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STATE OF MICHIGAN
'BEFORE THE MICHIGAN PUBLIC SERVICE COMMISSION

* % % % %

In the matter of the application of
MICHIGAN GAS COMPANY for authority to
increase its rates for the sale of gas
and for other relief.

Case No. U-9323

St s epsnt? Nt Novpss?®

At a session of the Michigan Public Service Commission held at its offices
in the city of Lansing, Michigan, on the 29th day of June, 1990.
PRESENT: Hon. William E. Long, Chairperson
Hon. Ronald E. Russell, Commissioner
OPINION AND ORDER

I.
HISTORY OF PROCEEDINGS

On April 14, 1989, Michigan Gas Company filed an application for authority
to increase its rates by $6 million per year. The application was accompanied
by supporting testimony and exhibits reflecting an annual revenue deficiéncy of
approximately $9.6 million.

Pursuant to due notice, a prehearing conference was held on May 23, 1989
before Administrative Law Judge Lana Shafer (ALJ). Michigan Gas, the Commission
Staff (Staff), and the Association of Businesses Advocating Tariff Equity (ABATE)
participated in the proceedings. Cross-examination of the company’s direct case
was completed on July 24, 1989. As a result of discussions among the parties,
a full settlement was reached and a signed agreement was received into evidence
on September 11, 1989. Despite the existence of this settlement, the Staff filed
its direct testimony on September 14, 1989. That testimony proposed granting a

final rate increase of approximately $2.4 million.



On October 11, 1989, the Commission issued an order rejecting the settlement
agreement and returning the case to the ALJ for further proceedings. Although
not specifically finding that the settlement was unreasonable, we determined that
the issues of this case should be resolved on the basis of a contested case
record. Thereafter, on October 13, 1989, Michigan Gas filed a motion for partial
and immediate rate relief (interim rate relief) in the amount of $2.4 million.
On that same date, Michigan Gas filed direct testimony and one exhibit in support
of its request for interim rate relief.

A prehearing conference was held on October 19, 1989, at which the ALJ
established a schedule for future hearings and ordered Michigan Gas to provide
jts customers with notice of the motion for interim rate relief. Following issu-
ance of this notice, the Staff filed a Report and Technical Staff Investigation
and Recommendation (report and recommendation) regarding Michigan Gas’s motion.
That same day, November 20, 1989, the Staff filed the direct testimony of two
witnesses and two exhibits supporting its report and recommendation.“ On
November 21, 1989, Michigan Gas filed the rebuttal testimony of one witness con-
cerning thi§ issue.

The direct cases of Michigan Gas and the Staff regarding the motion for
interim rate relief were cross-examined on November 27, 1989. In addition, the
ALJ heard arguments on the Staff’s motion to strike the utility’s rebuttal testi-
mony éoncerning interim rate relief. Although the ALJ granted the motion to
strike, she allowed Michigan Gas to create a special record containing the direct
testimony and cross-examination of this proposed rebuttal witness. Following
receipt of briefs from all parties, the Commission rejected the utility’s request
for interim rate relief in an order issued on January 23, 1990.

Cross-examination of the Staff’s direct case on final rate relief was com-
pleted on December 1, 1989. The utility’s rebuttal and the Staff’s surrebuttal
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testimony regarding final rate relief were cross-examined on January 16 and 20,
1990, respectively. These proceedings generated a total of 14 volumes of tran-
script encompassing 2,101 pages. In addition, 80 exhibits were marked for the
record. Michigan Gas and the Staff filed briefs and reply briefs, and the ALJ
issued a Proposal for Decision (PFD), recommending a rate increase of $3,097,974,
on March 26, 1990. Thereafter, both Michigan Gas and the Staff filed exceptions

and replies to exceptions on April 16 and 30, 1990, respectively.

II.
DESCRIPTION OF THE APPLICANT

Michigan Gas furnishes natural gas at retail to the public in service areas
in the 1oﬁér peninsula counties of Allegan, Berrien, Cass, Ottawa, St. Joseph,
and Van Buren; the western upper peninsula counties of Baraga, Houghton, Mar-
quette, and Ontonagon; and the eastern upper peninsula counties of Luce, Macki-
nac, and Schoolcraft.

The present rates of Michigan Gas, exclusive of Gas Cost Recovery (GCR)
factors, are those established by the Commission in the Opinion and Order issued

October 25, 1988 in Case No. U-9112.

I11.
. TEST YEAR
A test year must be selected in each rate case. In this proceeding, Michi-
gan Gas proposed using a fully-projected test year based on the 12 months ending
December 31, 1990. In contrast, the Staff used a historical test year based on
figures from year-end 1988. Finally, while not conceding that the use of its

fully-projected test year was inappropriate, Michigan Gas offered rebuttal testi-
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mony subporting the use of a historical test year modified by specific known
conditions.

In support of its initial proposal, Michigan Gas points out that it has been
the past practice of the Commission to base its rate case decisions upon pro-
jected test year data. Because the projected test year closely matches the cal-
endar year in which proposed rates will first take effect, the utility argues,
its use better assures that just and reasonable rates will be established. Fur-
ther, Michigan Gas asserts, use of its projected test year allows for the inclu-
sion of known, measurable, and significant expenditures that are not reflected
in historical data. For example, the utility contends that use of its projected
test year will assure the inclusion of funds for its proposed 1989 and 1990
construction programs, as well as the increased working capital needed to add
significant amounts of underdground storage to its system.. Because the financial
impaét of those projects is not recognized by use of historical data, Michigan
Gas believes that its 1990 fully-projected test year should be adopted.

The Staff’s approach to developing a test year differs greatly from the
utility’s. For example, the Staff asserts that Michigan Gas’s proposal has no
basis in fact but, instead, merely represents a budget request. Furthermore,
because the purchase cost of the uti]ity'is in dispute,1 the Staff fears that
adopting the utility’s fully-projected test year could allow Michigan Gas to use
any increase in revenues to compensate the new owner for its purchase rather than
for any budgeted costs intended to improve gas service. The Staff therefore
asserts that a historical test year must be adopted in order to assure the

accountability of costs charged to the utility’s ratepayers.

as discussed on page 19 of this order, the utility was purchased by a
holding company in 1987 at a price that significantly exceeded its book value.
At the time that this rate case was filed, no decision had been made regarding
how much, if any, of the resulting acquisition adjustment the Commission would
allow the new owner to recover from Michigan Gas’s ratepayers.
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However, the Staff acknowledges that Michigan Gas’s situation differs from
that of most gas utilities. Specifically, the Staff indicates that, due to a
change of ownership in August 1987, the utility’s operations during much of 1988
reflected a temporary start-up by its new management and justified some deviation
from an actual historical test year. The Staff therefore used a year-end
analysis, viewing the cost of service in November 1988 as representative of what
cost levels would have been for the entirg 12 months had no transition taken
place. These cost-of-service figures were then adjusted to reflect seasonal
variations. Additionally, the Staff considered year-end plant-in-service as
being in place from the beginning of the year, thus recognizing significant addi-’
tions to rate base arising from construction projects undertaken during 1988 by
the new management. Finally, following past Commission practice, the Staff used
the Consumer Price Index (CPI) to raise components of the utility’s income state-
ment to the Tevels expected in 1990.

The ALJ concurred with the Staff’s assertion that the use of historical data
provides a more accurate assessment of a utility’s actual cost of service. She
found this to be especially true in this case because Michigan Gas’s fully-
projected test year incorporated several modernization projects that, at the time
of the proceedings, had not progressed beyond the planning stage. The ALJ there-
fore agreed with the Staff that the utility’s fully-projected test year repre-
sented 1ittle more than a budget request and should be rejected. Despite reject-
ing the test year proposed by Michigan Gas, the ALJ was not convinced that all
aspects of the Staff’s proposal should be adopted. Instead, she recommended
adopting the Staff’s historical year-end 1988 test year as a starting point, to
which certain adjustments for known and measurable changes occurring after

December 31, 1988 should be made.
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Both Michigan Gas and the Staff except to the ALJ’s recommendation.
Although conceding that the ALJ’s proposal is more appropriate than that spon-
sored by the Staff, Michigan Gas asserts that its fully-projected test year
provides the mést accurate representation of the period during which the rates
approved in this case will be in effect. Furthermore, Michigan Gas objects to
the ALJ’s conclusion that the utility’s proposal represented 1ittle more than a
budget request. According to Michigan Gas, the record reflects that actual
expenditures for plant additions during the first 11 months of 1989 exceeded by
$1.18 million the additions included in the utility’s direct case for all of
1989. Michigan Gas therefore contends that its original projections were not
mere budgetary wishes, but rather represent a reasonable cost of future service.
In contrast, the Staff’s exception regarding this issue appears to arise from its
belief that test year data should be based, in significant part, upon more easily
verifiable historical data. The Staff therefore contends that no adjustments
should be made to its proposed test year. The Staff also believes that, by using
November 1988 cost levels adjusted for inflation through 1990 and by considering
year-end 1988 plant-in-service as being in place throughout the test year, its
proposal was already highly beneficial to the utility. However, the Commission
finds that these parties’ exceptions regarding the recommended test year are not
well-taken.

Rate cases are, by their very nature, complicated. The United States
Supreme Court recently observed in Duquesne Light Company v Barasch, 488 US 299,
109 S Ct 609, 102 L Ed 2d 646 (1989), that "the economic judgments required in
rate proceedings are often hopelessly complex and do not admit of a single cor-
rect result." (102 L Ed 2d at 661.) As with many of the other aspects of rate
proceedings, the selection of a test year has no single correct answer. This is
illustrated by the fact that other states employ different approaches for the
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selection of a test year. For example, in Georgia the use of a projected test

year is mandated by state Taw. See Re Savannah Electric & Power Company, 90 PUR

4th 563 (1985). However, in Iowa the most recent historical test year must be
utilized, subject only to the availability of existing and verifiable data
respecting costs and revenues. See Iowa Power & Light Company, 92 PUR 4th 299
(1988).

A ‘test year is a device employed to determine representative revenues,
expenses, rate base, and capital structure for use in the rate-setting formula.
A test year may employ historical, projected, or a combination of historical and
projected data. A historical test year uses the latest known level of activity
as a normal representation of future levels of éctivity, whereas a projected test
year uses a future expected level of activity that incorporates normal changes
in activity levels from one year to the next. However, both historical and pro-
jected test years use future expected price levels. Thus, so-called "historical”
test years and "fully-projected" test years seek to set future rates by project-
ing future costs. The difference between the two is that historical test years
are based on the assumption that known business activity levels are representa-
tive of normal future business activity levels, while projected test years are
based on attempts to project future changes in known business activity levels.

Michigan does not have a statute that requires the use of any particular
type of test year. Rather, the selection of a test year is within the Commis-

sion’s broad ratemaking power and expertise. Consumers Power Company v Michigan

Public Service Commission, 181 Mich App 261 (1989). The Commission is therefore

free to select any reasonable methodology that is consistent with the objective
of determining the level of investment on which the shareholders of the utility
are entitled the opportunity to earn a fair rate of return, as well as the Tevels
of expenditures that the utility is entitled the opportunity to recover. While
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it is true that the Commission has frequently utilized fully-projected test
years, it does not follow that we are bound to select Michigan Gas’s proposal
over either the historical test year proposed by the Staff or the modified
historical test year recommended by the ALJ. Similarly, the fact that the
Staff’s proposal constitutes a more pure form of a historical test year does not
require its selection over the test year ﬁsed in the PFD. As was recently stated
by this Commission, "[i]t is the overall objective of fairness, rather than
devotion to a particular methodology, that is of paramount importance."
(December 7, 1989 order in consolidated Cases Nos. U-8678, U-8924, and U-9197,
p. 13.)

In this case, the need for fairness dictates that we reject both tﬁe fully-
projected test year sponsored by the utility and the historical year-end 1988
test year proposed by the Staff. We agree with the ALJ that at least portions
of Michigan Gas’s projected test year figures constitute 1ittle more than budget
requests, which would unnecessarily inflate the utility’s revenue requirements.
We further agree that strict adherence to the Staff’s historical test year does
not provide the most accurate estimate of future conditions in light of the
recent plant improvements initiated by the utility’s new management. However,
because the Staff’s proposed historical test year provides incentive for Michigan
Gas to operate more efficiently, produces simpler rate proceedings, and depends
on more easily verifiable data, we find that it should be adopted as the starting
point for our calculation of the utility’s revenue requirements. We further hold
that those figures should be revised to reflect known and measurable changes

occurring after December 31, 1988.
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IV.
RATE BASE
A utility’s rate base consists of the capital invested in plant, less accum-
ulated depreciation, plus the utility’s working capital requirements. Based on
1988 data, the Staff proposed that $53,677,049 be adopted as Michigan Gas’s total
rate base, consisting of $46,015,000 in net utility plant and $7,662,049 in work-
ing capital. In contrast, Michigan Gas calculated its projected rate base to be
$68,484,386, composed of $60,019,890 in net.utility plant and $8,464,496 in work-

ing capital. Adopting the Staff’s figure for working capital and increasing the

.proposed net utility plant figure to $48,002,439, the ALJ recommended a total

rate base of $55,664,488.

Net Utility Plant

Jon A. Kosht, the utility’s Vice-President of Rates, Regulation, and Gas
Supply, and Steven R. Makowski, its Manager of Engineering and Gas Control, tes-
tified that Michigan Gas’s plant was inadequate and out-of-date, included sub-
standard pipe and distribution facilities, and was in questionable repair. They
further stated that the utility’s gas control and monitoring system‘was so anti-
quated that it was of little use in the areas of safety, security, and economic
protection. Thus, they indicated that over $14 million in construction projects
would be necessary during 1989 and 1990 to remedy various deficiencies in Michi-
gan Gas’s utility plant. However, because this additional plant investment was
scheduled to occur after December 31, 1988, none of the $14 million was included
in the Staff’s proposed historical test year. According to the Staff, its use
of a year-end plant-in-service figure--rather than the lower figure that would

result from the traditional 12-month averaging approach--was sufficiently bene-
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ficial to Michigan Gas to justify strict adherence to the Staff’s proposed
December 31, 1988 cut-off.

Due to her earlier adoption of the Staff’s 1988 year-end figures as a
starting point for any discussion of the utility’s rate case elements, the ALJ
concluded that there was no remaining dispute regarding inclusion of the Staff’s
$46,015,000 of plant-in-service. None of the parties challenged this conclusion.
However, several areas of dispute arose concerning proposed adjustments for
known and measurable changes to the utility’s plant-in-service occurring after

December 31, 1988.

a. The SCADA System

In order to improve its gas control and monitoring abilities, Michigan Gas
elected to purchase and install a computerized SuperQisory Control and Data
Acquisition (SCADA) system. The cost of this project, which replaced what
Mr. Makowski termed an "antiquated" and "barely adequate" gas control, data
acquisition, and safety monitoring system, totalled $398,000. However, because
only 2 of the system’s 37 monitoring stations were hooked into the computer by
December 31, 1988, the Staff concluded that the SCADA system should not be
included in the utility’s rate base. In response, Michigan Gas submitted
uncontroverted testimony showing that the system became fully operational during
1989 and that no further work on the project was required. The ALJ therefore
concluded that the SCADA system was used and useful, and recommended that the
cost of this project be recognized as a known and measurable addition to plant-
in-service.

No exceptions to this recommendation were filed by the parties.2 Because

2A]though the Staff excepted to the ALJ’s general recommendation that known
and measurable changes be allowed to historical test year figures, this exception
was fully addressed in the preceding section of this opinion and order. Fur-
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the ALJ’s recommendation is supported by the record, the Commission finds that
the $398,000 cost of the SCADA system should be iné]uded in Michigan Gas’s plant-

in-service.

b. Century Pipe Replacement

Michigan Gas has instituted a program to replace certa{n sections of distri-
bution pipe installed in its system between 1970 and 1974. This pipe, manufac-
tured by the now-defunct Century Plastics Company (Century), has experienced a

higher than expected rate of failure. Thus, in addition to replacing the most

dangerous sections of Century pipe during 1987 and 1988, Michigan Gas proposed

spending approximately $2.5 million during 1989 and 1990 on further replacement
activities. Michigan Gas therefore asserted that, if its fully-projected test
year were adopted, all costs of this proposed pipe replacement should be included
in the utility’s plant-in-service. The utility also provided rebuttal testimony
indicating that approximately $610,000 had been spent during the first 11 months
of 1989 on Century pipe replacement. Michigan Gas therefore asserted that, even
if the Staff’s historical test year were adopted, this $610,000 would constitute
a known and measurable change that should be added to net utility plant.

The Staff objected to Michigan Gas’s proposal to include the $2.5 million
budgeted for Century pipe replacement during 1989 and 1990. According to
Ramakrishna Veerapaneni, Supervisor of the Gas Operations Section of the Commis-
sion’s Gas Division, the utility had a]ready replaced the sections of pipe that
posed the most significant safety concerns. Due to the utility’s failure to show
that the remaining segments of Century pipe have "undergone substandard operating

experiences and are subjected to suspected deleterious environmental stresses,"

thermore, on page 2 of its replies to exceptions, the Staff specifically stated
that it does not except to the ALJ’s position regarding the SCADA system.
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