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COMMENTS OF CENTERPOINT ENERGY ARKANSAS GAS 

Centerpoint Energy Resources C o p . ,  d/b/a Centerpoint Energy Arkansas Gas 

("CenterFoint Energy" or the appreciates and accepts the Commission's invitation 

in Order No. 1 to all jurisdictional public utilities to propose and comment on innovative 

ratemaking approaches and methodologies for the Commission's consideration. The Company 

greatly appreciates the Commission's willingness to consider alternative ratemaking approaches 

and methodologies, because it demonstrates the Commission's recognition that traditional 

ratemaking models may no longer be the best approach to addressing current regulatory issues 

and economic and market conditions. The Company believes that this docket can be the seed to 

a greatly improved regulatory framework in Arkansas, resulting in the establishment of fair, just 

and reasonable rates in a much more timely, efficient and cost-effective manner. The benefits to 

innovative approaches to ratemaking can include (1) reduced cost of regulation through 

administrative efficiencies; (2) reduced regulatory lag, allowing the company to attract capital 

under more favorable costs and terms; and (3) more stable rates through smaIIer, more regular 

rate adjustments. The innovative approaches adopted by the Commission as a result of this 

proceeding can also serve as an important stimulus for future economic growth and development 

in Arkansas. 
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The Order establishing this docket calk for “consideration of innovative approaches to 

utility regulation in Arkansas to address the many challenges facing the electric and natural gas 

public utility industries.” Although innovative approaches are important to both natural gas and 

electric utilities, because Centerpoint Energy is the largest natural gas utility in Arkansas, its 

comments and proposals set out below will apply primarily to the natural gas utility business 

with the understanding that the benefits of a particular innovative approach to the regulation of 

natural gas utilities may not always be equally applicable to the regulation of electric utilities, 

and vice versa. In fact, eym different companies within the same industry may have different 

situations and needs. For that reason, the appIication of these approaches should be voluntary on 

the part of the companies involved and should be tailored to fit the environment in which each 

afkcted company operates. 

A Brief History of the Commission’s Innovative Approaches to Regulate the Company 

The Commission has in the past been mindfuI of the need for and desirability of 

innovative approaches to dealing with some of the challenges facing Centerpoint Energy, and the 

Company is grateful for the Commission’s past willingness to consider and adopt such 

approaches. In fact, the Commission previously approved four current Riders for the Company 

that allow for periodic rate adjustments outside of a traditional rate case. They are primarily 

formulaic and include the Gas Supply Rate Rider (“Rider GSR”), the Main RepIacement 

Program Rider (“Rider MRP”), the Weather Normalization Adjustment Rider (“Rider WNA”), 

and the Trial Billing Determinant Adjustment Tariff (the ‘BDA Tariff”). Each of these Riders 

represents an innovative regulatory approach for dealing with a problem that traditionally had 

been dealt with only in the context of a general rate case. 
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A RiderGSR 

Rider GSR represents a type of innovative alternative to traditional ratemaking that has 

been adopted in the vast majority of jurisdictions across the nation. It is designed to pass along 

to the Company’s customers the actual costs of the natural gas purchased by the Company for 

delivery to its customers without mark-up, thereby insuring that customers pay only fox the 

actual costs of the natural gas required to serve them. Since gas cost recovery mechanisms are 

commonplace and have been in place in Arkansas since the rnid-l950’s, we will not describe 

their history, but will provide a brief history of the other Riders. 

B. RiderMRP 

Rider MRP represents an expansion of the Company’s previous Gas Main Replacement 

Program (“GMRP”) and Cast Iron Gas Main RepIacement Program (“CIGMRP’) that were first 

put into place in the Iate 1980’s to promote the replacement of cast iron and bare steel mains and 

associated services. Such replacement programs have been used in Arkansas and other states to 

accelerate the xqhcement of aging pipe and to modernize natural gas distribution systems. 

C. RiderWNA 

A weather normalization adjustment rider was requested by the Company because much 

of its non-gas marginal revenues are collected under volumetric rates and, when the actual 

volumes differed SignificantIy from those used to establish its rates, the Company couId 

significantly over- or under-recover its non-gas marginal revenues. In 1995, the Company and 

the General Staff engaged in a collaborative effort to develop a workable weather normalization 

adjustment clause, which led to the development of the current Rider WNA that was approval in 

Docket No. 95-617-TF. Rider WNA is designed to account for variances in the Company’s non- 
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gas marginal revenues caused by weather variances - increasing rates when weather is wanner 

than normal and reducing them when weather is colder than normal. 

D. TheBDATariff 

In Docket No. 04-121-U, the Company proposed two innovative ratemaking approaches 

to address the problem of declining load and a declining customer base. One approach proposed 

by the Company was the adoption of a Rate Stabilization Plan Rider (“Rider RSP”). Rider RSP 

was designed to be similar to the performance-based rate change mechanism that the Company 

currently has in place in O k l a h o q  as discussed below. A second approach proposed by the 

Company as an alternative to Rider RSP, was a Load Change Adjustment Rider (“Rider LCA”). 

Whereas Rider RSP would have called for periodic rate adjustments based on changes in the 

Company’s rate of return set in the prior rate case, Rider LCA would have called for periodic 

rate adjustments based only on changes in the Company’s load, or revenues, fiom those 

determined in the prior rate case. At that time, the Commission was not yet convinced that there 

was sufficient reason to depart fiom traditional ratemaking principles to address the Company’s 

declining load and customer base and, therefore, denied both of the Company’s proposals in that 

docket. 

In Docket No. 06-161-U, the Company, the General StaiT, and the Attorney General 

ultimately reached an agreement on the BDA Tariff, which was approved by the Commission 

and addressed the issue of declining n a W  gas load. The BDA Tariff (similar in principle to 

Rider LCA previously disapproved by the Commission) recognizes that CentaPoint Energy is 

suffering from both an ongoing loss of customers and an ongoing loss of volumes used per 

customer (in essence a loss of total volume), which precludes the Company &om recovering the 

non-gas marginal revenues that were anticipated in the rate making process. Although the BDA 
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Tariff improves the Company’s opportunity to earn the revenue requirement established in the 

prior rate case, it does not allow any adjustments for increases in operating costs faced by the 

Company or for any increases in its rate base. 

A Common Thread 

A common thread among these riders is that each was designed to address specific 

drivms of the need for rate relief. Rider GSR addressed the problem of constantly fluctuating 

market-based natwal gas prices which were impossible to accurately forecast. Rider MRP 

recognized that there was a need to accelerate capital spending to replace aging pipe and 

modernize the Company’s natural gas distribution system. Rider WNA addressed the problem 

of wide swings in revenue caused by swings in weather. The BDA Tariff was designed to 

address the continuing revenue Iosses (and profitability losses) resulting from the loss of load 

and customers on the Company’s system which will only continue to accelerate as a result of the 

Commission’s Rules for Conservation and Energy Efficiency Programs. Collectively, these 

riders have been effective for the specific purposes they were each intended to serve, and 

Centerpoint Energy is grateful for the Commission’s openness to consider and willingness to 

approve these mechanisms. However, the adoption of a more comprehensive annual rate 

adjustment mechanism is needed to allow companies such as Centerpoint Energy the ability to 

compete for and attract the necessary capital to continue to operate a safe and reliable system and 

to invest in the state of Arkansas in the most cost-efficient manner possible. 

Factors Driving Centerpoint Energy’s Need for Frequent Rate Cases 

In the Commission’s Order initiating t h i s  docket, and in the general context of a 

discussion on “contemporaneous cost recovery and stronger assurances of long-term cost 
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recovery,” the Company was pleased to see the Commission’s awareness that natural gas utilities 

are “faced with the need to replace aging natural gas pipelines and associated facilities in a t h e  

of deciiniiig revenues prec@itated by growing retail load loss.” Order No. 1 at 2 (emphasis 

added). It is important that the Commission is aware of the declining revenue problem faced by 

many natural gas utilities, but the Company would like to go a bit fixher in describing just how 

significant this problem is for Centerpoint Energy in Arkansas. We say this because the 

Commission should be, and we believe is, equally aware that for a company to truly have the 

opportunity to earn a fair return, they must be able to earn a revenue stream that covers 

increasing expenses and provides a return on new capital investments. Companies with growing 

revenues have at least a reasonable opportunity to do this, but companies that are not growing 

can achieve increased revenues only through price increases. 

Among the various service territories of Centerpoint Energy, some do indeed experience 

robust customer and load growth, and that growth can provide sufficient increases in revenue to 

reduce the frequency of rate case filings. For example, it is common for the Company to add 

20,000 to 30,000 new natural gas customers in a typical year in its greater Houston service 

territory. 

different. 

For the Company’s Arkansas service territory, however, the experience is quite 

The following bullets and associated exhibits are provided to show how serious the Iack 

of growth is in the Company’s Arkansas service territory: 

Exhibit 1 is a graph that reflects the average number of residential customers the 
Company served for the period 1981 through 2007. From 1981 through 2000 there was 
fairly stable growth, at approximately 1.0% annually. However, following calendar year 
2000, and coincidental with an extremely large increase in the cost of gas, the Company 
began to lose customers. Since that h e ,  the Company has lost over 76,000 net 
residential customers. 
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0 Exhibit 2 is a graph prepared by the American Gas Association (the “AGA”), which 
reff ects that on a national basis: 

o the average residential customer’s normalized usage declined at an annual rate of 
1.03% between 1.980 and 2007; 

o this rate of decline increased to 1.85% between 2000 and 2007; and 
o the magnitude of these losses further accelerated to 2.51% between 2003 and 

2007. 

Together, these exhibits starkly reflect the serious problem faced by many natural gas 

utilities, particularly Centerpoint Energy in Arkansas, including both (I) a loss of customers 

(exacerbated by increased natural gas prices) and (2), with respect to the remaining customers, a 

loss of volumes caused by the increased efficiency of natural gas appliances, improved building 

envelopes, and, in some cases, by customers’ decisions to replace their existing natural gas 

appliances with less efficient electric appliances. 

We have mentioned earlier, that the regulatory solutions for a natural gas utility and an 

electric utility may be different. This is partially because the difficulties faced by natural gas 

utilities generally, and CenterPoint Energy in Arkansas in particular, may not be present for 

eIectric utilities. The folIowing is provided to allow the Commission to differentiate between gas 

and electric growth challenges in Arkansas: 

Exhibit 3 is a comparison of change in residential customer count experienced by Entergy 
Arkansas and by Centerpoint Energy h m  1994 through 2006. A review of this graph 
demonstrates the fact that, while both utilities experienced similar growth in the period 
fiom 1994 through 2000,’ this simiIarity ended in 2000. From 2000 through 2006, 
Entergy Arkansas has continued to grow its customer base at a rate similar to the rate it 
experienced kom 1994 until 2006, but Centerpoint Energy has experienced a continual 
decline in the number of its customers. This loss of Centerpoint Energy’s customer base 
is in stark contrast to the continuing growth of our major electric utility competitor. 

~ 

Interestingly, during the 1990’s, the Company was experiencing new customer growth at a rate 
of about 1%, while at the same time, as noted in the earlier mentioned AGA study, the useper- 
customer was declining at about 1%. To some extent, the growth in customer count and decline 
in volumes produced a relatively flat revenue stream, which is what the BDA will also produce 
today. Even given that flatness in revenues, the Company filed three general rate increases 
during the 1990’s as a result of the increases in operating costs experienced by the Company that 
a ff at revenue stream could not compensate for. 
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0 Exhibit 4 is a weather-normalized view of the actual usage per customer as measured in 
Mcf and Kwh. This reflects that kom 1994 through 2006, the weather-normalized 
average natural gas use per customer has dropped h m  79 Mcf to 63 Mcf, a decline in 
consumption of over 20%. By contrast, during this period, the average weather- 
normalized electric consumption per customer has increased from 11,038 Kwh to 13,330 
Kwh, an increase in consumption of over 20% per customer. 

Exhibit 5 is a graph that combines the change in number of customers and their weather 
normalized usage (ie., a combination of the data in Exhibits 3 and 4) to arrive at total 
weather-normalized usage. This shows that total annual natural gas usage has declined 
from 29.3 Bcf to 23.9 Bcf, a decline of 5.4 Bcf, or an overall volume decline of 22.5% 
over this 12-year period. By contrast, the electric total has increased from 5,640,468 
Mwh to 7,645,783 Mwh, su1 increase of 35.5% over this same period. Therefore, over 
this 12-year period, the difference in volumetric sales is 58%. 

It is reasonable to ask why this is happening. There are several key factors that have 

contributed and that continue to contribute to these divergences in energy usage: 

Electricity is a necessity in a modem world, while naturaI gas is discretionary for most 
comumers. Virtually every residential natural gas appliance has a competing electric 
counterpart, but not vice versa. 

In many cases, natural gas may simply not be available, because in many rural areas 
natural gas lines cannot be laid economically. The result is a smaller geographic 
marketplace for natural gas. 

0 There is a continual chain of new electricity-consuming goods. Looking back over 
history it is easy to see all of the new electric devices that have come to market. By 
contrast, the natural gas applications for the home are virtually identical to those available 
50 years ago. Basically, the same natural gas heating applications (space heating, water 
heating, clothes dyng and cooking) that were found in homes 50 years ago can be found 
in homes today. 

In recent years, there has been a significant increase in the number of multi-unit 
apartment complexes. Unfortunately, in most cases, builders tend to build these units at 
the lowest possible per Unit price, with relatively little consideration of energy efficiency 
or the cost of utility service to the eventual occupants. When builders compare the 
construction costs for these multi-unit complexes with and without natural gas sewice, 
they tend to choose the cheaper option and build all electric apartments. Consequently, in 
the great majority of cases, this market is closed to the natural gas utility. 
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Impacts on NaturaI Gas Utilities Resulting from Declining Volumes 

Given the historical decline in revenues brought about by both a declining customer base 

and declining usage, to remain viable natural gas utilities have had no choice but to frequently 

request general rate increases. A review of the three investor-owned natural gas utilities in 

Arkansas shows that h m  2001-2007, each of them has filed three general rate increases; or a 

rate case about every other year on average. With respect to Centerpoint Energy, while increases 

in expenses and added rate base were clearly contributors to the filings, the decline in non-gas 

marginal revenue has been very prominent in each of the rate cases. 

To some extent, the BDA Tariff (which all three natural gas utilities now have in place) 

will lessen the revenue loss that has historically occurred, but the BDA Tariff has significant 

drawbacks. While it will help to mitigate the impact of the Company’s declining non-gas 

marginal revenues, the recovery of those revenue losses Zags, and there is no reasonable hope for 

offsetting those losses by an increasing customer base or use per customer. Given that revenue 

would be expected to remain flat under the BDA Tariff and that expenses and rate base can be 

expected to increase, it is almost inevitable that the Company will continue to e m  below its 

authorized rate of return unless it also continues to frequently file for new general rate increases 

The Conclusion That Must Be Drawn Given No Organic Growth 

Given that the BDA Tariff only holds revenues stable, but provides no growth in 

revenues, the question for a natural gas utility with no organic growth in revenues is what it can 

do between rate cases to alleviate the effects of increasing operational costs and the need for new 

Centerpoint Energy filed for general rate increases in 2001, 2004 and 2006. AWG filed for 
general rate increases in 2002,2004 and 2006 and AOG filed for general rate increases in 2002, 
2005 and 2007. 

9 



APSC Docket NO. 08-137-U 
Comments of Centerpoint Energy Arkansas Gas 

capital expenditures. The Company’s answer has been to diligently implement efficiencies and 

measures to control operating costs and to reduce capital spending to the minimum level 

necessary to economically grow its system and maintain its safety and reliability, Despite these 

measures, the facts remain that the Company will continue to incur normal inflationary increases 

in its operating expenses and require a fair return on new capital expenditures needed to grow 

and maintain its syste~n,~ which cannot be sustained by a flat revenue stream. Therefore, given 

no growth in revenues, the o d y  way to cover these expense increases and eam a fair return on 

these capital expenditures is to file frequent rate cases. 

The impact on the Company of new capital expenditures and normal inflationary 

increases in operating costs is very significant. In its last rate case, the Company’s adjusted 

operating expense level was approximately $85 miIIion in 2007. Experiencing a conservative 

2% inflation rate would cause the Company to incur approximately $1.7 million annually in 

increased operating expenses. Also in 2007, the total capital spending in Arkansas by the 

Company was approximately $40 million. Of that amount, approximately $1 7 million was Rider 

MRP capital expenditures, and the remaining $23 million was non-Rider MRP capital 

expenditures, In the absence of a rate case, the $23 million in non-Rider capital 

expenditures would not earn any return. Using conservatively the 7.84% pretax return fiom the 

Company’s most recent rate case would yield a $1.8 million return shortfall on the non-Rider 

MRP capital expenditure and using the composite depreciation rate fiom that rate case of 3.96% 

would yield a further shortfdl of $0.9 million related to depreciation on the plant, without 

consideration of ad valorem taxes. Thus, in the first year following a rate case, on a pre-tax 

basis, the Company’s total expected shortfall caused by normal inflationary increases in 

The return on new Rider MRP capital expenditures by the Company is recovered separateIy 
through the Rider PC‘lRp mechanism and is not intended to be part of this discussion. 
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operating costs and non-Rider MRP capital expenditures would be approximately $4.4 million. 

Of come these effects are cumulative, and, assuming everythmg remains equal, by the second 

year these amounts would be doubled, and tripled by the third year. It is easy to see why 

CenterPoint Energy has had to file frequent rate cases in Arkansas. 

Cost of Traditional Rate Cases vs. Cost of Annual Earnings Reviews 

Unfortunately, the cost for having to file frequent general rate increases is substantial. In 

the Company’s most recent rate case, its total rate case expense, inclusive of botb internal labor 

and incremental costs, was $3.5 million. If the Company continued to file a case every other 

year, as it has in the past, i ts  annual rate case expense would be $1.75 million per year. If it were 

on a three-year schedule for rate case filings, the annual cost would still be approximately $1.2 

million per year. The Company’s experience with the Oklahoma PBRC mud earnings review 

(described in the following sections), on the other hand, indicates that comparable expenses 

associated with the annual filings approximate only $156,000. Thus, depending on rate case 

frequency, the Company’s customers could expect to save more than $1 million per year- In 

short, just in basic rate case expenses incurred by the Company associated with the traditional 

rate case model currently used in Arkansas, the Company and (since these expenses are 

recoverable in rates) its customers could realize significant cost savings by adopting one of the 

innovative rate adjustment models described in the next section, such as the Oklahoma PBRC 

annual earnings review. Over a decade, these savings could reasonably exceed $10 million. 

Another important benefit of an innovatively designed annual earnings review model like 

one described in the next section is that it provides a single rate adjustment mechanism which, 

because of its holistic approach, can obviate the need for separate, individually distinct rate 

adjustment mechanisms, thereby further reducing administrative complexity and costs. For the 
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Company’s operations in Arkansas, an earnings review mechanism such as the Oklahoma PBRC 

can combine some of the currently separate rate adjustment mechanisms (for example, the BDA 

Tariff, Rider MRP and the Company’s Energy Efficiency Cost Recovery (LLEECR”) Rider)4 into 

a single, once-a-year rate adjustment. The more streamIined, administratively efficient approach 

offered by such a regime would save not only the cost of conducting multiple rate cases, but also 

the cost of administering multiple rate adjustment mechanisms between those rate cases. 

Possible Innovative Approaches to Consider 

This then raises the question of whether there are better approaches to establish fair and 

reasonable rates that are more sconomicd and efficient for not only the customer and the utility, 

but also for the regulator. We believe the m w m  is most definitely “yes.” In response to the 

first set of data requests issued by the General Staff in this docket, the Company provided 

numerous examples of various streamlined rate review tariffskiden in effect both across the 

nation and within the jurisdictions the Company serves. Centerpoint Energy, in particular, 

currently has the following commission-approved, innovative rate adjustment mechanisms in 

effect in states adjoining ~rkansas:~ 

The OkIahoma Performance Based Rate Change Tariff (the “Oklahoma PBRC’?, which 
contains an annual rate review procedure that primarily looks at the prior calendar year 
and has only one forward-looking adjustment. 

The EECR Rider is designed to recover the Company’s incremental costs i n c d  in the 
development and administration of its energy efficiency programs pursuant to the Commission’s 
Rules on Energy Eficiency and Conservation Programs. The BDA Tariff adjustment and the 
EECR Rider adjustment are each made annually (separately in June). The Rider MRP 
adjustment is made monthly. 

Each of these TarifWRiders have been provided in our data request responses, as well as 
testimony and Orders that established them. 
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The North and South Louisiana Rate Stabilization Plan (the “Louisiana RSP”), which 
contains an a n n d  rate review procedure that primarily looks at the prior twelve months 
ended June 30 and has very limited forward-looking adjustments. 

The Mississippi Rate Regulation (the “Mississippi RRA”), which contains an annual rate 
review procedure that primarily looks at the prior twelve months ended September 30 and 
has very limited forward-looking adjustments. 

The Texas Cost of Senice Adjustment (the “Texas COSA”), which contains an annual 
rate review procedure that was recently put into place in our Texas Coast Division, and 
which looks at the prior calendar year with very limited adjustments. Note that the Texas 
COSA was approved by the Railroad Commission of Texas on October 20,2008, and the 
Company has not yet made any filings under 

The Oklahoma PBRC, the Louisiana RSP and the Mississippi RRA have all been in place 

for several years, and each of them (along with the Texas COSA) is much more holistic in 

approach than the more specific mechanisms (ie., Rider MRP, Rider WNA and the BDA Tariff) 

that are in place in Arkansas. Rather than deal with the differences in each of the various state 

mechanisms, we will discuss the Oklahoma PBRC, since the Company believes it could best 

serve as a model of a plan that could be put into place in Arkansas. 

The Oklahoma PBRC is a Tried and Tested Approach that the Commission Should 
Consider for Arkansas 

The Oklahoma PBRC cunrentIy works in conjunction with a weather normalization 

adjustment rider also in place in Oklahoma7 This allows for a review of both the actual 

expenses and the non-gas marginal revenues without the requirement to normalize the latter for 

weather abnormalities. The Company is required to make an annual filing and uses its actual 

The Company has had a similar COSA adjustment mechanism in its Texas Coast Division over 
the previous thirty years, however none of these included capital investments in its adjustments 
and all of them pertained only to the cities, not to the environs. The Texas COSA described 
above, however, includes both operating expenses and capital expenditures in its adjustments and 
pertains to cities and environs within the Company’s Texas Coast Division. 

The Oklahoma WNA was implemented this year to address the effects of abnormal weather in 
a more contemporaneous manner and to mitigate the possibihty of larger than necessary rate 
increases or refunds under the Oklahoma PBRC because of abnormal weather. 
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calendar year books to remove gas costs, all non-utility expenses, and any other necessary 

adjustments. Also, the Company’s Oklahoma rate base is updated through year-end. The only 

forward-looking adjustment made under the Oklahoma PBRC is to take the employee work force 

at year-end and annualize the labor costs (inclusive of benefits) based on the labor rates then in 

effect. 

Once this process is completed, an overall rate of return and a return on equity (“ROE”) 

are calculated. The calculated ROE represents the actual ROE earned by the Company during 

the period and is compared against an earnings band that is predefmd in the Oklahoma PBRC 

rider. Formulaically, if the actual ROE produces a result within the band set forth in the rider, no 

rate change is allowed. If the calculation produces an actual ROE below the band, then a base 

rate increase will be allowed to bring the ROE to the midpoint of the band. The rider establishes 

how the increase is to be allocated to the different rate classifications and how it is to be 

allocated between the customer c h g e  and commodity components of those rate classifications. 

If the actual ROE is above the band, then formulaicaIIy, the excess is determind, and 75% of 

that excess is returned to the customer as a refund o v a  a one-year period, and is trued-up the 

following year to insure that no over or unda-recoveries result. It should be noted that this is a 

one-time refund; in other words, it terminates at the end of that one-year period. All of the above 

information is providd to the Oklahoma Corporation Commission (“OCC‘? s t a f f  for review in a 

format that is pre-established within the Oklahoma PBRC rider itself, and workpapers are 

provided to support the numbers. 

Mer the Company’s filing, the OCC staff begins its review process. This review 

involves assuring that all requirements of the Oklahoma PBRC are filfilled, and concentrates on 

verification that planthatebase is in order and that all non-utility expenses have been removed. 
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The Oklahoma PBRC allows the OCC staff to make normal and customary adjustments with 

respect to those items. The Oklahoma Attorney General (the “Oklahoma AG”), who is charged 

with representing the interests of utility customers, also participates in the overall review. The 

OCC staff and the Oklahoma AG publish their findings in testimony (or in a statement of 

position) pursuant to a procedural schedule established by the OCC, and the Company is given 

the opportunity to file rebuttal testimony. Then settlement discussions generally take place, and 

in each of the three years that the OkIahoma PBRC has been in place, all parties have reached 

agreement as to the outcome. A joint stipulation is then prepared, a hearing on the terms of the 

settlement before an administrative law judge (“ALJ’) is held, and a report and recommended 

order of the Aw are issued, which are then reviewed by the OCC en banc. To date, each of the 

AW’s recommended orders approving those settlements has been adopted by the Commission. 

While the timing has been modified slightly going forward, the most recent year’s timeline under 

the Oklahoma PBRC (Cause No. PUD 200800062> was approximately four months from the 

Company’s filing of its PBRC calculation with supporting schedules and workpapers on 

February 29, 2008, until the issuance of the final order by the OCC approving the PBRC 

settlement on July 8,2008. In that cause, a refund was warranted and refunds began flowing to 

customers on August I ,  2008, five months after the initial filing of the PBRC caldation. 

The reason that the OCC staf f  is able to expeditiously review and conduct an audit and 

the parties can reach a settlement and get it approved and implemented in approximately five 

months, is due to the fact that the Oklahoma PBRC has a streamlined procedure @e., supporting 

schedules are predefined, the workpapers are agreed upon in advance, the audit period is one 

week., and data request response 

symmetrical in that it prospectively 

times are accelerated) and the adjustment mechanism is 

corrects for retrospective overearnings and underearnings by 
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the Company. The OHIahoma PBRC timeline from filing to approval is dearly shorter and easier 

to achieve than the comparable timelines of a full rate case, because there is only one “going 

forward” adjustment, and that adjustment is mechslllical in nature. Much of the savings results 

from the fact that many issues were addressed one time in the rate case in which the Oklahoma 

PBRC was originally approved, and it is not necessary for those issues to be relitigated each time 

a PBRC filing is made. For example: 

The allowed ROE was predetermined by the Commission in the initial rate case. 

The rate design, cost allocation and the allocation of adjustments to the different 
customer rate classifications were predetermined by the Commission in the initial rate 
case. 

Most issues concerning allowable expenses were predetermined in the initial rate case 
and are embodied in the formulaic mechanism. 

0 Key decisions on factors determining plant exclusiondinclusions were predetermined in 
the initial rate case. 

Establishing these factors only once, in an initial rate case, for use in multiple rate 

adjustment filings over the course of successive years, rather than having to reestablish these 

same factors each time in multiple new rate case filings over that same period, is clearly 

beneficial to all parties in terms of the time and resources expended. Chief among those benefits 

are the cost savings associated with the Oklahoma PBRC approach, which are quantified above 

under the section entitled “Cost of Traditional Rate Cases vs. Cost of Annual Earnings Reviews.” 

The Company is not saying that the Oklahoma PBRC is a perfect rate reviewladjustment 

mechanism. Since the PBRC looks backward, with only one limited forward-looking 

adjustment, it is clear that if the Company under-emed or over-earned in the prior year, it will 

be approximately eight months later before new rates are in place. But the Company 

acknowledges that perfection is probably not attainable, and rates in effect that do not lag actual 
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costs by more than eight months would certainly be preferable to a continuous s h g  of rate 

cases with their much longer lag times. In any event, the Company believes that the Oklahoma 

PBRC has worked quite well to efficiently produce rates that are fair to both the Company and 

its customers without the onerous expenses and lag times associated with a general rate case 

filing. 

Ability for Utilities to Attract Capita1 is Key to Economic Development 

Undoubtedly for there to be growth in our state’s economy, safe, reliable, and 

Before any large business chooses to competitively priced utility service must be available. 

locate in Arkansas, the availability of utility service at a price competitive with utility prices in 

other states is indisputably a key component, especially given that utility expenses often 

represent a sizeable portion of a business’s operating expenses. This means that the state needs 

strong utilities ready to step forward and put the infrastructure into place at a price that will 

satisfy the needs of potential new businesses. 

What does it take to have a strong utility ready and willing to make these services 

available at a fair price? First, the utility needs the ability to obtain the necessary capital and the 

ability to obtain that capital at rates that are competitive. Before the utility can acquire that 

capital at a competitive rate, Wall Street must know that the utility will have the ability to 

provide shareholders a fair retum and meet the debt service requirements. Wall Street is well 

aware of the regulatory climates across this nation. It is therefore imperative that Arkansas 

compare favorably. There can be no doubt that a regulatory climate that consistently provides 

low utility returns drives up costs of capital, and higher costs of capital contribute to higher rates. 

It is in everyone’s best interest that this not be allowed to happen, and the Company 

believes that it is the Commission’s desire to ensure that it does not happen. But the fact of the 
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matter is that, while the Commission has shown its willingness to adopt innovative rate setting 

methods for particular items (e.g., weather normalization, main xepZacements and load loss), the 

need exists for a more holistic approach as exemplified by the Louisiana RSP, the Mississippi 

R M ,  the Oklahoma PBRC and the Texas COSA, which are all designed to give the Company a 

reasonable opportunity to earn the authorized return set in a rate case. 

Although having an innovative mechanism (like the Oklahoma PBRC) in place to give a 

utility a reasonable opportunity to earn its authorized return is critically important, just as critical 

is the need to insure that the authorized retwn initially set is, in fact, high enough to actually 

allow the utility to attract the capital needed on terms that are competitive with not only other 

companies and industries, but also with other jurisdictions. After all, having a mechanism that 

helps the utility to maintain its authorized rate of return for investments is of limited benefit if 

that rate of return is set too low to begin with. The next section addresses the ability of a utility 

in Arkansas to obtain in the first place an authorized rate of return that is high enough to attract 

necessary capital. 

Authorized Returns Should be Competitive with Returns Allowed in Other Jurisdictions 

The Company would like this Commission to reconsider how it sets ROEs for utilities. 

Exhibit 6, which is an excerpt from Order No. 16 in Docket No. 04-121-U (see paragraph header 

“Other Cost of Equity Methods’’) provides the Commission’s most current stated view on the 

relevance of authorized ROEs in other states. In responding to an analysis reflecting 

significantly higher ROE’S granted in other states, the Order states: “TRis Commission gives no 

weight to such data for three reasons,” and then goes on to give the reasons as (1) circularity, (2) 

the inability to probe the factors that made up the allowed return determinations in other states 

and whether they might be in c o d  ict with applicable state laws in Arkansas, and (3) an apparent 
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belief that the use of comparisons with other state ROE grants is “akin to piecemeal ratemaking 

and is unacceptable.” 

The Company respectfully requests that the Commission revisit this policy. Arkansas 

utilities must compete for capital with utilities in other states, and that capital will tend to go to 

utilities in those states with higher authorized returns. For Arkansas utilities to effectively 

compete for capital with utilities in other jurisdictions, the Commission, in setting the authorized 

returns for Arkansas utilities, should take into consideration the returns authorized for 

comparable utilities in other jurisdictions, because they play a relevant role in investors’ capital 

allocation decisions. 

Another factor that the Company believes contributes to low authorized returns in 

Arkansas when compared to the retuxns authorized in other jurisdictions is that the stated 

authorized return set in a rate case here is, in fact, less than the true authorized return. The 

Company believes that this problem is largely the result of the Commission’s use of the 

Modified Balance Sheet Approach (“MBSA”) to determine working capital. To the best of the 

Company’s knowledge, the Arkansas Commission is the only regulatory jurisdiction in the 

United States that uses the MBSA. Although it has been successfully argued by the General 

Staff in the past that the level of working capital resulting from the use of the MBSA and that 

resulting from the use of a lead lag study should theoreticalIy be the same, in practice the 

Company does not believe that this has been the case. 

The Company believes that this is largely due to the fact that the MBSA, as historicalIy 

applied by the Commission, fails to consider that a number of items included in current babiIities 

are, in fact, investor supplied or are applicable to nonutility activities. One example of this is the 

inclusion of the liability for dividends declared and interest accrued. The MBSA also looks at 
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only points in time, while a lead-lag study looks at all cash ins and cash outs to determine the 

working capital needs of the utility. In any event, even if it is assumed that the ultimate result of 

the two methodologies is the same, because the Arkansas Commission is the only jurisdiction 

using this methodology, it makes it very difficult for the investor community to make apples to 

apples comparisons of Arkansas utilities to utilities in other jurisdictions, which in tum, makes it 

more difficult for Arkansas utilities to raise necessary capital. For all these reasons, the 

Company believes that it would be very helpful for the Commission to take a fresh look at the 

use of the MBSA in a generic forum outside of the sometimes contentious forum of a rate case. 

One simple solution to this problem might be to adopt the use of zero cash working capital for 

purposes of an annual rate adjustment mechanism. 

Strong utilities that can attract capital on reasonable terms are essential to the ability of 

the state to accomplish its goals in the area of economic growth and development, and to have 

utilities with the ability to attract needed capital, it is critical that those utilities be given a fair 

authorized rate of return by the Commission and a reasonable opportunity to continue to earn 

that return. 

Need for Ratepayer Safeguards 

Finally, also mentioned in Order No. 1 in this Docket is the fact that %e Commission 

has an obligation to ratepayers to monitor the earnings of public utiIities to ensure that ratepayers 

are not paying too much for utility services.” The Company completely agrees with this 

premise, and would point out that it is consistent with our earlier statement that any innovative 

approach adopted by the Commission “should be beneficial to all Arkansans.” However, the 

Company believes it is equally important that the Commission fulfill its obligation to ensure the 

health of the utility. The big picture says that strong utilities will help to grow the Arkansas 
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economy, and that in and of itself will be beneficial to all Arkansans. Moreover, an innovative 

ratemaking approach should apply symmetrically to assure fairness to both the ratepayers and the 

utility. In the end, all parties should benefit fiom such an approach -- the utility and its 

customers by avoiding exkme changes in earnings and rates, the Commission by being able to 

more efficiently perform its oversight functions, and the Arkansas economy by being more 

competitive for capital investment. 

CONCLUSION 

The Company believes that the time is right for the Commission to consider new and 

innovative approaches to ratemaking in Arkansas, and that this Docket provides a way for 

interested parties to air their thoughts on the best approaches and for the Commission to provide 

a hmework for moving forward in that direction. Centerpoint Energy recognizes there may not 

be a cookie-cutter approach that would work for all utilities and industries. What works best for 

a natural gas utility, may or may not be work best for an electric utility, and what works best for 

one natural gas utility may not work best for another natural gas utility. Rowever, we do believe 

an approach similar to what we have suggested is workable for all utilities and is an 

improvement over the current system. While the Company has providd a more detailed 

description of its Oklahoma PBRC in these comments to assist the Commission in looking at 

alternatives, it has also noted that it is not perfect and is only one of many mechanisms that are in 

place in the jurisdictions in which it operates. Of come, it goes without saying that there are 

many more mechanisms in place in other jurisdictions across the nation. What is key is that the 

Commission has begun the thought process to look for something better than the existing 

traditional regulatory paradigm. We look forward to working with the Commission and the other 
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utilities and patties to this proceeding to find a faster, better and more economical way to address 

rate issues in Arkansas. 

Respectfully submitted, 

CENTERPOINT ENERGY RESOURCES COW., 
D/B/A CENTERPOINT ENERGY ARKANSAS GAS 

r 

By: 3”ra-.-- 
Kenny W. kenderson 
Arkansas Bar #86087 
Mickey S. Moon 
Arkansas Bar #2006026 
401 West Capitol Avenue, Suite 102 
Little Rock, Arkansas 72201 
(501) 377-4850 
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Arkansas Average Annual Residential Customers 
1981 - 2007 

Exhibit 1 

12 mth Average 

1981 320,894 
1982 325,749 
1983 329,507 
1984 333,497 
1985 338,819 
1986 342,247 
1987 346,312 

1908 349,495 
1989 353,473 

1990 350,067 
1991 359,956 
1992 305,523 
1993 370,178 
1w 373,439 
1995 338,644 
3996 383,699 
1997 386,572 

IWQ 3 ~ 3 1 3  
1998 390,295 

2000 
2001 
2002 
2003 
2004 
2005 
2006 

2007 

397,215 
387,46 1 

387,104 

384,705 

384,052 
382,950 
380$49 
380,880 
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Exhlbit 3 

Residential Growth Compaiison 
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Residential Trend-Line in Annual Gas vs, Electric Usage 
Weather Normalized Residential U s e  I Customer 
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Residential Trend-Line in Annual Gas vs. Electric Usage 
Weather Normalized Residential Use I Customer 
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Residential Trend-Line in Annual Gas ys. Electric Usage 
Weather Normalized Residential Use 
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Residential Trend-Line in Annual Gas vs. Electric Usage 
Weather Normalized Residential Use 
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Risk Premium Analvsis 

Arkla witness Hadaway was the only witness to perform a risk premium analysis. (T. 

9 1 1 -91 3,940-942) Mr. Hadaway estimated a risk premium-based cost of equity of 10.8%. 

As noted by both Mr. Hadaway (T. 1862-1 863) and Staff witness Brown (T. 1874), risk 

premiums are not stable, and there is no one risk premium through time. An additional flaw in 

Mr. Hadaway‘s analysis is that he has relied upon risk premia studies for the S&P 500. As noted 

by Brown, utility stocks are perceived to be less risky than the average stock in the S&P 500. (T. 

1875) For the above reasons, we conclude that Mr. Hadaway‘s risk premium method is not a 

reasonable basis upon which to set Arkla’s cost of equity. 

Other Cost of Eauitv Methods 

Several parties present as evidence information on recent allowed returns for LDCs in 

other states (T. 837-841,911-913,940-942)’ (Hadaway Exhibits SCH-11 and SCH-12), (T. 135, 

209,234,1888) This Commission gives no weight to such data for three reasons. First, there is 

an element of circularity involved if this Commission, as well as other state Commissions, rely 

upon rate of return determinations in other states for determining the appropriate allowed return 

for utilities in their states. Second, neither this Commission nor the parties have had an 

opportunity to probe the factors that made up the allowed return determinations in the other 

states. This Commission must make determinations based upon the evidence presented in 

testimony and hearings before this Commission, pursuant to  the laws of the State of Arkansas. 

Third, this sort of comparison is akin to piecemeal ratemaking and is unacceptable. For example, 

we do not know the other state commissions’ policies regarding rate base, expenses, 
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depreciation, etc. As noted by CEUG witness Staley: "[Elvery natural gas utility has different 

needs, different risks, different load profiles, and different performance levels. Consequently, 

every natural gas utility should have a uniquely determined ROE." (T. 1302) 

AG witness Marcus considered expected returns on equity investments in pension plans 

by utilities as determined from utility annual reports. (T. 1366,1456-1458) There are two major 

problems with this sort of analysis: (1) it is unclear how long the time horizon is; and (2) these 

returns are expected, not required. It is well-established that expected returns may be less than, 

equal to, or greater than required returns. For that reason, expected returns cannot be used 

directly as a proxy for required returns, which is the information sought in a general rate case. 

Mr. Marcus also performed a Capital Asset Pricing Model (CAPM) analysis in a 

footnote. (T. 1371) This Commission, to date, has had two problems with CAPM analysis: the 

lack of stability in estimates of "beta" and the lack of stability in the market premium. 

Consequently, we can not rely on Mr. Marcus's CAPM analysis. 

Because of the flaws identified in the risk premium and other analyses, the only reliable 

measure of required return on equity in the record is the DCF calculation discussed above. We 

will therefore utilize a DCF cost of equity range of 9.2% - 10.1% as the allowed return on equity 

range in this case. 

Adiustment to Cost of Eauitv for Decrease in Risk 

Staff (T. 1868-1869), CEUG (T. 1208,1302), AG (T. 1371), and AGC (T. 1095) argue 

that, if Arkla proposed riders RSP, LCA, and ICR are approved, Arkla's risk would be reduced, 

and that a concomitant reduction in Arkla's cost of equity would be warranted. Arkla (T. 41-45 
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