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I.

Introduction

2

Q:

Please state your name, employer, and position.

3

A:

My name is Uday Varadarajan. I am a principal in Climate Policy Initiative’s Energy

4

Finance Program.

5

Q:

Have you previously provided testimony in this proceeding?

6

A:

Yes, I filed Direct Testimony on behalf of Minnesota Center for Environmental

7

Advocacy, Fresh Energy, Wind on the Wires, and the Sierra Club (collectively “Clean

8

Energy Organizations” or “CEOs”) in response to Minnesota Power’s proposal to extend

9

the economic lives of its four coal units at the Boswell Energy Center to 2050.

10

Q:

What is the purpose of your Rebuttal Testimony?

11

A:

In this Rebuttal Testimony I respond to the Direct Testimony filed by other intervenors

12

regarding Minnesota Power’s proposal to extend the economic lives of its four coal units

13

at the Boswell Energy Center to 2050.

14

Q:

To which witnesses are you responding?

15

A:

Specifically, I respond to the Direct Testimony of Shoua Lee, who testified on behalf of

16

the Residential Utilities and Antitrust Division of the Office of the Attorney General;

17

Nancy Campbell who testified on behalf of the Department of Commerce, Division of

18

Energy Resources; and William Blazar who testified on behalf of the Minnesota Chamber

19

of Commerce.
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Q:

Please summarize your Rebuttal Testimony.

2

A:

In general, I agree with the analysis of Ms. Lee and find errors in the analysis of Ms.

3

Campbell and Mr. Blazar.

4

I disagree slightly with Ms. Lee regarding Boswell Units 1 and 2, because including the

5

remaining unrecovered plant balances in the test year even after the plants are retired in

6

2018 is consistent with transitioning those units to a regulatory asset, and is therefore

7

reasonable at this time without the need for additional information. Regarding Units 3

8

and 4, Ms. Lee is correct in her arguments that extending their lives and depreciation to

9

2050 would be financially risky and a burden on ratepayers, and the Commission should

10

reject this proposal. Ratepayer-backed bond securitization could address many of the

11

issues raised by Ms. Lee, and provides a solution that further demonstrates why the

12

Company’s proposal is unreasonable and harmful to ratepayers.

13

I disagree with Ms. Campbell’s conclusion that it would be reasonable to assume Units 3

14

and 4 could continue operations until 2050. There is insufficient proof that the units will

15

continue to be cost-effective, especially compared to the dropping price of wind

16

generation, and her assumption ignores the other policy reasons that are leading to early

17

retirement of coal generation.

18

I disagree with Mr. Blazar’s assertions that Minnesota Power’s proposal benefits

19

ratepayers while allowing the company to transition to new generation. Instead, I have

20

testified that the Company’s proposal provides short-term relief to customers at the

21

expense of significant long-term costs, and it incentivizes shareholders to keep coal

22

generation operating past its optimal retirement date.
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II.

Rebuttal to Shoua Lee

2

Q:

Can you summarize the Direct Testimony and conclusions of Ms. Lee related to

3
4

Minnesota Power’s proposal to extend the economic lives of the four Boswell units?
A:

Ms. Lee testified that Minnesota Power’s proposal to extend the economic lives of the

5

Boswell units would mean that the depreciation schedule would no longer be based on

6

the remaining life of the units, which are scheduled to close in 2018 (Units 1 and 2), 2034

7

(Unit 3), and 2035 (Unit 4). She testified that this proposal is not consistent with the

8

standard accounting rules that Minnesota Power is required to follow or Commission

9

Rules on depreciation. She found that the proposal is unreasonable for multiple reasons,

10

including: the fact that it will require ratepayers to cover stranded costs; the failure to

11

provide sufficient removal cost funding for on-time decommissioning of Units 3 and 4;

12

the uncertainty of future Operations and Maintenance or replacement costs; increased

13

long-run returns for shareholders; and delay of coal retirements. Ms. Lee concluded that

14

the Commission should deny Minnesota Power’s proposal to combine the four units into

15

one depreciation schedule and extend recovery of depreciation expenses to 2050.

16

Regarding Boswell Units 1 and 2, Ms. Lee recommended that the Commission reject

17

Minnesota Power’s proposal to extend the cost recovery of depreciation expense to 2050.

18

For Units 3 and 4, she recommended that the Commission reject Minnesota Power’s

19

proposal and take no action to separate the current remaining existing lives from the

20

depreciation schedules for these units. These recommendations will increase the revenue

21

requirement by $15,936,118, according to Ms. Lee.
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Q:

Do you agree with Ms. Lee’s conclusions with respect to Boswell Units 1 and 2?

2

A:

Yes, but only in part. Ms. Lee concluded that it is premature to make a recommendation

3

relative to Boswell Units 1 and 2 until the costs to retire those units and replace the

4

energy and capacity are better understood. Ms. Lee further argued that it would be

5

inappropriate for the Company to include both recovery of Boswell Units 1 and 2 and

6

recovery of costs for its replacement energy and capacity in its test year, as this would

7

result in double recovery. While I agree that understanding the costs to replace the units

8

is important, I believe that including the remaining unrecovered plant balances in the test

9

year even after the plants are retired in 2018 is consistent with transitioning those units to

10

a regulatory asset, and is a reasonable decision at this time. If approved depreciation rates

11

were not modified, the Company would continue to recover its remaining balances for

12

Boswell Units 1 and 2 by 2024 as amortization of the resulting regulatory asset at the

13

same rates. This approach provides certainty regarding future rates at current levels for

14

ratepayers and allows the company to fully recover its costs in a reasonable period of

15

time (over six years after retirement) without creating undue burdens to future customers.

16

Q:

Do you agree with Ms. Lee’s conclusions with respect to Boswell Units 3 and 4?

17

A:

Yes. Ms. Lee concluded that Minnesota Power’s proposal to extend the economic lives of

18

these units until 2050 is not reasonable and should be rejected by the Commission and I

19

agree with that conclusion. Specifically, Ms. Lee argued that:

20

1)

While the company has provided some technical evidence that Boswell Units 3 and 4

21

could be operated through 2050, they have not provided evidence that such operation

22

could be done at a reasonable cost.
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2)

Given recent economic and environmental pressures on continued use of coal-fired

2

electric generating units throughout the industry, the Commission may be asked to

3

consider retirement of Boswell Units 3 and 4 before their current retirement dates—let

4

alone before 2050. That extension would result in large unrecovered balances that could

5

complicate future retirement decisions.

6

3)

7
8

Even if all units of Boswell plant were retired as scheduled, the extension would require
ratepayer in the late 2030s and 2040s to continue paying for a plant they never used.

4)

9

Changing the depreciation rate for Boswell Units 3 and 4 requires the company to
provide evidence that the operational life of the assets should be extended through 2050,

10

an issue best addressed in the Company’s next IRP filing.

11

I agree with each of these arguments.

12

Q:

In your Direct Testimony, you suggest that there are alternatives to extending the

13

economic depreciation lives of the four Boswell coal units to 2050 that would better

14

protect ratepayers and reduce risk. Can you explain how ratepayer backed bonding

15

could address the challenges raised by Ms. Lee?

16

A:

Yes. Ratepayer-backed bond securitization could address many of the issues raised by

17

Ms. Lee, by providing an option to mitigate both the expected rate impacts of the early

18

retirement of Boswell Units 1 and 2, as well as the risk to rates associated with any

19

possible early retirement of Boswell Units 3 and 4. To demonstrate these savings, I

20

compared the customer cost impact of the Company’s cost recovery proposal to the use

21

of securitization in several scenarios in which Boswell Units 3 and 4 were retired earlier

22

than anticipated (in 2018, 2020, 2022, 2024, and 2026). In each of these cases, I assume

23

that any remaining plant balances (including decommissioning costs net of salvage as
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well
w as any reemaining ballances on alll units—inclluding Unitss 1 and 2—using approveed

2

depreciation rates)
r
are im
mmediately reecovered thrrough the usee of a ratepaayer-backed bond

3

with
w an intereest rate of 3%
% amortized out to 20344.

4

I find that in each
e
of thesee cases, custtomers see im
mmediate saavings relativve to approvved

5

depreciation rates
r
(see Fig
gures 1, 2, and
a 3) as welll as NPV saavings (see T
Table 1) overr the

6

liife of the bon
nd (regardlesss of the disccount rate ussed).
Table 1: NPV impacct on custom
mer costs off the Compaany’s propoosal relative to current
approved depreciation rates co
ompared witth the use oof securitizattion in cases in which
Boswell Plant is retiired early (n
negative cha
anges in red
d indicate net savings)

Figure 1: Change in
n customer costs
c
for thee Company ’s proposal compared w
with
securitizzation in thee case in which Boswelll Plant is rettired in 2018
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Figure 2:
2 Change in
n customer costs
c
for thee Company ’s proposal compared w
with
securitizzation in thee case in which Boswelll Plant is rettired in 2022

Figure 3: Change in
n customer costs
c
for thee Company ’s proposal compared w
with
securitizzation in thee case in which Boswelll Plant is rettired in 2026
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Specifically, in Table 1 we see that the negative change in the NPV of customer costs for

2

virtually all the securitization examples shows that the mechanism can result in cost

3

savings for early retirement regardless of the discount rate used. The Company’s

4

proposal, on the other hand, only shows cost savings in the early years, and results in net

5

costs to ratepayers only when a high discount rate is used. As the use of a high discount

6

rate significantly reduces the importance of cost impacts on future generations, this

7

demonstrates how the Company’s proposal helps current ratepayers at the expense of

8

future ratepayers.

9

In summary, I find that securitization can cover this risk without excessively burdening

10

future ratepayers as the Company’s proposal does. That is, the option to use securitization

11

will provide relief to customers to mitigate the immediate cost impact of any early

12

retirement while also protecting future ratepayers resulting in overall cost savings.

13

Q:

In these examples, you amortized the bond repayment to 2034 but changed the date

14

at which the plant retires and the unpaid balance is securitized. Is it fair to say that

15

the earlier the plant is retired, the greater savings ratepayers see?

16

A:

As far as reductions in capital costs go, my analysis does show that the earlier the plant is

17

retired, the greater the savings from securitization would be. However, overall savings to

18

ratepayers in each of these scenarios also depends on the cost of replacement capacity

19

and generation (if any). In my direct testimony, I argued that the total cost of new wind

20

generation with the Federal Production Tax Credit (PTC) could be less expensive than

21

continued operation of Boswell. Therefore, I would argue that if the generation and

22

capacity from Boswell could be replaced largely by wind generation with the full PTC, it
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is possible that the savings from early retirement could be even larger than my analysis of

2

capital costs alone suggest.

3

Q:

Does securitization affect the Company’s earnings?

4

A:

Early retirement and recovery of capital invested in any utility asset will reduce future

5

earnings for the Company—but only if the capital is not reinvested in new assets (either

6

replacement generation and capacity or other grid infrastructure allowed in ratebase). In

7

fact, if the Company can reinvest its capital in new wind assets that are allowed in

8

ratebase, the Company’s earnings can actually go up while rates fall. This is possible due

9

to the additional contribution to earnings provided by the PTC (as long as the Company

10

has the tax capacity to fully monetize the tax credits in each year they are generated).

11

To see how this works, I have provided a hypothetical example of the impact on customer

12

costs per MWh in the current year, customer costs on a levelized basis, and on

13

shareholder earnings of the early retirement of an uncompetitive fictitious coal generator

14

in Figures 4, 5, and 6. In each figure, the first bar shows the status quo—continued

15

operation of the coal asset. The second bar represents the impact of retiring the old coal

16

plant, replacing it with low-cost purchased generation (wind with PTC) and accelerating

17

its cost recovery. Note that in Figure 4, the second bar shows how replacement of the

18

asset can lead to higher costs is the short term due to potentially accelerated cost

19

recovery, even if the replacement generation (wind with PTC) can be purchased at below

20

the operating cost of the old coal plant. The third bar shows how securitization can

21

remedy this problem, but at the cost of eliminating the company’s future earnings on the

22

generation. The final bar shows how allowing the company to ratebase wind generation

23

with PTC could both reduce overall customer costs and increase shareholder earnings.
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Figure 4 - The impa
act of securiitization of a coal asset and replaciing it with w
wind in rateebase
on customer cost off electricity in
i the year of
o retiremen
nt

Figure 5 - The impa
act of securiitization of a coal asset and replaciing it with w
wind in rateebase
on levelized customer cost of ellectricity
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Figure 6 - Sharehold
der earning
gs impact off coal asset rretirement, replacemen
nt by wind,
securitizzation, and allowing
a
win
nd in rateba
ase

1

III.

Rebuttal
R
to Nancy
N
Campbell

2

Q:

Can
C you sum
mmarize thee Direct Testtimony and
d conclusion
ns of Ms. Caampbell as tthey

3

reelate to Min
nnesota Pow
wer’s propossal to extend
d the econoomic lives off the four cooal

4

units at Bosw
well?

5

A:

Ms.
M Campbelll found it waas reasonablle to assume that Units 3 and 4 and rrelated comm
mon

6

faacilities coulld operate un
ntil 2050 in light
l
of signiificant capitaal upgrades to these unitts.

7

She also deterrmined that Units 1 and 2 are not ennvironmentallly compliannt, did not receive

8

siimilar upgrades as the otther units, arre ordered foor retirementt by 2022, annd are schedduled

9

fo
or retirementt in 2018, an
nd therefore it is not reassonable to asssume these units could

10

op
perate until 2050. Ms. Campbell
C
reccommended that Units 1 and 2 have a depreciatioon

11

reemaining lifee until 2022,, or 2018 if MP
M will closse them in 20018.
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Q:

2
3

Do you agree with Ms. Campbell’s conclusion that it seems reasonable that Boswell
3 & 4 and the related common facilities could operate until 2050?

A:

No. I disagree for two reasons. First, I agree with Ms. Lee that the report provided by

4

Minnesota Power to support its assertion that these units could operate until 2050 is

5

insufficient evidence to meet Minnesota Power’s burden of proof in support of its

6

proposal.

7

Second, the technical ability to operate is only one factor in considering whether

8

operating a coal plant until 2050 is reasonable. As argued by Ms. Lee, future

9

environmental and economic costs and risks associated with continued operation must be

10

considered. In fact, according to Moody’s, “‘Wind power economics are driving coal

11

generation up the dispatch curve and into earlier retirement,’ says Jairo Chung, a Moody's

12

analyst. ‘Around 56 gigawatts of regulated coal-fired capacity in the Midwest has

13

operating costs that are higher than the all-in costs of new wind power.’”1

14

That is, continued operation of coal generating units (even before consideration of

15

possible environmental costs and risks) are already being rendered uncompetitive by

16

wind generation across the Midwest, As a result, I do not believe that it is reasonable to

17

assume the Boswell Units 3 and 4 could continue to operate economically until 2050.

1

Moody’s: Utilities increasingly adding low cost wind power t rate base, leaving inefficient coal
plants at risk (Mar. 15, 2017), available at https://www.moodys.com/research/Moodys-Utilitiesincreasingly-adding-low-cost-wind-power-to-rate--PR_363547.
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IV.

Rebuttal to William Blazar

2

Q:

Can you summarize the Direct Testimony and conclusions of Mr. Blazar as they

3

relate to Minnesota Power’s proposal to extend the economic lives of the four coal

4

units at Boswell?

5

A:

Mr. Blazar supports Minnesota Power’s proposal to extend depreciation to 2050 and have

6

ratepayers pay for non-operating plants during that time. He expressed appreciation for

7

Minnesota Power’s proposal on how to reduce rate impacts, focusing on the fact that

8

Minnesota Power’s proposal prevents short-term increases on ratepayers and covers the

9

Company’s costs, while allowing the utility to transition away from carbon-intensive

10
11

resources.
Q:

Do you agree with Mr. Blazar’s conclusion that Minnesota Power’s proposal to

12

extend the economic lives of the four coal units at Boswell to 2050 is reasonable way

13

to make Minnesota Power whole without imposing additional short-term rate

14

increases on ratepayers?

15

A:

No. As I discussed in my Direct Testimony, and earlier in this Rebuttal Testimony, the

16

Company’s proposal provides short-term relief to customers at the expense of significant

17

long-term costs. Further, the proposal provides shareholders with an incentive to keep

18

carbon-polluting coal facilities in operation for as long as possible. I have identified two

19

approaches that could mitigate the near-term impacts to customers of an early retirement

20

of any further units in Boswell without creating the intergenerational impact of the

21

Company’s proposal.
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V.

Conclusion

2

Q:

Has your recommendation to the Commission with respect to Minnesota Power’s

3

proposal to extend the economic lives of its four units at the Boswell Energy Center

4

changed in light of the other intervenors’ Direct Testimony?

5

A:

No. This proposal should be rejected as presented. There are alternative mechanisms to

6

achieve Minnesota Power’s stated goals without jeopardizing future ratepayers and

7

without the economic and regulatory risk of continuing to run uncompetitive and high-

8

polluting resources.

9

Q:

Are you recommending that the Commission order Minnesota Power to securitize

10

the remaining debt on the Boswell units through ratepayer-backed bonding at this

11

time?

12

A:

No, not necessarily. Securitization of ratepayer revenues has only been successfully

13

implemented in states where authorizing legislation has been put in place that enshrines

14

in statute certain protections for bondholders from regulatory and policy risk. As

15

discussed in greater detail in Moody’s (2015) “Rating Methodology: Moody’s Global

16

Approach to Rating Securities Backed by Utility Cost Recovery Charges,” these

17

protections generally need to include:

18

1)

Property rights to ratepayer cash flows: “A property that entitles the owner of such

19

property—the utility, or, in some cases, a public trust or corporation—the right to charge

20

the fee throughout the life of the security in an amount sufficient to make full and timely

21

repayment of principal and interest on the security”;

22
23

2)

Fee collection process: “the process the owner of the property must follow to charge the
fee”;
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3)

Irrevocable right to transfer fee collection rights: “the irrevocable right of the owner of

2

the property to transfer the fee to a special purpose financing vehicle for securitization

3

purposes”;

4

4)

5
6

Authorization to issue bond: “the type of financing vehicle authorized to issue securities
backed by the fees”;

5)

“True sale” requirements: “the process to be followed such that the transfer would be

7

viewed as a ‘true sale’ of the rights to the cash flows rather than a pledge of collateral for

8

a financing for transactions that involve the transfer of the property from the utility to the

9

issuer”;

10

6)

Bankruptcy remoteness: “the likelihood that other potential claimants, such as other

11

creditors of the financing vehicle if it were to become bankrupt or investors in other

12

securities that have been issued by the utility, might make a successful claim on the cash

13

flows of the securitization”;

14

7)

Non-bypassability of the charges: “whether the charges must be collected from all

15

existing and future customers of the utility or its successors or assignees within the

16

utility’s service territory, and whether the financing order provides that a severance fee be

17

charged to customers who switch to other service providers within the territory during the

18

life of the bonds.”

19

We note that over 20 states have such legislation in place, but Minnesota currently does

20

not.

21

At this time, we are recommending that the Commission deny the proposed extension.

22

We raise these alternatives for Minnesota Power to consider as future ways to relieve the

23

ratepayer burden of paying the depreciation expenses on these coal units.
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Q:

Does this conclude your testimony?

2

A:

Yes.
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