STATE OF MICHIGAN
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In the matter of the application of
MICHIGAN CONSOLIDATED GAS COMPANY
for authority to increase its rates and for other relief.

Case No. U-13898

In the matter of the application of

MICHIGAN CONSOLIDATED GAS COMPANY
for approval of depreciation accrual rates and other
related matters.

Case No. U-13899
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At the April 28, 2005 meeting of the Michigan Public Service Commission in Lansing,

Michigan.

PRESENT: Hon. J. Peter Lark, Chairman
Hon. Robert B. Nelson, Commissioner
Hon. Laura Chappelle, Commissioner

OPINION AND ORDER GRANTING RATE RELIEF

On September 30, 2003, Michigan Consolidated Gas Company (Mich Con) filed an
application and supporting testimony and exhibits seeking a general rate increase in the annual
amount of approximately $193.6 million, based upon a projected test year ending December 31,
2005, Case No. U-13898. Mich Con also filed an application and supporting testimony and
exhibits for approval of revised depreciation accrual rates, Case No. U-13899. Concurrently with

its general rate case filing, Mich Con filed a motion for partial and immediate rate relief requesting



approximately $153.7 million* based upon a projected test year ending December 31, 2004. Mich
Con’s rates were last adjusted by the October 28, 1993 order in Cases Nos. U-10149 and U-10150,
which granted the utility a $15.7 million annual increase in rates.

On December 10, 2003, a prehearing conference was held before Administrative Law Judge
Mark E. Cummins (ALJ) in both cases. In Case No. U-13898 (the rate case), the ALJ granted the
petitions to intervene filed by the Association of Businesses Advocating Tariff Equity (ABATE),
Attorney General Michael A. Cox (Attorney General), the National Energy Marketers Association,
Dominion Midwest Energy, Inc., and Dominion Reserves, Inc., Utility Workers Union of
America, AFL-CIO, Local No. 223 Social and Welfare Association, and Lakeshore Energy
Services, L.L.C. (Lakeshore). The ALJ denied the petitions to intervene filed by The Muskegon
Development Company, Ward Lake Drilling, Inc., and Quicksilver Resources Inc. The ALJ also
granted the petitions to intervene filed by ABATE and the Attorney General in Case No. U-13899
(the depreciation case). Although the ALJ consolidated Cases Nos. U-13898 and U-13899, the
interveners’ participation was limited to the proceedings in which they sought intervention. The
Commission Staff (Staff) participated in both proceedings.

Evidentiary hearings were held on May 18 and 24, and August 23, 2004. The record consists
of 1,524 pages of transcript and 110 exhibits. On September 21, 2004, the Commission granted
partial and immediate rate relief in the annual amount of $35,311,000. The ALJ issued his
proposal for decision (PFD) on December 10, 2004 recommending that Mich Con be allowed to
increase its rates for gas service in the annual amount of $60,328,000, which is approximately

$25 million above the interim amount.

This number was later adjusted to $155.6 million.
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Exceptions to the PFD were filed on December 29, 2004 by Mich Con, ABATE, Lakeshore,
the Attorney General, and the Staff. Replies to exceptions were filed on January 7, 2005 by

Lakeshore, and on January 10, 2005 by Mich Con, ABATE, the Attorney General, and the Staff.

DESCRIPTION OF APPLICANT

Mich Con, a subsidiary of DTE Energy Company (DTE), is a Michigan corporation with its
principal offices located at 2000 Second Avenue, Detroit, Michigan 48226. Mich Con is a public
utility subject to the jurisdiction of the Commission and it is engaged in the acquisition, storage,
transportation, distribution, and sale of natural gas and other related services to approximately
1.2 million residential, commercial, and industrial customers within the state of Michigan. The
company’s service territory includes the metropolitan areas of Detroit, Grand Rapids, and Ann
Arbor, as well as communities in the central and northern sections of the lower peninsula and the
central and eastern sections of the upper peninsula. Mich Con currently provides service to its
retail natural gas transportation, storage, and distribution customers under rates, terms, and
conditions established in the Commission’s October 28, 1993 order in Cases Nos. U-10149 and

U-10150, which Mich Con implemented on January 1, 1994,

TEST YEAR

A test year is the starting point for establishing just and reasonable rates for both the regulated
utility and its customers. In its December 7, 1989 order in Cases Nos. U-8678, U-8924, and
U-9197, the Commission discussed the importance and the objective of an appropriate test year.

In that order, the Commission noted that a test year is a necessary device employed by the
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Commission to establish representative levels of revenues, expenses, rate base, and capital
structure for use in the rate-setting formula. Because Michigan has no statutory mandate to utilize
a particular type of test year, the selection of an appropriate test year is within the Commission’s
broad ratemaking power and expertise. The Commission is free to select any reasonable
methodology that is consistent with the objective of determining: 1) the level of investment on
which the shareholders of the utility are entitled the opportunity to earn a fair rate of return, and
2) the level of expenditures that the utility is entitled the opportunity to recover.

In judging the validity of the test-year data, the question to be asked is whether the method-
ology and the result are reasonable, not whether a more accurate or complex method can be
created. The overall objective is fairness, rather than devotion to a particular methodology.
However, the Commission has often cautioned that a reliance on projections can adversely
influence rates if those projections prove to be erroneous, and that judicious use of historical data
provides a clear view of the utility’s cost of providing service and of its expected revenues in the
chosen future period. To judge the validity of the test-year data presented in any record, the
question to be asked is whether the methodology and the result are reasonable. The economic
judgments required in a rate proceeding are complex and rest on the soundness of the underlying
data, the Commission’s confidence in that data, and the probability of projected future events;
those judgments do not point to a single correct answer,

A test year may be supported by historical, future, or a combination of historical and future
data. A complete historical test year uses actual audited operating data that are generally adjusted
for known and measurable changes. A future test year (frequently referred to as a projected test
year) uses projections to determine the levels of revenue, expenses, rate base, and capital structure

for a future period. In this proceeding, the parties used differing methodologies to achieve the
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2005 test year. Mich Con proposed a fully projected 2005 test year, based upon significant
amounts of projected data, proposed budgets, and possible future events. The Staff, however,
utilized Mich Con’s audited historical year 2002 results, adjusted for known and measurable
changes, to arrive at the Staff’s 2005 test year. However, as to certain test-year data, the Staff
proposed additional adjustments to accommodate unusual events that have a high probability of
occurring. The Attorney General opposed Mich Con’s use of a fully projected test year. The ALJ
determined that the Staff’s proposal was more appropriate, lacking the uncertainties that use of
fully projected data injects into the ratemaking process.

Mich Con excepts to the ALJ’s recommendation. In the company’s view, its projected data
provide the best evidence of the costs that the company will incur during the period in which the
requested rates will be in effect—only its evidence provides the most accurate reflection of future
events. Mich Con argues that the company’s witnesses provided competent and reliable evidence
regarding the projected capital expenditures and operation and maintenance (O&M) expenses
needed to provide utility services in the future. In the company’s view, the Staff’s historical fore-
casting approach will not create a proper test year, because that approach used only mechanical
adjustments to the historical base year.

The Staff supports its proposed historically based test year. In the Staff’s view, its case relies
on actual and verifiable information from a known starting point—the company’s audited 2002
historical year. From that base, the Staff states that it made adjustments for expected inflation and
other known and measurable changes. Moreover, the Staff states, it made additional adjustments
to accommodate unusual events that have a very high degree of probability. The Staff argues that
its test year is far more objective than Mich Con’s projected case, which is based primarily upon

budgets that are subject to change at the caprice of the utility’s management. Thus, the Staff
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argues, its test year provides a more prudent and careful base for the Commission’s regulatory
determinations.

In his brief to the ALJ, the Attorney General argues that the deciding factor regarding Mich
Con’s projected test-year data is whether the company’s evidence has persuaded the Commission
of its usefulness and accuracy—whether Mich Con has met its burden of proof based upon the
whole record and the nature of that record. The Attorney General notes that the projected data
depends primarily upon speculative increases in presently authorized expenses, or upon the costs
of projected capital assets/projects that are not currently in-service and have yet to be constructed.

The Attorney General states that under MCL 462.25, Mich Con’s current Commission-
approved gas rates, classifications, regulations, practices, and services are prima facie lawful and
reasonable. The Attorney General continues, stating that Mich Con bears the burden of going
forward with evidence and the burden of persuasion regarding any proposed changes in those
existing rates, classifications, regulations, practices, and services. He argues that because Mich
Con’s projected test year lacks a historical starting point, and because the company’s proposed
adjustments are not linked to known and measurable changes to a historical base, the company’s
projected evidence fails to prove by a preponderance of the evidence that the proposed increases in
rate base and expenses are just and reasonable.

ABATE supports the Staff’s historically based test year. ABATE states that the Staff’s
approach was not mechanical as argued by Mich Con. Rather, ABATE argues that the Staff
looked at all of the available data and then recommended additional increases for items that were
substantial, reasonably likely to occur, and largely beyond the control of the utility. In ABATE’s
view, the Staff’s approach represents the Commission’s preferred precedent; it uses historically

based data adjusted for known and measurable changes.
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The Commission is persuaded that the Staff’s use of a historical base year, adjusted for known
and measurable changes together with the specific additional adjustments made by the Staff for
unusual events, provides an appropriate means to establish rates for Mich Con in this proceeding.
The Commission has not overlooked Mich Con’s testimony. Rather, the Commission simply is
not persuaded of the accuracy of a substantial number of the projections and the proposed future
events contained within that testimony and its supporting documentation. Substantial forecasted
O&M increases in all business areas, as well as significant projected increases in capital expendi-
tures for the company’s related business areas, are contained within Mich Con’s testimony and
exhibits. However, the company provides little firm support that those increases and expenditures
will actually occur as forecasted. In the Commission’s view, while projecting considerable
increases in O&M and capital expenses, the company provides insubstantial assurance that the
planned expenditures actually will occur. The historical approach presented by the Staff provides
a firm, prudent, and appropriate base to establish just and reasonable rates for the test period. The
Commission will use it.

The Commission again takes this opportunity to state its preference for a historically based
test year adjusted for known and measurable changes. A properly adjusted historical test year
provides a firm, prudent, and practical basis for setting appropriate rates for the future period.
Moreover, as was done with the Staff’s approach in this case, the historically based test year may
include, when shown to be appropriate, adjustments for items that are substantial, reasonably
likely to occur, and largely beyond the control of the utility. By separately setting forth such
adjustments (with full justification and explanation), their appropriateness can be evaluated by the
Commission on a case-by-case basis. In the Commission’s view, these additional adjustments

must be unusual, and should only occur infrequently.

Page 7
U-13898, U-13899



RATE BASE

A utility’s rate base consists of the capital invested in used and useful plant, less accumulated
depreciation, plus the utility’s working capital requirements. The ALJ separated the Staff’s

adjusted rate base proposal of $1,885,450,0007 into net utility plant and working capital.

Net Utility Plant

The ALJ began his analysis of the proper net utility plant for the 2005 test year from the
Staff’s position. The Staff utilized the company’s audited December 31, 2002 balances of utility
plant-in-service less all accumulated depreciation. The Staff then adjusted the December 31, 2002
figure to remove part or all of four plant assets: 1) the Wet Header system,? 2) the Guardian
Building, Mich Con’s former corporate headquarters, 3) the Customer Information System (CIS),
Mich Con’s prior customer billing and information system, and 4) approximately $5.8 million of
computer equipment. The ALJ found these net utility plant adjustments to be appropriate; he
recommended their adoption.

Mich Con views as appropriate the exclusion of the Wet Header system, which the company
transferred to an affiliated company after the 2002 historical base period. Because that asset has
been transferred to an affiliate and is no longer within the utility’s asset base, it is appropriate to
remove the system and its effects from the test year. The Commission finds that the Staff’s Wet

Header adjustment should be adopted.

“Staff Reply Brief, Attachment A, p. 2.

%The Wet Header system is a pipeline transportation and gathering system in the northern
lower peninsula of Michigan. The system has been included in previous Mich Con rate cases.
However, Mich Con recently transferred the system to its affiliate, Mich Con Lateral Company.
See, the February 24, 2005 order in Case No. U-14189.
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While agreeing with the Wet Header adjustment, Mich Con excepts to the ALJ’s recom-
mendation regarding the Guardian Building, the CIS, and the $5.8 million in computer equipment.

ABATE supports the ALJ’s recommendation, as does the Staff.

The Guardian Building

The Guardian Building is a 39-floor landmark office tower, located at 500 Griswold Street,
Detroit, Ml 48226.* Prior to the merger of MCN Energy Group, Inc. (MCN), and DTE, the
Guardian Building was the corporate headquarters for MCN and also for its principal subsidiary,
Mich Con. It was almost exclusively occupied by Mich Con’s executive, administrative, and
centrally located operating personnel. After the merger of MCN and DTE in 2001, the Guardian
Building became redundant, and Mich Con moved its headquarters and related personnel to the
DTE complex located at 2000 Second Avenue, Detroit, MI 48226.

In the Staff’s view, at the time that MCN and DTE determined to merge (and the incidental
costs for that merger were evaluated by the companies), two corporate headquarters buildings
would have been seen as unnecessary. The consolidation of executive, administrative, and central
staff personnel was a result of, and caused by, the merger. The Staff argued, and the ALJ agreed,
that as of the 2001 merger, the Guardian Building was no longer used and useful in providing
utility service and should be removed from the 2002 historical year base. In the Staff’s case, the
Guardian Building asset and its related depreciation were removed from the 2002 historical year
base that was used to establish the 2005 test year. Consequently, that asset and its accumulated
depreciation do not appear in the rate base or the revenue requirement calculations for the Staff’s

test year. ABATE supports the ALJ’s determination.

“The discussion of the Guardian Building and the related matters includes the First Street
Parking Deck, which was available to those employees working at the Guardian Building.
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Mich Con excepts to the ALJ’s determination regarding the Guardian Building. In the
company’s view, the change in use of the Guardian Building was no different than the sale of any
other utility asset. The company argues that its initial purchase and later use of the building were
prudent actions, and the Commission should not now deny it recovery of all costs related to the
building’s premature retirement and eventual sale. The company acknowledges that its use of the
building was substantially reduced after the merger as Mich Con consolidated its operations during
2002 and 2003 with those of The Detroit Edison Company (Detroit Edison); the building was
eventually sold in late 2003.

Instead of removing the redundant asset from the company’s net utility plant as of the date of
the merger, in June 2003, Mich Con retired approximately $35.9 million of the Guardian
Building’s asset and depreciation account balances.> Five months later the building was actually
sold for $5 million. Utilizing the Guardian Building’s remaining asset and depreciation account
balances, Mich Con calculated that the November 2003 sale resulted in a loss of $17.3 million.
Mich Con proposed to defer and to amortize this loss over the remaining period that the Guardian
Building would have been depreciated.

Mich Con’s proposal effectively removes the Guardian Building asset from net utility plant,
albeit with a different depreciation account balance result than the Staff’s position. Mich Con’s
proposal also places the un-amortized loss-on-sale balance within the working capital calculation

allowing the company to earn a return on that balance; the yearly amortization of that loss appears

AA Tr. 1487.
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as an O&M expense (in lieu of Guardian Building depreciation expense) when calculating the
2005 test year revenue requirement.’®

Mich Con argues that the Commission’s past practice always has been to allow a utility to
defer and to amortize any extraordinary gain or loss on the sale of a utility asset.” Mich Con does
not agree with the Staff’s position that, rather than a utility asset sale, the redundancy of a second
corporate headquarters was a foreseeable product of, and thus a cost associated with, the merger of
MCN and DTE. Mich Con argues that, to adopt the Staff’s and the ALJ’s positions, precludes the
company from recovery of its prudent investment in the now-unnecessary corporate headquarters.
Accordingly, Mich Con would place a $17.1 million loss-amortization balance within working
capital for the test year and a $543,000 amortization expense in the test-year revenue requirement
calculation.

The Commission has reviewed both the Staff’s position and Mich Con’s position. The
Commission, like the ALJ, is persuaded that the redundancy of the Guardian Building was a
product of the merger—the usefulness of one of the two corporate headquarters would be impaired
by the merger and that fact was apparent and must have formed part of the basis for the price paid
by DTE for MCN. Thus, the redundant corporate headquarters became an asset that was not used
and useful for utility service and it must be removed from the company’s utility plant. The
Commission has reviewed the Staff’s proposed method to remove the Guardian Building and its
related depreciation from the 2002 historical year, as well as the company’s two-step method

during 2003 that created the loss that Mich Con desires to defer and to amortize. The Commission

®Granted, the depreciation and amortization amounts are not the same—but the ratemaking
effect is similar. The redundant corporate headquarters continues to be felt in rates.

"Citing the November 6, 1979 order in Case No. U-5955; the January 27, 1987 order in Case
No. U-8406; and the November 16, 1999 order in Case No. U-11636.

Page 11
U-13898, U-13899



finds the Staff’s method more appropriate; it more accurately reflects the nature of the event—the
asset ceased to be used and useful for providing utility service because of the 2001 merger and its
costs were inappropriate to continue as part of the company’s rate base.

Additionally, Mich Con argues that it must be allowed to defer and to amortize the loss on its
later sale of the Guardian Building because of past Commission precedent regarding the sale of
utility assets. However, the situation before the Commission is unlike those prior cases cited by
Mich Con where utility assets were sold at either a profit or a loss. Here, an asset ceased to be
used and useful for utility purposes because of the merger of two companies. Well after that asset
was no longer used and useful in utility service (and should have been properly excluded from rate
base), the asset was sold at a loss. Now the company seeks rate recovery of that loss. In the
Commission’s view, the loss on sale of an asset that was not used and useful for utility service
because of the merger is inappropriate for rate recovery—it is a cost generated by and assignable
to the merger itself. Accordingly, the Commission finds appropriate the Staff’s proposed
treatment of the removal of the Guardian Building from rate base and the later loss on sale of that
asset. Consequently, that asset and its related depreciation/amortization figures should not appear

in the 2005 test year net utility plant, working capital, or expense calculations.

Customer Information System

Prior to the 2001 merger with DTE, Mich Con implemented its CIS to provide improved
customer information and billing capabilities.® That system was installed because the prior system
had insufficient capabilities to meet many requirements, such as Y2K compliance and customer

choice possibilities. However, one of the major results of the 2001 merger was the integration of

The CIS is a client server-based computer system designed to integrate all customer service
business functions through use of a Windows™-based information management system tied to all
customer accounts by customer name. See, the June 2, 1998 order in Case No. U-11669.
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Detroit Edison’s and Mich Con’s customer billing and information needs into the Detroit Edison
Customer Information System. The movement of Mich Con’s customer billing and information
activities into the Detroit Edison system has substantially reduced the use of Mich Con’s CIS.’
However, the CIS continues to be accessed for archived information such as: date of service
initiation, billing complaints, usage history data, landlord and tenant disputes, and other
complaints.*®

Because the major portion of the CIS was not used and useful for utility service after the 2001
merger and migration to the Detroit Edison system, the Staff placed 10% of the CIS account
balance into the net utility component of its 2005 test year rate base calculation. In the Staff’s
view, only 10% of the CIS remains used and useful in providing utility service. In similar manner,
the Staff placed 10% of the CIS amortization amount as an amortization expense in calculating the
revenue requirement for the 2005 test year. In the Staff’s view, the CIS became unnecessary as a
customer information and billing system upon the 2001 merger, and it was known at the time of
the merger that the combination of Detroit Edison’s and Mich Con’s customer billing systems
would occur. Thus, the Staff states that the redundancy of the major portion of the CIS is properly
a cost of the merger; it is not an asset that is used and useful for utility service and appropriate for
inclusion within rate base. The Staff does recognize Mich Con’s statement that although the CIS
is not used for active customer billing, it is accessed for historical customer and account
information. Consequently, the Staff uses the 10% figures in its case to account for the CIS
portion that still may be used and useful by Mich Con when providing utility service. ABATE

supports the Staff.

% Tr. 968, 969.

194 Tr. 986.
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The ALJ recommended adoption of the Staff’s position, stating that the redundancy of the CIS
was a cost of the 2001 merger and that the Staff’s 10% figure is an appropriate approximation of
the portion of the CIS that remains used and useful for utility service.

Mich Con excepts to the ALJ’s recommendation. The company states that the accounting
order allowing deferral and amortization of the CIS cost established a 15-year amortization
period.** In the company’s view, the accounting procedures regarding the CIS may not be altered,
and, therefore, Mich Con must be allowed recovery in its rates of all CIS-related costs. Moreover,
the company states, although the useful scope of the CIS was diminished by the merger, the
system was a proper investment at the time it was made and the system is still accessed for
historical information. Accordingly, the CIS investment remains appropriate for rate recovery. In
the company’s view, the CIS was a pre-existing utility investment; its redundancy was not a cost
related to the merger of DTE and MCN.

The Commission has reviewed Mich Con’s arguments and the record. The Commission is not
revising the accounting procedures authorized in Case No. U-11669. Rather, the Commission
must determine if the CIS asset is used and useful for utility service, and, consequently, is
appropriate for inclusion in the test-year rate base. The Commission is persuaded by the Staff’s
argument that the redundancy of the CIS customer billing system occurred because of the merger
of DTE and MCN; the existence of the two customer billing systems was known by the two
companies at the time of the merger and was one of the economies that DTE considered when it
purchased MCN. Consequently, the redundancy of the CIS is a cost of the merger, and the total
cost of the CIS is not properly an item to be recovered in Mich Con’s rates because the substantial

majority of the asset is not used and useful in providing utility service.

115ee, the June 2, order in Case No. U-11669.
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The CIS is a complete customer service business system although it is now used mainly to
retrieve historical customer information. In the Commission’s view, it is that portion of the system
that remains used and useful when providing utility service; a portion that is appropriately part of
rate base and depreciation expense for the test year. The Commission finds that the Staff’s 10%
allowance is an appropriate approximation of the portion of the CIS that remains used and useful

in providing utility service to Mich Con’s customers.

Miscellaneous Computer Equipment

The Staff excluded approximately $5.8 million in computer equipment and related
depreciation from the historical 2002 base year plant in service. In response to the Staff’s data
request, Mich Con initially stated that this computer equipment had been retired from service
because it could not be located. In responding to further inquiries from the Staff, the company
revised its response—the computer equipment had been retired because it could not be “relocated”
from the Guardian Building following the merger of MCN and DTE and the subsequent
consolidation of Mich Con’s headquarters from the Guardian Building into the DTE complex on
Second Avenue in Detroit.'? In the Staff’s view, the computer equipment was retired substantially
in advance of the end of its useful life and that forced retirement occurred because of the merger—
the equipment could not be moved from the Guardian Building to be used at a different location.
Moreover, the Staff argues, the company should not be rewarded for its tardy response to the
Staff’s request for clarification regarding the company’s apparent misplacement of the equipment;
the timing of the company’s response did not allow the Staff to further investigate treatment of this

particular asset. ABATE supports the Staff’s position.

124 Tr. 1167.
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The ALJ was persuaded that the premature retirement of this computer equipment was caused
by, and a cost of, the merger of DTE and MCN. Moreover, the ALJ was unpersuaded by the
company’s argument that the accounting treatment afforded the computer equipment pre-
determined its rate treatment.** The ALJ recommended use of the Staff’s position regarding this
computer equipment.

Mich Con excepts to the ALJ’s recommendation. In the company’s view, the Commission-
authorized accounting treatment for this equipment allowed its amortization; therefore, the cost
must be allowed for ratemaking purposes. Moreover, it asserts that the purchase of the equipment
was appropriate at the time it occurred; and while the equipment became unnecessary after the
merger, the cost of the premature retirement of the equipment cannot properly be attributed to the
merger.

The Commission has reviewed the company’s arguments and the related evidence. The
Commission is persuaded by the Staff’s argument that the computer equipment became unneces-
sary because of the merger, and that the cost of the premature retirement of that equipment must be
attributed to the merger; it is not a proper cost for inclusion within the test year. Again, the
Commission is not revising the company’s prior accounting treatment, rather the Commission has
determined that this asset is not used and useful in providing utility service and should not be
included within test-year calculations.

Beyond this, the Commission is concerned regarding the company’s tardy response to the
Staff’s request for information. The Staff is a necessary point of information for the Commission;
its input is vital if the Commission is to discharge its statutory duty to establish just and reasonable

rates for those entities under its jurisdiction. Jurisdictional entities have access to significant

135ee, the June 2, 1998 order in Case No. U-11660.
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resources and vast amounts of company-specific information. Without a rapid and open response
to Staff inquiries, the Commission is deprived of an informed viewpoint from the Staff.
Accordingly, Mich Con should not be encouraged to obstruct the Staff’s review.

For the preceding reasons, the Commission finds that the appropriate net utility plant for the

2005 test year is: $1,269,920,000.*

Working Capital

In addition to net utility plant, the 2005 test year rate base also includes a working capital
calculation. Working capital is the amount of funds required to bridge the gap between the time of
payment of a utility’s expenses and the receipt of revenues from its customers. The Commission
extensively reviewed the issue in its June 11, 1985 order in Case No. U-7350, in which the
Commission determined that the balance sheet method should be used for ratemaking purposes.

The ALJ began his analysis with the Staff’s proposed working capital figure. He then
discussed five adjustments that Mich Con would make to that figure: 1) amortization of the loss
on sale of the Guardian Building, 2) addition of certain inter-company receivables, 3) addition of
amounts related to executive bonus and employee incentive plans, 4) a revision to the injuries and
damages balance, and 5) revision of manufactured gas plant (MGP) expenses.

The ALJ adopted only one of Mich Con’s adjustments—MGP expenses; he rejected the other
four. Mich Con excepts to the ALJ’s rejection of the company’s remaining four adjustments. The
Staff excepts to the ALJ’s inclusion of Mich Con’s MGP adjustment. ABATE supports the Staff’s
position regarding all of the adjustments. In addition, ABATE excepts to the inclusion of the pre-
paid pension expense balance within the Staff’s proposed working capital figure; ABATE would

remove that amount. If the pre-paid pension amount is not removed from the working capital

“The Staff’s Reply Brief, Attachment A, page 2.
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calculation, ABATE would include a negative net pension expense within the revenue deficiency

calculation.

Guardian Building

As previously discussed, the loss on sale of the Guardian Building is not appropriate for
inclusion within the working capital calculation for the test year. Thus, the Staff’s position is

correct.

Inter-company Receivables

The Staff excluded approximately $3.5 million related to non-utility activities from working
capital. This amount represents receivables due to Mich Con from affiliates for expenses incurred
by Mich Con on behalf of the affiliates.”> Mich Con argues that the Staff’s adjustment is one-
sided, removing only half of the accounting amounts that are related to these non-utility activities,
and misrepresenting the company’s true working capital needs. Mich Con states that offsets to the
$3.5 million of inter-company receivables exist in multiple accounts throughout its accounting
system, many of which are payables accounts. In Mich Con’s view, to separate each of these
offsets would be time-consuming and burdensome. Rather than identify the offsetting amounts
and properly account for them, the company states that it is simply easier to include the entire
amount related to non-utility activities thereby assuring that no offset would be missed. In Mich
Con’s view, the Commission cannot have intended for utilities to analyze and to allocate the detail
in individual accounts when it authorized the balance sheet working capital calculation method in
Case No. U-7350. Therefore, the company states, it is not necessary for it to analyze the offsetting

accounts and the Commission must increase its working capital allowance accordingly.

4A Tr. 1251, 1252.
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The Staff replies that if the company’s position is not supported by proper documentation,
making it unverifiable, then a disallowance is reasonable and appropriate.

In adopting the balance sheet method in Case No. U-7350, the Commission understood that
the balance sheet method would increase the allocations that would be required to be made.
However, given the significant resources employed by a utility when preparing and prosecuting a
rate case, those additional allocations were determined to be reasonable and appropriate. As stated
earlier regarding Mich Con’s tardy response to the Staff’s information request concerning “lost”
computer equipment, the Staff provides an important function in any proceeding before the
Commission. The Staff must be provided the information necessary for it to be able to present an
informed position. The information necessary to perform the offset calculation regarding these
inter-company receivables was appropriate for submission to the Commission and it is lacking in
this record. The ALJ cautioned the company regarding these inter-company receivables, that
when filing a rate case, a utility must expect to be audited by the Staff, and that when the audit
raises concerns, the utility should be more than willing to provide all information necessary to
remove those concerns. That did not occur here. The Commission is equally unpersuaded by
Mich Con’s argument that because the company chose not to present evidence to allow a proper
computation of the offsets to the Staff’s adjustment, then the Commission has no choice but to
include all of the non-utility related amounts because it is simply easier to include the entire

amount. Accordingly, the Commission finds the Staff’s adjustment proper.

Executive Bonus and Non-Executive Employee Incentive Plans

The Staff’s 2005 test year did not contain any amounts related to Mich Con’s executive bonus
plan and only 50% of the amount related to Mich Con’s non-executive employee incentive plan.

(Inclusion of these bonus and incentive plans within the 2005 test year would increase the working
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capital component of the rate-base calculation and would also increase O&M expense.) In the
Staff’s view, these plans do not provide significant value to ratepayers inasmuch as the plans are
designed to foster shareholder—not ratepayer—interests. The Staff states that in Mich Con’s last
rate case, Cases Nos. U-10149 and U-10150, the Commission determined that executive bonus and
employee incentive plans require a showing that the plan will not result in excessive rates and that
the benefits to ratepayers from the bonus and incentive plans, at a minimum, will be
commensurate with the programs’ cost. The Staff argues that the executive bonus plan, and the
non-executive employee incentive plan to a lesser degree, are primarily designed to enhance
shareholder value, not to create benefits to ratepayers. Consequently, the Staff excludes all of the
executive bonus amounts and 50% of the non-executive incentive amounts.

The Attorney General supports the Staff, but would go farther; he would exclude all of the
non-executive employee incentive amounts. The Attorney General argues that the evidence
presented by Mich Con does not show that the company’s ratepayers will receive adequate
benefits from those programs to justify including the costs of those programs within the 2005 test
year calculations.

The ALJ agreed with the Staff’s position. Mich Con excepts. The Attorney General supports
the ALJ’s recommendation, but continues his request to exclude all of the non-executive employee
incentive amounts.

In Mich Con’s view, its executive bonus and non-executive employee incentive plans are
market competitive and provide benefits to ratepayers. Mich Con argues that the company’s levels
of executive and non-executive compensation are reasonable, and the Commission must include
all of the company’s proposed bonus and incentive plans within the 2005 test year calculations.

The company stresses that its incentive plans are designed to increase earnings per share, cash
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flow, customer satisfaction, and diversity placement, and that all of these goals greatly benefit
ratepayers. Thus, the company argues, it has met any rational and reasonable standard necessary
for the recovery of all costs of these programs.

The Attorney General reiterates his argument that Mich Con has not shown that the costs of
either the executive bonus or the non-executive employee incentive plans are commensurate with
any benefit that could flow to ratepayers. The Attorney General renews his request to eliminate
the remaining 50% of the non-executive employee incentive plan amount.

The Commission has reviewed the arguments and testimony related to Mich Con’s executive
bonus and non-executive employee incentive programs. A fair reading of the evidence demon-
strates that both of these programs seek to drive employee performance behaviors by rewarding
actions and behaviors that closely align the employees’ interests with growth in shareholder
value.®® While it is true that increased shareholder value may in some minor respect benefit
ratepayers, the Commission is not persuaded that the costs of each of these programs are com-
mensurate with the level of any benefits from the programs that may accrue to the company’s
ratepayers. For example, the weightings given to components of one of the plans were skewed at
least 70% to behaviors or actions related directly to shareholder value: 50% earnings per share
growth, 20% increased cash flow. Only a small portion of the program would reward behaviors or
actions that could fairly be said are directly related to ratepayer or societal interests: 10% safety,
10% diversity placements, and 10% ratepayer satisfaction.” Contrary to Mich Con’s statements,

the evidence presented by the company does not meet the standard set forth in Cases

82 Tr. 268 - 270.

2 1r. 271.

Page 21
U-13898, U-13899



Nos. U-10149 and U-10150. The Commission finds that any purported ratepayer benefits of the
executive bonus program are not commensurate with the program’s cost.

In keeping with the Attorney General’s suggestion, the Commission is not persuaded that the
benefits of the non-executive employee incentive plan have been demonstrated. Accordingly, the
Commission finds that the executive bonus and the non-executive employee incentive plans should

not be included within the test-year calculations.

Injuries and Damages Balance

The Staff’s working capital calculation includes an amount for an injuries and damages (1&D)
reserve balance. The Staff’s 2005 test year O&M expenses contain an O&M expense that is based
upon a five-year average of cash 1&D expenses net of insurance recoveries. In Mich Con’s view,
the working capital 1&D reserve balance can only represent an amount that is additional to yearly
cash expenses—an excess comprising all accumulated provisions for 1&D less all cash outlays.
Inasmuch as the Staff’s position regarding the appropriate O&M expense for 1&D does not take
into account any such accrued expenses, Mich Con states that any 1&D reserve balance must
therefore be funded only by shareholders and thus is excludable from the working capital calcula-
tion as a non-utility item. The ALJ reviewed prior Commission precedent and determined that the
Staff’s position was appropriate. ABATE supports the ALJ’s recommendation.

Mich Con excepts to the ALJ’s inclusion of the 1&D reserve balance in the working capital
calculation. Mich Con reiterates that because the Staff’s O&M expense for 1&D is based on a
five-year average of actual cash 1&D expenses, any 1&D reserve can only represent an amount that
is non-utility in nature—it is funded by shareholders.

The Commission has reviewed Mich Con’s arguments and the related evidence. The

Commission is persuaded that the Staff’s position is correct. In Mich Con’s view, the test-year
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O&M expense levels dictate the working capital calculation. That is not correct; the two are
related, but not inseparable—they need not run in lock-step. The test-year O&M expense level is
an exercise to arrive at a reasonable approximation of the expenses that are appropriate and that
the utility will incur in the test year. The test-year working capital calculation is an exercise to
arrive at a reasonable approximation of the level of funds needed to bridge the time period
between the utility’s payment of expenses and its receipt of funds—the amount of funds needed to
run the day-to-day business of the utility.

Thus, the Staff’s use of a five-year cash average for I&D O&M expense replicates what the
average expense has been; it is a proper approximation of the reasonable test-year expense level.
Equally so, the historically based 1&D reserve balance reasonably replicates what the utility
usually has on hand; it is a proper approximation of the reasonable level of working capital that the
company will need to run the day-to-day business of the utility. They need not be twins, for each
performs a different function. For these reasons, the Commission finds the Staff’s position

reasonable and proper.

Manufactured Gas Plant Remediation Expenses

The issue of Mich Con’s MGP environmental remediation costs, recoveries, and expenses has
not been reviewed by the Commission since 1993 during the company’s last rate case, Cases
Nos. U-10149 and U-10150. Rate recovery of MGP environmental remediation costs did not
occur in those cases, although the outline for such rate recovery was established. During the last
decade, much has occurred related to that issue and Mich Con’s treatment of it, with little guidance
sought by the company for such an extremely unusual category of O&M expense, its apportion-

ment, and its eventual rate recovery. Thus, this is the Commission’s first opportunity to determine
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whether the company has carried out the Commission’s directives and policy regarding recovery
and apportionment of this unusual item.

The starting point for this review is the Commission’s long-standing determination that these
unusual environmental expenses should be fairly apportioned between a utility’s shareholders and
its ratepayers. The Commission has followed this policy in its treatment of MGP remediation
costs for all Commission-jurisdictional entities."® MGP remediation costs arose because of the
method of manufacture of gas in prior years—which was neither illegal nor improper. Residues
from that manufacture of gas are now recognized as environmentally hazardous requiring proper
remediation. While the Commission could have reasonably determined that these legacy costs
were a shareholder responsibility, it did not. Equally so, the Commission determined that present
ratepayers should not bear all of the cost related to long-past energy production.

To provide an equitable and fair resolution of this complex historical environmental problem,
the Commission has permitted deferral and amortization of the MGP remediation costs, which
allows an O&M expense item and a working capital component to appear in a rate proceeding
when the utility’s revenue requirement is determined and its general rates are established. The
O&M expense portion of cost recovery primarily falls on the company’s ratepayers. However, the
amounts so deferred and amortized do not earn a return as a working capital component (nor is the
amount amortized recovered) until the costs are reviewed by the Commission and determined to be
appropriate. This inability to earn on the deferred amount (or to recover amortized MGP costs
prior to the Staff’s review) falls on the utility’s shareholders and also acts as an incentive for the

utility to aggressively minimize all deferred amounts.

183ee, the April 13, 1995 order in Case No. U-10630 (Peninsular Gas Co); the March 11, 1996
order in Case No. U-10755 (Consumers Power Co); the March 27, 1997 order in Case
No. U-10960 (Aquila, Inc. d/b/a Michigan Gas Utilities).
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Beyond this future recovery philosophy to share responsibility between ratepayer and share-
holder, in Mich Con’s particular situation the initial remediation expense was to be borne by Mich
Con’s shareholders alone. This treatment of the initial cost was reasonable and appropriate
because the utility had already embarked upon that course well before asking the Commission for
its opinion. Approximately $11.7 million in environmental remediation costs had been expensed
by the company in 1984, with no direction or policy determination sought by the company.
However, Mich Con endeavored to reverse its expense treatment years later when it discovered in
1987 that retroactive deferral and amortization would create an O&M expense item in its rate case
revenue requirement calculation. The Commission found Mich Con’s request for retroactive
revision inappropriate and declined to accommodate Mich Con for its prior action:™ but later
allowed the company the above-described recovery mechanism for its future incremental MGP
costs.”

In the hearings leading to the company’s last rate order in 1993, the Staff set forth procedures
to deal with the MGP deferral and amortization—including any possible recovery from third
parties, either other potentially responsible parties, insurance carriers that may have provided
coverage, or others. Because those procedures had not yet been implemented and such third-party
recoveries had not yet occurred, the prudence of the company’s minimization of its cost exposure
and any action taken to recover costs from third parties would need to be reviewed prior to rate

recovery.?* This proceeding is the first opportunity the Commission has had to do so.

9See, the December 22, 1988 order in Cases Nos. U-8635, U-8812, and U-8854, pp. 32 - 34.
93ee, the October 28, 1993 order in Cases Nos. U-10149 and U-10150, pp. 140 - 148.

211d., and Cases Nos. U-10149 and U-10150, 17 Tr. 3449 - 3453,

Page 25
U-13898, U-13899



Since the 1993 rate case, Mich Con has been able to settle environmental claims with its
various insurance carriers. While the pursuit of the insurers began because of the MGP situation,
the eventual recoveries primarily relate to a complete settlement of all of the company’s environ-
mental claims against the insurer.? In short, Mich Con is precluded from recovering on any future
environmental claim at any site. Inasmuch as the recovery amount relates to all of Mich Con’s
sites and claims, that amount must be apportioned. The Staff and Mich Con differ as to how to
apportion the recoveries as well as the related legal costs.

Much of the deferral and amortization of the MGP costs (including the third-party recoveries)
has already occurred. In its pleadings, Mich Con appears to argue that the Commission may not
revise any of the company’s prior MGP-related accounting entries—although that is precisely
what the company requested of the Commission in Cases Nos. U-8635, U-8812, and U-8854 for
its initial $11.7 million expenditure. But, in any event, the Commission is not revising Mich
Con’s prior accounting entries. Rather, the Commission must establish a just, appropriate, and
reasonable level of MGP O&M expense and working capital reserve for the test-year calculation—
nothing more. And it will do so, keeping in mind the Commission’s evenhanded cost-sharing
policy for these legacy costs.

The total insurance recovery proceeds received by Mich Con from various insurers during the

period of 1996 through 2004 is $21,021,296. The Staff calculated this amount, which includes an

220One recovery relates only to MGP; one other relates only to the Kalkaska Inlet Facility,
which is a gas processing facility at Kalkaska, Michigan and a terminus of the Wet Header system;
4A Tr. 1210. The Staff’s and Mich Con’s exhibits and testimony treat these amounts distinctly;
the discussion that follows deals with the general insurance recovery, although the exhibits
correctly treat these as distinct for allocation purposes.
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updated schedule of insurance recoveries provided by Mich Con.?® The insurance recoveries relate
not only to MGP sites, but also to the Wet Header system’s Kalkaska Inlet Facility (KIF), the
ANR/Loreed storage facilities, Citizens Gas Fuel MGP costs, and other non-MGP environmental
claims. Once the total insurance recovery was allocated, both Mich Con and the Staff subtracted
legal expenses from each distinct amount. Mich Con states that MGP was the prime mover for the
insurance recoveries and the settlement of all other claims was merely injected by the insurance
carriers during final negotiations to settle any and all remaining items. Thus, Mich Con allocates
almost all of the legal expense costs to MGP and a very small amount to non-MGP areas. The
Staff, however, takes a contrary position. In the Staff’s view, the legal expenses relate to all of the
areas and should be allocated proportionally. The Staff argues that the total settlement would not
have occurred but for the legal work done to initiate the MGP recovery requests; thus, the late-
injected total settlement concept is equally responsible for the initial legal work that created it.

The Commission is persuaded by the Staff’s position and finds that its allocation of the legal
costs is more equitable and appropriate than that proposed by Mich Con. Had Mich Con not
begun the MGP recovery, then the insurance carriers would not have had a vehicle to offer the
total settlement. Thus, it is inappropriate for the MGP area to bear all legal costs. In equal
measure, the Commission agrees with the Staff’s position regarding the minor amounts Mich Con
included within legal costs that relate, not to outside legal assistance, but rather to in-house legal
work. Those in-house employees are not incremental to Mich Con, and are an appropriate part of
the company’s general in-house legal expenses, which are recovered elsewhere in Mich Con’s

rates.

%*The updated schedule included an additional $371,296 not included within Mich Con’s
Exhibit A-9, Schedule C-2-6.
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Mich Con includes as part of its MGP expenses costs related to two employees that manage
consulting/contracting firms that perform MGP-related work. The Staff excludes these costs,
arguing that the deferral and amortization of MGP expenses relates only to incremental costs. In
the Staff’s view, full-time employees of the utility are not incremental costs; those costs are more
appropriately recovered elsewhere in Mich Con’s rates. In Mich Con’s view, the company hired
additional full-time central staff project management employees and because those corporate
employees perform work related to MGP sites, their employment costs are incremental and thus
eligible for deferral and amortization. As with Mich Con’s use of in-house legal counsel in
relation to the insurance recoveries, the Commission finds that use of in-house employees is not an
“incremental” MGP cost that is eligible for the unusual and extraordinary treatment that the
Commission has permitted for MGP costs. The deferral and amortization was designed to assist
Mich Con in these environmental expenditures, not to afford the company another method of
recovering costs related to its full-time central staff employees. Such expenses are more appro-
priately recovered elsewhere in Mich Con’s rates.

Mich Con apportioned part of the MGP insurance recoveries to the $11.7 million of MGP-
related expenses that the company had expensed in 1984—the same expense that the Commission
had declined to allow Mich Con to transform into a deferral in 1988. That amount was formally
expensed by the company substantially before it approached the Commission regarding recovery
of MGP costs, and before the deferral and amortization mechanism was proposed or authorized.
The Commission did not intend for that amount to become part of the recovery proposal
authorized simply because it had already been expended and could not form part of the proposal
before the Commission. Each proposal placed before the Commission since 1988 has always

involved how MGP costs would be treated on a “going-forward” basis. And, the Commission has
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consistently stated that the costs would be apportioned fairly between shareholder and ratepayer.
Accordingly, the Commission finds that the insurance recoveries (which occurred after authoriza-
tion and implementation of the deferral methodology) could only have been used as an offset to
MGP costs that were eligible for that deferral methodology under any fair reading of the Commis-
sion’s orders. Thus, the Staff’s position is appropriate.

Moreover, the MGP deferral and amortization proposals placed before the Commission
always contemplated that third-party recoveries might occur; however, the timing of any recovery
was not known. The accounting procedure treated the two—MGP incremental cost and third-party
recovery—similarly, but the plain reasoning behind the third-party recovery always was for it to
be an offset to MGP incremental amortization expense. However, the issue has not been exten-
sively reviewed prior to this proceeding because it was never brought before the Commission.
Mich Con determined to seek what third-party recoveries it could obtain. And, the timing of that
recovery as well as the timing of the actual MGP remediation expenses was always within the
company’s control.

Thus, when the unusual situation arose where the company’s accounting practices would
allow such third-party recoveries to effectively evaporate as an offset to MGP remediation
expenditures, the company did so—never seeking input from the Commission in any manner
although the result was plainly contrary to the Commission’s stated policy regarding recovery of
MGP expenses.

As stated earlier, the Commission is not revising Mich Con’s accounts. Rather, the
Commission must establish an equitable, reasonable, and appropriate MGP O&M expense and
working capital allowance so that appropriate rates may be established for the test year. The

Commission finds inappropriate the company’s one-sided interpretation of the stated MGP policy,
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especially when it could easily have sought guidance on such an important and unusual issue for
which it had never before sought rate recovery. The Commission is persuaded that the Staff’s
position regarding the appropriate test-year MGP O&M expense figure and the MGP reserve
balance figure for the working capital calculation serves as a proper proxy to set just and
reasonable rates for the test year. The Commission will utilize those figures in this rate case.
Moreover, the amortization and deferral procedure authorized for Mich Con is modified such that
third-party recoveries shall now offset MGP costs, and when such an offset cannot occur, then the

amortization period for the third-party recoveries is suspended.

Pre-paid Pension Expense Balance

Present accounting procedures require Mich Con to evaluate the yearly costs of pensions that
will be provided to its employees. The procedures are designed to produce an appropriate pension
expense for an accounting period, but are greatly dependent upon the investment return from
pension assets, actuarial projections, plan expenses, etc. Each of these may have a substantial
effect on the yearly pension expense to be recorded by the company. For a number of years, this
accounting calculation has actually resulted in a negative expense. The recording of the negative
expense creates an asset that is the sum of the various negative amounts—future positive expense
amounts would reduce that asset. Mich Con’s existing pre-paid pension expense asset has grown
quite large—$376.3 million, and it forms part of the working capital calculation for the test year.
The amount is a non-interest earning utility asset and is appropriately part of working capital.

However, in developing the test-year expenses, it became apparent to the Staff and to Mich
Con that the test-year pension expense would be large and would be negative. Such a negative
expense when placed within test-year O&M reduces a revenue deficiency, but does not provide

any offsetting cash flow from rates to accommodate the creation and support of the pre-paid
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pension expense asset. Rather than continue to see the increased growth of the pre-paid pension
expense asset, with its increased working capital requirement, the Staff and Mich Con both
proposed that Mich Con’s pension-expense level be established at zero for purposes of setting
rates within this proceeding. The Staff and Mich Con also proposed that the Commission
authorize Mich Con to record a regulatory liability in its financial statements for any negative
pension costs as determined under generally accepted accounting principles. Thus, any future
growth in the prepaid pension asset would be offset by the regulatory liability, eliminating any
further growth in the working capital requirement.

While that approach accommodates test-year and future pension expense, the large pre-paid
pension expense asset balance still exists and still forms part of necessary working capital. Thus,
both the Staff and Mich Con include the pre-paid pension expense asset when calculating the test-
year working capital. The ALJ recommended adoption of the Staff’s and Mich Con’s position as a
reasonable resolution of the negative pension-expense puzzle. Inclusion of the pre-paid pension
expense asset balance within the working capital calculation allows the company to earn a return
on the asset that it has funded through the recognition of negative O&M pension expense.

ABATE excepts to the ALJ’s recommendation, primarily regarding use of the pre-paid
pension expense asset balance within working capital. To a lesser extent, ABATE would
recognize the negative pension expense when calculating the test-year revenue requirement. In
ABATE’s view, the negative nature of the pension expense effectively lowers Mich Con’s revenue
deficiency. If that negative expense is not to be recognized within O&M expenses, thus benefiting
ratepayers, then those same ratepayers should not be required to provide Mich Con with a return
on any negative pension expense asset balance as part of the working-capital calculation. ABATE

argues that it is improper to ask that ratepayers forgo the benefit of negative pension expense when
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calculating test-year expense levels, but at the same time suffer increased cost when calculating
working-capital requirements for that test year. ABATE views the two as cognates; what happens
to one must happen to the other.

The Commission finds that ABATE’s argument is not accurate. The pre-paid pension-
expense asset represents a non-interest producing utility asset comprising the cumulative negative
pension expenses that the company has encountered. The Staff’s and Mich Con’s position
provides an approximation of a reasonable level of that asset, which must be accounted for as part
of the test-year working-capital calculation. The pre-paid pension expense asset exists, it is
appropriate, and it should be included within the working capital calculation. And, under the
Staff’s proposal, that asset will not continue to grow.

As regards utilization of a zero level for an appropriate O&M pension expense for the test
year, the Commission finds the Staff’s and Mich Con’s proposal reasonable and appropriate.
Setting the O&M pension expense level at zero for ratemaking purposes will provide Mich Con
necessary and reasonable cash flow, it will stop the continued growth of the pre-paid pension
expense asset, and the accounting for negative pension expense requested by Mich Con will
prevent further growth in the working capital requirement, thus providing benefits to future
ratepayers.

For the preceding reasons, the Commission finds that $620,004,000 is an appropriate amount
of working capital for the 2005 test year.

Based on the Commission’s findings regarding net utility plant and working capital as
explained above, the Commission finds that $1,889,924,000 is the appropriate rate base for the

2005 test year.
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V.

RATE OF RETURN

To calculate the 2005 test year revenue requirement, a rate of return must be applied to the
established rate base. In his PFD, the ALJ reviewed Mich Con’s capital structure and the cost of
each source of capital. He examined the testimony presented regarding the proper capital structure
for Mich Con, the appropriate level of common equity, the various levels of debt, and the costs
associated with common equity, long-term debt, and short-term debt; he made recommendations
regarding each issue. Only one exception was filed to the ALJ’s recommendations; it involves
Mich Con’s objection to the elimination of Other Interest Bearing Debits (OIB Debits).

The Commission has reviewed the ALJ’s recommendations and the supporting testimony and
exhibits of the company’s and the Staff’s rate-of-return witnesses. The Commission finds that a
permanent capital structure of 50% common equity and 50% long-term debt for Mich Con is a
reasonable proxy for use when establishing rates for the test year; thus, Mich Con’s permanent
capital is $860,937,000 in common equity and an equal amount of long-term debt. The Com-
mission finds appropriate a short-term debt level of $112,704,000, a customer deposit level of
$9,567,000, an Other Interest Bearing Credits (OIB Credits) level of $25,349,000, a deferred
investment tax credits (ITC) level of $657,000, a deferred federal income tax (FIT) level of
$301,447,000, and a job development income tax credits (JDITC) level of $18,682,000. The
Commission finds that for purposes of calculating rates for the test year, the following cost of
capital rates are appropriate: a cost of common equity rate of 11%; a long-term debt rate of
6.57%; a short-term debt rate of 3.10%; a customer deposits rate of 8.79%; and an OIB Credits

rate of 1.15%. Further, the Commission finds that the cost of JDITC should be equal to the
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weighted cost of permanent capital (maintaining the proposed 50/50 debt/equity ratio), and both
deferred ITC and deferred FIT should be cost free.

Only one item of Mich Con’s rate of return remains contested, OIB Debits. The ALJ
recommended that OIB Debits be excluded from the capital structure. Mich Con excepts. The
Staff and ABATE support the ALJ’s recommendation.

Other interest bearing items are either assets that have an associated return or liabilities that
have an associated cost. Typically, these items consist of inter-company note receivables (OIB
Debits) or inter-company payables (OIB Credits).** In Mich Con’s view, these items are related to
the same inter-company loan policy and should be treated exactly the same. If one is included
within the capital-structure calculation, then the other must also be included. The Staff included
OIB Credits within its calculations, but excluded OIB Debits. Mich Con argues that, although the
inter-company receivables loans increase the company’s cost of capital—thus increasing costs to
ratepayers, it is not proper to exclude them while including inter-company payables loans, which
decrease the company’s cost of capital. Mich Con states that separating the other interest bearing
items for ratemaking purposes is contrary to the Commission’s rate case filing requirements and
should not be permitted.?

The Staff’s position regarding other interest bearing items is rather straight forward. The Staff
included OIB Credits in its calculations because this particular component represents another
source of capital, similar to a bank loan. Mich Con has an inter-company loan agreement and can
use capital from inter-company subsidiaries in the form of credit facilities at rates that are similar

to use of the company’s bank credit facilities. However, the same cannot be said of OIB Debits,

244 Tr. 770.

2See, the June 11, 1985 order in Case No. U-7350.
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and the Staff did not include those receivables in its calculations. A portion of the OIB Debit
amount proffered by Mich Con is a receivable due to Gas Cost Recovery (GCR) under-collections;
the Staff does not foresee or anticipate GCR under- or overcollections—the separate GCR process
governs these amounts, and the Staff believes that it is imprudent to include such an item within
Mich Con’s capital structure. Another component of Mich Con’s OIB Debit amount was
approximately $90 million of inter-company loans to Mich Con’s parent, DTE—Ioans that
increase Mich Con’s overall cost of capital.?® In the Staff’s view, an appropriate inter-company
loan policy should not harm ratepayers by increasing the company’s cost of capital. Thus, the
Staff states, OIB Debits are not properly included when establishing the 2005 test year
calculations.

The Commission has reviewed the ALJ’s recommendation, and the related testimony and
exhibits. The Commission is persuaded that the Staff’s position is appropriate and that OIB Debits
should not be included within the capital calculations for the 2005 test year. A prudent inter-
company loan policy would not increase the cost of capital to be borne by the company’s rate-
payers, nor is inclusion of a GCR undercollection amount appropriate. Thus, it is not reasonable
to include the OIB Debit amount proffered by Mich Con within the test-year calculations. The
OIB Credit amount is appropriately included precisely because terms supporting the various inter-
company payables are reasonable. As to Mich Con’s argument regarding the filing requirements
of Case No. U-7350, that case only established the use of the balance sheet method for calculating
working capital within a rate case. The Commission separately determines what is reasonable,
appropriate, and proper as part of the test-year capital structure. Here, the Commission is

persuaded that in this fact situation, it is not reasonable to include OIB Debits in the cost-of-capital

24 Tr. 1194 - 1196.
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calculation for the 2005 test year. Accordingly, the Commission finds that the ALJ’s
recommended rate-of-return calculations as described above should be adopted.

For the foregoing reasons, the Commission finds that Mich Con’s overall rate of return for the
2005 test year is 7.19%.

V.

THROUGHPUT

An important element of the test-year calculations, throughput, represents the total gas sales
and transportation volumes delivered to end-use customers during the test period. This number is
then used to compute test-year revenues. And, combined with customer numbers in each rate
class, throughput is heavily involved in rate-design issues.

Mich Con and the Staff each provided test-year throughput proposals. As with its entire case,
Mich Con relied heavily on projections when it developed its proposed throughput numbers and
customer count figures. Mich Con’s two market witnesses, Kevin M. J. McCrackin, Director,
Market Services & Gas Supply, and George H. Chapel, Manager, Market Forecasting, supported
test-year projections of 1,249,272 sales customers, 737 end-use transportation customers,

182 billion cubic feet (Bcf) of sales volumes, and 128 Bcf of transportation volumes. The
company based much of its presentation on computer-generated trend analyses to forecast the
number of customers and expected annual gas consumption. The company’s case uses 10-year
weather-normalization.

The Staff’s proposed throughput numbers and customer counts were primarily based upon the
historical 2002 base year levels, adjusted for known and measurable changes. In the Staff’s view,
only known and measurable trends should be used to reduce customer count and throughput

amounts. Moreover, the Staff (consistent with past Commission practice) utilized a 30-year
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weather-normalization to adjust the historical 2002 throughput volumes before beginning its
remaining adjustments. Based on the testimony of its witness, Michael L. Collins, Manager, Rates
& Tariffs Section, Regulated Energy Division, the Staff supported test-year projections of
1,231,119 sales customers, 758 end-use transportation customers, sales volumes of 195.5 Bcf, and
transportation volumes of 138.7 Bcf.

The ALJ recommended use of the Staff’s projections. ABATE supports the ALJ’s recom-
mendation. Mich Con excepts. The company argues three main points regarding weather

normalization, demolitions, and the loss of transportation volumes.

Weather Normalization

Mich Con argues that its use of 10-year weather-normalization provides a more accurate view
of what may likely happen during the test year. The company argues that the 10-year weather-
normalization technique provides the lowest variability over time and is superior to any other
method, as verified by the company through the Root Mean Square Error test. In the company’s
view, its 10-year weather-normalization technique more accurately minimizes the effect of
abnormally hot or cold weather from the test year; no other method is appropriate.

The Staff supports its use of the 30-year weather-normalization technique. In the Staff’s view,
weather-normalization is a technique used to eliminate the variability in consumption due to the
effects of weather that occurred during the historical base year; weather-normalization is not
properly used to predict consumption during the future test year. The Staff argues that the Com-
mission has continually used a rolling 30-year average for weather normalization. The Staff
acknowledges Mich Con’s argument that the company’s 10-year averaging technique may produce
accurate results. However, the Staff notes that such may not always be the case inasmuch as in 11

of the 22 years listed on Mich Con’s Exhibit A-11, Schedule F-2-1, the 30-year technique
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produced a more accurate result than did the 10-year technique. In the Staff’s view, inadequate
evidence has been presented to cause the Commission to shift from its preferred normalization
technique.

The Commission has reviewed the arguments, testimony, and exhibits. The Commission, like
the ALJ and the Staff, is not persuaded that it should revise its practices and now begin utilization
of the 10-year weather-normalization technique. While that technique may at times provide more
accurate results, the Commission finds particularly telling Exhibit A-11, in which the 10-year
technique provided a more accurate result in only 11 of 22 instances. The 30-year technique
provided a more accurate result in the remaining 11 instances. Each technique provided a more
accurate result in only 50% of the instances. That record hardly supports abandoning the existing
technique for a new one. Thus, the Commission finds reasonable and appropriate the Staff’s use
of a 30-year technique to normalize the weather of the 2002 historical base year. In the Commis-
sion’s view, the Staff is correct: weather normalization is used to eliminate the variability in
throughput due to the effects of weather that occurred during the historical base year, not to predict

weather during the future test year.

Demolitions

Mich Con argues that the Staff’s position does not account for volume reductions that
occurred because of housing unit demolitions, nor does it account for on-going conservation by
existing customers. Mich Con states that on average its Wayne and Washtenaw counties service
territories experience 4,654 demolitions per year. The company argues that these demolitions
translate into approximately 580,000 thousand cubic feet (Mcf) of throughput loss—a loss that the
Staff’s position does not recognize. Moreover, the company argues, existing customers are

conserving, using less gas. Mich Con states that it projects conservation throughput loss of
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approximately 3,600,000 Mcf. In the company’s view, the Staff’s position ignores these
demolition and conservation losses and must be adjusted to recognize both of these throughput
losses.

The Staff states that demolitions within Wayne and Washtenaw counties are offset by the
growth in other areas of the company’s service territories—the evidence shows a consistent net
gain of customers in spite of any demolitions. Essentially, customers are relocating within the
Mich Con service territories; load has not been lost, it has been relocated. Moreover, the Staff
argues that Mich Con has not shown that gas volumes actually were delivered to the demolished
housing units during the 2002 historical base year—if volumes were not flowing to those housing
units during 2002 then that loss is already contained within the Staff’s throughput figures. Simply
put, a demolished home that sat vacant during the test year already has been excluded from the
historical base year volumes, to adjust for demolitions would double count for the volume loss.
The Staff states that its test year does not ignore conservation trends. On the contrary, the Staff
argues, the historical 2002 base year captures ten years of historical conservation that have
occurred since Mich Con’s last rate case in 1993. In the Staff’s view, the record does not support
Mich Con’s projected continued increase in the level of conservation losses.

The Commission is persuaded that the Staff’s view regarding demolitions and conservation is
the more appropriate. The Commission has cautioned that, unless it can be demonstrated that a
demolished housing unit received service during the historical base year, then to adjust for the
throughput loss may well improperly double count that loss. The record does not contain evidence
that the demolished housing units actually did receive service during the historical base year.
Moreover, the record demonstrates that overall the number of housing units receiving service from

Mich Con is increasing, lending considerable support to the Staff’s argument that Mich Con’s load
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has not been lost, it has relocated. The Commission is equally persuaded that the Staff’s position
reasonably and properly accounts for conservation—the Staff’s historical base year includes all
trends relevant to that issue that have occurred over the last decade. To make Mich Con’s

adjustment may well double count known and measurable conservation losses.

End-Use Transportation

Mich Con argues that the Staff’s position does not properly account for the recent trending of
end-use transportation (EUT) loss. In Mich Con’s view, EUT has been on a downward trend since
2000 and will continue to trend downward. Mich Con argues that a permanent transportation
market loss has occurred—EUT customer numbers have decreased and will not increase; and
because of plant closings and manufacturing load reductions, an improved economy will not see
increased EUT throughput in Mich Con’s service territories.

The Staff argues that Mich Con paints an overly pessimistic view of EUT throughput. The
Staff argues that while EUT volumes dropped from 2002 through 2004, a statistically valid trend
has not been established. The Staff points out that during the period of 1996 through 2003, Mich
Con’s transportation volumes decreased during 1997 and 1998, substantially increased during
1999 and 2000, decreased during 2001, increased during 2002, and decreased during 2003. In the
Staff’s view, the historical volatility of the company’s EUT throughput makes the extreme
reductions predicted by Mich Con unlikely to occur. The Staff argues that its proposal properly
sets a level for EUT transportation that is reasonably likely to occur.

The Commission has reviewed the arguments and the evidence regarding the downward trend
in EUT throughput. Quite simply, because of the historical volatility of the EUT volumes over the
recent past, the Commission finds that the Staff’s position provides a more appropriate and

probable picture of what may likely occur. Mich Con’s reductions are substantial and are based on
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the premise that all of the EUT volumes that have been lost will never be recovered. Given the
dramatic fluctuations in EUT volumes over the last decade, it is much too premature to adopt Mich
Con’s discouraging view of the future bas