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EXECUTIVE SUMMARY

The Indiana Utility Regulatory Commission (Commission or IURC) presents its Report to
the Regulatory Flexibility Committee of the Indiana General Assembly for 2010 (Report or 2010
Report). The 2010 Report highlights key issues faced by the Commission and the Electric,

Natural Gas, Communications, and Water/\Wastewater utilities in the state of Indiana.

This year’s Report provides an overview of recent issues; considers the current industry
landscape; and discusses the challenges facing the utility industry as well as the successes. It also
contains the results of two new reporting requirements, which include: the Pipeline Vertical
Depth Study and the Four-Year Study on Video Service Availability. This Executive Summary
emphasizes accomplishments achieved by the Commission and the issues most frequently
discussed this past year, while providing context for technical and cross-industry issues that are
more fully addressed in the Report. For your convenience, a list of acronyms and a glossary are
appended.

COMMISSION ACHIEVEMENTS

With the economic downturn, the Commission’s docket rapidly filled with rate cases. From
1990 to 2005, very few major rate cases were filed. However, since 2009, virtually every large
jurisdictional utility has filed a rate case with the Commission; has a rate case pending before the
Commission; or is preparing a rate filing to be made with the Commission. Rate cases take an
enormous amount of staff resources and every division is affected. Based on its current and
anticipated caseload for the next two years, the Commission will see demands at a level never

before experienced.

In 2009, the Commission successfully handled several high-profile cases, including: an
emergency rate case filed by Indianapolis Water Company (IWC), the demand-side management
investigation, the review of the Universal Service Program for natural gas utilities, and the
ongoing construction of Duke Energy Indiana’s Integrated Gasification Combined Cycle Project
(IGCC Project) in Edwardsport.

In the IWC case, the Commission moved swiftly and decisively in order to avert potentially

disastrous consequences, which resulted in a stable condition conducive to resolution. The base



rate case is still undergoing review and an order is expected this fall. With regard to demand-side
management, the Commission’s final decision allowed for targeted development on an integrated
program that is designed to be cost-effective and verifiable; this is the first program of its scope
in Indiana. Another case that received a considerable amount of attention involved the Universal
Service Program. In its final order, the Commission allowed the natural gas utilities to reinstate
their respective bill assistance programs until each one provides the Commission with a more
complete record that can be comprehensively reviewed in a base rate case. Lastly, the
Commission has stayed involved with oversight of the IGCC Project by holding regular hearings

and engaging its own engineering firm to assist in oversight.

In order to improve transparency and allow for more executive level input into the budgeting
process, the IURC created a finance and budget committee. The committee has oversight
responsibility for all of the agency’s budgetary and financial matters, including preparation and
presentation of monthly expenditures, reports/analysis, and a biennial budget. The Commission
also continues to support its financial taskforce that is developing a more formalized and
systematic monitoring plan to identify “trip wires” or signals of impending financial issues for
Indiana utilities. Developing these two internal groups has allowed the Commission to take a

more holistic approach to finance, exploring its impact at an agency, state and national level.

ELECTRIC

In 2009, Indiana’s average retail rates were the 15™ lowest in the nation, as compared to
the 12" lowest for 2008. Consequently, Indiana’s electric rates continue to remain attractive,
primarily due to its reliance on coal. However, the general trend of increased coal prices
observed since 2002 has eroded Indiana’s competitive price advantage. Staff analysis shows
some Indiana utilities have seen coal prices increase more than 75% since 2002. Neighboring
states” average retail rates for 2009 rank as follows: Kentucky 3", Ohio 29", Illinois 30", and
Michigan 34™*

The State Utility Forecasting Group (SUFG) at Purdue University has been tasked by the
legislature to identify and forecast future electric needs in Indiana. According to the SUFG’s

Energy Information Administration, Average Retail Price of Electricity to Ultimate Customers by End-Use Sector
by State, Table 5.6B, historical result archive.



2009 forecast, Indiana will need approximately 1,320 MW of additional resources (all types of
generating capacity, demand response, efficiency, and transmission to import power) by 2015 to
meet expected load growth. This forecast also projects electricity usage to grow at an annual rate
of 1.55% over the twenty-year forecast and for peak demand to grow at an annual rate of 1.61%.
Although the utilities are required to meet their individual capacity needs through resource
planning, the Commission has also developed policies and rules to help them meet their goals.

For example, the Commission issued a landmark order in 2009 that required jurisdictional
electric utilities to achieve an annual energy savings goal of 2% within 10 years with interim
savings goals for years one through nine. While the utilities are required to offer certain core
programs (residential lighting, home energy audit program, low-income weatherization program,
energy efficient schools program, and a commercial and industrial program), they are responsible
for designing and implementing the actual programs through a third-party administrator. Another
third-party administrator will then oversee the evaluation, measurement and verification of the
demand-side management (DSM) programs to ensure their effectiveness, and report those results
to the Commission. With regard to energy savings as a percentage of utility sales, Indiana ranks
22" nationally and 4™ among the seven Midwestern states. For the amount spent on energy
efficiency initiatives, Indiana ranks 31% and 6", respectively. During the course of the
investigation, three Midwestern states, Illinois, Ohio and Michigan established annual DSM
savings targets for electric utilities. Based on the savings goals approved by the Commission,

Indiana rivals Illinois and surpasses the other two states.

Generation capacity from renewable resources, including wind and landfill gas, is increasing
in Indiana. Renewable resources provide about 1% of the generation capacity serving Indiana
customers, and this number continues to increase. In June 2010, the Commission began its
informal review of net metering practices in Indiana to determine whether the existing rules
within the existing Indiana Administrative Code® should be changed, and if so, to what extent.
Net metering allows customers to supplement their electric usage and mitigate a portion of their
cost. According to the current rule, an eligible net metering customer is one in good standing

who owns and operates a solar, wind, or hydroelectric generating facility with a capacity of less

2 http://www.purdue.edu/discoverypark/energy/pdfs/SUFG/2009SUFGforecast.pdf
See, 170 .LA.C. 4-4.2-1




than or equal to 10 kW on their premises. At a minimum, the five investor-owned utilities (I10U)
must offer net metering to residential customers and K-12 schools that install a net metering
facility. However, the 10Us, or any other electric utility, may still offer net metering to
commercial or industrial customers. The Commission has invited legislators, interested
stakeholders and the public to comment on the rules and their experiences with them. The
Commission continues to review the feedback received by these participants and estimates that it

will take further action this fall.

Another investigation pending before the Commission deals specifically with tree-trimming
policies and practices, specific provisions in the utilities’ tariffs related to tree-trimming
practices, and related customer complaints. Respondents to the investigation include all
jurisdictional electric utilities. Although tree trimming is necessary in order for the utilities to
provide adequate and reliable service without service interruptions, there are no standardized
rules or regulations regarding this issue at the state or federal level. Rather, there are certain
federal recommendations and standards. Specific considerations by the Commission include, but
are not limited to, the following: proper/reasonable notification practices, debris removal after
storm events, adoption of industry standards, and uniform clearance standards. The Commission

expects that an order will be issued this fall.

Since 2009, the Commission has worked on rate reviews requested by Northern Indiana
Public Service Company* (NIPSCO) and Southern Indiana Gas and Electric Company
(SIGECO),> municipal electric operations for Crawfordsville® and Columbia City,” municipal
steam operations for Citizens Thermal Energy® and electric cooperatives including Jackson
County REMC® and Harrison County REMC.'® Even though each of the utility’s needs and
situations is unique, federal requirements, aging infrastructure, and new capacity needs influence

their ability to recover necessary operating and maintenance expenses. The expenditure of

* Cause No. 43526

® Cause No. 43839

® Cause No. 43773

" Cause No. 43832-U
8 Cause No. 43821

° Cause No. 43861

19 Cause No. 43684



Commission time and resources on regular rate cases ensures changing industry conditions are

properly reflected in the retail rates on both a company-wide and customer-class specific basis.

With respect to future issues that may affect the electric industry, the Electric section of this

Report focuses on a number of key issues including:

e Regional Transmission Organizations (RTOs) — Because of the importance and
pervasiveness of the RTOs’ impact for Indiana utilities and their customers, the
Commission’s involvement with the Federal Energy Regulatory Commission (FERC), as

an advocate for Indiana, has increased dramatically.

e Demand-Side Management and Demand Response — This includes energy conservation
programs, advanced metering programs, and the “smart grid.”

e Regulation of Greenhouse Gases — Potential regulation of carbon emissions continues to
be a critical environmental issue and will likely increase in significance for Indiana and
the nation depending on the parameters and passage of climate change legislation in

Congress.
NATURAL GAS

During the last eighteen months, natural gas prices have decreased, primarily due to an
unprecedented new supply of gas from unconventional sources; a decline in industrial demand; a
cooler-than-normal summer in 2009; and the worldwide recession. For 2009, initial pricing
started relatively low, in comparison to 2008, and moved even lower. NYMEX gas futures hit
bottom on September 3, 2009 at $2.51/Dth'* and peaked on January 6, 2010 at $6.01/Dth, a
spread of $3.50. This is in contrast to 2008’s volatile market that had a price spread of roughly
$10.00. Before these costs are passed along to customers, the Natural Gas Division must review
each request by a utility for a gas cost adjustment (GCA) to ensure that the costs are prudent and
in the public interest. The Office of Utility Consumer Counselor (OUCC) also reviews the

request on behalf of the public. Last year, the Natural Gas Division reviewed 77 GCA petitions.

“Natural Gas Futures Prices (NYMEX), http://tonto.eia.doe.gov/dnav/ng/ng_pri_fut_s1_d.htm




In 2009, the Legislature passed the “Call Before You Dig” law, requiring anyone undertaking
a digging project to call the Indiana Underground Plant Protection Service Center at the toll-free
8-1-1 number before digging. In response to calls received, a trained representative is dispatched
to mark the utility lines free of charge. Once the lines are marked, individuals may begin their
digging project; however, they must hand dig within two feet of the buried utility line to prevent
damage to the underground facilities. If there is a violation of the law, the Commission’s
Pipeline Safety Division serves as the investigative unit. If a violation is found, the information

is then forwarded to the Governor’s Advisory Committee, which was formed in 2010.

Upon receiving a recommendation from the Advisory Committee, and after notice and
opportunity for a public hearing, the Commission must uphold or reverse the finding; approve or
disapprove the recommendation(s) of the Advisory Committee; and/or collect any civil penalties
and deposit the penalties in the underground plant protection account. Since July 1, 2009,

Pipeline Safety has registered more than 60 possible violations.

With respect to future issues that may impact the natural gas industry, the Natural Gas

section of this Report focuses on a number of key issues including:

e Renewables — Indiana, as well as the nation, has seen an increase in the number of
renewable energy sources, including landfill methane gas, renewable natural gas from

anaerobic digestion of waste from livestock, and coal bed methane.

e Increased Supply — The emergence of unconventional sources of natural gas supply such
as shale gas has dramatically increased the overall supply of natural gas in our country

and has contributed to the relatively low prices this past year.

e Distribution Integrity Management Program — As of February 12, 2010, operators must
develop and implement written integrity management programs by August 2, 2011. The

Commission must then review jurisdictional operators’ plans for compliance.



WATER/WASTEWATER

Of all the industries, water/wastewater is the most capital intensive due to high capital costs
and relatively low revenues; investing more capital per dollar of revenue earned than any other
industry. Costs are increasing for water and wastewater utilities and are driven by the following
needs: replacement of aging infrastructure; compliance with U.S. Environmental Protection
Agency standards such as water quality and wastewater effluent; growing demand; and the
relocation of facilities for city and state road projects. For example, from 1984 to 2008 average
water and wastewater treatment cost rose 310% while the consumer price index only rose
207%."2 A 2003 report™® issued by the Indiana Advisory Commission on Intergovernmental
Relations estimates that statewide wastewater and drinking water infrastructure needs will
require $12.4 to $13.9 billion in funding from the year 2000 to 2020.

Many water and wastewater utilities sought rate increases this past year for improvements to
existing infrastructure and new projects. One of the most notable rate cases involved IWC, which
filed an emergency rate case in early 2009, followed by a standard rate case later that year. The
City of Indianapolis, which owns IWC, also announced the potential transfer of its water and
wastewater utility to Citizens Energy Group. If approved, the wastewater system would be the
first of Indiana’s 108 combined sewer systems under Commission jurisdiction. Indiana American

Water, the largest investor-owned utility, also sought a rate increase in 2009.

The Commission regulates approximately 116 out of 824 water utilities, and 47 out of 531
wastewater utilities. This is primarily due to an opt out provision in Indiana Code and the fact
that the Commission has never had jurisdiction over municipal sewer utilities. When a utility
opts out of the Commission’s jurisdiction, the IURC no longer oversees its rates and charges or
rules and regulations. It also eliminates the agency’s ability to provide dispute resolution
between utility customers and their utilities. The primary complaint with this arrangement has to
do with the difference between inside-city and outside-city customer rates. Many municipalities

charge outside-city customers higher rates or a surcharge, with premiums ranging from modest

12 “Historical Water Price Trends,” Steve Maxwell, AWWA Journal, April 2010
3 “Financial Needs for Wastewater and Water Infrastructure in Indiana,” January 2003



amounts to 100% or in some cases, even higher, than rates paid by inside-city customers for the

same service.

With respect to future issues that may impact the water and wastewater industries, the

Water/Wastewater section of this Report focuses on a number of key issues including:

e Infrastructure — Indiana’s water project-funding needs over the next 20 years are $5.9

billion. The greatest need, $4.5 billion, is for underground infrastructure.

e Troubled Utilities — Small, troubled utilities continue to present regulatory challenges for
the Commission, which is actively monitoring select small utilities in an effort to educate

owners and prevent utilities from becoming troubled.

e Qutside-city Rates — Many municipalities charge customers outside their corporate
boundaries higher rates than inside-city customers. This raises questions about whether

the city rate is cost-justified and non-discriminatory.

COMMUNICATIONS

The year 2010 marked the implementation of the final phase of House Enrolled Act 1279
(HEA 1279), a bill that largely eliminated all regulatory authority over rates and service quality
for retail telephone service in Indiana. Per the requirements of the 2006 legislation, the
Commission examined its administrative rules and policies and eliminated those that were no
longer necessary under the new regulatory framework. The Commission also initiated a
rulemaking to modify or repeal sections of the IURC’s telecommunications rules located in 170
IAC 7. The Commission then issued a General Administrative Order announcing which sections
would no longer be enforced after July 1, 2009. The rulemaking should be complete in the fall of
2010.

While HEA 1279 eliminated many of the Commission’s duties, it also added new
responsibilities and designated the Commission as the sole video franchise authority in the state
as of July 1, 2006. Prior to this date, local franchise authorities, such as counties and

municipalities, issued franchises to video service providers. However, this is no longer the case.



Providers had the option to remain under the existing agreements until they expire or seek a
state-issued franchise from the Commission.

In order to monitor the availability of video services in the state, HEA 1279 tasked the IURC
with collecting data regarding video services offered in Indiana’s Metropolitan Statistical Areas
(MSAs) from 2006 through 2010. In the Commission’s Four-Year Study on Video Service
Availability, data shows there has been a steady migration of video service providers in Indiana’s
MSAs away from local franchise oversight to state-issued franchises. The data also shows the
heavy use of technologies such as fiber optic cabling and the use of digital transmission for video
signals. There appears to be no correlation between the per capita income in an MSA and
number of providers offering service there; however, MSAs with higher population densities
have greater numbers of video providers offering service. Most of the infrastructure build-outs
undertaken by video service providers from 2006 to 2010 in Indiana MSAs with local franchise
agreements occurred without a requirement to do so under the controlling local franchise. The
IURC has received no complaints regarding economic redlining under 1.C. § 8-1-34-28 by video

providers with state-issued franchises.

Another responsibility of the Commission is to monitor and implement area code relief. Two
possible remedies are an area code split, which is a geographic split of the existing area code into
two or more areas, or an overlay, which would result in 10-digit dialing. According to a recent
report by the North American Number Plan Administrator (NANPA), the 812 area code, serving
southern Indiana, is projected to exhaust the third quarter of 2013. In order for the Commission
to take action, the NANPA must file a petition with the Commission on behalf of the
telecommunications industry. The Commission will then hold hearings so that it can receive
testimony from the affected stakeholders to determine the best course of action.

With respect to future issues that may impact the communications industry, the

Communications section of this Report focuses on a number of key issues including:

e Competition and Investment — With the deregulation of the communications industry,
Indiana has seen competition increase and new technology be deployed in certain areas of
the state.



Indiana Universal Service Fund (IUSF) — The IUSF generates funds that are used to
subsidize the rates for services offered by companies in high-cost areas in an effort to

keep rates reasonable and affordable.

Mergers — Since 2008, four mergers were announced that directly affect Indiana
providers and consumers. Depending on the companies’ business models, this could

affect the industry landscape.
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l. ELECTRIC OVERVIEW

Industry Structure

The Commission has jurisdiction over the electric service provided
to approximately 2.6 million customers in Indiana. In 2009,

Indiana’s average retail rates were the 15™ lowest in the nation.

The Indiana Utility Regulatory Commission (Commission) sets retail rates for electric
investor-owned utilities (I10Us), some Rural Electric Membership Cooperatives (REMCs) and
municipal electric utilities.! Additionally, the Commission reviews and approves the construction
of generation facilities for Indiana’s electric utilities and long-term financing for 10Us, Indiana
Municipal Power Agency (IMPA), and Wabash Valley Power Association (WVPA). The
twenty-five retail electric utilities under Commission jurisdiction generated nearly $8 billion in
revenue in 2009 and served more than 2.6 million electric customers. The amount of plant in

service is approximately $28 billion.?

Under certain circumstances, the Commission may review financing arrangements for
REMCs and individual municipal electric utilities, but this typically occurs through rate cases.
State law allows municipal and cooperative utilities to remove themselves or “opt out” of the

Commission’s jurisdiction.

Indiana’s use of coal contributes to its relatively low-cost electricity.

Indiana’s annual ranking for average retail rates from 1998 to 2009 ranged from 10™ lowest
in 1998, to 4™ lowest in 2002, to 15™ lowest in 2009. Neighboring states’ average retail rates for
2009 rank as follows: Kentucky 3, Ohio 29", Illinois 30", and Michigan 34™. The variability in
ranking is the result of many factors, including the timing of rate cases and rate adjustments due
to fuel charges in Indiana as well as the timing of rate proceedings in other states. Indiana’s use

of coal contributes to its relatively low cost of electricity. However, the general trend of

The cooperative and municipal utilities under IURC rate jurisdiction can be found in Appendix A — Electric Utility
Revenues.
22009 Utility Annual Report filings
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increased coal prices observed since 2002 has reduced Indiana’s relative price advantage. Staff
analysis indicates that most Indiana utilities have seen coal prices increase more than 75% since

2002. Consequently, Indiana’s ranking over this period slipped from 4™ to 15™.

Five major 10Us operate in the state of Indiana in exclusive service territories with other
portions of the state similarly assigned to municipal utilities and REMCs. 10Us are for-profit
enterprises funded by debt and equity. Indiana’s 10Us are vertically integrated, which means
they own facilities for generation, transmission, and distribution. These utilities are the most
significant in terms of generation and the number of customers served, accounting for more than
90% of the electric power sales made by the state’s regulated electric utilities to Indiana retail

customers. The 10Us, listed in descending order of 2009 total operating revenue, are:

e Duke Energy Indiana, Inc. (DEI), a subsidiary of Duke Energy Corporation, serves
775,000 customers in areas throughout central and southern Indiana, excluding the
metropolitan centers of Indianapolis and Evansville, with headquarters in Plainfield. In
2009, the company’s total operating revenue was $2,354,692,352;

e Indiana Michigan Power Company (I&M), a subsidiary of American Electric Power
Company, Inc. (AEP), serves 454,000 customers in northeast and north central Indiana
with headquarters in Ft. Wayne. In 2009, the company’s total operating revenue was
$2,085,781,133;

e Northern Indiana Public Service Company (NIPSCO), a subsidiary of NiSource Inc.,
serves 457,000 customers in northwest and north central Indiana with headquarters in
Merrillville. In 2009, the company’s total operating revenue was $1,213,923,081;

e Indianapolis Power and Light Company (IPL), a subsidiary of the AES Corporation,
serves 469,000 customers in the greater Indianapolis area, where it is headquartered. In
2009, the company’s total operating revenue was $1,067,996,891; and

e Southern Indiana Gas & Electric Company (SIGECO), a subsidiary of Vectren
Corporation, serves 141,000 customers in southwest Indiana with headquarters in

Evansville. In 2009, the company’s total operating revenue was $528,673,984.

As of January 2010, 15 of the 72 municipally-owned utilities operating in Indiana remained

under Commission jurisdiction for rate regulation. Of these 72 municipally-owned electric

12



utilities, 51 are members of IMPA, including 10 of the 15 regulated by the Commission. A group
of municipalities created IMPA in 1980 to jointly finance and operate generation and
transmission facilities. Additionally, IMPA was established to purchase wholesale power and
meet members’ needs through a combination of member-owned generating facilities, member-
dedicated generation, and purchased power. The Commission does not regulate the rates that
IMPA charges its members.

As of January 2010, only 4 of the 40 electric distribution cooperatives operating in Indiana
remained under Commission jurisdiction for rate regulation. Cooperatives are customer-owned
utilities, all of which are members of either Hoosier Energy Rural Electric Cooperative (Hoosier
Energy) or WVPA. These two organizations are power generating and transmission cooperatives
formed to supply power to distribution cooperatives. The Commission’s regulation of Hoosier
Energy and WVPA is limited to decisions to purchase, build, or lease generation facilities. In

addition, the Commission retains jurisdiction over WVPA'’s long-term financing.

There are two Regional Transmission Organizations operating in Indiana:
the Midwest Independent System Operator and PJM Interconnection, LLC.
RTOs dispatch all of the generating facilities in their regions to ensure

that the lowest cost combination of resources is used at any given moment.

There are two Regional Transmission Organizations (RTOs) operating in Indiana: the
Midwest Independent System Operator (Midwest ISO) and PIJM Interconnection, LLC (PJM).
These organizations are regulated by the Federal Energy Regulatory Commission (FERC). In
addition to being tasked with the reliable and non-discriminatory operation of regional
transmission facilities, the Midwest ISO and PJM also direct the operation in real time of all
generating facilities in their regions to ensure that the lowest-cost combination of generation
resources is being used at any given moment. Additionally, RTOs engage in long-term resource
planning in order to achieve greater optimality in the construction of new resources (including
peak load reduction and energy efficiency) and act as a market monitor to guard against

anticompetitive behavior.

The Midwest ISO operates in fifteen states from Pennsylvania in the east to Montana and the

Canadian province of Manitoba in the west and is responsible for the operation of nearly 94,000
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miles of interconnected high-voltage power lines that support the transmission of more than
100,000 megawatts (MW) of energy in the Midwest. DEI, NIPSCO, IPL, SIGECO, Hoosier
Energy, WVPA, and IMPA are all members of the Midwest ISO. The Midwest I1SO is
headquartered in Carmel, Indiana. PJIM coordinates the movement of wholesale electricity in all
or parts of Delaware, Illinois, Indiana, Kentucky, Maryland, Michigan, New Jersey, North
Carolina, Ohio, Pennsylvania, Tennessee, Virginia, West Virginia, and the District of Columbia.
PJM dispatches about 163,500 MW of generating capacity over 56,350 miles of transmission
lines. AEP, including its Indiana subsidiary 1&M, is a member of PJIM. IMPA and WVPA are

also members of PJM. PJM is headquartered in Valley Forge, Pennsylvania.

The benefits of RTOs for Indiana’s consumers are difficult to quantify, but appear positive.?
In addition to greater reliability, RTOs encourage lower costs due to more efficient regional
planning than is possible by individual utilities acting alone. Because of the vast regional scope
of the RTOs, Indiana customers should receive the financial and operational benefits of a more
diverse resource mix and additional customer load diversity (e.g., Indiana might experience a
peak demand due to hot weather while Montana has much more moderate weather) allowing the
RTO to satisfy demand with relatively lower-cost resources. Additionally, because the reliability
risk is diversified over the entirety of the RTOs’ footprints — from the Rocky Mountains to the
Atlantic Ocean - the need for resources is reduced as evidenced by the ability to maintain lower
planning and operating reserve margins than were maintained by the Indiana utilities prior to the
development of the RTOs.* A reserve margin is the amount of extra capacity available to serve
load growth and to respond in the event of a system contingency, such as the planned or

unplanned outage of a generation plant or a high-capacity transmission line.

*The Midwest 1SO states that it “...provides annual benefits of between $555 million and $850 million. These
benefits derive from improved reliability, increased efficiencies in the use of generation resources, and improved
regional planning. During the next 10 years, this savings is expected to provide net benefits to the region of
between $4.6 billion and $6.9 billion.” http://www.midwestmarket.org/page/Value%20Proposition
PJM has not conducted a similar analysis of net benefits thus leaving PJIM’s value to conjecture.

*The electric industry has historically maintained planning reserve margins in the 15% to 20% range. With the
development of RTOs, reserve margins have fallen to reflect the benefit of more efficient regional coordination. In
the Midwest 1SO, for example, Indiana utilities have an 11.9% reserve requirement.
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To better ensure that Indiana customers and utilities receive the benefits of participating
in RTOs, the Commission has devoted staff resources to participate in the RTO processes.
Because of the importance and the pervasiveness of the RTOs’ impact for Indiana utilities and

their customers, the Commission’s involvement with the FERC has increased dramatically.

While participation in RTOs provides benefits to Indiana end-use customers, it may be
challenging to translate the costs and revenues associated with RTO participation into the
traditional cost-of-service model used to set rates in Indiana. To better ensure that Indiana
customers and utilities receive the benefits of participating in RTOs, the Commission has
devoted staff resources to participate in the RTO processes. Because of the importance and
pervasive impact of the RTOs on Indiana utilities and their customers, the Commission’s
involvement with the FERC has increased dramatically.

Age-Profile

Aging infrastructure is a concern across all utility sectors. For the electric industry, an aging
generation fleet is of particular concern due to the potential risk to system reliability and the
rising costs associated with new construction. The last coal-fired generation unit in Indiana was

completed in 1989.

In recent years, Indiana utilities have generally utilized wholesale purchases from other
sources, rather than building capacity, to maintain reserve margins. Because it takes
approximately three years to construct new gas-fired peaking generation, five to ten years to
construct new coal-fired generation, and still longer to bring new nuclear generation online,

long-term planning is critically important.

Table 1 shows the age profile for the coal and natural gas-fired fleet of electric generation
owned by Indiana utilities (the columns in the table are cumulative). About 67% of the coal-
based fleet is more than thirty years old, and more than 26% of that fleet is more than forty years
old. Natural gas-fired generation is much newer, with only 28% of that fleet more than ten years
old. Gas-fired combustion turbines generally have higher marginal operating costs than coal-
fired units and, as a result, typically only operate during periods of high peak demand.
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Table 1

Age Profile of Generating Units Owned by Indiana Utilities

Years Number MW of Percent of Peakin MW of Percent of
Old of Coal Generation Total Coal g Generation .
(Gas, Oil) Total Peaking
and Based (Summer Based Units (Summer Generation
Older Units Rating) Generation Rating)
50 27 1,831 11.1% 10 288 5.7%
40 40 4,321 26.2% 21 489 9.8%
30 57 11,112 67.4% 29 854 17.0%
20 66 16,220 98.5% 30 919 18.3%
10 68 16,475 100.0% 38 1,405 28.0%
0 68 16,475 100.0% 57 5,012 100.0%

Customers in the northeastern portion of Indiana are served by I&M’s Cook Nuclear
Generation Station located in Bridgman, Michigan. Cook Units 1 and 2 became operational in
1975 and 1978, respectively. In 2005, the units were relicensed by the Nuclear Regulatory
Commission for commercial operation until 2034 for Unit 1 and 2037 for Unit 2.

Existing Generation Portfolio

Generation capacity from renewable resources, including wind and landfill gas, is increasing
in Indiana. Renewable resources currently provide about 1% of the generation capacity serving
Indiana consumers. Chart 1 shows the fuel mix of generation resources available to meet the

electricity needs of Indiana consumers.

Chart 1
Generation Capacity by Fuel Type

m Coal (69%)
B Natural Gas (19%0)
Nuclear (9%4)
m Oil (295)
B Biomass, Wind, Hydro(1%a)




Demand

According to the SUFG’s 2009 forecast, Indiana will need approximately
1,320 MW of additional resources (all types of generating capacity,
demand response, efficiency, and transmission to import power) by 2015

to meet expected load growth and maintain a 16.3% reserve margin.

In order to keep track of Indiana’s resource needs, the State Utility Forecasting Group
(SUFG) at Purdue University has been tasked by the legislature to identify and forecast future
needs. According to the SUFG’s 2009 forecast,” Indiana will need approximately 1,320 MW of
additional resources (all types of generating capacity, demand response, efficiency, and
transmission to import power) by 2015 to meet expected load growth and maintain a 16.3%
reserve margin. This forecast also projects that electricity usage will grow at an annual rate of
1.55% over the twenty-year forecast and that peak demand will grow at an annual rate of 1.61%.
While the current recession may temporarily slow the growth of energy and demand, the
expectation is that forecasted rates will resume over the forecast horizon. The SUFG will be

updating its most recent forecast by the end of 2011.
Existing Legal and Policy Foundations

Indiana electric utilities operate under a traditional regulatory regime administered by the
IURC. Under this regulatory framework, the utility owns and operates generation, transmission,
and distribution facilities in order to provide electric retail service to customers in a defined
exclusive service territory. Retail customers are billed for service based on the average
embedded cost to serve, including an authorized reasonable rate of return on investment.
Generation resources owned by utilities are economically dispatched such that generation output
meets customer demand.® Indiana utilities are responsible for short-term and long-term planning

to meet customer demand at the lowest reasonable cost.

® http://www.purdue.edu/discoverypark/energy/pdfs/SUFG/2009SUF Gforecast.pdf
®Under economic dispatch the lowest cost generation resources are used first with successively more expensive units
coming online until total customer demand is met at any given point in time.

17




Il. ELECTRIC LANDSCAPE

Infrastructure

Historically, utilities built generation and transmission resources to meet their customers’
forecasted needs for power and to supply sufficient excess generating capacity to address
contingencies. Transmission was constructed primarily to connect each utility’s generation to its
load. Transmission interconnections to neighboring utilities were constructed for reliability
reasons, rather than for routine power purchases and sales. The decisions of individual utilities to
build generation and transmission rarely took into consideration the resources of other utilities in
the state and gave even less consideration to the resource profile of regional utilities. However,
because Indiana utilities continue to have an “obligation to serve” customer needs,” they must
plan and build or purchase the resources necessary to meet those needs in a reliable and cost-
effective manner. RTOs now give utilities more options to meet customer needs and provide
access to regional wholesale energy markets that allow utilities to more fully utilize generation

resources.
Large-Scale Projects and Capital Investment Recovery

Utilities are generally viewed as capital-intensive because of their need for investment in
supporting infrastructure. The long-lived nature of utility infrastructure investment is a
characteristic that supports the concept of a regulatory compact.® Vertically integrated electric
utilities have distribution, transmission, and generation infrastructure components, which
epitomize this characteristic. The regulatory compact provides a utility’s investors the
opportunity to earn a fair rate of return over the long life of the infrastructure their investment
purchased. This stability serves to reduce risk and, thus the return, required by investors and
accordingly reduces the cost to the utility to finance infrastructure used to serve customers. This

reduced cost of service is the prime benefit of the regulatory compact.

Large investments that require significant time to construct present risks for investors

because utility ratemaking does not include the cost of infrastructure in customer rates until

"See, I.C. § 8-1-2.3 et seq.

®The regulatory compact is effectively a non-statutory agreement between the state and the utility provider where in
exchange for an obligation to provide service to all customers in a given monopoly service area the utility is
provided an opportunity to earn a fair return on the required investment to provide such service.
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construction is completed and the project is found to be used and useful through a rate case. This
exposes the investment on two fronts. First, conditions may change during the construction
period and call the used and useful nature of the project into question. Second, the financing cost
cash flow required during construction is not sourced from ratepayers. Indiana and other states
have addressed these challenges through a certificate of need process® and the allowance of a

cash return on financing costs during construction in certain instances.*®

The certificate of need process provides the Commission and interested parties an
opportunity to evaluate the merits of a project before it is undertaken. As such, the preapproved
finding of need and prudency reduces risks for the utility, which results in lower financing costs
for the project. The allowance of a cash return during construction pays the financing cost when
such costs are incurred in lieu of deferring them until construction is complete and then paying
both the amount borrowed and the related interest. The improved cash flow during the
construction period is also recognized as a significant credit enhancement by credit rating
agencies. Consequently, both of these tools serve to reduce the lifetime costs of the investment, a

cost paid by a utility’s ratepayers.
New Source Review

From 1999 to 2000, the U.S. EPA filed a number of complaints against electric utilities
across the country for alleged violations of the New Source Review (NSR) provisions of the
Clean Air Act (CAA). The U.S. EPA alleged that maintenance projects performed at various
coal-fired generation units were major modifications, as defined in the CAA, and that the utilities
violated the CAA when they undertook such projects without obtaining permits and installing the
best available emission controls for SO,, NOx, and particulate matter. The government seeks to
require installation of additional pollution controls on various generating units and unspecified
civil penalties in amounts up to $32,500 per day for each violation. Federal action on NSR
lawsuits or noticed violations has touched every Indiana electric IOU. A sampling of recent

activity follows.

%See, I.C. §8-1-8.5, I.C. § 8-1-8.7, I.C. § 8-1-2-23
O5ee, I.C. § 8-1-8.8
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In October 2009, IPL received a notice of violation from the U.S. EPA alleging violations at
IPL's three coal-fired electric generating facilities dating back to 1986. IPL’s recent 10-K filing
with the Securities and Exchange Commission (SEC) highlights the impact of these federal
environmental actions. IPL statements note that “...settlements and litigated outcomes of similar
cases have required companies to pay civil penalties and to install additional pollution control
technology projects on coal-fired electric generating units. A similar outcome in this case could
have a material impact to our business. We would seek recovery of any operating or capital
expenditures related to pollution control technology projects to reduce regulated air

emissions...”!!

DEI also litigated NSR lawsuits that were originally brought by the U.S. EPA in November
1999 for various projects at its Cayuga, Gallagher, Wabash River, and Gibson Stations. A jury
verdict was returned on May 22, 2008, which found in favor of Cinergy and DEI on all but three
units at Wabash River. Following a new trial awarded by the court due to actions at the original
trial, on May 19, 2009, a jury found in favor of DEI on four of the remaining six projects at
issue. The two projects in which the jury found violations were undertaken at Units 1 and 3 of
the Gallagher Station in Indiana. The parties filed a proposed consent decree with the court on
December 22, 2009 for public comment and approval. The substantive terms of the proposed
consent decree require: (i) conversion of Gallagher Units 1 and 3 to natural gas combustion by
2013; (ii) installation of additional pollution controls at Gallagher Units 2 and 4 by 2011; and
(iii) additional environmental projects, payments and penalties. In its most recent SEC 10-K
filing, DEI estimated that actions in the consent decree will cost at least $88 million. The
company further stated that “ultimate resolution of these matters relating to NSR, even in
settlement, could have a material adverse effect on Duke Energy Indiana’s consolidated results
of operations, cash flows or financial position. However, Duke Energy Indiana will pursue
appropriate regulatory treatment for any costs incurred in connection with such resolution.”™? As
of September 30, 2009, Wabash River Units 2, 3, and 5 have been retired.

In July 2008, Hoosier received a request for information from the U.S. EPA under Section
114(a) of the Clean Air Act. Two subsequent requests were received. Hoosier has submitted all

1 IPALCO Enterprises Inc. 10-K 12/31/2009
'2 Duke Energy Indiana Inc. 10-K 12/31/2009
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information requested to date. In August 2009, the U.S. EPA issued a Notice of Violation under
the NSR provisions of the Clean Air Act. Hoosier is currently negotiating consent decree
provisions with the U.S. EPA.

Edwardsport IGCC

The Edwardsport IGCC facility will be the first commercial-scale

clean coal plant of its kind built in the United States in the last 10 years.

In an Order issued on November 20, 2007, the Commission approved the construction of
DEI’s Edwardsport IGCC generating facility, which will have a capacity of 618 MW and be
designed to use Indiana bituminous coal. Once complete, the Edwardsport IGCC facility will be
the first commercial-scale clean coal plant of its kind built in the United States in the last 10
years. The facility is located on approximately 220 acres adjacent to DEI's existing Edwardsport
Generating Station in Knox County, Indiana, and has an approved estimated cost of $2.35 billion
with an in-service date of 2012. DEI has filed a request with the IURC to update the estimated
capital cost of the project to $2.88 billion.*® DEI expects to receive approximately $450 million

in state and federal tax incentives for the project.

Under traditional ratemaking, DEI would have constructed the facility and not been allowed
recovery of the costs from ratepayers until the plant was completed (in approximately four
years). However, applying Indiana’s clean coal technology statutes to the facility, DEI proposed
and the Commission approved a pay-as-you-go plan, whereby the costs of the plant (i.e., bricks
and mortar) are passed on to ratepayers on a periodic basis as part of an ongoing review process
as the plant is under construction. This is otherwise known as construction work in progress or
CWIP. As a part of the review process, the Commission established an independent oversight
plan to monitor construction and retained the services of consultant Black and Veatch for this
purpose. As of July 2010, construction was considered approximately 45% complete.

The IGCC facility will use cleaner technology to reduce traditional air emissions

by approximately 50% compared to a state-of-the-art pulverized coal plant.

BCause No. 43114 IGCC4-S1
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The IGCC facility will utilize state-of-the-art technology and a gasification process that will
convert bituminous coal into a combustible gas called synthesis gas or “syngas” that can then be
used to generate electricity. The technology will reduce traditional air emissions by
approximately 50% and provide 90% or higher mercury capture at a fraction of the cost of a
pulverized coal unit. Carbon capture and sequestration (CCS) is also being explored as an option
for this plant. The Commission authorized DEI to spend up to $17 million for a carbon capture
study to analyze its feasibility. The choice of capture technology is dependent on the type of coal
generation technology used because each capture strategy creates unique conditions that affect
the performance of the generation plant and the technology for separating CO,, making it ready

for compression and storage.

With respect to carbon storage or sequestration, significant feasibility and cost issues will
need to be resolved before it becomes possible to implement. This includes the cost of
permanent geologic storage, insurance, legal liability, property rights, and regulatory issues. For
example, the storage potential of known geologic formations is vast, but proper site selection
must consider whether the location is economically feasible to reach; has adequate total storage
volume, porosity, and permeability to store CO,; and a cap rock sealant to keep the CO, trapped.
State and federal entities must also consider legal, physical, and safety issues when developing
an appropriate regulatory framework for CO, storage. Another issue that must be addressed is
identifying the entity responsible for the long-term care of an injection site, in addition to
monitoring the integrity of the well, developing remediation plans, and examining the
effectiveness of these plans. Effective resolution of these regulatory and institutional issues is
critical to the successful widespread use of carbon sequestration and the continued use of coal.
As directed by the Commission, DEI has a proposal in Cause No. 43653 to spend between $42
million and $121 million to further evaluate carbon sequestration through site assessment, site

characterization, and implementation.
Wind

Although initial wind studies indicated that Indiana was not a prime location for the
development of significant amounts of wind generation, improvements in wind turbine energy
conversion efficiency as well as wind study methodologies have since demonstrated that there

are acceptable locations in Indiana for the installation of wind resources. As such, Indiana has
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become the fastest growing state for the development of new wind resources, which are
primarily located in Benton and White counties.* Table 2 shows the development of wind

resources in Indiana.

Table 2
Indiana Wind Farms

Wind Projects County Nameplate Estimated Availability | Completion

Capacity (MW) at Peak (MW)* Date
Benton County Wind Farm Benton 130 10 2008
Fowler Ridge Wind Farm | Benton 300 24 2009
Fowler Ridge Wind Farm 11 Benton 350 28 N/A
Fowler Ridge Wind Farm I11 Benton 99 8 2009
Hoosier Wind Farm Benton 106 8 2009
Meadow Lake Wind Farm | White 200 16 2009
Meadow Lake Wind Farm 11 White 99 8 2010
Meadow Lake Wind Farm I11 White 103.5 8 2010
Meadow Lake Wind Farm IV White 199.5 16 2010
Spartan Wind Farm Newton 101 8 2011
TOTAL 1,689 135

*Assumes 8% of nameplate capacity (Midwest ISO wind capacity credit) will be available during summer peak.

The passage of either a state or federal renewable portfolio standard (RPS) or the regulation
of greenhouse gas emissions (e.g., carbon emissions regulation) would likely make wind
resources desirable. Notwithstanding, wind resources present specific challenges such as its
intermittent nature, which does not allow it to be dispatched at the time of peak electricity
demand. Due to this challenge, the Midwest 1SO recently created a centralized wind forecasting
system, which has helped the Midwest ISO better predict available wind resources on an hour-to-
hour basis. The development of efficient and economic storage technologies, such as batteries,

that store wind energy for later use, would also alleviate this problem. However, utilizing a

¥ American Wind Energy Association Annual Wind Industry Report
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battery backup system would also dramatically increase the cost of wind-generated electricity

and, potentially, severely impact its economic viability.

In order to plan for the summer 2010 load, Indiana utilities and the Midwest ISO assumed an
8% capacity credit for wind energy resources available for peak demand periods. Table 2 uses
this capacity credit. Using the credit, a 100 MW wind farm would typically have an expected
output of 8 MW (8% of its nominal capacity) during the summer peak periods. This reflects the

weather—driven, variable nature of wind energy production.
Biomass

According to the State Utility Forecast Group’s 2009 Indiana Renewable Energy Resources
Study, landfill gas is the primary biomass fuel used to generate electricity in Indiana. Total
generation capacity from Indiana’s landfills is 48.4 MW."™ On June 10, 2009, the Commission
approved a certificate of public convenience (CPCN) for WVPA for the acquisition and
construction of an additional 15 MW*® of landfill gas generation capacity. Another alternative
fuel receiving increased attention is woody biomass. Two such companies, Liberty Green
Renewables and Bioenergy Power, LLC have recently petitioned the Commission to decline
jurisdiction to require each to obtain a CPCN so that they may contribute up to a combined total

of approximately 55 MW’ of net electricity for sale in the wholesale power market.
Nuclear Waste and Spent Fuel

The Nuclear Waste Policy Act (NWPA) was passed in 1982 and required the U.S.
Department of Energy (U.S.DOE) to build and operate a permanent repository that was to begin
accepting waste from nuclear power plants no later than January 31, 1998. Since 1983, retail
customers served by utilities operating nuclear plants have paid into the Nuclear Waste Fund
(NWF) in the amount of one-tenth of a cent for every kilowatt-hour produced by a nuclear

generator. The NWF now exceeds $33 billion.

152009 Indiana Renewable Energy Resources Study, September, 2009, State Utility Forecasting Group (SUFG)

1%petition of WVPA, (Ind. Util. Reg. Comm’n. Cause No. 43640, Jun 10, 2009)

Ypetition of Liberty Green Renewables Indiana LLC, (Ind. Util. Reg. Comm’n, Cause No. 43851, Cause pending)
and Petition of Bioenergy Power, LLC, (Ind. Util. Reg. Comm’n, Cause No. 43882, Cause pending)
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1&M utilizes the Cook Nuclear Generation Station located in Bridgman, Michigan to serve
its customers. This facility has two pressurized water reactors: Unit 1, which has a nameplate
generation of 1,048 MW and Unit 2, which has 1,107 MW of nameplate generation. The two
units became operational in 1975 and 1978, respectively, and, in 2005, the units were re-licensed
by the Nuclear Regulatory Commission (NRC) for commercial operation until 2034 for Unit 1
and 2037 for Unit 2. Approximately 65% of the Cook plant costs and power generated is
allocated to Indiana retail customers. Through the fourth quarter of 2008, 1&M’s customers paid
to the DOE NWF $275.5 million on a total company basis with Indiana’s share approximately
$193 million.

Currently, the Cook facility stores spent irradiated fuel on-site in a storage pool. These types
of storage pools are only meant to be a temporary solution until the spent fuel can be moved to a
permanent storage facility. A permanent storage facility was approved by Congress in 2002 at
Yucca Mountain located in Nevada. However, on March 5, 2009, Energy Secretary Steven Chu
stated during a Senate hearing that "the Yucca Mountain site was no longer viewed as an option

for storing reactor waste."

In July 2009, the U.S. House of Representatives voted 388 to 30 to not completely fund the
Yucca Mountain repository in the fiscal year 2010 budget; and, in March 2010, the Yucca
Mountain license application with the Nuclear Regulatory Commission was withdrawn. With its
existing on-site pool for spent fuel nearing capacity and the Yucca Mountain site on hold,
possibly permanently, 1&M has devised with an interim solution until a more permanent one can
be agreed upon. The solution is to utilize dry cask storage, a method of enclosing high-level
radioactive waste in containment cylinders for on-site storage. The company states that industry
experts recognize this method as the current preferred solution. The company’s program is
nearing completion and the initial loading is scheduled to occur in 2011. This places I&M in the
position of seeking cost recovery to accommodate the interim solution of constructing and
utilizing dry cask storage despite the fact that their ratepayers have already paid into the now

defunct NWF, which was to provide a permanent storage solution by 1998.

There are legal options available to utilities that believe DOE has breached its contractual

obligations, causing the utilities to incur additional costs to deal with the disposal issue. Recent
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Federal Circuit cases suggest that utilities may be successful in recovering damages in federal

court.

Transmission

Planning

One of the primary advantages of Indiana utilities” membership in RTOs is the change in
planning — from the narrower needs of individual utilities to a broader regional perspective. The
RTOs analyze and plan for electricity flows across the entire region thereby permitting greater
optimization for the timing, sizing, and location of new transmission facilities. They also allow
for more cost-effective planning and construction of transmission facilities. The transmission
planning process includes stakeholder participation to ensure a thorough review of the evaluation

process and resulting transmission plan.

For example, the 2009 Midwest ISO Transmission Expansion Plan (MTEP) identified 274
projects totaling an estimated $903 million required to maintain the reliability of the system
through 2019. Since the regional planning process was established in 2003, $7.2 billion in new
construction has been approved, and projects totaling $2.7 billion have been completed. The
Midwest ISO estimates that these new transmission facilities will result in the ability to defer
new generating capacity with an associated annual savings of $60 million to as much as $111
million. In December 2009, the PJM approved $1.4 billion in electric transmission systems
additions and upgrades. With these newest upgrades, PJM’s Board has authorized more than $15
billion in total transmission investment through the Regional Transmission Expansion Planning
(RTEP) process since 1999. PJIM’s RTEP includes upgrades and new projects to maintain system
reliability and to interconnect new generation. The plan considers the growth and changes in the

broad, multi-state region.

Indiana Transmission Projects

In May 2008, SIGECO began the siting process for its first-ever 345 kV transmission line.
The Midwest ISO approved the sixty-six mile line that will connect SIGECO’s A.B. Brown
generating plant with Big Rivers Electric Corp.’s Reid plant, located to the south, and DEI’s
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Gibson plant, located to the north.® The project reflects SIGECO’s unique geography in
southwestern Indiana and the resulting problems with import capability and heavy line loading.

The project has a scheduled in-service date of June 2011 and a cost estimate of $66 million.

In 2008, Duke Energy and AEP formed a joint venture, called Pioneer Transmission, LLC
(Pioneer Project), to build and operate a 240-mile, high-voltage 765 kV transmission line from
the Rockport generating station in southwestern Indiana to Greentown, which is east of Kokomo.
The preliminary estimated cost of the line and associated facilities was $1 billion. The Midwest
ISO and PJM jointly studied the proposed project in their planning processes and found that the
project failed to pass the required benefit cost test to be included in the RTOs’ transmission
plans. However, in the future, this project, or a similar one, could be included in plans as the
RTOs change the planning criteria for new transmission projects to interconnect low-carbon

generation resources.

The Federal Power Act (FPA) and recent amendments give the Federal Energy Regulatory
Commission (FERC) increasingly broad powers over the siting, construction, and rates
associated with electric transmission and a corresponding diminution of state authorities.
However, unlike many other states that have authority over site selection of transmission
facilities, the IURC does not have such statutory authority. As a result, the U.S. DOE and the
FERC have federal statutory authority to approve the siting of transmission within Indiana. The
“Pioneer” proposal, despite the fact that it is proposed to be constructed solely within Indiana,
demonstrates that the only legal recourse for Indiana is to be a party — like any other party — in
proceedings before the FERC. The ability of Indiana to influence transmission within Indiana

and regionally, is severely compromised by the lack of siting authority.

Modernization and Efficiency

Even though the majority of Indiana’s electric needs are met through coal-fired generation
owned by the utilities, energy efficiency, demand-side management, and demand response

programs™ are also being developed to enhance the value of Indiana’s energy services.

8SIGECO’s A. B. Brown plant and DEI’s Gibson plant are both located in southwest Indiana near Evansville. Big
River’s Reid plant is located in Henderson, Kentucky.
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Demand-Side Management Programs

Indiana jurisdictional electric utilities must achieve an annual energy savings goal

of 2.0% within ten years, with interim savings goals for years one through nine.

Annual Electric Savings Goal In December 2009, the Commission
Year (% based on weather-normalized average completed its investigation into energy
electric sales for prior three years) conservation and savings and issued an order
2010 0.3% that instructed the state’s jurisdictional electric
2011 0.5% utilities to create core  demand-side
2012 0.7% management (DSM) programs. Through a
2013 0.9% reasonable but aggressive timeline, the utilities
2014 11% are expected to achieve an annual energy
2015 1.3% savings goal of 2 percent within 10 years with
2016 1.5% interim savings goals for years one through
2017 1.7% nine.
2018 1.9%
501 > 0% Due to nonexistent or inconsistent DSM

program offerings between jurisdictional
utilities, the Commission ordered the utilities to move forward with the following core programs:
a home energy audit program; low-income weatherization program; residential lighting program;

energy efficiency schools program; and commercial and industrial program.

The Commission also ordered the formation of a DSM Coordination Committee
(Committee) that consists of representatives from jurisdictional electric utilities, consumer
groups and the Office of Utility Consumer Counselor. The Committee is responsible for
developing program designs, coordinating the development and maintenance of a statewide
database for all program results, issuing requests for proposals (RFP), and creating periodic joint
reports for the Commission on the status of the DSM programs. Since its formation, the

Committee has issued two RFPs: one for an independent third party administrator, who will

YEnergy efficiency refers to measures or technologies that reduce the consumption of energy while demand
response resources refer to measures, technologies, or incentives and pricing programs that reduce or curtail load
during peak periods.
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oversee and coordinate the core programs for the utilities, and another for an evaluation
administrator, who will undertake the evaluation, measurement and verification of the DSM
programs to ensure their effectiveness. The Committee is reviewing bids submitted by interested

parties this summer and plans to select the administrators this fall.

With regard to energy savings as a percentage of utility sales, Indiana ranks 22" nationally
and 4™ among the seven Midwestern states. For the amount spent on energy efficiency
initiatives, Indiana ranks 31% and 6", respectively. During the course of the investigation, three
Midwestern states, Illinois, Ohio and Michigan established annual DSM savings targets for
electric utilities. Based on the savings goals approved by the Commission, Indiana rivals Illinois
and surpasses the other two states. The graph below depicts how the savings goals differ between

the states.

Chart 2
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DSM programs benefit consumers by saving energy, which is the most cost-effective way of
meeting future energy supply needs. It also has the corresponding benefit of reducing the need to
build additional generation capacity. The initial core programs are to be designed and offered by
end of calendar year 2010 for all customer classes — residential, commercial and industrial.
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Demand Response Programs

Demand response programs have a long history in the electric industry, and the types of
programs available have expanded in recent years. The U.S. DOE defines demand response as
“changes in electric usage by end-use customers from their normal consumption patterns in
response to changes in the price of electricity over time, or to incentive payments designed to
induce lower electricity use at times of high wholesale market prices or when system reliability

is jeopardized.”

Traditionally, Indiana utilities have relied upon interruptible load contracts with large
industrial customers to reduce the need for utility-owned generation capacity. Increased use has
also been made of appliance load control programs, with emphasis on the control of air
conditioners during times of peak load. Indiana utilities have 1,010 MW of interruptible load and
103 MW of air conditioner load control. Demand response programs emphasize the relationship
between customer consumption patterns during peak periods in response to high wholesale
market prices or when system reliability is at risk. Indiana is among many states working to
increase cost-effective customer participation in demand response programs. The Commission
continues its investigation, Cause No. 43566, relating to participation by customers in demand
response programs offered by the PJM and the Midwest 1SO. In response to the Commission’s
2010 Summer Reliability Survey, Indiana’s utilities reported a potential load reduction of 1,398
MW.

Smart Grid and Advanced Metering

Enhancing and upgrading the nation’s electric transmission and distribution systems are key
priorities for utilities and the federal government. Generally, “smart grid” refers to a variety of
technologies®® and two-way communications systems, that when added to the grid, help utilities
better manage the flow of electricity and the integrity of their system. As communications and
information technology advances, the integration of these new systems into substations,

transmission, and distribution systems becomes more of a priority. The Commission seeks to

“0ne component of smart grid is the smart meter that allows for real-time or near real-time electric consumption
data to be used to reduce load, help localize and minimize outages, and facilitate more accurate pricing. These
advanced meters use two-way communication to send the data to the necessary locations and allow for the
interaction of advanced features.

30



evaluate investment proposals for smart grid technologies on a case-by-case basis, while
maintaining the expectation to see tangible benefits for Indiana utilities and ratepayers,
particularly as it relates to the application of federal funding and customer pricing plans. The

following examples detail proposed smart grid projects in Indiana:

1. DEI has proposed a smart grid plan® featuring an initial deployment of approximately
40,000 AMI meters, two-way communication devices, and related distribution
automation in the area northwest of Indianapolis. Included in its proposal are stationary
battery storage and charging infrastructure for plug-in electric vehicles. DEI was selected
to receive a cost share grant from the U.S. DOE to help fund smart grid investment in

Indiana and Ohio.?

2. IPL was also selected by the U.S. DOE to receive stimulus funding for smart grid
investments. Funds will be used to offset expenses associated with the deployment of
IPL’s own advanced technology infrastructure, thereby giving IPL customers’ full benefit
of such funds. Earlier this year, the Commission approved the deployment of replacement
meters for all IPL commercial and industrial customers and up to 22,000 residential and
small commercial and industrial customers stating that the company has taken an
appropriate step towards modernizing the grid to ensure reasonable adequate energy

services and facilities in the future.?®

3. 1&M has been conducting a smart meter pilot program involving approximately 10,000
customers in South Bend. The company’s plan calls for utilization of the new technology
to pilot certain time-of-day rates and direct load control programs. Earlier this year, the
Commission approved 1&M’s request for an extension of its experimental tariff to be
used during the smart meter pilot program. The extension was necessary as the company
needed to address technical issues associated with meter installation and to have a full

summer season with the experimental tariffs in place.

2ISypplemental testimony of Duke Energy Indiana, 4/15/2010, (Ind. Util. Reg. Comm’n. Cause No. 43501, Cause
pending)

?Terms and conditions of the grant are still pending however the company was one of 6 awardees that were selected
for the highest grant amount available.

20rder for IPL’s Phase Il DSM program (Ind. Util. Reg. Comm’n, Cause No. 43623, Feb. 10, 2010)
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Regulatory Development

Tree-Trimming Practices

Ongoing maintenance efforts by Indiana’s electric utilities that address tree growth near
power lines are critical to the provision of safe and reliable electric service for their customers.
On April 1, 2009, the Commission opened an investigation, Cause No. 43663, into the tree-
trimming policies and practices of Indiana’s electric utilities. Respondents to the investigation
include all jurisdictional electric utilities. The Commission conducted six field hearings at
locations throughout the state to solicit a diverse sample of customer perspectives. Specific
issues identified for consideration by the Commission include, but are not limited to,
proper/reasonable notification practices, debris removal after storm events, adoption of industry

standards, and uniform clearance standards.
Financial Taskforce

In the wake of the financial crisis, the Commission formed a team in late 2008 to closely
follow the capital markets and understand their impact on Indiana’s regulated utilities. Because
utilities are capital-intensive companies, they must be able to raise debt and equity when
necessary. This taskforce has met with representatives of Moody’s, an agency that assigns
financial health ratings to each of a utility’s capital obligations, to discuss their evaluation
process and its impact on Indiana utilities. The taskforce has also begun semi-annual informal
conversations with senior financial officers of the five IOUs to discuss emerging financial issues.
Members have also authored relevant articles concerning the confluence of regulatory and

financial issues, which have been shared with other IURC personnel.
ARRA Funding

The American Recovery and Reinvestment Act of 2009 (ARRA) will provide billions of
dollars of funding over the course of the next few years to support a wide variety of electricity-
related programs. Electricity-related ARRA programs include, but are not limited to, the
following: energy efficiency, renewable energy, energy storage, smart grid, electric and hybrid
vehicles, demand response, coal-fired power plants with carbon capture and storage, and

transmission.
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In anticipation of an increase in workload, the IURC applied for and received a three-year
grant of slightly less than $1 million from the U.S. DOE to enhance its staff resources. The
intent is to supplement Commission staff with in-depth skill sets that are traditionally difficult to
find and that are not currently at its disposal. The Commission has designated three specific areas

of concentration to address areas of high importance:

1. The Commission recently hired an executive manager in the area of long-term

Integrated Resource Planning.

2. The Commission intends to hire one specialized analyst in the area of carbon
capture and storage (CCS), a technology that is of critical importance to the
economic future of Indiana. This position will work specifically with key
stakeholders on defined CCS projects to further understanding of how these

technologies can be used.

3. The Commission intends to hire one specialized electric analyst in the area of
energy efficiency/demand-side management. This position will serve as a lead
analyst on a number of DSM programs and initiatives that are likely to come before
the Commission. The IURC is currently using ARRA grant funds to support its use
of an outside consultant to facilitate implementation of a consistent statewide
approach to DSM programs in the state.

Pricing and Economics

Rate Cases

Rate cases should be a regular occurrence to ensure changing industry conditions are properly

reflected in the retail rates on both a company-wide and customer class specific basis.

Rate cases allow the Commission and other parties to comprehensively review all costs and
revenues incorporated into base rates, potentially identifying decreasing costs that offset
increasing costs. They also allow parties to focus on complicated issues such as return on equity,
depreciation, and taxes. Additionally, such proceedings provide an opportunity to allocate the

total revenue need of the company to the various customer classes based on their cost of service
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and to design retail rates to recover that cost of service. Table 3 shows when the base rates for

the five IOUs were approved and when the utilities are expected to file their next rate cases.

Table 3
I0U Rate Case Filings

Utility | Last Rate Case | Date of Order | Expected Rate Case Filings in the Future
DEI Cause No. 42359 | May 18, 2004 2011 - 2012 timeframe
NIPSCO | Cause No. 43526 | August 25, 2010 No later than September 30, 2012
1&M Cause No. 43306 | March 4, 2009 March 2014
IPL Cause No. 39938 | August 24, 1995 Unknown
SIGECO | Cause No. 43111 | August 15, 2007 Pending - Cause No. 43839

Prior to PSI Energy’s (now DEI) rate case filing in December 2002, the base rates for
Indiana’s five investor-owned utilities were last revised in the early- to mid-1990s. Several
factors contributed to the way in which the utilities were able to maintain financial stability
without increasing base rates during this extended period. First, the utilities’ base rates reflected
the relatively high cost of capital from the period in which they were set. As the cost of capital
declined over time, the utilities were able to utilize the savings in this area to offset expense
increases in other areas. Second, the last series of rate cases was, for the most part, driven by the
utilities” need to incorporate significant new assets into rate base, specifically new baseload
generating facilities and environmental compliance equipment. Third, state legislation allowed
the utilities to recover a variety of costs (e.g., environmental compliance and clean coal
technology) through tracking mechanisms and thereby avoid the comprehensive review of a rate

case.

Since 2009, the Commission has worked on rate reviews requested by the investor-owned
electric utilities including NIPSCO* and SIGECO?, municipal electric operations for

Crawfordsville® and Columbia City,?” municipal steam operations for Citizens Thermal

#*Cause No. 43526
%Cause No. 43839
%Cause No. 43773
'Cause No. 43832-U
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Energy®® and electric cooperatives including Jackson County REMC? and Harrison County
REMC.*® The NIPSCO rate case was initiated in order to replace rates and rate structures that
were set in 1987. The time that had passed since NIPSCQO’s last rate alignment with its cost of
service contributed to a very complex and highly litigated proceeding. The SIGECO proceeding
is the company’s second rate review in the last four years.! As part of that proceeding, it has
proposed a rate design that attempts to decouple its non-industrial sales volumes from its fixed
cost recovery through an annual rate adjustment mechanism that redistributes those costs over

the existing sales volumes.

The recent rate case proceedings for four of the five IOUs served to refresh what in many
ways had become a dated picture of their service cost and associated rate design. The regularity
of all-in rate reviews was the subject of legislative initiatives in recent sessions, and while no
conclusion was reached, the concept of periodic regular rate cases seems reasonable. The pace of
industry change, resources of the stakeholders, and the proper use of alternative ratemaking

mechanisms should all be inputs to the discussion.

Adjustable Rate Mechanisms

Indiana’s regulatory statutes include adjustable rate mechanisms (trackers) as an
integral part of regulation. Expenses that are characterized as largely outside the utility’s

control, variable, and materially significant are the intended goals of such trackers.

Indiana’s regulatory statutes include adjustable rate mechanisms (trackers) for expenses and
capital investments. Tracking mechanisms provide for a timelier recovery of specifically defined
costs than a rate case. An expense tracker allows retail rates to be adjusted outside the context of
a base rate case to reflect changes in operating expenses but does not include a return on such
expenses. Expenses that are characterized as largely outside the utility’s control, variable, and
materially significant are the intended goals of such trackers. Examples of expense trackers

include the fuel adjustment and RTO charges.

ZBCause No. 43821
Cause No. 43861
®Cause No. 43684
$'Cause No. 43111, Final Order 8/15/07
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By comparison, a capital investment tracker allows a utility to reflect certain clean coal and
energy generation capital costs in its rate base and to reflect the associated return on such
investment in retail rates outside of a base rate case. A capital investment tracker reduces the lag
time between capital expenditures and cost recovery for the utility and is typically viewed
favorably by credit rating agencies. Capital trackers have historically been utilized by utilities to
support major investments in upgrading coal generation plants to comply with increasingly

stringent environmental regulations.

Table 4 shows a breakdown of how base rates, expense adjustments, and capital adjustments
contribute to a residential customer’s bill. The relative weighting of these elements varies in part
due to the size of the utility, the magnitude of a company’s construction program, and how much

time has elapsed since the last base rate case.

Table 4

Indiana Investor-Owned Electric Utilities, July 1, 2010 Residential Billing

% of Bill Comparison

OBase Rate % BExpense Adjustment % D Capital Adjustment %
70%  75%  80%  85%  90%  95%  100%
I&M (AEP) i i i i
IP&L W77/ 77/7777/77777
NIPSCO v/
> s 7777777770700

The fuel adjustment clause (FAC) has existed in Indiana for more than three decades and
tracks a utility’s largest variable and unpredictable operating expense: fuel. Other expenses
tracked have expanded in recent years to include demand-side management programs, emission
allowances, purchased power capacity, clean coal technology operation and maintenance, and
Midwest ISO/PJM management expenses. Direct pass-through of expense or revenue reflects
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current conditions in retail rates in a more real-time manner than traditional base rate case
regulation. The pass-through of unpredictable revenues and expenses to ratepayers reduces

volatility in the utility’s earnings and may enhance the utility’s credit rating.

The FAC by statute, and most other adjustable rate mechanisms by design, are expedited
summary proceedings in order to provide more timely cost recovery. However, as the number of
items, dollar values,®* and utility decision points being reviewed has increased with no increase
in oversight resources or time to review and process the matters at hand, effective regulation is
challenged. Recent experience highlights a number of incidents, including over $40 million in
refunds to customers required of NIPSCO, that have led the Commission to undertake a review
of the FAC oversight process to evaluate whether the process is either appropriate or in the best

interest of regulation.

Volatility of Fuel Cost

As previously noted, the cost of fuel is the most significant variable expense for electric
generating utilities; and because this expense is tracked, it has a direct impact on customer rates.
Chart 3 reflects the volatility of natural gas as well as the less volatile, but nonetheless steady,
rise in coal prices. The fuel most often used to generate electricity in Indiana is coal, which is
purchased in part under contracts that have durations ranging from 1 to 20 years, with the
preponderance of such contracts having an initial term of two to three years. Natural gas use as a
fuel for electricity generation by Indiana utilities generally occurs only on the margin and is,
therefore, procured on a short-term or spot market basis. This scenario subjects the marginal
price of electricity to volatility as reflected in Chart 3.

%2For 2009, the Indiana electric I0Us reported $1.69 billion of jurisdictional fuel costs. The FAC cost recovery
mechanism provided for the collection of $698 million of these costs.
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Chart 3

Volatility of Coal and NG Year-Over-Year Change

EIA data for electric utiltities nationwide
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As shown in Chart 4, the cost of coal nationwide has steadily increased in recent years.
Prudent fuel costs incurred by a utility are passed through an adjustable rate mechanism and are
reflected in customer rates dollar for dollar. Chart 4 indicates that the extensive use of coal in
Indiana has led to an increase in customer rates over time in a manner that corresponds to the

increase in the cost of coal.

Chart 4

Indexed Cost of Coal, Electric Utilities Nationwide

and Indiana 10U Cost of Fuel (2003-present)
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I11. ELECTRIC GROWTH & INNOVATION

Legislative Initiatives

State

Net Metering

Net metering and feed-in tariffs were two prominent energy issues before the Indiana
General Assembly during the 2009 legislative session. Net metering allows customers to satisfy
their own electricity needs while retaining the electric utility as a back-up provider. Net metering
allows a customer to apply short-term generation amounts in excess of their own needs to future
billing periods, but does not provide the customer with the ability to sell or monetize unused
generation. This critical feature economically limits the maximum size of the customer system to
an amount that meets a customer’s needs. The net metering participant avoids the full retail rate
of the energy it self-supplies. Because the avoided full retail rate is comprised of both variable
(energy) and fixed costs, the participant avoids charges for costs the utility does not avoid. If
properly constructed, net metering arrangements limit the risk to the host utility; however, utility
cost recovery risk still exists. Absent a mechanism to recover lost fixed costs from other
customers, the utility would under-recover the cost of providing service to the net metering

customer.

The Commission has determined that it is appropriate to revisit the net metering issue from
an administrative perspective and to further engage interested parties to better understand the
needs of Hoosiers with regard to this service offering. As such, the Commission is conducting
several public hearings across the state to gather feedback on whether to adopt new net metering

rules or modify the Commission’s existing administrative rules under 170 1AC 4-4.2.
Feed-in Tariffs

Feed-in tariffs are arrangements that compensate energy providers at a pre-set price for a
period up to 20 years. In contrast to net metering, the rate or price is set high enough to
encourage the development of the specified renewable energy technology (e.g., solar, wind,
biomass). Some argue nascent renewable generation resources often require technology-specific

subsidies to financially compete with well-developed, utility-scale generation resources.
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Additionally, delineation between technologies and unit scale are often included in the set prices.
Electricity provided under a feed-in tariff is purchased by the utility and the associated price of
that electricity is included in the cost of fuel recovered from the utility’s ratepayers. A properly
set generation price under a feed-in tariff will balance the desired renewable energy production
amount against the rate impact resulting from incenting that amount. The IURC recently
approved a three-year pilot feed-in-tariff program for IPL that includes reporting requirements
that should enhance the ability of the IJURC to monitor developments regarding the degree of

subsidy that all ratepayers must fund to achieve this objective.
Federal

Carbon Emissions Legislation

Potential regulation of carbon emissions continues to be a critical environmental issue and
will likely increase in significance for Indiana and the nation as recent congressional activity has
focused on implementing a cap-and-trade program. Under such a program, the federal
government would set annual national limits on the aggregate emission of greenhouse gases,
issue emission allowances consistent with the national limits, and enable firms or other entities to
buy and sell these allowances. The national limit would be reduced over time and the number of

emission allowances issued each year would decline by a corresponding amount.

There are multiple bills pending in both the U.S. Senate and House of Representatives that
include provisions regarding CO, and other greenhouse gas (GHG) emissions. Several of the
bills that have received a significant amount of attention and scrutiny include:

e H.R. 2454: American Clean Energy and Security (ACES) Act of 2009, sponsored by
Representative Waxman (D-CA)
0 The bill would require the implementation of a cap-and-trade model. It calls for a
reduction in U.S. carbon emissions to 97% of 2005 levels by 2012, 83% by 2020,
58% by 2030, and 17% by 2050. The bill passed in the House on June 26, 2009.
The bill requires 15% of the annual allowances to be auctioned off.
e The American Power Act, sponsored by Senators Kerry (D-MA) and Lieberman (I-CN)
0 Released on May 12, 2010, the bill would create a cap-and-trade system for GHG
emissions with the goals of reducing emissions to 95.25% of 2005 levels by 2013,
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83% of 2005 levels by 2020, and 17% of 2005 levels by 2050. Introductory floor
and ceiling prices would be set at $12/ton and $25/ton respectively, increasing at
5% over inflation annually.
e S. 2877: Carbon Limits and Energy for America’s Renewal, sponsored by Senator
Cantwell (D-WA)
o The bill requires the President to establish standards to reduce GHGs at the same
rate as ACES. Carbon shares would be auctioned with steadily increasing upper

and lower price constraints or collars.

The Energy Information Administration (EIA) completed an analysis of the impact of the
Waxman-Markey bill through 2030 using a number of different scenarios.®® The study found
that average electricity prices in 2020 were only 3 to 4 percent higher than the reference case.
Electricity prices in 2030, however, were projected to be 19 percent above the reference case due
to higher emission allowance prices and the phase-out between 2025 and 2030 of the allocation
of free emission allowances to utilities that distribute electricity to retail customers. The study
also found that receiving free allowances in proportion to output softens the impact of increased
energy prices on energy intensive industries and industries that are vulnerable to international

trade.

According to data for 2008 provided by the EIA, Indiana-based generation facilities
accounted for 2.73% of the nation’s nameplate electric capacity; whereas, Indiana accounted for
2.87% of the nation’s retail sales of electricity and 5.02% of CO2 emissions from the total U.S.
electric power industry. The allowances allocated to Indiana could vary considerably depending

on the basis for allocating allowances.

Regions of the country that are more heavily dependent on coal-fired generation, including
Indiana, will be much more adversely affected by carbon constraints than other regions. This
result was highlighted by a study performed by the SUFG on the proposed carbon legislation in
2007. While the EIA projected the impact on the average price of electricity for the nation to be
10.4% in 2020 and 14.8% in 2025, the SUFG estimated the increase in Indiana electricity prices
to be 33.6% in 2020 and 44.6% by 2025.

*Energy Information Administration, Energy Market and Economic Impacts of H.R. 2454, the American
Clean Energy and Security Act of 2009, August 2009
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On June 15, 2010, the U.S. Environmental Protection Agency (U.S. EPA) released an
analysis® on the American Clean Power Act which found the bill would add $79 to $146 to the
average American household’s annual energy cost. The U.S. EPA also predicted that allowance

prices under the bill would remain between approximately $13 and $20 each for 2013 to 2020.

If carbon legislation is passed, it is likely that the gap between relatively high-cost states and
those that have comparatively lower electric rates will narrow, but the relative position of
Indiana to surrounding states may not change significantly. Kentucky (in particular), Ohio,
[llinois, and a very large part of the region will see large per capita increases in their cost of
service too (in the form of higher power costs) because of the dominance of coal-generated
electricity in this region. Illinois and Ohio have considerable amounts of nuclear power;
therefore, with regard to carbon dioxide legislation, they will be impaired less than Indiana.
However, Illinois and Ohio are facing substantially higher costs due to problems associated with
their retail competition efforts. In sum, Indiana’s position relative to surrounding states may not
change substantially. However, the more dramatic change, with potential major implications for
economic development, could stem from the erosion of Indiana’s economic advantage due to low
cost electricity compared to historically high-cost areas such as California and the upper

northeastern U.S.

Carbon Dioxide Requlation

The U.S. EPA is another source of CO, emission regulations.

The U.S. EPA is another source of CO, emission regulations. On April 2, 2007, the Supreme
Court found greenhouse gases (GHGS), including CO,, to be air pollutants covered by the Clean
Air Act.®* On December 7, 2009, the U.S. EPA finalized its findings under the Clean Air Act
that GHGs in the atmosphere endanger both the public health and the environment for current
and future generations. The endangerment finding obligates the U.S. EPA, under Section 202(a)
of the Clean Air Act, to issue GHG emission standards for motor vehicles, which makes GHG
emissions subject to regulation under the Clean Air Act for the first time. Under the Clean Air

Act, air pollutants subject to regulation are subject to the Act’s “Prevention of Significant

%U.S. EPA Analysis of the American Power in the 111" Congress (6/14/10)
¥ Massachusetts v. EPA, 549 U.S. 497 (2007)
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Deterioration” and operating permit provisions for stationary sources. Consequently, the U.S.

EPA intends to require stationary sources of GHGs to obtain permits stating new plants or

expansions use the best available technology to cut emissions.

On May 13, 2010, the U.S. EPA issued its final GHG Tailoring Rule to define when permits
under the New Source Review (NSR) Prevention of Significant Deterioration (PSD) and Title V

Operating Permit programs are required. Some key aspects of the new rule include:

The U.S. EPA will phase in permit requirements and regulation of GHGs for large
stationary sources beginning in 2011. Step 1will take effect on January 2, 2011 and last
through the first half of 2011. During Step 1, only those facilities that already must apply
for CAA permits as a result of non-GHG emissions (approximately 400 facilities) will
need to address their GHG emissions in permit applications. Cases with increases of
75,000 tons per year of total GHG would need to determine Best Available Control
Technology (BACT).

In Step 2, GHG emissions from larger sources will phase in starting in the latter half of
2011, and between then and June 2013, requirements will cover new construction
projects that emit at least 100,000 tons per year of GHG and modifications at existing
facilities that increase GHG emission by at least 75,000 tons per year. The U.S. EPA
estimates about 550 sources will need to obtain Title V permits for the first time due to
this Step.

The U.S. EPA commits to undertake another rulemaking, which is to begin in 2011 and
conclude by July 1, 2012, focusing on an additional step for phasing in GHG permitting
and to discuss whether smaller sources can be permanently excluded from permitting.
Regardless, permitting for sources smaller than 50,000 tons per year will not be required
until at least 2016.

The U.S. EPA plans to develop supporting guidance and other information to assist
permitting authorities and will actively work with states on technical information and

data needs related to identifying BACT requirements for permits.
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Renewable Portfolio Standards

Currently, there is no federal RPS. The Database of State Incentives for Renewables &
Efficiency reports that there are 29 states, plus the District of Columbia, that have some type of
RPS. Indiana is not one of these states. Several bills have been introduced by Congress that

contain national RPS provisions. Some of these bills include:

e H.R. 2454: American Clean Energy and Security (ACES) Act of 2009, sponsored by
Representative Waxman (D-CA)

o0 The bill contains a combined renewable resource and electricity saving standard
of 6% in 2012, gradually rising to 20% in 2020. Three quarters of the requirement
must be met by renewable energy, except upon receiving a petition from a state
governor to lower the renewable portion to 60% of the requirement. Qualifying
renewables include: wind, solar, geothermal, biomass, hydropower, marine and
hydrokinetic, landfill gas, wastewater treatment gas, coal-mine methane, and
qualified waste-to-energy.

e S5.1462 American Clean Energy Leadership Act of 2009, sponsored by Senator Bingham
(D-NM)

0 The bill contains a combined RPS/energy efficiency standard of 3% for 2011-
2013, gradually rising to 15% by 2021. Qualifying renewables include: wind,
solar, ocean, geothermal, biomass, landfill gas, hydropower, and hydrokinetic.

e H.R. 890 American Renewable Energy Act, introduced by Representatives Markey (D-
MA) and Platts (R-PA)

o0 The bill would establish an RPS of 6% in 2012, steadily growing to 25% by 2025.
Qualifying renewables include: wind, solar, geothermal, combustion of biomass
or landfill gas, qualified hydropower, or marine and hydrokinetic energy.

Technology
Plug-in Hybrid Electric Vehicles

In the latest push to eliminate the United States’ dependence on fossil fuels, Congress has

promoted the development of alternative fuel vehicles. In fact, the Energy Independence and
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Security Act of 2007 (EISA) contained incentives for the development of hybrid vehicles using a
mix of electricity and traditional fuels. The Energy Improvement and Extension Act of 2008 then
gave tax breaks to manufacturers of plug-in hybrid electric vehicles. The key to the success of
these vehicles is their ability to store the energy they need to operate. This explains why
Congress has provided additional incentives through the ARRA. This Act contained solicitations
for up to $2 billion in federal funds for the development of the advanced batteries needed to run

the electric vehicles as well as the associated advanced technologies.

Typical driving patterns show that many vehicles are used primarily during the day, so they
would need to recharge at night. Because electric usage currently peaks during the day and falls
off during the night, capacity in the system should be sufficient to support the initial adaptation

of hybrid electric vehicles expected in the next few years.

DEI and IPL have been working together along with other members of the Energy Systems
Network to develop and facilitate an electric vehicle demonstration project in Central Indiana
(also referred to as “Project Plug-IN). The project continues to evolve, but will likely include
vehicles provided or purchased by: the manufacturing partners as part of a loaned fleet; the
Project Plug-IN partners for their own use; and DEI and IPL customers who are early adopters of

electric vehicles or plug-in hybrid electric vehicles.

As a part of its Smart Grid Pilot, DEI is proposing to install, in five residential homes, a 2.5
kW roof-mounted photovoltaic array and a 5-10 kW lithium ion battery integrated with charging
infrastructure for plug-in electric vehicles. DEI wants to test how electric vehicles are charged by
consumers when economic incentives are provided through rates to encourage off-peak charging,

which minimizes the need for additional resources to meet the demand for electricity.
National Institute of Standards and Technology & Smart Grid

The EISA charged the National Institute of Standards and Technology (NIST) with
developing an appropriate framework for achieving interoperability of smart grid devices. The
federal agency has defined the smart grid as “a nationwide network that uses information

technology to deliver electricity efficiently, reliably and securely.”
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NIST, a division of the U.S. Commerce Department, released its initial draft of cybersecurity
standards in September 2009 and expects to issue its final report by mid-2010. The FERC will
then initiate a rulemaking to formally adopt those standards. Uncertainty still remains as to how
FERC will enforce those standards at the electricity distribution level, which is regulated by state

commissions.
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V.

Appendix A — Jurisdictional Electric Utility Revenues

ELECTRIC APPENDIX

Year Ending December 31, 2009

Rank Utility Name Operating Revenues | % of Total Revenue
1 Duke Energy Indiana, Inc. $ 2,354,692,352 30.12%
2 Indiana Michigan Power Co. 2,085,781,133 26.68%
3 Northern Indiana Public Service Co. 1,213,923,081 15.53%
4 Indianapolis Power & Light Co. 1,067,996,891 13.66%
5 So. Indiana Gas & Electric Co. d/b/a Vectren 528,673,984 6.76%
6 Richmond Municipal 83,474,038 1.07%
7 Northeastern REMC 81,437,046 1.04%
8 Anderson Municipal 71,360,839 0.91%
9 Harrison County REMC 47,173,038 0.60%
10 | Jackson County REMC 46,858,011 0.60%
11 Mishawaka Municipal 46,262,805 0.59%
12 | Logansport Municipal 36,033,782 0.46%
13 | Crawfordsville Municipal 30,975,098 0.40%
14 | Frankfort Municipal 25,440,123 0.33%
15 | Peru Municipal 23,002,949 0.29%
16 | Auburn Municipal 21,674,990 0.28%
17 Lebanon Municipal 17,006,294 0.22%
18 | Marshall County REMC 12,249,789 0.16%
19 | Tipton Municipal 9,663,335 0.12%
20 | Columbia City Municipal 9,016,710 0.12%
21 | Knightstown Municipal 2,207,173 0.03%
22 | Troy Municipal 1,320,266 0.02%
23 | Kingsford Heights Municipal 572,707 0.01%
24 | Straughn Municipal 137,732 0.00%
25 Greenfield Mills, Inc. Power & Light 35,512 0.00%

Total $ 7,816,969,678 100.00%
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l. NATURAL GAS OVERVIEW

Industry Structure

The Indiana Utility Regulatory Commission regulates the rates and charges
of intrastate pipelines and local distribution companies, and through its

Pipeline Safety Division, the infrastructure that transports natural gas.

The Indiana Utility Regulatory Commission (Commission) regulates the rates and charges of
intrastate pipelines and local distribution companies (LDCs), by reviewing and issuing decisions
in proceedings on gas cost adjustments, rates and charges, financial arrangements, service
territory requests and investigatory proceedings. The Commission also analyzes various forms
of alternative regulatory proposals, such as decoupling, trackers, and customer choice initiatives.
Through its Pipeline Safety Division (Pipeline Safety), the Commission regulates the

infrastructure that transports natural gas throughout the state.

The natural gas industry consists of three systems: producers (the gathering system),
interstate and intrastate pipelines (the transmission system), and LDCs (the distribution system).
Interstate pipelines, regulated by the Federal Energy Regulatory Commission (FERC), carry
natural gas across state boundaries; and intrastate pipelines, regulated by state commissions,
carry natural gas within state boundaries. States, including Indiana, that have certified pipeline
programs are delegated federal authority by the U.S. Department of Transportation to conduct

inspections, investigate accidents, and enforce state and federal safety regulations.
Production Overview

The production of natural gas begins with raw natural gas extracted from the wellhead where
initial purification of natural gas occurs before entering the low-pressure, small diameter
pipelines of the gathering system. The natural gas is then re-purified at the processing station.
Purified natural gas consists of approximately 90 percent methane compared to raw natural gas

that is generally 70 percent methane combined with a variety of other compounds. For safety
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reasons, before allowing natural gas into the pipeline system, it is required to meet certain

standards.” This pipeline quality natural gas is a commodity.

Transmission System

The vast majority of natural gas consumed in Indiana is from

out-of-state production, predominantly the Gulf of Mexico.

The vast majority of natural gas consumed in Indiana is from out-of-state production,
predominantly the Gulf of Mexico. In 2008, Indiana consumed approximately 551 million
dekatherms (Dth) of natural gas,? of which roughly 4.7 million Dth,® or less than one percent,
was from production within the state. This illustrates Indiana’s reliance upon the transmission

system to carry natural gas from the gas producing regions of the country into the state.

The national natural gas mainline fransmission grid is made up of
approximately 217,000 miles of inferstate pipelines and 89,000 miles of

intrastate pipeline.
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The transmission system includes: interstate and intrastate pipelines that carry gas from

producing regions to LDCs, industrial consumers, and power generation customers. The

Heartland Pipeline (Heartland) and the Ohio Valley Hub (OVH) pipeline are the two intrastate

http://www.naturalgas.org/naturalgas/processing_ng.asp
Zhttp://tonto.eia.doe.gov/dnav/ng/ng_cons_sum_dcu SIN a.htm
3http://tonto.eia.doe.gov/dnav/ng/ng prod sum dcu sin a.htm
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pipelines under the Commission’s jurisdiction. The Commission governs the pipelines’

operations, services and rates.

Heartland is a 25-mile pipeline running west to east connecting the Midwestern Gas
Transmission (MGT) interstate pipeline in Sullivan, Indiana to Citizens Energy Group’s
(Citizens) underground storage facility in Greene County. Heartland supplies firm and
interruptible transportation services with a design capacity of 80,000 Dth per day on a firm basis
and up to an additional 10,000 Dth per day on an interruptible basis. OVH is a 9.2 mile pipeline
located in Knox County. It connects two interstate pipelines (Texas Gas Transmission and MGT)
to the Monroe City Gas Storage Field and has a storage capacity of approximately 2.7 million
Dth and a firm transmission capacity of 60,000 Dth per day. Firm transportation service takes
priority over interruptible service.* Consequently, interruptible transportation service customers
receive an incentive (slightly lower cost) due to the possibility of interrupted gas supply,

especially during peak periods.”

Distribution System

The Commission regulates the rates and charges of 21 natural gas distribution

utilities in Indiana, with operating revenues totaling $2.1 billion.

Gas passes through the transmission system and enters the distribution system where LDCs
take ownership to sell and deliver the gas to retail customers. The Commission regulates the rates
and charges of 21 natural gas distribution utilities in Indiana with operating revenues totaling
$2.1 billion® (Appendix A). These utilities maintain plant in service of approximately $4.4

billion, serving roughly 3.4 million customers.

Of the regulated utilities, one is a not-for-profit, two are municipalities, and eighteen are
investor-owned utilities (IOUs). Pursuant to statute, municipal utilities may elect to “opt out” of

the Commission’s jurisdiction for rates and charges in favor of local control in determining rates;

*http://www.aga.org/Kc/aboutnaturalgas/glossary/default.htm?id={6864429D-6294-4BE9-9CB2-64939E9A82FC}
®http://www.aga.org/Kc/aboutnaturalgas/glossary/default.htm?id={6EC7604A-70E0-4508-A990-41D3AC4C21B9}
62009 Annual Reports filed with the Commission
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however, these utilities still remain under the jurisdiction of the Commission’s Pipeline Safety
Division.” Seventeen gas utilities have elected to “opt out” of the Commission’s oversight.

The three largest I0Us providing gas service in Indiana are Northern Indiana Public Service
Company (NIPSCO), Indiana Gas Company, Inc. (Indiana Gas), and Southern Indiana Gas &
Electric Company, Inc. (SIGECO). NiSource is the parent company of NIPSCO, and Vectren
Energy Delivery (Vectren) is the parent company of Indiana Gas and SIGECO. NIPSCO and
SIGECO are combination utilities, providing gas and electric service. Citizens, a public
charitable trust (treated as a municipal utility for regulatory purposes), serves mainly the
Indianapolis metropolitan area. Citizens and the three I0Us mentioned above represent the

largest natural gas utilities in Indiana.

Age-Profile

While the majority of the transmission and distribution mains in Indiana are less than

50 years old, almost half of all transmission mains are between 40 and 50 years old.

Indiana’s natural gas infrastructure consists of more than 75,920 miles of jurisdictional
intrastate pipelines, including more than 39,500 miles of distribution and service mains® and

approximately 1,950 miles of transmission mains as demonstrated by Table 1.

Table 1

Age Profile of Jurisdictional Transmission and Distribution Mains in Indiana

Transmission Mains Distribution Mains
Years Old Number of Miles | Percentage of Total Main | Number of Miles Percentage of Total
and Older Mains Miles Mains Main Miles
70 0.1 0.01% 674.0 1.70%
60 2.9 0.15% 396.4 1.00%
50 284.6 14.59% 2,740.1 6.93%
40 685.1 35.13% 9,395.9 23.75%
30 246.8 12.66% 4,788.3 12.10%
20 175.2 8.98% 7,105.5 17.96%
10 257.9 13.22% 8,231.2 20.81%
0 179.7 9.21% 5,439.7 13.75%
Other 117.8 6.04% 786.9 1.99%
Total 1,950.1 100.00% 39,558.0 100.00%

‘See, 1.C. § 8-1.5-3-9
8Service mains are used to transport natural gas from the distribution system to the end user’s property for final use.
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A majority of the transmission and distribution mains in Indiana are less than 50 years but
more than 20 years old. A third of all of the transmission mains were built during the 1960s.
While the age of the distribution system is younger than the transmission system, the distribution
system requires frequent construction of new mains in order to meet the demand of new
customers. In the last 20 years, approximately 35% of the distribution mains were placed in
service as compared to roughly 22% of the transmission system. Federal guidelines for integrity
management® require that operators make every effort to assess threats to their pipelines, age
being an obvious threat. The replacement of aging infrastructure will continue to be an ongoing

focus as demand for service continues to increase.

Demand

Nationally, the state’s annual residential natural gas pricing ranked as the 14" lowest.

LDCs serve three customer classes: residential, commercial, and industrial. The residential
customer class consists of single-family homes and small multi-family dwellings. In 2009,
Indiana’s residential class consumed approximately 140 million Dth of natural gas.'® Nationally,
the state’s annual residential natural gas pricing also ranked as the 14" lowest.** Most residential
customers use the LDC as their natural gas supplier, but residential customers in NIPSCO’s
service territory have the option of electing an alternative natural gas supplier under NIPSCQO’s
“Choice Program,” which was approved by the Commission through an alternative regulatory
plan.*? Those customers (approximately 14% of NIPSCO’s total residential customers and 25%
of total commercial customers) have elected to contract with an alternative supplier for their

natural gas needs, with NIPSCO providing the transportation service.

The commercial customer class typically consists of office, retail, and wholesale facilities in

addition to larger residential complexes. Some commercial class customers may choose to

*Integrity management is a risk-based approach to pipeline safety resulting from the Pipeline Safety Act of 2002
and 2006.

http://tonto.eia.doe.gov/dnav/ng/ng_cons_sum_dcu_SIN_a.htm

Yhttp://www.eia.gov/dnav/ng/ng_pri_sum_a_EPGO_PRS_DMcf_a.htm

2NIPSCO Choice Program was originally approved in Cause No. 40342 as a two-year pilot program that included
the approval of affiliate guidelines applicable to NIPSCO and its affiliate companies. The Choice Program was
extended in Cause Nos. 41338 and 42097 and most recently approved by the Commission in Cause No. 43837 on
March 3, 2010. The Commission’s approval extended the Choice Program until March 31, 2012.
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receive bundled service or transportation service from the LDC. In 2009, Indiana’s commercial
class consumed approximately 78.6 million Dth of natural gas.*®

The industrial customer class typically purchases the highest volume of gas both individually
and collectively. This class may receive bundled service or buy gas directly from one or more
producers and/or marketers, paying the LDC for transportation costs associated with delivering
the gas from the city gate to the industrial customers’ facilities. In 2009, Indiana’s industrial
customers consumed about 242 million Dth, the fourth highest volume in the U.S.*

Existing Legal and Policy Foundations

Pipeline Safety Act of 1968 and the State’s Pipeline Safety Program

The Pipeline Safety Act of 1968 promotes pipeline safety through exclusive federal
authority for regulation of interstate pipeline facilities, and federal delegation to

the states for all or part of the responsibility for intrastate pipeline facilities.

The Pipeline Safety Act of 1968 established the federal pipeline safety program. The state’s
program promotes pipeline safety through exclusive federal authority for the regulation of
interstate pipeline facilities and federal delegation to the states for all or part of the responsibility
for intrastate pipeline facilities. The federal program authorizes grants-in-aid for up to 80 percent
of a state agency’s personnel, equipment, and activity costs for its pipeline safety program.
However, the federal grant for the year under review is limited to the average of the state’s share
of costs over the previous three years. Grants are based primarily on the annual evaluation of the
state’s program. Historically, the annual evaluation of Indiana’s program has resulted in high
marks (105.5 out of 107 points for the most current eva