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INTRODUCTION

For more than 100 years, Baltimore Gas & Electric Company (“BGE”) has housed
electrical wires and other utility infrastructure in Baltimore City’s conduit system, an
underground network of ducts used to protect and route wiring. Because the City owns
the system, BGE leases the space it uses from the City.

Until 2023, BGE paid the City for its occupancy of the conduit system through
annual lease payments and passed those payments through to its electric customers
without earning any return on them. The City in turn used BGE’s payments—and
payments from the other companies that lease space in the conduit system—to maintain
and improve the system.

In February 2023, however, BGE and Baltimore City entered into a new
arrangement whereby the majority of the consideration BGE provides the City for
occupancy and use of the conduit system takes the form of physical improvements to the
system, rather than monetary payments. The arrangement requires BGE to make $120
million in improvements through the end of 2026, and $90 million in improvements if the
agreement is extended through 2029.

The subject of this appeal is the Maryland Public Service Commission’s
(“Commission”) decision in Case No. 9692—Baltimore Gas and Electric Company's
Application for an Electric and Gas Multi-Year Plan—to approve customer rates that
allow BGE to recover the cost of conduit system improvements as capital investments,
with associated profits despite the fact that the City retains ownership of the conduit

system and the economic value of all improvements to it. Further, though other
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companies occupy space in the conduit system and will benefit from BGE’s
improvements, BGE is receiving no monetary contributions from the other tenants. Nor
has BGE shown that its customers would enjoy net benefits from the arrangement—a
demonstration that the Commission required for comparable investments in BGE’s most
recent rate case.

The Commission’s decision was based on errors of law and was arbitrary and
capricious, and the electric rates that resulted from the Commission’s decision—which
BGE’s customers are now paying—are unjust and unreasonable. The Court should vacate
the Commission’s decision and remand this matter for instructions to remove the full

conduit expenditures from BGE’s 20242026 rates.

STATEMENT OF THE CASE

The Maryland Office of People’s Counsel (“OPC”), an independent State agency
that represents the interests of residential utility customers at the Commission, seeks
judicial review of the Commission’s final decision in Case No. 9692 because it imposes
unlawful and excessive costs on customers for the improvement of Baltimore City’s
conduit system. The case began on February 17, 2023, when BGE filed an application to
increase its rates through a multi-year rate plan.! After the parties in Case No. 9692
submitted pre-filed direct, rebuttal, and surrebuttal testimonies, the Commission held an

evidentiary hearing in August and September 2023. On December 14, 2023, the

! As a regulated monopoly utility, BGE must obtain Commission approval to increase the distribution
rates that its customers pay. See Md. Code Ann., Pub. Util. Art. (“PUA”) 4-102(b) (“The Commission
shall have the power to set a just and reasonable rate of a public service company ...”).
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Commission issued Order No. 90948 authorizing BGE to increase its gas and electric
rates annually over the three-year period of the MRP.? On January 16, 2024, OPC timely
filed a request for rehearing of, among other things, the Commission’s decision to
approve BGE’s proposed conduit expenditures in Order No. 90948.3 On May 23, 2025,
the Commission issued Order No. 91659 denying OPC’s request for rehearing on all
issues raised in OPC’s request for rehearing, including the conduit issue that is now
before this Court.*

On June 23, 2025, OPC timely filed its petition for judicial review with this Court

seeking review of Order No. 91659, denying rehearing of Order No. 90948. OPC submits

this memorandum of law pursuant to Maryland Rule 7-207.

QUESTIONS PRESENTED FOR REVIEW

1. Did the Commission err as a matter of law by allowing BGE to treat its improvements
to Baltimore City’s conduit system as capital assets and include them in the
company’s rate base?

2. Did the Commission err as a matter of law and act arbitrarily and capriciously by
allowing BGE to recover, through customer rates, all of its forecasted costs for
improving Baltimore City’s conduit system in the absence of any contributions to
those costs made by the other conduit system tenants?

3. Did the Commission act arbitrarily and capriciously by authorizing BGE to recover
through rates all of BGE’s forecasted costs for improving Baltimore City’s conduit
system without a supporting benefit-cost analysis despite disallowing cost recovery
for other expenditures because such analysis was absent?

2 Record Item (“R.”) 148. The Commission subsequently issued an errata to Order No. 90948 on January
8, 2024. Record Item 152. Citations to Order No. 90948 throughout this memorandum refer to the
Commission’s January 8, 2024 errata.

’R. 155.

“R.219.



STATEMENT OF FACTS?®

A. The Public Service Commission is authorized to set “just and
reasonable” utility rates.

The Public Service Commission has the authority and duty to set just and
reasonable rates for electric and gas companies that provide utility service to the public as
regulated monopolies.® In exchange for serving customers, utilities are allowed—through
rates charged to customers—to recover their costs and earn a return on investments “used
and useful” in the provision of service and that the Commission determines to be
reasonable and prudent.” Under the Public Utilities Article (“PUA”), the rates utilities
charge must be “just and reasonable.”®

Utilities incur both operating expenses and capital expenses in providing service.
Operating expenses are costs for day-to-day business operations such as lease payments,
salaries, and the routine maintenance of utility infrastructure. Capital expenses refer to
investments in physical utility infrastructure such as (for electric utilities) utility poles,
overhead wires, underground cables, and substations. The current value of capital

expenditures that are “used and useful”—that is, utility infrastructure that is in service—

> Citations to the record include both the page number from the original filing with the Commission and
the PDF page number of the record item filed with this Court. For ease of reference, OPC has included an
index of the cited record items and their corresponding location in the record as Appendix A.

6 See PUA §§ 4-102; and PUA § 1-101(z)(1).

7 Under PUA § 5-303 public service companies are required to “furnish equipment, services, and facilities
that are safe, adequate, just, reasonable, economical, and efficient, considering the conservation of natural
resources and the quality of the environment.”

¥ PUA § 4-202. A “just and reasonable rate” is a rate that does not violate any PUA provision, “fully
considers and is consistent with the public good,” and “will result in an operating income . . . that yields,
after reasonable deduction for depreciation and other necessary and proper expenses and reserves, a
reasonable return on the fair value of the public service company’s property used and useful in providing
service to the public.” Id. § 4-101.
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b [13

is reflected in the utility’s “rate base.”® A utility profits from capital investments by
earning a return on the value of the utility plant in service in its rate base.!? Utilities do
not earn a return on operating expenses.

In setting rates, “the Commission’s role is to determine what rates the utility
should be allowed to charge in future years to cover prudent expenses and earn a
reasonable profit.”!! Until recently, the Commission set rates for electric and gas utilities
based on an “historic test year.”!? Under this approach, the Commission assesses “the
utility’s income and expenses during a test year, calculat[es] the rate base ... during that
year, determine[es] the utility’s cost of capital (its required rate of return), and then

multipl[ies] that rate of return against the rate base.”!3

If the utility’s present income
differs from the test year’s income, the Commission orders an adjustment to the utility’s
rates. !4

In Case No. 9692, however, the Commission approved rates using a “multi-year
rate plan” (“MRP”’) methodology. Under this methodology, rates are based on forward-
looking projections, or “forecasts,” of the utility’s income, operational expenditures, and

rate base over a three-year MRP period. The forecasted expenditures and rate base are

largely based on a utility-proposed “work plan” that details projects, investments, and

Y PUA § 4-206.

""PUA § 4-101(3).

" Office of People’s Counsel v. Maryland Public Service Com’n, 355 Md. 1, 8 (1999).

12 In the Matter of Alternative Rate Plans or Methodologies to Establish New Base Rates for an Electric
or Gas Company, Order No. 89226, 2019 WL 3858007 at *4 (Case No. 9618 Aug. 2019).

3 Washington Gas Light Company v. Maryland Pub. Service Commission, 460 Md. 667, 673 (2018)
(internal quotes omitted).

“1d.



operational expenditures that the utility says it plans to make during the MRP period.
This means that customer MRP rates reflect costs of work that the utility has not yet
completed and placed into service.!®

B. The rates approved by the Commission in Case No. 9692 allow BGE to

recover costs, plus a return, and profit from improvements to the
Baltimore City conduit system under a lease agreement with the City.

Until two days before BGE submitted its MRP application, the company’s access
to the conduit system was governed by a 2016 lease agreement with Baltimore City that
provided for annual lease payments to the City. On February 15, 2023, BGE and the City
amended that agreement to significantly reduce BGE’s annual payment and arrange for
BGE to make $120 million in capital improvements to the conduit system by the end of
2026.

1. BGE rents space in the conduit system from Baltimore City.

BGE and other tenants have leased space in Baltimore City’s conduit system since
1903. BGE is the system’s largest tenant, occupying approximately 75 percent of the
conduit space available for occupancy.'® Historically, BGE and other tenants of the
system made lease payments into a City-managed enterprise fund, which the City used
the pay for operating, maintaining, and improving the conduit system.!” BGE passed its

lease costs on to its electric customers as operations and maintenance (“O&M™)

15 See Application of Baltimore Gas and Electric Company for an Electric and Gas Multi-Year Plan,
Order No. 89678 at 17 (Case No. 9645, Dec. 16, 2020) (stating that an MRP will allow BGE “to recover
capital project costs in a timely manner, including for projects that are only in the planning stage”).

16 Rebuttal Testimony of David M. Vahos (“Vahos Rebuttal”) at 9:3-6 (R. 71 J at 14); Hearing Transcript
(Sept. 5,2023) at 927:13-23 (Vahos) (R. 111 A at 115).

7 Vahos Rebuttal at 9:6-10 (R. 71 J at 14).
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expenditures,'® fully recovering the costs but not including them in its rate base, or
earning a profit on them.

Before 2016, almost all of the City’s conduit system repairs and improvements
were “reactive in nature and related to collapsed or obstructed segments of conduit or
manhole integrity issues.”!® In 2016, Baltimore City changed its approach to conduit
system maintenance to “proactively replace entire spans of outdated conduit and

20 and to fund this approach sought to charge higher occupancy

associated manholes,
fees from BGE and other conduit system tenants.?! This led to litigation between BGE,
other conduit system users, and the City.?? In 2016, BGE and the City settled and

executed a new lease agreement that established conduit system lease rates for BGE of

between $26 million to $27 million per year for the period 2017- 2022. 2

2. BGE and the City amended the 2016 lease to allow BGE to make
improvements to the conduit.

Before the expiration of the 2016 lease agreement, BGE and the City began to
discuss a new lease.?* The parties reached an agreement on February 15, 2023, more than
a year after the expiration of the 2016 lease and two days before BGE filed its application

for a multi-year rate plan in Case No. 9692.% The agreement—which undisputedly is a

8 1d. at 10:6-10 (R. 71 J at 15).

¥ 1d. at 10:1-3 (R. 71 J at 15).

2 Id. at 10:4-5 (R. 71 J at 15).

21 Id. at 10:5-6. (R. 71 J at 15).

22 See Zayo Group, LLC et. al. v. Mayor and City Council off Baltimore et. al., No. 1:16-CV-00592 (D.
Md filed Feb. 29, 2016).

# OPC Exhibit 21, OPC DR 02-03 (R. 235 at 164); Direct Testimony of Samrawit Dererie, BGE
Response to Staff DR06-16 Attachment 2 (R. 40 C at 94-103) (“2016 Settlement Agreement”).

24 Hearing Tr. at 897:5-10 (Vahos) (R. 111 A at 85) (noting “about a year and a half in negotiations with
the city trying to renew the 2016 agreement”).

25 Hearing Tr. 965:2 — 966:12. (Vahos) (R.111 A at 153).

7



lease?*—amends the 2016 lease agreement between BGE and the City by changing the
consideration BGE pays for use of and access to the conduit system. The 2023 amended
agreement lowers BGE’s fixed annual payments to $1.5 million per year after 2023,%’
provided that BGE makes certain expenditures to improve the conduit system.?® Under
the amendment, improvements made by BGE cannot benefit only BGE infrastructure;
rather, they must be “designed to enhance the [c]onduit [s]ystem in a manner that will
help improve its safety, efficiency, and reliability for all users[.]”?° Baltimore City
“retains ownership of the conduit and all improvements.”*° By the end of 2026, BGE
must have spent $120 million on conduit system improvements or paid any shortfall as an
additional fixed payment.’! While the agreement expires in 2026, it automatically extends
through 2029 absent timely objection from any party.*? If extended, BGE must make an
additional $92 million in improvements to the conduit.*’

In short, through the new agreement, BGE takes on much, if not most, of the
responsibility for improving the conduit system that Baltimore City previously possessed
and that the lease payment for all conduit system users financed.** The amendment does

not, however, require the other tenants (who are not parties to the agreement) to help pay

2 Vahos Rebuttal, Exhibit DMV-11 at 3 (“BGE Accounting Memo”) (Record Item R. 71 J at 124). The
BGE Accounting Memo is also attached to this memorandum as Appendix D.

272023 Amended Agreement at 2 (R. 40 C at 83). The amendment characterizes these fixed payments as
“maintenance payments.” The “maintenance payment” for 2023 is $14 million. /d.

2 1d. at 2 (R. 40 C at 83).

¥ Id. at 3 (R. 40 C at 84) (emphasis added).

3 1d. at 2 (R. 40 C at 83).

*11d. at 2 (R. 40 C at 83).

32 Id. at 2-3 (R. 40 C at 83-84).

33 Dererie Direct at 20:12-14 (R. 40 C at 44); 2023 Amended Agreement at 2—3 (R. 40 C at 83-84).

3* Under the 2023 Amended Agreement, the City retains its authority to make capital improvements to the
conduit system. 2023 Amended Agreement at 2 (R. 40 C at 83).
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BGE’s costs for making the improvements. No evidence in the record indicates that BGE
solicited monetary contributions from the other conduit users. When asked about such
contributions, BGE witness Vahos could not recall who the other tenants were.?’

3. BGE proposes to capitalize the investments made to the City
conduit system.

Improvements that a tenant makes to property it leases constitute leasehold
improvements, and, in a discovery response, Mr. Vahos described the improvements BGE
would make to the conduit system as “leasehold improvements.”*® Under Generally
Accepted Accounting Principles (“GAAP”), to which BGE’s accounting policies
adhere,* leasehold improvements are to be amortized “over the shorter of the useful life
of those leasehold improvements and the remaining lease term.”® Accordingly, if not
treated as an operational expense, BGE should have proposed to capitalize any conduit
system improvements it makes in lieu of rent under the 2023 amended agreement only for
the duration of the agreement (three years in the first instance) and not over the
improvements’ decades-long expected lifetime.>’

Instead, BGE proposed to account for its expenditures under the new lease

agreement with the City as capital expenses to be recovered over 50 years—with the

3% Hearing Tr. 963:15-16 (Vahos) (R. 111 A at 151).

36 Staff DR 06-16 (R. 40 C at 78); OPC Exhibit 24, Staff DR 47-05 (R. 235 at 167).

37 Vahos Rebuttal at 36:1-2 (R. 71 J at 41).

¥ Accounting Standards Codification (ASC) 842-20-35-12, https://storage.fasb.org/ASU%202023-
01%E2%80%94Leases%20%28Topic%20842%29%E2%80%94Common%20Control%20Arrangements.
pdf.

3% Initial Brief of the Office of People’s Counsel at 41-43 (R. 131 at 108—110) (“OPC Initial Brief”);
Office of People’s Counsel’s Request for Rehearing of Commission Order No. 90948 at 25-26 (R. 155 at
33-34) (“OPC Rehearing Request”).



effect that customers would pay BGE a profit on those expenses. To support this
argument, BGE presented a memo prepared by its accountants*’ that contradicted the
company’s earlier “leasehold improvement” characterization by stating that the conduit
system improvements are improvements to “lessee assets” (i.e., BGE’s assets) because
they will provide future economic benefits to BGE. #! Therefore, according to the memo,
improvements should be treated as a “fixed asset” that is “excluded from the lease
payments,” for accounting purposes, and capitalized.*?

But the memo’s conclusion that BGE improvements to the conduit should be
treated as property of BGE is based on a tautology. The memo states that BGE’s future
economic benefit from improvements is derived from its “perpetual right of way access
and [the company 5] ability to include the [conduit expenditures] in rate base.”* But the
ability to rate-base the conduit expenditures depended on the Commission’s approval in
the rate case at issue here. In other words, BGE determined it could capitalize the conduit
improvements over 50 years because the company presumed that the Commission would

approve its proposal to do so.

0 Vahos Rebuttal at 16:10-13, n. 18 (R. 71 J at 21), BGE Accounting Memo (R. 71 J at 121).

*1 OPC Exhibit 24, Staff DR 47-05 (R. 235 at 167); Vahos Rebuttal at 16:11-13 (R. 71 J at 21). During
the evidentiary hearing, Mr. Vahos also rejected his own “leasehold improvement” characterization,
dismissing it as a way of “just trying to simplify the message,” and testifying that he meant all along that
the improvements should be treated as a “fixed asset.” Hearing Tr. 958:6 — 959:15 (Vahos) (R. 111 A at
146-147).

“2 BGE Accounting Memo at 6 (R. 71 J at 127).

Id. at7 (R.71 ] at 128) (emphasis added).
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4. Despite acknowledging “unclear” evidence on whether the
amended conduit agreement would be beneficial to customers,
the Commission authorized BGE to capitalize and include in
rate base the costs of conduit improvements.

During the rate case proceeding, BGE stated that it expected certain benefits to
accrue from the new agreement, including lower customer costs and improved
performance and reliability.** Yet BGE did not conduct any benefit-cost analysis to show
that the agreement would be net beneficial for customers. Both Staff and OPC’s witness
found BGE’s claims of customer benefits unpersuasive. Given the absence of information
quantifying or substantiating such benefits, Staff’s witness bluntly concluded that “it is
hard to tell this is indeed a good deal for ratepayers . . . .”* OPC’s witnesses similarly
concluded that the agreement “is not in the best interest of customers.”#¢

Noting that BGE had failed to conduct any benefit-cost analysis, both Staff and
OPC’s witnesses agreed that such analysis would be beneficial for evaluating the
prudency of costs incurred under the new agreement.*’ Staff’s witness recommended that
the Commission require BGE to complete a benefit-cost analysis as part of the prudence

review in Case No. 9692.® Staff did not recommend disapproval but reserved the right to

challenge the prudency of the new conduit agreement at a later date.*” OPC’s witnesses

* Vahos Rebuttal at 11:17 — 12:22 (R. 71 J at 16-17); Rebuttal Testimony of Steven A. Singh at 16:17-19
(R.71 B at 397).

4 Dererie Direct at 25:14-16 (R. 40 C at 49).

% Panel Response Testimony of Paul J. Alvarez and Dennis Stephens (“Alvarez-Stephens Direct”) 53:9-
10 (R. 47 C at 244).

47 Surrebuttal Testimony of Paul J. Alvarez and Dennis Stephens (“Alvarez-Stephens Surrebuttal”) at
37:9-17 (R. 47 C at 228); Dererie Direct at 25:21 —26:10 (R. 40 C at 49-50).

8 Dererie Direct at 25:21 —26:10 (R. 40 C at 49-50). The prudence of BGE’s 2024-25 investments will
be reviewed in 2026, while the prudence of its 2026 investments will be reviewed in 2027.

4 Dererie Direct at 25:14-21 (R. 40 C at 49).
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recommended that the Commission disallow the entire $120 million of proposed conduit
system investments.>°

In Order No. 90948, the Commission found the evidentiary record “unclear as to
whether the new conduit agreement will inure to the benefit of ratepayers or impose
significant future burdens.”>! The Commission recognized that the agreement would
reduce rates in the short term, but expressed concern that those reductions could be more
than offset by long-term cost increases, and that the “relatively short term” of the
agreement further increases the uncertainty of the impact on customers.>? The
Commission further emphasized that BGE customers “may end up unwillingly
subsidizing the 20% of non-ratepayer users of the conduit system.”>* Moreover, the
Commission questioned whether customers would benefit from BGE’s ability to
prioritize projects, given OPC witnesses testimony that “BGE’s downtown Baltimore
underground network is already highly reliable.”>*

Despite its conclusion that the evidentiary record was “unclear” about the benefits
and burdens of BGE’s conduit proposal, the Commission authorized BGE’s proposal to
capitalize the conduit expenditures over 50 years.> As a condition of approval, the

Commission required BGE to submit a benefit-cost analysis to be considered as part of a

subsequent prudency review that will occur in BGE’s next rate case.’® The Commission

3% Alvarez-Stephens Direct 53:7-10 (R. 47 C at 244).
1 Order No. 90948 at 101 (R. 152 at 205).

21d.

3 Id. at 102 (R. 152 at 206).
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also required an ongoing benefit-cost analysis to be “presented [at] every rate case until
the costs of the contract are fully recovered.”>” The Commission approved the
arrangement without a benefit-cost analysis even though elsewhere in Order No. 90948
the Commission disallowed cost recovery for proposed BGE projects due to the lack of a
benefit-cost analysis, including proposed gas meter conversions,>® a new vegetation
management program,>® and a new resiliency investment program.®® The Commission did
not address whether BGE could lawfully capitalize the conduit improvements.

OPC sought rehearing of Order No. 90948 on several grounds, including the
Commission’s decision to allow BGE to capitalize the conduit costs over 50 years and
place the associated costs in customer rates.%! In Order No. 91659, the Commission
denied OPC’s rehearing request. The Commission acknowledged that “leased assets are
not generally capitalized (at least for a period longer than the lease term),” but
determined that the “unique circumstances of this case compel an exception to [that]
general rule.”®?Although the Commission acknowledged that the “true benefit to cost of
the arrangement is currently unclear,” the Commission explained that it “found Staft’s
approach created an appropriate balance.”%

The Commission provided no further explanation of why it was appropriate to

allow cost recovery before the company conducted a formal benefit-cost analysis in this

57 Order No. 90948 at 102 (R. 152 at 206).

% Id. at 150 (R. 152 at 254).

*Id. at 118 (R. 152 at 222).

80 Jd. at 83—85 (R. 152 at 187—189).

1 OPC Rehearing Request at 21-30 (R. 155 at 29-38).
62 Order No. 91659 at 22-23 (R. 219 at 29-30).

83 Order No. 91659 at 20 (R. 219 at 27).
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instance. Nor did the Commission explain why it was appropriate for customers to pay
for improvements to the conduit system that would directly benefit other conduit system
tenants without those users contributing to the improvements’ costs.

OPC timely filed this petition for judicial review.

STANDARD OF REVIEW

PUA § 3-203 prescribes the scope of review of Commission decisions:

Every final decision, order, rule or regulation of the Commission is
prima facie correct and shall be affirmed unless clearly shown to be:

unconstitutional;

outside the statutory authority or jurisdiction of the Commission;
made on unlawful procedure;

arbitrary or capricious;

affected by other error of law; or

if the subject of review is an order entered in a contested case
after a hearing, unsupported by substantial evidence on the record
considered as a whole.

S

The Court’s decision on review does not depend on whether the Court would reach
the same conclusions as the Commission, but on whether the Commission's decision or
process is infected by the specified defect. For questions “on which a court does not
typically defer to an agency—general questions of law, jurisdiction and
constitutionality—[PUA] § 3-203 requires no greater deference to the Commission than
any other agency,” as “[sJuch legal questions ‘are completely subject to review by

courts.”” %

% Md. Office of People’s Counsel v. Md. Pub. Serv. Comm’n, 461 Md. 380, 394 (2018) (quoting
Commc’'ns Workers of Am. v. Pub. Serv. Comm’n of Md., 424 Md. 418, 433-34 (2012).
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Agency acts of discretion are reviewed under the “arbitrary and capricious”
standard.® Although courts may show deference to the Commission with respect to a
claim that a Commission decision was arbitrary and capricious,® that deference is not
unlimited. An agency’s decision may be found to be arbitrary and capricious and reversed
if a party challenging the decision shows “that the agency exercised its discretion
unreasonably or without a rational basis.”%” A court may consider “such things as the
agency’s expertise, policy goals stated in pertinent statutes or regulations, consistency
with the agency’s past decisions, and whether it is possible to follow the path of the
agency's reasoning.”®

A court may not uphold an agency’s order unless it is “sustainable on the agency’s
findings and for the reasons stated by the agency.”® Further, the PUA requires that all
Commission decisions and orders “in a contested proceeding” must (1) be based on
consideration of the record, (2) be in writing, and (3) state the grounds for its
conclusions.” At minimum, the Commission “is required to articulate the standards
through which it applied the applicable law to the relevant facts in reaching its decision in

a contested proceeding.””! This requirement is “essential for judicial review, because a

court generally may not uphold an agency’s decision ‘unless it is sustainable on the

% Communications Workers of America v. Pub. Serv. Com’n of Md., 424 Md. 418, 434 (2012) (citing
Christopher v. Montgomery County Dep’t of Health & Human Services, 381 Md. 188 (2004)).

% Office of People’s Counsel, 461 Md. at 396.

7 Id. at 399.

58 Id. at 405.

5 United Steelworkers v. Beth. Steel, 298 Md. 665, 679 (1984).

" PUA § 3-113(a).

" Baltimore Gas and Elec. Co. v. Pub. Service Comm’n of Maryland, 305 Md. 145, 167 (1986).
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agency’s findings and for the reasons stated by the agency.””’? In other words, to be
upheld by a reviewing court, an order “must at least be sufficiently detailed to apprise the

parties as to the basis for the agency’s decision.””?

ARGUMENT

I. The Commission erred by treating BGE’s improvements to the City-owned
conduit system as a “fixed asset” that BGE owns and can capitalize over 50
years.

There are two defensible approaches to accounting for BGE’s conduit
improvements, for ratemaking purposes. First, they can be treated as leasehold
improvements, in which case they may be capitalized but must be amortized over the
duration of the lease. Second, they can be treated as payments in lieu of rent, in which
case they must be expensed and may not be included in rate base, though the Commission
retains discretion as to how the operational expense may be recovered. But the
improvements cannot be capitalized over their expected lifetime as if BGE owned them.
That is what BGE proposed, however, and what the Commission unlawfully authorized.

Baltimore City—not BGE—owns the conduit assets that are being improved.
Allowing BGE to capitalize such improvements over their lifespan forces customers to
pay BGE unjustified profits on an expense on which they obtain no equitable interest of

the sort they acquire for assets that belong to the utility. The Commission’s departure

2 Accokeek, Mattawoman, Piscataway Creeks Communities Council, Inc. v. Maryland Public Service
Comm’n, 227 Md. App. 265, 285 (2016) (quoting Baltimore Gas & Elec. Co. v. Pub. Serv. Comm’n of
Maryland, 75 Md. App. 87, 99 (1988)).

3 Id. (quoting Baltimore Gas & Elec, 76 Md. App. at 99)).
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from standard accounting practices— by allowing BGE to capitalize and depreciate the
improvements over their lifespan— violates the PUA’s requirement that rate base reflect
the value of “utility property.””*

Utility ratemaking effectuates the constitutional requirement that just
compensation is owed to the owner of private property that is put to public use.” The
utility’s private property is reflected in its rate base, upon which the utility is entitled to
the opportunity to earn a reasonable return.’® The principle that utility investments
included in rate base should be limited to property the utility owns is found in Maryland
law, which defines rate base as the “value of the property of a public service company.””’

Limiting to utility-owned property the investments that may be placed into rate
base serves an important function. Utility customers bear the expense of depreciation
over the period that depreciable assets remain in service to the public,’® but as the costs of
utility investments are paid off by customers, customers develop a cognizable legal

interest in those same investments. This interest is reflected by the concept of net

salvage—which compensates customers for the value of an asset after that asset is fully

" PUA §§ 4-101(3), 4-206(a).

"> Munn v. Illinois, 94 U.S. 113, 133-34 (1877).

" Federal Power Comm’n v. Hope, 320 U.S. 591, 596 (1944).

"TPUA § 4-206(a) (defining rate base as “the property of a public service company used and useful in
providing service to the public); see PUA § 4-101(c) (requiring a “just and reasonable rate” to afford a
“reasonable return on the fair value of the public service company’s property used and useful in providing
service to the public”).

8 Democratic Central Committee of District of Columbia v. Washington Metropolitan Area Transit
Comm’n, 485 F.2d 786, 808—09 (D.C. Cir. 1973). This time period can extend for the entire lifespan of an
asset, or a shorter amortization period if a still serviceable asset is abandoned or retired before the end of
its useful life. /d. at 809.
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depreciated.” Stated otherwise, “utility investors are entitled to recoup the full amount of
their investment in depreciable assets devoted to public service.”®® Once utility assets are
placed in service, customers burdened by the cost of utility investments are entitled to the
economic benefits therefrom.®!

The principle that economic benefits follow economic burdens is also reflected in
the Generally Accepted Accounting Principles (“GAAP”) applicable to improvements
made to leased assets. When an asset is leased, the lessor retains the economic burdens
and benefits of asset ownership. As such, improvements made to the lessor’s property
belong to the lessor and, if required as a condition of the lease, are treated as a payment in
lieu of rent.®?

There is no dispute that the 2023 Agreement is an operating lease. BGE’s own
accountants concluded as such.®} Lease agreements are operational costs and are not
capitalized. Capital investments made to the lessor’s property are considered leasehold

improvements that, under GAAP, may only be amortized over the shorter of the lease

duration or the asset’s useful life. BGE’s written testimony and exhibits support these

" See, e.g., PUA § 7-513(e)(2) (requiring an “equitable allocation of costs or benefits between
shareholders and ratepayers” and outlining factors to be considered by the Commission in allocating costs
and benefits from the liquidation of utility generation assets under the Electric Customer Choice and
Competition Act of 1999).

8% Democratic Central Committee of District of Columbia, 485 F.2d at 808.

81 Democratic Central Committee, 485 F.2d at 811—12 (“In situations where consumers have shouldered
these burdens on an asset which produces a gain, the equities clearly preponderate in their favor.”).

82 «“[PJayments made by lessees for improvements to the underlying asset (e.g., upgrades to lighting,
flooring, pantries) should be recorded as prepaid rent and included in fixed lease payments if the payment
relates to an asset of the lessor.” PWC Leases Guide at 3-21,
https://viewpoint.pwc.com/dt/us/en/pwc/accounting_guides/leases/assets/pwcleasesguidel224.pdf.

% BGE Accounting Memo at 34 (concluding that the “2023 agreement meets the definition of a lease”
and that it “will be recorded as an operating lease”) (R. 71 J at 124-25).
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facts. Only during the evidentiary hearing did BGE’s witness state the opposite,
contradicting previous testimony and discovery responses. BGE’s theory for capitalizing
the conduit improvements depends on excluding the capital improvements from the lease
liability. The company does so through circular conclusions about the nature of the
capital improvements that are contradicted by the terms of the agreement itself.

BGE’s “fixed asset” capitalization theory rests on a false premise. To characterize
the capital improvements as other than lease payments, the company’s accountants
assumed that the payments made were for “lessee assets.”®* But this finding contradicts
the express terms of the 2023 Agreement and the City’s understanding of it. The
Baltimore City memorandum recommending approval of the 2023 Agreement expressly
states that “[t]he City retains the ownership of the conduit and all improvements.”® If the
City owns the conduit and all improvements to it, then it is impossible for any capital
improvements made by BGE be considered lessee (i.e., BGE) assets.

Stipulation 6 of the 2023 Agreement further confirms that the capital
improvements BGE is required to make are to assets owned by the City and are not
specific to the company. The stipulation provides that improvements made to the “conduit

99 ¢¢

system” “shall be designed to enhance the Conduit system . . . to help improve its safety,

efficiency and reliability for all users . . . .86 And each capital improvement BGE makes

% BGE Accounting Memo at 6 (R. 71 J at 127).

852023 Amended Agreement (R. 40 C at 80); see BGE Accounting Memo at 7 (R. 71 J at 128) (“BGE
does not hold title to the additions and modifications to the conduit system under the terms of the 2023
Agreement.”).

862023 Amended Agreement at 3 (R. 40 C at 84) (emphasis added).
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is subject to review and acceptance by the City.%’

Given that the 2023 Agreement requires BGE to make general improvements to
the City’s assets, GAAP requires those capital improvements to be treated as payments in
lieu of rent, which are operational expenses. Because operational expenses are not utility
property, including such expenses in rate base overstates the value of the utility’s property
and results in unjust and unreasonable rates, in violation of PUA §§ 4-101 and 4-206.

To the extent the conduit improvements may be classified as leasehold
improvements, allowing BGE to recover the cost of those leasehold improvements over
the duration of the asset lifespan deviates from GAAP and Maryland law. BGE’s
customers’ interest in the leasehold improvements is limited to the duration of the lease
under which the improvements were made. Allowing BGE to amortize the costs of the
improvements beyond the lease term divorces the period over which investors earn a
return on the leasehold improvements from the period in which those investments are
valuable to customers. In other words, once the 2023 amended agreement expires, the
Commission’s decision to allow conduit-related costs in BGE’s rate base will overstate
the value of the utility’s property, thereby resulting in unjust and unreasonable rates in
violation of PUA §§ 4-101 and 4-206.

Customers will be on the hook for depreciation expenses but will receive no
corresponding economic benefit—and will also be on the hook for the as-yet-unknown

costs of future lease agreements. This asymmetrical result, where customers pay BGE a

8 1d.
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profit with undefined future costs for access to improvements they will fund, is
fundamentally unfair to customers, inconsistent with the public good and, therefore,

unjust and unreasonable.

II. The Commission erred as a matter of law by requiring BGE customers to pay
for conduit system improvements that benefit other tenants of the system
without securing cost contributions from those tenants.

The Commission’s ratemaking authority obligates it to set rates that, among other
things, “will be reasonable to the user of the utility and commensurate with the service
rendered. . . .”% As required by the PUA, utility rates must correspond to “the regulated
services that [the utility] renders.”®® For such rates to be “just and reasonable,” they must
be consistent with the public good and applicable law.”® BGE customers cannot lawfully
be charged for investments and services provided to non-BGE customers. Rates that
charge customers for investments that directly benefit non-BGE customers cannot be just
and reasonable.

Allowing BGE to recover the full cost of general improvements to Baltimore
City’s conduit system under the 2023 amended agreement is the type of unjust and
unreasonable outcome prohibited by the PUA. Occupying some 75 percent of the conduit

system, BGE is the system’s largest tenant.”!

But other tenants also occupy the system,
and BGE’s improvements to the system benefit all of those tenants. Forcing customers to

pay 100 percent of the improvements’ costs, as the rates authorized by Order No. 90948

8 Miles v. West, 151 Md. 337, 330 (1926).

8 PUA § 4-201.

% PUA § 4-101.

! Hearing Tr. 927:13-23 (Vahos) (R. 111 A at 115).
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and 91659 do, is clearly unjust and unreasonable. Such rates unduly discriminate against
BGE’s customers for the benefit of non-customer third parties in violation of PUA § 4-
503.

A. Rates that require BGE’s customers to pay for direct benefits provide
to the other conduit system users are not just and reasonable.

In supervising and regulating public utilities, the Public Service Commission is
charged with using regulation to replicate the effect of a competitive market.”” One way
that the Commission effectuates this mission is “to regulate the rates charged by utilities
by setting a ‘just and reasonable rate’ for them[.]”** Just and reasonable rates are, among
other things, rates that adequately reflect “the costs actually caused by the customer who
must pay those rates”—a precept referred to as the “beneficiary pays” principle.** In
other words, the Commission should ensure that customers pay only for the benefits they

> and that customers are not charged for the benefits that directly inure to non-

receive,’
BGE customers.”
Before the 2023 amended agreement, BGE’s recovery of conduit lease payments

from customers comported with the beneficiary pays principle because BGE—Iike other

conduit tenants—was paying the City for maintenance of and capital improvements to the

%2 Delmarva Power & Light Co. v. Pub. Serv. Com'n of Maryland, 370 Md. 1, 7 (2002) (internal citation
omitted) (explaining that the Commission’s role is to “take the place of competition and furnish[] the
regulation which competition cannot give[.]”).

% Delmarva Power & Light Co., 370 Md. at 7.

% In the Matter of the Merger of the Exelon Corporation and Pepco Holdings, Inc., 2018 WL 4510273
(Md.P.S.C.) at *11, Order No. 88836, Case No. 9361 (Sept. 17, 2018) (“Order No. 88836™).

95 See Columbia Gas of Maryland, Inc. v. Pub. Service Com’n of Maryland 224 Md. App. 575, 585
(2015).

% Order No. 88836 at *11-12.
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conduit system based on the amount of space it leased in the system.?” Under this
arrangement, all conduit tenants that benefited from improvements to the conduit
contributed to the cost of those improvements.

The 2023 amended agreement, however, relieves other tenants of their obligation
to fund conduit improvements and forces BGE customers to bear the entirety of that
burden. Under the new agreement BGE, rather than Baltimore City, has the primary
responsibility for making general improvements.’® These general improvements are
valuable both to BGE’s customers and to other users of the conduit system. Yet only
BGE’s customers pay for the costs of the improvements.

BGE claimed that the benefits of these improvements to other conduit system
users are not “merely incidental.” ° But in fact, the company is obligated to make
improvements that “help improve [the system’s] safety, efficiency, and reliability for all
users of the Conduit System.”'* In other words, the 2023 Agreement requires BGE’s
customers to pay for the type of general conduit system improvements that the City
previously performed and that other conduit system users helped finance.

The 2023 Agreement does not, however, envision that other conduit system

tenants would pay a proportional share of the costs of the conduit improvements BGE is

72016 Settlement Agreement at 3—4 (R. 40 C at 96-97) (stating that “[t]he City shall continue to be
responsible for all maintenance, repairs, replacements, and related inspections necessary to maintain the
Conduit System in good order and proper working condition and suitable for BGE’s provision of safe,
reliable, and efficient electric service to customers throughout its service territory.”).

% Dererie Direct at 20:7-9 (R. 40 C at 44).

% Vahos Rebuttal at 13:18-20 (R. 71 J at 18).

102023 Amended Agreement at 3 (R. 40 C at 84) (emphasis added).
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obligated to make. Nor has BGE sought compensation from the other tenants. '°!
Consequently, though BGE customers only benefit from the company’s use of 75 percent
of the conduit system, BGE customers are paying 100 percent of the cost to improve the
system. And BGE’s investors are earning additional profits because the conduit system
improvements are being capitalized, thereby earning BGE’s authorized rate of return.

In a competitive market, no rational party would negotiate an agreement that
required it to provide benefits to a third party without adequate consideration. Yet, that is
precisely the outcome that BGE negotiated for its customers and that the Commission
ratified through its orders without a word of explanation.!??

Customers depend on the Commission to protect them from the lack of adequate
representation in the negotiations with BGE and the City. By authorizing rates that
include costs incurred under the agreement reached by BGE and the City, the
Commission failed to protect customers from unreasonable costs imposed by the
agreement. Rates reflecting such an outcome are not consistent with the public good and

are “unjust and unreasonable” in violation of PUA 4-101.

1% In fact, BGE’s witness did not know who the other conduit system users are. Hearing Tr. 963:15-19.
12 Both OPC and Staff identified the lack of contributions from other conduit beneficiaries as a serious
problem with BGE’s conduit recovery proposal. See Dererie Direct at 23:15 — 24:2 (R. 40 C at 47-48);
OPC Rehearing Request at 26 (R. 155 at 34-35). In Order Nos. 90948 and 91659 the Commission
acknowledged this issue but failed to articulate any reason for approving full cost recovery despite the
lack of contributions. This too was arbitrary and capricious.
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B. Charging BGE customers for the full cost of its conduit system
improvements unduly discriminates against customers in favor of
third-party beneficiaries.

The beneficiary-pays precept is also incorporated into the PUA provision
prohibiting rate discrimination. PUA § 4-503(b)(1) prohibits utilities from “charg[ing],
demand[ing], or receiv[ing] from a person compensation that is greater or less than from
any other person under substantially similar circumstances.” While Maryland law does
not mandate that rates for each class of customers be strictly based on cost of service,'??
PUA § 4-503 requires that any departure from cost-causation and beneficiary-pays
principles be reasonable in light of substantial differences in services or the conditions of
service and, for the most part, ensures that the parties that benefit from utility work also
pay for it.!% Stated otherwise, PUA § 4-503 requires that all direct beneficiaries of utility
investments must contribute to the costs associated with those investments.

The Commission has previously rejected cost recovery for proposed utility
projects where the utility did not secure appropriate cost contributions from project
beneficiaries. Specifically, in Case No. 9361 the Commission rejected a microgrid project
proposed by the Potomac Electric Power Company (“Pepco”) where the utility did not
secure cost contributions from customers that would be directly connected to the
microgrid and thereby benefit directly from it.!% The record showed that these

participants would benefit from the microgrid’s ability to mitigate the impact of service

13 See Building Owners and Manager’s Ass 'n, 93 Md. App. at 761.
104 See 63 Md. Op. Att’y. Gen. 563 at *5 (1978).
1% Order No. 88836.
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outage—a benefit with an estimated value of $7.6 million that would not be enjoyed by
Pepco’s other customers. % But Pepco proposed to fund the project entirely through base
rates paid by all customers, without securing contributions from project participants.'®’?

The Commission found that the lack of any financial contribution from the direct
beneficiaries of the microgrid “runs counter to long-standing principles of cost
causation.”!®® Though some portion of the microgrid costs could appropriately be
socialized, failing to recover contributions from direct beneficiaries resulted in non-
microgrid participant customers subsidizing the participants for the microgrid’s additional
services.!? In such circumstances, the lack of parity between the costs of the microgrid
paid by customers and non-ratepayer beneficiaries amounted to rate discrimination, in
violation of PUA § 4-503(b)(1).!1°

The arrangement that BGE has made under its 2023 amended agreement with
Baltimore City is analogous to Pepco’s microgrid arrangement. As with the proposed
microgrid, other conduit system tenants will directly benefit from BGE’s capital
improvements to the Baltimore City conduit system. Nonetheless, BGE, like Pepco,
proposed to recover 100 percent of the costs through utility rates without making any
effort—as it acknowledged—to secure contributions from other tenants. Presented with

this situation, the Commission should have disallowed BGE from recovering any of its

conduit system improvement costs through customer rates, as it disallowed cost recovery

106 1d. at *11.
107 [d
108 17
199 14 at *12.
110 [d
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for Pepco. By permitting recovery, the Commission approved an arrangement whereby
BGE customers are forced to pay for valuable benefits to other conduit tenants. Rates that

impose such charges are plainly discriminatory under PUA § 4-503(b)(1).!!!

III. The Commission acted arbitrarily and capriciously by allowing BGE to
recover its conduit expenditures in MRP rates without a benefit-cost analysis.

Order No. 90948 denied cost recovery for three of BGE’s proposed projects
because BGE failed to provide benefit-cost analyses yet it approved the conduit system
cost recovery despite the absence of such analysis. Although the Commission
acknowledged this inconsistency, it failed to explain it. As a result, the Commission’s
decision is unmoored from its own reasoning, and therefore arbitrary and capricious.

(133

A Commission decision must provide sufficient explanation to make it “‘possible
to follow the path of the [Commission’s] reasoning.””!!? The order must either have a
detailed explanation or its rationale must be “readily discerned by reading the entire
order.”'!® Here, the Commission’s order applied a different standard to the conduit costs
than other projects, without even acknowledging that difference, much less explaining it.
That failure makes any rational path of reasoning impossible to discern.

The Commission denied cost recovery for three projects because BGE failed to

provide any supporting benefit-cost analysis. First, the Commission rejected cost

HTPUA § 4-503(b)(1) provides that a public service company “may not directly or indirectly . . . charge,
demand, or receive from a person compensation that is greater or less than from any other person under
substantially similar circumstances.”

"2 Maryland Office of People’s Counsel v. Maryland Public Service Commission, 246 Md.App. 388, 413
(2020) (quoting Maryland Office of People’s Counsel, 461 Md. at 405).

" 1d. at 414.
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recovery for BGE’s proposed blue sky vegetation management program “[g]iven the Blue
Sky program’s high incremental cost per mile and the absence of a benefit-cost
analysis.”!!* While the Commission acknowledged the resiliency benefits of increasing
vegetation management, the Commission’s denial stemmed from its concerns about the
substantial increase in vegetation management costs resulting from the new program.!!®

Second, the Commission disallowed recovery for BGE’s proposed gas meter
conversion project on the basis that BGE “ha[d] not demonstrated that the benefits of the
new meter outweigh[ed] the significant economic cost that would be imposed on
ratepayers.”!'® There, BGE identified a several new safety benefits that the new meters
would provide that, according to the company, it could not quantify.!!” Yet, given the
significant cost of the meter replacement proposal, the Commission’s disallowance turned
on the lack of any “quantitative justification, through a formal cost benefit analysis, that
the benefits of the program to customers merit the imposition of costs.”!8

Third, the Commission disallowed cost recovery for BGE’s proposed resiliency
enhancement program in part due to the lack of sufficient data to evaluate the cost-
effectiveness and benefits of the proposed program.'!® Like the blue sky vegetation

management and gas meter conversion projects, BGE had identified specific and direct

benefits that would inure to customers.'?° But, in disallowing recovery, the Commission

4 Order No. 90948 at 118 (R. 152 at 222).

115 Id.

16 Order No. 90948 at 150 (R. 152 at 254).

"7 Order No. 90948 at 144—149 (R. 152 at 248-253).
8 Order No. 90948 at 150 (R. 152 at 254).

19 Order No. 90948 at 84—85 (R. 152 at 188-189).
120 Order No. 90948 at 76-77 (R.152 at 180-181).
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found dispositive the lack of sufficient data and methodology to assess whether the
benefits BGE claimed would actually justify the costs imposed on customers. 2!

The inconsistent treatment of the conduit cannot be swept away by merely
asserting that a benefit-cost analysis is unnecessary for BGE’s conduit proposal. In fact,
the Commission itself expressed concerns over the extent to which the new conduit
agreement would benefit customers. Given the testimony and evidence offered by OPC
and Staff—which cast serious doubt on the extent of the benefits that BGE claimed—the
Commission found the record “unclear” as to whether customers would realize net
benefits from conduit improvements BGE proposed to recover.!?? The Commission thus
required BGE to conduct a benefit-cost analysis, acknowledging the important of such an

analysis.'?

But that benefit-cost analysis is occurring after-the-fact, and the full costs of
BGE’s proposed treatment are in the Commission-approved rates customers are paying
today. Further, this option for an after-the-fact analysis likewise was available in the three
examples noted above. Order No. 90948 does not explain how the benefit-cost analysis
cured the Commission’s concerns about the impact of the conduit improvement
agreement. Rather, the Commission states only that requiring a benefit-cost analysis
“created an appropriate balance” in light of the concerns raised by OPC and Staff.

Neither Order No. 90948 nor Order No. 91659 provide any insight as to why the

lack of benefit-cost analysis prompted disallowance of some project costs but not for the

121 Order No. 90948 at 84-85 (R. 152 at 188-189)
122 Order No. 90948 at 101 (R. 152 at 205).
123 Order No. 90948 at 102 (R. 152 at 206); Order No. 91659 at 20-21 (R. 219 at 27-28).
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costs incurred under the new conduit agreement. Denying cost recovery for the blue sky
vegetation management, gas meter replacement, and resiliency enhancement programs
were each based on the Commission’s concern that the high costs of each program may
not justify the benefits that would inure to customers. The Commission raised similar cost
concerns in its review of BGE’s conduit improvement proposal. But Order No. 90948
fails to explain why it took the materially opposite action for capital costs incurred under

the new conduit agreement. That failure was arbitrary and capricious.

CONCLUSION

For a utility rate to be just and reasonable under the PUA, it must be lawful, fair to
both customers and shareholders, and in the public interest. The 202426 rates that the
Commission approved for BGE in Case No. 9692 are unlawful, unfair, and contrary to
the public interest because they require customers to pay a level of profit for BGE’s
improvements to Baltimore City’s conduit system that should be reserved for assets
owned by BGE—and to pay for improvement costs that should be borne by other system
tenants. This Court should vacate the Commission’s decision in Order No. 90948 and
91659 and remand this matter with instructions to remove the full conduit expenditures

from BGE’s 2024-2026 rates.

[Signature block on following page]
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