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BEFORE
THE PUBLIC UTILITIES COMMISSION OF OHIO
In the Matter of the Application of )
Duke Energy Ohio, Inc. for an ) Case No. 21-887-EL-AIR

Increase in Electric Distribution Rates )

In the Matter of the Application of )

Duke Energy Ohio, Inc. for Tariff ) Case No. 21-888-EL-ATA
Approval )

In the Matter of the Application of )

Duke Energy Ohio, Inc. for Approval ) Case No. 21-889-EL-AAM

to Change Accounting Methods )

Jenifer French, Chairman

M. Beth Trombold, Commissioner
Lawrence K. Friedeman, Commissioner
Daniel R. Conway, Commissioner
Dennis P. Deters, Commissioner

To the Honorable Commission:

In accordance with the provisions of the Ohio Revised Code Section 4909.19, the Staff of
the Public Utilities Commission of Ohio (Staff) has conducted its investigation in the
above matter and hereby submits its findings to the Commissioners of the PUCO
(Commission) in this Staff Report.

The Staff Report has been jointly prepared by the Staff’s Rates & Analysis Department
and Service Monitoring and Enforcement Department.

Copies of the Staff Report have been filed with the Docketing Division of the Public
Utilities Commission of Ohio (PUCO) and served by certified mail upon the mayors of
all affected municipalities and other public officials deemed representative of the service
area affected by the application. A copy of this report has also been served upon the utility
or its authorized representative. Interested parties are advised that written objections to
any portion of the Staff Report must be filed within 30 days of the date of the filing of this
report, after which time the Commission will promptly set this matter for public hearing.
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Written notice of the time, place, and date of such hearing will be served upon all parties
to the proceeding.

The Staff Report is intended to present for the Commission's consideration the results of
the Staff's investigation. It does not purport to reflect the views of the Commission nor
should any party to the proceeding consider the Commission as bound in any manner by
the representations or recommendations. The Staff Report, however, is legally cognizable
evidence upon which the Commission may rely in reaching its decision in this matter.
(See Lindsey v. Pub. Util. Comm., 111 Ohio St. 6 (1924)).

Respectfully submitted,

PUCO Rates and Analysis Department

-

Tamara Turkenton
Director

PUCO Service Monitoring and Enforcement Department
Py
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Robert Fadley
Director
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BACKGROUND

The applicant, Duke Energy Ohio, Inc. (Duke, the Applicant, or the Company), renders electric or gas
service, or both, in nine counties in southwestern Ohio. The Applicant is a public utility engaged in the
business of generation, transmission, distribution, and sale of electricity to approximately 700,000
consumers.

On September 1, 2021, in Case No. 21-887-EL-AIR, the Applicant filed a notice of intent to file an
application for an increase in its electric distribution rates applicable in its entire service area subject to
the jurisdiction of the Public Utilities Commission of Ohio (PUCO or Commission). The Applicant requested
that its test period begin April 1, 2021, and end March 31, 2022, and that the date certain for property
valuation be June 30, 2021.

On October 1, 2021, the Applicant filed its application to increase electric distribution rates.

By its Entry of October 20, 2021, the Commission approved the requested test period and date
certain. By entry dated January 26, 2022, the Commission ordered that the application be accepted as of
October 1, 2021.

The rates proposed by the Applicant for increase, when applied to test year sales volumes, would generate
$54,686,965 of additional retail base rate revenues. The total revenue increase over test year operating
revenues is approximately ten percent.

Summary of Staff’'s Recommendations

As shown on Schedule A-1, the Staff of the PUCO (Staff) recommends a revenue increase in the range of
$1,861,525 to $15,279,698. This represents an increase of 0.33 percent to 2.72 percent over test year
operating revenue. This determination is based on Staff’s examination of the accounts and records of the
Applicant for the 12 months ending March 31, 2022, as summarized in this report, including schedules
which incorporate Staff’'s recommended rate of return, rate base, and adjusted operating income.
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OPERATING INCOME AND RATE BASE

Scope of Investigation

The scope of the investigation was to determine if the Applicant's filed exhibits concerning test year
operating income, rate base and other data are reasonable for ratemaking purposes, and if the financial
and statistical records supporting the data can be relied upon. Staff interviewed the Applicant's key
management personnel and reviewed both internal and published financial reports to assure
understanding of the Applicant's operations and organization. Staff’s investigation of test year operating
income and date certain rate base included a review of the Applicant's budgeting and forecasting
techniques, verification of the operating revenue computation, and an examination of the Applicant's
continuing property records. In addition, Staff verified the existence and used and useful nature of the
assets through physical inspections. Staff performed other independent analyses it considered necessary.

The Applicant proposed various adjustments to operating income and rate base, as summarized on the
Applicant’s Schedules. Staff reviewed and analyzed the Applicant's proposed adjustments to operating
income and rate base and traced them to supporting workpapers and source data. As a result of its review
and analysis, Staff accepted some of the proposed adjustments, changed some of the Applicant’s
proposed adjustments using alternative approaches, and/or proposed new adjustments. Staff’s
adjustments make the test year operating income and date certain rate base consistent with sound
regulatory accounting practices, more representative of normal operations and appropriate for
ratemaking purposes.

The purpose of Staff’s investigation was to develop financial data for ratemaking purposes; it was not
intended to provide a basis for expressing an opinion on the financial statements of the Company as a
whole. The following sections of this report summarize the results of Staff investigation, which Staff
believes are relevant to the determination of test year operating income and rate base. Staff presents
these sections in the general order in which the schedules are presented at the end of this document.

Revenue Requirements

Schedule A-1 presents Staff’s determination of the Applicant’s revenue requirements. Staff’s
recommended revenue increase is shown on Staff’s Schedule A-1. This determination is based on the
examination of the accounts and records of the Applicant for the twelve months ending March 31, 2022,
the test year in this proceeding. The results of Staff’s examination are summarized in this report, and the
schedules incorporating Staff’s recommended rate of return, rate base, and adjusted test year operating
income.

Staff removed PUCO and OCC assessment fees from the gross revenue conversion factor, as calculated on
Staff’s Schedule A-2. There is no direct, causal relationship between the revenues collected by a company
and the amount that company is assessed. Additionally, the Company already has PUCO and OCC
assessment fees embedded in its test year expenses.
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RATE BASE

The rate base represents the Applicant's net investment in plant and other assets as of the date certain,
June 30, 2021, which were used and useful in providing electric utility service to its customers and upon
which its investors are entitled to the opportunity to receive a fair and reasonable rate of return.

Staff’s analysis of the rate base is divided into Plant-In-Service, Delivery Capital Investment (DCI) Rider,
Depreciation, Construction Work in Progress, Working Capital, and Other Rate Base Items. A comparison
of rate base submitted by the Applicant and Staff’s recommendation is shown on Schedule B-1. Schedules
B-2 through B-7, provide additional support for Staff’s rate base findings.

Plant-In-Service

The plant-in-service, as presented by the Applicant, is the surviving original cost of the plant that is used
and useful, or projected to be used and useful as of the date certain, in providing electric utility service to
its customers. As a result of Staff’s investigation and review of the application, Staff recommends that
adjustments be made to the Applicant’s date certain plant investment for ratemaking purposes. These
adjustments are identified below, summarized on Schedule B-2.2, and reflected in the calculation of
jurisdiction plant in service figures on Schedule B-2.1.

Prior Case Adjustments

During its investigation, Staff verified the Company had not fully processed all of the adjustments to plant-
in-service as ordered by the Commission in the Company’s previous rate case.! Staff recommends a
corresponding adjustment of $1,453,596 to the date certain balance of plant-in-service, as shown on
Schedule B-2.2.

Company Proposed Adjustments

Staff accepted the adjustments to plant-in-service proposed by the Company. This adjustment reduces
rate base by $30,967,410, as shown on Schedule B-2.2.

General and Intangible

The Company was unable to provide documentation to support capital expenditures associated with land
rights;? therefore, Staff removed $4,448, as shown on Schedule B-2.2. Additionally, Staff sampled
information technology hardware purchases; however, the Company was unable to provide support for
two of the three samples, which totaled $66,544.3 As part of the site inspections provided to Staff, the
Company stated that the asset had been retired from service in 2020 but had not been removed from
plant-in-service.* Therefore, Staff recommends the removal of the $1,428,479 associated with this
invoice. The total Staff recommended adjustment associated with information technology totals
$1,495,023, as shown on Schedule B-2.2. Lastly, the Company confirmed certain information technology

1 See response to Staff DR #11

2 Staff DR 69-001 FIFTH SUPP CONF.

3 Staff DR 69-00 CONF Attachment C.
4 Staff DR 90-001 CONF Attachment H.
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therefore, Staff recommends an adjustment of $530,545.73, as shown on Schedule B-2.2.

Meals and Miscellaneous Expenses

Staff found numerous instances which the Company capitalized the cost of meals to projects, as well as
an occurrence where the Company capitalized the purchase of flowers. Staff recommends adjusting the
cost of meals in those instances which no receipts were provided, or the employees were not travelling.
In addition, Staff recommends adjusting the cost of meals deemed to be excessive or discretionary, such
as meals at upscale steakhouses or instances where lunch was provided as an accommodation to
employees during meetings. In total, Staff recommends an adjustment of $6,494 to various plant
accounts to remove the cost of these meals and flowers, as shown on Schedule B-2.2.

Equipment Inadvertently Charged to Duke Energy Ohio

During its audit, Staff found five instances in which the Company advised equipment had been
inadvertently charged to Duke.® Therefore, Staff recommends removal of the costs associated with the
purchased equipment. This adjustment reduces plant in-service by $188,483, as shown on Schedule B-
2.2.

Silverhawk

During its investigation, Staff discovered the Company’s Silverhawk Electric System Operations facility
(Silverhawk), which provides distribution- and transmission-related function, provides distribution-
related service to Duke Energy Kentucky (DEK). In its Application, the Company’s allocation factors only
removed the portion of this facility attributable to transmission service, but not the portion attributable
to distribution service outside of Ohio. Therefore, Staff recommends an adjustment to remove the portion
of this facility associated with DEK which has not been accounted for in the Company’s allocation
methodology. This adjustment reduces plant in-service by $13,184,293, as shown on Schedule B-2.2.

Capitalized Incentives

As part of the Stipulation in its previous rate case, the Company agreed to include a credit in the DCI Rider
to reflect the estimated revenue requirement impact of capitalizing the portion of employee incentive
compensation attributable to achievement of financial goals.” The Company did not propose to include
this credit to base distribution rates in its Application; therefore, Staff recommends an adjustment to
remove from base distribution rate base the amount of incentive compensation attributable to financial
performance metrics capitalized from June 1, 2016, through the date certain. In total, this adjustment
reduces rate base by $2,352,669, as shown on Schedule B-2.2.

5 Staff DR 69-001 FIFTH SUPP CONF.

6 See response to Staff DR 90.

7 In the Matter of the Application of Duke Energy Ohio, Inc. for an Increase in Electric Distribution Rates, Case No. 17-
32-EL-AIR, et al., Opinion and Order at 37 (December 19, 2018).

9
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Delivery Capital Investment Rider

In the Commission Order in Case No. 14-841-EL-SSO, the Commission initially approved Duke’s DCI rider
and set annual revenue caps for the DCI through the end of May 2018.% In the Commission Order in Case
No. 17-32-EL-AIR, the Commission extended the DCl and set annual revenue caps through May 31, 2025.°
In this Application, Duke proposed revenue caps for 2022 through May 31, 2025, and proposed a
clarification for the annual true-up for the over/under recovery of the rider. Duke did not propose a
change to the calculation of the DCI.

Duke’s Proposed Changes

The Company proposes annual revenue caps of $12 million for the last six months of 2022, $46 million in
2023, $75 million in 2024, and $40 million for the first five months of 2025. Duke also proposes that there
be a proration of 2022 cap monthly, should the new base rates not go into effect on July 1, 2022. Duke
stated that its proposed annual revenue caps are based upon its projected capital needs to replace existing
plant and meet growing demand.

Duke also proposed a clarification for the annual true-up for the over/under recovery of the rider.
Specifically, the Company proposed that for any year in which Duke’s revenues collected from the DCI
exceed the revenue requirement subject to their cap that the excess revenue be refunded in the following
quarterly filing. Further, the Company proposed that for any year in which Duke’s revenues collected fall
below the revenue requirement subject to their cap that the shortfall would be collected in the following
quarterly filing. Duke clarified that these adjustments would not be subject to the following year’s cap.

Staff Recommendations

Staff recommends rejection of Duke’s proposed annual revenue caps. Staff recommends that the
Commission adopt the following annual revenue caps: $17 million for 2022 (prorated for whenever new
base distribution rates go into effect), $34 million for 2023, $51 million for 2024, $28 million for the first
five months of 2025, and SO after May 31, 2025 (the end date of Duke’s current Standard Service Offer).

Staff notes that Duke’s recommended revenue caps are based upon the base distribution rates they
proposed in this case; whereas Staff’'s recommended revenue caps incorporate Staff’s adjustments to
base distribution revenues. Staff further notes that Duke’s recommended revenue cap percentage of base
distribution rates with Staff’s adjustments is in excess of the Commission’s previously stated maximum
growth rate.®

Staff recommends that the Commission continue the requirement for the removal of all capital costs that
are recovered elsewhere by Duke to ensure no double recovery of these costs is occurring. Staff further

8 In the Matter of Application of Duke Energy Ohio, Inc. for Authority to Establish a Standard Service Offer Pursuant
to R.C. 4928.143 in the Form of an Electric Security Plan, Accounting Modifications, and Tariffs for Generation Service,
Case No. 14-841-EL-SSO, et al., Opinion and Order at 71-72 (April 2, 2015).

% In the Matter of the Application of Duke Energy Ohio, Inc. for an Increase in Electric Distribution Rates, Case No. 17-
32-EL-AIR, et al., Opinion and Order at paragraph 113 (December 19, 2018).

10 In the Matter of the Application of Ohio Power Company for Authority to Establish a Standard Service Offer
Pursuant to R.C. 4928.143, in the Form of an Electric Security Plan, Case No 13-2385-EL-SSO, Fourth Entry on
Rehearing at 51 (November 3, 2016).

10
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Depreciation

Depreciation is the process which distributes the original cost of depreciable assets, adjusted for net
salvage, over the normal life of the property in a systematic and rational manner. Staff’s investigation of
depreciation is segregated into two areas: (1) Depreciation Reserve, and (2) Depreciation Accrual Rates
and Depreciation Expense. Each of these areas is discussed in detail in the following sections.

Depreciation Reserve

The Applicant maintains its depreciation reserve, by account, on a total company basis. To determine if
the Applicant’s booked reserve for depreciation is proper and adequate, Staff compared the Applicant’s
book reserve with a calculated theoretical reserve as a guide to whether past accrual rate calculations
have been appropriate. The just mentioned comparison between the Applicant’s booked reserve level
and a calculated theoretical reserve was based on the accrual rates discussed below and the Applicant’s
June 30, 2021 plant balances. Staff determined that the level of the overall booked reserve is in close
agreement with the calculated theoretical reserve.

Staff adjusted the reserve related to adjustments to the Plant in Service section except for capitalized
incentive plant adjustments which already include the impact to the depreciation reserve. Staff’s
adjustments to the depreciation reserve are shown on Schedule B-3.1.

Staff recommends that the allocated jurisdictional reserve for depreciation, which has been adjusted by
Staff and shown on Schedule B-3, is proper and adequate and should be used for the purposes of this
proceeding.

Depreciation Accrual Rates and Depreciation Expense

The Applicant’s current depreciation accrual rates were prescribed by this Commission in Case No. 17-
0032-EL-AIR. The Applicant filed a depreciation study performed by its consultant, Gannett Fleming
Valuation and Rate Consultants, Inc. The Applicant’s accrual rates, for most electric accounts, were
developed using the straight line, whole life depreciation method. As for certain General Plant and
Common Plant accounts, the annual depreciation was based on amortization accounting.

11
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Construction Work In Progress (CWIP)

The Applicant did not request an allowance for CWIP in its filing and Staff, as shown on Schedule B-4, did
not recommend an allowance.

Working Capital

Working capital has been generally defined as the average amount of capital provided by investors in the
Company, over and above the investments in plant and other specifically identified rate base items, to
bridge the gap between the time that expenditures are required to provide service and the time
collections are received for the service.!® The Company requested a working capital allowance of
$31,710,429 based on a 13-month average of materials and supplies. The Company did not request an
allowance for cash working capital, as it did not perform a lead-lag study for this case. A lead-lag study
determines cash working capital needs by measuring the average amount of day-to-day operating cash
that investors must supply if revenue lags exceed expense leads, or operating cash available for other
working capital needs if the expense leads exceed revenue lags. Staff finds that the overall working capital
allowance is a single allowance, consisting of multiple components, including cash working capital.!? Staff
concludes that by not requesting cash working capital, the Company’s requested allowance for working
capital is fundamentally deficient. The failure to include the cash component of working capital results in
an allowance for working capital that does not reasonably represent the operating needs of the Company.
Therefore, Staff cannot recommend an allowance for working capital in this case.

Allocations

Based on the Commission’s findings regarding Duke’s cost allocation methods in Case No. 09-495-EL-UNC,
Staff finds that the same allocation methods proposed by the Applicant in the present proceeding are
appropriate and reasonable for the purposes of this proceeding.?

1 In the Matter of the Application of the Cincinnati Gas and Electric Co. for an increase in Electric Rates in its Service
Area, Case No. 91-410-EL-AIR, Opinion and Order at 32 (May 12, 1992).

12 R.C. 4909.15(A)(1); Cincinnati Gas & Elec. Co. v. Pub. Util. Comm., 67 Ohio St.3d 517, 520, 1993-Ohio-66 (Nov. 3,
1993).

13 See In the Matter of the Application of Energy Ohio for Approval of the Second Amended Corporate Separation
Plan Under R.C. 4928.17 and Ohio Administrative Code Chapter 4901:1-37, Case No. 09-495-EL-UNC, Opinion and
Order (April 5, 2011) (adopting audit recommendations, including the examination and testing of allocation methods
and factors that are used to assign costs to the Company).
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OPERATING INCOME

The Applicant’s test year operating income combined three months of actual data for the period of April
1, 2021 through June 30, 2021, with nine months of forecast data for the period July 1, 2021, through
March 31, 2022. Staff adjusted the Applicant’s test year operating income as required to render it
appropriate as a basis for setting rates.

Staff’s pro forma operating income is Staff’s adjusted test year operating income modified to reflect the
Applicant’s proposed increase in revenues and the associated increases in uncollectible accounts expense,
commercial activities taxes, state and municipal taxes, and federal income taxes. The Staff’s proforma
operating income also includes a Staff proposed increase in other revenues related to pole attachment
charges.

Schedules C-1 and C-2 present Staff’'s determination of operating income. The calculations,
methodologies, and rationale used to develop Staff’s adjusted pro forma operating income are detailed
on Schedules Al.1, C-1, C-3.1 through C-3.22, and C-4.

Pro Forma Adjustments

Schedule C-1 sets forth the Applicant’s proposed increase in operating revenues and affected expenses
that include uncollectible accounts expense, commercial activities taxes, state and municipal taxes, and
federal income taxes. The increase in revenues is the combined result of the increase in base revenues
created by the Applicant’s proposed tariffs, and an increase for reconnection charges.

Current Adjustments

Annualized Revenue, Schedule, C-3.1

Staff accepted the Company’s elimination of unbilled revenue. Staff adjusted the test year revenue to
reflect the actual billing determinants as calculated on Schedule E-4 for the period January 1, 2021,
through December 31, 2021. Staff accepted the Company’s test year billing determinants as it relates to
lighting service. Staff also adjusted other revenue associated with pole and line attachments to reflect
both a proposed tariff increase and to bring the test year in line with prior years. In total, this adjustment
decreases test year revenue by $6,109,912 and is shown on Schedule C-3.1

Eliminate Various Rider Revenues and Expenses, Schedule C-3.2

Staff accepted the Company’s methodology to compute adjusted test year operating income to eliminate
revenues and corresponding expense for the Energy Efficiency, Decoupling, Economic Competitiveness
Fund, Distribution Storm, and Electric Tax Cuts and Jobs Act riders to conform to the standard practice of
removing rider revenue and expense from base rates. This adjustment results in an increase in revenue
of $16,765,993 and an increase in operating and maintenance (0&M) expense of $384,546, as shown on
Schedule C-3.2.

Rate Case Expense, Schedule C-3.3

The Applicant proposed a rate case expense of $960,000 and used a three-year amortization period to
determine its increase of $320,000 to base rates. Staff adjusted the rate case expense to $250,334.99 to
reflect the actual amount for miscellaneous expenses received as of the filing of the Staff Report. In

13
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Staff adjusted the depreciation expense to reflect Staff's recommended depreciable plant-in-service as of
the date certain. Staff’s adjustment reduces the test year expenses by $2,258,480 and is presented on
Schedule C-3.4 with the supporting calculations shown on Schedule B-3.2. Further discussion on
depreciation can be found in the Rate Base Section of this report.

Interest on Customer Service Deposits, Schedule C-3.5

The Applicant adjusted the test year to include customer deposit interest expense at the statutory rate
based on the date certain balance of customer deposits. The applicant allocated their Customer Service
Deposits to gas and electric based upon their residential customer counts as of the date certain. Staff
further adjusted the customer deposit interest expense calculation to remove customer deposit interest
expense on balances that were held less than six months per Ohio Revised Code 4933.17. This adjustment
increases test year operating expenses by $367,427, as shown on Schedule C-3.5.

Property Tax Adjustment, Schedule C-3.6

Staff adjusted property tax expense based on the latest available property tax rates and valuation
percentages. Staff then applied those rates and percentages to plant in service as of June 30, 2021. Staff’s
adjustment decreases the test year expense by $2,115,719 and is presented on Schedule C-3.6.

Interest Expense Deductible, Schedule C-3.7

Staff accepted the Company’s methodology to compute adjusted operating income to reflect the interest
expense deductible for federal income tax purposes. This methodology is consistent with the approach
Staff typically uses in rate cases. It establishes the interest expense deductible in the test year equal to
the product of Staff’s recommended rate base and weighted cost of debt of 2.06 percent. The adjustment
reflects the difference between the actual interest expense deductible in the test year (including Schedule
M items and deferred taxes) and the interest expense as calculated based on the aforementioned
methodology. This adjustment reduces test year operating income by $1,468,821, as shown on Schedule
C-3.7.

Normalization of Major Event Day (MED) Distribution Storm Recovery Expenses, Schedule C-3.8

Staff accepted the Company’s methodology to normalize MED distribution storm recovery costs in the
test year to reflect an average of the costs based on a five-year average. This adjustment increases test
year expenses by $780,780, as shown on Schedule C-3.8 and establishes an MED baseline of $4,481,055
for purposes of calculating the Distribution Storm Rider.

Ohio Excise Tax Rider, Schedule C-3.9

Staff accepted the Company’s methodology to compute adjusted test year operating income to eliminate
revenues and corresponding expenses for the Ohio Excise Tax Rider in order to conform to standard

14
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Both the Applicant and the Staff adjusted the test year to eliminate non-jurisdictional operating expenses.
Staff’s adjustment decreases test year expenses by $957,943 and is shown on Schedule C-3.10.

Annualize PUCO and OCC Assessments, Schedule C-3.11

Both the Applicant and Staff adjusted the PUCO/OCC assessments to annualize them to the latest known
level. Staff’s adjustment increases test year expenses by $232,283 and is shown on Schedule C-3.11.

Adjust Uncollectible Expense, Schedule C-3.12

Staff adjusted test year uncollectible accounts expense to reflect Staff’s annualized revenue. Staff’s
adjustment increases the test year operating income by $164,551, as shown on Schedule C-3.12

Annualize Commercial Activities Tax, Schedule C-3.13

Both Staff and the Company adjusted the test year to reflect an annualized level of Commercial Activity
Tax (CAT) expense based on adjusted test year revenues. This adjustment incorporates revenues
attributable to the State Excise Tax Rider and the Decoupling Rider, as the revenues derived from these
two riders is subject to CAT, but not collected through the rider mechanisms. The adjustment increases
test year expenses by $182,170, as shown on Schedule C-3.13.

Annualize Test Year Wages, Payroll Taxes, and Pension and Benefits, Schedule C-3.14

Schedule C-3.14 summarizes adjustments made to annualized test year wages (WPC-3.14a), incentive
compensation and FERC Account 912 Demonstrating and Selling (WPC-3.14c), annualized pension and
benefits (WPC-31.4d), and payroll taxes (WPC-3.14e).

The Applicant adjusted test year operating income to reflect annualized O&M wage expense as of March
31, 2022. Staff adjusted test year operating income by calculating the latest known 12 months of salaries
and wages using data from April 2021 through March 2022 for labor and unproductive labor (union and
non-union). Staff confirmed that wage increases went into effect in April 2021 and were therefore
included in 12 months of data. Staff calculated a three-year average for premium pay and for overtime
pay (union and non-union). Staff’s adjustment decreases test year annualized wages by $480,765 as
shown on Schedule WPC-3.14a.

Staff adjusted test year operating income by removing certain incentive compensation based on financial
metrics such as earnings per share, advertising for new business, and limited availability to a few highly
compensated individuals. Staff’s adjustment decreases test year expenses by $6,696,448 as shown on
Schedule WPC-3.14c.

Staff adjusted test year operating income by removing both labor and non-labor expenses associated with
FERC Account 912 Demonstrating and Selling. Expenses in this account involve promotion, demonstration,
and sales activities, and are not appropriate to include for ratemaking purposes. Staff’s adjustment
decreases test year expenses by $2,706,172 as shown on Schedule WPC-3.14c.
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The Company proposed a three-year amortization for $7,000,000 in 2019 storm expenses, which was
previously granted deferral authority in Case No. 19-1771-EL-AAM. Staff recommends a five-year
amortization period which increases test year expenses by $1,400,000, as shown on Schedule C3-15.

Electric Service Reliability Rider, Schedule C-3.16
Staff and the Applicant eliminated Electric Service Reliability Rider (Rider ESRR) revenue and expenses

from the test year. This adjustment decreases test year expense by $1,432,916 as shown on Schedule C-
3.16.

Eliminate Customer Connect Expenses, Schedule C-3.17

Both the Applicant and Staff adjusted the test year to eliminate O&M expenses related to the customer
information system, Customer Connect. Staff’s adjustment decreases test year expenses by $9,147 as
shown on Schedule C-3.17.

Rate Case Commitment, Schedule C-3.18

Both the Applicant and Staff adjusted the test year to reflect $522,000 of expenses related to the
commitment to the weatherization programs administered by People Working Cooperatively. The
adjustment decreases test year expenses by $76,096 as shown on Schedule C-3.18.

Public Service Advertising and Customer Education, Schedule C-3.19

Staff adjusted the test year to eliminate expenses related to the proposed public service advertising and
customer education campaign. Staff’s adjustment removes the Company’s proposed $1,000,000 increase
to operating expenses as shown on Schedule C-3.19.

Miscellaneous Expenses, Schedule C-3.20

Staff adjusted the test year to remove expenses associated with dues paid to various organizations that
were determined not to be appropriate to include for ratemaking purposes. Staff’s adjustment decreases
test year expenses by $34,469, as shown on Schedule C-3.20.
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During its investigation, Staff found several expenses incurred prior to the test year period. Staff adjusted
the test year to reflect the removal of the identified expenses. Staff’s adjustment decreases test year
expenses by $198,240 as shown on Schedule C-3.21.

Pole Attachment Revenue, Schedule C-3.22

Staff adjusted test year pole attachment revenue to reflect normalized revenue and to reflect an increase
in the pole attachment tariff rate. Staff’s adjustment increases test year revenue by $1,793,875 as shown
on Schedule C-3.22.

Adjusted Jurisdictional Federal and State Income Taxes, Schedule C-4

Staff adjusted federal and state income tax expense to reflect the flow-through effect of Staff’s proposed
adjustments to test year revenues and expenses. In total, Staff’s adjustments decrease the test year
income tax expense by $6,904,650, as shown on Schedule C-4.
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RATE OF RETURN

Staff recommends a rate of return in the range of 6.52 percent and 7.03 percent. The recommended rate
of return was developed using a cost of capital approach which reflects a market-derived cost of equity
and Duke’s actual cost of debt.

Capital Structure

Duke is a wholly owned subsidiary of Energy Corporation, which is a utility holding company that is publicly
traded. Staff used the capital structure of Ohio which was 49.5 percent debt and 50.5 percent equity as
of the date certain on June 30, 2021.

Cost of Long-Term Debt

Staff used the embedded cost of long-term debt of Duke as of June 30, 2021, as shown on the Applicant’s
Schedule D-3A. Duke’s embedded cost of long-term debt is 4.16 percent.

Cost of Common Equity

Staff used Value Line, Inc.’s (Value Line) Stock Screener tool along with Standard and Poor’s S&P Capital
IQ platform to compile a list of comparable companies to use as a proxy group for the purpose of
calculating a cost of equity estimate. Staff’s initial criteria for the Stock Screener was industry type. Value
Line provided a group of 37 companies that met the criteria of being an electric utility. Staff sorted the
37 companies according to its Safety Rank!?, Financial Strength Rating?®, market capitalization and beta?®
values from Value Line. Staff then reviewed the suggested Peer Comp group using the Peer Comp App
from S&P Capital IQ. Staff used the two lists to select a comparable peer group. As shown in the table
below, in addition to Duke Energy Corporation, Staff selected American Electric Power Company Inc., CMS
Energy Corp., Dominion Energy, Inc., DTE Energy Company, Exelon Corporation, Alliant Energy Corp.,
Public Service Enterprise Group Inc., The Southern Company, Sempra Energy, WEC Energy Group, and Xcel
Energy Inc. as the peer group (Peer Group).

1 value Line’s Safety Rank measures the total risk of a stock relative to the approximately 1,700 other stocks covered
by the Value Line Investment Survey.

15 value Line classifies 1,700 companies’ Financial Strength ratings from A++ to C, in nine steps. The lowest grade is
reserved for companies experiencing serious financial difficulty. Balance sheet leverage, business risk, the level and
direction of profits, cash flow, earned returns, cash, corporate size, and stock price, all contribute to a company's
relative position on the scale. The amount of cash on hand, net of debt, is also an important consideration.

16 Beta is a measure of the volatility of a security or portfolio compared to the market.
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Company Name Ticker Industry Strength Credit Credit e

Rank . . . (S millions) | Beta

Rating Rating Rating

American Electric Power Co. | AEP | Electric Util. 1 A+ Baa2 A- S 45,475 | 0.75
CMS Energy Corp CMS | Electric Util. 2 B++ Baa2 BBB+ | S 18,575 | 0.80
Dominion Energy D Electric Util. 2 B++ Baa2 BBB+ | S 64,249 | 0.85
DTE Energy Company DTE | Electric Util. 2 A Baa2 BBB+ | S 23,094 | 0.95
Duke Energy Corp DUK | Electric Util. 2 A Baa2 BBB+ | S 79,719 | 0.85
Exelon Corp EXC | Electric Util. 2 B++ Baa2 BBB+ | S 54,776 | 0.95
Alliant Energy Corp LNT | Electric Util. 2 A Baa2 A- S 15,054 | 0.85
Public Service Enter. Group PEG | Electric Util. 1 A++ Baa2 BBB+ | S 33,394 | 0.90
Southern Co SO Electric Util. 2 A Baa2 BBB+ | S 71,834 | 0.95
Sempra Energy SRE | Electric Util. 2 A Baa2 BBB+ | S 43,500 | 1.00
WEC Energy Group WEC | Electric Util. 1 A+ Baal A- S 30,187 | 0.80
Xcel Energy Inc XEL Electric Util. 1 A+ Baal A- S 36,948 | 0.80

Staff employed a cost of equity estimate for the Peer Group that used the capital asset pricing model
(CAPM) and the discounted cash flow (DCF) model.

Staff used the following formula to calculate the CAPM cost of common equity estimate:
CAPM = Risk-Free Rate + Beta * (Equity Risk Premium)

In making this calculation, Staff used a composite beta of 0.87, which is an average of the betas sourced
from Value Line for the Peer Group. In calculating an Equity Risk Premium, Staff used a historical risk
premium approach. As shown on Staff Schedule D-1.3, Staff used a historical equity risk premium of 7.15
percent as published in the SBBI 2021 Annual Yearbook.' For a risk-free rate, Staff accepted and used
the forecasted vyield for 30-year U.S. Treasury Bonds based on the average of Blue Chip consensus
forecasts of 2.7 percent, as proposed by Duke Ohio’s witness.*® The factors, as detailed above, produce
the following calculation:

8.92=2.70+(0.87 * 7.15)%

In calculating its DCF cost of common equity estimate for each company in the Peer Group, Staff used the
average stock price, the sum of the last four quarterly dividends, and estimates of the expected growth
rate of earnings. The average stock price was determined by averaging the adjusted daily closing price for
the period from January 4, 2021 through December 31, 2021. The DCF model assumes that earnings
growth and dividends growth are the same. Staff averaged earnings per share growth estimates from
Yahoo Finance, Seeking Alpha, CNBC, Zacks and Value Line to determine DCF growth estimates for each
company in the Peer Group. The Value Line average incorporates both the explicit long-range earnings
estimate shown in the boxed area of investor sheets and the implicit continuous growth rate calculated

17.12.20% Large-Capitalization Stocks Total Return less 5.05% Long-term Government Bonds Income Return for the
time period of 1926-2020

18 Company Testimony by Mr. D.W. D’Ascendis at 20

19 See Staff Schedule D-1.3
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20 Staff calculated a stream of annual dividends based
upon each Peer Group company’s most recent annual dividend amount and DCF growth estimates along
with long-term GNP growth. Staff used the internal rate of return derived from the dividend stream and
the stock price for its non-constant growth DCF cost of equity estimate. The Peer Group’s non-constant
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