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I. Call to Order

Senator Merritt served as Chairman and called the meeting to order at 10:05 a.m.
Representative Lutz welcomed members.

Il. James Atterholt, Chairman, Indiana Utility Requlatory Commission (IURC)

Chairman Atterholt introduced the IURC commissioners and division heads. He praised
the long term and nonpolitical nature of the commissioners and staff. Chairman Atterholt
updated the Committee on various changes to the IURC's ethics guidelines, especially
with respect to meeting with representatives of the regulated utilities.

Chairman Atterholt provided an overview of the IURC's electricity and natural gas divisions
and distributed copies of the IURC's 2011 Report to the Regulatory Flexibility Committee
of the Indiana General Assembly. See Exhibit A, pp. 1-22; Exhibit B. 23 electric utilities
serving more than 2.6 million customers are under |URC jurisdiction. Chairman Atterholt
explained the differences between investor owned utilities, municipally owned utilities, and
rural electric membership cooperatives (REMCs). He stated that Indiana's average retail
electric prices are competitive nationally and regionally and that 85% of Iindiana's energy
production comes from coal fired generation. Chairman Atterholt spoke briefly about
ongoing proceedings concerning Duke Energy's Edwardsport Integrated Gasification
Combined Cycle (IGCC) generating facility. He also discussed the IURC's recent net
metering and demand side management initiatives. Following a discussion of the impact of
federal environmental regulations on Indiana's electricity providers, he described the
IURC's revisions to its tree trimming rules. Next, Chairman Atterholt provided an overview
of natural gas pipeline safety in Indiana. He described the transmission and distribution
systems that supply natural gas to Indiana customers. Chairman Atterholt closed his
presentation by talking about the IURC's role in the Indiana Finance Authority's purchase
of synthetic natural gas from Indiana Gasification, LLC, for sale to Indiana customers.

At the invitation of Chairman Merritt, Representative Koch introduced several people from
the Ukraine who were visiting Bedford, Indiana, through the Open World program.

Representative Pierce reminded the Committee that former IURC Chairman Hardy
testified during the 2010 interim that IURC staffing levels were so low as to permit the
IURC only to "check the math" in rate cases. He asked Chairman Atterholt if he found
current staffing levels adequate. Chairman Atterholt stated his opinion that former
Chairman Hardy probably had been referring to review of automatic trackers and that the
Office of Utility Consumer Counselor (OUCC) performs most of the review in rate cases.
Representative Pierce inquired about the IURC's authority with respect to the ongoing
merger proceedings between Duke and Progress Energy, a North Carolina utility.
Chairman Atterholt said that the IURC has no real role in the proceedings because it lacks
jurisdiction over mergers and that such jurisdiction can be effective or abusive.
Representative Pierce also asked for Chairman Atterholt's impressions of feed-in tariffs
(FITs); the chairman replied that FITs are great in concept and that some Indiana electric
utilities are voluntarily implementing FITs.

Senator Breaux asked about the I[URC's role in the recent merger of Citizens Gas and
Indianapolis Water. Chairman Atterholt stated that Commissioner Mays would address that
issue in her presentation.



Ill. Carolene Mays, Commissioner, IURC

Commissioner Mays stated that the IURC exercises jurisdiction over 104 water utilities and
47 wastewater utilities that generate $493 million and $29 million respectively in annual
revenue. She said that the water sector is the most capital intensive of all utility industries.
Commissioner Mays brought to the Committee's attention possible conflicts between IC 8-
1-2-6 and IC 8-1.5-2-6(b) concerning the value of municipal utility assets. She also
discussed the process by which water utilities receive rate increases, including the
recovery of infrastructure costs through distribution system improvement charges (DSICs).
See Exhibit A, pp. 23-29.

Senator Breaux asked if there is a cap on DSICs. Commissioner Mays answered that
DSICs are capped at 5% of revenue and may be approved not more than once every 12
months. Representative Pierce referred to the graph on page 92 of the IURC's annual
report (see Exhibit B, p.92) and asked what happened in 1983 to cause water utility rates
to increase so drastically. Commissioner Mays stated that it was probably due to
investments in aging infrastructure and offered to follow up with the author of the study on
which the chart is based. Senator Randolph asked about the significance of IURC
jurisdiction over water and wastewater utilities and if there is a correlation between the
health of the economy and rate cases. Commissioner Mays said that IURC jurisdiction
confers the authority to regulate rates; she also said that current rate cases are driven
more by infrastructure costs than the economy.

IV. Doug Gotham, Director, State Utility Forecasting Group (SUFG)

Mr. Gotham distributed copies of the SUFG's 2011 Indiana Renewable Energy Resources
Study and 2011 Forecast: Indiana Electricity Projections. See Exhibits C and D. He stated
that the study addresses renewable energy trends, barriers to renewable energy
development, and statistics for various individual renewable energy resources, including
percentage shares as part of Indiana's electricity generation. See Exhibit E. Mr. Gotham
discussed the use of energy crops as transportation fuels and said that organic waste
biomass is the third largest source of renewable electricity generation in Indiana. He stated
that photovoltaics are growing rapidly but remain a small contributor overall. He also
mentioned that American Municipal Power is constructing a new hydroelectric facility on
the Ohio River. With regard to the forecast, Mr. Gotham addressed Indiana's overall
electricity requirements, peak demand requirements, resource requirements, and real
price projections. He also stated that SUFG is conducting a study of the expected impacts
of recent, proposed, and expected federal environmental regulations.

V. David Stippler, Indiana Utility Consumer Counselor, QUCC

Counselor Stippler said that in 2010, OUCC advocacy resulted in $112 million in savings to
Indiana rate payers. The OUCC's mission is to represent all Indiana utility consumers while
balancing competing interests across customer classes; the OUCC also represents the
state in proceedings before the Federal Energy Regulatory Commission. Counselor
Stippler discussed the recent collaboration between the OUCC and the IURC intended to
reduce duplicated efforts and inconsistent results between the two agencies. He stated
that the IURC will handle consumer complaints that require mediation with regulated
utilities; the OUCC is in charge of public comments on pending cases. Counselor Stippler
said that the OUCC must engage in creative problem solving as utilities must find ways to
repair, rebuild, and replace aging infrastructure. He also stressed the OUCC's dedicated
advocacy role, especially at the federal level with regard to environmental regulations.
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Senator Tomes asked for the United States' ranking among all nations and among
regulated countries with respect to industrial emissions. Counselor Stippler said that he
only had anecdotal data. Senator Breaux asked if the OUCC considers a utility's profit
when representing customer interests in rate cases. Counselor Stippler answered that the
OUCC considers revenues but not profits. Senator Breaux also asked if the OUCC
encourages utilities to maintain a rainy day fund in anticipation of future infrastructure
costs. Counselor Stippler said that utilities are prohibited from recovering future
speculative costs under IC 8-1-2-6. Senator Leising asked if the OUCC had performed any
mapping that would show the availability of clean drinking water in Indiana's rural counties.
Counselor Stippler said he would present this issue to OUCC staff.

Chairman Merritt recessed the Committee for lunch at 12:15 p.m.

VI. Thomas Easterly, Commissioner, Indiana Department of Environmental
Management (IDEM)

Chairman Merritt reconvened the Committee at 1:40 p.m. Commissioner Easterly provided
an update on federal regulations impacting the electric industry, including the Clean Air
Interstate Rule, the Cross State Air Pollution Rule (CSAPR), the National Ambient Air
Quality Standards, the Clean Water Act (CWA), and the Resource Conservation and
Recovery Act. See Exhibit F. Commissioner Easterly said that, at the end of 2009, Indiana
satisfied all health based ambient air quality standards. He displayed several charts and
maps showing ozone and particulate matter trends relative to both adult and childhood
asthma trends. Commissioner Easterly also spoke specifically about CWA section 316(b) ,
which is designed to reduce the damage to aquatic organisms from impingement on the
intake structures and entrainment in the water passing through certain electric utility
facilities. Finally, he addressed proposed rules governing coal combustion residuals
(CCRs); he said that IDEM data indicates that CCRs do not exhibit hazardous
characteristics and should not be regulated as hazardous wastes.

Senator Leising asked Commissioner Easterly if he knew why coal fired electric plants in
Lawrenceburg had closed. He said that it was because the plant's emissions offsets were
not adequate to achieve compliance with CSAPR. Representative Behning characterized
the proposed federal regulations as frightening and asked if the state or utilities can sue
the federal government. Commissioner Easterly answered that Indiana is researching the
feasibility of litigation. Senator Leising asked what consequences Indiana would face if it
refused to comply with federal regulations. Commissioner Easterly said the Environmental
Protection Agency would prohibit IDEM from issuing permits.

VIl. Brandon Seitz, Director, Indiana Office of Energy Development (OED)

Mr. Seitz provided an update on OED, including the state energy program (SEP) and the
Hoosier Homegrown Energy Plan. See Exhibit G. Regular annual funding for the SEP
averages between $600,000 and $1 million; however, in 2010, SEP received an additional
$90 million in federal stimulus funding. OED used $68 million to partner with the Indiana
Economic Development Corporation (IEDC) to attract green jobs to Indiana; the remaining
$22 million were distributed among the Energy Efficiency Conservation Block Grant, the
Indiana HVAC Incentive Program, and Conserving Hoosier Industrial Power (CHIP). OED
also administers the Community Energy Plan, distributes Alternative Fuel Vehicle Fleet
Grants, and promotes the Energy Action in Schools program. Mr. Seitz also provided
highlights of the Hoosier Homegrown Energy Plan, including clean coal development,
growth in wind power, recovery in the biofuels sector, development of the Indiana Biomass
working group, increased manufacturing of solar components, development of the electric
vehicle manufacturing sector, and promotion of energy conservation.
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Senator Leising and Mr. Seitz discussed weatherization retrofits performed in Indianapolis
and Lafayette that were funded through grants from the U.S. Department of Energy
(DOE). Senator Breaux asked where funding for SEP grants comes from; Mr. Seitz said
that the DOE provides annual stipends to the OED. Representative Pierce asked what
opportunities the OED passed up in order to spend $68 million to attract green jobs to
Indiana. Mr. Seitz stated that the money could have been spent elsewhere but that OED
determined that the creation of long term green jobs was most important. Representative
Pierce asked how the OED will know if the companies that benefitted from the stimulus
dollars are creating the jobs they promised. Mr. Seitz said that all the companies are
currently complying with their reporting requirements but that the IEDC is responsible for
ensuring that the jobs are actually created. Senator Tomes asked how legislators can best
inform their constituents about OED programs. Mr. Seitz recommended visiting the OED's
website and following its blog.

VIil. Other Business & Adjournment

Chairman Merritt reminded members that the second Committee meeting is scheduled for
Wednesday, September 28, at 10:00 a.m. He said that Representative Lutz will chair the
meeting. Chairman Merritt adjourned the Committee at 2:55 p.m.
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 Presentation oftie TURC

 Regulatory Flexibility Report

Electricity Overview

* The 23 electric utilities under Commission rate
jurisdiction generated $8.4 billion in revenue in 2010 and
served more than 2.6 million electric customers. [Page 8]
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Investor-Owned Utilities __%1
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* Five major I0Us operate in 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 (bonds) and equity
(stock). Indiana’s IOUs are vertically integrated, which
means they own facilities for the generation,
transmission, and distribution of electricity. These
utilities account for more than 90% of the electric power
sales of the state’s regulated electric utilities to Indiana
customers. [Page 9}

JURC : 2

Municipally-Owned Utilities

* State law ailows municipal utilities to remove themselves
or “opt out” of the Commission’s jurisdiction. Under
certain circumstances, the Commission may review
financing arrangements for individual municipal electric
utilities, but this typically occurs through rate cases.

* As of the printing of this report, 12 of the 72 municipally-
owned utilities operating in Indiana remained under the
Commission’s jurisdiction for rate regulation. [Page 10]
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IMPA

* A group of municipalities created the Indiana Municipal
Power Agency (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. [Page 10]

IGRC . 5

[Page 11}
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REMCs

* Rural Electric Membership Cooperatives (REMCs) are
customer-owned utilities, all of which are members of
either Hoosier Energy Rural Electric Cooperative (Hoosier
Energy), located in the southern part of the state, or
Wabash Valley Power Association (WVPA), located in the
northern part of the state.

* REMCs, like municipalities, have the ability to remove
themselves or “opt out” of the Commission’s jurisdiction.
As of the printing of this report, only 4 of the 40 REMCs
operating in Indiana remained under the Commission’s
jurisdiction for rate regulation. [Page 12]

TIGRC + 7

[Page 12}

9/26/2011



How Indiana Compares

* Indiana’s average retail prices for electricity have been
and are presently competitive both nationally and
regionally. Retail prices are the average price for all rate
classes, including residential, commercial, and industrial
customers.

* For 2010, Indiana’s rates were 13t lowest, as shown in
Chart 1. Neighboring states’ total customer retail rates
for 2010 rank as follows, with the first being the lowest:

Kentucky 6%, Ohio 28, Illinois 36", and Michigan 33"¢.
[Page 13]
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2010 Average Price (cents/kWh)

[Page 13}
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Existing Generation Portfolio

* Coal-fired generation accounts for 85% of actual energy
production for Indiana consumers. The second highest is
nuclear generation at 8.5%.

Projected 2010 Energy Production for Indiono Consumers by Fuel Type

8 Coal (108,312 GWH, 85%)
5 Nuclear {10,749 GWH, 8.5%)
Natural Gas (5,650 GWH, 4.4%}
£ Wind , Other Renew. (2,049 GWH, 1.6%)
W Hydro {503 GWH, 0.4%)

0il (157 GWH, 0.1%}

[Pages 14-15]
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Energy Generation & Water

* “The largest single consumer of water in the United
States, in fact, is virtually invisible. Every day, the
nation’s power plants use 201 billion gallons of water in
the course of generating electricity. That isn’t water used
by hydroelectric plants — it’s the water used by coal, gas,
and nuclear power plants for cooling and to make steam.
U.S. electric utilities require seven times more water than
all U.S. homes. They use 1.5 times the amount of water
used by all the farms in the country. In fact, 49 percent
of all water use in the United States is for power plants.”

~ Fishman, Charles. The Big Thirst. New York: Free Press, 2011.

IURC 13

Age Profile

Age Profile of Generating Units Owned by Indiana Utilities
Separated by Coal-Based Units and Gas Generation Units

Over 50 21 1,711 11.3%
40-50 15 2937 19.3%
' 3040 13 5304 38.9%
20-30 9 4633 30.5%
Tatal 58 15,185 100%

[Pages 19-20]
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Edwardsport

* In an Order issued on November 20, 2007, the
Commission granted a CPCN and approved the
construction of Duke Energy’s Edwardsport Integrated
Gasification Combined Cycle (IGCC) generating facility,
which will have a capacity of 618 MW.

* The Commission initially approved a cost estimate of
$1.985 billion in its 2007 Order. However, the figure was
revised by the company and approved by the
Commission at $2.35 billion in January 2009. [Page 23)

JURC 115

Edwardsport

* DEl has since filed a second request with the IURC (Cause
No. 43114-IGCC 4-S1) to update the estimated capital
cost of the project and to set a “hard cap” for the project
at $2.72 billion.

— This case has since been expanded by the Commission to
include two phases.

« Phase'| will address Commission review of the utility’s progress reports,
the proposed cost estimate increase, and the reasonableness of going
forward with the project. Phase !I, on the other hand, will address
allegations made by intervening parties of fraud, concealment, and/or
gross mismanagement associated with the project.

— Those public hearings are scheduled for October 2011. [Page 24]

JURC @ 1
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* To extend the life of these units, 1&M will need to
implement a systematic replacement of many parts of
the plant, some of which are no longer commercially
available, that may not otherwise safely last until the end
of the extended period (new life cycle).

— This Life Cycle Management Project is part of an overall AEP
plan to replace older and less efficient coal generation that
would be too costly to upgrade to comply with the various

anticipated poliution mandates with more cost-effective, less

environmentally-challenged units. Projected costs to extend the
life cycle of the Cook plant range from $1.5 billion to $2 billion.

[Pages 28-29]

#
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Net Metering

* Net metering is a service offering that allows participants
to supplement their electric usage and cut costs by
installing renewable energy facilities such as wind
turbines or solar panels, while relying on the electric
utility as a back-up provider.

— If the amount of electricity the customer receives from the
utility is greater than the amount delivered to the utility, the
difference is charged to the customer. If the amount the
customer received from the utility is less than the amount
delivered to the utility, the customer receives a credit on the
next bill for the difference. [Pages 31-32]

ge
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Net Metering

* The net metering rulemaking, initiated by the IURC in
June 2010, went into effect in July 2011.

— Significant changes stemming from the rulemaking include:

"~ + A9,900% increase in the maximum size of an eligible facility from 10 kW
to 1 MW;

* Expanded eligibility to all customer classes (industrial, commercial, and
residential) from just K-12 schools and residential customers; and

* A 900% increase in the aggregate sales level under each utility’s net
metering tariff from 0.1% to 1% of annual kWh sales.

— To accomplish these changes, the IURC traveled to public
meetings in Indianapolis, Ellettsville, and South Bend. The
agency also held numerous meetings with stakeholders to solicit
feedback from around the state. [Page 31]

IWRC & 18

Demand-Side Management

* Underscoring the urgency to become more energy
efficient in Indiana, the Commission’s 2009 Phase Il
Demand-Side Management (DSM) Order instructed
Indiana’s jurisdictional electric utilities to move forward
with a set of Statewide Core Conservation Programs in
their respective service territories. Per the Commission’s
Order, the utilities must achieve an annual energy savings
goal of 2.0% within ten years. [Page 34]

1RC 0
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Demand-Side Management

* Although the cost of DSM programs will be included in

customer retail rates, the impact to rates is anticipated to

be less than it would be without DSM efforts. This is
because DSM slows the growth in energy consumption
and peak demand, thus-postponing or reducing the nee

d

to build new and expensive generation facilities to meet

future demand. [Page 34]

IURC 1 21

U.S. EPA Regulations

« Decisions made at the federal level have the potential to

considerably impact the state of Indiana. In fact, one

recently finalized and three currently proposed U.S. EPA

rules are expected to impose significant burdens on the
I.ndiana power sector. [Page 38]

TURC 22
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U.S. EPA Regulations -
W

* These rules include:

— The Cross-State Air Pollution Rule (CSAPR or Transport Rule} that
implements controls for nitrogen oxides and sulfur dioxide; The
electric generating utility Maximum Achievable Control
Technology Rule {Utility MACT) for mercury and other air toxics;

— A new rule for cooling water intake structures (CWIS),
potentially requiring cooling towers to be installed at certain
facilities; and

— A proposal for the U.S. EPA to regulate coal combustion
residuals {CCR), including coal ash, initiated as a result of the
2008 ash pond failure in Tennessee. [Page 38]

TURC = 27

Senate Enrolled Act 251

* Senate Enrolled Act 251 (P.L. 150-2011) provides
guidance to the Commission on three major issues in
the electricity sector that have received significant
attention in recent years:

— Regulatory treatment for a growing number of federally-
mandated costs;

— Regulatory treatment for nuclear projects; and

— Implementation of a Voluntary Clean Energy Portfolio
Standard. [Page 41]

CRC M
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Tree Trimming

* Vegetation management plans and practices play a key
role in helping to reduce the number of service
interruptions to Indiana consumers. At the same time,
ratepayers have basic rights that need to be protected. In
November 2010, the Commiission concluded its
investigation into tree trimming practices and tariffs for
jurisdictional electric utilities and found that Hoosiers
would benefit from having consistency with regard to the
rules and regulations surrounding tree-trimming
practices and procedures. [Pages 42-43]

1URC § 25

Tree Trimming Notice

* The Order requires utilities to provide advance notice to
customers when trimming is about to occur and allows
customers to be present during that time. When
contacting customers, the utilities must now provide
notice in person or over the phone and provide at least
one form of written notice to the customer. The initial
notice should be no later than two weeks before the
trimming is estimated to occur. In doing so, customers
and utilities will have more time to discuss and resolve
concerns. [Page 43]

TURC i 2n
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Tree Trimming Rules

* The rules are as follows:

Utilities are prohibited from “topping” trees or removing more
than 25% of a tree’s canopy without the property owner’s
consent.

Utilities are prohibited from trimming outside an easement or
right-of-way without the customer’s consent. If the property
owner does not consent, the utility must offer alternatives. One
such alternative is a tree replacement program set up by the
Order that allows utilities to compensate for tree removal.

Once normal maintenance trimming is complete, the debris
should be promptly removed within three catendar days.
[Page 43]
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Natural Gas Overview e
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* The natural gas industry consists of three systems:
producers (the gathering system), interstate and

int
dis

* Int

rastate pipelines (the transmission system), and local
tribution companies or LDCs (the distribution system).

erstate pipelines, regulated by the Federal Energy

Regulatory Commission (FERC), carry natural gas across

sta

te boundaries; intrastate pipelines, regulated by state

commissions, carry natural gas within state boundaries.
[Page 48]
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Pipeline Safety Overview

* States, including Indiana, that have certified pipeline
safety programs are delegated federal authority by the
U.S. Department of Transportation to conduct
inspections, investigate incidents, and enforce state and
federal safety regulations.

* In Indiana, the Indiana Utility Regulatory Commission
regulates the rates, charges and terms of service for
intrastate pipelines and LDCs. [Page 48]

TURC 1 24
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[Page 48]
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Transmission

* The transmission system includes interstate and
intrastate pipelines that carry gas from producing regions
throughout the U.S. to LDCs, industrial consumers, and
power generation customers. The vast majority of natural
gas consumed in Indiana is from out-of-state production,
primarily from the Gulf of Mexico.

— In 2009, Indiana consumed approximately 507 million
dekatherms {Dth} of natural gas, of which roughly 4.9 million
Dth, or less than 1%, was produced within the state. This
illustrates Indiana’s dependence on the transmission system to

carry natural gas from the gas producing regions of the country
into the state. [Page 49]

JURC | 31

[Page 49]
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Distribution

* The Commission has regulatory authority over 19 natural
gas distribution utilities in Indiana with operating
revenues totaling $1.9 billion (Appendix A). These
utilities maintain plant in service of approximately $3.6
billion and serve roughly 1.7 million customers. Of the
regulated utilities, one is a not-for-profit, two are
municipalities, and sixteen are investor-owned utilities
(I0Us). Citizens Gas, and three IOUs (NIPSCO, Vectren
North and Vectren South) represent the four largest
natural gas utilities in Indiana and collectively serve 92%
of the gas customers by count in the state. [Page 50]

LURC ¢ 35

[Page 52]
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How Indiana Compares

* Indiana ranked 5t nationally and 2" in the Midwest
region for the lowest 2010 average residential gas prices.
The average residential gas price has fallen each of the
last two years from $12.65 per thousand cubic feet in
2008 to $8.52 per thousand cubic feet in 2010. These
numbers are higher than the commonly referenced
commodity cost of approximately $4.50/Mcf, because
they are bundled prices. Bundled prices include all utility
costs to deliver the product, including pipeline and LDC
operator charges. [Page 53]
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[Page 55]
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Demand

* In 2010, Indiana’s residential customers consumed
approximately 140 million Dth of natural gas, which
accounts for 29% of the state’s total consumption.

* Also in 2010, Indiana’s commercial customers consumed
approximately 17% of the state’s total consumption or 79
million Dth of natural gas.

* Industrial customers accounted for more than half of the
state’s total consumption with about 245 million Dth,
which ranked Indiana fourth highest for industrial natural
gas consumption in the U.S. [Page 56]

TURC : °7

N.IPSCO Rates

* All customer classes in the NIPSCO service territory
received a modest reduction in their natural gas rates

- and charges as a result of the Commission’s approval of
the settlement agreement in the NIPSCO gas rate case on
November 4, 2010, under Cause No. 43894. The
residential class, specifically, experienced a decrease in

rates of roughly S5 million or 3.3% from existing rates.
[Page 66]
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Synthetic Natural Gas

* Coal gasification is a process that converts coal into
substitute natural gas (SNG). Given Indiana’s vast coal
reserves, the prospect of using local coal sources for the
production of substitute natural gas is another
alternative to importing natural gas into our state. SNG
that is produced is of pipeline quality and may be used
for home heating, manufacturing facilities, or in the
generation of electricity. [Page 69]

Senate Enrolled Act 423

* On March 25, 2009, Governor Daniels signed into law
Senate Enrolled Act 423, which directs the Indiana
Finance Authority (IFA) to enter into contracts for the
sale of SNG with 3™ parties, with net proceeds from and
the costs of those sales being reflected on natural gas
customers’ bills.

* On December 16, 2010, the IFA and Indiana Gasification,
LLC (IG) petitioned the Commission.

* The Commission began its evidentiary hearing on May 2,
2011. We expect a final decision this fall. [pages 69-70]
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SNG Contract

* The petition requested the following:

— Approval of an SNG purchase and sales agreement between the
IFA and IG;

— If necessary, for the Commission to order Indiana regulated
energy utilities to enter into a management agreement with the
IFA; and

— For the Commission to decline jurisdiction over 1G.

* Prior to the evidentiary hearings, the Commission provided
the public with an opportunity to voice its opinion on the
proposed SNG facility, holding three separate field hearings
in Jasper, West Lafayette, and Indianapolis. [Page 71}

s - a1

SNG Timeline

* The Commission then began its evidentiary hearings on
May 2, 2011.

* The case is still pending before the Commission.

* We expect a decision some time this fall. [Page 71]

IURC 42
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Universal Service Programs

* The Commission’s Order in Cause No. 43669 authorized
Citizens Gas, NIPSCO, Vectren North, and Vectren South
to reinstate their respective bill assistance programs to
provide Hoosiers in need with assistance during the
winter heating season. [Page 71]

» Particularly with the possibility of federal cutbacks, we

continue to work with these companies to make sure we
are ready by winter.

IURC | 52

San Bruno Incident

* Despite the nation’s overall excellent pipeline safety
record, recent pipeline incidents in California, Michigan,
Pennsylvania, and other locations have elevated the
awareness of stakeholders and the public to the potential
dangers of natural gas and hazardous liquid pipelines
across the country. It has also prompted the IURC’s
Pipeline Safety Division to closely monitor the findings of

the incidents, especially the one in San Bruno, California.
[Page 72]
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Water/Wastewater Sectors

s
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Water/Wastewater Overview 7

* Numerous small systems serve a relatively small
percentage of the population, while a small number of
~large systems serve the majority of the population.

* There are 104 water utilities and 47 wastewater utilities

under the Commission’s jurisdiction. [Page 80]

TURC 5 40
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Commission Jurisdiction

This table details some of the IURC’s jurisdiction and shows which utilities
the agency generally does not regulate with regard to rates and charges or
rules and regulations.

" Rules and | Ability to Withdraw [ - Not- ., - 70
I Asion . “Répulations | from Junisdiction’ | Jurisdiction T 0
investor-Owned Water™ E v v
investor-Qwned Sewer® v v v
Not-fos-Prafit Water v v
Not-for-Profit Sewer v v
Municipal Water v
Municipal Sewer v
Regional Water District v
Regional Sewer District v
Conservancy Water District** v . . v
v

Conservancy Sewer District
> Investon-os-ned water and weyeer utilities with 250 customers o5 bess ran opt ont of the UK 5 jurisdiction, pes 12§ $-1-2.7-1.3,
** Water conservancy districts with fewer than 2,000 customers can opt out of the [URC’s jurisdiction, per IC § 8-1-2.7-1.3.
Note: Municipal water and not-for-profit utilities can opt out regardless of the number of customers. [P
age 81]

TURC ' 47

Utility Finances

* Regulated water utilities generate $493 million in annual
revenue and regulated wastewater utilities generate $29
million.

* The regulated water systems have $3.7 billion of utility
plant in service, and the regulated wastewater utilities
have $199.1 million of utility plant in service. [Page 80]

s 3
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Capital Investments

The water sector is the most capital intensive, investing more capital per
dollar of revenue generated than any other industry.

Capital invested per Dollar of Revenue

Lo

[Page 89]

32
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Acquisitions & Consolidations

* The pace of mergers and acquisitions has slowed;
however, transactions continue to take place.

— InJuly, the Commission approved a unique transfer of the City
of Indianapolis” water and wastewater systems to Citizens
Energy Group, after a settlement agreement was reached.

* Recent utility transfers have highlighted several issues of
concern. [Pages 83-84]

S

3
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Issues of Concern

* There may be a conflict between Indiana statutes that explains
how the price is determined for the assets and what the
Commission sets as the fair value.

— Under IC § 8-1.5-2-6(b), municipal assets may not be sold for less than
their full appraised value; however, the Commission must adhere to IC
§ 8-1-2-6, which disallows Contributions in Aid of Construction (CIAC) in
determining the fair value.

* In some cases, appraisers do not eliminate all utility plant that
has been contributed by developers or was funded by a
government grant. CIAC is utility plant that was not funded by
the utility such as plant contributed by a developer or
obtained as part of a government grant. [Pages 83-84}

{URC i 51

Small Utilities

* Small water/wastewater utilities are prevalent in Indiana.

* Due to limited resources, many small utilities need
technical, financial, and managerial assistance.

* In some instances, the Commission may classify small
systems as “troubled.”

— These utilities typically serve fewer than 300 customers.
[Page 95]

RO— - . B
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Troubled Utilities

* The Commission’s primary goal is to prevent utilities from
becoming “troubled” by:

— Ensuring utilities can provide reliable service prior to serving the
customers.

— Improving the management and operation of small utilities
through small utility workshops.

— Assisting utilities with record keeping through training and
development of a small utility accounting manual.
* If the utility has continued violations, the IURC can order
the acquisition of the utility by a new owner or appoint a
receiver. [Page 96]

]
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Rate Increases

Ty

[ ¥

* Rate cases in Indiana reflect the national trend that
shows water and wastewater rates outpacing inflation.

* Overall, the number of rate increase requests has been
significant, with as many as 23 pending at any one time
during the past year.

* In 2010, nine water utilities were approved for general
rate increases averaging 25.01%, and twelve wastewater
utilities were approved for general rate increases
averaging 46.63%. [Pages 92-93]

JURC 59
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Rate Increases

Comparison of Utility Prices fram 1953 to 2010
Index is set to 100 for 1982-1984

100

a%0
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Water & Sewer
2
206 e Clectrigity
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— P
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0

g
Source: IPU Research Note, February 2011, Janice Beecher, Ph.D., U.S. Bureau of Labor Statistics

[Page 92]
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Rate Increases

* Increasing costs are driven by:

Increase in expenses

Relocation of facilities

Compliance with U.S. EPA standards

* In recent years, Indiana utilities have incurred costs associated with
maintaining and improving their systems, and these costs are expected to
keep increasing as new rules are approved.

— Need to replace aging infrastructure

* Water infrastructure needs have been estimated at $12.4 to $13.9 billion.
[Pages 88-89]

LR & 50

9/26/2011

28



Recovery of Infrastructure Costs ~

* The Commission has several mechanisms that allow
utilities to recover costs associated with infrastructure
projects the most significant is the Distribution system
improvement charge (DSIC).

— Allows water utilities to recover the costs of improvements to
existing distribution systems without a rate case
— The indiana General Assembly enacted legisiation in 2000

— As of May 2011, the Commission approved close to $138 million

in utility distribution plant placed in service through the DSIC.
[Pages 93-94]
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EXECUTIVE SUMMARY

The Indiana Utility Regulatory Commission’s (Commission or IURC) Report to the
Regulatory Flexibility Committee of the Indiana General Assembly for 2011 highlights key
issues addressed by the Commission with respect to the Electric, Natural Gas,
Water/Wastewater, and Communications utilities in the state of Indiana. This year’s report
provides an overview of recent issues; considers the current industry landscape; and discusses

the successes, as well as the challenges facing the utility industry.

In order to better serve the Legislature, the agency focused on issues thought to be most
relevant based on inquiries received and legislation filed in recent years. Additionally,
information was streamlined to make the report more readable and user-friendly; hopefully you
will agree. We understand this is an important tool for the General Assembly and are committed
to providing information in a manner useful for policymaking and responding to constituent
inquiries. If there are any questions about the information contained herein, the Commission
welcomes the opportunity to further discuss those matters of concern. For your convenience, a

list of acronyms and a glossary are included.
- Electricity -

In 2010, Indiana’s retail rates were 13" lowest in the nation, as compared to 15™ lowest in
2009. Consequently, Indiana’s average retail prices for electricity have been and are presently
competitive both nationally and regionally. Retail prices are the average price for all rate classes,
including residential, commercial, and industrial customers. Neighboring states’ total customer
retail rates for 2010 rank as follows, with the first being the lowest: Kentucky 6™, Ohio 28",
Ilinois 36", and Michigan 33™.

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
2011 forecast, the state will need approximately 2,600 MW of additional resources (all types of
generating capacity, demand response, efficiency, and transmission to import power) by 2020 to
meet expected demand and maintain a 15.8% reserve margin. A reserve margin is the amount of

extra capacity available to serve customer demand in the event of a system contingency, such as
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the planned or unplanned outage of a generation plant or a high-capacity transmission line. The
forecast also projects that electricity usage will grow at an annual rate of 1.30% over the 20-year

forecast and that peak demand will grow at an annual rate of 1.28%.

With the encouragement of the Legislature, the Commission began an informal review in
June 2010 of net metering practices in Indiana to determine whether the existing rules within the
Indiana Administrative Code should be changed, and if so, to what extent. Net metering is a
service offering that allows participants to supplement their electric usage and mitigate a portion
of their cost by installing renewable energy facilities such as wind turbines or solar panels, while
retaining the electric utility as a back-up provider. If the amount of electricity the customer
receives from the utility is greater than the amount delivered to the utility, the difference is
charged to the customer. After holding several field hearings throughout the state, the
Commission completed the formal rulemaking process and worked with all interested
stakeholders to draft a new rule. By dramatically expanding the availability of net metering to all
customer classes and the size of the eligible facilities, the Commission believes its new rule will
stimulate growth and make it a more attractive option for those who wish to utilize renewable

energy in their own backyards.

The Commission also concluded its investigation into the utilities’ policies and practices
related to tree-trimming. The Commission acted on this investigation in response to customer
complaints and has since issued an Order that standardizes the rules for utilities, while protecting
basic consumer rights. For example, utilities are now prohibited from “topping” trees or
removing more than 25% of a tree’s canopy without the property owner’s consent. When
contacting customers, the utilities must now provide notice in person or over the phone and
provide at least one form of written notice to the customer. Further, once normal maintenance
trimming is complete, the utility must remove the debris within three calendar days. The Order
also required the Commission to initiate a formal rulemaking to further detail the following

issues: dispute resolution, notice requirements, customer education, and tree replacement.

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

this Report focuses on a number of key issues including:
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e Renewables and Conservation — The use of renewable energy continues to grow in
Indiana through purchase power contracts with Indiana wind farms. New demand-side
management requirements by the Commission for Indiana utilities, as well as newly
approved time-of-use rates for electric vehicles, will continue to help Indiana move

forward on the conservation front.

e Integrated Resource Planning — By making the integrated resource planning process
more transparent, interested parties will have an opportunity to better understand a

utility’s needs and to weigh in on the long-term goals to meet those needs.

e U.S. EPA Rulemakings — Decisions made at the federal level have the potential to
considerably impact the state of Indiana. In fact, one recently finalized and three
currently proposed U.S. Environmental Protection Agency (U.S. EPA) rules are expected

to impose significant burdens and additional costs on the Indiana power sector.
- Natural Gas -

Natural gas commodity pricing continues to create uncertainty in the marketplace. Due to the
emergence of unconventional sources such as shale gas, there has been the potential for an
increase in supply; however, concern remains about the environmental impacts of fracking, a
process by which shale gas is recovered. There is also uncertainty about possible federal
regulations, which could limit supply by placing tighter restrictions on the industry. Therefore,
Indiana companies are doing their best to hedge against the highs and lows of pricing to protect

consumers and ensure rates are “just and reasonable.”

The state has also explored ways to mitigate this volatility by passing Senate Enrolled Act
423 (IC ch. 4-4-11.6) in 2009. This bill directed the Indiana Finance Authority (IFA) to enter
into contracts for the sale of substitute natural gas (SNG) with third parties, with net proceeds
from and the costs of those sales being reflected on natural gas customers’ bills. It also
established Commission authority over the allocation of the costs and proceeds from the sale,
transportation, and delivery of SNG to retail end-use customers. On December 16, 2010, the IFA
filed a petition with the Commission seeking approval to enter into a 30-year contract with

Indiana Gasification, Inc. Its petition under Cause No. 43976 is pending before the Commission.

IURC | 3



The Underground Plant Protection Advisory Committee (Advisory Committee) will soon
make recommendations on how violators of the Indiana Damage to Underground Facilities Act
should be penalized. A rulemaking that details the process for determining violations of the law,
codified under IC ch. 8-1-26, became effective in May 2011. Approximately 1,500 violations
have been identified, and responsible parties have started to receive notification letters from the
Commission’s Pipeline Safety Division. In order to receive a letter, an individual or a business
had to allegedly engage in an unsafe digging practice, such as not calling 8-1-1 to have the
underground facilities lines marked, causing either a natural gas or hazardous liquid pipeline to

sustain damage.

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 Regulation of Shale Gas Production — If restrictions are placed on the natural gas

industry, there could be a shift in supply and pricing.

¢ Demand — Depending on the economy, demand could decrease or remain stagnant,

which could affect overall market pricing.

e Rate Cases — While many utilities have petitioned the Commission in recent years,
Northern Indiana Public Service Company (NIPSCO) had not filed a general rate case for
more than 20 years. In this instance, the Commission granted a modest decrease in gas

rates for NIPSCO customers on November 4, 2010.
- Water/Wastewater -

The water/wastewater industry is extremely capital intensive due to high costs and relatively
low revenues; investing more capital per dollar of revenue earned than any other industry. As the
costs for water and wastewater services continue to rise, rates are following suit. For example,
from 2000 to 2010, water/wastewater rates rose 5.05% per year while the consumer price index
only rose 2.47% per year. According to data obtained from the U.S. Bureau of Labor Statistics,
water/wastewater rates are increasing at a faster pace than rates in the electricity and natural gas

industries.
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Costs are increasing for the following reasons: 1) replacement of aging infrastructure; 2)
compliance with U.S. Environmental Protection Agency standards such as water quality and
wastewater effluent; 3) growing demand; and 4) 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%. 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.

With regard to significant cases, the Commission concluded several this past year. In
February 2011, the Commission issued an Order in the Indianapolis Department of Waterworks’
rate case, Cause No. 43645. More than 75% of the 25.99% increase was attributable to capital
expenditures, specifically investments that will assure the integrity of the system and the quality
of the water now and for future generations. In July 2011, the Commission approved the transfer
of water and wastewater assets from the City of Indianapolis to Citizens Energy Group. In

August 2011, Citizens Energy Group officially took over the water and sewer utilities.

Due to an “opt out” provision in Indiana Code, many utilities have chosen to withdraw from
the Commission’s jurisdiction. The Commission regulates approximately 116 out of 824 water
utilities, and 47 out of 531 wastewater utilities. When a utility opts out, 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. Some municipalities charge outside-city customers higher rates or a surcharge,
ranging from modest amounts to those up to 100% greater 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.
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e Environmental Regulations — Depending on the type of regulations handed down by the
U.S. Environmental Protection Agency, costs could be substantial, especially if a water or
wastewater utility must upgrade its facilities to comply with the mandates. In the
Indianapolis Department of Waterworks’ rate case, one of out of every four revenue

dollars invested was due to environmental mandates.

¢ 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. These are typically small
utilities (fewer than 300 customers) that were constructed by a developer as part of a

housing development.
- Communications -

In 2011, the availability and advancement of broadband continued to be a priority for the
IURC. The Federal Communications Commission (FCC) released its National Broadband Plan
(NBP) on March 16, 2010 and subsequently issued Notices of Inquiry (NOIs) and Notices of
Proposed Rulemaking (NPRMs) to implement significant changes to portions of the NBP. In
response, the IURC issued comments and raised concerns about the NBP’s impacts on universal

service, intercarrier compensation, and broadband policies.

Of similar importance for the [URC during 2010 and 2011 was universal service or “service
for all.” The IURC closely monitored and analyzed the actions of the FCC as it discussed
possible modifications to the multi-billion dollar federal Universal Service Fund (USF), which
could significantly impact the availability and affordability of communications services for
Indiana’s consumers. The IURC also submitted a final rule for the state’s Lifeline Assistance

Program, which must receive approval through the state process before it can become effective.

Commission involvement remained necessary in 2011 for the areas of the communications
industry where competition alone may not provide solutions. For example, the IURC resolved
carrier-to-carrier disputes, managed policies regarding telephone numbering resources, protected

consumers from unauthorized changes to their service, ensured that all areas of the state had a
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provider of last resort, and ensured continued access to basic telecommunications services in

high-cost areas of the state.

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:

o Universal Service Fund — The Commission must remain engaged at the federal level

to ensure Indiana is well represented.

e Cost of Content — Unless this issue is addressed by the FCC, it is likely that some
smaller providers of video will cease providing video services, and the video rates of

the providers that remain will likely continue to increase.

e 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.
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I. ELECTRICITY OVERVIEW

Industry Structure

The Indiana Utility Regulatory Commission (Commission or [IURC) regulates Indiana’s
electric utilities due to the monopolistic nature of the industry. This relationship is often

described as the “regulatory compact,” which means that in return for government regulators

granting exclusive service territories and setting rates ¢~ R
in a manner that provides an opportunity for a The Commission has jurisdiction
reasonable return on investment, investor-owned over the electric service provided

to approximately 2.6 million
customers in Indiana. In 2010,
regulation. Other types of electric utilities, rural Indiana’s average retail rates were
the 13th lowest in the nation.

R =

utilities (IOUs) operate under traditional Commission

electric membership cooperatives (REMCs), and

municipal electric utilities, also have exclusive service
territories, but may withdraw from the Commission’s jurisdiction. The 23 electric utilities under
Commission rate jurisdiction generated $8.4 billion in revenue in 2010 and served more than 2.6

million electric customers.

Regulatory Structure

Indiana’s electric utilities operate under a traditional regulatory structure overseen by the

Commission and own and operate generation, transmission, and/or distribution facilities in order

e ey

Stap-up

. to provide electric retail service to customers
Figure 1

in a defined exclusive service territory.

Transmission lines {above 50 kV)

As shown in Figure 1, the electricity
generation, transmission, and distribution

process goes through a series of steps before

Generation

““ stepdown 1t 18 available for consumption. During this

process, the electricity voltage is stepped-up

Distributi
Py ﬂfl (increased) or stepped-down (decreased)

/ - /;7‘;"( Industrial customers . .
[ |- %i depending on the level of voltage required

/,—"“y Sccondary ditribution

T Commercial customers to provide service. For a detailed list of the
e N
;,./iemndary dhtvibutia
- Residential customers
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generation facilities serving Indiana, please refer to Map 3 on page 16.

There are two types of electric utility customers: retail and wholesale. Retail customers
include residential, commercial, and industrial customers who are billed for service based on a
study that analyzes the costs associated with providing service for each class. For IOUs, a
reasonable rate of return on investment for the company is added to the cost of service.
Wholesale customers include other electric utilities, cooperatives, and municipalities that resell

energy to retail consumers.

In addition to setting rates for these retail customer classes, the Commission renews and
approves long-term financing for IOUs, the Indiana Municipal Power Agency (IMPA), and
Wabash Valley Power Association (WVPA). The Commission also reviews and approves the

construction of generation facilities for all of Indiana’s electric utilities.
- Investor-Owned Utilities -

Five major IOUs operate in Indiana in exclusive service territories with other portions of the
state similarly assigned to municipal utilities and REMCs.' IOUs are for-profit enterprises
funded by debt (bonds) and equity (stock). Indiana’s IOUs are vertically integrated, which means
they own facilities for the generation, transmission, and distribution of electricity. These utilities
account for more than 90% of the electric power sales of the state’s regulated electric utilities to

Indiana customers. Map 3 on page 16 shows the IOUs’ service territories.

Duke Energy Indiana, Inc. (DEI), a subsidiary of Duke Energy

D Uke Corporation, is headquartered in Charlotte, NC and based in Plainfield,

Energ% IN. The utility serves 781,000 customers in areas throughout central

and southern Indiana, not including the cities of Indianapolis and Evansville.

Indiana Michigan Power Company (I&M), a subsidiary of

American Electric Power Company, Inc. (AEP), is headquartered E INDIANA
pany, Inc. (AEF), Is headq MICHIGAN

in Columbus, OH and based in Ft. Wayne, IN. The utility serves POWER

458,000 customers in two, noncontiguous parts of northeast and A unit of American Electric Power

north central Indiana.

'IC § 8-1-2.3-3
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- = [ Indianapolis Power and Light Company (IPL), a subsidiary of the AES
compan, ]

lwAES
y

Northern Indiana Public Service Company (NIPSCO), a subsidiary of

NiSource Inc., is headquartered and based in Merrillville, IN. The N’PSC%

electric utility serves 457,000 electric customers in the northern part

Corporation, is headquartered in Arlington, VA and based in Indianapolis, IN.

The utility serves 468,000 customers in the greater Indianapolis area.

of Indiana.
Southern Indiana Gas & Electric Company (SIGECO), a
subsidiary of Vectren Corporation, is headquartered and
= VECTRE N based in Evansville, IN. The electric utility serves 146,000
customers in a small part of southwestern Indiana.
- Municipally-Owned Utilities -

State law allows municipal utilities to remove themselves or “opt out” of the Commission’s
jurisdiction.” Under certain circumstances, the Commission may review financing arrangements
for individual municipal electric utilities, but this typically occurs through rate cases. As of the
printing of this report, 12 of the 72 municipally-owned utilities operating in Indiana remained

under the Commission’s jurisdiction for rate regulation. For a complete list of the municipal

utilities under the Commission’s jurisdiction and those that have =
opted out, please see Appendix B. Of these 72 municipally- When a utility opts
owned electric utilities, 51 are members of IMPA, including 10 out of the IURC’s

jurisdiction, the agency
no longer oversees its
rates and charges or
rules and regulations.
Power Agency (IMPA) in 1980 to jointly finance and operate S .

of the 12 regulated by the Commission.

A group of municipalities created the Indiana Municipal

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. Map 1 shows the location of these utilities.

’IC § 8-1.5-3-9
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Map1

Statewide Map of Indiana Municipal Power Agency Members
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- Rural Electric Membership Cooperatives -

Rural Electric Membership Cooperatives (REMCs) are customer-owned utilities, all of
which are members of either Hoosier Energy Rural Electric Cooperative (Hoosier Energy),
located in the southern part of the state, or Wabash Valley Power Association (WVPA), located
in the northern part of the state.

Map 2
Map 2 shows the location of these
e Statewide Map of the Association of Rural Electric Cooperatives

member utilities.

Hoosier Energy and
WVPA are power generating
and transmission cooperatives

formed to supply power to the
REMCs. 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.

REMCs, like
municipalities, have the
ability to remove themselves
or “opt out” of the
Commission’s jurisdiction.’
As of the printing of this
report, only 4 of the 40
REMCs operating in Indiana

remained under the

3
IC§ 8‘1'13'_185 Source: Indiana Statewide Association of Rural Electric Cooperatives
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Commission’s jurisdiction for rate regulation. For a complete list of the REMCs under the

Commission’s jurisdiction and those that have opted out, please see Appendix C.

How Indiana Compares

Indiana’s average retail prices for
electricity have been and are presently
competitive both nationally and
regionally. Retail prices are the average
price for all rate classes, including
residential, commercial, and industrial

customers.

Indiana’s annual ranking for
average total customer retail rates from
2000 to 2009 ranged from 9" lowest in
2000 to 4™ lowest in 2002 to 15™
lowest in 2009. For 2010, Indiana’s
rates were 13™ lowest, as shown in
Chart 1. Neighboring states’ total
customer retail rates for 2010 rank as
follows, with the first being the lowest:
Kentucky 6™, Ohio 28", Illinois 36™,
and Michigan 33™,

The variability in ranking is the
result of many factors, including the
timing of rate cases both in and out of
state and fluctuations in the cost of
fuel. Chart 2 shows Indiana’s national
rankings over the past 20 years and
how they have fluctuated.

Chart1

2010 State Average Electricity Prices (cents/kWh)

0 5 10 15
Source: Energy Information Administration
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Chart 2

Indiana Total Retail Customer Rate National Ranking
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Historically, Indiana’s use of coal as a fuel source for electricity generation has contributed

to the state’s relatively low-cost electricity. However, the general trend of increased coal prices

observed since 2003 has reduced Indiana’s relative price
advantage. Some of the factors driving the cost increases
are as follows: escalating coal mine operating costs due
to declining mining productivity, increasingly difficult
permitting requirements, the proliferation of regulations
being conducted by the U.S. Environmental Protection
Agency, and international competition for domestic
supply. Therefore, the extensive use of coal in Indiana

has led to an increase in utility fuel costs, and

7 =

e >

Historically, Indiana’s use of
coal has contributed to its
relatively low-cost electricity;
however, costs have increased
in recent years due toa
number of factors. Coal-fired
generation accounts for 85%
of actual energy production
for Indiana consumers.

subsequently customer rates, in a manner that corresponds with the increase in the cost of coal.

Existing Generation Portfolio

Coal-fired generation accounts for 85% of actual energy production for Indiana consumers,

as shown in Chart 3. The second highest is nuclear generation at 8.5%. Although Indiana does
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not have a nuclear plant within the state, customers in the northeastern portion of Indiana are
served by I&M’s Cook Nuclear Generation Station located in Bridgman, Michigan. In order to
show a more accurate depiction of energy production within the state, the [IURC used the most
recent 2009 data from the U.S. Energy Information Administration (EIA). However, the nuclear

figure was recalculated based on available 2010 figures.

Chart3
Projected 2010 Energy Production for Indiana Consumers by Fuel Type
m Coal (108,312 GWH, 85%)
m Nuclear (10,749 GWH, 8.5%)
Natural Gas (5,650 GWH, 4.4%)
B Wind, Other Renew. (2,049 GWH,
1.6%)

N Hydro (503 GWH, 0.4%})

0il (157 GWH, 0.1%)

Source: Best available data

EIA data from 2009 has been used to support the assertion that 93% of Indiana’s electricity
comes from coal. This figure can be misleading due to the fact it does not consider out-of-state
generation sources. Therefore, nuclear power is not taken into account, despite it being the

second largest source of electric power.

Over a period of time, it is normal for power plants to only produce a percentage of what
they could produce if run at full capacity. This ratio of actual energy output to the potential
output over a period of time is referred to as a capacity factor. The capacity factors of power
plants vary depending on technology, resource, and purpose. Nationally, capacity factors are
typically more than 90% of the potential output for nuclear, 70-90% for large coal units, 20-40%
for wind, and 10-15% for solar photovoltaics. Capacity factors for gas combined cycle units vary
widely depending on a unit’s role in the grid system. Gas combustion turbines (peakers) are used
sparingly when demand is highest because of their relatively high cost of operation compared
with base load coal plants and typically have much lower capacity factors. The following map
shows the location, size, and fuel type of the large power plants providing electricity to Indiana

customers.
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Map 3

Statewide Map of Electric Generation Serving Indiana
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Gas
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765 kV linas (AEP)

Duke Energy Indiana

1 Gibson 3,340
2 Wabash River 1,165
3 Cayuga 1,062
4 Edwardsport 618
5 Gallagher 600
6 Noblesville 285
Hoosier Energy
7 Merom 1,090
8 Holland (IL) 314
9 Ratts 234

Ind. Municipal Power Agency

O Richmond 181
16 Georgetown 2&3 170
O Anderson 167
O other cities 144
Indiana Michigan Power
10 Rockport 2,600
11 Cook (M) 2,164
12 Tanners Creek 1,101
Indianapolis Power & Light
13 Petersburg 1,873
14 Harding Street 698
15 Eagle Valley 302
16 Georgetown 18&4 170
No. Indiana Public Service
17 Schahfer 1,944
18 Sugar Creek 606
19 Bailly 545
20 Michigan City 469
So. Indiana Gas & Electric
21 Warrick 742
22 Brown 531
23 Culley 415
Wabash Valley Power
8 Holland (IL) 314
Other Plants
24 Clifty Creek 1,304
25 Stateline 515
Logansport 54
Wind Farms
31 Fowler Ridge 686
32 Meadow Lake 501
33 Benton County 130
34 Hoosier 106
35 Spartan *
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Regional Transmission Organizations

Two regional transmission organizations (RTOs) operate in Indiana: Midwest Independent
Transmission System Operator, Inc. (MISO) and PIM 7~ ™

Interconnection, LLC (PJM). These organizations are There are two regional
transmission organizations

) . . .. operating in Indiana: the
(FERC). In addition to operating the regional transmission Midwest Independent System

regulated by the Federal Energy Regulatory Commission

facilities in a reliable and non-discriminatory manner, Operator and PIM
Interconnection, LLC. RTOs

dispatch all of the generating
generating facilities in their regions to ensure that the facilities in their regions to
ensure that the lowest-cost

_ combination of resources is

MISO and PJM direct the operation (in real time) of all

lowest-cost combination of generation resources is being

long-term transmission planning in conjunction with their g S

transmission-owner utilities, some of which are under the IURC’s jurisdiction.

Map 4
MISO (red) and PJM (blue) Reliability Coordination Area

Source: http://www.miso-pjm.com
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L. . . ! DEI, NIPSCO, IPL, SIGECO, Hoosier | AEP (including its Indiana subsidiary
Participating Indiana Utilities
Energy, WVPA, and IMPA 1&M), IMPA and WVPA
Transmission Lines 53,000 miles | 60,800 miles
Capacity 146,000 MW 176,400 MW

‘ Headquarters i Carmel, Indiana (815 employees) Valley Forge, Pennsylvania

Participation in RTOs provides a number of benefits for Indiana’s consumers.* In addition to
greater reliability, RTOs provide lower costs through more efficient regional planning than is
possible when individual utilities act 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 diversity of demand (e.g., Indiana might experience peak

demand due to hot weather while Montana has much more

7
RTO Benefits

moderate weather), allowing demand to be satisfied with

relatively lower-cost resources.

1) Improved reliability;

2) More efficient use of
resources; and over the entirety of the RTOs’ footprints — from the Rocky

Additionally, because the reliability risk is diversified

3) Substantial savings through Mountains to the Atlantic Ocean — reserve requirements are
greater diversity and higher

generator availability

. o

generation plant or a high-capacity transmission line. RTOs are able to maintain lower planning

reduced. A reserve margin is the amount of extra capacity

available to serve customer loads in the event of a system

contingency, such as the planned or unplanned outage of a

and operating reserve margins than Indiana’s utilities prior to RTO development.’

“The MISO states, “For 2010, the region realized net benefits of between $650 million and $875 million. These
benefits resulted from Midwest ISO’s improved grid reliability and increased generation efficiencies. During the
next 10 years, we anticipate that the region will realize between $6.1 billion and $8.1 billion in benefits on a net
present value basis.” https:/www.midwestiso.org/WhatWeDo/ValueProposition/Pages/ValueProposition.aspx
PJM has conducted a similar analysis of net benefits which shows annual net benefits to the region between $1.5
billion to $2.2 billion.

>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 ISO, for example, Indiana utilities have an 11.0% reserve requirement for 2011-12,
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While participation in RTOs provides benefits to Indiana’s end-use customers, it is
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 staff
dedicated to participating in the RTOs’ processes. Because of the important and pervasive impact
of the RTOs on Indiana’s utilities and their customers, the Commission’s involvement with the
FERC has also increased dramatically to ensure that Indiana’s utilities are providing safe,

reliable energy at reasonable prices.
Age Profile

Aging infrastructure is a concern across all utility sectors. For the electric industry, an aging
- generation fleet is particularly concerning due to the potential risk to system reliability and the
rising costs associated with the construction of new plants. Although generation plants are
designed to last decades, it is important for the utilities to monitor their condition, as the last

coal-fired generation unit constructed in Indiana was completed in 1989.

In recent years, Indiana’s utilities have generally purchased incremental electricity from other
sources rather than building their own power plants to maintain required power reserves.
Because it takes approximately three years to construct new gas-fired peaking generation, five to
ten years to construct new conventional coal-fired generation, and 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’s utilities.

Table 1

Age Profile of Generating Units Owned by Indiana Utilities
Separated by Coal-Based Units and Gas Generation Units

Number of Coal- MW of Generation Percent of Total
Based Units (Summer Rating) Coal-Based Generation
. Over50 21 1,711 | 11.3%
40-50 15 2937 19.3%
30-40 13 5904 38.9%
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2030 9 4633 30.5%

Total 58 15,185 100%

Years Gas Units MW of Generation Percent of Total
Old (Peaking) (Summer Rating) Gas Generation (Peaking)

Over 50 2 59 ‘ 0.1%
1 40-50 7 90 4.6%
3040 3 220 6.9%
2030 1 80 2.6%
10-20 36 2229 — 70.2%
0-10 5 493 15.6%
Total sa 3171 | 100%

Coal units commonly become candidates for retirement past the age of 40, with most retiring
by age 60. More than 30% of the total coal-fired generation is more than 40 years old, and about
70% of the total coal-fired generation is more than 30 years old. Natural gas-fired generation is
much newer; only 15% of that fleet is more than 20 years old. However, because gas-fired
combustion turbines generally have higher marginal operating costs than coal-fired units, they
typically only operate during periods of high peak demand. With regard to nuclear generation,
Cook Units 1 and 2 became operational in 1975 and 1978, respectively. Then in 2005, the
Nuclear Regulatory Commission re-licensed the units for commercial operation until 2034 for
Unit 1 and 2037 for Unit 2.

Legal and Policy Foundations

Because electricity cannot be effectively stored on a large scale, generation resources owned
by utilities must be economically dispatched such that generation output meets customer
demand. This means 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.
Consequently, Indiana’s utilities are responsible for short-term planning. They are also

responsible for long-term resource planning to meet customer demand at the lowest reasonable
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cost, while providing safe, adequate, and reliable service. In order to help the utilities meet their

charge, policies such as “Allowance for Funds Used During

. . . 7~ N
Construction” and “Construction Work in Progress” have
been enacted by the General Assembly. These policies CWIP and AFUDC p r O.V_'de
cost recovery for utilities
provide cost recovery for utilities building new generation. building new generation.
Depending how these
Allowance for Funds Used During Construction mechanisms are applied,
costs can vary for consumers.
Allowance for Funds Used During Construction % y

(AFUDC) is an accounting procedure that tracks the

estimated composite interest accrued from using borrowed and internal funds during a
construction project. AFUDC is charged until the plant is placed in service or otherwise allowed
recovery through an approved Construction Work in Progress (CWIP) tracker. Depending on the

construction project, the amount of AFUDC can be considerable.

Construction Work in Progress

Construction Work in Progress (CWIP) deals with the timing and cost recovery of capital
projects during the construction phase. It provides the funds to pay for capital costs during
construction and is funded by the ratepayers through a tracker, which is further discussed on
page 29. Often referred to as “pay as you go” financing, CWIP provides a utility with positive
cash flows. By allowing construction projects to be tracked periodically, the eventual cost Qf the

plant is less because the AFUDC stops, thereby saving

f ratepayers from paying for the recovery of these additional
Construction Work in

Progress is often referred to
as “pay-as-you-go” financing.

costs.

Utilities often cite that if CWIP were employed more

&
frequently, consumers would benefit over the long term

because the costs of construction would actually be put into rate base as they occur, rather than
being delayed until a utility’s next rate proceeding. By adding expenditures as they occur,
shareholders receive their rate of return sooner, which theoretically reduces the cost of the
project over the long term, because a utility would require less revenue to support the project on

a going forward basis. Additionally, the use of CWIP spreads the rate impact of a large
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construction project over several years so that ratepayers are not exposed to a single large rate

increase.

However, one of the concerns associated with CWIP is that ratepayers incur the costs of
construction that is not yet “used and useful.” This concept became a point of controversy in the
1970s because of the extraordinary costs and timelines involved in major nuclear construction
projects. Therefore, in the 1980s, the General Assembly enacted several statutes that permitted
the Commission to apply this special regulatory treatment to certain projects. These projects
include those deemed to be clean coal, as well as existing nuclear generation facilities that serve

Indiana, the latter of which was signed into law during the 2011 legislative session.

II. ELECTRICITY LANDSCAPE

Infrastructure

Large-Scale Projects and Capital Investment Recovery

Large investments in utility infrastructure over long periods expose the investor to risks on
two fronts. First, conditions may change during the construction period and call the “used and
useful” nature of the project into question. Second, construction financing is not ratepayer
sourced, because traditional utility ratemaking does not include the cost of infrastructure in
customer rates until construction is complete. However, 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 (i.e., CWIP).

The certificate of need process provides the Commission and interested parties with an
opportunity to evaluate the merits of a project before it is undertaken. If the Commission
approves the project, the utility is granted a Certificate of Public Convenience and Necessity
(CPCN). As such, the preapproved finding of need and prudency reduces risks for the utility,
which results in lower project financing costs, but shifts risks to ratepayers. The allowance of
cost recovery while construction costs are incurred is done in lieu of deferring them until

construction is complete and then paying both the amount borrowed and the related interest. This

$See, IC ch. 8-1-8.5; IC ch. 8-1-8.7; IC § 8-1-2-23
’See, IC ch. 8-1-8.8
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is 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.

To obtain a CPCN, utilities must provide supporting analysis demonstrating that the
proposed project is the lowest reasonable cost method of meeting customers’ needs. Therefore,
the CPCN application must be consistent with lowest reasonable cost resource plans, which
utilities are required to submit every two years. These are known as integrated resource plans
(IRPs), because they evaluate all supply and demand-side alternatives available to meet a
utility’s future electricity requirements. These IRPs are required to meet certain requirements

imposed by the Commission in the form of what is known as the IRP rule (170 IAC 4-7).

Many electricity industry changes have occurred since the IRP rule was issued in 1995. In
2010, the Commission issued an Order finding that the IRP rule should be updated and instructed
staff to commence a rulemaking proceeding. The new rule will be updated in accordance with
industry changes, incorporate input from Indiana stakeholders and outside experts, and reflect

Commission priorities, such as making the IRP development process transparent.

Edwardsport IGCC

In an Order issued on November 20, 2007, the Commission granted a CPCN and approved
the construction of Duke Energy’s Edwardsport Integrated Gasification Combined Cycle (IGCC)

generating facility, which will have a capacity of 618 MW 7 N
Once complete, the Edwardsport IGCC facility will be the first The Edwardsport 1GCC
commercial-scale clean coal plant of its kind built in the United facility will be the first

commercial-scale clean

. . .. coal plant of its kind built
approximately 220 acres adjacent to DEI's existing Edwardsport in the United States in the

States in the last 10 years. The facility is located on

Generating Station in Knox County and has an in-service date last 10 years and is the
first base load power plant

built in Indiana in more
$1.985 billion in its 2007 Order. However, the figure was than 20 years. J

0f 2012. The Commission initially approved a cost estimate of

revised by the company and approved by the Commission at

3The plant will also be able to run on natural gas, though doing so reduces available capacity by approximately 128
MW.
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$2.35 billion in January 2009.°

DEI has since filed a second request with the IURC (Cause No. 43114-IGCC 4-S1) to update
the estimated capital cost of the project and to set a “hard cap” for the project at $2.72 billion.'°
This case has since been expanded by the Commission to include two phases. Phase I will
address Commission review of the utility’s progress reports, the proposed cost estimate increase,
and the reasonableness of going forward with the project. Phase II, on the other hand, will
address allegations made by intervening parties of fraud, concealment, and/or gross
mismanagement associated with the project. Those public hearings are scheduled for October
2011.

Under traditional ratemaking, DEI
would have constructed the facility
and not been allowed recovery of the
costs from ratepayers until the plant
was determined to be “used and
useful.” However, by applying
Indiana’s clean coal technology

statutes to the facility, DEI proposed

and the Commission approved a

“pay-as-you- go” plan, whereby the Rendition of the IGCC facility under construction in Edwardsport, Indiana
financing costs of the plant are passed on to ratepayers on a periodic basis as part of an ongoing
review process during construction. This process is otherwise known as CWIP, as previously

discussed. As of the end of March 2011, the overall project was approximately 85% complete.

’Cause No. 43114-IGCC 1

1°DEI states it will not ask for recovery of costs above its proposed hard cap. However, the hard cap does not
include AFUDC, which DEI requests to recover in addition to the hard cap. DEI’s proposal agrees to certain other
concessions as well, and it estimates its proposal will increase average retail revenues by approximately 16.3% (at
its highest point), when compared to retail revenues billed in 2009.
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The IGCC facility will utilize state-of-the-art technology and a gasification process that is
designed to convert locally-sourced coal into a combustible gas called synthetic 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
traditional 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. However, before carbon can be stored or sequestered, 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. DEI has a pending proposal in Map 5
Cause No. 43653 to spend $42 million on the first

Indiana Wind Farms

phase of a study to further evaluate

. . N :
carbon sequestration through site Hammond
assessment and characterization. Spartan

Benton
Wind County |

Indiana has become one of the

fastest growing states for the
development of wind farms, which are
currently located in Benton, Newton and

White counties. Several other wind

farms are in the planning stages. The

most recently announced wind farm was

proposed for Madison, Grant, Howard

and Tipton counties. This proposed

project (Wildcat-1) stems from I&M

adding another 100 MW of wind power %)
to its generation portfolio as part of a 20-
year power purchase agreement reached GD 7 ,

with E.ON Climate and Renewables.

= Toll Roads
{3 us Highways
. interstate Highways

L ] )
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Despite having a capacity factor of 20-40%, far less of wind’s capacity can be relied upon at
times of peak demand due to the variability of its output. Unlike conventional power resources,
wind power is intermittent, because its output is weather-driven. Therefore, to plan for the
summer 2011 load, Indiana utilities and the Midwest [SO assumed a 12% capacity credit, shown

in Table 2, for wind energy resources available during periods of peak demand."!

Using the credit, a 100 MW wind farm would typically have an expected output of 12 MW
(12% of its nominal capacity) during the summer peak periods. Consequently, the limited ability
of wind to reliably meet power needs at times of highest need puts it at a disadvantage when
compared to conventional generation technologies. However, there are means of compensating

for the intermittent nature of wind.

Table 2

Specifications of Indiana Wind Farms

Wind Proiects Count Nameplate Estimated Availability | Completion
) ¥ Capacity (MW) at Peak (MW)* Date

Benton County Wind Farm Benton 130.5 15.7 2008
Fowler Ridge Wind Farm | i Benton 301.3 36.2 2009
Fowler Ridge Wind Farm II-A Benton 199.5 ‘ 23.9 2009

' Fowler Ridge Wind Farm [I-B | Benton 150.0 0 N/A**
Fowler Ridge Wind Farm lll Benton 99.0 11.9 2009
Hoosier Wind Farm % Benton 106.0 | 12.7 2009 I
Meadow Lake Wind Farm | | White 199.7 24.0 2009 ‘
Meadow Lake Wind Farm Il , White 99.0 11.9 2010 ;l
Meadow Lake Wind Farm Il White 103.5 : 12.4 2010
Meadow Lake Wind Farm IV White 98.7 ‘ 11.8 2010 i

- Meadow Lake Wind Farm v White 100.8 0 N/A**

| Spartan Wind Farm } Newton ; - 101.0 0 N/A**

| TOTAL 16890 160.5 ]

*Assumes 12% of nameplate capacity {Midwest 1SO wind capacity credit) will be available during summer peak.

**The wind farm has not reported a completion date to the Commission.

""This is an increase from the 8% Midwest ISO wind capacity credit for the summer of 2010.
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When wind output drops, natural gas units (because they can start up so quickly), are
dispatched to fill the void. To better predict these drops, the MISO recently created a centralized
wind forecasting system, which has helped it better predict N

available wind resources on an hour-to-hour basis. .
The MISO’s increased use of

Forecasting accuracy is improving significantly and will wind forecasting has enabled

dependency on wind during
peak times to increase from 8%
to 12% in recent years.

increased use of wind forecasting has enabled dependency % &

allow grid operators to more efficiently integrate wind

projects onto the grid. Consequently, the MISO’s

on wind during peak times to increase from 8% to 12% in recent years.

The development of emerging storage technologies, such as batteries that store energy from
wind generation for later use, could help alleviate the intermittency problem in the future and
shift wind energy dispatch from nighttime to more valuable daytime hours.'” The potential
growth in electric vehicles could also help to serve as a battery storage system for wind, as

consumers are more likely to charge their cars at night.

While wind output cannot be dispatched to match increases in demand, it can be dispatched
downward very quickly." This function is valuable during times of grid congestion and during
minimum demand. The MISO announced in June of 2011 that wind can be designated a
“dispatchable intermittent resource” and can, therefore, fully participate in its real-time energy
market. This is expected to enhance the MISO’s ability to efficiently integrate intermittent

resources into its system.

Biomass

Biomass generally consists of: 1) woody residues from forest management activities and the
pulp and paper industry; 2) municipal solid waste such as waste paper, cardboard, wood waste
and yard cuttings; and 3) agriculture crop residues and animal waste. The decomposition of

biomass is what produces fuels, such as landfill gas and coal bed methane.

2Wind resources in Indiana are greatest in the evening, which is when demand is lowest and energy is of least
value.
PDispatchability is the ability of a power plant to alter its output quickly to a desired level.
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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. The
current total operating generation capacity from Indiana’s landfills is 44 MW.'* As of the
summer of 2011, the IURC had received three new petitions for a CPCN in the past year, one of

which involved landfill gas.

Hoosier Energy’s petition for a CPCN, which was filed on January 14, 2011, is still under
consideration by the Commission. The utility’s petition is for authority to construct up to 40 MW
of landfill gas generation capacity. The other two projects involve generating electricity from
wood biomass. Two companies, Liberty Green Renewables and Bioenergy Power, petitioned the
Commission to obtain CPCNss for the sale of electricity generated from biomass in the wholesale
power market. Liberty Green’s case for a plant in Scott County was dismissed on June 16,
2011," and Bioenergy Power received approval for its 26 MW plant in Clay County on October
20, 2010.'°

Nuclear

1&M utilizes the Cook Nuclear Generation Station located in Bridgman, Michigan to serve
its customers with approximately 65% of the Cook plant costs and power generated being
allocated to Indiana retail customers. This facility has two pressurized water reactors: Unit 1,
which has a nameplate generation of 1,048 MW and Unit 2, which has a nameplate generation of
1,107 MW. 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. To extend the life of these units, I&M will need to
implement a systematic replacement of many parts of the plant, some of which are no longer
commercially available, that may not otherwise safely last until the end of the extended period

(new life cycle).

This Life Cycle Management Project is part of an overall AEP plan to replace older and less

efficient coal generation that would be too costly to upgrade to comply with the various

“JURC Data
Bpetition of Liberty Green Renewable Indiana, LLC, (IURC, Cause No. 43851)
"®petition of Bioenergy Power, LLC, (IURC, Cause No. 43882)
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anticipated pollution mandates with more cost-effective, less environmentally-challenged units.

Projected costs to extend the life cycle of the Cook plant range from $1.5 billion to $2 billion.

In the aftermath of the recent damage to the Fukushima Daiichi Nuclear Station in Japan, the
U.S. Nuclear Regulatory Commission began testing U.S. nuclear facilities to assess their ability
to respond to extraordinary events similar to those experienced at the Japanese plant. The Cook
plant’s inspection was completed on April 29, 2011 by the Nuclear Regulatory Commission,
which found no major deficiencies in the plant’s ability to respond to extraordinary disaster

events.
Pricing and Economics

Adjustable Rate Mechanisms (Trackers)

Indiana’s regulatory statutes include adjustable rate mechanisms (trackers) for certain
expenses and capital investments. Tracking mechanisms provide for timelier recovery of
specifically-defined costs when compared to recovery as the result of a rate case. An expense

tracker allows retail rates to be adjusted outside the context of a base rate case to reflect changes

4 N

Indiana’s regulatory statutes
include adjustable rate
variable, and materially significant is the intended goal of mechanisms (trackers) as an
integral part of regulation.
Expenses that are

in operating expenses but does not include a return on
such expenses. Recovery of expenses that are

characterized as largely outside the utility’s control,

such trackers. Examples of expense trackers include fuel

adjustment and RTO charges. characterized as largely
outside the utility’s control,
By comparison, a capital investment tracker allows a variable, and materially

significant are the intended

goals of such trackers.
capital costs in its rate base and to reflect the associated Y y

utility to reflect certain clean coal and energy generation

return on such investment in retail rates outside 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 most commonly been utilized by utilities to support major investments in
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upgrading coal generation plants to comply with increasingly stringent environmental

regulations.

Chart 4 shows a breakdown of how base rates, expense adjustments, and capital adjustments
contribute to a residential customer’s bill for each of Indiana’s electric IOUs. The relative
weighting of these elements varies in part due to the magnitude of a company’s construction

program and how much time has elapsed since its last base rate case.

Chart 4

Residential Bill Components for the Investor-Owned Utilities
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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
MISO/PJM management expenses. Direct pass-through of expense or revenue reflects 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 also reduces volatility in

the utility’s earnings and may enhance the utility’s credit rating.
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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, before these

costs are passed along to customers, the Office of Utility
Consumer Counselor (OUCC) reviews the underlying
support for rate adjustments and provides evidence on that
review in those summary proceedings. Yet, as the number
of items, dollar values, and utility decision points have
increased, there has been a limited increase in oversight
resources or time allowed to review and process the matters
at hand.'” Consequently, this can present a challenge for

effective regulation.

Modernization and Efficiency

Even though the majority of Indiana’s electric needs are
met through coal-fired generation owned by the utilities,
energy efficiency and demand response programs are also
being developed to enhance the value of Indiana’s energy

services.'®

Net Metering

Net metering is a service offering that allows
participants to supplement their electric usage and cut costs
by installing renewable energy facilities such as wind
turbines or solar panels, while relying on the electric utility
as a back-up provider. If the amount of electricity the
customer receives from the utility is greater than the amount

delivered to the utility, the difference is charged to the

7

Net Metering
Rulemaking

The net metering rulemaking,
initiated by the IURC in June
2010, went into effect in July
2011,

Significant changes stemming
from the rulemaking include:

1) A 9,900% increase in the
maximum size of an eligible
facility from 10 kW to 1 MW;

2) Expanded eligibility to all
customer classes (industrial,
commercial, and residential)
from just K-12 schools and
residential customers; and

3) A 900% increase in the
aggregate sales level under
each utility’s net metering tariff
from 0.1% to 1% of annual kWh
sales.

To accomplish these changes,
the IURC traveled to public
meetings in Indianapolis,
Ellettsville, and South Bend. The
agency also held numerous
meetings with stakeholders to
solicit feedback from around
the state.

N &

YFor 2009, the Indiana electric IOUs reported $1.69 billion of jurisdictional fuel costs. The FAC cost recovery

mechanism provided for the collection of $698 million of these costs.

"®Energy 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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customer. If the amount the customer received from the utility is less than the amount delivered

to the utility, the customer receives a credit on the next bill for the difference.

Last year, the Commission solicited input from various parties to better understand the
interest in net metering. Several public hearings were conducted across the state to gather
feedback on whether to adopt new net metering rules or modify the Commission’s existing rules,
codified at 170 IAC 4-4.2. With the help of stakeholders, the Commission drafted an amended
rule that will significantly increase both customer participation and net metering capacity. By
expanding the availability of net metering and the size of the eligible facilities, the Commission
believes it will stimulate growth within the industry and make it a more attractive option for
those who wish to utilize renewable energy in their own backyards. The rule was approved

during the summer of 2011.

Feed-in Tariffs

Some new electric technologies may require subsidies to financially compete with traditional
generation resources such as coal or gas. Therefore, many utilities, with the support of their
regulators, are seeking to encourage the development of renewable technologies such as solar,
wind, or biomass by offering to buy renewable power, which is generated by customer-owned

facilities at prices that make the projects economically viable.

Unlike a traditional utility tariff, which specifies the price at which a ratepayer may purchase
energy, a feed-in tariff specifies the price at which a utility will purchase energy generated from
qualified, customer-owned facilities. Feed-in rates differentiate between technologies and unit
size so as to not encourage one renewable technology to the detriment of another. The cost of the
energy purchased under a feed-in tariff is recovered from the utility’s ratepayers in a manner
similar to that by which fuel expenses are recovered. An appropriate purchase price for feed-in
technologies will balance the desired supply of renewable energy against the fuel cost increase to

customers.

IPL is currently offering a feed-in tariff that limits total renewable energy purchases from its
customers to 1% of the utility’s annual sales. Although residential customers of IPL paid less
than 8¢/kWh in 2010, this experimental tariff permits an owner of a 50 kW wind turbine or solar
array to sell energy to IPL for 14¢/kWh and 24¢/kWh, respectively. The Commission has
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authorized IPL to enter into contracts of up to 10 years with eligible customers and will review
the continued need for the feed-in tariff in 2013. However, IPL has since petitioned the
Commission to suspend its feed-in tariff due to unexpected interest from out-of-state developers.
Further, IPL did not envision that companies in the renewable energy industry might become a

customer for the sole purpose of selling energy back to the utility.

NIPSCO also proposed an experimental feed-in tariff that will pay up to 17¢ and 30¢ per
kWh of wind and solar power, respectively, for facilities with capacities less than or equal to 100
kW. The company has agreed to purchase electricity, generated by small facilities powered by
renewable energy sources, for up to 15 years from eligible customers. On July 14, 2011, the
TURC approved the settlement agreement for NIPSCO’s pilot program.'® The pilot program is set

to expire on December 31, 2013.

Plug-in Electric Vehicle Development

Widespread deployment of plug-in electric vehicles®® (PEVs) can offer significant energy
security, environmental, and economic benefits. PEVs pose both potential benefits and
challenges to the grid, utilities, and ultimately ratepayers, which will become clearer as
nationwide and statewide pilot programs advance. The Commission will continue to examine
these issues and serve as a supportive technical resource for ¢ A

parties interested in the regulatory environment as it relates to | IPL’s time-of-use rate is the

PEVs. first to be approved in

Indiana for the purpose of
electric vehicles.

Earlier this year, the Commission authorized IPL to

implement a new time-of-use rate for customers who wish to S =
charge their PEVs at home. The summer weekday peak rate is five times that of the overnight
rate to encourage off-peak charging. IPL will provide the first 150 customers with free home

charging equipment to encourage participation.

The Commission also authorized IPL to install public PEV charging stations within the

company’s service area and to assess customers a $2.50 fee per unlimited charge. IPL will lease

¥ Cause No. 43922
0 A plug-in electric vehicle refers to plug-in hybrid electric vehicle, as well as a fully-electric vehicle.
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space from businesses such as hotels and parking lot operators. NIPSCO also proposed a
program earlier this year to promote alternative fuel vehicles. The Commission expects to issue

an Order on this petition in late 2011.

Although not necessarily specific to Indiana, Duke Energy will be purchasing PEVs for its
own fleet of vehicles and has made a commitment that by 2020 all new vehicle purchases will be
PEVs. According to Duke Energy, “this represents a $600 million investment and has the
potential to reduce greenhouse gas emissions by more than 125,000 metric tons over the next 10

years.”21

Annual Electric Savings Goal

(% of weather-normalized average
electric sales for prior three years)

Demand-Side Management Programs

Underscoring the urgency to become more energy vear Percentage
efficient in Indiana, the Commission’s 2009 Phase II 2010 0.3% |
Demand-Side Management (DSM) Order instructed 2011 0.5%

T . 2012 0.7%
Indiana’s jurisdictional electric utilities to move forward 2013 0.9%
with a set of Statewide Core Conservation Programs in 2014 1.1%

e t. e territorics. Per the Commission’ 2015 1.3%
eir respective service territories. Per the Commission’s 2016 1.5%
Order, the utilities must achieve an annual energy savings 2017 1.7%
. o . . 2018 1.9%

Q !
goal of 2.0% within ten years, with interim savings goals, 2019 2 0% |
“annual stepped savings targets,” for years one
through nine.

Chart 5
Although the cost of DSM programs will be Total MWh Savings Anticipated by 2013

. . . . Indiana Utilities' Three-Year DSM Plans
included in customer retail rates, the impact to nd i

rates is anticipated to be less than it would be 1,600,000
1,400,000
without DSM efforts. This is because DSM 1,200,000
i i S 1,000,000

slows the growth in energy consumption and 3 LU0,
: , 2 300,000
peak demand, thus postponing or reducing the 600,000
need to build new and expensive generation » 400,000

200,000
0

NIPSCO SIGECO DUKE I1&M IPL

?! http://www.duke-energy.com/plugin/

IURC | 34



facilities to meet future demand in providing reliable electric service.

The Core Programs are offered to all customer classes (residential, commercial, and

industrial) and are intended to address what was determined to be nonexistent or inconsistent

Demand-Side
Management
(DSM) Programs

As recognized in Governor
Daniels’ Homegrown Energy
Plan, Indiana must become a
self-sufficient leader with respect
to its energy needs, and such an
effort is not limited to building
new generation.

Therefore, the IURC initiated an
investigation and found that
Indiana was a strong candidate
for DSM programs.

The IURC also identified the
following benefits:

1) If implemented statewide, the
DSM programs would create
efficiencies and lessen the cost of
the programs over the long

term;

2) With effective DSM programs,
the impact to rates is anticipated
to be less than it would be
without DSM efforts; and

3) Increased utilization of DSM
can mitigate environmental
issues and lessen the costs

regulatory requirements
regarding energy generation.

™

associated with new or increased |

N .

conservation programs between Indiana’s electric utilities.
The Core Programs include: a home energy audit program,
low-income weatherization program, residential lighting
program, energy efficiency schools program, and a

commercial and industrial program.

In July of 2010, utilities submitted for approval their
three-year DSM plans that proposed Core and Core Plus
Programs. Core Plus Programs are additional energy savings
programs beyond Core Programs that are intended to better
position the utilities to achieve Commission-mandated
savings targets. Core Plus Programs are a direct intervention
or behavior modifying program designed to help residential
customers understand their individual energy usage and/or
their usage as it compares to their neighbors’ usage. By
understanding individual energy usage in the home, the
consumer is more likely to modify their energy consumption
behavior. It is expected that the Core and Core Plus
Programs will both be needed to meet the mandated energy

savings goals.

The DSM plans also included the budgets necessary to
meet the statewide savings targets and the projected MWh
progress in reaching them. Total MWh savings anticipated
by 2013 are presented in Chart 5. Although each utility is
mandated to have the same percent reduction, Duke shows

more MWh reduction because of its larger customer base.
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In order to implement the programs, the Demand-Side Management Coordination Committee
and the utilities undertook the significant task of evaluating and selecting a third-party
administrator (TPA) and an evaluation, measurement, and verification administrator (EM&V
Administrator). The TPA is responsible for administering the Core Programs; whereas, the
EM&V Administrator is responsible for the evaluation of the Core Programs. On July 27, 2011,
the [URC approved the recommended administrators — GoodCents, as the TPA and TecMarket
Works, as the EM&V Administrator. It is anticipated that implementation of the statewide Core
Programs will begin at the start of 2012.

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. Department of Energy defines
demand response, in part, 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.”

Traditionally, Indiana utilities have relied upon interruptible load contracts with large
industrial customers to reduce the need for utility-owned generation capacity. In other words, if
the customer agrees to reduce its demand during peak use times, it will get a better overall rate.

This arrangement is often called demand response.

Increased use has also been made of appliance demand response programs, with emphasis on
the control of air conditioners during times of peak load. =

Indiana utilities have 1,010 MW of interruptible load and Indiana utilities have 1,010
103 MW of air conditioner load control. Demand MW of interruptible load and
103 MW of air conditioner load

response programs emphasize the relationship between )
control. Having these contracts

customer consumption patterns during peak periods in allows them to manage load
response to high wholesale market prices or when system on peak demand days.
reliability is at risk. Indiana is among many states S <

working to increase cost-effective customer participation in demand response programs.

On July 28, 2010, the Commission issued an Order in its investigation, Cause No. 43566,
relating to participation by customers in demand response programs offered by the PJM and the

MISO. In the Order, the Commission expressed support for efforts to increase demand response

IURC | 36



at the wholesale level and stated that RTO demand response programs must work in tandem
with, and not in contravention of, Indiana’s utility regulatory framework. The benefits of RTO
demand response are best captured by permitting retail customers of Indiana utilities to
participate in RTO demand response programs through the local utility. The Commission also
encouraged utilities to consider the use of aggregators (or third-party service providers) to serve
as agents between the utility and the customer for the provision of demand response. In March
and April 2011, the Commission approved the initial tariff proposals submitted by the five IOUs

permitting customer participation in RTO demand response programs through the utility.
Indiana Electricity Outlook

The State Utility Forecasting Group (SUFQG) at Purdue University has been tasked with
identifying and forecasting Indiana’s resource needs. According to the SUFG’s 2011 forecast,?
the state will need approximately 2,600 MW of additional resources (all types of generating
capacity, demand response, efficiency, and transmission to import power) by 2020 to meet

expected load growth and maintain a 15.8% reserve margin.”

The forecast also projects that electricity usage will grow at f N
an annual rate of 1.30% over the 20-year forecast and that According to the SUFG’s
_ e 2011 forecast, Indiana will
peak demand will grow at an annual rate of 1.28%.”" This need approximately
means that utilities must start considering how to meet this 2,600 MW of additional
resources by 2020

demand in the short term.
to meet expected load

growth and maintain a
15.8% reserve margin.

o o

While the current recession may temporarily slow the

growth of energy and demand, the expectation is that the

forecasted growth rates will resume over the forecast horizon.
These projections provide a reasonable basis for estimating future electricity prices for planning
purposes, but they do not ensure resource plans obtained at least cost. These projections also do

not yet address the effects of potential U.S. EPA environmental regulations, which are expected

2 hitp://www.purdue.edu/discoverypark/energy/pdfs/SUFG/2009SUF Gforecast.pdf

PSUFG used individual utility reserve margins that reflect the planning reserve requirements of the utility’s RTO to
determine the reserve requirements in the forecast. ’

2% The maximum level of electric demand in a specified period
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to require additional environmental controls on some pulverized coal fueled generating stations

and the retirement of some others, thereby requiring retrofitting and replacements.

U.S. EPA Rules and Rulemakings

Decisions made at the federal level have the potential to considerably impact the state of
Indiana. In fact, one recently finalized and three currently proposed U.S. EPA rules are expected

to impose significant burdens on the Indiana power sector. These rules include:

1. The Cross-State Air Pollution Rule (CSAPR or Transport Rule) that implements

controls for nitrogen oxides and sulfur dioxide;
. 3

Over the next few years, the
Achievable Control Technology Rule (Utility MACT) § U.S. EPA is expected to issue
at least six rules directly
affecting the electric power
sector, which will have a
significant fiscal impact on

(CWIS), potentially requiring cooling towers to be the state of Indiana.

2. The electric generating utility Maximum

for mercury and other air toxics;

3. A new rule for cooling water intake structures

installed at certain facilities; and % o

4. A proposal for the U.S. EPA to regulate coal combustion residuals (CCR), including

coal ash, initiated as a result of the 2008 ash pond failure in Tennessee.

Stricter ambient air quality standards for ozone and particulate matter, which are implemented at
the state level, could also result in tighter limits under CSAPR and through compliance

enforcement. However, the U.S. EPA has delayed this action until 2013.

Yet to be proposed are New Source Performance Standards (NSPS) for greenhouse gases
(GHG), which would allow the U.S. EPA to establish emission limits for new and significantly
modified facilities and establish emissions guidelines to be implemented by states for existing
sources. Cost impacts will depend primarily on the stringency, flexibility, and timing of the
standards. In the long term, performance standards are a higher-cost emissions control policy
than cap-and-trade, because utilities have less flexibility to pursue least-cost emissions reduction
strategies. However, in the near-term, compliance costs may be comparable. As of January

2011, the U.S. EPA granted state permitting agencies the authority to develop GHG performance
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standards for new or modified stationary sources and provided guidance for setting standards.
As of summer 2011, the Indiana Department of Environmental Management (IDEM) has two
such permitting cases. Because they are in the draft stage, it is not yet clear what substantive

form such standards might take.

The suite of U.S. EPA rules is slated to be finalized by mid-2012. In recent decades, it has
been common for the power industry to face one or two pending regulations at the same time.
Conversely, over the next few years, the U.S. EPA is expected to issue at least six rules directly
affecting the electric power sector, as shown in Table 2. As opposed to a staggered timing of
rules, this will reduce regulatory uncertainty, enabling utilities to plan power resources and
environmental compliance strategies more cost-effectively in the long term. However, the
condensed and close timing of compliance schedules will exacerbate retrofit costs and present
reliability challenges over the next few years. Extending the duration and increasing the

flexibility of compliance schedules would lessen such impacts.

Table 3

Status, Compliance Date, and Key Issues of Recent U.S. EPA Rules Affecting Power Sector

Rulemaking Compliance .
Key Issues and Implications
Status Date {expected)
csapR Final issued July 2011 complance syategies
‘ Different P g
1 Proposal expected in requirements for Presents compliance timeline
' summer 2011 2012 and 2014 priance i
CSAPRII . challenges considering combined
Final expected summer 2012 .
impact of other rules
3 : Currently proposed 2014; 2015 if state Proposal is relat.lvely fI.eX|b.Ie, _
Utility MACT | rants extension however compliance timeline is
i Final expected 11/2011 g challenging
| - PM proposal expected fall of -
3 . . ' 2011 . Potentially tighter limits under
| A ! : :
: lS\tr::::::f:ls ol : TBD ! CSAPR and in state implementation
; ' Ozone proposal delayed for I plan administered by IDEM
| fourth time in 7/2011 !
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t Uniform performance standards for |
new and modified sources may 1‘
; require efficiency upgrades at f
TBD - plants

Proposal expected Sept. 30,

GHG NSPS 2011

State issues standards for existing
sources with U.S. EPA guidance

; Final expected 5/2012

!

Whether site-specific cost-benefit
Currently proposed analysis is used in place of uniform
cwis | 2015 Y P

Do | standards greatly affects
Final expected 7/2012 applicability and costs

Currently proposed ; |
. No sooner than | Whether waste is deemed

No signal on final, possibly | 2014 hazardous greatly affects costs

late 2011 or early 2012 | :

CCR

Quantitative assessments of the cost impact on utilities and the effects on electricity prices
will remain very speculative until the rules are finalized. However, Indiana and the industrial
Midwest are at risk to bear a larger burden than other states and regions. The bulk of this impact
will fall on coal units, as utilities will be forced to either undertake capital-intensive retrofits or
retire certain units within a short timeframe. Consequently, Indiana may have numerous coal-
fired units that are “at-risk” of retirement; older, smaller coal plants with fewer environmental
controls are most likely to be forced to retire prematurely. The decision to retire them will

depend on replacement costs, which are largely determined by natural gas prices.

Resource Planning

Over the next 15 years, state electricity demand is forecasted to steadily increase while many
aging coal-fired units will be approaching retirement or premature shutdown. This era is
expected to have far greater build-out of new generation than the past two decades. At the same
time, lifetime cost assessments of new generation units are expected to be increasingly difficult
to estimate in large part due to federal regulatory uncertainty and upward pressure on the prices
of inputs, such as materials, construction and fuel costs. Thus, the Indiana power sector is
entering a period of unprecedented planning difficultly at a time when resource planning is

increasingly necessary, especially over the next few years.

By around 2015, Indiana will need to retrofit or retire an unprecedented wave of coal-fired
power capacity and replace it with a combination of new resources due to a suite of likely

environmental regulations and a large cohort of old coal units that lack sufficient controls. This
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will require utilities to make cascading, sequential capital-intensive decisions inside a short
window and could result in significant electric rate increases. The primary replacement fuel,
based on current information, is expected to be natural gas due to the low price of the fuel, with
wind and demand side management also expected to play a key role. Nuclear, IGCC, additional
efficiency, and other alternative resources could also play a role in meeting Indiana’s resource

requirements.

Regulatory Development

Regulatory Changes Stemming from SEA 251

Senate Enrolled Act 251 (P.L. 150-2011) provides guidance to the Commission on three

major issues in the electricity sector that have received significant attention in recent years:

1. Regulatory treatment for a growing number of federally-mandated costs;
2. Regulatory treatment for nuclear projects; and

3. Implementation of a Voluntary Clean Energy Portfolio Standard.

As the federal government hands down mandates, utilities across the nation, including those
in Indiana, will be required to invest in their systems in order to become compliant with new
environmental standards. In order to ensure timely recovery of the costs associated with these

projects, the law addresses how the Commission is to handle them from a regulatory standpoint.

In order to recover the costs associated with a federal mandate, the utility must identify the
mandate and develop a plan for compliance. The utility must then file an application with the
Commission for a CPCN. If the Commission determines that the public convenience and
necessity is served by the proposed project, it is to grant approval. Once approved, the
Commission is required to grant a tracker mechanism for cost recovery; however, only 80% of
the costs are eligible for tracking. The remaining 20% are deferred and recoverable only within

the utility’s next base rate case.
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As for the regulatory treatment of nuclear projects, the law states that: “it is in the public
interest for the state to encourage the study, analysis, development, and life cycle management of
nuclear energy production or generating facilities . . .” This provides existing nuclear generation
facilities the ability to recover costs associated with life cycle management to enhance the safe
and reliable operation of the facility throughout the period the facility is licensed to operate by
the United States Nuclear Regulatory Commission. Further, the law allows all costs attributable
to life cycle management to be treated the same as a qualifying clean coal facility from a

regulatory standpoint. This includes CWIP treatment through a tracking mechanism.

Lastly, the law requires the Commission to proceed with an emergency rulemaking regarding

the state’s Voluntary Clean Energy Portfolio Standard 7~ =
Program. The program is designed to encourage a
o = State Renewable

participating utility to reach a clean energy target of Portfolio Standards

10% of the total electricity supplied to Indiana retail

electric customers from the 2010 base year to According to the Database of State
o Incentives for Renewables & Efficiency,

December 31, 2025. There are also interim targets to 29 states, plus DC and PR have an RPS;

be met and maintained by January 1, 2013 of 4% and whereas, 8 states have goals.

January 1, 2019 of 7%. The Commission held S =
workshops during the summer and met with interested stakeholders so that a draft rule could be

written. Workshops are also scheduled for the fall.

Because the statute requires a rule to be effective by January 1, 2012, the workshop schedule
has been expedited. This means that the IURC has been working with interested parties so that a
draft rule can be written and circulated for comment by the end of September. To meet the
deadline, the IURC will finalize the draft rule by the end of 2011 and adopt it as an emergency
rule, as allowed by IC § 8-1-37-10(d). The IURC will then use this emergency rule as the

proposed rule to begin the regular rulemaking process.
Tree-Trimming Practices

Vegetation management plans and practices play a key role in helping to reduce the number

of service interruptions to Indiana consumers. At the same time, ratepayers have basic rights that
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need to be protected. In November 2010, the Commission concluded its investigation into tree
trimming practices and tariffs for jurisdictional electric utilities and found that Hoosiers would
benefit from having consistency with regard to the rules and regulations surrounding

tree-trimming practices and procedures.

For example, the Order requires utilities to provide advance notice to customers when
trimming is about to occur and allows customers to be present during that time. When contacting
customers, the utilities must now provide notice in person or over the phone and provide at least

one form of written notice to the customer. The initial notice should be no later than two weeks

7 =
Changes due to the
Tree-Trimming Order

before the trimming is estimated to occur. In doing so,
customers and utilities will have more time to discuss

and resolve concerns.

Utilities are now prohibited from Additionally, utilities are prohibited from “topping”

“topping” trees or removing more trees or removing more than 25% of a tree’s canopy
than 25% of a tree’s canopy without

the property owner’s consent. When without the property owner’s consent. Utilities are also

contacting customers, the utilities prohibited from trimming outside an easement or right-
must now provide notice in person or ) ] o
over the phone and provide at least of-way without the customer’s consent. This decision

one form of written notice to the
customer. Further, once normal
maintenance trimming is complete, course of the proceeding. If the property owner does
the Commission finds that it is
reasonable for the utility to have the
debris promptly removed within three such alternative is a tree replacement program set up by

lendar days. ey
§:7 endaraays Y. the Order that allows utilities to compensate for tree

stems from consumer complaints raised during the

not consent, the utility must offer alternatives. One

removal. Once normal maintenance trimming is
complete, the Commission finds that it is also reasonable for the utility to have the debris

promptly removed within three calendar days.

In its Order, the Commission identified areas where a rulemaking would benefit the
relationship between Indiana’s electric utilities and its customers. Therefore, it ordered that the
following issues be addressed through the rulemaking process: dispute resolution, notice
requirements, customer education, and tree replacement. The Commission has since held three

technical conferences (in December 2010, February 2011, and August 2011) to receive proposed
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language and has drafted a rule based on the proposed language from consumer groups, the

public, and the utilities. A final rule is expected by the end of the year.
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III. ELECTRICITY APPENDICES

Appendix A — Jurisdictional Electric Utility Revenues

m Utlllty Name Operatlng Revenues* % of Total Revenue

Duke Energy Indiana, Inc o ~2,517,375,579 29 98%
_ '"d'a"a Michigan Power Co. ] A.g.'.‘l,‘s_?!/s,/q,ﬁ!z?q_,.,.z e 2570%

»Northern Indiana Public Serv|ce Co

1,387,408,342

16.53% |

(4 Indlanapolls Power & Light Co. o 1,144,797,510 13.64%
_§ S_o Indiana Gas & Electric Co. d/b/a Vectren ) 608,185,246 . M_4_~_7 24% |
6| Richmond Municipal R 84923471 1.01%
'7 | NortheasternREMC 83,167,789 | 0.99%
.8 AndersonMunicipal Lo 71140240 0.85%
9 HarrisonCountyREMC 51402350 0.61%
|10 | Mishawaka Municipal L 50,366,417 ! 0.60%
11 : Jackson County REMC ’ 49,459,7364__»_‘5, 0.59%
12 Loganspor_'g_MumcupgkIv_ - 35,388,274 0.42%
.13 | Crawfordsville Municipal j ) 29,712,§“Q6W_‘;1_’ 0.35%
{14 Frankfort Municipal L 25643346 0.31%
15 E _i_Auburn Municipal 25,583,972 ‘ 0.30%
' 16 Peru Municipal ~ 22,596,315 0.27%
(17 | Lebanon Mumapal - j{_ﬁ_ 15,388,191 0.20%
|18 | Marshall County REMC 12,819,327 0.15%
19 Tipton Municipal - 9,387,426 | 0.11%
20 Columbla City IVIun|C|paI 9,368,756 0.11%
’ 21 ; Knlghtstown Municipal e 2,231,076 0.03%
122 3 Kingsford Heights Municipal o 639,683 0.01%
23 mGreenﬂeId Mills, Inc. Power & Light e 24560 0.00%
i
TotelRevenwe S 8395516872 10000%

“Year. éndmg December 31, 2010
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Appendix B — Jurisdiction over Municipal Electric Utilities

Mumapal Utlhtles under the IURC’s Jurlsdlctlon

Anderson g Frankfort . logansport

Auburn ) J;M __Kingsford-Heights Mishawaka |
_ CoumbaCity | Knightstown ' Richmond
Crawfordsville Lebanon j Tipton !

) Advance ‘_ * Ferdinand _ ' b nPendIeton | _
T e - ti":‘:i"i;__ o i —
L Bargersville 1 Gas Clty wwww ) RisingSun !
' B Bluffton H Greendale ’ Rockville m

__Boonville _ ; Greenfield ; Scottsburg |

Bremen Hagerstown South Whitley
Brooklyn ' Huntingburg Spiceland
Brookston Jamestown | Straughn
Cannelton o Jasper Tell City
S Ladoga o Thorntown o

Centerville - L
A Chalmers Lawrenceburg Troy
l _Coatesville Lewisville Veedersburg

Coyln_gton »_‘ o Li nton ‘ Wa_Ikerton L §

‘ Darlington Middletown Warren
] Dublin _Montezuma 3 ___ Washington

Dunre|th New Carlisle Waynetown

 Edinburgh ' NewRoss_ ~ wiliamsport
 FEtnaGreen  Paoli ' Winamac
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Appendix C — Jurisdiction over Rural Electric Membership Cooperatives

_Harrison County REMC

Marshall County REMC

Northeastern REMC *

Bartholomew County REMC

REMCs Withdrawn from the IURC’s Jurisdiction (IC § 8-1-13-18.5)

VJaVyNCou7nt>y REMC

. Rush Shelby County REMC

Boone County REMC

Johnson County REMC

South Central Indiana REMC

Carroll County REMC

Kankakee Valley REMC

Southeastern Indiana REMC

Ninestar Connect

WIN Energy REMC

! Southern Indiana REC

| Clark County REMC Kosciusko County REMC Steuben County REMC
Daviess-Martin County REMC Lagrange County REMC ' ) Tipmont REMC

| Decatur County REMC Miami-Cass REMC B United REMC

m Dubois REC Newton County REMC | Utilities District of W. Indiana i
Fulton County REMC Noble County REMC Wabash County REMC |
: Hendricks County REMC Orange Co. REMC ’ Warren County REMC

5 Henry County REMC Parke County REMC White County REMC

! Jasper County REMC , Paulding-Putnam Electric Coop. ! Whitewater Valley REMC
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I. NATURAL GAS OVERVIEW

Industry Structure

The natural gas industry consists of three systems: producers (the gathering system),

interstate and intrastate pipelines (the transmission system), and local distribution companies or

LDCs (the distribution system), all of which are illustrated in Figure 1. Interstate pipelines,

regulated by the Federal Energy Regulatory Commission (FERC), carry natural gas across state

boundaries; intrastate pipelines, regulated by state commissions, carry natural gas within state

boundaries. States, including Indiana, that have certified pipeline safety programs are delegated

federal authority by the U.S. Department of Transportation to conduct inspections, investigate

incidents, and enforce state and federal safety regulations.

In Indiana, the Indiana Utility Regulatory Commission (Commission or [URC) regulates the

rates, charges and terms of service for intrastate pipelines and LDCs. Through its Pipeline Safety

Division (Pipeline Safety), the Commission enforces state and federal safety regulations for all

intrastate natural gas facilities. Additionally, the Commission reviews gas cost adjustments

(GCAs), financial arrangements, service territory requests, and conducts investigatory

proceedings. It also analyzes various forms of alternative regulatory proposals, such as rate

decoupling, trackers, and

customer choice initiatives.

Production Overview

As shown in Figure 1, the
production of natural gas begins
with raw natural gas extracted at
the wellhead, where initial
purification occurs before
entering the low-pressure, small
diameter pipelines of the
gathering system. The natural

gas is then repurified at a

Figure 1

Production wells
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processing plant. Purified natural gas consists of approximately 90% methane, compared to raw

natural gas that is generally 70% methane combined with a variety of other compounds. Quality

and safety reasons require natural gas to meet certain standards before it is released into the

pipeline system.

Transmission System

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

producing regions throughout the U.S. to LDCs, industrial consumers, and power generation

customers. The vast majority of natural gas
consumed in Indiana is from out-of-state production,
primarily from the Gulf of Mexico. In 2009, Indiana
consumed approximately 507 million dekatherms
(Dth) of natural gas, of which roughly 4.9 million
Dth, or less than 1%, was produced within the state.
This illustrates Indiana’s dependence on the
transmission system to carry natural gas from the

gas producing regions of the country into the state.!

~ N

The vast majority of natural gas
consumed in Indiana is from out-
of-state production,
predominantly the Gulf of Mexico.
This illustrates Indiana’s
dependence on the transmission
system to carry natural gas from
the gas producing regions of the

country into the state.

4

In Indiana, Heartland Pipeline (Heartland) and the Ohio Valley Hub (OVH) Pipeline are the

two intrastate pipelines under the Commission’s jurisdiction. The Commission governs these

Map 1
U.S. Transmission Lines

'http://www eia.gov/state/state-energy-profiles-print.cfm?sid=IN

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 Gas’ underground storage
facility in Greene County. OVH is a
9.2-mile pipeline located in Knox

County. It provides connections for
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two interstate pipelines (Texas Gas Transmission and MGT) to the Monroe City Gas Storage
Field owned by Vectren Energy Delivery of Indiana.

Distribution System

Gas moves through the transmission system and enters the distribution system, where LDCs
deliver gas to their customers on either a bundled basis (i.e., commodity and transportation) or
unbundled basis (i.e., the customer buys gas from a producer or marketer and pays the LDC to

transport the gas from the city gate” to the customer’s facilities).

LDCs serve three customer classes: residential, commercial, and industrial. The residential
customer class consists of single-family homes and small multi-family dwellings that generally
use the LDCs for bundled services. The commercial customer class typically consists of office,
retail, and wholesale facilities in addition to larger residential complexes. The industrial
customer class consists of large manufacturers and processors who typically use the highest
volumes of gas both individually and collectively. Both commercial and industrial customers
may receive bundled service from an LDC or they may purchase their gas supplies from

independent suppliers and pay the LDCs for transportation service.

The Commission has regulatory authority over 19 natural gas distribution utilities in Indiana
with operating revenues totaling $1.9 billion (Appendix A).? These utilities maintain plant in
service of approximately $3.6 billion and serve roughly 1.7 million customers. Of the regulated
utilities, one is a not-for-profit, two are municipalities, and sixteen are investor-owned utilities
(I0Us). Citizens Gas (Citizens) and three IOUs, detailed on the following page, represent the
four largest natural gas utilities in Indiana and collectively serve 92% of the gas customers by
count in the state. Map 2 shows the services territories of these utilities, as well as other

jurisdictional natural gas utilities in Indiana.

*The city gate is the delivery point where the natural gas is transferred from a transmission pipeline to the LDC.
32010 Annual Reports filed with the Commission
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- Investor-Owned Ultilities -

The three largest IOUs providing gas service in Indiana are Northern Indiana Public Service
Company (NIPSCO), Vectren North, and Vectren South. IOUs are for-profit enterprises funded
by debt (bonds) and equity (stock).

NIPSCQO, a subsidiary of NiSource Inc., is headquartered and based in

Merrillville, IN. The natural gas utility serves 620,000 customers in

northern Indiana.

Vectren Corporation is headquartered and based in

Evansville, IN. The natural gas utility serves 570,000
7 VE CTR E N customers in central and southern Indiana through Vectren

North and an additional 111,000 customers in southwestern

Indiana through Vectren South.
- Municipally-Owned Utilities -

Citizens is a public charitable trust (treated as a municipal utility for regulatory purposes)
serving 263,000 customers primarily in the Indianapolis metropolitan area. Pursuant to statute,
municipal utilities, excluding Citizens, may elect to “opt e g ®
out” of the Commission’s jurisdiction for rates and 0 CI tl Z e n S

gas

charges in favor of local control in determining rates.

However, utilities that choose to opt out still remain under the jurisdiction of the
Commission’s Pipeline Safety Division.* Of the state’s 19 municipal gas utilities, 17 have
elected to withdraw from the Commission’s oversight. To view a list of the withdrawn utilities,

please see Appendix B.

*See, IC § 8-1.5-3-9
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Map 2

Natural Gas Service Territories

*Formally Kokomo Gas
**Formally Northern
Indiana Light and Fuel
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How Indiana Compares with Other States Chart 1

. ) 2010 State Residential Gas Prices
Over the last 10 years, Indiana has consistently ($/thousand cubic ft)

compared well with other states for residential and o E 08

.‘
e
.--
-

commercial delivered (bundled) gas prices. Over

the last five years, Indiana has also performed well

with industrial gas prices. As Chart 1 demonstrates,
Indiana’s national price rankings for all three

customer classes improved dramatically in 2010, as
compared with other states. This is due to a variety
of factors, including the timing of rate cases both in

and out of state.’

Indiana ranked 5™ nationally and 2™ in the
Midwest region® for the lowest 2010 average
residential gas prices. The average residential gas
price has fallen each of the last two years from
$12.65 per thousand cubic feet in 2008 to $8.52 per
thousand cubic feet in 2010. These numbers are
higher than the commonly referenced commodity

cost of approximately $4.50/Mcf, because they are

bundled prices. Bundled prices include all utility 44.62
costs to deliver the product, including pipeline and
LDC operator charges. Neighboring states’ average
residential retail rates for 2010 are as follows, with |
the first being the lowest: Illinois $9.39, Kentucky ME: ] EE
$10.00, Ohio $11.02, and Michigan $11.25.” N

e | NR

0 10 20 30 40 $50

Source: U.S. Energy Information Administration

SAlthough the majority of states reported, 13 did not. These states are at the bottom of the list and are marked with
an “NR,” which stands for not reporting.

*The Midwest region includes Illinois, Indiana, Jowa, Kansas, Michigan, Minnesota, Missouri, Nebraska, North
Dakota, Ohio, South Dakota, and Wisconsin.

Thitp://www.eia.doe.gov/dnav/ng/ng_pri_sum a EPGO PRS DMcf ahtm

IURC | 53



Indiana ranked 6™ nationally and 3™ in the Midwest for lowest 2010 average commercial gas
prices. Indiana’s 2010 average commercial price was $7.44 per thousand cubic feet, significantly
less than the 2008 average price of $11.14. Neighboring states’ average commercial retail rates
for 2010 were as follows, with the first being the lowest: Kentucky $8.42, Illinois $8.74,

Michi 8.79, and Ohio $9.23
ichigan $8.79, an io$ per Table 1

thousand cubic feet.® , .
u Comparison between Indiana and the

U.S. Average Price for Delivered Gas
2008 (peak year) vs. 2010
Indiana Price U.S. Average Price

Indiana ranked 9™ lowest

nationally and 3™ lowest of the Customer

. Category S/Mcf)** S/Mcf
Midwest states for 2010 average \ £ ( : ) ( | )
E 2008 | 2010 2008 1 2010
industrial gas prices. As the chartto  [gegidential 1265 | 852 1380 | 11.20
. i . i i :
the right demonstrates, the average j Commercial 11.14 | 7.44 1223 | 915
| Industrial 1048 | 553 : 965 5.40

industrial price fell from $10.48 per  * Higher ranking denotes lower rates

thousand cubic feet in 2008 to $5.53 " Pollars per thousand cublc feet

per thousand cubic feet in 2010. The year 2008 was selected because this is when natural gas
prices peaked. The chart also shows Indiana industrial customers pay slightly more than the
national average of $5.40 per thousand cubic feet. However, of the four neighboring states, only
Kentucky had a lower average industrial gas price of $5.30 per thousand cubic feet. The other
three states’ average industrial retail rates for 2010 are as follows: Ohio (not reporting), Illinois

$7.25, and Michigan $9.18 per thousand cubic feet.”

Age Profile

Indiana’s natural gas infrastructure consists of more than 75,000 miles of intrastate pipelines,
which were placed in service over the past 80-plus years. In this total are more than 39,000 miles
of distribution mains (i.e., pipes which transport gas within a given service area to points of
connection with pipes serving individual customers). More than 60% of the state’s distribution

mains are at least 30 years old.

Also included in the state’s infrastructure is approximately 1,950 miles of transmission mains

(i.e., pipelines that transmit gas from a source or sources of supply to one or more distribution

*hitp://www.eia.doe.gov/dnav/ng/ng_pri_sum_a_EPGO PCS_DMcf ahtm
*http://www.eia.doe.gov/dnav/ng/ng_pri_sum a EPGO_PIN DMcf ahtm

IURC | 54



centers, large volume customers, or other pipelines that interconnect sources of supply).
Typically, transmission lines differ from gas mains in that they operate at higher pressures, are
longer, and have a greater distance between the connections. Nearly 50% of the state’s

transmission mains are at least 40 years old.

Table 2
Age Profile of Jurisdictional Transmission and Distribution Mains in Indiana

_Transmission Mains  Distribution Mains _

Years Old Number of % of Total Number of % of Total ?
~|_Main Miles | Main Miles Main Miles | Main Miles |

80+ - - - § 572.6 1.45%
70-80 0.1 | 0.01% ! 382.2 ! 0.96%
60-70 ! 2.9 0.15% 2,711.6 l 6.84%
! 50-60 284.6 14.59% 9,507.8 _2400%
40-50 'i 685.1 35.13% 4,797.1 12.11%
30-40 i 246.8 12.66% 6,954.7 17.55% :
| 20-30 175.2 8.98% 8,241.0 20.80%
10-20 | 257.9 13.22% 5,441.3 13.73%
0-10 » 179.7 9.21% 224.8 0.57%
| Unknown 117.8 6.04% 784.3 1.98%
| Total 1,950.1 100.00% 39,617.0 100.00% |

Federal guidelines for integrity management require that operators (including LDCs and
pipeline companies) make every effort to assess threats to their pipelines.'” The replacement of
aging infrastructure continues to be an ongoing focus as demand for service connections

continues to increase. Chart 2
Consumption by Sector in Indiana (2010)
Demand and Supply

As previously mentioned, m Residential

Indiana’s local distribution
B Commercial

companies serve three

different types of customers: & Industrial

residential, commercial, and B Electric Generation

Source: Energy Information Administration

"®Integrity management is a risk-based approac
and 2006.
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industrial. In 2010, Indiana’s residential customers consumed approximately 140 million Dth of

natural gas, which accounts for 29% of the state’s total consumption.'’

Also in 2010, Indiana’s commercial customers consumed approximately 17% of the state’s
total consumption or 79 million Dth of natural gas.'? Industrial customers accounted for more
than half of the state’s total consumption with about 245 million Dth, which ranked Indiana
fourth highest for industrial natural gas consumption in the U.S."

Drivers of Demand

Environmental factors and weather are the primary factors driving demand for natural gas.
Because natural gas is a cleaner burning fuel than coal, it is being evaluated as an alternative fuel
source for electricity generation. Although the

. . Chart 3
magnitude of the increase has yet to be

Top 10 States for Industrial Consumption
% of total national industrial consumption

determined, demand is expected to increase. As

for weather, when it is colder-than-normal during | Texas 19.4%
the heating season, demand for natural gas Louisiana 12.3%
increases. Demand also increases, to a lesser California 11.5%
. Indiana 4.0%
extent, when weather is hotter-than-normal i
. . . lllinois 3.8%
during the non-heating season, as natural gas is -
Ohio 3.8%
often used to generate electricity at times of peak
g ty p Oklahoma 2.9%
demand. Pennsylvania 2.8%
.. . lowa 2.7%
Because gas consumption is lower in the >
Georgia 2.3%

summer cooling season, gas utilities typically
Source: U.S. Energy Information Administration

replenish their stored natural gas supplies at this

time in preparation for the winter heating season. Due to lower overall demand during the

summer, utilities are often able to purchase these supplies at lower, more favorable prices.

As demand increases, new sources of supply are continually needed. New sources are also

needed to replace the decline in production of existing wells as they mature. Higher natural gas

http://tonto.eia.doe.gov/dnav/ng/ng_cons_sum_dcu_SIN a.htm
Zhttp://tonto.eia.doe.gov/dnav/ng/ng_cons_sum_dcu SIN ahtm
Bhttp://tonto.eia.doe.gov/dnav/ng/ng_cons_sum a_ EPGO vin_mmecf ahtm
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prices over the last few years have increased interest in the exploration for unconventional
sources, once considered too costly to extract. New technology and lower extraction costs have
also led to the increased drilling of non-conventional gas supplies (e.g., coal bed methane, shale
gas, and tight sands). As formerly unrecoverable sources of gas are being tapped, this has
contributed significantly to the supply of natural gas. The robust supply of natural gas,
specifically shale gas, currently overwhelms swings in demand. As demonstrated in 2010, record

setting summer heat and winter cold prevailed, yet spot market prices remained stable.
Legal and Policy Foundations

Pipeline Safety Act of 1968

The Pipeline Safety Act of 1968 established the federal pipeline safety program. This federal
program'® establishes a framework and organizational structure for a federal/state partnership
regarding pipeline safety. This framework 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/state partnership is the cornerstone for ensuring uniform implementation of the
pipeline safety program nationwide. It also authorizes federal grants for a state agency’s
personnel, equipment, and activity costs. Grants are determined primarily on the annual
evaluation of the state’s program. Indiana’s program, as established by statute, has historically

received high marks from the federal annual evaluations."

Indiana’s Pipeline Safety Program

The Pipeline Safety Division is responsible for enforcing state and federal safety regulations
for Indiana’s gas intrastate pipeline facilities and is established under IC ch. 8-1-22.5. The
division operates in partnership with the U.S. Department of Transportation Pipeline and

Hazardous Materials Safety Administration (PHMSA) under a certification agreement.

1449 U.S.C. Chapter 601
PIC ch. 8-1-22.5
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The Pipeline Safety Division’s mission is to ensure the safe and reliable operation of
Indiana’s pipeline transportation system. This mission is accomplished largely through
inspections, investigations of pipeline accidents, training, outreach programs, and enforcement
through injunctions and monetary sanctions. In 2010, the division conducted 835 inspections of

96 operators and 195 associated inspection units, - S
In 2010, the IURC's Pipeline Safety
Division conducted 835 inspections
of 96 operators and 195 associated

for the prevention of damage to underground inspection units, safely resolving

137 probable violations.

R =

safely resolving 137 probable violations.

The Pipeline Safety Division is also responsible

facilities and the education of public and emergency

officials and responders in knowing how to
recognize, report, and respond to gas-related emergencies. In 2009, the General Assembly passed
SEA 487, the Underground Plant Protection Law, which imposes requirements designed to
ensure compliance with state and federal laws that apply to homeowners, excavators, and
operators.16 The law requires anyone undertaking a digging project to call the Indiana
Underground Plant Protection Service Center at the toll-free 811 number before digging. In
response to calls received, a trained representative is dispatched to mark the utility lines free of
charge to the calling party. 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 underground facilities.

If there is damage to underground facilities, the Pipeline Safety Division serves as the
investigative unit. If a violation is found, the information is then forwarded to the Underground
Plant Protection Advisory Committee, which was formed in 2010 as a result of SEA 487. 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, the Pipeline Safety

Division has registered more than 1,500 possible violations.

16p 1. 62-2009
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II. NATURAL GAS LANDSCAPE

Infrastructure

Although age is one factor in considering whether a pipeline may need to be replaced, the
type of material used (bare steel, cast iron, plastic), its location, and relative risk to public safety
are also considered. In accordance with pipeline safety standards, utilities perform inspections of
their pipeline facilities on a regular basis to help identify areas at risk. Based on the results of
these inspections, corrective actions are initiated. In some cases, this may include implementing
replacement programs for existing bare steel, cast iron, or wrought iron systems. Many of these
pipes need to be replaced because older pipelines of this nature were not coated or cathodically
protected when they were installed years ago. Consequently, corrosion and leaks have developed
over time. To enhance reliability and safety, many utilities now use plastic pipe for their

distribution systems.

Pipeline safety programs nationwide are being asked to develop risk-based methods and
approaches to help evaluate a pipeline operator’s overall risk. Doing so will help identify riskier
pipeline operators, resulting in greater scrutiny and enhanced public safety. In addition to these
initiatives at the regulator level, the Commission is also requiring pipeline operators to develop
data-driven, risk-based inspection plans of their own, which will enable them to assess risks in

their operations and take appropriate action to minimize or eliminate them.

Modernization and Efficiency

Recent advancements in technology have allowed the natural gas industry to modernize itself
in terms of natural gas resources and the development of more efficient uses of natural gas. New
sources of gas, such as shale, which were not historically commercially viable to pursue, now
represent a large percentage of the recent increases in the country’s proven or identified natural

gas supplies.

Other technological advancements in gas appliances provide consumers with the opportunity
to become more efficient and reduce their overall energy consumption. Natural gas furnaces and
water heaters now use less gas than ever before, and utilities are promoting these opportunities

through their energy efficiency programs. As a result, these combined advancements are having
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an impact on natural gas supply and demand and have helped result in lower prices and less

volatility in the gas market.

Shale Gas

The emergence of unconventional sources of natural gas supply (e.g., shale gas) has affected
the overall supply of natural gas in our country. A 2011 report by the Potential Gas Committee'’
indicates the U.S. possesses a total natural gas resource base of 1,898 trillion cubic feet (TCF),
an increase of 3.3% or 61 TCF from 2009. This is the highest resource evaluation in the 46-year
history of the Committee and arose from the reevaluation of shale gas plays in the Gulf Coast,
Mid-Continent, and Rocky Mountain areas.'® Map 3 shows the locations of shale plays in the
U.S.

Map 3

Gas Shale Plays in the Continental U.S.

Source: U.S. Energy Information Administration

Recently, consumer and environmental groups raised concerns about the drilling techniques
employed to extract shale gas. Some studies have suggested a correlation linking drilling with

environmental harm. Many states where drilling has occurred have experienced air pollution and

"The Potential Gas Committee is an incorporated, nonprofit organization consisting of experienced volunteers in
the natural gas field working independently in association with the Colorado School of Mines.

18«play” is used in the oil and gas industry to refer to a geographic area which has been targeted for exploration due
to favorable geoseismic survey results, well logs or production results.
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contaminated drinking wells due to poorly cased wells and the illegal disposal of fluids. As a
result, the federal government launched a review of the commonly used drilling technique known
as hydraulic fracturing or fracking.' The U.S. Environmental Protection Agency (U.S. EPA)
expects to release its initial findings on the environmental impacts of fracking in late 2012,
which should provide a more accurate estimate of possible future regulation of hydraulic

fracking.?

In a joint project, the Ground Water Protection Council and the Interstate Oil and Gas

Compact Commission created a hydraulic fracturing registry that allows citizens to search for

)

specific wells and determine the chemicals used for
fracturing the well.?! In January 2011, Arkansas’ Oil
Indiana Gas and

and Gas Committee required drillers to begin
| Storage Wells

reporting the chemicals used in their fracking

The vast majority of Indiana’s gas
and gas storage wells are located in
Fayetteville shale play.? In the state of New York, a the southwestern part of the state.

activities, given contamination concerns in the

fracking moratorium was in place until July 2011 to The largest reported volume of fluid
allow time for its Department of Environmental used to hydraulically fracture a

. . . ) 2 single well in Indiana during the
Conservation to determine environmental impacts. period from 2005 to 2010 represents

only 1.64% of the total fluid that
might be used in a single Marcellus
since recommended replacing the moratorium with Shale well.

The Department of Environmental Conservation has

. 24
regulatlons. Source: www.in.gov/dnr/dnroil/5715.htm

J

enhance transparency by publicizing the chemicals used in fracking, some remain skeptical. The

While it appears the industry is making strides to

results of the U.S. EPA study should give the industry and the public a better understanding of

how environmental sanctions could impact the price of shale gas. However, if new federal

Hydraulic fracturing is a technique used to create fractures that extend from the well bore into rock or coal
formations so that the gas may travel more easily from the rock pores to the production well.
www.earthworksaction.org/FracingDetails.cfim
*%http://water.epa.gov/type/groundwater/uic/class2/hydraulicfracturing/index.cfm
*'http://fracfocus.org/
2SNL Energy, Gas Utility Week. “Arkansas to require reporting of chemicals used in hydraulic fracturing,” Vol. 5,
Issue 49, pg. 10
Swww reuters.com/article/2010/12/12/us-natgas-newyork-idUSTRE6BB00Y20101212
#0il & Gas Law Brief, July 9, 2011
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regulations are imposed or if restrictive legislation is passed regarding drilling techniques and

practices, the price of natural gas may increase.

Coal Bed Methane (CBM)

Coal bed methane (CBM), which is extracted from coal beds, is another source of natural
gas. Generally, CBM is contained in the un-mined coal seams a few hundred feet below the
surface. CBM is recovered by drilling into the coal seam using water and sand at high pressure,
thus fracturing the seam. This drilling process is similar in nature to shale fracturing. Currently,
CBM accounts for approximately 7% of natural gas production in the United States.”> One CBM
project in operation is located in Sullivan County. Jericho, LLC received a Certificate of Public
Convenience and Necessity from the IURC in December 2008 to construct, own and operate a
coal bed methane gathering system as a public utility. Jericho is producing roughly 1.6 million
cubic feet of CBM on a daily basis, with forecasts of up to approximately 2 million cubic feet in
the future. All of Jericho’s CBM gas production is purchased by ProLiance Energy*® and
transported via the Heartland Pipeline.”’

Renewables

Interest in agricultural, organic, and human-generated waste may lead to alternatives to
conventional fuels, such as natural gas, fuel oil, and coal. Since sustainable sources of natural gas

provide economic and environmental benefits,

7 =
continued success of these types of projects is important . .
_ ) Since sustainable sources of
to Indiana’s energy future. Indiana has several natural gas provide economic
opportunities for using renewable energy options as an and environmental benefits,

continued success of these types
of projects is important to
Indiana’s energy future.

. &

alternative.

One source is the creation of methane gas or

renewable natural gas (RNG) from the anaerobic
digestion of waste from livestock. Another is landfill methane gas (LMG). Since landfills are the

largest human-generated source of methane emissions in the United States, the ability to capture

Shttp://waterquality.montana.edu/docs/methane/cbmfaq.shtml#whatiscoalbedmethane
*ProLiance Energy is an Indianapolis-based natural gas marketing and supply company.
’Order in Cause No. 43500, approved on December 17, 2008
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and use this gas has allowed it to grow as a renewable energy resource. Currently, there are 22
operational LMG utilization projects in Indiana, with the potential to develop additional facilities

in the future.”® Map 4 identifies these facilities.

Zwww.epa. gov/lmop/
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Map 4

Operational Landfill Methane Gas Utilization Projects in Indiana
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Energy Efficiency

The federal Energy Independence and Security Act of 2007 (EISA) promotes energy

independence in the United States by increasing energy efficiency measures and usage

requirements for clean renewable fuels. The “Energy = =
Savings in Government and Public Institutions The Commission has issued Orders
requirement affects the Commission by amending the fulfilling the requirements of the
Public Utility Regulatory Policies Act of 1978. The Energy Independence
and Security Act of 2007 by

amendment requires natural gas utilities to adopt approving decoupling and energy
policies that establish energy efficiency as a priority in g efficiency programs.

_

their business operations and planning processes. The
amendment also requires regulatory agencies to evaluate rate design modifications and provide
for the implementation of rate decoupling programs, creation of incentives for utilities to
successfully manage energy efficiency programs, and adoption of rate designs promoting energy

efficiency in each customer class.

Utility-sponsored energy efficiency programs are included in most of the approved
decoupled rate designs that separate a utility’s profits from its sales, while providing for an
allowed rate of return.?”’ Although rate decoupling by itself does not achieve energy efficiencys, it
can provide an incentive to pursue energy efficiency programs by allowing gas utilities to

advocate conservation efforts without the fear of losing cost recovery due to declining sales.

In response to the EISA, the Commission issued Orders approving decoupling mechanisms
and energy efficiency programs.’® In addition, eight small gas utilities filed a Joint Petition under

Cause No. 43995 requesting the creation of a combined energy efficiency program.31 The Joint

*Decoupling is the separation of a utility’s fixed costs from its variable costs. Decoupled rates normally recover
fixed costs with fixed charges and variable costs with variable charges (i.e., per therm of gas consumed).

**In Cause Nos. 42943 and 43046, the Commission approved an alternative regulatory plan that included a sales
reconciliation decoupling mechanism for Vectren North and Vectren South. In Cause No. 43051, the Commission
approved an Energy Efficiency Rider and an alternative regulatory plan that simplified residential gas rates for
NIPSCO. In Cause No. 42767, the Commission approved an alternative regulatory plan that included a decoupling
mechanism and energy efficiency program for Citizens Gas. In Cause No. 43624, the Commission approved an
alternative regulatory plan that included an energy efficiency program for Citizen Gas of Westfield.

*!The Joint Petitioners in Cause No. 43995 include: Midwest Natural Gas Corp.; Indiana Utilities Corp.; South
Eastern Indiana Natural Gas Co., Inc.; Fountaintown Gas Co., Inc.; Community Natural Gas Co. Inc.; Boonville
Natural Gas Corp.; Indiana Natural Gas Corp.; and Switzerland County Natural Gas Corp., Inc.
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Petitioners have also requested approval of funding and a rate decoupling mechanism similar to
approvals for Vectren South and Vectren North, under Cause Nos. 42943 and 43046,

respectively.

The Commission established independent oversight boards to govern and encourage the
energy efficiency programs of the participating LDCs. These oversight boards are comprised of
representatives from various energy groups, utilities, state agencies, consumer groups, and
educational institutions such as the State Utility Forecasting Group at Purdue University. The
oversight board’s duties include voting on issues regarding incentive amounts, program

offerings, transfers in funding for program offerings, and other operational concerns.

The Commission reviews the programs of each utility through monthly scorecards detailing
monthly, year-to-date, and yearly planning goals for therm savings, measures implemented, and
budget expenditures. In the near future, the Commission anticipates that various utility programs
may consolidate into a single statewide program to allow for economies of scale and significant
market influence, which cannot be realized by smaller, individual programs. Additionally,
customers may benefit from a unified oversight board due to consistency in program structure,

communications, and education efforts throughout the state.
Pricing and Economics

Rates Lowered in NIPSCO Rate Case f‘ : "%

All customer classes in the NIPSCO service territory In the settlement agreement,
the parties agreed to an

overall rate reduction of 6.13%
charges as a result of the Commission’s approval of the or 514.8 million and reached a
comprehensive agreement

that resolved all issues,
November 4, 2010, under Cause No. 43894. The residential including the structure and

received a modest reduction in their natural gas rates and
settlement agreement in the NIPSCO gas rate case on

class, specifically, experienced a decrease in rates of design of new gas rates for
NIPSCO. This is significant in

that this was NIPSCO'’s first gas
rate case in approximately 20
years, and all parties agreed to

overall rate reduction of 6.13% or $14.8 million and a revenue decrease.

roughly $5 million or 3.3% from existing rates.

In the settlement agreement, the parties agreed to an

reached a comprehensive agreement that resolved all %

IURC | 66



issues, including the structure and design of new gas rates for NIPSCO. The settlement
agreement reflects the significant collaboration and compromise inherent in serious negotiations
among a diverse group of interests. The parties to the case included: Citizens Action Coalition of
Indiana, the Choice Marketer Group, the Industrial Group, and the Office of Utility Consumer
Counselor (OUCC). This is significant because it was NIPSCQO’s first gas rate case in

approximately 20 years, and all parties agreed to a revenue decrease.

Additionally, NIPSCO’s existing rates were based on a volumetric rate design, with the
utility’s cost recovery based on the volume of gas sold. The new rates are mostly decoupled,
separating the volume of gas sold from the company’s recovery of fixed costs. By separating
these components, utilities are able to institute a wholesale cultural change to expand their
energy efficiency efforts by helping customers find ways to reduce consumption and the cost of

their utility bills.

Adjustable Rate Mechanisms

Natural gas utilities incur costs beyond their control (e.g., federal regulations and market
price volatility). These costs often occur outside the context of a rate case. In order for natural
gas utilities to recover these costs, they petition the & =

Commission for approval of an adjustable rate mechanism, On average, the cost of gas
7

or tracker, for the timely recovery of these costs. The OUCC reflected in the GCA
mechanism accounts for
approximately 70% of a
the public or utility ratepayer interests, to ensure the residential customer’s bill.

is involved in these filings as the state agency representing

reasonableness of these requests. Before costs are passed R >
along to customers, the OUCC reviews the underlying support for rate adjustments and may

provide evidence supporting or contesting the requested rate adjustment in proceedings.

The Commission holds a hearing and reviews the associated costs with the tracker in an
expedited manner. A tracker assists in the recovery of costs, which improves the financial health

of the utility. The following examples describe authorized trackers available for consideration:
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o Gas Cost Adjustment (GCA) — Pursuant to statute, the GCA allows a gas utility to
recover the commodity cost of gas not recovered through rates established during a rate

case.”? Most regulated natural gas utilities utilize this mechanism.”

o Pipeline Safety Adjustment (PSA) — The PSA allows the gas utility to recover prudently
incurred, incremental non-capital expenses necessary in order to meet the requirements
of the Federal Pipeline Safety Improvement Act of 2002, which imposed many new

requirements on pipeline operators. Three natural gas utilities utilize the PSA.

o FEnergy Efficiency Funding Component (EEFC) & Sales Reconciliation Component
(SRC) - The EEFC funds the promotion of energy efficiency. The SRC allows recovery
of expenses from residential and commercial ratepayers that would otherwise be lost due
to reductions in revenue caused by energy efficiency programs. Four natural gas utilities

utilize these mechanisms.

o Normal Temperature Adjustment (NTA) — The NTA reduces the risk of a gas utility not
recovering its approved margin due to warmer-than-normal temperatures and mitigates
the possibility of over-earning due to colder-than-normal temperatures during the heating

season. Sixteen natural gas utilities utilize the NTA.

On average, gas usage (i.e., commodity cost) accounts for approximately 70% of a residential
customer’s bill; operating costs account for approximately 28%. All other trackers approved by
the Commission account for less than 2% of a customer’s monthly gas bill. The following table

demonstrates this cost analysis.

328ee, IC § 8-1-2-42(g)

3 Snow & Ogden is the only regulated natural gas utility that does not utilize the GCA tracker. Snow & Ogden is a
small natural gas utility that receives natural gas from wells they own and operate within the state. Therefore, its gas
costs are stable and are built into its base rates.
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Table 3

Breakdown of Residential Billing Components for the Four Largest Indiana Gas Utilities

CITIZENS VECTREN SOUTH VECTREN NORTH NIPSCO
COMMODITY COST % 71 DISTRIBUTION COST % W TRACKER COST %
Source: December 2010 Utility Flex Filings

Utilities do not profit from the gas commodity portion of consumers’ bills, as the GCA
tracker involves a dollar-for-dollar pass-through of the gas cost. The overall weighted cost of gas
and a utility’s purchasing practices are reviewed by the OUCC before approval by the
Commission. For costs to be approved, each utility must demonstrate that its purchases were
prudent. Another condition of the GCA is that utilities must incorporate a diversified portfolio
mix (i.e., a balance of purchases such as fixed, spot market, and storage gas) to mitigate price

volatility and maximize their ability to take advantage of market conditions.
Regulatory Development

Substitute Natural Gas Contract

Coal gasification is a process that converts coal into substitute natural gas (SNG). Given
Indiana’s vast coal reserves, the prospect of using local coal sources for the production of
substitute natural gas is another alternative to importing natural gas into our state. SNG that is
produced is of pipeline quality and may be used for home heating, manufacturing facilities, or in

the generation of electricity.** On March 25, 2009, Governor Daniels signed into law Senate

*See, IC ch. 4-4-11.6 and modified by IC § 4-4-1.9-1.2
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Enrolled Act 423, ultimately codified as IC ch. 4-4-11.6, which directs the Indiana Finance
Authority (IFA) to enter into contracts for the sale of SNG with 3™ parties, with net proceeds
from and the costs of those sales being reflected on natural gas customers’ bills.”® In addition, IC
ch. 4-4-11.6 establishes Commission authority over the allocation of the costs and proceeds from

the sale, transportation, and delivery of SNG to retail end-use customers.
Pursuant to IC ch. 4-4-11.6, the Commission has specific responsibilities that include:
e Approving an SNG purchase contract for the IFA;*
e Allocating purchased SNG to retail end use customers of regulated utilities;’’
e Ordering regulated energy utilities to include in rates the cost of the SNG;*®

e Upon request by the IFA, ordering regulated energy utilities to enter into management

contracts for billing and collection of the delivered SNG;*

e If the IFA enters into a contract with a 3 party to sell SNG, ensuring the proceeds
and costs of the sales are reflected on each customer’s bill of a regulated energy

utility;** and

e If the IFA sells the SNG to a 3™ party, determining a just and reasonable method for

allocating the credits and charges to retail end use customers.*'

Furthermore, the SNG purchase contract presented to the Commission must contain specific
components. The contract must be entered into between the IFA and a producer of SNG. The
contract must contain a 30-year term that guarantees savings for retail end use customers.

Finally, the contract may contain any terms or conditions determined necessary by the IFA.

The IFA and Indiana Gasification, LLC (IG) petitioned the Commission on December 16,
2010 under Cause No. 43976 for the following:

¥ PpL.113-2010

¥1C §4-4-11.6-14

1C § 4-4-11.6-18

*#1C §4-4-11.6-19

¥IC § 4-4-11.6-22

Y IC § 4-4-11.6-30

1 IC § 4-4-11.6-30(c)(5).
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1. Approval of an SNG purchase and sales agreement between the IFA and 1G;

2. Ifnecessary, for the Commission to order Indiana regulated energy utilities to enter

into a management agreement with the IFA; and

3. For the Commission to decline jurisdiction over IG.

In addition, the IFA and IG requested expedited treatment of the Petition. Prior to the

evidentiary hearings, the Commission provided the public with an opportunity to voice its

opinion on the proposed SNG facility, holding three separate field hearings in Jasper, West

Lafayette, and Indianapolis. The Commission then began its evidentiary hearing on May 2, 2011.

The case is still pending before the Commission, as of the printing of this report.

Universal Service Programs

The Commission’s Order in Cause No. 43669 authorized Citizens Gas, NIPSCO, Vectren

North, and Vectren South to reinstate their respective bill assistance programs to provide

Hoosiers in need with assistance during the winter heating
season. The Commission categorizes the individual utility
programs under the term “Universal Service Program”
(USP). In order for these programs to continue beyond
October 31, 2012, each utility must file a base rate case
requesting relief that includes the assistance program. The
timeframe provides the Commission with an opportunity
to further examine the programs’ costs and benefits.
Currently, the programs are designed to encourage
customers qualifying for USP assistance to also apply for
American Recovery and Reinvestment Act weatherization

assistance program funds.

Federal funds are also available through the Low
Income Home Energy Assistance Program (LIHEAP), a

4

LIHEAP Funding

There are two forms of LIHEAP

can apply for a block grant, which
is a formula, established by
Congress that determines the
amount of money distributed to a
State based on weather and its
low-income population.

States are also eligible to receive

the President releases to help with
energy needs based on an

is related to extreme weather or
dramatic energy price spikes.

.

social service program established in 1981. Congressional appropriations fund the program

annually. LIHEAP’s mission is to help low-income households meet the costs of their home

JURC |

assistance funding available. States

contingency funds, which is money

emergency. Usually, an emergency

o

71



energy needs, as they pay a higher percentage of their household income for it. An eligible
applicant’s household income must not exceed 150% of the poverty level or 60% of the state’s
median income.* In Indiana, a family of four at the 150% poverty level has a household income

not exceeding $33,075.%

Congress appropriated $4.9 billion for LIHEAP funding consisting of $4.5 billion** in block
grants and an additional $490 million® in emergency funds during the fiscal year 2010. Of this,
Indiana received approximately $117.5 million in LIHEAP funding. This total consisted of
$104.1 million in block grant funds and $13.4 million in emergency funds.*® Indiana had
approximately 730,000 households eligible for LIHEAP financial assistance in fiscal year 2010,
of which about 197,800 households received assistance. The average assistance to eligible

Indiana households was roughly $420.

Currently, available funding for the fiscal year 2012 may decrease under the proposed federal
budget, and one of the funding areas reduced is LIHEAP. The 2012 proposed budget provides
$2.57 billion in funding, which includes $1.98 billion in base grants and $590 million in
emergency funds. This proposed funding level is comparable to the 2008 LIHEAP funding level.

San Bruno Report & Indiana’s Risk-Based Assessments

Despite the nation’s overall excellent pipeline safety record, recent pipeline incidents in
California, Michigan, Pennsylvania, and other locations have elevated the awareness of
stakeholders and the public to the potential dangers of natural gas and hazardous liquid pipelines
across the country. It has also prompted the IURC’s Pipeline Safety Division to closely monitor

the findings of the incidents, especially the one in San Bruno, California.

On August 30, 2011, the National Transportation Safety Board (NTSB) issued a report about
the rupture of a 30" pipeline in San Bruno, California in September 2009.*’ The report stated that
the rupture “...was caused by a fracture that originated in the partially welded longitudinal seam

“www.acf hhs.gov/programs/ocs/liheap/about/factsheet.html
“www.liheap.org

“www.liheap.ncat.org/Funding/funding htm
“www.acf.hhs.gov/programs/ocs/liheap/funding/emergency10.html
“SIndiana Housing and Community Development Authority data
“Thitp://www.ntsb.gov/investigations/2010/sanbruno_ca.html
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of one of six short pipe sections...” that “...would have been visible when it was installed...” in
1956. This means that the failed section was faulty when installed, and over time the fracture

grew until it failed completely.

The NTSB found fault in Pacific Gas & Electric’s (PG&E) pipeline integrity management
program, indicating that procedures should have been written and carried out to identify and
remove the threat of the faulty pipe. The NTSB also “determined that the California Public
Utilities Commission failed to detect the inadequacies in PG&E's integrity management program
and that the Pipeline and Hazardous Materials Safety Administration integrity management

inspection protocols need improvement.”

The NTSB’s report focused on such matters as inadequate records, weak regulations
(specifically a provision in the pipeline safety laws that grandfathered pipeline systems installed
prior to 1971 from having all installed pipe pressure tested before placing it in service), and a
lack of oversight — on the part of the California Public Utilities Commission over PG&E and on
the part of PHMSA over the state’s pipeline safety program. In response to the incident, the
California Public Utilities Commission ordered all operators to pressure test any and all
transmission pipeline systems in the absence of documentation that verifies a test had occurred

and also effectively removed the grandfather clause for pipelines installed prior to 1971.

IURC Pipeline Safety Engineers are actively reviewing historical records to verify that
pipeline system segments were pressure tested prior to being placed in service. Starting in 2009,
the Pipeline Safety Division began to review and verify operators’ written pipeline integrity
procedures, including operations and maintenance. Follow-up integrity program inspections are
also conducted for all transmission operators to determine how an operator identifies high
consequence areas. The Pipeline Safety Division plans to review the entire inspection form to

determine the value in expanding the inspections.

The IURC’s Pipeline Safety Division has also moved to a risk-based assessment of the
intrastate natural gas operators to identify, prioritize and correct any vulnerable
pipelines. Indiana’s risk-based assessment of operators and pipelines is data driven, not calendar
driven (i.e., the physical characteristics of the pipe and its surroundings are assessed). The

assessment of threats to an operator’s pipeline (transmission or distribution) includes an analysis
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of the type and age of pipe in the system; inspection of installation/operation procedures;
inspection of material or welds; and analysis of any leaks due to corrosion, natural forces,
excavation, or other damage from outside forces. An operator may be subject to more frequent
inspections due its heightened risk based on the data gathered. Should an infraction of state or
federal pipeline safety law be discovered, the operator can expect the violation to be dealt with

firmly, but fairly by the IURC.

Depth Study

In 2009, the General Assembly mandated a report for best practices concerning the vertical
location of underground facilities for purposes of IC ch. 8-1-26. Therefore, this section of the
Report addresses the viability and economic feasibility of technologies used to locate

underground facilities.

The Common Ground Alliance (CGA) is a member-driven association dedicated to public
safety, environmental safety, and prevention of damage to underground facilities. In 1999, the
CGA completed a study sponsored by the U.S. & =

Department of Transportation identifying the best GPR and EM equipment provides

practices regarding damage prevention. The CGA depth estimates and underground
facility locates but equipment

manufacturers do not guarantee
18-inch tolerance on each side of the underground depth readings.

recommends hand digging or soft digging within an

facilities. Vacuum digging, the use of high-pressure R &
water or air that breaks up the soil accompanied by a powerful vacuum that removes the

loosened soil, is an acceptable alternative identified by CGA.*

Ground Penetrating Radar (GPR) and Electromagnetic (EM) instruments are technologies
available to locate underground equipment. The costs of these instruments range from $15,000 to
$18,000 for GPR equipment, while EM equipment ranges from $2,000 to $8,000. GPR and EM
equipment provide depth estimates and underground facility locates, but equipment
manufacturers do not guarantee depth readings. The CGA, equipment manufacturers, and
Pipeline Safety all strongly recommend hand-digging or vacuum excavation to expose

underground pipe for visual verification. This is the safest means to accurately determine the true

“www.subtronic.com
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depth and location of underground facilities and the only acceptable means an excavator can use
to comply with IC ch. 8-1-26. The Pipeline Safety Division hopes that in the near future,
lawmakers will consider requiring all operators of locate equipment to be certified by an

accredited organization in order to better protect underground facilities.
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III. NATURAL GAS APPENDICES

Appendix A — Jurisdictional Gas Utility Revenues

. Operating % of Total

' 1 : Northern Indiana Public Service Company S 717,138,055 36.82% |

2 | Vectren North o | 624,300,165 32.05%

E ' Citizens Gas (Municipal) 320,682,072 16.47% |

4 Vectren South 106,754,683 5.48% |

’ 5 Northern Indiana Fuel & Light Company, Inc.** } 38,810,679 1.99% ‘

E 6 " Kokomo Gas and Fuel Company""‘;‘ ----- - 1 35,355,429 1.82% |

‘[¥7 Ohio Valley Gas Corporation 1 30,268,156 1.55%

8 Midwest Natural Gas Corporation ”} 16,636,985 0.85%

9 Sycamore Gas Company (f/k/a Lawrenceburg Gas Coi.r)” ‘ 10,299,146 0.53%
10 | Indiana Natural Gas Corp. ! 8,569,931 0.44%
11 ' Community Natural Gas Co., Inc. ; 7,465,405 0.38%
12 Boonville Natural Gas Corporation ’ 6,571,572 0.34%
13 Indiana Utilities Corporation 5,774,094 0.30%

}; 14 Ohio Valley Gas, Inc. 4,803,277 0.25%
15 Citizens Gas of Westfield 4,362,035 0.22%
16 Fountaintown Gas Co., Inc. 3,981,502 0.20%
17 Aurora Municipal Gas (Municipal) 2,343,881 0.12%
18 South Eastern Indiana Natural Gas Company, Inc. 1,697,174 0.09% |

19 . Switzerland County Natural Gas Co., Inc. 1,408,994 0.07%

120 | Valley Rural Utility (Not for profit) i 364,175 0.02%
21 | Snow & Ogden 15,239 <0.01%

| | Total Revenue 'S 1,947,603,649 100.00%

*Year ending December 31, 2010
**Recently Kokomo and NIFL merged with NIPSCO, with NIPSCO being the surviving company.
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Appendix B — Jurisdiction over Municipal Gas Utilities

Municipal Utilities under the [URC’s Jurisdiction

t Aurora ‘ Citizens Gas 1 {

Municipal Utilities Withdrawn from the IURC’s Jurisdiction (IC § 8-1.5-3-9)
3 Batesville Lapel ‘ Pittsboro
Chrisney Linton Poseyville
__Grandview Montezuma | Rensselaer
i Huntingburg Napoleon Roachdale
: New Hg»rfnony i

Osgood

Jasonville

IURC | 77



Appendix C — Jurisdiction over Investor-Owned Gas Utilities

Investor-Owned Utilities under the IURC’s Jurisdiction

~ Boonville Natural Gas Corporatlon i " Ohio Vallevaas >Corpor-a”tio'n” -

i - Community Natural Gas Company, Inc. ] Ohio Valley Gas, Inc. _'_

; Citizens Gas of Westfield Snow and Ogden Gas Company, Inc. N_ﬁ
~___Fountaintown Gas Company, Inc. South Eastern Indiana Natural Gas Compa_r}y,_ln‘_c: ‘
~ Indiana Natural Gas Cdrporation Switzerland Cou‘niy Natural:Gas_C:oEnE)any 4
Indiana Utilities Corporation VaIIeymFiura_I Utility Companym i
o i Lawrenceburg Gas Company i B _ Vectren North
Midwest Natural Gas C;)rporation ! Vect;e;lsioathﬁ
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I. WATER/WASTEWATER OVERVIEW

Industry Structure

There are many utilities providing water and wastewater service to Hoosiers, taking on one

of several legal forms. These legal forms include:
investor-owned utilities, municipal utilities, not-for-profit
utilities, regional water/wastewater districts, water
authorities, and conservancy districts. The Indiana Utility
Regulatory Commission (Commission or IURC) is the

economic regulator over certain types of these entities,

4 =
The legal form of a utility

determines whether the utility is
subject to the Commission’s
jurisdiction and the extent of the |
Commission’s regulatory
oversight.

R &’

while the Indiana Department of Environmental Management (IDEM) is the water quality

regulator.

Process

Before water is ready for retail use, it usually must be treated to make it potable. Similarly,

wastewater must be treated before it can be released back into a water source. Both processes are

shown in Chart 1.

Figure 1
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Pump house

[

Filtration

W Solids trucked
i to farms

i
p !
L

Chlorine 7 3
i

.
e
Orthophosphate 77
-,

Fluoride ,

Residential customers

Homes and
businesses

Wastewater Process

Sedimentation tank

Disinfection tank

TURC | 79



Regulatory Structure

According to the Commission’s data and that of the IDEM, the Commission regulates
approximately 104 of the 824 water utilities and 47 of the 531 wastewater utilities. Although the
Commission only regulates and has partial oversight over a fraction of the state’s water utilities,
those who are regulated serve approximately 90% of Indiana’s water consumers. This is because
numerous small systems serve a relatively small percentage of the population, while a small
number of larger systems serve the majority of the population. Because the Commission does not
regulate municipal wastewater systems and most investor-owned wastewater utilities are small,
the percentage of wastewater customers under Commission jurisdiction is low. Of the regulated
wastewater utilities, only two serve more than 5,000 customers: Hamilton Southeastern Utilities,

Inc. with 17,670 customers and Utility Center, Inc. with 11,908 customers.

The regulated water systems have $3.7 billion of utility plant in service, annual revenues of
$493 million, and a total rate base of $2.2 billion. The regulated wastewater utilities have $199.1
million of utility plant in service, annual revenues of $29.0 million, and a total rate base of $84.1
million. As promulgated in state law, certain utilities have the option to withdraw from
regulation. Table 1 shows the number of water/wastewater utilities that have withdrawn

(Appendices C and D list the withdrawn utilities).

Table 1

Water/sttewater Utilites Withdrawn From Commission Jurisdiction

Type of Utility | Number |

. Municipal Water i 358

| Not-For-Profit Water ' 51 I
. Investor-Owned Water , 1 |
J Not-For-Profit Wastewater - 11
Investor-Owned Wastewater 4

. Not-For-Profit Water/Wastewater 14

. Investor-Owned Water/Wastewater -1
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The legal form of a utility determines the existence and extent of the Commission’s
regulation. Table 2 details some of the IURC’s jurisdiction and shows which utilities the agency

generally does not regulate with regard to rates and charges or rules and regulations.

Table 2

Commission Jurisdiction over Water/Wastewater Utilities

Tvpe of Utilit Rates and Rules and Ability to Withdraw No A
YP y Charges Regulations from Jurisdiction Jurisdiction
|

¢

§ Investor-Owned Water*

! Investor-Owned Sewer*

Not-for-Profit Water

VAN

| Not-for-Profit Sewer

AN N NEN
AN NENEN

| Municipal Water

Municipal Sewer ’

v
Regional Water District 3 f i v
. Regional Sewer District ! v

( Conservancy Water District** v ‘ v ‘ 3

i Conservancy Sewer District ' | v !

* Investor-owned water and sewer utilities with 300 customers or less can opt out of the IURC’s jurisdiction, per IC § 8-1-2.7-1.3.
** Water conservancy districts with fewer than 2,000 customers can opt out of the IURC’s jurisdiction, per IC § 8-1-2,7-1.3,

Small utilities, those with 300 customers or less, can opt out of the Commission’s
jurisdiction. Because smaller utilities have less expertise to manage their systems, they are often
times the most problematic and “troubled.” Though the Commission has training and programs
in place to help these utilities, it remains a challenging issue for the Commission. The steps taken

by the agency to address this issue are further discussed on page 95.
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Map 1 shows the 11 largest regulated water utilities based on the 2009 Annual Reports. As

the map shows, these utilities provide service to more densely-populated areas.

Map 1

Largest Regulated Water Utilities and the Number of Customers

o
.PJ "

i

-

I ndianapolis Water - 298,678 {7 Lafayette Municipal Water - 28,260
M (ndiana American Water - 279,257 Il Hammond Municipal Water - 26,405
Il Fort Wayne Municipal Water - 78,769 Il Bloomington Municipal Water - 22,961
Il Evansville Municipal Water - 60,722 Il Anderson Municipal Water - 22,049
"] South Bend Municipal Water - 41,931 {__1 Mishawaka Municipal Water - 14,898
Bl cikhart Municipal Water - 35,100

Source: 2009 Commission Annual Reports

Note: Fire protection customers and interdepartmental sales have been removed; municipal systems are based on city
boundaries and may not represent the actual service territory.
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Acquisition and Consolidation

Acquisitions and consolidations can take many forms, but the most prevalent are investor-
owned utilities buying smaller investor-owned utilities, investor-owned utilities buying
municipal systems, and municipalities buying investor-owned systems. Over the last nine years,
the pace of mergers and acquisitions by investor-owned utilities has slowed significantly as the

most attractive utilities have been acquired; however, transaction proposals are still taking place.
- Municipalization -

The practice of municipalities taking over investor-owned systems, commonly referred to as
municipalization, has been aided by a recent Indiana Supreme Court decision. The City of Fort
Wayne completed its acquisition of a large portion of Utility Center, Inc.’s system by initiating a
condemnation proceeding in civil court, which was an action later affirmed by the Indiana
5 m, Supreme Court.! Condemnation is a legal proceeding,

Recent acquisitions have whereby a municipality exercises its power of eminent
raised issues of asset

valuation and rates for
existing customers. transfer of utility property to the municipality. In its

= # decision, the Supreme Court held that under IC §§ 8-1-2-92

domain and condemns utility property that results in the

and 8-1-2-93, an investor-owned utility’s license, permit, and franchise are conditioned on the

ability of municipalities to purchase utility property.

Recent utility transfers have highlighted several issues of particular concern for the
Commission. One issue is determining the fair value of the property to effect a change in
ownership. Without accurate accounting records of the municipality’s assets, it is difficult to
accurately determine the fair value of the assets. Even when the accounting records are accurate,
there may be a conflict between Indiana statutes that explains how the price is determined for the
assets and what the Commission sets as the fair value. Under IC § 8-1.5-2-6(b), municipal assets
may not be sold for less than their full appraised value; however, the Commission must adhere to

IC § 8-1-2-6, which disallows Contributions in Aid of Construction (CIAC) in determining the

'See, Utility Center, Inc. v. Fort Wayne, 868 N.E.2d 453 (Ind. 2007)
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fair value.” In some cases, appraisers do not eliminate all utility plant that has been contributed

by developers or was funded by a government grant.

Another issue rests with the determination of whether the customers acquired through the
condemnation process should be required to pay more for water than existing customers.
Although there is a general lack of consensus on these issues among policymakers, the Indiana
General Assembly remedied one aspect of the condemnation matter. Going forward, when a
municipality condemns the property of a public utility, all customers shall bear the costs

associated with the condemnation process through their normal rates and charges.’
- Unique Transfer: City of Indianapolis to Citizens Energy Group -

In August 2010, the City of Indianapolis and Citizens Energy Group (Citizens) petitioned the
Commission to transfer the city’s water and wastewater systems to Citizens and place both
utilities under the Commission’s jurisdiction.4 Then on April 12, 2011, the City of Indianapolis
and Citizens submitted a settlement agreement reached with the OUCC, industrial customers,
and the Service Advisory Board. The key components of the settlement agreement are as

follows:

On July 13, 2011 the
Commission approved
Citizens Energy Group’s
unchanged. acquisition of the city of

Indianapolis’ water and
wastewater utilities. This is
Commission for Indianapolis’ Department of the first wastewater system

Waterworks in Cause No. 43645. of Indiana’s 108 combined
sewer systems under

e Citizens will document its savings for four years Commission jurisdiction.

.

e Wastewater rates will increase 10.75% in 2012

and 2013, while water rates will remain

o Citizens will adopt the water rates approved by

from the date of closing.

Upon approval of the acquisition by the Commission, the wastewater system became the first

of Indiana’s 108 combined sewer systems under Commission jurisdiction. A combined sewer

*CIAC is utility plant that was not funded by the utility such as plant contributed by a developer or obtained as part
of a government grant.

3See, IC § 8-1.5-3-8 (eff. July, 2009)

*Cause No. 43936
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system directs wastewater and stormwater to flow into a single pipe. The discharge into a body

of water is called combined sewer overflow (CSO).
Age Profile

One of the most problematic issues in the water industry is the age of the infrastructure.’
Water systems are comprised of wells (for groundwater), treatment facilities, water tanks, and
distribution systems. Distribution systems are composed of the pipes, valves, and pumps through
which water is moved from the treatment plant or water tanks to end users. Throughout Indiana,
pipes range widely in their age and material. Many older systems, built during the turn of the last

century, consist of cast iron (CI) and wood piping that would not be used today.

Many of Indiana’s oldest communities are experiencing increased main breaks in CI pipe, as
the distribution system ages. Distribution system piping manufactured and installed during the
growth periods of the 1940s and early 1950s are particularly vulnerable due to common use of a
thinner pipe wall and utilization of “gray iron.” This particular generation of CI has become
more brittle with age and is beginning to fail under varied operating pressures. Further,
deterioration can be aggravated in piping that was installed in highly corrosive soils from that
era. As this generation of piping requires replacement, our oldest and largest communities are hit

the hardest financially, because these pipes constitute the majority of the distribution system.

Newer systems rely on polyvinyl chloride (PVC), high-density polyethylene (HDPE) and
ductile iron (DI) piping. Although the materials used in modern pipe manufacturing should be far
superior, some materials are unquestionably thinner and cheaper than their predecessors. This
places more emphasis on ground conditions and proper installation in attaining the desired
longevity of the infrastructure. Modern plastic pipe such as PVC and HDPE have very good
corrosion resistance properties but generally have very weak structural properties. In many cases,
utilities may prefer a structurally stronger pipe such as DI at a greater material cost to mitigate

the risk associated with installation errors.

While pipe design is easy to control and monitor, the underground construction must be

closely monitored to ensure that the specified bedding material is being used in appropriate

*Infrastructure needs and costs are detailed on pg. 89.
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quantities and is being properly bedded. Unlike other materials, PVC piping is subject to ultra-
violet degradation, which may compromise the pipe if improperly stored. Improperly installed
pipe is often subject to rapid failure and can compromise the road, sidewalk or other covering
and adjacent underground infrastructure. Utility owners must monitor the installation of pipe

closely, often requiring full-time construction inspection.
Demand and Supply

Water Usage

Although the United States uses more water per capita than any other country, the amount of
water consumed per customer has been declining. American Water, the holding company for
Indiana American Water, published a study in May 2011 about seven states, including Indiana,
and found that monthly residential sales per customer decreased 1.21% per year from 2000 to
2009, which is an annual decline of 913 gallons/customer/year.® The decline can be attributed to

the following factors:

o Increased use of water efficient appliances; 7 “’%
e Low water use landscaping; Water
e Utility water efficiency programs; Conservation

e Rate structures penalizing higher consumption; and )
American Water, the holding

o The general increase in water rates. company for Indiana American
Water Inc., conducted a study of

However, water shortages are still a serious issue for seven states, including Indiana,
i and found that monthly
many areas throughout the U.S. and occasionally affect residential sales per customer

decreased 1.21% per year from
2000 to 2009, which is an annual
conditions. For example, in October 2010 after a prolonged | gecline of 913 gallons/customer/

year.

parts of Indiana when low rainfall causes drought

drought, the Indiana Department of Homeland Security and

the Indiana Department of Natural Resources issued a S &
“water shortage warning” for much of southern Indiana where public water systems were

requested to reduce water use by 10 to 15%. It was lifted following recovery by precipitation.

“Declining Residential Water Use Presents Challenges, Opportunities,” Opflow, Vol. 37, No. 5, pgs. 18-20.
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Although per capita consumption may be decreasing, levels of supply can still be strained.
Therefore, conservation efforts and per capita decreases will be important components in

meeting future supply needs.

New Sources of Supply/Enhanced Reliability

Maintaining quality ground and surface water is critical, because contaminated water cannot
be considered a resource. In Indiana, much of the water supply comes from underground water
bearing permeable rock formations called aquifers, which utilities tap into by digging wells. To
increase the reliability of water from rivers, reservoirs are constructed. Reservoirs play an
important role in water treatment, because they allow time for particles to settle and provide
early-stage natural biological treatment. Although not a natural resource, water tanks also play an
important role as a source of backup supply due to their ability to help maintain sufficient water
pressure in systems for potable water and fire suppression. Not every water utility in Indiana has
its own source of supply. Based on the Commission’s Annual Reports, 15% of the Commission-
regulated water utilities share source of supply infrastructure through wholesale purchase

agreements.
Legal and Policy Foundations

Water and Wastewater Quality

Utilities that provide drinking water and treat wastewater are subject to federal regulations.
Water quality regulation falls under the Safe Drinking Water Act (SDWA), passed in 1974 and
amended in 1996;’ whereas, wastewater regulation falls under the Federal Water Pollution Control
Act or Clean Water Act (CWA), most recently amended in 1987.2 The U.S. Environmental
Protection Agency (U.S. EPA) is the primary federal agency that implements these regulations,

while the IDEM is delegated enforcement and has some implementation authority. ?

Water quality standards are two-fold: 1) health-related (focusing on inorganic and organic

chemicals and microorganisms); and 2) aesthetics (focusing on taste, odor, and appearance). These

"See, 42 U.S.C. §§ 300f to 300j-26

8See, 33 U.S.C. §§ 1251-1387

°To the extent that wastewater treatment is provided by a septic system or constructed wetland, the Indiana State
Department of Health is the jurisdictional agency.
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standards are developed by setting a maximum contaminant level and a maximum contaminant
level goal, both of which are periodically updated. For example, based on the U.S. EPA’s
Groundwater Rule, the IDEM now requires increased monitoring to detect viral and bacterial

contamination in ground water sources of drinking water.

In recent years, Indiana utilities have incurred costs associated with maintaining and improving
their systems, and these costs are expected to keep increasing as new rules are approved. Examples

of several new or pending U.S. EPA rules are provided below:

e Total coliform rule (final revisions are expected e =
to be published in the summer of 2012) The water quality standards, |
which are enforced by the IDEM, }
are two-fold: health-related, |
regulation under the SDWA focusing on inorganic and
organic chemicals and

microorganisms; and aesthetics,
¢ New analytical methods to test for certain focusing on taste, odor, and

e FEvaluation of selected contaminants for further

(final determination is expected by 2013)

contaminants (approved in June 2011) appearance.

N .
e Perchlorate rule (final rule expected by 2015)

Several wastewater utilities under the Commission’s jurisdiction have also been required to
invest in their systems due to consent decrees, which were issued due to violations of the CWA.
Because infrastructure improvements may be required, customer rates could be impacted.
However, before the costs can be passed on to consumers, projects are subject to IURC approval

and review by the Office of Utility Consumer Counselor.

II. WATER/WASTEWATER LANDSCAPE

Infrastructure
To prosper economically, Indiana communities need safe, reliable and affordable water and
wastewater systems. However, a funding shortfall in Indiana exists due to the need to replace

aging infrastructure and its attendant high capital requirements, as much of the United States’

drinking water and wastewater infrastructure was built shortly following World War II.
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A significant portion of this infrastructure has aged and will need full-scale replacement over

the next few decades. This is problematic because the water sector remains extremely capital

intensive, investing more capital per dollar of revenue generated than any other industry, as

demonstrated in Chart 1. The need for such large investment is due to high capital costs and

relatively low revenues. Consequently, water utilities are increasing general rates and exploring

other ways to increase revenues.

Chart 1

Capital Invested per Dollar of Revenue

Avg. All Industries ‘
Telecommunications

Gas Distribution

1.28

Comb. Electric & Gas

Electric

Water

$- $0.50 $1.00 $1.50 $2.00 $2.50 $3.00 $3.50 $4.00 $4.50

Source: AUS Utility Reports — 2010

Projected Infrastructure Costs

$3.81

The Indiana Advisory Commission on Intergovernmental Relations issued its most current

report, titled “Financial Needs for Wastewater and Water Infrastructure in Indiana,” in 2003. It

estimated that the statewide wastewater and

drinking water infrastructure needs for the period
2000 to 2020 will require $12.4 to $13.9 billion.

Several of the recommended projects include:

correction of CSOs, wastewater conveyance and

-

The water sector remains extremely
capital intensive due to high costs and
relatively low revenues; investing
more capital per dollar of revenue
generated than any other industry.

[
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treatment, remediation of failing septic systems, storm water conveyance and management,

drinking water production, and construction or renovation of treatment and distribution facilities.
Funding Programs

Though numerous federal and state funding options are available for infrastructure
investment, it is not enough to cover the infrastructure needs. Annual investments made by
governmental entities between January 1990 and March 2002 were approximately $253 million,
far short of the estimated $658 million investment needed annually to meet the needs identified
in this report. Grants from the U.S. EPA are leveraged in bond markets to generate State
- = Revolving Loan Fund (SRF) proceeds. The Indiana
Loans and grants are available Finance Authority (IFA) then administers these funds

for utility infrastructure
investment through the State || through low-interest loans at 20-year terms to investor-

Revolving Loan Fund, Rural

Development Loans and Grants, _
and the Community Focus Fund. the Drinking Water and Clean Water 2010 Annual

R =¥ Reports, the Drinking Water SRF (DWSRF) Loan

owned, municipal and not-for-profit utilities. Based on

Program closed 35 loans for Indiana utilities, totaling approximately $80 million in state fiscal
year 2010. Treatment infrastructure projects accounted for 60% of the projects, while
transmission and distribution infrastructure projects accounted for 18.5%. The Clean Water SRF

Loan Program in Indiana closed 63 loans totaling approximately $376 million.

Rural Development Loans and Grants are also available to assist rural areas and towns
serving a population of less than 10,000. Extended 40-year terms are available at or below
market interest rates, depending on community demographics. As part of this program, Indiana
water/wastewater utilities received approximately $53 million in loans and $9 million in grants,

of which approximately $13 million in loans were made to Commission-regulated utilities."

Grants for planning and up to 75% of project costs are another option. These planning and
construction grants are available to non-entitlement cities,'' towns, or counties through the

Community Focus Fund, which is administered through the Indiana Office of Community and

' American Recovery and Reinvestment Act of 2009 funds were not included.
"Non-entitlement cities must go through a state-funding program instead of receiving funds directly from the
federal government.
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Rural Affairs (OCRA). Out of the more than 200 grant issuances made by OCRA during 2010,
two Commission-regulated water systems were beneficiaries of approximately $5.8 million of
the approximate $90 million granted by this state agency. Over three-fourths of funds issued
were the result of federal funding received to aid in economic recovery due to several natural

disasters that occurred throughout the state during 2008.

Although the amount of SRF funding to investor-owned and not-for-profit utilities is limited,
other options are available. For example, another avenue to obtain low-interest rate loans is
private activity bonds (PABs), which are municipal bonds issued to finance facilities for
investor-owned or not-for-profit water utilities.'? The benefits of reduced financing costs go
directly to utility customers, rather than to the shareholders, owners, or parent companies. The
federal government sets the overall loan volume cap for each state and then allocates that amount

based on a formula.”

Under the current federal rules for the funding process, investor-owned and not-for-profit
utilities are disadvantaged, because they have limited access to low-cost debt. Without access to

low-cost debt, costs to serve those customers increase despite the fact that all customers pay

federal income tax to support the funding programs. To fg =
gain access to additional SRF funding, several not-for- Un_der t,h e current funding
regime, investor-owned and

profit utilities have converted to water authorities to avoid not-for-profit utilities
the volume cap for PABs. The National Association of are discriminated against,

. o i because they have limited
Regulatory Utility Commissioners and the National access to low-cost debt.
Association of Water Companies support federal % =

legislation to lift the ban on wastewater utilities and to remove water projects from the volume
cap. In 2010 the U.S. House of Representatives passed such legislation several times and in May
2011, two U.S. Senators sponsored the Water Infrastructure Investment Act of 2011 that

provides such relief.

2P ABs are not available to private wastewater utilities.
1See, IC ch. 4-4-11.5
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Pricing and Economics

Rate Increases

Increasing costs for water and wastewater utilities are driven by the need for replacement of
aging infrastructure, compliance with U.S. EPA standards (e.g., water quality and wastewater
effluent), increase in expenses (e.g., labor, chemical, and power), growing demand, and the
relocation of facilities. As the costs for water and wastewater services continue to rise, rates are
following suit. Two recent rate cases before the Commission involve the Indianapolis
Department of Waterworks and Indiana-American Water. In February 2011, the Commission
granted the City of Indianapolis a 25.99% permanent rate increase,'* and in May 2011, Indiana-

American Water petitioned the Commission for a 9.76% rate increase."’

Chart 2 shows the price index for a variety of utilities, including water/wastewater rates. It
shows water/wastewater rates rising more than electricity or natural gas rates and rising much
faster than the overall consumer price index (CPI). For example, from 2000 to 2010

water/wastewater rates rose 5.05% per year while the CPI only rose 2.47% per year.

Chart 2

Comparison of Utility Prices from 1953 to 2010
Index is set to 100 for 1982-1984
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'* Dep't of Waterworks of the Consol. City of Indianapolis, Cause No. 43645, 2011 Ind. PUC LEXIS 30 (TURC Feb.
2,2011)
Cause No. 44022
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Rate cases in Indiana reflect the national trend that shows water and wastewater rates
outpacing inflation. Overall, the number of rate increase requests has been significant, with as
many as 23 pending at any one time during the past year. In 2010, nine water utilities were
approved for general rate increases averaging 25.01%, and twelve wastewater utilities were
approved for general rate increases averaging 46.63%. The average rate increase granted by the
Commission is high, because the requests are related to infrastructure improvements and
maintenance projects to uphold the quality of service. Furthermore, several utilities had not

sought a rate increase for many years.
Recovery of Infrastructure Costs within a Rate Case or Tracker

The Commission has several mechanisms within a rate case that allow utilities to recover
costs associated with infrastructure projects. Municipal and not-for-profit utilities are allowed to
include costs for some types of projects, typically referred to as extensions and replacements, in
customer rates. This allows utilities to include future infrastructure projects in rates without
relying entirely on debt. In addition, post-in-service Allowance for Funds Used During
Construction (AFUDC) and deferred depreciation, if approved, allow investor-owned utilities to
defer the capital costs and depreciation expense of a project to the utility’s next rate case. This

practice helps to reduce the utility’s earnings erosion.

All utilities can use the Minimum Standard Filing Requirements process that allows a utility
to update its rate base for capital investments incurred up until the final hearing.'® This can be an

incentive to invest in capital improvements, as the utility - N

does not need to wait until a later rate case to earn a return In 2000, Indiana was the
second state in the nation to
approve a capital
recovery mechanism, called
the distribution system
legislation that created a capital recovery mechanism, improvement charge .

on capital investments.

In 2000, the Indiana General Assembly enacted

called the distribution system improvement charge h <
(DSIC)."” Indiana was the second state to pass such a mechanism. The DSIC allows water

utilities to recover the costs of improvements to existing distribution systems without a rate case.

15See, 170 IAC 1-5
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The DSIC only applies to water utilities, and the Commission believes that making the DSIC
mechanism available to wastewater utilities would encourage investments in necessary
infrastructure replacements and upgrades. This has been a useful mechanism, without the added
costs of a rate case, to encourage needed infrastructure improvements before having to react to a
costly disaster. As of May 2011, the Commission approved close to $138 million in utility
distribution plant placed in service through the DSIC.

Another way to finance infrastructure investments and minimize the effect on existing
customers is through system development charges (SDCs). SDCs are utility fees paid by property
owners who connect their properties to the utility’s system for the first time and can be more
than $1,400 for water connections and $3,000 for wastewater connections. The use of SDCs
supports the notion that “growth should pay for growth” and reduces the likelihood that existing

customers will pay for construction of new facilities that do not benefit them.
Customer Rate Disparity

Many municipal utilities provide service to customers outside their corporate boundaries,
which can create beneficial economies of scale and rate stability for the municipality.'® However,
some municipalities charge outside-city customers higher rates or a surcharge, ranging from

7 =y, modest amounts to those up to 100% greater than rates paid
Different rates between

customers located inside
and outside a municipality
may raise questions about
whether the non-city rate is | boundary such as a river or mountain, where crossing to the
cost-justified and non-

discriminatory.
g ¥ corporate boundaries, the imposition of higher rates or a

by inside-city customers for the same service.

A corporate boundary is usually not like a natural

other side may increase the cost of providing service. With

surcharge may be a device to stimulate support for annexation, represent revenue enhancement,
or subsidize in-city customers. It may be difficult to support different dollar amounts for inside-
city and outside-city water rates due to the fact that rates approved by the Commission must be

cost-justified and non-discriminatory.

""See, IC ch. 8-1-31 _
'8This can also constrain the proliferation of small developer-owned systems that sometimes become troubled.
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When municipal utilities opt out of the Commission’s jurisdiction, citizen-customers (i.e.,

city residents) of that municipality still have a voice in how the utility is operated when voting

for local leaders. However, non-citizen-customers cannot participate in the local municipal

elections; therefore, they have no such voice. One possible remedy is to provide the Commission

with limited jurisdiction over municipal water rates charged to outside-city customers when a

surcharge is assessed, even if the municipality has opted out of the Commission’s jurisdiction.

Alternatively, municipalities could be allowed to assess a surcharge within a statutorily specified

level (i.e., a “safe harbor” provision) and not be subject to Commission oversight.

Regulatory Development

Small Utilities

Small water/wastewater utilities are prevalent in Indiana. Because of their size, they often

lack the expertise to manage and operate effectively. In some instances, the Commission

classifies water/wastewater utilities as “troubled.” These are typically small utilities (fewer than

300 customers) that were constructed by a developer as part

of a housing development.19

To determine whether a utility is troubled, the
Commission may examine several key factors including:
technical, financial, and managerial capacity; the physical
condition and capacity of the plant; the utility’s compliance
with state and federal law and/or the Commission’s orders;
and provision of service to customers.”® If the utility has
continued violations, even after the Commission orders it to
remedy the deficiencies, the Commission can order the
acquisition of the utility by a new owner, or appoint a

receiver to operate the utility and work to find a new

7~

Assistance for
Small Utilities

The Commission is taking

management and operations
of small utilities in the water

a small utility accounting
manual to assist utilities with
improving their financial
books and records.

S

proactive steps to improve the

industry, including developing

A

,«/j

""The Commission can only monitor utilities under its jurisdiction. Once withdrawal occurs, the Commission is no
longer able to proactively monitor the progress and development of those systems that are historically most likely to

become troubled.
2gee, IC § 8-1-30-3
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owner.”! On a practical basis, neither is an ideal option.

The Commission’s primary goal, however, is to prevent utilities from becoming troubled in
the first place. One way is to ensure utilities can provide reliable service prior to serving the
customers. Both the Commission and the IDEM have rules regarding the operational abilities of

water and wastewater utilities.

A second way is for the Commission to try to improve the management and operations of
small utilities. Several years ago IURC staff designed and implemented a Small Utility
Workshop. This workshop offers hands-on training to municipal and not-for-profit utilities.
Workshop participants are provided training on how to complete the Commission’s annual report
and Small Utility Rate Application (an application that provides a utility the opportunity to
request a rate increase without going through the Commission’s full formal filing process.) The
workshop also provides accounting and asset management training, as well as an opportunity for

the utilities to discuss other issues with staff.

To assist utilities with their financial books and records, staff is also developing a small
utility accounting manual. Financial record keepers for small utilities often have no accounting
or financial background. In small municipalities, this responsibility falls on the elected Clerk-
Treasurer, a position for which there is no financial education or experience requirement.
Accurate and timely financial records are necessary to provide utility managers with the ability
to make informed decisions, provide data to develop accurate rate structures, and