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Statement of Questions Involved

1. Is extraordinary relief under the Section 1308(e) of the Public Utility Code
available for a utility seeking a base rate increase solely to obtain working capital, as
opposed to the cost of working capital?

Proposed Answer: No.

2. Is extraordinary relief under the Section 1308(e) of the Public Utility Code
available for a utility seeking a base rate increase to correct a perceived inadequacy in the
rate increase provided in a prior recent base rate case?

Proposed Answer: No.

3. Is extraordinary relief under the Section 1308(e) of the Public Utility Code.
available for a utility which brought any emergency which might exist upon itself
through failure to take timely steps to provide for an owner infusion of cash working
capital? :

Proposed Answer: No.

4. Is extraordinary relief under the Section 1308(e) of the Public Utility Code
availabie for a utility which has failed to meet the burden of showing that the requested
relief is immediately necessary in order to maintain normal customer service, normal
maintenance and to avoid substantial reductions in employment?

Proposed Answer: No.

5. Is extraordinary relief under the Section 1308(e) of the Public Utility Code
available for a utility which has failed to meet the burden of showing that the requested
relief is immediately necessary in order to maintain normal customer service, normal

maintenance and to avoid substantial reductions in employment?

Proposed Answer. No.



6. Is extraordinary relief under the Section 1308(¢e) of the Public Utility Code
available for a utility which has failed to meet the burden of showing that the requested
relief is immediately necessary in order to maintain normal customer service. normal
maintenance and to avoid substantial reductions in employment?

Proposed Answer: No.

7. Is extraordinary relief under the Section 1308(e) of the Public Utility Code
available for a utility which has failed to meet the burden of showing that the amount of
requested relief would produce no more than the rate of return on the utility’s common
equity established in the utility’s prior rate case or no more than debt service coverage
ratios provided by such prior rate case?

Proposed Answer: No.

8. Has the utility met its burden of showing just cause for a Commission declaration
waiving or declaring inapplicable the legislative intent reflected in Section 1308(e) that
the grant of extraordinary rate relief be subject to a quantifiable limitation?

Proposea Answer: No.

9. Is extraordinary relief under the Section 1308(e) of the Public Utility Code
available when the utility requesting such relief has not met its burden of showing that

the amount of relief requested would result in “just and reasonable” base rates?

Proposed Answer: No.



CEPA et al.’s Memorandum in Opposition to PGW’s Extraordinary Rate Petition

I. Introduction.

The grand strategy of PGW’s Petition for Extracrdinary Rate Relief is immediately
recognizable to anyone who is familiar with PGW’s efforts since July, 2000 to increase
base rates in order to require ratepayers to provide not only the costs of working capital,
but the working capital itself. Such an objective is contrary to the principles and law
governing ratemaking for regulated public utilities. In pursuing this goal, PGW and its

owner the City of Philadelphia have attempted to give the appearance of fulﬁlling

] ' : L i LERBAYE
owners]up responsibilities in the refurbishment of PGW, while in fact, rmmmlzmg the

dollar contnbunon of the City in PGW'’s financial recovery.

E R TR
In this case, as in prior cases, the City’s position has been that it would be willing
- i ' RIN
on a one time basis only to grant back a portion of the annual $18 million City payment
! B
to the extent such a grant back is shown to be necessary after the end of PGW’s ﬂscal

\ \ ‘ RINIRY
year to assure that PGW achieves its 1.5 debt service coverage ratios on the 1975 and

1998 bonds PGW E.R.P. §t. 5, at 4. The City can be expected to make every effort to

! BRI
avoid havmg to perform even on this negligible conditional offer. At the same t1me, the

vy {

City continues a campaign of disinformation, in which it describes waiver or grant back

of this payment as an inappropriate City “subsidy” to PGW; however, in fact, it has

N l l': ;;u

h1stortcally been the ratepayer funded $18 million which has been an annual sub51dy
N RIRiN

prowded to the City by PGW, without reference to PGW’s actual performance, or even
) i . i . i

N ]

T ELE B



whether PGW had generated sufficient earnings to make that payment. PGW ER.P. St 5,

at3.'

On February 25, 2002, PGW filed its Petition for Extraordinary Rate Relief
(hereinafter “Petition”) pursuant to Section 1308(e). In the Petition, it alleged that the
threat of a downgrade of PGW’s bond ratings contained in Standard & Poor’s February
12, 2002 Notice necessitated immediate grant by the Commission of $44 million
extraordinary base rate increase effective in mid-April, 2002, Such a ratings downgrade,
it was alleged, would immediately precipitate an abrupt reduction in service.thai.j PGW

could provide to customers and system maintenance, and a substantial reduction in

employment.

As set forth below, the Commission should reject this Petition. At bottom, the
Petition incorrectly assumes that ratepayers may legally be required to bear virtually all
the substantial financial burdens necessary for the restoration of PGW’s liquidity, and

that the City may be required to provide little more than a token contribution.

II. Statement of the Case.

The Consumers Education and Protective Association (CEPA), the Association of

Community Organizations for Reform Now (ACORN), the Tenants” Action Group
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(TAG), and the Action Alliance of Senior Citizens of Greater Philadelphia ( hereinafter
collectively “CEPA et al.”) incorporate by reference Administrative Law Judge Cynthia
Williams Fordham’s ample Statement of the Case read into the record in this case at the

March 26, 2002 evidentiary hearing.

For those who do not have ready access to the hearing transcript, CEPA et al. has
participated in this proceeding as an Active Participant. On March 6, 2002, CEPA et al.
filed a Formal Complaint docketed at R-000017034 against PGW’s pending base rate
increase filing, and specifically protesting the granting of extraordinary rate relief. On
March 19, 2002, CEPA et al. filed the Answer of CEPA et al. to Philadelphia Gas Works’

Petition for Extraordinary Relief, docketed at R-00017034F0002.

IIE. Argument.

A. Legal Standards.

In Pa.P.U.C.v. Metropolitan Edison Company, Docket No. P-800070235 (August

28, 1980) (hereinafter “Metropolitan Edison”), the Commission recognized that in a

Section 1308(e) proceeding, the utility had the “heavy burden” to made a “specified
showing” by substantial evidence that all four requirements for extraordinary relief had

been met. Metropolitan Edison, at 5,6. Extraordinary relief can not be granted on the

basis of “speculation or conjecture.” Metropolitan Edison, at 6.
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In addition, under the Public Utility Code, the utility has the additional burden of
showing by substantial evidence that any base rate, whether extraordinary or not, is “just
and reasonable.” 66 Pa.C.S. 315(a). Lower Frederick Township v. Pa. P.U.C., 409A. 2d

505, 507 (Pa.Cmwlth. 1980); Brockway Glass v. Pa. P.U.C., 437 A.2d 1067 (Pa. Cmwlth.

1981). In this case, as in any rate case, PGW must establish that “[t]he elements of that
cause of action are proven with substantial evidence which enables the party asserting the
cause of action to prevail, precluding all reasonable inferences to the contrary.” Burleson

v.Pa. PU.C. - Pa. —, 461 A.2d 1234, 1236 (1983).

Finally, as the Commission itself has recognized, application of the “just and
reasonable” standard in ratemaking under Section 1301 of the Public Utility Code and
the U.S. Constitution requires a balancing of the interests of both customers and the

utility. Pa. P.U.C. v. PGW, Docket No.R-00006042, October 4, 2001 Order, at 25.

B. PGW'’s Proposed $44 Million Extraordinary Rate Increase Is Not Just
and Reasonable because It Imposes Virtually All the Costs of PGW'’s
Liquidity Restoration on Ratepayers, without Providing that the City as
PGW’s Owner Bear an Equal Share of this Substantial Burden.
In putting forward its request for extraordinary relief, PGW and its owner the City
have refused to accept more than a minimal share of the burdens of PGW’s liquidity
restoration. Qverall PGW residential rates are currently 15% above pre-November 22,

2000 levels on an annualized basis, and have been as much as 50% higher for significant

lengths of time during this period. In contrast, the City has continued to receive the $18



million City Payment, while providing a cash advance pursuant to the Management
Agreement, has taken no extraordinary measures to address PGW’s financial problems.
Because in the final analysis, the Commission is constitutionally bound to balance the
interests of ratepayers and the utility, it must deny PGW’s Petition as unjust and
unreasonable. This section examines various financial measures under consideration to
address PGW’s financial difficulties, and assesses the relative burden which these

measures impose on ratepayers and upon PGW and its owner the City.

In this case, as in prior cases, the City’s position has been that it would be \;rilling
on a one time basis only to grant back to PGW a portion of the annual $18 mjllioln‘ Clty
payment, to the extent that such a grant back is necessary after the end of PGW’s FY2002
on August 31, 2002 to assure that PGW achieves its 1.5 debt service coverage ratios on
the 1975 and 1998 bonds. PGW E.R.P. St. 5, at 4. Despite a liquidity problem which it
has itself recognized for over two years, the City has astonishingly insisted on receiving
its annual $18 million payment, As OQCA witness Mr. LeLash tellingly notes: “No other
utility in this country would continue to pay dividends to its owners were it facing the

liquidity problems which PGW faces.” OCA St. ERP-1, at 11.

Even in this supposedly “extraordinary” situation, the City’s determination to
deflect any inroads on the $18 million City payment is so uncompromising that it has not

even committed this year to waive the $200,000 in interest which it extracts as payment
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for its allowing PGW to defer the payments (due in four equal installments March 31,

April 30, May 31, and June 30) until June 30. PGW E.R.P. St. 2, Exhibit JRB-1, p. 1.

In its previous decisions, the PUC has opined that it does not have the authority to
order PGW to waive or grant back the $18 million — but has sent a clear signal to PGW
and the City that in the exercise of its discretionary ratemaking powers, the Commission
is not indifferent to whether the $18 million City payment is committed to addressing the
utility’s financial difficulties. Thus, in its October 4, 2001 Order, the Commission stated:

...we urge the City of Philadelphia, as owner of PGW, to continue to take
measures to insure the financial health of PGW. Tt is the expectation of this
Commission that the City of Philadelphia, as owner of PGW, continue to
assist PGW in its cash flow requirement so that a financial crisis does not
take place. One way of insuring PGW’s overall financial health s to grant
back or waive, in part or in total, the City payment when necessary. We
hope that the City of Philadelphia will be as diligent in its concern for the
financial health of PGW as the Commission is in granting the rate relief
described herein.

Pa. P.U.C. v. PGW, Docket No. R-00006042 ,October 4, 2001 Order, at 34.

In adjudicating PGW’s 2000 Interim Base Rate Increase Case (Pa. P.U.C. v. PGW,
Docket No. R-00005654) and PGW’s 2001 Base Rate Increase Case, the Commission has
recognized that in determining a “just and reasonable” rate, the Commission must balance
the interests of the utility with those of its customers. In reaching those decisions, the

Commission of necessity took into account the level of assistance that the City was



providing to PGW

This assistance included the $45 million City Advance, a line of credit provided by
the City interest free, commencing January 2001, and currently repayable on January 25,
2003. While the City claims that the value of this loan is between $2 and $3 million per
year, the City admits that the cost to the City has been less, due to the fact that PGW has
been required to repay this line of credit before it repays its TXCP, so as to maximize the
time that the funds are in a City account drawing interest for the City. Without denying
the benefits to PGW from this Advance, it is important to recognize that provision of
substantial credit by the City to PGW was contemplated in the Management Agreemenjt,
and to that extent, is not out of the ordinary. Management Agreement, §1V(3).”
Moreover, the long term effect of such loans, for the most part, is not to relieve
substantial burdens on ratepayers, but rather to postpone imposition of those burdens to a

future time.

! The Commission alludes to the $45 million advance in its October 4, 2001 Order (Pa.P.U.C. v. PGW, R-
00006042), at 34, when it says: “It is the expectation of this Commission that the City of Philadelphia, as owner of
PGW, continue to assist PGW in its cash flow requirements so thal a financial crisis does not take place.”
(Emphasis added).

2 pGwW may claim that the value to PGW of the City Advance is greater than the amount of interest
foregone by City. due to the fact that use of the City Advance may eliminate the need to use PGW’s TXCP facility
at a higher interest rate than what the City pays for Advance. This added benefit comes only when PGW has a
choice between use of its TXCP funds and the City Advance. Up until now, City Advance funds have been drawn
when TXCP was unavailable, and repaid before TXCP. Moreover, the value of any particular action for the
purposes of evaluating the relative burden on the City should be the cost of the action to the City, not the valuc of
the benefit experienced by PGW.



Even before the decision to file the instant Petition for Extraordinary Rate Relief,
PGW had decided to request deferment of the repayment date for the $45 million City
Advance from January 2003 to August 31, 2003. However, PGW and the City have not

yet filed the necessary proposed Ordinance with Philadelphia City Council *

The City may also be expected to claim that it would have fulfilled any additional
obligation to share in PGW’s refurbishment by obtaining for PGW’s benefit a Forward
Purchase Agreement which would generate $20 million in project revenues this year.

The Forward Purchase Agreement is a financial transaction in which the City sells fc;r an
“up front” price the right to interest for a period of years on a portion of the Sinking Fund
Reserve which is maintained in connection with the almost $1 billion in outstanding long
term PGW gas revenue bonds. In the mid-1990's, the City entered into a similar Forward
Purchase Agreement on behalf of PGW using the Company’s gas revenue bonds. The
interest generated by the Sinking Fund Reserve has thus for some time now been

recognized as a resource available to PGW.

The City may be anticipated to claim that in any balancing process involving PGW
base rates, the City’s provision of the interest on a portion of the Sinking Fund Reserve

associated with PGW’s bonds should be given great weight as an indicia of the City’s

PGWERP. St. 1, at 10 and Thomas E. Knudsen Testimony at the March 26, 2002 Evidentiary
Hearings.



acceptance of its ownership responsibilities.” It is true that technically, the interest on the
Sinking Fund Reserve belongs to the City, and that the City is within its rights to transfer
that interest to the City’s General Fund. Appelmans v. City of Philadelphia, 826 F.2d
214 (3™ Cir. 1987). However, the fact is that under PGW’s bond covenants, ratepayers,
and ratepayers alone have historically paid the debt service (principal and interest) on
PGW’s long term borrowing. While the City may have the right to the Sinking Fund
Reserve interest, PGW and its owner should not be overly praised for recognizing that the
interest has been paid for with ratepayer funds. Like the $18 million City Payment, but
less visibly, the Sinking Fund Reserve interest is but another cash benefit which the City

has extracted from PGW ratepayers without any relation to the performance of the utility.

Finally, from a ratepayer perspective, resort to a Forward Purchase Agreement is
not an optimal use of the Sinking Fund Reserve interest. The optimal use for PGW
customers would be to transfer that interest on an annual basis to PGW to be booked as
“Other Income” on the Income Statement. This treatment would both assist PGW cash
flow needs on an annual basis, and at the same time would dampen upward pressure on
base rates by providing non-rate project revenues for debt service coverage ratio

purposes. This treatment would have the added benefit to PGW ratepayers of avoiding

*PGWER.P. St. 1, at 5. The effect of the Forward Purchase Agreement was not reflected at all in the
schedules supporting PGW’s initial filing. However, it is reflected on the Revised 3-26-02 Philadelphia Gas Works
Fiscal Year 2001-02 Projected Income Statement as part of “Other Income™ constituting PGW Bogdonavage
Rebuttal Exhibit 1, There, the effect of utilization of the Forward Purchase Agreement is to reduce to $7.5 million
the amount of the hypothetical grant back of the City payment.
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the transaction costs which are always present when the City’s financial consultants and
white collar legal patrons participate in the formulation and execution of these

arrangements.

The use of Sinking Fund Reserve interest through a Forward Purchase Agreement
functions, like most of the stratagems utilized by PGW, to ward off the necessity of truly
sharing in the burdens of PGW’s refurbishment by granting back the $18 million City
Payment. For the period in which the Forward Purchase Agreement 1s in effect, PGW’s
ratepayers will be deprived of the potential contribution of project revenues stemming
from Sinking Fund Reserve interest. This financial transaction is thus a technique to
transfer to future ratepayers through higher rates the present day costs of PGW working

capital refurbishment.

In this situation, one might expect that the City as owner of PGW would at least
commiit to including the City itself, as recipient of the “Rate MS” among the rate classes
which would be called on to pay the increased rates to which the City and PGW claim an
“extraordinary” need. However, that is not the case. Supplement No. 17 to Tariff-Gas

PA P.U.C. No. 1.° Rather, the City insists that under the Gas Choice Act, the

5 If the MS Rate participated in the proposed $44 million increase on a same percentage basis as the other
firm rate classes, PGW would realize approximately three quarters of a million incremental dollars on an
annualized basis.
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Commission may not alter the MS Rate without prior City Council approval. PGW and
the City have not sought, and apparently have no plans to seek City Council approval for
application of any extraordinary relief that might be granted to the MS Rate class. PGW
and the City have raised this issue in their consolidated appeal to the Commonwealth

Court of the PUC Order in PGW’s 2001 Base Rate Increase Case.* However, there is no
reason why the City as owner can not consent to pay its share of whatever extraordinary

relief might be obtained from the PUC, while reserving its rights on the underlying issue.

In these circumstances, there can be no grant of rate relief in any form unless there
is provision for equal sharing of the burdens of PGW’s liquidity restoration between ﬁle
City and PGW’s ratepayers. In these extraordinary circumstances, what the City 1s
prepared to offer going forward in additional resources should be matched against what
would be required from ratepayers. Mr. LeLash, the OCA’s witness, has set forth a
proposal for such equal sharing, which could well serve as the cornerstone of a financial
solution. OCA St. 1-ERP, at 10-14, 31-36.

C. Section 1308(e) Is Not Available to PGW under the Circumstances of this
Case.

1. Section1308(e) Is Not Available to Provide Cash Working Capital,
as Opposed to the Cost of Cash Working Capital or Funds for
Operations.

PGW has filed this Extraordinary Relief Petition to provide cash working capital,

® Citv of Philadelphia et al. v. PUC, Commonwealth Court, Nos. 19, 20 C.D. 2002 (Consolidated).
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not to obtain revenues from rates to fund operating expenses. While not willing to
specifically designate revenues derived from the Extraordinary Relief Petition for pay
down of 1ts outstanding short term debt, the rate increase request’s declared purpose is to
address PGW’s liquidity problem, as defined by the so-called S&P fixed-charge formula.
As Mr. Knudsen testified: “While the $33.6 million of [2001] rate relief proved salutary
and addressed, in the main, PGW’s needs regarding ongoing operating requirements, S&P
recognized that the level was insufficient to address PGW’s total lack of liquidity.” PGW
E.R.P. St.1, at 3. On paper, PGW projects that the requested extraordinary relief would
permit it to pay down its short term Commercial Paper Program (hereinafter “TXCP”)
from $97 million to $77 million in FY2002,” to pay back the $45 million City Advance in

August, 2003.® and further reduce its outstanding TXCP in August, 2003 to $57 million.’

It is a general ratemaking principle that ratepayers may be required to pay the cost
of reasonable working capital for a regulated utility, but not be required to pay for that
capital itself.'® The Management Agreement, consistent with this principle, provides that

PGW ratepayers shall provide through rates a “reasonable amount of working capital.”

"PGW E.R.P. 5.2, Exhibit JRB-1, p.1.
¥ BGW E.RP. §1.2, Exhibit JRB-1, revised p.2.
? PGW E.R.P. St. 4, Exhibit BCB-3, column G (2002-03).

' 6CA Statement 1-ERP, at 5,10,11; OCA Statement , at 12-19 (Docket No. R-00006042,
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Management Agreement, at §VII(1)(b)(iii). For many years, ratepayers have provided
PGW with a Tax Exempt Commercial Paper Program, on which they have paid the debt
service.'" In the 2001 Base Rate Case, the Commission recognized this principle when it
stated: “The [Management] Agreement clearly states that only a reasonable amount of
working capital is to be included in rates. The Management Agreement does not assume
that customer rates will cover all PGW’s capital and cash needs as if no other sources of

capital or revenues are available to PGW.” Pa.P.U.C. v. PGW, Docket No. R-00006042,

Opinion and Order, December 6, 2001, at 29. This principle applies to any Commission
approved rates, both base rates provided under Sections 1301 and 1308(d) of the Public

Utility Code, and to extraordinary rate relief provided under Section 1308(e).

Mr. LeLash’s analysis of Section 1308(e) in light of general principles of utility
regulation confirms the proposition that this provision does not support rate relief for the
purposes of a ratepayer infusion of working capital itself:

As I understand it, Section 1308(e) addresses extraordinary needs for
revenues to meet operating expenses. [t does not contemplate a utility
seeking a capital contribution from its ratepayers. Accordingly, it is my
belief that the Section 1308(e) provisions are not applicable to PGW’s rate
relief request.

Utility regulation has consistently recognized that ratepayers are
responsible for a utility’s operating expense, including a return on the
utility’s capital. However, there is no precedent, to my knowledge, where

! General Inventory and Receivables Gas Works Revenue Note Ordinance of 1983 (September 30, 1983),
Bill No. 1761, Ordinances of the City of Philadelphia (January [. 1983 to December 31. 1983, pp. 1346-1368.
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ratepayers have been held responsible to serve as the initial source of funds
to meet a utility’s capital needs. Therefore, by definition, the Section
1308(e) provisions do not contemplate, nor provide, a standard for PGW’s
pending request.

OCA Statement No. 1-ERP, at 27.

2. Section 1308(e) Relief Is Not Available as a Means of Correcting a
Perceived Inadequacy in a Prior Base Rate Proceeding.

Section 1308(e) relief is not available to PGW for this liquidity restoration purpose
for another reason. PGW fully litigated its 2001 Base Rate Case on the basis of the
uncompromising legal assertion that ratepayers should provide PGW with sufficient
working capital so that it would have $35 to $40 mllion in fiscal year end cash. In ruling
on the base rate increase request, the Commission, first in its October 4, 2001 Order,
declined to set rates primarily on the basis of year end cash balances, and then, in its
December 6, 2001 Order, squarely rejected PGW’s demands for $35-$40 million in year
end cash. In its most recent Order, it reminded PGW that its “just and reasonable”
determination resulted in year end cash of $10.2 million, and explicitly declared that
PGW ratepayers could not be held responsible for meeting all PGW’s cash needs.

Pa.P.U.C. v. PGW, R-00006042, December 6, 2001 Order, at 27-31. PGW ignored these

clear signals from the Commission, continuing to allow the rating agencies to believe that
the Company had reasonable prospects of securing additional rate relief for cash purposes

via future extraordinary and base rate filings. OCA Cross-Examination Exhibit No. 2.

Now, PGW seeks through this proceeding the ratepayer infusion of cash working
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capital (as opposed to the cost of that working capital) which the PUC previously denied
the Company. In so doing, PGW has placed itself outside of the ambit for Section

1308(e) extraordinary rate relief,

It is well settled Commission precedent that Section 1308(e) 1s not available for a
utility to pursue a rate award denied in a recent prior proceeding. This was a subtext in
two proceedings involving utility requests for extraordinary rate relief — Pa.P.U.C. v.
Pennsylvania Electric Company, Docket No. R-7804599, September 21, 1978 Order

(hereinafter “Pennsylvania Electric”) and Pa.P.U.C. v. Metropolitan Edison Company,

Docket No. P-80070235, August 28, 1980 Order. In both cases, the Commission
squarely declared that Section 1308(e) could not be utilized as a vehicle to relitigate

1ssues decided in recent rate cases:

We find no legislative intent that a utility may, under the guise of
petitioning for extraordinary rate relief, secure increased revenues in order
to maintain or improve its return on common equity, absent clear and
convincing proof that such extraordinary rate relief is immediately
necessary under the criteria set forth in Section 308(f) [now Section _
1308(e)] of the Public Utility Code. We wish to make clear that an inability
to earn the rate of return on common equity determined to be appropriate by
the Commission in the previous rate proceeding or dissatisfaction with such
rate of return cannot support a request for extraordinary rate relief under
Section 308(f) [Section 1308(e)].

Metropolitan Edison, at 22, quoting from Pennsylvania Electric. Just as these utilities

were barred from relitigating a rate of return issues just recently decided, so here, PGW 1s
barred from relitigating the cash flow issues decided by the Commission’s October 4,
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2001 and December 6, 2001 Orders in PGW’s 2001 Base Rate Case.

3. Section 1308(e) Relief Is Not Available to Address an “Emergency”
Created by the Utility Itself.

[t stands to reason that PGW may not utilize Section 1308(e) on the grounds of
“emergent” circumstances necessitating extraordinary relief when those circumstances are
PGW’s own creation. To grant extraordinary relief in such circumstances would
encourage utilities to behave in the imprudent, even reckless manner that is present in this
case. As Mr. Lel.ash testified, PGW’s liquidity problems have their origins in the
historic failure of the City to manage PGW, to subject its operations to the level of public
scrutiny which occurs only in the context of base rate cases, while at the same time
insisting on draining $18 million annually in cash from a deteriorating utility without

regard for the future.

From the outset of passage of jurisdiction over PGW to the PUC, there was a
significant question whether the PUC would accept PGW’s view that the so-called Cash
Flow Method required the Commission to provide PGW through rates not merely the cost
of reasonable working capital, but the working capital itself. Thus, the City and PGW
ignored the message of the Interim Base Rate Case, which was that the Commission had
reservations about PGW’s claims for the Cash Flow Method (“In addition to the lack of

any legal requirement to apply PGW’s cash flow method in this proceeding, the
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Commission also agrees with OCA’s position that it is fundamentally unreasonable to
expect ratepayers to provide PGW’s cash working capital as well as meet revenue
requirements in this proceeding...”).”> This message should have taken on added weight
in light of Standard & Poor’s placing of PGW on Credit Watch (with Negative
Implications) in July, 2000. PGW E.R.P. St.1, at 2. This message was reiterated, in more
specific terms in the Commission’s October 4, 2001 and December 6, 2001 Orders in

PGW’s 2001 Base Rate Case.

A prudent owner, paying attention to these regulatory messages, would have begun
preparing last fall for a resolution of PGW’s liquidity problems. Such preparation would
certainly have involved initiating the necessary City ordinances, educating the rating
agencies through communication of a more objective assessment of PGW’s situation,
negotiating with the providers of credit holding the necessary discussions with the
Pennsylvania Intergovernmental Cooperation Authority (PICA) and working with
‘Commission staff to prepare an acceptable plan for PGW’s liquidity restoration. Further,
they might also have involved more long range steps such as assuring that economic
development programs subsidized directly or indirectly by the City are linked where

practicable to a commitment to use natural gas as the fuel of preference.

12 pa P.U.C. v. PGW. Docket No. R-00005654, November 22, 2000 Order, at 9.
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Such a plan would necessarily have included provision for a substantial equity
infusion to PGW by the City. However, as Mr. LeLash observes, the City has declined to
engage on these issues. No matter what the City’s financial circumstances, the response
has always been: “we do not have the money.” Given the overall size of the City’s
budget and resources, a more candid response would be that the City does not have the

will. OCA St. No. 1-ERP, at 34.

To this day, the City has done the absolute minimum necessary to assure that
PGW met debt service coverage and paid debt service, always in such a way that
ratepayers would continue to be on the hook ultimately for all such costs. As was
foresecable, such tactics did not ward off and have not mitigated any threat of bond rating
downgrade which currently exists. If an emergency exists today, it Is an emergency

created by the City and PGW management under City control.

Extraordinary relief should not be available to a utility which itself has created

whatever emergency may exist.

D. PGW Has Not Satisfied Any of the Four Statutory Requirements for
Section 1308(e) Relief.

If PGW and its owner the City are not barred from Section 1308(e) extraordinary

rate relief for the purposes of remedying a working capital deficiency of their own
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making, then the Commission must decide whether they have met the “stringent” and
“heavy burden” of proving by convincing evidence that that section’s four requirements

have been satisfied."?

1. Section 1308(e) Relief Is Not Immediately Required.

The Standard & Poor’s Notice does not require an “immediate, permanent” base
rate increase as claimed by PGW. PGW E.R.P. St. 1, at 14. Although PGW offers the
testimony of Mr. Knudsen, Mr, Bogdonavage and Ms. Bisgaier to “interpret” the Notice
in this sense, that testimony is inherently unreliable, due to these witnesses institutional
duties and loyalties. Absent authoritative testimony by an authorized representative of
Standard and Poor’s, the Commission must limit itself to the four corners of the Notice
itself. To do otherwise is to violate the requirement that the utility must make a
“specified showing” which rises above mere “speculation or conjecture.” Metropolitan

Edison, at 6. In this case, the Company’s testimony on the intricacies of Standard &

Poor’s rating practices has not met this admittedly “heavy burden.” Metropolitan Edison,

at 6.

When the Notice is read without the interpretative gloss provided by PGW, it

'3 This portion of the Memorandum is written pursuant to the Administrative Law Judge’s directives that
“The parties shall address each of the four prongs in section 1308(e), the legal standard for granting extraordinary
rate relief, as a separate issue.” Prehearing Order (March 6, 2002, at 6; Order # 3 (March 29, 2002), at 2.
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provides a significantly less prescriptive message. The Notice identifies a liquidity
problem in the current fiscal year, and states that “[without] immediate cash flow
improvement, ratings will be lowered.” It acknowledges that PGW has filed “an
emergency rate request,” and announces its intention to postpone its decision on whether
to downgrade one or more of PGW’s bond ratings for the relatively short period for
Commission decision.'* However, it does not state that the problem can be resolved only
and solely by an emergency permanent base rate increase. It does not state that a
permanent base rate increase of $44 million is necessary. [t does not even state that if a
downgrade is coming, it will be announced in mid-April, 2002. It does not say that any
of PGW’s bonds will be downgraded below investment grade status. Rather, it only
acknowledges that it will await the resolution of the method that PGW has chosen on its

own to address its liquidity problem.

Moreover, the Notice’s statement that PGW’s “poor liquidity” is “due, in part, to
the PUC final rate order of a $33.6 million rate increase in December 2001, about $31.0
million less than requested” does not support PGW’s one- track mind inference that the
only acceptable response to this situation is an “immediate” emergency rate increase. As
OCA witness LeLash testifies, “[r]egulated utilities should not obtain revenue relief,

particularly extraordinary revenue relief, based on speculation concerning what actions a

14 The Notice quotes the S&P credit analyst Aneesh Prabhu that *if the PUC approves an emergency raic
request, Standard & Poor’s will review the adequacy of the increase and determing if ratings will be affirmed or
lowered.” PGW E.R.P. §t. 4, Revised Exhibit BCB-1.
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rating agency may or may not take.” OCA Statement No. I-ERP, at 6.

Indeed, the Notice’s inclusion of the words “in part” support an alternative
inference that just as a variety of factors have contributed to this year’s liquidity
problems, so a variety of methods would be appropriate to address the problem. In fact,
as Standard & Poor’s itself recognizes, an emergency rate increase effective in mid-April,
2002 would not be sufficient in an); event to resolve this year’s liquidity problem, due to
the fact that the incremental revenues that PGW would derive from rates between mid-
April and fiscal year end are only $2.5 million. PGW E.R.P. St. 4, Exhibit BCB-3.
Moreover, the Notice itself, in its discussion of PGW’s temporary borrowings from its
capital fund, notes that additional “project revenues” as opposed to “rate relief” would

potentially lessen PGW’s dependence upon this practice.'

In a similar vein, the Notice’s identification of the “risks” reflected in the ratings
includes not just “weak fixed-charge coverage” but several factors which unbiased,
independent analysts would recognize to be within the control of the Company and its
owner the City, including supposed “limited ability of the City of Philadelphia to provide

119

assistance due to city’s tight financial situation,” PGW’s “problems with high account

recelvables” and “[i]nability to convert from interim management to permanent

I See also OCA Statement No. 1-ERP, at 6. Such “project revenues” would include grant back of the $18
million City Payment and transfer of interest from the Sinking Fund Reserve.
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management by December 2001, as directed by PUC’s interim rate order.” The
identification of these factors in conjunction with the rest of the Notice suggests that a
downgrade would not “immediately” occur if PGW and the Commission were to arrive at
a credible plan to address PGW’s liquidity problems. Such a plan, as suggested by OCA
witness LeLash would include an appropriate time-limited surcharge ear-marked to
paydown short term debt, but would also include other necessary components, including,
but not limited to, waivers or grant backs of the City Payment, extension of the City

Advance, and a Forward Purchase Agreement.'®

The Commission, as a matter of policy, should not give significant weight to the
interpretations of the Notice offered by Mr. Knudsen and Ms. Bisgaier. Their testimony
takes advantage of the fact that Standard & Poor’s analysts themselves are not available
to undergo cross examination on the bases for the positions taken by Standard & Poor’s
on the basis of their analyses. Due to the positions these City/Company witnesses
occupy, the Commission should not uncritically accept their expansive interpretation of

the Standard & Poor’s Notice.!’

16 CEPA et al. believe that such a plan should also include enforceable City commitment to link natural
gas usc lo City economic development subsidies whenever practicable.

17 In this respect, Knudsen testifics : “Essentially, this is the deadline that S&P has imposed. It is looking
to see immediate. permanent improvement in PGW's liquidity oz it will downgrade now.” PGW E.R.P. St.1, al 14;
see aiso the testimony, at 13. Similarly, Bisgaier testifies: “Absent the grant of emergency rate relief so that this
fixed cost coverage rate can be achieved on a permanent ongoing basis, Standard & Poors will take negative credit
action within the next two months.” PGW E.R.P. §t4, at 5.
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In the conscientious performance of their duties as PGW Senior Management, or
as the City’s Financial Advisor, they may have communicated to S&P a one-sided view
of the range of remedies open to PGW and its owner the City at this time. Neither
witness 1s in a position to determine whether the City shall make available a capital
infusion for PGW, and in fact, one measure of their success from the City’s point of view
will be avoiding this necessity. It is notable that the Notice fully credits the self-serving
representations of the City that it has no capacity to provide PGW with any level of
equity infusion; it also uncritically credits PGW’s claims that the PUC’s prior rate relief
has been “inadequate” without recognition of the contribution that the Commission
authorized to assist PGW by allowing retention of $10.7 million in FY2001 GCR

overcollections.

Finally, although PGW’s debt service ratio is determined without considering the
$18 million payment as an expense, the fixed charge standard would require rates to
provide for the $18 million City payment. Given that the City’s strategy is to avoid ever
having to give up the $18 million City payment, Knudsen and Bisgaier are not now in a
position to adopt a critical stance toward the S&P analysts whom they have been

cultivating for months and years."® Inevitably, once the S&P Notice was issued, they

¥ PGW E.RP. St. 4, at 4 and passim; PGW E.R.P. St. 1, at 4,
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have been placed in the position of making the best of it — and trying to assure that the
Notice does not become a lever forcing their ultimate employer or client, the City, to

make a meaningful equity contribution to PGW’s refurbishment.

In addition, the attitudes taken by Moody’s and Fitch, two other bond rating
agencies, suggest that PGW is not in their view, on the edge of a downgrade. These bond
rating agencies do not see the immediate risks that Knudsen and Bisgaier interpret the
Standard & Poor’s Notice to signal. As LeLash points out, the Fitch analyst states that
PGW is “bouncing along at the triple-B level, and we’ll continue to watch it... We expect
things are not going to run smoothly for them but we still continue to feel that they’re
going to be able to pay their debts.” Moody’s also does not anticipate an immediate
downgrade: “If the utility does not get that base rate increase and is required to pay back
the city loan, the stress on the utility’s liquidity will be significant...It’s very possible that

at that point the rating could be in trouble.” OCA Statement ERP-1, at 19.

In sum, the Notice raising the issue of a credit downgrade does not support the
conclusion advanced by PGW that only “immediate” permanent base rate relief would be
sufficient to prevent a downgrade. As OCA witness LeLash testified: “This 1s not to say
that PGW does not have a liquidity problem, but rather it is unclear that the sole remedy
s an. immediate $44 million revenue increase [from rates].” OCA Statement 1-ERP, at 19.
To the contrary, immediate commitment to a plan requiring actions to occur over the
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remainder of FY2002, FY2003 and FY2004 would satisty the Notice’s implication that

PGW’s liquidity problem be addressed in a comprehensive manner.

2. Section 1308(e) Relief Is Not Immediately Necessary for the
Financial Stability Enabling Maintenance of Normal Utility
Functions.

Section 1308(e) requires a showing that rate relief is “necessary for the
“maintenance of financial stability in order to enable the utility to continue providing
normal services to customers....” As Metropolitan Edison teaches, this provision does not
guard against all types of financial instability, but only those which impair the utility’s
ability to perform certain identified operational functions. Extraordinary relief is thus not
statutorily available to address all types of financial crisis, even when these crises may be
very severe and a utility’s financial situation “precarious.” In Metropolitan Edison, the
Commission denied extraordinary relief even though the utility’s securities had been
downgraded to below investment grade status, the utility was foreclosed from access to
the bond market, and the utility had paid no dividends on its common stock for several

months and had “no visible prospect of paying any.” Metropolitan Edison, at 8,9, 18.

As the Metropolitan Edison ALJ held, the “statute itself specifically cites the

nature of the financial stability giving right to extraordinary rate relief.” Metropolitan
Edison, at 13. Continued maintenance of those functions is consistent with the purpose

of Section 1308(e) which is operational in focus -- “to assure adequate and continuous
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service to utility customers and to prevent interruptions thereof due to the financial

instability of the utility.” Metropolitan Edison, at 5.

PGW claims that any downgrade of any of its bonds would precipitate a series of
events in which the Company’s financial infrastructure would collapse like a house of
cards. The downgrade would first bar the possibility of a Forward Purchase Agreement
involving interest income from the Sinking Fund Reserve which is anticipated to provide
PGW with $20 million in project revenues. Next, PGW’s TXCP program would not be
renewed, or at least $50 million of that $80 million facility, as the banks collaborating
with J.P Morgan Guaranty Trust withdrew at the end of August, 2002. PGW would then
be faced with deprivation of this part of its short term credit, and the need to enter into a
workout agreement with the departing banks to pay the $50 million balance owed over a

period of two years. cite.

However, according to PGW’s testimony as filed, PGW would appear to be able to
maintain normal operations through November, 2002. For the next eight months, from
April through November, with only a grant back of the City $18 million payment and
through normal belt tightening and sale of some gas inventory, PGW would be able to

satisfy its debt service coverage requirement and maintain positive cash flows."” In

19 On PGW’s debt service coverage, see OCA Statement ERP-1, Schedule lat Current Estimate (2).
With the $18 million grant back, the debt service coverage ratio requirements would be met even if PGW
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Metropolitan Edison, one of the reasons cited for the denial of extraordinary relief was
that no substantial impairment of operations was likely to occur for nine months from the
date of the petition. Megtropolitan Edison, at 9, 21. As is discussed in more detail below,
no substantial impairment of normal PGW operations would be necessary for a similar
period of time, until November, approximately nine months from the date of the

Petition.?

The only evidence presented by PGW to the contrary is its Revised 3-25-02
Estimate 2001-2002 contained in PGW Bogdonavage Rebuttal Exhibit 1. The
Commission should not rely on this estimate because it of its speculative nature, elevating
without justification the estimates of margin loss due to warm weather to $32 million,
predicting without any support a GCR over collection of $16.8 million, and making other
adjustments based on summary statements regarding pension expense and bad debt. The
Company does not advance similar speculations concerning its abilities to increase its

income through inventory sales and to cut expenses in other categories. This one-sided

experiences a $30 million, rather than $25 million margin toss due to warm weather in FY2002. OCA ERP-1, at
26.

On PGW'’s cash flows, sce PGW E.R.P. S§t.2, Exhibit JRB-1_ at 1. Cash flow in this period would be
casily positive but for the need to pay down the TXCP program from $97 million 1o $77 million. Factoring in this
necessity, with grant back of the $18 million, vear end cash would be ($2.8 million). This shortfall could be
managed by such inventory sales or other common cash management technigues. Assuming grant back of the $18
million, cash flow in the early months of FY2003, through November, would be positive. PGW E.R.P. St. 2,
Exhibit JRB-1, at revised 2.

20 As OCA’s witness LeLash testified on this point: “There is no evidence per s¢ which would indicate

that, during the pendency of its base rate case, it would suffer impairment to its ability to provide on-going safe and
reliable gas service to its customers.” OCA Statement No. 1-ERP, at 8.
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eleventh hour schedule is precisely the type of speculation which may not support
extraordinary relief.

3. Section 1308(e) Relief Is Not Immediately Necessary to Support
Normal Utility Functions.

The Company has not met its burden of showing that extraordinary rate relief is
immediately necessary to “enable the utility to continue providing normal services to its
customers, avoid reductions in its normal maintenance programs, avoid substantially
reducing its employment...” PGW?’s liquidity problem would not prevent PGW from
providing normal service between now and November, 2002, As Mr, Knudsen
recognizes, the $33.6 million base rate increase granted in PGW’s 2001 base rate case
“proved salutary and addressed in the main, PGW’s needs regarding ongoing operating

requirements....” PGW E.R.P. St.1, at 3.

The Company provides a list of steps that it would be prepared to take in the event
of a downgrade which barred implementation of a Forward Purchase Agreement, the
renewal of its TXCP Program at the $80 million level in September, 2002, and access to
the bond markets in December 2002. Some steps, such as obtaining deferral of
repayment of the $45 million City Advance and depletion of natural gas inventories

" presently unit priced above current market rates, are steps which involve no diminishment
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of normal services or maintenance programs. PGW St.1, at 10-11.*' Others, like a “hold
on unnecessary spending” and reductions in expenditures on personnel (overtime,
temporary employees, etc.} would not initially involve reduction of normal customer
services and maintenance services or “substantial” staff reductions, but rather represent
the type of sound husbanding of resources which has long been sadly lacking at PGW.

PGW St. 1, at 11-12.

Other steps itemized by PGW to cut back on normal service and maintenance are
not “emergent” or “emergency” actions, as required by the Section 1308(e).

Metropolitan Edison, at 13. PGW would not be immediately forced by a bond ratings

downgrade to undertake such measures as suspension of normal customer and
maintenance services and “substantial” reduction in employment. The downgrade in
itself will not immediately compel such actions as abrogation of the PGW 18 miles per
year cast iron main replacement program, cut back or elimination of appliance repair
programs, abrogation with PUC authorization of the no lay-off clause in the Company’s
collective bargaining agreement followed by layoffs of bargaining unit personnel, and

attempts to obtain watver of Chapter 56 limitations on terminations and payment

2 Such depletion is not necessarily incompatible with a least cost fuel procurement pelicy — in fact, in
many circuimstances, depletion of such storage gas permits the Company to take advantage of iower current prices
in replenishing its storage for the next healing season.
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agreement terms.” Sufficient liquidity exists without extraordinary rate relief to continue

normal operations through the Fall, 2002. As in Metropolitan Edison, the incremental

revenues from any extraordinary relief that might be granted, while they might be
required in the future, are not necessary to fund the continuation of such activities in this

period. Metropolitan Edison, at 16.

PGW claims that a downgrade of its bond ratings would immediately require an
“an abrupt and profound downsizing of Company operations.” PGW E.R.P. St.1, at 11.
The Company justifies this approach on the grounds that such immediate downsizing
would permit it to buy maximum amount of time to accomplish what might be necessary
to assemble the resources to operate the utility, or to sell the utility to a party with the
resources to operate it. However, the testimony shows that assuming PGW’s credit rating
is reduced to non-investment grade, this “abrupt and profou;ld downsizing” would

become actually necessary only in November or December, 2002.

To its discredit, the City has not yet begun to explore any avenue of liquidity

restoration for PGW other than asking the PUC to place this burden virtually in toto on

2 PGw appears to have no immediate plans to request waiver of Chapter 56 provisions. PGW claims just
now 1o be developing a “Comprehensive Collections Strategy™ despite long recognized inadequacies of its billing,
metering and collections function. OCA Statement No. 1-ERP, at 13. Chapter 56 has been long recognized as a
framework for effective utility collections practices. In this respect, PGW’s request for a Chapier 56 waiver would
represent a step away from maximization of cash flow, in favor of collection methods which have never been

proven to be cost effective. See the BCS Investigation of Uncollectible Balances. Final Report to the Pennsylvania
Public Utility Commission, February 1992 and the 1996 BCS Report of the Collection Issues Task Force.
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ratepayers. This is an unacceptable solution and would produce an unjust and
unreasonable level of base rates. CEPA et al. support in principle the type of sharing of
the burdens of PGW’s liquidity restoration proposed in Mr. Lelash’s testimony on behalf
of OCA. OCA Statement No. 1-ERP, at 31-42; see also 10-14.7 There is still time for
the City to responsibly explore other alternatives which are more in the public interest.
That time could be maximized if PGW promptly and efficiently implements the less
drastic measures discussed above. At the same time, the City must for the first time
recognize and orient its actions around the recognition that PGW’s liquidity restoration
should not and can not be accomplished absent a plan based on a true sharing of the out
of pocket costs going forward of PGW’s short term debt reduction between ratepayers

and the City as PGW’s owner.

4. The Quantifiable Cap on Section 1308(e) Relief Is Applicable and
May Not Be Waived Absent Just Cause.

Section 1308(e) limits the amount of extraordinary rate relief available under that
provision of the Public Utility Code to “no more than the rate of return on the utility’s
common equity established by the commission in consideration of the utility’s preceding
rate filing.” 66 Pa.C.S. §1308(e). In its Extraordinary Relief Petition, PGW recognizes

that this provision represents a cap, but proposes that the cap be waived pursuant to

2 The plan to be assembled as part of this global solution should assure more systematic PGW
involvement in City financed or subsidized economic development, reform of PGW governance, engagement of
permanent management, and establishment of enforceable PGW performance standards which enhance
management accountability,
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Section 2212(c) of the Gas Choice Act, or be declared “inapplicable” to PGW as a non-
investor owned utility. PGW offers as a justification for such an action that “[a]s a
municipally owned utility, PGW does not have private investors and does not have
common equity or a return on that equity, like an investor owned utility.” PGW further
states that rates are not set “utilizing the rate of return method.” Petition, Y 26.

PGW then proposes that since the cap is waivable or non-applicable, the Commission

should focus on application of the so-called S&P fixed charge formula.

PGW'’s argument, whether as a request for waiver, or as an exercise in statutory
interpretation, is not reasonable. The cap provision in Section 1308 clearly evidences a
legislative intent to impose some limit on the amount of extraordinary relief available
under the Code. The provision provides, in other words, that whatever the problem
justifying extraordinary relief may be, Section 1308 1s not to be read as an authorization
to seek only through rates the sums necessary to resolve the problem. If an investor
owned utility encountered an operational problem justifying extraordinary relief, that
relief would be capped at the previous rate of return on equity. The investor owned
utility, even if it was without faunlt, would be required to resort to other non-rate resources
in order to address the shortfall between the actual revenue need, and the portion of that
revenue available through extraordinary relief. Under the Gas Choice Act, public utility
service rendered by PGW “shall be subject to regulation and control by the commission

with the same force as if the service were rendered by a public utility.” 66 Pa.C.S.
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§2212(b). As such, PGW must be presumed to be subject to comparable limitations on

its ability to obtain extraordinary relief.

Moreover, despite PGW’s protestations, the $18 million City payment is most
aptly characterized as a return on equity. That is how the Pennsylvania Supreme Court

justified its recovery in a particular base rate case. Public Advocate v. Philadelphia Gas

Commission, — Pa.—, 674 A.2d 1056, 1059-62 (1996) ( $18 million City Payment in that
case would represent “return on equity” of 9%, a “ rate of return [which] is reasonable
and rationally related to the City’s asserted equity in PGW™). And the Commission itself
has also implicitly endorsed that categorization in its discussion of the $18 million City

Payment in the 2001 Base Rate Case. Pa.P.U.C.v PGW, Docket No. R-00006042,

October 4, 2001 Order at 33-34. To categorize the City Payment as a payment made in

lieu of taxes has been held to render that payment unconstitutional. Public Advocate v.

Philadelphia Gas Commission, 637 A.2nd 676 (Pa. Cmwlth, 1994). Finally, in this
proceeding, the City’s Director of Finance, Janice Davis refers to the $18 million as the

City’s “return on its investment” in PGW. PGW E.R.P. §t.5.1, at 3.

For this reason, also, the Commission should reject PGW’s attempt to distinguish

itself from all other utilities which generate a return on equity.

CEPA et al. agree with OCA, that if PGW is found to be otherwise entitled to
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any “extraordinary relief” pursuant to Section 1308(e), the Commission may effectuate
the limiting legislative intent by providing no more than is necessary to satisfy PGW’s

minimum debt service ratio requirements at year end 2002.%

CEPA et al. also recognize that the Gas Choice Act provides that the
Commission “may” waive provisions of the Public Utility Code except for Section 2212,
66 Pa.C.S. §2212(c). Such waivers, may not however, abrogate the constitutionally based
provisions of the Code which require that rates must be “just and reasonable.”® This
requirement would impose, if a waiver is granted, a different but strict limitation on the
relief which PGW is seeking. As the Commission recently observed, in the 2001 Base
Rate Case, the final rate order in that case approved a revenue requirement which
mcludes a “reasonable amount of cash working capital, results in rates that are just and
reasonable in accordance with the statutory directives of the Public Utility Code.” The
Commuission further explained that “[t]he Management Agreement does not assume that
customer rates will cover all PGW’s capital and cash needs as if no other sources of

capital or revenues are available to PGW.” Pa. P.U.C. v. PGW, Docket No. R-00006042,

* See Office of Consumer Advocate’s Answer o Philadelphia Gas Works® Petition for Extraordinary
Rate Relief, at 3.4,

% See PaP.UC. v. PGW, Docket No. R-(0006042, October 4, 2001 Order, at 25 ( ©.. ithe ‘just and
reasonable’ standard in Section 1301 is coextensive with the federal constitutional standard for determining utility
rates”). In PGW's 2000 Interim Base Rate case, which was not based specifically either on Section 1308(d)
providing general rate increases, or the Management Agreement, the Commission justified limited relief on the
grounds that “[w]e balance the statutory requirement of meeting debt servicing requirements incurred by the
Philadelphia Gas Works (PGW) with our goal affording just and reasonable rates to consumers in the context of
that statutory requirement.” Pa.P.U.C. v. PGW, Docket No. R-00005654, November 21, 2000 Order, at 2.
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December 6, 2002 Order at 28, 29.

IV. Conclusion.

After obtaining increases in base rates or equivalent over pre-November 22, 2000
levels amounting to in excess of $30 million for 2001 and 2002, PGW now seeks
extraordinary relief which would increase overall residential customer rates an additional
9% on an annualized basis. For all the foregoing reasons, CEPA et al. request that the

Commission deny PGW’s Petition for Extraordinary Rate Relief.

Resp tfull submltted
( C Sectoe

PHILIP A. BERTOCCI, ESQUIRE
EDWARD A, MCCOOL, ESQUIRE

Attorneys for CEPA et al.

April 3, 2002
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Appendix A
CEPA et al.’s Proposed Findings of Fact and Conclusions of Law

Proposed Findings of Fact:

1. The sole purpose of PGW’s request for extraordinary rate relief is to obtain from base
rates substantial amounts of working capital, as opposed to the cost of working capital.
PGW E.RP. St.1, at 3.

2. In this Section 1308(e) proceeding, PGW seeks to obtain from ratepayers a level of
working capital which was denied to the Company by the Comunission ini the recent base
rate proceeding. Pa.P.U.C.v. PGW, R-00006042, December 6, 2001 Order, at 27-31.

3. In this Section 1308(e) proceeding, PGW seeks to obtain extraordinary rate relief in
order to address a putative emergency which derives from the failure of PGW and its
owner to recognize and provide for non-rate working capital. OCA Statement No. 1-ERP,

at 32-35.

4. The Standard & Poor’s Notice does hot require an immediate, permanent base rate
increase of $44 million. PGW E.R.P. St.4, Revised Exhibit BCB-1; OCA Statement No.

ERP-1, at 5.6.

5. The Standard & Poor’s Notice does not require that PGW’s liquidity problems be
immediately resolved solely by an equity infusion by customers through base rates.
PGW E.R.P. S§t.4, Revised Exhibit BCB-1; OCA Statement No. ERP-1, at 5,6.

6. The Standard & Poor’s Notice does not state that a downgrade would result in any of
PGW’s bonds being reduced to below investment grade status. With the exception of the
subordinate bonds, PGW’s bonds could be downgraded one level without losing their
mvestment grade status. PGW E R.P. St. 4, at 3.

7. Even if PGW’s bonds were downgraded to below investment grade status in mid-
April, 2002, PGW would have sufficient funds to maintain normal service to customers,
normal maintenance operations, and virtually normal employment levels through
November, 2002, if the City were to grant back the $18 million City Payment. OCA
Statement No. 1-ERP, Schedule 2 at Current Estimate (2); OCA Statement No. 1-ERP, at
26; PGW E.R.P. St.2, Exhibit JRB-1, at 1; PGW E.R.P. St. 2, Exhibit JRB-1, at revised

p. 2.

8. Even if PGW’s bonds were downgraded to below investment grade status in mid-
April, 2002, with the City grant back of the $18 mullion City payment, there would be no
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immediate need for an abrupt reduction of normal utility functions or for substantial
reduction in employment. OCA Statement No. 1-ERP, Schedule 2 at Current Estimate
(2); OCA Statement No. 1-ERP, at 26; PGW E.R.P. St.2, Exhibit JRB-1, at |; PGW
E.R.P. St. 2, Exhibit JRB-1, at revised p. 2.

9. PGW, the Courts and the Public Utility Commission concur that the $18 million City
payment is best characterized as a dividend or return on equity. Pa.P.U.C_v. PGW.
Docket No. R-00006042, October 4, 2001 Order at 33-34; PGW E.R.P. §t. 5.1, at 3.

Proposed Conclusions of Law:

1. Section 1308(e) relief is not available for a utility seeking to obtain from base rates
substantial amounts of working capital, as opposed to the cost of working capital.
Pa.P.U.C. v. PGW, Docket No. R-00006042, Opinion and Order, December 6, 2001, at
29; OCA Statement No. 1-ERP, at 27.

2. Section 1308(e) relief is not available as a means of correcting a utility’s perceived

inadequacy in a prior base rate award. Pa.P.U.C v Metropolitan Edison Company,
Docket No. P-80070235 (August 28,1980 Order).

3. Section 1308(e) relief is not available as a means for a utility to address an
“emergency” created by the utility itself. 66 Pa.C.S. §1308(e).

4. Section 1308(e) relief is not available to a utility which has not met a “heavy burden”
of showing by substantial evidence that its situation satisfies each of the four
requirements of that section concerning the necessity to prevent a financial crisis which
would immediately require an abrupt reduction of customer service and system
maintenance service below normal levels and substantial reduction in employment. 66

Pa.C.S. §1308(e); Pa.P.U.C v Metropolitan Edison Company, Docket No. P-80070235
(August 28,1980 Order).

5. A public utility which pays its municipal owner an annual dividend or return on
equity in the form of a fixed annual payment is subject to the quantitative limitations on
emergency relief available under Section1308(e). 66 Pa.C.S. §1308(e).

6. PGW has not shown good cause for a waiver of the quantitative limitations on
extraordinary relief contained in Section 1308(e). 66 Pa.C.S. 2212(c).

7. Any extraordinary rate relief granted under Section 1308(e) must be “just and
reasonable.” 66 Pa.C.S. §1301; Pa.P.U.C. v. PGW, Docket No. R-00005654, November
21, 2000 Order, at 2.




. @ ®

8. In this case, PGW has not met its burden of showing by substantial evidence that the
requested extraordinary rate increased is “just and reasonable” in that, inter alia, PGW
and its Owner the City of Philadelphia have not provided for an equal sharing of the
burdens of PGW liquidity restoration. Pa.P.U.C. v. PGW, Docket No. R-00006042,
October 4, 2001 Order, at 25; Pa.P.U.C. v. PGW, Docket No. R-000056554, November
21, 2000 Order, a 2.
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L. INTRODUCTION

On February 25, 2002, Philadelphia Gas Works (PGW) filed a general base rate case
seeking a $60 million increase in its base rates. Simultaneously, PGW filed a Petition for
Extraordinary Rate Relief pursuant to Section 1308(e) asking that $44 million of its request
be approved on an immediate and permanent basis. In its Petition, and in its testimony in
support of the Petition, PGW avers that Standard and Poor’s (S&P) will downgrade its bond
ratings if PGW does not receive $44 million in extraordinary rate relief.

| The alleged basis of S&P’s concern is with PGW’s continuing liquidity problems.

These problems have arisen over many years. Throughout the 1990s, PGW’s financial
condition detériorated as it experienced warmer than normal winter weather and extended
1ts commercial paper borrowing to the maximum limit. PGW did not seek rate relief in this
time frame, but it continued to make its $18 million annual payment to the City. Since 1996,
the City has taken $108 million oﬁt of PGW through the payment of the City fee even as
PGW?’s financial condition worsened. Now, based on a sudden S&P announcement citing
liquidity problems, PGW seeks $44 million in immediate, extraordinary rate relief. Yet, the
City continues to take its $18 million payment, and has offered to grant back only a portion
of this fee this year if needed to meet PGW’s bond indenture coverages. As OCA witness
LeLash testified, no other utility would continue to pay a dividend under these circumstances.
OCA St. I-ERP at 11.

The OCA does not dispute that there are valid concerns about PGW’s financial
condition. These are concerns that the Commission and all parties have been addressing

through a series of proceedings that have been on-going ever since the Commission assumed



jurisdiction over PGW in July 2000. Since July 2000, the Commission has awarded PGW
$33.6 million in permanent, non-gas cost base rate relief. Additionaily, the Commission has
permitted PGW to include a $7 million bad debt expense in its GCR on a one-time basis, and
to retain $10.8 million in GCR overrecovery that would otherwise have been returned to
ratepayers. OCA St. 1-ERP at 6. The Commission has allowed PGW to update its GCR on
a quarterly basis which enabled PGW to bill and recover its higher gas costs in 2001 on an
expeditious basis, a strength cited by S&P and the other rating agencies.

The Commission, as well as the parties, have shown a willingness to restoring PGW’s
financial health over an appropriate period of time, matched to appropriate improvements
in service quality. All the while, the City has continued to withdraw its $18 million per year,
without granting back any amount to assist PGW in addressing its liquidity problems. Since
1996, the City has withdrawn $108 millic;n in cash while its City equity in the operation has
dwindled, now standing below 20%. As PGW witness Knudsen acknowledged, in general,
a highly leveraged company has a higher financial risk. Tr. 71.

The on-going financial problems of PGW have not happened overnight, aﬁd they
cannot be remedied overnight solely at the expense of ratepayers. Although it is the position
of the OCA that the Company has not met the heavy burden necessary for the grant of
extraordinary rate relicf, the OCA has set forth a comprehensive proposal to address PGW’s
long-standing liquidity problems. If the City is willing to stop taking $18 million per year
out of PGW for a limited time period so as to assist in restoring PGW’s financial health, the
OCA recommends that ratepayers put $18 million per year in to PGW through a three-year

ratepayer capital surcharge. The proposed ratepayer surcharge would then be effectively



“matched” by PGW’s owner, the City of Philadelphia, through a grant back ofits $18 million
City fee. PGW could substantially reduce its short term commercial paper and pay off its
outstanding City loan with this $36 million in additional annual revenue. The OCA also
recommends that the City agree to a restructuring of the repayment of its $45 million loan.
These actions would restore PGW’s liquidity and financial health. The OCA submits that
the Commission could take this action immediately through the imposition of a surcharge
while PGW’s pending base rate proceeding is fully litigated on a normal schedule.

The OCA submits that this proposal provides a just and reasonable mechanism to
address PGW’s continuing liquidity problem and places PGW on the road to financial health.
This proposal is also consistent with the principles set forth by this Commission in its prior
PGW rate Order. In that Order, the Commission stated:

[W]e urge the City of Philadelphia, as owner of PGW, to continue to take

measures to insure the financial health of PGW. It is the expectation of this

Commission that the City of Philadelphia, as owner of PGW, continue to

assist PGW in its cash flow requirements so that a financial crisis does not

take place. One way of insuring PGW’s overall financial health is to grant

back or waive, in part or in total, the City payment when necessary. We hope

that the City of Philadelphia will be as diligent in its concern for the financial

health of PGW as the Commission is in granting the rate relief described

herein.

Pa. PUC v. PGW, Docket No. R-00006042, s/ip op. at 34 (Order entered Oct. 4, 2001).

The OCA’s proposal establishes an equitable sharing of the burden between
ratepayers and the owner, the City. Through this mechanism, additional progress can be

made to permanently restoring PGW’s financial health.



1L, LEGAL STANDARDS

A. Introduction

The Commission’s authority to consider a request for extraordinary rate relief is set
forth in Section 1308(e) of the Public Utility Code. Section 1308(e) provides:

Upon petition to the commission at the time of filing of a rate request or at

any time during the pendency of proceedings on such rate request, any public

utility may seek extraordinary rate relief of such portion of the total rate relief

requested as can be shown to be immediately necessary for the maintenance

of financial stability in order to enable the utility to continue providing
normal services to its customers, avoid reductions in its normal maintenance
programs, avoid substantially reducing its employment, and which will
provide no more than the rate of return on commeon equity established by the
commission in consideration of the utility’s preceding rate filing, . ..

66 Pa.C.S. §1308(e).

The Commission has had only limited occasion to consider cases under Section
1308(e), or its predecessor sections of the Public Utility Code. When it has, the Commission

has found that Section 1308(e) provides a stringent standard that must be specifically met by

the utility to justify an award ofrate relief. Pa. PUC v. Metropolitan Edison Co., Docket No.
P-80070235 and R-80051196, slip op. at 5 (Order entered Aug;ust 28, 1980)(Met-
Ed)(attached in Appendix A). As set forth in more detail below, the Commission has found
that the utility has a heavy burden to establish every element of the statutory standard with
a specific showing.

In the few cases where the Commission has considered extraordinary rate relief, the
Commission has rarely granted such relief. When it has, the Commission has only done so
in circumstances where the utility has met every element of the strict statutory standard. The

Commission’s decisions clearly recognize that such relief is extraordinary and should be



awarded cautiously to protect ratepayers since a full record cannot be developed given the
expedited time frame for consideration of the request.

The OCA submits that PGW must be held to these strict standards and must satisfy
every element of Section 1308(e} if the Commission is to consider an award of extraordinary
rate relief. Moreover, the OCA submits that the Commission must apply all of the provisions
of Section 1308(e) to PGW, including the provisions that limit the amount of rate relief that
can be awarded through an extraordinary rate relief petition.

B. Burden of Proof

It is axiomatic that the burden of proof to establish the justness and reasonableness
of every element of a Company's rate increase request is upon the Company. As set forth in
Section 315(a) of the Public Utility Code:

Reasonableness of rates. -- In any proceeding upon the motion of the

Commission, involving any proposed or existing rate of any public utility, or

in any proceeding upon complaint involving any proposed increase in rates,

the burden of proof to show that the rate involved is just and reasonable shall

be upon the public utility.

66 Pa.C.S. § 315(a).

This principle has been interpreted by the Commonwealth Court as follows:

Section 315(a) of the Public Utility Code, 66 Pa.C.S. § 315(a), places the

burden of proving the justness and reasonableness of a proposed rate hike

squarely on the public utility. It is well-established that the evidence adduced
by a utility to meet this burden must be substantial. [Citations omitted.]

Lower Frederick Twp. v. Pa. PUC, 48 Pa. Commw. 222, 226-27, 409 A.2d 505, 507 (1980)

(emphasis added). See also, Brockway Glass v. Pa. PUC, 63 Pa. Commw. 238, 437 A.2d

1067 (1981). The Pennsylvania Supreme Court also has clearly stated that the party with the



burden of proofhas a formidable task before its position can be adopted by the Commission.
Even where a party has established a prima facie case, the litigant still must establish that
"the elements of that cause of action are proven with substantial evidence which enables the

party asserting the cause of action to prevail, precluding all reasonable inferences to the

contrary." Burleson v. Pa. PUC, 501 Pa. 433, 461 A.2d 1234 (1983) (emphasis added).
For extraordinary rate relief pursuant to Section 1308(e), the Commission has held

that the utility bears a heavy burden. Pa. PUC v. Metropolitan Edison Co., Docket No. P-

80070235 and R-80051196, slip op. at 6 (Order entered August 28, 1980)(Met-Ed) and Pa.

PUC v. Pennsylvania Electric Co., 52 Pa. PUC 487, 488 (Sept. 5, 1978)(Penelec). In Penelec

and Met-Ed, the Commission held that Section 1308(e):
. .. entitles petitioner to extraordinary rate relief only if it can show that such
rate relief is immediately necessary for the maintenance of petitioner’s
financial stability (1) in order to continue providing normal services, (ii)
avoid reductions in its normal maintenance programs, and (iii) avoid
substantially reducing employment. Proof of such immediate necessity for
such rate relief required for the maintenance of the utility’s financial stability
must be clear and fully supportable of a finding by the commission that the
[financial stability of the utility is actually in jeopardy.
Penelec, 52 Pa. PUC at 488, Met-Ed, slip op. at 6 (emphasis added).- As the Commission
found in Met-Ed, the mere risk of loss of revenue during the interim period does not rehieve
the utility of this heavy burden. Id. Additionally, the Commission has found that
extraordinary relief cannot be granted based on speculation or conjecture. Id.
The OCA submits that a utility seeking extraordinary rate relief has a formidable task

to show that it is suffering from financial constraints sufficiently severe that if not

immediately remedied, would impair the provision of safe and adequate service. See, Met-



Ed at 6-7. The OCA submits that PGW must be held to this heavy burden.

C. The Commission’s Prior Applications Of Section 1308(e)

As noted above, the Commission has applied Section 1308(e), and its predecessor
Section 308(f), in only a few cases. In one of the first cases considered under Section
1308(¢), the Commission considered Met-Ed’s request for extraordinary rate relief in the
years following the accident at TMI-2, The Commission first noted that the newly enacted
Section 1308(e), unlike its predecessor, required a specific showing by a utility to obtain
relief. Met-Ed at 5. The Commission noted that this showing was to be more specific and
inflexible than previously required under Section 308(f). Id.

The Commission’s analysis of Section 1308(e) in Met-Ed is instructive. The
Commission first set forth the purpose of Section 1308(e) as follows:

In our opinion, the purpose of Section 1308(¢e) is to assure adequate and

continuous service to utility customers and to prevent interruptions thereof

due to the financial instability of the utility.

Met-Ed at 5. The Commission then analyzed Met-Ed’s request in light of its financial
condition, the immediacy of the situation, the effect of Met-Ed’s financial condition on the
provision of service, and the intended purpose of the extraordinary rate relief.

The Commission denied Met-Ed’s request for extraordinary rate relief even though
Met-Ed had paid no dividend on its common stock for over a year and had no prospect of
paying any dividend; had a pre-tax interest coverage ratio below its debenture indenture for
the issuance of additional funded debt; had an after-tax preferred stock coverage ratio below
its requirement under the charter for the issuance of additional preferred stock; had anegative

return on common equity; had its securities downgraded below investment grade; had



reduced operation and maintenance expenditures below normal levels; and had only $22
million remaining on its revolving credit agreement, which was expected to be reduced.
Met-Ed at 8-9. Although finding Met-Ed’s financial condition to be “precarious” and poor,
the Commission found Met-Ed’s condition to be stable in the statutory sense, and to remain
stable for 6-8 months more. The Commission concluded that “Met-Ed does not need the
immediate infusion of cash to maintain its financial stability, it faces no immediate
emergency.” Met-Ed at 18.'

The Commission, in Met-Ed, was cognizant of the concerns of the intervening banks
with Met-Ed’s financial condition. The Commission, however, noted the fact that the
Commission had provided relief to Met-Ed in a recent Order that was to aid Met-Ed in
rehabilitating its financial condition. The Commission quoted with approval from its prior
Order as follows:

As to the apprehension of the intervening banks, the Commission said in Pa.

P.U.C. v. Metropolitan Edison Company and Pennsylvania Electric

Company, at I-79040308, mimeo p. 4, on May 23, 1980: “Respondent must

convince its bank creditors that it has the will and ability to rehabilitate

itself.” The Commission by its May 23 Order provided the means for Met Ed

to rehabilitate itself. We shall expect the same concern by other involved
parties.

Met-Ed at 21. In its May 23 Order, the Commission indicated that although it will provide
a means of financial rehabilitation for Met-Ed, it would “write no blank checks on its

ratepayérs.” Pa. P.U.C. v. Metropolitan Edison Co. and Pennsylvania Electric Co., at I-

79040308, slip op. at 4, Met-Ed, at 16.

! The Commission also concluded that the major thrust of Met-Ed’s petition
was to make funds available for the clean-up of TMI, either directly or indirectly, a purpose
that the Commission found not valid under Section 1308(e).

8



The Commission has considered requests for extraordinary rate relief on other
occasions as well. In those cases, the Commission stresses the need for the request to adhere
to the statutory requirements, particularly the requirement of an immediate need. See, e.g.,

Pa. PUCv. Pennsylvania Electric Co., 52 Pa. PUC 487, 488 (Sept. 5, 1978)(Penelec)(Petition

rejected because petitioner presented no evidence demonstrating that immediate or imminent
reductions in normal operations are anticipated nor that it would be required to reduce its
normal maintenance programs nor substantially reduce employment without the requested

rate relief); Pa. PUC v. Claysville Natural Gas Co., Docket No. R-860423 (Order entered

Nov. 13, 1986) (No immediate service problem to support approval of the petition; no
immediate need for rate relief to avoid employment reductions, no immediate cash
problems.){attached in Appendix A)

In one of the only cases that the OCA has found where the Commission granted
extraordinary rate relief, such grant of relief was made upon a substantial showing of actual
work force reductions and actual reduced ability to respond to emergency calls.> Pa. PUC

v. Pocono Water Co. and Pocono Sewer Co., Docket No. R-80011059 and R-80011060

(Order entered March 3, 1980)(attached in Appendix A). The Commission, in Pocono,

specifically found:

The evidence of record has established that PWC and PSC, because of
insufficient funds, have been forced to (1) reduce their work force from six
maintenance and service employees to two, (2) reduce maintenance and
improvements to the water and sewer systems, and (3) terminate 24-hour
repair service causing severe difficulty in servicing emergency calls and

2 The OCA has found one other case where an extraordinary rate increase was
implemented through a settlement of the parties. Pa. PUC v. Jackson Sewer Co., Docket No.
R-00005997 (Order entered May 24, 2001)




repairing numerous leaks in the lines. These conditions warrant a grant of
Respondents’ requests for extraordinary rate refief.

Pocono at 3.

As these cases demonstrate, extraordinary rate relief is only granted in extraordinary
circumstances when the continued provision of safe and adequate service has been placed
in actual jeopardy.

D. Limitation Provisions Of Section 1308(e)

Section 1308(e) also contains provisions that limit the amount of extraordinary rate
relief that the Commission can award. Specifically, Section 1308(¢) provides:

. which will provide no more than the rate of return on the utility’s
common equity established by the commission in consideration of the
utility’s preceding rate filing . . .

66 Pa.C.S. §1308(e).

PGW requested in its Petition that this provision be waived arguing that it is
inconsistent with the ratemaking methodology set forth in Section 2212. The OCA submits,
however, that these limitation provisions should not simply be waived. The limitation
provisions are an important protection for ratepayers that must be adhered to given the
expedited review process that accompanies a Section 1308(e) request. Moreover, the
limitation provisions evidence the clear intent of the General Assembly that Section 1308(e)
not be utilized as a means of providing rate relief far in excess of the status quo. Given the
limited time for review, it cannot be the intent of Section 1308(e) to immediately resolve a

utility’s long-standing financial problems. Rather, Section 1308(e} is intended to address the

immediate need to continue to provide service until a company’s full request can be properly

10



evaluated in the context of the pending full base rate case.

The OCA submits that rather than waive the limitation provisions of Section 1308(e),
the Commission should determine the appropriate limitation consistent with the provisions
of Section 2212. As the rules of statutory construction provide, whenever a statute is
amended, the original statute and the amendment shall be read together and viewed as one
statute passed at one time. 1 Pa.C.S. §1953. Additionally, whenever a general provision
conflicts with a specific provision, the two are to be construed so that effect may be given
to both, if possible. 1 Pa.C.S. §1933.

The OCA submits that the Commission must reconcile the limitation provisions in
Section 1308(e) with the ratemaking methodology provisions of Section 2212. As the OCA
set forth in its Answer, if the Commission determines to aw.ard any rate relief at all to PGW,
the Commission should limit the award of rate relief to that amount necessary to meet
PGW’s bond indenture coverage requirement. That is, if extraordinary relief is justified, the
Commission must only award PGW relief sufficient to meet the {.5x coverage requirement
contained in PGW’s bond indenture, calculated in accordance with the formula set forth in
PGW’s bond indenture. In this way, the Commission can ensure that, as required by Section
1308(e), ratepayers arec adequately protected until the conclusion of the full base rate case,

if any extraordinary rate relief is justified.
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1L PGW HAS NOT MET THE REQUIREMENTS FOR EXTRAORDINARY RATE
RELIEF

A. PGW’s Request Is Based On Speculation Of Standard & Poor’s Future
Actions Rather Than An Analysis Of What [s Just And Reasonable And
Required Under Section 1301 And Section 2212,

l. Introduction

It is without doubt that PGW’s request for extraordinary rate relief of $44 million has
been made in an attempt to satisfy the analysts at Standard and Poor’s (S&P). Notably,
Moody’s, another rating agency that provides a rating of PGW’s bonds, has affirmed PGW’s
current ratings as recently as February 2002. OCA Cross-Exam Exh. 1. Additionally, a Fitch
analyst noted in a recent article that he believed that PGW would be able to pay its debts.
PGW Cross-Exam Exh. | at 2; OCA St. 1-ERP at 18-19. There was no reference from Fitch
as to a possible downgrade. As PGW’s own case demonstrates, without the threat of a
downgrade by S&P, and with its planned Forward Purchase Agreement, PGW’s financial
situation would be stable, and PGW would be able to provide service, meet its obligations,
and continue with its service improvements and capital projects. PGW E.R.P. St. 2, Exh.
JRB-1; OCA St. 1-ERP at 8. With a City grant back of the $18 million fee, PGW would
have a coverage of 1.87x on its bonds, more than its technical requirements. OCA St. 1-
ERP, Sch.1.

Now, based on a sudden and unexpected announcement by S&P highlighting PGW’s
long-standing liquidity problems, PGW argues that this financial stability is in peril. The
Commission, however, does not and can not set rates simply to satisfy S&P. Nor should the

Commission set rates based on speculation about what actions a rating agency may take. The
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Commission must set rates based on what is just and reasonable, and in conformity with
Section 2212 of the Public Utility Code. As the Wyoming Public Service Commission
recentiy noted when considering a request for emergency rate relief to forestall a threatened
downgrade in a utility’s credit rating:

We further do not believe that it would be wise to use general rating agency

parameters as a basis for ratemaking in derogation of Wyoming law. We do

not believe that rates set merely to avoid changes in a credit rating would be

set justly or reasonably as those terms are used in our statutes.
Inre PacifiCorp, No. 200000-EP-01-167,2001 WL 1672469 at *8 (Wyo. PSC, Oct. 3,2001).

Here also, the Commission must be guided by what is just and reasonable and in
conformity with Sections 1301 and 2212, not on analysts’ statements or speculation
regarding analysts’ future actions. As the OCA sets forth below, establishment of a
comprehensive plan, which shares the burden of permanently restoring PGW'’s financial
health, and evidences the commitment of the Commission, the City and all parties to the
steps necessary to remedy PGW’s financial situation, would be a just and reasonable result.
Granting of extraordinary rate relief, that is significantly overstated and based solely on an
analyst’s formula, however, cannot meet the necessary standards of Section 1308(e).

2. The S&P Announcement Does Not Provide A Basis For Extraordinary

Rate Relief.

In support of its request for $44 million in extraordinary rﬁte relief, PGW relies upon
an announcement by S&P and a formula provided by S&P to PGW for the first time in

February, 2002. PGW argues that without the $44 million in rate relief that the formula

produces, S&P will downgrade PGW. It is important to note that PGW’s case is based upon
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this announcement and PGW’s conversations with these ratings analysts. No analyst from
S&P testified in this extraordinary rate relief proceeding. Additionally, the announcement
does not specify any level of rate relief that is needed, nor does it specify any source of
revenue, i.e. project revenues or rate relief, that 1s needed.

The operative language in the S&P announcement is as follows: “If the PUC
approves an emergency rate request, Standard and Poor’s will review the adequacy of the
increase and determine if ratings will be affirmed or lowered.” PGW St. 4, Exh BCB 1
(Updated); OCA St. 1-ERP at 6. Based on this statement, and S&P’s statement that
“Without immediate cash flow improvement, ratings will be lowered,” PGW seeks $44
million in extraordinary rate relief. PGW does not seek assistance from its owner, the City
of Philadelphia, but instead seeks to remedy this entire problem through an increase in rates
to ratepayers. In fact, PGW seeks to continue to pay to the City its $18 million fee, as it has
done in every year as PGW’s cash and liquidity situation continued to worsen. OCA St, 1-
ERP at 35.

PGW witnesses testified that the action by S&P was sudden and unexpected. PGW
witness Knudsen testified that the Company had been meeting with S&P both before and
after the Commission’s Order awarding PGW $33.6 million in rate relief was finalized in
December of 2001. Tr. 186-187. Up until February of 2002, it had been PGW’s expectation
that the plz;ns that it had in place to address its liquidity problems, including the base rate
case to be decided by November of 2002, would satisfy S&P. Tr. 187. S&P, however,
contacted the Company on February 4, 2002, and 1ssued its announcement on February 12,

2002 citing concerns over PGW’s [iquidity position.
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Although the S&P announcement, as well as the S&P formula, identify PGW’s on-
going cash flow and liquidity problems as a primary concern, PGW’s liquidity problem is
notnew. PGW’s cash flow deteriorated through the 1990s as a result of warmer than normal
winter weather and the failure to seek any base rate relief since 1992, OCA St. [-ERP at 10.
PGW’s net earnings in this time period have not exceeded $17 million and have been
negative in some years. Tr. 173. OCA witness LeLash testified:

There is no doubt that PGW’s lack of liquidity stems from its actions and
those of its owner, the City of Philadelphia. Inadequate rate filings during the
1990's forced the Company to utilize both short and long-term borrowings to
the degree that it is currently precluded from obtaining further debt capital
from the financial markets. Adding to the current capital deficiency was the
fact that the City continued to withdraw its annual $18 million dividend from
its Company despite its readily apparent deterioration in the Company’s
capital position. '

OCA St. 1-ERP at 10.

In its first two occasions to consider just and reasonable rates for PGW, the
Commission considered these liquidity problems, as well as the level of service being
provided by PGW to its customers and the City’s responsibility as owner of PGW. As the
Commission stated as recently as October of 2001 when it awarded PGW $33.6 million in

rate relief’

Thus, we must determine the reasonable level of revenues and expenses,
including a reasonable amount of cash requirements and balance the interests
of customers and PGW in this base rate proceeding to fulfill our statutory
mandates. . . . The Commission must, and intends to, exercise its discretion
to determine a just and reasonable [evel of rates for PGW while balancing the
interests of the Company’s customers as we do in all other rate cases before
us.

PGW Oct. 4, 2001 Order, at 26.
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The OCA submits that the Commission’s findings regarding just and reasonable rates '
for PGW must be the foundation for rate relief. Critically, the ratings agencies do not
balance the interests of the stakeholders as the Commission is required to do in setting just
and reasonable rates. When those interests are balanced, it is clear that PGW’s ratepayers
must not bear the entire burden ofresolving PGW’s long-standing liquidity problems simply
to satisfy S&P. PGW must receive revenue relief only if it meets the statutory standards and
only if the Commission finds such relief to be just and reasonable.

3, The S&P Formula Cannot Form The Basis Of Just And Reasonable

Rates Under Section 1308(e)} Or Section 2212.

After two litigated proceedings where PGW argued strenuously for the use of the
ratemaking methodology previously used by the Philadelphia Gas Commission, PGW now
asks the Commission to award rate relief based on a previously unknown S&P formula
because S&P threatens the Company with a downgrade of its bonds if it does not meet the
coverages which S&P has set under this formula. PGW’s calculations produce a need for
a $44 million increase in rates from its ratepayers to meet a fixed cost coverage ratio of 1.2x
to 1.3x based on an S&P formula that an S&P analyst now says is required.

The Company’s reliance upon the S&P formula as a means of determining just and
reasonable rates is seriously flawed. The S&P formula bears no relationship to the actual
financial requirements that PGW is faced with, the ratemaking methodology that PGW has
strenuously argued for in the past, or the nature or extent of improved liquidity which could
be obtained if the City provided assistance in the form of project revenues.

Of note, the fixed cost coverage formula of S&P differs significantly from the
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requirements of PGW’s own bond indentures. Under the S&P formula, the $18 million
obligation to the City as well as the $20 million reduction in commercial paper for 2002 are
part of the coverage equation while they are not included in PGW’s bond coverage formula.’
OCA St. 1-ERP at 21. OCA witness LeLash explained the problem with this approach:

Needless to say, these additional payments of $38 million lower the coverage

ratio calculated by the S&P formula by a considerable amount. To be clear,

this additional coverage is not legally required by the 1998 bond ordinance;

rather it is used by S&P for its own purposes. The Company then utilizes this

formula to show that a $44 million base revenue increase 1S necessary to

achieve the fixed coverage ratio, required by S&P, for the “test year budget”
numbers.
OCA St. 1-ERP at 25.

The effect of including these additional payments in the coverage formula is
immediately apparent. Under PGW’s bond indenture, the Company will have a 1.28x
coverage on its 1998 senior debt service, and with an $18 million grant back of the City
payment, which the City has indicated it will make this year if needed to meet the coverage
on the bonds, coverage would be 1.87x, well above the 1.5x required for the bonds.* QCA
St. 1-ERP at 26. Under the S&P formula, which includes the City payment and the paydown

of the commercial paper, the fixed cost coverage is 0.77x and .91x if the $20 million

repayment of the commercial paper is not counted. PGW ERP St. 2, Exh. JRB-2(corrected).

3 S&P also includes another $20 million reduction in the commercial paper for
2003. The terms of the commercial paper for 2003 have not yet been negotiated and there
is no present requirement for an additional $20 million paydown. Tr. 59-60.

4 The City has only committed to grant back to PGW the amount necessary to
meet its [.5x bond coverage if it is unable to meet this coverage at the end of the Fiscal Year.
Under current estimates, this would not require that the entire $18 million be granted back
to PGW.
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As PGW Bisgaier confirmed, since at least 1998, PGW would not have met the 1.2x to 1.3x
coverage ration under the S&P formula that the S&P analysts now seek, Tr. 58.

Notably, if PGW received the $44 million extraordinary rate relief that it seeks, its
coverages under PGW’s own bond indenture would be 3.02x on the 1975 bonds and 3.43x
on the 1998 senior debt service, about twice the required amount under the bond indenture
requirements. PGW Rebuttal Exh. JRB-1. As can be seen, the S&P formula, only recently
revealed to PGW, cannot be relied upon to form the basis of extraordinary rate relief. The
formula produces results inconsistent with Section 2212, and attempts to immediately
remedy a long-standing problem that PGW, ratepayers, and the Commission have been
seeking to resolve through a series of measured steps.

4, The Commission And The Company Can Only Speculate As To

S&P’s Actions Even If Rate Relief Is Granted.

Although resting its case on certain limited statements in an S&P announcement, and
the S&P formula, PGW acknowledges that it has been provided no guarantees that even if
it receives all of the $44 million in rate relief, that such award will ensure that a downgrade
will not occur. Tr. 67. Nor does the announcement specify how it will consider any
extraordinary rate relief, or any of the other risks or strengths that it identifies in its
announcement. All are left to speculate as to how S&P will evaluate any action by the
Commission, speculation that cannot and should not form the basis of extraordinary rate
relief.

The process for evaluating PGW was explained in an e-mail from the S&P analyst

to PGW as follows:
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S&P first rates the business position. The business position includes aspects

such as markets, operations, regulation, competitive position and

management, among others. Subsequently, the financial process is risk

weighted to reflect the business position in the analysis, 1.e. a stronger
business position can support relatively weaker financial numbers to maintain

a specific rating. Also, while bond coverage and fixed charge coverages are

some major indicators used in the financial analysis, S&P also looks at other

indicators like month-end cash in hand, liquidity position (unencumbered

cash to operating expenses), among others.

OCA Cross-Exam Exh. 2.

S&P’s announceiment reflects this multitude of factors that is considered in the rating
process. For example, the S&P announcement lists a number of strengths and risks of PGW.
Among the risks identified by S&P are the poor liquidity position of PGW, the weak fixed-
charge coverage, high accounts receivable, a warm winter, inability to convert from interim
management to permanent management, and the limited ability of the City of Philadelphia
to provide assistance due to its tight financial situation. PGW St. 4, Exh. BCB-1 (updated).

Among the strengths that S&P finds “offset” these risks are a favorable closing to the
labor contract, operational improvements, including correction of the faulty billing system
and customer call center improvements, its sound bond indenture coverage of 1.5x, the
PUC’s timely approval of gas cost rate increases, and its successful solicitation of LIHEAP
and Crisis grants. [d.

Although listing strengths and risks, as PGW witnesses testified, the process that

S&P utilizes to determine whether a bond downgrade will occur is not a transparent process.

As PGW witness Bisgaier testified, the ultimate decision will be made by a committee at

5 The Moody’s report lists similar strengths and risks. OCA Cross Exam Exh.
1. PGW Bisgaier also testified that the ratings agencies have used similar criteria when
looking at PGW. Tr. 63-64.
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S&P, whose members are not known to PGW, based on the evaluation of all of these
strengths and risks. Tr. 66-67. Asnoted, PGW witness Bisgaier also acknowledged that the
ratings agency has not provided any guarantees to PGW that even if it receives relief, a
downgrade will not occur. Tr. 67.

The OCA submits that such a non-public process should not be the basis for rate
relief. The Commission should award rate relief only after consideration of all relevant
factors, a determination of whether the statutory standards have been met, and a balancing
of the interests of all the parties. An announcement or formula of one rating agency cannot
suffice.

Moreover, in relying on only S&P’s announcement, PGW also asks the Commission
to ignore the views of other rating agencies. Indeed, S&P’s announcement, which has
precipitated this request, expresses a view that is not shared by the other ratings agencies.
As noted, Moody’s has affirmed PGW’s rating as late as February of 2002. In its report,
Moody’s identified similar strengths and risks for PGW. While noting a number of concerns
regarding PGW, Moody’s affirmed its rating. Thus, Moody’s stated:

Moody’s believes the credit outlook remains negative. Despite some recent

financial and operational improvements, failure to appoint permanent

management leaves open the potential for another change in direction and

slows the utility’s efforts to implement changes to improve operational

performance and financial liquidity as it operates in a competitive and

changing industry.
OCA Cross-Exam Exh. at 1.

Additionally, as OCA witness LeLash testified:

The Fitch analyst is quoted in The Bond Buyer as stated, “It’s bouncing along
at the triple-B level, and we’ll continue to watch it. . . We expect things are

20



not going to run smoothly for them but we still continue to feel that they’re
going to be able to pay their debts.”

OCA St. I-ERP at 18-19.

The Commission must consider all of the relevant factors and balance the interests
of all stakeholders when setting just and reasonable rates. As OCA witness LeLash
summarized:

Regulated utilities should not obtain revenue relief, particularly extraordinary

revenue relief, based on speculation concerning what actions a rating agency

may or may not take.

OCA St. 1-ERP at 6.

The OCA submits that the Commission’s actions to date have balanced the interests
and have shown strong support for working with PGW to resolve its long-standing problems.
The Commission should not allow speculation about an announcement from S&P be the
basis of extraordinary rate relief.

5. The Commjssion’s Actions Have Been Supportive Of PGW And
Sought A Just And Reasonable Resolution To These Long-Standing Problems.

Since assuming jurisdiction over PGW, the Commission and al! of the parties have
ta_ken many steps to assist PGW in stabilizing its financial condition and in improving its
service. Since July 2000, the Commission has awarded PGW $33.6 million in permanent,
non-gas cost base rate relief. Additionally, the Commission has permitted PGW to include
a $7 million bad debt expense in its GCR on a one-time basis, and to retain $10.8 million in
GCR overrecovery that would otherwise have been returned to ratepayers. OCA St. 1-ERP

at 6. Additionally, the Commission has allowed PGW to update its GCR on a quarterly basis
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which enabled PGW to bill and recover its higher gas costs in 2001 on an expeditious basis.
The Commission, as well as the parties, have shown a willingness to help restore PGW’s
financial health over an appropriate period of time, matched to appropriate improvements
in service quality. |

Marny factors have contributed to PGW’s current situation and many factors must be
resolved for PGW to successfully complete its transition to a financially healthy utility. As

OCA witness LeLash explained:

Accordingly, PGW’s impaired financial condition is not solely a function of
cash flow, nor does its financial improvement rely solely on the immediate
attainment of additional revenues. S&P, along with the other rating agencies,
would be more favorably inclined toward PGW if permanent management
had been approved, the $45 million City debt had been restructured with a
realistic deferred payback period, the accounts receivable balance had been
managed effectively, and capital expenditures and cash flow had been
managed better in the past. It is not the Commission which has control over
these determinants of financial improvement, and it is unreasonable that it be
given an immediate ultimatum to require PGW'’s ratepayers to be the only
ones to shoulder the burden.

OCA St.1-ERP at 20.

The Commission’s statement to the investment community when considering the
Met-Ed request seems particularly apt here, even 20 years later:

As to the apprehension of the intervening banks, the Commission said.in Pa.
P.U.C. v. Metropolitan Edison Company and Pennsylvania Electric
Company, at 1-79040308, mimeo p.4, on May 23, 1980: “Respondent must
convince its bank creditors that it has the will and ability to rehabilitate
itself.” The Commission by its May 23 Order provided the means for Met Ed
to rehabilitate itself. We shall expect the same concern by other involved
parties.

Met-Ed at 21.
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As detailed below, the OCA submits that the Commission should continue on its
course of providing a measured resolution to PGW’s problems consistent with improvements
in service quality and meeting other necessary regulatory standards. The Commission should
urge other concerned stakeholders, including the City, to support PGW as it is restored to
financial health over a reasonable period of time.

6. Conclusion

The possibility of a bond downgrade, conveyed in an S&P announcement cannot
form the basis for extraordinary rate relief. The Commission must set rates based on what
is just and reasonable in accordance with Pennsylvania law. In this case, it is clear that
PGW’s request, based on a previously unknown S&P formula, cannot meet this test.

B. By The Company’s Own Admission, Its Request Concerns Liquidity

Requirements And Not Operating Expense Requirements As Contemplated
By Section 1308(e).

The Company acknowledges that S&P’s primary concern, as evidenced by its
announcement, is with PGW’s on-going liquidity problems. In this case, PGW has not
asserted that it has an inability to pay its operating expenses, and indeed, had been projecting
that with its planned Forward Purchase Agreement, it would meet its operating expenses
through the end of its Fiscal Year in August 2002. OCA St. 1-ERP at 8. What the Company
seeks here is a capital infusion to alleviate its long-standing problem with liquidity.

OCA witness LeLash testified that what the Company seeks, and what S&P seeks,
1s aresolution to PGW’s on-going liquidity, or working capital requirements. As Mr. LeLash
stated:

While S&P states that PGW needs approval of an adequate rate increase to
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forestall a downgrading, in reality PGW’s problem is inadequate capital. If
PGW had additional equity capital and no City loan and no outstanding
commercial paper, we would not have S&P threatening a downgrading. As
stated, the extraordinary revenue request is not intended to cover operating
expenses, but rather is an artifice to justify funds above and beyond those
necessary to meet its bond coverages so that the Company’s deficient retained
earnings can be augmented, not by its owner, but by its captive ratepayers.

OCA St. 1-ERP at 16-17.

PGW does not dispute that it seeks a capital contribution from ratepayers through this
extraordinary rate relief petition, nor does it dispute that if it had not extended its commercial
paper to the maximum amount, S&P would not be threatening the action that it now 1s. Tr.
65. But these long-standing liquidity problems do not meet the statutory requirement for
extraordinary rate relief. Mr. LeLash explained:

As I understand it, Section 1308(e) addresses extraordinary needs for
revenues to meet operating expenses. It does not contemplate a utility
seeking a capital contribution from ratepayers. Accordingly, it is my belief
that the Section 1308(e) provisions are not applicable to PGW’s rate relief
request.

Utility regulation has consistently recognized that ratepayers are responsible
for a utility’s operating expense, including a return on the utility’s capital.
However, there is no precedent, to my knowledge, where ratepayers have
been held responsible to serve as the initial source of funds to meet a utility’s
capital needs. Therefore, by definition, the Section 1308(e) provisions do not
contemplate, not provide, a standard for PGW’s pending request.

OCA St. |-ERP at 27.

The Commission, in Met-Ed reached a similar conclusion. The Commission, in
denying Met-Ed’s request for relief, stated:

The purpose of Section 1308(e) is not to thrust the cost of nonfunctioning

TMI capital assets onto ratepayers, but to permit the recovery of extraordinary

costs incident to serving the public. Here, to the contrary, emergency relief
is sought from ratepayers largely for the costs attendant to capital assets not
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in the public service.
Met-Ed at 23. Here too, PGW’s own estimates show that with the Forward Purchase
Agreement it was meeting its public service obligations and would continue to do so
throughout the pendency of its base rate case. PGW E.R.P. St. 2, Exh. JRB-1. It1s only the
need to address its capital needs, made into an emergency by S&P, that has brought PGW
to the Commission’s door. Such a request does not meet the strict statutory standards.

C. There Is Insufficient Evidence In The Record To Establish That

Extraordinary Rate Relief Is Immediately Necessary For PGW To Maintain
The Financial Stability Necessary In Order To Enable The Utilitv To
Continue To Provide Normal Services To Its Customers, Avoid Reductions
To Its Normal Maintenance Programs And Avoid Substantially Reducing Its
Employment.

As a prerequisite to receiving extraordinary rate relief under Section 1308(e) of the
Public Utility Code, a utility must demonstrate that such reliefis "immediately necessary for
the maintenance of financial stability in order to enable the utility to continue providing
normal services to its customers, avoid reductions in its normal services to its customers,
avoid reductions in its normal maintenance programs, avoid substantially reducing its
employment, and which will provide no more than the rate of return on the utility's common
equity established by the commission in consideration of the utility's preceding rate filing."
66 Pa.C.S. §.1308(e).

With respect to these elements that must be satisfied under Section 1308(e), the utility
has a heavy burden of proof. Met-Ed at 6, The OCA submits that the Company has not
presented sufficient, credible evidence to demonstrate that it has met these elements. Rather,

PGW sets forth a chain of events that might happen if it is downgraded and if it does not
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adequately respond to the crisis. OCA witness Lelash explained, there would be two
preconditions before the Company met the Section 1308(e) criteria— bond downgrade and
a failure 'by the Company to respond. OCA St. 1-ERP at 16.

The Company relies heavily on its assumption that if its bonds are downgraded, it
would be unable to renew its commercial paper and it would be unable to issue additional
debt. Initially, the OCA submits that it is simply uncertain what action S&P will take, or
whether there are actions that can be taken by the Commission, the parties, and the City other
than extraordinary rate relief, that would forestall such a result. The Company acknowledged
that it had not even discussed with S&P the comprehensive proposal presented by the OCA
as a means of permanently restoring its financial health. Tr. 69, 123. Thus, S&P’s reaction
to alternative solutions is unknown.

At this time, the Company has not taken any significant steps yet that have impacted
the quality of service or substantially reduced employment levels. Additionally, PGW has
not even sought a deferral of the repayment of its $45 million loan from the City at this time.
OCA St. 1-ERP at 16. Although now listing steps that it would take to cut non-essential
service and employment if it is downgraded by S&P to conserve approximately $100 million
in cash, the Company has only identified one step that it has taken thus far to conserve cash.
The step that the Company has taken thus far, is to implement a cost reduction program that
is expected to conserve approximately $ 1 million per month for a few months. Tr. 143, 168.°

It is not surprising that the Company has not yet had to take any actions. With the

6 PGW witness Knudsen also explained that there are some exceptions to these
cost cutting measures at the discretion of Mr. Knudsen and Mr. White. In particular, the
privilege has been retained to hire when needed to replace departing staff. Tr. 144.
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recently authorized base rate increase of $33.6 million, and an additional $10.8 million
supplement from the GCR overrecovery, PGW has not been projecting that it will be unable
to meet its operating expenses. OCA St. [-ERP at 16. Rather, its projections of cutbacks
come only after a threatened S&P downgrade and only if PGW 1s unable to complete a
forward purchase agreement, renew its short term paper, or issue further debt.

The OCA submits that at this time, there is no way of knowing whether PGW will
be downgraded and exactly what would happen in the event of a downgrade by S&P. This
is especially true when two of the three rating agencies have reaffirmed PGW's credit rating.

While a downgrade to below investment grade would not be viewed positively by the
lending community, it is simply uncertain what the effect would be on PGW's ability to
renew its commercial paper. The City was able to exert influence on local banks last year
to obtain renewal of the commercial paper program. PGW E.R.P. St. 4 at 6. As PGW
witness Bisgaier testified, a downgrade of the PGW bonds would eventually negatively
impact the City’s bonds. Tr. 67-68. Given the implications for the City, it is still not clear
what steps the City would pursue to assist PGW and forestall such a downgrade.

It should also be noted that PGW recently completed a full baserate case that resulted
in an increase in annual revenues of $33.6 million. During this proceeding, the Commission
set rates at a level that was sufficient for the Company to cover its operating and maintenance
expenses and meet the required coverage ratios on its bonds. The current pending base rate
case may allow for further adjustments to PGW's rates prior to the next winter heating season
so as to assure that PGW will have an appropriate revenue requirement on an ongoing basis.

Finally, as described more fully in Section [V below, the OCA has proposed an
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alternative to Extraordinary Rate Relief in this proceeding which would obviate the need for
PGW to take any steps with respect to cuts in service or employment. The OCA's proposal
will provide PGW with sufficient liquidity to get through the current fiscal year and provide
a rehabilitation plan that would pay down nearly all of the Company's short term debt while
building up capital for the Company. The OCA submits that adoption of this plan would put
PGW on the road to financial recovery. While S&P will have to decide what will satisfy it,
it is the Commission that must decide what is just and reasonable.

D. If The Commission Determines That PGW Is Entitled To Relief, PGW’s

Request For $44 Million Is Overstated And Violative Ot The Limitations For
Extraordinary Rate Relief Set Forth [n Section 1308(e).

As set forth above in Section IT1.A.3, the formula used by S&P differs significantly

from the legal requirements of PGW’s bond indentures. Although identifying these bond
coverage requirements as a strength of PGW, S&P then inexplicably requires much more.
OCA St. 1-ERP at 21; PGW E.R.P. St. 4 at 4, PGW Exh. BCB-1 (Updated). In this case, the
S&P formula requires PGW to include $38 million in fixed cost payments, the $18 million
City fee and the $20 million commercial paper paydown, that are not otherwise required in
an analysis of whether PGW can meet its own bond coverage indentures. OCA St. 1-ERP
at 21, PGW E.R.P. St. 4 at 4-5. Additionally, S&P requires that its coverage test be met
without taking into account any funds which S&P deems to be “non-recurring.” OCA St. [-
ERP at 22. Under these S&P requirements, PGW’s financial situation appears particularly
strained.

When PGW’s coverage is assessed in accordance with its bond indenture formula,

a different picture emerges. The current estimate for Fiscal Year 2002 shows a 1.28x
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coverage on the 1998 senior debt service. OCA St. 1-ERP at 25-26. With a grant back by
the City of the $18 million City payment, the coverage on the 1998 senior debt is 1.87x, well
above the required 1.50x. Id. OCA witness LeLash testified:

Thus, if the City actually were to grant back the City payment, there would

be no actual coverage problem for FY2002 under PGW’s bond indenture. If

one assumes that the Company’s Margin Loss due to warmer than normal

weather will actually equal $30 million, then the indenture coverage falls to

1.12x and with an $18 million grant back it would be 1.70x or still above the

required 1.50x under the bond indenture.
OCA St. 1-ERP at 26.

PGW, however, seeks $44 million from its ratepayers to satisfy the S&P formula.
PGW’s request for a $44 million rate increase is intended to put PGW at the high end of the
coverage range of 1.2x to 1.3x under the S&P formula. PGW E.R.P. St. 2 at 3. OCA
witness LeLash performed a calculation to determine the amount of revenues, whether
project revenues or rate reiief, that would be necessary to meet the minimum coverage level
under the S&P formula. Mr. LeLash explained:

On Schedule 2, calculations are shown which measure the Jevel of project

revenues necessary to achieve 1.2x coverage using the Company’s

calculations under the S&P formula. As shown, project revenues of $35.4
million would meet this minimum S&P coverage level all other things being

equal. Itis again important to note that this $35.4 million is far more than

under PGW’s bond indenture and is being driven by S&P’s inclusion of

capital requirements and the City payment in its formula.

OCA St-1-ERP at 26-27.
By any measure, PGW’s request is overstated. If any extraordinary rate relief is

found to be appropriate under Section 1308(e), the Commission should ensure that such

relief is not overstated and complies with the limitation requirements of Section 1308(e).
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Specifically, ifthe Commission awards any extraordinary rate relief, it should award no more

than necessary to meet the coverage formula in PGW’s bond indenture.

v, A LONG TERM SOLUTION COULD BE PUT IN PLACE THAT IS JUST AND
REASONABLE AND RESTORES PGW's LIQUIDITY.

A.  Introduction

As discussed above, the Company's request is driven by a need for additional working
capital and not by increased operating expenses. As such, the OCA submits that
extraordinary rate relief under Section 1308(e) of the Public Utility Code is inapplicable in
this case. The OCA does recognize, however, that PGW continues to face an ongoing
liquidity problem due to the fact that its commercial paper program has been fully extended
for the past several years and, in effect, has become a permanent part of the Company's
capital structure. PGW E R.P. St. 1 at 6. The $100 mllion commercial paper program is
what PGW traditionally relied upon to finance seasonal needs for fuel purchases and seasonal
increases in accounts receivable. Id. However, in the past 2-3 years, the commercial paper
has been fully extended and therefore not available to the Company for smoothing out its
seasonal cash flow. 1d. This has left PGW in a position of very poor liquidity since it does
not have access to its commercial paper to handle the seasonal nature of its revenues and
expenses or to backstop the Company in the event that it experiences margin losses due to
a warmer than normal winter, such as it experienced this year.

Without its commercial paper available, PGW must finance its cash working capital
needs out of existing operating expense revenues and by borrowing from its capital fund.

This has created the ongoing liquidity problems faced by the Company today. Inrecognition
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of this problem, the OCA has proposed in this proceeding a plan to rehabilitate the
Company's financial situation and restore PGW's liquidity. The OCA's plan does not saddle
ratepayers with the entire burden of restoring PGW's long-term financial health through the
imposition of a rate increase that is unjust and unreasonable. Instead, the OCA's proposal
calis for a commitment from various PGW stak;eholders — including ratepayers, the City of
Philadelphia and PGW - to restore the Company's liquidity and ensure that the Company

returns to financial stability.

B. The OCA's Recommendation - Commitments From Various Stakeholders
1. Necessary Commitments From The City Of Philadelphia

Through the Direct Testimony of OCA witness LeLash, the OCA has laid out a
framework for addressing PGW's ongoing capital insufficiency and liquidity problems
through a variety of actions by PGW's stakeholders, including PGW's owner, the City of
Philadelphia. OCA St. 1-ERP at 31. In its December 6, 2001 Opinion and Order (Docket
No. R-00006042), the Commission stated that PGW's "Management Agreement does not
assure that customer rates will cover all PGW's capital and cash needs as if no other source
of capital or revenues are available to PGW." December 6 Order at 29. In fact, in its
previous Order of October 4, 2001, the Commission "urged the City of Philadelphia, as
owner of PGW, to continl;e to take measures to insure the financial health of PGW. Itisthe
expectation of this Commission that the City of Philadelphia, as owner of PGW, will
continue to assist PGW in its cash flow requirements so that a financial crises does not take
place." October 4 Order at 34. Through the instant Petition, the Company claims that a

financial crisis will occur if S&P downgrades its bonds to below investment grade. Thus,
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the onus is squarely upon the City c;f Philadelphia to step up to the plate and assist in
preventing a crisis. Surely the Commission would not expect a utility’s stockholders to still
be taking a full dividend in such circumstances.

As a first step in addressing the Company's ongoing liquidity problems, OCA witness
Lel.ash testified that the City must make several commitments as part of any prospective
financial recovery. First, the City should agree to restructure the terms of the $45 million
City loan to be paid back in equal installments over the next three fiscal years. OCA St. 1-
ERP at 36. Duning this period, the City should be paid interest on the outstanding balance
of the loan. Id. The loan is currently interest free. Second, OCA witness LeLash testified
that the City should grant back the $18 million City payment as project revenues for at least
the next three years. Id. In other words, the City should stop taking a dividend from this cash
strapped utility. This would provide the Company with an additional. $54 million of capital
at the end of the three years. Finally, the City should designate permanent management for
PGW and disclose the major findings and conclusions concerning the feasibility and
desirability of the City's sale of PGW., Id. The OCA submits that these actions by the City
are, at a minimum, the sort of measures contemplated by the Commission in its October 4
Order that are necessary to ensure the financial stability of the Company and avert a financial
Crisis.

The OCA submits that the City, as owner of the troubled utility, must acknowledge
its ownership obligations. OCA St. 1-ERP at 32. I[f PGW were to fail, the City itself would
be harmed through loss of value in its enterprise. Id. Furthermore, PGW witness Bisgaier

testified that a downgrade of PGW bonds could eventually have an impact on the City's bond
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ratings and its access to the credit markets. Tr. 67-68.

The City claims that it has little or no ability to provide financial assistance to PGW.
PGW E.R.P. St.5 at 3. PGW witness Davis, Finance Director for the City of Philadelphia,
testified that the City is facing a deficit of $296 million over the life of its five-year plan for
fiscal yeafs 2003-2007. Id. However, during the last base rate proceeding, the City also
claimed that it could not provide assistance to PGW, even though at that time it was
projecting a $180 million surplus i its five-year plan. Id. As OCA witness LeLash noted,
"in good or bad times the City has taken the position that ‘PGW, as a municipal utility, is
intended to be self sufficient' (Davis Testimony, Docket No. R-00006042, page 3)." OCA
St. 1-ERP at 33.

The OCA submits that the City cannot simply ignore its obligation to PGW. A
downgrade of PGW's bonds would have a negative impact on both PGW's finances as well
as the City's. While the City may be projecting a large deficit in its current 5-year plan, these
projections are very fluid and can change significantly from year-to-year depending upon the
state of the economy. One needs only to look at the past year when the City's projections for
the five year forecast period went from a $180 million surplus for the period to a $296
million deficit for the five year period to understand how quickly these projections can
change. PGW E.R.P. St. 5 at 3. PGW witness Davis confirmed, though, that the City ended
the last fiscal year with a $230 million surplus. Tr. 155.

The OCA submits that the City, as owner of this troubled utility, must acknowledge
its obligations by making some sort of commitment to restoring the financial stability of the

Company. IfPGW is downgraded, the effect will be felt not only by ratepayers, but also by
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the City itself. Therefore, the City should commit to grant back as project revenues the $18
million for at least three years and to restructure the repayment schedule of the $45 million
City loan.

2. Contribution From Ratepayers - Capital Surcharge

It has become increasingly clear that other interested parties, in addition to the City,
may have to be called upon to address PGW's financial problems. During the recently
concluded interim rates proceeding and base rate proceeding, the OCA took the position that
rates should be set at the minimum level necessary to provide for the Company's operating
and maintenance expenses and meet the necessary bond coverages. At the time that rate
setting authority was transferred from the Philadelphia Gas Commission to this Commission,
the Company's service was at unacceptable levels, wholesale gas prices were at
unprecedented high levels and ratepayers were facing staggering rate increases due to rising
gas costs. OCA St. 1-ERP at 29. With ratepayers facing unprecedented high natural gas
prices and the inadequate levels of service provided by the Company, the OCA did not
believe that it was an appropriate time to address the Company's capital deficiency. OCA
St. 1-ERP at 38-39. Since then, however, natural gas prices have fallen considerably.
Furthermore, in the last base rate proceeding, OCA witness LelLash did recognize that some
augmentation of the Company's retained earnings would be necessary in the future to address
the Company's liquidity problems. Id. at 39. The Company's current Gas Cost Rate
("GCR") is $2.0203 per Mcf compared with the GCR of $6.6959 that was in effect at the
time the last basé rate case was being litigated. Id. The Company has also made strides in

improving the quality of its service since then. With far lower GCR rates and improved
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customer service, it may now be a more appropriate time for the Commission to address
PGW's capital deficiency. As OCA witness LeLash testified, "... the future is now, and PGW
can no longer work around its liquidity problems or its highly leveraged capital structure."
Id. Thus, it may be necessary for ratepayers to augment rates with a contribution of capital
to the Company, if the City is willing to make similar commitments to PGW.

OCA witness LeLash testified that the Corﬁmission should address PGW's request
for what it is — a capital requirement under the cash flow method — not a request for
extraordinary rate relief under Section 1308(e). OCA St. 1-ERP at 28. Since the basis for
PGW's claim in this proceeding is a capital insufficiency, then any such recovery cannot be
considered traditional revenues for operating expenses, but should be viewed instead as a
capital contribution and should be recorded on the Company's books as such. Id. OCA
witness LeLash testified that one way to address PGW's capital insufficiency would be
through the imposition of a time-limited capital surcharge if the City makes appropriate
commitments.

OCA witness LeLash's specific proposal calls for a capital infusion from ratepayers
through the implementation of a time-limited surcharge of $18 million per year for three
years which is matched by a grant back from the City. OCA St. 1-ERP at 39-40. 'This
surcharge would go directly toward paying down the City loan and commercial paper. Id.
at 40. This surcharge should only be considered by the Commission if it determines that
incremental capital is required by the Company, and only if the City makes the necessary
commitments set forth above. I[d. at 29-30. The OCA submits that with the proper

commitment from the City, and a determination by the Commission that it would be

35



reasonable for ratepayers to provide a portion of such capital to address this problem, then
a time-limited capital surcharge may be appropriate. ld. at 30.

However, it should be made clear that such a surcharge is not based solely upon the
potential requirements of one bond rating agency. OCA St. 1-ERP at 30. Instead, it
represents a balance reflecting both just and reasonable rates and PGW's long-term capital
needs. It would be, in effect, part of a multi-year rehabiiitation plan for the Company which
will restore its liquidity and improve its financial conditions, with commitments made by the
City of Philadelphia, ratepayers and the Company. Id. It is only through this type of sharing
of responsibility for PGW's rehabilitation that a fair and equitable solution to the problem
can be crafted.

3. Commitments From PGW - Improve Collection Efforts And Cash
Conservation Measures.

OCA witness LeLash laid out several steps that PGW itself should take in order to
conserve cash during this period of restricted cash flow. OCA Stt 1-ERP at 36. The
Company needs to take a look at all aspects of its on-going operations and determine which
activities, if any, can realistically be deferred without harming reliability or customer service.
Id. Once that is determined, the Company should establish written objectives and plans
concerning identified activities and it should quantify their impact on operational and
financial results. Id. More importantly, the Company should be required to finish
developing and then implement a comprehensive collection program. Id. A more
comprehensive collection program will enable the Company to substantially increase its

collection percentage and increase its cash flow. Id.
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Mr. LeLash also recommended that the Company be required to establish specific and

aggressive initiatives concerning several cash flow-related areas, including the following:

. Gas storage management which will minimize the Company’s overall
investment in gas inventory.

. utilization of asset management agreements if they can be structured
economically and allow the deferral of gas acquisition.

. increased customer sign up for external low income assistance (LIHEAP and
Crisis Grants) in order to maximize revenues while reducing customer bills.

. deferral, if feasible, of special projects and a phase in of the restructuring

contemplated by the Act.
OCA St. 1-ERP at 36-37.

The above-mentioned cash conservation measures, along with an increased emphasis
on the Company's collection program, will provide necessary cash flow to help PGW get
through its current liquidity problem. These actions by PGW, along with the contributions
from the City and ratepayers will dramatically improve PGW's cash flow and restore the
Company's long-term financial health by the end of the three-year rehabilitation plan.

4. Conclusion

The commitments from PGW and the City recommended above, along with the
infusion of additional capital by ratepayers through a capital surcharge, would be sufficient
to restore PGW's liquidity and long-term financial health. With the commitment from the
City and the capital surcharge from rdtepayers, short-term debt could be reduced by nearly
$110 million by the end of the three-year rehabilitation plan. OCA St. 1-ERP at 40. This
would allow PGW to pay down its commercial paper program to about $15 million, while
at the same time increasing retained earnings. Id. at 41. With this sort of improvement, the

Company would have the necessary working capital and short term debt available to it to
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meet the cash requirements associated with volatility in wholesale gas prices and the seasonal
nature of its revenues and expenses. Id. at 40. This solution is not a one-time infusion of
cash to meet coverages in a specific year, it is a means to the permanent restoration of
financial health. It is hard to imagine that the rating agencies would not look favorably upon
arehabilitation plan approved by this Commission that contained these sorts of commitments
from ratepayers, the City and the Company.

If PGW's bond ratings are affirmed, then the Company will be able to go forward
with the planned forward purchase agreement which is expected to yield about $20 million
of incremental project revenues in this fiscal year. OCA St. 1-ERP at 41. The forward
purchase agreement, along with th_e impact of the City leaving its dividend in the Company,
ratepayers paying a matching capital surcharge, and the proactive efforts by the Company on
collections and cash conservation, should provide PGW with sufficient working capital for
the remainder of this fiscal year. Id. As the full effects of the capital infusions take effect
in subsequent years, the Company's liquidity will be fully restored and the Company's

financial position stabilized.
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V. CONCLUSION

For the reasons set forth above, the OCA submits that the Petition of Philadelphia
Gas Works For Extraordinary Rate Relief should be denied. The Public Utility Commission,
not an S&P analyst, must determine just and reasonable rates for this Company in accordance
with Pennsylvania law.

The Commission shiould, however, implement the alternative set forth by the OCA
in this Memorandum. The OCA proposal fairly allocates the burden of resolving PGW’s
financial problems through a sharing between ratepayers and PGW’s owner, the City of

Philadelphia.
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Appendix A
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Docket No. P-800070235
Order dated August 28, 1980
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Order dated November 13, 1986
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Order dated March 3, 1980
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Commissicrirs Fraseny

Susan M. Shamaman, o hrivmaen
Michasl lohnson

fames H. Cawiey

Lindx €. Iglialferss

Fenasvivanta Public Utility Commission
¥

Mettopoliitan Edison Cempany

P-800T0235

ORDER

BY THE COMMESSION:

We adept as our action the Recormmended Decision of Administrative
iaw Judge Matuschak dated August 20, 1980; THEREFORE,

IT IS5 OWDERED:

I. That the Petition of Metropolitan Edison Company for
Enzraordinary Rate Relief in the amount of $35 =million, pursuant to
the provisions of Section 1308{e) of the Public Utility Code, is hereby

denied without prejudice.

2. That the exceptions, as [f{led by the Office of the Consumer
Advocate, Metropolitan Edison Company, the Commission Trial Staff, Citibank
and Chenical Bank, Vietaulic Company of America, P.H. Glatfelter Co., St.

Regis Paper Conpany, and National Gypsum Company, are hereby denied.

BY THE COMMISSION,

William P. Thierfelder

Secretary
(SEAL)
ORDER ADOPTED: August 28, 195D
ORDER ENTERED: August 28, 1980
.- : & ICALTE RECORD.
. .4 30;N.iL CERTIFIED

l i G NWESLTH COURT.
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PENNSYLVANIA PUBLIC UTILLITY

COMMISSION, ot a1,
Docker No. R-80051196

V. B
H Docket Mo. P-80070235
METROPCLITAN EDISON COMPANY :

RECOMMENDED DECISION

(Subject to Compission Approval)

BEFORE: Joseph P. Matuschak.
Administrative Law Judge

APPEARANCES : Ryan, Russell & McConaghy, Esquires
Samuel B. Russell, Esquire
®. Edwin Ogden, Esquire .
Alan Michael Seltzer, Esquire
For: Metropolitan Edison Cowpany

Steven A. McClaren, Esquire
Bohdan R. Pankiw, Esquire-
Edward Munce, Esquire .
For: Pennsylvania Public Utility Commission

Walter W. Cohen, Esaquire
David M. Barasch, Esquire
Craig A. Burgraff, Esquire
For: Office of the Consumer Advocate
McNees, Wallace & Nurick, Esquires
Maurice A. Frater, Esquire
For: P. H. Glatfelter Co.
St. Regis Paper Cotipany
National Gypsum Company

Duane, Morris & Heckscher;, Esquires
Roland Morris, Esquire
Robert E. Kelly, Jr., Esquire

For: Viectaulic Company of America




BRIEFS:

Wolf, Block, Schoor and Solis-Cohen, Esquires
Gerald Gornish, Esquire
For: Citibank, N.A., Agent, and
Chemical Bank, Co-Agent

Briefs were filed by Metropolitan Edison
Cowpany, Commission Trial Staff, Office of the
Consumer Advocate, and Victsulic Company of
Aperica. Joint briefs were filed by

(1) citibank and Chemical Bank, and

(2) P.H. Glatfelter Co., st. Regis Paper
Company, and National Gypsum Coupany.
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H1STORY OF THE PRBOCEEDING

On July 29, 1980, Metrepolitan Edison Company (Met Ed)
filed its Tariff Electric Pa. P.U.C. No. 44 with che Comfssion
for a proposed incresse in its retail base rates of $76.5 million
per year, or an increase in overall charges to retatl custoners
of 17.2Z2. In conjunction with this filing, Met Ed filed a Petftion
for Extrordinary Rate Relief under Section 130B(e) of the Public
Utility Code, 66 Pa. C.S., Sectiom 1308(e), reénea:ins that
$35 a11110n,2’ or approximately 46X of the rotal request, be
allovwed to go into effect nor later than Seprember 1, 1380.

A number of complaintsal to both the rate proceeding
and the petition for extraordinery rate relief have been con-
solidated with the proceeding on the petition. In addition, we
granted the peririon of Citibank, N.A., Agent, and Chemical Bank,

Co-Agent, to intervene iu the proceeding.

1/ While no doubt coincidencal, this is almost exactly the amount of
deferred epergy costs estimated to be collected by Met E4 by
vear-end 1980. The istervening banks suggest that such deferred
energy cost receipts should be applied to reduce Mer Ed's
short-term debt, and aot, as projected, to be used for other

purposes.
2/ Complaints were filed by: The Ofi._ce of the Consumer Advocace,

David C. Themsen, Vertaulic Company of America, P.H. Glatfelrer
Co., St. Regls Paper Cowpany, and Robert Jude Jenison,



Hearings wvere held before us in Harrisburg on August &,
5, 11 and 12, 1980.

At the hearing held on August &, the Office of the Consumer
Advocate (Consumer Advocate} submitted a motion to dismiss Met Ed's
petirion for extracrdinary rate rtelief on the ground rchat the petition
filled to comply with the provisions of the Commimsion’s Statement
of Policy entered on November 6, 1978 at M-78100089, which directed
that cartain specified information, in the form therein set forth,
ig cto be submitted with & petition for exrraordinary rate relief,
rurportedly as a regulation under 52 Pa. Code, Section 53.1, et seq.

Upon inquiry, ve ascertained that while a copy of said
Statement of Policy was, in fact, served on Met Ed on November 7,
1978, the Statement of Policy was never published in the Pennsylvanie
Bulletin, as required by the provisions of 1 Pa. Code, Sectlon 31.13
for rulemaking purposes.

Coumission Trial Staff (Commission Staff) recommended
that the Cousumer Advocate's moriocn to dismiss be denfed.

We held that while we would mot give rulemsking effect
te the Statement of Policy, neith;r would we digregard the Commission's
expressed need for suych information. We dire:ted Met Ed to promptly
supply the informarion of the kind and in the forz required. We
further held that no useful purpose would be served in requixing a
reformed petition: no party would be prejudiced if the informacion was
prowptly submitted, and the information would be available for the
Commission's purposes. Accordingly, we denied the Consumer Advocate's

motion to dimiss Met Ed's perition for extraordinary rare relief.
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Although the Commission has pot yet suspended the rate
f11ing of Mat Bd, we and all parties have proceeded hers on the
assumption that such suspensfon is forthcoming.

It must be understood that nothing contained herein shall
be considered as a predipposition of any matters involved ia the
rate filing, or as approving or not approving any of the matrers
therein contained, or as to the ultimate outcome of the rate

proceeding.
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DISCUSSION
Legal Authority

The Commission's suthority to grant extracrdinary rate
relief ia governed by Section 1308(e) of the Public Utility Code,
66 Pa. C.5., Section 1308{e), which provides:

Extraordinary Rate Relief. ~- Upon petitiou to

the Commission at the time of filing & rate re-
quest or at any time during the pendency of
proceedinga oan such rate reaquests, aoy public
utilicy may seek extraordinary rate relief on
such porticm to the total rate relief requested
48 can be shown to be immediately necessary for
the maintenance of financial stability in order

0 engble the urility to continue providing pormal
services to ity customers, avoid reductions in

its pormal maintenance programs, avoid substancially
reducing its employment, and which will provide

no more than the rate of return on the utilicy's
compon equity established by the Commission in
conmsideration of the utility's preceding rate
filing, except that no utility shall file, either
with a request for a genmeral rate increase or at
any time during the pendency of such a request,
more than one petition under the subsection
pertaining to rates for a particular cype of
service, nor any supplement or asendment thereto,
except when permitred to do sc by order of the
comnigsgsion. Any public utility requesting
extraordinary rate relief shall file with the
petition sufficient additional restimony and
exhibits which will permit the Commiasion to make
appropriate findings oo the perition. The public
utility shall give notice of the petition in the
gyme manner as its filing upon which this petition
i3 based. The commission shall within 30 days from
the date of the filing of a periticn for
extraordinary rate relief, and after hearing for
the purpose of croga-examination of the testimony
and exhibits of the public uwellity, and the
presentation of such other evidentiary testimony
as the commissfon may by rule prescribe, by otrder




suliftng furcs ils reasons therefor, Rract or deny,
ix #acie o= o part, the extraordinary rate relief
vaonussiac. Ab3ent such order, the petition shall
~a deemecd 13 have heen denfed. Rates established
piTsusnt ¢o ex:racrdinary rate relief shall not be
deemed tc be tamporary races within the meaning

of rhat womm as it is uszed ip Section 1310.
{Emphasis supplied;

Iz our epiniorn, the purpose of Section 1308{(e) 1is to
agsure sdeguate and coucinucwes service to utility customers
end to prevent interruptlons thereof due to the financial
instabllity of the vtility.

It smust be noted, however, that unlile prior legislation,

Section 1308(e) requires a specified showing by a utility to obtain

interim relief. The showing is more specific and inflexible than
previouslv required. We must treat the instant petitiom iz the

light of the letter and the splrit of statutory directives.



Met Ed, in seaking the exercise of the Commission’s dis-
crvetlcon o grant i-s request ‘or extraordinary rate relief, prior
t¢ the {ommissicn’'s decermination of the revenue requirement, bears

-8 heavy duiden. .

Aa stated i{n the Commission's Order entered on September 21,

1978 in Pa. P.U.C. v. Peannsylvania Electric Company, 26 PUR (4th) 337,

Section 130&(e) -

+ « . entirles Pericioner to extraordinary rate
relief only 1f it can show such race relief is
immediately necessary for the maintenance of
Petitiopner’s financial srabilicy (1) in order

to coantinue providing normal services, (11} avoid
reductions in its normal omaintenance programs,

and (ii1) avoid substantially reducing employment.
Proof of the imnediate necessity for such rate
relief required for the maintenance of the utility's
financial stabilicty must be clear and fully sup-
portable of a finding by the Commission that the
financial stabflity of the utiilty is actually in
jeopardy.

{Emphasis supplied]

The fact that the rate increase sought by the petiticn
cannot be made retrcactive, and faflure to grant interim increases
may result io uanrecoverable loss of revenue during the interim of
the period, does nor relieve Met Ed from this burden. HNc* can the
Commission graot interim relief on speculation or conjeccure.

In fts brief, ar page 5, Met Ed admits zhat:

It i¢ clear that a utility seeking extraordinary

rate relief has the formidable task of showing
circumstances which would justify the conclusion



v b2 2 3ufiaripg from financial coostraicts
suffluoioncay swvere that, 1f not remedled, would
reszlt iz the lgpazrment of safe and reliabla
elactrisc sgrvice 1o consumers. This view has
been confirme: by order of the Public Utilicy
Covmisuicn on September 5, 1978 i¢ Pa. P.IL.C. v.
Pennsvivaoia Electric owpany st R-7BOLOS9G,

For the raetong hereinafter set forcth, it is our opinien
that Mer &d na#s not sustained the statutory burden placed upon i
for entitlement to extracrdinary rate relief.

From our review of all the evidence, it is our view that

the major thrust of this peticion is ro make available funds, directly

or indireccly, for clean up of TMI. This is not a valid purpose for

extraordinary rate relfef under the stripgent requirewents of ths

statute.



se. o5 Preanntation

Her Ed'z reguent for 335 miilion in extraordinary rate

Eat
n

iief is Dased upon the future test year for the 12 months ended
Barch 3, 1981, exvludiag :he Investment and associated costs of
T™L-1 and ™I-2, and is zlaimed to yleld no more than 13.38% return
on comaun aguity allowed by the Commission in Met Ed's laatr rate

case.
In support of 1zs petitiorn, Met Ed avers that:.

fa) Metr E4 has been unable to i8sue any first
mortgage bonds, debentures or preferred
atock since Janvary of 1979.

{(b) For the 12 months ended Junmge 30, 1980,
Met Ed had & pre-tax interest coverage
ratio of only .45 rimesg, which i3 below
the 2.0 times requirement in its debenture
indenture for the issuance of additional
funded debt.

{(c} For che 12 months ended June 30, 1980,
Met Ed had a after-tax preferred stock
coverage ratio below the 1.04 rices,
which is below the 1.5 tigmes required
under Met Ed's charter for the issuance
of additional preferred stock.

(d; Met £d has paid ao dividends on i:ts
common stock since Februvary, 1979, and
has po visable prospect of paying any.

{e) The return on Met Ed's average scamen
equity investment for the 6 months ended
June 30, 1980, was a negative 0.¢
percent

(f) Mer Ed's returm on common egquitv for
1789 without race rocilef {s projecz:

-

te be a rnegative 2.3 percent.



‘g Mpt taT: securiiies nave been downgraded
salaw lnvestzent RBrule.

m: Kei E4°s present lransmission and discri-
etion expenditures arve the lowes: thev
»uve pbeen (o ore than 10 years.

.1i Met £¢'s prasent operaticn and maintenance
expendicures gre significantly below
noTTal levels.

{}) The number of Met Ed's tramstiission and
distritucion aod operating and maintenance
employees are significanctly below normal
levels.

(k) Met Ed's short term debt under the revolving
credic agreement (RCA) is 583 ajllton and
is subject to a presen:t limitacion of 5105
million.

o~
o
—

Absent (a) prompt rate relief, or (b) the
substantial cut-backs in expenditures
needed to conderve the sybstantial equi~
valent of the cash which would be generated
by the requested rate relief, Met Ed will
need cash in excess of chat avaiflable under
the RCA in April of 1981,

{m) The 5105 miliion limitacion on shorz-tern
debet for Met Ed under RCA {s netcher
guaranteed nor insured and shoui’ be
expected to be reduced sriil fyrther in
the near fuiure.

Met Ed offered testimony generallv Ln support of such

contentions.



Position of the Parties

Mer Ed

Met Ed gubmits that it has forcefully demonstrated chat
the requested 535 million.of extraordinary rate relief meers each
aud every oue of the criteria contained in Seccion 1308(e) of the
Code, and that such rate relief should b; allowed on or before
Seprember 1, 1980.

Commigaion Staff

Commission Scaff requests the Commission to deny Met Ed's

petition because:

a) Mer Ed is financially solvent, stable, and in a
condition consistent with the Commisaion's May 23
Ordeg.

b) Poteatial Staff adjustments to Met Ed's claim
would require substantial refunds.

¢) Met Ed's proposal for uniform increase per EWH falls
to correct inequities in the existing rate structure
and fails to encourage energy conservation in any
specific way.

Consumer Advocate

The Comsumer Advocate takes the position that Mcs Ed's
petition does not comport with the requirements of Section 13208(e)
or sound regulatory primciples and should, therefore, be denied.
1f the Commission grants part or all of Met Ed's requested relief,
it urges that the revenues be recovered on an equal KWH basis as

suggested by Met Ed.

-10-



—

St. Regis Psapsr Company
P. B. Glatfelter Company

Hational Cypsum Company

Thess industrial copcerns state that the Comxission should

give consideration to Mer Ed's request for extraordinary rate
relief, but they take po position with respect to the level of race
relief to be granted.

They urge, however, that any extracrdinary rate relief
granted by the Commission should be recovered on the basis of the
non-fuel portion of the present rates, or in the alternacive, on
the basis of the present base rates, rather than on the KWH basis
as suggested by Mer Ed.

Vicraulie Company of America

This company urges that the extraordinary rate relief
request by Mec Ed be denied.

Cicibank, N.A., Agent and
Chemical Bank, Co-Agent

These intervening banks state that Met Ed has shown a
continuing decerioration in its earnings, the rapid amortizacion
of its deferred emergy account, and the effect of i:; projecred
financial pilcture on its short-term debt balance under the
Révolving Credit Agreement (RCA)}, which, absent anv relief from
the Commission, will exceed the 5105 million debt limit currently
in effect by April, 1981.

Furthermore, they aver that aithouvgh Met td's projectiuns

show & short-term debt balance of $90.5 million as ¢f December, 1980,

-11=



abgent extracrdinary rate relief, there is no asgurance that such
azount will be permitted by tl;e banks. Ip any event, with or
vithout interim rate relief, they stated there would be a step-down
of Met Ed's short-term debt limitation under the RCA, but that such

limitacion may be lower without interim relief.

~12-



Reductions in Service,
Mainctenance and Employment

Trz specific statutory requirement for extragrdinary rate

reilef ts cthat Lt:

cen te shown to be immedistely necessary
for the mgintenance cof financial stabilicy in
order Lo enable the urility to continue pro-~
viding ocrmal services tv its custowmers, avoid
reductions in its normal maintenance programs,
avoid substantially reducing its employment.
{caphasis supplied]

Metr Ed has failed to meet this statutory reﬁuiremenc. The
statuce frself specifically cites the nature of the financial stabiiicy
giving right to extraordinary rate relief.

In our opinion, the statutory reference to "exgraordinary“
rate relief connotes an emergent form of rate reljef. While Mer Ed,
in its brief, finds fault with the use by other:oarties of the word
"extraordinary" and "emergency” interchangeably, we note that Mer Ed,
itself, fn its Exhibitr B-1, rafers to its petition for extraordinary
rate relief as an "Emerg&:cy Petition.” 1t further states chat its
pecition for extraordinary rate trelief seeks a "level of emergency
rate relief." The Commission, toco, has in the past referred tao extra-
ordinary rate relief as "emergency rate relief."' (R-73049599)

Is there such an emergency? None has been shou; by Met Ed
under present clrcumstances, nor has it been shqvn that any smergency

condition is likely within the next few months. While it appears fror



rhe Tecord that Me: £d 18 suffering borh from a revenue deflciency and
3n earnings ecosion, these have not created a situation which the
ataiutz seeks 1o prevent.

Mr . Newton, Generzl Public Urilities (GPU) Vice President

of Sysrem Operariocne, tescizied on page 17 of his prepsred Statement

F, as follows:

Q. Mr. Newton, do you have an opinion regarding
the levels cof employees in tha T&D area at
5/31/80?

A. Yes. In oy opinion, the level of employees
at yvear ending 5/31/80 are reasonable and
appropriate in the light of all of the exist-
ing circumztances. However, this level is
not sufficlent to maintain the existing quality
of service to our customers if such level re-~
maius constant over 8 period of aeveral years.
The number of T&D employees will definitely
have to be increased with time or the qualicy
of service will inevitably be degraded.
[Emphasia supplied)

He further teacified on cross-examination as follows:

Q. Mr. Newton, counsel asked you if the company
did not receive extraordipary rate relief,
what deductions would take place in employees,
and I believe you sald, you would expect
attrition in transmission and discribucion
employeas of approximately 40 over the next
twelve months, i= that correct?

A. Thar's correct.

Q. 1If you receive extracrdinary rate telief, in
this respect, how would rhe company operate
differently?

A. Its impossible to predict precisely all of the

demands that are going to be presented for the
uttlization of that amount of increased revenue.

-4~



We in the T and [ ares will certainly make E»
aggressive a plea for maintaining at least the
present level --- so we will not nave that
attrition. Bur ics a warter of decision by
the bosrd exactly how the incressed revenues
will be distributed apong the compapy desands.

Q. I take it from your answer that {irs encirely
poasible that 1f the company gecs extraordinary
rate relief, that you will atill have the
expected attrition of 40 employees without
employees to replace them.

A. That's pesatble. I like fo think that it won't
happen that way, but its poaaible,

* b ®

Q. fsn't it your testimony that the comﬁany has
not had a normal complement of transmission
and distribucion employees since 19737
A. That ia correct.
{Emphesis aupplied)

His tescimony as to construction emplovees was in the sanze
vein.

Mer Ed's witnesses could not be certair that.any of the
requested- $35 million interim rate relief-would beexpended for-con-.
tinuaciocn of normal-services, maintenance and emplayment, or that given
such interim relief, specific reductions would be avoided.

Mr. Graham, GPU Treasurer, admitted tha:t there wzre no
corporate plans to apply early revewues, and that specific assurance

could not e given that such interim revenues would not be used to

fund TMI clean-up, to reduce short-term debt, or for other purposes.

~15-
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#r. Dieckanp, GPU President and Acting President of Met Ed,

z .

cescribed the "areas 9f cost reduction.” He could give no definite
2lan of cost reduction, but asserted that operation and maintenance
expenses and coometruction budgets are at the minimum acceptable levels,
and absent esrly rate relief, the budgeted amounts would exceed the
revoiving credir agreement (RCA) limit., The stated areas of cost
reduction, howvever, were designed to meet the state tax payment due

in April, 1981, a point in time well beyond the short-term period
contemplated by Secction 1308{e). This testimony indicates that while
additional funds way be required in the future, they are not immediacely
necessary to avold reductions outlined by Mr. Dieckamp. A careful read-
ing of Mr. Dieckamp's testimony shows thart Mer Ed's major concern in

this petitlon 1is its effect on THI cleanup.

In its May 23, 1980 Order in Pa. P.U.C. v. Metropolitan

Edison Company and Pennsylvania Eiectric Company, mimea, p. &, the

Commission stated:
- . The Commission will provide Mec Ed the
means of financial rehabilitation. However,
we will write uo blank checks on its ratepayers,
Mer Ed's witnesses eitiher were unable or reluctant to
identify the specific aeeds for, or the intended use of, the requested

535 pillion interim rate increase, as it related to the avoidance of

reduction in service, maintenance or employmens.

-16-



While Mer Zd alleges that its preseng distribution and
transwiasien expenses. and its number of distribution and rrans-
mission employees are below "normal,” Met Ed agrees that even as
late as March 31, L980 fts service was adequate, despite the fact
that such "beleow normal' conditions had existed over the last
severgl yesars. At least, this would indicate that no immediate
emergency conditicn exises in_this respect.

From the statutory criteria, we would consider "normal"
to refer to the "ordisary” "typical" or "usual" complement of
expenditures or emplovees, or as averaging over a number of years,
rather than a "prefervy=3d" or "desired" level, or a level existing
several years before. Productivity gains, too, should be given some

caonsideration.

-17-



Met Ed's
Financial Condition

As we view {t. ‘he weakness of Met Ed's presentation is
that though itv established & valid record showing that it is in a
precarious financial condition, it failed to meet the statutory
test chat such financial condicion requires the immedlate excra-
ordinary rate relief ro continue to provide normal services to
itg customers, avold reductions in its normal maintenmance programs,
or avoid reducing its employment.

There is no question that the financilal conditjon of
Met Ed 1s poor. It presently has no access to permanent financing,
and must depend on short-term debt for its cutside funds.

Mr. Graham, Treasurer of GPU, recognized that for the next two
vears, and until TMI-] returns to service and to rate bagse, Met Ed
will net have access to the bond or equity warkets, and that Mec Ed
will have to continue to rely heavily on short-term credit.

But though poor, Met Ed's financilal condition is atable
in the statutory gense, and i{s projected to remain stable, by 1its
own cash projections, until about April, 1981, when a state tax
payment becomes due. In short, Met Ed does not need the impediate
infusion of cash to maintain 1ts financial stability; it Saces no
immediate emergency.

The Commission, in {cs May 23 Crder, determined that

Mer Ed should remain financially viable: increased Met Ed's energy

~13-



208t recovery to % fully current level; and provided for an
18-month recovery oY all deferrved energy costs. The Commission's
May 23 Order stabil:zed Met Ed's fipmancial condition. Although
there has been a continulng deterioration of the earning, there
has been no material change in Met Ed's financial condition since
the May 23 Ordar.

The following Met Ed's estimates of ics short-tetm debt
balance in the event no extraordinary rate relief 1is granted, are
indicative of {ts financial stability for that period.

1980

July August September October November December

Short~term

debt

balance $86.%m 586.6m $88.1lm $87.7m  591.1lm $90.5m
Met Ed's current financial problems comsist of a lack of adequate
earnings rether than cash flow. '

Met Ed, in f{ts presentation, has caiculated that a 13.318%
rate of return on the utility's common equity established by the
Commisslon io the last rate case, based on a vear-end rate base for
a future test year ended March 31, 1981, would vield $35.3 million.
Commiggion Staff, however, in a preliminary review of Met Ed's
submissions, has arrived at potential adjustments of some 547 millien,
which could reduce Met Ed's revenue requirementz well below the
$35 million interim rate relief requested. Since nc emergency hss

been shown by Met Ed, aoy interim relief shouid await further

development of the facts within the nexr few months.

~i9-



lc must bz zopceded by all that Met Ed srill faces
enormous financtel problems. It is apparent that this fipancial
¢ifficulity avises not vnly from the accident at TMI-2 and the
{nactive status of TMI-i, bur also the resulting effect of
endeavoring to render adequate service to its customers, while
at the same time spending willions to restore and clean up TMI-1

and TMI-2,

In Lts Order entered on June 19, 197% in Pa. P.U.C. v.

Metropolican Edison Company and Pennsylvania Electric Company, at

I-79040308, mimeo p. 13, the Commission said:

The Commigsion 1s of the view that wone of

the cost of responding to the accident,

including repair, disposal of wastes and

decontamination are recoverable from rate-

payers. These costs are and should be

insurable.

As it now turns out, millions of dollars will have to be
expended by Met Ed, over and above the 5300 million insurance
recovery, in order to restore and clean up THMI.

Because of such impact upor Met Ed's finances, we cannot
divorce this perition from TMI, even though certaio data calculacions
in support thereof, exclude the investment and associated costs of
T™I.

The result is that Met Ed customers ma be required

indirectly to pay for a substantial portion of such clean up costs

-20-



tntough Lnoreased Tafes. in corder o suppert the fipancing for such
purposes.  Tnls pesitior ts The first step in that direction.
Betore embarking on that :ourse, the Commission may [irst want to
mane & reasacgsment of the TMI restoration and clean-up upon the

razepavers, be it direct or indirect.

Mr. Graham srateg that 1f TMI-2 would be considered a
total loss by the lnsurance carrier, as he was pressing, the balance
of the insursnce proceeds would be immedfately paid, affording Met Ed
another substantial poesible socurce of funds to meer ita expenses
during the next fewv months.

As to the apprehension of the intervening banka, the

Commission gaid in Pa. P.U.C. v. Metropolitan Edison Company and

Pennsylvanisa Electric Company, at 1-79040308, mimeo p. 4, on May 23,

1980: "Respondent must convince its bank creditors that it has the
will and the ability to rehabilitate itselfi.” The Commission by its
Hay 23 Order, provided the means for HYet Id :=o rehsbilitate itself.
We shall expect the same concern by other involved parties.

Mer Ed will oot be in a serious cash .flow problem until
April 15, 1981. In the interim, all parties and the Commission wili
have the oppoitunity to reassess thelr positions in the light of
events 23 they occur. As permitted by Secticn 1308(e), the Commission
will keep open its door for another petition for extracrdinary rate

relief, if need be, at a more appropriate time. and for a more valid



purpose, in & more deliberate and more informed climate. The
Commissicon has the ability to meet any critical situation as 1t_nax
occur, be it act the cconciusion of the rate hearing, or prior thereto.
Here, Met Eé's pet_.tion {s premature in i{ts stated apprehension fpr
the future.

Statutory provisions wmust be followed in the granting of

extracrdinary rate relief. Ia Pa. P.U.C. v. Pennavlvanis EBlectric

Company, at R-78040599, on September 21, 1978, the Commismion said:

The 1976 amendments to the Public Utiliey Code
reduced to seven months, after the effective

date of filed rates, the maximum periocd which
could elapse before proposed rates could become
effective. These 1976 amendments evidenced a
legislative intent chat rate cases be expeditiovsly
tesolved and that multi-stage rate filings be
limited. We find no legislative intent that a
utility may, under the guise of petitioning for
extraordinary rate relief, secure increased
revenues in order to maintain or lmprove ics
return on common equity, absent clear and con—
vincing proof that such extracrdinary rate

relief {s immediactely necessary under the criceris
set forth in Section 308(f) [now Seccion 1308(e)]
of the Public Utiiiry Code. We wisn to make clear
that an inabilicy to earn the rate of return on
common eguity determined to be appropriate by the
Commission in the previous rate proceeding or dis-
satisfaction with such rate of return cannot
support a request for extraordinar; race relief
under Secrion 308(f) [Section 1308(e)]

Here, as there, the utillicy failed to meet its burder of showing that
emergency rate relief is immediately necessary for the mailntenance of
its financial stability under the statutory criteria. The difference

is a matter of degree.
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The purpose served by Secticn 1308(e) is not to thrust

the cost ¢f nonfunctivaing TMI capltal assecs onto the racepayers,

but to permit che recovery of extraordinary costs incident Lo

serving the public. Here, to the contrary, emergency relief is

sought from the ratepayers largely for the costs attendant to capital

assets not in cthe public service.
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fxpedired Fale came Froceeding

Because the fnvestigatior and ccnsideration of a rate
applicatlor can become Such a complex and time~consuming procedure,
she Legislatura has given the Commission the authority to suspend
the cscilecticn of the proposed rete increase during which time the
Commission ia ioveatigating &nd deliverating on the application,

a provision obviously designed to protecr the public interest from
the collection of rate increases which the Commiseion may later
determine to be umwarranted.

Commiggion Staff recommends that Met Ed's petition for
extraordinary rate relief be denied, but that the Commission
expedite the general tate case proceeding for conclusion prior
to year-end 1980.

We are not persuaded that such recomcendation should
be adopted, both because of possible due process infirmicy and
pragmatic weakness.

Due process means different things at different times
and under different circumstances. In ap expedited procedure, as
herein, involving loterim rate increases with refund provisions
under‘extraordiuary situarions, only minimal opporcunity for
testing may be required. 0On the other hand, in a& permanent rate
proceeding, due process would require the opportunity for a more
thorough testiag of cthe propriety of the utility's request for a

rate increase.



s e

T R Y e T P

Ihe perpaceat vate proveedings for Mer Ed and Pennsylivania
Lieciric Company f{ienelec?, glster compaay, are scheduled to be
censolidetad, 3¢ fxr as ceoesitle, i rate haaring procedure. We
are concerned not enly that due process considerations may not be
adequately wat by Stafi’'s recommendation, but even mora importantly,
from w practical viewpoliat, that the suggested expedited procedure
may prove L0 be couaterproductive. We question that sufficient
opportunity would be given to all parties to test the propriety of
the rate request, including invesrigation, preparation of prepared
testimony, diacovery. cross-examipation of witnesses, briefs,
recommended declsion, exceptions and Commission action. Short-cucting
in procedure could result in short-cutting either Met Ed or its

customers.
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Proposed Allocation of
Extraordinary Rate Increasas

In view of our trearment of Met Ed's perition for
extraordinary rate relief, we do not reach the 1sgue of the
appropriate method of spreading such proposed interim rate increase
among Met Ed's classes of cuatomers. Sowa comment in this
connection, however, may be appropriate.

Ve reject Commiassion Staff’s contention that some alleged
inequity, either in Met Ed's existing or proposed interim rates,
supports the denial of extraordinary tate relief.

I1f the Commisaion were to otherwise determine that sll
or part of the extraordinary rate relief should be granted, the fact
that precise and ultimately equitable allocation of the increase
cannot at thig rime be finally determined, should not be & cause for
the rejection of the request. If extraovdinary rate relief must await
a rull investigation and determination of ulcimate allocations,
Section 1308(e), which requires a speedy disposition, would be
meaningless.

Further, i1f the Commission should grant the extraordinary
rate relief request, in whole or in part, we recommend the allocation

of such rate increage on the basis suggesced by Met Ed as appropriate.
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Once revenue requiraments have been determined, it
remains how, and from whom, the additional revenue is to be obtained.
it is &t this point that many countervailing considerations come
into play. The Commisaion, acting in a legislative manner, may
then balance factors such as coat cof service, ability te pay,
tax consequences and ability to pass an the increase, ip order
to schieve a failr and reasonsble allocatiocn of the incresse among
the consumer classes, the careful balancing of public policies
and private needs. The Commission may balance both cost and mon—
cost factors in making choice among public policy alternatives.
While the Commission may not be in position to finalize &o equitable
allocation of a proposed increase in rates, certain cbvious con-
siderations may be sufficient to support short-term interim rates.

The Commission has repeatedly rejected the "zero-—energy"
approach of allocating rate increases, as advocated by some of
the industrialas. Nor can it be said that in the present rtime
frame, with changing enery considerations, reliapce can be given
te the use of existing base rates, as urged by such industrials as
an alternative. While we agree with Commission étaff that extraordinary
rate relief, based sclely on an epergy component, may not precisely
reflect all aepects of cost, we are of the opinion that uatll a full
review of rate allocation car be completed, a temporary relliance in

the interim op a uniform KWH 1s the most appropriace approach.



FINDINGS OF FACT

1. Het Ed has been unable to issue any first mortgage
bonds, debentures or preferred stock since Japnuary of 1979.

2. Mer Ed gvers that for the 12 mouths ended June 30,
1980, Mec Ed had a pre-tax interest coverage of only 1.45 times,
which s below the 2.0 times requirement in {ts debenture indenturs
for the issuance of additional funded debt, but such data has not
been verified.

3. Mer Ed avers that for the 12 months ended June 30, 1980,
HMet Ed had a after-tax preferred stock coverage ratio below the
1.06 times, vhich 13 below the 1.5 times required under Met Ed's-
charter for the issuance of additional preferred stock, but such
daca has ot been verified.

4. Met Ed has pald no dividends on lts common stock since
February, 1979, and has wo visable prospect of paying any.

5. Mer Ed ciaims a return on its common equity inmveatment
for the & months ended June 30, 1980, was a negative 0.6 percent,
but such data has not been verified.

6. Met Ed claimse a return on common equity for 1980 withour
rate relief projected to be 2.3 percent.

7. Mer Ed's securities have been downgraded below io—

vesmment grade.

-28-
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8. Met Ed'v praesent transmission and distribution
expenditures ere pufficient to render adequate service to its
customers, and to maintain a normal maintenance program.

9. Met Ed's present operation and maintenance ex-
penditures are sufficient to render adequate gervice to its customers,
and o maintaio & normal mafntenance program.

10. Met Ed has sufficient finaancial ability to avoid any
substantial reduction in the number of its employses.

11, Met Ed has sufficient cash flow, and will continue
to maintain sufficient cash flow until about April 15, 1981.

12. Met Ed's financial condition is stable.

13. Met Ed has no plans for the utilizecion of the
proposed interim revenues, and has no plans for specific reductions

if no extraordinary rate relief is granted.

l4. Met Ed has sufficient financial stability to enable
it to continue to render normal services, aveid reduction in {ts
maintenance program, and aveid any substantial reduction in ica

enploymesnt.

15. Met Ed has sufficient short-term cradit available

4t least until year-end 1%80.

16. Met Ed has no immediate need for extraordinary rate

rellief under the provisions of Section 1308{(e) of the Public Utilirty

Code.



17. Since no extraordinary rate vrelief is granted, it is
unnecessary Lo sddress the appropriate method of allocation of any
jioterim rate increase.

186. Mat Ed facea no immediate emergency financial situation.

19. Met Ed has given no assurance that the interim rate
increase revenues would be applied to the continuaticn of normal
services, the avoidance of reduction in its normal maintenance
program, or the avoidance 5f reducticn %n its egpployment.

20. Met Ed may face cash flow problems on or about

April 15, 1981.
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CONCLUSTONS OF LAW

l. The Commission hss jurisdiction of the purties and

of the subject macter.
2. The parties are properly before the Commission.
3. Met Ed has got sustained its burden to emtitle it

to the 535 miliion extraordinary rate telief, under the provimions

of Section 1308{e) of the Public Utility Code, 66 Pa. C.5., Section

1308 (e).
4, Met Ed's petition for extracrdinary rate relief should

be denied, without prejudice.
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RECOMMENDED CRDER

(Subject to Commission Approval)

IT 1S HEREBY ORDERED that the petirion of Metropolitan

Edison Company for extraordinary rate relief in the amount of
$35 million, pursuant to the provisiona of Section 1308(e) of

the Public Utility Code, be, and is hereby denied, without pre-
judice.

4 4 .
fr s g 7 4

it L ecgc FAAT
//" Joseph P. Matuschak

Administrative Law Judge

. -

August 20, 1980
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- . PENNSYLVANIA
A PUBLIC UTILITY COMMISSION
N  Barrisburg, PA 17120
Public Meeting held Novemher 13, 1986
0
Commisgioners Present:
Linda ¢, Taliaferro, Chairman
Frank Fischl
Bill Shane
0
Pennsylvania Publie Utility Commissicam .
v, R=-AAN423
o Claysville Natural Gas Company
ORDER
BY THE COMMISSION:
(]
We adopt as our action the Racommended Decizion of Adminimcrarive
Lav Judge Robext A. Christisnson dated Novembetr 5, 1986, and that Excepticns
be denied; THEREFORE,
IT IS ORDERED:
®
) 3 That the October 21, 1986 perition for extraordinary rate relief
filed by Claysville Natural Gas Company is denied, without prejudice.
! BY THE COMMISSION,
'
- -
Jdrry Rich
. Se et
.-
! (SEAL)
ORDER ADOPTED: November 13, 1986
i ORDER ENTERED: November 13, 1986
D
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. BEFORE m™§ '
PENNSYLVANIA PUBLIC UPILITY COMMISSION

Peninaylvania Public Utility Commission . ¢

va B = . B-860423
- Clayaville Natural Gas Company ' } ?f

RECOMMENDED DECISION .

¥ Before

' . "Robert iA. chrlstianson ,
ndm1n1strative Law Judge

.

J ) ) ° '. oo
R ul"'1= © 1 Introduction T ' - :-17'

cl

h ThiS-deéisioh_concetns QIpetitiodﬁfér_extéaérdin;rfg}.
fﬂ.l. ‘rate relief, dated October 21J;1986, fﬁled.hf Cléysville Natural
. .Gns Ccmpaﬁy (Claysville) pufsiant t§ p;ovihiohs at 66 Pa. C.5,
§1308{a).. Claysville distributeu natural gas to the public in a
aix and one half square mile area west of the Ci%y of washington,
‘ Washington County. The Claysville service territory is primarily
rural in‘ndture But includes the Borough of c1aysvi£}e. Cliys-
‘Qill& has appraximately 1,048 residential and 6& commercial
customars. Much' of Claysville's distributian system is old,
dating from before 1917, and much of it ia above ground. The

lavel of unaccounted for gas is high., See Claysville §e. 2,

P» 3. Claysville iz tied to 4 full requirements contract with
»

_“‘Wa;'__}’ .
".j}',{' '
Y v
g——
{

R I IS TR .



1f' . ».ntely 5;,04 per Mcf. Claysviile ia delinquent on payments under.

C01GNbia G@u Trunsmisaion Cnmpany, purchasing gas at app:oxi- - "-QH

. thia cantrnct. It is also seeking £0o tarninate the contrlct lnd '

1' ;e

-u'rlngu gor trunsportatlon of gan. , b
This petition was filed with the docket numbaer asge~ }-.:ff
ciatad with a bandina general vate incremae n:o:eeiing, p~gcnida, .‘
and no other Joeket number hag been assigned to the petxtion.
The petftion was filed shortly before the First henring in the
underlying rate proceeding ;nd was agsalgned to the 0ffice of
Administrative Laﬁ Judge, The record‘for the petition Ig-the
entire record made so far in the rate proceeding, including !
Clayaville's entire direct case and evidence offered by the .- .~ 7
| Office of Trial Staff (OTS) concerning this petition. Réarings
have been held on October 24 and October 31, 1986, Clnynviili .
and OTS are the anly parties participating in this_procéeding.
on.May 29, 1386, Claysville filed for a $153,752 -
(approximately 16%) rate increasa. The effective date had been -
July 31; 1986 but was extended to Augﬁat 22, 1986, witn the
auapgn}iﬂn to expire March 22, 1987. On_gugunt‘ZI, 1986, the
Commission adopted an order offering Claysville the oqtion af &
538.853 raée increase but this option was rojecﬁed‘nnd tha'nntttr-
was asaligned to tne'orf‘ic:e' of Administrative Law Judge.
Claysville has filed testimony indicating a revised
claim for revenue rellief of §115,126. Claysville st. 1, pi J.2 a
. Claysvills saeka F{' same amount, 5115,126, Ln uumzun&q nu ;

+




*  relief. 0TS filed a reaponae to ths extraordina:y rate rplieﬁ S b
_petition. . In this response, which ix datea October 3, 1?sé ors."f%
outlines. its oppoaition to the petltmn and agks that thq pet!.- ;'
tion be denied entirely. C S -,_‘ R

:The Public Utility Code, at 66 Pa. 'C'S | sL-Joa(ér’,'_

TR
I

provhioa for a po-day Comiasion response time to‘f!ituordinur

|._' r
..fthe purpase oi crosa—examznation relating to the pe

L

rlte :ulief petitionsL Because of thl! tima. limth hoarlnq tor “.'.
Jtmn “.‘.":: '\l:-'

E.-’.held on !“rida?, Octobt: i, 1986 Counsel.lvexe g:.venl cﬁe 'tzplg:oz;-n- !
o :Ql'tunity to argua their cases at the end of thnt hearing: Beyond i
that, Claysvill-e was allowed to 1'..11c a ngnprmdum on anday,: '

| uovimbo: 3, 1986 and OTS was alloved to fﬁa a reply Ol'.l -uovaﬁ- T
ber 4, 1986, o

Discuswjon and Findingae

Ths Public Utility Code indicates that extraordinary
'rnte relief muat be based on a finding that auch relief is imme~-
diately necessary to‘maintain financial stabllity in ordar te (1)
, contf:nue to provide normal service or (2) avoid reductions in |
noymal maintanAnce programs or (3) avoid substantially reducing
smploymant. 66 Pa, C.S5. §1308(e).. BExtracrdinary ratle ralief
must also provide no more than the ra.tc of return on the utili;:y"l
common equity establisbed in the utility's preceding rats fillm;.
Iﬁlthit inatanca, that return was set at 15.4% in Pu; p.d.c. '

'ggnvnln, 57 Pa. P.U.C. 541 (1983}, The statutory um haas
i |

§ -

——r .
ol .




' orﬂer adopted Augu-t 28, 1380 and pa. P, U C. V. ?ennqxivanin

; Eluctric Company, 52 Pa, P‘J.C- 497, 25 TR 913 ith 337 (1!781 rIq

been qpplisd Eo var&ous situptions. Sae. !o:»inutnnca, P“-“.?:f'”

p U .. uu ) lita:n Edinon Company, P—socvozas Cumiscion

merropolitan Bdison, the Commission adopted the Recommended e
' o
Decision of Adminigtrative Law Judge -Joseph P. Matuschak.dated

Augnst 20, 1980, shewing docket numbers R-800511%6 and 97800?02353

In hetropolitan Edison, extraordinayy rate relief was

denied, without prejudice, even though the utility had stated

that it had no vigible prospect of paying dlvidenda, ehawad a .,

negqative return on equity and hagd operatlon and maintenance

expenditures aignificantly below normal levels. Recommended

_Decision, pp. 8-9. Judge Matuschak emphasized the statutory

standards and noted that the Commission had stated that it would .

- weite no blank checks on the utility's ratépayera. See._eaéer

cially, Recommended Decision, p. 186.

In the instant ext:ao:dinary rate relief petitioen,
Clayav&lla touches on maintenance and service at paragraph 7., It
deals with debt problems and exployment at paragrapha 8 and 9.

It asmerta, at paragraph 10, rhat $115,126 in rate rellef wouldl
produce aAn é&guity return below 15.4i. In the re\ponae, oTs
asaerts that the requested relief would produce an equity return

af 26v, that rate relief is not immediately necessary, that the

;{ hiring of an smployee (not employment reductionsf is contemplated,

)
Al

»

Dz
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"4a¢cutory ltnndarda at 66 Fa. C. s slaua(a)

that Clayaeville is p;ovidiné safe sarvice, that OTS hiu‘ir:lvdﬁ”’f
at potential adjuatments to tﬂa Tafe relief qlaih'of same s7d-qob‘

(inaluding disallovance of a $30,320 cash 2low dsticiency clain)
' and that Claysville showed a net incame of §9;660 on public |
Utility operations for the year endod March 31, 1966 The .0rs -

-l
moawd W

& ITeluia calcuigiion iy shown agp vy Bx. No, CLK-]_A. . Thg;;\
cash flow deficiency claim is shown at Claysville St._l, p.,lﬁ_

©  and Ex, 5 attached thereto. Concerning income, see Claysvilla

SChedule D. ' ! IZIT ' j
. !
o 'In ehe petition, Claysville asserts: tnat ltﬂ nystgp ia ;,‘ )

oid and hag a high level of unaccounted for gas. It alna asserts
3

that its ahility to provide normal 5crvice requires a cagcndup
,pipolina :aplacement program tn control (nnd preauﬂably, xeercﬂ)
the level of “naec@uﬂt@d for gaa. Clayaville indicates that b ivﬁf

i ) -
‘. moncy for thia progran munt come from. customera becausa it 1; L

;;unable to raise debt ot equity capital 1t staten that ihs --'Hft;lfé

'j;qnployeal'aru undnrpaiﬂ.- However' nonse of ' ita axgunanta fitkthu
Claysville has a problem with unaccountud far gas ‘_l
" levels hut'its presldent states that the éystem is safe, .Tr. 'f}' 
150, 152, 153-60. The problem with leaks s gas losses (and the’
‘amgociated impact on ratea) rather than safaty, Tz, 152-3,

\Tj.,:;":,.

Rervice appears to be normal. I find no iumediaty parvice proi- - 7~

lem to support approval of this patition.

-

(-5 -



’. levels but that, more recently, a reduced uqin'replacemt pro- ': ) u

. nvoid employnent zeductionn.

“indicates that main’ replacements had reduced -unaccountad for gre

‘Bx. 5. Of the $84,906, §$74,572 reprasen:niruturn. 01ayav111e

."'ii

- “1
i,
1Y
"

Claysville has plant replacement pr'ohlujaui'.' Testinony |

J

aram had' allowed vnaccounted for gas 13\_:?15 to go.un ggnj_n

~

' CIar-villa St. 2, pp. 4=5. I find, however, no innediata need'ﬂa:q S

\£nr rate relief to aveid reductiona in normal mintnnance.

gafety-related repairs are being mude. A high rate of main SR

:eplacencnt uight be useful but I uould not characteri:e a na;n . .
:aplacanent progran as normal muintanance ) "E !' SRR )

v B i' ) ll ‘ "..'

_ Clayswille does not even pmject employment reducti.onn,
In fnct, an additional employee‘ for system repaira and rehnbil--
iutiom ir pmjected. Claynw.lle Ex. 3 (atta.ched tio CLaysvi,llc ‘:.'.'-j'.

Bt. 2). I findr no .umedutc need for rate rellaf in ordet ta
l'- 'L u

;o ! ' v . o '
‘ N ,"v ]
l 1

_ : Of the $11s, 126 souqht in rate ralief, only 384, 905 is
o ' \ h . A ] H
tho clainsd revanue defxciency., Clayavilla 5t 1. P 1. vrhh'

: other $JU,220 is to méet a schedule of pnyments on the 3230 000 1
'nruarnqa ‘owad Claysville's gas gupplier a.nd. at the same tlze,

support:a $70,000 annual capital 1nprovenent Program. c1ny-villu

5t. 1, p. 7. Expenses claimed by cuywxlle {nclude $39¢,000 a
yaar {n the b.uic nagement fee to an affiliated interast.

Tr. 119, OY8 Cross amination Exhibit 1. Claysville has

flow and capital replacement problems but [ find no immedists

{




. cash problem to support any- 66 Pa. c.5% sisos(ei extraordinary.

rate reliaf.. Rate relief under s;aoatd) might ba apprqpriAte ':‘
after a- full general rate ;ncrease case. - Such rel;ef!should not ’
‘be granted under 51308(9) now,, in resgponge to th;e petition,

o ¥ |

G in the Hetivpuiitan pdison case, the utility in the' ¥

ingtant pro¢eading has a financial problem which does not- fit :
well within the prescribed §1308(a) st§ndarda. Claysvilla'a .
problen ia_iés gas supply Eontract with'COlumbin Gas Transmission.
Clayeville has a full requiremegts gas supply.centract;
undar wh1¢h it pays approximately §4,04 per Mcf. clayaville
8t. 2, p. 3.: It hopes to be able to terminate this contract and '
save something like $1,30 per Mcf by purchasing and transporting
gas. Tr. 93-4. Claysvills, however, owes the ;upplier_approxi-f
matély $230,000. Tr. 13z2. Rather than pay the gas supplier,l
Cla&hv}lla paid off a bank loan and replaced some of its plant,
| Clayaville Sst. 2, pp. 6Jf, Tr. 135. JWHa¢GVer the reasona for the
nrrelragé owed the gas gupplier, Claysville feala that it can -

reduce 1ts gas costs if {t can demonstrate to its gas supplier

-that it can pay off the arrearage in a reasonable manper, *Tr.

166-8, A= Claysvill @iews the situation, rate ralief now can

enable Claysville to gonvince the supplier that the arrearags

LTI

AR R o

‘" _will bs paid. Thim Will, in turn, provide a good basis for !

upply contract and tha con-oquant loh-rlprlct

'tquinniion of the i
' I\ L

c

*-
i 4
e
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oA

. .
2 s

iaf gas.f Por Claysville, immediata rate réliéf fa,;he key to a .
' reduction in Yts gap aupply price by clome td §1.30 per Mcf.

Hiowever, this goal does not £all within the requiremeqts:of' S
81308 (e) . o S
In tha memorandus wvezber 3, 1936, Claynv;lle

enphas;zea the "finandial stahxlity ‘element ot 66 Pa. CLS. F;””

slaoe(c) . It goes on to argue that high line losses hadp tLat (i

!

its service is not nofmal. It presents. the fmanc:.al conse-
quences of. thene 1ina loggag. It obacrves, correctly, th;g L‘ S
ﬂextraordipary rate relief may be - granted inithe absepca 0; d;n* .f 'hﬁ
‘iﬂfdua sarvice uanditians It pointa out the Tinnnciul henctitu ?h‘;.

lalociated with a change og qas gupplig;g and Frgﬂcntg the arqunant :ﬁ

thnt rate relief is the key to convincinq ita preaent supplier,,_ b

: i R
'quqﬁnﬂ altetnatiVe suppliars, that Claysvillc will pay 1tn debts ahd -

Lshould be lllOwed to change its gas supply arrangemcnt-. CIayu-=
villa presenta a public interest” s:andurd and suggnata that '
V .blnkruptcy looma Lf extraordinary rate ralief is denxed. Claynjl'

ville also provides a Commisaion‘ordar. at Pa. P.U.C. v. Poconos

. Watef fompany and Poconos Sewer Company., R-§0011059 and 5-80011060,

29, '1980, granting extgaordinary rate relief.

The Poconos order provides some basis for the argument
that past due bill X |
Poganos, 9. (. Mo

,aud found before

can SuUppoOrt extraordinary rate zelief.

ver, the §l308(e) clannntn-virc damonstratad

level aof rili&t vas calculated, A Poconcs,

10 ¥
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T
L e e . . . . "..

P- 3, cuysv'ine, on the other hand, wanta axtndrdlmi-y zats .

"'ralint to maka capital improvements nnd to, porhapl, consinca ,
suppliers that it will pay Ltsa debts. Hqithar tha ne¢d fof 'f' ‘
‘ cnpxtnl umProvenentn nor the suponly :n_t_--: Fivplam rcproscntgh .

an immadiate criaia within the scope of 5130${e} Scrvice 1, } T

nance ia vontinuing and no employment reductions are co¢tampiated.
' _‘c1arw111e appeara ‘to be unsble o unwilling to raise needad . ol
capitnl and pay ite debts. The reeulting situatinn might pradu;e i"hﬁi
ta gaa supply czlaxa. Hoyever, Clayayllle s custOhewa shculd}nct i

'ho raquirad to ! pravide extr&ordlna:y rate relief in the hnpe thnt ;“

’ auch relief WiLl soon produce 1oun: gua procu;enent couta nﬂd

f‘:.l-:will mrentualiy- produce lower ‘1ine loasw. se& the uell-:epbonnd
;if.ftoms Hcvemhe: 4 ‘1986 memorandum, especxnl}y ‘pages 3 and 6. SRR
; -:;"' o Clayevilla 12 just now entering its wincar heating
'1u§a;en. Qlaynville Ex. 6, 6th page. Relntivbly high sales, and
cash flow, should continue until tga pending Claysville general
jiratu 1nc§QAne proceeding {a concluded and aaaropriate ravenue
reliet fa granted. / Meanwhile, nérma)l operationa can be expectad

to continue, abaent ‘some crisia relating to Ehe supply cont:act.

the Commission 5o orders. Msanvhile, such raldief ’hrm].d be
denied for fallure ds meet the §1306(e) standards. '

LA
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St T UL

should be dqnied, without pre'judice.

v.conulul'idn T,

1. The COm;{.saion has jurildiction wu the pnrti”
. { y :'
] . | Pl ] ) ] [ [

-nu the suhject Batter., :'; ' : . ,=-' SR

4 LN

. A . .
- 2, ’Cla.yaville hhs not mosta ainad’ ies r-.a‘.. unclaa vu T

y rs L..‘.‘-. s.L.souei, to Bhvw that extmordinary '.iate ral.;-lota ghélﬁdil -

L

T

beqrmted ',-:.,. o L= -‘ _
cuysvil].e .3 petiuon for extrnordi.na:y :utd rnlhf S

.
)

THEREPORE, THE FOLLOWING ORDER IS RECOMMENDED: =
That the Octcber 71, 1986 petition for axixaordinnrf
rate relief filed by CIayaville Natural Gas cnnpa.ny is" denied.

¢ ) -

without prejudice. ' - r

.Wa m

Robert A. Christlanson
Adainistrative Law Judge

Date: November 5, 1986




PENNSYLVANIA
PUBLIC UTILITY COMMISSION
Harrisburg, PA 17120

Public Meeting held February 29, 1980

Commissioners Present:

Susan M. Shanaman, Chairman
Michael Johnson

James H. Cawleyv

.inda C. Taliaferro

Pennsylvania Public Utility Commission, et al. E;ﬁﬂgilﬂﬁfz.
v. TR-%0011060

Poconos Water Company and Poconos Sewer Company

CRDER

BY THE COMMISSION:

On January 28, 1980, Pocono Water Company (PWC) and Pogono
Sewer Company (PSC) each filed Supplement No. 8§ to thefr Tariffs No. 1,
proposing increases {n water and sewer rates calculated (o produce
$188,472 and $536,112 respectively, In additional water and sewer revenuces,

(based on test vear data ended September 30, 1979}, said increase (o
become effective April 1, 1980.

Pursuant to the Petitions filed on February 1, 1980, PWC (a1t
R-80011059) seeks approval of extraordinary rate reliefl to produce
$47,188 of the $5188,472 annual revenues requested in its Supplement Xo.
8, and PSC (at R-B0011060) seeks approval of extraordinary rate relier
to produce $225,764 of the $536,112 annual revenues requested 1n fts
Supplement No. 8.

The Association of Properiy Ownerss of the Hideoutrs, Inc. (Pl
filed a complaint at R-800110590001, opposing the water general rate
increase and a complaint at R-BOGL106G0001, opposing the sewer general
rate Increase. In addition, on February 13, 1980, POA also filed "Com-
plainants' Reply to Petitions For Extraordinary Rate Ruliefl of locunos
Wacter Company and Poconos Sewer Company."

A hearing was held in Harrisburg on February 13, 1980, in
accordance with §1308(e) of the Public Utility Code. 66 Pa.(.S5. §1308(e)
Briefs were requested and filed. A recommended decision of Administrative
Law Judge Banzoff, dated February 25, 1980 appro-ad extraordinarv rate
relief in the amount requested by Respondent. Oral argument was held
before us on February 29, 1980.




Extraordinary Rate Relief

Qur suthority to grant extraordinary rate relief is governed

by Section 1308(e) of the Public Utility Code. 66 Pa.C.S. §1308(e) which

¥

"(e) Extraordinary Rate Reliefl - Upon petition to
the Commission at the time of filing a rate request
or at any time during the pendency of proceedings on
such rate requests, any public utility mav seek
extraordinary rate relief on such pertion of the
total rate relief requested as can be shown to be
immediately necessary for the maintenance of (inancial
stability in order to enable the utility te continue
providing normal services to its customers, aveid
reductions in its normal maintenance programs, avoid
substantially reducing its employment, and which
will provide no more than the rate of return on

the utility's common equity established by the
commission in consideration of the utilicy's pre-
ceeding rate filing, except that no utility shall
file, either with a request for a general rate
increase or at any time during the pendency of such
a request, more than one petition under this subsection
pertaining to rates for a particular type of scrvice,
nor any supplement or amendment thereto, except

when permitted to do so by order of the commission.
Any public utility requesting extraordinary rate
relief shall file with the petition sufficient

" additional testimony and exhibits which will

permit the commission to make appropriate findings
on the petition. The public utility shall give

~notice of the petition in the same manner as its

filing upon which this petition is based. The
commission shall within 30 davs from the date of
the fi1ling of a petition for extraordinary rate
relief, and after hearing for the purpose of cross-
examination of the testimony and exhibits of the
public utility, and the presentation of such

other evidentiary testimony as the commission by
rule prescribe by order setting forth its reasons
therefore, grant cor deny, in whole or in part,

the extraordinary rate relief requested. Absent
such order, the petition shall be deemed to have i
been denied. Rates established prusuant to extra-
ordinary rate relief shall not be deemed to be
temporary rates within the meaning of that term as
it is used in Section 31C."




The requirements of the Public Utility Code are quite clear.
In order for this Commission to grant in whele or in part, any petition
for extraordinary rate relief, Respondent must show that rate relief is
immediately necessary:

1. to enable the utility to continue providing normal service
to its customers;

2. to avold reductions in its normal maintenance programs,
and

3. to avoid substantially reducing its emplovment.

The evidence of record has established that PWC and PSC,
because of insufficilent funds, have been forced to (1) reduce their work
force from six maintenance and service employees to two, (2) reduce
maintenance and lmprovements to the water and sewer svstems, and (3)
terminate 24-hour repair service causing severe difficulty in servicing
emergency calls and repairing numerous leaks in the lines. These conditions
warrant a grant of Respondents' requests for extracrdinary rate relief.

Having determined that extraordinary rate relief s necessary,
we must determine the appropriate level of such rate relief.

Pocono Sewer Company claims, and the Administrative Law .Judge
accepts, the amount of $225,769 to be reasonable. We find this amount
to be in excess of that amount necessary to meet the requirements of
Section 1308{(e).

Debt Service Requirement

In the development of the Debt Service Requirement for PSC,
Respondent and the Administrative Law Judge included a "Note Payable te:
Additional Investment to Meet Day-to-Day Requirements, 575,854 at 167"
and a "'Note Payable re: Additional Investment Related to Purchase of
Systems, $75,103 at 12%". At this time, we question rhese
notes. In light of the controversy surrounding the characterization of
these notes as debt, and the inadequacy of sufficlent record evidence
for us to determine accurately their proper characterization, we shall
eliminate these items from our determination of the debt service require-
ment. Accordingly, we find the Debt Service Requirement of Pocono Sewer
Company, for the purpose of this Petition only, to be $174,238.

For the same reasons we shall eliminate rfrom the Debt Service
Requirement of PWC the notes designated by the Administrative Law .Judpe
as "Note Payable re: Additional Investment to Meet Day-to-Day Requirements,
$25,146 at 16%" a1d “"Note-Payable re: Addirional Investme:it Related to
Purchase, $24,897 at 122." We find the Debt Service Requirement of
Pocono Water Company, for the purpose of this Petition only, to be
$57,762,
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Revenue Requirement

Respondent Pocone Sewer Company c¢laims and the Administrative
Law Judge accepts, Operating Revenues of $247,751 and Expenses of 5227,194,
resulting in "Funds Availlable for the Payment of Debt Service' in the
amount of 520,557. We agree with the claims made for revenues and those
expenses listed In the Petition as the beginning point. Sraff has
proposed downward expense adjustments to adjust the claimed annualized
payroll to a normal level of operation ($20,568), and to adjust the
purchased power expense claimed to the Test Year level of expense ($4,48E).
staff Brief App. B. Sch. 2, p. 1. It has been the practice of this
Commission to adjust expenses which may vary from vear to year in order
to reflect the amount to be recovered from ratepavers in "normal" cir-
cumetances, See Pa., P.U.C. v. Philadelphia Suburban Water Company, R-79040824
(February 1, 1980). This normalized expense is then allowed for ratemaking
purposes. We see no need to deviate from that practice in the present
case. Respondent has further claimed a 15% increase in fts purchased
power costs. We find nothing within the present record to enable us to
ascertaln the correctness of this figure, and will eliminate this amount
for the purpose of determining expenses for this case. We note that
Respondent has not claimed the awmount of $9,620 representing past due
bills payable tc the Pennsylvania Pewer and Light Company (P.P.&L.).
Without the services provided by P.P.&L., Respondent's operations would
cease immediately. We find the payment of this bill so essential to the
services provided by Respondent that we shall include this amount in
expenses allowed.

In view of the feoregoing, we find expenses in the amount of
$211,740 to be reasonable for our purposes here. Subtracting from
Current Operating Revenues of $247,751, the amount of expenses found
reasonable (5211,740), we find the "Funds Available for the Payment of
Debt Service" to be $36,011. Applying these available funds to our
previously found Debt Service Requirement (5174,238), we find a shortfall
of $138,227. 1In order to compensate Respondent for the anticipated
uncollectible expense and increased P.U.C. Assessment, we find Respondent
Pocono Sewer Company's Operating Revenues must be increased in the
amount of approximately $146,000.

Respondent Pocono Water Company claims and the Administrative
Law Judge accepts, Operating Revenues of $243,204 and Expenses of
$211,077.- As was the case with Pocono Sewer Company, we ghall accept
these figures as the beginning point. Adjustments identical to those
proposed and accepted by us with regard to PSC (differing only in amounts)
will also be made in the case of PWC. Accordingly, we find expenses in
the amount of $192,934 to be reasonable. Performing the same calculations
ag ‘those made with regard to Pocono Sewer Company and recognizing an
increase in the uncollectible expense and P.U.C. Assessment, we find a
shortfall in income avallable for debt ser-ice teo be 57,402  ani the
necessary increase in Operating Revenues to be approximately $7,800;
THEREFORE,
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IT IS ORDERED:

1. That the Perition of
ordinary Rate Relief is granted to

® in this Order, to become effective for service rendered on zndé afrer
March 1, 1980.

2. That the Petition of Foconus Sewer Company ‘or IZxtra-
ordinary Rate Relief 1s granted to the extent of the amounts set forth
in this Order, to become effective for service rendered con znd after

® March 1, 1980,
3. That the above amounts allowed will be eon an interlocutory
N basis, and subject to refund, pending completion and order of the Commiesicn
on the general rate increases heretofore requested by the Tompanies.
BY THE COMNSSIIN
’ . /1)’ //‘i‘Z? . f -
— Alé—j;/‘ /’/““’/7)“’9*’—-—_
L
william ¥. Thierfelder
Secretary
®
{SEAL)
ORDER ADOPTED: February 29, 1980
ORDER ENTERED: March 3, 1980
2

Poconos water Company for Fxtra-
the extent of the zmounts set forth
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L STATEMENT OF THE CASE

On February 12, 2002, Standard and Poor's ("S&P"), one of the chief credit rating
agencies that evaluates municipal bonds, including those of the Philadelphia Gas Works ("PGW"
or "the Company"), issued a notice which informed the financial markets generally that the bond
ratings for all of PGW's senior and subordinate revenue bonds would be lowered if it did not
obtain immediate cash flow improvement.! This announcement prompted PGW to prepare and
file a request for extraordinary rate relief in conjunction with a base rate request filing that had
been in process at the time. On February 25, 2002, PGW filed Supplement No. 17 to Tariff Gas
Pa. PUC No. 1, set to become effective on April 26, 2002. At the same time, pursuant to
Sections 1308(e) and 2212 of the Public Utility Code, 66 Pa. C.S. §§ 1308(e), 2212, PGW filed a
Petition for Extraordinary Rate Relief ("Petition"). In the Petition, the Company requested that
$44 million of its $60 million base rate request be approved as extraordinary rate relief in order
to prevent the S&P downgrade, and the resulting disastrous consequences that such a downgrade
would bring. In order to assure that the PUC had adequate time to consider its request, PGW
also asked the Commission to address the Petition according to a 45 day schedule, rather than the
usual statutory 30 day schedule, and to make a ruling on the Petition at the Commission's April
11, 2002 meeting. In addition, PGW requested that the Commission consider the Petition and
appropriately revise the Section 1308(e) standard for relief in accordance with PGW's status as a
municipally-owned and operated utility.

In support of PGW's Petition, it filed the testimony of five individuals: Thomas E.

Knudsen, Interim President and Chief Executive Officer (PGW ERP St. 1); Joseph R.

1 PGW Exh. BCB-1 (Updated). A downgrade will result in PGW's credit rating going
from investment grade to junk bond status. S&P made clear that it needed a decision
within 4 — 6 weeks of February 12, 2002.

DSE:31649.1/PHI211-156924



Bogdonavage, Senior Vice President, Finance (PGW ERP St. 2); Gary Krellenstein, Senior
Analyst and Vice President, JP Morgan Guaranty (PGW ERP St. 3); Barbara C. Bisgaier,
Managing Director, Public Financial Management, Inc. (PGW ERP St. 4); and Janice Davis,
Director of Finance, City of Philadelphia (PGW ERP St. 5). In addition, PGW submitted the
testimony of Craig R. White, Interim COQO, on the issue of rate increase allocation, but, due to a
stipulation among the parties, that testimony was withdrawn.

The active parties who filed complaints with the Commission or intervened include the
Office of Consumer Advocate ("OCA"), the Office of Trial Staff ("OTS"), the Office of Small
Business Advocate ("OSBA"), the Philadelphia Industrial and Commercial Gas Users Group
("PICGUG") a coalition of consumer groups (hereinafter referred to as "CEPA"). In addition,
PECO Energy Company and Trigen-Philadelphia Energy Corporation and Grays Ferry
Cogeneration Partnership filed interventions but did not actively participate.

On March 4, 20052, the Commission issued a Secretarial Letter indicating that it would
consider PGW's request at its Public Meeting scheduled for April 11, 2002. A prehearing
conference was held on March 7, 2002 with ALJ Cynthia Williams Fordham ("ALJ") presiding.
An informal discovery session was held at PGW's headquarters on March 13th and responsive
testimony was filed on March 21, 2002, on behalf of the Office of Consumer Advocate (Richard
Lelash, OCA St. ERP-1) and the Office of Trial Staff (OTS St. 1 (Weakley) and OTS St. 2
(Deardorff)). An evidentiary hearing was held on March 26th in Philadelphia.

At the hearing, the parties submitted a stipulation regarding the manner in which any
authorized extraordinary rate relief would be allocated among the firm customer classes.
(Attachment "D" to this Memorandum). The parties also agreed that certain portions of PGW's

base rate testimony filing would be included in the record in this proceeding (PGW BRP Sts. 1 &
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3, and Volume II of PGW Supporting Financial Information). This Memorandum is filed in

support of PGW's request for extraordinary rate relief.
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I1. INTRODUCTION AND SUMMARY

PGW and this Commission have reached a crossroads and face a decision which will
determine PGW's ability to provide safe and adequate service to customers for years to come.
Indeed, PGW's progress over the past two years, its ability to maintain its present levels of
service, maintenance and employment, and even its ability to continue as a going concern hang
in the balance. Without immediate improvement in the Company's liquidity, PGW's bonds will
be downgraded to non-investment grade (i.e, "junk") and the downgrade will plunge the
Company into a financial crisis of enormous proportions which will have far reaching
implications for both PGW and its customers.

In order to avoid this scenario, the C‘ommission must satisfy Standard & Poor's and grant
rate relief in this proceedings which provides PGW with adequate liquidity to justify
maintenance of its bond rating. The record reflects that a $44 million rate increase is required to
assure that S&P will be satisfied under the rating agency's stated criteria. The dire nature of the

scenario in which PGW finds itself is not in dispute. Indeed, OTS and OCA both acknowledge

that PGW requires tens of millions of dollars of extraordinary rate relief in order to meet S&Ps

fixed cost coverage ratio. The only dispute pertains to the magnitude of the relief required in

order to avoid a junk bond downgrade as well as the source of the relief.? Unfortunately, these
remaining issues, if decided incorrectly, could result in S&P taking the action that all parties

have agreed should be prevented.

: OTS and OCA claim that a rate increase of between $25 million (OTS) and $35.4 million
(OCA) would be adequate to avoid a downgrade, although OCA argues that one half of
the relief should be in the form of a contribution from the City of Philadelphia. However,
both OCA and OTS improperly apply the S&P coverage calculation, fail to provide any
margin for error, and, as to OCA, require illegal and inappropriate contributions from the

City. See Section IV infra.
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For the past two years, PGW, the City of Philadelphia, the Commission and the parties
have all been working strenuously to improve all phases of PGW's operations as well as its
financial stability. This effort has produced real progress that has been recognized by all.’ The
Company's billing system has been repaired; where once it could take an hour or more to obtain
access to a service representative at the Company's Call Center it now generally takes less than
one minute;* the Company's collective bargaining agreement has been reformed to include the
flexibility needed to maintain customer service levels; and the Company has continued to keep
its natural gas costs well within industry averages. In fact, PGW's March 1, 2002 GCR decrease
will more than offset any increase which might result from this proceeding.’

Despite these positive service and efficiency improvements, PGW's finances have not
kept pace. Now, because PGW's very poor liquidity position has gotten much worse, it threatens
not only to stop all of PGW's forward progress but also to drag the Company dramatically
backwards. Due to its liquidity crisis, in the last few years, PGW has been forced to turn to a
variety of one-time transactions to meet its ongoing cash needs, ranging from assistance and
loans from the City, to the use of its censtruction fund for intra-fiscal year cash working capital

infusions, to the Commission-approved retention of a GCR overcollection reserve.®

3 See, e.g., OCA St. 1 (Lelash) at 29.
* Tr. 137.

The recent GCR decrease would more than offset the extraordinary rate increase, leaving
residential customers with slightly lower rates even after consideration of the full, $44
million request ($95.81/month prior to March 1 for 100 Mcf/year Residential Customer
versus $93.12/month after March 1, assuming full extraordinary rate relief). All other
classes will also see net reductions.

6 PGW ERP St. 5 (Davis) at 2; PGW ERP St. 4 (Bisgaier) at 8-9; Tr. 86.
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The Company was‘ attempting to continue the process of repairing its financial position
by, among other things, filing for a base rate increase (for which it noticed the parties and the
Commission in late December 2001} when, in February of this year, Standard and Poor's
announced that it had run out of patience. After putting PGW on Credit Watch (With Negative
[mplications) in July 2000, it announced on February 12 that the Company was in a liquidity
crisis and without immediate and significant improvement in its permanent, ongoing financial
position, S&P would downgrade the Company's bonds to junk status.” S&P expressed the

degree of danger facing PGW, and its customers, when it stated that: "If the PUC approves an

emergency rate request, Standard and Poor's will review the adequacy of the increase and

determine if ratings will be affirmed or lowered."® The basis for S&P's conclusions are not
conjecture but are specifically included in the record and require PGW to meet a liquidity
formula under which its cash flow (essentially, net revenues) exceeds all of its fixed costs (not
just its bond debt service) by a minimum ratio ranging from 1.2 to 1.3. This requirement is a
lofty standard for PGW since it presently does not even meet a 1 to | coverage ratio. Indeed, in
subsequent press statements, S&P has made clear that, right now, "given its current financial

"9

profile, [PGW doesn't] look investment grade."” As the testimony of its witnesses clearly and

7 PGW Exh. BCB-1 (S&P's February 12, 2002 "Credit Watch Update" (Attachment "A" to
this Memorandum)). At least one of PGW's bonds are already at the lowest investment
grade level — BBB minus. PGW witnesses testified that S&P would put all of PGW's
bonds at the same, non-investment, grade if it is downgraded. PGW ERP St. 4 (Bisgaier)
at 3.

3 Id.

? PGW ERP St. 4 (Bisgaier) at 5.
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consistently indicates, absent immediate and permanent cash flow improvement, PGW will be

downgraded to junk bond status.'®

Such a downgrade would immediately put into motion a series of negative events that
would quickly lead to reduced customers service and maintenance levels, employee layoffs and
a long-lasting financial crisis. Specifically:
o Because the downgrade would result in the cancellation of all or most of the Company's

current short term line of credit, and keep it from selling any new bonds, in order to find
the funds to keep operating safely the Company would have to:

1) drastically cut back or eliminate all customer service initiatives;
2) drastically cut back or eliminate all non-essential maintenance programs; and

3) lay-off approximately 500 employees.

. The results would negatively effect all aspects of the Company including the Call Center,
new customer hookups, improvements to the billing system, senior and low income
discounted appliance repair, the continuation of district offices and continued efforts at
preparation of the Company's restructuring filing, to list just a few,

. Customers would immediately feel the far-reaching effects of PGW's diminished ability

to serve its customers as a result of PGW's sole remaining focus of distributing gas safely
through the pipes.

There is one way, and only one way, to prevent the downgrade, and that is to provide
PGW with additional revenues sufficient to allow PGW to operate as a viable enterprise and to
satisfy the S&P fixed charge coverage standard (1.2 - 1.3x). A $44 million increase is needed to

meet the upper end of the range (1.28x) and to assure that PGW's investment grade rating is

10 PGW ERP St. 4 (Bisgaier) at 5 and 9; PGW ERP St. 3 (Krellenstein) at 2.
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maintained.'’ Based upon this evidence, there should be no question that PGW has met the
stringent requirements of Section 1308(e) and that extraordinary rate relief is justified.'?

The fact that PGW is seeking an extraordinary rate increase does not mean that the
Company and its owner, the City of Philadelphia, are not doing everything possible under the
circumstances to assist in the crisis. In fact, the opposite i1s true. PGW has instituted a
reevaluation of all of its expenditures to determine which can be deferred or revised.'? It has
rushed into place a collections enhancement plan that it had been formulating and preparing for
several months. The City has granted back to PGW the use of the interest income on the Bond
Sinking Fund to effectuate a $20 million Forward Purchase, it has allowed PGW the use of $45
million of loan proceeds at no interest cost to customers and has agreed to grant back that portion
of its $18 million City fee that is necessary in order to backstop PGW and to assure that it will be
able to satisfy the debt service coverage covenants in its bonds (presently projected at $7.5
million)."* The City is actively investigating the feasibility of selling the Company to a private

entity’” and is very close to completing its nationwide search for a permanent CEQ.'

S&P has provided no guarantee that it will maintain PGW's bond rating if only the low
end of the range of the formula results is reached.

The relief requested by PGW is just and reasonable as the PUC has applied this standard
to PGW in setting just and reasonable rates for the Company in the last base rate case.
Additionally, PGW has shown that the amount sought is immediately necessary to
prevent drastic reductions in service, maintenance and employment. Therefore, the result
adequately considers the interests of the Company and its ratepayers in avoiding this
crisis.

3 PGW ERP St. 1 (Knudsen) at 9-13; Tr. 129-142.
14 PGW ERP St. 5 (Davis) at 2-3; Tr. 82.
15 Tr. 156-158.

Tr. 175. Unfortunately, the City is unable to do more without threatening its own
financial plans. See ERP St. 5 (Davis).
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While all of these steps are significant and are necessary for financial recovery or to
improve efficiency, only the $44 million in extraordinary rate relief will avoid the pending
downgrade and related disastrous effects on PGW and its customers. PGW has no other sources
of borrowing; it cannot obtain revenues in sufficient time (or on a sufficiently permanent basis)
from any other source. Additional temporary fixes from the City will not prevent a downgrade.
Whatever steps might have been taken in the past which could have avoided this situation, the
Commission must deal with the Company and its problems as they exist today.

At the end of the day, PGW faces an extraordinary situation of financial distress which
justifies extraordinary relief at this time. PGW acknowledges that the awarding of an
extraordinary rate increase is unusual; but S&P’s demand for immediate action requires the kind
of unusual intervention requested here. While the Company wishes there were some alternative,
there simply is no other choice and the Commission must act now to protect the interests of
PGW and its customers.

III. PGW HAS SATISFIED THE STANDARD FOR OBTAINING

EXTRAORDINARY RATE RELIEF UNDER SECTION 1308(e) OF THE PUBLIC
UTILITY CODE.

A. Introduction.

The testimony and evidence in this proceeding, presented by PGW as well as the OCA

and OTS," clearly show that PGW has satisfied that standard in Section 1308(e) for
extraordinary rate relief: 1) it faces an immediate need; 2) to maintain financial stability, which,
if it is unsuccessful in doing so, will result in the utility; 3) not being able to provide normal

services to its customers; 4) not being able to continue normal maintenance programs; and 5)

' PGW Sts. 1-4; PGW Knudsen Rebuttal Exh. 1; OTS St. 1 at 3; Tr. 212-13 (Lelash).
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having to reduce employees. '* If these standards are met,,the'n the utility is entitled to
extraordinary rate relief consistent with the earnings standards established in the utility’s prior
rate proceeding without being forced to seek other alternative funding sources. ' Such a result is
per se just and reasonable.

The fact that PGW is in a state of financial instability due to a severe liquidity crisis was
undisputed by the parties. This liquidity crisis has prompted Standard and Poor's to announce
that if PGW's liquidity problem is not corrected immediately (i.e., within 45-60 days) it will
downgrade the Company's bonds, which has created the immediate need for extraordinary rate
relief. Any downgrade will plunge PGW into "junk" status. Should that downgrade occur, PGW

has shown, and the OTS and OCA have concurred, that it will not be able to continue to provide

normal service to its customers, will be forced to suspend and reduce normal maintenance and
construction immediately, and will be compelled to take immediate steps to reduce both its union
and non-union workforce in order to enable the Company to continue the 'bare bones' delivery of
gas.20 As confirmed by OTS witness Charles Weakley, 111

In [a]ccordance with 66 Pa. C.S.A. § 1308(¢e), PGW has

demonstrated the immediate need for extraordinary rate relief in
order to maintain financial stability. Absent immediate rate relief,

The relevant portion of Section 1308(e) provides: “. . . any public utility may seek
extraordinary rate relief of such portion of the total rate relief requested as can be shown
to be immediately necessary for the maintenance of financial stability in order to enable
the utility to continue providing normal services to its customers, avoid reductions in its
normal maintenance programs, avoid substantially reducing its employment . . . ." 66 Pa.
C.S. § 1308(e).

19 In re Keystone Tariff Agency, Inc., et al., 1990 Pa. PUC LEXIS 45, *3,

20 PGW ERP St. 1 (Knudsen) at 9-13; PGW Knudsen Rebuttal Exh. 1; OTS St. 1 at 3; Tr.
213.
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PGW will have to cut maintenance programs, services to
customers and employee levels . . . 2

The evidence in the record shows that the only feasible way to avoid the downgrade is to
provide PGW with sufficient additional rate relief so that PGW's projected fixed charge
coverages, calculated using the methodology and inputs identified by S&P itself in worksheets
provided to the Company,?” will be adequate to maintain PGW's investment grade rating. Only
by setting the rate increase to meet this target, will the PUC be able to "maintain the financial
health" of the Company, the avowed goal of the Commission in awarding PGW's last base rate
increase and the goal that the PUC should continue to strive to attain.

B. PGW's Extraordinary Rate Request Is Consistent With Prior PUC
Determinations While Recognizing Its Unique Status As A Municipal Utility.

While PGW's request for extraordinary rates is consistent with prior decisions of this
Commission, it also recognizes the Company's special status as a municipal utility and its almost
complete dependence on external financing. In past decisions, the Commission has recognized
the significance of a utility maintaining an investment grade bond rating and access to the long-
term capital markets. In the context of investor-owned utilities, the Commission has stated as a
matter of principle that a utility is entitled to a fair rate of return, which it measured as the level
of return that provides the utility with access to the capital markets in “all except the most

n23

unusual market conditions."”" Moreover, as declared by former Commissioner Helen O'Bannon,

2 OTS St. 1 at 3.
22 See PGW Exh. BCB-3.

2 Pa. PUC v. Blue Mountain Consolidated Water Co., 1982 Pa. PUC LEXIS 160, *3.
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"[i]t is never the Commission’s intention, . . . to act in a way that would adversely affect the bond
rating of any company and subsequently the cost [of] acquiring capital."**

In addition, when both granting and denying extraordinary rates, the Commission has
specifically emphasized the existence, or lajck thereof, of a cash flow problem as a legitimate
i)asis for doing so. In granting extraordinary rate relief to Pocono Water Company and Pocono
Sewer Company, the Commission upheld a finding that such rates were necessary to ensure that
debt service payments were made and to maintain the utilities' liquidity and its source of cash for
both daily operating expenses and capital improvements.*® Likewise, in denying the requests of
Metropolitan Edison Company and the Claysville Natural Gas Company, the Commission noted
that in neither case did the companies have a cash flow problem.®

Like Pocono Water and Pocono Sewer, and unlike Met Ed and Claysville, PGW faces a
severe liquidity problem and an immediate need for extraordinary rates if it is to maintamn its

bond rating, its access to short-term and long-term debt and, consequently, its sources of funds

for both capital and operating expenses. Therefore, PGW is experiencing the type of financial

4 Pa. PUC v. Philadelphia Electric Co., 1976 Pa. PUC LEXIS 129, *5.

» Pua. PUC v. Pocono Water Co. and Pocono Sewer Co., R-80011059 and R-80011060,
Recommended Decision (February 25, 1980) at 10-13; Pocono Water Co. and Pocono
Sewer Co. v. Pa. PUC, R-80011059 and R-80011060, Order (March 3, 1980). Contrary
to the testimony of OCA witness Richard Lelash, in which he asserted that Section
1308(e) was inapplicable to capital needs (OCA St. 1 at 27) and that the Commission had
never granted extraordinary rates in order to provide capital (Tr. 230}, the Commission in
this case expressly awarded extraordinary rates for both capital and operating expenses.

26 Pa. PUC v. Metropolitan Edison Co., R-80051196 and P-80070235, Recommended
Decision (August 20, 1980) at 18-19 ("In short, Met Ed does not need the immediate
infusion of cash to maintain its financial stability . . . Met Ed's current financial problems
consist of a lack of adequate earnings rather than cash flow"); Pa. PUC v. Claysville
Natural Gas Co., R-860423, Recommended Decision (November 13, 1986) at 6-7 (". .. ]
find no immediate cash problem to support any 66 Pa. C.S. § 1308(e) extraordinary rate
relief"). Both Recommended Decisions were adopted by the Commission.
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instability required by Section 1308(e) and its Petition for Extraordinary Rate Relief is consistent
with Commission precedent.”’

However, PGW's need for extraordinary rates is unique in several respects as well. PGW
is a municipal utility and has no investors. While it is owned by the City of Philadelphia, the
City is not an investor of risk capital in the Company and has never made capital infusions to
PGW.?® PGW is regulated using the Cash Flow Method, which assumes that "the revenues
[from] operation would be sufficient to cover the cost of operation and to essentially fund over
time the capital needs of the company."* Moreover, as detailed below, PGW presently is
entirely dependent upon external sources to obtain the funds it needs to finance essential
construction and service improvements. As a result, it is crucially dependent on an investment
grade bond rating both to access the capital markets as well as to maintain its commercial paper
program, its only source of short term capital.”® Thus, maintaining an investment grade bond

rating is directly tied to maintaining PGW's financial stability — both short and long term.*'

& Another significant distinction exists between the facts in this case and those present in

Met Ed. In Met Ed, the Commission noted that the company had experienced "no
material change" in its financial condition since its last base rate case. Metropolitan
Edison Co., R.D. at 19. Here, S&P’s February 12, 2002 notice and its threatened
downgrade of PGW "without immediate cash flow improvement" constitutes a very
material and dramatic change in PGW's condition since the Commission's December 6,
2001 Order in PGW's last base rate case.

28 Tr. 178. The "City Equity" or fund balance on the Company's balance sheet is simply the

accumulation of net earnings over 165 years, and is not ordinarily available to the City.
Tr. 178-79, 225.

29 Tr. 178-79; 189. Inits 165 year history, there has been no material contribution directly

from the City to fund assets of PGW. /d.

30 PGW ERP St. 1 (Knudsen) at 6.

3 Maintaining PGW's investment grade rating is consistent with the Commission's

application of the just and reasonable test to PGW, as a Cash Flow Method company, as
the PUC applied 1t in the Company's last base rate case. PUC Opinion and Order on
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C. PGW's Liquidity Crisis, Which Has Prompted S&P To Threaten An
Immediate Downgrade To Junk Status, Is The Type Of Financial Instability
Sought To Be Remedied By § 1308(e).

1. PGW's Liquidity Crisis.

As emphasized by S&P in its February 12, 2002, Credit Watch Update, due to a variety
of factors, PGW has a very poor level of liquidity — one which is "not appropriate for the current
[bond] rating level."* Liquidity is the cash that all businesses need in excess of that required to
pay their operating expenses, debt service, shareholder payments or, in the case of PGW,
statutory fees to its owner.® Traditionally, PGW has obtained its liquidity from a number of
sources: construction funds made available from the issuance of long term debt, which may be
utilized by the Company in advance of expending them for construction when PGW is
reasonably certain it will actually undertake the construction project in that fiscal year;>*
commercial paper, backed by a $100 million Letter of Credit;”® earnings booked to "fund
balance” or "City Equity" which are available to PGW to fund construction;® grants from the

City, such as its grant of the interest earned on the Bond Sinking Fund required by the Bond

Reconsideration, Docket No. R-00006042 (December 6, 2001) at 30 (quoting October 4
Opinion and Order at 43-44). As $44 million 1s the amount required to avoid a
downgrade and maintain an investment grade rating, the Commission's authorization of
an extraordinary rate increase in that amount would be just and reasonable.

32 PGW Exh. BCB-1.

33 As the PUC has recognized, the $18 million City payment is required by both Section

2212(f) of the Code and an ordinance of Philadelphia City Council. Pa. PUC v.
Philadelphia Gas Works, R-00006042, Order (October 4, 2001) at 33. The City
Council's ordinance has the force and effect of a state statute. Public Advocate v.
Philadelphia Gas Comm'n, 674 A.2d 1056, 1061 (Pa. 1996).

. PGW ERP St. 1 (Knudsen) at 8.
3 Id. at 6.

36 PGW has not, however, had positive earnings for several years.
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Ordinances and held by the City;3 " and, to the extent that these other sources are not sufficient,
cash working capital produced from rates charged to ratepayers. As indicated above, PGW, as a
municipal utility, historically has been regulated by the Cash Flow Method.*® The PUC found in
PGW's prior rate proceeding that the Cash Flow Method provides that customers will be charged
rates that will cover all of its operating expenses, debt service, and a "reasonable amount of cash
working capital as determined by the Commission."*’

In the last several years, the combination of insufficient rates, warmer than normal
winters, extra costs incurred to repair its billing system after replacement of its legacy system, as
well as the economic demographics of PGW's customer base have stretched PGW's liquidity to
the breaking point,*® such that, recently, it has not had sufficient ongoing revenues to cover all of
its fixed costs, let alone provide for a margin in excess of those fixed obligations. The Company
thus was forced to rely on a variety of one-time transactions and band aid approaches for
supplying the necessary revenues and cash it needed to operate.’' These fixes included: the
Company's conversion of its commercial paper program from a source of contingency cash to a

part of its permanent debt structure so that it is now 100% utilized (rather than being available to

meet seasonal and other contingencies);* the pervasive use of the bond proceeds in its

37 PGW ERP St. 5 (Davis) at 2.

38 Tr. 189-90; Action Alliance of Senior Citizens v. Philadelphia Gas Comm'n, 406 A.2d
1155, 1156 (Pa. Cmwlth. 1979) (Cash Flow Method defined as "tailoring [rates] to
[PGW's] anticipated need for cash").

39 Pa. PUC v. Philadelphia Gas Works, R-00006042, Order (October 4, 2001) at 11-16.
40 PGW ERP St. (Knudsen) at 2-3; Tr. 119.
4 PGW Exh. BCB-1; Tr. 48.

% pGW ERP St. 1 (Knudsen) at 6-7.
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construction fund as a source of intra-fiscal year working capital (without the assurance that the
funds will actually be expended in the fiscal year on the contemplated construction projects, as
had been the case in the recent past),43 and the acquisition of project revenues through the sale of
future earnings on the Bond Sinking Fund via a Forward Purchase Agreement.** Most recently,
after all other sources of funds and one-time transactions had been exhausted, additional
assistance was needed. Accordingly, the City of Philadelphia provided the Company with a $45
million, interest-freeloan/line of credit, which originally was due to be paid back in January
2003.% In addition, as warm weather has decimated PGW's eamings in recent years,*® the City
has had to pledge to "grant back" the portion of the City payment, legally required by City
Ordinance and Section 2212(f) of the Code, as necessary to backstop the Company's ability to
mest its bond covenant debt service requirements.*’

PGW's liquidity crisis has come to a head with S&P's February 12, 2002 Credit Watch
Update. S&P initially placed PGW on Credit Watch (With Negative Implication) in July 2000 in
recognition of the above-discussed factors, but did not change PGW's bond rating for nearly 20
months, an extremely unusual action.®® As PGW financial advisor Barbara Bisgaier testified,

the agency deferred definitive action while the Company pursued a variety of steps to improve

“ Id. at 8; Tr. 130.

4 PGW ERP St. 1 (Knudsen) at 4-5; PGW ERP St. 5 (Davis) at 2.
> PGW ERP St. 5 (Davis) at 2.

46 Tr. 79, 87; PGW Bogdonavage Rebuttal Exh. 2.

‘7 PGW ERP St. 5 (Davis) at 4.

“®  PGW ERP St. 4 (Bisgaier)at 4.
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its financial position.49 But when the final results of the Company's last rate case were known,
and, more decisively, when the projected effect on its earnings of the FY 2002 winter were
communicated to S&P (PGW is now projecting that it will lose over $32 million in operating
margin due to warm weather in this fiscal year)50 the agency was not willing to wait any longer.”'
PGW was informed that it needed to obtain extraordinary rate relief providing additional,
permanent revenues. The factors listed in S&P's Notice for the downgrade were PGW's lack of
ligudity and reliance on restricted funds, weak fixed charge coverage, potential inability to meet
legal debt requirements, the limited ability of the City of Philadelphia to assist the Combany,
PGW's continuing problems with reducing levels of account receivables and a warmer than
normal winter which will strain any remaining mechanisms supporting fulfillment of bond
coverage ratios in the next two years.”® Given PGW's mandatory obligations over the next 18
months, S&P has determined that PGW will not be able to maintain the level of liquidity which

is required for an investment grade bond rating. S&P wamed, "[W]ithout immediate cash flow

improvement, ratings [on PGW bonds] will be lowered."**

9 PGW ERP St. 4 (Bisgaier) at 3-4.

50 Tr. 79; PGW Bogdonavage Rebuttal Exh. 2.
31 PGW ERP St. 1 (Knudsen) at 4.

32 PGW ERP St. 1 (Knudsen) at 3; Exh. BCB-1.

33 PGW Exh. BCB-1.
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2. S&P's Fixed Cost Coverage Requirements.

In a nearly unprecedented move, S&P has provided PGW and the Commission with the

coverage formula, standards and inputs it is using to evaluate the Company.>® This information

is contained in PGW Exhibit BCB-3 and was explained by PGW witness Barbara Bisgaier:

[T]hey [S&P] (along with Moody's} have expressed concern that
PGW's coverage, after payment of operating expenses, of its fixed
obligations has been and will continue to be less than I, absent
reliance on non-recurring revenues. They make a fairly simple
calculation of this "fixed cost coverage ratio." They subtract
operating expenses and depreciation from revenues to obtain the
amount available to pay fixed costs. They define these fixed costs
as debt service on the 1975 ordinance bonds and the 1998
ordinance bonds, the capital lease payments, interest on the
commercial paper and the $18 [million} payment to the City of
Philadelphia. To this they have added an additional $20 million
annual reduction in the commercial paper program.>

Ms. Bisgaier clearly stated that the purpose of S&P's formula was: "to insure that the entity that

[S&P is] rating has sufficient liquidity to withstand a variety of exigencies.

56

Ms. Bisgaier

testified further that, using the fixed cost coverage analysis, S&P had indicated that the standard

for an investment grade rating for PGW was a fixed cost coverage of at least 1.2 to 1.3 times.>’

S&P's analysis provides quantitative evidence of the Company's present liquidity crisis.

The analysis shows a fixed cost coverage ratio for PGW for FY 2002 of .88 well below the 1.2x

to 1.3x range needed to maintain an investment grade rating.”® Indeed these data show that, for

54

35

56

57

58

Previously, S&P only alluded to these standards in discussing PGW's rating. Tr. 57.

PGW ERP St. 4 (Bisgaier) at 4-5; see PGW Exh. BCB-3 (Attachment "B" to this
Memorandum).

PGW ERP St. 4 (Bisgaier) at 5.

1d.

PGW Exh. BCB-3; PGW ERP St. 4 (Bisgaier) at 5. The FY 2003 S&P calculation, even
with a $30 million emergency rate increase, still shows a .97 coverage. Id.
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both FY 2002 and FY 2003, PGW will not even be able to cover its fixed obligations, one time,
to say nothing of having cash or liquidity in excess of those fixed obligations to handle cash flow
leads and lags or contingencies such as continued warmer weather.

PGW's witness Joseph R. Bogdonavage confirmed this analysis, showing that an
application of the S&P formula to its actual experience as of March 2002 and projected
operations for the remainder of the year, produced a coverage ratio of just .77 S? Looking at the
actual FY 2002 numbers, revised to account for a grant back of approximately $7.5 million of the
City fee which will be necessary in order for PGW to meet its bond covenant requirements, as
well as the receipt of $20 million from the City-provided Forward Purchase, PGW's fixed charge
coverage is still just .83 &

Viewing these coverage ratios, PGW witness Bisgaier summarized the Company's
perilous position: "Absent the grant of emergency rate relief so that this fixed cost coverage
ratio [1.2-1.3] can be achieved on a permanent ongoing basis, Standard & Poors will take
negative credit action within the next two months."®! |

3. If PGW is Downgraded, It Will Be Plunged Into A Financial Crisis Which
Will Result In Service Degradations, Maintenance Cutbacks And Lavoffs.

If PGW is not afforded sufficient extraordinary rate relief, S&P will downgrade its bonds
to non-investment grade level. At least one of PGW's long term bonds and its commercial paper

are already at the lowest "investment” grade of BBB minus; therefore a downgrade will clearly

39 PGW Exh. JRB-2 (corrected); PGW Bogdonavage Rebuttal Exh. 1 (both of which are
included as Attachment "C" to this Memorandum).

60 PGW Bogdonavage Rebuttal Exh. 1. This calculation assumed that PGW would bill
approximately $8 million in FY 2002 as a result of the award of $44 million in
extraordinary rate relief. Tr. 80.

' PGW ERP St. 4 (Bisgaier) at 5.
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put these credits at non-investment level.”>  Moreover, Ms. Bisgaier testified that since the
financial criteria that S&P will utilize to evaluate PGW is known, it is a certainty that if, after
PUC action, the Company is not able to show that its fixed charge coverages are in 1.2-1.3x area,
all of its bonds will be downgraded to jurk status.*’ Indeed, one of the S&P analysts that is
assigned to monitoring PGW has publicly stated that "given [its] current financial profile, [PGW

does not] look investment grade."**

If the Company is downgraded by S&P, it will enter a downward financial spiral and an
operational crisis that will cripple its ability to perform even the most basic customer service and
routine maintenance functions. PGW witnesses Knudsen, Bisgaier and Krellenstein documented
the additional financial chaos that would result from a downgrading by S&P. These additional
financial consequences of an S&P downgrade were recognized by the OTS and went
unchallenged by the OCA.®

First, PGW has already lost a source of desperately needed working capital in the form of
a new Forward Purchase Agreement for the Sinking Fund Reserve earnings.®® The Company
had been working on such a transaction and anticipated that it would yield $20 million of cash

during the spring of 2002, cash that the City had agreed to allow PGW to retain.®” As a result of

62 PGW ERP St. 4 (Bisgaier) at 3

63 Id. at 5 and 9. Ms. Bisgaier's opinion is based upon over 10 years of interacting with

S&P on PGW and other clients as well as specific conversations with the relevant
analysts at S&P. Tr. 45-48.

b4 PGW ERP St. 4 (Bisgaier) at 5, (quoting, The Bond Buyer, February 21, 2002).
63 OTS St. 1 (Weakley) at 3; Tr. 212-213.
66 PGW ERP St. 1 (Knudsen) at 4-5.

o7 Jd.; PGW ERP St. 5 (Davis) at 2.
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the S&P Credit Watch Update, the transaction is now on hold until a determination is made that
PGW will retain its investment grade rating.®®

In addition to the potential loss of the $20 million Forward Purchase Agreement, PGW
would likely immediately be downgraded by the other two rating agencies, Moody's and Fitch,
as they would understand the impacts of the S&P downgrade.” In any event, however, the S&P
downgrade would result in the loss of a majority if not all of the banks participating in the Letter
of Credit backing up PGW's commercial paper, its sole source of short-term debt, when the
Letter of Credit comes up for renewal in August of this year.70 As stated by Ms. Bisgaier and
Mr. Krellenstein, of JP Morgan Chase Bank, in 2001, PGW faced great difficulty in securing the
renewal of the Letter of Credit behind its commercial paper program. While the Company was
able to renew the Letter of Credit, it was required to reduce the available balance of outstanding
commercial paper by $20 million by the end of FY 2002 and the annual fee more than doubled.”’

In the event of the S&P downgrade, Ms. Bisgaier and Mr. Kreilenstein testified that, in
their professional opinions, the majority of banks, with the possible exception of Morgan
Guaranty Trust, will withdraw from the Letter of Credit when it expires in August 2002.7> Asa

result, the Letter of Credit will be reduced from $100 miilion to no more than $30 million, and

68 PGW ERP St. 1 (Knudsen) at 4-5; PGW ERP St. 4 (Bisgaier) at 9.
69 PGW ERP St. 4 (Bisgaier) at 6.
70 PGW ERP St. 3 (Krellenstein) at 3-4; PGW ERP St. 4 (Bisgaier) at 7.

m PGW ERP St. 4 (Bisgaier) at 6. Of the amount received by PGW in the last base rate
case, $20 million in intended cash flow went back to the banks and not to the Company to
pay bills. PGW must be allowed to keep its access to the maximum amount of short term
debt under any circumstances.

7 Id. at 6-7; PGW ERP St. 3 (Krellenstein) at 3-4.
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potentially less.” Consequently, PGW will be forced to pay down at least $70 million of
commercial paper as it matures — without any ability to do s0.”* PGW will then have to draw on
the Letter of Credit for the amount not renewed and the liability will be transformed into an
immediately payable demand note held by the banks. PGW will then have to try to enter into a
loan workout agreement to pay off the demand note, with interest being due and owing to the
banks at a taxable rate.”” If the other rating agencies had not immediately followed S&P and
downgraded PGW's bonds to junk status, they would certainly do so at this point.

Moreover, regardless of the nature of the Letter of Credit repayment workout, the
evidence shows that the downgrade to junk status will make it impossible for PGW to sell bonds
or access the capital markets.”® PGW issues bonds to fund 100% of its construction program.’’
As PGW witness Knudsen testified, those capital needs include $35-$40 million of construction
that is required annually at a minimum in order to maintain the safety and reliability of PGW's
system.78 Significantly, the Company also utilizes the proceeds of its bond issuances as a source

of interim liquidity that enables it to meet its debt service and gas supply obligations.”” PGW

3 The first $20 million reduction has already been mandated. PGW ERP St. 4 (Bisgaier) at
6-7. Given the current "liquidity crisis” in the market, generally, as described by Mr.
Krellenstein, Morgan is facing a greater demand for its commercial paper facilities and
could simply choose to leave PGW for a more attractive applicant, and even it would
have to seriously consider canceling the arrangement. Tr. 118.

f PGW ERP St. 4 (Bisgaier) at 7.

7 Id. at 8.

76 PGW ERP St. 1 (Knudsen) at 8; PGW ERP St. 4 (Bisgaier) at 8-9; Tr. 116-117.
K PGW ERP St. 1 (Knudsen) at 8; PGW Exh. TEK-1.

8 Tr. 131; PGW Knudsen Rebuttal Exh. 1.

7 PGW ERP St. 1 (Knudsen) at 8.
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had intended to sell its next series of bonds in December 2002. If PGW does not receive an
extraordinary rate increase sufficient to avert a downgrade by S&P, it will not be able to issue
new bonds,*® and therefore will have no means of funding even the most critical of its capital
requirements. Moreover, without the ability to borrow from the new issuance in January 2003,
PGW will totaily miss the first of two debt service payments next fiscal year.

The result of an S&P downgrade therefore would be the loss of the Forward Purchase, the
almost immediate loss of all short-term borrowing capability, the creation of a $50-70 million
immediate repayment obligation, and the inability to access the bond market, its only source of
funds for keeping the gas éystem operating safely and reliably.

D. If A Bond Rating Downgrade Is Not Averted, PGW And lts Customers Will
Suffer Customer Service Degradations, Maintenance Cutbacks And Layoffs.

In light of the above, PGW's response to a bond downgrade will be swift and painful. If
the Company's bonds are downgraded, Mr. Knudsen testified that the Company would
immediately implement a crisis plan designed to try to keep the Company providing bare bones
gas service to customers for as long as possible.81 As indicated above, PGW's analysis shows
that it must spend $35-40 million in distribution system construction (such as cast iron main

replacement, leak repair, etc.) that could not be put off without threatening the safety and

80 Id.; PGW ERP St. 4 (Bisgaier) at 8-9; PGW ERP St. 3 (Krellenstein) at 3.

8l Significantly, Section 1308(¢e) only requires a showing that "normal” service and

maintenance would be reduced, and does not require that PGW no longer be able to
provide "safe" or "safe and reliable” service (OCA St. 1 at 6 and 8). OCA witness Lelash
asserts in his direct testimony that "even with a bond downgrading, the Company appears
to acknowledge that it could take proactive measures in order to respond to the ensuing
crisis and continue to operate." QCA St. 1 at 7. The Commission should recognize two
flaws in the OCA's analysis: (1) not being able to continue to operate is not the standard
that PGW must meet in order to qualify for extraordinary rates — reductions in "normal”
service and maintenance is the standard; and (2) the "proactive measures" that the OCA
emphasizes PGW would take are the very reductions in services, maintenance and
employment that are a predicate for relief under Section 1308(e).
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rehability of the system.* In addition to the payroll costs of distribution maintenance
employees, the billing and collection staff would have to be confinued. When these absolutely
necessary expenditures are combined with the need to continue to pay debt service on its long
term debt, as well as to replace the cash anticipated from the Forward Purchase and to repay its
short term commercial paper obligations, Mr. Knudsen estimated that PGW would be facing
approximately $100 million in obligations and cash needs in the first 6 - 12 months following the
downgrade, with at least half of that amount required in subsequent years as well.® In order to
find the dollars to fund these obligations, PGW would have to take steps to terminate virtually all
discretionary or nonessential activities and customer services including: eliminating discounted
appliance repair to low income customers; reducing call center access to the bare minimum
necessary to handle emergency calls; closing the Company's five district offices; seeking waivers
of Chapter 56 obligations to enter into payment agreements with non-paying customers and to
waive prohibitions against terminations for non-payment; suspending customer complaint
response and investigation activities; suspending low income outreach programs; suspending
new customer service line installations; suspending BCCS (billing system) enhancement
activities; suspending AMR battery replacement activities; and suspending all efforts to prepare
and file the Company's restructuring filing.3* In addition, the Company would be forced to

suspend all non-safety related construction, including the portion of the cast-iron main

52 Tr. 131; PGW ERP St. | (Knudsen) at 9-13. PGW Knudsen Rebuttal Exh. 1 (Answer to
OCA Set II-3).

83 Id.; Tr. 129-32.

84 PGW Knudsen Rebuttal Exh. 1.
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replacement maintenance program that is not essential to proactively preventing leaks or system
failures.®

The largest bulk of the savings that would result from suspending the above activities and
programs would stem from the payroll and related expense reductions that PGW would realize
by laying off all non-essential personnel. Mr. Knudsen estimated that to try to free up the dollars
needed to meet debt service and other financial obligations to fund needed construction and keep
the system operating, it would be necessary to lay off approximately 500 employees — both
management and union.’® PGW's present union collective bargaining agreement has a "no lay-
off" clause that protects all but about 75 union workers.®” However, that contract may be altered
or amended if the Company obtains an order from a regulatory body with jurisdiction over PGW.
PGW presently is preparing an application for approval to waive this portion of the collective
bargaining agreement in the event that PGW does not receive adequate extraordinary rate relief
and S&P downgrades it to junk status.®® These lay-offs were projected to save approximately
$25 million on net.** With another $5 -10 million savings possible from cut-backs in non-labor

costs,” PGW would not even be able to satisfy the first year cash deficiency of $100 million, to

say nothing of subsequent years.

85 Id; PGW ERP St. 1 (Knudsen) at 10-11.
86 Tr. 131.

& Tr. 133.

88 Tr. 133 and 166-67.

8 A targeted layoff in the range of 500 persons would produce savings of $24-30 million

less approximately $5-6 million in unemployment costs (PGW self-insures) and required
outsourcing. The targeted layoff range includes both union and non-union personnel.
PGW Knudsen Rebuttal Exh. 1, Answer to OCA Interr. Set 11-3(¢).

%0 Id.

DSH:31649.1/PHI211-156924 -25-



Just as concerning, however, taking the steps listed above would drastically reduce
services below their present, normal levels, result in cut backs on existing maintenance programs
and significantly reduce employment. Mr. Knudsen explained PGW's mission under these
circumstances: "In short, we would focus only on assuring that gas flows through the mains and
services and that we bill and collect — that is alit"®’ Any employees who are not directly related
to this stripped-down mission of PGW would be laid-off —~ and still the Company would not be
able to finance its cash deficiency for very long.

Granting PGW an extraordinary rate increase based on the above showing is clearly
warranted and is consistent with the Commission's prior decisions on extraordinary rate requests.
Similar to PGW, Pocono Water Co. and Pocono Sewer Co. were found by the Commission to
have satisfied the elements of Section 1308(e) because they reduced their workforce,
discontinued needed maintenance and improvements to their water and sewer systems, and
eliminated important services such as their 24 hour repair service.”” The record here sets forth
the exact same types of reductions in employees, construction and system improvements, and
important services.”?

In contrast, and unlike PGW, the utilities in Met Ed. and Claysville Natural Gas failed to

demonstrate any linkage between their financial instability and reductions in service,

maintenance and employment. In Met Ed., the Commission observed that Met Ed's president

7! PGW ERP St. 1 (Knudsen) at 11.

92 Pa. PUC v. Pocono Water Co. and Pocono Sewer Co., R-80011059 and R-80011060,
Order (March 3, 1980) at 3; /d., Recommended Decision (February 25, 1980) at 8-13.

7 PGW ERP St. | (Knudsen) at 9-13; PGW Knudsen Rebuttal Exh. 1. While these service
and employment reductions are planned if a downgrade occurs, such anticipated action is
covered by Section 1308(e) which uses such anticipatory terms as "continuing" to
provide normal service and "avoiding" reductions in maintenance or employment. See 66

Pa. C.S. § 1308(¢).

DSH:31649.1/PHIZ11-156924 -206-



"could give no definite plan" of the reductions in the statutory categories that would occur if the
extraordinary rate relief was not granted.” Mr. Knudsen's testimony for PGW was exactly to the
contrary, providing a detailed plan for such reductions. Additionally, Met Ed witnesses testified
that its level of employees was sufficient to provide quality service, but that a problem could

"9 The company merely

have arisen if the level persisted "over a period of several years.
planned to lose 40 employees over a period of 12 months due to attrition.”

The Commission found a similar lack of impact on service, maintenance and employment
in Claysville Natural Gas where it adopted a finding that "service is about as nornmal as it has
been over several years, normal maintenance is continuing and no employment reductions are
contemplated."97 Indeed, Claysville was planning to hire additional employees, not reduce
employees.”® In contrast, PGW has already reduced normal operations in anticipation of the
potential emergency, suspending new hires and putting service improvement projects on hold,
pending the outcome of this case.”

Moreover, PGW has shown that the consequences of a downgrade will be long lasting

and extremely difficult to reverse. As PGW witness Krellenstein testified, if the Commission

fails to award PGW sufficient extraordinary rates and a downgrade occurs, an upgrade will not

. Pa. PUC v. Metropolitan Edison Co., R-80051196 and P-80070235, Recommended
Decision (August 20, 1980) at 16.

73 Id. at 14.
% Id.

7 Pa. PUC v. Claysville Natural Gas Co., R-860423, Recommended Decision (November
5, 1986) at 9. The Decision was adopted by Order of the Commission dated November
13, 1986.

9 Id. at 6.

»  PGW ERP St. 1 (Knudsen) at 9-13; PGW Knudsen Rebuttal Exh. 1; Tr. 127-140.

DSH:31649.1/PHIZ1 1-156924 -27-



be automatic or even follow quickly upon the later granting of additional rates.'” For example,
in one instance after being downgraded, a municipal utility was locked out of the bond market
for a period of seven years.'”' Further, when PGW does return to investment grade, it will still
face substantially higher financing costs for many years, which will negatively impact customer
service and ultimately be passed on to consumers.'®” PGW must be awarded sufficient
extraordinary rates if these very serious and damaging consequences to both the Company and its
customers are to be avoided.

E. PGW's Need For Extraordinary Rates Is Immediate and Concrete.

Based on their numerous conversations with S&P, as well as their extensive ejqaeriencvs103

in working with the rating agencies, PGW witness Knudsen and experts Bisgaier and
Krellenstein all confirmed that PGW must be afforded extraordinary rate relief of $44 million

within the time lines of this proceeding if it is to avoid an S&P downgrade and its impacts, and

the PUC will not be able to repair the damage by granting a rate increase in the base rate

proceeding.'™ No party offered any evidence or argument in the record that questioned S&P's

threat to downgrade or the immediacy of PGW's need for additional, permanent revenues.
While QCA witness Lelash milidly implied in his direct testimony that the S&P

downgrade threat, and therefore PGW's need for extraordinary rates, was speculative, his

' PGW ERP St. 3 (Krellenstein) at 3-4.

o Tro117.

192 PGW ERP St. 3 (Krellenstein) at 4.

193 PGW ERP St. 3 (Krellenstein) at 1; PGW ERP St. 4 (Bisgaier) at 1-2; Tr. 46-47 and 115.

94 PGW ERP St. 1 (Knudsen) at 4; PGW ERP St. 4 (Bisgaier) at 5; PGW ERP St. 3
(Krellenstein) at 3.

DSH:31649. 1/PHI21 1156924 -28 -



insinuation could not be more incorrect.'% First, the text of the S&P Credit Watch Update relied

on by Mr. Lelash for this assertion states: "If the PUC approves an emergency rate request,

Standard and Poor's will review the adequacy of the increase and determine if ratings will be
affirmed or lowered."'”® Contrary to showing that PGW's need for extraordinary rates is
speculative, this quote from S&P demonstrates that PGW's need is concrete and absolute if a
downgrade is to be avoided. The only source of speculation in the S&P notice is whether PGW

is downgraded even if extraordinary rates are granted; i.e., if the Commission cuts PGW's

request too close and grants it insufficient extraordinary rates.'”’

In addition to showing the immediacy of the threatened S&P downgrade, and thus the
need for éxtraordinary rates, PGW has also conclusively demonstrated the immediacy of the
negative impacts on service, maintenance and employment that would occur upon being
downgraded. Indeed, PGW witness Knudsen testified that PGW was already taking action to
reduce expenses related to service, maintenance and construction, and extensively detailed the
immediate steps that PGW would implement to husband cash by reducing customer service,
ceasing non-essential construction and maintenance, and terminating substantial numbers of
employees if a downgrade actually occurs.'®

Importantly, the fact that, if downgraded, PGW would immediately act to reduce

drastically normal service levels, stop all but safety and reliability related maintenance and

195 OCA St. 1 (Lelash) at 6.

1% J4. (emphasis added).

107 Mr. Krellenstein testified, based upon his extensive knowledge and experience, that if the

PUC grants all or substantially all of PGW's request, the chances of S&P nonetheless
downgrading the Company are "extremely unlikely." Tr. 121-22.

% PGW ERP St. 1 (Knudsen) at 9-13; PGW Knudsen Rebuttal Exh. 1; Tr. 127-140.
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construction, and layoff employees was not chailenged on the record by any party. Significantly,

the OTS witness admitted the immediacy of such reductions, and the OCA witness
acknowledged that he did not dispute the fact that PGW would promptly take the actions
described by PGW witness Knudsen.'"”

The immediate need and immediate negative effects on PGW's service, maintenance and
employment levels which would occur absent extraordinary rates stands in sharp contrast to the
lack of immediacy demonstrated in instances where the Commission has denied extraordinary
rates. In Pa. PUC v. Metropolitan Edison Co., the Commission emphasized the fact that Met
Ed's financial condition was projected to remain stable for eight to nine months when it would
face a state tax payment.''® The Commission stated, "Met Ed does not need the immediate
infusion of cash to maintain its financial stability; it faces no immediate emergency."''! The
Commission also noted thgt Met Ed would only be reducing 40 employees through attrition over
a 12 month period.'"?

Likewise, in Pa. PUC v. Claysville Natural Gas Co., the Commission found that
Claysville had failed to show an "immediate service problem to support approval" of its petition,
"no immediate need for rate relief to avoid reductions in normal maintenance,” and "no

immediate cash problem to support any . . . extraordinary rate relief."''"*> As evidenced by the

99 OTS St. 1 (Weakley) at 3; Tr. 212-13 (Lelash).

"o Metropolitan Edison Co., R-80051196 and P-80070235, R.D. (August 20, 1980) at 18.
R 72

"2 Jd at 14.

13 Claysville Natural Gas Co., R-860423, R.D. (November 5, 1986) at 5-7. Significantly,
Claysville demonstrates the costly price of miscalculating a utility's need for
extraordinary rates or the immediacy of that need. Approximately one month after the
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testimony of PGW witness Knudsen, PGW's circumstances are starkly different from the facts in

the cited cases, and the immediacy of its need for the requested $44 million in extraordinary rates

has been conclusively shown,''*

F. PGW's Need For Extraordinary Rates Was Not Challenged On The Record.

Significantly, both the OTS and OCA acknowledged the fact that PGW has satisfied the
requirement in Section 1308(e) to show that immediate extraordinary rates are needed to
continue to provide normal service and avoid reductions in normal maintenance and
employment. OTS witness Weakly expressly confirmed PGW's showing in his direct testimony,
and further stated that, in his opinion,

PGW has demonstrated the immediate need for extraordinary rate
relief in order to maintain financial stability. Absent immediate

rate relief, PGW will have to cut maintenance programs, services
to customers and employee levels . . . s

Mr. Weakley also confirmed that PGW had no other option for avoiding a. downgrade by
S&P and the related Section 1308(e) events other than to receive an extraordinary rate
increase.'' OCA witness Lelash also agreed that, assuming an S&P downgrade and the related
negative financial consequences — which assumptions he stated he did not contest - PGW's
customer service, maintenance and employment reductions "would be required."''” The OCA

further concurred with PGW that much if not all of the progress and improvement in PGW's

Commission's rejection of extraordinary rate relief to Claysville Natural Gas, the
company filed for bankruptcy. R-860423 (February 17, 1987).

"4 See, PGW ERP St. 1; Knudsen Rebuttal Exh. 1.
"5 OTS St. 1 (Weakley) at 3.
"6 1d.: Tr. 194.

W7 Tr 212-13.

DSH:31649.1/PHIZ1 1-156924 -31-



customer service functions that the Company, the Commission and the parties have worked so

hard to achieve over the past two years would be lost in the event of a downgrade and the

subsequent steps that would be necessary to address the same.''®

G.  PGW Has Justified The Requested Level Of Emergency Rate Relief.

1. The Level of Extraordinary Rate Relief Should be Sufficient to Maintain
PGW's Financial Health By Avoiding a Bond Downgrade to Junk Status.

Once a utility has demonstrated that it meets the 1308(e)} "need" standard, it must then
establish the level of emergency rate relief that is authorized by the statutory section. The statute
states that the extraordinary rate relief shall "provide no more than the rate of return on the
utility's common equity established by the [Clommission in consideration of the utility's
preceding rate filing."' ' As the OTS expressly recognized, this rate of return on equity standard
obviously is not applicable to a municipal utility such as PGW, which is regulated on the basis of
the Cash Flow Method.'?® The Gas Choice Act gives the PUC the explicit authority to waive or
amend any provision of the Code in order to translate a Public Utility Code provision to make it
applicable to a municipal utility that is regulated differently than investor-owned utilities.'?' The
most appropriate way in which to "translate" this investor-owned utility standard into a standard
that would sensibly apply to PGW is to examine the Commission's intent in establishing the
revenue requirement for PGW in its last base rate proceeding. The Commission's Order of

December 6, 2001, succinctly stated the purpose and goal of its base rate decision:

8 OCA St. 1 (Lelash) at 29.
"9 66 Pa.C.S. § 1308(e).

120 OTS St. 1 (Weakley) at 2; PGW ERP St. 1 (Knudsen) at 4.

21 66 Pa. C.S.§2212(c).
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In our October 4 Order, we specifically found that a $39 million
increase in base rate revenues (later corrected to $33.5 million in
our October 12 Order) will provide PGW with adequate revenues
"to ensure that PGW is able to maintain an adequate of level of
financial health require[d] to fund operations and meet debt service
requirements." 122

Maintaining the Company's financial health so that it can continue to fund operations is
essential if the Company is to "maintain its existing external financing and to continue to raise
new capital."'? As discussed in detail above, a bond rating downgrade to junk bond status
would completely eliminate PGW's ability to "maintain its existing external financing and
continue 1o raise capital,” and, in turn, eliminate 1ts ability to fund operations and meet debt
service requirements. Accordingly, the level of extraordinary rate relief necessary to satisfy the
modified standard that should be applicable to PGW 1s the amount needed to maintain PGW's
bond rating at investment grade.'®

2. PGW Needs $44 Million In Additional Annual Revenues To Satisty
S&P's Coverapge Test and Avoid a Downgrade to "Junk Bond" Status.

PGW Witness Bogdonavage provided an analysis of the Company's existing and
projected financial position for the purposes of determining the degree to which it satisfied the
S&P's coverage test. %5 Based on the detailed analysis provided by Ms. Bisgaier,

Mr. Bogdonavage calculated PGW's current coverages using the S&P fixed charge coverage

ratio method for the actual 2001-2002 period. He also calculated the coverages that the

122 PUC Opinion and Order on Reconsideration, Docket No. R-00006042 (December 6,
2001) at 30 (quoting October 4 Opinion and Order at 43-44),

123 pGW ERP St. 1 (Knudsen) at 14.

124 Alternatively, if one were to consider end-of-year, cash balances, with a $44 million rate

hike, PGW’s FY 2002 end-of-year balance would be just $7 million positive even
including the effects of the one-time forward purchase and City fee grant back. Tr. 84.

123 See Section I11.C.2 of this Memorandum, supra.
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Company would experience on a fully forecasted test year basis, the same basis on which PGW
is supporting its base rate request, and assuming that PGW received the requested, $44 million
extraordinary rate request.126 The results of these calculations are shown on Exhibit JRB-2
(corrected).

Mr. Bogdonavage's revenue requirement calculation was designed to produce coverages
within the 1.2x-1.3x range demanded by S&P to maintain an investment grade rating, but are
intentionally designed to approach the top of the range in order to build in a margin of error.'*’
That calculation shows that a $44 million rate increase would produce just 1.28x coverage,'*®
with this figure falling below 1 if repayment of the $45 million City loan in August is
considered.'” Importantly, Mr. Bogdonavage calculated the coverage produced by a $44 million
rate increase utilizing the exact S&P fixed charge coverage ratio calculation and inputs that Ms.
Bisgaier testified, without contradiction, were utilized by the rating agency to evaluate PGW's

financial performance.’*® Accordingly, this schedule should be used to determine PGW's

extraordinary rate award and fully justifies the Company'é $44 million claim.

126 PGW ERP St. 2 (Bogdonavage} at 2-3. The use of the fully forecasted test year is
intended to reflect Company operations on a normalized, going forward basis. /d.

127 The need for such a margin was plainly evidenced by S&P's declaration that, "if the PUC

approves an emergency rate request,” it will still evaluate PGW to determine if ratings
should be lowered. PGW Exh. BCB-1. Thus, it is clear that an increase which cuts the
coverage ratio too close is too risky and should be rejected, as it will not ensure the
avoidance of a downgrade.

128 pGW Exh. JRB-2 (corrected).

129 PGW ERP St. 2 (Bogdonavage) at 3.

130 That calculation includes payment of the $18 million City fee as well as an assumed $20

million pay down of the Company's outstanding commercial paper levels in both FY
2002 and FY 2003. PGW Exh. BCB-3. While some of the parties, either directly or
indirectly, have taken issue with this calculation methodology, these disagreements must
be rejected. Calculating an S&P compliant coverage level without including these items,
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3. The Requested Extraordinary Rate Relief 1s Consistent with the Just and
Reasonable Rates Standard.

The proposed modified standard combined with the other requirements of Section
1308(e) will also ensure that the extraordinary rates requested by PGW and awarded by the
Cominission are just and reasonable. First, Section 1308(e} states that the Commission will set
extraordinary rates consistent with a standard that was found to produce just and reasonable rates
in the utility’s immediately prior base rate case. Second, by requiring a showing by the utility
that extraordinary rates are immediately necessary to avoid consumer harm via service,
maintenance and employment reductions, Section 1308(¢) implicitly balances the interests of
consumers and the utility and concludes that a rate increase is in the best interests of all parties.

As detailed herein, PGW has satisfied Section 1308(e) and shown that an S&P
downgrade will decimate its financial health and harm customers via the resultant degradations
in service, maintenance and employment. Therefore, the Company's requested extraordinary rate
relief is just and reasonable as it is necessary to avoid those consequences. Moreover, as
referenced above, in applying the just and reasonable standard in a Cash Flow Method context in
PGW's last base rate case, the Commission focused on maintaining the Company's fiscal health
so that it could fund operations and continue to access external financing and raise new

'*! This just and reasonable goal can only be achieved by averting a downgrade, and a

capital.
downgrade can only be averted by granting PGW's Petition and its requested $44 million

extraordinary rate increase.

or the other items set out in the S&P worksheet, would create serious concern that the
resulting rate increase would be deemed insufficient to maintain PGW's investment
grade.

131 PUC Opinion and Order on Reconsideration, Docket No. R-00006042 (December 6,
2001) at 30 (quoting October 4 Opinion and Order at 43-44),

DSH:31649.1/PHI211-156924 -35-



H. PGW And The City Have Taken Significant Steps To Contribute To Solving
The Crisis Justifying Extraordinary Rate Relief.

While there is no specific statutory requirement to do so, it may be argued that all
involved parties should participate in the recovery of a utility that is faced with a situation
justifying extraordinary rate relief. Both PGW and its owner, the City of Philadelphia, have
taken significant steps to mitigate PGW's liquidity crisis, but those steps must be viewed as
additions to and not as replacements of the rate relief necessary to avoid a bond downgrade.

PGW has taken immediate steps to put on hold any spending that 1s not absolutely
necessary, holding up new hires and projects until the crisis is ended, saving some $1 million

132 While this is not a step that can be continued for more than a few

over the next few months.
months without having a real negative effect upon service, this effort has the effect of
husbanding PGW's scarce cash resources to the greatest extent possible preparatory to a more
draconian response following a downgrading. In addition, the Company has rushed into place an
aggressive collection effort which had been in the works for several months. '3 This effort could
produce an additional $20 million of cash receipts over time which has already been reflected in
PGW's pro forma FY 2002 and 2003 test year and rate year cash flow forecasts.'*

In addition, PGW has also taken the following steps to conserve cash and to enhance the
chances that any extraordinary rate increase awarded will be deemed sufficient by S&P to

maintain its investment grade status:

— PGW is utilizing its gas storage inventories in a manner that 1s saving its scarce
cash (deferring necessary gas purchases until next fiscal year);135

132 Tr. 138, 143-44, 167-68 and 188-89.
133 Tr. 133-34.
34 Tr.133 and 187.

B35 Ty 139,
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PGW is enhancing customer applications for LIHEAP grants by the use of public
relations and advertising;'*® and

PGW is studying the feasibility of deferring special projects or certain

restructuring related activities where a consensus exists that a delay would be
137

prudent.

In addition, the City has made an enormous contribution to the Company. Even though

PGW's method of ratemaking, the Cash Flow Method, assumes that revenues to provide needed

capital for operations will be produced over time from rates charged to ratepayers, the City has

continued its traditional role of providing PGW with support where possible.'*® The City's

commitments, as reflected in the record, include the following:

The City has agreed to defer the payment date for the $45 million interest free line
of credit from January 2003 to August 2003. Such a deferral means an additional
loss of interest on the City loan as well as a cost to the City of having to borrow
the funds in order to keep the $45 million outstanding.'**

As part of its overall financial assistance, the City is continuing its plan to permit
PGW to utilize the interest on the City's Sinking Fund Reserve account to execute

a financial transaction where PGW will be paid the discounted present value of

136

137

138

139

Tr. 139.
Tr. 140.
Tr. 178; PGW ERP St. 5 (Davis) at 2-4.

Tr. 159; PGW ERP St. 5 (Davis) at 2. City Finance Director, Janice Davis, testified that
the City will incur interest charges of about 4.5% - 5% in order to maintain the City loan
outstanding. That equates to an additional contribution to PGW of some $1.5 million

(5% x $45 million + 12 x 8 = $1.5 million). Tr. 161
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ten years of interest on that account, to which the City is technically entitled. This
transaction, called a Forward Purchase, will realize $20 million for PGW.'¥

o The City has agreed to "backstop” PGW in FY 2002 by granting back the portion
of the mandated City fee that is necessary to assure that PGW will meet the debt
service coverage requirements in its bond covenants, PGW witness Bogdonavage
testified that his present projections show that PGW's earnings from ongoing
operations will fall short of meeting the coverage requirements 1n its bond
covenants by approximately $35.5 million.'*" He noted that the grant of the
Company's request for extraordinary rates would allow PGW to bill only about $8
million in additional revenue by the end of the present fiscal year (August 31,
2002)."** Even with revenues available from the City's granting of the Forward
Purchase, therefore, the City will need to grant back approximately $7.5 million
of its $18 million payment to permit PGW to meet its bond covenants ($35.5
million less $20 million Forward Purchase less $8 million in FY 2002 from rate
inc:rease).]43 Without these grants, PGW would have been forced to request that
the PUC take additional emergency actions, such as "compressing" any

extraordinary rate award, to seek to recover more revenues more quickly.

140

141

142

143

PGW ERP St. 1 (Knudsen) at 4-5; PGW ERP St. 5 (Davis) at 2.

Tr. 80 and 82. The $35.5 million figure is reached by adding the $20 million needed
from the Forwarded Purchase, the $8 million that PGW would collect in extraordinary
rates by fiscal year end, and the $7.5 million needed from the City fee.

Tr. 80.

Tr. 80 and 82.
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In addition, the City is moving forward to put permanent management in place and to
study the feasibility of selling the Company.'* There should be no question, therefore, that all
entities are participating in the rehabilitation of PGW to the full extent of their capacity.

But, it is also absolutely clear that none of these efforts together or individually would be
sufficient to avoid a downgrade if the Company is not awarded a significant level of permanent

extraordinary rate relief.'*’

IV. POSITIONS OF THE PARTIES ON LEVEL OF EXTRAORDINARY RATE
INCREASE

A. Introduction

When the record is examined closely, very little disagreement exists concerning the level
of rate increase needed to maintain PGW's financial health by avoiding a downgrade. OCA
witness Lelash frankly admitted that PGW needs at least $35.4 million in "project revenue" in
order to satisfy the minimum requirement of maintaining PGW's financial health. "¢ Mr. Lelash's
recommendation that only an $18 million rate increase should be authorized emanates from his
insistence that the full revenue requirement should not come from rate increases but instead, one-
Half of it — fully $54 million over three years — must come from City grant backs of its legally
required fee from PGW.'¥" The Office of Trial Staff's recommendation of a $25 million
increase,'*® when corrected for two adjustments necessary to conform the calculation to the S&P

methodology and inputs, shows that a minimum of a $40 million rate increase is necessary to

144 Tr. 156-58, 175.

145 Tr. 72-73.

146 Tr. 211-12.

1 OCA St. 1 (Lelash) at 36.

48 OTS St. 1 (Weakley) at 3; OTS Exh. 2, Sch. 2.
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produce minimally adequate coverages. Accordingly, the floor for PUC consideration is $35.4

million. The two recommendations, and their component parts, can be displayed as follows:

[ OCA Recommendation OTS Recommendation
PGW Claim $44 Million PGW Claim $44 Million
Reduce to Produce 1.2x $8.6 Million Reduce to Produce 1.25x% $£4.0 Million
Coverage coverage
Reduce to Account for $17.4 Million Reduce to "Add Back" Leases $5.9 Million
$18 Million City Grant
Reduce to Reflect $11 Million $9 Million
Payoff of Outstanding
- Commercial Paper
Total $18 Million $25 Million

Indeed, and for the reasons stated beiow, the PUC should reject the arguments and

adjustments proposed by these parties and grant the fuli, $44 million request. It is the only

amount that is fully compliant with the S&P methodology and will provide a coverage -1.28x -

which is safely within the S&P required range. In addition, granting the full request will send an

extremely important signal that this Commission intends to support the Company in light of its

recent service and efficiency improvements. Such support will have an enormously positive

effect on the Company’s ability to get back on the road to full recovery.'*

149

If a level of a rate increase other than $44 million is contemplated the Commission
should consider permitting PGW to defer certain of its pro forma expense inputs in order
to maintain the coverages at the 1.28x level. For example, PGW's fully forecasted pro
forma expense claim (used as the basis of its S&P coverage calculation) contains $10
million in additional expenses for compliance with PUC safety regulations, security costs
and environmental remediation. PGW Exh. JRB-2 (corrected). For point of reference,
these expenses are identified in PGW’s underlying financial information and testimony.
See PGW BRP St. I at 6. PGW has not begun to incur these charges. If an adjustment to
PGW's claim is made it should be accompanied by a directive that the Company may
defer recording these costs on its books until they are approved for recovery, either in the
Company’s base rate proceeding or its restructuring proceeding. This would permit
anticipated FY 2003 expenses to be reduced and the resulting rate award will still
produce coverages well within the S&P required zone.

DSH:31649. 1/PHI211-156924 -40 -




B. OCA's Recommendation That PGW Receive Only $35.4 Million In Project
Revenue in the Form of an $ 18 Million Per Year, Three Year "Capital
Contribution Surcharge" and an $18 Million Per Year Grant Back of the
City Fee is Not Legally or Practically Acceptable and Unacceptably Risky.

As noted, OCA witness Lelash took no substantial issue with PGW's calculation of the

level of additional revenues needed to satisfy the S&P coverage test. Instead, he made two

"adjustments” which, unfortunately, made his recommendation legally and practically

unacceptable. First, using the identical coverage calculation method as PGW witness

Bogdonavage, Mr. Lelash calculated that $35.4 million in additional revenues are necessary to

meet the very bottom of the S&P coverage test — 1.2x,1%° leaving no room for error whatsoever.

Second, Mr. Lelash insisted that this acknowledged revenue requirement be met, not by a rate

increase, but by a combination of $18 million per year "capital surcharge” "' for three years and a

corresponding grant back of the City fee over the same period.' Neither of these adjustments is

appropriate.

150

151

152

OCA St. 1 (Lelash) at 26.

PGW assumes that OCA's recommendation of such a surcharge is simply a device to
avoid the granting of "extraordinary rates." Like extraordinary rates, the OCA surcharge
would be implemented immediately (OCA St. 1 at 40) and, as Mr. Lelash testified, it
would not be reconcilable. Tr. 221. PGW does not object to the surcharge nature of the
OCA's recommendation, but rather to its wholly inadequate level of $18 million and
unlawfully forced grant back of $54 million in City payments. PGW would accept a $44
million/per year capital surcharge that could be reevaluated by the Commission at some
future point (but not one that automatically sunsets as apparently proposed by Mr.
Lelash).

OCA St. 1 (Lelash) at 37. He also recommended that the City should "restructure the $45
million City loan with payback over the next three fiscal years." fd. at 36. Mr. Lelash
did not provide any calculation of the added cost to the City or PGW of such a
restructuring. At any rate, City Finance Director Davis indicated that such a
restructuring, when combined with yearly City grant backs of the City fee was beyond
the City's capability at the present time. PGW ERP St. 5.1 (Davis).
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1. Meeting PGW's Extraordinary Rate Requirement by a PUC-Ordered
Mandatory Grant Back of the City Fee is Not Only Illegal, It is Infeasible
For the City and Insufficient to Satisfy S&P's Requirements.

As he and the OCA did in the prior case,153 Mr. Lelash continues, even in the face of the
present crisis, to insist that the City of Philadelphia be forced to give up the only payment it

154 Essentially, the OCA’s position is based upon a

receives in return for its ownership of PGW,
misunderstanding of the way in which municipal utilities are operated and financed,
inappropriately imposing an "investor owned” model upon an enterprise where there are no
investors, or where, at most, the investors (the citizens of Philadelphia) and the ratepayers are
one in the same. This is why the Management Agreement, which sets forth the mandated Cash
Flow Method of setting rates,'” instructs that the dollars to operate the Company should come
from rates charged to ratepayers. Indeed, the City has not made a direct contribution to the
Company's capital requirements in its 165 year history.'>® But even if the PUC wanted to
consider this complete reversal of the PGW regulatory format, it has made clear that this demand

is outside its authority to order. As the Commission itself found in PGW's last base rate

proceeding:

133 See, Pa. PUC v. Philadelphia Gas Works, R-00006042, October 4, 2001 at 30.

154 That payment is the sole compensation it receives from PGW and is in lieu of all

municipal tax payments, license fees, fees for the use of City streets and the like. Tr.
222-23. Importantly, the PUC's own Management Audit found the City to be entirely
reasonable and appropriate and barely compensation for the foregone City property taxes
that PGW would otherwise remit if it were not municipally owned. /d. Mr. Lelash's
insistence that the City fee is really a "dividend payment" is belied by the fact that the
City fee does not increase if profits increase and, when PGW earns in excess of the City
fee, the City may not directly appropriate the additional earnings. Tr. 223-25.

13 pa. PUCv. Philadelphia Gas Works, R-00006042, October 4, 2001 at 13-15

16 Tr. 178-79.
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Section 2212(f) does not grant the authority to the Commission to
order the City to waive or grant back the $18 million payment. We
believe that such condition, as advocated by several Parties, clearly
is not within the Commission's authority under the Act,.'”’

But there are equally important practical reasons why this recommendation must be
rejected.

. An $18 million rate increase is not adequate.

Mr. Lelash's recommendation essentially is an $18 million rate increase buttressed by a
"one time fix" of a three year grant back of the $18 million City fee that PGW is legally
obligated to pay and which the City is legally entitled to collect. Mr. Bogdonavage showed that
an $18 million extraordinary rate increase was completely inadequate - producing just 1.08x
S&P coverages on a fully forecasted test year basis.””® Since the Commission itself made clear
that it has no legal authority to order the City to "grantback" its legally required payment, Mr.

Lelash's recommendations must be viewed simply as an entirely deficient $18 million increase

recommendation.
. Acceptance of Mr. Lelash's Recommendation Will Cause PGW to Be Downgraded to
Junk Status.

Both Ms. Bisgaier,-P(_}W's financial advisor, and Mr. Krellenstein, a municipal bond
analyst with JP Morgan, testified that acceptance of Mr. Lelash's recommendation would not

prevent S&P from downgrading the Company. Unlike Mr. Lelash, both witnesses regularly

7 See, PaPUC v. Philadelphia Gas Works, R-00006042, October 4, 2001 at 34, The
Commission went on to state its expectation that the City would continue to assist PGW
in its cash flow requirements by voluntarily granting back, as necessary, its fee as a
backstop. As indicated, for this fiscal year, the City has agreed to do just that, to the tune
of almost $8 million. Tr. 77, 84.

158 PGW Bogdonavage Rebuttal Exhibit No. 1. To reach acceptable coverages (1.25x)

instead of the bare minimum 1.2x recommended by Mr. Lelash, the rate increase would
have to be $22 million greater, or $40 million. Tr. 85.
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discuss PGW's bond rating with S&P and other rating agencies and have an intimate knowledge
of S&P's current thinking and views. For example, Ms. Bisgaier testified as follows:

S&P has made it very clear that after years of [PGW] doing one-
time fixes to sustain its bond covenant ratios [S&P is] looking for a
permanent solution, not just interim fixes. They rate the bonds for
the long term. PGW has bonds outstanding that are going to
remain outstanding for 29 more years. They want to make sure
that a proper rate structure is in place to sustain those bonds over
the 29 vear period. So an interim fix is not acceptable to them as a
means to solving this problem.159

To the same effect was Mr. Krellenstein's testimony:

I have talked to both of the analysts that are on the [PGW] report
that was submitted earlier last week and I have spent several hours
with [one of them] down in Atlanta on Tuesday . . . [this] particular
proposal that was presented [by OCA] is not the type of solution
they are looking for in general. . . . As a general rule, when there
is a problem of this nature they are looking for a solution that will
come not from non-operating revenues or one shot deals but from
ongoing business operations. That would mean they would be
looking for something that would probably be taken by the Public
Utility Commission as a rate increase. In the normal course of
business they would collect it not something they could just count
on for a short period of time.'®

In contrast to the testimony of PGW's financial witnesses, OCA witness Lelash frankly
admitted that he had not had any conversations with S&P, much less conversations about
whether one-time fixes would satisfy the rating agency's requirements.'®'’ The Commission

cannot rely upon an OCA consultant's "guess" that a grant back from the City will be sufficient

19 Tr. 48.

180 Tr. 112-13; see also Tr. 120. Mr. Krellenstein testified that he had not discussed Mr.
Lelash's proposal with S&P specifically, but did not need to because he had been told
numerous times by S&P that, in general, they were not going to accept one-time or
temporary fixes to solve PGW's problems. Tr. 123-24.

16! Tr. 227. In addition, Mr. Lelash has no employment experience with bond rating

agencies. Id.
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to prevent the disaster of a downgrade. The required conclusion is clear: if PGW is to avoid a
downgrade then it must receive a sufficient rate increase from the Commission that is permanent
and ongoing, and does not rely on temporary infusions of capital from the City or other sources.
A grant back of the City fee, whether it 1s for one year or three, ié Just the kind of one-time fix
that S&P no longer will tolerate as a stop gap measure to fix PGW's chronic liquidity problems.

) The Citv cannot afford to provide a grant back of the City fee for three vears.

Even if it were legal (which it isn't), and even if there was any question about S&P's
willingness to accept one time grant backs as a sufficient solution for PGW's liquidity crisis —
which there is not — the record shows that the City could not provide such grant backs in any
event. City Finance Director Janice Davis testified without contradiction that the City is not in a
position to grant back the City fee for more than a one year period. As she stated:

[TThe City is capable of granting back the $18 million [City fee] on
a one time basis only. In addition, if the full $18 million is needed
this year in order to meet PGW's bond coverage requirements, the
City will have difficulty making the grant back and may have to go
to City Council for an appropriation. Given the City's financial
constraints there is simply no way for it to forego $54 million in
City payments from PGW ($18 million for three years) . . . The
one-time grant back of the $18 million would result in a $14
million deficit at the end of the City's current five year plan for
2003-2007. That level of deficit can be accommodated if
absolutely necessary by making adjustments to the plan. However,
the City simply cannot make up a $54 million hole . . . by tinkering
with expenditures and programs here and there.

Additionally, the OCA's proposal would create a significant
variation in the City's Five Year Financial Plan FY 2003—FY
2007 which is submitted to and approved by the state pursuant to
the Pennsylvania Intergovernmental Cooperation Act ("PICA").
The City's PICA Plan expressly states that it is relying on the
continued transfer by PGW of the $18 million payment as well as
the repayment of the $45 million loan in FY 2003. ... The OCA's
suggestion would result in a $54 million hole in the PICA Plan,
Without these revenues, the City will be forced to consider major
cuts in City services, lay-offs or a hiring freeze, increases in taxes
and fees or a combination of those steps. All of these steps would
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have to be presented and approved by PICA; the City can't simply
decide to forgo or defer these revenues, even if such a plan was
approved by City Council.'%?

Ms. Davis went on to explain the additional financial burdens that are facing the City
which did not exist during prior periods, such as additional pressure to support the School
District and a substantial deficit over five years as opposed to the surplus that existed just a year
ago.'®® Forcing the City to grant back the City fee in these circumstances, therefore, would
inevitably result in the City having to choose what other programs to cut or lay-offs to make.'®
It is hard to understand how it is rational policy to force taxpayers of Philadelphia to bear the
heavy burden of maintaining PGW's financial health by being forced to forego other needed
programs or policies. Nor does it make sense to have state agencies dictating how the City will
allocate scarce municipal resources. The bottom line 1s that even if it was legally permissible or
acceptable to S&P, the City of Philadelphia is simply not in a position to grant back $45 million

of payments, as recommended by Mr. Lelash, and it would be bad policy to do so.

. The OCA Proposal Creates Additional Risks For PGW.

Finally, OCA's demand that the PUC deem the Company to be meeting the S&P
coverage requirements by assuming that the City will grant back its full, $18 million fee for three
years creates significant and unreasonable risks for the Company. As PGW witness
Bogdanovage pointed out, the potential for a City fee grant back in any one year is the only real

"backstop" it has to prevent its technical default on its bonds by violating it debt service coverage

162 PGW ERP St. 5.1 (Davis) at 2-3.
16 PGW ERP St. 5 ( Davis) at 3.

14 14 at4.
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covenants when, like this year, it has been ravaged by the effects of weather.'®® This year, PGW
estimates that its weather-related losses will exceed $32 million, or almost the entire amount of
the base rate increase granted by the PUC in 2001.'%® Without the ability of the City to provide
limited support by granting back the City fee, the Company would have no way to meet its bond
obligations and it would be plunged into another financial crisis. However, under Mr. Lelash's

recommendation, PGW would not have the City fee available to respond to extreme

contingencies because it would already be accounted for simply to meet the liquidity standards
that S&P expects an investment grade company will maintain on a normal, ongoing and
permanent basis.'®” On the other hand, forcing PGW to have to rely so directly on the City's
financial status creates new risk for the Company. PGW's ability to continue to provide existing
levels of service should not be so directly linked to the financial health of the City. For all these
reasons, OCA's demand that the City be forced to grant back for three-years its $18 million/year
fee should be rejected.

2. The OCA Recommendation 1s Unacceptable Because it Produces

Coverages Which Fall At The Very Bottom Of The Acceptable S&P
Range.

Part of the difference between PGW's requested $44 million increase and the
recommendations of both the OCA and OTS can be attributed to the fact that both have used as a
"target" a lower level of coverage than 1s produced by PGW's pro forma calculation. As shown
on Exhibit JRB-2 (corrected), PGW calculated that a $44 million rate increase would produce

coverages of 1.28 times, using the Company's fully forecasted test year as representative of FY

185 Tr. 85-86.
166 T, 79,

T Ty 86, 102, 218.
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2003 conditions. The only "adjustment" made by OCA witness Lelash to Mr. Bogdonavage's
calculation was to reduce the revenue requirement so that the coverage produced was just 1.2x
rather than the 1.28 times computed as necessary by PGW.'% Considering the unanimous
agreement that a bond downgrade for PGW would be disastrous for the Company and its rate
payers, the recommendations of OCA and OTS to set PGW's revenue requirement at just the
bare minimum level to satisfy the S&P coverage test — a coverage test that was not challenged by
any of the parties on the record — appears inadvisable at best. Such a calculation would eliminate
any margin for error and create the risk that, if PGW experienced substantially increased costs or
reduced revenues, S&P might find the extraordinary rate increase to be deficient.'®® This is an
especially concerning problem since PGW's expert analysts have testified that S&P, and the
other rating agencies, are presently providing very little leeway to companies' in the kind of
financial crisis in which PGW finds itself. As Mr. Krellenstein testified:

The past year has been particularly bad for rating agencies and

investors also. The rating agencies in just the past week have been

taken to task by Congress for their lax review of entities such as

Enron and Global Crossing. In the last year, they have seen a

tremendous number of credits being adversely impacted by the

downturn in the economy. They clearly have gone to a much more

conservative bent in the last several months as has the investment

" community also. . . . While no rating is absolute in terms of what

will occur I would tend to say that they would give less credence to

any patchwork efforts put on by the Philadelphia Gas Works and

that they really want a solution, one that they can understand is

encompassing and long-term 1n nature, and they will be less
tolerant of something that they might have accepted just a year or

168 OCA St. 1 (Lelash) at 25. The OTS witness, while first recommending a coverage target

of 1.25 times, then revised his target when he discovered that an adjustment he had made
erroneously resulted in his recommended rate increase producing coverages of just 1.22
times. Tr. 198, 208-09.

169 See PGW Exh. BCB-1 (S&P states that insufficient extraordinary rates could still result
n lowered ratings).
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two ago in a better economic environment where there was not
such keen scrutiny of their actions.'™

It would be extremely risky to set the rate increase in this case so that it produced
coverage levels that just barely met the S&P coverage test. Unfortunately, that is exactly what
the OCA has recommended (and what OTS's revised recommendation amounts to). In addition,
Mr. Lelash's barebones recommendation ignores the fact that PGW's 2003 coverages are put
below 1 temporarily when the City loan repayment is factored in, use of funds not even
accounted for on Mr. Bogdonovage's schedule. While PGW believes that S&P will accept such
a degradation for a short time, a rate increase that sets the coverages at just 1.2x would plunge
the results well below 1 after the City loan repayment, creating dangerous risk that PGW will be
downgraded even with some extraordinary rate increase award. It simply doesn't make sense to
cut the margin of error so thinly when the effect on customers is minimal, but the costs- ofa
resulting miscalculation are so enormous. Mr. Lelash's adjustment to reduce PGW's rate increase
to just 1.2x should be rejected.

C. The OTS Recommendation, When Properly Adjusted, Completely Supports
PGW's $44 Million Request.

The QTS's recommendation of a $25 million rate increase contained three adjustments to
the PGW position, all of which have been shown to be inappropriate. First, OTS witness
Deardorff adjusted the Company's revenue requirement calculation (shown on Exhibit JRB-2
(corrected)) to meet a 1.25x coverage level, instead of 1.28x.'"" Second, Mr. Deardorff claimed
that Mr. Bogdonavage had inappropriately failed to "add back" capital leases in the amount of

$5.9 million in his coverage calculation. He therefore removed $5.9 million from the revenue

170 Tr. 114.

' OTS St. 2 (Deardorff) at 5-6.
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172 Third, he claimed that Mr. Bogdonavage

requirerment needed to meet a 1.25x coverage test.
had overstated the amount that should be included to take account of the Company's commercial
paper paydown obligations. Referencing Mr. Bogdonavage's cash working capital analysis
presented in the permanent base rate proceeding, Mr. Deardorff recommended that the coverage
calculation should use the level of the commercial paper paydown reflected at the end of the
fully forecasted test year, assuming a $60 million base rate increase.!”” That amount is $11

"7 All of these adjustments were

million, rather than the $20 mitlion used by Mr, Bogdonavage.
shown to be erroneous.

First, as Mr. Bogdonavage testified in rebuttal, his revised calculation of the revenue
requirement needed to meet a 1.28 coverage — $44 million — did in fact add back capital leases
just as the S&P calculation requires.” Tt appeared that Mr. Deardorff had been unaware of this
revision when he made his recommendation. Unfortunately, after Mr. Bogdonavage explained
that the PGW calculation had in fact properly added back capital leases, Mr. Deardorff simply
revised his "target" coverage levels rather than acknowledging that his $25 million calculation
had understated PGW's revenue requirement by at least $5.9 million.'”® Reversing his filed
testimony, he simply declared that it would be acceptable to set PGW's revenue requirement to

meet a 1.22x coverage leve! instead of the midpoint of the S&P range, as he had originally

testified. This 18 obviously inappropriate. Indeed, as discussed above, in the context of Mr.

72 Id at7.
173 J a’
174

See, Volume 11 Permanent Base Rate case supporting schedules, Exh. A-2.

175 Tr. 90-91. This is consistent with the S&P calculation. See PGW Exh. BCB-3.

76 Tr, 198,
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Lelash's recommendation, even Mr. Deardorff's original recommendation that PGW's revenue
requirement be set to meet just a 1.25x coverage was unacceptably risky. It was certainly not
reasonable, when faced with the fact that he had made an almost $6 million adjustment based
upon an out-of-date schedule, to simply "lower the bar" and recommend that PGW's
extraordinary rate award be set with no margin of error.

Similarly, Mr. Deardorff made another adjustment error when he substituted an $11
million paydown of PGW's tax exempt commercial paper in place of the $20 million paydown

"7 As Mr. Bogdonavage explained in rebuttal, Mr.

shown on Mr. Bogdonavage's exhibit.
Deardorff's substitution of the $11 million payment shown in PGW's permanent base rate case is
wrong for at least three reasons. First, he failed to understand that, in the base rate case, Mr.

Bogdonavage was projecting that the FY 2003 commercial paper pay down would be $11

million only if PGW's full $60 million rate increase request was in effect for a full year (the

higher level of rates will allow PGW to use less commercial paper during the year and thus have

'8 In this context; the $11 million "pro forma"

less outstanding at the end of the year.)
projection is completely irrelevant for the present S&P calculations and the determination of
extraordinary rate relief.

Second, that $11 million pro forma payment is "in addition to" not as a substitute for the
$20 million mandatory commercial paper paydown that must occur by the end of FY 2002.'™

When confronted with this error, Mr. Deardorff insisted that since S&P was "forward looking," it

would be more appropriate to use the FY 2003 non-mandatory commercial paper paydown rather

7 JRB-2 (corrected); PGW Bogdonavage Rebuttal Exh. 1.
¢ T 92,97

79 .93,
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' Butif one

than the manﬁatory paydown that was reflected in Mr. Bogdonavage's schedule.
were to determine the coverage level necessary to reflect the FY 2003 commercial paper
paydown using the FY 2002 fully forecasted test year, it would be necessary to add the
mandatory paydown from $100 million to $80 million plus an additional discretionary paydown
of $11 million (assuming one concluded that the $11 million pro forma adjustment was more
appropriate to use). The total that would have to be used in such a calculation would be $31
million not $20 million.'®' Reflecting the FY 2003 pro forma pay down of comimnercial paper at

the full $31 million level would further reduce coverages and would require additional revenue

above the amount even the company requested to produce coverages in the appropriate range.

Finally, and most importantly, the evidence in the record demonstrates irrefutably that
S&P calculated PGW's coverages assuming a $20 million commercial paper pay down in gach of
FY 2002 and FY 2003 (the mandatory pay down from $100 million to $80 million in FY 2002 as
well as the additional $20 million pay down expected by S&P in FY 2003). '#2 As virtually all
the witnesses acknowledged, it is crucially important that PGW's extraordinary revenue

requirement be calculated in accordance with the formula and inputs actually utilized by S&P.

In this case, the S&P worksheet provides hard evidence as to the inputs that must be utilized to
calculate the coverages, and shows $20 million commercial paper pay downs in both FY 2002

and FY 2003.'®* Accordingly, a $20 million commercial paper paydown must be utilized here as

180 Tr. 199, 202
181 Tr. 93.

2 Shown on PGW Exh. BCB-3 in the portion of the table entitled "Debt Service Coverage
Analysis," and reflected on the fourth line from the bottom as "Others-Commercial Paper
Notes."

183 The first paydown (from $100 to $80 million) is mandatory and occurs at the end of FY

2002 — it has not happened yet. PGW ERP St. 4 (Bisgaier) at 6; Tr. 59-60. S&P's
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well. The reversal of this error, combined with the correction of Mr. Deardorff's $5.9 million
lease add back adjustment, results in an OTS revenue requirement recommendation of $40
million (at 1.25x coverage). As indicated above, however, the Commission should not take the
risk that a 1.25x coverage will in fact avoid a downgrade. Accordingly, PGW's recommendation

should be accepted in full.

V. THE COMMISSION SHOULD DIRECT THAT THE $44 MILLION
EXTRAORDINARY RATE INCREASE BE ALLOCATED CONSISTENT WITH
THE PARTIES' ALLOCATION STIPULATION.

The issue of how to implement the $44 million extraordinary rate increase and allocate it
among the customer classes has been agreed to by the parties. A Stipulation and Settlement
Regarding Allocation of Extraordinary Rate Increase was entered into by PGW, OCA, OTS,
OSBA, and PICGUG. CEPA indicated that it did not oppose the Stipulation.'® The allocation
endorsed by the Stipulation is fair and reasonable, and should be adopted by the Commission.

Pursuant to the Stipulation, any extraordinary rate increase that the Commission grants
will be attributed exclusively to the volumetric charge imposed on the firm customer classes. No
customer charges will be increased. The parties proposed that any extraordinary rate increase
will be allocated only among the following customer classes and in the following percentages:
residential (ResGS/PHAGS) 83.75%, commercial 13.53%, industrial 1.83%, and PHA/PHA
0.89%.'** In terms of the $44 million extraordinary rate increase requested by PGW, the parties

agreed that the residential class would be allocated $36.85 million and the commercial,

inclusion of a $20 million paydown of its outstanding commercial paper in FY 2003 is
consistent with PGW's own plan and the recommendations of the Black and Veetch
Engineering Report that was prepared as part of the 2001 bond issuance. Tr. 59, 93.

184 The Stipulation is attached to this Memorandum as Attachment D.

183 Stipulation at 9 1. As to all classes, the extraordinary rate increase would only be applied

to firm customers.
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industrial, and PHA/PHA classes would receive the remaining $7.15 million of the total

increase.'®

The parties further reserved the right to litigate all rate structure issues as part of PGW's
base rate proceeding. Thus, to the extent that any party or the Commission is not completely
satisfied with the stipulated allocation method, an avenue exists for making modifications on a
going forward basis.'* However, for the purposes of this extraordinary rate proceeding, all
parties concur that the stipulated allocation method is in the public interest, and have requested

that the Commission approve and adopt its terms,'*®

186 Stipulation at Attachment A.

187 Stipulation at § 3.

188 CEPA abstained from requesting Commission approval, but signed the Stipulation to

indicate that 1t did not oppose its terms. Stipulation at § 5.
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VI. CONCLUSION

For all of the foregoing reasons, PGW respectfully requests that the Commission grant its

request for a permanent, $44 million extraordinary rate increase and adopt the parties' allocation

stipulation.

Respectfully submitted,

Noief WM

Daniel Ciearfield, Esq.

Alan Kohler, Esq.

Mark S. Stewart, Esq.

Wolf, Block, Schorr and Solis-Cohen LLP
212 Locust Street, Suite 300

Harrisburg, PA 17101

(717) 237-7173

Of Counsel:

Abby Pozefsky, Esq.

Greg Stunder, Esq.
Philadelphia Gas Works

800 W. Montgomery Avenue
Philadelphia, PA 19122

(215) 684-6957

Date: April 3, 2002
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Credit Profile

CREDITWATCH UPDATE To From
$160.860 mil, Philadelph.a gas wks rav bnds (1958 Gen

Ordinanca) ser A did 06/01/1998 due 07/01/1939-2014 2018

2026 AAABBB(SPUR) 988
$103.550 mil. Philadalphia gas wke rgv bads (1998 Gen

Ordinance) sar B did 06/01/1998 due 07/01/2014 2018 2028 AAAMBBB(SPUR) ©BBB
$20.010 mil. Philadelphia gas wks rav bnds (Sub1998 Gen

Ordinance) ser C dg 0B/01/1998 due 07/01/198%-2014 AAABBR-(SPUR) 8B8-
$61.95Q mil. Philadeiphia gas wks rev onds 16th ser dtd
05/07/1999 dua 07/01/2000-2009 2013-2015 AAA/BEB(SPUR} BBB
$112.245 mil. Philadalpnia gas wks -av bnds 2nd ser dtd
05/07/1999 duae 07/01/2000-2029 AAA/BBB(SPUA) BBRA&

$120.223 mil. Philadeiphia gas works rev onds (1898 Gen

Qrdinanca) third sar gt 96/01/2001 due 38/01/2¢02-2019

2021 2031 AAA/BBB(SPUR)
$355.825 mil. Phiiadelphla gas wks Bas =]

| Rationale

Standard & Poor's 'BB8' underlying rating (SPUR) and '8BB' uninsurad rating on Ordinance 1975 ana
1598 senior bonds, and its ‘B88- SPUR on the 1998 Ordinanca subordinated bonds rermain an
CraditWatch with negative implications where they were placad July 20, 2000.

Philadelphia Gas Works' (PGW) PGW's poer liquidity position hag worsenad with Decamber 2001 cash
dalances at $3.8 million (2.5 days’ cash) compared to ending cash of about $8.4 million at fiscal year-
snd August 2000. PGW is filing an emergancy rale reiief in February 2002 with the Pannsylvania Pubiic
Utilty Cammission {PUC) to address liquidity lssues. Without immediata cash flow improvament, ratings
will ba lowered. PGW's poor liquidity Is due, in part, 1o the PUG final rate order of a $33.6 million rate
inoraaes In Dacembar 2001, abaut $31.0 million laas than roquasted. This rata shortfall, combined with
ha warmaer-than-budgeted waather this winter and higher receivables, contributes ta poor liquidity,
which is not appropriate for the currant rating tevel, *If the PUC approves an emargency rale reques!,
Standard & Poor's will review the adequacy of the increase and determine It ratings will De affirmed or
lowered,” said Slandard & Poor's credit analyst Aneesh Prabhu.

PGW, the largast municipally owned gas utllity in tha U.S.. purchases, sells, and distrlbutes gas to more
than a halt-milllcn customers within the city of Philadelphia. At f.scal yaar-end August 2001, PGW had
about $900 million of debt outstanding.

Tha ralings rellect ths loflowing rigks:

¢ The poor liquidily position required PGW to temporarily borrow from its ¢apial fund account in
January 2002 for servicing debt abligations, and requiras PGW to rely on financ:al transactions
'hat creala nonrecurring revemues in this fiscal yaar. Without additional project revenuas ar rata

refist, PGW may e unabie 1o reimburse its capital 'und, PGW wil also seek a deferral an tne
$45 million working caphal city loan, due in January 2603
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4 %4 Ry ewenman

s Waak fusd-charge coverage !hat, inciuding (ease payments and the annual payment to the clty
of Philadelphia, has ranged between 1.0 timas (x}-1.1x during the past faur yaears.

e Limited abllity of the city of Philadeiphiz to gravide assistance due o the city's tight financial
situation

« PGWyproblems with high account receivables, which were exacerbated in 2001 due to
ascalating fuel pricas recoveradle hrough the gas cost recovery (GCR) machaniam. Receivables
have besn historically high due to a high proportion of low-incoma residents in tha dernag/aph ca
of PGW's service territory,

o A warm winter, which iikaiy will cause PGW tg miss budgsted lorecasts In flscal 2002,

« Inabiiity ta convert trom intgnm management 1o parmanent management by December 2007, as
direc’ad by PUC's intarim rate order In Navember 2000. The search for parmanen! management
Is at an advancad stage and is axpected to conciude by April 2002

Nanstheless, 1 following strangths offset the risks:

s A favorahie closing to iha 'abor contract negotiations in June 2001; the contract reezes labor
costs for the next two years, reducas benefils, and reasserts management prarogatives
ragarding work rules.

¢ Qperatonal Impravamanta ihat Included corracting the faulty billing system, Imoroving call center
parformance, and auditing procedure improvaments.

» Saund legal provisions that requlre 1.5x caverage on an accrual basis on the sanior bonds.

« The PUC's timely approvals of required gas cost rats increasas since reguiatory oversight
changad in July 2000. : :

« PGW has successtuily soiicited federal and stats tunds in the torm of LIHEAP and Cnsis g/ants,
which have aided the cormpany's cash How and eamings pesition.

Capyright © 1954-2002 Sundard & Poars, 2 division of “he McGraw-Hi) Camoaries, Al Aighis

Reserved. Prvacy Poiley A Divinim of TheMeGrasni KRLa poma ™
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PGW ERP St. 4 BCB Exh. 3

correctea Z/z7/0Z

PGWORKS Revenue & Debt Service Analysis
Fiscal Year Ending: G&/3t 1998-99 19499-0¢ 2000-01 2001.02 2001.02 2001.02 200203
Qperating Revenue (000)
Base Rate Scenarios $ 13,6 Milion § 65 Million ™ 565 Million ™ § 65 Million
Hon-peatingiGas transportation/Unbilled gas ac). 172,751 531,14] 3107.035 S103.IR 310363 31303 5150 355
Healing $390.242 5434 544 5620 867 $536.079 3336079 3536.078 3325008
Proposed Base Rate 30 §32.224 $14,724 $62,224 $82.417
HMargina Revenye Loss Customer Utlization B (32500}
Unbiled Agpsiment (5249} $7.1%9 (58.967) (31.400) (3700) 13700) 3330
Agphance and other.ravenyes $13.683 $11.878 $12.075 $12.260 §12.260 12290 322,571
Jiher orerating ravenues $10.558 310,811 318048 £15.785 $17.540 317840 $er I
Total Qperating Revenves $486.883 $355,875 $750,058 $699,051 §701,006 §730,508 §725.122
Inlerest & gther mcome $8.263 $9.417 $12,343 34,934 55.394 55,894 13,180
Swao and option agreement %0 $8.645 30 50 30
AFLDC {Interest) 30 $0 30 5785 3765 3765 3523
Total Non-Ogeraling Revenues $8.263 $13.062 $12,343 $5,699 $6,659 $6,659 59,003
Total Revenues $495,148 §573.937 $76240 $704,750 $709 565 $737.16% $734,125
Gperating Expenses
Matural Gas $219.990 $266,J54 $431,227 $373.028 3371.026 3373.028 $355.40
Gas Pracessing $13.881 £14,033 $13.400 31116 $12,161 513161 313543
Field Services $35,090 $33,704 $3].202 332730 $32.720 332100 323143
Gisginbution §19.527 14,246 $14837 §14,440 $14.440 114.440 314434
Cuslomer affairs §27,044 §28.00 $27.478 28722 §28.122 328,722 127936
Bad Debt expense $39.000 354 642 $67.633 $60,823 361,608 361.501 358 802
Marketing $5,253 53.041 $3,486 $6.596 36,396 36.595 35515
Adminisirative & General £27.545 $56,236 §25.257 $32.043 £32.043 332043 328972
Heallh Insurance $21.432 $27.404 $30.490 $29,19¢ 329,190 $31.559
Pensions £7a7 $1.096 $2.301 $2.313 $2.31) $2.313 $2.266
Taxes $6,091 $6.512 16.299 56,430 $6,430 45,430 $6.374
Personal reduclions/ratirements {$7.100) {$10.500) ($10.500)  {310.000)
Tolal Operaling Expenses 412,740 $477,885 $652,564 $593,674 $589,752 $589.752 $569,349
Net Depraciation $29.075 $30,805 $31.840 $33.28% $33.285 $33,285 £34,911
Payment in Lieu of Taxes 30 50 $0 30 %0 30 S0
Gther - Amortization of Demand Side Management I 50 50 0 50 i¢ 30
Net Available To Service Debi (Exc. Depr.) $82,408 $36.042 £109,837 $111.076 $119.913 £147.413 3154.176
Add Capital ioases $7.882 $7,988 $7.977 $5,954 $5.954 35,954 $3.997
Net Avaitable To Service aggregate debt $90,290 £104.030 $117,814 $117,030 $125,867 $153.367 $168,173
PGW Pravided Numbery $68,167 §101.872 _ 115,654 $152,184 3152,185 316791
[Debt Service Coverage Anaiysis 199893 | 1999-00 | 200001 |  2001.02 | 2001.02 ] 200102 | 200283 |
Net Available To Service 1875 Bonds $90.290 $104,030 $117.814 $417,030 $125,867 $153.367 $168.173
[1975 Crdinance bonds debt service §57.741 $59,345 $51.611 £55,528 $55.528 $55.528 $47.292
Oebt Sarvice 1975 Sonds 1.56 1.75 228 211 2.27 2.76 158
[1998 Ordinance bonds debt service $14230 $21.659 §29.449 $30,926 §30.926 $30.926 $36.539
DS 1975 Senior Bonds/and 1998 Ordinance Senlor Bonds 1.25 1.28 1.45 1.35 1.46 1.77 201
[Capal Lease Cosls $7.882 7,988 $7.977 $5,954 $5,954 $6.954 33997
Debt Service 1975 bonds/Capital Leases/1938 senior 1.13 1.17 1.32 1.27 1.36 166 151
[4398 Ordinance Subordinated Debt $1,988 §1,907 $1,990 $1,986 $1.986 £1.986 §1.988
Dbt Service {[revenue bonds plus capits leases) 1.10 144 1.29 1.24 1.3 1.62 1.87
Total Debi Servica (Interest & Capilal repaysments) $81,841 $90,379 $91.027 $94.394 §94.394 504,794 $89.816
Othars-Commercial Paper Noles $2.822 $3,927 $4.537 520,000 520,000 520,000 §20.000
Fixed Charge Cov. - Aggregate Debl Service 07 1.10 1.29 1.02 a0 (34 153
City Annual Payrnent $13.000 $10.008 $16.000 $18.000 $18.000
Fixed chargs Cov., Inctuding city psyment of $18 milllon 1.04 0.68 0.95 1.16 1.12
Fixed Charge Cov. Weather adjusted in 2001-2002 (@ $10 millon impact) 081 088 108
Fixed Charge Coverage, including financial ransaction @ $20 million 0.96 1,03 .23
Fixed charga coverage, including financial vransaction and city annual payment grant back (all §18 m) 1 1.19 1.43
0.97

Fized Charge Coveraga wilh City $45 mill repaymenl (2002-2003)

Column F volumetric relief ; Column G compressed relief

Aggregate Fixed Chargs Coverage for 2003 includes $18 million city payment & Lhe $45 million loan repayment . However, $20 millian CP paydown. shown under debt service, is npt mandatory
20012002 emergenecy rala increase assumes an additional $30 million permanent rate over tha amounl aiready granted . However, he cash impact is only $2.5 million in fiscal 2002 ¢n a
volumetric basis, If the additional $30 milion is available on a cash basis in 2002, fixed charge caverage assuming the financial Iransaction is 1.23 and with the ity loan granlback is 1.43 The
entire $30 million emergency addditional relief is available on a permaneni basis in 2003 {first hull year with 65 million rate increase} 2002-2003 assumes normal degree days {4.555 degree-

days}). Past 3 winlers have averaged lower.



PHILADELPHIA GAS WORKS

FISCAL YEAR 2001-02

PROJECTED INCOME STATEMENT

Revised 3-06-02

QOperating Revenues
Gas Revenues
Margin Loss Gas Sates
Froposed Base Rate Incr
Other Revenues

Total Operaling Revenues

Operating Expenses
Natural Gas Cosls
Raw Material Exp

Total Nal, Gas & Raw Mat

Contribution Margins

Supply & Field Expenses
Customer Services
Bad Debt Expense
Marketing
Admnistralive & General
Heaith insurance
Capilalized Benelits & ASG
Amortization
Pensions
Taxes
Addad Casts PUC & Other
Labaor/Cost Savings

Total Cper, & Maint
Cepreciation

Totat Cper, & Maint, Exp
Total Operating Expenses

Cperating [ncome
Cther Income
. Income Before Interest
Interest
Long-Term Debt
Other
AFUDC
Loss on Extinguished Debt
Total Interest
Net Income
City Payment
Net Loss From Operations

Currend Test Year
Estimate Budaet
2001-02 2001-02
3372188 $638,733
{25.000) -
. 44,000
27 450 28,147
S674,638 $710.850
$373.016 $334.566
10 10
$373.026 $334.578
8301612 $376,271
$58.331 $59,331
28,722 30.222
54553 52.544
4.000 5,595
392,086 39,085
31,480 30.490
(12,430} (13.430)
3,965 3965
3,081 3,091
6054 6,054
[\] 13,000
{7,500} {7.100)
8210.782 £219,848%
531,585 %£31.587
$242,347 $251.435
S615,373 3586072
559.265 $121.828
18635 5,743
564,208 5130.581
$50.966 $50.968
6,148 6.498
{F75) (775}
3978 3.976
5G0.315 580,665
33.813 569,916
18.000 18,000
151,087 351218

PHN ADELPHIA GAS WORKS

FISCAL YEAR 2001.02

PROJECTED DEBT SERVICE COVERAGE

Debt Service Calculation

Funds Provided
Cnoerating Revenues
QOther Incoma  +/-
Reskicted Funds
AFUDC

Total Funds Provided

Funds Applied

Fuel Costs

Ciher Qperating Exp
Less' Noa-Cash Exp,
Total Funds Applied

Funds Available To
Cover Debl Sarvice

1975 Debt Service
Caoverage Ratio

Funds Available To Cover
Capital Leases
Funds Available Yo Cover

1998 Sr.Debt Service
Coverage Ratio

Funds Available Yo Caover
1998 Subordinate Debt Ser.
Coverage Ratio

Current Test Year
Estiraate Budget
2001-02 200102

3674.638 £710.850
4,963 5,743

77 775
%680,376 £717.368
%373,026 $324,576
242.3a7 251.436
{36.163) 136, 1651
$579.208 3549 847
S101,168 SI6T.S
%$55,528 $55.528
1.82 .oz
545,640 111,883
5,954 5.954
539,686 104038
30,926 10.926
1.28 343
$8.780 $75.153
1,986 1.986
4.41 37.82

Revised Standard & Poor's Fixed Charge Coverage Ratio

Nel Availahle To Service
Aggregrate Debt Service

Aggragrate Dabt Service

Fixed Rate Coverage Ratio on
Aggregrate Deht Service

Fixed Rate Coverage Ratio
Including $18.0 M City Fee

Fixed Rate Coverage Ralio
Including $13.0 M City Fee
& 520.0 M TXCP Payment

$102.542

504,354

$168 897

564,304

a

Corrected 3/15/02
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PHILADELPHIA GAS WORKS
FISCAL YEAR 2001-02
PROJECTED INCOME STATEMENT
Rovisad 3-25-02 - $3.0M $18.0 M
Revised 3-25-02 Cument Tost Year Test Year
Estimato Estimate Budget Budgst
200102 200102 2001-02 2001-02
Operating Revenuss
Gas Revenues $672,188 $672,188 $638.733 $638,733
Margin Loss Gas Sates {48,800) {25,000) - -
Proposad Base Rale Incr. 8,000 - 44,000 18,000
Other Revenues 27,550 27,450 268,117 27,817
Tolal Oparating Revenues  $658,928 $674,628 $710,850 $584 550
arating Expanse
Natural Gas Costs §373,016 $373.016 $334,566 $334 566
Raw Matarial Exp. 10 10 10 10
Tolat Nat. Gas & Raw Mal  $373,026 $373,026 $334,576 $334,576
Contribution Margins $285912 $301.612 $376.274 $345 574
Supply & Field Expbnses $58,331 $58,301 $59.331 $56,331
Cuslomer Servicas 29,722 28722 30,222 30,222
Bad Debt Expense §6,853 §4,552 62,544 51,794
Markating 4,000 4,000 5,596 5,596
Administrative & General 39,086 39,085 39,086 39,086
Heallh insurance 31,490 31,490 30,490 30,490
Capitalized Beneiils & ARG (12,430} {12,430) {13.430) {13.430)
Amoriizalion 3,965 3,965 3,965 3,965
Pansions 6,000 3.0¢M 3.091 3,091
Taxas 6,054 6,054 6054 6,054
Added Costs PUC & Other 0 1] 10,000 10,000
Labot/Cost Savings {7.100) {7,100} {7,100} {7,100)
Total Oper. & Maini. 5215671 $210.762 $219.849 $219,099
Dapreciation $31 585 $31,585 $31 587 $31,587
Total Oper. & Maint. Exp. $247,256 $242,347 $251,436 $250,686
Tatal Operating Expansos $620,282 $615,373 $586,012 $585 262
QOpenating incoms $3B 856 $59,265 $124838 $99 288
Other Income 32,463 4,963 5,743 5,543
incoine Befors Interest $71,119 $64,228 $1230,581 $104 834
{nterest
Long-Term Debl $50,966 §50,966 $50,965 $50,966
Other 6,148 6,148 6,498 6,498
AFLIDC {775) {775) (775} (775)
Loss on Extinguished Debl 3,976 3,976 3,976 3,976
Total Interest $60.315 $60,315 $50,665 $60,665
Netincome $10,804 $3513 $69.916 $44,166
City Paymenlt 18,000 18,000 18,000 18,000
Net Loass From Operations ($7.196) ($14,087) $51.916 $26,166

PGW BOGDONAVAGE REBUTTAL EXHIBIT 1

PHILADELFPHIA GAS WORKS
FISCAL YEAR 2001-02

PROJECTED DEBT SERVICE COVERAGE

$440M $16.0M
Revised 3.25.02 Current Jest Year esl Yaar
DPabt Seryice Calculation Estimate Eslimate Budget Budgsl
200102 2001-02 200102 2001-02
Funds Provided
Operaling Revenues $658 938 $674,638 $710,850 3684 550
Other Income +i-
Restricted Funds 32,463 4,963 5743 5543
AFUDC 775 175 775 775
Tolal Funds Provided $692,176 $680,376 $717.368 $690 668
Funds Appllad
Fual Costs $373.026 $373.026 $334,576 $334,576
Other Operaling Exp. 247 256 24} a7 251,436 250,685
Lass” Non-Cash Exp. {36,165) {36,165} {36,165) {36.165)
Total Funds Appled $584,117 $579,208 $549.847 $549.097
Funds Available To
Cover Debt Service $108,059 $101,168 $167 521 $141.77
1975 Debt Service $55,528 $55,528 $55,528 455,520
Coverage Ratio 1.95 1.82 .02 2.55
Fundsa Availabls To Covar $52 531 545,640 $111,993 $86,243
Capital Leasos 5,954 5,354 5,954 5,954
Funds Aveilabla To Cover $46,577 $39,686 $106,039 $80,289
1998 Sr.Cabt Sarvice 30,926 30,926 30,928 30,926
Coverage Ratlio 1.54 1.26 343 2.60
Funds Available Te Cover $15651 $8,760 $75,113 349,383
1998 Subordinate Dabt Ser. 1,986 1,986 1,986 1,986
Coverage Ratio 7.88 441 ar.ez 24.86
evised Standard £ Poor's Fixed Charge Covarage Ratie
Net Avallabla To Service
Aggregrate Dabt Service $109,433 $102,542 $168,887 $143,147
Aggragrale Debt Service $94,394 394,354 $94,394 $94,394
Fixed Rals Coverage Ratio on
Aggregrate Debt Sarvice 1.16 109 1.719 1.52
Fixed Rate Coverage Ratio
Including $18.0 M City Foa 097 os 1.50 1.27
Fized Rate Coverage Ratlo
Including $18.0 M City Fer
& $20.0 M TXCP Payment - 0.83 077 1.28 1.08



BEFORE THE
PENNSYLVANIA PUBLIC UTILITY COMMISSION

PENNSYLVANIA PUBLIC UTILITY
COMMISSION

V. © Docket No. R-00017034-0002

PHILADELPHIA GAS WORKS

STIPULATION AND SETTLEMENT
[REGARDING ALLOCATION OF EXTRAORDINARY RATE INCREASE]

This Stipulation and Settlement is entered into by and between Philadelphia Gas Works
(“PGW?™), the Office of Trial Staff (“OTS"), the Office of Conswmer Advocate (“OCA”), the
Office of Small Business Advocate (“OSBA”™), and the Philadelphia Industrial and Commercial
Gas Users Group (“PICGUG”) (collectively “the Parties”). The Consumer Education and
Protective Association et al. (“CEPA™) does not join in the Stipulation and Settlement, but
indicates by its signature below that it does not oppose the Stipulation.

WHEREAS, on February 25, 2002, PGW filed a Petition for Extraordinary Rate Relief,
pursuant to Section 1308(e) of the Public Utility Code, and also filed for a general base rate
increase. The Petition secks $44 million in extraordinary rates; and

WHEREAS, the Parties have held discussions conceming the allocation to each customer
class of any extraordinary rates that the Commission may grant to PGW; and

WHEREAS, in order to amicably resolve the issue of how to allocate an extraordinary
rate increase, if one is granted, without the need for litigation, the Parties have accepted and
agreed to the terms set forth in this Stipulation s.olely in the context of PGW’s extraordmary rate

\ncrease request.

DSH:31516.]



NOW THEREFORE, the Parties, intending to be legally bound, hereby stipulate as
follows:

L. The Parties agree that any extraordinary rate increase that may be granted by the
Commission should be attributed only to the volumetric charge and allocated among the
customer classes as follows: residential (ResGS/PHAGS) 83.75%, commercial (firm customers)
13.53%, industrial (firm customers) 1.83%, and PHA/PHA 0.89%. An example of such an
allocation at the full requested increase is shown on a schedule attached hereto as Attachment A.

2. The Parties agree not to enter testimony into the record regarding the allocation of
the proposed extraordinary rate relief or to litigate the issue as part of the proceedings on PGW’s
Petition for Extraordinary Rate Relief.

3. The Parties reserve the right to litigate all rate structure, rate design and allocation
1ssues as part of PGW’s base rate case. The Parties further agree that any modification to the
allocation of the rate increase that may be approved as part of the resolution of PGW’s base rate
case should be implemented on a going forward basis and should not result in a refund
requirement on PGW or any customer class.

4. The Parties agree and it is expressly understood that this Stipulation constitutes a
negotiated resolution solely of issues addressed herein and solely for the purposes of PGW'’s
request for extraordinary rates, that this Stipulation shall not constitute or be cited as controlling
precedent in any other proceeding (including the proceeding on PGW'’s request for a general
base rate increase), and that it shall not be characterized as the position of any of the Parties nor
constitute an admission of any fact or legal principle set forth herein in any such proceeding.

5. The Parties agree to the entry of this Stipulation into the record for the

proceedings on PGW’s Petition for Extraordinary Rate Relief and, as evidenced by their

DSH:31516.1 -2 -



signatures hereto, request that the Commission approve and adopt its terms. CEPA indicates by

1ts signature below that it does not oppose the Stipulation.

Dated: March 26, 2002

DSH:31516.1

Respectfully submitted,

M A

Daniel Cleatfield, Esq.

Mark S. Stewart, Esq.
For: Philadelphia Gas Works

L

%
Jbhnnie Sinfms, Esq.
Office of Trial Staff

e Wl
TanygMcCloskey, Esq.( )
Steve Keene, Esq.

Office of Consumer Advocate

Stephren Gray, Esq.

3 " Office of Small Business Advocate
T€Veps

Philip Bertocci, Esq.

For: Consumer Education and Protective
Association, et al.

Chanis Burak, Esq.

For: Philadelphia Industrial and
Commercial Gas Users Group




ResGS/PHAGS '
CommercialGS "
Industrial/Gs 1"

PHAPHA "
MUN/MS **

Total

Rate

ResGS/PHAGS !
CommercialGs "
IndustriakGs "'
PHA/PHA !
MUNIMS '

Total Applicable Sales

Attachment A

$44 MILLION RATE INCREASE
(Residential Increase $36.85 Million)

™ Firm Customer Class. No Interruptible ustomers are included.

Forcasted Current Current
Average Monthly Bitings Customer Customer Charge
91101 thru 8/31/02 Charqge Revenue
479,286 § 12 % 69,017,232
25434 § 18 § 5,493,636
1084 3 50 § 650,250
943 § 18 § 203,580
876 § 18 § 189,216
507,622 $ 75,553,914
VOLUMETRIC RATE INCREASE
Forcasted Current Proposed Current Proposed Total Total Percentage
Applicable Sales Volumetric Volumetric Volumetric Yolumetric Revenue Current Proposed Increase
9/1/01 theu 8/31/02 Charge Charge Revenue Revenue Increase Revenue Revenuye in Revenue
{mef)
42,984,183 § 6.7770 § 76343 § 291303805 $ 326,154,145 § 36,850,340 S 360,321,037 3 397,171,377 10,23%
10,785,098 % 7.1200 § 76719 § 76,780,898 % 82,742,163 § 50852,296 § 82283534 $ 88,235829 7.23%
1,468,077 § 74200 % 76671 § 10,452,708 $ 11,265.883 § 803,185 § 11,102,958 $ 11.806.143 7.23%
735256 % 71260 76615 § 52390434 § 5633164 § 393,730 § 5443014 § 5836.744 7.23%
1,204,519 % 6.4130 § 6.4130 §% 8,301,750 § 8301,750 $ - % 8.490,966 $ 8.490.966 0.00%
57.267.133 § 302087586 $ 436,087,146 § 43,899,550 § 467,841,510 $ 511.641.060
& ® & ® (- (- - -
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IN REPLY PLEASE
REFER TO QUR FILE

April 3, 2002

James J. McNulty, Secretary

Pennsylvania Public Utility Commission @ [ﬁ}

P. O. Box 3265

Harrisburg, PA 17105-3265 U @U m m &

Re: Pennsylvania Public Utility Commission
v

Philadelpﬁia Gas Works

Docket No. R-00017034F0002 DO CU MENT
FOLDER

Enclosed for filing please find an original and nine (9) copies of the
Memorandum of the Office of Trial Staff (OTS) in the above-captioned proceeding.

Dear Secretary McNulty:

Copies are being served on all active parties of record.

Sincgrely,

ohnnie E/Simms
Senior Prosecutor
Office of Trial Staff
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PENNSYLVANIA PUBLIC UTILITY COMMISSION 02 AFR -3 PHI2: g7

PAFUD
— SECRETARY'S
Pennsylvania Public Utility Commission 'S BUREAUY

V. : Docket No. R-00017034F0002

Philadelphia Gas Works

CERTIFICATE OF SERVICE

I hereby certify that [ am serving the foregoing Memorandum of the
Office of Trial Staff, dated April 3, 2002 either personally, by first class mail,

electronic mail, or by fax upon the persons listed below:

Daniel Clearfield, Esquire

Wolf, Block, Schorr and Solis-Cohen, LILP
212 Locust Street, Suite 300

Harrisburg, PA 17101

Greg Stunder, Esquire
Philadelphia Gas Works

800 West Montgomery Avenue
Philadelphia, PA 19122

Steven J. Keene, Esquire
Tanya McCloskey, Esquire
Christy M. Appleby, Esquire
Office of Consumer Advocate
5" Floor, Forum Place

555 Walnut Street
Harrisburg, PA 17101-1923



Steven C. Gray, Esquire

Office of Small Business Advocate
Commerce Building, Suite 1102
300 North Second Street
Harrisburg, PA 17101

Phillip A. Bertocci, Esquire
Edward A. McCool, Esquire
1424 Chestnut Street 4™ Floor
Philadelphia, PA 19102-2505

Charis M. Burak, Esquire
Mc¢Nees, Wallace & Nurick, LLC
P. 0. Box 1166

100 Pine Street

Harrisburg, PA 17108-1166

Bamett Satinsky, Esquire

Fox, Rothschild, O’Brien & Frankel LLP
2000 Market Street, 10" Floor
Philadelphia, PA 19103-3291

Chairman Glen R. Thomas

PA Public Utility Commission
Keystone Building Three North
P. O. Box 3265

Harrisburg, PA 17105-3265

Vice Chairman Robert K. Bloom
PA Public Utility Commission
Keystone Building Three North
P. O. Box 3265

Harrisburg, PA 17105-3265

Commissioner Aaron Wilson, Jr.
PA Public Utility Commission
Keystone Building Three North
P. 0. Box 3265

Harrisburg, PA 17105-3265
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Commussioner Terrance J. Fitzpatrick
PA Public Utility Commission
Keystone Building Three North

P. O. Box 3265

Harrisburg, PA 17105-3265

Commissioner Kim Pizzingrilli
PA Public Utility Commission
Keystone Building Three North
P. O. Box 3265

Harrisburg, PA 17105-3265

Cheryl W. Davis, Director
Office of Special Assistants
PA Public Utility Commission
Keystone Building Three East
P. 0. Box 3265

Harrisburg, PA 17105-3265

Karen Moury, Deputy Chief Counsel
Law Bureau

PA Public Utility Commission
Keystone Building Three West
Harrisburg, PA 17105-3265

Mr. Robert Bennett

Energy Manager

Fixed Utility Services

PA Public Utility Commission
Keystone Building Three West
P. O. Box 3265

Harrisburg, PA 17105-3265

Mr. Lance Haver
6048 Ogontz Avenue
Philadelphia, PA 19141

Mr. Larry Speilvogel
203 Hughes Road
King of Prussia, PA 19406



Mr. Michael A. Bleiweis
243 Banks Road
Easton, CT 06612-1627

Mr. Richard Lelash

Financial & Regulatory Consultant
18 Seventy Acre Road

Redding, CT 06896

Kent D. Murphy, Esquire

Assistant General Counsel

Exelon Business Services Company
2301 Market Street, S23-1
Philadelphia, PA 19103

Hon. Cynthia W. Fordham
Administrative Law Judge

PA Public Utility Commission

1302 Philadelphia State Office Bldg.
Broad & Spring Garden Streets
Philadelphia, PA 19130
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ohnme E.-Simms
emor Prosecutor
Office of Trial Staff
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L. STATEMENT OF THE CASE

On February 25, 2002, Philadelphia Gas Works (“PGW?™) filed Supplement
No. 17 to Tariff Gas — Pa. P.U.C. No. 1 to become effective April 26, 2002."
Concomitantly, PGW filed a Petition for Extraordinary Rate Relief (“Petition™),
pursuant to Section 1308(e) and 2212(c) of the Public Utility Code, 66 Pa. C.S.
§§1308(e) and 2212(c). In its Petition, PGW has requested that $44 million of its
$60 million base rate request be approved as extraordinary rate relief in order to
avoid an immediate downgrade of 1ts bond rating from investment grade to junk
bond status.

PGW is of the opinion that Standard & Poor’s (“S&P”), one of its three
credit rating agencies, will do@ngrade its bond rating if PGW does not receive

-immediate improvement in its cash flow. PGW?’s opinion is predicated on the fact

that S&P issued a notice on or about February 12, 2002 warning that PGW'’s
ratings would be lowered without immediate improvement in its cash flow.> The
credit rating is important because it determines how expensive it will be for PGW
to raise capital.

In accordance with Section 1308(e) of the Code, the Commission is
required to grant or deny, in whole or in part, the requested extraordinary rate
relief within 30 days of the filing of the Petition requesting the same. In order to

satisfy the timetable established by S&P, and allow the Commission to conduct

' In the general base rate increase filing, PGW is seeking rate relief in the amount of $60 million.
? PGW Exhibit BCB-1.
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an orderly review of the Petition, PGW proposed that the Commission address the
Petition within 45 days instead of the statutory 30 day schedule. The 45 day time
period 1s scheduled to expire with a decision at the Commission’s April 11, 2002
public meeting.’

Consequently, in recognition of the 45 day time period, a prehearing
conference in this matter was held on March 7, 2002 before Administrative Law
Judge Cynthia Williams Fordham. At the prehearing conference, a procedural
schedule was established for the purpose of fulfilling the 45 day time period.
Namely, that the other parties would submit testimony on March 21, 2002, with
evidentiary hearings on March 26 and 27, 2002, and the filing of legal memoranda
on April 3,2002.* In accordaﬁce with the procedural schedule, other parties filing
-testimony and exhibits in this proceeding were the Office of Trial Staff (“OTS”)
and the Office of Consumer Advocate (“OCA”™). As required by Section 1308(e)
of the Code, the cross-examination of PGW, OTS and OCA witnesses took place
on March 26, 2002 in Philadelphia before Administrative Law Judge Fordham.

This matter is now ripe for determination as to whether PGW has met the
legal standards of Section 1308(e) of the Code, and if so, what level. of

extraordinary rate relief is required to satisfy the S&P coverage formula.

? PGW believes that S&P will reevaluate PGW’s position in the next six weeks and downgrade PGW'’s
credit rating from investment grade to junk bond status without the extraordinary rate relief {(See Petition
159.

¥ PGW filed its direct testimony and exhibits with the filing of the Petition.



II. SUMMARY OF ARGUMENT

Section 1308(e) of the Public Utility Code requires that a utility requesting
extraordinary rate relief must satisfy four criteria. After reviewing the statutory
language and the surrounding facts associated with PGW's extraordinary rate relief
filing, OTS is of the opinion that PGW satisfies three of the four criteria, with the
fourth criteria, rate of return, not being applicable to PGW.

In reviewing the filing, OTS made two adjustments to the Company's
calculation of the debt coverage ratio.” OTS corrected the errors made by the
Company in (1) not adding back the capital leases and (2) including $20 million
for reducing its commercial paper program in the future test year. OTS calculated
a debt coverage ratio of 1.25 times, which falls well within S&P's required range
- of 1.2 times to 1.3 timeé for PGW's debt coverage ratio. Based on the
recommended 1.25 times debt service coverage for PGW, OTS was able to
determine that the funds required to service aggregate debt coverage would be
$148,521,000.

Accordingly, based upon a debt service coverage of 1.25 times and funds
available of $148,521,000 to service aggregate debt, OTS is recommending

extraordinary rate relief in the amount of $25 million for PGW.

3 Gee PGW Exhibit JRB-2.
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THE LEGAL STANDARDS OF SECTION 1308(E) OF THE CODE
HAVE BEEN SATISFIED BY PGW IN THIS PROCEEDING

A. Introduction

In its Petition, PGW requested that the Commission consider “this Petition

under a standard which comports with PGW’s status as a municipality owned and

operated utility.” While all other utilities under the Commission’s junisdiction

have their rates set in accordance with Chapter 13 of the Public Utility Code, the

setting of rates for PGW must be in accordance with Sections 2212(e) and (f) of

the Code. Notwithstanding that Sections 2212(e) and (f) of the Code govern the

setting of rates for PGW, Section 1308(e) governs PGW’s request for

extraordinary rate relief.

The legal standard for granting extraordinary rate rehef is set forth in

Section 1308(e) of the Code, which provides in pertinent part as follows:

(e) Extraordinary rate relief. ----Upon petition to the commission
at the time of filing of a rate request or at any time during the
pendency of proceedings on such rate request, any public utility
may seck extraordinary rate relief of such portion of the total rate
relief requested as can be shown to be immediately necessary for
the maintenance of financial stability in order to enable the utility
to continue providing normal services to its customers, avoid
reductions in its normal maintenance programs, avoid substantially
reducing its employment and which will provide no more than the
rate of return on the utility’s common equity established by the
commission in consideration of the utility’s preceding rate filing.

66 Pa. C.S. § 1308(e).

Consequently, there must be an initial determination that PGW has satisfied the

statutory requirements of Section 1308(e) of the Code, prior to any consideration
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being given to the rate relief requested in PGW’s petition.® In summary, Section
1308(¢e) of the Code requires that the utility must show that the rate relief
requested is immediately necessary for the maintenance of financial stability in
order to enable the utility to:

a. Continue to provide normal services to its customers.

b. Avoid reductions in its normal maintenance programs.

c. Avoid substantially reducing its employment.

d. Earn no more than the return on equity established by the

Commission in the Company’s preceding rate case.

B. The Rate of Return On The Utility’s Common Equity
Requirement Does Not Apply To PGW

One of the standards required in Section 1308(e) of the Code, 1s the
extraordinary relief request “will provide no more than the rate of return on the
utility’s commeon equity established by the commission in consideration of the
utility’s preceding rate filing.” It has been well established that the Commission
will utilize PGW’s prior ratemaking methodology in setting rates for PGW, which
will allow the Company to “comply with its covenants to the holders of any

397

approved bonds.”" The prior ratemaking methodology that has been employed in

setting PGW’s rates is the cash flow method. The cash flow method has been the

® By a Prehearing Order dated March 8, 2002, ALJ Fordham ordered the parties to address each of the four
?rongs in Section 1308(¢), the legal standard for granting extraordinary rate relief, as a separate issue.
Pennsylvania Public Utility Commission v. Philadelphia Gas Warks, R-00005654, (Order entered

February 22, 2001), at page 7, n. 1.
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prevailing ratemaking methodology for PGW and has been endorsed by the
Pennsylvania Commonwealth Court.®

Accordingly, based upon the Commission setting of PGW’s rates on a cash
flow method, the “rate of return” requirement of Section 1308(e) of the Code
should not be utilized in determining the appropriate extraordinary rate relief for

PGW.’

C.  PGW Has Satisfied The Remaining Three Requirements
For Granting Extraordinary Rate Relief

As referenced 1n Section 1308(e) of the Code, there are four requirements
that must be satisfied by a utility in order to overcome the legal standard for the
granting of extraordinary rate relief. As previously discussed, OTS is of the
opinion that the “rate of return” requirement does not apply to PGW. However, the
remaining three requirements must be satisfied by PGW before the granting of any
extraordinary rate relief based on the “maintenance of financial stability”. After
examining the Filing, along with accompanied exhibits, OTS is of the opinion that
PGW has demonstrated the immediate need for extraordinary rate relief in order to
maintain financial stability.'® It is OTS’ opinion that in the absence of
extraordinary rate relief, and a resulting downgrade by S&P, it appears that PGW
would have to reduce maintenance programs, services to customers and employee

levels.

¥ Action Alliance of Senior Citizens of Greater Philadelphia v. Philadelphia Gas Commission, 406 A.2d
1158. (Pa. Cmwlth. 1979}

? OTS Statement No. 1 at page 2.

'Y OTS Statement No. 1 at page 3.
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It 1s PGW’s claim that it requires extraordinary rate relief in order to
maintain S&P’s investment grade credit rating for their outstanding debt."" As
previously noted, the credit rating is important because it determines how
expensive it will be for PGW to raise capital. OTS submits that credit ratings are
important for all utilities, whether investor owned or non-investor owned. In
PGW’s case, its credit rating may have a more significant impact on its day-to-day
operations, than would be the case with other Commission jurisdictional utilities,
due to PGW’s historical over-reliance on its commercial paper program to meet its
financial obligations.

Consequently, OTS respectfully submits that PGW has satisfied the
applicable legal standards as set forth in Section 1308(e) of the Code for the -
determination of its. Petition for extraordinary rate relief.. Accordingly, the only
issue remaining for consideration by the Commission is whether PGW’s request of

$44 million for extraordinary rate relief is justified.

" OTS Statement No. 2, at page 1.



IV. PGW?’s Extraordinary Rate Relief Request of $44 Million Is Not
Required To Satisfy S&P’s Criteria For Debt Service Coverage

A. Introduction

As earlier discussed, the filing of this Petition was initially due to S&P
issuing a notice on or about February 12, 2002 warning that PGW’s ratings would
be lowered without immediate improvement in its cash flow.'? By way of further
background, PGW witness Knudsen testified that “S&P looked at the levels of
funds flows available to PGW over the next 18 months and determined that there
is an insufficient basis for assuming that the company can meet all of its operating
and financially/legally mandated obligations and maintain the level of liquidity
(cash) on hand, which is required for an investment grade company.””> PGW
acknowledges that S&P has not publicly identified a specific level of required
extraordinary rate relief, rather, S&P established a standard formula which will be
utilized in determining whether PGW’s bond rating will be downgraded.'*

The 1ssue is whether PGW needs $44 million dollars in extraordinary rate
relief to satisfy the coverage formula with ongoing, permanent rate relief.

B. $25 Million In Extraordinary Rate Relief Is Needed By
PGW In Order To Satisfy The Coverage Formula

In support of its $44 million extraordinary rate request, PGW witness

Bogdonavage testified that the $44 million revenue increase was necessary to

'2 See PGW Exhibit BCB-1.
> PGW E.R.P. Statement No. 1 at page 3.

'Y PGW Petition at §19, at page 9.



produce debt service'’ coverage at a level consistent with S&P’s criteria for
investment grade.'® OTS is in agreement with PGW that final determination of the
appropriate revenue increase is linked to the Commission's determination of the
appropriate debt service coverage for PGW.
In order to provide some assistance to the Commission, OTS witness

Deardorff testified as to the meaning of debt service coverage as follows:'’

Debt service coverage is a ratio of annual funds available

to cover annual debt service divided by the annual debt

service requirement (principal and interest). The Company's

filing calculates debt service coverage using two different

methods: 1) aggregate debt service coverage ratio and

2} debt service coverage ratios for each debt issue ranked

according to subordination.'®
In essence, the debt coverage ratio and ultimately the revenue required to satisfy
S&P's criteria can be determined by mathematical calculation. The aggregate debt
service coverage ratio is calculated by dividing the total cash available to service
debt by the aggregate fixed charges.'” After reviewing the S&P criteria and
PGW's aggregate fixed charges, OTS witness Deardorff was able to

mathematically calculate that the amount of funds required to provide PGW with

adequate debt service coverage is $148,521,000.

' Debt service is the annual amount of principal and interest due on an outstanding loan.--OTS Statement
No. 2 at page 3.

'® PGW E.R.P. Statement No. 2, at page 2.

'7 OTS Statement No. 2 at page 3.

'® This method is required in PGW's bond ordinances.

'* S&P defined PGW's aggregate fixed charges to include the following: debt service on the 1975 ordinance
bonds and the 1998 ordinance bonds, the capital lease payments, interest on the commercial paper, the
$18,000,000 payment to the City of Philadelphia, and a $20 million annual reduction in the commercial
paper program. OTS Statement No. 2 at page 4.



In order to calculate PGW's required amount of funds Mr. Deardorff had to
make a determination as to the proper debt service coverage. The analysis
commenced with recognition that debt service coverage of 1.20 times to 1.30
times is required by S&P to maintain PGW at investment grade.”® Since the debt
coverage required by S&P had a range, Mr. Deardorff decided to be conservative
and selected the middle of that range as a reasonable target for this proceeding.”

OTS Exhibit Number 2, Schedule 2, provides the calculation of the revenue
level necessary to produce a debt service coverage ratio of 1.25 times.”> As
Schedule 2 illustrates, a 1.25 times debt service coverage ratio results in
$148,521,000 as the funds needed to cover debt service. Continuing with OTS
Exhibit Number 2, Schedule 2, under the column "Projected Income Statement",

- $691,850,000 in Total Operating Revenues minus $666,850,000 (638,733,000 +
$28,117,000) in test year budget revenues, equals $25 million. Accordingly, the
Commission should grant PGW $25 million in additional revenues. OTS’
recommended funds available of $148,521,000 will provide for coverage of
PGW's 1975 Ordinance Bonds and 1998 Senior Ordinance Bonds of 2.78 times
and 3.01 times, respectively.” Both debt service coverages are in excess of the

required 1.5 times.”* Furthermore, the recommended funds available of

*pGW E.R.P. Statement No. 4 at page 5.

*' OTS Statement No. 2 at page 5.

* OTS Exhibit Number 2, Schedule 2 is similar to PGW Exhibit JRB-2, except OTS corrected two errors
and the debt service coverage ratio is lowered to 1.25 times from 1.27 times.

> OTS Statement No. 2 at page 6.

** The Rate Covenant set forth in Article IV, Section 403 of its 1975 and 1998 Bond Ordinances requires
PGW to maintain debt service coverage of 1.5 times for the 1975 Ordinance Revenue Bonds and 1998
Ordinance Senior Revenue Bonds and 1.0 times for 1998 Ordinance Subordinate Revenue Bonds.

10



$148,521,000 provides a coverage ratio of 31.25 times for PGW's 1998
Subordinate Bonds, which is in excess of the required 1.0 times.”

The $19 million difference between OTS' recommended $25 million rate
relief, and PGW's $44 million rate relief request is a result of two errors contained
in PGW Exhibit JRB-2. The first error is the failure of PGW to add-back capital
leases ($5,954,000) in the Company's debt service coverage calculation, which had
the effect of reducing the debt service coverage ratio.”® On rebuttal, PGW witness
Bogdonavage testified that during the discovery sessions, PGW found a formula
problem with PGW Exhibit JRB-2, and PGW corrected the exhibit based on
S&P’s calculation.”” On surrebuttal, OTS witness Deardorff responded to the

. correction by testifying that PGW acknowledged that to adhere to the S&P fixed
- -charge coverage ratio calculation, the capital leases of (§5,;954,000) had to be
added back.”® However, as Mr. Deardorff testified, while adding back the capital
leases, PGW also changed its methodology to conform with the S&P
methodology.” Notwithstanding the revised PGW Exhibit JRB-2, OTS will not
be endorsing the change in methodology, since a revision would only change the
debt coverage ratio by .03, which continues to leave thé OTS’ recommended

coverage ratio in the S&P range of 1.2 times to 1.3 times.™

B1d., at page 6.

°OTS Statement No. 2 at page 7.
2 Tr. 75.

*Tr. 198.

» Tr. 198.

*Tr. 198.
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The second error in PGW Exhibit JRB-2 is PGW'’s forecast of a $20 million
projected paydown of the commercial paper program for budget year 2001-2002.
At line 18 of Exhibit A-2 in the base rate filing, PGW is projecting an $11 million
paydown for the budget test year 2001-02. To be consistent with the base rate
filing the amount should be $11 million.

The correct amount to use in the debt service calculation is $11 million.
The $20 million paydown was a one time reduction to PGW’s commercial paper
program over the historic period. Recognizing the $20 million claim as suggested
by PGW would constitute retroactive ratemaking and should be properly excluded
from the future test year. The best argument against PGW’s $20 million claim is
its own witness, Mr. Knudsen, who testified that “it is my understanding that S&P
looked at the level of funds and fund flows available to PGW over the next 18
months.” The S&P 18 month forward-looking analysis through fiscal year 2003 is
provided by PGW as Exhibit BCB-3

There currently exists no contract that mandates a paydown for the 2002-03
fiscal year. Given that S&P’s debt service coverage is defined by default risk, only
contractual obligations should be included in the calculation. Tr. 51. Since this is
an extraordinary rate relief proceeding, its proper goal is to determine the
minimum amount necessary to avoid an S&P downgrade. Tr. 199. While PGW’s
enthusiasm to paydown the commercial paper is admirable, this enthusiasm should

not cloud the intent of this proceeding. Only by using PGW’s original projection
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of an $11 million paydown in the debt service coverage calculation will the true
intent of this proceeding be served.

On rebuttal, PGW witness Bogdonavage compounded his error by testifying
that the correct input to the debt service coverage calculation is $3 1million (the
projected $11 million plus the mandated $20 million paydown of PGW’s
commercial paper). It appears that the Company witness is presenting three
different scenarios for the paydown in the future test year: the $11 million that
appears in Exhibit A-3, the $20 million that they provided to S&P for their
spreadsheet and the $30 million to $31 million that Mr. Bogdonavage testified to
on rebuttal testimony.”’ By way of further explanation, there should be no dispute
that as part of the tax exempt commercial paper program (“TXCP”), PGW is
-required to paydown the -loan balance by $20 million by August 2002, which was
substantially accomplished over a two-year period. During fiscal year 2001, PGW
repaid $19 million resulting in an ending balance 0f $78 million, which is shown
in PGW Exhibit JRB-1. The remaining $1 million will be repaid during this fiscal
year. These repayments are illustrated in PGW Volume II, Exhibit A-2. On cross-
examination both PGW witness Bogdonavage and OTS witness DeardorfT,

acknowledged that no contract has been signed between PGW and its lending

*' Tr. 93. He testified that it is $31 million but that Schedule A-3 only shows $30 million. He never did
explain what happened to the other $1 million.



institutions requiring any paydown of PGW’s commercial paper in the 2002-03

fiscal year.

In conclusion, if both errors are corrected on PGW Exhibit JRB-2, PGW's
extraordinary rate relief request of $44 million would result in aggregate debt
service coverage ratio of 1.41 times, well in excess of the S&P required range of
1.20 times to 1.30 times. Accordingly, OTS recommends that Commission find
that the appropriate aggregate debt service coverage ratio for PGW is 1.25 times,
and the funds available for debt service is $148,521,000.

C. OTS' RECOMMENDED $25 MILLION FOR EXTRAORDINARY
RATE RELIEF HAS BEEN PROPERLY CALCULATED FOR CASH
FLOW PURPOSES
As previously discussed, OTS witness Deardorff determined that the funds

-available-to service-aggregate debt coverage of 1.25 need to be-$148,521,000. In

order to calculate a $25 miilion extraordinary rate relief, OTS witness Weakley

added the total funds applied and subtracted restricted funds and AFUDC to
calculate the total operating revenues of $691,850,000 necessary to service
aggregate debt coverage.32 In order to determine the amount needed for
extraordinary rate relief, Mr. Weakley compared test year budget revenues of
$666,850,000 ($638,733,000 + $28,117,000) to the calculated revenues and

determined that PGW needs $25 million ($691,850,000 - $666,850,000) in

extraordinary rate relief.”
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It appears from examining PGW Exhibit JRB-1, that in the absence of any
extraordinary rate reli'ef, PGW would end its fiscal year 2002 with a cash deficit of
$20.8 million. By comparison, Mr. Weakley prepared cash flow statements
including OTS’ recommended $25 million extraordinary rate relief for the fiscal
years ended August 31, 2002 and August 31, 2003, which show no cash
deficiencies in either year.*

Mr. Weakley's analysis for fiscal year 2002, which shows no cash
deficiency, is predicated upon the OTS position that for fiscal year 2002, the city
fee should be granted back to PGW.* In this proceeding, the City of Philadelphia

has proposed to grant back to PGW all or the necessary portion of its $18 million

fee on a one time basis to assure that PGW will not fall below its bond covenants

- and be intechnical default on its bonds.*® . OTS is recommending that the City

grant back the $18 million even if PGW meets their bond covenant. If PGW's
bond rating is downgraded, the City is exposed to the risk of losing its $45 million
city loan and any future annual fees of $18 million.

The grant back of the $18 million is particularly reasonable when one
considers that the city must share responsibility for this potential S&P downgrade.
While PGW witnesses failed to discuss this matter in their testimony, one of the

reasons announced by S&P for the potential downgrade, is the "inability to convert

*2 OTS Statement No. 1 at page 4.

*1d,, at page 4.

* See OTS Exhibit No. 1, Schedule 1 and Schedule 2.
3% See OTS Exhibit No. 1, Schedule 3.

% PGW E.R.P. Statement No. 5 at page 4.



from interim management to permanent management by December 2001, as
directed by PUC's interim rate order in November 2000. The search for permanent
management is at an advanced stage and is expected to conclude by April
2002."*" Accordingly, OTS is of the opinion that the grant back of the $18 million
1s appropriate under the circumstances.
It should be noted that the cash flow impact in fiscal year 2002 of OTS’
$25 million extraordinary rate relief recommendation would be $2.5 million.”®
Finally, with respect to fiscal year ended August 31, 2003, Mr. Weakley is
recommending that the $45 million city loan payment be reduced to $22.5 in fiscal
year ended 2003. In the current base rate filing, PGW has requested $22.5 million
to repay the city loan.”® Accordingly, the cash flow adjustment of $22.5 million in
-~ fiscal year ended 2003 is-merely being consistent with PGW's base rate case filing.
By incorporating the beginning cash balance for August 31, 2003 and the
$22.5 million adjustment, the projected cash balance as of August 31, 2003 is

$15.8 million.

7 PGW Exhibit BCB-1.
38 See OTS Exhibit No. 1, Schedule 3
* PGW Volume 11, Exhibit A-2 and OTS Exhibit No. 2, Schedule 3.
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. ’ . .

V. CONCLUSION

For the reasons set forth in this memorandum, the Office of Trial Staff is
respectfully requesting the Pennsylvania Public Utility Commission allow the

Philadelphia Gas Works' $25 million in extraordinary rate relief.

Respectfully submitted,

N lns

}Bhnnie E. $imms
Senior Prosecutor

The Office of Trial Staff
P.O. Box 3265

Harrisburg, PA 17105-3265
(717) 787-1976

Dated: April 3, 2002
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Introduction

Philadelphia Gas Works (“PGW” or “The Company”) filed a Petition for
Extraordinary Rate Relief (“Petition™) on February 25, 2002, pursuant to 66 Pa. C. S.
Sections 1308(e) and 2212. PGW’s Petition requests that the Pennsylvania Public Utility
Commission (“Commission”) grant the Company $44 million in extraordina;'y rate relief
in order to avoid a threatened downgrade of PGW’s bond rating by Standard & Poor’s
(“S&P”).

In addition, the Petition invoked 66 Pa. C. S. Section 2212(c), requesting that “the
commission...suspend or waive the application to a city natural gas distribution operation
of any provision of this title.” Specifically, PGW requested that the 30-day time frame of
Section 1308(e) be modified to 45 days, thereby providing the Commission and all
parties additional time to conclude this case. See Petition, para. 25. Furthermore, PGW

requested that the Commission modify the fourth of the “four prongs” of Section 1308(e)
which states that extraordinary rate relief may not result in “more than the rate of return
on the utility’s common equity established by the commission in consideration of the
utility’s preceding rate filing.” Instead, PGW proposed that the Commission choose a
different standard, whereby “the Commission should focus on the amount of
extraordinary rate relief required by S&P for PGW to maintain an investment grade
rating for its bonds and commercial paper.” See Petition, para. 27.

The Office of Small Business Advocate (“OSBA”) filed an Answer to PGW’s

Petition on March 6, 2002.

(¥p]

m '
L] [}
Ty =7
. E‘ o =3

et
U [0 ]
= e
S
[}
[ )

NY3I¥Nng s, 4



The Four Prongs of Section 1308(e)

The statutory requirements for éxtraordinary rate relief, which includes the so-
called “four prongs,” is set forth in Section 1308(e), which reads in part:

Upon petition to the commission at the time of filing of a rate request or at any

time during the pendency of proceedings on such rate request, any public utility

may seek extraordinary rate relief of such portion of the total rate relief requested
as can be shown to be immediately necessary for the maintenance of financial
stability in order to enable the utility to continue providing normal services to its
customers, avoid reductions in its normal maintenance programs, avoid
substantially reducing its employment, and which will provide no more than the
rate of return on the utility’s common equity established by the commission in
consideration of the utility’s preceding rate filing.

66 Pa. C. S. Section 1308(e).

The first three prongs of 1308(e), regarding continuing normal service, avoiding
reductions in maintenance programs, ‘and avoiding reductions in employment, are
addressed by PGW in an incredible and highly speculative laundry list proposed by PGW
witness Thomas Knudsen. See, e.g., Tr. pg. 128, In. 5, et sqq. PGW asserts that these
events will occur 1f S&P downgrades any of PGW's bonds below investment grade status.
Thus, PGW's argument is premised upon two assertions. First, S&P will downgrade
PGW's bonds if extraordinary rate relief is not granted, and second, the events catalogued
by Mr. Knudsen will occur in the event of such a downgrade. Note also that PGW does
not and cannot assert affirmatively either that granting the rate relief that it proposes will
avert a downgrade by S&P, or that any actions other than the proposed rate increase

could also avert such a downgrade. See, e.g., Tr. pg. 125, In. 15-25. See also, Tr. pg. 68,

In. 23 to pg. 69, In. 20.



® ®

The fourth prong of 1308(e) limits the award of extraordinary rate relief in light of
“the rate of return on the utility’s common equity established by the commission in
consideration of the utility’s preceding rate filing.” PGW argues that this fourth prong of
Section 1308(e) simply does not apply to the Company, since a "rate of return on the
utility's common equity" is a calculation that is not relevant to PGW. See Petition, para.
26. However, the Sppreme Court of Pennsylvania apparently has no difﬁc'ulty finding
and calculating the City of Philadelphia's return on equity from PGW. "Therefore, since
the $201,951,000 net equity figure balance sheet figure represents the City's equity
interest in PGW, the $18,000,000 payment to the City would represent a little less than a

nine percent rate of return on equity. Such a rate of return is reasonable and rationally

related to the City's asserted equity in PGW." Public Advocate v, Philadelphia Gas

Commission, 674 A.2d 1056, at 1062 (1996), a copy of which is attached. If the
Supreme Court of Pennsylvania's view on the calculation of the return on equity to
PGW's owner, the City of Philadelphia, prevails, then any infusion of equity capital
provided by the ratepayers in excess of the $18 million constitutes an increase in the
return on equity. As-i)GW proposes to increase equity by the full amount of the rate
increase, its proposed rate increase should be rejected in its entirety. For example,
consider Exhibit JRB-2, wherein PGW predicts a test year net income (i.e., return to the
shareholder) of $69.916 million, or $51.916 million in excess of the $18 million payment
to the City.

However, if Public Advocate does not control, PGW has requested that, under the

provisions of Section 2212(c), the Commission modify this "fourth prong" so that the

analysis is one of maintaining bond ratings, not comparing returns on common equity.



This leaves the Commission in uncharted legal territory, since PGW’s requested remedy
of a $44 million infusion of equity, paid for every year until eternity by PGW’s non-
interruptible customers, was clearly not envisioned by the drafters of Section 1308(e).

For purposes of this case, the OSBA respectfully suggests a slightly reformulated
version of the "fourth prong" as proposed by PGW. Specifically, taking the essence of
what PGW proposes in Paragraph 27 of its Petition as a starting point, the fourth prong
would be rewritten as follows: “The Commission should calculate the amount of
extraordinary rate relief necessary in order to maintain PGW’s investment grade rating
for its bonds and commercial paper.”

This formulation is superior to that of PGW’s for two reasons. First, it eliminates
the implication that the demands and dictates of S&P control how this Commission is
required to act. Obviously, the Commission should be allowed to review the evidence of
what S&P may or may not do in regards to PGW’s credit rating, and reach its own
conclusions as 1o what extraordinary ratle relief is “required.” Second, this formulation
dovetails with the actual language of 1308(e}, which requires that extraordinary rate relief
must be “shown to be immediately necessary for the maintenance of financial stability.”

66 Pa. C. S. 1308(e).

“Immediately Necessary for the Maintenance of Financial Stability”

Whether the Commission chooses to adopt the proposed “fourth prong” language
of the OSBA, the word “necessary” remains in the language of 1308(e), and upon that

word lies the failure of PGW’s Petition.



Simply put, the use of the word *necessary” implies that all other options have
been exhausted by a natural gas utility seeking extraordinary rate relief, leaving no other
choice available. Or, as Webster’s Ninth New Collegiate Dictionary defines it, that the
extraordinary rate relief is “logically unavoidable.” Thus, the key question to resolving
PGW’s Petition essentially becomes: “How did PGW address the requirement that
extraordinary rate relief in the exact amount of $44 million per year is necessary and not
optional?”

The answer, and actually PGW’s entire case for extraordinary rate relief, turns
upon PGW Exhibit BCB-1 (Updated), the S& P February 12, 2002 summary of PGW’s
credit profile -(“Credit Profile”). PGW clearly acknowledges that the issuance of this
Credit Profile is the catalyst for this entire case. “The urgency of this emergency [sic]
rate relief request was precipitated on February 12, 2002, when Standard and Poors, a key
credit rating agency for PGW’s bonds and commercial paper, released a press notice that
updated its prior evaiuation of PGW.” See Petition, para. 4. Specifically, the key phrase
in the Credit Profile that PGW claims required the Company to file this Petition is S&P’s
statement that “without immediate cash flow improvement [PGW’s] ratings will be
lowered.” Id. However, the Credit Profile is silent as to the amount and type of
“immediate cash flov? improvement” required by S&P.

Significantly, no S&P witness was made available to provide any explanation or
background with regards to the Credit Profile. Thus, PGW relies upon the two page
Credit Profile as the basis for its permanent rate surcharge of $44 million. This leaves all
parties, including thé Commission, with little explanation or insight into how to interpret

S&P’s statement that “|w]ithout immediate cash flow improvement, ratings will be



lowered.” Ultimately, the Credit Profile is the only definitive statement of the analysis
and intent of S&P in this case, and as the saying goes, “it says what it says.”

Naturally, without an S&P witness available for cross-examination, there is no
unbiased way in whlich to explore the factors that are used by S&P to decide how to
adjust the credit rating of a company like PGW, as well as considering how those factors
might be weighted. In addition, no exploration of other options can be considered that
also could potentially avoid S&P's threatened downgrade, such as an infusion of cash
from the recalcitrant -owner of PGW, a major reduction in PGW’s embarrassing accounts
receivable backlog, the $20 million expected cash infusion from "Operation Cold
Shower," or the sale of PGW to a solvent, investor-owned utility. See Tr. pg. 150, In. 17-
18. See also, Tr. pg. 187, In. 19to pg. 188, In. 1.

The sparse additional evidence that attempts to provide insight into the S&P
analytical process does not mitigate the lack of an S&P witness who could actually
explain S&P's analytical process. For example, OCA Cross-Examination Exhibit number
2 reproduces an ema_il message from S&P analyst Aneesh Prabhu to Thomas Knudsen,
PGW witness and interim President and CEOQ of PGW. The second paragraph of that
email message contains a general overview of the rating process that S&P engages in
prior to issuing a credit profile. Unfortunately, a rough overview of the process is
literally all that is provided, with no specifics whatsoever as to how S&P reached its
conclusions in its PGW Credit Profile, nor any indication as to the actions that PBGW or
the Commission could take to in order to accomplish the “cash flow improvement” that

S&P requires.



Furthermore, Ms. Bisgaier, the managing director of Public Financial
Management, Inc., testified on cross-examination that S&P ultimately makes its final
rating determination in a “secret” committee. (Tr, pg. 67, In.1). Ms. Bisgaier noted that
while the committee considers the recommendations of the analysts assigned to PGW, it
ultimately makes the “final determination” itself. (Tr. pg. 66, In. 21, to pg. 67, In. 5).

Therefore, given that none of the witnesses presented by PGW are employees of
S&P, no weight should be given to any statement by any PGW witness that he or she
“knows” what S&P wants. In addition, the alleged existence of “secret committees”
operating within S&P does nothing but further reduce the credibility of any PGW witness
who claims to “know the intentions” of S&P. PGW witness Krellenstein perhaps best
explained the situation when he described the role of rating agencies and analysts in the
credit rating process. “We don’t actually recommend courses of action as much as we
will evaluate what is-presented to us. We are not there to be consultants. We are there to
analyze what is brought to us.” (Tr. pg. 118, In. 24 to pg. 119, In. 3). This testimony is
consistent with S&P’s statement in PGW’s Credit Profile that S&P “will review the
adequacy of the increase and determine if ratings will be affirmed.” PGW Exhibit BCB-
1 (Updated).

Thus, S&P has said all it is going to say on this matter when it issuedlits February
12" Credit Profile. Any other insight into S&P’s intent, analytical process, or cash flow
requirements by any PGW witness is specious and speculative, and should be given no

weight by the Commission.



The Testimony of OCA Witness Lelash

In general, the OSBA finds the recommendations of OCA expert witness Richard
W. Lelash as filed in this case to represent a reasonable compromise betwegn ratepayers
and sharcholders. Furthermore, the arguments and analysis as set forth by Mr. Lelash in
his Direct Testimony are cogent and responsive to the arguments raised by PGW 1n its
Petition. Mr. Lelash’s 17 points, beginﬁing on page 5 of his Direct Testimony, provide
an excellent summary of not only the issues confronting PGW, but possible solutions to
PGW’s current cash flow situation.

Mr. Lelash correctly recognizes that PGW's financial need is for an infusion of
equity capital to provide liquidity to PGW. See, e.g., OCA Statement No. 1-ERP, at 36.
Mr. Lelash also observes that the provisions of 1308(e) are not applicable to PGW's need
for equity capital. Id. at 27. He also demonstrates how PGW's owner has not reinvested
.its $18 million "dividend" in the manner of responsible investor owned utilities. Id. at 35.
However, based on a sense of faimess, Mr. Lelash proposes that the necessary equity
infusion be shared évenly between ratepayers and sharcholders. Id. at 39-40. Mr.
Lelash's proposal has the additional ad?antage that the equity surcharge be limited 1n
duration, and not imposed in perpetuity. Id. at 40.

The OSBA recognizes the merit of the proposal that is set forth by Mr. Lelash
beginning on the boftom of page 39 of his Testimony. However, the OSBA views that
proposal, however equitable, in terms of a settlement offer to PGW and the parties, rather
than the result of any “formal” analysis on the part of OCA to meet the requirements of

Section 1308(e). As Mr. Lelash readily admits, his proposed 3-year, $18 million per year



rate Increase is predicated on meeting PGW capital requirements, and therefore is not
easily justified under Section 1308(e) (Tr. pg. 228, In. 15 to pg. 231, In. 5).

In addition, there is one suggestion put forth by Mr.Lelash that the OSBA does
not support. The OSBA respectfully disagrees with Mr. Lelash’s testimony that the PGW
restructuring plan should be constructed to “allow a phase-in of certain restructuring
initiatives over time.” OCA Statement No. 1-ERP, at 14. The restructuring plan of PGW
should be filed on July 1, 2002, as required by 66 Pa. C. S. Section 2212(g), absent any

phase-in or other modifications that could be made prior to that date.

Conclusion

For the reasons set forth above, the OSBA submits that PGW has failed to
demonstrate any immediate financial need that would necessitate receiving extraordinary
rate relief under 66 Pa. C. S. Section 1308(e}). Therefore, the OSBA respectfully requests
that the Commission deny PGW’s Petition in its entirety.

Respectfully submitted,
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. Attachment 0SBA Memoranda

LEXSEE 674 a.2d 1056

THE PUBLIC ADVOCATE, Appellee, v. PHILADELPHIA GAS COMMISSION
and PHILADELPHIA GAS WORKS and PHILADELPHIA FACILITIES
MANAGEMENT CORPORATION Appellants.

No. 98 E.D. Appeal Docket 1994

SUPREME COURT OF PENNSYLVANIA

544 Pa. 129; 674 A.2d 1056; 1996 Pa. LEXIS 814

October 23, 1995, ARGUED

April 22, 1996, DECIDED

PRIOR HISTORY:

[***1] Appeal from the order of the Commonwealth
Court entered January 14, 1994 at No. 2545 C.D. 92
reversing in part and affirming in part the order of the
Court of Common Pleas of Philadelphia County, Civil
Division, entered October 16, 1992, at No. 2961, January
Term, 1992. 6!/ Pa Commw. 428, 637 A.2d 676
(1994). JUDGES BELOW: Hon G. Cralg Lord,
(C.C.P.}). Craig, Doyle, Colins, Palladine, (Cmwlth.).

CASE SUMMARY

PROCEDURAL POSTURE: Appellants, the gas
commissicn, the gas producing utility, and Philadeiphia
Facilities Management Corporation, challenged a
judgment from  the Commonwealth Court
{Pennsylvania), in a utility rate action, where the court
had ruled that an annual payment from appellant gas
utility to the city constituted a tax which was imposed
without the city properly exercising its taxing powers,
and thus, was arbitrary and unconstitutional.

OVERVIEW: Appellant gas commission permitted
appellant utility's rate increase for fiscal year 1991-92,
Appellee public advocate represented residential
customers in gas rate proceedings, and challenged the
decision before the trial court. That court affirmed the
gas commission's decision that the utility's § 18,000,000
payment to the City of Philadelphia did not violate the
Pennsylvania Constitution or Pennsylvania Jaw, The trial
court held that the payment represented a reasonable
return on the city's equity in the utility. Appellee
contended the payment was an unconstitutional tax. The
commonwealth court reversed, and held that the payment

was not proportionate to the ratepayers' use of the gas
works, the annual payment constituted a tax which was
imposed without the city properly exercising its taxing
powers, and thus, was arbitrary and unconstitutional. The
court reversed. The overall rate approved by the gas
commission for the gas works' 1991-92 fiscal year was
constifutional since it was just and reasonable and since
the fixed annumal payment was rationally related to the
city's asserted equity in the gas works.

OUTCOME: The court reversed the judgment from the
commeonwealth court, which had reversed the trial court's
ruling that the annual payment from appellant gas utility
to the city was constitutional and a reasonable return on
equity, because the city owned the utility, and the
payment constituted a rational return on equity.

COUNSEL:

For Philadelphia, APPELLANT: Bruce W.
Kauffman, Esquire, Steven L. Friedman, Esquire,
P.G.W., Thomas E. Groshens, Esquire, Steven B.
Goodman, Esqguire. For City of Phila.,, APPELLANT:
Richard Fader, Esquire, Joseph A. Dworetzky, City
Solicitor.

For The Public Advocate, APPELLEE: Stephen P.
Hershey, Esquire, Kimberly K. Hudson, Esquire. For
Gas Commission, APPELLEE: Carl E. Singley, Esquire,
Valoria L. Cheek, Esquire.

JUDGES:
BEFORE: NIX, C.J., FLAHERTY, ZAPPALA, CAPPY,
CASTILLE AND MONTEMUROQ, JI. Mr. Justice
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Montemuro, who was sitting by designation, did not
participate in the decision of this case. Messrs. Justice
Zappala and Cappy concur in the result.

OPINIONBY:
CASTILLE

OPINION:
[¥¥1057] [*132] OPINION

MR. JUSTICE CASTILLE
DECIDED: April 22, 1996

The issue before this Court is whether the fixed annual $
18,000,000 payment by the Philadelphia Gas Works
("PGW™") to the City of Philadelphia ("City"), as required
by a [**1058] 1972 City ordinance, is constitutional
and can be included in the calculation of PGW's rate
increase for fiscal year 1991-92. For the reasons
expressed below, we  Dbelieve this payment is
constitutional, and therefore, we reverse the order of the
Commonwealth Court which remanded this matter to the
Philadelphia Gas Commission ("Gas Commission™) to
re-calculate PGW's [*133] rate increase request for the
1991-92 fiscal year without the required [***2] payment
to the City.

PGW is a municipal utility wholly owned by the City.
PGW is comprised of real and personal assets used to
manufacture and deliver natural gas to citizens residing
within the borders of the City.

Since PGW does not provide gas service beyond the
City's borders, its rates are not regulated by the
Pennsylvania Public Utility Commission ("PUC"). nl
Instead, PGW's rates are regulated and approved by the
Gas Commission. The (Gas Commission is an agency of
the City established pursuant to Section 3-909 of the
Philadelphia Home Rule Charter, n2 :

nl Section 1301 of the Public Utility Code
provides:

Every rate made, demanded, or received by any
public utility, or by any two or more public
utilities jointly, shall be just and reasonable, and
in conformity with regulations or orders of the
commission, Only public utility service being
furnished or rendered by a municipal corporation,
or by it5 operating agencies of any municipal
corporation, beyond its corporate limits, shall be
subject to regulation and control by the

commission as fo rates, with the same force, and
in like manner, as if such service were rendered
by a public utility.

66 Pa. C.S. § 1301. [***3]

. n2 Section 3-909 of the Home Rule Charter
provides: .

The Gas Commission shall be constituted and
appointed in accordance with the provisions of
such contract as may from time to time be in
effect between the City and the operator of the
City gas works, or, in the absence of a contract, in
such manner as may be provided by ordinance.

351 Pa. Code § 3-909.

In 1972, Philadelphia Facilities Management
Corporation ("PFMC"), a non-profit corporation, entered
into an agreement with the City to manage and operate
PGW for the benefit of the City. Philadelphia City
Council embodied this agreement in Ordinance No, 455
of 1972. Section VII of the ordinance gives the Gas
Commission the authority to fix and regulate gas rates,
and provides in pertinent part as follows;

Section VII
Gas Rates

1. The Gas Commission shall fix and regulate rates and
charges for supplying gas to customers ..., without
further [*134] authorization of City Council, which ...
will, in each fiscal year produce revenues, at a minimum:

(a) Sufficient to pay all of tlie operation and maintenance
costs and expenses [***4] of conducting the Gas Works
enterprise and to pay the interest and amortization
becoming due in such fiscal year on debt incurred for the
Gas Works, including, but not limited to:

(i) Charges for depreciation as prescribed in Section [V
1.(b);

(i1} Charges for employees' retirerment costs as prescribed
in Section IV 1.(c});

{1it) A management fee to Company [PFMC] equal to the
actual cost to Company of managing the Gas Works but
not to exceed $ 300,000 annually, effective as of January
1, 1979, and for all years thereafter. The Gas Works shall
reimburse Company against vouchers on the first day of
each calendar month for monies expended for the
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operation of thé Gas Works in the previous calendar
month;

(iv) Expenses of the Gas Commission; and

(v) All sinking fund charges payable in respect of
principal and interest on all obligations of the City issued
for or with respect to the Gas Works and, with respect to
Gas Works Revenue Bonds issued pursuant to the First
Class City Revenue Bond Act, such additional amount as
may be required to comply with any rate covenant and
sinking fund reserve requirement approved by ordinance
[***5] of City Council in connection with [**1059] the
authorization or issuance of Gas Works Revenue Bonds,

(b) Sufficient also (together with the excess on a
cumulative basis on internally generated funds available
for the purposes set forth below in this subparagraph (b)
of prior years beginning after June 30, 1974, to the extent
that such excess shall not have been applied to such
purposes and shall be available for payment of general
expenses of such fiscal year and, subject and subordinate
to the payment or provision for payment of all operation
and maintenance costs and all sinking fund and sinking
fund reserve requirements as set [*135] forth in
subparagraph {a) of this subsection 1., together with the
excess funds provided by revenues of such fiscal year not
required for such purposes):

(i) To make base payments to the City in the aggregate
annual principal amount of $ 18,000,000 payable in the
amount of § 4,500,000 on each February 1, March 1,
April 1 and May 1, provided the Gas Works may defer
this payment to any time between said due date and June
30 of each year in which event it shall be assessed
interest on the principal amount of prevailing rates, to be
determined [***6] by the Director of Finance and the
Gas Works, for the said due date of the date of payment
or such different amounts at such different time, not
greater in annual aggregate principal amount, as City
Council shali prescribe;

(i) To provide appropriations, to the extent not otherwise
provided for prepayment of debt and for capital additions
which have been determined by the Gas Commission to
be reasonable and which have been determined by the
Gas Commission to be reasonable and which have been
approved by City Council; and

(tii) To provide cash, or equivalent, for working capital
in such reasonable amounts as may be determined by the
Company to be necessary and as shall be approved by
the Gas Commission, (emphasis added)

On July 16, 1991, PGW filed a proposed $ 31,000,000
rate increase with the Gas Commission for the 1991-92
fiscal year. PGW subsequently amended this rate
increase request to $ 28,000,000. Following formal
public hearings, the Gas Commission adopted an order
on December 19, 1991 permitting PGW to increase its
rates by a total of $ 15,032,000 rather than the $
28,000,000 PGW had requested. n3

n3 The Gas Commission entered an order
and memorandum opinion on March 19, 1992
explaining this order.

[***7]

On January 21, 1992, the Public Advocate, which
represents residential customers in gas rate proceedings,
appealed the Gas Commission's decision to the Court of
Common Pleas of [*136] Philadelphia County. nd4 On
Januvary 31, 1992, PGW and PFMC filed notices of
intervention. The City also filed a notice of intervention
on February 6, 1992. The Court of Common Pleas, in
affirming the majority of the Gas Commission's decision,
concluded that PGW's required annual $§ 18 million
payment to the City did not violate the Pemnsylvania
Constitution or Pennsylvania law. In reaching this
conclusion, the Court of Common Pleas noted that the $
18,000,000 represented a reasonable return on the City's
equity in PGW as well as reasonable consideration for
the economic benefits that ratepayers received from the
City's ownership of PGW, such as: PGW's ability to
issue debt through the City on which interest is exempt
from taxation, which provided an estimated value of §
10,500,000 for the 1991-92 fiscal year; PGW's
exemption from the state gross receipts tax on gas
revenues, estimated benefit of $§ 23,500,000 for fiscal
year 1991-92; and, the fact that PGW is not subject to
federal or state income tax, which provided [***8] an
estimated benefit of § 22,100,000 for the 1991-92 fiscal
year.

n4 Three community groups, Action Alliance
of Senior Citizens, Consumer Education and
Protective Association, and the Tenant Action
Group joined in the Public Advocate's appeal
from the Gas Commission’s ruling,

On November 16, 1992, the Public Advocate
appealed the Court of Common Pleas decision to the
Commonwealth Court. The Public Advocate alleged that
the annual § 18,000,000 payment to the City: (1) violated
just  [**1060) and reasonable rate protections; (2)
constituted an unlawful taking of customer's property for
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public purposes; and, (3) was an illegal payment in lieu
of taxes.

The Commonwealth Court {en banc, one judge
concurring and dissenting) affirmed in part and reversed
in part the decision of the Court of Common Pleas. The
Commonwealth Court held that the annual § 18,000,000
payment to the City should not be used in the rate
calculation because it bore no rational relationship to
PGW's performance and use. The Commonwealth Court
reasoned [***9] that since the annual 3 18,000,000
payment was not proportionate to the ratepayers’ use of
[*137] PGW, the annual payment constituted a tax
which was imposed without the City properly exercising
its taxing powers, and thus, was arbitrary and
unconstitutional, The Commonwealth Court also found
that even though the City's balance sheet showed a net
equity of $ 201,951,000 in PGW, that amount did not
justify the annual $ 18,000,000 payment because the net
equity figure cannot be sald to have come directly from
the City's own funding. The Commonwealth Court
ultimately ordered that the matter be remanded to the
Gas Commission to re-calculate PGW's rate increase
request for the 1991-92 fiscal year without the required
fixed annual § 18,000,000 payment to the City.

The Cityy, PGW and PFMC ({collectively
"Appellants™) filed a petition for aillowance of appeal
which this Court granted. n5 This Court granted allocatur
in order to determine whether the fixed annual §
18,000,000 payment by PGW to the City, as required by
the 1972 City ordinance, is constitutional and can be
included in the calculation of PGW's rate increase for
fiscal year 1991-92,

n5 After appellants filed their petition for
allowance of appeal, the Public Advocate filed a
motion with the Commonwealth Court to order
that all payments made by PGW to the City since
January 14, 1994 (the date of the Commonwealth
Court's decision) pursuant to the 1972 ordinance
be placed in escrow pending a final decision by
this Court. The Public Advocate also sought an
order requiring the Gas Commission to re-
calculate al] of PGW's rates for the period
beginning from September 1, 1991 to the present
without the annual $ 18,000,000 payment. An en
banc Commonwealth Court denied the Public
Advocate's motion since such a request exceeded
the narrow scope of its order compelling the Gas
Commission to re-calculate PGW's 1991-92 rates
and its previous order did not prohibit the making
of future payments. See Public Advocate v.
Philadelphia Gas Commission, 166 Pa. Commw.
41, 646 A4.2d 19 (1994).

[***10]

Where, as here, a complete record was developed
before the local agency, né the court reviewing the
matter on appeal must affirm the local agency unless it is
determined that constitutional rights were violated, that
an error of law was committed, that the procedure before
the agency was contrary to statute or that necessary
findings of fact were [*138] unsupported by substantial
evidence. [nsinger Machine Co. v. Philadelphia Tax
Review Board, 1635 Pa. Commw. 344, 346 n.4, 645 A.2d
365, 366 n.4 (1994), appeal denied 540 Pa. 624, 657
A.2d 494, cert denied, /16 S. Ct. 303, 133 L. Ed 2d 208
(1995); 2 Pa. C.§. § 754(b). n7

n6 It is undisputed that the Gas Comrmission
is 2 local agency within the meaning of the Local
Agency Law. 2 Pa. C.S5. § 10/.

n7 Section 754(b) provides:

In the event a full and complete record of the
proceedings before the local agency was made,
the court shall hear the appeal without a jury on
the record certified by the agency. After hearing
the court shall affirm the adjudication unless it
shall find that the adjudication is in violation of
the constifutional rights of the appellant, or is not
in accordance with law, or that the provisions of
Subchapter B of Chapter 5 (relating to practice
and procedure of local agencies) have been
violated in the proceedings before the agency, or
that any findings of fact made by the agency and
necessary to support its adjudication is not
supported by substantial evidence. If the
adjudication is not affirmed, the court may enter
any order authorized by 42 Pa. CS. § 706
{relating to disposition of appeals).

[***11]

As previously discussed herein, the City owns PGW.
By virtue of the First Class Home Rule Act, 53 P.S. §
13101, et seq., the City:

... Shall have and may exercise all powers and authority
of local self government and shall have complete powers
of legislation and administration in relation to its
[**1061] municipal functions ... and the cify may enact
ordinances, rules and regulations necessary and proper
for carrying into execution the foregoing powers and all
other powers vested in the city by the charter it adopts or
by this and any other law,
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33 PS5 § 1313/. An ordinance which is properly
adopted by the Philadelphia City Council has the force
and effect of an act of the Pennsylvania assembly.
School District of Philadelphia v. Zoning Board of
Adjustment, 417 Pa. 277, 207 A.2d 864, 871 (1965);
Action  Alliance of Senior Citizens of Greater
Philadelphia, Inc. v. Philadelphia Gas Commission, 45
Pa. Commw. 234, 241, 406 A.2d 17155, 1158 (1979). Asa
legislative body, it is presumed that any laws enacted
will be constitutional, even those laws effecting rates for
gas service. See Duquesne Light Company v. Barasch,
488 U.S. 299, 316, 102 L. Ed. 2d 646, 109 5. Ct. 609
(1989)(United States Supreme [***12] Court has never
doubied that legislative bodies are competent [*139]
bodies to set utility rates); School District of Deer Lakes
and Allegheny Valley v. Kane, 463 Pa. 554, 345 A.2d
658, 662 (1975) (one of the most fundamental statutory
interpretation presumptions is that the legislature has
acted constitutionally).

There is no dispute that the 1972 ordinance in
question was properly enacted by City Council. The
1972 City ordinance sets forth a formula for setting rates
which will prodiice sufficient revenue to pay PGW's
operating and maintenance expenses. See Action
Alliance, supra (approved ‘“"cash flow" method
established by the 1972 City ordinance as the method by
which PGW could establish rates). Thus, it is presumed
that rates set in accordance with the 1972 City ordinance,
which includes the fixed annual payment in dispute, are
constifittional.

PGW argues that it was error for the Commonwealth
Court to strike down this annual payment as
unconstitutional solely because it disagreed with the
method employed to establish such a rate. As previously
stated herein, PGW's rates are not subject to PUC
regulation. Action Alliance, 45 Pa. Commw. at 241, 406
A2d ar 1158 (PGW "is [***13] not subject to PUC
regulation”). Thus, strict reliance cannot be placed upon
public utility statutes and PUC case law concerning rates.
Even though the PUC cannot regulate the rates charged
by a municipal utility like PGW, it does not mean that
municipal utilities are not subject to any control, As this
Court stated in American Aniline Products, Inc. v. Lock
Haven, 288 Pa. 420, 135 A. 726 (1927):

Courts have the power to determine questions retating to
service and rates [of municipal utilities] where a
complaint is based on 'reasonableness of the ordained
rate or the justness of their application,’ or discrimination
amounting to confiscation.

288 Pa. ar 424, I35 A. at 727.

When examining the 1991-92 rates for PGW, this
Court is mindful that no applicable constitutional
requirement is more exacting than the requirement of
"just and reasonable” rates. Federal Power Commission
v. Hope Natural [*140] Gas Co., 320 U.S. 591, 607, 88
L. Ed 333, 64 S. Cr 281 (1944). The United States
Supreme Court has held that not every aspect of
raternaking has constitutional dimensions despite the fact
that it might effect property rights. /d. 320 U.S. at 610.
Under the due process clause of the 5th and 14th [**¥14]
Amendments to the United States Constitution, a utility
"is entitled to rates, not per se excessive and extortionate,
sufficient to yicld a reasonable rate of return upon the
value of property used, at the time it is being used, to
render the services." Denver Union Stock Yard Co. v.
United States, 304 U.S. 470, 475, 82 L. Ed. 1469, 38 §.
Cr. 990 (1938).

1

When determining rates to charge to its users, utilities
are not bound to use any single formula or combination
of formulac. Hope, 320 U.S. at 610. ]?ifferent rate
making formulas are allowed since the designation of a
single theory of ratemaking as a constitutional
requirement would have the effect of depriving
consumers and investors from benefitting from
alternative rate methods. The Constitution leaves the
states free to decide what ratemaking methodology best
balances the interest of the utility and the public.
Dugquesne, 488 U.S. ar 316.

[**1062] When determining if the rate set by the
utility is constitutional, the United States Supreme court
has stated that:

It is not theory but the impact of the rate order which
counts. If the total effect of the rate order cannot be said
to be unjust and unreasonable, judicial inquiry under the
Act is at [***15] an end. The fact that the method
employed to reach that result may contain infirmities is
not then important. Maoreover, the Commission's order
does not become suspect by reason of the fact that it is
challenged. It is the product of expert judgment which
carries a presumption of validity. And he who would
upset the rate order under the Act carries the heavy
burden of making a convincing showing that it is invalid
because it is unjust and unreasonable in its consequences.

[*141] Hope, 320 U.S. at 602. See also Duquesne, 488
U.S. at 314 (an otherwise reasonable rate if not subject to
constitutional attack by questioning the theoretical
consistency of the method that produced it since it is not
the theory, but the impact of the rate order which
counts). Any rate selected which falls with the broad
zone of reasonableness cannot properly be attacked as
unconstitutional for being confiscatory. In re Permian
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Basin Area Rate Cases, 390 U.S. 747, 770, 20 L. Ed. 2d
372 88 S. Cr 1344 (1968). This Court has followed the
above guidelines set by the United States Supreme Court
when examining utility rate disputes involving the PUC.
See Pennsylvania FElectric Co. v. Pennsylvania Public
Utility Commission, 509 Pa. [***16] 324, 502 A.2d 130
(19835). appeal dismissed 476 {/.S. 1137, 106 S. C1. 2239,
90 L. Ed. 2d 687 (1986); Barasch v. Pennsylvania Public
Utility Commission, 507 Pa. 561, 493 A.2d 653 (1983).
We hold today that the United States Supreme Court
guidelines for determining the constitutionality of a rate
are also applicable to examining rate disputes involving
municipal utilities.

In holding that the fixed annual $ 18,000,000
payment to the City as required by the 1972 City
ordinance was unconstitutional, the Commonwealth
Court appears to have focused on one element of the
ratemaking formula rather than the overall impact of the
Gas Comnussion's rate order. Past decisions of this Court
and the United States Supreme Court have held that such
a focus is improper. See Hope, supra; Pennsylvania
Electric, supra.

A review of the overall impact of the Gas
Commission's rate order for PGW's 1991-92 fiscal year
mandates a different result. A review of the rate in
question shows that the rate approved by the Gas
Commission for PGW's 1991-92 fiscal year does not
amount to a confiscatory rate. In fact, neither the
Commonwealth Court nor the Public Advocate contends
or has proven that the rate in question amounts [***17]
to either a confiscatory or an unjust and unreasonable
rate. Moreover, the City owns PGW in its proprietary
capacity. Graham v. Philadelphia, 334 Pa. 513, 518, 6
A.2d [*142] 78, 80 ¢1939) As such, PGW stands on the
same footing as a private corporation and is entitled to
the same privileges as a private corporation. See /n re
Petition of City of Philadelphia, 340 Pa. 17, 16 A.2d 32
(7940) (a municipality which owns and operates sewers
is treated like a private corporation). As the owner, PGW
would be entitled to whatever proceeds were generated
from the sale of PGW were the utility to be sold. Also,
the net equity balance sheet figure represents not only the
corporate owner's capital contributions to the corporation
but also includes any earnings retained by the
corporation less any losses sustained by the corporation
less any capital distribution back to the corporate owners.

See /5 Pa. C.8. § 1351 (Distribution to Shareholders);
See also Harold P. Starr, Pa. Bus. Corp. Prac. § 7.6
“Limitations on Distributions” (1991). Therefore, since
the $ 201,951,000 net equity figure balance sheet figure
represents the City's equity interest in PGW, the §
18,000,000 payment to [***18] the City would represent
a little less than a nine percent rate of return on equity.
Such a rate of return is reasonable and rationally related
to the City's asserted equity in PGW. See Graham, 334
Pa. at 522, 6 A.2d ar 78 (city entitled to reasonable rate
of return on its Gas Works assets).

Thus, the overall rate approved by the Gas
Commission for PGW's 1991-92 fiscal year [**1063]
was constitutional since it was just and reasonable and
since the fixed annual $ 18,000,000 payment is rationally
related to the City's asserted equity in PGW. Therefore,
the Commonwealth Court erred in remanding this case to
the Gas Commission to re-calculate PGW's rate increase
request for the 1991-92 fiscal year without the required
fixed annual § 18,000,000 payment to the City.

Finally, this Court notes that even though the rates
set by the 1972 City ordinance are constitutional,
consumers are not left without a remedy if they are
dissatisfied with rates charged by PGW. As stated above,
PGW's rates are set in accordance with a 1972 ordinance
enacted by City Council. City Council is comprised of
representatives elected by the residents of the City. If
City residents desire a change in PGW's rate making
[***19] method, they can either pressure City [*143]
Council to amend the 1972 ordinance or have their
voices heard through the election process,

Accordingly, since the rates set by the Gas Commission's
order for PGW's 1991-92 fiscal year are just and
reasonable, it was proper for the Gas Commission to
include the fixed annual § 18,000,000 payment by PGW
to the City, as required by the 1972 City ordinance, in the
calculation of that rate. Therefore, the order of the
Commonwealth Court is reversed.

Mr. Justice Montemuro, who was sitting by designation,
did not participate in the decision of this case.

Messrs. Justice Zappala and Cappy concur in the result.



