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Public Service Company of Colorado Electric Department
Performance Based Regulation-Eamings Test 2006
Docket No. 071-134EG

Staffs Report to the Commission

L EXECUTIVE SUMMARY

This is the eighth and final report prepared by the Staff of the Commission (Staff) on the
Electric Department of Public Service Company of Colorado (PSCo or the Coﬁpmy). These
annual reports evaluate the earnings of the Electric Department.

The purpose of the earnings test is to “provide an annual sharing of the Company’s
earnings based on an updated test period and on application of principles reflected in rates
resulting from the Company’s most recent rate case ]'.n"oceeding.”l This earnings report along with
the Company’s Quality of Service Plan (QSP) report” are critical components of the Performance
Based Regulation (PBR) framework under which the Commission currently regulates some
aspects of PSCo’s electric operations and rates in Colorado.® Under PBR guidelines, the
Company shares‘its earnings over and above target levels with its Colorado retail customers.

After reviewing the Company’s PBR Plan Adjustment 2006 Year Supporting Report filing
(PSCo PBR Report) Staff has determined that it agrees, with an exception, for the detailed reasons
contained in this Staff report, with the sharing calculations provided therein. In view of the fact
that calculations demonstrate there are no earnings to be shared and the year 2006 is the final year
of the Earnings' Test and sharing mechanism, Staff recommends PSCo file an Advice Letter

eliminating the Performance-Based Regulatory Plan Adjustment from its tariffs. s

y Stipulatian and Settlement Agreement approved by the Commission in Decision No, C00-393, page 10,
Docket No. 99A-377EG .
? Provided to the Commission under separate cover.

3 The PBR framework applies to only certain aspects of the Company's rates. The ECA, AQIR, PCCA,
DSMCA, the line extension policy, the depreciation policy, and the cost allocation manual are other examples of
frameworks that govern aspects of the Company's rates and operations in Colorado.
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IL Earnings Test History

PSCo filed its Electric Department PBR Report and Fully Distributed Cost Study for 2006
on April 2, 200;/'. On April 30, 2007, PSCo filed a Motion for Extension of Time up to and
including May l*_§.8, 2007, to file certain aspects of its 2006 annual report to the Commission. The

Motion was granted in Decision No. R07-0357-I, mailed on May 3, 2007. On May 14, 2007,

Staff filed a motion for extension of time to file its verification report until June 18, 2007. The
motion was granted by the Commission in Decision No. C07-0427.

The ratemaking principles this filing is based on are governed by Commission Decision
No. C03-0670 in Docket No. 028-315EG. Specifically, in Section {IL.Q., Rarem&king Principles
Jor Future Earnings Tests, page 38, paragraphs 118 — 120, the Commission states:

118. In the Settlement, the parties agreed to certain ratemaking principles for
eleven specific areas that are to be used in the 2004 to 2006 Eamings Tests. In
addition to these eleven principles, the Proposed Settlement provides that the
jurisdictional allocations (used in the revenue requirement determination) and all
other cost assignment/allocation methodology in the current CAM will also be
used for the 2004 to 2006 Earnings Tests.

119. While it would have been more efficient that all regulatory issues
addressed in the Settlement would be the agreed upon principles for future
Earning Tests, we understand the parties’ inability to agree to such a provision in
this case. As the parties pointed out, the Earnings Tests have become “mini” rate
cases because new issues arise that have not previously been addressed by the
Commission. We believe that the agreement to use the listed regulatory principles
in the Settlement in future Earning Tests will make the future Earnings Test more
efficient for all involved.

120. We accept the proposal in the Settlement that the listed ratemaking
principles (pages 80-82) will apply in future Eamings Tests, except as specifically
modified in this Decision.

Section XVII of the 028-315EG Settlement approved by the Commission in Decision No.

C03-0670 states:

b
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XVII. Ratemaking Principles for Future Earnings Test Filings

For the 2004 through 2006 Eamings Tests the electric earnings sharing shall be
measured on the basis of an Earnings Test that uses the ratemaking principles and
treatments specified in the following sections of this Settlement Agreement:

Rate of Return and Capital Structure;

Plant:Held for Future Use;

lnsuri;mce Expense;

Pensi:on Expense;

Trading A&G and Non Production O&M Expense;

Qil and Gas Royalty Revenues;

Dark Fiber;

Regulatory Treatment of C.R.S. § 40-3-104.3(2)(a) discounts; |

Cost Allocation Between Regulated and Non-Regulated Business Activities;

Reclassification of Substation Plant and Treatment of Radial Transmission
Lines; and

Sterliing Correctional Facility

In addition, the Parties agree that the 2004 through 2006 Earnings Tests shall
reflect the jurisdictional allocation methods used in developing the electric
revenue requirement approved as a part of this Settlement Agreement and all other
cost assignment/allocation methods identified in the Company’s then current
CAAM on file with the Commission.

For the ‘t‘est periods 2004 through 2006, sharing percentages for earnings over
10.75 percent return on equity shall be as follows:

Measured Retum on Equity Sharing Percentages
(10.75%) Customers Company
>10.75% < 11.75% 65% 35%
>11.75% <£13.75% 50% 50%
>13.75% £ 14.75% 35% 65%
Over 14.75% 100%
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III. SUMY OF THE PBR PROCESS

As previously stated, PSCo files its annual earnings test calculations in the spring of each
year. The filing includes an advice letter that proposes to adjust the annual tariff rider, in
accordance with the Company’s calculation of earnings, along with supporting material.* The
annual rider goes into effect on July 1, subject to revision with interest if the Company’s
calculation is successfully challenged in later hearings.

Upon receipt of the Company’s filing, Staff analyzes the Company’s calculations and
issues a report té the Commission. Based upon that analysis and report, Staff recommends that
the filing either be accepted or set for hearing. If the Commission sets the matter for hearing,
notice is given; and other persons may intervene and participate in the hearing. 1f a hearing is
held and the outcome of the hearing differs from the Company’s proposal, then the Company
changes the proposed tariff rider, at an appropriate rate of interest, in accordance with the
outcome of the hearing. This serves to true-up the filing with the sharing amount as determined
by the Commission.

IV. THE SCOPE OF THE PBR

The PBR earnings test is a limited and more routine financial review than a rate case
review. The eamings test begins with the Company’s books of account and incorporatés
accounting and Commission adjustments. Accountiné adjustments are adjustments required to
insure that transactions properl.y counted in the review period’s earnings are included in the

annual filing and transactions that are properly counted in the calculation of eamings for previous
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or future review :iaeriods are excluded.” Commission adjustments are adjustments adopted by the
Commission (either in a rate case or in a PBR review) that address the treatment of revenues,
expenses and raté base.®

Specific principles approved by the Commission in Docket No. 028-315EG include, for
example: use of average (as opposed to ycar-end) rate base; use of year-end capital structure and
end-of-period capital costs; full normalization of tax timing differences on a going forward basis
as well as associated catch-up provisions; a prohibition against test year quantity adjustments;
and required treﬁtment of certain dues and advertising expenses. As applicable in a PBR
earnings review, general ratemaking principles include:

a) proposed adjustments must be known and measurable;

b) any transaction, including an affiliate transaction, must have the substance of an

arms:length transaction;

c) rate l;ase items must be used and useful,

d) expeﬁscs must benefit the ratepayer as a ratepayer; and

e) aproposed difference in amortization period must be justified and reasonable.

The PBR: filing, however, does not incorporate pro forma adjustments and consequently

does not annualize expenses. Pro forma adjustments result from annualizing price changes

* Under separate cover and at about the same time as its earnings test filing, the Company files an annual
Quality of Service (QSP) Report with the Commission. On May 16, 2007, Staff filed its Verification Report
pertaining to the 2005 QSP results in Docket No. 07M-162E.

5 99S8-377EG Settlement, page ! 1, footnote S,

§ 99A-377EG Scitlement, page 11, footnote 4.
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within the test year (“in-period adjustments”) or outside the test year (“out-of-period
adjustments™).’

In contrast to a PBR review, a rate case review begins with the Company’s books of
account and incj?rporates accounting, Commission, and pro forma adjustments and annualizes
expenses during:'a test year. In additton, a rate case review has traditionally been the forum in
which major aécounting reclassifications, reassignments, and reallocations, and depreciation
changes are brought before the Commission for approval.

These differences in process between a PBR financial review and a rate case result
primarily from the difference in purpose between the two. A rate case resets rates for an
indefinite period of time, perhaps many years, into the future. In contrast, the PBR was designed,
and operates as, a year-by-year review on a consistent basis. As a result, in a rate case, the scope
of issues is broad, the process takes many months to accommodate the issues raised, and
normally there is no true-up process. In the PBR, the parties are bound by the principles of the
last rate case and by previous PBR decisions, parties can only raise issues within the limitations
ofa stipulation,._if any, only about 45 days pass between the Company filing and the Staff report,
an additional 45 days pass before the proposed rates go into effect, and there can be a true-up
process, if needed. Annualizing expense adjustments are plentiful in a rate case but are not
addressed in the PBR. Rate of return is also an issue in a rate case whereas in the PBR there is a
sharing formula to deal with earnings (in this case over 10.75% return on equity) on a systematic

basis.

7 99A-37TT Settlement, page 11, footnote 6.
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As stated previously, the adjustments allowed in the PBR are more limited than the
adjustments permitted in a rate case review. While the PBR review provides a forum for parties
to raise limited “new issues” that the Commission has not ruled on in the previous rate case or in
previous earnings test dockets, the PBR was not designed to provide a forum to permit
accounting allocation or depreciation schedule changes. The 99A-377EG Settlement, which
govems the 2002 PBR, states the sources of the regulatory principles for the 2000-2002 earnings
tests as:

For the calendar years 2000, 2001, and 2002 earnings tests, the electric eamings
sharing shall be measured on the basis of an earnings test that uses the ratemaking
principles (including allocation methodologies) reflected in the rates resulting
from the following: the Company’s Phase I and Phase 1l rate case proceedings in
Docket Nos. 935-001EG and 951-513E, respectively; Decision No. C98-54
(January 20, 1998) in Docket No. 97A-299EG (the so called “pre earnings test
docket”); the Stipulation of Partial Settlement with Respect to Public Service's
1997 Eamings Test, dated November 16, 1998, among the Company, the
Commission Staff, and the OCC, approved by Decision No. R97-1187 (December
3, 1998) in Docket No. 95A-531EG; and any other Commission order issued
subsequent to the most recent electric rate case proceeding. (Emphasis added.)

It is noteworthy that the 99A-377EG Settlement expressly identified different sources of
the regulatory principles for the earnings tests beyond 2003. It states:

For the earnings tests for calendar years 2004, 2005, and 2006, the electric
earnings shHaring shall be measured on the basis of an earnings test that uses the
ratemaking principles (including allocation methodologies) reflected in the rates
resulting from the following: the 2002 electric rate case or the then most recent
electric rate case; and any Commission order-issued subsequent to the most recent
electric rate case proceeding. (Emphasis added.)

This par&'graph contains a footnote that states that nothing shall preclude a party from
requesting that the Commission adopt a rate making principle or allocation methodology for

future earnings tests that differs from those used to establish base rates.
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v

V. STAF F’S RESPONSE TO ON-GOING AND NEW ISSUES

A. General Comment |

As notet;; above, PSCo filed its 2006 PBR eamings test report on April 2, 2007. The
Company’s calculations indicate that the company had Net CPUC Jurisdictional Operating
earnings of $236,570,399, or an achieved return on equity (ROE) of 7.73%, resulting in no
earnings sharing with Colorado customers. Based on the Company’s calculations, it could have
earned an additional $97.6 million before it reached its threshold for sharing with its customers
under the terms of the 2006 PBR. The sharing schedule from the 02S-315EG Settlement
indicates that earnings over 10.75% ROE for 2004 through 2006 shall trigger the sharing with
retail electric customers.

The 2002 earnings test filing was the last eamings test in which the standards of the 1993
rate case (Docléct No. 93S-001EG) applied. As noted previously, the current eamings test for
2006 uses the l;ratemaking principles reflected in Decision No. C03-0670, Docket No. 028-
315EG, which z;pproved the 028-315EG Settlement. For instance, the current test year ;ISBS an
average rate base instead of year-end rate base, as was the case for the 2002 filing. The 2006
PBR has a different earnings sharing schedule based upon the 10.75% ROE granted in PSCo’s
2002 Rate Case.

The remainder of this report discusses, in detail, Staff’s analysis of the Company’s filing.
It includes Staff’s response to each on-going and new issue PSCo has identified in its 2006 ﬁliﬁ'g,
followed by Staff's annual update of changes in the Company’s capital structure, principal

changes in planf accounts, and changes in selected income statement accounts.
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B. Staff’s Response and Analysis

1. Rate Case Principles

In the 028-31SEG Settlement, the parties agreed to certain ratemaking principles for
eleven specific areas that were to be used in the 2004 to 2006 earnings tests. In addition, the
parties agreed that the earnings tests will reflect the jurisdictional allocation methods used in
developing the eiectric revenue requirement as set forth in Section XVII. Ratemaking Principles
for Future Earnings Test Filings.

a) Rate of Return and Capital Structure

A detailed discussion of the requirements of the 02S-315EG Settlement and other related
decisions are included below in Capital Structure, Section 10.

b) Plant Held for Future Use

PSCo’s treatment of the amount in the Earnings Test for the Southeast Water Rights is in
accordance with the latest Phase I rate case decision, Commission Decision No. C03-0670 in
Docket No. 028-315EG. The Commission determined that PSCo should continue to recover the
debt cost of the; Company’s carrying costs for the Southeast Water Rights as long as and to the
extent that PSCo continues to own such water rights.

c) Insurance Expense

In the 02S-315EG Settlement, the parties agreed to use actual 2002 insurance expense in
calculating the revenue requirement. The 2004, 2005 and 2006 earnings tests will reflect actual
insurance expense incurred during the applicable calendar year. In the 2006 earnings test, PSCo

complied with the Commission decision approving the 025-315EG Settlement.
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d) Pension Expense

In the 025-315EG Settlement, the parties agreed to a pro forma adjustment for pension
costs to reflect an increase in pension costs anticipated in 2003. The 2004, 2005 and 2006
eamnings tests will reflect actual pension expense incurred during the applicable calendar year. If
actual pension costs are less than what is allowed in rates approved by the Commission as part 6f
the 02S-315EG Settlement, 100% of the excess pension cost recovery (i.e., the difference
between actual costs and the costs allowed in the Settlement) will be flowed back to ratepayers in
the annual earnings test regardless of the overall eamings test calculation. This treatment will
not be symmetrical. The pension costs will be pooled with other expenses to perform the
earnings test calculation. In the 2006 earnings test, PSCo complied with the Commission
decision approving the 028-315EG Settlement.

€) Trading A&G and Non Production O&M Expense

In the 028-315EG Settlement Agreement, the parties agreed PSCo would exclude $2.74
million from test-year expenses for the purpose of calculating earnings sharing for the calendar
year 2006. In the 2006 earnings test, PSCo complied with the Commission decision approving
the 02S-315EG Settlement.

f) 0Oil and Gas Royalty Revenues

In the 02S-315EG Settlement, the parties agreed to include the full amount of 0i} and gas
royalty revenues in the 2004, 2005 and 2006 earnings tests. In the 2006 eamings test, PSCo
inadvertently omitted these revenues from the earnings test calculations. The amount of oil and

gas royalty revenues omitted totaled $2,511,187.
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“ g  Dark Fiber

In Docket No. 98A-262EG, the Commission approved the transfer of all of Public
Service's dark fiber assets to NCE Communications, Inc. (NCEC) and a lease back of a portion of
those assets Public Service was using at the time of transfer. The Commission approved the
transfer following consideration of the October 8, 1998, Stipulation and Agreement (Dark Fiber
Settlement) between Staff and Public Service that was filed to resolve all issues in that docket.

The Dark Fiber Settlement contained a "Favored Nations Clause” that provided that
Public Service and its customers would be entitled to the lowest rate at which NCEC leased a
similar fiber optic route segment. In August 1999, NCEC contributed the dark fiber to Northern
Colorado Telecommunications, LLC d/b/a Touch America Colorado LLC, a partnership between
NCEC and Touch America, Inc. In Docket No. 028-315EG, Staff expressed concern whether the
level of the lease rate paid by Public Service continued to be reasonable and whether the Favored
Nations Clause under the Dark Fiber Settlement could operate in full force and effect following
tile contribution of assets to Touch America Colorado. In the 02S-315EG Settlement, the parties
agreed to the amount of lease expense and pole attachment fees included in Public Setvice's
original case. However, the parties did not agree that the original amounts reflected a settled
ratemaking principle for purposes of the eamnings test. Staff and Public Service reserved their
rights to advocate in the eamnings test or any other appropriate proceeding any position
concerning this matter.

For the ‘purposes of this 2006 eamings test, Staff elects not to exercise its right to

advocate any position for Colorado regulatory purposes regarding the level of expense and

Y
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revenue relating to dark fiber, pole attachment fees and conduit rental and whether the Favored
Nations Clause applies to the contribution.

h) Regulatory Treatment of C.R.S. § 40-3-104.3(2)(a) Discounts

For contracts involving electric and steam service, C.R.S. § 40-3-104.3(2)(a) requires that
the Commission specify a fully distributed cost allocation method to be used to segregate rate
base, expenses, and revenues associated with utility service provided by contract from other
regulated utility operations. In the 02S-315EG Settlement, the parties agreed that PSCo's
treatment of making an adjustment to miscellaneous revenues to add to booked revenues the
discounts given to certain contract customers should be continued for the 2004, 2005 and 2006
camings test. In the 2006 earnings test, PSCo complied with the Commission decision approving
the 028-315EG Settlement.

i) Cost Allocation Between Regulated and Non-Regulated
Business Activities

See detai}ed discussion below in Section 9.

()] Reclassification of Substation Plant and Treatment of Radial
Transmission Lines

In PSCoi’s Phase I rate case in Docket No. 028-315EG, PSCo proposed to reclassify
certain high voltage facilities within its distribution substations from distribution plant to
transmission plant. Parties in the rate case disagreed with PSCo’s proposed reclassification,
however, the parties stipulated that the pro.per classification of PSCo’s high voltage facilities in
distribution substations and its treatment of radial lines would be part of the Phase 1I rate case.

On May 20, 2005, the Commission issued Decision No. C05-0597 in Docket No. 04S-164E,

13
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determining that PSCo’s reclassification of its distribution substations and its treatment of radial
transmission lines was appropriate.

{2

k) Sterling Correctional Facility

In the Se‘tﬂemcnt Agreement approved in Commission Decision No. C03-0670 in Dockd
No. 028-31 SEG; it was agreed that PSCo’s retail customers would be held harmless with respect
to the investments that the Company made at Sterling Correctional Facility (SCF). In the
earnings tests for 2004, 2005 and 2006, PSCo was to make an adjustment for electric distribution
plant in service, reserve for distribution plant depreciation, and electric distribution maintenance
expense. Subsequently, PSCo sold those assets associated with the SCF to the State of Colorado.
As such, the need to make any adjustments for the SCF is no longer necessary.

2. Lamar HVDC Converter

In Decision No. C06-0193 in Docket No. 05A-161E, the Commission reversed its
decision in Docket No. 00A-600E, which allowed only 50 percent of PSCo’s investment in the
Lamar HVDC ccinverter in rate base. No adjustments were made to the investment for the Lamar
HDVC convertef, thereby providing full rate base treatment for the assets.

3 Air Quality Improvement Rider

The 028-315EG Settlerﬁent states the method for the treatment of the Air Quality
Improvement Rider (AQIR) for the earnings test and the Electric Cost Adjustment. As set forth
in the 028-315EG Settlement, PSCo adjusted 2006 electric revenues by eliminating AQIR
revenues of $31,123,942, then added back to Other Revenue the AQIR Levelized Annual

Revenue Requirements designated specifically to the earnings test, in the amount of $22,456,000.
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4. Purchased Capacity Cost Adjustment

Connnisgion Decision No. C04-476 in Docket No. 03A-436E required PSCo to account
for all purchased capacity expense and all Purchased Capacity Cost Adjustment (PCCA)
revenues in the eamings test calculation. For 2006, PSCo identified PCCA revenues as totaling
$7,362,463.

On October 3, 2003, the Company filed an application for an order authorizing it to
implement a Purchased Capacity Cost Adjustment (PCCA) Rider to recover the incremental
purchased capacity costs paid to third-party power producers. In Decision No. C04-476 in
Docket No. 03A-436E, the Commission determined that the capacity cost of contracts ordered by
the Commisston during the 1999 Integrated Resource Process constitute an extraordinary and
unique set of costs for PSCo. Furthér, the Commission determined that these costs comprise a
sudden increase _in capacity costs that PSCo could not have recovered in the most recent rate
case. The Com{nission ordered that, given the unique set of circumstances, implementation of
the PCCA mechgnism was warranted,

Commission Decision No. C04-476 requires PSCo to account for all purchased capacity
expense and all PCCA revenue in its eamings calculation. Staff reviewed the information
provided by PSCo in its workpapers and has no issues with the reporting.

5. Production Tax Deduction

Beginning in tax years after 2004, IRS Tax Code 199 allows C corporations, S
corporations, partnerships, sole proprietorships, cooperatives, and estates and trusts to claim a
deduction that is equal to a percentage of the income eamned from U.S. production activities

(including production of electricity). For PSCo in 2006 the deduction is 3% of the federal
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taxable amount allocated to production. Schedule 28 of the 2006 PBR filing demonstrates the
calculation of the production tax deduction.
6. Reclassification of Substation Equipment
Consistent with Commission Decision No. C05-0412 in Docket No. 04S-164E, PSCo
made adjustments to reclassify certain substation equipment between the distribution,
transmission and production functions in the 2004 and 2005 Earuings Tests. The average test
year adjustment was developed using the sum of the beginning of test year and end of test
balances divided by two. In October 2006, the assets were reclassified on Public Services’s
accounting records. To develop the average test year balances for the 2006 Earnings Test, the
beginning of test year balances were used for the months of December 2005 through Septemb;r
2006 and added to the test year actual balances from October 2006 through December 2006.
7. True-Up of Previous Sharing Amounts
The Settlement Agreement approved in Commission Decision No. C96-1235 in Docket
No. 95A-531EG required the eamings test to provide for a true-up mechanism to the extent
necessary to address any over/under recovery issues. PSCo states that as of December 31, 2006,
the true-up calculation for the 1997-2006 test years results in $1,103,552 of excess sharing
credited to customers. Since PSCo did not attempt to recover this amount in the 2005 earnings
test and 2006 is .the final year for the eamnings test, the Company requested recovery of the above
amount by means of the Purchase Capacity Cost Adjustment {(PCCA) mechanism in Docket No.

07A-105EG. This application was approved in Commission Decision No, C07-0375.
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8. Material Changes in Accounting Policies, Practices or Procedures
a. Accounting Policy/Practice Changes

PSCo noted one change in accounting policy, practices or procedures. In early 2006,
PSCo received final approval from the Federal Energy Regulatory Commission (FERC) of
certain interconnection agreements, Under the agreements, PSCo is reimbursed for the cost of
constructing generation interconnection facilities, via a facility fee, and the on-going operation
and maintenance expenses, via an O&M fee. Prior to 2006, the fees billed were all ;ecorded to
revenue. The revised and approved agreements include language that segregates out the capital
portion of the charges and as a result, PSCo will now account for the facility fee as a contribution
in aid of construction. Journal entries were recorded to appropriately recognize the contribution
in aid of construction and all other related amounts, e.g., depreciation and AFUDC, long term
and current receivables, interest.income, and the reversal of the fees that had been recorded as
revenue. Staff has no concemns with this change at this time.

b. FERC-Related Items

In December 2005, FERC issued Order No. 668, Accounting and Financial Reporting for
Public Utilities Including RTOs. The order established new transmission accounts for use by
public utilities, including: 1) a new sub-account in which to record revenues for providing
transmission services; 2) new sub-accounts in which to record costs for load dispatching, system
planning and standards development; 3) new acc:('Junts in which to record their share of costs
billed by RTOs; and 4) new accounts in which to record costs incumred in managing and

monitoring regional market activity. The order was effective April 1, 2006.
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c. Generally Accepted Accounting Principles (GAAP)-Related
Items

PSCo noted that Company accounting policies, practices or procedures changed due to
GAAP-related items that became effective since the last Eamings Test filing. In September
2006, the Financial Accounting Standards Board (FASB) issued SFAS No. 158, which requires
companies to fully recognize the funded status of each pension and other post-retirement benefit
plan as a liabilitsr or asset on their balance sheets with ail unrecognized amounts to be recorded in
other comprehensive income. PSCo applied regulatory accounting treatment, which allowed
recognition of this item as a regulatory asset rather than as a charge to accumulated other
comprehensive income, as future costs are expected to be included in rates. The change is a
balance sheet rcglassiﬁcation of costs not yet required to be expensed in the income statement by
. either FASB No. 87 or FASB No. 106.

d. Significant Unusual or Non-Recurring Income or Expense

In the 2006 PBR filing, PSCo listed two items in this category. First, in early 2006, PSCo
sold certain stec]—bodicd railcars and purchased new aluminum railcars. The sale of the railcars
resulted in a pre-tax gain of approximately $19 million. The sale was approved in Commision
Decision No. CQS-1414, in Docket No. 05A-485E. In accordance with the order in that docket,
PSCo recognized a pre-tax gain in 2006 of $7.2 million, which offset the incremental costs of
leasing, delivery.and coal handling. The remaining pre-tax gain of $2.8 million was deferred and
will be amortized over a period of ten years and refunded to retail electric customers.

Second, in late 2006, PSCo sold certain excess SO2 emission allowances. After sharing,

PSCo recognized a pre-tax gain on the sale of $2.7 million.
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r €. Other

In 2006, PSCo recorded journal entries to reclassify certain high voltage facilities within
the Company’s distribution substations from distribution plant to transmission plant, and
reclassified certain transmission substations to distribution plant. The reclassification of these
assets is consistent with Commission Decision No. C05-0412 in Docket No. 04S-164E.

9, Alocations
a. Jurisdictional Allocations

Staff verified several line items to determine if the Schedule 4 doliar amounts assigned .to
the FERC jurisdiction were calculated based on the FERC jurisdictional allocators listed in
Schedule 29.

For purposes of the 2006 PSCo PBR Report, Staff believes that the Company has
comported with the Commission order by filing a FDC study.

Staff’s review of the FDC study filed in this case primarily related to verification that the
account balancqs used in the study were reflective of the accounting books and records of the
Company. In this respect, Staff did not note any discrepancies.

Verification was also performed to insure that the allocation process and resulting dollar
amounts were reflective of the methodology listed in the current CAAM.

10.  Capital Structure and Capitalization
‘ a. Overview

In reviewing PSCo’s PBR Report, Staff’s focus is to be sure that PSCo has sufficient
access to capital on reasonable terms to fulfill its need for cash, even at inopportune times. This

review has been provided to the Commission each year since the inception of the PBR in 1997.
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A review: of capitalization issues began as a result of the longstanding practice of another
utility parent, Qwest Communications International, Inc. vis-a-vis its regulated subsidiary, Qwest
Corporation (Qwest), and their predecessor companies. In Qwest’s case, the parent company
required its subsidiaries to pay 100% of earnings as dividends to it. This means ;fl:at earnings
generated by the utility operating company in excess of dividends were not automaticallg-f retained
by the utility that generated them. Effectively, the parent tightly controlled the investment
policies for each of its subsidiaries. As a result, if Qwest wanted additional equity funding to
build infrastructure to fulfill its regulatory obligations, it had to justify to the parent the need for
those funds. It was required to compete with unregulated subsidiaries that could potentially offer
a bigger return than the regulated business for funds that were generated. While these
unregulated operations potentially offered larger retums to the pmenUholdiné company’s
stockholders, they also camied a different risk profile than regulated operations and might not
have generated sufficient cash to fund those riskier activities. The parent’s solution to this cash
shortfall in the‘unregulated subsidiary was to flow cash from the regulated subsidiary to the
parent and then' from the parent to the unregulated subsidiary. While this was not necessarily
problematic if the regulated subsidiary had sufficient cash to meet its regulatory obligations, it
might become problematic if sufficient cash was lacking.

b. Xcel Energy/PSCo Corporate Structure

In August 2000, New Century Energies, Inc. (NCE), PSCo’s former parent corporation,
consummated a merger with Northern States Power Company (NSP) and formed Xcel Energy.
Xcel Energy’s utility operating company subsidiaries, including PSCo, are now 100% owned by

Xcel Energy. The utility subsidiaries do not issue common stock in their own name. Instead,
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Xcel Energy issues the stock and the operating subsidiaries support Xcel Energy’s overall
financial needs by flowing dividend payments to Xcel Energy. PSCo is allowed to issue dedt in
its own name.

Xcel Energy influences the capitalization .of its subsidiaries, includ‘ing the utilit:;
subsidiaries, ba.;ed on the dividend payment policy from the subsidiary to the parent. Xcel
Energy pays dividends to its shareholders based on cash derived from its subsidiaries. The pro-
rata share of the dividends to be paid by each subsidiary, including PSCo, to Xcel Energy is
based on the corporate dividend policy of Xce! Energy.

Subsequent to the June 1, 1999, Staff Earnings Sharing Report, the Commission granted
the application of PSCo for NCE to merge with NSP and approved the 99A-377EG Settlement
(Decision No. C00-393, Docket No. 99A-377EG). One provision contained in the 99A-377EG

Settlement that should be noted here is related to the dividend calculation.® The provision states:

The Company agrees to file reports regarding the calculation of dividends paid by
an annual computation of dividend payments from Public Service to the parent
Company. The format of the reports will be established by the Company, after
consultation with the Commission Staff and the OCC. These reports will be filed
as part of the earnings test so long as the earnings test is in existence, and
thereafter they will be filed with the annual Appendix questionnaire.

PSCo filed the dividend calculation report with its 2006 calendar year Earnings Sharing
Report, in accordance with the 99A-377EG Settlement Agreement. PSCo paid dividends of

$65,032,567 in April 2006, $64,622,341 in July 2006, and $65,970,477 in October 2006 for a

* 99A-377EG Settlement, page 21, item g.
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total of $l95,625,385 for the calendar year 2006. To accomplish PSCo’s plan to increase the
common equity component of its capital structure, the Company did not pay dividends to Xcel
from February 2005 through December 2005. Since there was no accrual in December 2005,
there was no paymer;t in January 2006. .
c. Capital Structure

As in prior years, the capital structure contains debt issued in PSCo’s name and common
stock issued in Xcel Energy’s name. Table 1 below reflects the test year capital structure ratios
from Schedute 2, page 1 of 2, of PSCo’s 2006 PBR eamings test filing. 2005 ratios are from
Schedule 2 of the 2005 PBR filing. Table 1 shows a further shift in the percentages of debt and
common equity in the capital structure, as adjusted. Common cquity as a percentage of total
capitalization gréw from 56.89% in 2005 to 60.31% in 2006, while long-tenn debt declined from

43.11% in 2005 to 39.69% in 2006.

Table 1
123006 .~ J TABUeS". E%@i@@

39.69% 43.11% -1.93%

60.31% 56.89% +6.01%

100.00% 100.00%

Table 2 compares the per book amounts contained in the capital structure filed in PSCo’s 2006

PBR earnings test report with the per book capital structure filed in 2005.
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o =¥l e e

$2,023,850,000

(-5.65%)

$2,901,650,849 $2,670,402,108 $231,248,741
(+8.66%)

$116,923,741

$4,811,175,849 $4,694,252,108

As shown on line 2(D} of Table 2, common eq'uity increased in absolute dollars by
$231,248,741 between PSCo’s 2005 and 2006 earnings test filings. The primary reason for this
increase in common equity is dividend reductions by PSCo to Xcel Energy to attain and maintain
the target capital structure PSCo stated it wanted to attain in combined Dockets Nos. 048-214;3,
04S-215E, and 648-216]3, for the Comanche 3 project.

The corr;positc allowed return for PSCo has increased due to both a lower cost of long-
term debt-in 20(56 as compared to 2005 and a shift in the capital structure to a higher percentage
of common equity.

For the purposes of this Earnings Test and in accordance with Dockets Nos. 04S-214E,
04S-215E, and 045-216E which states that the Company’s capital structure shall not exceed 60%
equity, PSCo calculated the retum on rate base and return on equity based upon a capital
structure with 59.93% equity rather than the actual equity percentage of 60.31%. See Schedule 2,

page 2 of 2.
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@
Commor! liotall
ZQULY)
10.75%

vl Cesst @ 1230408 6.44%

10.75%

-6bp

3 [EDifferences
@mb Rmiﬁg'.é \

4 [l@€emposiiel@ast 2.53%

@ 123185

-0.93%

I R |

Obp
0.00%

6.48% 9.01%

o] Canpertis Clast ! 2.78%
@ D230

6 [Eitferences

6.12% 8.90%
-25bp +36bp +11bp
(-8.99%) (+5.88%) (+1.24%)

d.

Dividend Payments

In :absolute dollars, dividend payments from PSCo to Xcel Energy have increased from

$62,624,258 in éOOS t0 $195,625,385 in 2006. This represents a 312.38% increase in dividends,

By comparison, pro forma CPUC Electric Department Jurisdictional Net Operating

Eamings have d,écreased from $238,132,330 in 2005 to $236,570,399 in 2006. This represents a

0.66 % decrease in Net Operating Earnings.

11.

Changes In the Company’s Financial Statements

As part of its annual review of the Company’s information filed with the PBR, Staff

analyzes changes to the Company’s financial statements,
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a. Changes in Income Statement

Staff reviewed the changes from PSCo’s previous income statement items. Exhibit No. 1
shows changes on an adjusted basis to income statement items from 2005 to 2006.

To perform the type of review contemplated by the Commission consistent with past
practice, Staff used FERC Form 1 to identify calendar year-to-year cost to show changes to the
income statement amount on a per book basis for year 2005 and 2006. The results are set forth in
Exhibit No. 2.

_ b. Changes in Plant In Service
Staff rev}iewed how PSCo’s Electric Department’s plant in service and rate base has

changed in the last year, both in total and by category. The change to per book total electric plant

in service for 2006 is summarized in the following table:

Table 4

Total Per Book Electric Plant in Service

Date . Plant in Service Percent Change
December 31, 2006 $6,780,603,051
December 31, 2005 $6,660,389,676
2005-2006 Difference | $120,213,379 1.80%
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Table 5

Changes, by category, are summarized as follows:

Plant in Service 13 Month Avg Bal for | 13 Month Avg | Change 2005 } % Change
by Category 2006 Bal for 2005 to 2006

Intangible, $521,466,986 $582,876,473 -$61,409,487 -10.54%

Comunon Plant &

General Plant

{allocated to

Electric)

Production Plant $2,363,125,609 $2371.827,513 -$3,701,904 -037%

Transmission Plant | $918 865,297 $874,982.600 $43,882 697 5.02%
Distribution Plant $2,915,810,198 $2,822, 452915 $93,357.283 331%

Total Plant $6,719,268,09C $6,652,139 501 $67,128,589 1.01%

The changes to total plant in service are usually driven by the new plant added 1o service
during the year and any significant plant retirements during the year. As a result, Staff annually
reviews the additions, transfers, and retirements to the plant in service portion of PSCo’s books
of account. Plant in Service includes dollars in the following accounts: Account 101 (Plant in
Service); Account 102 (Electric Plant Purchased or Sold); and Account 106 (Completed

Construction Not Classified).

VI. CONCLUSION AND RECOMMENDATIONS

Staff does not challenge the findings of the Company that. there were not sufficient
earnings for the Colorado Electric Department to reach the sharing threshold established in the
PBR. Even when the omitted Oil and Gas Royalty revenues are added back, PSCo is still far
short of any earings to be shared. In view of the fact that calculations demonstrate there are no
eamnings to be shared and the year 2006 is the final year of the Eamnings Test and sharing
mechanism, Staff recommends PSCo file an Advice Letter eliminating the Performance-Based

Regulatory Plan'Adjustment from its tariffs.
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Staff recommends that the Commission accept PSCo’s 2006 Earnings Test as filed and

does not request a hearing.
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