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STATE OF NORTH CAROLINA
UTILITIES COMMISSION

RALEIGH

DOCKET NO. E-100, SUB 178

BEFORE THE NORTH CAROLINA UTILITIES COMMISSION

) DUKE ENERGY CAROLINAS, LLC
) AND DUKE ENERGY PROGRESS,
In the Matter of ) LLC’S REPLY COMMENTS
Rulemaking Proceeding to Implement ) REGARDING COMMISSION RULES
Performance-Based Regulation of ) TO IMPLEMENT PERFORMANCE-
Electric Utilities )  BASED REGULATION OF ELECTRIC
) UTILITIES

NOW COME Duke Energy Carolinas, LLC (“DEC”) and Duke Energy Progress,
LLC (“DEP”) (collectively, the “Companies”), by and through their legal counsel, and
respectfully submit the following Reply Comments in accordance with the North Carolina
Utilities Commission’s (“Commission”) October 14, 2021 Order Requesting Comments
and Proposed Rules (the “PBR Rulemaking Order”) and its November 24, 2021 Order
Granting Extension.

I INTRODUCTION

House Bill 951 (“HB 951”)! puts North Carolina at the forefront of the clean energy
transition and modernizes the regulatory framework by authorizing the use of performance-

based regulation (“PBR”). HB 951°s PBR provisions update the ratemaking paradigm

! Session Law 2021-165 (Oct. 13, 2021).
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through a balanced approach that will strengthen utility performance incentives and better
align the regulatory framework with customer benefits. Maintaining the balanced approach
of the PBR statute in the Commission’s rule is critical to achieving the broader policy goals
set forth in HB 951, including maintaining the reliability, resilience, and affordability that
has characterized North Carolina’s energy system for decades.

Before addressing the individual components of the Public Staff and intervenors’
initial comments and proposed rules,? these Reply Comments summarize the Companies’
position on some of the main points of contention among the various parties and provide
an overview of how the PBR process would unfold under the Companies’ proposed rules,
which are consistent with and directly follow from HB 951. It is clear from other parties’
comments that there is some confusion as to how the PBR process would work, and these
Reply Comments aim to clarify such areas of confusion.

Furthermore, some parties made recommendations that are inconsistent with or not
supported by HB 951°s PBR statute. These Reply Comments will address such
recommendations and explain how the Companies’ proposed rule implements HB 951°s
PBR framework. In addition, certain intervenor recommendations seek to impose onerous
or inflexible requirements through the rules that would unnecessarily constrain the ability
of the Commission to evolve PBR implementation over time as experience is gained or
would impose regulatory burdens and processes without commensurate benefit to

customers. In contrast, the Companies believe that, in adopting rules, the Commission

2 In these Reply Comments, the Companies strive to address the most significant issues raised in initial
comments and proposed rules. To the extent that the Companies do not address a specific intervenor,
comment, or proposed rule in these Reply Comments, that should not be construed as agreement with the
same.
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should prioritize flexibility and efficiency in PBR implementation and ensure that PBR
implementation can evolve over time as experience is gained.

Finally, the Companies engaged Pacific Economics Group (“PEG”) to prepare a
detailed report titled “PBR Rules for North Carolina Electric Utilities” (the “PEG
Report”).> PEG is a consulting firm that is an industry-recognized expert in the field of
utility economics, and in particular, in PBR and other alternatives to traditional rate
regulation.* PEG is also regarded as North America’s foremost multiyear rate plan
(“MYRP”) consultant. The PEG Report provides an appraisal of the statutory framework
for PBR that is set forth in HB 951 compared to traditional ratemaking as well as PBR and
MYRP designs in other states and best practices — against this backdrop, PEG then
evaluates the proposed rules and initial comments submitted by the parties.

II. GENERAL REPLY COMMENTS

The North Carolina General Assembly tasked the Commission with adopting rules
and guidelines for implementing the HB 951°s PBR statute — N.C. Gen. Stat. § 62-133.16.
As noted by PEG in its report, HB 951°s PBR provisions are balanced and provide
substantial customer protections including statutory caps on MYRP year two and three
rates, revenue decoupling for residential customers, and an ESM with a “modest” 50 basis

point dead band after which all weather-normalized earnings are returned to customers.’

3 The PEG Report is attached hereto as Exhibit A.

4 CUCA’s expert, Synapse Energy Economics (“Synapse”), references PEG’s work, as does the North
Carolina Energy Regulatory Process. See Synapse Report, at 11, n. 20 (citing PEG presentation detailing
benchmarking methods and guidelines); see, e.g., North Carolina Energy Regulatory Process Performance
Based Regulation — Study Group Work Products, PBR Regulatory Guidance: Implementation Suggestions
for the NCUC From the North Carolina Energy Regulatory Process, at 22-24 (2020) (“NERP PBR
Guidance,” attached to NCJC et al’s Initial Comments as Exhibit 4, and available at
https://deq.nc.gov/media/17684/download).

5> See PEG Report, at 5.
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First, contrary to those intervenors who brand HB 951 as “pro-utility” legislation,
the PBR statute is a customer-focused legislative framework that balances the utilities’
need for modernized cost recovery mechanisms to address new clean energy mandates and
smaller, more frequent investments (such as for grid improvements and distributed energy
resource (“DER”) enablement) with enhanced customer benefits to align utility
performance with customer expectations. Contrary to the comments of certain intervenors,
there is nothing extreme or unique about the ratemaking tools authorized by the PBR
statute. Rather, the modernized ratemaking tools authorized under HB 951 simply bring
North Carolina more in line with regulatory constructs around the country that have
similarly evolved over time in recognition of the need for a broader array of regulatory
tools. As PEG concluded from its evaluation of the statutory framework, HB 951 provides
for “a thoughtful and cautious transition to PBR in North Carolina.”®

The need for modernized ratemaking tools has been widely recognized, both across
the country and in North Carolina specifically, including through the recent North Carolina
Energy Regulatory Process (“NERP”), a broad stakeholder process initiated in connection
with North Carolina’s Clean Energy Plan. The NERP assessed modernized ratemaking
tools and concluded that “PBR offers a suite of reforms that, together, can resolve
limitations of [traditional cost of service] ratemaking while encouraging utilities to better
serve state policy goals and customer interests.”” Thus, the PBR provisions are not, first
and foremost, “pro-utility” but instead have been designed and supported by a wide range

of stakeholders in order to achieve broader policy goals established by the state (which

¢ PEG Report, at 1.
7NERP PBR Guidance, at 6.
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requires regulatory structures that create an opportunity for a utility to finance capital
investments at reasonable rates for the benefit of all customers). In fact, certain provisions
of HB 951 actually increase utility risk. For instance, the Earnings Sharing Mechanism
(“ESM”) allows the Commission to “reach back” and require sharing of past earnings with
customers, which it never has been able to do under traditional ratemaking. Moreover, as
discussed in more detail below, this sharing is asymmetrical — the ESM refunds 100% of
earnings in excess of 50 basis points above the authorized rate of return on equity (“ROE”)
(if any) on an annual basis, whereas, the utility must underearn for approximately two years
before it can adjust rates through filing another rate case and has no ability to recover prior
shortfalls. This narrow, asymmetrical ESM is unlike MYRPs in other states, which
typically include larger ROE bands and/or only require sharing of a portion of the earnings
above the band.® In the same vein, MYRPs from other jurisdictions are also usually based
on fully forecasted test years or may be based on forecasts of capital projects with O&M

? Since all elements are forecasted

escalation based on indices and inflation adjustments.
or escalated based on indices, forecasted billing determinants are also used in establishing
rates to more accurately match revenues with costs, all of which reduce risk for the utility. !
These MYRP elements adopted by other states contrast with the North Carolina PBR
statute, which does not include comprehensive forecasts and escalations, but instead only
includes increases for forecasts of costs related to certain capital investment projects, net

of operating benefits. The Companies provide this context and highlight these examples

of increased utility risk to counter intervenors who mischaracterize HB 951 as “utility-

8 See PEG Report, at 5.
° See id. at 5, 17.
10 See id.
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friendly” in order to argue that the Commission needs to somehow balance out that
legislation by adopting onerous or restrictive rules. PEG confirms this viewpoint,
explaining in its report that the statutory framework “has an unusually extensive array of
customer protections.”!!

Second, despite attempts by several intervenors to argue otherwise, HB 951 does
not empower the Commission to effectively legislate what intervenors perceive as missed
opportunities or policy shortcomings in HB 951. As discussed more fully below, the
Commission should reject requests that effectively override the PBR statute (a product of
overwhelming bipartisan consensus), contradict the policy framework established by the
General Assembly, or go beyond the actions authorized under HB 951 — such requests
disregard the plain language and legislative intent of HB 951 and would exceed the
Commission’s authority.'?

For example, contrary to what some intervenors have argued:

e The North Carolina PBR statute does NOT provide for fully forecasted test
years for Rate Years 1, 2, and 3 — instead, base rates will reflect only

Commission-authorized incremental capital spending projects and

associated “step-ups” in revenue requirements each year of the MYRP;

1 See id. at 2, 5.

12 The Commission is a creation of the legislature and has no authority except that given to it by statute. State
ex rel. Utils. Comm’n v. Edmisten, 291 N.C. 451, 464, 232 S.E.2d 184, 192 (1977); State ex rel. Utils.
Comm’n v. State, 243 N.C. 12, 16, 89 S.E.2d 727, 730 (1955) (“The Utilities Commission is not a policy-
making agency of the State. That prerogative rests in the General Assembly.”); see also, Order Granting
Application in Part, with Conditions, and Denying Application in Part, Docket No. E-2, Sub 1089 (March
28, 2016), at 41 (“Entities and parties dissatisfied by these processes and procedures had opportunity to
address provisions of the Mountain Energy Act while the General Assembly deliberated over its provisions.
To the extent they failed to do so, efforts to persuade this Commission to disregard the dictates of the
Mountain Energy Act are too late and out of place.”).
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The North Carolina PBR statute does NOT allow for comprehensive true-
ups each year of the MYRP — instead, there are only three statutorily-
permitted annual rate adjustments relating to (1) the ESM, (2) decoupling,
and (3) performance incentive mechanisms (“PIMs”);

HB 951 does NOT require approval of a Carbon Plan prior to filing a PBR
application — instead, the legislation dictates the schedule for PBR
rulemaking and provides that a utility can file a notice of intent to file a PBR
application once the Commission rules implemented in this docket are
effective (February 10, 2022);

The North Carolina PBR statute does NOT allow the Commission to require
utilities to stagger their PBR filings or file in designated years — rather, a
utility may file after giving appropriate notice of its intent to file a PBR
application to trigger the process whereby the Commission must initiate a
technical conference process within 60 days;

The North Carolina PBR statute does NOT contemplate multiple
proceedings in multiple dockets to determine policy goals and capital
spending projects in advance of PBR filings, which would inhibit greater
administrative efficiency — rather, these determinations are to be made by
the Commission in the general rate case proceeding evaluating a PBR
application;

The North Carolina PBR statute does NOT contemplate a cure process that
is a complete re-do of the initial PBR application or a full blown rate case

that restarts the 300-day clock — instead, the cure process is meant to be a
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targeted and limited opportunity for a utility to work with stakeholders to
fix specific Commission-identified deficiencies;

e The North Carolina PBR does NOT create a heightened or different burden
of proof for a utility filing a PBR application — the case law is well-
established for the burden of proof in rate cases, and the PBR statute does
not somehow alter that burden.

Simply put, this rulemaking proceeding is not a vehicle for rewriting HB 951 to add
requirements that the legislation does not include or alter those it does include.

Third, and as was briefly described above, each rate year under the MYRP does not
require a fully forecasted test year with comprehensive true-ups, but rather is limited to
capital project “step-ups” in base rates and three specific riders. While some states employ
MYRP mechanisms which involve fully forecasted test years, comprehensive cost trackers,
symmetrical true-ups of revenue to actual costs, and/or formula rates, North Carolina’s
PBR statute is more limited in scope and prescriptive in nature. N.C. Gen. Stat. § 62-
133.16 specifies what forecasted costs receive rate recognition during the MYRP — step-
ups in rates are based on projected revenue requirements for a specific set of capital
projects, which the Commission evaluates and authorizes as part of a PBR rate case. N.C.
Gen. Stat. § 62-133.16 also specifies how rates should be adjusted via a rider established
by the Commission for decoupling, ESM, and PIMs — no true-ups are contemplated. All
other items (O&M fluctuations unrelated to MYRP projects, inflation, any capital projects
that were not included in the MYRP, project cancellations, etc.) are subject to regulatory
lag and therefore must be managed by the utility during the MYRP. While the utility

remains at risk for underearning, customers are protected from utility overearning by the
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asymmetrical narrow earnings band provided by the ESM. In addition, the Commission or
Public Staff can initiate a proceeding at any time during the MYRP if they are concerned
that rates are no longer just and reasonable.

Fourth, adding entirely separate and lengthy processes to address PBR issues on a
piecemeal basis inhibits administrative efficiency, is not supported by HB 951, and could
ultimately interfere with achievement of the policy goals established by HB 951. N.C.
Gen. Stat. § 62-133.16 establishes a framework through which the Commission can
consider policy goals and PIMs, capital spending project proposals and costs, and all other
related matters in a single proceeding deciding a PBR application. N.C. Gen. Stat. § 62-
133.16 establishes a clear timeline for the PBR application submittal and review process,
along with a specific timeline for certain pre-application activities. There is no basis in
N.C. Gen. Stat. § 62-133.16 to support the argument that numerous separate, lengthy
proceedings are required, particularly where such separate, lengthy proceedings would
substantially delay and, in some cases, prevent the effectuation of the policy goals and
related customer benefits sought to be achieved through PBR. More practically, the statute
itself establishes initial policy goals and only requires that one PIM be included in a utility
MYRP. As such, a separate docket to consider policy goals and PIMs in advance of a PBR
filing is unnecessary and would only result in delay, wasted resources, and needless
complexity. Likewise, capital spending projects and their associated revenue requirements
are most effectively evaluated in the context of a rate case, not a separate proceeding. The

NERP recognized that PBR is intended to result in a reduction of “costly administrative
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burden”!?

and that one of the guiding outcomes of PBR regulatory reform should be
“administrative efficiency.”'* In contrast, the multiplication of PBR-related proceedings
recommended by a number of intervenors (all of which have no basis in the PBR statute)
would achieve the opposite outcome and would burden the Commission, the Companies,
and intervenors with a nearly non-stop cycle of PBR-related proceedings. The PEG Report
similarly concluded that many of the additional requirements and proceedings proposed by
intervenors “would offer limited value and could significantly reduce the regulatory
efficiency of MYRPs or even make MYRPs less efficient than current regulation.”!> As
the Companies emphasized in their Initial Comments, the PBR rules adopted by the
Commission should facilitate an efficient and effective PBR process, not result in a
multitude of unnecessary regulatory proceedings that could ultimately serve as a barrier to
achieving the policy objectives in the statute.

Fifth, the rules implementing PBR should be broad and general enough to provide
for flexibility during implementation, particularly where it is reasonable to assume that the
Commission, the Companies, and intervenors will need to evolve and improve the PBR
regulatory process as lessons are learned through actual implementation. Stated
differently, it would be inappropriate and unnecessary to hard code overly rigid processes
and schedules into the Commission’s rules before the Commission has had the opportunity

to gain experience reviewing and overseeing an actual PBR application. Many of the

intervenors’ proposals are inflexible and overly prescriptive. In some cases, the Companies

I3 NERP PBR Guidance, at 6.

14 North Carolina Energy Regulatory Process — Summary Report and Compilation of Outputs (2020), at 13
(available at https://deq nc.gov/media/17727/download).

15 PEG Report, at 2.
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do not necessarily disagree with the recommendation in principle — but nevertheless,
believe it would be inappropriate to formalize such requirements in a rule. Of course, the
Commission’s rules should provide clear guidance and filing requirements for a PBR
application, but the rules should provide enough flexibility to allow the Commission and
the parties the leeway to leverage lessons learned in an efficient manner. The Companies’
proposed rule strikes the right balance.

Along the same lines, several intervenors imply that PIMs should be set in stone by
the Commission in advance and propose rules that lock in detailed guidelines for policy
goals and PIMs outside of what is in the statute. The Companies believe it would be
appropriate to a take a measured and thoughtful approach toward establishing PIMs during
the first PBR rate cases. A measured and thoughtful approach is important as utilities,
interested stakeholders, and this Commission gain experience and obtain information on
best practices for tracking information. In addition to PIMs, the PBR statute allows for a
utility to propose tracking metrics (for quantitatively measuring and monitoring outcomes
and/or utility performance) that are not tied to financial incentives or rewards.'® These
tracking metrics will provide useful information in evaluating future PIMs. This deliberate
approach is essential as utilities and stakeholders tackle novel issues, gain experience with
new legislative and regulatory tools, and implement lessons learned. It also allows the
Commission and utilities to adapt as policy goals and objectives change over time.!” As
PEG points out in its report, in many jurisdictions, first generation MYRPs take the form

of cautious steps away from traditional ratemaking. One reason is that many parties to

16 See N.C. Gen. Stat. § 62-133.16(c): “[t]he PBR application may also include proposed tracking metrics
with or without targets or benchmarks to measure electric public utility achievement.”
7 NERP PBR Guidance, at 20.
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regulation are, at least initially, reluctant to see a utility’s revenue differ very much from
its cost of service. Nevertheless, plan designs can evolve as the parties gain experience.
As PEG succinctly put it, “North Carolina is under no obligation to be in the vanguard of
regulatory reform.”!®

Sixth, the base rates in effect during Year 3 of the MYRP should remain in effect
following the expiration of a PBR plan. Base rates should not be reset or reduced after
Year 3 of a MYRP, as some intervenors urge, as this would be punitive to utilities and
place them in a worse position than when they originally filed the rate case to approve a
MYRP - and immediately necessitate a new rate case filing.  Intervenors’
recommendations in this respect are unsupported by N.C. Gen. Stat. § 62-133.16 and would
effectively automatically deny rate recovery for capital investments that have been
thoroughly reviewed and approved by the Commission and found to be reasonable and
prudent. Neither the Companies nor PEG have identified a single state in the country in
which base rates are adjusted to deny rate recovery of approved prudent and reasonable
investments. The Companies’ proposed rule is fair to both customers and the utility by
continuing Year 3 base rates, but also continuing the ESM (a customer protection) and
decoupling adjustments.

Finally, several intervenors seemed confused by the intersection of demand-side
management (“DSM”)/energy efficiency (“EE”) and PIMs. The statute states: “[a]ny

incentives related to demand-side management and energy efficiency measures pursuant

to G.S. 62-133.9(f) shall be excluded from the [limit prohibiting the total of PIM

18 See PEG Report, at 8.
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incentives/penalties from exceeding 1% of the utilities total annual revenue requirement
under G.S. 62-133] and shall continue to be recovered through the demand-side
management and energy efficiency (DSM/EE) rider.” N.C. Gen. Stat. § 62-133.16(c)(4).
The intent of this section is to clarify that DSM/EE cost recovery and incentives are
separate from the PBR process and that utilities are not permitted double recovery of
incentives related to DSM/EE programs through both the DSM/EE rider and through the
PBR PIMs adjustment. The Companies’ proposed rules accomplish both of these
objectives.

III. PBR RATE CASE UNDER THE COMPANIES’ PROPOSED RULE

The following provides a brief overview of the PBR application and review process
under the Companies’ proposed rules. The Companies have also prepared a timeline
showing this process, which is attached hereto as Exhibit B.

A. Pre-Filing

At least 60 days in advance of filing a PBR application, an electric utility starts the

process by submitting a letter of intent to file a PBR application and a request for the

1 Upon receiving the utility’s

Commission to initiate a pre-filing technical conference.
request, the Commission initiates a pre-filing technical conference process which will

consist of one or more public meetings at which the utility will present information

19 The Public Staff’s position is that the request to initiate a technical conference should be filed 90 days in
advance of a utility’s notice of intent to file a general rate case that includes a PBR application. See Public
Staff Proposed Rule R8- (d)(1). The Companies do not object to filing the request for a technical
conference 90 days in advance of their notice of intent to file a PBR application, but note that regardless of
when the request to initiate the technical conference is filed, the duration of the technical conference process
is limited to 60 days by statute. See N.C. Gen. Stat. § 62-133.16()(3).

Page 13
DOCKET NO. E-100, SUB 178

OFFICIAL COPY

Dec 17 2021



regarding projected transmission and distribution (“T&D”) capital expenditures expected
to be included in its PBR application.

At the technical conference, the utility will present a project description, project
justification, estimated cost, and estimated in-service date for each planned incremental
T&D capital project to be included in the PBR application.?’ Interested parties are
permitted to provide comment and feedback at the technical conference, but no pre-filed
testimony, written discovery, oral argument, or cross-examination will be permitted. In
other words, the technical conference is not an evidentiary hearing, but rather a pre-filing
opportunity for the Commission and other parties to learn about the incremental T&D
projects the utility plans to include in its forthcoming PBR application, as well as an
opportunity for the utility to hear reactions from Commissioners and other parties that may
shape the T&D projects the utility ultimately decides to include in its filing. The technical
conference process is to be completed within 60 days from the date the utility requests
initiation of such process.

Aside from the letter of intent and pre-filing technical conference, there are no other
pre-filing requirements or proceedings.

B. PBR Application Filing

The PBR application is required to include a Decoupling Ratemaking Mechanism,

one or more PIMs, and a MYRP, including an ESM and proposed revenue requirements

and base rates for each of the rate years of the MYRP.

20 The Public Staff has asked the Companies to provide technical conference materials to participants ten
business days prior to the technical conference. The Companies have no objection to this request.
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With respect to the Decoupling Ratemaking Mechanism, the utility shall include
the proposed revenue requirement per residential customer for each year of the MYRP. To
the extent that net lost revenues are collected through the utility’s DSM/EE rider, the utility
must include a plan to ensure that that there is no double collection of net lost revenues
through the DSM/EE rider and the Decoupling Ratemaking Mechanism. The utility must
also file the rate schedule for the Annual Decoupling Rider for Rate Year 1 (initially set at
$0 in the first PBR application) and a template showing the calculation for annual
adjustment to the rider.

With respect to PIMs, the utility shall include at least one proposed PIM, including
the Policy Goal?' targeted by the PIM, the method of measuring performance, and
calculation of incentive and/or penalty. The PIMs proposed by the utility must include one
or more of the following: (1) rewards based on the sharing of savings achieved by meeting
or exceeding a specific Policy Goal; (2) rewards or penalties based on differentiated
authorized rates of return on common equity to encourage utility investments or operational
changes to meet a specific Policy Goal (which shall not be greater than 25 basis points);
and/or (3) fixed financial rewards to encourage achievement of specific Policy Goals, or
fixed financial penalties for failure to achieve Policy Goals. The PBR application may also

include proposed Tracking Metrics?> with or without targets or benchmarks to measure

2L “Policy Goal(s)” means the expected or anticipated achievement of operational efficiency, cost-savings, or
reliability of electric service that is greater than that which already is required by State or federal law or
regulation, including standards the Commission has established by order prior to and independent of a PBR
application, provided that, with respect to environmental standards, the Commission may not approve a
Policy Goal that is more stringent than is established by (i) State law, (ii) federal law, (iii) the Environmental
Management Commission pursuant to G.S. 143B-282, or (iv) the United States Environmental Protection
Agency. N.C. Gen. Stat. § 62-133.16(a)(8).

22 “Tracking Metric(s)” means a methodology for tracking and quantitatively measuring and monitoring
outcomes or electric public utility performance. /d. at (a)(10).
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utility performance. The filing shall include the rate schedule for the Annual PIM Rider
for Rate Year 1 (initially set at $0 in the first PBR application) and a template showing the
calculation for annual adjustment to the rider, including how amounts will be allocated to
the customer classes.

In its proposed MYRP, the utility includes descriptions of the forecasted capital
spending projects included in the MYRP and a calculation of revenue requirements
associated with the forecasted capital spending projects for each rate year of the MYRP.
The MYRP filing also includes calculations of the proposed percent increases (or “step-
ups”) for Rate Years 2 and 3 of the MYRP, proposed allocation of the revenue requirements
to the customer classes, and the proposed rate schedules for each rate year. The filing must
also include the rate schedule for the Annual ESM Rider for Rate Year 1 (initially set at $0
in the first PBR application) and a template showing the calculation for annual adjustments
to the rider, including how amounts will be allocated to the customer classes and any pro
forma adjustments that the utility proposes to make to the financial results used in the ESM
in addition to those specified in the statute.

PIMs (and the associated Policy Goals) and forecasted capital spending projects
(and the associated revenue requirements) are filed, evaluated, and approved as part of the
PBR rate case proceeding.

C. Criteria for Evaluating a PBR Application

The Commission shall consider whether the PBR application: (i) assures that no

customer or class of customers is unreasonably harmed and that the rates are fair both to

the utility and to the customer; (ii) reasonably assures the continuation of safe and reliable
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electric service; and (iii) will not unreasonably prejudice any class of electric customers
and result in sudden substantial rate increases or “rate shock” to customers.

The Commission may also consider whether the application: (i) encourages peak
load reduction or efficient use of the system; (i1) encourages utility-scale renewable energy
and storage; (iii) encourages DERs; (iv) reduces low-income energy burdens; (V)
encourages EE; (vi) encourages carbon reductions; (vii) encourages beneficial
electrification, including electric vehicles; (viii) supports equity in contracting; (iX)
promotes resilience and security of the electric grid; (x) maintains adequate levels of
reliability and customer service; or (x1) promotes rate designs that yield peak load reduction
or beneficial load-shaping.

D. Order Approving PBR Application

In its order approving the PBR application, the Commission establishes base rates
under N.C. Gen. Stat. § 62-133 and also approves the utility’s incremental capital spending
projects and associated revenue requirements for Rate Years 1, 2 and 3. The Commission
also approves the templates to be used to calculate the annual adjustments pursuant to the
Annual Decoupling Rider, the Annual ESM Rider, and the Annual PIM Rider. The
Commission’s order also establishes an annual revenue requirement per residential
customer for each rate year and an appropriate distribution of that revenue requirement per
customer in each month of the year. The approved monthly revenue requirements times
the actual number of residential customers each month becomes the target revenue for the
residential class for purposes of the Decoupling Ratemaking Mechanism.

E. Rate Years
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The approved PBR application shall remain in effect for a period of 36 months,
consisting of three “Rate Years.” The base rates in each year include the base rates
approved pursuant N.C. Gen. Stat. § 62-133 plus the approved revenue requirement for the
forecasted capital spending projects.

e Rate Year 1 begins on the rate effective date and includes the base rates
approved pursuant to N.C. Gen. Stat. § 62-133, plus the approved revenue
requirement for Year 1 forecasted capital spending projects (collectively,
“Year 1 Base Rates”);

e Rate Year 2 begins 12 months later and consists of Year 1 Base Rates, plus
the revenue requirement or “step-up” associated with approved Year 2
capital spending projects (collectively, “Year 2 Base Rates”);

e Rate Year 3 begins 12 months later and consists of Year 2 Base Rates, plus
the revenue requirement step-up associated with approved Year 3 capital
spending projects (collectively, “Year 3 Base Rates”).

F. Annual Riders and Reporting

In addition to the capital project step-ups each rate year authorized by the
Commission in its order, rates are adjusted during the MYRP pursuant to three riders: the
Annual Decoupling Rider, the Annual PIM Rider, and the Annual ESM Rider (collectively,
the “Annual PBR Review Riders”).

1. Annual Decoupling Rider

The purpose of the Annual Decoupling Verification is to determine the amount of
distributions or collections necessary under the Decoupling Ratemaking Mechanism. Each

month, the utility defers to a regulatory asset or liability account the difference between the
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actual revenue and the target revenue for the residential class. The regulatory asset or

liability accrues a return at the utility’s last authorized weighted average cost of capital

(“WACC”). The utility is required to file quarterly reports with the Commission on the

status of the decoupling regulatory asset or liability. Adjustments to the Annual

Decoupling Rider are designed to collect or distribute the amount in the regulatory asset or

liability over a 12-month period.

The process for the Annual Decoupling Verification is as follows:

2.

Within 45 days of the conclusion of each quarter of the MYRP, the utility
shall file a quarterly status report for the Decoupling Ratemaking
Mechanism;

Within 45 days following the conclusion of each rate year, the utility shall
file its calculation of the adjustment to the Annual Decoupling Rider per the
template approved by the Commission;

The Public Staff shall verify the calculation, and the Commission will issue
an order establishing the adjustments; and

The new rider rates shall be effective 60 days following the conclusion of
each rate year.

Annual ESM Rider and Annual PIM Rider

The Annual ESM and PIMs Review is the annual proceeding to determine the

amount, if any, of sharing necessary under the ESM, and distributions or collections

necessary under the PIMs.

With respect to the Annual ESM Rider, the Commission examines the earnings of

the utility during the rate year to determine if the earnings exceeded the authorized ROE
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determined by the Commission in the proceeding establishing the PBR. If the adjusted
earnings exceed the authorized ROE plus 50 basis points, the excess earnings above the
authorized ROE plus 50 basis points will be flowed back to customers in the Annual ESM
Rider established by the Commission.”> Any penalties or rewards from PIMs incentives
and any incentives related to DSM and EE measures are excluded from the determination
of any sharing pursuant to the ESM. If the Commission determines an amount to be flowed
back to customers pursuant to the ESM, the utility shall establish a regulatory liability.?*
The Annual ESM Rider is designed to distribute the sharing amount over a 12-month
period, including a return on the regulatory liability at the utility’s last authorized WACC.
With respect to the Annual PIM Rider, the Commission evaluates the performance
of the utility with respect to Commission-approved PIMs applicable in the rate year. Any
financial rewards shall be collected from customers and any penalties distributed to
customers, in each case, through the Annual PIM Rider established by the Commission.
The Annual PIM Rider is designed to distribute or collect the penalties or rewards over a
12-month period. No return shall accrue on the rewards or penalties.
The process for the Annual ESM and PIMs Review is as follows:
e Within 60 days following the conclusion of each rate year, the Commission

shall initiate an Annual ESM and PIMs Review proceeding;

23 If the adjusted earnings fall below the authorized ROE, the utility’s only remedy is to file a rate case
pursuant to N.C. Gen. Stat. § 62-133.

24 The utility may establish the regulatory liability sooner with an estimate if required by accounting
guidance.
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e Within 90 days following the conclusion of each rate year, the utility shall
file an Annual ESM and PIMs Review Report;?

e The Public Staff shall review the Annual ESM and PIMs Review Report
and, within 60 days of submission of the filing by the utility, shall submit a
report to the Commission describing its findings and any recommendations
emanating from the review;

e The utility shall have 30 days to file a reply to the Public Staff’s report;

e The Commission shall issue an order establishing the adjustments to the
Annual ESM and PIMs Riders within 270 days following the conclusion of
each rate year, and the adjustments shall be effective no more than one year
after the conclusion of the rate year being reviewed with rates set to recover
or distribute approved rider amounts over a 12-month period.

The pre-approved revenue requirement step-ups relating to Commission-authorized
capital spending projects and the three Annual PBR Review Riders described above are the
only rate adjustments that occur during the MYRP. There is no comprehensive true-up to
reflect changes in costs relating to capital spending projects, O&M not related to MYRP
projects, inflation, to adjust for underearning, or to account for any other variations
occurring during the PBR plan.

G. Review of PBR Rates After Approval

25 This Report will include (1) the utility’s earned ROE, for actual results during the applicable rate year,
including a weather normalization adjustment, an adjustment to remove any penalties or rewards from PIMs
incentives and any incentives related to DSM/EE measures, and any other pro forma adjustments approved
by the Commission in its order approving the PBR application; (2) a schedule showing the calculation of any
sharing amounts due under the Annual ESM Rider; and (3) a schedule showing the calculation of any rewards
or penalties provided for in PIMs approved by the Commission to be included in the Annual PIM Rider.
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Nevertheless, at any time prior to expiration of the 36-month period, the
Commission, with good cause and upon its own motion or petition by the Public Staff, may
examine the reasonableness of the utility’s rates under the MYRP, conduct periodic
reviews with opportunities for public hearings and comments from interested parties, and
initiate a proceeding to adjust base rates or PIMs as necessary. If the Commission initiates
such a proceeding, the utility has the right to respond and file testimony and exhibits to
address the reasonableness of its rates under an approved plan. No adjustments to the base
rates or PIMs will be made unless the Commission finds after notice and hearing that the
current rates or PIMs under a plan are not just and reasonable and not in the public interest.
H. Deferrals

The approval of a PBR application does not limit the Commission’s authority to
grant additional deferrals between rate cases for extraordinary costs not otherwise
recognized in rates. In addition, if the utility forecasts that any single new generation plant
with a total plant in service balance in excess of $500 million will be placed into service
during the term of the MYRP, such plant shall not be included in a MYRP, but instead the
utility may, either as part of the PBR application or separately, request a deferral
accounting order for such plant.

Should the Commission fail to approve, modify, or reject the electric public utility's
PBR application prior to end of the 300-day suspension period allowed under N.C. Gen.
Stat. § 62-133.16, and the utility elects not to implement the requested rates prior to the
Commission issuing an order, the Commission shall authorize deferred accounting or such
other mechanism that will allow the utility to recover revenue shortfalls resulting from such

delay, including carrying costs at the utility’s last authorized WACC.
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L Procedure Upon Commission Rejection of a PBR Application

In the event that the Commission rejects a PBR application, the Commission is to
provide a detailed explanation of the deficiency in its order ruling on the PBR application.
The Commission shall provide the utility with a period of no more than 90 days to file a
proposed cure to the identified deficiency, or to collaborate with stakeholders and file a
proposed cure to the identified deficiency.

In the event that the Commission rejects a PBR application, the Commission shall
nevertheless establish base rates in accordance with N.C. Gen. Stat. § 62-133 based on the
PBR application. If the electric public utility files a proposed cure to the deficiency, the
Commission shall issue an order approving or rejecting the PBR application with the
proposed cure within 60 days.

J. Conclusion of MYRP

If the utility does not file a general rate case or successor PBR application to
become effective after the final rate year, any approved PIMs shall expire but the Year 3
Base Rates, as well as the ESM and Decoupling Ratemaking Mechanism effective for the
final rate year, will continue until the effective date of Commission-approved base rates
from a subsequent general rate case. The utility shall continue to file an Annual ESM and
PIMs Review Report for each 12-month period beyond the end of the last rate year of the
PBR plan for the ESM and continue to file annual adjustments to the Decoupling
Ratemaking Mechanism.

IV. THE COMPANIES’ RESPONSE TO THE PUBLIC STAFF AND
INTERVENORS’ INITIAL COMMENTS AND PROPOSED RULES

A. Public Staff
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The Public Staff’s proposed rule aligns with the Companies’ proposed rule in
several important ways. For example, the Companies and the Public Staff agree that at the
conclusion of the 36-month plan period, rates do not “revert back™ to pre-MYRP base rates,
but rather continue at Year 3 Rates.?® In addition, under both proposed rules, forecasted
capital spending projects for future rate years are evaluated in the context of an individual
utility’s PBR rate case — not in a separate proceeding.?’ Like the Companies, the Public
Staff also does not attempt to set predetermined policy goals or PIMs in its proposed rule
beyond what is in the statutory language. That said, there are also several areas of
disagreement between the Companies and the Public Staff.

One area of disagreement with Public Staff relates to the outcome in the event that,
after Commission approval of PBR (including a MYRP), the utility prudently and
reasonably cancels or delays a projected capital spending project that had been authorized
by the Commission as part of its PBR decision. The Public Staff’s proposed rule
establishes procedures for cancelling or delaying previously authorized capital spending
projects which are far beyond the scope of N.C. Gen. Stat. § 62-133.16.2® In essence, under
the Public Staff’s proposal, a utility would be required to refund revenues it has already
collected pursuant to rates approved by the Commission and then adjust its rates going
forward outside of a rate case and apart from any of the rate adjustments that are actually

permitted by the statute, even if the utility has actually under-earned in that same period.

26 The Companies’ proposed rule regarding post-plan period rates differs from the Public Staff’s in that the
Companies’ rule includes a continuation of the Decoupling Rider and ESM Rider, which benefits customers.
Nevertheless, both the Public Staff and the Companies recommend that base rates remain at Year 3 levels at
the conclusion of the MYRP. See DEC/DEP Proposed Rule R1-17(m)(10)(g.); see also, the Public Staff’s
proposed Rule R§-  (m).

27 See DEC/DEP Proposed Rule R1-17(m)(5)(c.); see also, Public Staff Proposed Rule R8- _ (e)(2).

28 See Public Staff Proposed Rule R8-_ (i), titled “Cancelation or Postponement of Capital Spending
Projects; No Substitution.”
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More specifically, the Public Staff’s proposed rule provides that a utility must notify the
Commission of cancellation or postponement within 30 days and submit a corresponding
rate adjustment proposal to include a refund of all recovered project costs and proposed
rate changes for future years of the MYRP. Furthermore, if a utility makes “some other
material change to Capital Spending Project, it must file a status report within 30 days of
the known change, including the reason for the change, any changes to the projected costs,
scope, or timing of the project.”? The Public Staff’s proposed rule also provides that a
utility shall not substitute one or more capital spending project(s) for an already
Commission-approved capital spending project without Commission approval.

The Companies oppose this process for several reasons, including that it limits
utility operational and managerial flexibility and discretion; prevents real-time, on-the-
ground prudent and reasonable utility decision-making regarding project postponement or
cancellation; creates unintended consequences that weaken utility incentives to improve
performance and take initiatives that yield results; creates more administrative burden and
lessens regulatory efficiency; and, perhaps most importantly, contradicts the plain language
of HB 951 by adding a rate adjustment — in effect, an asymmetrical true-up for cancellation
costs — that is not permitted by the statute.

The proposed procedures encroach on utility operations and project management
decisions. There is no evidence that, through the enactment of HB 951, the General
Assembly intended to convert the Commission into utility managers or operators. As has

been well-established under North Carolina law, the utility bears the obligation to provide

¥ 1.

Page 25
DOCKET NO. E-100, SUB 178

OFFICIAL COPY

Dec 17 2021



reliability and, as a result, it is necessary that the utility maintain discretion regarding the
investment decisions required to ensure continued reliability in the most prudent and
reasonable manner, in all cases subject to future prudence review by the Commission.*
Any number of prudent and valid reasons could support project postponement or
cancellation, and in fact, regulators could find that a utility acted imprudently or
unreasonably by keeping a project alive longer and failing to postpone or cancel sooner
under certain circumstances.

For example, suppose a utility filed a PBR rate case in 2023, with a rate effective
date of January 1, 2024, and the MYRP includes a capital spending project in Rate Year 3
(2026) that leverages a certain type of technology. In the interim — between when the
project was approved in the rate case (2023) and when the project is expected to go into
service (2026) — the technology becomes obsolete, and it does not make sense to continue
with the capital spending project in the form in which it was authorized by the Commission.
Under the Public Staff’s approach, the Companies would not be permitted to substitute
another project that would benefit customers and solve the same problem that the obsolete
technology no longer can address, so it would either have to (a) cancel the project and
submit a refund to customers; or (b) continue with a project that it is no longer beneficial

to customers.

30 See e.g., Order Holding Docket in Abeyance, Docket No. E-100, Sub 122 (Aug. 11, 2009), at 28 (“At the
end of the day, however, it is the utilities’ responsibility to balance the sometimes complex and competing
issues so that their customers are assured a reliable electricity supply at reasonable cost.”); see also Order
Denying Motion for Evidentiary Hearing, Docket No. E-7, Sub 790 (Jan. 17, 2017), at 3; State ex rel. Utils.
Comm’n v. Gen. Tel. Co. of Southeast. 281 N.C. 318, 189 S.E.2nd 705 (1972) (utility is free to manage its
property and business as it sees fit).
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The PBR statute contemplates that rate recognition will be granted in Rate Year 1
to “known and measurable set of capital investments, net of operating benefits, associated
with a set of discrete and identifiable capital spending projects to be placed in service
during the first rate year” and in Rate Years 2 and 3 to “projected incremental Commission-
authorized capital investments.” In a PBR proceeding, the Commission will undoubtedly
closely review the projected capital investments in Rate Years 1 — 3 and only approve those
capital investments that it finds are in the public interest. And the Companies expect that
in the vast majority of circumstances, the actual investments will largely track the projected
investments. But it is simply unreasonable to assume that across a three-year period, there
will not be circumstances that arise in which it would be prudent and reasonable for the
utility to modify or delay certain investment decisions, nor would it be appropriate to
approve a PBR rule structure that limits the ability of or disincentivizes the utility to bring
its technical expertise to bear in real time on its system. Any alleged ability of the
Companies to “game” the process for their financial benefit is purely speculative, cannot
be reconciled with the Companies’ obligation to ensure reliability, and is nearly entirely
mitigated by the ESM, as discussed below. The Companies expect that changes from the
approved projected capital investments will be narrow, targeted, and in the best interests
of customers. The nebulous concern that the utility will obtain approval of a projected
capital investments through the detailed and thorough PBR review process and then
radically depart from those approved investment strategies is wholly unrealistic,
particularly given the Commission’s ongoing ability to monitor utility performance. In
summary, stated simply, once the Commission has approved a PBR based, in part, on a set

of projected capital investments, the Companies will diligently and prudently seek to
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implement such capital investments but should have the discretion to modify or cancel
projects where in the public interest and such decisions should not be micromanaged
through the regulatory process.

Moreover, the Public Staff’s proposal is completely one-sided. As PEG points out
in its report, projects often are installed a little before or after their anticipated in-service
dates. It would be unfair to penalize a utility for short delays while providing no offset for
projects that are placed in-service earlier than anticipated. A similar concern arises if
utilities must credit customers for any incremental project costs that are lower than
forecasted, while absorbing any project costs that are greater than forecasted. The integrity
of a capital budgeting process should be assessed based on its overall reasonableness, not
the utility’s ability to project each in-service date and investment cost for particular
investments with 100 percent accuracy.?! As discussed below, true-ups of this sort are not
permitted by the statute — and certainly not in the asymmetrical fashion recommended by
the Public Staff.

If potential overearning is the primary concern regarding allowing the utility
discretion to manage investments during the MYRP, HB 951 includes other safeguards and
consumer protections that sufficiently protect customers. In particular, the ESM would
flow back earnings in excess of 50 basis points above the allowed ROE. If a utility
cancelled a project, and as a result spends less on capital projects than it is collecting

through the approved revenue requirements relating to that project, customers would be

31 PEG Report, at 11.
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reimbursed to the extent that the underspending leads to overearning in excess of 50 basis
points.

Most importantly, the General Assembly provided no statutory basis for the Public
Staff’s proposed refunds for project cancellations or postponement. HB 951 establishes
three statutorily-permitted annual rate adjustments relating to ESM, decoupling and PIMs
— a true-up flowing back refunds to customers for cancelled or postponed projects is not
one of them. Under the Public Staff’s approach, such a true-up would be unfairly
asymmetrical in that it would only apply if the utility spends less than what it forecasted
(and would be a refund to customers); if costs of the authorized capital spending projects
unexpectedly increase for reasons that are not due to any imprudence on the part of the
utility, the utility would not be allowed to true-up those costs and recover more from
customers. The Public Staff cannot have it both ways. If the scope of what is being trued
up is broadening, the utility would ask that increases in the MYRP project costs as well as
increases in O&M unrelated to the MYRP projects and other projected cost increases be
included. Then, the mechanism would function more like a formula rate, a mechanism that
is used in several states for retail ratemaking.?> The Companies do not recommend this
approach nor is it permitted by the PBR statute, but instead urge the Commission to reject
the Public Staff’s proposed rules requiring Commission approval and utility refunds for

cancellations, as such a mechanism is not authorized by the PBR statute.

32 PEG notes that this quest for precision, even if implemented equitably, could ultimately devolve into a
capital tracker for approved projects. See PEG Report, at 11. If the North Carolina legislature wanted to
grant the Commission that authority to implement formula rates or capital trackers, it would have expressly
done so — it did not.
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An alternative and more reasonable approach to addressing cancelled or postponed
projects is to require the utility to file an annual reconciliation report of actual projects
placed in service during a Rate Year compared to the projected amounts approved in the
rate case. The utility could explain any variances and cancelled or postponed projects. If
the Commission or the Public Staff, after reviewing the reconciliation report, believes that
the current rates should be adjusted, either could initiate a proceeding to adjust rates
pursuant to N.C. Gen. Stat. § 62-133.16(e). This approach would allow the utility to
efficiently and prudently manage its operations while preserving the Commission and
Public Staff’s ability to ensure that rates are just and reasonable.

Another area of disagreement with the Public Staff involves the reporting
requirements included in its proposed rule. The Public Staff recommends that utilities
submit filings covering each three-month period within the MYRP period.*® The first filing
would be required no later than 45 days after the first three-month period, and subsequent
reports would be required every three-months.>* The Companies have three concerns with
the Public Staff’s recommendation. The first concern relates to the 45-day requirement.
The Companies currently provide much of the information proposed by the Public Staff in
their quarterly Earnings Surveillance (E.S.-1) reports. These reports are filed 60 days after
end of the quarter. The Companies believe 60 days is a more reasonable deadline, and
consistent with other similar filings. The second concern is that since much of the data in

the filing requirements that the Public Staff recommends is already provided in the E.S.-1

33 See Public Staff Proposed Rule R8-_ (k).
#Id.
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reports, the requirements would be duplicative and inefficient.*> The third concern is the
proposed requirement to file much of the information — operating expenses and rate base
items — at the rate class and rate schedule level. The Companies currently provide
information by rate class annually in their annual cost of service (“COS”) studies. These
COS studies are extremely time consuming, taking four to five months to prepare. DEP
files its annual COS study four months after the end of the calendar year and DEC files its
annual COS study five months after the end of the calendar year. It would be infeasible to
produce such a study within 45 days of the end of a quarter and extremely burdensome and
unnecessary to produce it every quarter. There is nothing in the annual review process that
would require this information by class. Even in a full rate case, the utility does not allocate
individual capital projects to customer classes as the Public Staff is proposing in the
construction status report.

The Companies and the Public Staff also disagree as to certain annual PBR review
standards and filing requirements. The Companies believe that such standards and
requirements should not unduly burden utilities, achieve an appropriate balance of
oversight and regulatory efficiency, minimize unnecessary regulatory processes without
commensurate benefits, or go beyond what is permitted in the statute. For example, the
Public Staff’s proposed rule regarding the ESM adjustment is as follows:

For purposes of determining whether and to what extent an electric
public utility’s actual or pro forma earned return on equity falls below
the low-end range or exceeds the high-end range of the authorized return
band that is approved by the Commission, the only capital cost and
expense increases considered, unless the Commission explicitly allows

35 The Companies do not think that the Public Staff filing requirements should be adopted by the Commission;
however, to the extent the Commission does adopt these provisions, it should include a caveat that such
information is required only to the extent that it is not already provided in the E.S.-1 report.
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otherwise, shall be the reasonable and prudently incurred capital costs
and expenses associated with Capital Spending Projects. The earned
return on equity shall be calculated based on the capital structure and
cost of debt, preferred stock, and other applicable sources of capital
established in the general rate case.>®

First, specific adjustments to the ROE used for purposes of determining the ESM
are mentioned in the PBR statute, so actual (per books) ROE is not appropriately
considered as part of the ESM, contrary to the Public Staff’s language. The Companies’
proposed rule allows for the Commission to approve any additional appropriate pro forma
adjustments upfront during the PBR rate case rather than waiting for the annual review. If
adjustments are left open for dispute in the annual review process, each annual review
could turn into a full-blown rate case, with the utility and the Public Staff each advocating
for a different set of pro forma adjustments. Not only does this significantly increase the
utility’s risk, it would also eliminate many of the regulatory efficiencies that could be
gained through MYRPs, contrary to the well-understood policy goals. In addition, the
Companies recommend that the Commission not add any additional pro forma adjustments
in the rules in order to maintain flexibility to decide which