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Introduction

The Department of Telecommunications and Energy (“Department”), formerly
the Department of Public Utilities, has a dual role of ensuring that regulated industries
provide quality service at reasonable rates and promoting public safety. Public safety,
particularly in the natural gas pipeline and transportation industries, is the Department’s
most important responsibility. Safety and security of the utility and transportation
infrastructure regulated by the Department have taken on an increased level of
importance at the Department since the terrorist attacks of September 11, 2001.

The Department is overseen by a five-member Commission appointed by the
Governor. According to statute, one member must have a background in electricity,
natural gas and energy issues, one in telecommunications, one in cable television, and
one member must have a background in consumer protection and advocacy. The
Governor designates one of the Commissioners as Chairman.

The Department has regulatory authority for a significant portion of the
Massachusetts economy, approximately $11 billion, representing the electric, gas,
cable television and telecommunications industries. The Department’s responsibilities
include establishing rates and ensuring service quality for the investor-owned electric
power, natural gas, telecommunications, and water industries. The Department also
plays a role in setting rates in the transportation, water and cable television industries.
The Department does not regulate the rates or services of other public agencies, such
as municipal electric companies or water authorities.

The energy and communications industries are in the midst of revolutionary
changes in technology, market structure, and regulatory policy. Some of these changes
are driven by state law, particularly in the electric industry. Over the past nine years,
the Department has devoted significant efforts to establishing structural conditions and
economic policies that allow for the development of efficient competitive markets,
wherever they are feasible.

Federal law and regulation are driving many of the changes in the energy and
telecommunications industries. In some cases, federal actions have reduced the
discretion of the Department in important respects. To protect Massachusetts
customers’ interests, the Department has increased its involvement in the federal
policy-making process, both individually and as an active participant in the New
England Conference of Public Utility Commissioners and the National Association of
Regulatory Utility Commissioners.

This report summarizes the responsibilities of the various staff divisions within
the Department, provides details about the day-to-day functions of the agency and
provides information about specific activities and accomplishments during 2005.
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Electric Power Division
Overview

The Electric Power Division’s mission is to ensure that (1) Massachusetts electric
companies' provide their customers with distribution and customer service in a safe,
reliable and least-cost manner, and (2) retail competitive suppliers provide generation
service to customers in a manner that is consistent with the 1997 Electric Industry
Restructuring Act (“Restructuring Act”) and the Department’s regulations.

In addition to complementing the Department’s oversight of electric companies,
the Electric Power Division:

. Analyzes electric companies’ service quality plans and annual
performance;

. Monitors electric outages and oversees plans for corrective actions;

. Evaluates the cost-effectiveness of electric companies’ energy efficiency
programs;

. Reviews annual transition cost reconciliation filings;

. Participates in regional and national initiatives to restructure the wholesale

electric industry;

. Monitors wholesale market prices and the long-term adequacy of regional
power supplies;

. Facilitates the development of a competitive generation market for small
customers;
. Reviews electric company solicitations for default service supply (through

February 2005); and

. Grants licenses to qualified entities to serve as suppliers and brokers of
electricity.

The electric distribution companies in Massachusetts are: Fitchburg Gas and
Electric Light Company; Massachusetts Electric Company and Nantucket Electric
Company (“National Grid”); Boston Edison Company, Cambridge Electric Light
Company, and Commonwealth Electric Company (“NSTAR Electric”); and
Western Massachusetts Electric Company.
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Background

To better understand the Electric Power Division’s mission, it is helpful to view
electric service in terms of four major components: (1) generation service, associated
with the power plants that produce electricity; (2) transmission service, associated with
the high voltage wires that transport electricity from power plants to distribution
substations; (3) distribution service, associated with the low voltage wires and facilities
that transport electricity from distribution substations to customers; and (4) customer
service, such as billing and metering. Historically, the Massachusetts electric
companies provided the four components on a bundled, monopoly basis (i.e.,
customers had no choice but to receive these services through their electric
companies). The Department’s regulatory scope encompassed all four components.

In November 1997, the Massachusetts General Court passed the Restructuring
Act, which introduced competition into the generation component of electric service.
The Restructuring Act states that “long term rate reductions can be achieved most
effectively by increasing competition and enabling broad customer choice in generation
service, thereby allowing market forces to play the principal role in determining the
suppliers of generation for all customers.” Pursuant to the Restructuring Act, since
March 1, 1998, customers have had the opportunity to choose entities other than their
electric companies to provide the generation component of their electric service. The
remaining components of electric service (transmission, distribution, and customer
service), remain monopoly services offered by the Massachusetts electric companies
under regulation by the Department or, in the case of transmission, under regulation by
the Federal Energy Regulatory Commission (“FERC”).

The Restructured Electric Industry

The Restructuring Act established three generation service options for electricity
customers: (1) standard offer service, a “rate-protected” transition service that electric
distribution companies provided through February 2005; (2) competitive generation
service, provided by competitive suppliers; and (3) default service, a “last resort” service
that is provided by electric distribution companies. All customers receive the same
level of distribution, transmission, and customer service regardless of their generation
service. However, the price that the customer pays for generation service is dependent
on the type of service the customer is receiving.

On March 1, 2005, the seven-year transition period to a competitive electric
market established by the Restructuring Act, which encompassed standard offer and
default service options, expired. Therefore, standard offer service no longer exists as a
generation option for customers. In addition, the Department now refers to “default
service” as “basic service” to better describe the function it plays in the restructured
industry.



Competitive Generation Service

As stated above, the linchpin of a restructured electric industry is the creation of
a competitive market for generation services. Consistent with the Restructuring Act, the
Department’s goal is to provide electricity customers with the broadest possible choice
of generation suppliers, in order to allow customers to share the benefits of a
competitive marketplace. To do so, the Department grants licenses to qualified entities
to serve as competitive suppliers and electricity brokers in the restructured industry.
Competitive suppliers are entities that purchase electric output from generators at the
wholesale level, and sell the electricity to consumers at retail. Electricity brokers are
entities that facilitate or arrange for the sale of electricity to customers, acting as
“‘middlemen” between suppliers and customers. Staff from the Electric Power Division
review license applications to determine whether the applicant has demonstrated,
among other things, the financial and technical capability to provide the applicable
services. As of December 31, 2005, there were 26 licensed competitive suppliers and
55 licensed electricity brokers in Massachusetts. These suppliers and brokers sell
electricity primarily to large and medium-sized commercial customers.

The terms and conditions by which competitive suppliers and brokers offer
products and services to customers, including prices, are determined by the competitive
marketplace. To assist customers in comparing these products, the Restructuring Act
requires each supplier to issue information disclosure labels which describe, among
others things, the environmental characteristics of the power plants from which the
supplier purchases the electricity.

In order to assist in the development of the competitive market, the Department
requires that each electric distribution company make available customer information
lists to licensed suppliers and brokers. The information lists must include, among other
things, customer names, addresses, and historic consumption data (customers may opt
to have their information removed from the lists). The release of this information
removes a barrier that competitive suppliers would otherwise face. In addition, the
Department established a mechanism so that customers can use the internet to
electronically approve their competitive deals.

The Restructuring Act established special provisions for a municipality that seeks
to aggregate the electrical load of customers located within its municipal boundary, for
the purpose of allowing those customers access to competitive supply market. The
Department has approved a municipal aggregation plan for the Cape Light Compact,
encompassing the cities and towns located on Cape Cod.

Basic/Default Service
Basic/default service is the “last resort” generation service that each distribution
company is required to offer for customers not receiving generation service from a

competitive supplier. Basic/default service supplies are competitively procured with
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rates based on the results of solicitations. Staff from the Electric Power Division review
each company’s solicitations to ensure compliance with the Department’s rules and
regulations.

2005 Additional Electric Power Division Responsibilities
Implementation of Service Quality Standards

The Restructuring Act directs the Department to establish service quality
standards that require Massachusetts electric companies to maintain, at a minimum,
their historic levels of service quality. The Restructuring Act includes a provision for
financial penalties should a company fail to meet that historic level. In 2005, the
Electric Power Division analyzed each electric company’s 2004 service quality
performance, and considered whether adjustments to service quality standards were
warranted based on three years of experience with the existing standards.

Monitoring Distribution System Reliability

During the summer of 2001, Massachusetts experienced repeated, record
demands for electricity. Distribution system failures became pronounced during that
summer. Consequently, the Department directed electric companies to: (1) examine
the underlying causes of those outages, (2) diagnose any operational or physical
problems affecting their distribution systems, and (3) establish a plan to reduce or
eliminate recurrences. As a result, the electric companies proposed numerous
corrective actions. The Electric Power Division continues to track those corrective
actions and related activities. In addition, the Department directed that each electric
company produce an annual analysis of its distribution system to include (1) a ten-year
load growth forecast capable of identifying high-growth zones; (2) a description of the
company’s transmission and distribution design and planning criteria and an
explanation of how those criteria are applied; (3) a distribution system operating study
focused on contingency management; and (4) an update to corrective actions and
capital investments planned for the next five years. The Electric Power Division
analyzes this information and compares it to our own reliability data to ensure that
Massachusetts electric customers receive reliable distribution service at the lowest
possible cost under a variety of conditions.

The Electric Power Division relies on the Outage Reporting Protocol (“ORP”) as
a means of electronically receiving real-time reports of significant customer outages.
Within 30 minutes of a significant outage, the ORP system transmits data to the Electric
Power Division including the location of the outage; number of customers affected;
number of circuits affected or out-of-service; likely cause; any bodily injury; and whether
a critical facility, such as a hospital, is involved.



Evaluation of Energy Efficiency Programs

Pursuant to the Restructuring Act, electric companies are required to implement
energy efficiency programs. In 2005, companies installed energy efficiency equipment
projected to save Massachusetts customers about $429 million over the useful life of
that equipment. To fund their energy efficiency programs, the distribution companies
collect 0.25 cents per kilowatt-hour (“KWH?”) as specified by statute. The Electric Power
Division works closely with the Division of Energy Resources (‘“DOER”) to monitor the
annual implementation of these energy efficiency programs; DOER oversees program
design, while the Department reviews program cost-effectiveness (i.e., whether the
program provides net benefits to customers).

Review of Transition (“Stranded”) Cost Reconciliation Filings

Transition costs are those generation-related costs incurred by Massachusetts
electric companies prior to electric restructuring, which the companies would not
otherwise be able to recover from their customers because of the introduction of a
competitive market for generation services. Transition costs represent the
above-market, or uneconomic, portion of a company’s generation assets. The
Restructuring Act allows electric companies to recover their transition costs, provided
that such costs are mitigated through actions such as divestiture. The Electric Power
Division analyzed the divestiture filings submitted by each of the electric companies, to
ensure that such divestiture fully mitigated each company’s transition costs. The
Electric Power Division and the Rates and Revenue Requirements Division continue to
review transition cost reconciliation filings submitted annually by each company.

Monitoring Wholesale Electricity Markets

The high-voltage electricity grid in Massachusetts is part of the New England
power grid, which is operated by the federally-regulated Independent System Operator,
New England (“ISO-NE”). ISO-NE coordinates power plant operations and the
transmission grid to ensure the moment-to-moment reliability of the New England
electric system. In 2005, the Electric Power Division was actively involved in ISO-NE
related matters to protect the interests of Massachusetts’ electricity customers. For
example, the Electric Power Division monitored wholesale market prices and long-term
power supply adequacy to ensure reliable and affordable electric service for
Massachusetts. Reliability and affordability are particularly important for “load pockets”
like metropolitan Boston where generation is insufficient when compared to load.

2005 Electric Power Division Accomplishments

In 2005 the Electric Power Division actively participated in the following major
dockets:



Outage Reporting Protocol. The Electric Power Division revamped the ORP
system to incorporate more accurate outage information. The Electric Power
Division monitors ORP data daily and responds to reports of significant and/or
frequent interruptions to customers.

Service Quality Plans, D.T.E. 05-15, 05-17, 05-19, 05-21, 05-22, and 05-25.
The Electric Power Division reviewed the 2004 service quality performance of
electric companies by analyzing criteria such as average outage frequency,
average outage duration, telephone answering, and lost-time accident rate.

Stray Voltage Measurement Practices. In light of ongoing concerns due to stray
voltage and manhole incidents, the Department continued to address these
issues in 2005. The Department initiated independent reviews of electric
company stray voltage and manhole practices to include recommendations for
improvement. The Electric Power Division worked closely with independent
reviewers to facilitate a comprehensive review with appropriate follow-up
procedures.

Distributed Generation, D.T.E. 02-38. The Department continued its
investigation into distributed generation in Massachusetts. Distributed
generation refers to customer-owned generation that serves all or part of the
customer’s load, thereby reducing that customer’s use of electric power from the
regional grid and the distribution system. On December 27, 2005 the
Department approved adjustments to a set of previously-approved uniform
interconnection standards. These adjustments were developed by a working
group known as the “Massachusetts Distributed Generation Collaborative,” the
same group that initially formulated the uniform interconnection standards. In
2005, the Department asked the Distributed Generation Collaborative to next
address the role of distributed generation in electric company planning. The
Collaborative’s next report is due in June 2006.

Default Service Costs, D.T.E. 03-88. In 2003, the Department opened an
investigation to ensure that each distribution company included all basic/default
service-related costs in its basic/default service rates. Throughout early 2005,
the Electric Power Division participated in this investigation.

Wholesale Electric Markets

. Regional Transmission Organization (“RTO”). In 2005, ISO-NE was
designated an RTO pursuant to a FERC ruling. As an RTO, this entity
continues to manage the day-to-day operations of the New England grid
with newly expanded authority over wholesale markets and planning. The
Electric Power Division participated in developing this RTO proposal.




Regional Planning. The Electric Power Division participated in the
development of New England’s regional plan known as the Regional
System Plan for 2005 (“RSP05"). RSP05 examined the needs of the New
England power system in terms of long-term adequacy, transmission
constraints, fuel diversity, and load pockets. The Electric Power Division
also participated in the review of cost proposals associated with major
projects such as NSTAR’s 345 kilovolt (“kV”) underground transmission
project and Southwest Connecticut’s 345 kV underground and overhead
project. In addition, the Electric Power Division participated in
proceedings of the New England Transmission Reliability Committee,
involving approval of projects to enhance the region’s electric system
reliability. Several Massachusetts projects were included in the final
decision of the ISO-NE Board of Directors.

Locational Installed Capability (‘LICAP”), FERC ER03-563-030. The
Electric Power Division actively collaborated with ISO-NE and
representatives of other New England states to design a method that
promotes the construction of generation in New England. This method,
known as LICAP, offers financial incentives to generators and is expected
to reduce the number of inefficient and costly reliability arrangements now
in place.




Natural Gas Division
Overview

The Natural Gas Division (“Gas Division”) provides technical support to the
Department in the regulation of the state’s nine investor-owned natural gas companies
(also called “local distribution companies” or “LDCs”).? In total, these companies serve
approximately 1.46 million gas customers, and have combined operating revenues of
approximately $2.54 billion.

Over the last several years, the Gas Division has worked to promote competition
in the local gas distribution industry through the “unbundling” of rates. The Gas Division
has brought about regulatory changes that provide gas customers with opportunities to
participate in a competitive gas market, while maintaining traditional consumer
protections.

The Gas Division has the authority and the responsibility to:

. Review LDCs’ forecast-and-supply plans and long-term gas supply
contracts;

. Review non-tariff contracts for the sale and transportation of natural gas;

. Review the appropriateness and accuracy of LDC filings made pursuant

to the Cost of Gas Adjustment Clause (“CGAC”) and the Local Distribution
Adjustment Clause (“LDAC”);

. Review LDCs’ energy efficiency plans;

. Assist the Rates and Revenue Requirements Division in base rate,
merger, and financing filings;

. Review LDCs’ service quality filings;

. License gas suppliers and retail agents; and

The LDCs in Massachusetts are: Bay State Gas Company, The Berkshire Gas
Company, Blackstone Gas Company, Fitchburg Gas and Electric Light
Company, KeySpan Energy Delivery New England (formerly
Boston/Colonial/Essex Gas Company), New England Gas Company (Fall River
Gas Service Area and North Attleboro Gas Service Area), and NSTAR Gas
Company.

10



. Review and, where appropriate, intervene in federal regulatory
proceedings and activities that affect the interests of gas consumers in the
Commonwealth.

Natural Gas Division Responsibilities
Review of Forecast and Supply Plans

LDCs must submit a five-year Forecast and Supply Plan to the Department for
approval every two years. In its review of the forecast component, the Gas Division
determines whether the company has accurately projected the gas requirements of the
company's service area. A forecast must contain accurate and complete historical data
and employ reasonable statistical projection methods. In its review of the supply plan,
the Division must determine whether the plan is adequate to meet projected customer
demand under a range of contingencies. During 2005, the Gas Division reviewed four
forecast and supply plans.

Review of Long-Term Gas Supply Contracts

LDCs must submit all supply contracts with terms longer than one year to the
Department for review and approval. Long-term supply contracts include both gas
commodity (the natural gas itself) and capacity (the pipeline required to transport the
natural gas from the production areas to the LDC'’s distribution system). In evaluating a
gas company’s proposed contract for commodity or capacity, the Gas Division
examines whether acquisition of the resource would be consistent with the public
interest. To do so, the Gas Division determines whether the LDC has shown that the
acquisition (1) would be consistent with the company's portfolio objectives, and
(2) would compare favorably to the range of options reasonably available to the
company and its customers. During 2005, the Gas Division reviewed eight long-term
supply contracts.

Review of Non-Tariff Contracts

Large commercial and industrial gas customers capable of burning alternative
fuels, such as oil or coal, sometimes find that their gas companies’
Department-approved tariffs are not competitive with alternative fuel options. To retain
these customers and assure a continued stream of revenue, LDCs may offer them non-
tariff contracts, subject to Department approval. In its review, Gas Division staff
ensures that (1) the customer is capable of burning an alternative fuel; (2) the price
charged under the contract exceeds the marginal cost of providing this service; and
(3) the company’s existing ratepayers are not responsible for any of the costs
associated with providing the specified service. In 2005, the Gas Division reviewed
28 non-tariff contracts.
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Review of Requests for Cost Adjustments

Department regulations allow gas companies to recover costs incurred for the
purchase, storage and interstate transportation of gas (referred to as “gas supply
costs”). Gas commodity costs typically fluctuate seasonally. Through semi-annual
cost-of-gas adjustment filings, LDCs request billing changes that enable them to
reconcile these fluctuations. The Gas Division reviews these filings to ensure
accounting accuracy and prudent company practices, and approves adjustments to
billings via the Cost of Gas Adjustment Factor. In 2001, the Department amended its
regulations to require gas companies to make interim filings for recovery of gas supply
costs, when projected under- or over-collections exceed five percent. These
adjustments help reduce the impact on customers’ bills when there are significant
changes in gas supply costs. During 2005, the Gas Division reviewed 29 requests for
cost adjustments.

Similarly, Department regulations allow a gas company to recover, or credit on a
reconciling basis, a variety of costs that have been determined to be distribution-related
but are not included in base rates.®> The charge used to recover all of these costs is
referred to as the Local Distribution Adjustment Factor (“LDAF”). Examples of
recoverable expenses include the costs of energy efficiency programs and costs related
to the federal restructuring of the gas industry. LDCs can also recover costs associated
with federal and state mandated cleanups of past contamination at sites polluted by
wastes from gas manufacturing plants. Although most gas manufacturing plants in
Massachusetts ceased operations by the early 1950s, their wastes continue to present
environmental hazards. The Gas Division reviews all company requests for
adjustments via the LDAF to ensure accounting accuracy and prudent company
practices. During 2005, the Gas Division reviewed 20 LDAF requests.

Review of Energy Efficiency Plans

Since 1992, the Department has required LDCs to develop energy efficiency
plans that bring cost savings to consumers and reduce the overall need for gas. The
companies’ plans typically include weatherization service programs (offering energy
audits, attic insulation, wall insulation, air sealing, and heating system repairs) and
rebates for the installation of clock thermostats or for the replacement of boilers,
furnaces, and water heaters with high-efficiency units. Gas companies must submit
energy efficiency plans to the Division, which reviews the proposed programs to ensure
cost effectiveness. The companies can then recover energy efficiency-related costs via
the LDAF. In 2005, the Division reviewed two energy efficiency plans.

Base rates are designed to recover distribution-related costs (i.e., the costs to
operate the LDC), including plant and equipment, labor, taxes, interest on
borrowed funds, return on investment, billing, metering, and customer service.
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Cooperation with the Rates and Revenue Requirements Division

The Gas Division works closely with the Rates and Revenue Requirements
Division to review various rate case filings and merger and acquisition petitions. In
traditional rate cases, Gas Division staff is responsible for reviewing the terms and
conditions of distribution service, the allocation of local production and storage costs,
weather normalization, gas-related cash working capital, marginal costs, and the
treatment of revenues from off-tariff contracts. As the gas industry makes the transition
to a competitive supply environment, the Department will continue to require gas
companies to provide least cost distribution service, but this requirement will be
implemented through performance-based regulation (“PBR”). PBR refers to the use of
incentives and price caps as a means of setting utility rates — in contrast to traditional
rate-of-return rate making, which is based on a company’s cost of service. An
important feature of PBR is a service quality program, which ensures that companies
will not compromise service through insufficient expenditures on customer service
activities. In 2005, the Gas Division participated in the Department’s review of Bay
State Gas Company’s rate case filing.

Review of Service Quality Filings

In June 2001, the Department issued an order finalizing service quality standards
for all gas and electric distribution companies. The order established performance
measures for customer service, billing, customer satisfaction, staffing levels, safety, and
reliability. Pursuant to this order, the LDCs filed company specific service quality plans
for Department review, which the Department approved in the Spring of 2002. Each
gas company filed a service quality report in March 2005 (and must do so every March),
comparing its actual performance against the service quality standards established by
the Department. The Gas Division is responsible for the review of all gas service quality
plans to ensure that the companies maintain a minimum quality of service. During
2005, the Division reviewed ten service quality plans.

Licensing of Gas Suppliers and Retail Agents

Massachusetts customers may choose a gas supplier other than the LDC
serving the customer’s neighborhood. This allows customers to comparison shop and
negotiate for the best value in gas commodity from competitive suppliers. However, the
price charged by these competitive suppliers for natural gas is not regulated. Instead,
competitive gas suppliers set their own prices, just like the sellers of most goods and
services in the marketplace.

Gas suppliers and retail agents wishing to sell natural gas to Massachusetts
retail customers must be certified by the Department on an annual basis. The Gas
Division reviews the applications for these licenses and conducts interviews with the
applicants. Staff determines whether the applicants have the technical ability to
procure and deliver natural gas, and whether they are familiar with the Department’s
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rules and the gas industry in general. The Division also evaluates documentation of the
applicant’s financial capability, such as the level of capitalization or corporate backing,
to provide the proposed services. In 2005, the Department reviewed 14 applications
and approved seven gas suppliers and seven retail agents. Currently there are ten gas
suppliers and 14 retail agents in the Commonwealth.

Participation in Federal Policy-Making

Over the past decade, actions taken by FERC, the federal Department of
Energy, and Congress have dramatically changed federal regulation of the natural gas
industry. These changes directly affect the interests of Massachusetts customers who
are served by federally regulated pipelines and liquefied natural gas (“LNG”) import
terminals. Division staff works with other state agencies and regional organizations to
stay informed regarding current federal statutory and regulatory proposals, and to
develop public positions on issues that may affect Commonwealth interests.

Public Information and Review of Consumer Complaints

Gas Division staff provides information and assistance on a daily basis to
consumers, government officials, marketers, regulated companies, consultants and
financial analysts. In addition, Gas Division staff assists the Department’s Consumer
Division in addressing gas-related consumer issues.

Competitive Gas Supply and Unbundling Initiatives

In the mid-1980s, FERC began to introduce more competition into the wholesale
gas industry by allowing the customers of interstate gas pipelines, primarily LDCs and
some large industrial consumers, to procure their gas supplies separately from the
pipeline services that transport the gas. Previously, the pipeline companies “bundled”
the price of the gas commodity and the transportation services together into one rate.
To enable gas customers to buy gas from competing suppliers, FERC required all
interstate pipelines to “unbundle” gas transportation from gas sales, and to offer the
transportation component at a separate rate.

In Massachusetts, the Department determined that if the benefits of FERC's
actions were to fully accrue to Massachusetts gas consumers, these consumers must
similarly have the opportunity to purchase gas from sources other than an LDC. As a
first step, the Department directed all Massachusetts LDCs to file gas transportation
rates for their large customers. Beginning in 1988, large gas customers in the
Commonwealth began to purchase gas from suppliers other than LDCs. Since the
early 1990s, the Department has been active in implementing new policies so that the
benefits of the competition created by FERC could reach additional LDC customers. As
a result, all LDCs in Massachusetts offered unbundled rates, allowing most of their
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commercial and industrial customers to choose their own gas supplier at competitive
commodity rates.

Moreover, the Department determined that the benefits of competition should be
extended to all customers, including residential customers. The Department’s ultimate
objective throughout its unbundling efforts has been to provide the opportunity for the
residential and smaller commercial and industrial users of natural gas to benefit from
lower commodity prices while maintaining the traditional consumer protections that
have been the hallmark of Department regulation. The separation of the sale of the gas
commodity is necessary to provide customers with accurate price signals and the ability
to choose and purchase gas supplies separately from distribution services. Since
November of 2000, with the approval of the unbundling regulations and terms and
conditions for gas transportation service, residential customers are able to choose their
own gas supplier. This change allows customers to comparison shop and negotiate for
the best value in gas commodity from competitive suppliers.

2005 Gas Division Accomplishments

During 2005, the Gas Division reviewed:

. Four forecast and supply plan filings.
. Eight long-term gas supply contracts.
. 28 non-tariff contracts for the sale and transportation of natural gas (firm

service, quasi-firm service).
. 29 gas-cost-recovery filings pursuant to the CGAC.
. 20 cost recovery filings pursuant to the LDAC.

. Two energy efficiency filings, as well as ten residential energy
conservation service program filings.

. Ten service quality plans.

. 14 applications for the licensing of gas suppliers and gas retail agents.
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Rates and Revenue Requirements Division
Overview

The Rates and Revenue Requirements Division (“Rates Division”) is responsible
for providing the technical expertise the Department needs to determine the appropriate
levels of revenues, rates and charges for the seven investor-owned electric companies,
nine investor-owned gas companies and twenty investor-owned water companies in the
Commonwealth. The technical support provided by the Rates Division includes
expertise in economics, finance, accounting, and public policy.

The Rates Division staff assists the Department's Legal Division in developing
the evidentiary record in adjudicatory proceedings concerning the rates and finances of
the investor-owned natural gas, electric, and water companies doing business in
Massachusetts. The Department's decisions in these proceedings are directly
appealable to the Supreme Judicial Court under G.L. c. 25, § 5.

The regulation of the natural gas, electric, and water industries requires the
Rates Division to:

. Review electric utility restructuring related filings including: reconciliation
of standard offer service, basic/default service, transmission, and
transition costs and revenues; basic/default service procurement and
billing; securitization; and divestiture of generation assets and power
contracts;

. Review requests to change base rates through either cost-of-service
regulation or PBR,;

. Review financing requests;

. Review service quality plans;

. Review mergers and acquisitions;

. Coordinate the assessment of electric and gas utilities;

. Review retail electric contracts;

. Review municipal streetlight purchase disputes;

. Provide information and assistance to the public, government agencies,

press, industry, and other government officials.
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Division Responsibilities
Review of Electric Utility Restructuring-Related Filings

As part of the continued implementation of the Electric Restructuring Act, the
Department annually conducts a reconciliation, or “true-up,” for each electric company.
Under the Electric Restructuring Act, each electric distribution company may collect
stranded or transition costs, which cannot be mitigated, through a transition charge. In
a true-up, the Rates Division evaluates the costs and revenues that each electric
distribution company proposes to reconcile through the transition charge. The Rates
Division's analysis results in an Order that may require adjustments to the calculation of
a company's transition charge in the following year. These adjustments are based on
the Department's determination that a company has either over-collected or
under-collected its transition charge expenses.

In a true-up, the Rates Division also reviews each of the electric distribution
companies’ costs and rates for providing basic/default service, and transmission
service. The distribution companies are allowed dollar-for-dollar recovery for providing
such services. The Rates Division must ensure that these rate changes comply with
the rate reduction requirements of the Electric Restructuring Act.

Pursuant to the Electric Restructuring Act, the Rates Division also reviews the
pricing and procurement of basic/default service load by the electric distribution
companies, and ensures they are in compliance with the Department’s directives. In
addition, the Rates Division reviews proposals from the electric companies to securitize
assets in order to obtain lower financing costs, divest generation assets and purchased
power contracts to mitigate stranded costs, and resolve streetlight purchase disputes.
In each of these cases, the Rates Division must ensure that the outcome conforms with
the intent of the Electric Restructuring Act and each company's restructuring plan.

Review of Requests To Change Base Rates

The Rates Division follows general Department practices in reviewing rate cases
which include: reviewing initial filings, participating in informal technical conferences,
issuing information requests, drafting pre-hearing memoranda for the Commission,
cross-examining company and intervenor witnesses during hearings, developing and
discussing with the Commission various options for resolution of issues, and preparing
draft Orders for Commission review.

Changes to base rates are based on either traditional cost-of-service regulation
or PBR. Establishing rates under PBR typically requires a determination of cast-off
rates (using traditional cost-of-service regulation), industry productivity factors, inflation
factors, and service quality measures. In 2005, the Rates Division was responsible for
ensuring that the PBR compliance filings from Bay State Gas Company, Blackstone
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Gas Company, The Berkshire Gas Company, Boston Gas Company d/b/a Keyspan
Energy Delivery New England, Massachusetts Electric Company and Nantucket Electric
Company were in compliance with directives included in each of the companies’ last
base rate proceedings. Further, staff reviewed a settlement compliance filing for
Western Massachusetts Electric Company.

For water companies, the traditional review of rate cases through adjudicatory
proceedings is not always cost-effective because the administrative costs of preparing
and litigating a rate case for a small water company can equal or exceed the rate relief
sought. To streamline the regulatory process, the Department has created a settlement
intervention staff (“SIS”) that independently reviews rate requests and conducts
off-the-record negotiations with water company officials and intervenors. The SIS has
no direct communication with the Commission regarding pending cases. SIS and the
other parties on the case may submit a proposed rate settlement to the Commission.
An adjudicatory team comprised of Rates Division and Legal Division staff review the
settlement and make recommendations to the Commission. The Commission may
either approve the settlement, return it to the settling parties with suggested
modifications, or reject it with or without subsequent evidentiary hearings. To date, this
process has saved the Department, water companies, and ratepayers considerable
amounts of time, resources, and expenses.

The Department’s regulatory authority over investor-owned water systems is in
certain areas concurrent with that of the Massachusetts Department of Environmental
Protection (“MDEP”). In situations where cross-over issues are involved, such as in
water conservation and adequacy of service, Rates Division staff work with staff at the
MDEP to ensure that the provisions of the agencies’ respective duties are implemented
in a harmonious manner.

Review of Requests to Change Reconciling Rates

In addition to reviewing base rates, the Rates Division is responsible for
reviewing proposed changes to a company’s rate components that are fully reconciling
(i.e., where dollar-for-dollar recovery in intended). These include the pension and
post-retirement benefit adjustment factors for the Bay State Gas Company, Boston Gas
Company, the NSTAR gas and electric companies, and Fitchburg Gas and Electric
Light Company. The annual cable surcharge for Nantucket Electric Company is also a
reconciling rate mechanism that is reviewed by the Rates Division.

Review of Financing Requests

The Rates Division also is responsible for the review of financing cases.
Financing cases relate to company proposals for the issuance of debt or equity
securities, as well as investment of funds or guaranteeing the indebtedness of other
companies. The primary focus in such cases is to carry out statutory mandates that
require utilities to issue only those securities reasonably necessary for utility operations
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and to have sufficient net plant (i.e., undepreciated assets in rate base) to ensure
sound securities.

Review of Service Quality Plans

In 2001, the Department established service quality standards for all electric and
gas utilities. Service Quality, D.T.E. 99-84. The Rates Division assists the Electric
Power and Natural Gas Divisions in the annual review of the compliance filings made
by the electric and gas companies in response to the Order to determine whether the
electric and gas companies have met the service quality standards and, if not, the
appropriate penalties to be assessed. The Department is currently reviewing the
service quality standards established in D.T.E. 99-84. Investigation into Service Quality
Guidelines, D.T.E. 04-116.

Review of Mergers and Acquisitions

Pursuant to G.L. c. 164, § 96, the Rates Division reviews all merger and
acquisition proposals that are filed with the Department to determine if they are in the
best interest of ratepayers. The Rates Division analyzes: the proposal’s effect on
rates, service quality, net savings, and competition; the financial integrity of the post
merger entity; the fairness in the distribution of resulting benefits between shareholders
and ratepayers; and societal effects such as job loss and economic development. The
Rates Division also analyzes alternatives to the merger, as well as any accompanying
rate plans.

Coordination of Annual Assessments

Pursuant to G.L. c. 25, § 18, electric, gas and telecommunications companies
that do business in Massachusetts are subject to an annual assessment on a
percentage of their intrastate revenues. The Rates Division is responsible for gathering
the revenue figures for the electric and gas utilities.

Review of Retail Electric Contracts

The Rates Division is responsible for the mandatory review of negotiated electric
contracts between electric distribution companies and retail customers. Such contracts
are evaluated to ensure consistency with Department standards. The onset of
competition in the electric utility industry has reduced the need for electric contracts in
recent years.

Review of Utility Accounting Matters

Utility companies are required to maintain their books in accordance with
Department regulation. To maintain uniformity of accounting, utilities are required to
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submit questions concerning the appropriate interpretation of the Department’s
accounting regulations to the Department. During 2005, Rates Division staff received
and responded to a number of accounting questions from utilities, primarily from
municipally operated systems and water companies. The Rates Division also reviews
requests involving accounting practices, including requests by companies to defer
expenses on their books for later review in a rate proceeding.

Review of Municipal Depreciation Requests

Pursuant to G.L. c. 164, § 57, municipal utilities are permitted to include in their
rates an annual provision for depreciation expense equal to three percent of
depreciable plant (plant less land and land rights), unless otherwise permitted by the
Department. Because municipal utilities rely on depreciation funds as a source of funds
for plant improvements and expansions without resorting to outside financing, municipal
utilities may seek permission to increase their depreciation rate for a particular year.
During 2005, the Rates Division evaluated and approved nine requests for increases in
municipal depreciation rates.

Review of Consumer Complaints

The Rates Division provides assistance to the Department’s Consumer Division
in the review of rate and billing disputes by residential customers. In addition, because
billing disputes by commercial and industrial customers are not generally handled by
the Consumer Division, the Rates Division has, at times, provided informal assistance
in resolving these billing disputes, primarily through review and interpretation of the
applicable tariffs.

Public Information

Another important responsibility of the Rates Division is to provide timely and
accurate information to the public regarding activities in the electric, gas, and water
industries. This task requires working with other regulatory agencies, consumer groups,
public interest groups, power suppliers, and utility companies to help them understand
Department regulations and policies. The Rates Division also assists in the
development of agency regulations to address the changing circumstances in the utility
industry such as electric industry restructuring, gas unbundling, and new financial
accounting standards. The Rates Division also works with the Department's Consumer
Division to respond to consumer complaints and to draft policy recommendations
regarding consumer issues.

Precedent, Policies, and Practice

When a company does not have a PBR, the Department sets rates using
cost-of-service pricing principles where electric, gas and water rates are based upon the
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cost to serve various classes of ratepayers. Under cost-of-service pricing, the Rates
Division reviews the costs incurred by utility companies to determine the
reasonableness of such costs and to determine whether they were prudently incurred.
The categories of costs include company annual expenses, capital investments, and
rates of return for shareholders (i.e., the return on equity). Appropriate annual
expenses plus a return on undepreciated rate base (i.e., a return on net capital
investment) make up the company's “cost of service” or the “revenue requirement” upon
which rate structures must be based.

Once the company's cost of service has been determined, a rate structure must
be established that affords the company a reasonable opportunity to earn its allowed
rate of return while meeting other policy goals. Rate structure is the level and pattern of
prices that customers are charged for the use of utility services. A customer class' rate
structure is a function of the cost of serving that rate class and the design of rates
calculated to cover that cost. The Department’s policy goals for utility rate structure are
economic efficiency, continuity, fairness, earnings stability, and simplicity.

In many cases, however, attaining all of the above-mentioned goals
simultaneously is impracticable within a single rate proceeding because some goals
can be achieved only to the detriment of other goals. For example, the immediate
implementation of cost-based rates where each customer class pays its fair
apportionment of the costs incurred to serve them could cause the rates of certain
classes to increase substantially, violating the goal of rate continuity or the goal of
having rate changes occur in a gradual fashion to avoid rate shock.

2005 Rates Division Accomplishments

The Rates Division actively participated in the following major dockets in
calendar year 2005:

. Aquaria Water Company LLC, D.T.E. 04-76 (2005)

Aquaria LLC petitioned the Department for clarification of the extent to
which Aquaria would be subject to the provisions pursuant to G.L. c. 164
and G.L. c. 165, and other Department regulations. Aquaria also sought
approval, to the extent applicable, of certain indebtedness intended to
finance the construction of a water desalinization plant in Dighton that will
be used to furnish supplemental water to municipalities on a contract
basis.

On February 25, 2005, the Department issued an Order determining the
extent to which G.L. c. 164 and G.L. c. 165 would apply to a desalinization
plant and approved the issuance of $36,000,000 in long term debt for the
purpose of constructing the desalinization plant.
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Bay State Gas Company, D.T.E. 05-27 (2005)

Bay State Gas Company (“Bay State”) filed a petition for approval of a
$22.2 million increase in its base rates for firm gas customers. The
petition also included a request for approval of a performance-based rate
plan, as well as approval of a steel infrastructure replacement adjustment
to provide for annual recovery of steel infrastructure replacement
investments, and a pension and post-retirement benefits other than
pension (“PBOP”) reconciling mechanism to provide for recovery of
pension and PBOP expenses.

On November 30, 2005, the Department approved an $11.1 million
increase in the Company’s base rates, a performance-based rate plan
with a ten-year term and denied the steel infrastructure replacement
adjustment. Also, pursuant to G.L. c. 164, § 1E, and the Department’s
supervisory authority over Bay State, the Department ordered an
investigation into whether any of the following have led to a staffing
reduction which impaired the cost, quality, and reliability of gas service to
the Company’s ratepayers: (1) NiSource’s control of Bay State’s
operations; (2) NiSource’s reduction in Bay State’s personnel, particularly
its sales force, customer service representatives, maintenance staff, and
management staff, and (3) NiSource’s role, if any, in Bay State’s low sales
growth.

NSTAR Electric and Gas Company Base Rate Settlement Agreement,
D.T.E. 05-85

On December 6, 2005, Boston Edison Company, Cambridge Electric Light
Company, Commonwealth Electric Company, (together “NSTAR Electric”)
NSTAR Gas Company, the Attorney General of Massachusetts, the Low-
Income Energy Affordability Network and Associated Industries of
Massachusetts sought Department approval of a proposed settlement
agreement. The Department approved the settlement on December 30,
2005.

The settlement agreement provides for the following:

. On January 1, 2006, the transition charge prices for NSTAR
Electric were reduced by 0.0907 cents per KWH, which is a
reduction of approximately $20 million of projected recovery of
transition costs.

. On May 1, 2006, NSTAR Electric may increase its distribution rates
by 0.143 cents per KWH, the equivalent of a $30 million distribution
rate increase.
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. On May 1, 2006, the transition charge price will be reduced by
0.143 cents per KWH to offset, in whole, the increase in distribution
rates.

. NSTAR Gas will defer approximately $18.5 million in costs-of-gas
adjustment costs beginning January 1, 2006, for a recovery at a
later date.

Low-Income Discount Participation Rate, D.T.E. 01-106-C/05-55 /05-56

On October 14, 2005, the Department authorized a reconciliation
mechanism that would allow utilities to recover any revenue shortfall
associated with the low-income discount rate computer matching program
until they filed their next base rate case, at which time the discounts
provided to all low-income customers would be reflected in new base
distribution rates.

Service Quality Guidelines, D.T.E. 04-116

On December 13, 2004, the Department opened an investigation to
review service quality guidelines established in D.T.E. 99-84 (2001). This
current proceeding continues the process of reviewing and updating
service quality guidelines to include standards for utility performance in
the areas of safety, reliability, and customer service.

The Rates Division undertook review of the following financing cases:

Massachusetts Electric Company/Nantucket Electric Company/New
England Power Company, D.T.E. 04-119 (2005)
(Modifications to existing Money Pool)

Western Massachusetts Electric Company, D.T.E. 05-9