BEFORE THE PUBLI C SERVI CE COWM SSI ON

OF THE STATE OF DELAWARE

IN THE MATTER OF THE APPLI CATI ON OF
CHESAPEAKE UTI LI TI ES CORPORATI ON

TO MAKE REVI SIONS TO I TS GAS TARI FF
W TH RESPECT TO SERVI CE | NSTALLATI ONS
AND GAS EXTENSI ONS FOR PROVI DI NG GAS
SERVI CE (FI LED MARCH 6, 1997)

PSC DOCKET NO. 97-72t ( REMAND)

N N N N N

ORDER NO. 5340
AND NOW this 8th day of February, A D. 2000;

WHEREAS, the Conmmi ssion has received and considered the
Fi ndi ngs and Reconmendati ons of the Hearing Exam ner dated Decenber 20,
1999 in the above-captioned docket, which was submitted after a duly
noticed public evidentiary hearing;

AND WHEREAS, the Hearing Exam ner recomrends that the
Proposed Settlenent, as executed by representatives of the Conm ssion
Staff, the Division of Public Advocate, the Del aware Associ ati on of
Al ternative Energy Providers, Inc., and Chesapeake Uilities
Corporation (the "Conpany"), be adopted w thout nodification, including
the tariff pages attached thereto as Exhibit "C "

AND WHEREAS, the Hearing Exam ner finds that the Proposed
Settlenment is a just and reasonable conpromise to resolve the
proceedi ng consistent with the public interest;

AND WHEREAS, the Conmi ssion having determ ned, based upon
the record devel oped bel ow, including the Findings and Reconmendati ons
of the Hearing Exam ner, and such investigation and inquiry as each
Commi ssi oner deens appropriate, that the Proposed Settlenent, dated
August 17, 1999, including the tariff pages attached thereto, should be
approved without nodification and allowed to go into effect on one
day's notice; now, therefore,

I T I'S ORDERED:

1. That, by and in accordance with the affirmative vote
of a mpjority of the Conmi ssioners, the Comm ssion hereby adopts the
Decenber 20, 1999 Findings and Recommendati ons of the Heari ng Exani ner
appended to the original hereof as Attachnent "A. "

2. That the Proposed Settlenment is adopted as a
reasonabl e resolution of this proceeding and its terns and conditions
i ncor porated herein.

3. That the Conmi ssion reserves the jurisdiction and
authority to enter such further Oders in this mtter as nay be deened
necessary or proper

BY ORDER OF THE COWM SSI ON:



/'s/ Robert J. McMahon
Chai r man

/sl Joshua M Twill ey
Vi ce Chairman

/'s/ Arnetta MRae
Commi ssi oner

/s/ Donald J. Puglis
Commi ssi oner

/'s/ John R MClelland
Commi ssi oner

ATTEST:

/'s/ Karen J. Nickerson
Secretary
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FI NDI NGS AND RECOMMVENDATI ONS OF THE HEARI NG EXAM NER



DATED: DECEMBER 20, 1999 ROBERT P. HAYNES
HEARI NG EXAM NE

BEFORE THE PUBLI C SERVI CE COWM SSI ON
OF THE STATE OF DELAWARE

IN THE MATTER OF THE APPLI CATI ON OF
CHESAPEAKE UTI LI TI ES CORPORATI ON

TO MAKE REVI SIONS TO I TS GAS TARIFF W TH
RESPECT TO SERVI CE | NSTALLATI ONS AND GAS
EXTENSI ONS FOR PROVI DI NG GAS SERVI CE (FI LED
MARCH 6, 1997)

PSC DOCKET NO. 97-72T ( REMAND)

N N N N N

FI NDI NGS AND RECOMVENDATI ONS OF THE HEARI NG EXAM NER

Robert P. Haynes, duly appointed Hearing Exam ner of this Docket pursuant to
26 Del. C. [502 and 29 Del. C. ch. 101, by Commi ssion Order No. 4986, dated Decenber 15,

1998, reports to the Conm ssion as follows:

l. APPEARANCES

On behal f of the Applicant, Chesapeake Utilities Corporation-Del aware Division:
SCHM TTI NGER & RODRI GUEZ, P. A
BY: W LLI AM A. DENMAN, ESQUI RE

On behalf of the Public Service Conmi ssion Staff:
ASHBY & GEDDES
BY: JAMES McC. GEDDES, ESQUI RE

On behal f of Intervenor, Delaware Association of Alternative Energy Providers, Inc.:



RI CHARDS, LAYTON & FI NGER
BY: GLENN C. KENTON, ESQUI RE

On behalf of the Division of Public Advocate:
PATRI CI A A. STOWELL, Public Advocate

On behal f of Intervenor, Delnmarva Power & Light Conpany:
BY: RANDALL V. GRIFFIN, ESQUI RE

. PROCEDURAL HI STORY

1. On March 6, 1997, Chesapeake Utilities Corporation -
Del awar e Division ("Chesapeake" or "the Conpany") applied to the
Del aware Public Service Comr ssion ("Commi ssion") for approval to
change Section VI of its Gas Service Tariff No. 4, which sets
forth the terns and conditions governi ng Chesapeake's extension
of gas mains to serve new custoners.

2. Pursuant to 26 Del. C [209(a), the Commi ssion, by
Order No. 4453, dated March 18, 1997, suspended the proposed
changes in order to solicit objections and conments from
i nterested parties.

3. Delnmarva Power & Light Conpany ("DP&L") and the
Del awar e Associ ation of Alternative Energy Providers, Inc.
(" DAAEP") each filed a petition for |eave to intervene, and
both were granted. The Division of Public Advocate ("DPA") filed
its notice of intervention.

4. The Conmi ssion, by Order No. 4479, dated April 29,
1997, assigned the proceeding to Hearing Exanminer WIlliam O Brien
to preside over the hearings and to prepare Findings and
Recomendat i ons.

5. Hearing Examiner O Brien held a public conment session
on July 23, 1997, and an evidentiary hearing on Septenber 15,
1997.

6. Hearing Examiner O Brien issued his Findings and
Recomendati ons on Novenber 25, 1997, in which he recomended
that the Conpany's proposed tariff change be rejected. He
recommended that the Conpany's econom c test to evaluate main
extensions shoul d be based upon six tinmes the net annual revenue
(hereinafter "6x test") projected froma main extension or
service line installation project or such alternative test as
approved by the Conmission Staff on a case by case basis.

7. The Commission in Order No. 4730, issued February 24,
1998, adopted Hearing Examiner O Brien's recomendati ons.

8. On March 5, 1998, Chesapeake filed its conpliance
tariff, which DAAEP opposed in its April 29, 1998 letter to the
Conmi ssi on.

9. On Novenber 13, 1998, Chesapeake filed a notion for
clarification that sought to confirmthe conpliance filing. 1In
the alternative, the Conpany requested that the proceedi ng be
remanded to a Hearing Examiner to determne the estinmated nunber
of custonmers to use in the 6x test. The Conpany asserted that
Staff supported a remand. | n addition, Chesapeake sought
Commi ssi on approval of a minor tariff amendnent to include



cust oner advances and Contribution In Aid of Construction
("CIAC') as a neans of funding extensions that otherw se do not
satisfy the 6x test.

10. In Order No. 4986, issued Decenmber 15, 1998, the
Commi ssi on remanded the proceeding to this Hearing Exam ner for
findings and recomendati ons on the appropriate nunber of
custoners to use in the 6x test and the funding of nain
extensions by Cl AC and custoner advances.

11. The parties participating in the remand were
Chesapeake, Staff and DAAEP. The parties subnitted suppl enenta
initial and reply nmenoranda on the remanded issues. A hearing
was held on March 24, 1999 to further develop the record.

12. On April 14, 1999, | issued Findings and
Recommendati ons wherein | recomended t hat DAAEP' s position be
adopted and that the Conpany's tariff be nodified so that the 6x
test used the nunber of custoners proposed to be initially
connected to the Conmpany's facilities. The Conpany had argued
for use of the projected | evel of custoners four years after the
commencenent of a devel opnent.

13. Inlieu of filing exceptions, the parties engaged in
settl enent discussions and on June 7, 1999 they sought fromthe
Conmmi ssion a remand to subnmit a proposed settlenent. |n Oder
No. 5153, issued June 23, 1999, the Conm ssion granted the
parties' request and the case was renmanded to consider a
settlenent. On August 18, 1999, the parties submitted a docunent
entitled "Proposed Settlenent," dated August 17, 1999. The
Proposed Settl enent was signed by representatives of the Conpany,
Staff, DPA, and DAAEP

14. A duly noticed hearing was held on Cctober 25, 1999,
at which time Staff and the Conpany presented testinony in
support of the Proposed Settl enment.

15. The record consists of 18 exhibits and 389 pages of
verbati mtranscripts. I have considered the entire record of
this proceedi ng and, based thereon, | subnit for the Commission's
consi deration these Findings and Recomrendati ons.

[11. SUMMARY OF THE EVI DENCE

16. In my previous Findings and Recommendati ons, dated
April 14, 1999, | reviewed the record evidence at that tine.
Consequently, in these Findings and Recommendations | will review

only the evidence submitted in support of the Proposed
Settlenment, which was admitted as Exhibit 18 and a copy of which
is attached hereto as Appendix "A."

17. The Conpany presented the direct testinony of Jeffrey
R. Tietbohl, the Conpany's Director of Regulatory Affairs. (Tr.
365-378.) M. Tietbohl testified on the followi ng five issues
addressed in the Proposed Settlenent: 1) the appropriate econom c
test to be used for service |line and main extensions of nore than
500 feet to serve new residential devel opnents, 2) the econom c
test for main extensions of |ess than 500 feet to serve new
residential subdivisions; 3) the econonmic test for main
extensions to serve existing residential devel opnents; 4) the
econom ¢ test for mmin extensions to serve comercial and
i ndustrial custoners; and 5) the ability of the Company to use
contributions in aid of construction, custoner advances, letters



of credit or other forns of financial guarantees for projects
that do not neet the appropriate economic test. (Tr. 366-67.)

18. M. Tietbohl explained that part of the Proposed
Settlement includes the use of the Internal Rate of Return Mode
(IRRM as the economic test for new residential devel opnents
requiring main extensions of nmore than 500 feet. The IRRMin the
Proposed Settl enent has been nodified fromthe Conpany's origina
proposal submitted in 1997 and now i ncl udes the specific
preconditions or factors to be used in calculating the IRRM s
econonic test. (Tr. 368-69.)

19. The specific factors are set forth in Exhibit B of the
Proposed Settlenent. (Ex. 18.) These factors are to be used in
the nodel set forth in Exhibit A of the Proposed Settlement. The
first factor is the nunber of custoners, which is to be based on
the nunber of total |ots approved for the subdivision. In
addition, this factor specifies that customers are estinated to
be connected over a period not to exceed six years, with 25% of
the total custonmers connected in each of the first three years.
The second factor is the annual non-fuel revenue of $385 per
residential heating custoner, which is based on the |eve
approved in PSC Docket No. 95-73, Phase Il. The third factor is
the estimted construction cost for the Conpany's facilities.

The fourth factor is the Conpany's cost to install service lines
and neters, as calculated annually with the calculations to be
provided to Staff by February 1 of each year for the first three
years. The fifth factor is the Conpany's estimted operating and
mai nt enance (O&M expense for the main extension, which is to be
based on the Conpany's 3-year average vari able cost per custoner.
This factor may be nodified if a particular project's cost is

i nconsistent with the 3-year average, in which case the Conpany's
O & Mvariable cost per custonmer for the npst current year wl

be used. The Conpany is to provide Staff with its cal cul ati on of
the variabl e O&M cost per custoner by March 1 for the first three
years. The sixth factor is the book depreciation |ife for the
mai ns, which is not to exceed 25 years in the IRRM The seventh
factor is the Conpany's cost of capital, which is to be based on
the cost of capital approved in PSC Docket No. 95-73, Phase |

20. M. Tietbohl testified that the Proposed Settl enent
provi des a procedure for the Conpany to notify Staff, DPA and
DAAEP of any proposed revisions. Any Staff objection to the
proposed change to the factors in Exhibit Bis to be made within
twenty days of the notice, and if there is an objection, then no
change coul d occur without Commi ssion approval. (Tr. 370.) The
factors can change without Comm ssion approval if Staff does not
obj ect and for the annual updates specified within the factors.
The annual updates are for the Conpany's cost to install service
lines and nmeters, and for the Conpany's three-year average of O&M
expenses. No change in the nodel in Exhibit Ais to occur
wi t hout Conmm ssion approval .

21. M. Tietbohl also explained that the Proposed
Settlement naintains the 6x test for main extensions of |ess than
500 feet for residential developnents, with the revenue to be
based on the estinated nunber of custoners to be connected during
the first year. (Tr. 371-72.)

22. For existing residential developnments, M. Tietbohl
i ndicated that the Proposed Settl enent woul d be based on the 6x
test based on the nunber of custoners who are expected to connect
within three nonths of the nain extension and who have signed the



Conpany's service application. (Tr. 371.)

23. For commercial and industrial custonmers, M. Tietbohl
descri bed the Proposed Settlenment's use of the 6x test based on
the custoner's estimated annual non-fuel revenue.

24. M. Tietbohl explained that the Proposed Settl enent
al so requires the Conpany for a three year period to submt
within sixty days of Decenber 31 of each year a report on the
projects that used the IRRM for the evaluation of the nmain
extension. (Tr. 372, Ex. 18 at 6.)

25. Finally, M. Tietbohl indicated that the Proposed
Settlenment allows the Conpany to construct a main extension
financed by Cl AC, refundabl e custonmer advances, letters of credit
or any other form of financial guarantee if a project does not
neet the IRRM or 6x econonmic tests set forth in the Proposed
Settl enment.

26. M. Tietbohl was cross-exam ned by DAAEP counsel on
whet her the annual filings would be avail able to DAAEP. He
expl ai ned that the annual reports to be submitted to the
Conmmi ssi on, and, as such, will be available to DAAEP. (Tr. 377.)

M. Tietbohl further stated under exam nation his opinion that

the IRRMwi Il |ikely be used for the ngjority of the Conpany's
future main extensions if the Proposed Settlenment is adopted.
(Tr. 376.)

27. Staff presented Susan Neidig, Public Utilities Analyst,
as its witness in support of the Proposed Settlenment. (Tr. 377-
83.) Ms. Neidig explained that Staff supported the Proposed
Settl ement because it resolved Staff's prior concern with the
| RRM as an econonic test that was too conplicated and which could
all ow the Conpany to reverse engineer the test through the
factors used in the test. She noted that the IRRMs factors, as
set forth in the Proposed Settl ement, provide guidelines and
l[imt the Conpany's discretion. Staff's support for the Proposed
Settlenment al so was based on the Conpany's annual filings, which

Ms. Neidig indicated, will allow Staff to nonitor the use of the
| RRM as a tenporary econonic test for three years. Moreover, she
testified that the 6x test would still be used for main

extensions of |less than 500 feet, for service to existing
residential devel opnents, and for service to comercial and

i ndustrial custonmers. Finally Ms. Neidig testified that the
Proposed Settlenent was simlar to the tariff for Del marva Power
& Light Conpany in that it allows future revenue to be included
in the calculation of the econonic test.

28. In addition to the testinony received at the Cctober
25, 1999 hearing, the record was suppl emented by exhibits
containing the hearing's public notice and the Proposed
Settlenment, a copy of which is attached hereto as Appendi x A.

V. DI SCUSSI ON

29. | reconmend that the Conmi ssion adopt the Proposed Settlenent as a just and
reasonabl e
resolution of the outstanding issues in this proceeding. This reconmendation is based on the
conprehensi ve nature
of the Proposed Settlenent, which reflects a reasonable conprom se acceptable to all parties.
The record reflects
that the issue of the Conpany's proposed nmin extension tariff was controversial and extensively
litigated by the



Staff and the DAAEP prior to the Proposed Settl enment.

30. In my previous Findings and Recormendations, | ruled in favor of DAAEP' s
position. Rather
than engage in further litigation, the parties, to their credit, were able to resolve their
di fferences prior to the
Commi ssion's decision. Thus, the Proposed Settlenent is based on a conproni se anong the
parties. Settlenents
are to be encouraged pursuant to Section 512 of the Public Uilities Act. 26 Del. C [512.

Consequently, | am
reluctant to disturb a conprehensive settlenment unless it violates the law or is contrary to the
public interest. In ny

opi nion, the Proposed Settlenent does not violate any law, nor is it contrary to public
i nterest, as explained bel ow.

31. The Proposed Settlenment is not contrary to the public interest because it is based
on a careful
bal anci ng of the Conpany's interest in pronoting the expansion of its facilities and connecting
new custonmers with
the Staff's and DAAEP's interest in preventing ratepayers from absorbing the cost of an
uneconom cal expansion
An unecononi cal expansion occurs if the Conpany's nain extension fails to generate sufficient
revenue to provide
an adequate return after a certain period of tine. The controversy arises over the projections
used for the number of
custoners to be connected and how long until they are connected. The Proposed Settl enent
attenpts to solve the
controversy through different economc tests applied to five nmain extension scenarios, as
di scussed bel ow.

A Mai n Ext ensi ons of 500 Feet or More in Length to New
Resi denti al Devel opnents

32. The first main extension scenario is service to new
residential devel opnents that require a nmain extension of 500
feet or nore in length. Under the Proposed Settlenent, the
econonic test to be used is an IRRMw th predeterm ned
preconditions. The Conpany's |ast general rate increase
proceeding is the foundation for several of the factors,

i ncludi ng the average residential custonmer's non-fuel revenue,
and the rate of return on capital. The IRRM s inportant factor
of the nunber of custoners is to be based on the assunption that
25% of the total devel opnent's potential customers will connect
to the Conmpany's facilities in each of the first three years, and
that all potential lots will be connected within six years. |
cannot conclude that this assunption is unreasonable on its face,
particularly based on the current real estate market. Moreover,

the Proposed Settlenent's reporting requirenent will enable the
Staff to evaluate this assunption based on actual results, as
they beconme available in the future. Thus, | conclude that the

factors set forth in Exhibit B are reasonabl e and bal ance the
parties' interests in a manner consistent with the public
interest. The factors provide sufficient control over the
Conpany's discretion, but also allow the Conpany sone
flexibility.

B. Mai n Ext ensi ons Less Than 500 Feet in Length To New Residential Devel opnents.

33. The second nmai n extension scenario is for extensions under 500 feet to new
residenti al
devel opnents. Under the Proposed Settlenment, the econonic test to be used is the 6x test; that
is, to conpare the
construction cost of the main extension to six tinmes the annual revenue test fromthe esti mated



nunber of custoners

to be connected. This 6x test uses the estimted nunber of custoners to be connected in the
first year. The specific

determination of the nunmber of custonmers at a certain tinme resolves DAAEP' s prior criticism of
t he Comnmi ssion's

approved 6x test, which |eft undefined the projected nunber of custoners. The nunber of
custoners is inportant

because it is used to calculate the estinmated revenue fromthe nmain extension

34. The Conpany's prior position advocated the use of the estinmated nunber of
customer to be
connected to the main extension four years after it is built. DAAEP advocated the nunber of
customers to be
initially connected to the main extension. The nunber of custoners connected during the first
year appears

reasonabl e as a conprom se, although this estimate is |left to the Conpany's discretion. In a
conprom se al
potential problens cannot be addressed to the satisfaction of all parties. | amsatisfied that

estimating the nunber of

connections one year in advance should not be too controversial in light of the tinme needed to
construct the houses.

Shoul d a party all ege that the Conpany has inflated an estimate, then that party can seek relief
fromthe

Commi ssion. Thus, the nunber of customers estinated to be connected during the first year is
reasonable to use as

the multiplier in the 6x test for nmain extensions of |ess than 500 feet to new residentia

devel opnent s.

C. Mai n Extensions to Existing Residential Devel opnents

35. The third main extension scenario is for service to
exi sting residential devel opnents. The Proposed Settl enent uses
the 6x test, and cal cul ates the annual custonmer revenue fromthe
nunber of custoners intending to connect within three nmonths and
who have signed an application to receive gas fromthe Conpany.
The use of this economic test for existing residential
devel opnents al so appears reasonable, particularly since it is
supported by DAAEP, which represents conpeting fuel suppliers.

36. Service to existing devel opnents entails obvious
conpetition with other energy sources. An estimate of the nunber
of connections nust consider that the custoners must incur some
cost in order to convert to natural gas. The cost to convert
nmeans that there will be a higher risk in receiving a projected
| evel of revenue fromthe main extension, as conpared to the risk
in serving a new devel opnent. Thus, the shorter, three nonth
connection tinme and the requirenment of a signed application
appears prudent for this scenario based on the greater risk that
projected revenue may not be realized. The nunber of custoners
to be connected within three nonths and the signed application
are requirenents equivalent to the nunber to be initially
connected, which | previously found to be reasonable. Thus, |
recommend that the Conmi ssion adopt this portion of the Proposed
Settl enment.

D. Mai n Ext ensions To Serve Commercial and |Industrial Custoners

37. The fourth main extension scenario is for service to
commercial and industrial customers. The Proposed Settl enent
uses the 6x test based upon the Conpany's estinated annual non-
fuel revenue. The reliance on the Conpany's estinate is
reasonabl e and unavoidable in |ight of these customers' variation
in gas usage. The 6x test may result in a significant capita



i nvestment by the Conpany for a high usage custoner, but such a
custoner shoul d provide the Conpany with a higher return than a
| ow usage custoner. Thus, | find that this provision is
reasonable. Finally, as with the 6x test for main extensions
under 500 feet, the Comn ssion can address on a case-by-case
basis any future conplaints that allege inflated estinmtes for
this mai n extension scenario.

E. Fi nanci al Guar ant ees

38. The fifth and final main extension scenario entails
mai n extensions that fail to "pass" the other economc tests. 1In
such situations, a main extension can still occur if the customer
or devel oper provides the Conpany with a financial guarantee.

The forms of financial guarantees include non-refundabl e ClAC,
refundabl e advances, and letters of credit. The financial risk
of the nmain extension neeting its revenue projection is thereby
borne by the custonmer or devel oper, and not by the Conpany and,
possibly, its ratepayers.

39. The Proposed Settlenment requires witten agreenent for advances, wherein the Conpany
agrees to
refund all or part of the advance for each custoner connected to the nain extension for the
first six years. The
Proposed Settlenent allows a letter of credit, which can be renewed at the Conpany's discretion.
The Conpany is
provi ded consi derable discretion in the Proposed Settlenent's financial guarantee's provisions.
| expect that the

financi al guarantee provisions will be used to supplenment the other applicable economc tests,
that is, the financia
guarantee will only apply to the difference between the anpunt that "failed" the test and the

total anount.

40. I find acceptable the financial guarantee provisions of the Proposed Settl enent.
As | stated in ny
prior Findings and Reconmendati ons, the use of refundabl e advances is preferred, in ny opinion
because the
Conpany's financing of a main extension occurs only with the actual connection of a custoner,
even if the
connection takes | onger than originally anticipated. See Findings and Recormendati ons, dated
April 14, 1999, at
16. The Conpany's use of financial guarantees is prudent because otherwise it (and possibly its
rat epayers) will be
exposed to the business and financial risks of the devel opers. Devel opers want the Conpany to
finance main
extensions in order to lower the cost of the infrastructure to serve the devel opnents.
Mor eover, the availability of
gas service may benefit the devel opers because it nmay enhance a devel opnment's nmarketability.
Thus, financia
guarantees are appropriate, although devel opers nmay oppose any guarantees based on their private
i nterests.

41. In conclusion, the Proposed Settlenment is conplicated in its effort to construct
a conprom se, but
it is simlar to the settlement the Conm ssion approved for Del marva Power & Light Conpany in
Order No. 4635,
Docket No. 97-17T, issued Novenber 4, 1997. | find that the Proposed Settl enent bal ances al
the parties' various
i nterests and produces a conpromnise that is in the public interest. The Proposed Settlenent's
reporting requirenents
will allow the Comrission to nonitor all |IRRM main extensions, and the | RRM may be revised as
appropriate. A
properly devised IRRM in nmy opinion, is preferable to the 6x test, which | previously found to



be wi thout any

factual foundation. Findings and Recormendati ons, dated April 14, 1999 at 11. The three-year
trial period for use

of the IRRMwi Il hopefully allow the parties to develop an IRRMto use for all of the Conpany's
mai n ext ensi ons.

The trial period and the nonitoring should allow any problens to be identified and corrected.
Furthernmore, the

Proposed Settl enent provides an expedited procedure to nodify the | RRM as may be necessary, with
Conmi ssi on

approval of any change to the nodel provided in Exhibit A and of any change to the factors set
forth in Exhibit B

that is opposed by Staff.

42. Finally, the approval of the Proposed Settlenent is reasonable because the issue of
t he Conpany's
uneconom cal investnents can al ways be addressed in a rate case revi ew when the Conpany seeks to
recover the
cost of the investnent in rates.

V. RECOMVENDATI ONS

43. Based on the findings and concl usions set forth above, | propose and reconmend t hat
t he
Conmmi ssi on approve the Proposed Settlenment, attached hereto as Appendi x A, wi thout nodification
and allow the
tariff pages attached thereto as Exhibit Cto go into effect on one day's notice.

44. A proposed formof Order that will inplenment the foregoing is attached hereto as
Appendi x B

Respectful ly submtted,

/s/ Robert P. Haynes
Robert P. Haynes
Heari ng Exami ner

Dat ed: Decenber 20, 199

APPENDI X A

BEFORE THE PUBLI C SERVI CE COWM SSI ON

OF THE STATE OF DELAWARE

IN THE MATTER OF THE
APPL| CATI ON OF CHESAPEAKE
UTI LI TI ES CORPORATI ON TO
MAKE REVI SIONS TO I TS GAS
TARI FF W TH RESPECT TO *
SERVI CE | NSTALLATI ONS AND *
GAS EXTENSI ONS FOR PROVI DI NG *
GAS SERVI CE. *

PSC Docket No. 97-72T (Remand)

E B

PROPOSED SETTLEMENT

On this 17th day of August, 1999, Chesapeake Utilities



Corporation ("Chesapeake" or "the Company") and the other

undersi gned parties (all of whomtogether are the "Settling
Parti es") hereby propose a settlement of the remaining issues in
t hese proceedi ngs.

l. Backgr ound

1. In response to the Motion for Clarification filed by
Chesapeake in PSC Docket No. 97-72T, by Conmm ssion Order No. 4986
dat ed Decenber 15, 1998, the Del aware Public Service Comm ssion
("Commi ssion") remanded to Hearing Exam ner Robert P. Haynes (the
"Hearing Exam ner") two separate issues: (1) the appropriate
application of the 6x net revenue test ("6x test") in the context
of new residential construction projects for Chesapeake and (2)
whet her Chesapeake could anmend its existing |ine extension tariff
to allow for the use of both Contributions in Aid of Construction
("CIAC') or Customer Advances ("Advances") in funding line
extensions. The Conmi ssion noted that the parties in Docket No.
97-72T had been unable to resolve their differences of opinion
regarding the interpretation of Hearing Exam ner Robert O Brien's
Fi ndi ngs and Reconmendati ons:

Rel ating to the appropriate application of the (6x) net
revenue test in the context of new construction
projects; specifically, at what point in tinme in the
future the non-fuel revenues associated with the
particul ar construction project should be quantified
for the determ nation of the (6x) net revenue test.

2. On April 15, 1999 the Hearing Exam ner issued his
Fi ndi ngs and Reconmendations. 1In his report, the Hearing
Exam ner reconmended that for new construction projects, the 6x
test can include only revenues from structures that are under
construction at the tine the extension agreenment is signed. The
Heari ng Exam ner al so recomrended approval of the Conpany's
request to have the right to obtain froma custoner either a
Contribution in Aid of Construction ("CIAC') or a Custoner
Advance.

3. Subsequent to the issuance of the April 15, 1999
Fi ndi ngs and Reconmendati ons of the Hearing Exam ner, the
Settling Parties enbarked upon extensive settlenent negotiations
in an effort to resolve the remaining issues in this docket.
During the settlenent discussions, Chesapeake expressed concern
that the application of the 6x test in the context of new
residential construction projects, as interpreted by the Hearing
Exam ner, woul d have an adverse inpact upon the ability of
Chesapeake to expand its natural gas distribution systemto other
Del aware resi dents by preventing the Conpany from nmaki ng economi c
expansions, all to the detrinent of existing ratepayers and
future ratepayers.

4. During the negotiations, the parties recogni zed the
difficulty of determining a precise econom c test that would
provi de a preci se neasurenent of the true econom cs of a project.
In the prior proceedings relating to this issue, both the
Commi ssion Staff and DAAEP expressed concerns with respect to the
potential for reverse engineering under the Conpany's proposed
Internal Rate of Return Mddel ("IRRM') due to the nunber of
variables. |In addition, the Staff and the DAAEP believed the
| RRM provi ded excessive flexibility and did not facilitate
admi nistrative ease in the review process. The parties have
addressed these issues by incorporating certain pre-determn ned



conditions and variables into the nodel. Please see the attached
Exhibit "B" for the predeterm ned variables to be used within the
IRRM I n an effort to resolve the remaining issues in this
docket, the Settling Parties have entered into this proposed
settl enent, subject to the approval of the Hearing Exam ner and

t he Conmi ssi on.

1. Econom c Test

5. The Settling Parties agree that the econonmic test to be
used by the Conpany for service |line and nmain extensions into new
residential developnents will be Chesapeake's Internal Rate of
Return Model ("IRRM') with certain pre-deternined conditions and
guidelines. A copy of the IRRM framework is attached hereto as
Exhibit "A". Chesapeake shall cause to be filed with the
Commi ssion Staff a confidential electronic copy of the | RRM
i ncludi ng the predeterm ned conditions and guidelines.

6. In the application of the IRRM the Conpany shal
i nclude certain pre-determ ned conditions and gui delines as
defined on Exhibit "B" attached hereto and incorporated herein by
reference. The attached pre-determ ned conditions and guidelines
will be used by the Conpany consistently within the IRRMin the
eval uati on of the Conpany's capital extension projects related to
new resi denti al devel opnents. The parties recognize that there
may be on occasion circunmstances which would require the
nodi fication of one or nore of the pre-determ ned conditions for
certain capital projects. For the follow ng process, the
nodi fications do not apply to routine updates for the Conpany's
nost current cost information for service installations and
operations and mai ntenance expenses as stated on Exhibit "B"
Any other type of change to the pre-deternined conditions to be
used within the IRRMwi ||l be submitted to the Comm ssion Staff
for its review, on an expedited basis, along with the factua
basis in support of the Conpany's request for the nodification
The Conpany shall also notify counsel for DAAEP and the Division
of Public Advocate of any such request. The Conmi ssion Staff
shall exercise its best efforts to advise the Conpany whet her or
not the Conmm ssion Staff has any objection to the proposed
nodi fication within 20 days after receipt of the request. The
parties agree that while the Conpany may seek Staff acceptance to
nodi fy one or nore of these pre-determ ned variables to be used
within the | RRM under these guidelines, the Conpany shall not
make any changes to the procedure followed within the IRRMto
calculate the projected return without first obtaining the
approval of the Commission. A simlar process was approved by
the Comnmi ssion in Del marva Power & Light Conpany's Main and
Servi ce Extension proceedi ng, PSC Docket 97-17T.

7. Notwithstanding the foregoing, any main extension of
| ess than 500 feet in length to be installed in order to serve
new resi dential subdivisions will be evaluated by the Conpany
usi ng the 6x net revenue test, which test shall include revenues
estimated to be derived based upon the estimted nunber of hones
to be constructed during the first year of the new residentia
devel opnent .

8. For existing residential developnents, as opposed to
new resi denti al devel opnments under construction, the economc
test will be the 6x net revenue test. |In the application of the
6x test for such devel opnents, net revenue shall include the
annual base tariff rate revenue or delivery service revenue,
excluding all fuel costs or purchased gas costs, based on the



estimated nunber of custoners who intend to convert to natural
gas service during the first three nonths after the installation
of the extension and who have signed an application for natura
gas service

9. For commercial and industrial custoners, the econom c
test will be the 6x test based on the commercial and industria
custoners estimated | evel of annual non-fuel revenue. The
esti mated annual non-fuel revenue is defined as the annual base
tariff rate revenue or delivery service revenue for the
commercial and industrial custonmer, excluding all fuel costs or
pur chased gas costs.

10. The Conpany will use the IRRM for new residentia
construction for a trial period of three years after the fina
approval of this proposed settlenent by the Comm ssion. The
parties agree that the incorporation of pre-determ ned variabl es

for use in the IRRMw Il address the concerns of the Comm ssion
Staff and the DAAEP. The use of the IRRMfor an initial tria
period of three years will provide the parties with an
opportunity to evaluate the relative nerits of the nodel. 1In an

effort to nmonitor the results of the use of the I|RRM the Conpany
shall submit to the Comm ssion an annual report identifying each
new residential construction project for which the | RRM was
utilized during said period. This report shall be filed within
60 days after Decenber 31 of each year

11. Chesapeake shall require a ClIAC, a Custoner Advance,
Letter of Credit, or another formof a financial guarantee from
the appropriate party for any capital extension projects that do
not generate the required | evel of revenue necessary to neet the
econonic test for the project under the |RRM or the 6x test, as
appl i cabl e.

12. Attached hereto as Exhibit "C' is a copy of the
proposed tariff revisions incorporating the foregoing econom c
tests. The Settling Parties agree that the attached tariff is
just and reasonabl e.

Ill. Standard Provisions and Reservations

13. The provisions of this proposed settlenment are not
sever abl e.

14. This proposed settlenment represents a conpronise for
the purposes of settlenent and shall not be regarded as a
precedent with respect to any ratenmaki ng or any other principa
in any future case or in any existing proceeding. No party to
this proposed settlenent necessarily agrees or disagrees with the
treatment of any particular item any procedure followed, or the
resolution of any particular issue other than as specified
herein, except that the Settling Parties agree that the proposed
settlenent, as a whole, results in a just and reasonabl e
resolution of the issues in this docket and is in the public
interest. None of the Settling Parties waive any rights that
they may have to take any position regarding such issues in
future proceedings, including positions contrary to positions
previ ously taken.

15. In the event that this proposed settlenent does not
beconme final either because it is not approved by the Comm ssion
or because it is the subject of a successful appeal and remand,
each of the Settling Parties reserves its rights to subnit



additional testinony, file briefs, or otherw se take positions as

it deenms appropriate in its sole discretionto litigate the

i ssues in this proceeding.

IN WTNESS WHEREOF, intending to bind thenselves and their

successors and assigns, the undersigned Settling Parties have

caused this Proposed Settlenent to be signed by their duly

authorized representatives.
CHESAPEAKE UTI LI TI ES CORPORATI ON
BY: /s/ Mchael P. McMasters

DELAWARE PUBLI C SERVI CE COWM SSI ON
STAFF

BY: /s/ Connie S. MDowel |
DELAWARE ASSOCI ATI ON OF ALTERNATI VE
ENERGY PROVI DERS, | NC.

BY: /s/ denn C. Kenton

DI VI SION OF THE PUBLI C ADVOCATE

BY: /s/ Patricia A Stowel |

DAAEP consi sts of several suppliers of propane and fuel oil, including Burns & MBride,
Inc., Tri Gas and G|
Co., Peninsula G| Co., Boulden G| & Propane, Inc., Shellhorn & Hill, Inc., Paradee Gas Co.,

Subur ban Propane
Conpany, ShagrinGas Co., Keene Conpressed Gas, Inc., and MES Corporation, Inc.
I ntervenor DP&L did not participate in the remand portion of this proceeding, but its counsel
infornmed nme that it
does not oppose the Proposed Settlenent.

References to the exhibits will be cited as (Exh. ___ or (Exh. __ _at ). References to
the transcripts will be
cited at (Tr. at ___ ).

Staff is to use its "best efforts" to raise any objection within 20 days. This is anbi guous.
I woul d expect that Staff
woul d notify the Conpany within 20 days that nore tine for review is needed and obtain the
Conpany's agreenent
for additional tinme so that there is a definite date for inplenentation of the change or
obj ection thereto.

DAAEP may have to sign a confidentiality agreenment to review proprietary information.



