive compensation Bateman
30 Adjust for Customer Connect Bateman
31 Adjust for Long Term Service Agreements Bateman
32 Adjust for Deferred Tax Liability Bateman
33 Adjust for North Carolina tax rate change Bateman
34 Synchronize interest expense with end of period rate base | Bateman

Adjust cash working capital for present revenue
Bateman
35 annualized and proposed revenue

IN CALCULATING THE TOTAL REVENUE REQUIREMENT IN THIS

PROCEEDING, DID YOU REVIEW EACH OF THE ACCOUNTING

AND PRO FORMA ADJUSTMENTS?

Yes, I did.

DIRECT TESTIMONY OF LAURA A. BATEMAN
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1 Q. IN YOUR OPINION, DO THESE ACCOUNTING AND PRO FORMA

2 ADJUSTMENTS REFLECT KNOWN AND MEASURABLE CHANGES
3 TO THE COMPANY’S TEST PERIOD OPERATING EXPENSES,
4 REVENUES, AND RATE BASE?

5 A Yes. The adjustments set forth on page 3 of Bateman Exhibit 1, as more fully

6 supported below and in the testimony of Witnesses McGee and Wheeler, reflect
7 known and measurable changes to the Company’s Test Period revenues,
8 expenses, and rate base.

9 Q. PLEASE DESCRIBE THE PRO FORMA ADJUSTMENTS YOU ARE

10 SUPPORTING.
11 A The following are descriptions of the pro forma adjustments:
12 1. Annualize retail revenues for current rates
13 This adjustment annualizes revenue based on the rates in effect at the time of
14 the application, excluding the Renewable Energy and Energy Efficiency
15 Portfolio Standard (“REPS”) rider, and removes revenues recovered through
16 the Demand Side Management/Energy Efficiency (“DSM/EE”) rider, the Joint
17 Agency Acquisition Rider (“JAAR”), and the fuel Experience Modification
18 Factor (“EMF”) rates. This adjustment is discussed in more detail in the
19 testimony of Witness Wheeler. The revenues recovered through the REPS rider
20 are removed in Adjustment Line 7.
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 15
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1 2. Adjust other revenue

2 This adjustment adjusts other revenue to reflect proposed changes to rates in
3 the Company's Service Regulations and Rider MROP. The proposed changes
4 are discussed further in Witness Wheeler's testimony.
5 3. Normalize for weather
6 This adjustment adjusts revenue to normalize for the impacts of weather. The
7 kWh weather adjustment was developed based on a 30-year history of weather.
8 This kWh adjustment was then multiplied by an average rate for each class to
9 derive the adjustment to revenue. The average rate excludes the rates for the
10 DSMV/EE rider, REPS rider, JAAR and fuel EMF. However, since the rate
11 includes the base fuel proposed in this case, an adjustment is also made to fuel
12 expense to reflect the weather adjustment.
13 4. Customer Growth Adjustment
14 This adjustment annualizes revenue to reflect expected changes in the number
15 of customers and usage per customer during the test period. This change in
16 consumption was then multiplied by an average rate for each class to derive the
17 adjustment to revenue. The average rate excludes the rates for the DSM/EE
18 rider, REPS rider, JAAR and fuel EMF. However, since the rate includes the
19 base fuel proposed in this case, an adjustment is also made to fuel expense to
20 reflect the annualized change in kWh.
21 5. Eliminate unbilled revenues
22 This adjustment eliminates unbilled revenue and related taxes recorded by the
23 Company in the test period.
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 16
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1 6. Update fuel costs to approved rate and other fuel-related adjustments

2 This adjustment adjusts fuel clause expense during the test period to match the

3 fuel clause revenues included in Adjustment Line 1. By matching the expenses

4 to the revenue, the adjustment ensures that no increase is requested in this

5 proceeding related to fuel and fuel-related expenses that are recoverable

6 through the fuel clause. This adjustment is described in more detail in Witness

7 McGee’s testimony.

8 7. Eliminate costs recovered through non-fuel riders

9 This adjustment removes expense and rate base items recovered through the
10 DSM/EE rider, the REPS rider and the JAAR. The revenues recovered through
11 the REPS rider are also removed in this adjustment. The revenues recovered
12 through the DSM/EE rider and the JAAR are excluded in Adjustment Line 1.
13 The revenues, expenses and rate base items, if applicable, in each of these riders
14 are reviewed each year in annual proceedings and should not impact the
15 increase requested in this proceeding.
16 8. Annualize depreciation on year end plant balances
17 This adjustment reflects the annualization of depreciation expense using the
18 current depreciation rates applied to the end of the Test Period level of plant in
19 service. During the Test Period, the Company recorded depreciation for plant
20 additions from the point in time when they went into service. This adjustment
21 annualizes depreciation expenses to reflect a full year level of depreciation on
22 plant in service as of the end of the Test Period using the depreciation rates that
23 were in effect during the Test Period.

DIRECT TESTIMONY OF LAURA A. BATEMAN Page 17
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1 9. Annualize property taxes on year end plant balances

2 This adjustment annualizes Test Period property taxes on plant in service at
3 December 31, 2016. Property taxes expensed in the calendar year 2016 were
4 assessed based on property balances at the end of 2015. Likewise, property
5 taxes expensed in the calendar year 2017 will be assessed based on property
6 balances at the end of 2016. This adjustment increases property tax expense in
7 the Test Period to reflect an annual level of expense for property taxes based on
8 the end of the Test Period level of plant investment.
9 10. Adjust depreciation expense for new depreciation rates
10 This adjustment adjusts the annualized depreciation expense to reflect the new
11 depreciation rates based on the updated depreciation study prepared by Gannett
12 Fleming and discussed and supported by Witness Doss. Implementing the new
13 depreciation rates will result in an increase to depreciation expense of
14 approximately $132.1 million on a system basis, or $67.6 million on a North
15 Carolina retail basis. The adjustment also increases depreciation reserves by
16 one year’s worth of the depreciation expense adjustment.
17 Originally, the depreciation consultant had proposed new depreciation
18 rates that would fully depreciate the Asheville coal plant by its expected
19 retirement date in 2020. In order, to mitigate the impact on customers in this
20 case, DE Progress asked the consultant to adjust the rates to reflect a recovery
21 of the remaining net book value of the Asheville coal plant over a ten-year
22 period, similar to the treatment of other coal plants that were retired early in DE
23 Progress’ prior depreciation study. Since under this approach, the net book
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1 value of the plant will not be fully recovered at the time of retirement, the

2 Company is requesting permission to establish a regulatory asset at the time of
3 the plant's retirement for the remaining net book value and the ability to
4 continue amortizing the costs over the remaining portion of the ten-year period
5 at that time. We also request permission to defer to this regulatory asset any
6 costs related to obsolete inventory, net of salvage, at the time of retirement.
7 The Company also requests permission to establish a regulatory asset
8 for meters that will be replaced under the Company’s Advanced Metering
9 Infrastructure (“AMI”’) deployment program. The depreciation study recovers
10 the remaining net book value of these assets over three years, which is the
11 expected deployment period for the program. Therefore, we would expect the
12 balance in the regulatory asset to be $0 at the end of this period. However, as
13 the individual meters are replaced, the Company will need to move the retired
14 meter balance out of Electric Plant in Service and Accumulated Provision for
15 Depreciation of Electric Utility Plant (Accounts 101 and 108) and into the
16 regulatory asset account, until the remaining balances are fully depreciated.
17 In addition to the other updates in the depreciation study, the costs
18 associated with closing coal ash ponds have been removed from the
19 depreciation rates. Currently, the Company is collecting costs associated with
20 the closure of coal ash ponds in the cost of removal portion of its depreciation
21 rates. These cost of removal rates were based on estimated closure costs
22 included in the 2012 dismantlement studies prepared for the Company by Burns
23 & McDonnell, a third party engineering firm. These cost estimates were
DIRECT TESTIMONY OF LAURA A. BATEMAN Page 19
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1 prepared prior to the enactment of the North Carolina Coal Ash Management

2 Act of 2014 (“CAMA”) and the Environmental Protection Agency’s Coal
3 Combustion Residual (“CCR”) Rule, and were based on the industry standards
4 and best practices recommended by the engineering consultants at the time.
5 Since that time, CAMA and the CCR rule have significantly increased the
6 estimated closure costs for the Company's coal ash ponds, and changed the
7 required accounting treatment, triggering asset retirement obligation
8 accounting. For these reasons, the coal ash pond closure costs have been
9 removed from the depreciation rates, and are instead being requested in
10 Adjustments 18 and 19, described later in my testimony.

11 11. Adjust for post test year additions to plant in service

12 This adjustment increases operating expenses and rate base for significant
13 production, transmission, distribution, general and intangible plant additions
14 the Company has incurred and will incur from the end of the Test Period through
15 August 2017. Witnesses Gillespie, Miller, and Simpson discuss these plant
16 additions in their testimonies.

17 12. Adjust for Asheville base load Construction Work in Progress

18 (“CWIP”)

19 This adjustment increases rate base to include CWIP for its Asheville Combined
20 Cycle project (“ACC Project”), in accordance with North Carolina General
21 Statute 62-133(b)(1). The ACC Project consists of two highly efficient 280
22 MW combined cycle natural gas-fueled electric generating units with fuel
23 backup and is scheduled to be completed and in service by December 2019.
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1 The ACC Project was granted a certificate in Docket No. E-2, Sub 1089. The

2 adjustment includes in rate base the projected CWIP balance for the ACC

3 Project as of August 31, 2017, which is $192.8 million on a system basis, or
4 $116.8 million on a North Carolina retail basis. This increase to rate base results

5 in an increase to the annual revenue requirement of approximately $12.9

6 million.

7 13. Adjust for transmission merger mitigation project

8 This adjustment includes the costs related to the Greenville-Kinston Dupont

9 230 kV line. This transmission line was constructed and placed in service in
10 2014 in order to satisfy Federal Energy Regulatory Commission (“FERC”)
11 market mitigation requirements related to the Duke-Progress merger (Docket
12 Nos. E-2, Sub 998 and E-7, Sub 986). However, the line was previously in the
13 Company's 10-year site plan to be constructed and placed in service in June
14 2017. Ordering paragraph 10 of the Commission’s June 29, 2012 order in the
15 merger docket! states that the Company “shall not seek to recover from retail
16 customers any costs associated with the Greenville-Kinston Dupont 230 kV line
17 until the later of: (1) June 1, 2017, or (2) the actual in-service date of the line....”
18 The line was placed in service in May 2014, and the new customer rates
19 requested in this rate case will not go into effect until after June 1, 2017.
20 Therefore, DE Progress is requesting to recover the costs associated with the
21 Greenville-Kinston Dupont 230 kV line. The Company is not seeking to

!'See the NCUC’s June 29, 2012 “Order Approving Merger Subject to Regulatory Conditions and
Code of Conduct” under NCUC Docket Nos. E-2, Sub 998 and E-7, Sub 986
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recover costs associated with any of the other permanent transmission projects

at this time.

14. Adjust nuclear decommissioning expense

This adjustment updates decommissioning expense to reflect several updates to

model assumptions in the Company’s 2014 decommissioning study. These

updates are discussed by Witness Doss.

15. Adjust reserve for end of life nuclear costs

In its last general rate case, DE Progress established reserves for end-of-life

costs associated with nuclear materials and supplies and with nuclear fuel. This

adjustment adjusts the test period amortization expense to reflect updated

estimates of the end-of-life costs.

16. Adjust coal inventory

This adjustment reduces the Company’s actual coal inventory at the end of the

Test Period to reflect a targeted 40-day full load burn for each of the coal

generating plants. This change in coal inventory for the North Carolina retail

jurisdiction is shown on Bateman Exhibit 1, Page 4c, Line 1, Column 3.

17. Adjust for Harris Combined Operating and Construction License
Application (“COLA”)

In Docket No. E-2 Sub 1035, the Company petitioned for approval to defer

certain capital costs incurred for the development of Units 2 and 3 of the Harris

Nuclear Station. The Commission approved the Company's petition on

September 16, 2013. Witness Fallon discusses these costs in more detail. The

total deferred costs are $45.3 million on a North Carolina retail basis ($70.3
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1 million on a system basis.) This adjustment amortizes the deferred balance over

2 a 5-year period, resulting in an annual revenue requirement of $9.1 million.

3 Consistent with the Commission's order, the deferred balance is excluded from

4 rate base and no return is included in this request.

5 18. Amortize deferred environmental costs

6 In Docket Nos. E-2, Sub 1103 and E-7, Sub 1110, the Company petitioned the

7 Commission for authority to defer in a regulatory asset account certain costs

8 incurred in connection with compliance with federal and state environmental

9 requirements as it relates to Coal Combustion Residuals (“CCRs” or “coal
10 ash™). The nature of these costs are described in more detail in Witness Kerin’s
11 testimony. No fines, penalties, or costs on which DE Progress has agreed to
12 forego recovery are included in the deferral. This adjustment amortizes the
13 deferred costs over a 5-year period. While the costs to comply with CAMA and
14 the CCR Rule are largely duplicative, there are a small portion of the costs that
15 the Company has determined are specitic to CAMA, unique to North Carolina
16 and appropriate for direct assignment to North Carolina, as discussed by
17 Witness Kerin. In the deferral calculation, for the CAMA-specific costs, the
18 adjustment first separates out the portion allocable to the wholesale jurisdiction
19 and then direct assigns the retail portion to North Carolina retail. The deferral
20 calculation also nets the total compliance costs allocated to North Carolina retail
21 with the cost of removal that is being collected from customers in current rates
22 for the active and retired coal ash ponds. Both the compliance costs and the
23 cost of removal are based on actuals as of the end of the test period plus a
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projection through August 31, 2017. The total system spend on coal ash pond
closure costs during this period for DE Progress is $482.7 million ($98.7 million
in 2015, $212.7 million in 2016, and $171.3 million in the 2017 projected
period). After applying allocations factors, netting with the cost of removal and
incorporating the return on the deferred costs, the expected deferred balance as
of August 31, 2017, on a North Carolina retail basis is $260.3 million. Over the
5-year amortization period, the annual amortization expense is $52.1 million.
When added together with the net of tax return on the unamortized balance of
$14.4 million, the total revenue requirement requested in this case for deferred
coal ash pond closure costs is $66.5 million. Of the $260.3 million expected
deferred balance, $15.1 million ($13.8 million of spend and $1.3 million of
return) is related to 2017 beneficial reuse projected costs. While these amounts
are included in this request, we believe these costs are more appropriately
recovered through the annual fuel rider as discussed by Witness McGee. Ifthe
Commission approves the fuel rider treatment requested by Witness McGee, we
would remove $15.1 million from the deferred balance in this adjustment.

19. Adjust for ongoing environmental costs

This adjustment increases O&M to reflect the expected ongoing annual level of
expenses the Company will incur in connection with compliance with federal
and state environmental requirements related to closing coal ash ponds. These
costs are described in more detail in the Company's deferral request in Docket
Nos. E-2, Sub 1103 and E-7, Sub 1110, and in the testimony of Witness Kerin.

As with Adjustment 18, no fines, penalties, or costs on which DE Progress has

DIRECT TESTIMONY OF LAURA A. BATEMAN Page 24
DUKE ENERGY PROGRESS, LLC DOCKET NO. E-2, SUB 1142

-2577-



I/A

1 agreed to forego recovery are included in this adjustment. The expected

2 ongoing level of O&M is based on the Company's actual spend on coal ash
3 during the test period, which was $212.7 million on a system basis, or $129.1
4 million on a North Carolina retail basis. Since the test period costs were
5 deferred, the adjustment removes the deferral to reflect the ongoing expected
6 level. The Company is also requesting permission to establish a regulatory
7 asset/liability and defer to this account the North Carolina retail portion of
8 annual costs over or under the amount established in this proceeding. This
9 accounting mechanism will ensure that the Company only recover from
10 customers its actual level of spending related to coal ash. In addition, since the
11 amortization proposed in Adjustment 18 only includes deferred costs through
12 August 31, 2017, the Company requests to defer to the regulatory asset the coal
13 ash spend incurred after that date, but before new rates from this proceeding are
14 effective.
15 20. Normalize for storm costs
16 This pro forma adjustment normalizes storm restoration costs to an average
17 level of costs the Company has experienced over the last ten years. This pro
18 forma also removes any storm costs from the 10-year average calculation that
19 were included in the Company’s 2016 deferral request, and instead includes an
20 amortization of the deferred costs over a 3-year period. During the Test Period,
21 the Company incurred $80 million of incremental operating expense and $49
22 million of capital on a North Carolina retail basis related to major storm
23 restoration efforts. In Docket No. E-2, Sub 1131, the Company requested
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1 permission to defer these incremental costs, net of the $12.7 million that is

2 currently in customer rates. The projected balance in the deferred account as of
3 December 31, 2017, for the incremental operating expenses, depreciation and
4 return on the capital, and return on the deferred costs, net of the amount in rates
5 is $79.7 million. The 3-year amortization period results in an annual
6 amortization expense of $26.6 million. When combined with the net of tax
7 return on the deferred balance of approximately $3.6 million, the approximate
8 revenue requirement requested in this case for the deferred 2016 storm costs is
9 approximately $30.2 million. Finally, the adjustment removes the abnormal
10 impacts to billed revenue that the Company experienced due to Hurricane
11 Matthew. The high number of customer outages due to the storm caused billed
12 revenue to be lower than normal during this period. To normalize this impact,
13 the net lost revenues have been added back in this adjustment.
14 21. Annualize non-labor O&M expenses
15 This adjustment annualizes Test Period operating and maintenance expenses
16 excluding fuel, purchased power, and labor costs to reflect the change in unit
17 costs that occurred during this period.
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1 22. Normalize O&M labor expenses

2 This adjustment adjusts the wages and salaries and related employee benefits
3 costs to reflect annual levels of costs as of April 1, 2017. This adjustment also
4 reflects changes in related payroll taxes.
5 23. Update benefits costs
6 This adjustment updates the test period cost of labor-related benefits to match
7 the result of an updated study performed by the Company’s consultants. This
8 adjustment also removes benefits related amortizations that will expire in 2017.
9 24. Levelize nuclear refueling outage costs
10 In the Company’s last general rate case, the Commission approved an
11 accounting mechanism that levelized certain costs related to nuclear refueling
12 outages. This adjustment annualizes the amortization expense related to this
13 mechanism incurred during the test period to the level experienced at the end
14 of'the test period. This adjustment is consistent with the proposed treatment for
15 future rate cases described in Levelization Attachment 2 of the Agreement and
16 Stipulation of Settlement approved in the Company's last general rate case
17 (Docket E-2, Sub 1023).
18 25. Amortize rate case costs
19 This adjustment amortizes the incremental rate case costs incurred for this
20 docket over a 5-year period.
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1 26. Adjust aviation expenses

2 This adjustment removes from expense certain corporate related aviation

3 expenses incurred in the Test Period.

4 27. Adjust for change in North Carolina Utilities Commission (“NCUC”)

5 regulatory fee

6 This adjustment removes Test Period deferrals of and annualizes the North

7 Carolina regulatory fee at the current rate of 0.14 percent. It also amortizes over

8 a 3-year period the deferred incremental regulatory fees due to changes in the

9 regulatory fee rate since the last rate case.

10 28. Adjust purchased power

11 This adjustment increases the Test Period purchased power expense to include
12 avoided cost payments to solar qualifying facilities that are expected to start
13 producing power after the end of the test period but before August 31, 2017.
14 Under the Public Utility Regulatory Policy Act (“PURPA”™) requirements, DE
15 Progress is required to purchase power from qualifying facilities (“QFs™). The
16 purchased power costs can vary significantly from year to year, and only in
17 certain circumstances are the costs recoverable through the annual fuel rider. In
18 2015, the Company’s QF purchased power costs that were not recoverable
19 through the fuel rider were $43.6 million on a system basis. In 2016, this
20 expense was $52.0 million. This pro forma adjustment shows we expect to add
21 an additional $14.9 million to the system annual expense just in the first eight
22 months of 2017. Due to the volatility of these costs and the lack of the
23 Company's ability to control the level of the costs, DE Progress is requesting
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1 permission to establish a regulatory asset/liability and to defer to this account

2 the North Carolina retail portion of expense over or under the level established

3 in this proceeding. This type of accounting mechanism would allow the

4 Company a reasonable opportunity to recover its prudently incurred QF

5 purchased power costs.

6 29. Adjust O&M for executive compensation

7 This adjustment removes 50 percent of the compensation of the four Duke

8 Energy executives with the highest level of compensation allocated to DE

9 Progress in the Test Period. While the Company believes these costs are
10 reasonable, prudent and appropriate to recover from customers, we have-for
11 purposes of this case-made an adjustment to this item.
12 30. Adjust for Customer Connect
13 This adjustment increases Test Period O&M related to the Company's Customer
14 Connect project. The Customer Connect project will replace the Company's
15 current billing system and is currently planned to be placed in service in 2021.
16 The project is described in more detail in the testimony of Witness Hunsicker.
17 Due to the nature of the project costs, a significant amount of the spending
18 between now and the in-service date will be O&M. This adjustment increases
19 test period O&M by $7.7 million (from $2.9 million to $10.6 million), which is
20 the average incremental level on a North Carolina retail basis expected over the
21 next three years. The Company is in the process of negotiating contracts for the
22 primary software, systems integration and change management professional
23 services, following an extensive request for proposal process conducted in
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2016. The best and final offer that resulted from this process included an
estimate of incremental Company labor needed to support the scope of the
contracts, and so it was used as the basis for estimating the total project cost.
While the contracts are not yet finalized, we expect them to be executed shortly,
at which point the Company will be committed to the project and the costs can
be confirmed as known and measurable.

31. Adjust for Long-Term Service Agreements (“LTSA”)

This adjustment reduces the Test Period operating and maintenance expenses
to reflect a normalized level of expenses the Company will incur under the
LTSAs for its combined cycle units.

32. Adjust for deferred tax liability

In its May 13, 2014 order in Docket No. M-100, Sub 138, the Commission
ordered, “That excess deferred income taxes for all utilities, as appropriate,
including Piedmont, Aqua, and CWSNC, shall be held in a deferred tax
regulatory liability account until they can be amortized as credits (i.e.,
reductions) to income tax expense for ratemaking purposes in each utility’s next
general rate case proceeding.” This adjustment amortizes the excess deferred
income taxes resulting from this order over a 5-year period.

33. Adjust for North Carolina tax rate change

This adjustment adjusts income tax expense to reflect the change in the North
Carolina income tax rate from 4 percent to 3 percent that was effective
January 1, 2017.

34. Synchronize interest expense with end of period rate base
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This adjustment adjusts income taxes for the tax effect of the annualization of

interest expense reflected in the pro forma cost of service.

35. Adjust cash working capital for present revenue annualized and
proposed revenue

This adjustment adjusts cash working capital to incorporate the impact of the

other pro forma adjustments. It also calculates the additional cash working

capital required as a result of the proposed increase in rates. The adjustment is

in accordance with the Commission’s March 21, 2016 order in Docket No. M-

100 Sub 137, and is shown on Line 2, Columns 3 and 5, of Bateman Exhibit 1,

Page 4d.

PLEASE EXPLAIN WHAT IS PRESENTED ON PAGES 4 THROUGH

4d OF BATEMAN EXHIBIT 1.

Page 4 shows total Company and North Carolina retail components of original

cost rate base. The total Company amounts and North Carolina retail

components were taken from the Company’s Cost of Service Study as of

December 31, 2016.

Pages 4a, 4b, 4c, and 4d are details of components making up original
cost rate base as of December 31, 2016 adjusted for known and measurable
changes. On each of these four pages, Column 1 shows the total Company per
book amounts at December 31, 2016; Column 2 reflects the amount for North
Carolina retail electric operations; Column 3 sets forth the accounting
adjustments allocated to North Carolina retail operations; and Column 4 reflects

the North Carolina retail amounts including adjustments.
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1 Page 4a is a summary of the Company’s investment in electric plant in

2 service as of December 31, 2016 by functional classification. Page 4b details
3 accumulated depreciation and amortization for each of the classes of electric
4 plant in service. The depreciation rates for each class of property are shown at
5 the bottom of the page on Lines 8 through 17. These depreciation rates are
6 supported by Witness Doss. Page 4c is a summary of the Company’s
7 investment in materials and supplies as of December 31, 2016 included in rate
8 base. Page 4d reflects the working capital investment included in rate base.

9 V. PRUDENCY OF UTILITY-OWNED SOLAR FACILITIES

10 Q. PLEASE DISCUSS THE PRUDENCY OF THE COMPANY’S NEW

11 SOLAR FACILITIES?
12 A Since its last general rate case, DE Progress has placed in service four utility
13 scale solar facilities: Fayetteville Solar, Warsaw Solar, Elm City Solar, and
14 Camp Lejeune Solar. Certificates for Public Convenience & Necessity
15 (“CPCNs”) were received for these facilities in Docket Nos. E-2, Sub 1054, E-
16 2, Sub 1055, E-2, Sub 1056, and E-2, Sub 1063, respectively. The
17 Commission's orders in these dockets included two conditions. The first
18 condition is that in REPS rider and general rate case proceedings, the Company
19 should fix the levelized avoided cost values for cost recovery purposes at the
20 level used in the Company's analyses in the CPCN proceedings. These avoided
21 cost levels were shown for each facility in Williams Exhibit 6 filed in the REPS
22 rider proceeding (Docket No. E-2, Sub 1109) on June 30, 2016. The second
23 condition required DE Progress, in REPS rider and general rate case
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1 proceedings, to itemize the actual monetization of certain tax benefits within its

2 calculation of the levelized revenue requirement for each facility. The levelized
3 revenue requirement shown for each facility on Williams Exhibit 6 filed in the
4 REPS rider proceeding incorporates the actual monetization of certain tax
5 benefits. While the realization of certain tax credits was delayed due to the
6 extension of federal bonus depreciation, the levelized revenue requirements for
7 all four facilities are both below the original estimates in the CPCN proceedings
8 and below avoided cost. Therefore, these investments should be deemed
9 reasonable and prudent. As these facilities were all placed in service before the

10 end of the test period, their associated costs are included in the cost of service

11 studies and revenue requirement in this proceeding.

12 VI. CONCLUSION

13 Q. IN YOUR VIEW, ARE OPERATING EXPENSES AND RATE BASE

14 CALCULATED BY DUKE ENERGY PROGRESS IN THIS
15 PROCEEDING IN ACCORDANCE WITH THE PROVISIONS OF N.C.
16 GEN. STAT. § 62-133 AND NCUC RULE R1-17?
17 A Yes, they are. The Company generally experienced a level of ordinary business
18 expenses and rate base that was reasonable and necessary to provide safe and
19 reliable electric service to its customers for the twelve month period ending
20 December 31, 2016. In order to meet the requirements of N.C. Gen. Stat. § 62-
21 133 and this Commission’s Rule R1-17, the actual operating expenses and rate
22 base levels for the Test Period were adjusted for known and measurable changes
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1 as described in Section IV of my testimony and in the testimonies of Witnesses
2 McGee and Wheeler.

3 Q. DOES THIS CONCLUDE YOUR PRE-FILED DIRECT TESTIMONY?

4 A, Yes.
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VA Public Staff 82

PROGRESS ENERGY CAROLINAS, INC.
DOCKET NO. E-2, SUB 1023

TESTIMONY OF JAMES G. HOARD
ON BEHALF OF THE PUBLIC STAFF
NORTH CAROLINA UTILITIES COMMISSION

February 28, 2013

1 Q PLEASE STATE FOR THE RECORD YOUR NAME, ADDRESS, AND

2 PRESENT POSITION.

3 My name is James G. Hoard. My business address is 430 North Salisbury
4 Street, Raleigh, North Carolina. | am the Director of the Public Staff —
5 Accounting Division.

6 Q. WHAT ARE YOUR DUTIES?

7 A I am responsible for the organization, planning, and performance of the

8 work of the Public Staff Accounting Division, which includes, among other

9 things, the following activities: (1) the examination and analysis of
10 testimony, exhibits, books and records, and other data presented by utilities
11 and other parties involved in Commission proceedings; and (2) the
12 preparation and presentation to the Commission of testimony, exhibits, and
13 other documents in those proceedings.

14 Q. PLEASE DISCUSS YOUR EDUCATION AND EXPERIENCE.

15 A A summary of my education and experience is attached as Appendix A.

16 Q, WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS

17 PROCEEDING?
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The purpose of my testimony is to support the Agreement and Stipulation
of Settlement (Stipulation) between Progress Energy Carolinas, Inc. (PEC
or the Company), and the Public Staff regarding certain issues related to
the Company’s pending application for a general rate increase. Specifically,
| discuss the accounting and ratemaking adjustments to which PEC and the
Public Staff have agreed as set forth on page 1 of Settlement Exhibit 1
attached to the Stipulation, which is identical to Schedule 1 of Hoard Exhibit
1 attached to my testimony. In addition, | provide testimony on the
Company’s proposed levelization accounting for nuclear refueling outage

costs.

PLEASE DISCUSS THE COMPANY'S APPLICATION FOR A RATE
INCREASE.

In its application filed on October 12, 2012, PEC requested $386,777,000
in additional North Carolina retail revenue. On January 18, 2013, PEC filed
supplemental testimony and exhibits that presented additional adjustments
to the Company’s cost of service. These additional adjustments increase

the Company'’s revenue requirement by $5,376,000.

PLEASE DESCRIBE THE SCOPE OF THE PUBLIC STAFF'S
INVESTIGATION INTO THE COMPANY'’S FILING.

The Public Staff's investigation included a review of the application,
testimony, exhibits, and other data filed by the Company, an examination of

the books and records for the test year, and a review of the Company’s
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accounting, end-of-period, other data, and after period adjustments to test
year revenue, expenses, and rate base. It also included a review of the
Company’s responses to the Public Staff's data requests. At the conclusion
of this investigation, PEC and the Public Staff entered into settlement
negotiation and on February 25, 2013, filed a Notice of Settlement in
Principle indicating that they had reached settlement of certain of the issues
in this proceeding, including the revenue requirement. The Agreement and
Stipulation of Settlement (Stipulation) between the Public Staff and PEC is

being filed contemporaneously with my testimony.

WHAT BENEFITS DOES THE STIPULATION PROVIDE FOR
RATEPAYERS?
From the perspective of the Public Staff, among the most important benefits
provided by the Stipulation are as follows:
(@) A significant reduction in the Company’s proposed revenue
increase in this proceeding.
(b)  The effective phase-in of the revenue increase in two steps
over a two-year period, accomplished through the use of various
riders.
(c) The avoidance of protracted litigation by the Stipulating Parties

before the Commission and possibly the appellate courts.
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Based on these ratepayer benefits, as well as the other provisions of the
Stipulation, the Public Staff believes the Stipulation is in the public interest

and should be approved.

ARE THERE ANY AREAS ABOUT WHICH THE PUBLIC STAFF AND PEC
DID NOT REACH AGREEMENT?

Yes. The Public Staff and PEC did not reach agreement regarding the cost-
of-service allocation methodology or the proposed Industrial Economic
Rider. Public Staff withess McLawhorn presents the Public Staff's position
on those issues. The Stipulating Parties also did not reach agreement on
the Company’s request for deferral costs associated with the new combined
cycle (CC) plant in Richmond County, as filed in Docket No. E-2, Sub 1026
(Sub 1026). If the Commission approves the Company’s deferral request,
the stipulated revenue requirement would be adjusted pursuant to the
Commission’s Order in Sub 1026. The Company has indicated that while it
does not necessarily agree with the Public Staff's characterization or
explanation of the various adjustments, in the interest in compromise, it is

not contesting the adjustments.

WOULD YOU PLEASE BRIEFLY DESCRIBE THE STIPULATED
REVENUE REQUIREMENT?

Yes. Schedule 1 of Hoard Exhibit 1 sets forth the rate base, net operating
income, return, and revenue increase amounts agreed to by the Stipulating

Parties.
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Based on the level of rate base, revenue, and expenses annualized and
normalized at December 31, 2012, the stipulated stepped-in increase in
annual operating revenue is $151,354,000, effective June 1, 2013, followed
by an additional increase of $31,403,000, effective June 1, 2014, for a total

increase in rates of $182,757,000, effective June 1, 2014.

PLEASE DESCRIBE THE ORGANIZATION OF YOUR EXHIBITS.

Schedule 1 of Hoard Exhibit 1 presents a reconciliation of the difference
between the Company’s revenue increase of $392,153,000, including the
effect of supplemental adjustments, and the stipulated increase of
$182,757,000, which is net of $28,308,000, related to the Company’s
DSM/EE Rider. Schedule 1-1 shows the calculation of the gross revenue
effect factors, which are used to determine the amounts presented on

Schedule 1.1

Schedule 2 presents the stipulated adjusted North Carolina retail original
cost rate base. The adjustments to the proposed level of rate base are

summarized on Schedule 2-1.

Schedule 3 presents a statement of net operating income (NOI) for return
under present rates as adjusted. Schedule 3-1 summarizes the stipulated

adjustments, which are detailed on backup schedules.

' Page 2 of Settlement Exhibit 1 is identical to Schedule 1-2 of Hoard Exhibit 1.
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Schedule 4 presents the calculation of required NOI, based on the rate base

and cost of capital as stipulated.

Schedule 5 presents the calculation of the increase in operating revenue

necessary to achieve the required NOI.

Hoard Exhibit 2 provides computations of my adjustments to working capital
and Hoard Exhibit 3 provides supporting computations for the Wayne CC
deferral amount that is reflected on Hoard Exhibit 1, Schedule 3-1(k). Hoard
Exhibit 4 describes the types of costs that will be included in the Company’s

proposed levelization of nuclear refueling outage costs.

DOES SCHEDULE 1 OF HOARD EXHIBIT 1 REFLECT ADJUSTMENTS

SUPPORTED BY OTHER PUBLIC STAFF WITNESSES?

Yes. These adjustments are as follows:

1) The stipulated capital structure, embedded cost of long-term debt,
and return on common equity are supported by Public Staff withess

Johnson;

2) The stipulated customer growth, weather normalization, and nuclear
decommissioning funding adjustments are supported by Public Staff

witness Hinton;

4) The stipulated level of coal inventory, nuclear outage expenses, end

of life reserves for materials, supplies, and fuel at nuclear facilities;
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base fuel factor; nuclear O&M - plant staffing, and nuclear plant

maintenance backlog are supported by Public Staff witness Ellis;

5) The stipulated fuel revenues and expenses, general non-fuel
variable operations and maintenance O&M expenses displaced by
specific O&M adjustments associated with new generation facilities;
inclusion of costs related to PEC’s DSDR facilities in base rate cost
of service; PEC’'s DSM/EE and Renewable Energy and Energy
Efficiency Portfolio Standard (REPS) Riders; the North Carolina
retail fuel line loss differential; and allocation of certain fuel-related
costs in future fuel and fuel-related cost recovery proceedings are

supported by Public Staff withess Maness.

PLEASE DESCRIBE THE ADJUSTMENTS SHOWN ON SCHEDULE 1 OF
HOARD EXHIBIT 1.

These adjustments are described below.

UPDATED ACCUMULATED DEFERRED INCOME TAXES

PLEASE EXPLAIN THE ADJUSTMENT TO ACCUMULATED DEFERRED
INCOME TAXES.

The test year utilized in this proceeding is the twelve months ended March
31, 2012; however, in its January 18, 2013, update, PEC has reflected
actual plant additions through December 31, 2012, plus projected plant
additions through January 31, 2013. PEC has proposed an adjustment that

increases plant by $942.4 million, which includes $438.6 million for the
7
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Wayne CC, plus over $500 million for other production, transmission,
distribution, and general plant. Schedule 1 of Hoard Exhibit 1 includes an
adjustment to reflect changes in the amount of accumulated deferred

income taxes, as of January 31, 2013.

WAYNE CC DEFERRAL

PLEASE EXPLAIN THE ADJUSTMENT TO THE WAYNE CC DEFERRAL.
The Company filed a request in Docket No. E-2, Sub 1026, seeking
authorization from the Commission to defer as a regulatory asset the North
Carolina retail allocable portion of the revenue requirement associated with
its Richmond CC beginning July 1, 2012, and with its Wayne CC beginning
upon its commercial operation on December 31, 2012. The Company
requested the deferrals until its request for an increase in its base rates is
granted in this case. In reply comments filed in that docket on December
20, 2012, the Company agreed that including a return on equity (ROE) of
10.5%, the same as that recently authorized for PEC’s affiliate, Duke
Energy Carolinas, LLC, is reasonable. The Company proposes to amortize

the Wayne CC deferred costs over five years.

As stated in Comments and Reply Comments filed in Sub 1026, the Public
Staff does not oppose approval of deferral accounting with respect to the
Wayne CC using a ROE no greater than 10.5%. The Company used its
proposed capital structure, debt cost rate, preferred stock cost rate, and the

aforementioned 10.5% ROE, to produce an overall pre-tax rate of return
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(ROR) of 11.63%. The Company then used its proposed pre-tax ROR of

12.31% for computing the levelized amortization expense.

The stipulated Wayne CC deferral amortization was computed in a manner
consistent with the Commission’s computation of similar amortizations in
past cases. The stipulated amortization also reflects the following changes

to the Company’s computation to:

1. Adjust the computation of the rate of return deferral amount on
production and transmission plant for December 2012 and January

2013,

2. Reflect the monthly rate of return percentages used in the
computations of the deferral and levelized amortization amounts to
produce the proper annual rate of return amount. The Company
used the annual rate divided by 12 to determine the monthly rate of
return percent and the amount of its deferred return. Using this
method overstates the rate of return due to the effect of
compounding. The computation of the deferral and amortization has
therefore been adjusted so as to produce the target rate of return, on

an annual basis;

3. Adjust the return on deferred costs to include a return on the deferred

capital costs;
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Adjust the monthly ROR used in the computation of the return on
deferred costs to reflect the after-tax rate, instead of the pre-tax rate
used by the Company. It is appropriate to use the after-tax rate so
that all of the tax benefits related to the deferred costs are recognized

in calculating the return;

Adjust the monthly rate of return percentage used in the computation
of the levelized amortization amount to reflect the stipulated capital
structure and cost rates in this case, compounded annually, based

on mid-year cost recovery;

Adjust the Company’s calculation of the deferral balance for the
Wayne CC transmission plant by (1) removing ADIT that was
included by the Company in error, (2) correcting the calculation of
the depreciation reserve balance, (3) correcting the calculation of the
beginning rate base balance for January 2013, and (4) correcting the
calculation of the total costs for deferral to include the amounts for

December 2012;

Remove property tax expense for December 2012, since the plant

was placed in service on December 31, 2012;

Adjust the depreciation rate used to calculate the deferred

depreciation expense for production plant to reflect the depreciation

rate for the Wayne CC production plant calculated by the Company

in its adjustment to include the Wayne CC plant in rate base; and
10
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9. Adjust the amount of transmission plant placed in service in
December 2012 to reflect the amount included in the Company’s

adjustment to include the Wayne CC plant in rate base.

RICHMOND CC DEFERRAL

PLEASE EXPLAIN THE ADJUSTMENT TO THE RICHMOND CC
DEFERRAL.

For the reasons set forth in the Public Staffs Comments and Reply
Comments filed in Docket No. E-2, Sub 1026, the stipulated expenses have
been adjusted to remove the amortization of the Richmond CC deferral.
Should the Commission decide to permit deferral and recovery of costs
related to the Richmond CC, | recommend that the Company’s computation
of the Richmond CC deferral amortization be adjusted in the manner that |

have described above for the Wayne CC deferral.

LEVELIZED RECOVERY OF RETIRED PLANTS

PLEASE EXPLAIN THE ADJUSTMENT TO REFLECT THE LEVELIZED
RECOVERY OF RETIRED PLANTS.

The Company retired its Cape Fear, Lee, Robinson, Weatherspoon, and
Morehead City plants earlier than anticipated in its last depreciation study.
Due to the early retirements, the Company accelerated the depreciation of
the remainder of these plants. In its new depreciation study filed in Docket
No. E-2, Sub 1025, the Company has reflected an adjustment that removes
from rate base the unrecovered balances of these plants, and adds a return

11
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to the amortization expense during the proposed amortization period. The
Company used its proposed ROR in computing the levelized amount of

retired plant for recovery.

Schedule 1 of Hoard Exhibit 1 includes an adjustment to the Company’s
annual amortization amount to reflect the stipulated ROR. Consistent with
the Commission’s treatment of DNCP’s North Branch plant, proceeds
received by the Company as the result of either the sale or salvage of the
plant and land (net of tax), benefits received due to the write-off of the plant
for tax purposes, and costs incurred in connection with dismantling the plant

should be credited or charged to a regulatory asset as they occur.

NEW DEPRECIATION RATES

PLEASE EXPLAIN THE ADJUSTMENT FOR NEW DEPRECIATION
RATES.

The stipulated adjustment decreases NC retail depreciation expense by
$4,853,000 related to its new depreciation rates. This adjustment reflects
a reduction in the contingency factor used in estimating demolition costs
from the 20% of estimated costs to 10% of estimated costs, and changes

the index used to escalate the estimated demolition costs.

This adjustment also reflects use of an alternate escalation index, as

discussed by Public Staff witness Hinton. PEC selected the Employment

Cost Index — Total Private Compensation (ECI), prepared by the Bureau of

Labor Statistics (BLS) of the United States Department of Labor, as the
12
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escalation index. This index measures changes in employment, but does
not account for the cost of material and equipment needed, disposal of
removed materials, and environmental restoration. The alternate index
recommended by the Public Staff uses the ECI in combination with the
Producer Price Index (PPI) for Intermediate Materials as a weighted index
for estimating future demolition costs. The BLS develops the PPI by
sampling the prices of many goods and services sold in the United States.
The ECI has been applied to the labor costs in the decommissioning study,
and the PPl has been applied to all other costs in the decommissioning
study (material and equipment needed, disposal of removed materials, and

environmental restoration) to develop a weighted index.

LABOR EXPENSES

PLEASE EXPLAIN THE ADJUSTMENT TO LABOR EXPENSES.

The Company has reflected annualized labor expenses (payroll and related
costs) as of March 31, 2012, plus labor expenses for 33 additional
employees at its Wayne CC, an additional two months of labor expenses at
its Richmond CC, 250 additional nuclear operations employees that it
expects to add by March 31, 2013, less labor expenses for employees at its
retired plants, and employees that it expects to retire under its Voluntary

Separation Plan (VSP) by January 31, 2013.

The Company’s labor expenses have been adjusted to reflect its annualized

December 31, 2012, labor expenses, plus an estimate of the annual labor

13
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expenses related to its nuclear headcount initiative and VSP for the month
of January 2013. As part of this adjustment, O&M expenses have been
decreased to remove two months of Richmond CC labor expenses that
were included twice by the Company, once in its Richmond CC O&M
expense annualization adjustment and again in its labor expenses
adjustment. The Company’s December 31, 2012, labor expenses have
been determined using the same methodology that the Company used to
determine its March 31, 2012, annualized labor expenses. The December
31, 2012, amount incorporates the labor expense effects of the plant
retirements, commercial operation of the Wayne CC and Richmond CC,

nuclear headcount additions, and the VSP.

WHY IS IT APPROPRIATE TO UPDATE THE LABOR EXPENSE?

The updated labor expenses reflect the Company’s current actual labor
expenses and match the treatment of other cost of service items that have
also been updated. Subsequent to the end of the test year, PEC’s parent
corporation, Progress Energy, Inc., received approval to merge with Duke
Energy Corporation in Docket Nos. E-2, Sub 998 and E-7, Sub 986. As a
result, PEC has made a number of changes that directly affect its labor
costs; including implementation of its VSP. In addition, PEC has closed
several plants and increased the number of employees at its nuclear plants.
Thus, a significant number of employees have retired, have been
transferred, or have been hired since the merger was consummated on July

2, 2012. Updating labor expenses to reflect actual December 31, 2012,

14
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amounts, decreases the reliance on estimates, and is a more accurate
representation of the level of employees to be used to calculate the

appropriate amount of labor expense.

PROPERTY TAXES

PLEASE EXPLAIN THE PROPERTY TAX EXPENSE ADJUSTMENT.

The Company has adjusted property tax expense based on plant in service
and other taxable property balances as of the end of the March 31, 2012,
test period, and has reflected property taxes related to the Wayne CC plant,
as a component of that adjustment. The Company has also made
adjustments for post-test year plant retirements and post-test year plant
additions, but it did not remove the property taxes on the retired plants or
include property taxes on the post-test year plant additions. Property tax
expense has been adjusted to reflect the appropriate level of known and

measurable ongoing expense.

DOE SETTLEMENT

PLEASE EXPLAIN THE DOE SETTLEMENT ADJUSTMENT.

In 2011, the Company received $84.2 million from the DOE in settlement of
a lawsuit related to funds paid by ratepayers for the handling of spent
nuclear fuel. PEC credited a portion of the settlement to O&M and a portion
to plant, thereby reducing rate base. In its cost of service, the Company

adjusted O&M expenses to remove the $27.2 million credit (total system

15
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basis) recorded during the test period, but continues to reflect the reduction

to rate base.

In its 2012 DNCP Order, the Commission determined that a similar DOE
settlement received by DNCP should be flowed back to ratepayers by
amortizing it over a seven-year period. Consistent with the treatment of
DNCP’s DOE settlement, the stipulated O&M expenses reflect an
amortization of the DOE settlement credit over seven years beginning with
PEC'’s receipt of the settlement, with a corresponding credit to rate base for
the unamortized portion of the credit. The seven-year amortization period
is consistent with the amortization period ordered by the Commission in the
2012 DNCP Order. The inclusion of the unamortized amount of the DOE
settlement credit in rate base is consistent with the treatment of other

unamortized debits and credits by the Company and the Public Staff.

LOBBYING EXPENSES

PLEASE EXPLAIN THE LOBBYING EXPENSES ADJUSTMENT.

Stipulated O&M expenses have been adjusted to remove lobbying costs
incurred by the Company during the test year. The costs to be removed
were determined by applying the “but for” test for reporting lobbying costs
as used in a Formal Advisory Opinion of the State Ethics Commission dated
February 12, 2010, and approved by the Commission in its 2012 DNCP
Order. The Commission recognized that lobbying included not only

employees’ direct contact with legislators, but also other activities preparing

16
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for or surrounding lobbying that would not have been conducted but for the
lobbying itself. Applying this test resulted in the removal of a portion of the
Corporate Public Affairs O&M expenses, PEC-External Relations, and

Federal Affairs O&M.

ADVERTISING EXPENSES

PLEASE SUMMARIZE THE ADJUSTMENT TO ADVERTISING
EXPENSE.

The Company proposed to include $2,061,000 of advertising expense
(including $11,000, reflected in EElI dues) in O&M expense in this
proceeding. Based on Commission Rule R12-13 and prior orders, test year
advertising expenses were reduced by $531,000 to exclude image,
promotional, and competitive advertising, resulting in an adjustment to NC
retail O&M expenses of $373,000. The purpose of the adjustment is to
prevent ratepayers from being charged with expenses for advertising that
does not enhance the utility’s ability to provide efficient and reliable service

or is not otherwise to the benefit of the using and consuming public.

AVIATION EXPENSES

PLEASE EXPLAIN THE AVIATION EXPENSES ADJUSTMENT.

In her Supplemental Direct Testimony and Supplemental Exhibit, Company

witness Bateman made an adjustment to reduce aviation expenses during

the test period by 44% to remove a portion of expenses for flights not directly

related to PEC customer benefits. Based on the Public Staff’s further review
17
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of the Company’s flight logs and the purposes listed for the flights, an
additional 39% of expenses have been removed for flights deemed not
directly related to PEC customer benefits, resulting in a stipulated expense
that reflects an adjustment of $1,062,000 to the Company’s proposed

aviation expense.

VEGETATION MANAGEMENT

PLEASE EXPLAIN THE ADJUSTMENT RELATED TO VEGETATION
MANAGEMENT EXPENSES.

According to the application, PEC incurred total O&M expenses of
$43,661,000 related to vegetation management (VM) during the test period
- $32,749,000 for its distribution system and $10,912,000 for its
transmission system. The Company proposed an adjustment to increase
these expenses by $21,304,000 to $64,965,000, composed of $49,294,000
of distribution VM and $15,671,000 of transmission VM. During the test
year, PEC changed from a reliability-based approach to a cyclical approach
for distribution and transmission VM, which required a certain amount of
short-term catch-up work to effectuate the transition. VM expenses have
been adjusted to remove costs for VM work activities that are beyond
ongoing cyclical VM work activities. This adjustment to distribution VM is
calculated based on the ongoing level of annual target distribution VM miles
and the test year VM actual cost per mile. The test year VM actual cost per
mile of $4,563 provides a better measure of normal VM costs than the

Company’s calculation, because it excludes the costs of catch-up work.

18

-2605-



I/A

10

11

12

13

14

15

16

17

18

19

20

21

22

23

This VM cost per mile is consistent with the amounts experienced by PEC
in prior years. With regard to transmission VM, | have adjusted these costs
to the highest level experienced by the Company during the 2007 — 2011
period, adjusted for the effects of inflation. The stipulated annual amount
of VM costs, after adjustment, is $54,786,000, which is composed of
$41,041,000 for distribution VM, and $13,745,000 for transmission VM. The
level of VM costs remaining in O&M expenses after the stipulated
adjustment, which exceeds actual test year expenses by $11,125,000, is

adequate funding for maintaining a prudent VM program.

MERGER EFFECTS

PLEASE EXPLAIN THE ADJUSTMENT TO REFLECT THE EFFECTS OF
THE MERGER BETWEEN DUKE ENERGY CORPORATION AND
PROGRESS ENERGY, INC.

O&M expenses were adjusted to remove costs that will either be reduced
or no longer be incurred as the result of the merger. These cost reductions
were offset by the amount of rent paid by PEC for two new office space
leases, which do not expire until 2014 or later. The costs removed include
the rent and various administrative fees incurred by the Company for Two
Progress Plaza, industry association dues, stock listing fees, rating agency
fees, and Directors and Officers liability insurance. Two Progress Plaza is
the former headquarters building that PEC no longer occupies. The industry
association dues, stock listing fees, and Directors and Officers liability

insurance costs are items that were identified in documents provided in
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Docket Nos. E-2, Sub 998 and E-7, Sub 986, as cost efficiencies resulting
from the merger. These costs have been removed from the cost of service

because they are not ongoing expenses.

NORMALIZATION OF NUCLEAR REFUELING OUTAGE COSTS

PLEASE EXPLAIN THE ADJUSTMENT TO NORMALIZE NUCLEAR
REFUELING OUTAGE COSTS.

The Company currently expenses nuclear refueling outage costs in the
month that the costs are incurred. It proposes changing the method of
accounting for these costs by accumulating the costs in a deferred account
and then expensing them over the nuclear unit’'s refueling cycle. The
Company has proposed an adjustment to reflect an annualized level of the

expenses using its proposed accounting method.

| will address the Company’s proposed change in accounting method later
in my testimony, and focus my discussion here on the Company’s proposed
adjustment to O&M expenses for nuclear refueling outage costs. Because
there is a separate adjustment that annualizes labor expenses as of
December 31, 2012, base labor expenses have been removed from the
computation of the nuclear refueling outage cost adjustment to avoid
double-counting labor expenses. In the computation of the stipulated
adjustment, labor expenses have been excluded from both the normalized
level of nuclear refueling outage costs and the actual test year level of the

costs.

20

-2607-



I/A

10

11

12

13

14

15

16

17

18

19

20

21

22

EFFECT OF INFLATION ON NON-FUEL O&M EXPENSES

PLEASE EXPLAIN THE ADJUSTMENT TO REFLECT THE EFFECT OF
INFLATION ON NON-FUEL O&M EXPENSES.

In its adjustment to Annualize Non-Labor, Non-Fuel O&M Expense, the
Company has adjusted O&M expenses, excluding fuel clause and labor
costs, to reflect the rise in unit costs that occurred during the test period due
to the effect of inflation. This adjustment has been modified to exclude other
costs, such as aviation expenses, lobbying, and advertising expenses that
have been specifically adjusted to annualized end-of-period levels, and thus
require no additional adjustment for inflation. Because other cost of service
items have been updated to January 31, 2013, the escalation in O&M

expenses has been adjusted through that same point in time.

LEAD/LAG STUDY CASH WORKING CAPITAL

PLEASE EXPLAIN THE LEAD/LAG STUDY CASH WORKING CAPITAL
ADJUSTMENT.

The Company has proposed an adjustment that increases the amount of
cash working capital (CWC) it may retain based on changes in its cost of
service. The Company’s proposed amount of CWC is based on the
difference between its revenue and expense lags during its test year
multiplied by its daily cost of service after the proposed rate increase.
Because the proposed amount of CWC is dependent on the amount of the

rate increase approved by the Commission, the Company has developed a
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formula that incorporates the approximate effect of the rate increase in its
gross revenue requirements retention factor. The 0.23% CWC element of
the retention factor is shown on Bateman Exhibit 2, page 1 of 2, line 22.
The amount of CWC reflected by the Company is $141,394,000, which is
composed of the $136,201,000 amount of Cash Requirements — Lead/Lag
amount shown on Bateman Exhibit 1, page 2D of 4, column (5), less sales
taxes CWC of $1,105,000, plus the $6,299,000 amount shown on Bateman

Exhibit 1, page 1 of 4, column (g).

Consistent with the historical treatment of CWC in general rate cases before
the Commission, and as discussed most recently in the 2012 DNCP Order,
the Stipulation provides that CWC in this case be based on the Company’s
per books cost of service. The Commission concluded in its 2012 DNCP
Order that while DNCP’s position that CWC should be based on a pro forma
cost of service had merit, changing the methodology for DNCP could affect
the methodology used to compute CWC for other utilities and therefore
found good cause to seek comments regarding this issue in a generic
proceeding. Such a proceeding is now pending in Docket No. M-100, Sub

137.
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MATERIALS AND SUPPLIES

PLEASE EXPLAIN THE ADJUSTMENT TO MATERIALS AND SUPPLIES.
Based on the Public Staff’'s analysis and review, Materials and Supplies
(M&S) have been adjusted to remove nuclear operations inventories that

have been identified in a PEC internal audit report as excessive.

COAL INVENTORY

PLEASE EXPLAIN THE ADJUSTMENT TO COAL INVENTORY.

As discussed by Public Staff witness Ellis, coal inventory has been reduced
from the 50 day target that is used by the Company in its Application to a
target of 40 days. The 40 day target agreed to in the Stipulation and the
Company’s methodology were used to calculate the amount of coal

inventory.

END OF LIFE (EOL) RESERVE FOR NUCLEAR FUEL

PLEASE EXPLAIN THE ADJUSTMENT TO THE EOL RESERVE FOR
NUCLEAR FUEL.

The Company has increased test period expenses to add an annual accrual
to accumulate a reserve for expenses related to the last core of nuclear fuel
at the EOL of each nuclear unit. The cost of the last nuclear fuel core is not
captured in the costs of decommissioning and is not expected to have any
salvage value. PEC is proposing to create a reserve to start accruing for

the expense related to a portion of the last core of nuclear fuel in the reactor
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at the EOL of its nuclear generating plants. As this last core of nuclear fuel
would benefit the ratepayers served prior to the EOL of the nuclear plant,
creating a reserve to accrue the expense would create a better matching of
cost and benefit for ratemaking purposes. The annual accrual amount
would be determined by dividing the projected remaining value of the last
core of nuclear fuel at the EOL of each unit by the number of years
remaining in the unit’s life and summing this result for PEC’s four nuclear
units. The Company is requesting the approval of an annual accrual
amount in this proceeding that would be reviewed and adjusted, if needed,
in each future general rate case before the EOL of the plant. In her
testimony, Company witness Bateman proposes that the reserve, once it is
created, be an offset to rate base in the cost of service. It has been the
longstanding practice of the Commission, when pro forma adjustments are
made to expenses, that a matching adjustment should be made to rate base
to reflect annualized levels of amortization of regulatory assets. Thus, an
adjustment has been made to rate base in the current proceeding for one

year’s annual accrual.

EOL RESERVE FOR MATERIALS AND SUPPLIES

PLEASE EXPLAIN THE ADJUSTMENTS RELATED TO THE EOL
RESERVE FOR MATERIALS AND SUPPLIES.

As discussed above for the final nuclear core, the Company has proposed
the establishment of a reserve with an annual accrual of $6.1 million, on a

NC retail basis, for EOL nuclear M&S. According to Company witness

24

-2611-



I/A

10

11

12

13

14

15

16

17

18

19

20

Bateman’s testimony, the accrual amount was determined by dividing the
projected inventory balance at the EOL of each unit by the number of years
remaining in the unit’s life. PEC assumed in its computations that the March
31, 2012, balance of nuclear M&S would be the projected inventory balance
at the EOL of each unit and that the M&S inventory would have little or no
salvage value at that time. Using these assumptions, the Company
identified $141.2 million ($219.1 million x 64.454% NC retail allocation
factor) of NC retail nuclear M&S inventory at its four nuclear plants. As
discussed earlier, an adjustment was made to nuclear M&S for excessive
M&S. The amount of nuclear M&S, after removal of the excessive nuclear

M&S, on an NC retail basis, is $120.0 million.

Public Staff witness Ellis reviewed stock lists of the nuclear M&S items and
determined that nuclear M&S, as of March 31, 2012, includes items that
could be used at other nuclear plants or, in many instances, at the
Company’s fossil plants. Therefore, the nuclear M&S amount used as the
base for computing the annual accrual amount has been reduced by 20%
for items that may be used at other plants. The annual accrual was then
determined by applying the same method as used by the Company. Finally,
as done with respect to the EOL reserve for the nuclear fuel core, rate base

has been adjusted for the amount of the first year's annual accrual.
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DEFERRED GAINS

PLEASE EXPLAIN THE ADJUSTMENT RELATED TO THE DEFERRED
GAINS.

The Company has amortized its deferred gains related to the sale of
emission allowances and portions of the Harris land over five years and
reflected the full amount of these deferred gains as credits to rate base.
Consistent with the treatment of the EOL reserves for nuclear fuel and
nuclear M&S, and consistent with the longstanding practice of the
Commission to make a matching adjustment to rate base when pro forma
adjustments are made to expenses, the amount of these deferred gains
reflected in rate base has been reduced by an annualized levels of the

amortizations.

PREPAID DEFERRED DEBITS

PLEASE EXPLAIN THE ADJUSTMENT RELATED TO PREPAID
DEFERRED DEBITS.

Prepaid deferred debits are costs that are paid upfront and amortized to
expenses over the period to which the expense relates. The prepaid
deferred debits have been removed from rate base because the CWC
associated with each of these items is already included in the lead-lag
study. For instance, PEC added prepaid insurance to rate base but it also
is included in the lead/lag study as an item that is paid in advance and is

thus already added once to rate base.

26

-2613-



I/A

10

11

12

13

14

15

16

17

18

19

20

INTEREST SYNCHRONIZATION CORRECTION

PLEASE EXPLAIN THE INTEREST SYNCHRONIZATION CORRECTION
ADJUSTMENT.

Interest synchronization synchronizes rate base and cost of capital with the
tax calculation. This adjustment fully reflects the interest expense tax

deduction effect of the Company’s supplemental adjustments.

RETENTION AND GROSS-UP FACTORS

PLEASE EXPLAIN THE RETENTION AND GROSS-UP FACTOR
ADJUSTMENTS.

As described earlier, the Company included an element for CWC in its
retention and gross-up factors. Because the Stipulation provides that the
per books cost of service will be used for purposes of determining CWC,
the CWC element has been removed from the retention and gross-up
factors. The treatment of uncollectibles expense in the computation of the
factors has also been corrected to reflect uncollectibles as a deduction for
the regulatory fee and gross receipts taxes. The amounts for the regulatory
fee and gross receipts taxes are determined based on revenues, net of

uncollectibles.

POST TEST YEAR EXPENSES ADJUSTMENT

PLEASE EXPLAIN THE POST TEST YEAR EXPENSES ADJUSTMENT.
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This amount represents an allowance for changes in the cost of service not
specifically addressed elsewhere. Because the Commission’s decision
regarding the cost-of-service allocation methodology may impact certain
other adjustments, the amount of the post test year expenses adjustment is
subject to change as necessary to maintain the revenue increase at the

stipulated level.

LEVELIZATION ACCOUNTING FOR NUCLEAR REFUELING OUTAGE

COSTS

PLEASE EXPLAIN THE STIPULATION REGARDING THE COMPANY’S
PROPOSED CHANGE IN ACCOUNTING FOR NUCLEAR REFUELING
OUTAGE COSTS.

As stated earlier in my testimony, the Company currently expenses nuclear
refueling outage costs in the month that the costs are incurred. These
expenses can vary considerably depending on the number and length of
refueling outages. PEC has proposed changing the method of accounting
for those costs to levelize the costs, accumulate the costs for each nuclear
unit in a deferred account, and then expense them over the unit’s refueling
cycle. In conjunction with this change in accounting, the Company has
requested authorization from the Commission to establish a regulatory
asset on its balance sheet. The nuclear refueling outage expenses at its
nuclear units would be deferred in this account and thereafter amortized.
Costs eligible for deferral include incremental costs incurred during the

period beginning one month prior to the period for the scheduled outage
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and ending one month following conclusion of the scheduled outage.
Specific details regarding the types of incremental costs eligible for deferral
are provided in Hoard Exhibit 4. The deferred costs would be amortized to
expenses over the number of months for the refueling cycle, 24 months for
each of the Brunswick units, and 18 months for the Harris and Robinson
units. In future rate proceedings, the test period amounts produced by this
deferred accounting method, adjusted for costs deemed to be ineligible for
deferral or disallowed on the basis of imprudence, would be used to

determine recoverable nuclear refueling outage expenses.

Under the Company’s proposed deferred accounting methodology, a
different amortization period for nuclear refueling outage costs that were
incurred prior to the end of a nuclear unit's operating life and have been
deferred but not yet amortized to expenses could be approved by the
Commission, as long as the Company is allowed to recover the costs. For
example, if the Company deferred $10 million of outage costs one year
before a nuclear unit’s closing, and twelve months’ amortization remained
at the time the unit was retired, the Commission could order the Company
either to expense the unamortized outage costs over some future period,
such as three years, or to recover the unamortized outage costs in rates as
an amortization expense based on the annualized recovery amount for that
retired unit in a general rate case. Settlement Exhibit 2 sets forth the
agreement between PEC and the Public Staff regarding the establishment

of a regulatory asset on the Company’s balance sheet to accumulate
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1 nuclear outage expenses in a deferred account, and then expense them

2 over the nuclear unit’'s refueling cycle.

3 Q. DOES THIS COMPLETE YOUR TESTIMONY?

4 A Yes, it does.

30
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DUKE ENERGY CAROLINAS Public Staff 79

Docket No. E-7, Sub 1214
North Carolina Retail Operations
ARO-RELATED COAL ASH REVENUE REQUIREMENTS
COMPANY VS. PUBLIC STAFF

SUMMARY FOR DEC
INCLUDES DIFFERENCES DUE TO IMPRUDENCE

DISALLOWANCES AND EQUITABLE SHARING

Estimated Balance at 7/31/2020 $ 261,242 (000s Omitted)

Company

Proposed

Public Staff Revenue

Recommended Requirement (inc.
Revenue Return on Rate Cumulative
Year Requirement Base) Difference Difference
1 $ 9,712 $ 95,928 $ (86,215) $ (86,215)
2 9,712 90,941 (81,229) (167,444)
3 9,712 85,954 (76,242) (243,686)
4 9,712 80,968 (71,255) (314,941)
5 9,712 75,981 (66,269) (381,210)
6 9,712 - 9,712 (371,497)
7 9,712 - 9,712 (361,785)
8 9,712 - 9,712 (352,072)
9 9,712 - 9,712 (342,360)
10 9,712 - 9,712 (332,647)
1 9,712 - 9,712 (322,935)
12 9,712 - 9,712 (313,222)
13 9,712 - 9,712 (303,510)
14 9,712 - 9,712 (293,797)
15 9,712 - 9,712 (284,085)
16 9,712 - 9,712 (274,372)
17 9,712 - 9,712 (264,660)
18 9,712 - ’ 9,712 (254,947)
19 9,712 - 9,712 (245,235)
20 9,712 - 9,712 (235,522)
21 9,712 - 9,712 (225,810)
22 9,712 - 9,712 (216,097)
23 9,712 - 9,712 (206,385)
24 9,712 - 9,712 (196,672)
25 9,712 - 9,712 (186,960)
26 9,712 - 9,712 (177,247)
27 9,712 - 9,712 (167,535)
Total $ 262,237 $ 429,772 $ (167,535)
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DUKE ENERGY CAROLINAS

Docket No. E-7, Sub 1214
North Carolina Retail Operations
ARO-RELATED COAL ASH REVENUE REQUIREMENTS
COMPANY VS. PUBLIC STAFF

DEC PROPOSED REVENUE REQUIREMENT

Estimated Balance at 7/31/2020 $ 378,464 (000s Omitted)
Beginning-of-Year Amortization Assumption
Revenue
Beginning Amortization Unamortized Balance for Requirement Total Revenue
Year Balance Amortization Grossed Up Balance ADIT Bal Return Level Return Requirement
1 $ 378,464 $ 75,693 75,981 $ 302,771 $ (70,698) 232,073 $ 19,947 $ 95,928
2 302,771 75,693 75,981 227,078 $ (58,023) 174,055 14,960 90,941
3 227,078 75,693 75,981 151,386 $ (35,349) 116,037 9,973 85,954
4 151,386 75,693 75,981 75,693 $ (17,674) 58,018 4,987 80,968
5 75,693 75,693 75,981 - $ - = - 75,981
SETTLED ROR (PRE_TAX)
Cap Cost Rates Weighted ROR Gross-Up Pre-Tax ROR
Debt 0.4800000 0.0427000 0.0204960 0.9962055 0.0205741
Equity 0.5200000 0.09600000 0.0499200 0.7635890 0.0653755
Total 1.0000000 0.0859496
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Public Staff 80
Page 1
Duke Energy Carolina
Docket No. E-7, Sub 1214
North Carolina Retail Operations

ARO - RELATED COAL ASH REVENUE REQUIREMENTS DIFFERENCES
COMPARED TO INCREASED FINANCING COSTS

(a) (b) (c)

(Millions) Basis Point (Millions)
Long Term Interest Rate Annual Interest
Year Debt Issuances Increase Paid Increases
2020 Already Issued
2021 $1,000 (1) .05% (2) $ .500 (3)
2022 409 (1) .05% (2) .205 (3)
2023 1,809 (1) .05% (2) 905 (3)
Total $3.218 Billion $1.610
(e)
(Millions) )
Public Staff (Millions)
(d) Revenue Cumulative Public
(Millions) Requirement Staff Revenue
Cumulative Interest Difference Requirement
Year Paid Increase Annual Difference
2021 $ .500 $86.215 (4) $86.215
2022 $ .705 $81.229 (4) 167.444
2023 $1.610 $76.242 (4) 243.686
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Page 2

Reduction of Annual Revenue Requirement vs. Additional Interest

(9) (i)

(Millions) (h) (Millions)

Revenue (Millions) Revenue
Year Requirement Cumulative Interest Requirement

Difference Increase Reduction
2021 $86.215 $ .500 $86.165 (5)
2022 81.229 .705 80.524 (5)
2023 76.242 1.610 74.632 (5)

Footnote

(1)  DEC Corrected E-1 Item 38 Line 14 Long-Term Debt Issuances Filed February 14,
2020

(2) DEC Response to Public Staff Data Request 230, Item 6, five basis point financing
increase if DEC downgraded First Mortgage Bond Moody’s Credit Rating from Aa2
to Aa3.

(3) (a)times (b) equals (c)

(4)  Public Staff Rebuttal Cross Examination Exhibit No. titted ARO - RELATED
COAL ASH REVENUE REQUIREMENTS COMPANY VS. PUBLIC STAFF

(5)  (g)less (h) equals (i)
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410-20-00 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 00 Status

General
Subsection revised 01-Oct-2012

Combine Subsections

00-1 The following table identifies the changes made to this Subtopic.

Paragraph Action Accounting Standards Update Date

Fair Value (3rd def) Added Accounting Standards Update No  2012-04 10/01/2012
410-20-55-27 Amended Accounting Standards Update No. 2012-04 10/01/2012
410-20-55-66 Amended Accounting Standards Update No 2012-04 10/01/2012

Table Of Contents

410-20-05 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 05 Overview and Background

General
Subsection revised 01-Jul-2009

Combine Subsections
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05-1 This Subtopic establishes accounting standards for recognition and measurement of a liability for an asset retirement
obligation and the associated asset retirement cost. This Subtopic also addresses the accounting for an environmental
remediation liability that results from the normal operation of a long-lived asset

05-2 Paragraph Not Used

Table Of Contents

410-20-15 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 15 Scope and Scope Exceptions

General
Subsection revised 01-Jul-2009

Combine Subsechions

> Entities

15-1 The guidance in this Subtopic applies to all entities, including rate-regulated entities that meet the criteria for
application of Subtopic 980-10, as provided in paragraph 980-10-15-2. Paragraphs 980-340-25-1 and 980-405-25-1 provide
specific conditions that must be met to recognize a regulatory asset and a regulatory liability, respectively. (See paragraphs
410-20-55-1 through 55-12 and 410-20-55-21 through 55-22 for implementation guidance)

> Transactions
15-2 The guidance in this Subtopic applies to the following transactions and activities:

a. Legal obligations associated with the retirementof a tangible long-lived asset that result from the acquisition,
construction, or development and (or) the normal operation of a long-lived asset, including any legal obligations that
require disposal of a replaced part that is a component of a tangible long-lived asset.

b. An environmental remediation liability that results from the normal operation of a long-lived asset and thatis
associated with the retirement of that asset. The fact that partial settlement of an abligation is required or performed
before full retirement of an asset does not remove that obligation from the scope of this Subtepic. If environmental
contamination is incurred in the normal operation of a long-lived asset and is associated with the retirement of that
asset, then this Subtopic will apply (and Subtopic 410-30 will not apply) if the entity is legally obligated to treat the
contamination.

¢. A conditional obligation to perform a retirement activity. Uncertainty about the timing of settlement of the asset
retirement obligation does not remove that obligation from the scope of this Subtopic but will affect the
measurement of a liability for that obligation (see paragraph 410-20-25-10).

d. Obiligations of a lessor in connection with leased property that meet the provisions in (a). Paragraph 840-10-25-
16 requires that lease classification tests performed in accordance with the requirements of Subtopic 840-10
incorporate the reguirements of this Subtopic to the extent applicable.

e. The costs associated with the retirement of a specified asset that qualifies as historical waste equipment as
defined by EU Directive 2002/96/EC. (See paragraphs 410-20-55-23 through 55-30 and Example 4 [paragraph 410-
20-55-63] for illustration of this guidance.) Paragraph 410-20-55-24 explains how the Directive distinguishes
between new and historical waste and provides related implementation guidance.

15-3 The guidance in this Subtopic does not apply to the following transactions and activities:

a. Obligations that arise solely from a plan to sell or otherwise dispose of a long-lived asset covered by Subtopic
360-10.

b. An environmental remediation liability that results from the improper operation of a long-lived asset (see
Subtopic 410-30). Obligations resulting from improper operations do not represent costs that are an integral part of
the tangible long-lived asset and therefore should not be accounted for as part of the cost basis of the asset For
example, a certain amount of spillage may be inherent in the normal operations of a fuel storage facility, but a

http://www.pwccomperio.com/JASDocViewer.aspx?Topic=410&SubTopic=20&docid=41... 4/29/2014
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catastrophic accident caused by noncompliance with an entity's safety procedures is not. The obligation to clean up
the spillage resulting from the normal operation of the fuel storage facility is within the scope of this Subtopic. The
obligation to clean up after the catastrophic accident results from the improper use of the facility and is not within
the scope of this Subtopic.

¢ Activities necessary to prepare an asset for an alternative use as they are not associated with the retirement of
the asset.

d. Historical waste held by private households. (The guidance in this paragraph does not pertain {o an asset
retirement obligation in the scope of this Subtopic.) For guidance on accounting for historical electronic equipment
waste held by private households for abligations associated with Directive 2002/86/EC on Waste Electrical and
Electronic Equipment adopted by the European Union, see Subtopic 720-40.

e. Obligations of a lessee in connection with leased property, whether imposed by a lease agreement or by a party
other than the lessor, that meet the definition of either minimum lease payments or contingent rentals in paragraphs
840-10-25-4 through 25-7. Those obligations shall be accounted for by the lessee in accordance with the
requirements of Subtopic 840-10. However, if obligations of a lessee in connection with leased property, whether
imposed by a lease agreement or by a party other than the lessor, meet the provisions in paragraph 410-20-15-2
but do not meet the definition of either minimum lease payments or contingent rentals in paragraphs 840-10-25-4
through 25-7, those obligations shall be accounted for by the lessee in accordance with the reguirements of this
Subtopic.

f. An obligation for asbestos removal that results from the other-than-normal operation of an asset. Such an
cbligation may be subject to the provisions of Subtopic £10-20.

g. Costs associated with complying with funding or assurance provisions. Paragraph 410-20-35-9 otherwise
addresses the measurement effects of funding and assurance provisions.

h. Obligations associated with maintenance, rather than retirement, of a long-lived asset

i. The cost of a replacement part that is a component of a long-lived asset.

Table Of Contents

410-20-20 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 20 Glossary

Accretion Expense

An amount recognized as an expense classified as an operating item in the statement of income resulting from the increase
in the carrying amount of the liability associated with the asset retirement obligation.

Asset Retirement Cost

The amount capitalized that increases the carrying amount of the long-lived asset when a liability for an asset retirement
obligation is recognized.

Asset Retirement Obligation

An obligation associated with the retirement of a tangible long-lived assel.

Conditional Asset Retirement Obligation

A legal obligation to parform an asset retirement activity in which the timing and {(or) method of settlement are conditionat
on a future event that may or may not be within the control of the entity.

Legal Obligation

An obligation that a party is required to settle as a result of an existing or enacted law, statute, ordinance, or written or oral
contract or by legal construction of a contract under the doctrine of promissory estoppel.

http://www.pwccomperio.com/JASDocViewer.aspx?Topic=4 1 0&SubTopic=20&docid=41... 4/29/2014
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Promissory Estoppel

"The principle that a promise made without consideration may nonetheless be enforced to prevent injustice if the promisor
should have reasonably expected the promisee to rely on the promise and if the promisee did actually rely on the promise
to his or her detriment.” (See Black's Law Dictionary, seventh edition.)

Retirement

The other-than-temporary removal of a long-lived asset from service. That term encompasses sale, abandonment,
recycling, or disposal in some other manner. However, it does not encompass the temporary idling of a long-lived asset.
After an entity retires an asset, that asset is no longer under the control of that entity, no longer in existence, or no longer
capable of being used in the manner for which the asset was originally acquired, constructed, or developed.

Closure

Related {o the Resource Conservation and Recovery Act of 1878 the process in which the owner-operator of a hazardous
waste management unit discontinues active operation of the unit by treating, removing from the site, or disposing of on site
all hazardous wastes in accordance with an Environmental Protection Agency or state-approved plan. Included, for
example, are the process of emptying, cleaning, and removing or filling underground storage tanks and the capping of a
landfill. Closure entails specific financial guarantees and technical tasks that are included in a closure plan and must be
implemented.

Disposal

Related to the Comprehensive Environmental Response, Compensation, and Liability Act of 1980 and the Resource
Conservation and Recovery Act of 1976: under the Resource Conservation and Recovery Act of 1976, the discharge,
deposit, injection, dumping, spilling, leaking, or placing of any solid waste or hazardous waste into or on any land or water
so that such solid waste or hazardous waste or any constituent thereof may enter the environment or be emitted into the air
or discharged into any waters, including groundwaters. Similarly under the Comprehensive Environmental Response,
Compensation, and Liability Act of 1980 with regard to hazardous substances.

Hazardous Waste

Related to Resource Conservation and Recovery Act of 1976 a waste, or combination of wastes, that because of its
quantity, concentration, toxicity, corrosiveness, mutagenicity or inflammability, or physical, chemical, or infectious
characteristics may cause, or significantly contribute to, an increase in mortality or an increase in serious irreversible, or
incapacitating reversible iliness or pose a substantial present or potential hazard to human health or the environment when
improperly treated, stored, transported, or disposed of, or otherwise managed. Technically, those wastes that are regulated
under the Resource Conservation and Recovery Act of 1876 40 CFR Part 261 are considered o be hazardous wastes.

Natural Resources
Under the Comprehensive Environmental Response, Compensation, and Liability Act of 1980, natural resources are
defined as land, fish, wildlife, biota, air, water, groundwater, drinking water supplies, and other such resources belonging to,

managed or held in trust by, or otherwise controlled by the United States, state or local governments, foreign governments,
or indian tribes.

Discount Rate Adjustment Technique

A present value technique that uses a risk-adjusted discount rate and contractual, promised, or most likely cash flows.

Fair Value

The price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market
participants at the measurement date.

Table Of Contents

410-20-25 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 25 Recognition
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General
Subsection revised 01-Jul-2009

Combine Subsections

> Background for Recognition

25-1 Paragraph 35 of FASB Concepls Statement No. 6, Elements of Financial Stalements, defines a liability as follows
{Note: The indented text below is reproduced from FASB Concepts Statement No. & and includes editorial changes for
internal consistency within the Codification}.

Liabilities are probable future sacrifices of economic benefits arising from present obligations of a particular entity to
transfer assets or provide services to other entities in the future as a result of past transactions or events.

25-2 Probable is used with its usual general meaning, rather than in a specific accounting or technical sense (such as that
in paragraph 450-20-25-1), and refers to that which can reasonably be expecied or believed on the basis of available
evidence or logic but is neither certain nor proved (Wehster's New World Dictionary). Its inclusion in the definition is
intended to acknowledge that business and other economic activities occur in an environment characterized by uncertainty
in which few outcomes are certain (see paragraphs 44 through 48 of FASB Concepts Statement No. 6).

25-3 As stated in the preceding paragraph, the definition of a liability in Concepts Statement 6 uses the term probable in a
different sense than it is used in paragraph 450-20-25-1. As used in Topic 450, probable requires a high degree of
expectation. The term probable in the definition of a liability, however, is intended to acknowledge that business and other
economic activities occur in an environment in which few outcomes are certain.

25-3A Paragraph 410-20-40-3 states that providing assurance that an entity will be able to satisfy its asset retirement
obligation does not satisfy or extinguish the related liability.

> Fair Value Is Reasonably Estimated

25-4 An entity shall recognize the fair value of a liability for an asset retirement obligation in the peried in which it is incurred
if a reasonable estimate of fair value can be made. If a reasonable estimate of fair value cannot be made in the period the
asset retirement obligation is incurred, the liability shall be recognized when a reasenable estimate of fair value can be
made. If a tangible long-lived asset with an existing asset retirement obligation is acquired, a liability for that obligation shall
be recognized at the asset's acquisition date as if that obligation were incurred on that date

25-5 Upon initial recognition of a liability for an asset retirement obligation, an entity shall capitalize an asset retirement cost
by increasing the carrying amount of the related long-lived asset by the same amount as the liability. Paragraph 835-20-30-
5 explains that capitalized asset retirement costs do not qualify as expenditures for purposes of applying Subtopic 835-20.

25-6 An entity shall identify all its asset retirement obligations. An entity has sufficient information to reasonably estimate
the fair value of an asset retirement obligation if any of the following conditions exist

a. Itis evident that the fair value of the obligation is embodied in the acquisition price of the asset
b. An active market exists for the transfer of the obligation.

c. Sufficient information exists to apply an expected present value technique

> Obligations with Uncertainty in Timing or Method of Settlement

25-7 The obligation to perform the asset retirement activity is unconditional even though uncertainty exists about the timing
and (or) method of settlement. Thus, the timing and (or) method of settlement may be conditional on a future event.
Accordingly, an entity shall recognize a liability for the fair value of a conditional asset retirement obligation if the fair value
of the liability can be reasonably estimated. In some cases, sufficient infermation about the timing and (or) method of
settlement may not be available to reasonably estimate fair value. An expected present value technique incorporates
uncertainty about the timing and method of settlernent into the fair value measurement. Uncertainty is factored into the
measurement of the fair value of the liability through assignment of probabilities to cash flows

25-8 An entity would have sufficient information to apply an expected present value technigque and therefare an asset
retirement obligation would be reasonably estimable if either of the following conditions exists:

a. The settlement date and method of settlement for the obligation have been specified by others. For example, the

law, regulation, or contract that gives rise to the legal obligation specifies the settlement date and method of
settlement. In this situation, the settlement date and method of settiement are known and therefore the only

http://www.pwccomperio.com/JASDocViewer.aspx?Topic=410&SubTopic=20&docid=41... 4/29/2014



AdOD TYIDI440 020¢ ¥0 1eiN Page 6 of 28

Doss Rebuttal Exhibit 1
E-7, Sub 1214

uncertainty is whether the obligation will be enforced {that is, whether performance will be required). In certain
cases, determining the settlement date for the obligation that has been specified by others is a matter of judgment
that depends on the relevant facts and circumstances. For example, a contract that provides the entity with an
ability to extend its term through renewal should be evaluated to determine whether the settlement date should take
into consideration renewal periods. Uncertainty about whether performance will be required does not defer the
recognition of an asset retirement obligation because a legal obligation to stand ready to perform the retirement
activities still exists, and it does not prevent the determination of a reasonable estimate of fair value because the
only uncertainty is whether performance will be required.

b. The information is available to reasonably estimate all of the following:
1. The settiement date or the range of potential settlement dates

2. The method of settlement or potential methods of settiement (The term pofential methods of seftlement
refers to methods of settling the obligation that are currently available to the entity. Therefore, unceriainty
about future methods yet to be developed would not prevent the entity from estimating the fair value of the
asset retirement obligation.)

3. The probabilities associated with the potential settlement dates and potential methods of settiement.
(The entity should have a reasonable basis for assigning probabilities to the potential settlement dates and
potential methods of settlement to reasonably estimate the fair value of the asset retirement obligation. If
the entity does not have a reasonable basis of assigning probabilities, it is expected that the entity would
still be able to reasonably estimate fair value when the range of time over which the entity may settle the
obligation is so narrow and {or) the cash flows associated with each potential method of settflement are so
similar that assigning probabilities without having a reasonable basis for doing so would not have a material
impact on the fair value of the asset retirement obligation.)

25-9 In many cases, the determination as to whether the entity has the information to reasonably estimate the fair value of
the asset retirement obligation is a matter of judgment that depends on the relevant facts and circumstances. 1§ is expected
that the narrower the range of time over which the entity may settle the obligation and the fewer potential methods of
settlement the entity has available to it, the more likely it is that the entity will have the information to reasonably estimate
the fair value of an asset retirement obligation. For an illustration of this guidance, see Example 3 (paragraph 410-20-55-
47).

25-10 Instances may occur in which insufficient information to estimate the fair value of an asset retirement obligation is
available, For example, if an asset has an indeterminate useful life, sufficient information to estimate a range of potential
settlement dates for the obligation might not be available. In such cases, the liability would be initially recognized in the
period in which sufficient information exists to estimate a range of potential settlement dates that is needed to employ a
present value technigue to estimate fair value.

25-11 Examples of information that is expected to provide a basis for estimating the potential settlement dates, potential
methods of settlement, and the associated probabilities include, but are not limited to, information that is derived from the
entity's past practice, industry practice, management's intent, or the asset's estimated economic life. The estimated
economic life of the asset might indicate a potential setilement date for the asset retirement obligation. However, the
original estimated economic life of the asset may not, in and of itself, establish that date because the entity may intend 1o
make improvements to the asset that could extend the life of the asset or the entity could defer seltlement of the obligation
beyond the economic life of the asset. In those siluations, the entity would look beyond the economic life of the asset in
determining the settlement date or range of potential settlement dates to use when estimating the fair value of the asset
retirement obligation.

25-12 An asset retirement obligation may result from the acquisition, construction, or development and (or) normal
operation of a long-lived asset that has an indeterminate useful life and thereby an indeterminate settlement date for the
asset retirerent obligation.

25-13 If a current law, regulation, or contract requires an entity to perform an asset retirement activity when an asset is
dismantled or demolished, there is an unambiguous requirement to perform the retirement activity even if that activity can
be indefinitely deferred. At some time deferral will no longer be possible, because ne tangible asset will last forever (except
land). Therefore, the cbligation to perform the asset relirement activity is unconditional even though uncertainty exists about
the timing and (or) method of settiement

> Uncertainty in Performance Obligations

25-14 This Sublopic requires recognition of a conditional asset retirement obligation before the event that either requires or
waives performance occurs. Uncertainty surrounding conditional performance of the retirement obligation is factored into its
measurement by assessing the likelihood that performance will be required. In situations in which the conditional aspect
has only 2 outcomes and there is no information about which outcome is more probable, a 50 percent likelihood for each
outcome shall be used until additional information is available.
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25-15 An unambiguous requirement that gives rise to an asset rétirement obligation coupled with a low likelihood of
required performance still requires recognition of a liability. Uncertainty about the conditional outcome of the cbligation is
incorporated into the measurement of the fair value of that liability, not the recognition decision. Uncertainty about
performance of conditional obligations shall not prevent the determination of a reasonable estimate of fair value. A past
history of nonenforcement of an unambiguous obligation does not defer recognition of a liability, but its measurement is
affected by the uncertainty over the requirement to perform retirement activities.

> Acquired Asset Retirement Obligations

25-16 If a tangible long-lived asset with an existing asset retirement obligation is acquired, a liability for that obligation shall
be recognized at the asset's acquisition date as if that obligation were incurred on that date.

Table Of Contents

410-20-30 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 30 Initial Measurement

General
Subsection revised 01-Jul-2009

Combine Subsections

> Determination of a Reasonable Estimate of Fair Value

30-1 An expected present value technique will usually be the only appropriate technique with which to estimate the fair
value of a liability for an asset retirement cbligation. An entity, when using that technique, shall discount the expected cash
fiows using a credit-adjusted risk-free rate. Thus, the effect of an entity’s credit standing is reflected in the discount rate
rather than in the expected cash flows. Proper application of a discount rate adjustment technique entails analysis of at
least two liabilities—the liability that exists in the marketplace and has an observable interest rate and the liability being
measured. The appropriate rate of interest for the cash flows being measured shall be inferred from the observable rate of
interest of some other liability, and to draw that inference the characteristics of the cash flows shall be similar to those of the
liability being measured. Rarely, if ever, would there be an observable rate of interest for a liability that has cash flows
similar to an asset retirement obligation being measured. In addition, an asset retirement obligation usually will have
uncertainties in both timing and amount. In that circumstance, employing a discount rate adjustment technique, where
uncertainty is incorporated into the rate, will be difficult, if not impossible. See paragraphs 410-20-55-13 through 55-17 and
Example 2 (paragraph 410-20-55-35). For further information on present value techniques, see the guidance beginning in
paragraph 820-10-55-4,

Table Of Contents

410-20-35 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 35 Subsequent Measurement

General
Subsection revised 01-Jul-2009

Combine Subsections

> Allocation of Asset Retirement Cost
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35-1 A liability for an asset retirement obligation may be incurred over more than one reporting period if the events that
create the obligation occur over more than one reporting period. Any incremental liability incurred in a subsequent reporting
period shall be considered te be an additional layer of the original liability. Each layer shall be initially measured at fair
value. For example, the liability for decommissioning a nuclear power plant is incurred as contamination occurs. Each
period, as contamination increases, a separate layer shall be measured and recognized. Paragraph 410-20-30-1 provides
guidance on using that technique.

35-2 An entity shall subsequently allocate that asset retirement cost to expense using a systematic and rational method
over its useful life. Application of a systematic and rational allocation method does not preclude an entity from capitalizing
an amount of asset retirement cost and allocating an equal amount to expense in the same accounting period. For
example, assume an entity acquires a long-lived asset with an estimated life of 10 years. As that asset is operated, the
entity incurs one-tenth of the liability for an asset retirement obligation each year. Application of a systematic and rational
allocation method would not preclude that entity from capitalizing and then expensing one-tenth of the asset retirement
costs each year.

35-3 In periods subsequent to initial measurement, an entity shall recognize period-to-period changes in the liability for an
asset retirement obligation resulting from the following:

a. The passage of time
b. Revisions to either the timing or the amount of the original estimate of undiscounted cash flows.

35-4 An entity shall measure and incorporate changes due to the passage of tme into the carrying amount of the liability
before measuring changes resulting from a revision to either the timing or the amount of estimated cash flows.

35-5 An entity shall measure changes in the liability for an asset retirement obligation due to passage of time by applying
an interest method of allocation to the amount of the liability at the beginning of the period. The interest rate used to
measure that change shall be the credit-adjusted risk-free rate that existed when the liability, or portion thereof, was initially
measured, That amount shall be recognized as an increase in the carrying amount of the liability and as an expense
classified as accretion expense. Paragraph 835-20-15-7 states that accretion expense related to exit costs and asset
retirement abligations shall not be considered to be interest cost for purposes of applying Subtopic 835-20.

35-6 The subsequent measurement provisions require an entity to identify undiscounted estimated cash flows associated
with the initial measurement of a liability. Therefore, an entity that obtains an initial measurement of fair value from a market
price or from a technique other than an expected present value technique must determine the undiscounted cash flows and
estimated timing of those cash flows that are embodied in that fair value amount for purposes of applying the subsequent
measurement provisions. Example 1 (see paragraph 410-20-55-21) provides an illustration of the subsequent
measurement of a liability that is initially obtained from a market price. (See paragraph 410-20-25-14 for a discussion on
conditional outcomes.)

35-7 Paragraph 410-20-25-14 explains how uncertainty surrounding conditional performance of a retirement obligation is
faclored into its measurement by assessing the likelihood that performance will be required. As the time for notification
approaches, more information and a better perspective about the ultimate outcome will likely be obtained. Consequently,
reassessment of the timing, amount, and probabilities associated with the expected cash flows may change the amount of
the liability recognized. See paragraphs 410-20-55-18 through 55-19,

> Change in Estimate

35-8 Changes resulting from revisions to the timing or the amount of the original estimate of undiscounted cash flows shall
be recognized as an increase or a decrease in the carrying amount of the liability for an asset retirement obligation and the
related asset retirement cost capitalized as part of the carrying amount of the related long-lived asset. Upward revisions in
the amount of undiscounted estimated cash flows shall be discounted using the current credit-adjusted risk-free rate.
Downward revisions in the amount of undiscounted estimated cash flows shall be discounted using the credit-adjusted risk-
free rate that existed when the original liability was recognized. If an entity cannot identify the prior period to which the
downward revision relates, it may use a weighted-average credit-adjusted risk-free rate to discount the downward revision
to estimated future cash flows. When asset retirement costs change as a result of a revision to estimated cash flows, an
entity shall adjust the amount of asset retirement cost allocated to expense in the period of change if the change affecis
that period only or in the period of change and future periods if the change affects more than one period as required by
paragraphs 250-10-45-17 through 45-20 for a change in estimate.

> Effects of Funding and Assurance Provisions

35-9 Methods of providing assurance include surety bonds, insurance policies, letters of credit, guarantees by other
entities, and establishment of trust funds or identification of other assets dedicated to satisfy the asset retirement obligation.
The existence of funding and assurance provisions may aftect the determination of the credit-adjusted risk-free rate. For a
previously recognized asset retirement obligation, changes in funding and assurance provisions have no effect on the initial
measurement or accretion of that liability, but may affect the credit-adjusted risk-free rate used to discount upward revisions
in undiscounted cash flows for that obligation.
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Table Of Contents

410-20-40 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 40 Derecognition

General
Subsection revised 01-Jul-2009

Combine Subsections

> Settlement of an Asset Retirement Obligation

40-1 Typically, settlement of an asset retirement obligation is not required until the associated asset is retired. However,
certain circumstances may exist in which partial settlement of an asset retirement obligation is required or performed before
the asset is fully retired. The nature of asset retirement obligations in various industries is such that the obligations are not
necessarily satisfied when the current operation or use of the asset ceases. These obligations can be settled during
operation of the asset or after the operations cease. The timing of the ultimate settlement of a liability is unrelated to and
should not affect its initial recognition in the financial statements provided the obligation is associated with the retirement of
a tangible leng-lived asset.

40-2 Paragraph 410-20-25-14 explains how uncertainty surrounding conditional performance of a retirement obligation is
factored into its measurement by assessing the likelihood that performance will be required. If, as time progresses, it
becomes apparent that retirement activities will not be required, the liability and the remaining unamortized asset retirement
cost shall be reduced to zero.

40-3 Providing assurance that an entity will be able to satisfy its asset retirement obligation does not satisfy or extinguish
the related liability. The effect of surety bonds, letters of credit, and guarantees is to provide assurance that third parties will
provide amounts to satisfy the asset retirement obligations if the entity that has primary responsibility (the obligor) to do so
cannot or does not fulfill its obligations. The possibility that a third party will satisfy the asset retirement obligations does not
relieve the obligor from its primary responsibility for those obligations. If a third party is required to satisfy asset retirement
obligations due to the failure or inability of the obligor to do so directly, the obligor would then have a liability to the third

party.

Table Of Contents

410-20-45 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 45 Other Presentation Matters

General
Subsection revised 01-Jul-2009

Combine Subsections

> Classification of Accretion Expense

45-1 Accretion expense shall be classified as an operating item in the statement of income. An entity may use any
descriptor for accretion expense so long as it conveys the underlying nature of the expense.

45-2 See paragraph 230-10-45-17 for additional information about the classification of cash payments for asset retirement
obligations as operating items on the statement of cash flows.
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> Statement of Cash Flows

45-3 Paragraph 230-10-45-17(e) states that a cash payment made to setile an asset retirement obligation is a cash outflow
for operating acfivities.

Table Of Contents

410-20-50 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 50 Disclosure

General
Subseclion revised 01-Jul-2009

Combine Subsections

50-1 An entity shall disclose all of the following information about its asset retirement obhgations:
a. A general description of the asset retirement obligations and the associated long-lived assets
b. The fair value of assets that are legally restricted for purposes of seltling asset retirement obligations
¢. A recenciliation of the beginning and ending aggregate carrying amount of asset retirement obligations showing
separately the changes attributable to the following components, whenever there is a significant change in any of
these components during the reporting period
1. Liabilities incurred in the current period
2. Liabilities settled in the current period
3. Accretion expense

4. Revisions in estimated cash flows.

50-2 If the fair value of an asset retirement obligation cannot be reasonably estimated, that fact and the reasons therefor
shall be disclosed.

Table Of Contents

410-20-55 410 Asset Retirement and Environmental Obligations > 20 Asset Retirement Obligations
> 55 Implementation Guidance and lllustrations

General
Subsection revised 01-0¢t-2012

Combine Subsechons

> [mplementation Guidance
> > Determination of Whether a Legal Obligation Exists

55-1 This implementation guidance illustrates Section 410-20-15. In most cases involving an assel retrement obligation,
the determination of whether a legal obligation exists should be unambiguous. However, in situations in which no law,
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statute, ordinance, or contract exists but an entity makes a promise to a third party (which may include the public at large)
about its intention to perform retirement activities, facts and circumstances need to be considered carefully in determining
whether that promise has imposed a legal obligation upon the promisor under the doctrine of promissory estoppel. A legal
obligation may exist even though no party has taken any formal action. In assessing whether a legal obligation exists, an
entity is not permitted to forecast changes in the law or changes in the interpretation of existing laws and regulations.
Preparers and their legal advisors are required to evaluate current circumstances to determine whether a legal obligation
exists.

55-2 For example, assume an entity operates a manufacturing facility and has plans to retire it within five years. Members
of the local press have begun to publicize the fact that when the entity ceases operations at the plant, it plans to abandon
the site without demolishing the building and restoring the underlying land. Due to the significant negative publicity and
demands by the public that the entity commit to dismantling the plant upon retirement, the entity's chief executive officer
holds a press conferance at city hall to announce that the entity will demelish the building and restore the underlying land
when the entity ceases operations at the plant. Although no law, statute, ordinance, or written contract exists requiring the
entity to perform any demolition or restoration activities, the promise made by the entity's chief executive officer may have
created a legal obligation under the doctrine of promissory estoppel. In that circumstance, the entity's management {and
legal counsel, if necessary) would have to evaluate the particular facts and circumstances to determine whether a legal
obligation exists.

§5-3 Once an entity determines that a duty or responsibility exists, it will then need to assess whather an obligating event
has occurred that leaves it little or no discretion to avoid the future transfer or use of assets. If such an obligating event has
occurred, an asset retirement obligation meets the definition of a liability and qualifies for recognition in the financial
statements. However, if an obligating event that leaves an entity little or no discretion to avoid the future transfer or use of
assets has not oceurred, an asset retirement obligation does not meet the definition of a liability and, therefore, should not
be recognized in the financial statements.

55-4 |dentifying the obligating event is often difficult, especially in situations that involve the occurrence of a series of
transactions or other events or circumstances affecting the entity. For example, in the case of an asset retirement
obligation, a law or an entity's promise may create a duty or responsibility, but that law or promise in and of itself may not
be the obligating event that results in an entity's having little or no discretion to aveid a future transfer or use of assets. An
entity must look to the nature of the duty or responsibility to assess whether the obligating event has occurred. For
example, in the case of a nuclear power facility, an enlity assumes responsibility for decontamination of that facility upon
receipt of the license to operate it. However, no obligation to decontaminale exists until the facility is operated and
contamination occurs. Therefore, the contamination, not the receipt of the license, constitutes the obligating event

> > Expectation of Nonenforcement

55-5 This implementation guidance illustrates Section 410-20-15.Contracts between entities may contain an option or a
provision that requires one party to the contract to perform retirement activities when an asset is retired. The other party
may decide in the future not to exercise the option or to waive the provision to perform retirement activities, or that party
may have a history of waiving similar provisions in other contracts. Even if there is an expectation of a waiver or
nonenfercement, the contract still imposes a legal obligation. That obligation is included in the scope of this Subtopic. The
likelihood of a waiver or nonenforcement will affect the measurement of the liability. For example, consider an entity that
owns and operates a landfill. Regulations require that that entity perform capping, closure, and postclosure activities.
Capping activities invelve covering the land with topsoil and planting vegetation. Closure activities include drainage,
engineering, and demalition and must be performed prior to commencing the posiclosure activities. Postclosure activities,
the final retirement activities, include maintaining the landfill once final certification of closure has been received and
monitoring the ground and surface water, gas emissions, and air quality. Closure and postclosure activities are performed
after the entire landfill ceases receiving waste (that is, after the landfill is retired). However, capping activities are performed
as seclions of the landfill become full and are effectively retired. The fact that some of the capping activities are performed
while the landfill continues to accept waste does not remove the obligation to perform those intermediate capping activities
from the scope of this Subtopic

> > Acquisition, Construction, or Development of a Long-Lived Asset

§5-6 This implementation guidance illustrates Section 410-20-15, Whether an obligation results from the acquisition,
construction, or development of a long-lived asset should, in most circumstances, be clear. For example, if an entity
acquires a landfill that is already in operation, an obligation to perform capping, closure, and postclosure activities results
from the acquisition and assumption of obligations related to past normal operations of the landfill. Additional obligations will
be incurred as a result of future operations of the landfill.

> » Normal Operations
§5-7 This implementation guidance illustrates Section 410-20-15. Whether an obligation results from the normal operation
of a leng-lived asset may require judgment. Obligations that result from the normal operation of an asset should be

predictable and likely of occurring. For example, consider an entity that owns and operates a nuclear power plant. That
entity has a legal obligation to perform decontamination activities when the plant ceases operations. Contamination, which

http://www.pwecomperio.com/JASDocViewer.aspx?Topic=410&SubTopic=20&docid=41... 4/29/2014



AdOD TYIDI440 020¢ ¥0 1eiN Page 12 of 28

Doss Rebuttal Exhibit 1
E-7, Sub 1214

gives rise to the obligation, is predictable and likely of occurring and is unavoidable as a result of operating the plant.
Therefore, the obligation to perform decontamination activities at that plant results from the normal operation of the plant

55-8 For example, a certain amount of spillage may be inherent in the normal operations of a fuel storage facility, but a
catastrophic accident caused by noncompliance with an entity's safety procedures is not. The abligation to clean up after
the catastrophic accident does not result from the normal operation of the facility and is not within the scope of this
Subtopic.

> > Components of a Larger System

55-9 An asset retirement obligation may exist for component parts of a larger system. In some circumstances, the
retirement of the compoenent paris may be required before the retirement of the farger system to which the component paris
belong.

55-10 For example, consider an aluminum smelter that owns and operates several kilns lined with a special type of brick
The kilns have z long useful life, but the bricks wear out after approximately five years of use and are replaced on a
periodic basis to maintain optimal efficiency of the kilns. Because the bricks become contaminated with hazardous
chemicals while in the kiln, a state law requires that when the bricks are removed, they must be disposed of at a special
hazardous waste site. The obligation to dispose of those bricks is within the scope of this Subtopic. The cost of the
replacement bricks and their installation are not part of that obligation. This implementation guidance illustrates Section 410
-20-15.

55-11 If assets with asset retirement obligations are components of a larger group of assets (for example, a number of oil
wells that make up an entire oil field operation), aggregation techniques may be necessary to derive a colleclive asset
retirement obligation. This Subtopic does not preclude the use of estimates and computational shortcuts that are consistent
with the fair value measurement objective when computing an aggregate asset retirement obligation for assets that are
components of a larger group of assets. This implementation guidance illustrates paragraph 410-20-30-1.

> > Obligations with Uncertainty About Government Enforcement

5§5-12 This implementation guidance illustrates Section 410-20-15. If, for example, a governmental unit retains the right (an
option) to decide whether to require a retirement activity, there is some uncertainty about whether those retirement activities
will be required or waived. Regardless of the uncertainty attributable to the option, a legal obligation to stand ready to
perform retirement activities still exists, and the governmental unit might require them to be performed. Although the timing
and method of settlement of the retirement obligation may depend on future events that may or may not be within the
contro! of the entity, a legal obligation to stand ready to perform retirement activities still exists. The enlity should consider
the uncertainty about the timing and method of seftlement in the measurement of the liability, consistent with a fair value
measurement objective, regardless of whether the event that will trigger the settlement is partially or wholly under the
control of the entity.

> > Expected Present Value Technique

55-13 This implementation guidance illustrates paragraph 410-20-30-1. In estimating the fair value of a liability for an asset
retirement obligation using an expected present value technique, an entity shall begin by estimating the expected cash
flows that reflect, to the extent possible, a marketplace assessment of the cost and timing of performing the required
retirement activities. Considerations in estimating those expected cash flows include developing and incorporating explicit
assumptions, to the extent possible, about all of the following:

a. The cosls that a third party would incur in performing the tasks necessary to retire the asset

b. Other amounts that a third party would include in determining the price of the transfer, including, for example,
inflation, overhead, equipment charges, profit margin, and advances in technology

c. The extent to which the amount of a third party’s costs or the timing of its costs would vary under different future
scenarios and the relative probabilities of those scenarios

d. The price that a third party would demand and could expect to receive for bearing the uncertainties and
unforeseeable circumstances inherent in the obligation, sometimes referred to as a market-risk premium.

55-14 |t is expected that uncertainties about the amount and timing of future cash flows can be accommodated by using the
expected present value technique and therefore will not prevent the determination of a reasonable estimate of fair value.

> > Credit-Adjusted Risk-Free Rate

55-18 This implementation guidance illustrates paragraph 410-20-30-1. An entity shall discount expected cash flows using
an interest rate that equates to a risk-free interest rate adjusted for the effect of its credit standing (a credit-adjusted risk-
free rate). In determining the adjustment for the effect of its credit standing, an entity should consider the effects of all
terms, collateral, and existing guarantees on the fair value of the liability.
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55-16 Adjustments for default risk can be reflected in either the discount rate or the expected cash flows. In most situations,
an entity will know the adjustment required to the risk-free interest rate to reflect its credit standing. Consequently, it would
be easier and less complex 1o refiect that adjustment in the discount rate.

55-17 In addition, because of the requirements in paragraph 410-20-35-8 relating to upward and downward adjustments in
expecled cash flows, it is essential to the operationality of this Subtopic that the credit standing of the entity be reflected in
the discount rate. For those reasons, the risk-free rate shall be adjusted for the credit standing of the entity to determine the
discount rate.

> > Calculation of Accretion Expense

55-18 This implementation guidance illustrates paragraphs 410-20-35-1 through 35-6. In periods subsequent to initial
measurement, an entity recognizes the effect of the passage of time on the amount of a liability for an asset retirement
obligation. A period-to-period increase in the carrying amount of the liability shall be recognized as an operating item
(accretion expense) in the statement of income. An equivalent amount is added to the carrying amount of the liability. To
calculate accretion expense, an entity shall multiply the beginning of the period liability balance by the credit-adjusted risk-
free rate that existed when the liability was initially measured. The liability shall be adjusted for accretion prior to adjusting
for revisions in estimated cash flows.

> > Changes in Assumptions and Legal Requirements

55-19 This implementation guidance illustrates paragraph 410-20-35-8. Revisions to a previously recorded asset retirement
obligation will result from changes in the assumptions used to estimate the expected cash flows required to setile the asset
retirement obligation, including changes in estimated probabilities, amounts, and timing of the settlement of the asset
retirement obligation, as well as changes in the legal requirements of an obligation. Any changes that result in upward
revisions to the expected cash flows shall be treated as a2 new liability and discounted at the current rate. Any downward
revisions to the expected cash flows will result in a reduction of the asset retirement obligation. For downward revisions, the
amount of the liability to be removed from the existing accrual shall be discounted at the credit-adjusted risk-free rate that
was used at the time the obligation to which the downward revision relales was originally recorded (or the historical
weighted-average rate if the year[s] to which the downward revision applies cannot be determined).

§5-20 Revisions to the asset retirement obligation result in adjustments of capitalized asset retirement costs and will affect
subsequent depreciation of the related asset. Such adjustments are depreciated on a prospective basis.

> > Interim Property Retirements

§5-21 This implementation guidance illustrates Section 410-20-15. There is no conceptual difference between interim
property retirements and replacements and those retirements that occur in circumstances in which the retired asset is not
replaced. Therefore, any asset retirement obligation associated with the retirement of or the retirement and replacement of
a component part of a larger system qualifies for recognition provided that the obligation meets the definition of a liability.
The cost of replacement components is excluded.

55-22 Examples of interim property retirements and replacements for component parts of larger systems are components
of transmission and distribution systems (utility poles), railroad ties, a single oil well that is part of a larger oil field, and
aircraft engines. The assets in those examples may or may not have associated retirement obligations.

> > Historical Waste on Electrical and Electronic Equipment Associated with EU Directive
2002/96/EC

55-23 EU Directive 2002/96/EC was adopted on February 13, 2003, and directs EU-member countries to adopt legislation
to regulate the collection, treatment, recovery, and environmentally sound disposal of electrical and electronic waste
equipment. The actual legislation adopted by individual EU-member countries can have different requirements. An enlity
should apply the guidance herein, adjusted as needed for the specific requirements of the applicable EU-member country.

55-24 The Directive distinguishes between new and historical wasta. All products put on the market on or before August 13,
2005, are deemed to be historical waste equipment for the purposes of the Directive. Example 4 {see paragraph 410-20-55-
£3 ) does not address the accounting for new waste because there should be little diversity in practice in the accounting for
such waste. Costs relating {o waste of new equipment are to be borne solely by the producers of the new equipment. This
implementation guidance illustrates Section 410-20-15.

55-25 Under the Directive, the waste management obligation remains with the commercial user until the historical waste
equipment is replaced, at which time the waste management ohbligation for that equipment may be transferred to the
producer of the replacement equipment depending on the law adopted by the applicable EU-member country. If the
commercial user does not replace the equipment, the obligation remains with that user until it disposes of the equipment
The Directive provides each EU-member country with the option to obligate commercial users to pay part or all of the costs
associated with the historical waste even if the equipment is replaced. In this situation, the obligation would remain (partly
or wholly) with the commercial user until the user disposes of the equipment.
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55-26 The accounting for the initial recognition and measurement of the liability and asset retirement cost should be
consistent with paragraphs 410-20-25-1 through 25-4, The ability or intent of the commercial user to replace the asset and
transfer the obligation does not relieve the user of its present duty or responsibility to settle the obligation. The replacement
of the asset may, depending on EU-member country law, transfer the obligation to the replacement producer, and, if so,
that transfer would affect the purchase price of the replacement asset. Upen initial recognition of a liability, an entity shall
capitalize an asset retirement cost by increasing the carrying amount of the related asset by the same amount as the
liability. The accounting subsequent to the initial recognition of the asset and liability should be consistent with the guidance
in paragraphs 410-20-35-3 through 35-8

55-27 If the asset is subsequently replaced, with the obligation being transferred to the producer of the replacement
equipment, the commercial user should determine the porticn of the total amount paid to the producer that relates to the
replacement equipment {the new asset) and the portion that relates to the transfer of the asset retirement obligation. That
determination should be based on the fair value of the asset retirement obligation, without the sale of the new asset The
price paid by the commercial user would not inciude any costs associated with the transfer of the obligation in situations in
which the law in the EU-member country obligates commercial users to pay all of the costs associated with the historical
waste even if the equipment is replaced. In those situations, the commercial user would not derecognize the liability from its
balance sheet upon replacement, but rather when the obligation is ultimately settled.

55-28 The new asset should be measured as the residual amount (the excess of the price paid over the fair value of the
asset retirement obligation transferred). That amount should be used in determining the new asset's cost basfs. The
commercial user should derecognize the liability from its balance sheet and recognize a gain or loss based on the
difference between the carrying amount of the liability at the date of the sale and the portion of the sales price that relates to
the obligation. The producer of the new asset should recognize revenue for the total amount received reduced by the fair
value of the obligation upon the transfer of the obligation from the commaercial user (that is, on a net basis). The
requirements for the producer to measure the revenue from the sale of the new asset as the residual amount and recognize
revenue only for the sale of the new asset are applicable for those producers for which the recycling of electronic waste
equipment is not a revenue-generating business activity. In situations in which the recycling of equipment is a revenue-
generating business activity for the producer, that producer should measure the revenue from the sale of the new asset and
the assumption of the obligation in accordance with the provisions of Subtopic 605-25.

55-29 The producer of the new asset should derecognize that liability when the obligation is settled.

55-30 See Example 4 (paragraph 410-20-55-63), which describes accounting for obligations associated with Directive
2002/96/EC on Waste Electrical and Electronic Equipment adopted by the European Union. That Example refers to and
paraphrases various provisions of the Directive. Nothing in that Example shall be considered a definitive interpretation of
any provision of the Directive for any purpose.

> lllustrations
> > Example 1: Subsequent Measurement of a Liability Obtained from a Market Price

55-31 This Example illustrates the guidance in paragraphs 410-20-35-5 through 35-6. After initial measurement. an entity is
required to recognize period-to-period changes in an asset retirement obligation liability resulting from the passage of time
(accretion expense) and revisions in cash flow estimates. To apply the subsequent measurement provisions of this
Subtopic, an entity must identify undiscounted cash flows related to an asset retirement obligation liability irrespective of
how the liability was initially measured. Therefore, if an entity obtains the initial fair value from a market price, it must impute
undiscounted cash flows from that price.

55-32 This Example illustrates the subsequent measurement of a liability in situations where the initial liability is based on a
market price. Assume that the liability is initially recognized at the end of period 0 when the market price is $300,000 and
the entity’s credit-adjusted risk-free rate is B percent. As required by this Subtopic, revisions in the timing or the amount of
estimated cash flows are assumed to occur at the end of the period after accretion on the beginning balance of the liability
is calculated. At the end of each period, the following procedure is used to impute cash flows from the end-of-period market
price, compule the change in that price attributable to revisions in estimated cash flows, and calculate accretion expense:

a. The market price and the credit-adjusted risk-free interest rate are used to impute the undiscounted cash flows
embedded in the market price.

b. The undiscounted cash flows from (a) are discounted at the initial credit-adjusted risk-free rate of 8 percent to
arrive at the ending balance of the asset retirement cbligation liability per the provisions of this Sublopic.

c. The beginning balance of the asset retirement obligation liability is multiplied by the initial credit-adjusted risk-
free rate of B percent to arrive at the amount of accretion expense per the provisions of this Subtopic.

d. The difference between the undiscounted cash flows at the beginning of the period and the undiscounted cash

flows at the end of the period represents the revision in cash flow estimates that occurred during the period. If that
change is an upward revision to the undiscounted estimated cash flows, it is discounted at the current credit-
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adjusted risk-free rate. I that change is a downward revision, it is discounted at the historical weighted-average rate
because it is not practicable to separately identify the period to which the downward revision relates.

§5-33 The following table illustrates the subsequent measurement of an asset retirement obligation liability obtained from a

market price.

Subsequent Measurement of an Asset Retirement Obligation Liability Obtained from a Market Pric:

Market assumptions:
Market price (includes market risk premium)
Currant risk-fres rate adjusted for entity's cradit
standing

Tima perod remaining

Imputed undiscountad cash flows (market price

discounted at market rate)

Change In undiscounted cash flows
Discount rate:
Current credit-adjusted risk-free rate (for upward
revisions)
Historical welghted-average credit-adjusted risk-
free rate (for downward revisions)
Change In undiscounted cash fllows discounted at
credit-adjusted nsk-frae rate {cumrent rate for upward
revisions and historical rate for downward revislons)

End of Period
1 1 2
$ 300.000 $ 400,000 $ 350,000 $3
8.00%: 7.00% 7.50%
3 2 1
§ 377,914 $ 457,960 $ 376,250 532
377,914 80.046 (81,710)
8.00%: 7.00%
7.83%
$ 300,000 $ 69,916 S (75,777) 5

55-34 The following table iflustrates the measurement of liability under the provisions of the asset retirement obligation

statement.
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Measurement of Liability under Provisions of Asset Retirement

Obligation Statement
Beginning Accretion Change in Ending
Period Balance {8.0%) Cash Flows Balance
0 $ 300,000 $300,000
1 $ 300,000 $ 24,000 324,000
2 324,000 25,920 349,920
3 349,920 27,994 377,914
Beginning Accretlon Change in Ending
Petiod Balance (7.0°%) Cash flows Balance
0
1 $ 69,916 $ 69,916
2 $ 69916 $ 45894 74,810
3 74.810 5236 B0,046
Beginning Accretion Change in Ending
Period Balance (7.83%) Cash Flows Balance
0
1
2 3 (75.777) $(75777)
3 8 (75.777) $ (5,933) {81,710
Beginning Change in Ending
Period Balance Accretion Cash Flows Balance
0
1
2
3 5 3,750 $ 3,780
Total
Beginning Accretion Change in Ending
Period Balance Expense Cash Flows Balance
0 $ 300,000 $300,000
1 $ 300,000 $ 24,000 69,916 393,916
2 353,916 30,814 {75.777) 348,953
3 348,953 27,297 3,750 380,000

> > Example 2: Recognition and Measurement

§5-35 The following Cases illustrate the recognition and measurement provisions of this Subtopic

a. Initial measurement of a liability for an asset retirement obligation using an expected present value technique,
subsequent measurement assuming thal there are ne changes in expected cash flows, and settlement of the asset
retirerment obligation liability at the end of its term (Case A)

b. Subsequent measurement of an asset retirement obligation liability after a change in expected cash flows {Case
B)

¢ Recognition and measurement of an asset retirement obligation liability that is incurred over more than one
reporting period (Case C)

d. Accounting for asset retirement obligations that are conditional and that have a low likelihood of enforcement
{Case D).

55-36 Cases A, B, C, and D incorporate simplified assumptions to provide guidance in implementing this Subtopic. For
instance, Cases A and B relate to the asset retirement obligation associated with an offshore production platform that also
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would likely have individual wells and production facilities that would have separate asset retirement obligations. Those
Cases also assume straight-line depreciation, even though, in practice, depreciation would likely be applied using a units-of
-production method. Other simplifying assumptions are used throughout the Cases.

> > > Case A: Initial Measurement Using a Present Value Technique, Subsequent Measurement
with No Change in Expected Cash Flows

§5-37 This Case depicts an entity that completes construction of and places into service an offshore oil platform on January
1, 2003. The entity is legally required to dismantle and remove the platform at the end of its useful life, which is estimated ta
be 10 years. Based on the requirements of this Subtopic, on January 1, 2003, the entity recognizes a liability for an asset
retirement obligation and capitalizes an amount for an asset retirement cost. The entity estimates the initial fair value of the
liability using an expected present value technique. The significant assumptions used in that estimate of fair value are as
follows:

a. Labor costs are based on current marketplace wages required {o hire contractors to dismantle and remove
offshore oil platforms. The entity assigns probability assessments to a range of cash flow estimates as follows.

Cash Flow Probability Expected
Estimate Assessment Cash Flows
S 100,000 25% $ 25,000
125,000 50 62,500
175,000 25 43,750
_S 131250

b. The entity estimates allocated overhead and equipment charges using the rate it applies to labor costs for
transfer pricing (80 percent). The entity has no reason to believe that its overhead rate differs from those used by
contractors in the industry.

¢. A contractor typically adds a markup on labor and allocated internal costs to provide a profit margin on the job.
The rate used (20 percent) represents the entity’s understanding of the profit that contractors in the industry
generally earn to dismantle and remove offshore oil platforms

d. A contractor would typically demand and receive a premium {market risk premiumy} for bearing the uncertainty
and unforeseeable circumstances inherent in locking in today’s price for a project that will not occur for 10 years
The entity estimates the amount of that premium to be 5 percent of the expected cash flows adjusted for inflation.

e. The risk-free rate of interest on January 1, 2003, is 5 percent. The enfity adjusts that rate by 3.5 percent to
reflect the effect of its credit standing. Therefore, the credit-adjusted risk-free rate used to compute expected
present value is 8.5 percent.

f. The entity assumes a rate of inflation of 4 percent over the 10-year period.

55-38 On December 31, 2012, the entity settles its asset retirement obligation by using its internal workforce at a cost of
$351,000. Assuming no changes during the 10-year period in the expected cash flows used to estimate the obligation, the
entity would recognize a gain of $89,619 on settlement of the cbligation. The entity would account for the asset retirement
obligation as follows.

Labor $ 195,000
Allocated overhead and equipment

charges (80% of labor) 156,000
Total costs incurred 351,000
Asset retirement obligation liability 440.619
Gain on settlement of obligation $ 89,619
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Initial Measurement of the Asset Retirement Obligation Liability at January 1, 2003

Expected
Cash Flows
11/03
Expected labor costs $ 131,250
Allocated overhead and equipment charges (.80 x $131,250) 105,060
Contractor's markup [.20 x ($131,250 + $105,000}] 47,250
Expected cash flows befora inflation adjustment 283,500
Inflation factor assuming 4 percent rate for 10 years 1.4802
Expected cash flows adjusted for Inflation 419,637
Market-risk premium {.05 x $419,637) 20,982
Expected cash flows adjusled for market risk % 440,619
]
Expectad present value using credit-adjusted nsk-iree rate of
8.5 percent for 10 years $ 194,879
Interest Method of Allocation
Liability Liability
Balance Balance
Year 1N Accretion 12/31
2003 $ 194,879 § 16,565 $ 211,444
2004 211,444 17,973 229417
2005 229,417 19,500 248,917
2006 248,917 21,158 270,075
2007 270,075 22,956 293,001
2008 293,031 24,908 317,939
2009 317,939 27,025 344,964
2010 344,964 29,322 374,286
2011 374,286 31,814 406,100
2012 406,100 34,519 440,619
Schedule of Expenses
Accretion Depreciation Total
Year-End Expense Expense Expense
2003 $ 16,565 s 19,488 $36,053
2004 17,973 19,488 37,461
2005 19,500 19,488 38,988
2006 21,158 19,488 40,646
2007 22,956 19,488 42,444
2008 24,908 19,458 44,396
2009 27.025 19,488 46,513
2010 29,322 19,488 48,610
2011 31,814 19,488 51,302
2012 34,519 19,488 54,007
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Journal Entries

January 1, 2003:
Long-lived assat (asset retirement cost) £ 194879
Asset retirament obligation liability $ 194,879
To record the initial fair value of the assst retirement
obligation llability

December 31, 2003-2012:
Depreciation axpense (asset retiremani cost) 19,488
Accumulated depreciation 19.488
To record straight-line depreciation on the assel
retirement cost

Accretion expense Per schedule
Asset retirament obligation liability Per schedule
To record accretion expense on the asset retirement
obligation liability
December 31, 2012:
Assel retirement obligation liability 440,619
Wages payable 195,000
Allocated overhead and equipment charges
{.80 x $195,000) 156,000
Gain on selilement of asset retirement obligation liability 89,619
To record settlemant of the asset retirement obligation
liability

> > > Case B: Initial Measurement Using a Present Value Technique, Subsequent Measurement
with Changes in Expected Cash Flows

55-39 This Case is the same as Case A with respect to initial measurement of the asset retirement obligation liability. In this
Case, the entity's credit standing improves over time, causing the credit-adjusted risk-free rate to decrease by 0.5 percent
to 8 percent at December 31, 2004.

55-40 On December 31, 2004, the entity revises its estimate of labor costs to reflect an increase of 10 percent in the
marketplace. In addition, it revises the probability assessments related to those labor costs. The change in labor costs
results in an upward revision to the expected cash flows; consequently, the incremental expecled cash flows are
discounted at the current credit-adjusted risk-free rate of 8 percent All other assumptions remain unchanged. The revised
estimate of expected cash flows for labor costs is as follows

Cash Flow Probabliity Expected
Estimate Assessment Cash Flows
$ 110,000 0% $ 33,000
137,500 45 61,875
192,500 25 48,125
$ 143,000

55-41 On December 31, 2012, the entity setlles its asset retirement obligation by using an outside contractor. It incurs costs
of $463,000, resulting in the recognition of a $14,091 gain on settlement of the obligation. The entity would account for the
asset retirement obligation as follows.

Asset retiremant obligation liability $477.091
Outside contractor 463,000
Gain on settlament of obligation $ 14,091
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Initial Measurament of the Asset Retirement Obligation Liability at January 1, 2003

Expected Cash Flows
411/03

Expected labor costs $ 131,250
Allocated overhead and equipment charges (.80 x $131,250) 105,000
Contractor's markup { 20 x ($131,250 + $105,000)) 47,250
Expected cash flows before inflation adjustment 283,500
Inflation factor assuming 4 percent rate for 10 years 1.4802
Expected cash flows adjusted for inflalion 419,637
Market-risk premium (05 = $419,637) 20,982
Expected cash flows adjusted for market risk 3 440618
Present value using credit-adjusted risk-free rate of 8.5 percent for 10
years $ 194.878

Subsequent Measuremsnt of the Asset Retirement Cbligation Liabllity Refiecting a Change in
Labor Cost Estimate as of December 31, 2004

Incremental Expected

Cash Flows 12/31/04
Increments| expected [abor costs ($143,000 - $131,250) $ 11,750
Allocated overhead and equipment charges (80 x $11,750) 8,400
Contractor's markup {20 x ($11,750 + $9,400)] 4,230
Expected cash flows before inflation adjustment 25,380
inflation factor assuming 4 percent rate for 8 years 1.3686
Expected cash flows adjusted for inflation 34735
Market-rigk premium (.05 x $34,735) 1,737
Expected cash flows adjusted for market risk [ 36,472
Expected present value of incremental liability using credit-adjusted risk-
free rate of 8 percent for 8 years S 19.704
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Interest Method of Allocation

Liability Change In Cash Liability
Year Balance 11 Accretion Flow Estimate Balance 12/31
2003 $ 194,879 b 16,565 $ 211,444
2004 211.444 17973 8 19,704 249,121 ¥
2005 249121 21.078 270,199
2006 270,199 22,862 293,061
2007 293,061 24,796 317,857
2008 7,857 26,894 344,751
2009 344,751 29170 373,921
2010 373,921 31,638 405,559
201 405,559 34,315 439,874
2012 439,874 37.217 477,091
Schedule of Expenses
Accretion Depreciation

Year-End Expense Expense Total Expense
2003 $ 16,565 ] 19,488 s 36,053
2004 17,973 19,488 37481
2005 21,078 21,951 43,029
2006 22,862 21,951 44 813
2007 24,796 21,951 46,747
2008 26,894 21,91 48,845
2009 29,170 21,951 51,121
2010 31,638 21,951 53,589
201 34.315 21,93 56,266
2012 37,217 21,951 59,168

{a) The remainder of this table is an aggregation of two layers: the onginal liability, which is
accreled at a rate of B.5%, and tha new incremental liabilty, which is accreted at a rate of
8.0%.
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Journal Entries

January 1, 2003:
Long-lived asset (assel retirement cost) $ 194,879
Asset retirement obligation liability $ 194879
To record the initial fair value of the asset ratirament
obligation liabiity

December 31, 2003:
Depreciation expense (asset retirement cost) 19,488
Accumulated depreciation 19,488
To record stralghi-line depreciation on the assset
refirement cost
Accretion expense 16,565
Asset refirerment obligation liability 16.565
To record accretion expense on the asset ratirement
obligation liability
December 31, 2004:
Dapreciation expense (asset retirement cost) 19,488
Accumulated depreciation 19,488
To record straight-line depreciation on the asset
relirement cost
Accretion expense 17,973
Asset retirement obligation liability 17,973
To record accration expanse on the asset retirament
obligation liability
Long-lived asset (asset retirement cost) 19,704
Assel relirerment obligation liability 19,704
To record the change in estimated cash flows

December 31, 2005-2012;
Deprecialion expense (asset retiremant cost) 21,951
Accumulated depreciation 21,951
To record straight-line daprectation on the asset

retirement cost adjusted for the change in cash ilow
eslimate
Accretion expense Per schedule
Asset retirement obligation liability Par schedule
To record accretion expense on the asset retirement
obligation liability

December 31, 2012:
Asset retirament obligation liability 477,091
Gain on settiement of asset retirement obligation liability 14,09
Accounts payable (outside contraclor) 463,000
To record settlement of the asset retirement obligation
liability

> > > Case C: Recognition and Measurement Over More than One Reporting Period

55-42 This Case depicts an entity that places a nuclear utility plant into service on December 31, 2003. The entity is legally
required to decommission the plant at the end of its usefu! life, which is estimated to be 20 years. Based on the
requirements of this Subtopic, the entity recognizes a liability for an asset retirement obligation and capitalizes an amount
for an asset retirement cost over the life of the plant as contamination occurs. The following schedule reflects the expected
cash flows and respective credit-adjusted risk-free rates used to measure each portion of the liability through December 31,
20085, at which time the plant is 90 percent contaminated.
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55-43 On December 31, 2005, the entity increases by 10 percent its estimate of expected cash flows that were used to
measure those portions of the liahility recognized on December 31, 2003, and Decernber 31, 2004, which results in an
upward revision to the expected cash flows. Accordingly, the incremental expected cash flows of $2,415 [$2,300 (10
percent of $23,000) plus $115 (10 percent of $1,150)] are discounted at the then-current credit-adjusted risk-free rate of 9.2
percent and recorded as a liability on December 31, 2005. The entity would account for the asset retirement obligation as

follows.

Date Incurred

12/31/03 12/31/05
Initial measurement of the asset retirement obligation
liability:
Expected cash flows adjusted far market risk $ 23,000 $ 1,900
Credit-adjusted risk-free rate 9.00% 920%
Discount perod in years 20 18
Expected present value $ 4,104 $ 390
Measurement of incremental expected cash flows
occurring on December 31, 2005:
Incremental expecled cash flows {increase of 10 parcent) $ 2415
Credit-adjusted rsk-free rate at December 31, 2005 9.20%
Discount period remaining in years 18
Expected present velue § 495
Carrying Amount of Liability incurred in 2003

Liabliity Llability

Balance Accrelion New Balance
Year 1 {9.0%) Liability 12/31
2003 5 4,104 $ 4104
2004 $ 4,104 S 369 4473
2005 4,473 403 4,876

Carrying Amount of Liabliity Incurred in 2004

Liability Liability

Balance Accretion New Balance
Year 1M {B8.5%) Liability 12/31
2004 $ 244 $ 244
2005 $ 244 s 21 265
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Carrying Amount of Liability Incurred in 2005
Plus Effect of Change in Expected Cash Flows

Liability Accretion Change In New Liability
Year Balance 11 {9.2%) Estimate Liability Balance 12/31
2005 $ 495 $ 390 $ 885

Carrying Amount of Total Liabllity

Liability Change in New Total Carrying
Year Balance 1A Accretion Estimate Liability Amount 12/31
2003 $ 4,104 $ 4,104
2004 L 4,104 3 369 244 4,717
2005 4,717 424 $ 495 390 6,026

Journal Entries

December 31, 2003:
Long-lived asset {asset retirement cost) 24104
Asset retirement obligation liability $4,104
To record the initial fair value of the asset retirement
obligation liability incurred this period

December 31, 2004:;
Depreciation expense ($4,104 + 20) 205
Accumulated depreciation 205
To record straight-line depreciation on the asset
retirement cost
Accretion expense 369
Asset retirement obligation Hability 369
To racord accration expense on the asset
retirement obligation liability
Long-lived asset (assat retirement cost) 244
Asset retirement obligation liability 244
To record the initial fair value of the asset retirement
obligation liability incurred this pericd

December 31, 2005:
Depreciation expense {($4,104 + 20) + (3244 + 19)) 218
Accumulated depreciation 218
To record straight-line depreciation on the asset
ratirement cost
Accretion expense 424
Assel retirement obligation liability 424
To record accretion expense on the assel
retirement obligation llability
Long-lived asset {asset retirement cost) 495
Assaet relirarment obligation llability 495
Te record the change in liability resulting from a
revision in expected cash flow
Long-lived asset (asset retirement cost) 390
Asset refirament obligation llability 390
To record tha initial fair value of the asset retirerment
obligation liability incurred this period

> » > Case D: Conditional with Low Likelihood of Enforcement

55-44 This Case illustrates a timber lease in which the lessor has an option to require the lessee to settle an asset
retirement obligation. Assume an entity enters into a five-year lease agreement that grants it the right to harvest timber on a
tract of land and that agreement grants the lessor an option to require that the lessee reforest the underlying land at the end
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of the lease lerm. Based on past history, the lessee believes that the likelihood that the lessor will exercise that option is
low, Rather, at the end of the lease, the lessor will likely accept the land without requiring reforestation. The lessee
estimates that there is cnly a 10 percent probability that the lessor will elect to enforce reforestation. Paragraph B40-10-15-
15 explains that Topic 840 does not apply to lease agreements concerning the rights to explore for or to exploit natural
resources such as timber.

55-45 At the end of the first year, 20 percent of the timber has been harvested. The lessee estimates that the possible cash
flows associated with performing reforestation activities in 4 years for the portion of the land that has been harvested will be
$300,000. When estimating the {fair value of the asset retirement cbligation liability to be recerded (using an expected
present value technique), the lessee incorporates the probability that the restoration provisions will not be enforced.

Possible Probability Expecled
Cash Fiows Assessment Cash Flows

$ 300,000 10% $ 30,000
- 90 -
_S_ 30000
Expected present value using
credit-adjusted risk-free rate of
8.5 percent for 4 years $ 21,647

55-46 During the term of the lease, the lessee should reassess the likelihood that the lessor will require reforestation. For
example, if the lessee subsequently determines that the likelihood of the lessor electing the reforestation option has
increased, that change will result in a change in the expected cash flows and be accounted for as illustrated in Case B.

> » Example 3: Recognition of a Conditional Asset Retirement Obligation

55-47 This Example includes four Cases that illustrate when an entity would be required to recognize the fair value of an
asset retirament obligation. The Cases do not provide specific guidance for determining when an entity has sufficient
information to reasonably estimate the fair value of the asset retirement obligalion. The determination as to when an entity
has sufficient information to reasonably estimate the fair value of an asset retirement obligation should be based on the
guidance in paragraphs 410-20-25-8 through 25-11. The Cases illustrate the initial recognition of a conditional asset
retirement obhgation based on the facts presented. Any differences in facts from those presented in the Cases may result in
different conclusions.

55-48 The following Cases illustrate the guidance in paragraphs 410-20-25-7 through 25-11 and 410-20-30-1:

a. An entity has sufficient information to reasonably estimate the fair value of an asset retirement obligation at the
time the obligation is incurred (Cases A and B).

b. An entity does not have sufficient information to reasonably estimate the fair value of an asset retirement
obligation at the time the obligation is incurred (Case C).

¢ An entity initially does not have sufficient information and later has sufficient information to reasonably estimate
the fair value of an asset retirement obligation {Case D).

> > > Case A: Recognition when Fair Value Can Be Reasonably Estimated

55-49 Assume a telecommunications entity owns and operates a communication network that uses wood poles that are
treated with certain chemicals. There is no legal requirement to remove the poles from the ground. However, the owner
may replace the poles periadically for a number of operational reasons. Once the poles are removed from the ground, they
may be disposed of, sold, or reused as part of other activities. There is existing legislation that requires special disposal
procedures for the poles in the paricular state in which the enlity operates.

§5-50 At the date of purchase of the treated poles, the entity has the information to estimate a range of potential settlerment
dates, the potential methods of settlement, and the probabilities associated with the potential settiement dates and methods
based on established industry practice. Therefore, at the date of purchase, the entity is able to estimate the fair value of the
liability for the required disposal procedures using an expected present value technique.

55-51 Although the timing of the performance of the asset retirement activity is conditional on removing the poles from the
ground and disposing of them, existing legislation creates a duty or responsibility for the entity to dispose of the poles in
accordance with special procedures, and the obligating event occurs when the entity purchases the treated poles. Although
the entity may decide not to remove the poles from the ground or may decide to reuse the poles and thereby defer
settlement of the obligation, the ability to defer settliement does not relieve the entity of the obligation. The poles will
eventually need to be disposed of using special procedures, because the poles will not last forever, Additionally, the ability
of the entity to sell the poles prior to disposal does not relieve the entity of its present duty or responsibility to settle the

http://fwww.pwecomperio.com/JASDocViewer.aspx?Topic=4 | 0&SubTopic=20&docid=41... 4/29/2014



AdOD TYIDI440 020¢ ¥0 1eiN Page 26 of 28

Doss Rebuttal Exhibit 1
E-7, Sub 1214

obligation. The sale of the poles transfers the obligation to another entity. The assumption of the obligation by the buyer
affects the exchange price. The bargaining of the exchange price reflects the buyer’s and seller's individual estimates of the
timing and {or) amount of the cost to extinguish the obligation.

5§5-52 The asset retirement obligation should be recognized when the entity purchases the poles because the entity has
sufficient information to estimate the fair value of the asset retirement obligation. Because the legal requirement relates only
to the disposal of the treated poles, the cost to remove the poles is not included in the asset retirement obligation. However,
if there was a legal requirement to remove the treated poles, the cost of removal would be included.

> > > Case B: Recognition when Fair Value Can Be Reasonably Estimated

55-53 Assume an entity recently purchased several kilns lined with a special type of brick. As of the date of purchase, the
kilns had not yet been used in any smelting processes. The kilns have a long useful life, but the bricks are replaced
periodically. Because the bricks become contaminated with hazardous chemicals while the kiln is operated, a state law
requires that when the bricks are removed, they must be disposed of at a special hazardous waste site. The entity has the
information to estimate a range of potential settlement dates, the methed of settlement, and the probabilities associated
with the potential settlement dates based on its past practice of replacing the bricks to maintain the efficient operation of the
kiln.

55-54 Therefore, at the date the bricks become contaminated because of the operation of the kiln, the entity is able to
estimate the fair value of the liability for the required disposal procedures using an expecied present value technique.

55-55 Although performance of the asset retrement activity is conditional on removing the bricks from the kiln, existing
legisiation creates a duty or responsibility for the entity to dispose of the bricks at a special hazardous wasle site, and the
obligating event occurs when the entity contaminates the bricks. As of the purchase date, the kilns have not yet been used
in any smelting processes, and the bricks have not yet been contaminated. Therefore, at the date of purchase, no
obligation exists because the bricks have not been contaminated and could be disposed of without performing any special
disposal activities.

§5-56 The fair value of the asset retirement cbligation should be recognized once the kilns have been placed into operation
and the bricks are contaminated. Although the entity may decide not to remove the bricks from the kiln and thereby defer
settlement of the obligation, the ability to defer settlement does not relieve the entity of the obligation. The contaminated
bricks will eventually need to be removed and disposed of at a special hazardous waste site, because a kiln will not fast
forever. Therefore, the obligation to perform the asset retirement activity is unconditional even though uncertainty exists
about the timing of settlement. An asset retirement obligation should be recognized once the kilns have been placed into
operation and the bricks are contaminated because the entity has sufficient information to estimate the fair value of the
asset retirement obligation The asset retirement obligation is the requirement to dispose of the contaminated bricks at a
special hazardous waste site. The cost to remove the bricks is not part of the obligation and should be accounted for as a
maintenance or replacement activity.

> » > Case C: Recognition when Entity Has Insufficient Information to Reasonably Estimate
Present Value

55-57 Assume an entity acquires a factory that contains asbestos. After the acquisition date, regulations are put in place
that require the entity to handle and dispose of this type of asbestos in a special manner if the faclory undergoes major
renovations or is demolished. Otherwise, the entity is not required to remove the asbestos from the factory. The entity has
several options to retire the factory in the future including demolishing, selling, or abandoning it. The entity believes it does
not have sufficient information to estimate the fair value of the asset retirement obligation because the settlement date or
the range of polential settlement dates has not been specified by others and information is not available to apply an
expectad present value technique. For example, there are no plans or expectation of plans to undertake a major renovation
that would require removal of the asbestos or demolition of the factory. The factory is expected to be maintained by repairs
and maintenance activities that would not involve the removal of the asbestos. Also, the need for major renovations caused
by technology changes, operational changes, or other factors has not been identified.

§5-58 Although the timing of the performance of the asset retirement activity is conditional on the factory undergoing major
renovations or being demolished, existing regulations create a duty or responsibility for the entity to remove and dispose of
asbestos in a special manner, and the obligating event occurs when the regulations are put in place. Therefore, an asset
retirement obligation should be recognized when regulations are put in place if the entity can reasonably estimate the fair
value of the liability, In this Case, the entity believes that there is an indeterminate setlement date for the asset retirement
obligation because the range of time over which the entity may settle the obligation is unknown or cannot be estimated.
Therefore, the entity cannot reasonably estimate the fair value of the liability. Accordingly, the entity would not recognize a
liability for the asset retirement obligation when regulations are put in place, but it should disclose a description of the
obligation, the fact that a liability has not been recognized because the fair value cannot be reasonably estimated, and the
reasons why fair value cannot be reasonably estimated. The entity would recognize a liability in the period in which
sufficient information is available to reasonably estimate its fair value.
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> > > Case D: Recognition when Entity Initially Has Insufficient Information, but Later Has
Sufficient Information to Reasonably Estimate Present Value

55-59 Assume an entity acquires a factory that contains ashestos. At the acquisition date, regulations are in place that
require the entity to handle and dispose of this type of asbestos in a special manner if the factory undergoes major
renovations or is demolished. Otherwise, the entity is not required to remove the asbestos from the factory. The entity has
several options to ratire the factory in the future including demolishing, selling, or abandoning it. At the acquisition date, it is
not evident that the fair value of the obligation is embodied in the acquisition price of the factory because both the seller and
the buyer of the factory believed the obligation had an indeterminate settlement date, an active market does not exist for
the transfer of the obligation, and sufficient information does not exist to apply an expected present value technique. Ten
years after the acquisition date, the entity obtains additional information based on changes in demand for the products
manufactured at that factory. At that time, the entity has the information to estimate a range of potential settlement dates,
the potential methods of settlement, and the probabilities associated with the potential settlement dates and potential
methods of settlement. Therefore, at that time the entity is able to estimate the fair value of the liability for the special
handling of the asbestos using an expected present value technigue.

55-60 Although timing of the performance of the asset retirement activity is conditional on the factory undergoing major
renovations or being demolished, existing regulations create a duty or responsibility for the entity to remove and dispose of
asbestos in a special manner, and the obligating event occurs when the entity acquires the factory. In this Case, regulations
are in place at the date of acquisition that require the entity to handle and dispose of the asbestos in a special manner.
Therefore, the obligating event is the acquisition of the factory. If regulations were enacted after the date of acquisition, the
obligating event would be the enactment of the regulations (see Case C).

55-61 Although the entity may decide to abandon the factory and thereby defer settlement of the obligation for the
foreseeable future, the ability to defer settlement does not relieve the entity of the obligation. The asbestos will eventually
need to be removed and disposed of in a special manner, because no building will last forever. Additionally, the ability of
the entity to sell the factory does not relieve the entity of its present duty or responsibility to settle the obligation. The sale of
the asset would transfer the obligation to another entity and that transfer would affect the selling price. Therefore, the
obligation to perform the asset retirement activity is unconditional even though uncertainty exists about the timing and
method of setilement

55-62 In this Case, an asset retirement obligation is not recognized when the entity acquires the factory because the entity
does not have sufficient information to estimate the fair value of the obligation. The entity would disclose a description of
the obligation, the fact that a liability has not been recognized because the fair value cannot be reasonably estimated, and
the reasons why fair value cannot be reasconably estimated. An asset retirement obligation would be recognized by this
entity 10 years after the acquisition date because that is when the entity has sufiicient information to estimate the fair value
of the asset retirement obligation.

> > Example 4: Historical Waste on Electrical and Electronic Equipment Associated with EU
Directive 2002/96/EC

55-63 This Example illustrates the guidance in paragraphs 410-20-55-23 through 55-29.

55-64 Assume an entity (a commercial user) is currently using electronic equipment that must be disposed of in accordance
with the requirements of EU Directive 2002/96/EC. The EU-member country has not yet adopted the legistation. The entity
has the ability either to replace the equipment or to dispose of the equipment without replacing it. In the EU-member
country in which the entity operates, the producer of the replacement equipment will be wholly responsible for dispesal
costs if and when the equipment is replaced. The recycling of electronic waste equipment is not a revenue-generating
business activity of the producer.

55-65 Upon the adoption of the legislation, the entity should recognize a liability for the fair value of the asset retirement
obligation. Upon initial recognition of a liakility, the entity should capitalize an asset retirement cost by increasing the
carrying amount of the related asset by the same amount as the liability. The accounting subsequent to the initial
recognition of the assel and liability should be consistent with the guidance in paragraphs 410-20-35-3 through 35-6.

55-66 The waste management obligaticn remains with the commercial user until the historical waste equipment is replaced
oris disposed of by the commercial user itself. Assuming the equipment is replaced, the entity should determine the portion
of the purchase price that relates to the cost of the replacement asset and the portion that relates to the assumption of the
obligation by the preducer, That determination should be based on the fair value of the obligation, without the sale of the
new asset. The entity should recognize a gain or loss based on the difference between the carrying amount of the liability at
the date of the sale and the portion of the sales price that refates to the obligation. The producer should recognize revenue
for the total amount received, reduced by the fair value of the obligation, and recognize a liability for the fair value of the
obligation upon transfer of the obligation from the commercial user. Assuming the equipment is disposed of by the entity
rather than replaced, the entity should recognize a gain or loss based on the difference between the carrying amount of the
liability at the date of the disposal and the actual cost of disposal. See paragraphs 820-10-55-77 through 55-81 for an
illustration of an entity required to estimate the fair value of an asset retirement obligation.
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55-67 For the financing of historical waste, the Directive also distinguishes between historical waste from private
households and historical waste from "users other than private households" (referred to as "commercial users”).
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Doss DEC Supplemental Exhibit 1

I/A

cost. The PCS works with the PM
to provide financial, schedule, and / or risk analyses throughout the lifecycle of the
Project.

Charge CAMA/CCR Rule reference
Ln# Activity Long Description Category (Note 1) Comments
Basin Closure Planning Activities:
1 Engineering Analysis Preliminary Engineering analysis to develop high level basin closure plans; this ARO § 130A-309.212.(a)
includes documentation requested/required by DEQ
2 |Detailed engineering plans Detailed engineering plans, drawings and estimates to develop the basin closure plan ARO § 130A-309.212.(a)
3 |Groundwater wells to determine water flow Installation of groundwater wells, to determine the direction of the flow of ground |ARO § 130A-309.209, § 130A-
water, used in the development of closure plans 309.212.(a)(3)b.
4 |Permitting activities Costs to produce and submit documentation to obtain required permits ARO § 130A-309.203.
5 |Closure plans Labor to produce closure plans for submission to regulatory bodies ARO § 130A-309.212.(a)
6 |Public meetings Labor cost to plan/attend public meetings as required to obtain permits and closure |ARO
plan approvals
7 | Corporate Communication Community outreach and education/corporate communication o&m NA These costs are not required to comply with law
8 |Groundwater wells monitoring Installation of groundwater wells, monitoring of results and 30 year maintenance ARO § 130A-309.209, § 130A- Excludes secondary source wells and other wells that are not installed for the purposes of monitoring ash basins (such as wells drilled to
309.212.(a)(3)b. monitor coal piles and gypsum stacker pads)
9 |Letter(s) of credit (3rd party) as needed N/A N/A Cannot be charged to ARO; rather would be considered for inclusion in determining the credit-adjusted risk-free rate used for discounting
10 |Engineering studies Detailed engineering studies to support ARO/Regulatory estimates (internal or ARO
external)
10-a |EPRI - Coal ash recycling technology and market study Detailed coal ash recycling/beneficial reuse study required by CAMA ARO
11 |Ash disposal/placement - "Tipping" fees at landfills Costs to place materials at off-site or 3rd party owned landfills ARO § 130A-309.212.(a)(1)a.&b.
12 | Charah Termination Fee Fees to be paid to Charah in the event Duke does not meet the minimum ash storage ARO Note: CCP Organization would have to demonstrate these were prudently incurred
tonnages, as identified in the contracts
13 |Donations to counties or municipalities Donations, charitable or otherwise in conjuction with ash contractual arrangements, Other These costs shall be charged to 426.1 Donations expense
not specified as an ash placement fee.
14 |ABSAT Team/Overhead (Hamrick) Burdened labor allocated to ash basin closure (including expenses) ARO § 130A-309.212.(a)
15 | General EH&S Activities Compliance and research ARO § 130A-309.212.(a)
16 | Program of record Development of written program of record ARO § 130A-309.212.(a)
17 | Finance support Major Projects Finance ARO § 130A-309.212.(a)
18 | Insurance Claim (Support) Additional finance resources for pulling together coal ash-related insurance claims- |CAP/ O&M
time allocated for insurance claim support cannot be charged to ARO, and should be
charged to Cap/O&M as appropriate. Insurance proceeds will be netted against Cap/
O&M accounts initially charged for claim support labor, and any insurance proceeds
exceeding time charged to Cap/O&M accounts will be credited back to ARO Reg
Asset, reducing customer receivable
19 | Supply Chain support Procurement, contract administration ARO § 130A-309.212.(a)
20 | Project controls oversight Monitor, control, report, and communicate status of Project scope, schedule, and ARO § 130A-309.212.(a)
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Charge CAMA/CCR Rule reference
Ln# Activity Long Description Category (Note 1) Comments

21 Contractor review of beneficial reuse Contractor hired to review and make recommendation on the bid proposals we 0&M This activity is similar to preliminary studies where we haven't yet selected the contract, but when the actual implementation of a contract
received on benefical reuse. CAMA required that Duke solicit bids to enhance our for beneficial reuse is utilized for the removal of ash, then those costs can be recorded as an ARO.
beneficial reuse of ash.

22 |Landfill - Operating plant Construction of landfill including permit, land acquisition, design - for disposal of CAP § 130A-309.208. Please note - Subtitle D will have closure requirements of the landfill - once the landfill is constructed an ARO to close that landfill must be
production ash and future dry ash only recorded.

23 |Landfill - Retired plant Construction of landfill including permit, land acquisition, design - for disposal of ARO § 130A-309.212.(a)(1)b.
existing ash

24 |Landfill - Operating plant - combined use Construction of landfill including permit, land acquisition, design - for disposal of ARO § 130A-309.212.(a)(1)b. Includes Gallagher LF expansion engineering analysis/ infrastructure development
existing wet and future dry ash combined

25 |Landfill cell closure Applies to landfills that fall under CCR/ CAMA/ State-specific closure requirements ~ ARO § 130A-309.212.(a)(1)a.

26 |Movement of non-basin historical ash into landfill Ash found on-site (non-production ash) and moved into on-site landfills, essentially |ARO
used as fill material to close the landfill

27 |Post closure maintenance Post closure maintenance of landfills as required by law ARO § 130A-309.212.(a)(1)a. Section 257.104(c) of CCR

28 |Build Haul roads Construction of haul roads to/from ash basin ARO § 130A-309.212.(a)(1)a.&b.

29 |Duke labor costs Duke labor, including burdens and expenses per Duke policy ARO § 130A-309.212.(a)(1)a.&b.

30 |EPC Staff ARO § 130A-309.212.(a)(1)a.&b.

31 | Engineering Procurement & Construction Management ARO § 130A-309.212.(a)(1)a.&b.

32 | Safety Staff ARO § 130A-309.212.(a)(1)a.&b.

33 | QA/QC Plan Development and Execution ARO § 130A-309.212.(a)(1)a.&b.

34 | Field Construction staff ARO § 130A-309.212.(a)(1)a.&b.

35 Stabilization activities: Dam stabilization to support timing/approach of basin closure (ex. Animal holes, ARO § 130A-309.212.(a)(4) Supports operation/stabilization of basin or dam until timing of closure.
large vegetation removal (e.g., trees))

36 | Dam breaching Activities to prevent dam from breaching ARO § 130A-309.212.(a)(4) Supports operation/stabilization of basin or dam until timing of closure.

37 Dike butrous ARO § 130A-309.212.(a)(4) Supports operation/stabilization of basin or dam until timing of closure.

38 | Erosion control Ex. "rip rap" - which is a temporary structure that is removed after subsequent ARO § 130A-309.212.(a)(4) Supports operation/stabilization of basin or dam until timing of closure.
phases to stabilize and prevent erosion

39 Material relocation/ grading ARO § 130A-309.212.(a)(4) Supports operation/stabilization of basin or dam until timing of closure. This can be a dam stabilization activity and can also be associated

with other CCP work.
40 Seed/mulch area ARO § 130A-309.212.(a)(4) Supports operation/stabilization of basin or dam until timing of closure. This can be a dam stabilization activity and can also be associated
with other CCP work.

41 | Sheet Piling Structural stabilization of dam walls ARO § 130A-309.212.(a)(4) Supports operation/stabilization of basin or dam until timing of closure.

42 | Valves on settling ponds These slide gate isolation valves provide the site with the ability to control flow into |/ARO § 130A-309.212.(a)(4) Supports operation/stabilization of basin or dam until timing of closure.
the weir boxes, which then discharges into the river or other body of water. During
an emergency event, these slide gate isolation valves are used to stop the flow from
the ash basin to the river, which helps to mitigate the risk of an unpermitted
environmental discharge.

43 Import fill/excavate fill or clay/dirt backfill ARO § 130A-309.212.(a)(4) This can be a dam stabilization activity and can also be associated with other CCP work.

44 | Dewatering/Dewatering plan Includes removal or grout of old stormwater pipes to the ash basin to stop water ARO § 130A-309.212.(a)(1) This includes the temporary System for ROB-121 which is a project to eliminate the discharge flow
flow into basin

45 |Dust Control ARO § 130A-309.212.(a)

46 |Excavation of ash ponds/stacks/materials includes excavation on in scope ponds that are removed to build retention ponds ARO § 130A-309.212.(a)(1)b.

47 |Fill pond area and grade to drain ARO § 130A-309.212.(a)(1)

48 |Grout fractured rock ARO § 130A-309.212.(a)(4)
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Charge CAMA/CCR Rule reference
Ln# Activity Long Description Category (Note 1) Comments
49 |Loading and hauling of ash materials ARO § 130A-309.212.(a)(1)a.&b.
50 |Mobilization/demobilization Mobilization and demobilization of work crews and projects on site (includes on site |ARO § 130A-309.212.(a)(1)a.&b.
trailers)
51 |Rail Loading and unloading ARO § 130A-309.212.(a)(1)a.&b.
52 Rail heads and spur construction Includes renovation, rail transportation and/or rail leases ARO § 130A-309.212.(a)(1)a.&b.  ARO accounting is precedent over lease accounting
53 |Remove wetlands ARO § 130A-309.212.(a)(1)a.&b.
54 |Restore ash stack area and cinder pit area ARO
55 |Site stormwater controls including redirection of storm and waste water as required to close basin ARO § 130A-309.208.(c)& (d)
56 Redirection of water from CC/CT sites Redirection of water that is currently running into ash ponds that need to be ARO § 130A-309.208.(c)& (d)
dewatered. Includes new piping and avoids continuing to flow water into basin
57 |Synthetic capping "cap in place" ARO § 130A-309.212.(a)(1)a. More detail may be needed on technologies
58 | Truck wash/rail wash stations ARO § 130A-309.212.(a)(1)a.&b.
59 |Truck/weigh scales Scales used for weighing ash, including scales located on and off Duke property ARO § 130A-309.212.(a)(1)a.&b.
60 |Vacuum wells ARO § 130A-309.212.(a)(1)a.&b.
61 |Extraction wells and groundwater monitoring Installation of extraction wells to pump the groundwater to arrest the off-site ARO Required by DEQ
migration. Includes treatment of the pumped groundwater as needed to meet
standards and returned either to the ash basin or the discharge canal. Maintain
operation of wells until cleared by DEQ.
62 |Coal Combustion Products Organization - Overhead allocated to ash basin closure:
63 |CCP Staff - burdened labor including expenses Burdened labor allocated to ash basin closure (including expenses) ARO
64 | General EH&S Activities ARO
65 | Supply Chain function - procurement, contract admin ARO
66 | Finance support, Major Projects Finance Direct cost support including contract support, project support, budget support and |ARO
financial support
67 | Project controls oversight Direct project controls support including contract support, project support, budget |ARO
support and financial support
68 |Governance & Ops Support (Kerin) Burdened labor allocated to ash basin closure (including expenses)
69 | Quality Compliance and Oversight This organization performs quality assurance and control activities to support the ARO
CCP & ABSAT organizations for ash basin closure. Responsible for field verification
and report closeout. This team supports both ash basins and cooling ponds and
activities can be easily segregated.
70 | Regulatory Affairs Filing and Support This organization ensures that CCP/CAMA regulatory requirements are implemented, ARO
tracked and documented. They are tasked with maintaining the operational record
by facility and submittal of documents to the regulator as required.
71 | Governance & Ops Support This organization develops and documents the System Owner and business O&M Corporate based support
processes, including emergency preparedness and response.
72 | Organization Effectiveness This organization is the internal controls for operations - responsible for human O&M Corporate based support
performance, Corrective Action Program (CAP or "root cause"), performance
reporting and self-assessments.
73 | Emergency Preparation Plan Development Development of Emergency Action Plans (EAPs) across CCP fleet for CCR units O&M
classified as high or significant hazard potential, in accordance with CCR Rule.
74 | Engineering (related to as basins/in scope impoundments) (Renner):
75 | CCR Related engineering — post April 17th Burdened labor allocated to ash basin closure (including expenses) ARO
76 | CCR Activities prior to April 17" including engineering studies specific only to CCR 0&M
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77 | Project Engineering ARO
78 | Outsourced engineering services ARO Note: includes services of National Ash Management Advisory Board (NAMAB)
79 | Configuration Management ARO
80 | Regional Engineering Services ARO
81 | Geotechnical Engineering ARO
82 |Project Management & Implementation (Emergent projects related to ash removal — Murray)
83 | Project initiation — Ash ponds and landfills ARO
84 | Development of scope documents ARO
85 | Project Controls Scheduling and Estimating, Cost Management ARO
86 | Project Managers, direct labor and expenses Effective leadership and accountable for project outcomes ARO
87 | Project Portfolio management ARO
88 | Groundwater monitoring wells installation - CAMA requirements ARO § 130A-309.209, § 130A-
309.212.(a)(3)b.
89 | Groundwater monitoring wells installation - capturing results, analysis and required reporting — CAMA ARO § 130A-309.209, § 130A-
309.212.(a)(3)b.
90 @ Groundwater wells — 30 year post monitoring maintenance ARO § 130A-309.209, § 130A-
309.212.(a)(3)b.
91 | Groundwater Additional Source Wells (NC) Wells to be drilled outside of basins (such as coal piles, gypsum storage areas and ARO Wells are needed in order to provide sampling data to the NCDEQ- closure cannot be completed without these additional
cooling ponds) in order to test for coal ash constituents. Data will be provided to source wells
NCDEQ in the Comprehensive Site Assessment.
92 | Operations & Maintenance Activities (related to ash basins/in scope impoundments — Weisker):
93 |Plant demolition activities Final dismantlement of generation plant COR
94 | *By Products and Reagents Technical Support ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
95 | *Vegetation management on ash basins and landfills ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
96 | *QA field testing on CCR This activity includes compaction of fill to meet standards ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
97 | Daily/Weekly/Monthly Inspections (vendor vs. “System Owners”) ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
98 | Visual observations of leak detection system ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
99 | Camera inspection of leachate header and sumps ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
100 ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion. Please note that ARO cost treatment excludes GIB-156 project (leachate re-
route that ties into plant FGD processes) in which installation should be charged as capital and maintenance of the system should be
Inspect landfill features: leachate, sumps, conveyance system, E&SC charged as 0&M
structures, dust control and storm water control
101 | Inspect for erosion, weeds, and other vegetation ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
102 Removal of trees greater than 2 inches in diameter ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
103 | Mitigation of animal burrows Basin stability for timing of closure ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
104 Clean out of LCS Leachate header pipes and sumps ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
105 Annual topographic survey and capacity analysis ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
106 |Annual Operational Report preparation and submittal ARO § 130A-309.212.(a)(3)b. * Need to quantify non-incremental and incremental portion.
107 Wet CCR Ash Basin Support —daily logs, water levels discharge, water samples 0&M NA
108 Regulatory reqmnts and permit maint — solid waste O&M NA
109 Purchase of mowers to comply with CAMA/CCR ARO § 130A-309.212.(a)(3)b.
110 |Clarifying pond maintenance This activity includes the annual maintenance, such as pond dredging, for ponds. Oo&M NA
These are not ash basin ponds
111 |Operations and Maintenance Manuals (by station) Detailed documentation of all of the Ash Basin facilities at each site of the O&M NA
inspection, operating and monitoring requirements
112 |Repairs to landfill caps not subject or required by CCR Repairs to existing assets, not intended for dam stabilization (ex. Pine Hall Road o&M NA

Landfill at Belews Creek)
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113  Dam breaching for purpose of new plant construction Dam breaching/ ash excavation and compaction of soil to required 90% density= CAP/ARO * Need to quantify non-incremental and incremental portion.
ARO; incremental compaction over 90% requirement= Capital
114 Non-Ash Basin Management:
115 Vegetation management for cooling ponds and other non-ash areas O&M
116 Gypsum Stacker Pad Construction CAP
117 |Calibration of truck scales (for gypsum) O&M
118 |Preparation and submittal of annual reports 0&M
119 Fly ash silo unloading, equipment maintenance, inspection and calibration 0&M
120 Maintenance/Repairs of haul roads- O&M. Activities such as paving may qualify for |CAP/ O&M
Capital treatment (capital project is subject to normal capitalization rules- see
Haul road monitoring and maintenance Company's Capitalization Policy).
121 |Cooling Pond maintenance (Phase 4/5 - no ash in pond) 0O&M
122 Air quality projects — permits O&M
123
124 Operating Plant conversion requirements:
125 Dry Fly Ash or Bottom Ash Handling Conversion — modifications to plant equipment CAP § 130A-309.208.(e)
126 Dry bottom ash handling —wet rim ditch alternate solution CAP § 130A-309.208.(f) Required for continued operation of plant - avoid if closing plant
127 Dry bottom ash handling — submerged flight conveyor system CAP § 130A-309.208.(f)
128 Retention pond and related new piping Constructed in order to support the on-going operations of an operating plant to be |CAP Required for on-going operations at the plant site for storm and wastewater streams.
used to accumulate storm water and waste water streams that would not have
sufficient CCR material to be considered a location subject to the CCR retirement
closure requirements. Includes projects for repurposing the basin into a retention
pond where the work being performed does not relate to ash excavation or closing
the basin (for example- installation and removal of a sheet pile wall where the wall is
not needed for basin closure but rather to support the repurposing project).
129 Ash Pond Level Instrumentation Instruments to provide remote monitoring to detect surface water levels in the CAP/ ARO Active Plant- Capital; Retired Plant- ARO
ponds, which will be communicated to a central server system for monitoring.
130 Transmission lines/towers located in ash basins Costs to construct new relocated line/tower = capital; cost to remove tower in order |CAP/ARO Capital project is subject to normal capitalization rules.
to close basin = ARO
131 |Transmission and Distribution Related Activities Costs relating to the contruction of new assets to support on-going T&D activites- Capital project is subject to normal capitalization rules.
Capital. Costs to remove T&D assets to support basin closure- ARO. CAP/ARO
132 | Contact Water Management Costs related to contact water management and/ or loss of containment events that
are not part of the basin closure projects O&M
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Other:
133 |Groundwater remediation Environmental remediation activity Environ Res Note: This would apply to plants without a closure obligation
134 Providing bottled water to residents ARO Required by HB630- temporary supply until residents are permanently connected to a municipal water line
Bottled water to residents
135 Beneficial reuse (not Asheville) Projects promoting public health and environmental protection, offering equivalent |ARO § 130A-309.212.(a)(1)b.

success relative to other alternatives, and preserving natural resources

136 |Beneficiation Facilities Includes Engineering Analysis and Construction ARO Required per HB 630- supports closure timing and risk ranking

137 NC CAMA - Regulatory fee "shall only be used to pay the expenses of the Coal Ash Management Commission Other §62-302.1. Prohibits the NCUC/SCPSC from allowing utilities to recover this fee
and the DEQ in providing oversight of coal combustion residuals.” (Fee = 0.03% of NC
revenues for DEP/DEC)

138 |Land purchases for groundwater remediation

Duke will purchase property adjoining our plants with contaminated groundwater to |/ARO
remediate groundwater

139 |Land purchases due to fugitive landfill dust

140 Permanent Connections to (Municipal) Water Supply

Duke will purchase property adjoining our plants due to fugitive dust coating Other
neighboring properties from the construction of a landfill (Cliffside)

ARO
Costs of providing permanent, alternative water supplies to neighbors within a half

mile of ash basin compliance boundaries by Oct 2018. ARO activities include the
following: Costs incurred to connect households to the water lines or to install whole
house filtration systems, reimbursements to homeowners for installation of water
filtration system or connection to municipal water system after receiving Do Not
Drink letters (prior to passage of HB630), Payments to periodic maintenance on
whole house filter systems, Water Testing for residents within a half mile of the
basins in order to determine if the appropriate water filter is in place

Note: Until the land is re-purposed and is used and useful for plant operations, this shall be charged to FERC account 121
(Nonutility property)

Required per HB 630- supports risk rankings and closure method Note: costs chargeable to ARO for all residents of the
Misty Waters community in Belmont, NC

141 |Permanent Connections to (Municipal) Water Supply for residents
across a body of water

Groundwater testing for all residents across the body of water is chargeable as ARO/ O&M
ARO. If testing/data shows that groundwater is flowing underneath the river and

contamination is present, permanent water source connections are chargeable to

ARO. If no contamination is present, connections to permanent water supply should

be charged as O&M.

Pertains to Asheville residents located across the French Broad river

142 |Compensation Packages to Homeowners within a half mile of ash

Goodwill payment (currently estimated to be $5,000 per household), stipend for 25 | O&M

Note 1: Please note, as of current, this is not an all-inclusive list

basins years of water bills, Property Value Protection Plan (PVPP) program costs through
10/2019
143 |Data gap wells Groundwater monitoring wells which would support both ash basin closure and a ARO / 0&M /

secondary source monitoring (data gap wells). In order to be ARO, basis needs to be |Capital
supported by comprehensive site assessment and corrective action plan. If this
information is not present, should be treated as O&M or capital.
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EPRI Licensed Material

Overall Strategy for Decommissioning a Coal-Fired Power Plant

Figure 2-1
The Arkwright plant is on the Ocmulgee River, near Macon, GA, an area for potential re-
development, or for open space and parkland.

Utilities usually approach decommissioning by adopting varying degrees of the following
strategies:

¢ Maintain the site at present condition with minimal cleanup to meet environmental
compliance and ensure safety (i.e., remove chemicals and oils, restrict access, etc.)

e Perform minimal dismantling and demolition in addition to maintaining the site to meet
environmental compliance and ensure safety (i.c., remove salable and salvageable equipment,
remove safety hazards, remove chemicals and oils, restrict access, etc.)

e Dismantle to the degree required to meet specific needs of a planned reuse of the site (i.e.,
remove internals of powerhouse or other buildings so that those structures can be remodeled
inside and reused; remove some exterior structures or systems, such as coal handling
systems; clean up coal yard; retain some foundations; meet residential, commercial, or
industrial environmental standards regarding cleanups; etc.)

e Full decommissioning (i.e.. dismantle all equipment; demolish all buildings and structures;
clean up entire site, including wet and dry disposal areas, coal yards, etc., per required
environmental standards.)

How to finance the decommissioning will strongly influence the strategy selected. If reuse of the
site is planned, costs for the cleanup can be shared by the utility and the collaborating party.
Sometimes, if reuse of the site will result in an economic advantage to the community, local and
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Overall Strategy for Decommissioning a Coal-Fired Power Plant

Figure 2-3

Storage of fly ash and other solids require closure according to the post-closure plans for
the site. Where an impoundment is deployed, and if the site does not contain a liner,
special arrangements may be needed with regulators before final closure can be effected.

AR Y

Figure 2-4

Slag and ash reclamation at Watts Bar. These actions may require removal of the materials
to alternate facilities.
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Overall Strategy for Decommissioning a Coal-Fired Power Plant

The reuse or scrapping of the turbines and generators will depend on the market at that time.
Office furniture and electronic equipment should be returned to the leaser, offered to other
internal utility sites, or salvaged for resale. Vehicles and heavy equipment used for site
transportation and moving of materials and equipment, as needed for operations and coal
handling, should be offered to other internal utility sites or for resale. Some of these can be used
during decommissioning.

Figure 2-9
The turbine-generator building and the crushing house and conveyers at Port Washington
will be removed once all salvageable material has been extracted.

Once the decision has been made as to the possible future use of support buildings, such as
laboratories, offices, maintenance, etc., the remaining buildings should be demolished. After
salvageable materials and equipment have been removed, support structures, such as pumping
stations; coal preparation and handling facilities; rail, truck, or barge coal unloading facilities;
railroad tracks; etc., should be demolished. Recyclable materials, such as metal beams, should
be separated to be sold for scrap.

Use of Fill Debris

Demolition debris, such as brick and concrete, could be used for fill material for sumps or
basements. Some plants will have metal flue-gas stacks on the powerhouse roofs, and others will
have brick or concrete stacks on the ground. The demolition contractor will determine whether
to let the roof stacks fall when the building structure is imploded and then remove them, or to
remove them with a crane. The ground stacks probably will have to be felled with explosives.
The deposition on the inside of the stacks should be analyzed for hazardous flue-gas components
to determine what may be done with the stack materials. Hopefully, the metal stacks can be
recycled and the brick and concrete debris used as backfill in the powerhouse basement or other
depressions.
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Overall Strategy for Decommissioning a Coal-Fired Power Plant

Figure 2-10
The turbine hall at Arkwright will use fill to bring the site up to grade level. A ramp was
constructed at one end to permit dump trucks to enter the space.

Once the internal equipment and components are removed, demolition of the powerhouse should
begin. Some of the internal items associated with the boiler floor structures may be too large or
inaccessible to safely or economically remove before imploding the powerhouse. This also may
be true of items located on the roofs of some plants, such as tanks, stacks, and fans. The
demolition contractor must decide the best way to deal with the powerhouse basement. If the
building is imploded before the basement is filled with inert material, it will be difficult to
separate and remove recyclable and non-inert material from a deep basement. Also, it will be
difficult to partially fill the basement before imploding the building structure. For many sites,
obtaining clean, inert fill material is a problem. If the future use of the site or the future
condition of the site is decided before decommissioning, some of the road bed material at the site
may be used.

Most plants will have many concrete foundations and underground piping throughout the site.
Although it depends on the future plans for the site, most of these should be removed. The rule-
of-thumb used for most sites is to remove the foundations to two feet below future grade. Future
contouring of the site must be considered in determining grade. Although the foundations will
contain metal reinforcing, most regulatory agencies allow their use as backfill material. Some
plants may be allowed to plug underground piping and leave it in place. Others may have to
remove the underground piping for salvage or disposal.
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Overall Strategy for Decommissioning a Coal-Fired Power Plant

Closing Surface Landfills

Figure 2-11
Ash ponds such as this one at Arkwright, often take a significant time for remediation. The
extent of the clean up might depend on the future re-development plans.

Closure of the surface impoundments and/or landfills may begin any time after they are taken out
of service. As stated earlier, closure must be in compliance with existing permits or regulations
and coordinated with regulatory officials. These disposal areas include ash ponds, slag ponds,
metal-cleaning ponds (chemical ponds), ash piles (used for accumulation before hauling for
industrial use), C/D landfills, etc. Closure of these areas usually will take the longest
remediation time and may be the most-expensive tasks associated with decommissioning.

After surplus coal is removed, any coal residue that is mixed with the soil in the coal yard should
be removed and disposed in the onsite ash landfill or surface impoundment or hauled to an
offsite permitted facility. Permission from regulatory officials will be required for this action
unless it is already covered by the RCRA and/or NPDES permits for the receiving facility. After
the coal and soil mixture is removed, the coal yard should be backfilled with clean material and
contoured as needed for stormwater runoff.
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Overall Strategy for Decommissioning a Coal-Fired Power Plant

e Site investigation (ASTM Phase II environmental site assessment)
e (lean-up options

e (lean-up design and implementation

The purpose of the site assessment is to evaluate the potential for contamination at a particular
site. Any further environmental investigation and cleanup depends on whether potential
environmental concerns are identified in the site assessment. The site assessment relies mostly
on the collection and review of historical documents and on interviews about past and current
uses and environmental conditions of the site. An important reference will be the spill history
and records required by some environmental permits and documents. The environmental
assessments performed in preparation for decommissioning should include this historical search
and projection of contaminated sites.

Generating units generally are characterized as having several contamination problems that are
relatively immobile but that often occupy large sites. When the contamination is relatively
immobile, utilities commonly do not face groundwater remediation problems.

Figure 2-13
Removal of relatively immobile contamination might include fly ash and bottom ash piles,
coal piles, rail facilities, substations, and transmission towers.
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Decommissioning Plant Arkwright, Macon, Georgia, Georgia Power Company

Figure A-1

Aerial View of Plant Arkwright Before Decommissioning. Located on the Ocmulgee River
the site included three ash ponds. The switchyard seen behind the boilers was not
decommissioned.

Decommissioning Strategy

When GPC made the decision to decommission the plant and restore the site to a condition
suitable for future development, it planned to accomplish the decommissioning in two major
phases. Phase I consisted of the dismantlement and demolition of the major plant equipment and
structures (Figures A-2 thru A-4). Phase II consisted of the ash pond closures, environmental
assessment, and any necessary clean-up of the plant site.

The first activity was to develop a dismantling plan. The strategy to achieve Phase I included:
(1) evaluation of environmental and permit changes/requirements, (2) asset disposition involving
the transfer of materials and equipment to other plants in the system and the salvage and resale of
materials and equipment, and (3) dismantlement of the powerhouse and associated structures not
slated to remain. The strategy for Phase II included the closing of the three ash ponds and an ash
monofill, the preparation of the site for reuse by completing a comprehensive environmental
assessment, remediating any environmentally impacted areas, and final site restoration consisting
of filling and grading.
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Decommissioning Plant Arkwright, Macon, Georgia, Georgia Power Company

GPC personnel were responsible for the environmental evaluation, asset deposition, and closure
of the ash ponds. Most of the dismantling work, including asbestos containing material (ACM)
abatement and plant site preparation, was performed by a general contractor.

To obtain a general contractor, GPC started with a list of approximately 32 potential contractors.
Through a questionnaire, the list was reduced to ten bidders. Bid packages were issued to these
contractors for proposals and a pre-bid meeting was held. A sealed bid system with reverse
auction on the actual scope of work was used. Bids were evaluated with consideration for
exceptions given in determining pricing shown on the bid board. The final bid process included
scven contractors. The contract was awarded based upon best value for GPC.

The decommissioning strategy included a plan to keep electrical power to the essential systems
during dismantling while deactivating power to non-essential systems. The essential systems
included plant lighting, turbine crane, switchyard station service, stack lighting, powerhouse
elevators and batteries. Decommissioning also required prior planning for electrical disconnects
to insure safety and power when needed. Essential plant records were stored for preservation
before decommissioning commenced.

Figure A-2
Plant Arkwright During Dismantling of Powerhouses. The four 40 MW units date from 1941
to 1948. There was one stack.
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Decommissioning Plant Arkwright, Macon, Georgia, Georgia Power Company

Figure A-3
Plant Arkwright During Dismantling of Powerhouses. Handling asbestos prior to building
demolition was a key activity.

Figure A-4
Plant Arkwright During Dismantling of Powerhouses. No land disturbances were
conducted in a 25-foot stream buffer along the Ocmulgee River.
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Decommissioning Plant Arkwright, Macon, Georgia, Georgia Power Company

Switchyard

The switchyard remained in-service during decommissioning and continues to operate as part of
the GPC grid (Figure A-5). The demolition contractor did not perform any work in the
switchyard. All switchyard work was handled by GPC. Dismantlement of the plant required
that the switchyard controls be moved from the plant to a new building in the switchyard.

GPC removed all generator step-up (GSU) transformers, other transformers, breakers, and other
generating equipment that was above ground between the high side of the GSU and the turbine
building wall inside the switchyard. GPC also removed the structures and cabling associated
with the generating equipment in this same area. The GSUs had to remain energized to provide a
reliable source of power to the switchyard controls. Once the new switchyard control power
source was installed the GSUs were de-energized and removed.

The demolition contractor was responsible for the disposal of the removed structural steel and
cabling from the switchyard and removal of the foundations of the removed equipment.

ooy

Figure A-5

Plant Arkwright Switchyard Which Remains In Service. Electrical power to essential
systems (such as plant lighting, turbine crane, and power house elevators) was retained
while power was deactivated to all non-essential systems.
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Deconmissioning Plant Arkwright, Macon, Georgia, Georgia Power Company

Figure A-6
Plant Arkwright During Filling of Powerhouse Basement Cavities. A ramp was contructed
to fill the basement to grade level.
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Decommissioning Plant Arkwright, Macon, Georgia, Georgia Power Company

Figure A-7
Explosives Were Used to Lay the Plant Arkwright Chimney to the Ground (View 1). Clearly
the direction of stack fall was critical.
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Decommissioning Waits Bar Fossil Plant, Rhea County, Tennessee, Tennessee Valley Authority

Figure B-2
Watts Bar Fossil Plant Powerhouse. Coal conveyor with Transite Panels Removed is
Shown on the Right. The coal-fired plant used 82 acres of the 1067 acre site. Also on the

site are a nuclear and a hydro plant.

Figure B-3
Watts Bar Fossil Plant Powerhouse, Turbine Room, and Switchyard. The coal-fired plant
was selected for partial decommission and for site cleanup, while retaining the need for

environmental compliance and safety.
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Figure C-1

Port Washington Power Plant with Stack. The coal-fired plant was a six-unit, 341 MW plant
installed from 1935 to 1950. It is being replaced by a gas-fired combined cycle on the same
site.
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

i

Figure C-2
Construction of Natural Gas Units Which are Replacing the Coal-Fired Units at the Port
Washington Power Plant. Construction of the new plant proceeds at the same time as final

coal plant demolition.

Figure C-3
Port Washington Power Plant Coal Crusher Building. The coal crusher building and coal
conveyers will be removed, permitting a recreational path and public access to the beach

south of the plan0074
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Figure C-4
Port Washington Power Plant Historical Admin/Service Building. The building will be
retained, along with the auxiliary boiler building and supporting equipment.
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Figure C-5
Port Washington Power Plant Historical North Wall of Powerhouse. This wall will be
retained alongside the new gas-fired power plant.
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Figure C-6

Port Washington Power Plant Historical West Wall of Powerhouse. This wall is being
preserved next to the new natural gas units. Also seen here is new land and roadway
construction for access to the new gas-fired plant.

Plant Description

The Port Washington Power Plant is located in the City of Port Washington, Wisconsin on the
shores of Lake Michigan. The Port Washington Power Plant was constructed during the height
of the Depression in the early 1930s providing employment for hundreds of people at the plant
site. It took more than five years and about $7.5 million to build Unit 1 of the Port Washington
Power Plant. Earth-moving equipment scooped 275,000 cubic yards of dirt out of a bluff on the
Lake Michigan shoreline to make room for the plant. The dirt was used to form the fill for the
plant’s 1,000-foot-long coal dock (Figure C-7). The first generating unit was placed in service
on September 1, 1935, the 100th anniversary of the founding of the City of Port Washington. An
old photograph of the Port Washington Power Plant prior to demolition of any of the units is
shown in Figure C-8.

The performance of the plant’s Allis-Chalmer’s 80,000-kilowatt turbine-generators and
Combustion Engineering’s boilers was a major part of the reason Port Washington was the
world’s most-efficient power plant for its first 13 years of operation. After the initial generating
unit was placed in service in 1935, new generating units were added in 1943, 1948, 1949, and
1950 for a total of 341-megawatts of power. Each unit required its own chimney. In the mid
1960s, two 500-foot stacks replaced the shorter ones.

C-6



EPRI Licensed Material

Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Figure C-7

Port Washington Power Plant Coal Dock. The 1000 ft long coal dock was originally
constructed in 1935 from 275,000 cubic yards of dirt from a bluff on the Lake Michigan
shoreline that made room for the plant.

Figure C-8

Port Washington Power Plant on Lake Michigan in Wisconsin Prior to Demolition of Any
Coal-Fired Units. The 1000 ft coal dock and 45 acres of land south of the plant will be
made available for future development.
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Building shell demolition includes the complete removal of all building elements located above
its underlying concrete slab and/or foundation, including roofs, sidewalls, building columns, and
all other structures currently located within the building interior unless otherwise indicated in the
specification. As noted previously, demolition of Units 4, 5, and 6 was completed in 2003.
Photographs which chronicle the demolition of the building shells for Unit 4 and Unit 5 are
shown in Figures C-9 through C-17.

The building or enclosure foundations, footings, and sills will be removed or excavated, then
cleaned and crushed on site for use as designed fill. Filling with clean fill and grading will be
required. Any excavation requires clean fill to return the excavation to grade. Fill shall be
screened and shall not include any rebar, structural steel, equipment, organic material, or
demolition debris.

Plant decommissioning efforts will include items such as electrical and mechanical isolations,
draining of bulk oils and fuels, and removal of bulk controlled materials. The asbestos
abatement will proceed first and demolition will start as soon as the specified areas have been
abated and all regulated materials removed in order to meet the schedule for erection of the new
power plant. Asbestos abatement may begin simultaneously in the north and east yard areas, the
switch house, switchyard, and inside the power plant. The timing of these abatements efforts
will depend on the contractor’s overall schedule. The demolition contractor will coordinate
accordingly with the asbestos abatement subcontractor to expedite the demolition activities.
After the outside yard asbestos abatement is complete, the demolition contractor will start
outside the plant and proceed to follow the asbestos contractor through the powerhouse and
switchyard.

Figure C-9
Port Washington Power Plant — Demolition by February 2003, with Remaining North Wall
of Unit 5 Coal Bunker
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Figure C-10
Port Washington Power Plant - Demolition of Unit 5 Boiler House

Figure C-11
Port Washington Power Plant - Demolition of Unit 5 South Wall Brick with Wrecking Ball
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Figure C-12
Port Washington Power Plant - Removal of Structural Steel from Unit 5 Boiler House

Figure C-13

Port Washington Power Plant - Demolition of Unit 5 Turbine Hall. Clean fill will be used to

return any excavation to grade. No rebar, reinforcing steel, or demolition debris will remain
in crushed concrete.
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Figure C-14
Port Washington Power Plant — Drilling, in March 2003, of Southwest Turbine Pedestal for
Demolition with Dynamite

Figure C-15
Port Washington Power Plant - Demolition of Unit 4 Using the Wrecking Ball. Historical
walls on the left will be retained.
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Decommissioning Port Washington Power Plant, Port Washington, Wisconsin, Wisconsin Electric Power Company

Figure C-16
Port Washington Power Plant — Demolition, in May 2003, of Unit 4 Boiler House

Figure C-17
Port Washington Power Plant - Wide Angle View, in May 2003, of Demolition Site
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