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15,

in sccordance with industry standards and endorsed by a Professional Engineer (P.E.) and/or
Professional Gealogist (P.G:) duly-llcensed in South Carolina. Unless othersiso roquestsd,
ane (1) paper copy and one (1) eloctronic copy (.pdf format) of each document prepared
mdwﬂﬁICoWAmummubembm:uedwﬂnDepnuMm:ijectMmger
Unlmoﬂwwiudimﬁdmwﬂﬂng.aﬂmmpmdme.workplnamdmporbee
submitted to the Department’s Project Manager at the follawdngu;ldms.

Tim Homosky

South Carolina Depertment of Health and Environmental Control
Bureau of Land and Waste Management

2600 Bull Street

Columbis, South Carolina 29201

homostr@dhec.sc.gov

Relmburse the Department on 8 quarterly basl, for all past, presont and fiture costs, direct
and Indireet, incurred by the Department pursuant to this Consent Agreement and as
pravided by law. Oversight Costs include, but are not limited to, the direct end indirect costs
of negotisting the terms of this Consent Agreement, reviewing plans and reports, supervising
corresponding work and activities, and costs associated with public participation. The
mm:mmammmmndmmmmmmmamdmimum
show the persormel involved, amount of time spent on the project for each person, expenses,
mdoﬂm_spociﬁém.mmmmdmwmwmmwimmmmym)dayufﬂn
dato of the Department’s involoe; however, it is not  violation of this Conssat Agreement If
lase payment is curod within tirty (30) dditional days.

15'. NoﬁfyﬂaeDcpnﬁnentmwrhhgnleutﬂw(S)dnylbeforethudnduleddeadline
xfmyewmoecunwhichwuuormaywmadellylnmuﬂngmyofﬂmm
scheduled dxtes for completion of any specified activity pursuant to this Consent Agrecment. .
Duks Energy shall describe in detail the anticipated length of the delay, the preclse cause or
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17.

uusesofdehy.ifaseemlnable,themmmeaukenortobcmkmwpmmto:mlnimlm
thedelay.lndﬂ\eﬁmenblehywhichDukeEmrgypwposuthdﬂloummmuwmbe
implementod. Tho Department shall provide written notice to Duke Energy as soon e
practicable that 8 specific extension of time has boen granted or that no extension has been
grantod. An cxismion shall be granted for any scheduled sctivity delaysd by an event of
fommdmwlﬂchstmllmeanmywtnﬁsingﬁomcms«.beyondmeconml ofbulé
Energy that causes & delay In or provents tho pecformance of any of the conditions under this
Consent Agreement including, but not limitad to: a) scts of God, fire, war, Insurrection,
civil disturbance, explosion; b) advetse wesather conditions that could not be reasonably
anticipated causing umusual delay in transportation and/or field work astivities; ¢) restraint
by court order or order of public authority; d) insbility to obtaln, after exercise of reasonable
diligence and ﬁmaiy nuﬁnhtal of ali required applications, ﬁy necessary authorizztions,
approvals, pmﬁit;orﬂcmdmmncﬁonorhmcﬁonofﬁygovmmnllmor
authority; and ©) delays caused by compliance with applicable statutes or regulations
goveming comm:ting procurcment or Bcquisition procedures, despits the exercise of
reasonable diligence by Duko'Bnety. Eventts which are not force mycm inciude by
examgle, but aro not limited to, unanticipated or inceeased costs of performance, changed
economlc circumsiances, normal precipitation events, or failure by Duke Encrgy to exarclse
dmdﬁwhohhhgmmmﬂpmﬁmp«&mmgmoﬂmmmmofm
ConnntAgmemcmmmypmedmmoeswytopmvideperfoﬂnmcepmmnﬂothe
provisions ofthls CommtAgreement. Any extension shall be granted at the sole discretion
ofduDepmmincorpomodbymfemceummfmeablepmﬁﬂﬂsComun
Agreement, and, thereafier, bnfeﬁdmmmcmﬁemmﬂnmnmwm

Bmplwmofmenepmmmekmpwnwmﬂmmmmnnmbadmw
mdunngnmmlbmmmhomouunyﬂmworkmderthlscmumwmls
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being performed or during any environmental emergency or imminent threat situation, as

determined by the Department or as allowed by applicable law.

IT IS AGREED THAT this Consent Agreement shall be binding upon and inure to the
bmemofnanwyuﬂMommdhmm.agmm.mdmmmmmm
administrators, wucmors,mdmmmdtothebcneﬁtofthebapaﬂmutuﬂmymcmor
dgency of the State of South Carolina that may have responsibility for and jurisdiction over the
mbjxtmmofﬁhComﬁAm-DuhEnugymynotmimhﬂWmobﬂgﬁom
mdarﬂﬁchmmtAgreementwﬂhomthepﬂorwﬂwmconmtowwDepmmm.

lT!SFURﬂlERAGREEDthatMImwmeetmydeadunemmp«fomtbemqulmmmm
of this Consent Agreement without an approved extension of time and failure to timely curs s notsd
belorw, may be decmed a violation of the Pollution Control Act, the South Carolina Hazardous Waste
Management Act and/or the Solid Waste Management snd Policy Act, as amended. Upon
uumminguymchviolmon,ﬁwDeputnentahaﬂmﬁfyDuthhwﬂﬁngofwm
deemed violation and that appropriate action may be initiated by the Dopartment in the appropriate
forum to obtain compliance with the provisions of this Consent Agreement and the aforesaid Acts,
Duke Eergy shall have thirty (30) days to cure any deemed violations of this Conseat Agreement.
Applicable peoaltics may begin to acorus afier Issuamce of the Department’s determination that th
alleged viotation has not been cured during tht thirty (30) day period. A

W Page Folbm)

10
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FOR THE SOUTH CAROLINA DEPARTMENT
OF HEALTH AND ENVIRONMENTAL CONTROL

ElpepQOuast w28/l

Director of Environmental Affairs

g M oue:_ /28 /14~
X Chief i "
Bureau of Land and Waste Management

L_[_Z— e F-27-1S
Van Keisler, P.G., Director

Division of Compliance and Enforcement

Reviewed By:

Db G A, Du_p A 100

Attomey
Office of Genera! Counsel

WE CONSENT:

DUKE ENERGY CAROLINA, LLC

Date: 7YES/W

)

John Elnitsky, Senior Vice President, Ash Basin Strategy
(Please clearly print name and title)

1
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Audit Exhibit GS-1

Duke Energy Carolinas, LLC
Operating Experience, Rate Base and Rate of Return Reflecting ORS' Proposed Increase
Total and Retail Electric
For the Test Year Ended December 31, 2017
Docket No. 2018-319-E
(000's Omitted)
| TOTAL ELECTRIC -NC & SC ] SOUTH CAROLINA RETAIL ]
m @ [O) “ ®) 6)
ORS After ORS
Total sC Accounting Accounting ORS After
Line Company Retail & Pro Forma & Pro Forma Proposed Proposed

No. Description Per Books Per Books Adjustments Adjustments Increase Increase

1 Operating Revenues 4 7315231 s 1,733,770 § (71.633) (A) § 1,662,137 § 77302 (R) S 1,739,439
2 Operating Expenses:

3 Fuel Used in Electric Generation H 1,473 809 s 338575 § 23771 (B) § 362,346 S 0 S 362,346
4 Purch. Pwr. & Net Interch. (Non-Fucl) 348,770 85,559 0 (O 85,559 0 85,559
S Other O&M Expenscs 1,920,225 469,026 (56,183) (D) 412843 0 412,843
6 Depreciation & Amortization 1,134,170 251,518 71516 (E) 323,034 0 323,034
7 General Taxes m321 85,270 8271 (F) 93,541 342 (9 93,883
8 Interest on Customer Deposits 8,500 1,023 0 1,023 0 ’ 1,023
9  Income Taxes 618934 149,043 (84.729) (G) 64319 19202 (T) 83,521
10 Amort of Investment Tax Credit (5.298) (1,265) 9 (H) (1,256) 0 (1,256)
11 Total Operating Expenses s 5716431 S 1.378.749_§ (G7340) s 1.341.409 S 19544 s 1.360,953
12 Operating Income 1,538,800 355,021 (34.293) 320,728 57,758 378,486
13 Customer Growth 0 0 2889 (1) 2,889 520 (U) 3.409
14 Net Operating Income for Return s 1538800 S 355,021 S (31404) S 323617 S 58278 s 381,895
15 Rate Base:

16  Gross Plant in Service s 38,056,481 s 9,087,105 § 637046 () S 9724151 § 0 s 9,724,151
17 Accum. Depr. & Amort (15.274.676) (3.675.901) (40.121) (K) (3.716,022) 0 3.716,022)
18 Net Plant in Service 22,781,805 5.411,204 596,925 6,008,129 0 6,008,129
19 Materials & Supplics 1,010,030 . 233810 3,19 (L) 237,000 0 237,000
20 Working Capital Investment (1,697,174) (401,737) 9919 (M) (321.318) 0 (321,818)
21 Plant Held for Future Use 14,835 3974 9863 (N) 13,837 0 13,837
22 Nuclear Fuel 527,459 130,305 0 130,305 o 130,305
23 Accumulated Deferred Taxes (3,428,625) (877,452) (13,199) (0) (890,651) 0 (890,651)
24 Operating Reserves (343,589) (82,616) 0 () (82,616) 0 (82,616)
25 Customer Deposits 0 0 0 0 o 0
26 Construction Work In Progress 156, 36,872 312,295 (Q) 349,167 0 349,167
27 Total Rate Base s 19.021.340 $ ERENIR 983,993 s 5443353 S 0 s 3443353
28 Rate of Return 809% 797% 5.95% 7.02%
29 Return on Common Equity RNy LRt % i 7.28% 9.30%

6210 61 90ed - 3-61€-8L0Z # 19%90Q - DSOS - Wd €42 92 AlenigaZ 6102 - G314 ATIVOINOYLD
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9009

Explanation of Accounting and Pro Forma Adjustments - Retail

Duke Energy Carolinas, LLC

For the Test Year Ended December 31,2017
Docket No. 2018-319-E
(000's Omitted)

] @) @ @ ®) (6) ()] ® ©®) (10} €3] az 13
Fucl Purchased Accum,
Electric Used in Power and Other Deprec. Amort. Electric Deprec.  Materials
Adj. Operating  Electric Net oxM and General  Income of Cust. Plantia and and Working
Ne. Description Revenue Gen. Interchge. Expense Amort, Taxes Taxes 1TC Growth Service Amort.
§ s B s s s S s 5 s S s S
1 Annualize Retail revenues for current
rales
Per ORS 4,461 20 1,108
Per Company (46,477) (206)  (11,545)
2 Updsate fuel costs to approved rate and
other fuel related adjustments
PerORS 3,186 23,771 (5,136) (35,976)
Per Company 3,186 (27,433) 7,639 (35,976)
3 Adjust Other Revenue
Per ORS (2,735) 4) (8) 679)
Per Campany 0 0 0 [}
4 Adjust the amount of CWIP included in
rate base
Per ORS
Per Company
5 Eliminate unbilled revenues
Per ORS (63,683) (174)  (15,845)
Per Company (63,683) 174)  (15,845)
6  Adjust for costs recovered through non-
fuel riders
Per ORS (12,862) (52,053) 9,778
Per Company (12,862) (52,053) 5,778
7 Amortize deferred cost balance related
to Carolinas West Control Center
Per ORS 168 42) 3,501
Per Company 1,781 (444) 3,563
8  Annualize depreciation on year end
plant balances
Per ORS 9,059 (2,260) 9 (9,059)
Per Company 9,059 (2,260) 9 (9,059)
9  Annualize property taxes on year end
plant balances
Per ORS 3,538 (883)
Per Company 3,538 (883)
10 Adjust for new depreciation rates
Per ORS 13,304 (3319) (10,412) 5784
Per Company 13,304 (3319) (10,412) 5,784

62 40 0z 85ed - I-61€-810Z #19%00( - DSOS - Wd €}'2 92 Lienuged 6102 - A3TId ATIVOINONLS

Audit Exhibit GS§-2
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(14) (15) (16) (7

Lend Held  Accum,
for Deferred  Oper.

Supplics  Capital FutureUse Taxes Resv, cwip

s s s s
1,997
1,997
312,205
315,850
(874)
(889)
(1,443)
(1,443)



Audit Exhibit GS-2

1,009

Page2 of 4
Duke Energy Carolinas, LLC
Explanation of Accounting and Pro Ferma Adjustments - Retail
For the Test Year Ended December 31,2017
Docket No. 2018-319-E
(000's Omitted)
n (2) @) “@ ) 6) Y] 8) ®) (10) 1) 12) (13) (14) (15} 16) an
Fuel Purchased Accum.
Electric Used in Power and Other Deprec. Amort. Electric Deprec.  Materials Land Held  Accum.
Adj. Operating  Electric Net o&M and General  Income of Cust. Plant in and and Working for Delerred Oper.
No. _Description Revenue Gen, Interchge. Expense Amort. Taxes Taxes ITC Growth Service Amort. Supplies Capital Future Use Taxes Resv, cwip
S s s s $ s S s s s s s s s s s S
11 Adjust for post test year additions o
plant in service
Per ORS 16,304 3,443 (4.927) 492,169 (16,304)
Per Company 17,583 3,219 (5.150) 471,583 (17,595)
12 Reflect 2017 Lee Combined Cycle
addition to plant in service
Per ORS 723 4,346 817 (1,469) 144,877 (4,346) 828 (17,837
Per Company 723 3,947 810 (1,367) 143,531 (3.947) 828 (15,632)
13 Amortize deferred cost balance related
10 Lee Combined Cycle
Per ORS 563 (140) 14473 @3,611)
Per Company 7,154 {1,785) 14,309 (3,570)
14 Adjust for Lee Nuclear emortization
Per ORS 10,383 (2,591) 0 9,863 0
Per Company 10,399 (2,594) 114,386 9,863  (28,539)
15 Adjust reserve for end of life nuclear
costs
Per ORS 0 0 0 0
Per Company 6,975 {1,740) 6,975 {1,740)
16  Adjust coal inventory
Per ORS 2,362
Per Company 2,362
17 Adjust for approved regulatory assets
and liahilities
Per ORS (113) (6,256) 1,589
Per Company (113) {6,256) 1,589
18 Amontize deferred environmental costs
Per ORS 19,226 (4,797) 75,232 (18,770)
Per Company 48,381 (12,07) 193,522 (48,284)
19 Amortize deferred cost balance related
to SC AM!
Pcr ORS 2,175 (543) 19,210 (4,793)
Per Company 12,626 (3,150} 25,252 (6,300)
20 Nommalize for storm costs
Per ORS 966 (241)
Per Company 1,261 (315)

8240 Lg ebed - 3-61£-8102 #19%000 - 084S - Wd £1:2 9¢ Aerugad 6102 - 43714 ATTYOINOYL



8009

Audit Exhibit GS-2

Page 3 of 4
Duke Energy Carolinas, LLC
Explanation of Accounting and Pro Forma Adjustments - Retail
For the Test Year Ended December 31, 2017
Docket No, 2018-319-E
(000's Omitted) . .
(O] 2) @ @) ®) (6) Y] ) ) (10) an (12) (13) a4) (15) (16) 17
Fuel Purchased Accum.
Electric Used in Power and Other Deprec. Amort. Electric Deprec. Materials Land Held  Accum,
Adj. Operating  Electric Net 0&M and General  Income of Cust. Plantin and and Working for Deferred  Oper.
No. Description Revenue Gen. Interchge. Expense Amort, Taxes Taxes ITC Growth _ Service Amart, Supplies  Capital FutureUse Taxes Reav. CWIP
$ S s s 8 s S s $ N s s s s s s s
21 Annualize O&M non-labor exp
Per ORS 4] 0
Per Company 2,420 (604)
22 Normalize O&M labor expenses
Per ORS (7,083) 643 1,607
Per Company 10,502 729 (2,802)
23 Update benefits costs
Per ORS (1.816) 453
Per Company (48) 12
24 Levelize nuclear refueling outage costs
Per ORS (1,160) 289
Per Company (1,160) 289
25  Amortize rate case costs
Per ORS 268 67 (728) 182
Per Company 770 (192) 2,949 (736)
26  Adjust aviation expenses
deferred costs
Per ORS (773) (8) 195
Per Company (773) 8) 195
27 OPEN
Per ORS
Per Company
28  Adjust for credit card fees
Per ORS 2,517 (628)
Per Company 3,162 (789)
29 Adjust O&M for executive
compensation
Per ORS (139) 33
Per Company (948) 237
30  Adjust for Customer Connect Project
Per ORS [\ 1,063 (265) 0 0
Per Company 4,025 1,796 (1,452) 3,592 (856)
31 Adjust P
Per ORS 4,878 (1,217)
Per Company 5,650 (1,410)
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Audit Exhibit GS-2
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Paged of 4
Duke Encrgy Carolinas, LLC
Explanation of Accounting and Pro Forma Adjustments - Retail
For the Test Year Ended December 31,2017
Docket No.2018-319-E
(000's Omitted)
m @) @) @ ) © Y} @®) ©®) (10) an 12) (13 (19) asy  ag 7
Fuel Purchased . Accum,
Electric Used in Pawer and Other Deprec. Amort, Electric Deprec.  Materials Land Held  Accum,
Adj. Operating  Electric Net 0&M and Geners]l  Incame of Cust. Plzatin and and Working for Deferred  Oper.
No. Description Revenue Gen, Interchge. Expcose Amort. Taxes Taxes ITC Growth Service Amart. Supplies Capital Futurc Use  Taxes Reav. CcwiIp
s s 5 s s s s s S s $ S s s s S 5
32 Synchronize interest expense with end
of period rate base
Adjustment
Per ORS (2,934)
Per Company (4,526)
33 Adjust 1/8 O&M for accounting and pro
forme adjustments
Per ORS (4,052)
Per Company {6,752)
34 Adjust for 1ax rate change
Per ORS (52,097) 32,568
Per Company (52,097) 32,568
35 Adjust deferred cost balance related to
SC Grid
Per ORS 1,181 (295) 2,475 (618)
Per Company 3,356 (837) 3,356 (837)
36 Remove Certain Expenses
Per ORS (2,399) 599
Per Company 0 0
37 Customer Growth
- Adjustment
Per ORS 2,389
Per Company 2,330
Tota) Adjustments Per ORS (71,633) 23,771 0 (56,183) 71,516 8271  (84,724) 9 2,889 637,046 (40121 3,150 79,919 9,863 (13,199) 0 312,295
Total Adjustments Per Compan (119,836)  (27,433) 0 (26,582) 130,105 7,908 (107,478) 9 2330 621,114 (41,013) 3,190 330,960 9,863 (74,301) 0 315850
A) (B8 () (D) (E) (F) G) (H) U] W) (X) 3] ™) ™) ©) (P) ()]
Proposed Increase
g Adjust Revenue, Taxes, and Customer
Growth
Per ORS 71,302 0 342 19,202 520
Per Company 230,807 - 0 1,023 57,331 1,553
Tota) Adjustments Per ORS 77,302 a 0 0 1] 342 19,2(.I=2 0 520 0 0 0 0 0 0 0
Tota) Adjustments Per Company 230,807 1] 0 Q 1] 1,023 57331 0 1,553 b} 0 a 0 0 0 0
(R) 8) M )
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Duke Energy Carolinas, LLC
Electric Plant in Service at Original Cost
Test Year Ended December 31, 2017
Docket No. 2018-319-E

Audit Exhibit GS-3

(080's Omitted)
Total Eleetric South Carolina Retail
Total Company Per Accounting
Description Books Per Books Adjustments As Adjusted
Production b 20,770,049 § 4,961,737 § 419,695 § 5,381,432
Transmission 3,874,751 738,077 42,143 780,220
Distribution 11,345,730 2,901,033 132,760 3,033,793
General 1,122,460 269,162 31,739 300,901
Intangible Plant 943,491 217,096 10,709 227,805
Subtotal 3 38,056,481 3 5,087,105 $ 637,046 3 9,724,15 1
Nuclear Fuel 527,459 130,305 0 130,305
Total Electric Plant in Service k3 38,583,940 $ 9,217,410 8 637,046 3 9,854,456

6010
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Audit Exhibit GS-4

Duke Energy Carolinas, LL.C
Accumulated Depreciation and Amortization - Electric Plant in Service
Test Year Ended December 31,2017
Docket No. 2018-319-E

(000's Omitted)
Total Electric South Carolina Retail
Total Company Accounting

Description Per Books Per Books Adjustments As Adjusted
Production b (8,267,617) 3 (1,993,693) (32,112) § (2,025,805)
Transmission (1,403,966) (268,419) (1,075) (269,494)
Distribution (4,657,540) (1,191,005) (7,004) (1,198,009)
General (401,403) (95,522) 2,211 (93,311)
Intangibie Plant (544,150) (127,262) (2,141) (129,403)
Subtotal $ (15,274,676) 3 (3,675,901) (40,121) $ (3,716,022)
Nuclear Fuel 0 0 0 0
Total 3 (15,274,676) 3 (3,675,901) (40,121) § (3,716,022)

6011
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Duke Energy Carolinas, LLC
Materials and Supplies
Test Year Ended December 31, 2017
Docket No. 2018-319-E
(000's Omitted)

Audit Exhibit GS-5

Total Electric South Carolina Retail

Total Company Accounting
Description Per Books Per Books Adjustments As Adjusted
Fuel Stock:
Coal 3 193,823 5 47,882 3 1,997 5 49,879
0il 35,478 - 8,765 365 9,130
Total Fuel Stock s 229,301 5 56,647 3 2,362 3 59,009
Other Electric Materials and
Supplies and Stores Clearing 780,728 177,163 828 177,991
Tatal Materials and Supplies $ 1,010,030 $ 233,810 5 3,190 $ 237,000

6012
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Duke Energy Carolinas, LLC
Working Capital Investment
Test Year Ended December 31, 2017
Docket No. 2018-319-E

Audit Exhibit GS-6

’

(000's Omitted)
Total Electric South Carolina Retail
Total Company : Accounting

Description Per Baoks Per Books Adjustments As Adjusted
12 Mths O&M (Excl PP & Nuclear Fuel) 3 3,085,907 $ 731,480 8 (32,412) 699,068
1/8 of O&M Expenses 385,738 91,435 (4,052) 87,383
Less: Average Taxes Accrued (193,735) (79,853) 0 (79,853)
Subtatal: Investor Funds for Operations 3 192,003 3 11,582, $ (4,052) $ 7,530
Required Bank Balance 300 70 0 70
Unamortized Debt Expense 113,935 26,437 0. 26,437
Customer Deposits (120,758) (29,541) 0 (29,541)
Prepayments 15,298 3,634 0 3,634
Miscellaneous Deferred Debits and Credits (1,897,952) (413,919) 83,971 (329,948)
Subtotal: Other Investor Funds $ (1,889,177) 3 (413,319) $ 83,971 $ (329,348)
Total Working Capital Investment 3 (1,697,174) 3 (401,737) S 79,919 $ (321,818)

6013
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Duke Encrgy Carolinas, LLC
Weighted Cost of Capilal
Retail Electric Operations
For the Test Year Ended December 31, 2017
Docket No. 2018-319-E

Audit Exhibit GS-7

(000's Omitted)
Retail Per Books As Adjusted After Proposed Increase
Income Income Income
Capital Calculated Pro Forma Rate Embedded Overall For Rate Embedded Qverall Far Rate Embedded Overall For

Description Structure Ratio Ratio Base Cost/Return _ Cost/Return Return Base Cost/Return _ Cost/Return Return Base Cost/Return __ Cost/Return Return
Long-TermDebt  § 8,949,744 44.06% 47.00% § 2,093,549 4.63% 218% § 96,931 § 2,558,376 4.44% 209% § 113,592 § 2,558,376 444% 209% § 113,592
Members' Equity 11,361,076 55.94% 53.00% 2,360,811 10.93% 5.79% 258,090 2,884,977 1.28% 3.86% 210,025 2,384,977 9.30% 4.93% 268,303
Totals s 20,310,820 100.00%  100.00% $ 4,454,360 197% § 355,021 8 5,443,353 595% § 323617 S 5,443,353 702% § 381,895
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Audit Exhibit GS-8

Duke Energy Carolinas, LLC
Operating Experience, Rate Base and Rate of Return Reflecting The Company's Proposed Increase
Total and Retail Electric
For the Test Year Ended December 31, 2017
Docket No. 2018-319-E

GgLo9

(000's Omitted)
L TOTALELECTRIC-NC &SC | [ SOUTH CAROLINA RETAIL ]
m ® @) ) ® ©
ORS After ORS
Total sC Accounting Accaunting Company After
Line Cempany Retail & Pro Forma & Pro Forma Proposed Proposed
No. Description Per Books Per Baoks Adjustments Adjustments Increase Increase
1 Operating Revenuces $ 7,315,231 1,733,770 § (71,633) (A) $ 1,662,137 8 230,807 (R) S~ 1,892,944
2 Operating Expenses;
3 Fuel Used in Electric Generation s 1,473,809 338,575 § 23,771 (B) S 362,346 S 0 L) 362,346
4 Purch. Pwr, & Net Interch. (Non-Fuel) 348,770 85,559 0 ©) 85,559 0 85,559
5  Other O&M Expenses 1,920,225 469,026 (56,183) (D) 412,843 0 412,843
6 Depreciation & Amortization 1,134,170 251,518 71,516 (E) 323,034 0 323,034
7  General Taxes 277,321 85,270 8271 (F) 93,541 1,023 (S) 94,564
8 Interest on Customer Deposits 8,500 1,023 0 1,023 0 1,023
9  Income Taxes 618,934 149,043 (84,724) (G) 64,319 57,331 (T) 121,650
10 Amort. of Investment Tax Credit (5,298) (1,265) 9 (H) (1,256) 0 (1,256)
11  Total Operating Expenses s 5,776,431 1,378,749 $ (37.340) $ 1,341,409 S 58,354 s 1,399,763
12 Operating Income 1,538,800 355,021 (34,293) 320,728 172,453 493,181
13 Customer Growth 1) 0 2,889 (1) 2,889 1,553 _(U) 4,442
14 Net Operating Income for Return s 1,538,800 355,021 § (31,404) 3 323,617 § 174,006 S 497,623
15 Rate Base:
16  Gross Plant in Service s 38,056,481 9,087,105 $ 637,046 (J) S 9,724,151 § 0 S 9,724,151
17 Accum. Depr. & Amort. (15,274,676) (3,675,901) (40,121) (K) {3,716,022) 0 (3,716,022)
18 Net Plant in Service 22,781,805 5,411,204 596,925 6,008,129, 0 6,008,129
19 Materials & Supplies 1,010,030 233,810 3,190 (L) 237,000 0 237,000
20 Working Capital Investment (1,697,174) (401,737) 79,919 (M) (321,818) 0 (321,818)
21 Plant Held for Future Use 14,835 3,974 9,863 (N) 13,837 0 13,837
22 Nuclear Fuel 527,459 130,305 0 130,305 0 130,305
23 Accumulated Deferred Taxes (3,428,625) (877,452) (13,199) (O) (890,651) 0 (890,651)
24 Operaling Reserves (343,589) (82,616) o @ (82,616) 0 (82,616)
25 Customer Deposits 0 0 4} 0 [} 0
26 Construction Wark In Progress 156,599 36,872 312,295 (Q) 349,167 0 349,167
27 Total Rate Base - S 19,021,340 4,454,360 $ 988,993 s 5,443,353 S 0 $ 5,443,353
28 Rate of Return 8.09% 7.97% 5.95% 9.14%
29 Return on Common Equity 10.93% 7.28% 13.31%
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SONMPENTME SURREBUTTAL EXHIBIT SWH-1 (1 of 2)

SC Office of Regulatory Staff
Fifty-Fifth Audit Request
Item No. 55-1

Page 1 of 1

DUKE ENERGY CAROLINAS

Reguest:

55-1 Please identify all litigation expenses contained in the Company’s response to Utility
Rates Request #26 that are related to Coal Ash.

CONFID; nse:

Invoices listed in Utility Rates Request #26 that are highlighted in the attached confidential
spreadsheet relate to matters involving Coal Ash.

confidential DEC
ORS 55-1 Over 50k L
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COMABEMLIL, SURREBUTTAL EXHIBIT SWH-1 (2 of 2)
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OSNAEENTAL. SURREBUTTAL EXHIBIT SWH-2 (1 of 2)

SC Office of Regulatory Staff
Fifty-Fifth Audit Request
Item No. 55-2

Page 1 of 1

ENERGY A

Request:
55-2 Of those coal ash litigation expenses identified, please identify what account they are

booked to, and the SC Retail portion that was included in the Company’s Application for
recovery in rates in this docket.

CONFIDENTIAL Response:
See attached file, "Confidential DEC ORS 55-2 Over 50k Lit Exp 2017.xIxs."

]

Confidential DEC
ORS 55-2 Over 50k L
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GQMNEBENTW. SURREBUTTAL EXHIBIT SWH-2 (2 of 2)

o

)

Y

CONFIDENTIAL ORS 55-2
Litigation Expenss DEC 2017
DECORS 55-2
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‘ SURREBUTTAL EXHIBIT SWH-3

SC Office of Regulatory Staff
Fifty-Fifth Audit Request
Item No. 55-3

Pagelof 1

DUKE ENERGY CAROLINAS

Request:

55-3 How do the codes RC 8987and RC8749 relate to the document and information
presented?

Response:

RC 8987 and RC 8749 are internal Responsibility Codes that are used for internal budgeting and
internal reporting purposes. |

RC 8987 relates to an internal Litigation budget.

RC 8749 relates to an internal OGC Staff budget.

6020
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SURREBUTTAL EXHIBIT SWH-4

SC Office of Regulatory Staff
Fifty-Fifth Audit Request
Item No. 55-4

Page 1 of 1

DUKE ENERGY CAROLINAS

Request:

55-4 Counld you please elaborate on the “potential insurance recovery for coal ash” included in
the explanations for legal expenditures?

Response:

The term “potential” was used becanse recovery under the insurance policies is not

guaranteed. We are currently litigating the question of whether DEC and DEP are entitled to
coverage under the relevant policies. If we achieve successful settlements or court decisions in
these cases it could means millions of dollars of coal ash costs would be paid for under the -
policies versus being paid for by customers. Any net benefit from proceeds from the cases
would go directly to offset coal ash costs for the benefit of customers; however, we cannot say at
this time when this matter will be resolved.

6021
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Foreword

The principal purpose of this manual is to assist the
accountant familiar with accounting for businesses in
general in applying his or her training to the specialized
accounting practices of public utilities. The discussion
of the utility industry here is intended to include those
enterprises generally considered public utilities. Emphasis
is given to the electric industry, but the principles are also
applicable to the gas, telecommunications, water, and
wastewater industries. The manual focuses on cost of
service ratemaking concepts for public utilities

Currently, state and federal legislation is addressing
deregulation and competition. Utilities are involved

in mergers and acquisitions, becoming large national
and international organizations. Through restructuring,
many aspects of the regulated utility are opening up
to competition in the form of nonutility players in the
marketplace. The applicable cost basis is generally
market-based rates, under the Federal Energy Regulatory
Commission’s (FERC) re-regulation, as opposed to
deregulation, structure. An electric power generator’s
wholesale rates continue to fall under the FERC
regulatory structure.

Almost every industry has unique problems or practices

that affect its accounting. In certain industries the
unusual features are more obvious or perhaps more

6024

common than in other industries; such industries,
including the public utility industry are frequently
considered fields for specialists. The accounting practices
of utility companies differ in many ways from those

of other businesses; the use of systems of accounts
prescribed by regulatory authorities is not the least of the
differences. There are, however, more similarities than
differences; generally accepted accounting principles
apply to utilities just as to other industries, aithough their
application at times may be different.

Some of the material that follows also deals with
nonaccounting aspects of the industry. Moreover, there is
little or no discussion of thase aspects of accounting and
auditing that are substantially the same as the practices
in other businesses. This manual is not intended to be an
exhaustive study of the industry but rather a summary of
the unusual features of most interest to accountants and
auditors. The appendices provide a glossary and statistical
information about the largest public and private electric
and gas utilities.

Deloitte & Touche USA LLP

Regulated utilities manual A service for regulated utilibes

1
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‘1. Utilities and their regulators

General characteristics

From the viewpoint of public utility law, utilities are
distinguished as being a class of business “affected with a
deep public interest” and therefore subject to regulation.
Actually, many businesses have this characteristic — some
of the leading court cases on regulation affect activities
such as grain warehousing and railroads. Those businesses
generally classed as public utilities, however, are further
distinguished in that in most jurisdictions it is considered
desirable for them to operate as regulated monopolies. As
such, they are obligated to charge fair, nondiscriminatory
rates and to render satisfactory service to the entire
public on demand. In return, they are generally free from
substantial direct competition and are permitted, although
not assured of, a fair return on investment.

The industries generally classified as public utilities are:
1.Electric
2.Gas

3.Telephone
4.Water and sewerage

Certain other industries may also be classed as public
utilities. The services provided by these industries, however,
are generally not considered utility services when furnished
under private contract or when packaged as a commodity
for competitive sale (for example, electricity generated by
an unregulated power production facility, or bottled gas
or water). For our purposes, companies dealing in utility
services will be considered public utilities, whether or not
regulated. Although this discussion applies particularly to
regulated utility companies, much of it also applies to any
supplier of utility services, including governmental units.

Some of the economic characteristics of the utility industry
are discussed briefly in the following paragraphs.

Monopoly. Utilities are often referred 1o as “natural”
monopolies. As capital-intensive enterprises, utilities
operate most efficiently as the sole providers of services
in a given area. A single system has access to economies
of scale that may not exist with multiple systems. In
addition, the existence of a single system avoids the costly
duplication of facilities. For example, competitive services
by two electric utilities in a single residential neighborhood

would require the installation and maintenance of
duplicate distribution lines; a condition that would require
duplicate investments that in turn would increase the costs
per kwh delivered. This situation, which is undesirable for
reasons of public safety and aesthetics, would lead either
to unnecessarily higher costs or to insufficient earnings by
the utility. The latter may be as undesirable to the public
as the former, for protection of the investor is necessary to
attract capital. Some element of competition does exist —
electricity and gas compete with each other and with other
fuels, and companies compete for industrial customers
and wholesale sales — but competition at the retail level is
relatively limited. Likewise, the process of deregulation of
aspects of electric generation, natural gas transmission,
electric and natural gas wholesale pricing, and long-
distance telephone service, which began in the late

1970s and continued through today, has brought about a
significant change and increase in competition.

Regulation. Utilities generally are subject to regulation,
which becomes a substitute for the economic controls of
competition in assuring fair prices and adequate service.
A chief objective of the regulatory process is to secure the
efficiency of monopolistic operation without allowing the
enterprise to take advantage of its customers.

Necessary service. Utility services are essentials of
modern living rather than mere luxuries or conveniences.
In any large population center even a temporary failure is
serious, and a prolonged interruption is disastrous. Many
nonutility products and services, such as food and housing.
are necessities, but generally no one company has a
monopoly or even a large share of a given market. Since
utility services are a necessity, they must be available to all
customers on demand.

Single service. Utilities generally deal in a single service
— or at least offer a limited number of services; many
companies offer electric and gas service. Unlike industrial
companies, which may market a variety of products,
utilities may not alter or discontinue their output merely
because it might appear profitable to do so. An electric
utility is an excellent example of vertical integration — it
produces, transforms, transmiits, and distributes energy
to the ultimate consumer. Telephone and water service
are generally similarly integrated. With some exceptions,
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natural gas producers and transmission companies
generally do not engage in retail distribution. To a great
extent, a utility plant can be used only for producing and
delivering the single service for which it is designed.

Franchises and eminent domain. Utilities are
enfranchised by govemment and have the right of eminent
domain. Their property is dedicated to the public service,
and in general they must serve all who apply. Plant must be
adequate to meet demand at any time, despite seasonal,
weather, and other factors. On the other hand, franchises
are ordinarily exclusive, and utilities usually have the right
to use streets and highways and to condemn property
needed for the canstruction of fadlities.

Site restriction. Utilities are prevented, both by economics
and by regulation, from moving to another location,
changing the character of service, or discontinuing service.
Their operations are localized and limited by the necessary
direct connection between production plant and every
piece of customer equipment. In contrast, other businesses
have considerable freedom. This restriction of site requires
intensive cultivation of the local market and a sound public
relations program to maintain favorable public opinion.

Nonstorable service. Utility service generally must be
produced and delivered as used. This is particularly true of
electricity and telephone. Some gas and water operations
have storage facilities near the customer service area, but
the ability to produce in advance of delivéry is limited.

Large plant investment. An extremely important
characteristic of utilities is that they are capital-intensive
industries. Historically, the average ratio of gross plant

to annual revenues has been approximately 2.8 for
electric and 0.7 for gas utilities. In contrast, an average
manufacturing company’s investment in capital assets Is
usually less than its annual sales, and for a merchandising
company itis many times less. Large plant investment
requirements (to replace equipment, add new pollution-
contra! equipment, and meet the continued growth in the
Industry) impose heavy and frequent capital requirements.
Accordingly, it is important that utilities be well regarded in
the investment community.

6026

Fixed charges and marginal costs. The large investment
in fixed property causes utilities to operate with refatively
high fixed costs (depreciation, property taxes, insurance,
and interest). Thus utilities, particularly electric utilities,
are significantly affected by the economics of mass
production. The incremental cost of producing additional
quantities of energy decreases progressively until

growth requires a major plant addition. For this reason
itis desirable to utilize new facilities fully at the earliest
possible date. Decreasing incremental costs over a wide
range make it desirable for a utility to serve large numbers
of customers in order to achieve lower unit costs.
Economy of load diversity is obtained from the staggered
demand of many customers of a single class and from the
combined effect of different types of customers that have
peak demands at different times.

Deregulation. A more appropriate term for deregulation
is “reregulation.” As discussed subsequently in more
detail, utility companies have historically been regulated
by local, state, and federal authorities. The initial transition
to competition in the electric utility industry began with
the Public Utility Regulatory Polidies Act of 1978 (PURPA),
which allowed the development of cogeneration and
small power production facilities that are exempt from
federal and state regulation, and required utilities to
purchase the power from these “qualifying fadlities.”

The Energy Policy Act of 1992 (the 1992 Act) permitted
the generation and sale of wholesale power by “exempt
wholesale generators” without being subject to the Public
Utility Holding Company Act of 1935 (PUHCA); however,
the sale of this power remains subject to regulaticn under
the Federal Energy Regulatory Commission (FERC). The
1992 Act also allowed investment in power generation
facilities outside of the United States and allows
transactions between related utilities with state authority
approval. In addition; the 1992 Act allows open access

to transmission facilitiés of noncontiguaus utilities or
facilities. The trend toward decreasing regulation under
PUHCA is continuing.
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Since 1996, numerous states have either passed legislation
or issued comprehensive restructuring orders deregulating
the electric utility industry, primarily the generation portion
of operations in their respective states. However, these
changes are being revisited by many of these regulators as
a result of the energy cnsis in California that occurred in
2000 and early 2001.

The Natural Gas Policy Act of 1978 (NGPA) deregulated
the prices that producers could charge for naturat gas from
certain newly developed sources and began the complete
deregulation of prices that producers could charge. Various
FERC orders continued the transition to competition. (n
1992 FERC Order No. 636 ensured any buyer access to gas
suppliers and the effective unbundling of services in the
natural gas marketplace.

Objectives of regulation

Contro! of the obligations and rights inherent in the
characteristics described above is the broad cbjective of
public utility regulation. Regulators attempt to obtain
for the public both the benefits that would be achieved
by competition and the efficiency of operation as a
monopaly. Public utility regulation as now conceived is
the consequence of many years of experimentation and
change, developing with the growth and technological
advancement in the utility industry and the economy.
This development has culminated in administration by
commissions characteristic of the governmental process in
the United States.

Although the regulatory commissions have many powers
and duties, perhaps the principal reason for their existence
is the regulation of rates. Many of their other powers

are necessary adjuncts of rate regulation, and the extent
of commission jurisdiction varies from state to state and
among federal agendies. In addition to rates, the areas of
regulation include accounting, financing, rules of service,
safety, licensing of major construction projects, sale and
purchases of property, mergers and securities acquisitions,
detemmination of service areas, and issuance of certificates
of public convenience and necessity. Regulation of
accounting and the uniform systems of accounts are

discussed in Chapter 3. The rest of the present chapter
is concerned primarily with regulatory history and rate
regulation. Most other aspects of regulation are not
discussed, because they do not relate directly to the
purpose of this booklet.

State and local regulation

Municipal franchises were the first form of control
exerdsed over public utilities in this country except for
some attempts at regulation directly by state legislatures.
There has been a gradual shift from local franchises to
permits {certificates of public convenience and necessity)
under the jurisdiction of state commissions as the basic
authority to operate. However, local franchises are
generally required to grant utilities the use of streets,
highways, and other easements for distribution lines and
other fadlities, The granting of competing franchises is
extremely rare, and in a number of states franchises or
permits are exclusive by law. Franchises are either for
fixed terms or perpetual (the term may be governed

by state law), while state permits generally are for an
indeterminate period.

Municipal regulation was reasonably satisfactory when
operations of a company were confined to a single
community. With the development of interconnected
systemns serving numerous towns and adjacent rural
areas, the inadequacy of [ocal franchise regulation
became apparent. Uniformity of rates and other
standards was difficult to attain, and conflicts were
frequent when the service territory of a single utility
included numerous regulating bodies. Local regulation,
which still prevails to a limited extent, was predominant
until about 1920. From then on there was a growing
shift to state or federal regulation.

Most retail gas and electric rates are now regulated by
state commissions. When state laws do not provide for
regulation by state commissions, local rates are ordinarily
regulated or set by municipal bodies. In May 1983 the
Supreme Court affirmed the right of state commissions
to regulate the rates of the generation and transmission
cooperatives and a number of states are beginning to
exercise authority over the cooperatives in their states.
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with the transition in the electric and natural gas industries
to competition, each state determines whether to allow
competition, the reregulation rules to apply, and the
timing for customer choice of their electricity or natural
gas supplier. Some states have customer choice plans in
place, others have passed legislation to allow competition,
and others continue to evaluate the move to competition.
The aspects of competition include: the customer’s ability
to choose its supplier, industrial self-generation, the shift
from conventional vertically integrated electric utilities,
convergence of several types of utilities, investment in and
by foreign utilities, the unbundling and rebundling of utility
services, and the development of regional and national
energy trading.

Federal reguiation

Federal regulation was originally considered necessary only
in arcumstances where regulation could not be provided
by any state, such as in the case of sales of utility service
in interstate commerce (gas pipelines and wholesale
interstate power). Intrastate retail rates are still regulated
only by the states (or municipalities), but there has been

a gradual shift toward federal regulation because of the
growing interstate aspects of many utility operations

and the general trend toward federal dominance in

many matters. Electric companies, for example, were at
one ume confined Largely to single states, but interstate
interchanges and “puoling” of power have become
common and area and regional transmission organizations
are forming. The present tendency seems to be for

federal agencies to assume jurisdiction in all matters not
specifically reserved to the states.

The first of the federal regulatory bodies was the Interstate
Commerce Commission (ICC), established in 1887. It
regulated railroads, oll pipelines, and certain other carriers
in interstate commerce. The ICC was abolished in 1996
and recreated as the Surface Transportation Board. The
Federal Communications Commission (FCC) was created

in 1934 to regulate interstate communications, including
long-distance (interstate) telephone and telegraph. The
FCC exercises regulatory authority over a wide variety of
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telecommunications industry providers. It regulates the
interstate-related services of local telephone companies,
long-distance telephone companies (interchange
carriers), and alternative telecommunication service
providers (ceflular and paging services).

The original Federal Power Act of 1920 was confined
largely to hydroelectric projects on navigable streams.
The Federal Power Commission (FPC) became a
five-member independent agency In 1930, when ts
powers were broadened. FPC authority was increased
substantially in 1935, when its jurisdiction over the
electric industry in interstate commerce was expanded,
and again in 1938 with the passage of the Natural Gas
Act. Rate regulation by the FPC was limited to whalesale
sales of gas and electricity in interstate commaerce, but
with the support of court decisions, the FPC began
asserting increasing authority over accounting and
other matters, such as interconnections, construction

of major electric facilities, and gas financing. In 1977
the FPC was consolidated, along with the Federal
Energy Administration and the Energy Research and
Development Administration, into the cabinet-level
Department of Energy (DOE). Most of the powers of the
FPC were assumed by the FERC within the DOE.

The Securities and Exchange Commission (SEQ), a
five-member group, was created to administer, along
with other statutes, the Securities Act of 1933, the
Securities Exchange Act of 1934, and PUHCA. The first
two apply to industry generally, PUHCA applies solely
to certain public utility arrangements. Under these
statutes the SEC has broad power aver utility as well as
nonutility securities transactions and special authority
with respect to electric and gas holding companies and
their subsidiaries. Most states also have some degree
of securities regulation. The FERC has jurisdiction over
securities transactions of those electric companies whose
securities issues are not regulated by a state public
service commission. If an electric company is subject to
securities regulation by both the SEC under PUHCA and
the FERC, SEC regulation prevails unless an exemption
from the Act has been granted.
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PUHCA provided for the simplification of electric and gas
public utifity holding company systems and for regulation
of some of their transactions, particularly with respect

to finance and acquisitions of utility assets or securities.
Other types of utility systems were not covered for various
reasons, induding regulation by other agencies.

PUHCA contained the famous section 11, which was
designed to and did bring about in one way or another
the dissolution of the nationwide efectric and gas
holding companies. An electric holding company system
could serve only in one state or adjoining states, and all
properties were to be either interconnected or capable
of being interconnected. Retention of gas properties

by electric holding companies was made practically
impossible, although a few exceptions still exist. Units
of holding company systems furnishing management
or other services (service companies) must be separately
incorporated and render their services to system
companies at cost.

PURPA began the process of deregulating the business of
generating electricity by encouraging nonutility enterprises
1o participate in owning and operating electric generating
facilities. PURPA, in addition, required state regulatory
authorities and public utilities to consider standards on
rate design; provided for FERC rules favoring cogeneration
facilities and requiring public utilities to purchase power
from cogenerators at reasonable rates; authorized the
FERC to (1) require interconnection of transmission
facilities, (2) ordered facilities to provide transmission
service between noncontiguous utilities; and required
reporting of anticipated power shortages.

The 1992 Act eliminated PUHCA as a barrier to the
development of a wholesale electric power market by
exempting wholesale generators of electridity, including

affiliates of regulated public utifities, from its restr.ctive

provisions. The 1992 Act also amended PUHCA to permit

utility investments outside the United States. Important
provisions of the 1892 Act indude:

« Natural Gas. Exempts natural gas imported from a
nation with a free trade agreement and liquified natural
gas from FERC regulstion.

* Electricity. Requires owners of electric power
transmission facilities to provide competitive electric
power marketers with open access to their lines under
specified rules in FERC Orders Nos. 888 and 889. It
also establishes a category of power plant ownership,
“exempt wholesale generator” (EWG) that allows
multiple power plant ownership without being subject to
the SEC authority under PURPA.

« Nuclear Energy. Provides for certifying standardized
designs for nuclear plants and combining construction
and operating licensing; requires specified utility
payments for decommissioning of DOE enrichment
facilities; and requires the DOE to set public health and
safety standards for the Yucea Mountain repository site.

« Alternative Fuels. Requires federal and state
governments to convert vehicle fleets to alttemative fuels.

» Energy Effidency. Sets energy efficiency standards
for buildings and equipment and encourages energy
effidency by utilities.

In 1936, the Rural Electrification Act established, under the
Department of Agriculture (DOA), the Rural Electrification
Administration (REA), to offer federal assistance to bring
modern utilities to rural America through rural electric and
telephone cooperatives. Through the DOA the REA, now
the Rural Utilities Service (RUS), helps rural utilities expand,
keep their technology up to date and develop rural
infrastructure. In May 1983, the Supreme Court affirmed
the right of state commissions to regulate the wholesale
rates charged by generation and transmission cooperatives.
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Rate regulation

The basic prindples of rate regulation rest on concepts
of faimess and equity and avoidance of unreasonable
discrimination. The concept aof just and reasonable and
non-disaiminating rates is the theary that rates should be
based on the allocation of costs to customers who cause
their incurrence. In the 1944 FPC versts Hope Natural
Gas Company case, the Supreme Court upheld the FPC’s
position that the controlling test in determining “just and
reasonable” rates is the end result, not the method of
reaching the result. The utility is entitled to rates that are
fair to it, but not to rates that are unfair to its customers.
With the move to competition in the electric utility
industry, where there is no presence of market power,
market rates are, however, deemed just and reasonable.

Ratemaking ordinarily occurs in two steps: (1) the
determination of total allowable revenues for the utility
and (2) the establishment of individual rates or rate
schedules for various classifications of customers that will
yield this amount. Individual rates are in theory based on
an individual utllity's specific cost of service, including
cost allocations.

Supreme Court utifity rate decisions have been based
on the constitutional prohibitions against confiscation
of private progerty. They have followed the principle
of a fair return on the fair value of the investment used
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in providing service.* Over the years there have been
many changes in methods and standards, and over time
dedisions began to emphasize the end result rather than
the method, but the basic prindple has not changed.
Regulation has evolved, to a considerable extent by trial
and error, in decisions of commissions and in state and
federal courts.

Court cases that have had a bearing on utility rates over
the years will not be explared in detail here. Generally
they have dealt with the two principal aspects of the
ratemaking process: (1) the investment on which utilities
are permitted to derive eamings and (2) the compensation
or retum to be allowed the investors on their investment.
The normal rate formula for determining overall retum is a
simple one and is developed in some detail in Chapter 2.

Some recent court cases have dealt with regulatory
jurisdictional issues. One case addressed the issue of
whether local regulators are preempted from disallowing
costs of a multistate project where the costs were allocated
to separate jurisdictions by the FERC; in the particular case,
the courts determined that the local regulator was so
preempted. In another case, the courts ruled that the FERC
could not impose a market price limitation on charges

for fuel supplied by an affiliate where the affiliate charges
were based on costs, as required by the SEC under the
Halding Company Act.
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I1. Cost-of-service ratemaking concepts

Cost-of-service ratemaking methodologies

The basic objective of utility ratemaking is to determine
the total amount of revenues a company must generate
from its operations in order to achieve its own objectives
and yet, at the same time, meet the needs and objectives
of its customers.

Two methods of ratemaking have been traditionally used
to achieve this objective for electric and gas utilities: the
cost-of-service and the debt-service methods. While each
permits the recovery of operating expenses and taxes,
they differ in the techniques by which they measure the
utility’s revenue needs beyond these elements (i.e., their
required return on and of capital).

The cost-of-service method is by far the most widely
used. The debt-service method is most common in the
regulation of cooperatives or government entities that are
financed prmarily with debt securities.

Cost-of-Service method. This method equates "revenue
requirements” or “cost of service” with the total of:

operating expenses, depreciation, taxes, and a rate-of-
retun allowance on the utility’s investment in rate base.

The total recorded or estimated amounts for operating
expenses, depreciation, and taxes for the period under
review, or test period, are deducted from revenues
generated during the test period to determine net
operating income realizable at current rates. This
represents the amount available for return.

The utility’s investment in facilities and other assets used
in supplying utility service (rate base) is also determined.
The required rate of return is determined by analyzing
the components of the capital structure to produce the
composite rate of retum required to adequately meet the
utility’s capital requirements. Rate base multiplied by this
composite rate of return results in the required return, or
net operating income.

By comparing the required return with the net operating
income realizable at current rates, the net-operating-
income surplus or deficiency can be determined. This
amount, adjusted for income tax and other factors, is then
converted to a gross revenue surplus or deficiency in order
to determine the required rate increase of decrease. This
method can be dlustrated by a simplified example.

$1,200
(300)
900
90
30
10
(30)
$1,000
Ratio Cost Weighted Cost
50% 109% 5%
0% 1% ™
_100% %
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Operating revenues

Operating expenses other than income taxes
Interest expense required (51,000 x 5%)
Equity return required (51,000 x 7%)

Iincome tax conversion factor (1-40% tax rate)
Equity return and Income tax

Revenues required

Gross revenues increase required

Proof

Revenue

Operating expenses other than income tax
Interest expense

-Taxable income

-income tax @ 40%

Equity return (51,000 x 7%)

Alternative forms of regulation have been used in recent
years, particularly in connection with utility industry
restructuring. The most common alternative form is
referred to as incentive regulation, which is designed to
provide economic incentive to the utility to improve cost
control and income efficiency through the sharing of
earnings over a pre-established rate of return. A portion of
the utility’s earnings in excess of the pre-established rate
of return is usually used to reduce the customer’s rates
or is set aside for technological improvements through
increased capital additions. The measurement of the
utility’s performance under incentive regulation is largely
based on application of the cost-of-service method

Debt-service method. This method equates revenue
requirements to the total of operating expenses (other
than depreciation) and the amount necessary to meet
debt-service (principal and interest) requirements (or
some multiple thereof). The times-interest-earned

ratio (TIER) method is a variation under which revenue
requirements are equal to operating expenses and some
multiple of interest on long-term debt. For example,

if relevant operating expenses totaled $550 and total
interest requirements were $100, a 1.5 TIER would require
revenues of $700 (5550 + 1.5[$100)).
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$510

$70
+ 60
117

517

677
(510

Rate base

In designing a rate base, regulators must decide what
costing method to use (e.g., original cost, fair value or
some combination); whether 1o measure the investment as
of a past, current, or future time; and what components to
allow in the total.

Costing methods. Balancing the interests of the customer
and the utility is the basic objective in selecting a costing
method. The two historic measures have been fair value
and original cost. The “end-result doctrine™ holds that the
propriety of the choice in any given case lies in which of
the two produces results that are both fair to the consumer
and reasonable for the investor. As a practical matter, the
fair-value concept has been abandoned, and original-cost
concepts dictate the results of the ratemaking process.

Fair value. Proponents of fair value hold that it provides
reasonable earnings for the investor by overcoming various
deficiencies in the original-cost method. One fair-value
approach s to adjust original-cost figures by trending
changes in cost levels to establish “trended original

cost,” which is usually assumed to represent a measure

of "reproduction cost.” Another approach is to make an
inventory of existing plant and appraise it at reproduction
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cost {assuming the replacement of identical plant at
current prices) or replacement cost (assuming replacement
with a plant not of identical design but capable of
rendering identical service).

Fair value does not have the advantage of using a recorded
plant amount that s easily determinable and relatively
noncontroversial. It is expensive to determine, it leads to
considerable controversy, and when used it is generally
modified by offsetting limitations on its theoretical goals.
The fair value allowed by commissions is generally closer
to an original cost than the value suggested by studies
presented to them, and the commissiens typically do not
reveal in full the methods they have used in determining
fair value or the specific allowances permitted.

Rates of return allowed on 3 fair-value basis are
consistently lower than thase allowed on original cost,
primarily because capital structure, expressed at historical
level, must be related to an increased base at fair value.
This is not necessarily inequitable to the utility, because

a lower rate (e.g., 7 percent) on the fair-value base may
result in the same return as a higher rate {e.g., 9.5 percent)
on the original-cost base. If the higher rate were used

on the fair value base, it could result in an unjustifiably
high return on equity capital. This rises the question of
whether to apply fair value to the total plant or anly to the
portion supported by equity capital. If applied to the whole
plant, the increment will flow to equity, since the retums
to preferred stock and long-term debt are contractual. This
excess flow to equity is often avoided by applying fair value
only to the plant portion supported by comman equity

and limiting the debt and preferred-supported portion to
original cost.

Original cost. This approach uses the cost incumed by
the first person to dedicate a facility to public service. If
utility property changes hands, the original cost identified
remains, even though the new operator may get full
recognition of the purchase price through other means.

The rules of most regulators require the use of original
costs for requlatory accounting purposes, whether a facility
was constructed or acquired. If an acquired property has
already been in public service, any difference between the
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seller’s recorded cost, net of accumulated depreciation,
and the current fair value of the plant is recorded as an
“acquisition adjustment” so that the original cost
remains intact.

Original-cost ratemaking is the formal posture for rate-base
determination by all federal jurisdictions and most states,
probably in large part because the amounts involved are
readity accessible, and their use minimizes the expense

and controversy entailed by plant measurement under fair
value. The remaining states, even though labeling their
process as representing fair value or some other standard,
in fact typically produce original-cost results by adjusting
the rate of retumn.

Allowable components. Certain basic components are
frequently encountered in determining the rate-base
investment. Other miscellaneous components are found
less often.

Plant in service. This is the most important rate-base item,
since it usually represents over 90 percent of the total
(after deducting related accumulated depreciation). As the
discussion of “test period” will indicate, there are three
alternatives for deciding the time period to be used in
determining this portion of the rate base: average manthly
balances over the period used for determining operating
incame; end-of-period balance; or a projected amount,
either averaged into the future or stated at a specific future
time.

Accumulated deprediation. Since the life of a plant
normally spans many operating periods, systematic
recovery of the investment is permitted by deprediation.
Recovery is nomally on a straight-line basis, in which

an equal portion of the investment is recovered In each
period. Deduction of the accumulated deprediation is an
accepted principle in developing a rate base, since it has
presumably atready been ccllected from customers through
ratas in effect.

Construction Work In Progress (CWIP). Historically, CWIP
was not induded in the rate base in most jurisdictions
under the theory that it was not used in providing service
to current customers. Companies were therefore allowed
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to capitalize the financing costs of their CWIP (allowance
for funds used during construction or AFUDQ). This is still
the position in many regulatory jurisdictions.

During the late 1970s, there was a trend toward
allowing QWP in rate base and toward discontinuing
the capitalization of AFUDC. The trend was the result

of financial stress in the utility industry. The tremendous
amounts of capital invested in CWIP produced amounts
of AFUDC capitalized that often exceeded net income.
Because of these conditions, many regulators concluded
that the cusiomer was better off paying for this financing
cost as Incusred rather than paying for the additional
financing costs over the life of the assets, through
capitalizing and deprediating financing costs.

As discussed in later sections, the reporting of income
generated by AFUDC is proper; however, it does not
produce current cash-flow dollars. As cash flow was one of
the most severe problems of the industry, allowing CWIP
in the rate base was a natural solution to the problem.
The reply to the argument that current customers are
being asked to pay for facilities to be used in supplying
future customers is that the building of new facilities is to
maintain a viable system to continue service to the existing
customers and, more important, that the loss of financial
integrity, which would affect cument customers adversely,
is being avoided.

Plant held for future use. This indudes property acquired
for future utlity service. Land is frequently acquired

in advance and held for transmission and distribution
facilities, generating units, and substations. It is usually
allowed in the rate base if there is a definite plan for its
use, but the cost is sometimes not allowed if the use is

to occur after some arbitrary time period. Commissions
closely scrutinize any transfers of plant from this category
to nonutility accounts, and any sales of such plant resulting
in gains that commissions might decide should be passed
on to customers.

Contributions in ald of construction. This represents
nonrefundable funds contributed by customers for
property construction. Electric and gas utilities do not
maintain contributions in aid of construction as a separate
account. These accounts are maintained as credits in the
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plant accounts supported by contributed funds. Water
companies still maintain such accounts as deferred
credits or equity, and they are frequently quite substantial
as a source of plant support. They are generally deducted
from rate base.

Customer advances for construction. These amounts
are similar to contributions in aid of construction, but
are refundable to the contributor if certain conditions
are met. In most instances, these items are deducted
from the rate base because, although temporary, they
represent a source of cost-free funds supporting facilities
induded in the rate base.

Operating reserves. These represent advance provisions
far the cost of service in the event of anticipated future
losses. When the expense provision is allowed as part of
cost of service, rates produce funds in advance of need.
Since these cost-free funds may be used in supporting
the rate-base investment, they are frequently deducted
from the rate base, although in rare cases the reserves
are segregated and not deducted.

Deferred income taxes. When deferred income

tax liabilities accumulate as a result of liberalized
depreciation, accelerated amortization, or other
temporary differences, the balances are frequently
deducted directly from the rate base, although they are
sometimes treated as an element of cost-free capital
recognized in the rate of return. Both methods produce
similar effects on revenue requirements.

Although the Tax Reform Act of 1986 phased out
investment tax credits (ITC), the Internal Revenue Code
(IRQ) generally requires a sharing (between investors and
customners) of the benefits of existing investment tax
credits by providing the utility the option of reducing
rate base or amortizing the deferred balance in operating
income. The IRC prohibits ratemaking treatment that
would do both, because it would result in the entire
benefit going to the consumer.

Working capital. This term refers to various rate-base
funding requirements other than the utility plant in
service. These funding requirement would include
inventories, prepayments, minimum and compensating

Regulated utilities manual A service for regutated utllites 11




bank balances, cash working capital, and other nonplant
operating requirements. When these assets or operating
requirements are funded by investors, they are legitimate
rate-base allowances. Note that working capital as
defined and used for ratemaking purposes as a measure
of capital funding requirements is quite different from the
accounting use of the term as a measure of a company’s
liquidity position.

Inventories. Inclusion is normally permitted for three
categories (fuel stocks, construction materials in
inventory, and materials and supplies held for operating
and maintenance purposes) because they represent a
permanent investment, although dollar amounts vary as
ftems mave in and out. Average or year-end balances for
the test period are used but are compared with historical
experience to ensure that the levels are not abnormal.

Prepayments. This component also represents an
investment of funds, which is generally induded in fate
base if the investment has not been recognized elsewhere.
The amounts allowed are normally based on an average or
normal level.

Minimum and Compensating Bank Balances. Minimum
bank balances that are required to avoid bank service
charges and to meet daily operating requirements may be
induded in the rate base to the extent that related costs
have not been recagnized elsewhere in the determination
of revenue requirements. Even though their inclusion is
theoretically sound, they may be omitted from the rate
base if utilities fail to establish their claims by presenting
adequate objective evidential support. An alterative to
induding these balances in rate base would be to daim,
as part of operating expenses, the estimated bank charges
that would be incurred if the minimum balances were
not maintained.

As normal and customary practice, public utilities

finance a portion of their current construction and other
expenditures by use of bank loans under lines of credit.
Banks extending credit to borrowers may require that
balances equivalent to specified percentages of amounts
borrowed be maintained on deposit. Compensating bank

batances, therefore, are those dollars required for retention
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dn depasit with a lender as a basis for making interim
financing credit available. Compensating bank balances,
while properly claimed in many rate cases, are often not
recognized. Theoretically, there are three ways in which
the utility could be compensated for the investment in
these balances:
1. The utility could be awarded the effective cost of the
usable funds borrowed as an element of rate of return,

2. An adjustment could be made in the effective rate
for capitalization of allowances for funds used
during constructian.

3. The compensating bank balances could be included in
the rate base.

The rate-base treatment is the alternative most often used
by regulatars when compensation is allowed.

Cash Working Capital. This term refers to the amount of
investor-supphed funds needed to finance operations. A
generally accepted defintion is the average amount of
capital, over and abaove the investment in plant and other
separately 1dentified rate-base components, provided by
investors to bridge the gap between the time expenditures
are made to provide service and the time collections are
received for that service. This component is the most
controversial of the working capital group because it is
difficult to measure the amount of investor-supplied cash
needed to finance operating costs during the time lag
before revenues are collected. Measurement is often based
on the use of a standardized factor (typically 45 days of
operating expenses less depreciation, taxes, purchased
gas, or purchased and interchanged power). Measurement
may also be based on extensive lead-lag studies, which
essentially determine the net difference, in terms of

days, between the paint at which service is rendered and
revenues are collected from customers, and the point at
which costs are incurred until they are paid. Multiplying
this net difference by average daily operating expenses
provides an estimate of the cash working capital required
to support these operations. Ta this total, any other
identifiable sources of or requirements for working capital
not affecting operating expense should be deducted or
added to arrive at total cash working capital requirements.
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Miscellaneous items. Other rate-base components that
may be encountered include the following:

Leasehold improvements, as an investment in a right to
use property, are normally treated the same as plant in
service but are given a separate accounting classification.

Acquisition adjustment represents either a positive (debit)
or negative (credit) difference between the fair value of a
property when it is purchased and its depreciated original
cost. Most original-cost jurisdictions do not recognize its
indusion in the rate base or its amortization under cost

of service unless the utility can show that the acquisition,
at the price paid, is of direct benefit to the customers.
Fair-value ratemaking jurisdictions may recognize an arm's-
length purchase as a measure of fair value.

Extraordinary retirements sometimes occur when a
partially depreciated unit of property is retired earifer than
antidpated and the reduction of accumulated depredation
is substantially greater than the amount provided. When
this cecurs, and accumulated depredation would be
unduly depleted, the utility can request permission to
charge the loss to a deferred debit account and either
amortize it aver several peviods or otherwise dispose of

it as directed by the appropriate regulatory body. The

loss recovery is sometimes permitted by amortization

to operating expenses for establishing cost of service,
although the deferred debit may not be allowed in rate
base. Other deferred costs of an extraordinary nature (e.g.,
major storm damages or rate-case expenses) may also be
excluded from the rate base, but the amortization Is often
allowed in cost of service. Similar treatment is generally
accorded the cost of abandoned construction projects.

Customer deposits are generally not deducted from the
rate base if interest is paid to customers, although they
are sometimes used in measuring cost of capital. In other
cases, customer deposits are deducted from base, and
related interest expense is included in cost of service. If
interest is not paid, the deposits may be considered fully
deductible, since they represent advances supplied by the
customer but available for company use.
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Test-period cost of service

Computing the test-period cost of service is the crux

of the ratemaking process. An important factor in the
determination of cost of service to be recovered in rates is
the requlatory approach ta the selection of the test period.

Test period. Three basic approaches can be used in
selecting a test period, and they may be used in various
combinations. They are (1) the historic-average test

year, (2) the year-end (point-in-time) approach, and (3)
the projected test year. Most regulators have adopted a
particular approach and require that rate filings be made
in that manner unless another approach can be justified
based on the particular circumstances.

Normally, the approach used for determining operating
results will also be used in determining the rate base.

The only exception to this is the use of a year-end
investment rate base along with the operating results

of the preceding twelve months, unadjusted to match

the year-end investment. This combination produces a
“mismatching,” since the investment at the end of the
period may contain substantial property addrtions relating
solely to requirements of the immediate future, especiafly
if the point selected for measurement happens to fall at
the beginning of a high-use period. This mismatch is quite
often retained, however, and is justified as an offset to
the detrimental effects of regulatory lag when the utility is
experiencing a dedining pattem of earnings. This decline,
called attrition, usually results from a combination of plant
growth and inflationary prices, which combine to depress
realizable earnings under fixed rates for service.

Historic-average test year. This approach uses the

most recent 12-month penod for which financial data

are available at the time of filing for a rate proceeding.
Investment in plant and working capital is tabulated

for each month (usually using a 13 month-end simple
averaging technigue), and the rate base thus measured

is compared with eamings. Operating results (expense,
depreciation, taxes, and retumn) are presented in
conjunction with this average investment rate base, and

it is primarily based on recorded results for the period,
although adjustments of these results that are designed to
shape the recorded year into a “normal” representation of
the period are often recognized
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This concept has the advantages of using recent histarical
data that are easily obtained and of being consistent in
relating investment to operating results. Its disadvantage,
however, is that it emphasizes past conditions in
measuring future rate requirements. This is particularly
unsatisfactory at times when conditions are changing
rapidly, which may be the reason why rate proceedings
are being held in the first place. This deficiency is not
countered satisfactorily by attempting to normalize
conditions unfess both the investment and the operating
results are completely restructured through extensive
adjustments, and this is rarely permitted. In fact, to do so
would detract from the appeal of the cancept, because it
daes, indeed, deal with historical data. The most common
type of adjustment permitted is the one affecting
contractual wage increases that take effect at some point
during the test period. Such increases produce costs that
will not generate additional revenues and that can be
recovered only by adjusting the test-year cost of service.

Year-end (point-in-time) approach. Many jurisdictions
use this approach in measuring cost of service because it
tends to close the time lag between the test period and
the implementation of rates. While retaining the use of
historical data to the greatest extent possible, it does so
with less complete reliance on such data. Its disadvantage
is that, as frequently applied, it requires substantial
adjustment of the recorded results of operations,
because revenues and expenses are usually adjusted for
measurable changes known to have occurred through
the end of the test period or for a stipulated number of
months thereafter.
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with this method, new plant added during the test period
is usually included in the plant investment used. If the
added plant (e.g., a new customer extension) will produce
additional revenues, some commissions recognize the
added revenue and expense effect in measuring cost of
service. This inclusion of the revenue and expenses of the
added plant produces a result that dosely resembles that
of the historic average approach but moves the picture
forward. Some commissions use the year-end investment
and the operating results of the preceding 12 months.
This combination may effectively serve as an offset to

the effects of attrition and avold the complications of
annualizing the year-end level of operations.

Projected test year. In this method, the investment
outstanding and the aperating results are usually
measured for a “current” test period that ends ata

date after the filing or for a fully prospective peniad that
encompasses a full 12 months of operations after new
rates are implemented. (For example, an estimate of

plant investment for a calendar year might be developed
from actual recorded amounts for January - April and

from projections, based on budgeted results, for May -
December. Alternatively, the projected test year may be
for January - December of the year after the rate filing
when new rates will ba in effect on the first day of the
projected year.) The projection concept is an extension

of the year-end concept, since it requires projection of
revenues and expenses and the investment base. Although
many regulators have been reluctant to rely on the budget
estimates required, this method has become mare widely
adopted as projection techniques are better understood by
regulators. Also, its adoption by leading authorities such as
the FERC has had a positive effect.
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Cost of service. Determining cost of sefvice reguires

consideration of rate base; revenues; aperating expenses;

deprediation and amortization; taxes other than income
taxes; income taxes; the net operating income required
to meet capital costs; and such miscellaneous items as
charitable contributions, merchandising and jobbing
costs, capitalized administrative expense, and unusual or
nonrecurring items.

Revenues. These are representative of the test pericd

under review and of normal conditions. Revenues may

not require adjustment when a rate base developed on
averaging concepts is used, since a direct comrelation

will exist between test-year revenues and the rate base

However, when a year-end (point-in-time) base is used,

revenues may be adjusted so as to establish a comelation

between revenues of the test year and customer
consumption levels as of the time when the rate base
was measured. Other factors that may require adjustment
include:

1. Rate changes that occurred during the 1est period and
result in @ mix of rates for recorded revenues, which
must be adjusted using latest rates

2. Changes in customer compasition or product usage
during (or subsequent to) the test period

3. Customers added or lost during (or subsequent to) the
test period

4, Abnormal weather conditions affecting consumption
and revenues

5. Revenues unbilled at the end of the period or recorded
at its beginning but representing prior-period sales
6. Nonrecurring, spedal, or out-of-period items.

Operating expenses. Expenses nommally allowed are
those recorded under the applicable jurisdictional uniform
system of accounts as “operating expenses™ incurred in
servicing utility customers. Measurement of expenses is not
affected by whether the rate base is derived from fair value
or original costs, but it is affected by the time period used.
If an average period is used, expenses are generally taken
directly from the records and adjusted only as needed to
normalize the pen'od (e.g., for abnormal weather); but

if a year-end (point-in-time) period is used, they may be
adjusted to reflect the level of operations at year-end.
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Jurisdictions that use an average-rate base also adjust
recorded expenses for “misclassified” and “abnormal” (or
“nonrecuring”) items, and some of these jurisdictions also
adjust for certain changes in price or cost levels during or
after the test year.

“Misclassified” items are those not attributable to cost of
service, an example being nonutility activities misclassified
as operating expenses. “Abnormal” (or “nonrecurring”)
items are those that cannot be attributed either in part or
in whole to the test year because they do not represent
normal conditions, Typical examples are costs of wage
negotiation in a multiyear contract; rate case costs;
abnormal maintenance expenditures; and casualty losses
that are material and unusual.

Changes in price or cost levels that can lead to adjustments
must be measurable, permanent, beyond the direct

control of management, and not the result of changes

in operating conditions. Examples are increases in wage
rates, post employment benefits, and other fringe benefits
(including related taxes); postage rate increases; and
changes in the contract price of fuel.

Jurisdictions in which the rate base is measured on

a year-end (point-in-time) basis usually adjust for
misclassified and abnormal items or for changes in price or
cost levels just as those jurisdictions that use an average-
rate base do. But they often go further and attempt to
normalize both cost levels and operational levels.

Costs that would normally be charged to operating
expenses but are unusual and would distort results if so
charged are sometimes deferred and amortized to cost of
service over a reascnable period.

Deprediation and amortization. Amounts allowed are
frequently restricted to recorded amounts for the test
period (whether original-cost or fair-value base measures
are used). Some jurisdictions (normally those using
year-end and original cost) allow adjustments for a full
year’s depreciation on year-end plant. Adjustments are also
frequently made when deprediation rate changes occur
during or shortly after the test period, so as to annualize
the expense on the basis of the latest applicable rate.
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Amoitization or depreciation is generally allowed in most
jurisdictions for all utility property accounts, except for
acquisition adjustments, which may not be ailowed for
rate-base or cost-of-sefvice purposes.

Taxes other than income taxes. These present little
difficulty since they can usually be identified easily with the
utility function (as contrasted with nonutility operations)
and are normally recognized in full, except for misclassified,
abnormal, or non recurring items. if tax rates have risen
during or subsequent to the test period, many furisdictions
will aflow appropriate adjustments so long as the increases
are measurable, permanent, and beyond the direct control
of management and do not apply to particular levels of
operations. Jurisdictions using year-end (point-in-time)
rate-base determination sometimes adjust tax amounts 1o
reflect year-end levels of investment and operations.

Income taxes. There has been considerable disagreement
about the approach to be taken in measuring the income
tax companent of cost of service. This has particular
significance when a company has taken advantage of the
benefit of liberalized depreciation and other accelerated
deductions for tax purposes. Histarically, many of the
state commissions viewed the resulting benefits as savings
and therefore allowed only the liability for current tax
payments (.e., current tax expense) as part of cost of
service, thus requiring the utility to let the current tax
benefits (i.e., deferred tax payments) flow through to

the customer. The remaining state commissions viewed
the tax benefits as temparary savings and required

that normalized expenses be used in measuring the

tax expense. The FERC has adopted the normalization
technique. The Economic Recovery Tax Act of 1981 (ERTA)
required that utilities employ income tax normalization
for both accounting and ratemaking purposes in order to
avall themselves of the accelerated cost recovery system
(ACRS). If normalization is not properly followed, utilities
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are restricted to using straight-line depreciation on their tax
returns. This requirement has been retained in subsequent
1ax legislation.

Similar problems arose in the treatment of the ITC. Some
commissions normalized the benefits, and some used
flow-through principles. However, ERTA limited the scope
of regulatory action in this area by requiring normalization
of the ITC to allow the utilty to share in the benefits arising
therefrom. Depending on the option elected by the utifity.
amortization of the deferred balance may be in operating
income (in which case the deduction of the accumulated
balance from rate base is prohibited) or excluded from
operating income (in which case rate-base reduction may
be permitted). Although the ITC was discontinued by the
1986 Tax Reform Act, the imitations on the disposition of
ITC balances were continued.

Miscellaneous considerations. Several miscellaneous
items are occasionally allowed in determining cost of
service: :

1. Charitable contributions are typically classified as
nonutility expenses. Utilities sometimes daim them as
operating expenses, but they are frequently disaflowed
by regulators.

2. Merchandising and jobbing costs are sometimes
proposed for indusion on the grounds that they
represent promotional efforts that benefit utihity
customers as a whole, but they generally have not been
allowed, on the grounds that activities not directly
involved in the utility function should not be induded in
cost of service.

. Costs relating to legistative activities (e.g., lobbying
expenses) are generally disallowed for fate purposes.
However, if a utility can show that the costs were
incurred on behalf of customer interests, the costs may
be altowed.

w
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Rate of return

Compensation of the investor is expressed in terms of

a percentage rate of retumn that, when multiplied by

the dollar rate base, produces a dollar return. A fair rate
of return should fall somewhere between inadequate
eamings and excessive earnings, and in its determination,
consideration is normally given to several factors,
induding maintenance of financial integnity, ability to
attract capital, business risk, quality of service provided,
and cost of capital.

Some urisdictions espouse the end-resuit doctrine,
which holds that the mechanics of establishing rate base
and rate of retum are of little consequence so long as
the resultant revenues permit the company to provide
adequate and efficient service at reasonable rates. In
other jurisdictions, however, statutory requirements
specify concepts to be used for establishing both rate
base and cost of service.

The applicable rule of law prohihits a rate of return that
provides eamings that are inadequate and therefore
confiscatary, and 1t assures an appartunity to earn a fair
return. However, utilities are not assured that a fair retumn
will be realized (i.e., there is no guarantee of a fair retumn).
If revenues received actually produce a satisfactory net
operating income to meet the cost of debt and provide

a fair retum on equity capital, then the rate regulation
process has functioned property.

In order for the utility to provide proper service and to
maintain its financial integrity, its return must be adequate
to service existing debt réquirements and to attract the
new capital needed for plant replacement and expansion.
It is impossible to establish the precise rate of return or
dollar revenue requirements that will give the customer
full protection. A just and reasonable rate of retum can be
developed 6nly by weighing all dircumstances impartially.
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In amiving at the authorized rate of return, little controversy
is occasioned by debt and preferred stocks. The return
they require is a matter of contractual necessity. Common
equity does create controversy, however, because its cost
cannot be measured definitively, although the various
attempts at measurement include comparative statistics,
capital markets pricing methods, price/earnings ratios, and
discounted-cash-flow methods. All of these techniques
either compare past, present, or antidpated prices of the
company’s stock or compare its earnings with thase of
comparable companies.

Capital structure. Maintaining appropriate utility capital
structures is a complex undertaking. it is generally assumed
that utility capital structures, which traditionally refiect high
debt-to-equity ratios that result in increased financial risks,
are strongly influenced by the relatively low level of utility
business risks (e.g., protected service areas, fixed rates,
stable earnings, etc.). Further, it is assumed that utifity
capital structures influence oversll capital costs, and that
the actual capital structure is maintained in a range that
minimizes capital costs. In sustaining the ability to meet
utility service obligations, it is also necessary to maintain
capital structures that are flexible enough to rise any dass
of capital whenever necessary. In addition, the capital
structure should result in the ability to generate needed
capital at reasonable costs.

Short-term funds are borrowed by utilities to provide

funds for construction and other purposes pending
permanent financing. The costs associated with these
borrowings are generally deferred for future recovery
through capitalization of AFUDC. In some cases, however,
the construction financing costs are recovered on a current
basis through inclusion of CWIP in the rate base.
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When the test-period capitalization ratios are seriously
out of line with past ar prospective practice, they may
be adjusted to calculate earnings requirements. For
example, if financing after the test period produces
capitalization ratios that s'gnificantly differ from those
of the test penod and are likely to continue to differ in
the future, those of the test period are often adjusted.
Controversy sometimes arises as to the proper capital
structure when significant nonutiity operations exist.

Debt and preferred earnings requirements. Eamings
requirements of debt securities and preferred stocks are
generally determined easily, since there is a contractual
obfigation to pay a fixed annual amount of interest or
preferred dividends, and their “embedded” costs can
be calculated on the basis of a stated interest rate or
preferred dividend, net proceeds at time of sale, and
expenses of issuance. If new financing is carried out

or becomes necessary after the test period, its effect
on embedded costs may be considered in rendering a
decision on rate of retum.

Common equity earnings requirements. The most
difficult and most important issue in rate determination
1s that of finding the appropriate level-of-earnings
requirement or rate of return on common stock

equity. Common equity is the foundation of the capital
structure and makes it posstble for a company to issue
debt securities. The U.S. Supreme Court, In its 1942
decision in Hope Natural Gas Company (320 US 591),
held that “the return to the equity owner should be
commensurate with returns on investments in those
enterprises having corresponding risks. The return,
moreover, should be sufficient to assure confidence in
the financial integrity of the enterprise so as to maintain
credit and attract capital .. . ”

In the years since the Hope decision, regulators have
struggted with varied interpretations of the method to
be used in applying its criteria. As a 1962 committee
report of the National Association of Regulatory Utility
Commissioners (NARUQ) said,”. . . the cost of equity
cannot be obtained from any tables similar to bond
yield tables.” it added that expectations of future
earnings, dividends, and market prices “cannot be
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determined by any mathematical or statistica! formula

but must be approached on the basis of long experience
and sound judgment.” There are several approaches to
determining 2 proper rate of return on common equity.

In reviewing some of these approaches, however, it must
be stressed that no single one can be considered the only
correct method and that a proper retumn on equity can be
determined only by the exercise of regulatory judgment
that takes all evidence into consideration. Each of these
methods suffers in some respect from the need to rely on
historical data to predict future retum expectations, and
each is sometimes modified by the addit:on of such factors
as market pressure, financing costs, and judgment.

Price-Earnings (P/E) ratio. This approach is based on
earnings from some past period and concurrent or present
market prices. Its acceptance may be due partly to the

fact that the basic figures are readily available. When this
method first came into use, utility common stocks were
selling at or near book value per share, and the calculations
used were considered to be reasonably realistic. Since
then, market price variations have produced highly volatile
swings in P/E ratios and the measure has not been

widely used.

To illustrate the approach, if a stock with a book value of
$10 earns $1 per share (or 10 percent of book) and trades
at $15 (15 times earnings), use of the P/E method would
produce an allowed return on equity of 6.67 percent.
Earnings per share would then be reduced to $0.67 (6.67
percent of $10), and, if the market continued to pay 15
times earnings, the market price would drop to $10 per
share.

Discounted cash flow. This method generally proposes

a rate of return equal to current annual dividends divided
by current market price plus the anticipated annual rate

of growth (i.e., dividends, eamings, and/or market value

of the stock). The current dividend and market prices are
easily determined; however, predicting investors’ growth
expectations is much more subjective. Generally, one or a
combination of three indices (dividends per share, earnings
per share, and book value per share) are used to determine
the growth factor. Each of these indicators requires the use
of historical data to predict future expectations.
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Comparable earnings or opportunity cost. This method
seeks to detenmine what the capital that investors have
placed in a utifity coutd eamn if it were invested in other
enterprises with similar risks and uncertainties, either in
the utility industry or in other industries, since investors are
entitled to a return at least equal to what they could get
elsewhere. The overall approach is to choose other utilities
or industries having comparable characteristics (operations,
size, capital structure, geographic location, etc.) and
calculate a historic average rate of return on common
equity. This average return is considered representative of
the appropriate future rate of return for the subject utility.

The two main difficulties affecting this method are that (1)
it 15 difficult to establish comparability and (2) using other
regulated enterprises for comparison produces a high
degree of drcularity.

Capital Asset Pricing Model (CAPIM). This model assumes
that the expected rate of return consists of a risk-free
retumn (which includes a pure rent cost and an inflation
allowance to compensate for expected loss in purchasing
power) plus compensation for the risk of the security to

be invested in. This risk compensation is determined by
muttiplying the excess of the current “market” rate of
return over the “risk-free” retum by a relative-risk (beta)
factor. This relative-risk factor is determined by correlating
the respective fuctuations in returns over time.

To illustrate, assume that for a specified period the average
risk-free rate of return (perhaps based on rates for 90 day
U.S. Treasury bills) is 8 percent and the average market
rate of return (perhaps based on the Dow lones Index) is
15 percent. It is further assumed that for every 1-percent
fluctuation in the market return over the periad, the
specific security price changes by .9 percent. Then the
expected security return would be calculated as 14.3
percent (8% +.9%[15~ 8] ).

Risk-differential method. This is another risk-criented
technique, which recognizes that common equity requires
higher returns to compensate investors for the added risk
they assume. Under this approach the risk premium is
imeasured by determining the historic-average difference
or spread between realized yields on common equity
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securities and on long-term utility bonds with similar ratios
(e.g.. AA, A, etc)). If this spread averages 4 percent and
the subject utility’s bonds are currently yielding 10 percent,
the indicated required return on common equity would be
14 percent.

Pricing utility services

Problems of rate design are many and varied, but they
must be solved if a utility is to function effectively. The
basic objective of a rate structure is to enable a company
to generate its revenue requirements without unduly
burdening one dass of customer to the benefit of another.
Classes of customers indude residential, commercial,
industrial, and other. Proper rate design thus results in
rates for classes of customers proportionate to the cost of
serving each dass of customer. The rate structure should
also serve 10 encourage the efficient utilzation of a system.
If adequate consideration is not given to rate design and
the distribution of rates, the uitimate effect can be either
excessive rates for the customer or depressed levels of
earmings for the utifity.

The first step in rate design is to develop the utility’s total
revenue requirements (operating expenses, depreciation,
taxes, rate base, and retum) based upon its overall needs.
These requirements are functionalized and then allocated
to individual customer dasses and groups in order to form
the basis for establishing appropriate rates for each class
or group.

Pricing structures necessarily fall between the two extremes
of individual tariffs for each individual customer {which
would be impossible to determine even in the smallest
utility) or identical tariffs for all customers (which would be
unsatisfactory to both the utility and its customers). Some
of the rate design concepts predominant in electric and
gas utifities include the following.

Classes and groups. Utilities normally seek to fimit

the number of rate schedules used to thase necessary

to recognize broad categories of customer service
characteristics, designing the schedule for each so as to
recover the costs allocated to it and to encourage, through
appropriate unit prices, the optimum utilization of service
in areas of lowest cost.
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Some electric and gas utilities separate customers into
the broad dasses of “residentfal,” “commercial,” and
“industrial,” preparing schedules for each. Most utilities,
however, while using these classes, break each of them
down into subsidiary groups as necessary. For example,
in the electric industry the class of residential customers
might be broken down into special-use groups such as
those using electric water heaters, space heating, and
the like. These would have spedal rates, on the grounds
that the sefvices they receive have cost factors peculiar to
themselves or because the services have spedial value to
the customer.

Allocating costs. In establishing rate groups and schedules
for special services within the groups, the first step is to
determine the cost of serviding the particular function. In
the electric utility Industry typical functions are production,
transmission, distribution, customer service, and general
and administrative. The uniform system of accounts
facifitates functionalization. Costs for which the service

is directly responsible must be identified and assigned
directly. Casts for which the service may share responsibility
with others must be allocated to it.

Direct assignment. Very few investment costs can be
directly assigned, but it is appropriate to do so whenever
possible. This happens most often in the case of facilities
required by large industrial or commercial customers

that are their sole users and to which investment costs
{and related operating costs) should be assigned directly.
Examples would be a lateral gas line running from a main
line to a single customer or & bank of electric ransformers
installed on a customar’s premises but owned by the utility.
Adequate property records are also essential for the direct
assignment of costs.

Allocated costs. Most plant facilities (Production,
Transmission, Distribution, Customer, and General)

serve large blocks of customers of varying classes and
characteristics. Costs of these facilities should be allocated
in such a way that each class of sevice is assigned
responsibility for its fair and reasonable portion of the
investment. This is frequently difficult to do. It is essential
that adequate property records be maintained in order to
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establish unit identification and to determine the total
amount of investment in a given facility that is subject to
allocation. Service characteristics such as demand usage,
energy consumption, and the number of customers
served provide the basis for allocation.

Operating expenses. Allocation of these costs to
customer groups presents difficulties similar to those
that arise in allocating investment costs. Although a

few are directly allocable to a specific customer or class,
in most cases it is impossible to identify any particular
recipient as benefiting from them exclusively. Difficulty of
allocation varies with the type of expenditure involved.
For example, costs of fuel used in efectric generation,

or of gas purchased for distribution, can usually be
allocated without difficulty to the customer using the
system output, but other costs (e.g., maintenance and
repair costs, administrative costs, and taxes) are not
easily traceable. They seldom have a direct relationship to
identifiable customers or groups and must be allocated.
Depreciation expense and its counterpart, depreciation
reserve, are usually allocated on the basis of the plant to
which they relate.

Allocation factors. The factors commonly considesed

in the allocation process are demand (fixed or capacity)
costs, energy (variable or commodity) costs, and customer
costs. Plant and operating costs are isolated into one or
another of these categories, and appropriate factors are
applied to allocate each.

Within the broad groups of demand, energy, and
custorner factors, there may be spedal circumstances that
affect the cost of serving a particular class of customer,
and the cost allocation must consider such spedal
drcumstances if costs are to be assigned equitably.

Demand (fixed or capacity) costs. These are costs
telated to the fixed-plant investment and level of
operations needed to meet the maximum service
demands placed on a system. Even if service s not being
rendered at any given moment, the costs continue, since
the service must be available when demanded. The
degree to which a given customer uses the service over a
period of time does not change these costs.
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Much of the plant investment is designed to meet
customer needs at the time and levels required. Costs
such as interest, depreciation, and general maintenance
assodiated with this plant do not diminish or cease even
when the plant is inactive. The best example is that of the
electric production plant, which must be able to generate
enough power to meet total system needs at the moment
of peak use, even thaugh much of its capacity is not used
during a large part of the remaining time.

Demand-related costs are usually aflocated to customer
classes on the basis of the contribution each dass makes
toward total demand at the maximum operating level. This
contribution can be measured in several ways: coincident
peak demand, noncaincident peak demand, and various
other methods.

Energy (variable or commodity costs). These relate

to functions that fluctuate as a system is used: The best
example Is fuel expense, which is incurred only when
power Is being produced and can therefore be allocated to
those who use the power. The allocation is easily made on
the basis of kwh consumed.

Customer costs. These are similar in nature to fixed costs
because they arise by virtue of the fact that a particular
customer exists, regardless of the amount of service used
or when it is used. An example is the cost of preparing

bills for a customer; it is incurred regardless of how much
service is used, These costs are usually assigned to a
customer class on the basis of the ratio of the number of
customers in that dass to the total number of customers in

the system.

Other costs. These are costs that cannot be directly
related 1o service demands, energy consumed or to
customers. They represent costs that are necessary 10
operate the system without regard to the levels of usage
or the numbers of customers. Most administrative and
general costs it this category, and a good example

within this group would be the officers’ salaries; costs
that normally cannot be directly assodiated with levels of
setvice or numbers of customers. These costs are normally
allocated to usage based on some grouping of other costs
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that reflect composites of a variety of measures (e.g., the
composite of customer, plant investment, kwh sales, and
other operating expenses ratios).

Rate design. The basic rate design found in eléctric and
gas companies is either a two-part rate or a stép rate that
decreases as the consumption level increases. In addition,
a separate customer or service charge may be included.

Two-part rate. This is designed to meet both the fixed and
the variable costs of the system for which the individual
customer is responsible. Itis made up of a demand charge
and a commodity charge and consists of a maximum
charge related to the maximum demand placed on the
system at any time and a charge per unit of energy drawn
from the system over a period of time. Two meters must
be installed on the customer’s premises, one to measure
the maximum leve!l of demand and the other to measure
the consumption. Since demand meters are expensive,

use of the two-part rate is generally limited to large
industrial customers.

One-part rate. The one-part rate, which uses no demand
meter, attempts to compensate for this lack by recovering
both demand and commodity costs through a single unit
charge. The per unit charge may decrease as consumption
increases (declining block rate) or remain leve! (flat rate). It
often includes a minimum bill feature to permit recovery of
the customer costs and certain other fixed costs without
use of a demand meter.

Time-of-use rate. This may be illustrated by the case of
water-heating rate that offers power at lower rates during
such off-peak periods as late evening or early moming
when energy can be generated at low incremental unit
costs because generating facifities might otherwise be idle.

Interruptible rate. This may be illustrated by the case of
an industrial customer that can curtail operations easily

or that has altemnative fuel capabilities that can be easily
switched. Service to such a customer can be interrupted by
the utility during periods of peak demand on the system.

In such instances, the price for electricity or natural gas is
adjusted to reduce {or eliminate) the demand costs that
would otherwise apply.
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Competitive rate. With the decline in fuel costs during
the 1980s, a new rate design problem arose. As cil and
gas prices began to decline, many large electric and gas
customers found that conversions to alternative sources of
energy or fuel were very attractive. in order to avoid the
loss of these customers, who most often were high-use,
high-load-factor customers, many electric and gas
companies have been forced to offer price concessions
below fully allocated costs. In many instances, these
price concessions have been approved by regulators
because the retention of the large-use customers at
prices in excess of variable costs benefited the remaining
customers of the system (i.e., the retained customer
shared part of the fixed costs that otherwise would be
passed on to other customers).

Peripheral issues. While allocating cost of service is
certainly the central focus in rate design, there are
nonetheless certain other questions that must be carefully
considered concurrently. Otherwise, after rates have been
set, difficulties may arise that could prevent them from
being implemented successfully.

Rate history. Whenever rates have been in effect

over long periods, customer groups tend to become
accustomed to them, particularly if they have been
receiving special benefits. These may no longer be
justified, and 2 wtility may feel that a disproportionate
share of the rate increase is required to recaver
adequately the cost responsibility assigned to them. When
this happens, it is important that convincing data be
presented in order to avercome the inevitable opposition
of these customer groups.
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Public relations. When a utility decides that its rate
pattern should be changed, it is bound to face public
relations problems with three groups: regulatory
commissions, the general public, and investors.

Commissions normally must directly approve the rate
levels the utility seeks to change and will examine its
proposals carefully to ensure that recommended rate levels
are equitable to customer dasses, as well as adequate to
produce the system’s required revenues.

The general public, represented by the utility’s customers,
must be shown that any rate change the utility proposes
is adequately justified, particularly if a shift in structure is
planned that will adversely affect certain customers.

Investors will normatly welcome rate increases, because
these will presumably Increase eamings (or at least
maintain them at existing levels), but they will also be on
the alert to spot any proposed increase that might provoke
opposition by particular customer groups in @ manner that
is likely to adversely affect eamings.

Competition. Although utilities are generally regarded as
enjoying monopoly status, the fact is that electric and gas
companies are increasingly affected by competition among
fuel ofl, electricity, natural gas, and bottled gas. Electric
utilities also face competition from neighbaring utilities in
serving wholesale customers and from customer-owned
sources (cogeneration, solar, and windmills) in serving
retail customers. Utifity customers are now beginning to
choose their supplier. This competition sometimes forces
them to develop market-oriented rates so that customers
do not switch to other forms of service and to encourage
optimum use of the utility’s system.
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Load management. Utilities have traditionally charged
uniform rates regardless of the period of use. In recent
years there has been a growing recognition, particularly in
the electric industry of the high cost of plant required to
meet peak demands of relatively short duration and of the
need to curb the growth in peak demand in order to avoid
adding generating capadty in the future. Time-of-use rates
(e.g., seasonal or time-of-day rates) that impose higher
rates for usage during peak periods have been developed
to encourage customers to shift usage from high-cost peak
periods to lower-cost off-peak periods. Other demand-side
management practices are being employed to reduce peak
load. For example, an electric utility may provide customer
incentives to replace existing air conditioning equipment
with high-effidency units.

Marginal costs. Conventional rate design has generally
been based on recavery of embedded costs of sefvice. in
recent years, increased consideration has been given to
the direct application of economic theory to ratemaking
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through the development of rates based on marginal costs.
Marginal or incremental cost is defined in general as the
expected change in total costs to supply one additional
unit of output. Since long-term marginal costs, at present,
are generally higher then embedded costs, such rate
designs would encourage customer conservation to the
extent that service demands are elastic. Difficuities have
been encountered in determining precisely what represents
the marginal cast and how to modify true margina!

cost rates to match total revenue requirements based

on embedded costs. The real competition developing
between and within utilities (for example, the growth of
cogeneration and small power producers, the development
of a spot market for natural gas, and the “unbundling”

of services provided by electric and gas companies) has
been and is giving rise to changes in traditional ratemaking
mechanisms. Regulators are beginning to give utilities

more freedom to meet competition and, at the same time,
protecting consumers that are truly captive customers.

Regulated utilities manual A service for regulated utilities 23



III. Accounting characteristics of utilities

Effect of regulation

Most investor-owned utilities are subject to rate regulation
by state or federal commissions Regulation of rates, and
therefore of revenues, would in itself affect accounting,
jurisdiction as well. Many utilities are also subject to
accounting regulation by federal agencies. Since most
utilities frequently engage in financing, they are also
subject to certain requirements of the SEC.

Regulation of rates requires accounting information, and
sound regulation requires sound accounting, although
not necessarily on the same basis as in unregulated
business. Accounting supplies the information that is used
in rate regulation, and rate regulation and accounting
regulation in turn affect the accounting data. Because

of this interaction, the accounting used in a regulated
business may differ in certain respects from that used in
other businesses. These differences in the application of
accounting principles are discussed in greater detail later in
this chapter

Accounting is generally regarded as a tool of regulation.
Regulatory commissions require substantial uniformity
of accounting because uniformity assists in regulation
Transactions must ordinarily be recorded in conformity
with commission policy so that accounting information
will be usable in rate proceedings. Directly or indirectly,
accounting regulation affects published reports and thus
financing, which itself is often requiated and in turn
affects rates.

The authority granted to commissions with respect to
accounting is desirable when it results in comparability it
has also had a beneficial effect in ekminating some of the
undesirable accounting practices of the earlier days of the
industry (such as property write-up or the failure to provide
sufficient depreciation). On the other hand, the accounting
required by regulatory bodies sometimes differs from what
would have resulted from the application of generally
accepted accounting principles (GAAP) by enterprises in
general - or from that desired by other regulatory bodies.

Reports to stockholders and others are prepared from the
regulated records, so that they conform in general to the
accounting policies of the regulator. The FERC generally
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requires stockholders’ reports to conform to its accounting
requirements whenever it has jurisdiction over any part
of a company’s operations. Federal courts have upheid
the FERC in this requirement. The states have seemed less
inclined than the federal agencies to regulate stockholders’
reports directly.

Uniform systems of accounts

The control of accounting is ordinarily accomplished by
uniform systems of accounting together with interpretative
orders. The uniform systems that most utilities are required
to follow consist of lists of the titles and identifying
numbers of accounts to be used, together w th specific
instructions for the use of individual accounts and generai
instructions as to the basis of accounting. There are, of
course, specialized systems for different types of utilities
Most of the systems discussed below are available in
booklet or electronic form

Uniform systems for electric and gas utilities have been
issued by both NARUC and the FERC. The NARUC and
FERC uniform systems are substantially identical, although
there are some differences in the accounts induded.

The electric and gas systems are quite similar except for
differences due to certain individual characteristics of the
two industries. Most state commissions prescribe either
the NARUC system or the FERC system, with certain
modifications to agree with local policy. The similarity of
the present systems is the result of a long cooperative
effort of the FERC, NARUC, and the utility operating
companies

Water-utility accounting is regulated only by state
commissions or municipal bodies, many of which prescribe
to the NARUC uniform system. Rural electric cooperatives
and other borrowers from the Rural Utilities Service

(RUS) are subject to RUS's accounting regulation, which
prescribes its own uniform system of accounts. Because
the RUS is a direct lender or guarantor to cooperatives,

it also includes a number of specific requirements that its
borrowers must meet.

Most of the systems group companies by size. The
accounting requirements are less complicated for smaller
companies, but they may use the system for large
companies if they wish.
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The uniform systems are quite detailed, and instructions
for using the various accounts are quite spedific.
Interpretations are released from time to time by NARUC
(Interpretations of the Uniform System of Accounts

for Electric, Gas and Water Utilities) and by the Chief
Accountant of the FERC (Accounting Releases). Fortunately,
the accotnts, the numbering, and the instructions for
various systems are suffidently similar that familiarity with
one leads to understanding of any other.

Nature of differences

The uniform systems of accounts basically follow GAAP
and the techniques normally employed elsewhere,

but accounting specifications for certain matters are
designed to meet needs peculiar to regulated utilities. The
differences normally result, either directly or indirectly,
from the emphasis in regulation on ratemaking objectives,
and their effect on financial statements may be significant.
Some of the principal differences and their relationships to
GAAP are discussed below.

Matching costs and revenues. Many differences between
the regulated and unregulated approach to accounting
for transactions result from the recognition of operating
expenses in rate proceedings at a time different from that
when they would be recognized by unregulated business.
It is a common practice in the ratemaking process to defer
recognition of costs considered abnormal or as having
benefits applicable to future rates. In such cases, when
itis probable that defeired costs will be recoverable out

of future revenues, accounting that follows the timing

of the costs used for rate purposes is considered to
conform with GAAP. This is in accord with the matching
concept, because the deferred costs are being matched
against future fevenues. Commissions usually require that
accounting treatment correspond to the rate treatmerit,
but even if they do not so require, the two trestments
should ordinarily conform. It is thus possible to effect a
proper matching of costs and revenues unless the revenues
cannot reasonably be presumed to be recoverable in the
future. (The matching, however, may be only approximate,
since rate proceedings usually do not occur annually or
guarantee exact recovery of costs.)
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Conflicting regulations. Determination of proper
accounting may be complicated by confiicting regulations.
For example, the FERC asserts jurisdiction over the
accounting and financial reporting of all electric utifities
that (1) have licensed hydrcelectric projects on navigable
waters or (2) utilize or sell electric energy, however minor
the amount, that crosses state lines. Because of the
interconnected power grid that encompasses most of the
United States, all but a few of the large privately owned
utilities in the United States fall into the second category.
These utilities are also subject to state or local jurisdiction,
and if they canduct business in more than cne state they
are subject to several state commissions, whose policies
may differ. They must also comply with the requirements
of the SEC. With multiple regulatory agencies exercising
overlapping authority, the potential difficulties for a utility
are obvious. These have been largely minimized in the past
through the cooperation of these bodies.

Conflicts between regulation and GAAP. Complications
can also arise when accounting rulings are made before
ratemaking determinations. For example, commissions
may order an accounting treatment without having dealt
adequately with the related ratemaking considerations.
Other accounting practices may be dictated by regulatory
requirements not related directly to ratemaking, or by
regulation related to aspects of ratemaking other than the
timing of incame or expense. Accounting practices that
depart from the normal pattern but are not related solely
to timing differences or ratemaking considerations must
be analyzed to determine whether, for other reasons, they
conform to GAAP. Utilities ordinarily follow regulatory

‘accounting requirements in reports to stockholders as

long as such requirements produce finandal statements
that conform with GAAP (including the provisions of

the Finandal Accounting Standards Board's (FASB)
Statement of Financial Accounting Standards No. 71
discussed below). In isolated situations where regulatory
accounting requirements differ materally from GAAR, they
may constitute what is termed a "comprehensive basis

of accounting other than GAAP” The SEC requires that
financial staternents provided to stockholders and investors
that are induded in filings under the Securities Act of
1933, Securities Exchange Act of 1934, and PUHCA be in
conformity with GAAP.
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The effects of rate regulation on the application of
accounting prindiples have long been recognized by
standard-setting bodies in establishing accounting
pnnciples for use in preparing general-purpose financial
statements. The most recent general standards dealing
with the subject are contained in Statement Standards No.
71, Accounting for the Effects of Certain Types of Rate
Requlation, issued by the FASB in 1982. Since the adoption
of Statement No. 71, the FASB and its Emerging Issues
Task Force (EITF) have expanded their intervention in the
regulatory accounting process by the issuance of various
other proncuncernents.

FASS Statement No. 71

As a condition for its initial and continuing application,

Statement No. 71 indicates that it applies to general-

purpose external financial statements of enterprisas that

have regulated operations only if all the following criteria
are met:

. The enterprise’s rates for regulated service or products
provided to its customers are established by, or are
subject to approval by, an independent third-party
regulator or by its own governing board empowered
by statute or contract to establish rates that bind
customers,

. The requlated rates are designed to recover specific
costs incurred by the enterprise in providing the
regulated services or products.

. In view of the demand for the regulated services or
products and the level of competition, direct and
indirect, it is reasonable to assume that rates set at
levels that will recover the enterprise’s costs can be
charged to and collected from customers. This criterion
requires consideration of anticipated changes in levels of
demand or competition during the recovery period for
any capitalized costs.

-

N

w

The general standards state that rate actions of a regulator
can provide reasonable assurance of the existence of an
asset through future cost recovery. However, before an
incurred cost that would otherwise be charged to expense
is capitalized or deferred, it must be probable that future
revenue in an amount at least equal to the capitalized cost
will result from inclusion of that cost in allowable cost
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for ratemaking purposes, and the dear intent must be

to permit recovery of the previousfy incurred cost rather
than to provide for expected levels of similar future costs.
The standard also condudes that a regulator can reduce
or eliminate the value of an asset, and, accordingly, the
carrying amount of any related asset should be reduced to
the extent that the asset has been impaired.

The Statement similarly recognizes that a regulator can
impose a liability on a regulated enterprise. Examples
indude refunds ordered to be made to customers, gains

to be deferred and amortized over future periods as a
reduction of allocable costs, and provisions in rates for
costs not yet incurred. It adds to this discussion by pointing
out that regulators can eliminate a liability only if the
liability was imposed by action of the regulator. Accounting
for lease transactions is a good example. Statement No.

71 speaks directly to accounting for leases and concludes
that the regulator cannot affect the classification of a

lease liability on the balance sheet. Therefore, when a

lease is capitalizable under GAAP, but is treated as an
operating lease for ratemaking purposes, the balance sheet
should still reflect the capitalizable asset and the related
lease liability. However, in certain situations not involving

a phase-in plan (which are discussed in the following
section), the amortization of the leased asset would be
modified so that the total expense would equal that
allowed for ratemaking purposes.

Statement No. 71 also sets forth specific standards

for a few isolated accounting issues. it allows the
capitatization of an Allowance for Equity Funds Used
During Construction (AFUDC) including equity funds, if the
regulator provides for this method, rather than using FASB
Statement No. 34, Capitalization of Interest Costs, for the
purpose of capitalizing funds used during construction.
Statemnent No. 71 also provides that intercompany profits
on sales to regulated affiliates should not be eliminated in
general-purpose financial statements if the sales price to
the regulated enterprise is reasonable and it is probable
that future revenues allowed in the ratemaking process
will provide for the recovery of such amounts. Additiona!
guidance for applying the general standard to specific
situations is provided in an appendix to the Statement.
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in 1988, the FASB issued Statement No. 101, Regulated
Enterprises ~ Accounting for the Discontinuation of
Application of FASB Statement No. 71, which addresses
the accounting for an enterprise that ceases to continue
to meet the criteria for applying Statement No. 71 to

all or a part of its operations. Examples of causes for
discontinuance given are (1) deregufation, (2) a change hy
the regulator from cost-based ratemaking to another form
of regulation, (3) increased competition that fimits the
enterprise’s abifity to charge rates that will recover costs,
and (4) requlatory action resulting from resistance to

fate increases that limits the enterprise’s ability to charge
rates that will recover costs if the enterprise is unable to
obtain (or chooses not to seek) relief from prior regulatory
actions through appeals to the regulator or the courts.

Statement No. 101 requires that, when an enterprise
discontinues application of Statement No. 71 toallora
part of its operations, it eliminate from its statement of
financial position prepared for general-purpose financial
reporting the effects of any actions of such regulators that
had been recognized as assets and liabilities pursuant to
Statement No. 71, but would not have been recognized
as assets and liabilities by enterprises in general. However,
utility plant and inventory are ot required to be adjusted
except for the effects of impairment. The net effects of
the adjustments required by the Statement are included
as an extraordinary item in income of the period in which
the discontinuance occurs.

Differing views on the accounting implications of the
electric utility industry’s restructuring resufted in EITF Issue
No. 97-4, Deregulation of the Pricing of Electricity — Issues
Related to the Application of FASB Statements No. 71

and 101. Issue No, 97-4 was condensed into two

primary issues:

1. Statement No. 71 Issue. When should an enterprise
fading a typical deregulation sequence of events cease
to apply Statement No. 71 to the generation partion of
its business?

2. Statement No. 101 [ssue. If an enterprise concludes
that a separable portion of its operations (e.g.,
generation) no longer meets the criteria for application
of Statement No. 71, on what basis should regulatory
assets and liabilities of the separable portion of the
business be determined?
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On the Statement No. 71 issue, the EITF reached a
consensus that the application of Statement No. 71

to a segment (e.g., generation) that is subjectto a
deregulatory transition plan should cease no later than
the time when the legislation is passed and the details of
the plan are known.

The EITF added language to the consensus that requires
clear disclosure, through financial statement display or
footnotes, of the segments of the enterprise that were
applying Statement No. 71 and those that were not.

On the Statement No. 101 issue, the EITF reached a
consensus that requlatory assets and liabilities should be
recorded based on the separable portion of the business
from which the regulated cash flows to realize and settle
them will be derived, rather than based on the separable
portion for which the costs were initially incurred. Thus,
even if generation is deregulated, regulatory assets and
liabilities would be retained if stranded cost recavery

is provided from customers that remain regulated for
distribution or other services. The consensus applies

not only to regulatory assets and liabilities already
recorded when the separable portion ceases application
of Statement No. 71, but also to regulatory assets and
liabilities plus any other costs (e.g., purchase power
contracts or employee severance costs) that are probable
of recovery regardless of when incurred.

Reapplication of statement no. 71. As noted in
Statement No. 101, the FASB concluded that the
accounting for the reapplication of Na. 71 is beyond

the scope of No. 101. However, there have been several
companies that have reapplied Statement No. 71.

When facts and drcumstances change so that a utility's
requlated operations meet all of the criteria set forth in
No. 71, it should be reapplied to all or a separable portion
of its operations, as appropriate.

Reapplication indudes adjusting the balance sheet for
amounts that meet the definition of a regulatory asset or
regulatory liability in paragraphs 9 and 11, respectively,
of Statement No. 71. AFUDC should commence to be
recorded it if is probable of future recovery, consistent
with paragraph 15 of Statement No. 71. Previausly
disallowed costs that are subsequently allowed by 2
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regulator should be recorded as an asset, consistent with
the dlassification that would have resulted had these costs
initially been allawed.

The net effect of the adjustments to reapply Statement
No. 71 should be classified as an extraordmnary item in the
income statement.

Other FASB staternents

Subsequent to the issuance of Statement No. 71, major
events occuring in the electric utility industry caused

the FASB to review the effects of that Statement on the
accounting for these events. In particular, utifities building
electric generating plants encountered unexpectedly high
construction costs, which in some instances resulted in
abandonment of projects under construction, disallowance
of construction costs by regulators, and adoption of

plans by regulators for gradual increases in rates over

time to phase in the high costs of the new plants. FASB
Statements No. 90, Regulated Enterprise — Accounting for
Abondonments and Disallowances of Plant Costs, and 92,
Regulated Enterprises — Accounting for Phase-in Plans,
address these subjects.

Abandonments. In the event of a plant abandonment,

a requlator may permit recovery of all or a portion of the

cost of the plant as well as a return on the investment.

Statement No. 90 provides that when the abandonment of

an operating asset or an asset under construction becomes

probable, that asset must be removed from construction
work in progress (CWIP) or plant in service. The recoverable
costs of the abandoned asset then must be recorded as

a new regulatory asset. Statement No. 90 provides the

following guidelines for determining the value of that

new asset.

. If the regulator is likely to provide a full return on the
recoverable costs, the new asset value should equal the
original carrying value of the abandoned asset less any
disaliowed costs.

2. if the regulator is likely to provide a partial retum or no
return, the new asset value should equal the present
value of the future revenues expected to be provided
to recover the allowable cost of the abandoned plant
and any return on investment. The discount rate used
to compute the present value is the utility's incremental

—
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borrawing rate, i.e., the rate that the utility would have
to pay to borrow an equivalent amount for a period
equal to the recovery period.

The amount of loss an enterprise recognizes at the time
of a dedision to abandon is calculated as the difference
between the net carrying value of the abandoned plant
and the present value of the revenue stream provided for
recovery of these costs, and must be adjusted for income
tax effects.

Disallowances. Statement No. 90 stipulates that, when a
disallowance in ratemaking by a regulator of a portion of
the cost of a recently completed plant becomes probable
and reasonably estimable, the estimated amount of the
probable disallowance must be deducted, dollar for dollar,
from the reported cost of plant and recognized as a loss.

The Statement also applies this rule to explicit, but indirect,
disallowances (such as the disallowance of a retum or a
reduced retum on a portion of plant costs). In the case of
indirect disallowances, if the regulator does not specify
the amount of the disallowance, the enterprise must
determine the effective disallowance by computing the
present value, using the last allowed rate of return, of

the estimated future cash flow that is not aflowed. Under
this discounting appraach, the remaining asset should

be depreciated consistent with its ratemaking and in a
manner that would produce a canstant return on the
undepredated asset equal to the discount rate.

The accounting for a direct disallowance is
straightforward. If it is probable that a utility will not
recover some or all costs of a recently completed plant, the
unrecoverable amount should be written off. The difficulty
in applying Statement No. 90 to direct disallowances
arises in determining when the disallowance should

be recognized. If the regulator has already disallowed
recovery, the decision Is not difficult (unless it is possible
that the courts will reverse the decision). However, when a
utility has 3 plant for which construction has been recently
completed, and the utility Is waiting for a rate decision,
the accounting is not clear. Sometimes, a regulator may be
so unpredictable that probable nonrecoverable amounts
cannot be reasonably estimated until a final decision,
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induding the appeals process, is rendered. In instances
when the disallowed cost can be estimated, such costs
should be written off. If recovery of the cost that is
wiritten off is subsequently allowed, the cost should be
recapitalized.

Phase-in plans. Due to the high cost of constructing
electric generating plants during the 1980s, conventional
ratemaking methods would resuit in significantly increased
rates for some utilities when a newly completed plant
was placed in service. Some regulatars adopted plans to
moderate the initial impact on rates by phasing in over a
period of time the recovery of costs associated with a new
plant. Statement No. 92 specifies the accounting for such
phase-in plans.

The Statement defines a phase-in plan as any method
of recognizing allowable costs in rates that meet each
of three defintional critena. The term allowable costs
refers to all costs for which revenues are intended to
provide recovery. These include current operating costs,
depredation, interest on borrowed funds invested in the
plant, and an allowance for eamings on shareholders’
investment. The three definitional criteria are as follows:
1. The regulator adopted the method in connection
with @ major newly completed plant (or a major plant
scheduled for completion in the near future) of the
utility or one of its suppliers.

2. The method defers recovery of allowable costs beyond
the period in which they would be charged to expense
under GAAP as applied to enterprises in general.

3. The method defers allowable costs beyond the periad
in which they would have been recovered under the
ratemaking routinely used by the regulator prior to 1982
for similar allowable costs of the particular utility.

Under the accounting provisions of Statement No. 92,
cost deferral under a phase-in plan is not permitted for
plant on which substantial physical construction had not
been performed before January 1, 1988. Consequently,
for a major, newly completed plant that does not meet
the January 1, 1988, cutoff date, post in-service cost
defemals for financial reporting purposes are limited to a
time frame that ends when rates are adjusted to include
costs associated with the plant. Because Statement No. 92
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limited and then eliminated the use of phase-in plans for
major, newly completed plant, few examples of such plans
exist in utility financial statements today.

Plant accounting

Under the cost-of-service approach to ratemaking, as
{ong used in the utility industry, establishment of the rate
base is a qudal factor in setting rates for service. The
rate base consists primarily of the utility’s investment in
plant facilities serving the customer, so it is not surprising
that the Uniform System of Accounts (USOA) places
considerable emphasis on plant accounting pracedures.

As a part of the emphasis, the FERC's USOA requires
continuing plant records, controlled by primary accounts
and subaccounts dassified by type of property. Generally,
continuing property records (CPR) record the location,
description, date of construction, and cost of units of
property. The FERC has presaribed a “List of Retirement
Units" for use in accounting for additions and retirements
of electric plant, which is composed of “Retirement Units™
(e.g., air-conditioning system, boiler, generator, poles,
meters, etc.) and "Minor ltems of Property” (items not
atherwise identified). These property units are guidelines,
and smaller units are permitted.

The CPR need not reflect individual costs for each of the
retirement units, but it should provide data by which

the cost of the retirement unit can be determined. For
example, poles are generally maintained in a mass property
account (i.e., property consisting of a large number of
homogenous items), and costs are maintained by groups
and vintages rather than by individual poles. Even so, the
records should provide sufficient data for estimating the
costs related to individual poles being retired from service.

Construction costs (which indude asset retirement

costs as @ component) and costs of retirement work are
accumulated by work orders that serve as subsidiary
records of the construction work-in-progress and
retirement work-in-progress accounts. Work orders may
also be used for certain expense charges. For example,
continuing and recurring expense functions, such as meter
repairs, or such large spedial requirements as a generator
overhaul may be controlled through work orders. The
work-order file generally includes a description of the
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AUDIT REQUEST #55

ORS AUDIT REQUEST FORM
Please acknowledge receipt by E-Mail
DATE: February 27, 2019
TO: Mary Jo Brown
UTILITY: Duke Energy Carolinas

Docket 2018-319-E
FROM: Kelvin L. Major
AUDIT PURPOSE: Litigation Expenses (Response to Utility Rates Request #26)

Pursuant to S.C. Code Ann. §§ 58-4-55 (Supp. 2018), 58-27-160 (2015), §§ 58-33-230(F), 58-33-277(B),
58-27-1560, 58-27-1570, 58-27-1580, 58-27-160, and 58-27-190 (2015), the South Carolina Office of
Regulatory Staff hereby makes the following request(s):

REQUEST THE FOLLOWING ITEMS BE PROVIDED BY: ASAP; By C.0.B. Today

1. Please identify all litigation expenses contained in the Company’s response to Utility
Rates Request #26 that are related to Coal Ash.

2. Of those coal ash litigation expenses identified, please identify what account they are
booked to, and the SC Retail portion that was included in the Company’s Application for
recovery in rates in this docket.

3. How do the codes RC 8987and RC8749 relate to the document and information
presented?

4. Could you please elaborate on the “potential insurance recovery for coal ash” included
in the explanations for legal expenditures?

5. Please provide invoices for all coal ash litigation expenses that the Company has
requested recovery for. We do realize that it may take some additional time to produce
the invoices, so provide these as they become available.

Thank you,

Kelvin L. Major
(803) 737-0956
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Duke Energy Carolinas’ Response to
The Office of Regulatory Staff’s
Fifty-Fifth Audit Request for Records and Information
Pursuant to S.C. Code Ann. § 58-4-55 (Supp. 2018)
Related to Litigation Expenses (Response to Utility Rates Request #26)
Docket No. 2018-319-E

Date of Request: February 27,2019

Date Response Due: February 27,2019

- [X] CONFIDENTIAL

[_] NOT CONFIDENTIAL

The attached response to Fiﬁy-Fiﬁh Audit Request #55-5, was provided to me by the following
individual: Katie Sanderson, Manager, Legal Analvtics & System Support, and was provided to
the ORS under my supervision.

Heather Shirley Smith
Deputy General Counsel
Duke Energy Carolinas, LLC
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Camal O. Robinson
Senior Counsel

DUKE Duke Energy
@ ENERGY: 550 South Tryon St

DEC45A
Charlotte, NC 28202

0: 980.373.2631
f: 704.382.4439

camal.robinson@duke-energy.com

April 1,2019
LATE FILED

VIA ELECTRONIC FILING

The Honorable Jocelyn G. Boyd

Chief Clerk/Administrator

The Public Service Commission of South Carolina
101 Executive Center Drive, Suite 100

Columbia, SC 29210

Re:  Application of Duke Energy Carolinas, LLC for Adjustments in Electric
Rate Schedules and Tariffs and Request for an Accounting Order
Docket No. 2018-319-E

Dear Mrs. Boyd:

Enclosed for filing with the South Carolina Public Service Commission is Late-Filed
Exhibit No. 56, which responds to questions from Commissioner Thomas Ervin at the
evidentiary hearing regarding the Company’s response to the Office of Regulatory Staff (“ORS™)
Data Request 55-5 in the above-captioned matter.

Late-Filed Exhibit No. 56 includes the following two attachments:

e Attachment A: This attachment provides a matter description for all matter
numbers listed in the Company’s response to ORS Data Request 55-5 (see
Column M). There are a total of eight matters described in the attachment:

1) Matter No. 2017-LIT-009183
2) Matter No. 2017-LIT-009096
3) Matter No. 2017-LIT-008780
4) Matter No. 2016-LIT-007790
5) Matter No. 2017-LIT-008391
6) Matter No. 2015-LIT-007287
7) Matter No. 2014-LIT-006875
8) Matter No. 2014-LIT-006752

e Attachment B: This attachment includes line item detail for the expenses
requested by Commissioner Ervin as listed below. The Company has reviewed
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Jocelyn G. Boyd, Chief Clerk
April 1, 2019
Page 2

and redacted the descriptions of legal services included in the attachment for
attorney-client privileged information.

1) Matter No. 2017-LIT-008780
2) Matter No. 2016-LIT-007790
3) Matter No. 2014-LIT-006752

Please contact me or Heather Shirley Smith should you have any questions. Thank you
for your assistance in this matter. '

Sincerel

. Robinson
Enclosures

cc:  Parties of Record (via email w/enc.)
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Duke Energy Carolinas
Late-Filed Exhibit No. 56
Dacket No. 2018-319-E
Attachment A

Page 1 of 8

Matter No.: 2017-LIT-009183
Entities: Duke Energy Carolinas, LLC

Duke Energy Progress, LLC

Matter Name:  Analysis of Insurance Coverage for Alleged Coal Ash-Related
Contamination

Description:

Legal analysis regarding potential claims for insurance coverage for alleged liability regarding
alleged coal ash-related contamination.

Matter No.: 2017-LIT-009096
Entities: Duke Energy Carolinas, LLC
Duke Energy Progress, LLC

Matter Name: Amy Brown, et. al. v. Duke Energy Carolinas, LLC and Duke
Energy Progress, LL.C

Case Numbers & Courts:

Superior Court for the State of North Carolina, Wake County
Civil Action No. 17-CVS-10341

Description:

On August 23, 2017, Plaintiffs’ counsel filed a class action suit against DE Carolinas and DE
Progress on behalf of property owners living near nine (9) of Duke Energy’s coal ash
impoundments: Allen, Asheville, Belews Creek, Buck, Cliffside, Lee, Marshall, Mayo, Roxboro.
The class is defined as those who are “well-eligible” under CAMA. or those to whom Duke
Energy has promised a permanent replacement water supply. Plaintiffs have demanded: (1) A
class be certified; (2) the financial supplement release be deemed invalid and they be afforded
the financial supplement without being required to sign a release; (3) They be awarded damages
for property diminution and for undescribed physical injuries; (4) the Court Order Duke Energy
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Duke Energy Carolinas
Late-Filed Exhibit No. 56
Docket No. 2018-319-E
Attachment A

Page20of 8

to perform certain unidentified abatement actions at the impoundments; and (5) their attorneys’
fees be paid. On November 6, 2017, Plaintiffs' counsel filed a Motion to Amend the Complaint
and to Join Additional Parties, as well as a Motion to Designate the Case as Exceptional under
Rule 2.1. On December 5, 2017, Plaintiffs’ counsel filed a Motion for Preliminary Injunction
requesting the court to stay the 60-day time period in which well eligible neighbors have to
accept the financial supplement after a permanent water supply has been established. In an effort
to allow additional time for settlement negotiations, Duke Energy agreed to stay the 60-day time
period until such time as the Preliminary Injunction is ruled on by the Court. A Stipulation to
this effect was filed on December 8, 2017. On January 24, 2018, the parties entered into a
Confidential Settlement Agreement, which resulted in the voluntary dismissal of the underlying
class action with prejudice on January 25, 2018.

Matter Nos.: 2017-LIT-008780 & 2016-LIT-007790

Entities: Duke Energy Carolinas, LL.C
Duke Energy Progress, LL.C

Matter Name: Historical Pollution Insurance Coverage - Coal Ash
Remediation

Case Numbers & Courts:

Duke Energy Carolinas, LLC and Duke Energy Progress, LL.C v. AG Insurance SA/NV, et. al;
Case No. 17-CVS8-5594 pending in the Superior Court for the State of North Carolina,
Mecklenburg County

Description:

On March 29, 2017, Duke Energy Carolinas, LLC (“DEC”) and Duke Energy Progress, LLC
(“DEP”) filed a lawsuit in North Carolina Superior Court against more than 25 insurance
companies seeking insurance coverage for coal ash-related liabilities under third-party liability
insurance policies sold to DEC and DEP from 1971 to 1986. Specifically, DEC and DEP seek
coverage with respect to costs they have incurred and will incur pursuant to their liabilities under
the North Carolina Coal Ash Management Act, the federal CCR Rule, and South Carolina law at
15 coal-fired power plants in North Carolina and South Carolina. In the litigation the defendant
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Duke Energy Carolinas
Late-Filed Exhibit No. 56
Docket No. 2018-319-E
Attachment A

Page 3 of 8

insurers have asserted dozens of defenses to coverage. Any net insurance recoveries from the
lawsuit will be used to reduce customer coal ash costs.

Pursuant to Case Management Orders entered by the court, the parties are permitted to take up to
120 fact witness depositions and designate 30 expert witnesses. From approximately August
2017 through January 2019, the parties engaged in extensive fact discovery, including the
production of over 12 million pages of documents and the deposition of 39 witnesses to-date.

On January 24, 2019, the court granted the parties’ joint motion for a four month stay of the case
from February 1, 2019 through June 2, 2019 to allow the parties to discuss potential settlement.
If the case is not fully resolved by the end of the stay period, the litigation will resume. Under an
Amended Case Management Order, following the stay period fact discovery is scheduled to end
on July 10, 2019, and expert discovery is scheduled to end on January 14, 2020. Post-discovery
dispositive motions must be filed no later than February 14, 2020. Trial is scheduled to
commence on August 31, 2020.

Matter No: - 2017-LIT-008391
Entity: | Duke Eﬁergy Carolinas, LLC

Matter Name:  DEC General Lit — Condemnation: William H. Baker
Marital Trust adv. Duke Energy Carolinas, LL.C (Richburg
Retail Substation)

Court: N/A
Case Number: N/A
Description:

In 2017, Duke Energy Carolinas, LLC (“DEC”) was in the process of acquiring real estate for the
construction of a new substation in Richburg, Chester County, South Carolina. DEC and its
outside counsel conducted extensive negotiations, including a meeting with counsel for interest
landowners. There were also discussions and other communications between counsel. The
matter was ultimately resolved without the need for litigation.
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Duke Energy Carolinas
Late-Filed Exhibit No. 56
Docket No. 2018-319-E
Attachment A

Page 4 of 8

Matter No: 2015-LIT-007287
Entity: Duke Energy Carolinas, LL.C
Duke Energy Progress, LLC
Matter Name: Groundwater Claims (Géneral Issues)
Court:N/A
Case Number: N/A

Description:

The pre-suit litigation strategy will focus on discussions with at least three groups of plaintiffs’
lawyers (Charles Barone, Brian Bryce, and Mona Lisa Wallace) who claim that their clients’
properties have been harmed by groundwater contamination from Duke Energy’s coal ash
basins, During the initial stages of these matters, the Company will be prepared to engage in
pre-suit mediation in an effort to come to a resolution more quickly than through litigation.
Regardless of whether counsel will accept a proposal for mediation, Duke Energy will be
prepared to offer a Property Protection Plan that would compensate plaintiffs who actually sell
their homes for any diminution in value below an agreed upon fair market baseline. This matter
will include any expert fees associated with the development of the Property Protection Plan.
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Duke Energy Carolinas
Late-Filed Exhibit No. 56
Docket No. 2018-319-E
Attachment A

Page 5 of 8

Matter No.: 2014-LIT-006875
Entity: Duke Energy Carolinas, LLC

Matter Name:  Coal Ash Basins - Yadkin Riverkeeper, Inc. and
‘Waterkeeper Alliance, Inc. v. Duke Energy Carolinas, LLC
(Buck Citizen Suit)

Case Number & Court:

Yadkin Riverkeeper, Inc., and Waterkeeper Alliance, Inc. v. Duke Energy Carolinas, LLC, Civil
Action No. 14-CV-753, in the United States District Court for the Middle District of North
Carolina

Description:

On September 3, 2014, following a 60-day notice of intent served on July 1, 2014, the Yadkin
Riverkeeper, Inc. and Waterkeeper Alliance, Inc. filed a citizen suit against Duke Energy
Carolinas, LLC alleging unpermitted discharges to surface water and groundwater violations at
the Buck Steam Station (the “Buck Federal Citizen Suit”). On January 5, 2015, Duke Energy
Carolinas filed a Motion to Dismiss for failure to state a claim and an alternative Motion to
Stay. On October 20, 2015, the court issued an order denying Duke Energy Carolinas’ Motion to
Dismiss and Motion to Stay. The court found that the NCDEQ had not diligently prosecuted the
DEC State Enforcement Litigation and also that the groundwater claims may proceed in federal
court because the groundwater serves as a conduit for contaminants to move from the ash basins
to waters of the United States. On September 28, 2016, Duke Energy Carolinas attended a court-
ordered mediation with Plaintiffs. Based on Duke Energy Carolinas® decision to select Buck
Steam Station as one of the three sites for beneficiation under House Bill 630, an agreement was
reached to settle the Buck Federal Citizen Suit, and for Plaintiffs to dismiss the claims related to
the Buck Steam Station in the DEC State Enforcement Litigation. A Joint Stipulation of
Dismissal with prejudice was filed on December 23, 2016. This matter is now closed.
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Duke Energy Carolinas
Late-Filed Exhibit No. 56
Docket No. 2018-319-E
Attachment A

Page 6 of 8

Matter No.: 2014-LIT-006752
Entities: Duke Energy Carolinas, LL.C
Duke Energy Progress, LLC

Matter Name: Coal Ash Basins - State Enforcement Litigation

Case Numbeys & Courts:

Duke Energy Carolinas, LLC - Civil Action No. 13-CVS-14661 pending in Superior Court for
the State of North Carolina, Mecklenburg County

Duke Energy Progress, LLC — Civil Action No. 13-CV$-11032 pending in Superior Court for
the State of North Carolina, Wake County

Description:

In the first quarter of 2013, Duke Energy Carolinas, LLC ("DEC") and Duke Energy Progress,
LLC ("DEP") received letters from the Southern Environmental Law Center (“SELC”) on behalf
of its clients, various environmental organizations, indicating its intent to file citizen suits for
alleged unpermitted wastewater and groundwater discharges from coal ash basins at the
Riverbend and Asheville Steam Stations. Notice of intent to sue is a required prerequisite to
bringing such a suit under the Clean Water Act (“CWA”). To date, the following cases have
been filed:

State of North Carolina ex rel Department of Environment and Natural Resonrces,
Division of Water Quality v. Duke Energy Carolinas, LLC (Remaining Six DEC Plants):

On August 16, 2013, Department of Environment and Natural Resources (“DENR”) filed a
complaint against each of the remaining six DEC plants in North Carolina, alleging violations of
the CWA and violations of the North Carolina groundwater standards. The Catawba
Riverkeeper intervened in the case. On May 3, 2014, additional environmental groups were
permitted to intervene in the case with respect to all six remaining DEC plants. On June 1, 2016,
the court entered partial summary judgment as to the Dan River plant. The case continues as to
the remaining five plants (Allen, Belews Creek, Buck, Cliffside, and Marshall), although the
SELC’s clients dismissed their claims against Buck as part of the federal settlement.
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State of North Carolina ex rel Department of Environment and Natural Resources,
Division of Water Quality v. Duke Energy Progress, LL.C (Remaining Six DEP Plants):

On August 16, 2013, DENR filed a lawsuit in Wake County Superior Court pertaining to
discharges at the remaining six DEP plants in North Carolina, alleging violations of the CWA
and violations of the North Carolina groundwater standards. In 2014, additional environmental
groups were permitted to intervene in the case with respect to the six plants. On April 14, 2016,
the court entered partial summary judgment as to the Cape Fear, H.F. Lee, Sutton, and
Weatherspoon plants. The case continues as to the remaining two plants (Mayo and Roxboro).

All Cases:

These state court cases have been transferred to a single judge who is hearing the matters
together.

On July 10, 2015, DEC and DEP filed Motions for Partial Summary Judgment for 7 of the 14
NC sites involved these cases. There were two motions. The first addressed the 4 “high
priority” plants (Riverbend, Asheville, Dan River and Sutton) for which the method of closure
has been directed by the Coal Ash Management Act (“CAMA™) (the "4-Plant Motion”). The
second addressed 3 additional plants (H.F. Lee, Cape Fear and Weatherspoon) that were
announced in conjunction with the Safe Basin Closure Plan to be closed through dewatering,
excavation and lined storage (the "3-Plant Motion"). The primary basis for these motions was
that there is no longer either a genuine controversy or disputed material facts about the relief for
these 7 plants since DEC and DEP publicly committed to excavating basins at these sites. The
court entered summary judgment on these plants in two orders: the “4-Plant Order” and the “3-
Plant Order.” Among other things, these orders require DEC and DEP to submit closure plans
calling for excavation of the basins at these seven plants. Litigation related to seven plants (H.F.
Lee, Cape Fear, Weatherspoon, Asheville, Dan River, Riverbend, and Sutton) has concluded.

On August 18, 2016, Plaintiff-Intervenors filed a motion for partial summary judgment asking
the court to make legal determinations about the existence and size of the compliance boundary
at Allen, Cliffside, and Marshall, and to narrow the types of remedial options available under
North Carolina law. DEC and DEP filed a response to the motion for summary judgment on
October 17, 2016, as well as a cross-motion for summary judgment on jurisdictional
grounds. The court denied both motions on Feb. 13, 2017.
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On March 15, 2017, DEC and DEP filed a Notice of Appeal to the North Carolina Court of
Appeals challenging the trial court’s denial of their motion for summary judgment. On August
24, 2017, the SELC filed a motion to dismiss the appeal. The appeal was argued on February 8§,
2018, and, on August 1, 2018, the court entered an order dismissing the appeal as
interlocutory. On October 15, 2018, the parties attended a status conference with the court, at
which the court agreed to postpone setting any trial dates while deferring to DEQ’s ongoing
administrative reviews and actions under CAMA. The court indicated that it would set another
status conference in May 2019, and would like monthly progress reports until such date.
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Duka Enargy Cacolines

Late-Flad Exhibit No. 58
Docket Ho. 2018-318-E
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