CHUGACH ELECTRIC ASSOCIATION (“CEA”) COMMENTS ON NCI’S UNBUNDLING CEA OPERATIONS INTO GENERATION/TRANSMISSION AND DISTRIBUTION AND NCI’S RESPONSE

Navigant Consulting, Inc (“NCI”) provided its unbundling assumptions and result to CEA on December 7, 2007.  CEA responded with comments on 12/12/07.  Provided herein are CEA’s comments on NCI’s unbundling analysis and NCI’s responses.  Both NCI’s original analysis and its revisions are provided in EXCEL format and attached as “Responses to Panel Questions 121307 – CEA Unbundling.xls”
1..  TIER Levels

Navigant used a Chugach Distribution TIER of 1.90 whereas Chugach's Distribution TIER proposed in the 2005 test year rate case is 1.6.  Chugach expects the final Commission-approved ratemaking Distribution TIER will be 1.75, per the Settlement Agreement.

NCI’s Response

It is correct that CEA proposed a minimum ratemaking TIER of 1.6 for 2007 in their 2006 Filing with the RCA using a 2005 test year.  But, in its 5 year Financial Management Plan included as part of its rate filing with the RCA, CEA’s achieved TIER for unbundled distribution averages around 1.9 or higher for the period 2007-2010 using the Company’s split TIER methodology. Thus, and to be conservative, NCI used a constant Distribution TIER of 1.90 in its analysis.
2.  Long Term Interest Expense

Navigant used a debt allocator that assigns 76% to G&T and 24% to Distribution.  The debt allocator proposed in Chugach's 2005 test year rate case assigned 72% to G&T and 28% to Distribution.  Chugach expects the final Commission-approved allocation will be 68% to G&T and 32% to Distribution, per the Settlement Agreement. 

NCI’s Response

NCI used a known and measurable standard here as we were not in a position to substantiate Chugach's expectations at the time the screening analysis was performed.  NCI used information provided within the 5-year financial plan filed by CEA in its 2006 rate proceeding with the RCA
.  NCI determined an average of long term debt over the period 2007-2010 from the unbundled balance sheets included within the 5-year financial plan to derive the functional breakdown of long term debt between G&T and Distribution Operations.
3.  Depreciation Expense, General Plant
Navigant allocates on basis of net plant.  Chugach, consistent with FERC, allocates general plant on basis of labor ratios.

NCI’s Response

CEA is correct that NCI, to be conservative, used net plant as the basis for functionalizing the Depreciation Expense associated with both general and intangible plant.  If labor were to be used as the basis for functionalizing the depreciation expense associated with general and intangible plant, a higher share of total G&I depreciation expenses would be attributable to distribution operations, thereby reducing (potential) savings from Combination Case 5.
4..  Depreciation Expense, Intangible Plant

Navigant allocates on basis of net plant.  On Chugach's system, however, all intangible plant should be direct assigned to G&T.
NCI’s Response

As stated at the outset, NCI made some simplifying assumptions when functionalizing total expenses into those that were G&T and Distribution related.  Owing to the lack of annual account level data over the period 2009-2020, NCI did not use a bottom-up (i.e., account by account) approach when functionally unbundling CEA’s operations.  Thus, the depreciation expense associated with intangible plant was considered together with that associated with general plant.  For NCI’s response to the issue of functionalizing depreciation expense on general plant, please see CEA comment number 4 and NCI’s response.
5..  Other Income and Deductions

Navigant assigns the entire amount to G&T whereas Chugach allocates portions to both G&T and Distribution.

NCI’s Response

As such, this point is not applicable to NCI’s analysis as there are no dollar amounts associated with other income and deductions over the planning period. That is, while there was an allocator shown, it was against a zero dollar volume and therefore had no effect.
6..  Static Allocators

The net plant and debt allocators used by Navigant are static rather than dynamic.  Given that there are considerable changes in net plant and equity levels over the planning horizon, it may be more accurate for these allocators to be updated in the study period and this should be taken into account in evaluating model outputs."

NCI’s Response

Yes.  NCI employed static factors to functionally unbundle CEA’s operations into G&T and Distribution on the basis that NCI did not have access to (and could not compute) a dynamic labor factor over the planning period.  Rather than make one factor (for which data would be available, such as net plant) dynamic and leaving labor static, NCI, in order to retain an “apples to apples” approach, elected to keep all factors static.  Futhermore, in each of the different combination cases, there were assumed changes to the staffing levels.  This would have required changing the labor allocators for every year for every case and there was no granular information to accurately do this for each of the 7 cases.  Rather than imply a false sense of accuracy, we used  the static labor factor allocator.  For the screening purposes of the Phase 1 effort, this seemed sufficient.
7.  Overall Comment:

The Navigant Phase I study makes simplifying assumptions about functional allocation that are not consistent with internal Chugach documents or filings with the Commission.  These assumptions may change the expected savings

NCI’s Response

Yes.  Some simplifications had to be made since it was not NCI’s intent to do a full (bottom-up) unbundling study.  Rather, functional unbundling was undertaken to provide an estimate of the revenue requirement associated with distribution operations for use in estimating potential savings associated only with Case 5 – the formation of a new G&T Entity.

CEA is correct that such (simplifying) assumptions may change the expected savings from Case 5.  To estimate the (potential) change in savings from Combination Case 5, NCI revised its unbundling assumptions consistent with CEA’s recommendations in the following manner:

· Constrained the Distribution TIER to 1.75

· Revised the functionalization of long term debt to 68% G&T and 32% Distribution over the planning period

· Applied a labor functionalization factor to depreciation expense associated with both general and intangible plant

· Applied a dynamic net plant functionalization factor, i.e., G&T and Distribution functionalization changed every year depending on the share of G&T net plant to total net plant excluding general and intangible net plant.

If the above four changes were to be incorporated, costs associated with CEA’s distribution operations would actually increase compared with the levels calculated by NCI for use in Case 5. With an increase in standalone distribution costs from the revised allocators, the expected savings (in net present value terms) from Combination 5 is reduced to about $20 million from the $30 million NPV estimate provided in NCI’s draft report if all the specific changes listed above and identified by CEA are incorporated into the analysis of Combination Case 5
..  Rankings of the alternatives do not change.  

� Exhibit MRC-80, pages, 46-50 of CEA 2006 Rate Filing with RCA


� See tab label “Imp on Comb 5” in attached EXCEL workbook “Responses to Panel Questions 121307 – CEA Unbundling.xls”
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