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Introduction

On January 22, 2002, Adminigrative Law Judge (ALJ) James N. Rigas issued and served
aProposd for Decison (PFD) in thiscase. The PFD summarizes the proceedings and evidence
(pp 1-2), discusses the positions of the parties (pp 2-9), and presents the AL Js discussion and
findings (pp 9-10). Page 9 of the PFD notes that Consumers Energy Company (CECo or the
Company) is seeking approva for recovery of $25.149 million of implementation codtsin this
case and that the Staff's witness has proposed disallowances totaing $5.562 million. Pages 9-10
of the PFD find that the Staff's proposed disallowances are appropriate (1) because the Michigan
Public Service Commisson (MPSC or Commission) has previoudy ruled that costs must be
incrementa aswell as reasonably and prudently incurred to be recoverable and (2) because the
Staff has shown that the $5.562 million of implementation costs were not in addition to O & M
costs being recovered through current base rates.

The ALJfinds on page 10 of the PFD that CECo has not demonstrated why the
Company's expenditures were necessary to facilitate a trandtion to competitive market or how its
expenditures will facilitate such atrangtion. Therefore, Snce the Commission has previoudy
made recovery of implementation costs conditiona upon such showingsin the future, the ALJ
finds that conditiond deferral and recovery of 2000 implementation cogtsin thiscaseis
appropriate.

The Notice of Proposal for Decison set February 5, 2002, asthe deadline for filing
exceptions to the PFD and set February 15, 2002, as the deadline for filing replies to exceptions.
On February 5, 2002, CECo filed written exceptions to the PFD. Subsequently, at the request of
Attorney Genera Jennifer M. Granholm (Attorney Generad) and with consent of the other

parties, the ALJ extended the deadline for filing replies to exceptions to February 20, 2002.



In its written exceptions, CECo presents three generd issues. (1) whether or not the ALJ
erred in finding that the disallowances proposed by the Staff are appropriate, (2) whether or not
the ALJ erred in finding that conditiona deferral and recovery of 2000 implementation costsin
this caseis gppropriate, and (3) whether or not the ALJ erred in failing to recommend adoption

of the recovery mechanism proposed by CECo.

History and Backaround

On March 30, 2001, CECo filed an application in this case. The gpplication requests the
MPSC to authorize recovery of $25.149 million in eectric restructuring implementation costs
incurred and booked during 2000. These replies will respond to the arguments presented in
CECo's written exceptions, but the Attorney Genera believes that she should first provide a
detailed discussion of the history from which this case arises.

The captioned case hasiits originsin eectric industry restructuring cases previoudy
decided by the Commission; therefore, portions of those decisons rdating to implementation
cost recovery and true-up mechanisms should be discussed and considered as a foundation for
deciding the issues in the captioned case.

Development of principles regarding CECo's recovery of implementation costs has
evolved through MPSC decisons and legidation. Severa principles relevant to the issuesin this
case can beidentified:

Firgt, implementation costs are costs necessary to facilitate the trangtion

to competitive markets that a utility would not incur absent a direct access

program. With regard to such costs, pages 12-13 of the Commisson's June 5,

1997, Opinion and Order decided that it would be inappropriate to disalow

recovery of prudently incurred costs and that it would be ingppropriate to require
customers who do not wish to participate in direct access to bear these codts.



Second, page 11 of the Commission's October 29, 1997, Opinion and
Order in Case No. U-11454 decided that implementation costs should be reviewed
in annud true-up proceedings. [The present caseis CECo's third true-up
proceeding.]

Third, page 18 of the Commission's January 14, 1998, "Rehearing on
Restructuring” in U-11290 et al. decided that implementation costs should be
reviewed for prudence in annud true-up proceedings.

Fourth, page 6 of the Commission's February 11, 1998, Order in U-11290
et al. decided that the previous discussion of the true-up process was not intended
to redtrict or diminate any issues, such as mitigation, that the Commisson
previoudy found to be relevart.

Fifth, page 28 of the March 8, 1999, Opinion and Order in U-11290 et al.
decided: (1) that there are Sgnificant policy decisions that need to be addressed
in thefirg true-up proceedings, (2) that CECo and DECo should file true-up
applications by March 31, 1999, and (3) that the Commission should grant CECo
and DECo authorization for deferred accounting of implementation costs and
associated tax-timing differences.

Sixth, MCL 460.10a(5) ratifies the orders described above.
Seventh, MCL 460.10a(1) provides:

No later than January 1, 2002, the commission shal issue
orders establishing the rates, terms, and conditions of service that
dlow dl retall customers of an eectric utility or provider to choose
an dternative eectric supplier. The orders shdl provide for full
recovery of autility’s net stranded costs and implementation costs
as determined by the commisson (emphasis added)

Eighth, Case Nos. U-11955 and U-11956 were the first true-up
proceedings filed by CECo and DECo. On October 24, 2000, the MPSC
issued its Opinion and Order in Case Nos. U-11955 and U-11956. On
pages 4-5 of that order, the Commission stated:

Prior to discussng the implementation costs actudly
incurred during and before 1998, the Commisson would
emphasize that Smply incurring costs to implement Michigan's
retall open access program is not a sufficient judtification for their
recovery. Expenditures associated with the implementation of the
retail open access programs must produce results. Procedures,
policies, methods, or eectronic data interfaces that prove to be
ineffective, inefficient, or unworkable may not entitle the company
to recover the costs of those systems.




Because very little retall open accessload is currently being
served, it isdifficult for the Commission to judge the effectiveness
of Consumers and Detroit Edison's implementation programs &
thistime. The Commission notes, however, that it expects
Consumers and Detroit Edison to file information in their 2000 and
2001 true-up cases from which the Commisson can determine the
effectiveness of the implementation costs that the companies seek
to recover.

For purposes of the present case, the Commission has
reviewed the expenditures on the record and has granted deferred
recovery as appropriate. However, it would caution the parties that
these findings are conditiond. If subsequent events reved that
costs were incurred for projects or systemsthat ultimately proveto
be ineffective, inefficient, or unworkable or otherwise impede the
progress to retail open access, the Commission reserves the right to
undertake another review of those costs and may foreclose their

recovery. (emphasis added)

Subject to these conditions, the MPSC approved CECo's deferred recovery of $15.4 millionin
U-11955.

In MPSC Case No. U-12358, CECo filed an application requesting the MPSC to approve
recovery of $30.2 million in 1999 implementation costs. Subject to conditions set forthin
previous ordersin U-11955/U-11956 and in U-12478, the MPSC issued an order in U-12358,
which authorized recovery of $25.2 million for 1999 implementation costs. Pages 5-8 of that
order disallowed reported expenses found to be in addition to O & M costs CECo was aready
recovering in base rates. Pages 9-10 of that order authorized conditiond recovery of the

remaning sum.



Repliesto CECo

A. Staff Disallowances

Pages 20-38 of CECo's written exceptions argue that CECo reasonably and prudently

incurred the following implementation cogs:

Customer Education Programs $ 336,000
Customer and Retailer Billing Systems 13,218,000
Metering Information 435,000
Energy Scheduling 216,000
Employee Impact Costs 349,000
Independent Transmission System 832,000
Merchant and Transmission Systems 8,979,000
Carrying Costs 784,000
Total $25,149,000

CECao's exceptions argue that the disallowances totaling $5.562 million proposed by Staff
witness William Kusiak are not judtified for a variety of reasons.

1. Rate Freeze and Retr oactivity

Firgt, pages 20-21 of CECo's exceptions argue that the disallowances adopted by the PFD
result in an unlawful, retroactive reduction in base rates during the statutory freeze mandated by
2000 PA 141. CECo'sargument is preposterous. MCL 46010d(1) saysthat current rates shal
remain in effect until December 31, 2003. The disdlowances adopted by the PFD will not result
in any reduction or increase in CECo's base rates, so those disallowances do not violate the
datutory rate freeze.

CECo argues that the Staff's disallowances have the effect of diverting base rate dollars
to pay for implementation costs and, in turn, this retroactively reduces base rates. Again, the
disallowance does not reduce rates. Implementation costs are smply atype of O & M expense.

Base rates were designed and approved to allow CECo to recover acertain level of O & M



expense. Implementation costs should have been booked and classified as O & M expenses and
then deferred under prior MPSC orders to the extent CECo concluded that the costs would not
have been incurred absent the MPSC-approved direct access program. But, Smply incurring
cods to implement Michigan's retail open access program is not a sufficient judtification for their
recovery. Asthe MPSC previoudy ruled in U-11955/U-11956, U-12358, and U-12359,
implementation costs are nontrecurring costs that the utilities incur in addition to the operationa
cogis that they dready recover in their base rates. Disallowing recovery of implementation costs
in this case does not retroactively change CECo'srates. The converseistrue. CECo's recovery
request in this case seeks retroactive recovery of deferred 2000 implementation codts via future
rates. Granting CECo's request may not congtitute unlawful retroactive ratemaking because the
MPSC previoudy authorized CECo to defer those costs and because amortization and recovery
of the costs does not condtitute retroactive ratemaking when costs are capitalized (deferred). See,
ABATE v PSC, 208 Mich App 248, 261; 527 NW2d 533 (1994). On the other hand, a
disdlowance of such cogtsis aso not unlawful retroactive ratemaking.

2. Doesthe $5.562 million in cost disallowance proposed by the Staff

represent incremental coststhat arein addition to O & M costs CECo
isalready recovering in its base rates?

Pages 9-10 of the PFD conclude that the Staff has shown that $5.562 million of CECo's
implementation costs were not in addition to O & M costs being recovered through current base
rates, and therefore, that Staff's disallowances are appropriate Page 21 of CECo's exceptions
acknowledges that the Commission has dready ruled in U-12358 that non+incrementa |abor
costs should be disallowed, but pages 21-22 seem to argue that the Company's expenses are fully
recoverable because the Company trusted and relied upon Commission orders. CECo's

exceptions cite no legd authorities in support of thisargument. Furthermore, the ordersin



U-11290 et al. and in U-11955/U-11956 and U-12358 creste no basis for CECo's claim.

The June 5, 1997 Opinion and Order in U-11290, which is discussed above, concluded
that it would be inappropriate to disallow recovery of prudently incurred costs, but the order did
not conclude that CECo and DECo should be allowed to recover such costs via base rates and via
asgparate charge. The Commisson's January 14, 1998, "Rehearing on Restructuring” in
U-11290 et al. decided that implementation costs should be reviewed for prudencein annua
true-up cases like this one, but that order did not conclude that prudent costs can be recovered
twice. The February 11, 1998, Order in U-11290 et al. indicated that mitigation should be
consdered in the true-up process. The March 8, 1999, Opinion and Order in U-11290 et al.
concluded that there would be significant policy decisons that need to be addressed in the first
true-up proceedings. MCL 460.10a(5) ratified those orders. The decisionsin U-11955/U-11956,
page 3, and in U-12358, page 6, to the effect that a utility can recover implementation costs only
when they arein addition to O & M costs dready being recovered in base rate are consstent with
the prior rulings as well as with just and reasonable ratemaking principles. Even MCL
460.10a(1) saysthat there shdl be full recovery of net stranded costs and implementation costs

as determined by the commisson In other words, the prior MPSC decisions are within the

scope of the Commission's discretion and legaly justify the PFD's recommendation to disallow
$5.562 million of CECo's implementation costs.

Pages 21-25 of CECo's exceptions present negative arguments about what the Staff's
testimony did not conclude as reasons for rejecting the PFD's conclusion. It may be true that Mr.
Kusiak did not conclude that the $5.562 million was imprudently expended. 1t may be true thet
those labor costs were directly related to eectric restructuring, and it may be true that those

expenditures were prudently incurred. But those arguments on pages 21 through 25 of CECo's



exceptions are irrdlevant and beside the point. As page 25 of CECo's exceptions finaly admits,
the sole issue with regard to recovery of labor costs is whether those costs were incremental.
There is an important difference between incrementa costs as CECo uses the term and costsin
addition to those already being recovered.

The burden of proof rests upon the party averring the affirmative of anissue. White v
Campbell 25 Mich 462 (1872), and Rasch v City of East Jordan, 141 Mich App 336 (1985).
Thus, CECo has the burden of proving that its reported costs are in addition to those aready
being recovered aswell as that those costs are related to electric restructuring and were
reasonably and prudently incurred. See, BCBSM v Governor, 422 Mich 1, 88-89; 367 Nw2d 1
(1985), and In re Detroit Edison Co, MPSC Case No. U-8020-R, Opinion & Order dated July 9,
1987, pp 16-17.

Pages 25-37 of CECo's exceptions argue that the fact that the year 2000 O & M expense
was lower than the amount included in the last rate case does not prove that the reported
expenses were not incremental. CECo seems to acknowledge that the reported costs would be
properly classified as O & M costs, but CECo's argument ignores the underlying principle. If
current base rates rest upon an O & M alowance that exceeds actual O & M expensg, then the
current rates are designed to recover more than the actual expense and the reported expenses are
not in addition to what is currently being recovered in base rates as the prior orders require.

Page 26-28 of CECo's exceptions argue that its labor costs were incrementa because
number of employeesrose from 1998 to 2000. This missesthe point again. Asthe Commission
noted on page 2 of the U-12358 order, CECo current base rates were established in U-10685, and
that case wasfiled in 1994 and decided in 1996. Thus, CECo's analysis of 1998 through 2000

does not satisfy the Company's burden of proof.



Pages 28-37 in CECo's exceptions argue that it has presented evidencein thiscasethet is
different and better than that presented in U-11955/U-11956 and U-12358. It might be true that
but for dectric industry restructuring CECo's actud expenses may have been lower, but the
relevant question concerns whether or not those costs were in addition to the amountsof O & M
costs CECo was dready being alowed to recover, not whether or not those costs were in
addition to other O & M cogts actudly booked in 2000. Mr. Gilzow's tetimony is very careful.
He clams that the disallowed costs were above those that would have typically been incurred
without restructuring. He did not demondirate the extent to which those costs were in addition to
the dlowancefor O & M costsin current base rates. Theway Mr. Gilzow used the term
"incrementa" differs from the way prior MPSC orders have defined that term. Again, this may
qudify those costs as implementation costs, but the evidence does not prove that the disalowed
costs were in addition to costs aready being recovered. The proper comparison is to what
current rates have alowed CECo to recover, not what costs CECo might have avoided.

Pages 37-38 of CECo's exceptions argue that the $341,000 disallowance in retraining
costs proposed by Mr. Kusiak are recoverable under MCL 460.10p(2), which says.

(2) Stranded cogts shdl include audited and verified employee-related
restructuring costs that are incurred as aresult of the amendatory act that added

this section or as aresult of prior commisson restructuring orders, including

employee severance costs, employee retraining programs, early retirement

programs, outplacement programs, and Smilar costs and programs, that have been

approved and found to be prudently incurred by the commission.

That statute does not describe recovery; it defines what types of costs are included in theterm
"stranded costs." The MPSC's prior orders provide the basis for determining what is recoverable
as an implementation cods. Page 7 in the U-12358 Opinion and Order makes another important

point. Section 10p(2) does not guarantee the recovery of al of a utility's employee retraining and

relocation costs. Nothing in Section 10p(2) requires the MPSC to ignoreits prior orders



requiring evidence that recoverable costs must be in addition to costs dready being recovered.
Thus, CECo's argument and evidence does not provide a sufficient legal basisfor rgecting

disallowance of the $341,000.

B. Conditional Recovery

On Page 10 of the PFD, the ALJ concludes that CECo has not demonstrated why its
expenditures were necessary to facilitate a trangtion to competitive markets. Therefore, the ALJ
concludes that conditiona deferral and recovery of 2000 implementation costsis gppropriate
under the MPSC's prior orders. Pages 9-10 of the PFD implicitly apply this ruling to the $19.587
million difference between CECo's $25.149 million and the Staff's $5.562 million disalowance.
Pages 2-19 in CECo's exceptions argue that conditiona recovery of these implementation costs
isunlanful.

1. Prior Orders

Page 3 in CECo's exceptions argues that the Commission's June 5, 1997, Opinion and
Order provide for full recovery of prudently incurred implementation costs. This argument is
partidly mideading. The June 5 order did define implementation costs as cogts necessary to
facilitate the trangtion to competitive markets that a utility would not incur absent a direct access
program. With regard to such costs, pages 12-13 of the Commission's June 5, 1997, Opinion and
Order decided that it would be ingppropriate to disallow recovery of prudently incurred costs and
that it would be ingppropriate to require customers who do not wish to participate in direct access
to bear these costs. That order does not suggest that if costs are smply incurred for the purpose
of implementing Michigan's retail open access program is a sufficient judtification for their

recovery. That order concludes such costs should not be disallowed without reason. Moving

10



forward from June 5, 1997, the Commission made it clear that implementation costs would be
reviewed in true-up proceedings, that prudently incurred costs would not be disallowed, that
ggnificant policy decisons remained to be addressed in the firgt true-up proceedings, and then,
in U-11955/U-11956, as well asin U-12358, the Commission ruled that stating a purpose done
isnot sufficient. In other words, the Staff's disdlowance is not amaiter of hindsight. It reflects
prior decisions and recognizes thet it would not be just and reasonable to dlow CECo to move
implementation costs into a separate recovery mechanism unless need and ardaionship is
shown.

In this case aswell asin previous implementation cost cases (U-11955 and U-12358),
CECo has not described why its expenditures were necessary to facilitate atrangtion to
competitive markets or how its expenditures will facilitate such atrangtion. These are not
hindsight questions. They relae to the time when money was spent. CECo hasfailed to show
why, a the time money was spent, the Company expected the trangtion to competition to require
the expense and to show how the expense was expected to facilitate competition. These
questions are inherent in the origina definition of implementation costs as cogts that would not
have been incurred absent direct or open access. The Commission has previoudy approved
conditional, deferral and recovery of these costs because these aspects of reasonableness and
prudence remain open. The conditions are not based upon hindsight; they are related to the
incompleteness of the evidence submitted thus far. CECo could have explained why it believed
gpending the money was necessary and how the expenses were expected to facilitate a trangtion.

2. 2000 PA 141

Pages 3-4 of CECo's exceptions argue that MCL 460.10a(1) providesfor full recovery of

implementation costs. The gtatute actualy leaves the find determination to the Commission,

11



saying, "The orders shdl provide for full recovery of a utility’s net stranded costs and
implementation cogts as determined by the commisson.” .Previoudy the Commisson andin
this case the PFD have concluded that recovery must be conditiona, not that costs must be
disdlowed. The MPSC's prior decisions fal within the MPSC's discretionary power to
determine what full recovery means.

3. Prudent Investment Test

In pages 4-5 of its exceptions, CECo clams that under the prudent investment test a
utility's decisons must be evauated based on what was known at the time decisions were made
and that the results of a utility's decisons areirrdevant. This prudent investment test has been
used, but is not binding upon the MPSC. The Commisson must balance the interests of
investors and customers and may make pragmatic adjusments. ABATE v PSC, 208 Mich App
248, 266-267; 527 NW2d 533 (1994). In this case, the issue does not concern whether CECo
will recover aprudent investment. The issue concerns the incompleteness of CECo's showing
concerning how reported costs were necessary to implement eectric industry restructuring and
how they were expected to facilitate restructuring. The mere fact the Mr. Gilzow presented
conclusory testimony claiming that was so does not end the question, as the MPSC has aready
ruled. Mr. Gilzow did not explain why the costs were necessary, and the MPSC is not required
to accept histestimony--even if it isnot directly contradicted. SC Gray, Inc v Ford Motor Co,
92 Mich App 489, 804; 286 NW2d 134 (1979), and In re The Detroit Edison Co, MPSC Case
No. U-8020-R, Opinion & Order dated July 9, 1987, pp 16-17. Conditiona approva iswithin

this discretionary power to weigh the evidence.

12



4. Prudence

Page 6 in CECo's exceptions argues that conditional approval is not appropriate because
no witness chdlenged the prudence of CECo's expenditures. This argument failsto respond to
the conclusion in the PFD and in the prior MPSC orders. As page 10 of the PFD has concluded,
CECo has not demonstrated why its expenditures were necessary or how the expenditure will
facilitate such atrangtion. Simply incurring cogts to implement Michigan's retail open access
program is not a sufficient judtification for their recovery. Opinion and Order dated October 24,
2000, pp 4-5, MPSC Case Nos. U-11955/U-11956. Again, the MPSC is not required to accept
conclusory tesimony even if it is not contradicted. SC Gray, Inc, supra.

5. Justification for Unconditional Recovery

Pages 7-17 of CECo's exceptions argue that the Company's evidence justifies
unconditional recovery because al costs have been effective and have produced results. This
argument and the supporting testimony are very carefully worded. CECo contends that virtualy
every system, process, and procedure was utilized. Thisis not what the MPSC's prior orders
require. CECo had the burden of proving that its expenditures were necessary and how they
facilitated the trangtion. Saying that something was used is not the same as proving it was
needed, and saying that something was used fails to describe how it facilitated the trangition.
Pages 7-17 of CECao's exceptions present alengthy description of the expenditures, but that
descriptions miss the points. Use does not equal proof that an expenditure facilitated the
trangtion. The question becomes why the expenditures were necessary and how they facilitated

the trangition to competition.

13



6. CECo'sRdiance

Pages 17-18 of CECo's exceptions argue that conditional recovery is not appropriate
because the Company redlied upon the Commission's prior orders. CECo does not cite any legd
authorities in support of this argument; furthermore, the MPSC has not previoudy reviewed
elther projected or actua 2000 expenditure and gpproved them. Mr. Gilzow emotionally pleads
that CECo should be able to trust MPSC orders, but he fails to identify statements that led CECo
to conclude that the specific expenditure presented would be trested as recoverable without proof
that they were necessary and how they were expected to facilitate the trangition to competition.

7. CECo's Congtitutional Rights

Pages 18-19 of CECo's exceptions argue that conditional recovery would violate CECo's
congtitutionally protected rights and that a regulator cannot arbitrarily switch ratemaking
methodologies. The premise of this argument rests upon CECo's argument that the MPSC's prior
orders and 2000 PA 141 give CECo aright to recover costs that cannot be denied. There are two
responses to CECo's analysis.

Firgt, as demonstrated on pages 2-4 of these replies, the MPSC and the PFD have not
switched methodologies. 1n U-11290 et al., the Commisson ruled that implementation costs
would be reviewed in annud true-up proceedings, and in Case Nos. U-11955/U-11956, the
MPSC completed its development of the policies under which recovery would be approved.
Second, conditional recovery does not condtitute a denia of recovery; therefore, CECo hasfailed

to demonstrate any confiscation of property as claimed by CECo.

14



C. Failureto Adopt CECo's Recovery M echanism

Mr. Torrey proposed a 5-year surcharge taking effect at the expiration of the rate
freeze/rate cap period established by 2000 PA 141. Pages 38-39 of CECo's exceptions argue that
the ALJ erred by failing to recommend adoption of that proposa. CECo's exceptions admit that
the Commission deferred congderation of any recovery mechanism in U-11955/U-11956 and
U-12358. Neverthdess, CECo argues now isthe time for approving the Company's proposal.
CECo citesno legd authority requiring such action, and the rate freeze extends in some form
through December 31, 2005. The rate caps could extend to 2013. In thislight, thereis
insufficient legal ground requiring adoption of CECo's proposed surcharge. Also, the result
could be affected by actions resulting from the decison in U-12639 and in securitization true-up
cases under 2000 PA 142. Therefore, the Attorney Generd requests the Commission to reject

CECo's exception.

15



Relief Reguested

For the reasons stated above, Attorney General Jennifer M. Granholm requests the
Michigan Public Service Commission to issue a final order granting conditional approval for
recovery of $19,587,000 of the $25,149,000 reported by Consumers Energy Company in this

case,

Respectfully submitted,

JENNIFER M. GRANHOLM
Attomney General

gi)ﬁ?uﬁ%ﬁb £. bucfm

Donald E. Erickson
Assistant Attorney General

Special Litigation Division
6520 Mercantile Way, Suite 2
P. 0. 30736

Lansing, MI 48509

(517) 373-1123

February 20, 2002
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