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STATE OF RHODE ISLAND AND PROVIDENCE PLANTATIONS
PUBLIC UTILITIES COMMISSION

IN RE: THE NARRAGANSETT ELECTRIC

COMPANY, d/b/a NATIONAL GRID : DOCKET NO. 4065
APPLICATION FOR APPROVAL OF :

CHANGE IN ELECTRIC BASE

DISTRIBUTION RATES

REPORT AND ORDER

INTRODUCTION

On June 1, 2009, the Narragansett Electric Company, d/b/a National Grid
(hereinafter “NEC,” “NGrid” or “the Company”) filed an application to increase electric
distribution rates to collect additional distribution revenues by thirty-three percent (33%)
or $75.3 million. In support of its requested increase, NGrid cited the need to ramp-up
capital investment to maintain and replace aging infrastructure to achieve improvement in
safety, reliability and services; and increases in the cost of operating and maintaining the
system as a result of inflation and rising costs of goods and services. In addition to the
requested increase, the Company proposed a series of ratemaking proposals to recover
costs on a collective basis that are designed to achieve a level of cost recovery and rate
stability for the Company and its customers. These proposals include a recovery
mechanism for the cost of employee pension and post-retirement benefits other than
pensions, a recovery mechanism to support the replacement and upgrading of
infrastructure through an inspection and maintenance program, a revenue decoupling
mechanism which would reconcile and adjust rates in response to customer usage as a
result of energy efficiency and conservation policy initiatives, a recovery mechanism to

reconcile the amount of commodity-related uncollectible accounts expense and



commodity associated administrative costs related to Standard Offer Service, an
adjustment of base distribution rates for significant changes in delivery-related
uncollectible accounts that occur because of factors beyond the Company’s control, and a
pilot economic development program designed to assist new and expanding businesses.

Additionally, National Grid’s merger with KeySpan Corporation results in
realized and projected merger savings that the Company proposes sharing with
ratepayers. To reflect the customer-share of savings, the Company’s filing reduces the
cost of service by approximately $3.25 million annually. The impact of the proposal on a
typical residential customer using 500 kWh per month would be an increase of
approximately 11.2 percent or $8.95 per month. Commercial and industrial customers
would experience annual bill impacts ranging from a decrease of approximately 7 percent
to an increase of approximately 10 percent. The Commission may approve different rates
that may be higher or lower than those proposed by the Company.

The record in this case is extensive and complex and addresses numerous
contested technical and financial issues as well as broad disputes over important issues of
public and ratemaking policies. In addition to receiving the voluminous written
testimony and documentation filed by the Company, the Commission received
voluminous and detailed pre-filed testimony and exhibits from the Division of Public
Utilities and Carriers (“Division”). There were a number of intervenors, the Navy, the
Rhode Island Attorney General (“RIAG”), the George Wiley Center, the Conservation
Law Foundation (“CLF”), Environment Northeast (“ENE”), the Energy Council of
Rhode Island (TEC-RI”), and the Energy Efficiency Resource Management Council

(“EERMC”) that provided additional written testimony and exhibits.



The parties and the intervenors engaged in extensive discovery propounding
numerous data requests for information relating to the Company and its affiliates’
management, operations and finances to which the Company responded, for the most
part,’ in a timely manner. The Commission, the Division and the intervenors also made
record requests during the course of the hearing to which the Company provided detailed
responses. The Division and the parties were afforded great latitude in their discovery
and questioning to assure that the Commission was presented with the most
comprehensive information so that a full and complete record would be available for the
Commission to review prior to its decision.

The Commission conducted eleven days of evidentiary hearings on the
Company’s proposal in November and December, 2009. Numerous exhibits were
received into evidence. The Company, the Division and the intervenors presented a total
of twenty-five witnesses all of whom but two testified during the evidentiary hearing:

For the Company:

1. Thomas B. King, President of National Grid USA, provided pre-filed
testimony and testified during the evidentiary hearing regarding National
Grid’s vision and policy objectives as they relate to the Company’s rate
filing.

! While recognizing the Company’s diligence in responding to the numerous data and record requests
issued in this proceeding, the Commission, on February 2, 2010 with its open meeting to decide on NGrid’s
request for a rate increase scheduled for February 9, 2010, had to inquire as to the status of Commission
data request 3-4 issued on August 17, 2009, Commission data request 12-3 issued on December 8, 2009
and Commission data request 15-7 issued on January 12, 2010. Commission 12-3 was not provided in a
clear and responsive manner until the morning of the Commission’s open meeting, February 9, 2010, two
months after it was issued. In fact the Chairman admonished NGrid making a point of indicating that his
remarks were not a reflection on any of the attorneys involved because they were not responsible.
Transcript, 2/9/10 at p. 72. While the evidentiary hearings ended on December 9, 2009, post hearing briefs
were not due until January 22, 2010 and reply briefs were due until January 29, 2010. However because of
the delay in providing the data response, due wholly to NGrid, which the Commission deemed necessary
and accepted as part of the record, the record in this matter was not closed until February 9, 2010. In
addition to the late response to certain Commission data requests, the Company did not respond to a TEC-
RI1 data request filed on December 8, 2009 until February 4, 2010.



10.

11.

John Pettigrew, Executive Vice President and Chief Operating Officer of
Electric Distribution Operations of National Grid, provided pre-filed
testimony and testified during the evidentiary hearing regarding the
Company’s capital additions, its inspection and maintenance strategy, cost
savings initiatives and facilities consolidation efforts.

Rudolph L. Wynter, Senior Vice President, Strategy, Marketing and
Energy Efficiency of National Grid, filed pre-filed testimony and testified
during the evidentiary hearing regarding the Company’s uncollectible
accounts expense and related proposals.

Susan F. Tierney, Ph.D., Managing Principal, Analysis Group, Inc., filed
pre-filed testimony and testified during the evidentiary hearing regarding
the Company’s proposed revenue decoupling plan.

Timothy Stout, Vice President of Efficiency Strategy and Planning for
National Grid, filed pre-filed testimony and testified during the evidentiary
hearing regarding the Company’s energy efficiency activities in Rhode
Island.

Paul R. Moul, Managing Consultant, P. Moul & Associates, filed pre-filed
testimony and testified during the evidentiary hearing regarding the
Company’s proposed return on equity and capital structure.

William F. Dowd, Senior Vice President of U.S. Labor Relations for
National Grid, filed pre-filed testimony and testified during the evidentiary
hearing regarding compensation and benefits.

Kimbugwe A. Kateregga, Vice President and Consultant, Foster
Associates, Inc., filed pre-filed testimony presenting the Company’s
depreciation study and proposed depreciation rates for ratemaking
purposes.

Robert L. O’Brien, Senior Advisor, Black & Veatch, filed pre-filed
testimony and testified during the evidentiary hearing regarding the
Company’s proposed Revenue Requirement.

Howard S. Gorman, Principal, Black & Veatch, filed pre-filed testimony
and testified during the evidentiary hearing regarding the Company’s
proposed Allocated Cost of Service, Rate Design, and related studies.

Alfred P. Morrissey, Lead Analyst in Electric Load Forecasting in the
Energy Portfolio Management Department of National Grid, filed pre-
filed testimony regarding the Company’s sales forecast.



12.

13.

14.

John E. Walter, Manager — Outdoor Lighting for National Grid, filed pre-
filed testimony regarding changes to the Company’s Outdoor Lighting
tariff provisions.

Carmen Fields, Director — Community Relations/Economic Development
NE for National Grid, filed pre-filed testimony and testified during the
evidentiary hearing regarding the Company’s proposed economic
development program.

Julie Cannell, President, J.M. Cannell, Inc., filed pre-filed rebuttal
testimony and testified during the evidentiary hearing regarding the
investor perspective with respect to return on equity and access to the
capital markets.

For the Division:

1.

Bruce R. Oliver, President, Revilo Hill Associates, Inc., filed pre-filed
testimony and testified during the evidentiary hearing regarding the
Company’s proposals for revenue decoupling, economic development, and
recovery of commodity-related uncollectible accounts expense.

David J. Effron, a consultant specializing in utility regulation, filed pre-
filed testimony and testified during the evidentiary hearing regarding the
Company’s revenue requirement and the distribution adjustment provision
included in the Company’s proposed tariffs.

Matthew |. Kahal, a consultant specializing economics, filed pre-filed
testimony and testified during the evidentiary hearing regarding his
recommendation on a fair rate of return.

Lee Smith, Managing Consultant and Senior Economist, LaCapra
Associates, filed pre-filed testimony and testified during the evidentiary
hearing regarding her review of the reasonableness and appropriateness of
the allocation of costs from affiliates to the Narragansett Electric
Company.

Dale E. Swan, Ph.D, Senior Economist and Principal, Exeter Associates,
Inc., filed pre-filed testimony and testified during the evidentiary hearing
regarding his evaluation of the reasonableness of the embedded, class
cost-of-service study filed by Narragansett Electric Company, an
appropriate allocation of the allowed jurisdictional revenue requirement
among the customer classes based on costs of service and other general
rate design considerations and his evaluation of the proposed rate design.

Bruce A. Gay, President, Monticello Consulting Group, Limited, filed pre-
filed testimony and testified during the evidentiary hearing regarding his



evaluation of the Company’s management and performance in the
management of uncollectible accounts.

7. Richard S. Hahn, Principal Consultant, LaCapra Associates, Inc., filed
pre-filed testimony and testified during the evidentiary hearing regarding
the Company’s proposed Inspection & Maintenance Program, the
Vegetation Management Program, the Capital Plan, and the Facilities
Plan.

For the Intervenors:

1. John Farley, Executive Director, The Energy Council of Rhode Island,
filed pre-filed testimony and testified during the evidentiary hearing
regarding the proposed amount of increase in revenue requirements, the
appropriateness of the Cost of Service Study with respect to the current G-
62 and B-62 rate classes, the reasonableness of the proposed new rate
designs for G-32 and B-32, the proposed transmission rate design, the
other adjustment factors, and the revenue decoupling proposal.

2. Mark Newton Lowry, Ph.D., President, PEG Research LLC, filed pre-filed
testimony and testified during the evidentiary hearing on behalf of the
EERMC regarding revenue decoupling.

3. Ali Al-Jabir, an energy advisor and consultant specializing in public utility
regulation with Brubaker & Associates, Inc., filed pre-filed testimony and
testified during the evidentiary hearing on behalf of the Navy regarding
the Company’s class cost of service study and proposed revenue
distribution.

4. Shanna Cleveland, a staff attorney for CLF, filed pre-filed testimony and
testified during the evidentiary hearing in support of the Company’s
decoupling proposal.

In addition to the evidentiary hearings, the Commission conducted six public
comment hearings at various locations around the state. Numerous individuals provided
comment during these hearings as well as at the commencement of the evidentiary
hearing. Most of the comments were in opposition to the Company’s request for a rate
increase and expressed concern about the effect that a rate increase would have on

households or businesses. Prior to the submission of post hearing briefs and in response

to the Commission’s investigation and the positions advanced by the Division and the



intervenors, NGrid adjusted the amount of the requested revenue increase downward
from $75.3 million for a total revenue increase of $62,229,000. Subsequent to the
conclusion of the evidentiary hearing, the parties submitted briefs summarizing their
positions and the evidence supporting those positions. The parties also submitted reply
briefs commenting on the other parties’ arguments. Again, and prior to the
Commission’s decision, NGrid revised its position to include updated estimates for
Accumulated Deferred Income Tax and adjusted its claimed revenue deficiency
downward to $57,766,000.

STANDARD OF REVIEW

The Rhode Island General Assembly has declared that it is the policy of the state

to provide fair regulation of public utilities and carriers in the
interest of the public, to promote availability of adequate, efficient
and economical energy, communication and transportation services
and water supplies to the inhabitants of the state, to provide just
and reasonable rates and charges for such services and supplies,
without unjust discrimination, undue preferences or advantages, or
unfair or destructive competitive practices . . . . . R.l. Gen. Laws
§ 39-1-1; see also R.l. Gen. Laws §39-2-1 (utility rates and
charges must be “reasonable and just”); R.l. Gen. Laws 839-2-2
(prohibiting rate discrimination).

The Commission’s review of the Company’s requested rate increase or decrease must
take into account this policy.

Furthermore, the legislature granted the Commission the exclusive authority to
“serve as a quasi-judicial tribunal with jurisdiction, powers and duties to...hold
investigations and hearings involving the rates, tariffs, tolls, and charges” of public
utilities. R.l. Gen. Laws 839-1-3. The Court has continually recognized this exclusive

authority, In re Island High-Speed Ferry, LLC, 746 A.2d 1240 (R.l. 2000); Town of East



Greenwich v. O’Neil, 617 A.2d 104 (R.l. 1992)(where the Court discussed the legislative
intent of granting the Commission exclusive authority to regulate public utilities); Town
of New Shoreham v. Rhode Island Pub. Utils. Comm’n, 464 A.2d 730 (R.l. 1983), and its
limited authority to review Commission decisions. R.l. Gen. Laws 8§39-5-3; The Energy
Council of Rhode Island v. Public Utilities Commission et a.l, 773 A.2d 853 (R.I.
2001)(where the Court reiterated that the fact-finding role in utilities cases lies solely
with the Commission, and will not be disturbed as long as the Commission’s decision is
fairly and substantially supported by legal evidence that is specific enough for the Court
to ascertain whether the factual findings upon which the Commission’s decision is
premised afford a reasonable basis for the result reached (citations omitted)).

Pursuant to R.1. Gen. Laws §39-3-12, NGrid alone, and not the Division, bears the
burden of proving that its requested rate increase is necessary in order to obtain just and
reasonable compensation for the services it renders. R.l. Gen. Laws 839-3-12;
Michaelson v. New England Telephone and Telegraph Company, 121 R.l. 722, 404 A.2d
799 (1979). The Commission is not bound by a specific formula in determining what is
just and reasonable but has discretion to select a measurement approach that is supported
by the record. Providence Gas Co. v. Burman, 119 R.I. 78, 376 A.2d 687 (1977). The
Commission is not bound to use a particular method used in a previous case, Michaelson
v. New England Tel. & Tel., 404 A.2d 799 (R.1. 1979); nor is it bound to accept the entire
testimony of an expert. See Valley Gas Co. v. Burke, 446 A.2d 1024 (R.l. 1982) citing

Rhode Island Consumers’ Council v. Smith, 111 R.1. 271, 302 A.2d 757 (1973).



NATIONAL GRID’S FILING

As set forth above, NGrid filed its original application on June 1, 2009.? With its
application and in support thereof, it filed pre-filed testimony of thirteen witnesses® listed
above. Each of their testimonies and rebuttal testimonies will be summarized.

A. Thomas B. King
President, National Grid USA

The purpose of Mr. King’s testimony was to provide an overall review of the
Company’s vision. He noted that NGrid was seeking to recover a revenue deficiency of
$75.3 million based on a rate base of approximately $624 million. This results in an
11.2% increase in the total monthly bill of a 500 kWh residential customer receiving
standard offer service. Mr. King described NGrid as being the foremost international
electricity and gas company, delivering unparalleled efficiency, reliability and safety,
vital to the well being of its customers and communities and being committed as an
innovative leader in energy management and guardian of the global environment for
future generations.

Mr. King claimed NGrid as transforming Electricity Distribution Operations to
meet changing demands of customers by reducing costs through efficiency and
effectiveness and addressing all aspects of operations. He pointed out that NGrid makes
decisions with climate change issues and carbon reduction goals at the forefront and

noted that the Company has award winning energy efficiency programs that through 2008

% The June 1, 2009 date is significant, because it represents the day six months prior to the expiration of the
rate freeze established in Docket No. 3617. At the time of the filing, R.l. Gen. Laws §36-3-11 allowed the
Commission to suspend the taking effect of any change for a period of up to six months in order to conduct
a thorough investigation.

¥ Julie Cannell filed rebuttal testimony only.



produced cumulative annual savings of 7 million megawatt-hours in RI. He asserted that
state and federal energy policies are consistent with NGrid’s vision.

Mr. King noted that the Company shares the same goals as the Commission,
the Division and the other stakeholders in:

1. providing safe, reliable and efficient energy delivery to its customers in its
service area;

2. fulfilling the broad objectives of the Comprehensive Energy Conservation,
Efficiency, and Affordability Act of 2006 and federal energy policy; and

3. addressing the specific issues of particular customers.

Mr. King testified the merger plan of NEC with Blackstone Valley Electric Company
(“BVEC”) and Newport Electric Corporation (“Newport”) in 2000 reduced distribution
rates by $2.7 million and froze rates and then again in 2004 rates were reduced by an
additional $10.2 million and frozen again through 2009. According to Mr. King, the
Company now needs to reset rates to enable it to meet its basic service obligations and to
provide safe and reliable energy services. Mr. King noted that in order to continue
moving forward, NGrid needs cost recovery of on-going operating costs, timely recovery
of capital investments and a rate of return that encourages an incentive to invest
aggressively in Rhode Island. He indicated that in order to sufficiently recover on-going
operating costs, a reconciling mechanism to account for inflation and mitigation of load
growth revenues was necessary.

Mr. King also provided testimony regarding how the uncollectible accounts
expense has grown significantly. He noted that this was due in part to increasing costs in
commodity services that were not anticipated at the time of restructuring and are beyond

control of NGrid and its customers. To address this issue, Mr. King indicated that NGrid
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desires a full reconciliation of costs for commodity service and the ability to adjust the
distribution portion of uncollectibles if it is shown that there was a substantial increase in
these costs that was beyond the control of the Company. Mr. King also discussed the
proposed mechanism to reconcile pension and other post employment benefits (“OPEB”)
expense indicating its necessity because these costs are volatile and beyond Company
control.

Mr. King also discussed the Company’s revenue decoupling proposal stressing its
necessity to balance the ramp up of energy efficiency with the duty to shareholders to
assure adequate recovery of sufficient revenue to cover costs. He noted that the
decoupling proposal will allow NGrid to aggressively promote and implement all cost-
effective energy efficiency and other demand resources. Finally, Mr. King indicated that
the proposed return on equity of 11.6% will allow NGrid to attract and maintain investors
and debt to fund its needs.

B. John Pettigrew

Executive Vice President and Chief Operating Officer
Electric Distribution Operations of National Grid

Mr. Pettigrew’s testimony described the electric distribution operations and
discussed the proposals related to those operations. He filed both pre-filed and rebuttal
testimony. Mr. Pettigrew noted that the electric distribution operations include managing
assets and construction, operation and maintenance of the infrastructure. He described
the service territory as consisting of 1,070 square miles in thirty-eight of Rhode Island’s
cities and towns. Mr. Pettigrew indicated that NGrid was proposing a substantial ramp-
up of system maintenance and capital investment to maintain and improve the system.

His direct testimony detailed how NGrid met its reliability performance target metrics in
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2008 for both the System Average Interruption Frequency Index (“SAIFI”) and System
Average Interruption Duration Index (“SAIDI”).

Mr. Pettigrew identified NGrid’s vision for establishing an Annual Work Plan that
consists of a proactive inspection and replacement-oriented approach. Mr. Pettigrew
described the approach as being proactive with capital investment being driven by
inspection data, field conditions and systematic repair and replacement schedules rather
than performance failures. He noted that this new Inspection and Maintenance (“I&M?”)
strategy will include a five-year inspection cycle that will complete twenty percent (20%)
of inspections each year.

Mr. Pettigrew identified four general categories of work activities: system
capacity and performance, asset condition, statutory or regulatory requirements and
damage/failure projects. He noted that costs will be incurred with implementation of the
I&M strategy resulting from an increase in Operation and Maintenance (“O&M”)
expense since additional staffing will be required, an increase in capital costs because of
necessary repairs and an increase in incremental O&M expense for minor work that is not
capital. Mr. Pettigrew described the cost of the O&M related to 1&M program in 2010 to
be $4.7 million, an increase of $2.6 million over the test year. The Company also expects
to increase its capital investment from approximately $8.2 million to $11 million for
repair projects. Mr. Pettigrew stated that capital expenditures from the 1&M strategy
would be recovered through the revenue decoupling mechanism. Mr. Pettigrew also
noted an increase in $2 million over the test year for the vegetation management strategy

which will be a circuit based approach as opposed to the current community specific
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approach to pruning, shorter cycle lengths for greater pruning activities and additional
clearing between conductors and trees or tree limbs.

Mr. Pettigrew noted that the strategies proposed by NGrid will result in a capital
investment plan of $59.9 million in 2009 and $75.9 million in 2010. He described the
capital recovery mechanism proposed by the Company which would allow for real-time
recovery of the revenue requirement associated with post rate-year capital investments.
He pointed out that this is necessary for NGrid to maintain financial health, complete
projects necessary to maintain and improve the system, attract capital at a reasonable
cost, and provide a fair return.

Mr. Pettigrew also provided testimony regarding the property consolidation
strategy developed following the merger with KeySpan. He noted that the consolidation
strategy to close and consolidate facilities will yield economic and non-economic benefits
of approximately $10 million through 2018 and $29 million through 2028. Mr. Pettigrew
described the three types of facilities that serve customers: operations centers, special
purpose facilities and main office facilities. He pointed out that there are twelve
operations centers in Rhode Island. He also noted that as of April 2010, there will be one
special purpose facility (down from four) in Northborough, MA the purpose of which
will house the control and dispatch center for electric and gas distribution and electric
transmission. He indicated that the Reservoir Woods facility in Waltham, MA was
chosen to house the main office facilities because it allowed for consolidation into one
building, unlike other alternatives that required significant renovations to existing

buildings.  Mr. Pettigrew identified the Rhode Island’s allocated share of the
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Northborough and Reservoir Woods facilities for calendar year 2010 to be $257,940 and
$323,494 respectively.
C. Rudolph Wynter

Senior Vice President, Strateqy, Marketing and
Enerqy Efficiency of National Grid

Mr. Wynter’s testimony described NGrid’s management of its uncollectible
accounts as well as its proposal for recovery of delivery and commodity-related
uncollectible expense. He noted that the increase in uncollectibles is because of the
increase in commodity price and economic factors that include weather, the level of
governmental assistance and other energy costs. Mr. Wynter detailed the increase in
write-offs over the past five years. He identified decisions made in relation to billing and
collection and the timing and term of the moratorium as counteracting NGrid’s efforts to
collect revenue and mitigate write-offs. Mr. Wynter described some of the strategies for
minimizing uncollectibles such as outbound calls, field visits and service termination for
non-payment. He detailed the behavioral scoring model employed by NGrid to
determine what strategy to use noting that the Company uses an approach that is flexible
to address customer specific circumstances.

Mr. Wynter described the Company’s three proposals for uncollectible recovery.
The first proposal would allow for commodity-related uncollectible expense to be
recovered through Standard Offer Service rates on a fully reconciling basis and would
equal the actual net write-offs experienced in each year. He described this proposal as
necessary because NGrid has no control over prevailing conditions or prices in
commodity markets. Unbundling of electric rates by properly allocating costs to

distribution and commodity services will promote retail electric competition, and full
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reconciling will ensure customers do not pay more than the actual uncollectible expense,
which is consistent with the Commission’s decision’s in Docket Nos. 3401 and 3943
where the Commission recognized the appropriateness of recovering commodity related
bad debt costs through the commodity charge. The reconciling mechanism would be
applied if the Company’s actual expense exceeds the amount allowed for in base rates,
which would be calculated based on a two-year average of actual write-off experience, if
greater than $500,000 and contingent on the Company demonstrating that it had made
510,000 outbound calls and 41,000 field visits and further, that the increase is due to
factors beyond the Company’s control. Mr. Wynter noted that without a reconciling
mechanism, NGrid would need to file more frequent rate cases which will have a
detrimental effect on investor perception of the Company’s risk profile.

The second proposal would allow for the creation of two customer advocate
positions to deal directly with Rhode Island electric customers by assisting those eligible
customers in identifying and enrolling them in programs that are available to them. The
rate year cost of these positions would be $190,943. Finally, Mr. Wynter provided
testimony to support increasing the revenue requirement by $376,255 from the test year
to reflect implementation of a mitigation plan for incremental costs associated with
substantially increasing the level of outbound calls as well as the increased level of
inbound calls that will result from a higher level of collections activity.

D. Susan F. Tierney, Ph.D
Managing Principal, Analysis Group, Inc.

Dr. Tierney provided extensive testimony in support of NGrid’s proposal for
revenue decoupling. She defined revenue decoupling as a ratemaking feature designed to

break the link between the revenues a utility receives and the level of sales it experiences.
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She noted that it eliminates the incentive a utility has to expand its sales. Dr. Tierney
pointed out that the Revenue Decoupling Ratemaking Plan (“RDR Plan”) is shaped with
traditional ratemaking practices and changed circumstances to ensure that rates reflect the
cost of service, that the Company will be able to fund reliability improvements and
investments while operating its system safely and reliably and that the Company’s
financial interests are better aligned with customer’s interests and state policy directives
by encouraging customers to better manage and/or reduce energy usage and effectively
manage energy bills.

Dr. Tierney identified the Company’s RDR Plan as including two elements: base
rates as set by the Commission in a rate case and a RDR Plan Adjustment Factor that will
modify rates annually. She described the RDR Plan as including a revenue decoupling
mechanism, an inflation adjustment, a component to provide revenues related to
cumulative net capital spending above amounts supported in base rates and a component
to provide revenues for the effects of increased capital spending levels in the current year
based on actual recent levels of capital additions made by the Company.

Dr. Tierney described the various policies that support revenue decoupling. She
noted that federal policy goals include the desire to promote the procurement of least cost
retail energy supply and the need to increase or maintain the reliability of retail energy
supply and to address environmental impacts associated with energy production and use.
She also noted that Rhode Island state policy encourages decoupling specifically in the
Comprehensive Energy Conservation, Efficiency and Affordability Act of 2006 which

requires least-cost procurement as a key element of the state’s energy plan. Finally Dr.
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Tierney pointed out that the American Recovery and Reinvestment Act (“ARRA”) will
provide for at least $58 million to Rhode Island for energy efforts.

Dr. Tierney also identified the two barriers that inhibit the realization of cost-
effective energy efficiency: those that prevent customers from undertaking all cost-
effective opportunities for energy efficiency like market barriers, customer barriers,
investments with long payback periods, behavioral biases, challenges in gaining access to
financing, etc. and factors that create disincentives resulting in utilities pursuing cost-
effective energy efficiency less aggressively than the economics of the programs would
warrant. Dr. Tierney noted that decoupling eliminates the tension between the utility’s
reliance on the volume of sales for its revenue requirement and the implementation of
energy efficiency programs that should result in reduced sales. She distinguished
between the elimination of the disincentives and the need for the continuation of positive
incentives. She justified the need for continued positive incentives by noting that utilities
will be more likely to devote substantial attention and resources to energy efficiency
programs if they are allowed to earn a financial return on those activities.

In further support of her arguments for the Company’s decoupling proposal, Dr.
Tierney stressed that decoupling will lead to lower electric bills for customers that
participate in energy efficiency programs. She indicated that currently twelve electric
utilities in seven states rely on mechanisms that incorporate revenue decoupling and she
believes that more states will adopt revenue decoupling. Dr. Tierney also noted that
decoupling will stabilize customers’ bills and the utility’s revenues. She pointed out that
revenue stability is perceived by financial markets as beneficial to a utility’s financial

strength. Dr. Tierney cautioned that even with revenue decoupling, a utility must still
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manage costs and that Commission oversight of the utility can still occur through annual
filings.

Dr. Tierney described the proposed RDR Plan in great detail. She noted that the
plan consists of two components: a look back component and a look ahead component.
The look back step ensures recovery of NGrid’s Annual Target Revenue (“ATR”) and is
built on a class specific revenue requirement resulting from the rate case. The ATR
includes an adjustment to reflect net distribution capital expenditures (“CapEx”) and an
adjustment for the incremental effects of a net inflation adjustment. The Company is not
proposing an adjustment to the ATR to account for changes in the number of customers
served. Dr. Tierney noted that the annual reconciliation will reconcile the actual
distribution revenue billed and the actual ATR for the prior year. In subsequent years,
the reconciliation filing will include adjustments for net CapEx and net inflation and will
have to be reviewed and approved by the Commission. Dr. Tierney described NGrid’s
ATR component for recovery of net CapEx as designed to provide support for
incremental additions to distribution investment above and beyond that which can be
supported by the depreciation expense embedded in the Company’s base rate revenue
requirement. She noted that this needs to be adjusted because decoupling removes
revenues from increasing sales that have previously been used to fund capital investments
between rate cases.

Dr. Tierney identified the ATR as including a revenue requirement to support the
Company’s cumulative net CapEx which will include the Commission approved
distribution-related capital expenditures net of the level of the annual depreciation

expense allowance embedded in base rates and the sum of the net CapEx approved as a
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part of the prior years’ RDR Plan reconciliations. Dr. Tierney noted that if the net CapEx
in a subsequent year is less than the depreciation expense in base rates then that year’s net
CapEx would be negative. She pointed out that all capital expenditures made for
distribution system investments would be eligible to be included in the determination of
the net CapEx adjustment.

Dr. Tierney described the other adjustment to the look back portion of the RDR
Plan, the net inflation adjustment which she stated would be calculated by multiplying
operating expenses by the net inflation factor. She noted that the net inflation factor
reflects a measure of economy-wide inflation for the time period in question net of a
fixed adjustment for industry productivity. Based on her assessment of recent estimates
of utility productivity, she proposed a 0.5% productivity offset which she described as a
conservative estimate.

The look ahead step is the revenue adjustment mechanism to the RDR Plan. Dr.
Tierney noted that this step generates revenues to address the impact of inflationary
pressures and increasing capital requirements, will begin on January 1, 2011 and will
make two net CapEx adjustments: (1) the cumulative net CapEx adjustment already
approved by the Commission in the instant and prior reconciliation proceedings based on
the revenue requirement for net CapEx included in the prior year’s ATR; and (2) the
current year net CapEx adjustment which will account for the incremental effect of the
net CapEXx anticipated in the coming year and will be based on 75% of the average level
of actual annual net CapEx for the prior two years, and if that amount exceeds the
allowance for depreciation expense it will be included in the RDR Plan adjustment for the

current year. Dr. Tierney indicated that the Company’s proposal includes the
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requirement of notification to the Commission by August 31 of each year if the difference
between the year-to-date actual revenue and the year-to-date ATR is ten percent above or
below the actual ATR and the Company does not anticipate this discrepancy falling
below the ten percent threshold in the coming months.

E. Timothy Stout

Vice President of Efficiency Strateqy and Planning
for National Grid

Mr. Stout provided testimony to discuss NGrid’s Energy Efficiency (“EE”)
programs and future goals for expanding them. He identified the current programs that
are offered for electric and gas customers. Mr. Stout noted that current incentives will
not be sufficient to address the impact on distribution revenue that would result from
expanding Company’s EE programs. He pointed out that over next three years, the
Company will be implementing a dramatic expansion of current EE programs and
pointed out that these programs will create over $280 million of net lifetime benefits for
Rhode Island consumers. He noted that the 2009 budget for EE programs will total $32.4
million ($7.2 million for residential, $2.6 million for residential low income and $20.8
million for C&I customers) and provided a description of DSM programs available for
consumers in Rhode Island.

Mr. Stout indicated that when the Company proposed the increase in EE in its
three-year plan, it did so anticipating the approval of revenue decoupling. He indicated
that in order to achieve the $280 million in net benefits, NGrid projects $102 million in
efficiency program implementation and evaluation spending over the three year period.
He stated that the short term effect of an increase in EE on consumption is that an

individual participating customer’s electric use may decrease. However, in the long term,
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the deeper penetration of EE through the EE programs may lead to the presence of more
EE technologies in the market.

F. Paul R. Moul
Managing Consultant, P. Moul & Associates

Mr. Moul provided testimony about the Company’s proposed capital structure and
return on equity. He noted that the proposed capital structure assumes completion of a
financing application with the Division,* which would reduce Narragansett Electric’s
capital structure from 77.99% common equity to approximately 50% common equity by
issuing $512 million in long term debt. The new long-term debt will repay short term
debt and $356 million will be used to pay dividends. Mr. Moul noted that the Company
wants to free up short-term debt so that it can temporarily fund new construction work in
progress until such time as the projects are placed in service and permanently financed.
Mr. Moul pointed out that on average in 2008, capital structures of electric utilities
included 48% equity and he stated that this ratio was expected to increase to 50%. Mr.
Moul identified the proposed capital structure to be 50.05% common equity, 44.78%
long-term debt, 4.98% short-term debt and 0.19% preferred stock. He noted that NEC’s
preferred stock had an annual dividend rate of 4.5%. He pointed out that the Company
proposes to use the actual cost of debt per the debt issuance approved by the Division and
estimated the cost of long-term debt to be 6.70% inclusive of issuance costs. He
identified the short-term debt rate to be 2.50%. Mr. Moul concluded that the Company
should be afforded an opportunity to earn an 8.98% rate of return which reflects a cost of

equity of 11.60%.

* In Docket No. D-09-49, NGrid filed an application with the Division on June 18, 2009, subsequent to
NGrid’s filing of Mr. Moul’s direct testimony. This matter was resolved by Settlement Agreement
submitted on November 18, 2009 and approved by the Division effective December 9, 20009.
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Mr. Moul noted that the rate of return allowance must: (1) provide the Company
with an opportunity to cover its interest and dividend payments; (2) provide a reasonable
level of earnings retention; (3) produce an adequate level of internally generated funds to
meet capital requirements; (4) be adequate to attract capital; (5) be commensurate with
the risk to which the Company’s capital is exposed; and (6) support reasonable credit
quality. He recommended that the Commission consider current investor sentiment when
determining cost of equity, like the financial climate and all of the events occurring in the
financial markets that have made investors more risk-adverse. He pointed out that the
DCF model alone does not capture volatility risk so it was advantageous to use more than
one method to determine the cost of equity. He stated that NGrid needs to earn a fair rate
of return to maintain a financial profile that will provide the Company with the ability to
raise capital under all market conditions and satisfy investor requirements.

Mr. Moul explained in great detail how he concluded that an 11.60% cost of
equity was appropriate. He described the proxy group he used which he called the RDM
Electric Group that consisted of seven electric or combination electric and gas utility
companies. The companies in the proxy group were all included in the Value Line

Investment Survey, currently paid a dividend on their common stock, were not presently

the target of an announced acquisition or merger, had at least 60% of their assets devoted
to regulated utility operations, currently have a revenue decoupling mechanism in place
and have a credit quality rating of Baa2/BBB or higher. Mr. Moul’s analysis considered
four measures of the cost of equity: Discounted Cash Flow (“DCF”), Risk Premium
(“RP”), Capital Asset Pricing (“CAPM”) and Comparable Earnings (“CE”). He took the

average cost of equity for all of the proxy companies using each specific method and then
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averaged the DCF, RP and CAPM results to conclude that 11.60% was an appropriate
cost of equity.

Mr. Moul explained how risk is assessed and noted that while the RDM will
mitigate some risks, it will not fully eliminate the lag in revenue recovery associated with
new capital investment and new technologies that the Company actively supports. He
identified some other categories of relative risk. These categories include size, market
ratios, common equity ratio, return on book equity, operating ratios, coverage, quality of
earnings, internally generated funds and betas. Mr. Moul noted that after the
capitalization restructuring that will be proposed to and must be approved by the
Division, the Company’s financial risk will be aligned with his proxy group.

Mr. Moul defined the DCF method as an expectation model that seeks to explain
the value of an asset as the present value of future expected cash flows discounted at the
appropriate risk-adjusted rate of return. He noted that the DCF return on common stocks
consists of a current cash dividend yield and future price appreciation of the investment.
He stated that the average dividend yield for twelve months for his proxy group was
4.38% but increased to 4.86% and 5.15% for the most recent six and three month periods.
He used the 4.86% and adjusted this for a dividend yield of 5.02%. In the growth rate
analysis, he considered growth in the financial variables, i.e., earning per share, dividends
per share, book value per share and cash flow per share for his proxy group and
concluded that an investor-expected growth rate of 6% is within the array of growth rates
shown by the analysts’ forecasts or earnings growth. He also added a leverage

adjustment of 0.15%. His DCF analysis yielded a cost of equity of 11.17%.
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Mr. Moul defined the RP method as determining the cost of common equity
capital by corporate bond yields plus a premium to account for the fact that common
equity is exposed to greater investment risk than debt capital. He noted that a 6.50%
yield represents a reasonable estimate of the prospective yield on long-term A- rated
utility bonds. For the twelve months ending March 2009, Mr. Moul stated that the
average monthly yield on Moody’s A- rated index of public utility bonds was 6.58%. He
analyzed four time periods of risk premiums and chose the two shortest because they
were neither the highest nor the lowest risk premium and averaged them to come up with
what he described as a reasonable risk premium of 6.23% for Standards and Poor’s
(“S&P”) public utilities in this case. He recognized the difference between the S&P
utilities and his proxy group and considered the differences in the fundamentals of the
two groups to come up with a 5.50% common equity risk premium in this case which is
88% of the S&P group and reflective of his proxy group as compared to the S&P group.
Thus, the cost of common equity being the sum of the prospective yield of 6.50% and the
equity risk premium of 5.50% equals 12%.

Mr. Moul defined the CAPM as using the yield on a risk-free interest bearing
obligation plus a rate of return premium that is proportional to the systematic risk of an
investment. He noted that it consists of three components: a risk-free rate of return, the
beta measure of systematic risk and the market risk premium derived from the total return
on the market of equities reduced by the risk-free rate of return. He concluded that for
his proxy group the cost of equity using the CAPM was 11.80%. Lastly Mr. Moul
considered the CE and looked at other companies whose prices are not subject to cost-

based ceilings. The average of the rate of return on common equity for his proxy group
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using the CE approach was 14.9%. In order to reach his conclusion that 11.60% was an
appropriate cost of equity, Mr. Moul used the average of his calculations of the DCF,
CAPM and RP methods.

G. William F. Dowd

Senior Vice President of U.S. Labor Relations
for National Grid

The purpose of Mr. Dowd’s testimony was to support the revenue requirement as
it relates to employee compensation. He explained NGrid’s compensation policy, called
the Total Rewards Program, which is an overall package of wages and benefits that is
market competitive, offers flexibility and choice and supports a high performance culture
by directly linking performance to rewards. He noted that NGrid monitors the
marketplace to ensure that the cost of benefit programs is cost-effective and sufficient to
attract qualified, highly skilled employees. He explained that NGrid commissioned a
market analysis of wages and benefits after the KeySpan merger that indicated that
offering less costly benefit plans coupled with greater level of variable pay would be in
line with what other employees are offering in the marketplace.

Mr. Dowd indicated that NGrid has made changes to medical, dental and life
insurance programs to reduce costs. Specifically, NGrid increased co-pays for office
visits and prescription drugs and implemented a deductible/co-insurance arrangement for
in-patient hospital care, replaced a prescription drug program with CVS Caremark,
increased co-shares for dental from 20% to 35% and for major restorative from 50% to
60%, eliminated adult orthodontia and reduced life insurance overage from two times

annual pay to one times annual pay.
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Mr. Dowd described the compensation program as consisting of base pay and
variable (incentive) pay. He noted that 100% of companies surveyed that were the size of
NGrid had variable pay plans and over 90% of employees participated. He noted that the
variable pay plan is aligned with financial performance, the health of the Company and
the achievement of established performance standards that directly benefit customers. He
indicated that NGrid’s compensation plan is designed to encourage good performance
with 40% to 50% of incentive pay being linked to individual objectives that are tied to
service quality measures such as safety, reliability and customer satisfaction.

Mr. Dowd testified that for non-union employees, base pay wages go into effect
July 1 of each year. He noted that NGrid seeks to set pay at approximately the median
level for comparable companies in the Northeast. He explained that variable pay is
determined following the close of each fiscal year, and both variable and merit based pay
are linked to performance results through appraisal and measurement processes. Mr.
Dowd described the $22,657,396 operating expense for non-union payroll as $17,200,340
being allocated from NGSC and $855,032 being allocated from KeySpan. He identified
this $960,779 increase over test year expense as reflecting an overall 1.5% wage increase
for July 1, 2009 through June 30, 2010 and a 3% increase beginning July 1, 2010 through
December 31, 2010 and as being consistent with historic levels. He noted the
$23,714,167 operating expense for union payroll as $4,274,121 being allocated from
NGSC and $38,901 being allocated from KeySpan. He pointed out that wage increases
ranging from 2.5% to 3.5% are through June 30, 2010 and were previously negotiated

with the different unions.
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Mr. Dowd described NGrid’s benefits programs to include medical coverage,
dental coverage, life insurance coverage, and long-term disability coverage, paid
vacations and holidays, a defined benefit pension plan, a defined contribution or 401(k)
plan and post retirement benefits. He noted that the Company is self insured and also
provides health and wellness programs and a disability benefit program. He indicated
that NGrid projects an 8% increase in costs associated with medical benefits and a 3%
increase in costs associated with dental benefits.

For all non-union new hires after July 15, 2002, Mr. Dowd stated that NGrid
implemented a common cash balance pension plan which is less costly than the prior
final average pay type plan. He noted that NGrid now requires employees to pay for pre-
age 65 post retirement medical insurance at the same rates as active employees for non-
union and that the reimbursement of Medicare Part B premium has been eliminated and
that there has been a reduction in life insurance at retirement.

H. Kimbugwe A. Kateregga, Ph.D
Vice President and Consultant, Foster Associates, Inc.

Dr. Kateregga’s testimony described the 2009 depreciation rate study. He
indicated that depreciation studies are necessary because of the need to periodically
assess the reasonableness of the parameters and accrual rates used to determine vintage
service life and to allow for proper ratemaking to achieve timely capital recovery. He
explained the steps to conducting a depreciation study as collecting plant accounting data
to conduct a statistical analysis of past retirement experience, estimating service life
statistics from an analysis of past retirement experience or a life analysis, projecting a life

curve by blending past retirement experience with an expectation about future retirements
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to obtain a projection life curve or life estimation, estimating net salvage applicable to
future retirements and analyzing the adequacy of recorded depreciation reserve.

He noted that the parameters estimated from service life and net salvage studies
are integrated into the formulation of an accrual rate based upon a selected depreciation
system. He identified three elements of a depreciation system: (1) methods (retirement,
compound-interest, sinking-fund, straight-line, declining balance, sum-of-years’-digits,
expensing, unit-of-production, net revenue); (2) procedures (total company, broad group,
vintage group, equal-life group, unit summation, item; and (3) techniques (whole-life,
remaining-life, probable-life). He indicated that Foster Associates conducted statistical
life studies for plant and equipment and net salvage analysis for plant and equipment.
After an analysis of the recorded reserve, Dr. Kateregga found a difference of
approximately $23.5 million to be amortized over the composite weighted-average
remaining life of each rate category using the remaining life depreciation rates proposed
by the study. He found that rebalancing of depreciation reserves is appropriate to offset
imbalances attributable to passage of time and parameter adjustments. He indicated that
the current depreciation system is composed of straight-line method, vintage group
procedure, and remaining-life technique and did not recommend that this change. He
recommended a composite rate of 3.20%. This is a reduction of 0.14% and will result in
a reduction in this expense of $1,974,298.

I. Robert L. O’Brien
Senior Advisor, Black & Veatch

Mr. O’Brien provided testimony that he based the revenue requirement on the
test-year ending December 31, 2008. Mr. O’Brien noted that the total revenue increase of

$75,285,321 is a combination of an increase to base distribution rates of $65,533,534 and
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uncollectible amounts related to SOS commodity related revenue of $9,751,787. He
pointed out that this level of revenue will allow NGrid to earn an 8.98% rate of return on
a rate base of $623,948,473. He identified a total revenue requirement of $288,775,921
which does not include the commaodity related reconciliation mechanism of $9,751,787
and is the sum of the cost of service of $232,745,348 and net income of $56,030,573
(8.98% of rate base of $623,948,473).

Mr. O’Brien made a number of adjustments to operating revenue including
removing SOS, transmission O&M, energy efficiency activities, CTA merger synergies,
net impact of the November 2007 storm, and the gross receipt tax. He increased
regulatory expense, reduced uncollectible expense, classified charitable donations as an
operating expense, included a SOS Cost Adjustment mechanism for commodity write-
offs and adjusted investment tax credit for the Integrated Facilities Agreement (“IFA”)
portion of the expense. Mr. O’Brien also made a number of adjustments to operating
expenses totaling $18,470,006. He adjusted salaries and wages by $3,092,128 to account
for union and non-union wage increases through the end of the rate year. He adjusted
medical and dental expense by $713,244 to reflect increases in medical and dental
expense through the end of the rate year and adjusted group insurance expense by
$48,661.

Mr. O’Brien made an adjustment of $4,470,254 to reflect increased pension
expense through the end of the test year and an adjustment of $1,070,902 to reflect
increased OPEB expense. He adjusted the Thrift Plan — Company Match by $144,870,
Information Services Leasing Expense adjustment by $412,103 and Facilities Capital

Improvement Rent Expense by $544,455. Mr. O’Brien made adjustments to Union

29



Labor Staffing of $1,432,583 to account for new union labor through the end of the rate
year and made an adjustment for the $190,943 cost of adding two (2) new Customer
Advocate positions. He amortized $1.73 million of rate case expense over a two year
period. He made an inflation adjustment of $493,198, an adjustment for seasonal
employees and added $376,255 for the uncollectibles mitigation expense described by
Mr. Wynter. He included $1 million for the economic development program explained
by Ms. Fields and approximately $2 million for the vegetation management ramp up and
approximately $2.1 million for the inspection and maintenance program both testified to
by Mr. Pettigrew.

Mr. O’Brien made adjustments for uncollectible expenses and added approximately
$3.1 million for the environmental response fund. He included the annual storm
contingency fund contribution of approximately $1 million. Mr. O’Brien noted that the
net merger synergies from NGrid’s acquisition of KeySpan are projected to be annual
steady state of $6.5 million, after accounting for costs-to achieve or $2.1 million per year
for a 10 year amortization period of which the Company’s share is $3.25 million. Mr.
O’Brien indicated that NGrid requires the Commission to approve the creation of a
regulatory asset under FAS 71 for deferral and amortization of Costs to Achieve (“CTA”)
which is consistent with the Commission’s decision in Docket No. 3943. Mr. O’Brien
made adjustments for municipal taxes, payroll taxes and depreciation.

Mr. O’Brien calculated rate base using the five quarter average for the rate year
plant in service of $1,232,746,925, which he then reduced by a five quarter average of
$516,525,305 in accumulated depreciation. He used a net revenue lag of 1.39% for cash

working capital for the rate year of $17,789,123. Mr. O’Brien also described the
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reconciliation adjustment mechanisms proposed by the Company. The Company
proposed adjustment mechanisms for its Pension and OPEB, Inspection and Maintenance
Expense, Standard Offer Service Cost and Revenue Decoupling.

J. Howard S. Gorman
Principal, Black & Veatch

Mr. Gorman provided testimony regarding the Company’s proposed Allocated
Cost of Service, Rate Design, and related studies. He indicated that the Company
performed an Allocated Class Cost of Service Study (”ACOSS”) to assign each element
of the revenue requirement to the respective customer classes in order to determine the
costs of providing service to each rate class. Mr. Gorman described in detail the three
step process used to analyze the revenue requirement: functionalization, classification
and class allocation. He identified the functions as sub-transmission, primary
distribution, secondary distribution and billing and identified the classifications as
demand or customer.

Mr. Gorman noted two guiding principles in the revenue allocation process:
reflecting the results of the ACOSS as closely as possible and mitigating extreme rate
impacts on rate classes and on individual customer subgroups. He described the
Company’s proposal to eliminate the rate classes 3,000 kW Demand Rate G-62 and 3,000
kW Demand Rate B-62 and transfer the existing customers to Rates G-32 and B-32. For
rate design, the Company combined 200 kW Demand Back-up Rate B-32, 200 kW
Demand Rate G-32, 3,000 kW Demand Back-up Rate B-62 and 3,000 kW Demand Rate
G-62. He noted that NGrid proposed maintaining the Back-up Service Rate B-32;
however, if the Commission approved the revenue decoupling proposal, the Company

would be willing to terminate Rate B-32 effective with the implementation of the RDM
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and would transfer all back-up service customers to Rate G-32, under which customers
are charged only for actual use of the distribution system at their peak hours.

Regarding rate design, Mr. Gorman described the Company’s proposal to change
the energy based charges for Rate A-60 low income customers to make it the same as the
A-16 residential rate. He also explained the Company’s proposal to increase the monthly
customer charge for the A-16, C-06, G-02 and C&I Large Demand rate classes. He
described NGrid’s proposal to change the transmission rate design so that transmission
costs are based on each rate classes’ contribution to the Company’s monthly peak. He
noted that if the Company’s proposed rate increase is approved, it would cause a 500
kWh per month residential customer’s bill to increase by $8.95 or 11.2% from $79.71 to
$88.66.

K. Alfred P. Morrissey

Lead Analyst in Electric Load Forecasting in the
Enerqy Portfolio Management of National Grid

Mr. Morrissey provided testimony regarding the Company’s sales forecast. He
described how he developed the gigawatthour sales forecast in two steps: econometric
forecast of gWh sales based on economic conditions, weather, electricity price and days
billed and energy efficiency savings based on the DSM program, their life cycle and
initiatives NGrid has committed to for 2009 and 2010. He noted that the differences in
the level of DSM savings between the test year and the rate year were used to adjust
econometric forecast in 2010 lowering gWh sales by 0.4% Mr. Morrissey indicated that
the forecast shows a 1.6% drop in gWh sales in 2009 because of the recession and a 1.1%
increase in 2010 as the economy recovers. He pointed out that since 2005, gwWh sales

have declined at an average rate of 1.1% per year. He stated that a number of things have

32



contributed to the 2010 sales forecast including commercial employment, real personal
income, gross domestic product and the minimal growth in population.

Mr. Morrissey explained how he determined the monthly peak demand forecast
and noted that the average monthly peaks are forecast to be 1.4% lower in 2010 than in
2008. He indicated that DSM savings on the summer peak amount to 7.6% of the actual
2008 summer peak and that these savings are expected to grow by 5.8 MW between the
2008 test year and the 2010 rate year reaching 9% of the summer peak load. He pointed
out that this has the effect of lowering the model-produced 2010 peak forecast by
approximately 0.4%. He also noted that DSM savings on the winter peak demand, which
equaled 10.3% of the actual 2008 winter peak, are expected to fall by 22.5 MW between
the 2008 test year and the 2010 rate year which has the effect of raising the 2010 peak
forecast by approximately 1.7%. He identified the overall adjustment to the model-
produced average monthly peak forecast for 2010 was an upward adjustment equal to
15.4 MW or 1.1%.

L. John E. Walter
Manager, Outdoor Lighting for National Grid

Mr. Walter provided testimony regarding the changes to NGrid’s Outdoor
Lighting tariff provisions. He identified the two tariffs for street and area lighting as the
S-10 Rate which is limited service-private lighting for residential, commercial and
industrial customers and the S-14 Rate which is general street and area lighting for
municipal customers. Mr. Walter discussed a number of housekeeping changes, updated
rates and charges to reflect the Company’s allocation of its COS and described the
creation of a separate Decorative Street and Area Lighting option which would allow for

the Company to provide a selection of ornamental or historic style post top luminaries
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and anchor based standards.  He also discussed the Company’s proposal to offer
luminaire facility rates for two wattages of metal halide floodlight luminaires for which
there are currently a limited quantity of facilities in service for customers of the former
Eastern Utility Associates (“EUA”).

Lastly, Mr. Walter provided testimony about the adoption of a temporary turn-off
rate provision for S-14 which would provide that the customer would continue to pay
their balance due between one and three years. Lastly, Mr. Walter discussed the
application of a “Lighting Service Charge” which would be assessed to customers for
Company responses to service requests which do not involve lighting facilities owned by
the Company. This would apply to street lighting customers except if the failure was
directly related to Company owned facilities and the malfunction was caused by a third
party attachment and there is an agreement between the customer and third party, and
NGrid will hold the third party responsible.

M. Carmen Fields

Director, Community Relations/Economic
Development NE for National Grid

Ms. Fields provided testimony regarding NGrid’s proposed Economic
Development Program. She noted that the cost of the program was $1 million per year.
She described the program as dedicated to new economic development pilot initiatives
noting that New York currently has economic development programs. She explained that
the program has three parts. The first part is a targeted infrastructure improvement
program that will address the development of key industrial sites and buildings where the
existing energy delivery infrastructure is a barrier to economic growth. The second part

is an urban revitalization program that will focus on the redevelopment of vacant
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buildings in urban communities with both idle energy infrastructure and strong
development potential. Finally, the program has a strategic business development
program that will promote specific regional development assets or enhance the
competitiveness of Rhode Island.

THE DIVISION’S DIRECT TESTIMONY

A. Bruce R. Oliver
President, Revilo Hill Associates, Inc.

Mr. Oliver filed testimony to address the Company’s proposals for revenue
decoupling, economic development and the recovery of commodity-related uncollectible
accounts expense. In discussing the Company’s revenue decoupling proposal, Mr. Oliver
noted that only in California was revenue decoupling implemented prior to 2007. Mr.
Oliver asserted that NGrid’s revenue decoupling plan is focused on providing benefits to
the Company and its shareholders rather than its ratepayers. He stated that of the
jurisdictions that have it, those plans are noticeably different than what is being proposed
in Rhode Island. He noted that as of the date of the filing of his direct testimony only
thirteen electric utilities in eight states have full decoupling mechanisms in place and six
of those are in California and Maryland. He stated that currently there are two revenue
decoupling influences already in place for the Company: for both Medium and Large
C&I Customers they have monthly customer and demand charges, in addition, the current
rate proposal is premised on sales forecasts that have been adjusted to account for
anticipated impacts of DSM programs.

Mr. Oliver pointed out that revenue decoupling will not reduce rate volatility. He
cautioned that if the Commission approves the Company’s proposal, it should put a cap

on adjustments like Maryland that has a ten percent (10%) cap on adjustments. He also
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advised the Commission to question the efficacy of implementing interim rate
adjustments which is inconsistent with the proposed use of a uniform cents per kWh
reconciliation adjustment for all rate classes. He noted that the proposal to recover solely
through charges set based on kWh deliveries would be unfair to Medium and Large
Industrial customers because they pay a large portion of their bill to customer and
demand charges. Mr. Oliver opined that revenue decoupling is not necessary to ensure
the pursuit of energy efficiency because those measures are customer decisions, not
utility decisions.

Mr. Oliver warned that the Commission should be concerned with the impacts of
computing a single uniform rate for all classes, the absence of explicit consideration of
the impacts of major electrical outages and out-of-period billing adjustments, lack of
sufficient detail for determining revenue requirements associated with plant additions
since the last rate case, and requirements for increased review of reconciliations without
assurance of reduced frequency of rate case filings. He expressed concern that customers
in small rate classes could be adversely impacted by reconciliations that are performed on
a class-by-class basis. He pointed out that NGrid would be reimbursed for lost sales
resulting from power outages regardless of the reason for the outage.

Mr. Oliver noted that the allocation of the net CapEx adjustments to revenue
requirements among rate classes is not reasonable and appropriate and may cause
distortions within the determination of class revenue requirements. He identified two
problems with the annual net inflation adjustment as the productivity offset being a
judgmental estimate and the broad indices of inflation as not necessarily supporting

reasonable or accurate depiction of distribution O&M cost increases of Rhode Island
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operations. Mr. Oliver stated that the net CapEx adjustment is not reasonable in that it
defers a determination regarding the prudency of capital additions until the Company’s
next rate case and thereby presupposes rate determinations are to be made before costs of
capital additions are evaluated for prudence. He stressed that the standard of review is
prudent, used and useful. He noted that if the Commission found a net CapEx adjustment
appropriate it could allow for one without revenue decoupling.

Mr. Oliver disagreed with the Company on four points. First he noted that
decoupling is not necessary for utilities to encourage conservation and energy efficiency.
He also stated that decoupling cannot be relied on to reduce volatility in rates for electric
service. Mr. Oliver indicated that the Company provided no support for its assertion that
the decoupling plan will reduce the frequency of rate cases or lower costs of regulation.
Finally, Mr. Oliver stressed that all revenue decoupling mechanisms are not the same and
that this particular proposal significantly reduces the Company’s risk more so than in
Docket No. 3943, NGrid’s recent gas rate case.

Mr. Oliver indicated that revenue decoupling cannot be relied on to reduce the
frequency of rate cases because the Company should file one every three or four years to
review its revenue requirements, COS and structure of charges to make sure they are
reasonable and equitable. He pointed out that revenue decoupling will not reduce
regulatory expense because there will be a number of reconciliation hearings required.
There were other concerns with the Company’s proposal also pointed out by Mr. Oliver,
including the lack of reference of accrual of interest on deferred revenue balances and the
significant increase in the number of annual filings in the second half of the year. While

energy efficiency will not be impacted, he stated that the proposal will adversely impact
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customer-initiated energy efficiency by distorting customer perceptions of the
relationship between energy usage and monthly billed charges for electric service.

Mr. Oliver recommended that the Commission reject the Company’s revenue
decoupling proposal as inappropriate and inequitable finding that it represents an
unjustified departure from traditional ratemaking practices and principles. He suggested
that if the Commission approves the proposal, then it should limit it to an annual
reconciliation of actual and approved base-rate revenue and not allow for adjustments to
revenue targets between rate cases, that it bar speculative adjustments and that it limit the
annual rate impact from the adjustments to ten percent (10%) or less, and finally that the
Commission reduce the Company’s authorized return on equity to reflect the lower risk
to the Company.

As for the Company’s economic development proposal, Mr. Oliver recommended
that the Commission not approve the funding for this program until such time as NGrid
provides detail with the appropriate cost/benefit analysis. His concerns with this program
include the lack of a cost/benefit analysis, the lack of a proposal for regulatory oversight,
the lack of substantial details on costs the Company would incur for its activities, the lack
of safeguards to prevent diversion of funds, the lack of specifics regarding the timely
stimulation of the Rhode Island economy and the lack of information regarding the
economic development needs of Rhode Island. Mr. Oliver also supported Mr. Gay’s
recommendation for a bad debt ratio of 0.71%. He noted that in Docket No. 3943, the
Commission did not approve the proposed reconciling mechanism and that it should do

the same in this case.
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B. David J. Effron
Consultant Specializing in Utility Requlation

Mr. Effron filed testimony regarding the Company’s revenue requirement and the
distribution adjustment provision included in the Company’s proposed tariffs. He
calculated the revenue requirement to be $242,384,000 with a revenue deficiency of
$26,841,000 which is 12.459% of current revenues. He also recommended that the
Commission reject the Distribution Adjustment Provision proposed by NGrid. He
identified the elements of the COS as operation and maintenance expense, depreciation,
taxes other than income taxes, income taxes and return on rate base.

Mr. Effron made a number of adjustments to the operation and maintenance
expenses proposed by the Company. He reduced the incentive compensation by fifty
percent (50%) because that is the amount that the Company bases on attainment of
financial goals. He reduced the contracted hiring requirement by $1,363,000 noting that
minimum staffing requirements should allow the Company to reduce the amount spent on
outside contractors. He eliminated the adjustment for the two customer assistance
advocates because NGrid did not establish that the positions are necessary or that the
Company is the appropriate party to fill the role of consumer advocate. Mr. Effron
recommended that rate case expense be amortized over a five (5) year period as opposed
to the Company’s request for a two (2) year period. He eliminated $1 million for the
economic development program because he noted that it is not necessary for the
provision of distribution service and not a critical function of the electric distribution
utility, and if the program is implemented, it should pay for itself in the form of load

growth and/or retention of current load.
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Mr. Effron reduced uncollectible account expense by $894,000 to reflect
elimination of transmission revenues from revenue base. He also disputed the
Company’s proposal for a reconciliation mechanism for delivery related write-offs as
contrary to sound ratemaking policy noting that it would reduce or eliminate incentives to
control costs authorized under standard ratemaking practice. Mr. Effron also reduced the
storm fund accrual because it has a surplus of over $21.5 million and reduced the storm
damage expense by $2,001,000 because the five (5) year average of storm damage costs
is much less than the 2008 O&M expense. The injury and damages expense was reduced
by $2.5 million by Mr. Effron as not recurring because it is associated with the potential
settlement of a litigation matter from 2004. He also reduced outside legal expense by the
costs attributable to the Constellation litigation as they will not be incurred prospectively.
A load response credit of $300,000 was included to reflect the ISO load response credit
received in 2009. Mr. Effron recommended reducing merger synergies and costs to
achieve by $1,176,000. Mr. Effron adjusted depreciation expense to reflect his
adjustment to plant in service. Taxes other than income taxes were adjusted to entail the
elimination of wages and salaries and the municipal tax expense of $883,000 refunded
from the City of Providence.

Mr. Effron adjusted rate base by $20,222,000 because he noted that from January
to July 2009, gross additions to plant in service averaged approximately $4 million per
month. This calculation resulted in a projected plant in service of $1,191,604,000. Mr.
Effron also forecasted retirements of $6,458,000. Mr. Effron calculated a reduction of
$688,000 to the pro forma rate year depreciation expense related to the adjustment to

plant in service. He calculated an average rate year depreciation reserve balance of
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$518,992,000 which is approximately $2.3 million greater than the balance projected by
the Company. As for cash working capital, Mr. Effron proposed two modifications. The
first was to remove the Contract Termination Charge (“CTC”) expense because it is
recovered by a separate fully reconciling rate mechanism which would result in a
reduction of $371,000 to Cash Working Capital (“CWC”). The second modification is to
modify the CWC percentage assigned to municipal taxes in the calculation of the CWC
allowance to be consistent with the gas case, Docket No. 3943, of -8.82% which further
reduces CWC by approximately $8.5 million.

Mr. Effron projected a rate year balance of Accumulated Deferred Income Taxes
of $119,964,000 which is approximately $6.9 million greater than the rate year balance
forecasted by the Company. He proposed a rate of return of 7.78% for a total of
$45,537,000. He recommended that the Commission not approve the distribution
adjustment provision noting that it was previously based on the 2000 Settlement
Agreement for the purpose of allowing for the adjustment of rates for exogenous events
that may occur during the rate freeze period.

C. Matthew I. Kahal
Consultant specializing in Economics

Mr. Kahal provided pre-filed testimony to address the proposed rate of return and
return on equity. Mr. Kahal noted that the 11.6% equity return proposed by Mr. Moul is
a significant increase over the currently authorized 10.5% cost rate. He recommended an
overall rate of return of 7.78% with an ROE of 10.1% and a capital structure of 52.3%
total debt and 47.5% common equity and 0.2% preferred stock which is in line with

NEC’s extremely favorable business risk profile. He pointed out that a reasonable range
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of common equities for electric utilities would be 45-50% and asserted that Mr. Moul did
not justify the 50% equity ratio figure that he proposed.

Mr. Kahal disagreed with Mr. Moul’s cost rates for long and short term debt. He
recommended 1.6% as opposed to Mr. Moul’s 2.5% for short term debt and 6.10% as
opposed to Mr. Moul’s 6.79% for long term debt. Mr. Kahal relied primarily on the DCF
model when determining the cost of equity. He used the average from two proxy groups,
one composed of gas companies and one composed of electric companies. Mr. Kahal
maintained that NEC is a low risk utility which is expected to continue into the
foreseeable future and his proposal does not have an adjustment for an RDM mechanism
because the Division does not support RDM.

Mr. Kahal noted that capital cost trends show a downward trend at least for long
term securities. He noted that yields on Treasury notes have trended downward and that
the Consumer Price Index (“CPI”) shows zero inflation so far in 2009. He indicated that
low inflation is a crucially important force at work that tends to lower the utility cost of
capital and that federal tax policy is also favorable in terms of impacting the cost of
equity. He maintained that the Discounted Cash Flow Method (“DCF”) can capture cost
of equity implications like inflation and federal tax policy.

In discussing Mr. Moul’s proposal for a 50/50 capital structure, Mr. Kahal noted
that this proposal is above the industry average and that the lower the business risk, the
less equity that is needed in the capital structure. He pointed out that Value Line has an
industry average equity ratio of 48% but the actual percentage for 2008 was 45.3% with a
forecast of 47% for 2009 and 47.5% for 2010. His calculations for his two proxy groups

for the average equity ratio were 47.4% for gas utilities and 44.8% for electric utilities.
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Mr. Kahal indicated that his capital structure accepts Mr. Moul’s recommendation for
4.98% for short term debt and 0.19% for preferred stock. He increased his percentage of
long-term debt to 52.67% to account for the 2.5% reduction he made to the Company’s
equity ratio for his proposed ratio of 47.5%. Mr. Kahal based his recommendation for a
1.6% cost of short term debt on the fact that the actual short term debt rate experienced
by NEC was below 1% this year. The 1.6% he recommended is the twelve month
average ending June 2009. For long term debt, Mr. Kahal noted that since interest rates
were declining, 6.0% is more reasonable but he recommended 6.1%. Mr. Kahal
questioned whether it was reasonable for NEC to issue the planned $512 million of long
term debt all in one type debt instrument.

When discussing business risk, Mr. Kahal indicated that utility stocks are very
low risk. He noted that credit ratings for NEC are strong and NEC’s risk profile was
described by S&P as excellent and by Moody’s as a low business risk profile. He chose
two proxy groups with similar or slightly riskier profiles than NEC. He challenged Mr.
Moul’s seven companies for all having RDMs, some having non-utility operations, some
have extensive nuclear power operations and most being vertically integrated.

When Mr. Kahal calculated his proposed ROE he emphasized the DCF model and
also considered the CAPM. He noted that two factors determine cost of equity:
fundamental conditions in capital markets and business and financial risks of the
company. He described the DCF model as widely relied upon by the regulatory
community, and that the method is market-based, transparent and understandable. He
noted that since the DCF model can only be applied to publicly traded companies, he

needed a proxy group since NEC is not publicly traded. He used two proxy groups, one
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of gas utilities and one of electric utilities. He justified using a gas proxy group by
stating that there was not a robust group of pure-play publicly traded electric distribution
companies. He pointed out that the gas utilities he chose were similar to NEC per S&P’s
new ranking for business risks of utility and power companies. Mr. Kahal noted that the
vertically integrated companies that Mr. Moul used were in a totally separate group that
excludes NEC.

Mr. Kahal concluded that the acceptable range of equity cost for the gas proxy
group using the DCF model was 9.7% to 10.2%, with the average being 10.0%. The
average ROE for the companies in his electric proxy group was 10.2% with the range
being 9.7% to 10.7%. Mr. Kahal also evaluated the cost of equity using the CAPM and
found that for his proxy companies the range of ROE was 7.5% to 9.6% with the
midpoint being 8.6%. Mr. Kahal noted that the CAPM results confirmed that his DCF
recommendation was not unduly low. To arrive at his 10.1% recommendation, he used
the average of the midpoints for his gas proxy group and his electric proxy group. He
also looked at other NGrid companies which average about 10% and have been able to
operate successfully and maintain solid credit ratings with those returns. He pointed out
that his analysis does not assume RDM. He recommended that if the Commission
approves the Company’s RDM proposal, it should lower the cost of equity.

Mr. Kahal identified a number of problems he found with Mr. Moul’s methods
and analysis. The first problem he cited was that Mr. Moul used all electric utilities with
RDMs in his proxy group and that does not adequately reflect NEC. Furthermore, he
noted that the NGrid RDM proposal is more ambitious and that two companies in his

proxy group, Pepco and Idaho Power have a partial or limited RDM. He also pointed out
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that three of the companies in Mr. Moul’s proxy group have large nuclear investments
and five of the companies are vertically integrated and are located on the west coast. Mr.
Kahal stated that there was no support for Mr. Moul’s conclusion of a 6% growth rate
contained in his DCF analysis. He stated that Mr. Moul should have used a 5.0% growth
rate, which would have caused his ROE to drop to 10.0% because the August actuals
lowered the average of the measures he used to 4.66%.

Mr. Kahal disputed Mr. Moul’s use of a leverage adjustment as contrary to
accepted DCF theory as well as to regulatory practice because NEC is no riskier than any
company in the proxy group. He claimed that Mr. Moul used an improper adder because
he included a leverage adjustment in his CAPM study. Mr. Kahal noted that if Mr. Moul
had incorporated 2008 data into the long-term historic average and used a lower equity
risk premium adjusted by 88% for NEC’s low risk and 6% for single A bond yield, he
would have computed a 9.59% risk premium cost of equity as opposed to the 12% that he
obtained.

Mr. Kahal also noted that Mr. Moul added two adjustments to his CAPM analysis,
leverage and size, which lead him to overstate the cost of equity estimate, and that he
should have selected a lower overall stock market risk premium. Without the two
adjustments, Mr. Moul’s 11.8% would have been 10.6%. Mr. Kahal dismissed Mr.
Moul’s use of comparable earnings method as pure accounting results with no market

data employed.
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D. Lee Smith
Managing Consultant and Senior Economist
LaCapra Associates

Ms. Smith provided testimony regarding her review of the reasonableness and
appropriateness of the allocation of costs from affiliates to NEC. She recommended
reduction in Accounts 583 — GIS Survey Costs, and 588 — Transformation Expense by
$2.3 million and $0.8 million, respectively, because these expenses were not justified and
were not recurring. Ms. Smith noted that expenses billed by the Service Company in
2008 were 48% of O&M expense. She indicated that the only way to judge if Service
Company costs are reasonable is by judging them against other utilities, and that the
Company did not provide any evidence that these costs could not be acquired for less
elsewhere. She also pointed out that since most Service Company employees are in New
York, they are paid at a New York rate which is approximately 6.4% higher than the
average pay level in Rhode Island. Ms. Smith also noted that costs in a number of the
Company’s accounts have risen at a much higher rate than is normal for comparable
utilities.

Ms. Smith compared O&M spending in FERC accounts and compared the
percentage cost increases by account to determine whether the increases were much
higher than for comparable utilities to see if the level of expenses were prudent and
normal, and then compared the costs on a per MW and per customer basis. She removed
CTA because they are not normal expenses and removed uncollectibles and DSM
because individual utilities do not have much control over these costs. Her comparison

of costs revealed high increases from 2007 to 2008 particularly in Accounts 583 and 588.
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With regard to Account 583, she noted a $2.3 million charge attributable to the
GIS Survey which began in 2005. She noted that this does not appear to be an on-going
expense and recommended that it be disallowed. The increase in Account 588 was
primarily for the Electricity Distribution Transformation Program. She identified three
problems with this program in addition to the lack of cost analysis performed to justify it.
Those problems were with the lack of demonstration that it is worth the cost, that its
performance by the affiliate is the least cost and that the company will continue spending
the same amount in the rate year. She recommended disallowing fifty percent (50%) of
the Company’s request or $0.8 million.

E. Dale E. Swan, Ph.D

Senior Economist and Principal
Exeter Associates, Inc.

Dr. Swan provided testimony regarding his evaluation of the reasonableness of
the embedded, class cost-of-service study filed by NEC, as the appropriate allocation of
the allowed jurisdictional revenue requirement among the customer classes based on
costs of service and other general rate design considerations, and his evaluation of the
proposed rate design. He noted that classification of most distribution plant and related
costs above the meter as demand-related, are appropriate.

Dr. Swan discussed three errors he observed with the Company’s Class Cost of
Service Study and provided the results of the Division’s study which corrects these
errors. The correction was to the allocation of line transformer costs and associated
O&M based on the number of customers. Dr. Swan noted that the Company’s allocation
of these costs cannot be proper because it makes no allowance for the different sizes of

customers in terms of their loads. He pointed out that the combined residential classes
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receive 94% of these costs if based on number of customers. He recommended that line
transformer costs and associated O&M be classified as demand-related and based on its
share of the average of primary and secondary non-coincident peak percentage sectors.

Dr. Swan’s second correction was to the $4.3 million of uncollectible costs that he
recommended should be allocated to all classes and viewed as a general cost of doing
business. He indicated that requiring all residential customers to pay for bad debt is
unfair to those that pay their bills on time. Lastly, he asserted that allocation of most of
the $5.4 million in customer service and information expenses on the number of
customers is incorrect and should be allocated on the basis of energy use at the meter.
Dr. Swan concluded that with his changes to the COS study, the residential rate of return
would increase from 1.29% or 57.8% of the jurisdictional average to 2.46% or 110.3% of
the jurisdictional average.

Dr. Swan commented that Mr. Gorman did not pay sufficient attention to rate
continuity or gradualism in his spread of the Company’s proposed total jurisdictional
revenue increase. He developed a proposed spread, the first step being to cap the
Lighting and Propulsion classes at twice the jurisdictional percentage increase or at
58.8%. He recommended that the approximate $2.05 million revenue shortfall resulting
from this be split up to all other classes on the basis of their revenues at equal rates of
return. He also suggested that the entire amount of the A-60 subsidy, $4,795,000 be
spread among all classes and not just solely allocated to the A-16 class.

Dr. Swan proposed an alternative spread of NGrid’s proposed total jurisdictional
increase based on his COS study that mitigates the impact of the $4 million in

transmission revenue shift by 50%, provides a more equitable spread of the cost of the A-
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60 subsidy among all customer classes, and accounts for all of the revenue changes. He
also proposed limiting the increase in the A-16 customer charge to between $1.00 and
$1.25 and limiting the increase to the C-06 customer charge to $2.00. He recommended
spreading out the increases imposed on the B-62/G-62 customers over three to five years.
Dr. Swan also proposed that all SOS Administrative Costs Factors be allocated on SOS
energy deliveries which would result in an equal SOS Administrative Cost Factor for all
customers.

G. Bruce A. Gay
President, Monticello Consulting Group, Limited

Mr. Gay provided testimony to discuss his assessment of NGrid’s management of
accounts receivable and to determine if it has contributed to the growth in net charge-offs
because the Company is asking the Commission to shift the risk of growth in this area
from the shareholders to the ratepayers through its proposed adjustment processes. Mr.
Gay disagreed with Mr. Wynter’s assertion that growth in uncollectibles is due to
commodity prices and economic factors. He performed a full review and analysis of
NGrid’s performance regarding charge-offs. Mr. Gay pointed out that the increase in
commodity prices are not the primary factor in the increase in uncollectibles. He stated
that in spite of the variation in commaodity prices during 2007 through 2009, average bills
for customers did not match the percentage increases or decreases in commaodity prices;
therefore, other factors must explain some of this variation. He indicated that he did not
believe that the increase in commodity prices caused a higher percentage of customers to

be unable to pay their bills. He noted that economic conditions may have some impact
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on charge-offs but those charge-offs were increasing prior to the downturn in the
economy.

Mr. Gay maintained that the primary factor driving charge-offs is NGrid’s
management of it delinquent portfolio and active accounts. He noted that past due
balances are allowed to grow to unmanageable amounts and conventional strategies for
collection are ineffective. He stated that the larger the balance, the more difficult for the
individual customer to manage and the harder it is for the Company to collect. Mr. Gay
pointed out that since the Company is offered significant regulatory freedom in its
collection of commercial and industrial accounts, it should be able to better manage its
accounts receivable and charge-off volumes on non-residential as opposed to residential
accounts. He pointed out that non-residential account charge-offs are up to about 35%
and the average time to shutoff a customer was approximately nine months. He noted
that if the Company shut the customer off sooner, it would have saved approximately
$1.5 million. He indicated that there are currently more than 8000 non-residential
customers with past due amounts of greater than 60 days. He noted that the average past
due balance is $3,173 and the total due was $25,650,420. He stressed that for these
accounts, the Company only disconnected 78 accounts with a total balance due of
$77,782. He maintained that the Company’s actual collection and disconnection activity
was overwhelmingly disproportionate to the size of the delinquent portfolio.

Mr. Gay also discussed standard residential charge-offs that were approximately
68% of charge-offs in 2008. He stated that many of the accounts could have been
terminated prior to the thirteen months past due that the Company waited before it

terminated service to 2,138 customers. He noted that the standard residential accounts

50



receivable average balance is $673. He indicated that the Company had threatened
disconnection on about 42% but actually disconnected less than 2% of the delinquent
customers. He pointed out that in August 2008, the Company started an outbound calling
program for customers with past due balances exceeding sixty days and increased
disconnection notices from 42% to 73%.

Regarding the protected residential charge-offs, Mr. Gay noted that in 2008,
approximately 10% of the charge-offs were from A-60 customers. He noted that many of
the accounts could have been terminated sooner but this group is protected from
disconnection during the moratorium period and they receive more lenient repayment
terms on delinquent balances. He pointed out that the average overdue account is
fourteen months overdue. He noted that in the month and a half after the moratorium, the
Company issued no outbound calls. He stated that it was not until August 2008 that the
Company increased monthly disconnection activity and that collection and disconnection
activity is overwhelmingly disproportionate to the size of the delinquent portfolio. Mr.
Gay suggested that the Company employ new collection treatment strategies such as
assessing security deposits or assessing late payment fees on standard residential
customers. He recommended a bad debt ratio for distribution and commodity related
service of 0.71%.

H. Richard S. Hahn
Principal Consultant, LaCapra Associates, Inc.

Mr. Hahn filed pre-filed testimony regarding the Company’s proposed Inspection
& Maintenance Program, the Vegetation Management Program, the Capital Plan, and the
Facilities Plan. He recommended that the Company’s proposals for a separate surcharge

for the 1&M Program and the Vegetation Management be rejected. He noted that both
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are very small relative to overall scale of operations and a separate cost recovery
mechanism for the 1&M Program is not necessary. He also recommended that the
Commission reject the CapEx pointing out that capital additions were 45% higher in
2008 than the previous three years. He stated the CapEx tracker was unnecessary since
the proposed 2009 and 2010 spending is in line with 2008 levels, the system appears
reliable, and the Company appears to be adequately investing to maintain reliability.

Mr. Hahn stated that the Commission should require the Company to include the
level of savings expected as a result of the facilities consolidation in the COS. He
expressed concern about the 1&M proposal because it lacked sufficient detail about the
inspection plan and how this proposed plan is different from what is currently done. He
stated that there was no detail about the types of inspections and whether they were visual
or something else. He indicated that the Company did not present any evidence that all
of the costs of the program are truly incremental. He found it hard to justify the $2
million as being a separate expense component when O&M costs are approximately $164
million.

Mr. Hahn noted that the 1&M program does not appear to be a new program and
appears to have begun in 2006. He stated that the amount spent does not appear to be the
kind of known and measurable change that is normally included as a pro forma
adjustment to the historic test year data. He emphasized that system reliability is good
and concluded that there is no adequate justification to increase spending on I&M.

Mr. Hahn also addressed the Company’s proposal for Vegetation Management,
and his comments were the same as they were for I&M. He found the incremental costs

to be small relative to overall operation and thus there was no need for a specific tracking
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cost recovery mechanism. He stated that the scope of plan is within the purview of
management, that the company does not need Commission approval to implement the
plan and that it appears that the Company has been conducting these activities all along.
He found no adequate justification to increase spending on these activities. He also
found the amount to be spent speculative and therefore, not known and measurable.

Mr. Hahn noted that other than the claim that some equipment is old, the
Company’s capital plan does not support its claim that the system needs huge investment.
He pointed out that spending projections for the next two years are the same as recent
years. Mr. Hahn stated that the depreciation study proposes to decrease the depreciation
rate from 3.53% to 3.35% which indicates that the distribution assets have a longer life
than previously determined. He maintained that this contradicts NGrid’s assertion that
there is a need for accelerated replacement. Mr. Hahn pointed out that according to
information presented by the company, reliability statistics have been improving since
2001. He found this to be further evidence that Company has been adequately investing
in the system and providing a high level of reliability. He noted that a summary report of
NGrid’s reliability performance showed a high level of reliability, that statistics for
SAIDI and SAIFI have continued to improve. Contrary to Company testimony, Mr.
Hahn argued that the feeder hardener program will be replaced by the new 1&M program
and that because the last oil-fused cutout has been replaced, there is no continuing need to
pursue this program.

Mr. Hahn noted that a review of FERC Form 1 shows that the NEC plant in
service is comparable if not higher than other similar utilities and has improved over

time. He stated that there was no proof that the spending levels justified implementation
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of a special cost recovery mechanism. Furthermore, if the 2008 spending level is
representative of what is required in the future, there is no need for a CapEx tracker in
decoupling mechanism. He also stated that there was no evidence that the Company
cannot fund necessary improvements to its delivery system without a separate
mechanism. He noted that since the Company plans to issue $512 million in new long
term debt to replace $156 million in existing short-term debt and to pay $356 million in
cash dividends to the parent company, then it can raise a significant amount of capital, if
needed. If a special mechanism is not approved, the Company can issue new debt and
equity and file another rate case. He also found that there were no expected savings
shown that the Facilities Plan will accomplish and recommended that the Commission
require the Company to include an amount of savings in the COS.

INTERVENOR’S DIRECT TESTIMONY

A. John Farley
Executive Director
The Energy Council of Rhode Island

John Farley provided testimony regarding the proposed amount of increase in
revenue requirements, the appropriateness of the Cost of Service Study with respect to
the current G-62 and B-62 rate classes, the reasonableness of the proposed new rate
designs for G-32 and B-32, the proposed transmission rate design, the other adjustment
factors, and the revenue decoupling proposal. He disagreed with NGrid’s revenue
requirements. He maintained that the increase in the revenue requirement of 30% is
excessive noting that the population has declined, the number of jobs has declined, and
Rhode Island has the fourth highest industrial price for electricity in the US. He noted

that these core indicators show that the 30% increase cannot be supported.
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Mr. Farley also disagreed with NGrid’s COS study. He noted that the COS
increases allocate distribution revenue of the B-62 and G-62 classes from $5.4 million to
$10 million. He pointed out that rate base allocated to the G-62 class increases from $14
million to $22 million even though MW sales have decreased about eight percent (8%)
and demand billing units have only increased by one percent (1%). He stated that the
Company has shifted costs from the Lighting and Propulsion class to the G-32 and G-62
classes resulting in the B-32, G-32, B-62 and G-62 classes absorbing more than $1
million from the Lighting and Propulsion classes. He stated that even though Mr.
Gorman treated the B-32, G-32, B-62 and G-62 classes separately for the COS Study, he
combined them for the purpose of revenue allocation resulting in huge increases for the
B-62 and G-62 classes.

Mr. Farley also disagreed with NGrid’s rate designs for the G-32 and B-32
classes. He noted that the newly proposed G-32 rate results in large increases to those
currently served in the G-62 class who have typical peak demands higher than 8.4 MW.
He pointed out that the new B-32 rate increases the demand charge placed on on-site
generation for current B-62 customers of 130% and that the bill impact on the current G-
62 customer using 500 hours per month with over 8.4 MW will be over a 58.7% increase.
He noted that the G-32 rate results in the size of the distribution rate growing as the
customer grows. He noted three reasons why the proposed G-32 rate is contrary to good
ratemaking: (1) the energy rate is not cost-based (2) it results in excessive rate impacts
to the current G-62 customers and (3) it discourages economic growth and development.
He stated that the energy charge hurts efficiency and economic growth. He

recommended that the Commission order the Company to redesign the proposed
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combined G-32 and G-62 rate so that those with loads of greater than 8 MW do not
experience more than one and a half times the average distribution rate increase for the
rest of the customers in combined classes and if this is not possible, then to leave the G-
62 rate separate without a per kwWh energy charge. He also proposed the elimination of
backup rates maintaining that they are an impediment to full development and the
procurement of cost effective distributed generation and combined heat and power.

Mr. Farley supported NGrid’s transmission rate design which proposes to allocate
these costs based on each rate class’s contribution to the Company’s monthly peak
instead of charging customers a transmission base charge which differs by class and
allocating a per kwWh charge to each class to adjust for over and under recoveries. He
disagreed with the other adjustment factors and stated that per kWh adjustments should
all be eliminated from the bill and be built into the distribution rate structures each year to
ensure that they are allocated to the rate class using COS allocators.

Finally, Mr. Farley opposed NGrid’s revenue decoupling proposal noting that it is
a permanent and automatic future year rate setting apparatus. He described it as more
unfair than the plan proposed by the Company in Docket No. 3943 and stated it would
weaken regulatory oversight. He identified a number of reasons that the proposal would
be detrimental to ratepayers including that NGrid will no longer have the burden to prove
that capital investments are prudent, used and useful but rather that ratepayers will have
to show that they are imprudent. He also noted that ratepayers will no longer reap the
benefits of good management because rates will be automatically reconciled. Further, he
stated that the plan is based on forecasted data so ratepayers will pay for projected future

costs now. He explained that automatic rate adjustments will result in rate increases
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without any required review of the actual expenses or actual earned returns on capital.
Finally, he indicated that the proposal transfers risk from the Company’s shareholders to
its ratepayers. Mr. Farley stated that if the Commission approves the plan, then it needs
to change the allocation method for reconciliation so that it is based on COS allocators
rather than on kWh consumption and that the amounts to be collected should be built in
the rate design for each class and not simply be collected using a per kWh rate
adjustment.

B. Mark Newton Lowry, Ph.D.
President, PEG Research LLC

Mr. Lowry’s testimony was in support of NGrid’s revenue decoupling proposal.
He noted that the true up approach to decoupling is the best practice because it
encourages the full range of measures that can promote clean energy. He noted that the
true up plan has two components: the RDM that makes a regularly scheduled sequence
of rate adjustments that cause a company’s actual revenues to track its approved revenue
requirement more closely and the RAM which adjusts the revenue requirement between
rate cases, generally on an annual basis. Mr. Lowry noted that decoupling alone cannot
induce utilities to be aggressive proponents of DSM and DG but that they also need
incentives to encourage them. He identified the additional benefits of decoupling, noting
that relief from the financial impact of declines in sales per customer will result.
Additionally, he stated that the automatic compensation for fluctuations and secular
declines in system use can increase the efficiency of regulation, that the frequency of rate
cases can be reduced, that regulatory cost can be reduced and that cost savings can be

used to improve other areas.
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Mr. Lowry maintained that full decoupling occurs when revenue tracks the
revenue requirement closely and is not permitted to deviate due to volume fluctuations
caused by weather or other specific sources. He discussed other jurisdictions that use
decoupling. He pointed out that utilities operating under revenue decoupling are often
leaders in rate design through the implementation of inverted block rates. He stressed
that utilities that do not have decoupling plans have incentives to resist changes
promoting energy efficiency. He noted that decoupling will remove the utility’s
disincentive to promote energy efficiency, minimization of peak system use and
customer-sited DG. He identified a decline in volumes per customer as a likely problem
for NGrid and recommended that the Commission adopt the Company’s decoupling
proposal.

C. Ali Al-Jabir

Energy Advisor and Consultant Specializing in Public Utility Requlation
Brubaker & Associates, Inc.

Ali Al-Jabir provided testimony on behalf of the Navy regarding the Company’s
class cost of service study (“CCOSS”) and proposed revenue distribution. Mr. Al-Jabir
stated that the Company’s CCOSS classified the investment in distribution line costs in
Accounts 364-367 as entirely demand-related which is inconsistent with cost causation
and generally accepted cost allocation methodologies. He suggested that the Commission
require a study of this. Mr. Al-Jabir stated that economic development costs should be
allocated to all customer classes instead of just the commercial and industrial customers.
He proposed, should the Commission reject this recommendation, that it order any

reductions to the revenue requirement be allocated to the C&I Large Demand class and if
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the reductions were more than necessary to bring the C&I Large Demand class to its cost
of service, then the excess be given to all rate classes.

Mr. Al-Jabir stated that if a class produces a rate of return above the system
average, then that class is paying part of the costs attributable to other classes who
produce below-system average rates of return. He stated that if a class produces a rate of
return below the system average, then the revenue provided by this class is insufficient to
cover the costs attributable to it. He identified the CCOSS as important because it is used
to assign cost responsibilities to various customer classes. Mr. Al-Jabir indicated that he
supports the principle that cost-causation should guide the allocation of costs to the
customer classes. He noted that other things like simplicity, gradualism, economic
development and ease of administration may also be taken into consideration.

Like Mr. Gorman, Mr. Al-Jabir identified the three steps in a CCOSS. He noted
that when rates are based on cost of service, customers receive accurate price signals
against which to make their consumption decisions which will affect their decision to use
electricity efficiently. He disagreed with the Company’s CCOSS with regard to the
proposed classification and allocation of certain components of distribution costs,
specifically costs associated with investments in Plant Accounts 364-368. He believes
that those costs should be allocated on a customer count and demand basis. He also
disagreed with the Company’s proposal to allocate all of the economic development costs
to Commercial and Industrial customers and objected to the proposed revenue subsidy for
the Lighting and Propulsion classes because the entire burden of this subsidy would fall

on the C&I Large Demand class.
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Mr. Al-Jabir pointed out that a number of other states classify and allocate a
portion of distribution line costs on a customer basis and recommended that this be
adopted by the Commission because it is consistent with cost-causation principles. He
noted that NGrid did not perform a Minimum Distribution System study because they
claim that they are not routinely performed in Rhode Island. Mr. Al-Jabir believes that
the economic development programs benefit all classes by reducing the escalation of
electricity rates for all, so the costs of the program should be borne by all. He noted that
the relative rate of return for the classes equals 100, so if the revenue collected from the
class is less than the COS, then the class relative rate of return index is below 100 and if
revenue collected from the class is greater than the COS, then the relative rate of return
index is greater than 100.

Mr. Al-Jabir noted that it is not appropriate to assign an entire subsidy to one rate
class. He recommended that the Commission seek to maximize the movement of all
customer classes to the COS. He stated that if the Commission accepts NGrid’s proposal
to moderate the rate increase for the Lighting and Propulsion classes, it is inappropriate to
assign this subsidy only to the C&I Large Demand class. Should the Commission assign
this subsidy only to the C&I Large Demand class, then any revenue reductions should be
assigned to the C&I Large Demand class, and if the reduction is more than is needed to
bring the C&I Large Demand class to COS, then the excess should be distributed among
all customer classes.

D. Shanna Cleveland
Staff Attorney, The Conservation Law Foundation

Ms. Cleveland testified in support of the Company’s decoupling proposal. She

noted that revenue erosion created by successfully implemented energy efficiency
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programs creates a disincentive for utilities to invest in energy efficiency and demand
resources. She stated that decoupling is advantageous for two reasons: it ensures that the
utility’s financial incentives are aligned with the public interest and with helping
customers use energy more efficiently and it ensures that utilities have timely cost
recovery for monies expended on advancing efficiency. She pointed out that even though
decoupling is a necessary condition for energy efficiency, it is not sufficient for achieving
efficiency. She maintained that while decoupling has no impact on customers’ incentive
to conserve, it is intended to affect the incentives of the utility.

She indicated that the law requires a utility to promote energy efficiency and
reduce consumer consumption and that this is in conflict with the utility’s fiduciary duty
to its shareholders to maximize profits by increasing consumption. Ms. Cleveland noted
that decoupling will cause both the commodity portion and the distribution portion of a
customer’s bill to be reduced. She stated that every customer who uses less electricity
will pay a lower amount if decoupling is implemented. She believes that even though
NGrid did not respond to a data request asking for the magnitude of rate impacts of other
utilities, such data is available.

Ms. Cleveland stated that decoupling is important for the environment because it
is a way to achieve reductions in greenhouse gas emissions and slow climate change. She
pointed out that decoupling is also important for legal reasons and consistent with Rhode
Island’s public policy. She cautioned that denying the Company’s decoupling proposal
may jeopardize stimulus funding because the American Resource Recovery Act

(“ARRA”) requires that the state actually implement decoupling. She also supported the
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Wiley Center’s request that the A-60 class be exempt from decoupling. Finally, she
disputed the prior criticisms of NGrid’s decoupling plan.

NATIONAL GRID’S REBUTTAL TESTIMONY

NGrid provided rebuttal testimony from the following individuals.

A. John Pettigrew

Mr. Pettigrew filed rebuttal testimony and addressed five specific issues. He
disputed Mr. Effron’s recommendation to eliminate $1,363,000 of cost associated with
union employees noting that NGrid had contracted with the union in order to institute the
five year ramp up of capital work in Rhode Island. He stated that this work could not be
done without the additional employees. He disagreed with Mr. Effron’s and Mr. Hahn’s
recommendation to eliminate the test year adjustments relating to the proposed 1&M
program of approximately $2.1 million pointing out that he had explained the program in
detail and had shown that the costs are incremental. Additionally, he justified the
incremental amount and the proposed reconciling mechanism to recover amounts in
excess of $4.7 million by noting the substantial benefit to ratepayers in terms of the high
level of reliability that will result by managing the system’s assets proactively.

Mr. Pettigrew also disagreed with Mr. Hahn’s recommendation to eliminate the
$1,985,000 adjustment to vegetation management. This amount accounts for the
substantial and permanent change to the vegetation management program that includes
two enhancements to the program: a formal hazard tree mitigation program and a contract
strategy method. In disagreeing with Mr. Effron’s and Mr. Hahn’s recommendation to
reduce ratebase by $20,222,000, Mr. Pettigrew noted that almost fifty percent (50%) of

the assets are over forty (40) years old and more than fifty percent (50%) of poles are

62



older than thirty (30) years. He indicated that the 1&M program is designed to identify
what needs to be replaced based on the technical asset life. He also cautioned that if the
Company does not start replacing assets now, there will be a large number that are so
aged that the volume to be replaced in the future will be insurmountable or extremely
expensive to do all at once and will result in reliability problems. Mr. Pettigrew warned
that current levels of reliability cannot be maintained without additional capital
investment.

Finally, Mr. Pettigrew provided testimony regarding the amounts charged to the
Company by the Service Company through Account 583, used to record costs of updating
data in the GIS system which he claimed are recurring, and Account 588, used to record
costs associated with the Transformation Program which he claimed will inure to the
benefit of customers in future rate cases.

B. Rudolph Wynter

Mr. Wynter provided rebuttal testimony to dispute Mr. Gay’s testimony that
commodity prices do not contribute to the increased level of uncollectible write-offs and
noted that the external factors of which Mr. Gay spoke were in addition to rising
commodity prices. He disputed Mr. Gay’s charts as not being proof that commodity
costs have little correlation to net write-offs. He again noted that the winter moratorium
continues to contribute to the arrears that accumulate during the winter months for
NGrid’s customers. Mr. Wynter made a number of points to address Mr. Gay’s assertion
that test year write-offs would have been dramatically less had the Company accelerated
its disconnection activities on its delinquent accounts since 2007, including the fact that

since 2004 disconnection activities have doubled and that outbound calls and field
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collection activities have increased. He pointed out that the Division’s proposed rate of
0.71% would not allow for consideration of customer-specific circumstances and that
absent the Company’s significant efforts to ramp-up collection activities, the
uncollectible ratio would have been higher.

C. Susan F. Tierney, Ph.D

Dr. Tierney filed rebuttal testimony to address the comments made by Mr. Oliver
and the intervenors. She disagreed with Mr. Oliver that decoupling is not necessary for a
state like Rhode Island to achieve its broader energy efficiency goals reiterating her prior
testimony and referring to the testimonies of Ms. Cleveland and Mr. Lowry. She stated
that Mr. Oliver’s testimony fails to recognize the barriers to implementation of cost
effective energy efficiency and NGrid’s unique relationship with its customers that can be
leveraged to overcome these barriers. She pointed out that ratemaking policies are
designed to better align financial incentives of the utility with the economic interests of
its customers. She noted that regardless of the source of the energy efficiency action,
traditional ratemaking reductions in energy use adversely affects the utility’s financial
interests by lowering its distribution revenues.

Dr. Tierney noted that the other forms of revenue decoupling currently included
in rates are not sufficient incentives for the Company to pursue all cost-effective energy
efficiency because at least seventy percent (70%) of revenues come from per kWh or per
kW charges that would be reduced with the implementation of energy efficiency
measures. She disputed Mr. Oliver’s assertion that revenues from demand charges
remove a utility’s disincentive to promote energy efficiency noting that increased energy

efficiency could result in lower demand-related revenues. She pointed out that once rates
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are set by the Commission, the incentive to increase sales is the same regardless of
whether the rates reflect anticipated reduction in sales from energy efficiency. Dr.
Tierney also disagreed with Mr. Oliver’s conclusion that revenue decoupling would
reduce incentives for energy efficiency because it would distort customer perceptions of
the relationship between energy usage and monthly billed charges for electric service by
noting that any offsetting effect on rates would be inconsequential and would not distort
customers’ incentives to undertake energy efficiency.

Dr. Tierney asserted that Mr. Oliver did not consider the significant financial
savings that would result to customers that reduced their energy commodity costs which
makes up the largest component of their monthly bill. Dr. Tierney admitted that the
Company’s revenue decoupling proposal goes beyond traditional revenue decoupling
mechanisms, which she noted would not be well matched with the Company’s current
operating, market and financial circumstances. She noted that considerations such as the
financial climate and the Company’s aging infrastructure require a more dynamic
ratemaking mechanism to allow the revenue requirement to adjust more actively to
changing conditions in order to avoid frequent rate case filings necessary to avoid
continuously falling behind in efforts to recover costs and an allowed rate of return. Dr.
Tierney stated that Mr. Oliver fails to appreciate the circumstances of the Company that
form the basis for the RDR Plan.

Dr. Tierney also addressed the testimony of Mr. Farley, disagreeing with his
suggestion that the RDR Plan is inconsistent with the requirements of the 2006 law. She
notes that the law gives the Commission the discretion to order a rate making adjustment

clause. She also disagreed with Mr. Farley’s assertion that the proposed RDR Plan
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amounts to an automatic rate case that circumvents the role of the Commission by
pointing out that the RDR Plan is designed to ensure that NGrid collects no more or less
than its approved revenue requirements. She again stressed why the adjustments to the
RDR Plan are necessary and that they would require Commission approval. She
reiterated that the additional ratemaking elements of the RDR Plan will allow for more
timely recovery of the Company’s expenses and investment, and would reduce regulatory
lag. Dr. Tierney agreed with Mr. Oliver’s assertion that the Company’s filing does not
include any analysis of rate impact that would result if the Commission approved its RDR
Plan. She cited a study authored by Pamela Lesh for the Regulatory Assistance Project
(“Lesh Report™) to support her assertion that the decoupling adjustments would be small
or even miniscule.

In disagreeing with Mr. Farley’s assertion that the RDR Plan would adjust rates in
a way that predetermines a beneficial outcome for NGrid, Dr. Tierney noted that the
proposal is designed to address factors that would prevent the Company from recovering
its cost of providing service resulting from regulatory lag and the increase in investment
costs. She also disputed the allegation that the RDR Plan shifts the risks from
shareholders to ratepayers and stated that the RDR Plan introduces a greater sharing of
the risks associated with variations in customer loads, and described the elimination of
the variations as a form of insurance for customers. She described the risk to customers
as paying higher than allowed revenue requirements that could result should the
Company spend less than what is embedded in rates, higher than normal economic

activity or abnormal weather.
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Dr. Tierney disagreed with Mr. Oliver’s assertion that the RDR Plan would
provide the Company and its shareholders with greater assurances of revenue collections
and earnings regardless of performance by pointing out that the Company would still face
risk due to factors such as cost of capital, actual operating and maintenance costs and
regulatory lag. She indicated that even with the inflationary and net CapEx adjustments,
regulatory lag would not be eliminated nor would there be a guarantee that the net CapEx
adjustments would be sufficient to offset actual operations and maintenance costs
increases. Dr. Tierney again stressed that Commission approval is still necessary prior to
the recovery of any net CapEx adjustment.

Dr. Tierney indicated that the Company’s proposal would allow for a benefit to
customers because it would allow for the flow back of money to customers if the
Company made prudent capital investments that were less than the amount embedded in
rates. She defended her proposed offset to inflation as a heavily informed multistep
empirical analysis based on her experience and judgment as opposed to Mr. Oliver’s
description of it as speculative and inappropriate. She disputed the allegation that the
documentation of methods and calculations needed to perform the adjustments was not
sufficiently detailed noting that she clearly described these calculations in her direct
testimony, and such detail was also provided in the schedules attached to the testimonies
of Mr. O’Brien and Mr. Gorman.

Dr. Tierney noted that she had reviewed the revenue decoupling and other
ratemaking elements of the proxy group relied on by Mr. Moul and noted that the
combined ratemaking approaches of these companies were similar if not exactly the same

adjustments that complement revenue decoupling in NGrid’s proposed RDR Plan.
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Finally, with the exception of Mr. Oliver’s recommendation that the net CapEx filings
include sufficient information to support Commission findings regarding whether the
capital addition is prudent, used and useful, Dr. Tierney recommended that the
Commission reject all these recommendations.

D. Paul R. Moul

Mr. Moul filed rebuttal testimony to address a number of arguments made by Mr.
Kahal. He noted that a sufficient return on equity is important because it signals the
level of regulatory support for regulated utilities. In order to attract and retain capital,
Mr. Moul pointed out that the rate of return on common equity must be greater than the
10.1% proposed by Mr. Kahal. He challenged Mr. Kahal’s proxy group selections as
being unreasonable because the groups are not composed of similarly situated electric
companies with revenue decoupling in place. Also, he noted that there were issues with
the Division’s DCF and CAPM analyses and that the Division did not sufficiently
account for RP and CE analyses.

Mr. Moul also addressed Mr. Kahal’s recommendation of 47.5% common equity
by arguing that the gas group ratio is off because short-term debt levels have to be
normalized to eliminate the impact of winter gas purchasing. He argued that the electric
group ratio was off because that group contained an outlier, Northeast Utilities which has
38.1% common equity. Finally, Mr. Moul pointed out that the Division’s equity ratio
includes too much debt so that the proposed range of 45 to 50% should be calculated as

50 to 55% with the Company’s proposed 50% at the lower end.
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E. William F. Dowd

Mr. Dowd provided rebuttal testimony to address Mr. Effron’s recommendations
on variable pay and union labor commitments. He disputed Mr. Effron’s
recommendation to eliminate $1,204,000 in variable pay adjustment arguing that it is an
integral component of an employee’s total compensation. He cautioned that without
variable pay, NGrid will not be comparable with others in its field and will not be able to
attract and retain qualified employees. He described this as a customer benefit, because it
improves financial health of the Company and has a direct effect on cost of equity and
debt. He also disputed Mr. Effron’s recommendation to eliminate the union labor
commitment costs. He noted that the $1,363,000 is necessary because these employees
are needed to perform the work on the distribution system as described by Mr. Pettigrew.
This work also needs independent contractors because it takes approximately 4-5 years to
train and develop a new employee to be fully qualified to work independently.

F. Robert L. O’Brien

Mr. O’Brien provided rebuttal testimony and adjusted the revenue deficiency
amount to $63,586,000 as compared to the originally filed amount. He made a number of
adjustments to reflect corrections including $20,000 to other revenue, merger related
CTA by approximately $400,000, rent expense by $45,987, municipal tax expense by
$879,000 and depreciation expense by $9,150. He reduced the rate year average plant to
1,232,477,804, increased accumulated depreciation by $65,940 and reduced ADIT by
$21,272.

Mr. O’Brien disputed the Division’s recommendation for a five year recovery

period for rate case expense indicating that it may result in overlapping recovery if

69



another rate case is filed prior to the end of the five-year amortization. He noted that
annual contributions to the storm fund are needed to avoid the negative impacts of large
storms pointing out that the storm fund is intended to provide for restoration and recovery
of service for customer damage caused by large storms and suspension of the fund will
defeat the purpose of the fund. With regard to storm damage expense, he corrected his
test year expense to $4,410,401 because of amounts that should have been deferred. He
noted that his resulting test year expense was more in line with the costs from 2005
through 2007, which ranged from $2.9 million to $4.1 million.

Mr. O’Brien disagreed with the Division’s recommendation to eliminate $2.5
million from the injury and damage expense and use a three year average and noted that
an item is not “non-recurring” simply because it involves a reserve amount. He agreed
with the recovery of transmission-related uncollectible expense with Commission
approval to recover transmission-related uncollectible expense through transmission
rates. He requested the Commission allow the Company time to implement procedures
consistent with the Commission’s decision should the Commission require earlier
disconnection of delinquent customers. Further, if the Commission agrees with the
Division’s recommendation on the uncollectible ratio, he noted that the Company would
have to make adjustments taking into account dollars recovered after shutoff, loss of
revenue associated with terminated customers and the cost of disconnections.

Regarding merger synergies and CTA, Mr. O’Brien indicated that the Division’s
recommendation is to reduce the cost of service by $1,176,000 relating to the reduction to
CTA allowed through rates. He noted that CTA are incurred on a one-time basis at the

outset of a consolidation effort, but produce enduring savings for an entire period. He
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pointed out that 54% of the total CTA was incurred in years one and two and 46%
incurred in years three through ten. He stated that 12% of merger savings was realized in
years one and two and the remaining 88% is realized in years three through ten. He
stated that the Company is proposing to start a ten year amortization in 2008 to coincide
with the period for merger savings; therefore, the Company would have absorbed two
years of amortization at $2.1 million per year. He said that NGrid should not be subject
to synergy savings proof in the eight year period commencing in 2010 because the
Company has included synergy savings in rates to the benefit of customers although not
expected until 2011. He asserted that the Division’s calculations for accumulated
depreciation were not correct. As for cash working capital, Mr. O’Brien alleged that the
Division did not provide adequate justification for its recommendations and that the
Company’s calculations were appropriate and correct.

G. Howard S. Gorman

Mr. Gorman provided rebuttal testimony to address five issues discussed by Dr.
Swan. First Mr. Gorman addressed the line transformer costs which he originally
recommended be based on number of customers. In his rebuttal testimony, Mr. Gorman
recommended that the Commission give equal weight to his allocator and to Dr. Swan’s
allocator given that these costs are based on the non-coincident peak using the average of
the relative class non-coincident peak at primary voltage and the secondary voltages. Mr.
Gorman disputed Dr. Swan’s recommendation that uncollectible accounts expense be
assigned to all rate classes for both delivery and commodity. He noted that this expense
is a direct assignment which is preferable to an allocation. Regarding the allocation of

customer service and information costs among the rate classes, Mr. Gorman indicated
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that the Company allocation should be based on the number of customer bills because
this more accurately reflects cost causation than Dr. Swan’s proposal to allocate these
costs based on energy use at the meter.

Mr. Gorman also discussed revenue allocation stating that commodity costs
should be included when considering the total revenue change for each class. He noted
that by using the total revenue change basis to evaluate rate design impacts, the
Company’s proposed increases for all classes except Lighting are modest and reasonably
close to the average increase. For Lighting and Propulsion, the Commission should
accept the Company’s proposal because capping those impacts will cause costs to shift to
other classes. Finally, he noted that the discount received by Rate A-60 customers should
be recovered from all customers, not just Rate A-16 customers, consistent with the
Division’s recommendation.

H. Julie M. Cannell

Ms. Cannell filed rebuttal testimony to address investor evaluation and
perception. She noted that investors provide capital to construct, maintain and replace
infrastructure. Ms. Cannell indicated that the terms on which the Company is able to
obtain capital has a direct and measurable impact on customers and the amount they pay
for distribution service. She stated that the lower the credit rating of a company, the
higher their costs of capital. Rates that are too low will adversely affect both the
Company and its customers because this will result in an adverse effect on the cost of
capital. Ms. Cannell pointed out that because of deregulation, construction cycle,
regulatory uncertainty among other factors, the risk of investing in electric utilities is

increasing. She noted that the current financial crisis is affecting investor evaluations and
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that the market is heavily populated by institutional investors who own large blocks of
shares and have the ability to react quickly to bad news.

Ms. Cannell stressed that having an investment-grade credit rating is important
because the higher the credit rating, the less it costs to borrow. She noted that ratings
agencies evaluate the “predictability and supportiveness of regulatory framework” and
the “ability to recover costs and earn returns.” Ms. Cannell stated that Moody’s and S&P
have a generally favorable view of the Rhode Island regulatory environment and that
Moody’s voiced expectations that NGrid’s U.S. subsidiaries will see improved earned
returns as a result of rate proceedings. She further noted that consistency of regulatory
decisions is important.

Ms. Cannell also testified that in thirty-five case decisions over the past year, only
six ROE allowances were as low or equal to 10.1 percent nationwide since the onset of
the financial crisis. She pointed out that the 8.75% ROE set by the Connecticut
Department of Public Utility Control caused a stock decline of 37% representing an
example of investor disappointment; whereas an ROE of 11.25% for Tampa Electric
resulted in stock price increasing by 35% in the two weeks between the staff
recommendation and the commission order. She concluded by indicating that the 11.60%
proposed by the Company is fair and reasonable.

THE DIVISION’S SURREBUTTAL TESTIMONY

The Division filed the surrebuttal testimony of the following individuals.

A. Bruce R. Oliver

Mr. Oliver provided surrebuttal testimony in response to Dr. Tierney’s rebuttal

testimony. He noted that the inequity in the treatment of customers across rate classes
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represents a major shortcoming of the RDR Plan. He stated that all of the factors that
NGrid lists as contributing to the need for annual revenue requirement adjustments are
the same as what they have faced in the past and do not warrant a major restructuring of
regulatory practices. Mr. Oliver described the revenue decoupling proposal as an attempt
to implement a form of alternative regulation that limits the Commission’s ability to
examine the Company’s costs, some of which can be offset by decreases in other
elements of its costs. He pointed out that weather fluctuations and changes in economic
conditions have greater impacts on variations in annual sales than energy efficiency
programs.

Mr. Oliver asserted that NGrid’s sales forecast does not project a decline in sales
and the slow down of growth is more related to the economy than to energy efficiency
programs. He pointed out that the Company did not address tightened consumer budgets,
reduced business profitability and limits on access to credit as having an effect on
customers’ ability to engage in further energy efficiency. He noted that a fundamental
characteristic to electric service that the Company doesn’t pay much attention to is the
affordability of service. He advised that NGrid should prioritize expenditures and trim its
budgets like its customers are doing. He stressed that from a ratepayer perspective,
revenue decoupling is not superior to traditional ratemaking.

B. David J. Effron

Mr. Effron provided surrebuttal testimony to address the Company’s response to
his direct testimony. He noted that his adjustment to the incentive compensation should
pay for itself. He pointed out that the increase in union staffing should result in a

reduction in outside contractor expense. Mr. Effron recommended that rate case expense
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be amortized over a five year period noting that there has not been a distribution rate case
since the mid 1990s. He supported his recommendation that transmission related
uncollectibles be eliminated from the pro forma rate year expense because they are not
distribution costs of service.

Mr. Effron supported his recommendation to eliminate the storm fund expense by
noting that the total storm charges over the course of twenty-seven years has only been
$17.8 million. He pointed out that the storm damage expense should be normalized over
a period of greater than three years. He indicated that if the Company was able to show
that the $2.5 million of injury and damages expense was a recurring event, it would be
acceptable to him. He noted that even with the elimination of the expense related to the
Constellation FCM dispute, outside legal expenses are greater than in 2007 exclusive of
payments to the firm that represented NGrid in the Constellation matter.

Mr. Effron indicated that he still believes that his proposal to reduce the annual
amortization of CTA by $1,176,000 is appropriate. He maintained that he continues to
support his direct testimony regarding rate year plant in service. He modified CWC to
reflect the actual pattern of the municipal tax payment applicable to electric operations
based on the calendar year and the actual customer payment lag for electric operations.
After his further modifications, Mr. Effron proposed a new revenue requirement increase
of 11.93% for a COS of $258,688,000.

C. Matthew I. Kahal

Mr. Kahal filed surrebuttal testimony to address the arguments made by Mr.
Moul’s and Ms. Cannell’s rebuttal testimony. He noted that Ms. Cannell’s testimony was

limited to discussing investor attitudes and general risk trends. He indicated that she
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presented no analysis demonstrating that his proposed 10.1% return on equity was
insufficient for NEC to meet its financial or utility obligations or to obtain access to
capital markets on reasonable terms.

Mr. Kahal was critical of Mr. Moul’s failure to update his recommendation in
light of the fact that financial markets have improved significantly and the cost of capital
has declined since his testimony was filed in the spring of 2009. Mr. Kahal noted that
due to the declining trend in corporate long-term debt costs, he updated his original
recommendation from 6.1% to 5.6% for the cost of long-term debt resulting in a
reduction to the rate of return from 7.78% to 7.54%. He indicated that it is his belief that
utilities can issue new debt below 5.6% and this is shown by a couple of other company’s
recent issuances, particularly Niagara Mohawk Power that issued $750 million of ten
year notes at a yield of 5%.

Mr. Kahal asserted that Mr. Moul presented no evidence that the Company will
actually use the 50% common equity ratio during the rate year. He stated that the
average equity ratio in both of his proxy groups was below 50% and the average for the
authorized common equity for each NGrid utility company decided over the past ten
years was 46.1% which is below his recommended 47.5%. Mr. Kahal noted that even
with the adjustments made by Mr. Moul, his DCF results are unaltered. Mr. Kahal also
addressed the leverage adjustment Mr. Moul made to his DCF calculation. He stated that
the adjustment is not in any way part of the cost of equity. It is included as additional
investor compensation because under standard regulation, book value capital structure

and not market value capital structure is used for ratemaking. He noted that no
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adjustment is needed unless a risk increment for NEC relative to the proxy group can be
convincingly demonstrated, and NEC is not risky.

Mr. Kahal also addressed Mr. Moul’s CAPM analysis noting particularly that he
did not provide persuasive evidence that a size adjustment was necessary. He pointed out
that there was no evidence that size is a factor in determining a company’s cost of equity
and that NEC is not small as it is wholly owned by NGrid. Additionally, he pointed out
that Mr. Moul failed to update his calculations.

D. Lee Smith

Ms. Smith filed surrebuttal testimony to address her recommendations with regard
to Accounts 583 and 588. She noted that the cost increases in those two accounts are
dramatic as compared to prior years with no evidence that the underlying expenditures
were designed to result in benefits to ratepayers or even that the 2008 expenditures are
reflective of rate year expenditures. She reiterated her recommendation that $2.3 million
be removed from Account 583 — GIS Survey because there was no evidence that this
expense is recurring and that $0.8 million be removed from Account 588 -
Transformation Expense because no documentation was produced to track its benefits.

E. Dale E. Swan, Ph.D

Dr. Swan provided surrebuttal testimony to address Mr. Gorman’s rebuttal
testimony and Mr. Al-Jabir’s testimony. Dr. Swan disagreed with Mr. Al-Jabir’s
recommendation that a minimum system study be conducted in the next rate case as a
basis for classifying a portion of upstream distribution costs as customer related. He
agreed with Mr. Al-Jabir that it is inappropriate to allocate to the C&I Large Demand

class all of the revenue shortfall that results from capping the Lighting and Propulsion
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classes at twice the jurisdictional average increases and believes it would be more
appropriate to allocate this shortfall among all the uncapped classes on the basis of class
revenues at equal rates of return. Dr. Swan did not agree with Mr. Al-Jabir, however,
that all disallowed revenues requested by the Company be allocated to this class until
they are placed at their cost of service.

Regarding the Allocation of Transformer Costs, Dr. Swan noted that he remains
unconvinced that Mr. Gorman’s transformer study does anything but allocate
transformers on the basis of the number of customers and does not account for the
different sizes of customers that use the transformer. He recommended that the
Commission allocate all of these costs based on the average of the percentage class
responsibilities for non-coincident peaks at primary and secondary voltages. He
maintained that there is no direct relationship between the number of customers and the
costs of transformers or their maintenance and so the number of customers should not be
used to allocate these costs. Dr. Swan reiterated his direct testimony that uncollectible
expense should be viewed as a cost of doing business and allocated to all classes on the
basis of SOS energy deliveries. He noted that the argument that competitive suppliers
will be at a disadvantage if these costs are spread out to all customer classes is not a valid
argument because there is little interest on the part of competitive suppliers to service
residential loads and NEC has no option of whether to provide SOS to qualifying
residential customers.

Dr. Swan again noted that the allocation of customer service and information
costs should be allocated on energy use at the meter and not on number of customers. He

also recommended that increases to customer charges occur over a period of time and not
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all at once. He suggested that the Commission consider the proposed reduction in
transmission charges when looking at the Large Customer increases, because there the
increases will not be that substantial. Finally, Dr. Swan disagreed that back-up rates
should be eliminated because that will result in a subsidy to self-generators that will have
to be picked up by other retail customers.

G. Bruce A. Gay

Mr. Gay filed surrebuttal testimony to address Mr. Wynter’s rebuttal testimony.
He noted that many factors besides high commodity prices, such as bad debt, weather,
usage and conservation, cause customers not to pay their bills. He stated that the data
supports his assertion that charge-off balances for customers did not move in lockstep
with changes in commaodity prices. Mr. Gay asserted that the Company’s charge-offs
were increasing years before the current economic downturn and have increased every
year since 2004. He pointed out that even when unemployment rates were flat from 2003
to 2007, the charge-offs still increased. He stated that the Company should have
implemented a debt mitigation strategy prior to 2008.

He again noted that the Company’s collection and disconnection efforts did not
keep pace with the aging delinquency and past due balances, especially on non-
residential and standard residential customers. He noted other debt mitigation strategies
that he had mentioned in his direct testimony. He stressed that only a small fraction of
accounts were disconnected. Mr. Gay pointed out that since most of the Company’s
charge-offs originate on accounts that close voluntarily, it is incumbent on the Company
to assure that past due balances are minimized so that when customers close accounts

,dollars at risk are minimized. He asserted that the Company has allowed customers to
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stay on Step 1 of the payment plans and has repeatedly rolled their delinquent balances
into new payment plan. He again recommended that the Company be allowed a bad debt
ratio for distribution and commodity related service of 0.71%.

H. Richard S. Hahn

Mr. Hahn’s surrebuttal testimony recommended that the proposal for a separate
surcharge for the 1&M Program and Vegetation Management Program be rejected. He
reiterated that both programs are small relative to the overall scale of operations. He
noted that the Company does not need a separate cost recovery mechanism. He again
recommended that the Commission reject the proposal for a CapEx tracker noting that
capital additions were 45% higher in 2008 than in the previous three years. He stated that
since the system is reliable and the Company appears to be adequately investing to
maintain it, there is no need for a CapEx tracker.

Mr. Hahn questioned the Company’s need to inspect utility poles that are less than
thirty years old which accounts for 57% of the pole asset base. He noted that a more
targeted 1&M program based on asset age would be more cost effective. Mr. Hahn stated
that the Company did not offer any evidence to suggest that it cannot perform adequate
inspections of assets or justification for the proposed increase in spending on I&M
activities. He pointed out that the increase to the vegetation management program is not
a known and measurable change because the amount spent each year is discretionary. He
noted that the Company can control and has historically controlled the amount spent on
vegetation management. He stated that the amount should not be used for a pro forma

adjustment to historic test year costs because it is not known and measurable.

80



Mr. Hahn expressed uncertainty that the additional significant increase in capital
spending is warranted. He noted that the Company wants to include $20.2 million in
forecasted capital additions as an adjustment to test year costs. He stated that he was
unsure that all of these additions were necessary. He reiterated his direct testimony that
the planned capital budgets of $60 million and $76 million are well below what the
unadjusted test year data supports. He stated that if $20 million is included as a test year
adjustment, it will increase to $88 million per year and total capital additions would
increase to $120 million. He recommended that the Commission reject the claim that a
large increase in capital spending is driving the need for an adjustment to test year costs
and a CapEx tracking cost recovery mechanism because the Company has not proposed
an increase in capital spending over the 2008 test year levels.

INTERVENOR’S SURREBUTTAL TESTIMONY

A. John Farley

Mr. Farley provided surrebuttal testimony to respond to the testimonies of Mr.
Effron, Dr. Swan, Mr. Oliver, Mr. Al-Jabir, Mr. Gorman and Dr. Tierney. He addressed
six issues. With regard to the revenue requirements, Mr. Farley noted that TEC-RI
disagrees with NGrid and agrees with the position taken by the Division. He noted in
particular that Mr. Effron’s findings and adjustments were well-reasoned and well-
supported by his testimony and exhibits. Additionally, he concluded that Mr. Effron’s
revenue requirement calculations were more consistent with what Rhode Islanders could
afford during these difficult economic times.

Regarding the cost of service study, Mr. Farley agreed with the Navy on its

recommendation that the Commission require the Company to conduct a minimum
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system study, that the economic development costs be allocated to all classes on the basis
of delivery service revenues and that it is not reasonable to place the burdens of revenue
subsidies completely on the C&I Large Demand class. He agreed with the Company’s
allocation of uncollectible accounts-delivery directly to the classes where those bad debts
originated. = He agreed with Dr. Swan’s recommendation that the costs of the A-60
subsidy should be shared by all customer classes, noting it was consistent with the TEC-
R1I’s position regarding the economic development proposal.

Mr. Farley strongly disagreed with the Division’s recommendation to shift
approximately $2 million of revenue responsibility in the distribution revenue allocation
from the residential class to the C&I Large Demand class. With regard to the increases
proposed for the existing G-62 and B-62 rate classes, Mr. Farley noted that increases
should be phased in and should consider the principles of gradualism and mitigation of
large increases. He agreed with the Company’s proposal regarding the allocation of SOS
bad debt costs noting that this expense should be directly assigned to the classes that
incur those debts. He asserted that the Division’s recommendations shift costs from the
residential class to the business class in almost every change suggested.

Regarding the proposed rate designs for the G-62 and B-62 classes, the
transmission rate design and the other adjustment factors, Mr. Farley noted that the
Company did not oppose any of TEC-RI’s recommendations. Finally, Mr. Farley
maintained that TEC-RI opposed the Company’s revenue decoupling plan and supports
the findings and recommendations of Mr. Oliver. He reiterated the two points made in
his direct examination that the plan weakens regulatory oversight and hurts ratepayers.

He pointed out that regulatory oversight cannot be measured by the frequency of filings.
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He also noted that while the number of filings will increase, this does not equate to an
increase in that quality of the review undertaken. Mr. Farley again discussed the
Company’s specific proposal and maintained that NGrid has requested a number of cost
trackers recently. Citing a paper published by the National Regulatory Research Institute
(“NRRI”), Mr. Farley maintained that cost trackers provide benefits to the utility but
usually cost ratepayers more money.

Mr. Farley addressed Dr. Tierney’s assertion that he does not understand the
Company’s revenue decoupling proposal by noting that the plan is extremely complicated
and sending mixed signals to customers with regard to the impact of revenue decoupling.
He also pointed out that nowhere does Dr. Tierney state that energy efficiency prevents
NGrid from receiving revenue growth from increased kWh sales.

B. Shanna Cleveland

Ms. Cleveland filed surrebuttal testimony to respond to Mr. Farley’s, Mr. Oliver’s
and Dr. Tierney’s testimonies. She stated that Mr. Farley’s suggestion that decoupling
only results in rate increases is wrong. She noted that it can result in rates going down if
there are increases in electricity use. She emphasized that Mr. Farley did not present any
evidence to support his assertion that decoupling would cause rates to increase and cited
“Rate Impacts and Key Design Elements of Gas and Electric Utility Decoupling: A
Comprehensive Review” by Pamela Lesh (“the Lesh Report”) to support her claim that
decoupling also results in decreases to ratepayers. She alleged that Mr. Farley’s
assertions are based on speculation while Ms. Lesh’s statements are based on actual
historical studies. Ms. Cleveland noted that she is aware that regardless of what the

Commission approves for NGrid’s ROE, the role and function of the annual true-ups
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proposed by the Company will bring that ROE in line with what has been approved by
the Commission.

Ms. Cleveland responded to Mr. Oliver’s testimony noting three ways to
implement partial revenue decoupling noting that the Company’s proposal is a proposal
for complete decoupling, not partial decoupling, that goes significantly beyond what Mr.
Oliver discussed. Additionally, she noted that the instant proposal addresses the concerns
and criticisms of the decoupling proposal that was made by NGrid and rejected by the
Commission in Docket No. 3943. She also disputed Mr. Oliver’s implication that there is
a suggestion that the Commission be compelled by the decisions in other jurisdictions to
adopt decoupling.

Ms. Cleveland repeated her prior testimony that annual adjustments of more than
one or two percent will be highly unlikely. In supporting the Division’s alternative
recommendation of a ten percent (10%) cap on the annual adjustment, she noted that the
Commission would have the authority to examine the causes or increases that approached
the ten percent (10%) cap. In responding to Dr. Tierney’s testimony, Ms. Cleveland
again reiterated her claim that under decoupling every ratepayer who reduces
consumption will experience a decrease in the commodity charge and in the distribution
charge. She distinguished between rates and bills noting that reductions in consumption
will cause a decrease in bills. Finally, she cited a California study that she asserted
supports Dr. Tierney’s opinion that to the extent that risk is implicated, revenue
decoupling would reduce risks for both the Company and its ratepayers as opposed to

shifting it from to the utility to customers.
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HEARING
Over the course of the months of November and December, the Commission
conducted duly noticed evidentiary hearings to further investigate the numerous issues
raised in this Docket. The following appearances were entered:

FOR NGRID: Thomas R. Teehan, Esg.
Robert Keegan, Esq., Keegan & Werlin
Cheryl M. Kimball, Esq., Keegan & Werlin

FOR THE DIVISION: Leo Wold, Esq.
Assistant Attorney General

FOR THE ATTORNEY GENERAL.:Ladawn S. Toon, Esq.
Special Assistant Attorney General

FOR THE NAVY: Audrey Van Dyke, Esq.
FOR TEC-RI: Michael R. McElroy, Esq.
Schacht & McElroy
FOR ENE: Jeremy McDiarmid, Esq.
FOR EERMC: R. Daniel Prentiss, Esq.
Prentiss Law Firm
FOR THE WILEY CENTER: Jean Rosiello, Esq.
MacFadyen, Gescheidt & O’Brien
FOR CLF: Jerry Elmer, Esq.
FOR THE COMMISSION: Patricia S. Lucarelli, Esq.

Chief of Legal Services
At the hearing, the parties were given the opportunity to cross-examine the
witnesses presented. The considerable testimony is contained in the transcripts. Because
of the Company’s failure to completely respond to outstanding data requests until

February 9, 2010, the record did not close until that date.
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DECISION

On February 9, 2010, the Commission held an open meeting to decide the matter.
The Commission was faced with a number of extremely difficult decisions on the issues
presented in this case. In deciding on the issues and the utility’s request for additional
revenues, the Commission is required to balance the interests of the utility and its
ratepayers to ensure that the rates allowed are just and reasonable. Narragansett Electric
v. Harsh, 117 R.I. 395, 368 A.2d 1194 (1977) citing FPC v. Hope Natural Gas Co., 320
U.S. 591, 602-3, 64 S.Ct. 281, 287-288, 88 L.Ed. 333, 344-345 (1944). In balancing
those interests, the Commission reviewed hundreds of documents, pages of testimony,
data responses and transcripts and listened to multiple days of oral testimony. The
deliberative process of the three Commissioners was exhaustive and comprehensive. The
outcome reflects the decision of the majority of the Commissioners. References to the
Commission throughout the Decision Section shall mean the majority. All issues to
which Chairman Germani concurred may be found in the February 9, 2010 transcript of
the Open Meeting and the issues to which he dissented will be found in a dissenting
opinion that will be filed subsequent to his review of this document.

I. RATE OF RETURN

A. Return on Equity

The Rhode Island Supreme Court has stated that “the proper rate of return ‘is a
matter of judgment, not an immutable number.”” Blackstone Valley Electric Company,

Docket No. 1605, Order No. 10695 (issued May 12, 1982) citing Providence Gas v.

Burman, 376 A.2d 687 (R.l. 1977). A public utility is not entitled to earn a return that

may be earned by a highly profitable enterprise; however, the return should be sufficient
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to permit the utility to maintain financial integrity, attract necessary capital and fairly
compensate investors for the risks they have assumed while at the same time providing
appropriate protection to the relevant public interests, both existing and foreseeable.

Bristol County Water Company, Docket No. 1502, Order No. 10355 (issued January 15,

1981)(citation omitted). The Company’s original filing proposed a return on equity of
11.6%. The Division filed testimony supporting a return on equity of 10.1%. Both
parties presented extensive testimony in support of their positions and challenged the
positions of each other. Even though Mr. Moul acknowledged that he was aware that the
Commission has expressed a preference for the DCF>, the Company’s 11.6% proposal
was based on a review and averaging of the calculations of the DCF, CAPM and the Risk
Premium methodologies for a proxy group of seven electric and combined electric and
gas utilities. The Division’s recommendation of 10.1% was based on an evaluation of
two proxy groups, one consisting of electric utilities and one consisting of gas utilities
using the DCF method and then confirming the results by evaluating a calculation of the
CAPM.

While recognizing the difficulty in finding a group of companies that are exactly
alike or very closely similar to NEC, the Commission found both the Company’s and the
Division’s proxy groups to be different from NEC. The most glaring discrepancy was
that the Company’s proxy group was composed of only utilities that had some form of
revenue decoupling, something that NEC does not have. Both parties, the Company and
the Division, were highly critical of the other’s choice of a proxy group. The

Commission finds validity with both the Division’s and the Company’s criticisms of the

> Transcript of Hearing, November 12, 2009 Testimony of Paul R. Moul p.56.
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other’s group noting, however, that the Division provided a group more similar in nature
to NEC.

Again, Mr. Moul’s proxy group contained only companies that have some form of
revenue decoupling. During the hearing, when asked why he only chose companies that
had revenue decoupling as being comparable to NEC, he responded that the risk
implications associated with decoupling need to be addressed by the Commission in
setting the ROE.® He stated that whatever the risk implications associated with
decoupling, those would already be reflected in the analysis of the ROE.” When
questioned further about his group having nothing in common with NEC if the
Commission chooses not to accept the revenue decoupling proposal, Mr. Moul merely
stated that he responded in a data response that the cost of equity should increase by 30
basis points if the Commission denies the revenue decoupling proposal.® Mr. Moul did
not provide another group with characteristics similar to NEC to support this
recommended increase of 30 basis points and when pressed, responded that NGrid was
confident in obtaining Commission approval of its revenue decoupling proposal.® Why
he chose 30 basis points when he identified a range of 10 to 30 was unclear to the
Commission. ™

In addition to choosing companies with revenue decoupling, Mr. Moul included
companies with nuclear generation. He stated that he did not eliminate these companies

because to do so would make his proxy group small which made him nervous. He further

®1d. at p. 31.

"1d. at pp. 31-32.

®1d. at p. 32.

° This confidence was also reflected in the direct pre-filed testimony of Timothy Stout whose stated in that
testimony that NGrid proposed its three year Energy Efficiency Plan anticipating the approval of revenue
decoupling.

91d. at 70-71.
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supported the inclusion on the basis that nuclear generation is regulated.** Mr. Moul
stopped short of accepting Mr. Kahal’s group when questioned about whether this group
would be more appropriate should the Commission decide not to approve the decoupling

proposal.*?

Disappointingly, even after this questioning, Mr. Moul never provided the
Commission with satisfactory evidence to support using his proxy group or with another
group that would support his assertion that absent decoupling, the 11.6% ROE would be
too low.

In addition, Mr. Moul failed to update any of the figures used in his calculations
which were done in the spring of 2009 even in light of the changes in the financial
markets. He acknowledged that updating these figures would have resulted in his return

on equity decreasing.™

Mr. Moul testified that he was unaware of a utility’s bond rating
being upgraded solely because it implemented revenue decoupling. He admitted that
NGrid plc’s A- bond rating was a positive indication relative to the financial state of the
Company.** Further evidence of how Mr. Moul’s figures were not representative of the
current financial markets can be found in his recommendation for a cost of long-term

debt which he recommended be set at 6.79% and which the Company ultimately issued

for a combined weighted average 5.29%. "

1 Transcript of Hearing, November 12, 2009, Testimony of Paul R. Moul pp. 44-45.

21d. at p. 34.

B31d. at pp. 40-42.

“1d. at p. 76.

> 0On April 16, 2010, NGrid filed a letter with the Commission regarding its long-term debt rate. In that
letter, NGrid noted that on March 22, 2010, the Company concluded its $550 million long-term debt
issuance and calculated the combined weighted average effective debt rate from the $550 million debt
issuance to be 5.298%. Additionally, per the Company’s original request, NGrid proposed to issue $512
million of long-term debt with a projected nominal interest rate of 6.70% (effective rate 6.79%). The
annual debt service of this issuance was projected to be $34.7 million (Schedule NG-PRM-1, p. 1). The
Commission ruled that the appropriate long term interest rate should reflect the actual cost of the debt
issuance. Ultimately, the company issued $550 million of new long term debt with a weighted average
effective rate of 5.3% equating to an annual debt service cost of $29.4 million. Thus, even though the
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Even though Mr. Moul acknowledged that the Commission has historically
expressed a preference for the DCF method for setting an authorized rate of return, he
chose to propose a rate based on an average of the DCF, the RP and the CAPM. This is
in contravention of the Commission’s long standing policy. See e.g., In re Valley Gas

Co. & Bristol & Warren Gas Co., Docket No. 2276, Order No. 14834 (where the

Commission stated its preference for the DCF methodology). Mr. Moul’s failure to
provide current figures and calculations to the Commission and similarly situated
companies to comprise an acceptable proxy group, coupled with his unnatural confidence
and anticipation of the approval of the revenue decoupling proposal, extinguished his
credibility in the eyes of the majority of the Commissioners. The Commission finds
NGrid witness, Paul R. Moul, not credible in his presentation of information especially
regarding capital structure and return on equity, because he failed to provide the
Commission with an appropriate and acceptable proxy group of companies that were
similar to Narragansett Electric and used only companies that had some form of revenue
decoupling and because he failed to provide the Commission with updated data reflecting
the current financial climate upon which to make its decision. Because of this finding
that Mr. Moul did not provide credible information to the Commission, the majority gives
no weight to his testimony.

The Commission believes that using Mr. Kahal’s proxy groups to calculate an
appropriate ROE is more realistic and representative of an adequate return for NGrid as
the companies comprising this group are more similar to NEC. The Commission,

however, does not believe that Mr. Kahal’s recommendation of a 10.1% ROE was

Company issued more debt than originally proposed, the annual cost of debt service decreased by more
than $5.3 million.
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reasonable in light of the Division’s response to the Commission’s First Data Request.
When asked to recalculate the ROE using the methodology approved by the Commission

in previous dockets, specifically Docket No. 2038, Order No. 14048, Docket No. 2276,

Order No. 14834 and Docket No. 2286, Order No. 14859, Mr. Kahal’s average of the

midpoints for his electric and gas proxy groups using a six-month average ending August
30, 2009 and a six-month average yield and “spot” dividend yield ending August 30,
2009, produced a ROE of 9.8%. Specifically, Mr. Kahal’s calculations resulted in ROEs
with midpoints of 9.5%, 9.6%, 10.0% and 10.1%. It is also worthy to note that the
average of Mr. Kahal’s electric proxy groups as reflected in the response to the
Commission’s data request produced a ROE of 9.55%, a result that arguably is justifiable
on a stand-alone basis given the nature and comparability of the underlying electric
operations.

These calculations are consistent with the methodology approved by the
Commission in the Dockets set forth above. Additionally, the Commission acted well
within its purview to request the recalculation in response to cross examination of
testimony previously provided by Mr. Kahal and to rely on these results even though they
differed from his recommendation. Valley Gas v. Burke, 446 A.2d 1024 (R.l. 1982).
Furthermore, these ROE outcomes are not out of the range of other National Grid USA
Utility Subsidiaries as provided by the Company. Specifically, Keyspan Energy
Delivery-New York and KeySpan Energy Delivery — Long Island have an authorized
ROE of 9.8% set in January 2008, Energy North Natural Gas has an authorized ROE of
9.54% set in August 2008, Granite State Electric has an authorized ROE of 9.67% set in

July 2007 and National Grid Generation LLC has an authorized ROE of 9.50% set in
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January 2004. The Commission finds the average of 9.8% which reflects the average
results produced by both the gas and electric proxy groups, to be fair and reasonable, and
fully supported by the evidence, and such that return should be more than adequate for
the Company to attract necessary capital.

B. Capital Structure

NGrid proposed a capital structure of 50% common equity with an actual cost rate
of 11.6%, 44.80% long-term debt with an actual cost rate of 6.79%, 5.00% short-term
debt with an actual cost rate of 2.50% and 0.19% preferred stock with an actual cost rate
of 4.50%. By the end of the hearing and in light of the approval by the Division of
Company’s application for authority to issue long term debt in Docket No. D-09-49, the
Company’s request was for 50.05% common equity at 11.6%, 44.78% long term debt at
the actual cost rate after the issuance, 4.98% short term debt at 2.50% and 0.19%
preferred stock at 4.50%. The Division proposed 47.50% common equity at 10.1%,
47.33% long term debt at 6.1% which was modified when Mr. Kahal updated his figures
to 5.60% or the actual cost after debt issuance, 4.98% short term debt at a cost rate of
1.60% and 0.19% preferred stock at a 4.50% cost rate. It is obvious that the disagreement
between the Division and the Company lies with the amount of equity and long term
debt.

The Commission will utilize the capital structure of a utility in setting rates unless
that capital structure is not reasonable for rate setting purposes. In the instant case, the
capital structure of NEC is over-reliant on equity with 85.57% being equity and 14.4%
being debt. The overreliance on equity deviates from sound utility and rate setting

practices.

92



When the Commission is faced with an inappropriate capital structure from which
to set rates, it may either rely on the capital structure of the parent, in this case NGrid
plc, or a proxy group. In Re: New England Gas Company’s Distribution Adjustment

Clause, Docket No. 3459, Order No. 17524 (issued August 1, 2003); Public Service

Commission of State of New York v. FERC, 813 F.2d 448 (1987). Both Mr. Moul and
Mr. Kahal resorted to the use of proxy groups to establish their recommendations,
presumably in response to the Commission’s decision in Docket 3943 to rely on the
Company’s proposed capital structure in that case, thereby reflecting an average of the
equity percentages among the companies contained in NGrid’s proxy group.® The
primary basis for the Commission’s decision in Docket 3943 was its rejection of the
Division’s position, which sought to impute NGrid plc’s capital structure to its subsidiary
utility in Rhode Island — again, the Narragansett Electric Company. However, due to the
inability of the Division to present evidence in Docket 3943 concerning the appropriate
adjustments that “should have been made to recognize the different treatment of
regulatory assets in the UK,”!" the Commission rejected the Division’s recommendation
to utilize NGrid plc’s capital structure for ratemaking purposes.

Turning to the present case, the fact that the Commission has used a hypothetical
capital structure or accepted the Company’s recommendation in the past is irrelevant and
not binding in the instant matter. Michaelson, supra. Furthermore, the Commission’s
finding in Docket 3943 was not at all intended to signal a retreat from the longstanding

policy of utilizing the actual capital structure at the holding company level when the

1 Mr. Moul was the Company’s rate of return witness in Docket 3943.
' Docket 3943, Order No. 19563 (issued January 29, 2009) at 16.
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subsidiary utility’s capital structure is either non-existent® or otherwise deemed not
reasonable for rate setting purposes. In fact, one of the more recent determinations
concerning this very issue led the Commission to impute the holding company capital
structure when interpreting a settlement agreement pertaining to the parent’s subsidiary
operations in Rhode Island. In Re: New England Gas Company’s Distribution

Adjustment Clause, Docket No. 3459, Order No. 17524 (issued August 1, 2003) at p.

100.

While there are other considerations that must be taken into account, such as the
comparability of business risks as between the parent and subsidiary operations, as
discussed later in the body of this order, the general ratemaking practice of relying on a
parent capital structure does not, contrary to suggestions of NGrid, represent a departure
from normal utility ratemaking practices historically used in this jurisdiction, other
states, or even the Federal Energy Regulatory Commission (“FERC”). In fact, a FERC
policy established in Re Arkansas Louisiana Gas Co. (1985) 31 FERC { 61,318, 67
PURA4th 387, Opinion No. 235 (Arkla) is to use an actual capital structure rather than a
hypothetical capital structure. The State of Missouri also followed this practice and was
affirmed in State of Missouri Office of the Public Counsel v. Public Service Commission
of the State, after the Court found it appropriate to use Southern Union’s capital structure
for Missouri Gas Energy (“MGE”), an operating division of Southern Union that did not
have its own discernable capital structure. As the Court noted, “MGE is Southern Union;
it is bound by the decisions of Southern Union’s management, and potential investors

desiring to invest in MGE must do so by investing in Southern Union.” State of Missouri

8 This was, in fact, the actual case with Docket 3459, where Southern Union’s Rhode Island gas

operations (d/b/a New England Gas Company) were not contained in a distinct corporate entity, but rather
operated as a “division” of Southern Union’s national operations with shared balance sheets.
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Office of the Public Counsel v. Public Service Commission of the State, 293 S.W.3d 63,
83 (Mo.App. 2009). Based on the evidence concerning corporate governance in the
instant proceeding, these principles are highly relevant to the capital structure
determinations the Commission must make in this case. Any investor that seeks to invest
in NEC, must do so by acquiring stock in NGrid plc.*

As occurred during the proceeding in Docket 3943, the same question about the
propriety of using NGrid plc’s capital structure arose in the instant case, except that the
issue surfaced after the parties filed their respective recommendations in the form of
prefiled testimony. Significantly, as reflected in Commission Record Request 44%° and in
the subsequent response by the Company as reproduced in its entirety below, the
propriety of using NGrid plc’s capital structure for ratemaking purposes was indeed a live
issue in the case:

Request:

What is the capital structure of National Grid plc, with all adjustments
made to account for cash assets, RAV, etc.? What percentage of the
National Grid plc operations are unregulated?

Response:

National Grid plc’s capital structure as of March 31, 2009,
determined in_accordance with US GAAP_and adjusted for cash
assets and RAV is comprised of approximately 38 percent equity and
62 percent debt. Only five percent of National Grid plc’s operations
are regulated. (emphasis supplied).?

What is surprising to the Commission is that the introduction of this significant

piece of evidence, which was the critical “missing link” in Docket 3943, should go

19 Transcript of Hearing. November 12, 2009, Testimony of Julie M. Cannell at p. 220.

% The additional information on NGrid plc’s capital structure was requested in Commission Data Request
15-5.

? Response was prepared by or under the direction of Andrew E. Dinkel 111 and dated November 12, 2009.
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unnoticed or ignored by the parties through the remainder of the case. This Commission
is statutorily bound to ensure that rates are just and reasonable, and that any approved rate
increases are otherwise necessary for the utility to obtain reasonable compensation for
services rendered to the public. R.I. Gen. Laws 88 39-3-11 and 39-3-12. The importance
of establishing the right level of common equity for ratemaking purposes was highlighted
during the testimony. Given the significant disparity in the cost of debt versus the cost of
common equity, and compounded with the impact of collecting from ratepayers the
federal income taxes associated with every dollar of equity, the real cost rate of common
equity to ratepayers is closer to 20 percent.?? This rate is markedly greater than the 5.3%
debt rate that NEC just obtained for its recent long term debt issuance.?® In this context,
arriving at the appropriate capital structure is one of the most critical issues that the
Commission must decide in setting rates. If the common equity is set too high,
substantial ratepayer dollars will flow to the parent that are beyond the level necessary to
maintain credit worthiness of the Company.?*

Contrary to the Commission’s statutory and public interest obligations, NGrid
argues that the Commission must ignore the evidence contained in Record Response 44
because none of the parties had incorporated such evidence into their respective
positions. Such argument is squarely contradicted by the plenary authority conferred on
the Commission by virtue of Title 39 of the Rhode Island General Laws, but moreover, is
antithetical to the public interest which this Commission is duty bound to protect.

Furthermore, such an argument ignores the Rhode Island Supreme Court’s holdings that

%2 Transcript of Hearing, November 12, 2009, Testimony of Paul R. Moul,. at p. 15.

% See April 16, 2010 correspondence of Thomas R. Teehan,Esq. informing the Commission that the
Company had successfully concluded its planned $550 million debt issuance and was able to obtain a
weighted average interest rate of 5.298 percent, which was lower than what the Company and Division had
stipulated to during the rate case (5.6 percent).

24 Transcript of Hearing, November 12, 2009, Testimony of Paul R. Moul, at p. 16.
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the Commission is not bound to rely solely on the recommendations of the witnesses in
the case. Wakefield Water v. Public Utilities Commission, 457 A.2d 251 (R.1. 1983). In
Wakefield Water, the Court stated that “the company contend[ed] that there was no
evidence to support the method used by the commission as none of the experts
recommended its use. Although we agree with both the company’s statement of the law
and its account of the testimony presented in the instant case today. The commission can
devise a method of calculation not recommended by the experts provided that the
evidence of record affords the commission some basis upon which they can in fact reach
their conclusion.” Wakefield Water, 457 A.2d at 253. As cogently articulated by the
United States Court of Appeals for the Second Circuit, although in reference to the
Federal Power Commission,® the Commission’s execution of its duties “does not permit
it to act as an umpire blandly calling balls and strikes for adversaries appearing before it;
the right of the public must receive active and affirmative protection at the hands of the
Commission.” Scenic Hudson Preservation Conference v. FPC, 354 F.2d 608, 620 (2"
Cir. 1965) (emphasis supplied). In the instant proceeding, the interests of the ratepaying
public at large sanction the Commission’s departure from the static positions of the
parties in this case in order that important evidence be analyzed and incorporated into the
findings of the Commission, if deemed necessary and appropriate by the Commission.
For the reasons that follow, the Commission deems it to be necessary to once again
depart from the stated positions of the Division and the Company in order to protect the

public against unreasonable and unjust rates.

% The Federal Power Commission was the predecessor to the Federal Energy Regulatory Commission,
which today regulates interstate transactions in the natural gas and electric industries.
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Having established that NGrid plc’s “capital structure as of March 31, 2009,
determined in accordance with US GAAP, and adjusted for cash assets and RAV is
comprised of approximately 38% common equity and 62% debt...[with] [o]nly five

percent of...operations ...unregulated,”%

the next step must be to examine the
comparability of NGrid plc’s operations to those of its Rhode Island subsidiary, namely
NEC. The relative business risks of the two entities, determined primarily by the nature
of the underlying operations, must be reasonably similar. Public Service Commission of
the State of New York v. Federal Energy Regulatory Commission, 813 F.2d 448, 460
(D.C. Cir. 1987). While NGrid plc contains approximately 95 percent regulated
operations, NEC is 100% regulated. Thus, the Commission finds that there is a high
degree of comparability between the parent and NEC’s utility operations in Rhode Island.
The risk profile of NGrid plc and NEC are also comparable, as reflected in the current
bond ratings of the two entities.?’

Based on the evidence, the Commission can reach a number of findings. First, the
capital being supplied in the form of common equity to support NEC’s regulated
operations in Rhode Island is supported by the common equity issued by the parent,
NGrid plc. The risk profile of NEC, given its 100 percent regulated operations, is slightly
lower than the risk profile of NGrid plc, as reflected by the current bond ratings of the
two entities. If the Commission adopts either the Company’s or the Division’s
recommendation for setting the level of common equity, it would likely result in excess

ratepayer dollars flowing to NEC, and ultimately to NGrid plc. James C. Bonbright,

Principles of Public Utility Rates 309 (2" ed. 1988). Based upon the foregoing findings

%6 Response to Commission Record Request 44.
" Exhibit NGrid-63, attachment to Div-31-11. In fact, NGrid plc’s bond rating is slightly lower than NEC
but still very favorable in the view of bond rating agencies.
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and evidence in the record, the Commission concludes that it is appropriate to impute the
capital structure of NGrid plc to NEC for ratemaking purposes.

On a separate but related item, it is worth noting that Mr. Kahal’s recommended
capital structure was considerably higher in terms of overall costs to ratepayers than the
available alternative of the parent company. His recommendation was obviously driven
by his selection of the companies contained in his proxy group. That those companies all
contain higher equity percentages than NGrid plc is not surprising since many of those
companies contain substantially higher percentages of unregulated operations, thus
necessitating higher equity percentages for purposes of maintaining credit worthiness.
The record demonstrates that many diversified holding companies in the United States,
which are predominant in the proxy groups of witnesses in this case, have higher degrees
of risk whether due to unregulated power assets,?® regulated generation,?® ownership in
nuclear generation,®® unregulated gas marketing,> energy management and gas
storage, pipeline construction, and containerized shipping.® In the simplest of terms,
unregulated operations are viewed by investors and investor analysts generally as more
risky than stand alone monopoly utility operations, such as NEC.** Thus, it bears
repeating that use of Mr. Kahal’s recommended capital structure, would provide
incremental — but unjustified — revenues to the Company given the overall degree of
unregulated operations in the companies comprising his proxy group. For the same

reason, and as admitted by Mr. Kahal, the Division’s 10.1 percent ROE estimate may be

%8 Transcript of Hearing, November 12, 2009, Testimony of Paul R. Moul, 11/12/09, at p. 23.
2 |d. at p. 22.
®|d. at p. 23.
*! Division Response to Commission Data Request 4-2.
32
Id.
%1d.
% Statement of Division witness Kahal, see Division Response to Commission Data Request 4-2.
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135 and

deemed by the Commission to be a “conservatively high recommendation,
constitutes further support for the slightly lower 9.8 percent ROE determination reached
by the Commission.

Strictly applying all of the principles and findings discussed above would
arguably provide the Commission with latitude to utilize NGrid plc’s capital structure,
which contains 38 percent common equity.®*® However, in light of Mr. Kahal’s overall
credibility in this case, the Commission will still afford some weight to his capital
structure recommendation, and will select the midpoint between NGrid plc’s common
equity percentage (38 percent) and Mr. Kahal’s recommendation of 47.5 percent. That
midpoint computes to 42.75 percent and will ensure that the Company can execute its
long term debt issuance as well as maintain its current, favorable bond ratings.>” The
Commission finds this result to be appropriate based on the evidence in the record, and
further, that it strikes a reasonable balance between the interests of ratepayers and
shareholders. Pioneer Natural Resources USA, Inc. v. Public Utility Commission of
Texas, 2009 WL 5149916 (Tex.App.Austin)(where the court held that the commission
was not required to select the position of a party but was permitted to balance competing

interests that were supported by evidence in the record). Accordingly, the Commission

authorizes the Company to collect sufficient revenues in rates to support and maintain a

% Division Response to Commission Data Request 4-2.

% To be fair, one could argue that something lower than 38 percent would be appropriate for NEC, since
NGrid plc’s unregulated operations indisputably drive up the composite risk of the parent, and in parallel
fashion, drag down the parent’s bond rating. In other words, but for the existence of unregulated operations
at the NGrid plc level, the parent’s common equity percentage might be lower, and in turn could translate
into a lower percentage of equity for the subsidiary operations of NEC.

%7 Subsequent to the Commission’s decision, the Company’s compliance filing criticized many aspects of
the Commission’s decision in this case and in one instance warned that the rate decision would delay the
issuance of a long term debt instrument. As stated above, the Commission was informed by letter dated
April 16, 2010, that the debt issuance was concluded on March 22, 2010.
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capital structure of 42.75% equity, 52.08% long term debt, 4.98% short term debt and
0.19% preferred stock.®
Regarding the costs of debt, the Commission finds the Division’s
recommendations to be reflective of the most updated and accurate information and
accepts these recommendations for determining the cost of long term debt consistent with
the approach agreed upon by NGrid and the Division. Finally, the Commission finds the
Division’s recommendations for the cost of preferred stock and short term debt to be the
most updated and accurate and therefore, accepts these recommendations for determining
the costs of short term debt at 1.60% and preferred stock at 4.50%.
Il. REVENUE REQUIREMENTS
A. Operating and Maintenance Expense

1. Incentive Compensation

NGrid proposed increasing the test year by approximately $2.4 million for
incentive compensation for NEC and service company employees. The Division
recommended reducing this amount by half, arguing that at least half was based on the
Company’s attainment of financial goals and, therefore, not appropriate to be recovered
from ratepayers. In evaluating whether the $2.4 million adjustment was just and

reasonable, the Commission considered whether the costs would provide a benefit to the

* The Commission is cognizant that as a general ratemaking principle, the common equity ratio does bear
some relation with the appropriate cost of equity. When asked specifically whether the use of the NGrid
plc’s capital structure would affect his recommendation, Mr. Kahal responded that it would not
significantly affect his conclusions. Division’s Response to Commission’s Third Set of Data Requests 3-2.
In acknowledging that there is some impact by virtue of the Commission’s downward adjustment of the
Company’s percentage of common equity, the Commission’s actions neutralize any such concern by 1)
selecting of the midpoint between NGrid plc’s actual percentage of common equity and Mr. Kahal’s
recommended 47.5%; and 2) taking into account Mr. Kahal’s conservatively high recommendation due to
the greater influence of unregulated operations for the Companies contained in his proxy group. See
Response to Commission Data Request 3-2.  The Commission believes in light of the foregoing, the
ultimate result is not only appropriate but safely falls within the zone of reasonableness.
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ratepayers. The nexus that must be established is that the attainment of financial goals is
for the benefit of ratepayers. See e.g., Commonwealth Edison Company v. lllinois
Commerce Commission, et al., 2009 WL 3048420 Ill.App. 2 Dist. (where the Court
disallowed fifty percent of the incentive pay plan finding it only provided a tangential
benefit to ratepayers). Where the costs are tied exclusively to shareholder return and do
not provide a benefit to ratepayers, they are unreasonable. US Communication , Inc. v.
Public Service Comm’n of Utah, 901 P.2d 270, 276 (Utah 1995), See also Entergy
Arkansas Inc. v. Arkansas Public Service Comm’n, 289 S.W.3d 513, 525 (Ark. Ct. Ap.
2008).

Mr. Effron testified that the attainment of financial goals is a shareholder oriented
goal and that the shareholders are the primary beneficiaries of increases to earnings and
as such should bear the costs of the incentive compensation related to earnings.** He also
testified at the evidentiary hearing that to the extent that the attainment of financial goals
benefit shareholders, they are not proper for inclusion in the revenue requirement. To the
extent that what is being incentivized is a goal to improve earnings, it is not a benefit to
ratepayers.”’ Mr. Dowd, NGrid’s witness, disputed Mr. Effron’s recommendation and
testified that NGrid’s financial measures are used for the determination of payouts and
are related to the financial performance of NGrid plc not NEC.** He described how some
employees get paid for their job in two pieces, one piece of which is dependent on

whether NGrid meets its financial goals.”> Mr. Dowd stated that 40-50% of the incentive

% Exhibit Div-1 at 6.

“® Transcript of Hearing, November 5, 2009, Testimony of David J. Effron at pp.200-201.
*11d., Testimony of William F. Dowd at p.90.

“21d. at 129-130.
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pay is linked to individual objectives like service quality measures, but the remaining
portion is directly related to the Company’s financial performance.*

The Commission has previously held that ratepayers are responsible for that
portion of executive compensation that directly benefits them and that shareholders are
responsible for that portion that benefits them. Providence Gas, Docket No. 2286, Order
No. 14859. The Rhode Island Supreme Court also upheld a Commission decision
disallowing a Supplemental Executive Retirement Plan and finding that the Company’s
attempt to reward executive talent for employment not dedicated to ratepayers does not
benefit ratepayers. Providence Gas v. Malachowski, 656 A.2d 949, 952 (R.I. 1995).

In this case, the Commission is not persuaded that the $2.4 million cost associated
with incentive compensation is wholly for the benefit of ratepayers. The Commission
believes Mr. Effron’s testimony that benefits tied directly to the Company’s financial
performance are not benefits directly benefiting ratepayers and finds the Division’s
position to be meritorious. Additionally, the Commission cannot justify increasing rates
in order that NGrid attain higher profits and higher stock prices or shareholder value.
The Commission finds Mr. Dowd’s testimony unpersuasive in establishing any link
between the Company’s attainment of financial goals and ratepayer benefits. Because the
Company was unable to satisfy the Commission that the 50% of the $2.4 million that was
directly tied to the Company’s attainment of its financial goals will benefit ratepayers,
$1.2 million of the Company’s proposed adjustment to incentive compensation will be
denied. If the Company believes that this compensation is necessary, such amount
should be borne by shareholders who are the primary beneficiaries of NGrid’s attainment

of its financial goals. By voting against one half of the proposed adjustment to incentive

* Exhibit NGrid-7 at pp.8-9.
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compensation, the Commission is not assuring disfavorable action toward incentive
compensation. The Commission is simply not passing the cost through in rates. Nothing,
herein, would prohibit the Company from using shareholder funds to provide incentive
compensation to employees whose performance leads to the attainment of such financial
goals which benefit shareholders. The law requires that the rates be just and reasonable
and the Commission finds that the portion of the rate that is tied to the Company’s
attainment of financial goals is not just and reasonable. While the record in Docket No.
3943 may have supported the majority’s decision to allow for incentive compensation,
the evidence presented to this Commission in this docket is not satisfactory to allow for
ratepayers to fund that portion of incentive compensation that was not proven to directly
benefit ratepayers. Furthermore, the Supreme Court has held that “[e]ven assuming that
the commission has in fact altered its position on [an] issue...[it] is not bound by either a
factual determination reached or a method utilized in an earlier docket.” Michaelson v.
New England Tel. & Tel., 404 A.2d 799 (R.l. 1979)

2. Union Labor Contract

NGrid proposed a pro forma change of $1,362,802 to include wage costs through
the rate year for new hires required under its union contract. The Division recommended
eliminating this adjustment from the cost of service. Mr. Dowd testified that in
negotiating the labor contract, the union sought to increase its number of employees in
three rosters and to limit the use of outside contractors. Mr. Dowd also testified that in
reaching an agreement, the Company agreed to an increase in employees over a four year

period but only agreed to the elimination of platform contractors, which he described as a
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small subset of contractors used by NGrid.** He stated that with regard to the ramp-up of
construction and capital replacement and the inspection and maintenance and vegetation
management programs, the contract would allow NGrid to satisfy the employee
requirements necessary for those initiatives. Mr. Dowd admitted that without the ramp-
up, NGrid would not need the contractors to work the same amount of time because they
had additional employees to perform the work that the contractors had been doing.*> The
Division objected to the requested increase stating that this expense should be offset by
the reduction in outside contractors and that the contract language specifically ties the
increase in union staffing to the reductions in the use of outside contractors.*®

The Commission finds that NGrid did not provide sufficient information to
support this pro forma change. Beyond stating that the contract language required the
addition of new employees, NGrid did not present sufficient evidence that this additional
cost to ratepayers was just and reasonable or necessary to maintaining the distribution
system.  As will be further discussed, the Commission also finds that based on its
admitted top quartile reliability performance, NGrid also did not persuade the
Commission that the substantial ramp up activity in inspection and maintenance and
vegetation management noted by Mr. Dowd was necessary to maintaining the Company’s
reliability in the distribution system.

NGrid had the burden of providing extensive detail regarding the expenses
associated with these additional employees. Providence Gas, Docket No. 2286, Order
No. 14959, see In Re Narragansett Bay Comm.’n Abbreviated Application for Rate

Relief, Docket No. 3592, Order No. 18124 (issued January 21, 2005)(where the

* Transcript of Hearing, November 5, 2009, Testimony of William F. Dowd at pp. 94-100.
**|d. at p.108-110.
*® |d., Testimony of David J. Effron at pp.205-206.
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Commission limited funding of labor expense when the utility failed to provide sufficient
evidence that it was proactive in limiting personnel expense). In the instant case, NGrid
provided no evidence that the work to be performed by these additional employees could
not be assumed by existing employees. The Commission finds Mr. Effron’s testimony
meritorious. Specifically, the Company’s own admission indicates that it will cease to
use platform contractors.*” It is evident that the platform contractor expense will cease
and therefore, Mr. Effron is correct in asserting that at least some of the cost of the
additional employees should be offset by the elimination of the expense for platform
contractors. Additionally, Mr. Effron also aptly noted that the language in the collective
bargaining agreement allows the Company the right to assign the work between
employees and contractors enabling the company to control the $10 million outside
contractor expense.”® This is further evidence that the Company can offset the expense
of the new hires by reducing the cost of outside contractors through good management
decisions.

Even though it argues to the contrary, Mr. Dowd’s testimony that contract
negotiations concluded with a commitment to increase the number of employees in lieu
of using contractors to do the work and that the Company’s intent was to “revert to a
model where there are more employees and fewer contractors” clearly supports the
Commission’s findings.** In light of the specific contract language requiring the
Company and the union to work together to jointly identify the percentage of work
performed by employees and contractors and the requirement to cease using platform

contractors as well as Mr. Dowd’s testimony regarding the Company’s intent during

*" Transcript of Hearing, Testimony of William Dowd, November 5, 2009 at p.97.
“® Exhibit Div-1 at p. 7.
* Transcript of Hearing, Testimony of William Dowd, November 5, 2009 at p. 92-93.
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contract negotiations, the Commission finds Mr. Dowd’s testimony more convincing and
credible than Mr. Pettigrew’s testimony that the Company expects to increase the number
of contractors.*

Finally, the Company is well aware of the fact that even though it has
contractually agreed to hire new employees, this does not relieve it of its burden to prove
that the cost is just and reasonable. The union labor contract does not dictate what the
Commission must approve to be collected in rates.

3. Storm Fund Contributions

Currently, ratepayers contribute $1.04 million annually to the Storm Fund. The
purpose of the Storm Fund is to recover the costs associated with a catastrophic storm
when those costs are greater than $728,000 for a single storm.>* The Company’s revenue
requirement included the $1.04 million amount for the rate year. The Division
recommended that the $1.04 million not be included in the revenue requirement because
for the twenty-seven years the storm fund has been in existence, the total amount of the
expenses has not reached the level to which the storm fund is funded at the current time,
which is approximately $21.5 million.*> When questioned about whether suspending the
funding of the storm fund would be harmful to the Company, Mr. O’Brien suggested that
if the Commission were to suspend funding of the storm fund, it establish a threshold
balance where the $1 million would be reinstated should the fund drop below that level.*

In its brief, the Company conceded to the Division’s recommendation that the fund be

suspended with a threshold established for reinstatement.

*® Transcript of Hearing, Testimony of John Pettigrew, November 3, 2009 at p. 155.

*! Exhibit NGrid-23 at p.12.

%2 Exhibit Div-8 at pp. 4, Exhibit NGrid-59 Response 27-6.

> Transcript of Hearing, November 5, 2009, Testimony of Robert L. O’Brien at pp. 28-32.
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The Commission finds no reason to continue funding of the storm fund in light of
the fact that there is a substantial amount of money, in excess of $20 million, currently in
the fund. The Commission finds it is reasonable to suspend this funding and to reinstate
funding subject to Commission approval, if the storm fund balance falls below a
threshold of $20 million.

4. Storm Damage Expense

NGrid proposed including the $4,410,401 test year amount of storm damage
expense in the revenue requirement, and Mr. O’Brien noted that this amount was
representative of the going-forward costs which ranged from $2.9 million to $4.1 million
from 2005 through 2007.>* Mr. Effron disagreed with Mr. O’Brien’s use of the test year
and recommended that the Commission use a five year average because during the five
year period the expense had fluctuated significantly. He pointed out that based on his
calculations, the test year amount should be reduced by $1,395,000 to reflect a five year
average which includes the test year.>> While the Company disagreed with Mr. Effron’s
adjustment, it did not provide any evidence that the proposed amount of expense was
likely to occur in the future nor did it explain the drop in the expense in 2007 to
$2,860,288. The Commission has used a five year historical average in the past to
normalize expenses or revenues that fluctuate from year to year. See Pawtucket Water,

Docket No. 3497, Order No. 17574. In light of the fact that costs have fluctuated

considerably over the past five years, ranging from $437,428 in 2004 to $4,410,401 in

> Exhibit NGrid-23 at p.16.
% Transcript of Hearing, November 5, 2009, Testimony of David J. Effron at pp.223-227.
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2008, dropping in 2007 to $2,860,288°, the Commission agrees with Mr. Effron that a
five year average Is appropriate.

5. Injury & Damage Expense

NGrid proposed including the test year recorded amount of injury and damage
expense of $7,055,000 in the revenue requirement. Mr. O’Brien testified at the hearing
that it is reasonable to believe that the Company will experience events that result in
litigation at an expense level comparable to the test year.”” The Division recommended
excluding $2.5 million from the amount arguing that this portion of the total expense
represented an anomaly that was not likely to recur. The Commission concurs with the
Division’s position noting that NGrid presented no evidence that this amount was
recurring. In fact, the adjustment is based on nothing more than Mr. O’Brien’s
conjecture that this type of litigation will occur in the future which was minimized by Mr.
Pettigrew’s response to a Commission Record Request assuring that subsequent to the
accident causing this expense, NGrid initiated a public awareness program warning of the
dangers of overhead power lines.”® This program should reduce the chances of this type
of accident occurring again in the future. The test year amount is significantly more than
the four prior years and the Commission believes that eliminating the $2.5 million will
bring this expense more in line with the previous year’s expense.>

6. Rate Case Expense

NGrid requested that the Commission amortize the cost of the rate case over a two

year period. In its post hearing brief, however, the Company amended its request to a

% Exhibit NGrid-55-23-1B

> Transcript of Hearing, November 5, 2009, Testimony of Robert L. O’Brien at pp.10-11. It should be
noted that the Company’s brief changed the $2.5 million to $2.25 million as set forth in RR-Comm-19.

% RR-Comm-19.

> Exhibit Div-8, Surrebuttal Testimony of David J. Effron at 8.
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three year amortization period which is what the Commission allowed in Docket No.
3943. The Division recommended a five year amortization period pointing out that the
amount of time between the last two filed rate cases and the instant case supports a five
year period. The Commission believes that a five year amortization period is appropriate
and is supported by the time interval between the two prior cases. Additionally, NGrid
did not present any evidence it would file rate cases on a more frequent basis or that the
five year period would be to the financial detriment of the Company or its ratepayers in
terms of necessitating a shorter period within which to amortize rate case expense.

7. Outside Legal Fees

NGrid requested that the amount of outside legal expense for the test year of
$1,756,370 be included in the revenue requirement. The Division recommended that this
amount be reduced by the amount of the cost of certain Constellation litigation® as this
litigation was complete and not likely to recur. Like the argument made for injury and
damages expense, the Company argued that there will continue to be instances where the
Company must obtain outside counsel to defend its interests.** The Commission notes
that although the Division recommended an adjustment of $419,000, the evidence
provided by NGrid shows the total expense over a three year period from 2006 through
2008 for the Constellation litigation to equal approximately $600,000.°* A four year
average of the outside legal expense absent the cost of the Constellation matter equals
$1,162,575. The Commission is persuaded by the Division’s argument that the litigation

over the interpretation of legacy long term Wholesale Standard Offer contracts signed in

% The Constellation Energy Commodities Group, Inc. litigation arose out of a dispute between
Constellation and NGrid over whether a fuel adjustment factor was required to be applied to the base
amount of wholesale power for the period 2005 to 2009 among other issues.

® Transcript of Hearing, November 5, 2009, Testimony of Robert L. O’Brien at p.19.

%2 RR-Comm- 20.
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1998 was unique and unlikely to recur in the future. There was no evidence presented by
the Company that this expense is likely to occur again.

The Rhode Island Supreme Court has stated that it will allow the Commission
broad discretion in making pro forma adjustments to test year data when it is supported
by evidence in the record. Narragansett Electric v. Harsh, 117 R.I. 395, 368 A.2d 1194
(1977). Here, the historical expense for outside legal fees has varied widely over the four
year period for which the Company provided data. From 2005 to 2006, the expense,
absent the cost of the Constellation matter, dropped by approximately $200,000 and then
almost doubled the following year in 2007 before declining a little in 2008. There is no
evidence presented that this expense will continue to rise, other than Mr. O’Brien’s
general statement that the Company will continue to have the need to hire outside
counsel. The Commission will not rely on speculation in setting rates. The Commission
believes that the historical average better reflects the normal annual outside legal expense
that the Company can expect to incur in the future and is a time period appropriate to
normalize these expenses since they have fluctuated from year to year. Narragansett
Electric v. Harsh, 117 R.I. 395, 368 A.2d 1194 (1977). If the Commission had the
additional data, it would have used the average of five years; however, the record request
only asked for the historical data going back to the year prior to the initiation of the
Constellation litigation. Thus, NGrid is authorized to collect in rates a total of
$1,162,575 for outside legal fees.

8. Vegetation Management

NGrid requested that the Commission approve a pro forma adjustment of

$1,857,000 for its vegetation management program. The Division recommended denying
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the pro forma adjustment. For vegetation management expense, the Commission will
allow the Company $5,081,368. This amount represents the five year average of the
Company’s actual expense for the years 2004 through 2008.%> The Commission finds
that the $9.1 million requested for the rate year represents a significant increase in this
expense. The Company failed to establish that such an increase was necessary. Mr.
Pettigrew testified that reliability metrics for both SAIDI and SAIFI place the Company
in the top quartile of reliability performance statistics for electric companies in the
northeast United States for the last three years.®* In further support of the Commission’s
decision to use a five year average is the fact that for 2006, and within the three year
period of top quartile reliability performance, the Company spent less than $5 million in
the first year.%® In fact, even after the approximate $1.5 million increase in 2006, while
the Company was in the top quartile of reliability, it further increased spending by
another $1.8 million. The increase of more than $3 million over a two year period was
not demonstrated as a necessary expense. Furthermore, the more than $9 million the
Company now seeks was not shown to be necessary to maintain the top quartile
reliability touted by the Company since 2006.

The evidence also shows that more than two times as many pole-related
interruptions were caused by vehicles than by the weather or trees falling on the power
lines.% Particularly troublesome to the Commission was Mr. Pettigrew’s testimony about
use of Rhode Island contractors to complete vegetation management. He asserted that

NGrid would have the benefit of having contractors for vegetation that are located within

8 Comm-11-2, Exhibit NG-2, Schedule NG-JP-2 p.1, Exhibit Div-1 Schedule DJE-4.
® Transcript of Hearing, November 3, 2009, Testimony of John Pettigrew at pp.31-32.
% Comm-7-9.

% Comm-7-11.
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the state which would avoid transportation costs of getting the contractors to Rhode
Island and would allow for the development of better relationships with the Rhode Island
vendors. He identified the contractors as “several across New England and probably

several within Rhode Island as well.”®’

This testimony was contrary to the evidence
provided by the Company in response to a data request asking the Company to identify
the three tree vendors to whom a contract was awarded.®® Not one of these vendors is a
Rhode Island company or even a company from the Northeast. Not one of the three even
has an office or permanent facility in Rhode Island. The Commission will not speculate
about the reason for Mr. Pettigrew’s representations but notes that when asked to support
this one part of his testimony, the evidence provided contradicted it.

The Commission finds neither the Company’s nor the Division’s recommendation
to be satisfactory. NGrid presented no evidence that absent its proposed conversion to
four-year circuit based pruning, the Company will not be able to operate its electric
distribution system as reliably as it has since 2006. Mr. Pettigrew did not present any
evidence that the changes made to the vegetation management program and the costs
associated with those changes produced the SAIDI and SAIFI performance ratings. In
fact, his testimony was that these costs have increased since 2008.%° There is substantial
evidence in the record to support the Commission’s use of a five year historical average,
especially in light of the substantial increase in costs, even after the SAIDI and SAIFI
performance ratings were in the top quartile. Furthermore, the Commission is not bound

to approve on a position recommended by a party in a proceeding. See Valley Gas Co. v.

Burke, 446 A.2d 446 (R.l. 1982) citing Rhode Island Consumers’ Council v. Smith, 111

¢ Transcript of Hearing, November 3, 2009, Testimony of John Pettigrew at pp.80, 142,145-146
%8 Comm-12-1.
® Transcript of Hearing, Testimony of John Pettigrew, November 3, 2009 at p. 94.
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R.l. 271, 302 A.2d 757 (1973)(where the Court found that the Commission was not
bound to accept the entire testimony of an expert).

As the Commission has stated in the past and based on the evidence presented, the
Commission does not believe that a forecasted test year is the most accurate method of
determining just and reasonable rates. Providence Gas, Docket No. 1741, Order No.
11436 (issued November 28, 1984) at 8 (citation omitted). The Commission finds that
the approach used by the Company, the forecasted test year approach, is speculative and
unreliable. The Commission further finds that there is no way to verify the assumptions,
estimates and judgments used by NGrid. The Commission has previously found use of
the forecasted test year approach to be appropriate “when there is evidence of attrition
and, even then, only as a check on a historical test year adjusted for known and
measurable changes.” In the instant case there was no such evidence. The forecasted test
year approach has been described previously as “an accumulation of ‘best guesses,’” id.,
which this Commission does not believe can be used to establish a fair and reasonable
rate for Rhode Island ratepayers on an expense that has increased so significantly and was
not established to be necessary in maintaining the level of reliability achieved prior to its
increase. Id. In the instant case, the Commission will exercise the discretion authorized
by the Court and rely on the evidence in the record to support its decision to allow NGrid
to collect the average of five years of vegetation management expense in the rate year.

9. Inspection & Maintenance

The Company requested recovery of approximately $4.7 million in inspection and
maintenance expense as well as a reconciling mechanism to recover amounts in excess of

that level. The $4.7 million included the test year expense plus a pro forma adjustment of
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approximately $2.1 million. The Division recommended denying the pro forma
adjustment and the reconciling mechanism. Again and like with vegetation management,
the Commission finds that it is appropriate to use a historical average to most accurately
represent the costs that the Company should be expected to incur. The increase proposed
for the rate year is significantly above the amount of increases for the prior years. Mr.
Pettigrew provided testimony that the purpose of the inspection and maintenance strategy
was to realize substantial gains in service reliability. However, he also provided
testimony that SAIDI and SAIFI metrics indicate that the current system is and has been
“top-performing” in terms of reliability even before the test year, which contradicts the
Company’s asserted need for such a substantial increase in spending.”® There was no
evidence presented of exactly what substantial gains would occur especially in light of
the current exemplary reliability rating. The general statement that the system is aging is
insufficient to convince the majority of Commissioners that the proposed expense is both
reasonable and necessary to the service rendered. See New England Tel. & Tel. Co., 446
A.2d 1376 (R.l. 1982); Bristol & Warren Gas Co., 384 A.2d 298 (1978); Providence
Gas, Docket No. 2286, Order 14859 at 30. The system will continue to age into
perpetuity and begins aging as soon as its construction is complete.

The Commission agrees with Mr. Hahn that a targeted approach based on asset
age is more reasonable and cost effective than the proposed plan articulated by the
Company and that the substantial ramp up in this expense is not consistent with prior
years.”*  This is further support for the Commission’s apprehension with using a

forecasted test year and of its decision above to rely on a historical test year

" Transcript of Hearing, Testimony of John Pettigrew, November 3, 2009 at pp. 31-32.
™ Transcript of Hearing, Testimony of Richard Hahn, November 23, 2009 at pp.26-27, 36.
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methodology. The current activities and operations have maintained a highly reliable
system and the Company failed to convince the Commission that this further expense or
the amount recently spent is necessary to maintain that reliability especially when it was
achieved for so much less in prior years. It is important to note that the Commission’s
denial of NGrid’s request for additional funds to ramp-up both inspection and
maintenance and vegetation management will have no effect on the labor contract. Mr.
Dowd testified that if the Commission does not approve the funding for the ramp up
programs, it will have no effect on the terms of the collective bargaining agreement. "
Like its decision with vegetation management expense, the Commission finds that
use of a historical average will better guarantee that rates are fair and reasonable.
However, the data provided by the Company on February 9, 2010 upon which the
Commission relied in making its decision, included only four years of historical data.
Therefore, the Commission will deviate from the five year historical average it used for
vegetation management and use a four year average. The Commission finds this to be
fair in light of what it views as a considerable ramp up in this expense immediately
preceding the Company’s filing of its rate application. Furthermore, the Commission is
compelled, based on the content of the letters filed by Mr. King and Deputy General
Counsel Ronald Gerwatowski subsequent to its decision, to caution the Company that in
light of the fact that a high level of reliability was achieved prior to the ramp up of the
expenses in inspection and maintenance and vegetation management, the Commission
expects reliability performance to be maintained. Since it was achieved at a lower cost,
the Commission finds no basis in the record to conclude that the same high reliability

performance cannot be maintained. Therefore, based on the above, the Commission will

"2 Transcript of Hearing, Testimony of William Dowd, November 5, 2009 at pp. 177-178.
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allow the Company to collect the average of four years of inspection and maintenance
expense in the rate year.

As for the reconciling mechanism, this Commission will not allow a utility to
avoid the ratemaking process and the controls and safeguards established and guaranteed
by traditional ratemaking process by implementing reconciling mechanisms as a general
practice.  While this is not a wholesale denial of reconciling mechanisms, the
Commission believes that with the vast amount of data and expertise at the disposal of a
company like NGrid, it is not unreasonable to expect that the Company can forecast its
expenses and present those forecasts with a degree of certainty to the Commission. The
Commission finds that these costs are not large, volatile and beyond the control of the
Company. By denying NGrid’s request, the Commission can ensure that ratepayers are
protected and are not paying for services that are not fully investigated and ultimately
confirmed as being appropriate, necessary, just and reasonable. Reconciling mechanisms
diminish the Commission’s ability to investigate the propriety of those costs.
Furthermore, the Company did not present any evidence to establish that this expense
was large, subject to fluctuations and beyond the control of the Company such that a
reconciling measure was necessary to protect the financial integrity of the Company. The
evidence presented was actually to the contrary. Based on the foregoing, the
Commission denies NGrid’s proposal for a reconciling mechanism for inspection and
maintenance expense.

10. Transformation Expense

NGrid requested that $1.6 million be included in the revenue requirement. The

Division recommended disallowing fifty percent of this amount incurred in the test year
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unless the Company demonstrated that the program produced net benefits for its
customers, and further, that the program could not be performed at a lesser cost than
other available measures. As the stated purpose of the this program is to improve
customer satisfaction by boosting reliability to the top quartile and as the Company is
already in the first quartile of performance for companies that participated in the
benchmarking study for 2007, Mr. Pettigrew’s statement that customers will benefit in
the future™ does not establish a direct benefit to ratepayers with any certainty to support
rate recovery for this expense. Even though the Company argued that it should be
allowed the entire expense because it satisfied the conditions established by Ms. Smith,
Ms. Smith still testified against inclusion of this expense in the revenue requirement, and
further indicated that the Commission would be justified in eliminating the entire
expense.”® The Commission is not persuaded that ratepayers will benefit in the future
from continuation of this expense. The Commission finds the Division’s evidence
persuasive and while the Commission could eliminate the entire expense based on the
evidence, finds that fifty percent of the expense should be denied.

11. Customer Contact Activities

The Company requested an additional $376,000 for the incremental cost
associated with its increased level of calls that its higher level of collections activity
generates. The Division objected to this increase, claiming that the cost should be offset
by the decreased write-offs that should result from the increased calls. The Commission
agrees with the Division that this added task should pay for itself and be balanced out by

the increased amount of funds that the Company receives as a result of the additional

® Exhibit NGrid-17 at p. 23-24.
™ Transcript of Hearing, Testimony of Lee Smith, November 23, 2009 at pp. 105-106.
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collections efforts. Furthermore, the Company did not present any evidence that this is a
cost necessary to maintaining the distribution system. The Commission finds that the
requested funding is unnecessary and not a cost necessary for the operation of the electric
distribution system.

12. Customer Advocacy Positions

The Company requested $182,000 in funding for two additional positions to assist
eligible customers in identifying and enrolling in all programs available to them,
including low income rates, arrears management programs, fuel funds, LIHEAP and fuel
assistance. The Division objected to the funding of these two positions, noting that the
duties of the positions are largely duplicative of Rhode Island service agencies. The
Commission agrees with the Division that the duties of these two positions are
duplicative of the efforts of various CAP agencies and the Office of Energy Resources.
There are currently eight separate non-profit companies employing more than 1,000
people in the RI CAP agencies. At the present time, Rhode Island has sufficient
individuals to perform the duties that the Company has described for these two positions.
The Commission does not believe that it is necessary or reasonable to duplicate duties
already being performed. While the Company may have established that these jobs have
proven successful in other jurisdictions, it did not sufficiently rebut the Division’s
argument that the duties are already being performed by other agencies in Rhode Island
or that these duties are necessary to maintaining the operation of the electric distribution
system such that ratepayers should bear the additional costs. Accordingly, the

Commission finds this cost is not just or reasonable and therefore denies the same.
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13. Economic Development Program

NGrid requested an additional $1 million to be recovered through rates. The
Division recommended that the Commission reject this proposal and deny recovery
through rates. The Commission finds that the Company did not provide appropriate
detail or any specifics including a cost/benefit analysis to support this program. NGrid’s
witness, Carmen Fields’ testimony was vague and often non-committal when asked about
the specifics of the proposal with regard to timing as well as terms, conditions and
controls over the specifics of the proposed program. For instance, she was unable to
identify whether or not there would be any terms or conditions on the grants awarded
through the program, what would occur if a grantee was unable to fulfill the conditions of
the grant, whether there were any vacant or underutilized structures in Rhode Island and
even whether the Commission’s denial of the proposal would result in a detrimental
financial impact on the Company or Rhode Island ratepayers.” Additionally, NGrid did
not identify a specific date on which the program would begin, acknowledging that very
little of the proposed $1 million budget would be spent during the rate year. The
Commission finds that based on the evidence, the proposed program is a duplication of
some of the functions of the Rhode Island Economic Development Corporation and like
the cost for customer contact activities, is not a cost that is just and reasonable or
necessary to the maintenance of the electric distribution system.

14. Service Company Allocations

NGrid requested that the Commission include in the revenue requirement the
amount recorded in the test year for service company allocations. The Division

recommended disallowing $2.3 million associated with the GIS system survey. The

" Transcript of Hearing, November 13, 2009, Testimony of Carmen Fields at pp.131-132, 134, 136-137.

120



Commission finds that because the GIS survey is complete, there will be no costs
associated with the survey in the rate year. The Company did not provide sufficient and
specific information about the proposed pilot program intended to determine the extent of
which it will engage in the enhancement of its underground GIS program.”
Furthermore, the Company did not clearly define the cost of the project or a timetable for
the program. While the proposed underground project is intended to cover all of NGrid’s
service area, NGrid did not provide evidence of an identifiable net benefit to Rhode
Island ratepayers. The Commission is bound to base rates on known and present
conditions, Michaelson v. New England Tel. & Tel., 404 A.2d 799, 806 (R.l. 1979), and
ensure that the programs supported by those rates directly benefit ratepayers. Providence
Gas Co. v. Malachowski, 656 A.2d 949, 951 (R.l. 1995). Because the Commission is
unable to determine based on the evidence what the costs of the proposed GIS
underground project will be, or what the scope of that project will be, the Commission is
unable to ascertain any direct ratepayer benefit. Therefore because there is not sufficient
evidence to justify inclusion of this cost in the revenue requirement, the Commission
denies the request to include funding for this program.

15. Costs to Achieve

The Company’s proposed calculation of net savings subject to 50/50 sharing was
based on eight years remaining of the ten year amortization of costs to achieve (“CTA”)
or $2.1 million per year. The Company also requested approval to establish a regulatory
asset for merger CTA and associated amortization. The Division adjusted the Company’s

proposed expense to $924,000 noting that the actual costs incurred during the first two

"® Transcript of Hearing, Testimony of John Pettigrew, November 3, 2009 at p. 52.
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years were covered by savings and therefore, the total remaining amount to amortize was
necessarily less.

The Commission relies on Mr. Effron’s testimony that the Company experienced
savings of approximately $9.5 million during the first two years after the KeySpan
merger, which exceeded the costs to achieve of approximately $8.6 million for these
same two years. Thus any allowance for the entire costs during years one and two would
result in double recovery of some costs, a result squarely at odds with standard
ratemaking principles. Accordingly, the Commission finds Mr. Effron’s recommendation
to deduct these costs from the total CTA of $16,005,000 for a total of $7,395,000 to be
amortized over the remaining eight years’’ to be appropriate and reasonable. Mr. Effron
also testified during the hearing that the savings associated with this merger were more
than adequate to absorb the costs.”® The Commission agrees. The Commission further
finds that NGrid provided no evidence to rebut Mr. Effron’s statement that savings
exceeded costs for years one and two. The Company, in response to Mr. Effron’s
testimony, adjusted its request and proposed that the Commission split the excess savings
and adjust the request downward by $588,000. Again, the Commission finds Mr.
Effron’s testimony convincing and supported by the evidence and finds no basis in the
record to support the Company’s request for mitigating the Division’s final
recommendation by $588,000.

The Commission also finds that NGrid should be allowed to create a regulatory
asset in accordance with FAS 71 to account for the levelized amortization CTA over a ten

year period to be included in its cost of service. The Commission will also require proof

" Exhibit Div-1 at pp.22-23.
"8 Transcript of Hearing, Testimony of David J. Effron, November 5, 2009 at p. 214.
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of continuing savings as a prerequisite to the Company continuing to include the shared
savings line item in its revenue requirement for any rate case after four years from the
present case.

B. Uncollectible Expense

1. Distribution

The Company proposed a bad debt ratio of 1.1% which is the two year average of
its actual net charge off experience. It claimed that its increase in uncollectible expenses
is driven largely by the increase in commodity costs and the overall state of the economy,
both factors which are beyond the control of the Company. The Division recommended
the Commission set a bad debt ratio of 0.71% blaming the increase in uncollectible
expense on the Company’s lack of proper collection practices. The Division asserted that
NGrid did not implement its bad debt strategy until “mid 2008” and has allowed past due
balances for both residential and non-residential customers to grow to levels that are no
longer realistically recoverable. The Division pointed out the Company’s policy of not
shutting off non-protected residential customers during the winter even though it is within
the Company’s right to do so. The Division also pointed out a number of debt mitigation
strategies that could be employed by the Company, including requiring security deposits.

The Commission understands the balance that must be maintained in determining
whether to terminate a customer’s service and is mindful of the individual circumstances
of each customer and how those circumstances are often very different. The
Commission, however, agrees with the Division that the Company should be more
proactive in its collection activities. The Commission does not agree with the Company

that the primary reason for the increase in its uncollectible expense is the state of the
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economy and the increase in commodity costs. While this may be a contributing factor,
the Company is also responsible for its collection practices. The number of customers
and the large amounts of charge offs are evidence of the Company’s failure to actively
manage its uncollectible expense. Although the Commission appreciates that the
Company has stepped up its collections procedures, it believes that NGrid can do more to
control its uncollectible expense and that this expense would not have been so large had
the Company acted sooner. The Commission does not believe that the 0.71% proposed
by the Division is reasonable for the Company but also does not believe that the two year
average proposed by the Company to be reasonable either.

The Commission has addressed the problem of the Company’s uncollectible
expense previously. In Re: New England Gas Co.’s Gas Cost Charge, Docket No. 3436,

Order No. 17606 (issued November 21, 2003)(where the Commission suggested a $1,000

maximum balance as acceptable), New England Gas, Docket No. 3436, Order No. 17979

(issued August 20, 2004)(where the Commission warned that failure to pay must result in
consequences). The Division also noted NGrid’s agreement to accept a lower bad debt
allowance percentage that declined over a four year period in New Hampshire as
evidence that the Company is aware of its imprudent management over its accounts
receivables. In Re: EnergyNorth Natural Gas, Inc., d/b/a National Grid NH, DG 08-

009, Order No. 24,872 (May 29, 2009). Furthermore, the evidence provided by the

Company showed numerous residential and non-residential accounts with extremely high
balances allowed to go without disconnection for months.™
The Commission has historically used multi-year averaging of the Company’s

actual experience in base rates in order to mitigate year to year variations. Narragansett

™ Exhibit Div-24, Exhibit Div-2 at pp. 24.
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Electric Company, Docket No. 3943, Order No. 19563 at p. 50. The Commission finds

that a five year average or 0.94%, is reasonable. This will acknowledge the Company’s
efforts since 2008 as well as address the Company’s failure to implement proper
collection practices.

2. Commodity

Both the Company and the Division assert that it is appropriate to recover
commodity-related bad debt through Standard Offer Rates, a methodology very similar to
what is allowed for the Company’s gas operations. The Commission finds this to be
reasonable and finds that fixing the commodity-related bad debt ratio in base rates is not
inconsistent with the Commission’s treatment of commodity costs which are recovered
on a pass-through basis, because the Company has the ability to develop and implement
measures to lower the uncollectible ratio. Therefore, the Commission finds that the
recovery of commodity-related bad debt expense shall be allowed through Standard Offer
Rates using the mechanism approved in Docket No. 3943 using a five-year average of
bad debt ratio of 0.94%.

3. Transmission

The Company and the Division both agreed that it is appropriate to recover
transmission-related bad debt through transmission rates. The Commission agrees with
the Company and the Division and finds that the recovery of transmission-related bad
debt should be provided through transmission rates rather than through distribution rates.

4. Bad Debt Reconciling Factors

The Company proposed that the bad debt allowance for delivery-related costs be

set at a fixed level. However, that level would be adjusted if the actual bad debt
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exceeded the amount built into rates by more than $500,000, provided that the Company
made at least 510,000 outbound calls and 41,000 field visits and the increase was caused
by factors beyond the Company’s control such as regulatory or legislative action,
increases in standard offer rates, unemployment, etc. The Company also proposed that
bad debts associated with Standard Offer and Transmission also be reconciling. The
Division urged the Commission to reject these provisions pointing out that this type of
mechanism is not in place for gas operations and it would further shift risk to ratepayers
and would serve to remove the incentive for the Company to manage its bad debt
expense.

The Commission has historically used a multi-year average of the Company’s
actual experience in base rates in order to mitigate year to year variations and finds that
the annual reconciliation of commodity related bad debt costs is not in the best interest of
ratepayers because it has the potential to amplify price volatility for customers.

Narragansett Electric Company, Docket No. 3943, Order No. 19563 at p. 50. The

Commission believes that implementation of a reconciling mechanism will remove the
incentive the Company has to manage its bad debt expense. Therefore, the Commission
denies the Company’s request for the reconciling mechanisms for bad debt expense.

C. Rate Base

1. Forecasted Capital Additions

NGrid proposed plant in service through rate year 2010 of $1,232,477,804. The
Division recommended reducing this amount by $19,953,000. The Commission finds the
Division’s recommendation reasonable and supported by the testimony of its witness.

Specifically, the Commission finds that the actual additions to plant in service in recent
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years were less than the additions forecasted by the Company. Specifically, Mr. Effron
presented evidence that was unrebutted by the Company that from January to July 2009,
the Company spent an average of $4 million per month on plant additions.?® The
Commission has previously required the Company to establish that its capital projects
will be used and useful by the end of the rate year. An expectation that a project will be
placed in service during that time is not sufficient. Providence Gas Co., Docket No.

2286, Order No. 14859 (issued February 16, 1995) at p. 21. See also South County Gas

Co., Docket No. 1671, Order No. 10905 (issued October 15, 1982) at pp. 20-21 (where

there is no evidence supporting the specifics of a capital project, the projection of plant
growth is nothing more than speculation).

Previously, the Commission has adopted the Division’s recommendation of actual
construction costs when it has been shown that the Company’s actual levels are below
their budgeted rate year levels. In Re Tariff Filing by Narragansett Electric Co., Docket

No. 1659, Order No. 10901 (issued March 30, 1983) at p. 20. The Commission finds that

Mr. Effron’s testimony is further supported by NGrid’s response to a Division Data
Request showing a shortfall in actual plant additions continuing through September
2009.%

This Commission will not require ratepayers to pay for costs that are not likely to
occur. The Division’s analysis reflected the most recent data and its recommendations
are based on the evidence provided by NGrid. What is surprising to the Commission is
NGrid’s lack of effort to provide updated and current figures and calculations in a

number of instances and to provide inflated projections similar to what it did in Docket

8 Exhibit Div-1 Testimony of David J. Effron at 28, Exhibit Div-8 Surrebuttal Testimony of David J.
Effron at 12.
8 Exhibit Div-8 at p. 12, Exhibit NGrid-55, Response 23-5, Exhibit NGrid-59, Response 27-2.
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No. 3943, where the Division proposed reducing the Company’s proposed capital
expense to reflect current actual expenses that were not at all reflective of the pace at
which capital projections could actually be completed in the rate year. See also,

Blackstone Valley Electric Company, Docket No. 1605, Order No. 10695 (issued May

12, 1982). This finding parallels Mr. Moul’s failure to update his figures and calculations
to provide the Commission with the most recent and current data upon which to base its
decision. In another instance, the Company, when asked about the total cost of each
Information Services project and NEC’s assigned share of the cost for each project,
acknowledged overstating this expense by approximately $180,000.%2

The Commission finds that the Division’s recommendation is reasonable, credible
and supported by the evidence. The Commission finds the Division’s recommendation to
be more realistic based on the actual plant additions and finds it will ensure that
ratepayers are not paying more for plant costs than what the Company will realistically
incur during the rate year. The Commission has previously held that capital projects
must be shown to be used and useful by the end of the rate year. Providence Gas Co.,

Docket No. 2286, Order No. 14859 at p. 21. The Commission accepts the Division’s

recommendation resulting in the calculation of the average rate year balance of plant in
service for the rate year of $1,212,525,000 or $19,953,000 less than the Company’s
forecast.”® The Commission finds this to be consistent with previous Commission
decisions adopting the Division’s recommendation based on actual construction levels

when they are lower than the Company’s projected levels. In Re Tariff Filing by

8 NGrid Response to Commission Data Request 13-7.
8 Exhibit Div-1 at p. 29, Div-8 at p. 12, DJE-8S, 8.1S.
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Narragansett Electric Co., Docket No. 1659, Order No. 10901 (issued March 30, 1983)

at p. 20.

2. Accumulated Depreciation

For 2009 and 2010, NGrid estimated plant additions and in calculating
accumulated depreciation, it applied the actual historical relationship between plant
retirements and the cost of removal. The Division recommended that for 2009, the
starting point be the actual accumulated depreciation balance as of June 2009 reflecting
the net change in depreciation expenses, plant retirements and the cost of removal as of
June 30, 2009. The same net change in accumulated depreciation for the second six
months of 2009 was projected. For 2010, the Division recommended using the approach
recommended by the Company. Like the rationale in the above section, the Commission
finds that relying on actual data to determine rate year plant in service is fairer to
ratepayers than using estimates. Given the availability of data, the Commission finds that
the Division’s recommendation for the calculation of accumulated depreciation for the
second half of 2009 to be supported by the evidence since it relies on the most updated
actual information.

3. Accumulated Deferred Income Tax

Prior to the Commission’s open meeting on this matter, the Company indicated to
the Commission that it was in agreement with the Division’s recommendation regarding
the calculation of accumulated deferred income taxes (“ADIT”) through June 30, 2010.
The Commission finds this method reasonable noting again that the use of actual figures
produces a more accurate and realistic projection for predicting the rate year revenue

requirement.
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4. Cash Working Capital

NGrid proposed that Contract Termination Charges (CTC) should be included in
Cash Working Capital (CWC) and included $371,000 in rate base. The Division opposed
this proposal noting that the $371,000 for CTC is recoverable through a reconciling
charge with over or under recoveries subject to interest calculations at the customer
deposit rate and that the revenue impact is $45,000. The Commission agrees with the
Division’s rationale and evidence presented and finds that because the CTC is
recoverable through a reconciling mechanism it should not be included in CWC.

The Company also requested that the CWC balance associated with municipal
taxes be $6,783,000 and that the payment lag be based on the service period reflecting the
municipal tax period twelve months ending June 30 and not on the rate year. The
Division recommended reducing CWC associated with municipal taxes by almost $10
million and maintained that the balance should follow the same method approved by the
Commission in Docket No. 3943, which used the service period of January through
December. The Commission finds difficulty in reconciling Mr. O’Brien’s claim that the
money for municipal taxes are collected from ratepayers approximately 123 days after
that money is paid to the city or town® when the actual practice for gas operations
reflected that taxes were collected from ratepayers on an average of 32 days prior to
making the payment.®> Additionally, the Division used the Company’s exhibit, RLO-4 p.
7, to calculate the average payment lag percentage rate of -16.19%. The Company did
not explain to the Commission why it needs this calculation to be materially different for

electric and gas operations. The Commission finds the Division’s argument persuasive

8 Exhibit NGrid-9 at p. 38.
8 Exhibit Div-1 at p. 32.
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that the lag period proposed by NGrid is not consistent with the accounting method upon
which the Company’s expenses are determined for book and ratemaking purposes.®® The
Commission finds that it is appropriate and reasonable to recognize that NGrid has the
use of substantial ratepayer dollars prior to actually making tax payments. Therefore, the
Company’s rate request for CWC related to municipal taxes shall be reduced by
$9,893,000.

I11. PENSION AND OTHER POST EMPLOYMENT BENEFITS
RECONCILIATION MECHANISM

The Company proposed a mechanism to recover pension and other post
employment benefits expense incurred each year over the amount included in base rates.
The Division had no opposition to this mechanism. It is important to note that in Docket
No. 3943, two of the three Commissioners approved this reconciling mechanism over the
Division’s objection. In that case, the Division argued that reconciling mechanisms are
generally contrary to sound ratemaking principles, except for costs with large fluctuations
beyond the Company’s control that jeopardize its financial integrity. The majority of the
Commissioners in Docket No. 3943 disagreed with the Division and granted the
Company’s request for the reconciling mechanism.

The current majority agrees with the statement of Mr. Effron in his direct
testimony where he discussed reconciling mechanisms and noted that they are
appropriate only for exceptional expenses that are large, volatile and beyond the utility’s

control.®’

In this case unlike in Docket No. 3943, the Commission finds that the
Company did not establish that its historical pension and OPEB expenses fluctuated in an

unmanageable amount. The largest annual fluctuation was a $4.2 million decrease in

8 Exhibit NGrid-8 at p. 15.
8 Exhibit Div-1 at p. 14.
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expenses from 2008 to 2009. A $4.2 million fluctuation for a company with an allowed
cost of service of $239 million net of miscellaneous revenues is only 1.75%, a
manageable business risk in the opinion of the Commission. The Commission included
$13.6 million based on the company’s estimate of its Rate Year Expense projection,
covering the $8 million projected increase.®® The Commission sets rates based on rate
year expenses absent a multi-year rate plan and sees no reason to include a reconciling
provision in this case. Moreover, the Company conceded that it has some ability to
control pension and OPEB costs.?® For example, it can control the type of plan it offers
and it can control how generous the plan is to employees. In fact, in Docket No. 3943,
the Company represented to the Commission that it planned to make further efforts to
control pension and other post employment benefits which is evidence that the cost is
within the control of the Company. Additionally, the Company provided no evidence
that the current funding method is inadequate. The Commission also notes that there was
not a scintilla of evidence to support that a denial of the proposed reconciling mechanism
would jeopardize the Company’s financial integrity or well-being and no evidence
demonstrated that the proposed reconciling mechanism would provide any benefit to the
ratepayers.

Furthermore, the Commission finds that this expense is a business risk that should
be managed by the Company like any other business risk facing a business enterprise.
Also important to note is that the State of Rhode Island, whose pension fund is severely
underfunded, has not proposed that the Rhode Island taxpayers be burdened with a

reconciling mechanism to ensure adequate funding of the state pension program. The

8 Exhibit NGrid-9 at p. 62.
8 Exhibit NGrid-9 at p. 60.
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General Assembly has proactively modified the existing plan to address this
underfunding by changing the benefit eligibility, increasing the level of employee
contributions, among other options under consideration. The Company should adhere to
the same proactive approach to ensure proper funding of its plan. Furthermore, unlike the
record in Docket No. 3943, there was no evidence in this case that the Company has had
a history of funding its pensions at a level less than the full amount allowed in rates.

This Commission is perplexed that the prior Commission would allow for a
reconciling mechanism for a pension program that was 97% funded even in light of the
Company’s representation in Docket No. 3943 that NGrid planned to make further efforts
to control pension and other post employment benefits. The Company’s own statement
in that case acknowledged that this expense is not outside of the control of the Company.
If the Company is controlling this expense through its cost containment efforts then it
should be commended and encouraged to continue to find ways to further control these
costs for all of its operations in Rhode Island.

Based on the above, the Commission finds no basis for the Company’s proposed
reconciling mechanism and, accordingly the Company’s request for a pension and other
post employment benefits reconciliation mechanism is denied. Furthermore, the fact that
the Commission in Docket No. 3943 approved this expense does not bind the current
Commission from denying it when there is not sufficient evidence in the record to
support ratepayers paying for this expense. As previously stated throughout this order,
the Commission is not bound to use a particular method relied upon in a previous case.

Michaelson v. New England Tel. & Tel., 404 A.2d 799 (R.I. 1979)(where the Court found
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the Commission was not bound by either factual determinations or methods utilized in a
prior docket).
IV. REVENUE DECOUPLING

The Company proposed a revenue decoupling ratemaking plan (“RDR Plan”).
Within the RDR Plan are two components referred to by the Company as a “look back”
component and a “look ahead” component. Within the two components are trackers to
adjust for capital expenditures and inflation on operating expenses and an annual revenue
reconciliation mechanism. All of the components combine to create an adjustment factor
that, when added to base rates, produce class distribution rates. ENE, CLF and EERMC
supported the Company’s proposal. The Division objected to the Company’s RDR Plan
in total as did TEC-RI and the GWC.

All of the parties provided extensive testimony and argument in support of their
positions; however, the Commission finds the arguments of the Division, particularly Mr.
Oliver’s testimony and TEC-RI, the testimony of John Farley, to be most persuasive.
The Company did not convince the Commission that revenue decoupling will produce
energy conservation beyond what is already being achieved under the Company’s
demand-side management (“DSM”) programs or that the Company is not capable of
maintaining its commitment to comply with the statutory mandate that it implements
cost-effective DSM programs. Furthermore, NGrid did not present any evidence that
ratepayers will not engage in energy efficiency absent revenue decoupling, or that
decoupling will produce more energy efficiency or that energy efficiency has prevented
the Company from obtaining revenues sufficient to operate its electric distribution

system. NGrid did not present any evidence that traditional ratemaking is insufficient to
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operate its electric distribution system. Finally, the Commission finds that NGrid did not
provide sufficient evidence that its revenue decoupling proposal is in the best interest of
ratepayers or that it even provides a commensurate benefit to its ratepayers to compensate
them for the additional risk that revenue decoupling would shift from the NGrid
shareholders to the ratepayers. Based on the above, the Commission denies the revenue
decoupling ratemaking plan in total.

The Company did not convince the Commission that revenue decoupling will
produce energy conservation beyond what is already being achieved under the
Company’s demand-side management (“DSM”) programs or that the Company is not
capable of maintaining its commitment to comply with the statutory mandate to
implement cost-effective DSM programs. Mr. Stout testified about the Company’s
energy efficiency programs. He acknowledged that the Company is ranked ninth in the
country in terms of energy efficiency programs.®® When questioned, Mr. Stout admitted

that even without revenue decoupling, NGrid’s DSM programs “can and will be

191 192

effective. He pointed out the “long record of implementing effective programs
which the Commission notes and Mr. Stout admitted that the programs have long been in
existence and highly successful without revenue decoupling. Further, he did not provide
the Commission with any evidence that the Company would implement new programs if
revenue decoupling were approved. Although Dr. Tierney provided extensive testimony

to the Commission about revenue decoupling and the Company’s proposal, she was

unable to establish whether the Commission’s approval of the Company’s proposal

% Transcript of Hearing, Testimony of Timothy Stout, November 5, 2009 at p.218.
91

Id. at 220.
%1d.
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would result in additional benefits to ratepayers or better energy efficiency programs.*
Dr. Tierney, like Mr. Stout, did not provide the Commission with any evidence that
established detailed, positive and definite effects that the implementation of revenue
decoupling would have on ratepayers in terms of increased participation in energy
efficiency programs.

The Commission is not persuaded by the extensive testimony regarding other
states’ decisions to adopt some form of decoupling mechanisms. The Commission finds
the Division’s representation that revenue decoupling is a “minority position” to be
accurate and reflective what other states have done. The Company’s representation that
as of May 2009 ten states had adopted revenue decoupling for electric utilities is evidence
of this minority status.** The fact that Rhode Island has achieved a ranking in the top ten
states for energy efficiency without revenue decoupling is powerful evidence that
revenue decoupling is unnecessary for NGrid to achieve its energy efficiency goals.
Additionally, the Commission takes particular note of the fact that Rhode Island is ranked
higher than two other jurisdictions that have revenue decoupling, namely, Wisconsin and
Maryland.®® The above facts also support the Commission’s finding that NGrid did not
present any evidence that it could not maintain its commitment to comply with its
statutory mandates to provide effective DSM programs absent revenue decoupling. Mr.
Stout’s testimony alone, that even without revenue decoupling the Company’s programs

will be effective, supports the finding that that revenue decoupling is not necessary in

% Transcript of Hearing, Testimony of Susan Tierney, November 5, 2009 at pp. 164.

% The Commission notes that of the nine states that have implemented some form of revenue decoupling as
of September 2009, at least two require a true-up of costs as well as revenues, one includes the utility
meeting performance goals in energy efficiency, and another has caps. Finally, one state only reconciles
revenues associated with fixed costs. Only one state, Massachusetts, has implemented the type of RDR
sought by NEC. PEW Center on Global Climate Change, www.pewclimate.org

% RR-Comm-15.
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order for NGrid to comply with the requirement that it provide effective energy
efficiency programs.

NGrid did not present any evidence that ratepayers will not engage in energy
efficiency absent revenue decoupling or that ratepayers will engage in more energy
efficiency if revenue decoupling is implemented. When asked, Dr. Tierney was unable to
quantify how the approval of the mechanism would lead to “full engagement and
participation in EE programs....”% This Commission believes that commodity costs will
have a greater impact on a customer’s incentive to conserve because reduced usage will
result in lower bills as commodity charges comprise a large portion of a customer’s bill.
The Company also failed to establish to any degree that the absence of revenue
decoupling has prohibited it from obtaining revenues sufficient to operate its electric
distribution system. Traditional ratemaking allows the Company the ability to obtain
funding to properly operate its distribution system. There was not a scintilla of evidence
presented by the Company that traditional ratemaking is ineffective. Therefore, the
Commission finds no reason to depart from it.

Nowhere in the record is there any evidence that NGrid’s energy efficiency
programs have prevented the Company from obtaining revenues sufficient to operate its
electric distribution system. In fact, the legislature has provided that NGrid be
compensated for its DSM programs in terms providing for ratepayer funding for the
programs themselves and for the administration of the programs in terms of allowing the

Commission to authorize a financial incentive to shareholders based on the success of the

% Transcript of Hearing, Testimony of Susan Tierney, November 4, 2009 at p. 164.

137



programs.”” It is the opinion of the Commission that the financial incentive should
eliminate the claimed disincentive for the Company to promote conservation, a
disincentive that his been overcome by the Company’s top ranked programs.
Furthermore, the fact that decoupling may eliminate a disincentive for the Company to
further promote energy efficiency beyond what is being done without decoupling, does
not guarantee “a significant reduction in consumption above what would have been
achieved as a result of local and national economic pressures, technology improvements
and other extrinsic factors.” Narragansett Electric Company, Docket No. 3943, Order
No. 19563.

NGrid disagrees with the Division’s and TEC-RI’s arguments that
implementation of a revenue decoupling mechanism would shift risk from the
shareholders to the ratepayers. The Company asserts that risk will not be shifted but will
be shared. The Company’s current position is remarkably different from the Company’s
testimony in Docket No. 3943 cited in the Commission’s order that decoupling would
reduce the Company’s revenue risk to zero and shift the risk of revenue variations to

ratepayers. Narragansett Electric Company, Docket No. 3943, Order No. 19563 at 70.

The Commission finds the testimony of Mr. Farley that risk is shifted to ratepayers to be
convincing and compelling.®® As the Company has failed to acknowledge the shift of
risk, it is not surprising to the Commission that it did not provide any a commensurate
benefit to its ratepayers to compensate them for the additional risk that revenue

decoupling would shift from NGrid shareholders to these ratepayers.

" R.I. Gen. Laws §39-2-1.2. For the years 2006, 2007 and 2008, the Company earned a total of $2,151,980
in incentive compensation. Docket Nos. 3710, 3779 and 3892.
% Transcript of Hearing, Testimony of John Farley, December 2, 2009 at p. 43.
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The Commission finds that the various adjustments associated with NGrid’s
proposed RDR Plan move toward eliminating the controls and protections afforded by
traditional ratemaking. If the Company believes that its revenue requirement is not
sufficient to support its operations, then it has the option of filing a rate application with
the Commission. The Commission finds that the various adjustments provide the
Company with the ability to avoid rate cases while still having the ability to realize
higher rates in the future. The Commission agrees with the Division’s analysis of the
inflation adjustment mechanism and finds that the Commission’s Rules governing the
processes for rate applications specifically prohibit the inflationary adjustment proposed
by the Company. Specifically Rule 2.6 prohibits increases unless the utility presents a
cost of service for a test year period consisting of historical data within nine months of
the filing date. The automatic inflation adjustment violates this Rule. The Company’s
reliance on Providence Gas v. Burke and Michaelson v. N.E. Tel. and Tel. is misplaced
and the Commission does not believe that the Court intended to condone automatic
inflation adjustments as permissible but intended that the Commission determination of
an appropriate rate consider, on a case by case basis, an inflationary impact that may
occur.

Furthermore, the Division is correct in its argument that the Commission does not
have the authority to approve capital expenditures that are not used and useful. The
Court has prohibited a utility from including these costs in rate base. Newport Electric
Corp. v. Public Utilities Comm’n, 624 A.2d 1098, 1103 (R.l. 1993). The Commission

agrees with Mr. Oliver’s statement that the prudent, used and useful standard requires
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that “such determinations be made before costs for capital additions are included in rates”

and that the Company’s “look ahead” portion of its RDR Plan does not allow for this.*°
The Company did not present sufficient evidence to support its proposal for a

Capital Expenditure Tracker (“CAPEX”) to annually reconcile capital expenses. In

Docket No. 3943, Order No. 19563, the Commission approved an Accelerated

Replacement Program for cast iron and bare steel mains because they were prone to gas
leaks and created substantial safety and environmental issues. The evidence in that case
strongly supported the safety argument. In the instant matter the Company provided no
evidence of environmental or safety issues that would warrant a departure from
traditional ratemaking. Additionally, the Company provided no evidence that it was
unable to meet its proposed capital budgets without a CAPEX tracker. In fact, the
evidence showed that during the test year, the Company dramatically increased capital
spending which was significantly ramped up in the rate year.'® With top quartile
reliability existing since 2006, it is unclear to the Commission why such a significant
ramp-up was necessary. The Commission finds Mr. Hahn’s testimony convincing and
compelling in pointing out the significant increase in spending in the test year as
compared to 2007 and 2008.*" The Commission has already found that the Company’s
forecasted plant additions were higher than what was actually occurring and accepted the
Division’s recommendation to adjust the test year to properly reflect the actual
expenditures. The Commission finds Mr. Hahn’s claim that the unadjusted test year costs

already support the capital additions anticipated by the Company’s rate year capital

% Exhibit Div-5 at 47.
100 Exhibit Div-10 at 12-13.
1%L Exhibit Div-10, Table 1 at p. 13.
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budget convincing and supported by the evidence.’® Based on the state of the record, the
Commission finds that the Company presented a very weak case to support its need for a
CAPEX tracker.

In totality, the Company did not present sufficient evidence that its RDR Plan is
in the best interests of all ratepayers. The Commission finds that Mr. Oliver’s criticism
of the proposal is convincing. The Commission finds Mr. Oliver’s testimony that
NGrid’s proposal to use a single uniform cents per-KWh rate adjustment for all classes
will result in a disproportionate share of the burden for adjustments on customers within
each class that have a comparatively large kWh requirements to be persuasive.’® The
Commission also finds that in order to depart from traditional ratemaking, it needs more
than speculative assertions that the implementation of decoupling will promote additional
energy efficiency and conservation, more than claims of a growing trend among sister
states, and more than an assertion that risk will be equally shared as opposed to a
unidirectional shift to ratepayers from shareholders. Additionally, the Commission will
not depart from traditional ratemaking unless it can be fully established that traditional
ratemaking does not work. Based on the foregoing discussion and the fact that the
Company did not provide sufficient evidence to justify the Commission departing from
traditional ratemaking, the Commission will deny the Company’s RDR Plan proposal in

total.

19214, at p. 12.
103 Exhibit Div-5 at p. 50.
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V. COST ALLOCATION

1. Minimum System Study

Both the Navy and TEC-RI requested that the Commission require a Minimum
System Study prior to the next case to allocate costs to demand and customer
components. The Division recommended that the Commission reject this request. The

Commission is satisfied by Dr. Swan’s reasoning’®

that it deny the request for a
minimum system study and as such, rejects the request. This is consistent with the
Commission’s previous ruling in In Re: Narragansett Electric Co., Docket No.

1606/1692, Order No. 11227 (issued April 30, 1984) at p.7.

2. Transformer Cost Allocation

NGrid proposed allocating line transformer costs based on equal weighing of the
number of customers and load size.'® The Division recommended that the Commission
deny this proposal and that line transformer costs and associated O&M expenses be
classified as demand-related and allocated on class non-coincident peak demands. The
Division also recommended that the Lighting class be required to share in these costs.
The Commission finds Dr. Swan’s argument supporting the Division’s position to be
persuasive. Particularly, the Commission agrees with Dr. Swan that the Company’s
proposal ignores the principles of cost causation in that it does not make any allowance
for the different sizes of customers in terms of their loads and places these costs on
customers who may not be responsible for them, which the Commission finds creates an
unfair result. Because there was no direct relationship between the number of customers

and the costs or maintenance of the transformers, the Commission accepts the Division’s

194 Exhibit Div-7 at pp. 9-10.
195 NGrid’s original proposal allocated line transformer costs by direct assignment. In its rebuttal, the
Company proposed the compromise set forth above.
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recommendation that line transformer cost be allocated based on average percentage class
responsibilities for the non-coincident peak at primary and secondary voltages. The
Commission also finds that the Lighting class should share in these costs.

3. Uncollectible Expense Allocation

a. Delivery-Related

The Company proposed allocating $4.3 million in distribution-related
uncollectible expense to those rate classes under which the original charges were assessed
and ultimately charged off noting that it is appropriate to allocate bad debts to the classes
that caused the bad debt, properly reflecting the costs of serving those classes. The
Division recommended that uncollectible expense should be allocated to all customer
classes based on total delivery revenue and that bad debts are a general cost of doing
business and should be allocated using a general allocator such as class revenue. In its
rebuttal, the Company noted that if the Commission were to approve the Division’s
position, the allocation should be based on rate year revenue rather than test year revenue.
The Division did not object to this modification.

The Commission believes that all customers should be allocated a share of
uncollectible expense and that such expense is a cost of doing business. It is unfair to
saddle the members of a particular class with this expense when those members have no
control of it and have not individually contributed toward it. The Commission believes it
is fair and reasonable that all customers be allocated a share of uncollectible expense

based on rate year revenue as using the rate year will provide more updated figures.
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b. Commodity-Related

NGrid proposed allocating commodity-related bad debt expense through SOS on
the basis of rate class under which charges were assessed and ultimately charged off. The
Division recommended allocating this expense to all customer classes based on Total
Commodity Revenue or SOS-related kWh deliveries. TEC-RI supported the Company’s
proposed allocation. The Commission finds the Division’s position fair and reasonable.
These costs are a cost of doing business that should be borne by all customers and not
just allocated to the customers of the class where the costs originated, especially because
the paying customers of the class have not caused the expense. The Commission finds
that these costs should be allocated the same way as delivery-related bad debt in that all
customers should share in this expense based on total commodity revenue for the rate
year.

c. SOS-Related Administrative Costs

The Company proposed to recover all SOS-related administrative costs, except
Cash Working Capital, through SOS with $6.6 million from the “Small Customer Group”
and the remaining amount on equal basis from the “Small Customer Group” and the
“Large Customer Group”. The Division recommended allocating SOS-related
administrative costs, except Cash Working Capital, through SOS on the basis of SOS-
delivered energy. The Commission finds that the Division’s recommendation provides a
fairer allocation of these costs. The Commission agrees with Dr. Swan that an allocation
based on SOS-delivered energy will result in an equal cost factor for all classes.

4. Service & Information Expense Allocation
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NGrid proposed allocating $5.4 million of Customer Information & Services
expenses based on the total number of customers NGrid has. The Division recommended
that this allocation be among customer classes based on energy use at the meter. The
Commission finds that because these costs are caused by the amount of service provided
to a class rather than the number of customers, the appropriate method of allocation
should be based on energy use at the meter. The Commission is convinced by Dr.
Swan’s testimony that the types of services reflected by the Company in these accounts,
I.e., supervision, processing inquiries on proper use, replacement and information on
electric equipment, advice on the efficient and safe use of electric equipment,
demonstrations, exhibits, lectures on safe economical use of conservation, etc., are not
directly caused by the number of customers but by the amount of service that is provided
to the various classes. The Commission finds the Division’s recommendation to be fair
and reasonable and as such approves the same.

5. Economic Development Expense Allocation

The Company proposed that the costs for its proposed economic development
program be allocated only to the C&I customers on the basis of energy consumption.
The Division objected to this and recommended that these costs, if allowed by the
Commission, be socialized to all customer classes. As the Commission has denied these
costs in total, this issue is moot.

6. Limits on Cost Allocations Among Rate Classes

NGrid proposed limiting the rate increase for the Lighting and Propulsion classes
at two times the total Company percentage increase and then allocating the remaining

shortfall exclusively to the C&I Large Demand Class. This proposal also includes the
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Rate A-60 receiving a proportionate share of the residential increases. The Division
found this proposal reasonable with the exception of allocating the shortfall entirely to
the C&I Large Demand Class and recommended that the shortfall be allocated to all other
classes whose increases are not capped. The Navy and TEC-RI objected to allocating all
of the shortfall associated with this limit on the C&I Large Demand Class and agreed
with the Division that it should be allocated to all customer classes. TEC-RI also
recommended that all Commission downward adjustments be applied to the C&I Large
Demand Class to bring it to its cost of service before allocating these adjustments to other
classes. Lastly, the George Wiley Center asserted that the Rate A-60 should not receive
any increase above current distribution rates.

The Commission is mindful of the difficult economic times being faced not only
by residential customers but commercial and industrial customers as well. Since every
customer benefits from the services provided by the Lighting Class, it is the opinion of
the Commission that every class should share in the shortfall arising from the capping of
the increase allowed to this class. The service and benefits provided by the Lighting
Class are enjoyed by the Rate A-60 customers just as they are enjoyed by the other
classes, and the Commission believes that the Rate A-60 customers should contribute an
equal share for these benefits. The Commission however, disagrees with TEC-RI that the
C&l Large Demand Class should first be brought to its cost of service with any
Commission downward adjustments before those adjustments are allocated to any other
class. The Commission also finds that the Propulsion class should be brought halfway to
its cost of service given the extent of the subsidies that the Propulsion class has been

receiving over the years.
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7. Allocation of Low-Income Subsidy

On rebuttal, the Company agreed with the Division’s recommendation to maintain
the low income subsidy with recovery of $4,795,000 from all customer classes with the
exception of the Lighting and Propulsion classes rather than solely Rate A-16 customers
as it originally proposed. TEC-RI supported the Division’s recommendation. In light of
the fact that all of the parties agree and the Commission finds this allocation to be fair
and equitable to all customers, the Commission approves the Division’s recommendation.

8. Reallocation of Transmission Costs Based on Coincident Peak

NGrid proposed a revenue neutral redesign of transmission rates by reallocating
costs to rate classes based on coincident peak, resulting in a shift of $4 million in
transmission revenue recovery from the C&I Large Demand class to the Residential
Class. The Division recommended mitigating the impact of this proposal by fifty percent
by reducing or increasing each class’ revenue requirement by half of the resulting
increase or decrease in transmission revenues that will result from the proposed
reallocation of costs. TEC-RI supported the Company’s proposal and opposed the
mitigation recommended by the Division.

The Commission agrees with Dr. Swan that adopting the Company’s proposal
will result in a large total increase for the residential class.'®® The Commission believes
that the Division’s recommendation to mitigate the rate impact to the Lighting class is

consistent with the principles of gradualism and is fair and reasonable.

1% Exhibit Div-7 at p. 25.

147



V1. RATE DESIGN

A. Back-Up Rate

TEC-RI proposed eliminating back-up rates. The Commission finds that there
was not enough evidence to determine whether the elimination of back-up rates was in
the best interest of the Company and all of its customers. The Commission will open a
separate docket to evaluate the impact of this proposal.

B. Appropriate Rate Design for Rate G-62 and B-62

NGrid proposed eliminating Demand Rates G-62 and B-62 and transferring the
existing customers in those two classes to Rates G-32 and B-32. Additionally, the
Company proposed continuing with a per kWh energy charge under the proposed G-32
rate. The Division objected to this proposal and recommended a phased transition move
to occur over the course of three to five years. The Division suggested the phase-in to be
based on total delivery service cost increases approved in this case and allocating the
shortfall among all other customer classes except Lighting and Propulsion in proportion
to each class/distribution revenue requirement. TEC-RI opposed the proposal noting that
the shift of the B-62 customers to Rate B-32 would result in an unacceptable increase.
The Commission finds that the proposed elimination G-62/B-62 class will result in a
significant increase in the demand charge of these large customers and even though their
customer charge will decrease the demand charge is what drives the greatest impact on a
customer costs. The Commission further finds that the Company did not present
sufficient evidence to justify the elimination of these two classes or that the elimination
would not result in a detrimental impact on these customers. The Commission, therefore,

denies NGrid’s request to eliminate the G-62/B-62 classes.
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The Commission finds that the distribution rate increase for customers with
demands greater than 8 MW should be limited to 150% of the average overall rate
increase approved by the Commission in this case. The impact of this limit shall be
absorbed by the other Large C&I Demand customers. In any event, the impact should be
much less than what was assumed had NGrid been allowed to increase rates by
approximately $57 million, which reflects the Company’s current request by the end of
this case. The Commission commends TEC-RI for its active participation in this case.
TEC-RI provided timely, complete and thorough information to the Commission upon
which the Commission was able to make well-informed decisions. Furthermore, TEC-
RI, on behalf of large customers, was willing to absorb its fair share of the low income
subsidy. The Commission finds that the commercial and industrial customers have
suffered from the financial climate just as much as the residential customers and again
commends TEC-RI for its willingness to share in the impacts resulting from the rate
increase.

C. Monthly Customer Charge

The Company proposed increasing the customer charge for the Rate A-16 class to
$5.50 per month from $2.75, for the Rate C-06 to $10.00 per month from $6.00, for the
Rate G-02 to $125.00 per month from $103.41, and an increase in the C&I Large
Demand rate class to $980.00 per month from $236.43. The Division recommended that
the increase to the Rate A-16 be no greater than an additional $1.00 per month and the
increase to the Rate C-06 be no greater than an additional $2.00 per month. The

Commission accepts Dr. Swan’s argument that these increases will have adverse impacts
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on the customers in these two rate classes'®” and the principles of gradualism support the
recommendation made by the Division.

D. Per kWh Adjustment Factors

The Company proposed a number of per kWh adjustment provisions specifically,
a distribution adjustment provision, a pension/OPEB adjustment provision, a revenue
decoupling mechanism provision and an inspection and maintenance adjustment
provision. As the Commission did not approve any of the adjustment factors proposed by
the Company, this issue is moot.

E. Low Income Proposal

NGrid did not make a proposal to continue the annual credit to the Rate A-60
class funded from the Docket No. 3710 settlement and scheduled to end at the end of
2009.1%® In Docket No. 3710, NGrid proposed to utilize $8 million from the proceeds of
a settlement agreement to fund a multi-year enhanced low income credit, increasing the
distribution credit on the A-60 rate by applying an additional $2 million per year on a per
kWh basis for the first 450 kWh used by each customer taking service under the A-60
rate. The commission approved the program for the first year only (CY2006). In 2006,
2007 and 2008, the commission approved the program for the three remaining years (CY

2007, 2008, and 2009). In approving the additional per kwh discount for 2009, the

7 Exhibit Div-7 at p. 31.

1% In Docket No. 3710, the Commission approved a settlement agreement between the Company, Division
of Public Utilities and Carriers (“Division”) and the Attorney General of Rhode Island arising in part out of
issues relating to disputes regarding New England Power Company’s (“NEP”) Contract Termination
Charge (“CTC”) (“CTC Settlement”). The agreement provided that $2 million would be refunded to the A-
60 rate class through a uniform per kwWh distribution credit on the first 450 kWh of usage in 2006. The A-
60 rate class’ $2 million distribution credit would also continue through the period 2007 through 2009, for
a total additional credit of $8 million. The credit factor would be adjusted each year to take into account
any increase or decrease in the A-60 rate class load in order to protect against a deferral which the
Company would expect to recover from all customers at the end of 2009.
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commission stated, “in the event a balance remains in the CTC Settlement account such
that there are funds remaining to be disbursed at the end of 2009, the Commission will
consider proposals in the next Annual Reconciliation filing by the company regarding the
appropriate application of those remaining funds in 2010.”1%°

In Docket No. 4140, filed on January 11, 2010, the Company proposed to credit
the remaining $995,978 remaining in the fund to the enhanced low income credit to
reduce the fund to zero. The company further proposed that the balance in the account at
March 31, 2011, whether positive or negative, be credited to or collected from all
customers through the transition reconciliation. This proposal was supported by the
Division through a Memorandum to the Commission dated January 28, 2010. A hearing
on the matter was held in Docket No. 4140 on February 3, 2010. The Commission
approves the proposal made by NGrid and supported by the Division in Docket No. 4140
and believes that applying the remaining balance in the CTC account to the A-60
customers as an additional per kWh discount of $0.00419, effective on usage on and after
March 1, 2010 through April 30, 2011, will assist in alleviating the effect of the increase
that class will receive as a result of the Commission’s decision in this matter.*'°

Furthermore, because the enhanced low income credit will expire in
approximately one year, leaving A-60 customers to face another rate increase on and after
April 30, 3011, the Commission finds that it is appropriate to mitigate some of the rate
increase that will occur as a result of the expiring low income enhancement credit by

reducing the class revenue requirement by one half of the annualized credit amount, or

$0.9 million to take effect on May 1, 2011. The Commission believes that this

199 Order No. 19623 (issued April 20, 2009).
119 The per kWh discount was approved at an Open Meeting on March 1, 2010 when the Commission
approved NGrid’s Consolidated Compliance Filings made in this docket and in Docket No. 4140.
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determination is consistent with the principles of rate gradualism and reasonable in that it

will help to mitigate the effect of the increase that the A-60 class will receive as a result

of the Commission’s decision in this matter.

ACCORDINGLY, itis

(19965A ) ORDERED:

1.

The Narragansett Electric Company d/b/a National Grid’s request
to collect an additional $57,766,125'"! is denied. National Grid is
authorized to collect an additional $16,409,000 in revenues on
usage on and after March 1, 2010.

The Narragansett Electric Company d/b/a National Grid is
authorized to collect total distribution revenues of $246,748,967

consisting of:

Base Distribution Revenue $231,952,274
Commodity Costs Tracker $ 6,059,653
Transmission Related Uncollectible $ 1,057,885
Other Revenue $ 7,679,155

The Narragansett Electric Company d/b/a National Grid is allowed
a rate year rate base of $550,870,432.

The Narragansett Electric Company d/b/a National Grid is allowed
an overall rate of return of 7.2%.

The Narragansett Electric Company d/b/a National Grid’s
proposed capital structure is denied. The capital structure

approved for ratemaking purposes shall be comprised of 42.75%

11 This amount is exclusive of the commodity cost tracker and transmission-related uncollectibles.
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10.

equity, 52.08% long term debt, 4.98% short term debt and 0.19%
preferred stock.

The Narragansett Electric Company d/b/a National Grid’s
proposed cost of capital is denied. The costs of common equity
shall be 9.8%, long term debt shall be established by the
mechanism agreed to between NGrid and the Division, short term
debt shall be 1.60% and preferred stock shall be 4.50%.

The Narragansett Electric Company d/b/a National Grid’s request
for a $2,409,195 adjustment to incentive compensation shall be
reduced to $1,204,000.

The Narragansett Electric Company d/b/a NGrid’s request for a
pro forma change to wage costs for new hires is denied.

The Narragansett Electric Company d/b/a NGrid’s request to
maintain $1,041,000 of annual funding of the Storm Fund is denied
and is suspended until such time that the balance of the account
falls below a threshold of $20 million at which time funding will
be reinstated, subject to Commission approval.

The Narragansett Electric Company d/b/a National Grid’s request
to include the test year amount of Storm Damage Expense in the
revenue requirement is denied and the Company shall normalize
Storm Damage Expense by using a five year average from 2004
through 2008 thereby reducing test year Storm Damage Expense

by $1,395,000.
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11.

12.

13.

14.

15.

16.

The Narragansett Electric Company d/b/a National Grid shall
reduce its injury and damage expense by $2.5 million.

The Narragansett Electric Company d/b/a National Grid’s total rate
case expense is approved and the Company shall be allowed to
recover this expense amortized over a five year period.

The Narragansett Electric Company d/b/a National Grid’s four
year total of outside legal counsel expense shall be reduced by
$593,795 to reflect the elimination of three years of Constellation
litigation expense and the revenue requirement shall be based on a
four year average of the remaining legal expense for the years
2005 through 2008.

The Narragansett Electric Company d/b/a National Grid shall use a
five year historical average of vegetation management expense to
determine the amount of vegetation management expense to be
included in its revenue requirement.

The Narragansett Electric Company d/b/a National Grid shall use a
four year historical average of inspection and maintenance expense
to determine the amount of inspection and maintenance expense to
be included in its revenue requirement.

The Narragansett Electric Company d/b/a National Grid’s request
for a reconciling mechanism for inspection and maintenance

expense is denied.
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17.

18.

19.

20.

21.

22,

23.

24,

The Narragansett Electric Company d/b/a National Grid is
authorized to collect $800,000 in transformation expense.

The Narragansett Electric Company d/b/a National Grid’s request
to collect $2.3 million of GIS costs allocated from the Service
Company is denied.

The Narragansett Electric Company d/b/a National Grid’s request
for a pro forma adjustment of $376,000 for increased collection
activities is denied.

The Narragansett Electric Company d/b/a National Grid shall
reduce merger related costs to achieve by $1,176,000 and may
establish a regulatory asset for the remaining amount allowed in
rates.

The Narragansett Electric Company d/b/a National Grid’s request
for a pro forma adjustment of $182,000 to fund two new customer
advocacy positions is denied.

The Narragansett Electric Company d/b/a National Grid’s request
for $1 million to fund an economic development program is
denied.

The Narragansett Electric Company d/b/a National Grid shall
reduce projected plant in service by $31,877,000 for a reduction in
average rate year plant balance of $19,953,000.

The Narragansett Electric Company d/b/a National Grid’s request

for a CAPEX tracker is denied.
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25.

26.

27.

28.

29.

The Narragansett Electric Company d/b/a National Grid shall
calculate accumulated depreciation by wusing the actual
accumulated depreciation balance as of June 30, 2009 and
projecting the same net change in accumulated depreciation for the
July through December 2009 period. For 2010, plant additions
shall be estimated and accumulated depreciation shall be calculated
by applying the actual historical relationship between plant
retirements and the cost of removal.

The Narragansett Electric Company d/b/a National Grid shall
calculate accumulated deferred income tax in the manner
recommended by the Division.

The Narragansett Electric Company d/b/a National Grid’s proposal
to recover pension and other post employment benefits through a
reconciling factor is denied.

The Narragansett Electric Company d/b/a National Grid shall
eliminate the $371,000 of contract termination charge from cash
working capital and shall reduce cash working capital associated
with municipal taxes by $9,893,000 and the payment lag for
municipal taxes shall be based on the calendar period.

The Narragansett Electric Company d/b/a National Grid’s proposal
for revenue decoupling and a plan and adjustment mechanism for

such is denied in total.
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30.

31.

32.

33.

34.

35.

36.

The Narragansett Electric Company d/b/a National Grid is
authorized a bad debt ratio of 0.94% to calculate the amount of
delivery-related bad debt in base rates.

The Narragansett Electric Company d/b/a National Grid’s request
for a reconciling mechanism to allow for the future adjustment to
delivery-related bad debt is denied.

The Narragansett Electric Company d/b/a National Grid shall
recover a standard offer related uncollectible expense through
commodity rates using a bad-debt percentage of 0.94% and the
same mechanism approved in Docket No. 3943 for National Grid’s
gas business.

The Narragansett Electric Company d/b/a National Grid’s request
to recover transmission-related uncollectible expense through
transmission retail rates is approved.

The Commission will not require a minimum system study in the
next base rate case.

The Narragansett Electric Company d/b/a National Grid shall
allocate transformer costs based on the average percentage of class
responsibilities for the non-coincident peak at primary and
secondary voltages.

The Narragansett Electric Company d/b/a National Grid shall
allocate delivery-related uncollectible expense to all classes on the

basis of rate year delivery.
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37.

38.

39.

40.

41.

42.

43.

44,

The Narragansett Electric Company d/b/a National Grid shall
allocate commodity-related uncollectible expense base on total
commodity revenue for the rate year.

The Narragansett Electric Company d/b/a National Grid shall
allocate Standard Offer Service administrative costs, except for
cash working capital, on the basis of Standard Offer Service
delivered energy. Cash working capital shall be allocated on the
basis of commodity revenue.

The Narragansett Electric Company d/b/a National Grid shall
allocate customer service and information expenses based on
energy use at the meter.

The Narragansett Electric Company d/b/a National Grid shall
allocate the low income subsidy to all customer rate classes.

The Narragansett Electric Company d/b/a National Grid shall
continue a low income credit of $0.9 million to be recovered from
all customers and incorporated into rates.

The Narragansett Electric Company d/b/a National Grid shall
allocate transmission costs based on the coincident peak.

The Narragansett Electric Company d/b/a National Grid shall
mitigate the impact of the redesign of transmission rates by fifty
percent in the manner set forth above.

The Energy Council of Rhode Island’s request to eliminate back-

up rates is denied.
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45.

46.

47.

48.

49.

50.

51.

The Narragansett Electric Company d/b/a National Grid’s proposal
to eliminate the demand Rate G-62 and Rate B-62 and transfer the
customers in those classes to Rate G-32 and Rate B-32 is denied.
The Narragansett Electric Company d/b/a National Grid shall limit
the distribution rate increase for customers with demands greater
than 8 MW to 150% of the average overall rate increase in this
matter.

The Narragansett Electric Company d/b/a National Grid shall cap
the increase to the Lighting class at two times the total company
percentage increase and shall move the Propulsion class to halfway
to its actual cost of service and any resulting shortfall shall be
allocated to all customer classes.

The Navy’s and The Energy Counsel of Rhode Island’s proposal to
bring the Large C&I Demand Class to its cost of service before
allocating adjustments to other rate classes is denied.

The Narragansett Electric Company d/b/a National Grid shall limit
the increase on the customer charge to the Rate A-16 to
$3.75/month and Rate C-06 to $2.00/month.

The A-60 class revenue requirement will be reduced by $0.9
million to take effect on May 1, 2011.

The Parties shall act in accordance with all other findings and

instructions contained in this Order.

159



EFFECTIVE AT WARWICK, RHODE ISLAND ON MARCH 1, 2010, PURSUANT
TO AN OPEN MEETING DECISION ON FEBRUARY 9, 2010. WRITTEN ORDER
ISSUED APRIL 29, 2010.

PUBLIC UTILITIES COMMISSION

Elia Germani, Chairman*

Mary E. Bray/ Coffimissioner y

Paul J. |

o
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*Chairman Germani will provide a dissenting opinion to this order subsequént to

his review of the same.
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DISSENTING OPINION OF CHAIRMAN ELIA GERMANI
INTRODUCTION
On June 1, 2009, the Narragansett Electric Company d/b/a National Grid (“National

Grid” or the “Company”) filed a request with the Commission for an increase in its base
distribution revenues totaling $75.3 million. This amount was subsequently reduced by the
Company to a revenue increase request of $57,766, 125. The revenue increase supported by the
Division of Public Utilities and Carriers (The Division) was originally $25,633.000 and
subsequently reduced to $20,070,125.

After six public hearings in which the ratepayers were given the opportunity to express
their views and after many hearings on the technical aspects of the case, the Commission by a
Majority vote, granted a revenue increase of $15,945.000. The Commission had previously
approved two revenue decreases of $12.4 million and approximately $10 million.

The first decrease in 2000 was followed by a five-year distribution rate freeze and the
2005 decrease was also followed by a five-year rate freeze. The net result is that the distribution
rate which resulted from this proceeding is lower than it was ten years ago.

On many major issues it rejected in whole or in part, the testimony of the
Company and that of the Division of Public Utilities and Carriers which represents the
ratepayers. The Majority in many areas, used data requests to elicit information and thus create
evidence to support its decision. The information gleaned was not supported by any party to the
proceeding and was not subject to the rigors of cross examination by any party. The Majority
rejected every specific request of the Company.

Under Rhode Island statute and case law the Commission is granted wide latitude in rate
proceedings. The scope of judiciary review is limited. If there is substantial evidence on the
whole record to support its decision, the Commission’s decision will not be reversed. Because
the Commission is given deference, it must arrive at its decision in a neutral and impartial
manner if it is to accord justice and due process to both the Company and the ratepayers. The
Majority’s decision and the methods by which the Majority reached its decision appear to be
neither neutral nor impartial.

The Majority questioned the credibility of the Company’s witnesses and in some

instances questioned their integrity. The end result was a reduction in rate request that was



greater than that supported by the Division of Public Utilities and Carriers which is the ratepayer
advocate.
I will set forth my specific concerns about a number of rulings made by the Majority.
LEGAL STANDARD OF REVIEW
Under settled law the Commission is obligated to make its decision which is “fairly and
substantially supported by legal evidence”, Newport Electric Co v. P.U.C 624A.2d 1098, 1101
(R.1. 1993); and Valley Gas Company vs. Burke 518A 2nd. 1363, 1365 (RI 1986) *

The Commission’s findings must also be sufficient “specific to enable the Court to

ascertain if the facts upon which the findings are premised afford a reasonable basis for the
results reached” Bristol County Water Company v. P.U.C. 117 R.1. 89, 101-02 (1976).

The Commission is also obligated to “clearly set forth the findings and evidentiary facts
upon which the decision rests”. Bristol County Water Company v. P.U.C. 117 RI 89, 101-02
(1976).

RETURN ON EQUITY

I will not review the evidence supporting either the Company’s position or the Division’s
position since the Majority did not utilize either position in arriving at its return on equity of
9.8%. The Majority referenced the basis for its conclusion on the Division response to the
Commission’s First Data Request which was made by a member of the Majority. It is worth
noting that the Company in the initial brief set forth or recommended a return on equity of 11.6%
and the Division of 10.1% and urged the Commission to set the return on equity consistent with
the record evidence in the proceeding.

The Commission’s first Data Request issued related to whether or not Mr. Kahal’s
recommendation used the same methodology as approved in Docket 2038, Order 1408; Docket
2276, Order 14854; and Docket 2286, Order 1489.

Mr. Kahal’s response was that his conclusions in this rate proceeding were similar but not
identical to the Commission’s ruling in those cases. Mr. Kahal was asked by the Commission to
recalculate the ROE using the methodology approved by the Commission in this docket. Mr.
Kahal’s overage of the midpoints for the electric and gas xxx groups using a six-month overage
ending August 30, 2009 and “spot” divided yield ending August 30, 2009, produced an ROE of

! The two cited cases are illustrative of the case law in Rhode Island and are also supported by other Rhode Island
Superior Court decisions.
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9.8%. Specifically, Mr. Kahal’s calculations result in ROE with midpoints of 9.5%, 9.6%,
10.0% and 10.1%.

The Majority does not state what the relevance of referring to those dockets to this rate
proceeding and why those calculations may be used to reject the testimony of both the Division
and the Commission in the making its calculation of an appropriate return on equity for the
Company. The Majority does not set forth why the methodology used in those rate proceedings
should be relevant here. Furthermore, the Majority’s reasoning in establishing an appropriate
return on equity for ratemaking purposes is totally lacking insofar as it initially rejects the
proposals of both the Division and the Company finding them to be based on inappropriate proxy
groups. Curiously, however, after rejecting each party’s proxy groups, the Majority ultimately
characterizes the Division’s proxy group as “more similar in nature” providing no explanation
whatsoever for this finding and then selects a rate of return based upon an average of these proxy
groups. The Majority’s reasoning is a non-sequitur insofar as its conclusion that a 9.8% rate of
return based on the Division’s proxy groups is fair and reasonable does not follow from the
stated premise that the proxy groups are not similar to the Company. I, therefore, dissented
from that ruling.

CAPITAL STRUCTURE

As of the test year, the Company’s actual capital structure is composed of a large
proportion of common equity (77.99%), exclusive of goodwill and accumulated other
comprehensive income.? However, as indicated in the Company’s initial filing on June 1, 2009,
the Company is planning to issue approximately $550 million of new long-term debt to repay
short-term debt and make dividend payments in order to reduce its common equity ratio,
exclusive of goodwill, to 50.05% for rate-setting purposes.® The actual capital structure of the
Company also includes one issue of preferred stock and $58.5 million of outstanding long-term
debt assumed when National Grid purchased the assets of the New England Gas Company and
merged them into the Narragansett Electric Company.* Thus, the actual capital structure

following the issuance would be comprised of 50.05% common equity, 44.78% long-term debt,

2 Moul Direct Testimony at 2-3.
%1d. at 4.
* Id at Schedule NG-PRM-1, page 1 of 2
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4.98% short-term debt and 0.19% preferred stock, which is the capital structure proposed by the
Company in this case.’

In terms of the cost of long-term debt to be used for rate-setting purposes, the Company
is proposing to use the actual cost of long-term debt as established by the issuance for the entire
ratio of long-term debt (44.78%) included in the capital structure.® As stated above, a portion of
this long-term debt was assumed at the time that the gas operations were acquired; however, the
cost of that debt is currently being recovered through gas distribution rates set by the
Commission in Docket 3943.” Thus, the Company proposes to use the effective cost rate of the
new issuance for the entire debt ration. For the preferred stock, the Company proposed to use
the actual dividend rate of 4.50%.2 For short-term debt, the Company proposes to use a cost rate
of 2.50%, which is the average short-term debt interest rate projected for the 2010 rate year.’

The Division recommended that the Commission use a proxy capital structure composed
of 47.33% long-term debt, 4.98% short-term debt, 0.19% preferred equity and 47.50% common
equity.’® The difference between the Company’s capital-structure proposal and the Division’s
recommendation is that the Division seeks to include a larger percentage of long-term debt in the
capital structure than would actually exist following the planned issuance (and conversely, a
lesser percentage of common equity). Although Division Witness Kahal testified that “a
reasonable target range for electric utility common equities today would be roughly 45 to 50
percent,” Mr. Kahal recommends a common equity ratio of just 47.50% based primarily on the
arguments that (1) the Company’s anticipated debt issuance represents “just a plan or set of
intentions.” And (2) that Company Witness Moul has not shown that 50% is more appropriate
than 47.5 % in achieving a “cost minimizing capital structure.”** Lastly, Division Witness Kahal
recommends a long-term cost of debt of 5.6% and a short-term cost of debt of 1.6%.'? Division
Witness Kahal does not object to using 4.5% as the dividend rate for the preferred stock

outstanding.

> |d.

® Moul Direct Testimony at 4.

" 1d; COMM 14-5. It should be noted that the effect of excluding the long-term debt assumed in the New England
gas Company transaction would be to increase the equity component of the capital structure. Thus, the Company
has included the debt in the capital structure, but excluded its cost.

& Moul Direct Testimony at 4.

%1d.; Schedule NG-PRM-1, at 1, fn.2.

19 Kahal Surrebuttal Testimony at Schedule MIK-1, page 1 of 2.

11 Kahal Direct Testimony at 16; Kahal Surrebuttal Testimony at 4.

12 Kahal Surrebuttal Testimony at 2.
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On December 9, 2009, the Division approved a settlement between National Grid and the
Division authorizing the issuance of up to $440 million of long-term debt prior to March 31,
2010. National Grid, D-09-49, Order No. 19847 (2009) (Settlement Agreement at Paragraph

1).** The Company is working diligently to complete this issuance so that the results may be

incorporated into rates resulting from this proceeding. This issuance will determine both the
ratio of long-term debt (and conversely the ratio of common equity) existing in the Company’s
actual capital structure and the cost of long-term debt for rate-setting purposes. Completion of
the issuance will allow for the inclusion of the final amounts and cost of long-term debt in the
revenue requirement.

As described above, the Company requested that the Commission set rates in this
proceeding using the actual capital structure, cost of long-term debt and preferred-stock rate that
will exist after the approved debt issuance. The actual capital structure will be known and
measurable at the time that rates are set and the Commission’s precedent is to use a Company’s
actual capital structure where a reasonable capital structure exists for ratemaking purposes. Even
when the Commission has approved a departure from an actual capital structure, it has imputed a

capital structure on par with the Company’s recommended 50.05 %. See, e.q., Blackstone Valley

Electric, Order No. 13877 (1992) (using actual capital structure); The Narragansett Electric

Company, Order No. 14867 (1995) (settlement using the actual capital structure of Narragansett

Electric Company); The Narragansett Electric Company, Order No. 16200 (2000) (settlement

agreement using 50/50 imputed capital structure); and The Narragansett Electric Company,

Order No. 18037 (2004) (distribution rate settlement establishing imputed capital structure with
50% common equity, 45% debt and 5% preferred stock).

The Division’s recommendation to use a proxy-group generated equity ratio of 47.50% is
based on two propositions, which essentially are the planned debt issuance is speculative and that
the Company has not demonstrated that an equity component of 50.05% is “cost minimizing.”
However, the facts are that the issuance is no longer speculative and is anticipated to occur prior
to the finalization of rates in this proceeding. Secondly, there is no legal or ratemaking standard

that requires the Company to demonstrate that its capital structure is “cost minimizing” as

13 Based on the Company’s actual capital structure as of November 2009, the Company will need to pay a dividend
of approximately $330 million and use the remaining $220 million to pay down short-term debt in order to achieve a
debt/equity ration of 50/50. These figures may change to a slight degree based on the actual capital structure
through January 31, 2010. This is because the amount of retained earnings generated between November and the
end of January will impact the size of the dividend payment See, COMM 15-1.
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suggested by Division Witness Kahal. In fact, Mr. Kahal testified that “a reasonable target range
for electric utility common equities today would be roughly 45 to 50%,” which encompasses the
Company’s actual equity ratio.* His recommendation of 47.50% simply represents an arbitrarily
selected midpoint of that range.® However, where there is an actual capital structure in place,
and where that capital structure is reasonable for ratemaking purposes (and Division Witness
Kahal has testified that an actual equity ration of 50% would be reasonable), there is no valid
basis for the imposition of a lower equity ratio.

The Division recommended that the Commission use a proxy capital structure composed
of 47.33% long-term debt, 4.98% short-term debt, 0.19% preferred equity and 47.50% common
equity.’® The difference between the Company’s capital-structure proposal and the Division’s
recommendation is that the Division seeks to include a large percentage of long-term debt in the
capital structure than would actually exist following the planned issuance (and conversely, a
lesser percentage of common equity). Although Division Witness Kahal testified that “a
reasonable target range for electric utility common equities today would be roughly 45 to 50
percent, “Mr. Kahal recommends a common equity ratio of just 47.50% based primarily on the
arguments that (1) the Company’s anticipated debt issuance represents “just a plan or set of
intentions.” And (2) that Company Witness Moul has not shown that 50% is more appropriate
than 47.5% in achieving a “cost minimizing capital structure.”*’ Lastly, Division Witness Kahal
recommends a long-term cost of debt of 5.6% and a short-term cost of debt of 1.6%.'® Division
Witness Kahal does not object to using 4.5% as the dividend rate for the preferred stock
outstanding.

On December 9, 2009, the Division approved a settlement between National Grid and the
Division authorizing the issuance of up to $440 million of long-term debt prior to March 31,
2010. National Grid, D-09-49, Order No. 19847 (2009) (Settlement Agreement at Paragraph
1).19

4 Kahal Direct Testimony at 6, 18.

% 1d. at 18.

16 Kahal Surrebuttal Testimony at Schedule MIK-1, page 1 of 2.

17 Kahal Direct Testimony at 16; Kahal Surrebuttal Testimony at 4.

18 Kahal Surrebuttal Testimony at 2.

19 Based on the Company’s actual capital structure as of November 2009, the Company will need to pay a dividend
of approximately $330 million and use the remaining $220 million to pay down short-term debt in order to achieve a
debt-equity ration of 50/50. These figures may change to a slight degree based on the actual capital structure
through January 31, 2010. This is because the amount of retained earnings generated between November and the
end of January will impact the size of the dividend payment See, COMM 15-1
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On January 12, 2010, the Commission posed a 15th set of discovery in this proceeding,
which asked several questions regarding the use of National Grid plc’s capital structure for
ratemaking purposes in this proceeding. No party is recommending the use of the National Grid
plc capital structure and there is no testimony or evidence on the record supporting its use or in
any way indicating that it could or would be reasonable or appropriate. Moreover, because no
party has made such a recommendation, the issue has not been litigated in this proceeding.

These facts are important because the Commission is legally obligated to make decisions
that are “fairly and substantially supported by legal evidence.” See e.g. Newport Electric v.
P.U.C. 624A.2d 1098, 1101 (R.1. 1993); Valley Gas v. Burke, 518 A.2d 1363, 1365 (R.I. 1986)
(emphasis added). In addition, the Commission’s longstanding precedent is to use a company’s

actual capital structure, or if the actual capital structure is unreasonable for ratemaking purposes,
then to use a proxy that puts the utility on par with comparable electric utilities in the
marketplace. Thus, there is neither Commission precedent, nor “substantial evidence” in the
record for the proceeding to support the imposition of National Grid plc’s capital structure. The
legal evidence “fairly and substantially” supports a capital structure with an equity component
ranging from 47.50 to 50.05%. Accordingly, the imposition of National Grid’s plc’s capital
structure cannot be legally justified in this case. The Commission should have adopted the
capital structure proposed by the Company.

The Majority’s reliance on In Re: New England Gas Company’s Distribution Adjustment
Clause, Docket No. 3459, Order No. 17524 and Public Service Commission of State of N.Y. v.
FERC, 813 F.2d 448 (1987) in support of its decision to impute the capital structure of National

Grid is inappropriate. In Re: New England Gas is factually distinct from the present case and

therefore not controlling. In the case of In Re: New England Gas, the Commission’s decision to

use the capital structure of Southern Union in lieu of Prov Gas’s proposed structure was based on
the specific facts of that case. Namely, at the time of the settlement agreement under
consideration, Prov Gas had no independent corporate existence and therefore no capital

structure to use for ratemaking purposes as a result of a recent merger with Southern Union. %

20 To twist the phrase “actual capital structure” to apply to a division, a fictitious business name, creates a
Gordian knot, not only for the plain, ordinary, and usual meaning of words, but also for the technical regulatory
meaning of these words. To cut through this knot, the Commission had to reject NEGas’ interpretation.’ The 18"
century French philosopher Voltaire once stated that the use of the phrase “Holy Roman Empire” was a misnomer
because it was “not holy, not Roman, and not an empire.”®® A post-merger ProvGas “actual capital structure”
would be equally absurd. ProvGas was a fictitious business hame with no capital stock and, as a division, was a part
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No such facts or circumstances exist in the instant matter to justify the Majority’s decision.
Furthermore, to rely on this factually distinct case and ignore longstanding authority to use a
company’s actual capital structure suggests that the Majority was more concerned with the end
result of this matter rather than a reasoned analysis of the law as applied to the evidence
presented at the hearings.

Similarly, the FERC case cited by the Majority is non binding on the present matter to the
extent that its reliance would be appropriate only in the absence of controlling case law in this
jurisdiction. As previously stated, however, there exists ample authority in the state of Rhode
Island for the well settled policy to use a company’s actual capital structure where a reasonable
capital structure exists for ratemaking purposes, again revealing an attempt by the Majority to
justify a pre-determined conclusion.

The Majority utilizes a capital structure with an equity component of 42.75%. The
economic analysis which lead to this conclusion was non existent and there was no litigated
evidence in the record to support this result. The Majority split the difference with the Division
recommendation of 47.5% and National Grids plc’s equity component in the capital structure of
38%. This conclusion was not supported or litigated in the proceeding. It does not meet the test
set forth in the two Supreme Court cases cited above.

Of greater importance, it is the fact that the Commission is operated under its own
articulated policy that whenever there is a change in a governing regulatory standard, “it should
ordinarily give warning sufficient to adjust both the practice and proof to the new situation”
regarding New England Telecom and Telegraph Co. 446 A.2d 1376.

In addition, if an administrative agency reverses course from its precedent, it must give
notice that standard is being changed. Although a Commission is free to alter past standards and
practices, it must provide an explanation for such departures. Greater Boston Telecom Corp vs.
FCC, 44 F2nd 841, 852 (D.C, CIR. 1970) denied 403 U.S. 923, 91 S.Ct.2229, 29L, Ed.2nd 701
(1971). In this docket the Commission gave no prior notice that it was relying in part on the
Capital Structure of National Grid plc the parent company. This is a change from the decision in

Docket 3943 in which this Commission rejected the use of National Grid plc Capital Structure.

of Southern Union’s corporate structure. In Re: New England Gas Company’s Distribution Adjustment Clause,
Docket No. 3459, Order No. 17524 at p. 167.




Since the Commission did not give advance notice of this change, I, therefore, dissent from the
Majority ruling as to the appropriate Capital Structure for ratemaking in this proceeding.
INCENTIVE COMPENSATION

The Division recommended the disallowance of $1,204,000, which represents 50 percent
of the Company’s cost of incentive compensation paid to employees. ** The Division asserts that
this portion of incentive compensation should be denied by the Commission on the basis that it
relates to the attainment of financial goals such as earnings or return on equity, which are goals
that are not serving the interests of customers.?? Division Witness Effron further asserted that, if
the incentive compensation program is effective, then the program should pay for itself.?®
However, aside from the simple assertion that variable pay earned as a result of the achievement
of financial goals is not appropriate for recovery from customers, the Division offers no
justification for disallowance of these costs. Conversely, the record shows substantial evidence
supporting its inclusion in the cost of service.

Specifically, the record in this case shows that (1) incentive compensation paid to all
“Band A” employees, who are employees with the most direct responsibility for the financial
goals of the corporation, was excluded from the cost of service, 2* (2) incentive compensation is
not a bonus; it is the variable component of employee’s compensation, which is designed to
motivate the employee to work to the benefit of the Company and its customers in a variety of
ways;? (3) without a variable pay component, 100% of an employee’s compensation would be
allowable in rates;? (4) Division Witness Effron conceded that employees who were paid 100%
of their compensation in base (non-variable) salary would be spending some portion of time
working on goals that would benefit shareholders;?’ (5) Division Witness Effron does not have
experience in structuring employee compensation programs. He did not recall reviewing the
Company’s (Towers Perrin) compensation study and has not performed his own evaluation of
prevailing employee-compensation standards in order to support his recommendation.?® (6)

Division Witness Effron did not dispute the reasonableness of the Company’s overall employee

Z Effron Direct Testimony at 5-6; Effron Surrebuttal Testimony at 1-2.
Id.

2% Effron Surrebuttal Testimony at 2.

2 Tr, At 159-160 (November 5, 2009)

% Tr, At 199 (November 5, 2009)

% Tr, At 199 (November 5, 2009)

2" Tr, At 200 (November 5, 2009)

% Dowd Rebuttal Testimony at 4-5.
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compensation expense, including variable pay;? (7) Division Witness Effron conceded that, if
the variable compensation were disallowed, it would reduce the Company’s earned return all else
being equal,*® and (8) Division Witness Effron conceded that “customer-oriented” goals include
cost reduction, which also would have the effect of increasing a company’s earnings.™

In fact, the Division has no basis for disallowance of $1,204,000 in cost that will be
incurred by the Company other than the single assertion that the pay is linked to the achievement
of earnings or the rate of return. The Division disregards the fact that the variable pay
component represents an accepted compensation structure that is prevalent in today’s economy;
that the Company must establish compensation programs consistent with opportunities in the
marketplace to attract and retain skilled personnel, which is in the interests of customers; that the
Company’s total compensation is set at the median of industry standards (i.e., below higher
levels available in the market place) even with variable pay included; that even “customer-
oriented” goals accepted by the Division have the effect of increasing earnings; that a lack of
earnings and a reasonable rate of return will factor into the cost of capital, which is borne by
customers; that lots of programs contained in rates may be cost beneficial (i.e., generate benefits
that cover the cost), and if all these programs were disallowed from rates, the Company would be
unable to earn its rate of return because it would not be recovering the cost of running the
system, including the costs incurred labor resources. Lastly, validity of the Division’s claim is
undermined by the implication that, if the Company just restructured the plan to specifically refer
to “cost reduction” instead of “the achievement of earnings,” which are inextricably related
concepts, the Division would not have objected in rates. For all of these reasons, there is no
basis for the disallowance of a valid and reasonable cost incurred by the Company to provide
efficient utility service.

UNION CONTRACT LABOR EXPENSE

The Majority adopted the Division recommendation to disallow $1,363,000 of union
contract labor expense arising from a contractual commitment made by the Company. The
Division’s opposition to the union contract labor expense was not that the costs were imprudent,

unreasonable or improper for inclusion in rates, but only that the union labor cost will be offset

2 Tr, At 194-196 (November 5, 2009).
* Tr, At 198 (November 5, 2009).
1 Tr. At 203 (November 5, 2009).
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by reduction in the cost of outside contractors through its collective bargaining units.?* There
was no support in the evidentiary record for the position advocated by the Division.

The Division disputed the inclusion of approximately $1,360,000 of labor expenses
arising from a contractual commitment made by the Company with its collective bargaining
units. While not disputing that the Company was contractually committed to incur this cost, the
Division claimed that the cost should be excluded from approved revenue requirement because
“the model contemplated is clearly one with more employees and relatively fewer contractors”,
therefore, it is only logical to conclude that the increase in staffing will be at least be offset by
reductions to outside contractor’s expense.

However, the Division presented no analysis of cost or the trade-offs in cost between
internal and external labor, if any. Therefore, there is no record evidence to support the
Division’s “logic “on this issue.

As a matter of fact, the record showed the following (1) Company Witness Pettigrew
testified that, based on the volume of work that the Company expects to undertake, it will be
increasing the overall number of contractor’s working on the ;system and the increase in union
labor will not reduce or offset the use of outside contractors.** Company Witness Dowd
testified that the magnitude of work undertaken on the Rhode Island distribution system is a
matter of management discretion.*

With respect to the testimony of Division Witness Effron, the record shows the
following:

(1) When making his recommendation, he did not have an understanding of the term
“platform contractors” as used in the union contract; (2) he does not have knowledge of the
categories of contractors or the number of contractors used by the Company other than platform

%2 Effron Direct Testimony at 7-8; Effron Surrebuttal Testimony 2-3
% Effron Surrebuttal Testimony at 3

* FR at 155-5C (11/3/09)

% TR at 98/ (11/5/09)
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contractor; and (3) there is no prohibition against the hiring of outside contractors contained in
the union contract.*

As a result, there is no record evidence in this proceeding supporting the Division’s logic
that the case of the increase in union labor will be offset by contractor expense.

The Company is contractually committed to the cost; the Company had explained that the
contract provision has limited applicability; the Company has confirmed that its contractor cost
will not be reduced because of increasing work requirements; and there is no evidence that the
cost will be offset in whole or in part by reduced contractor expense. Accordingly there is no
basis for the disallowance of the cost.

I, therefore, dissented from the Majority ruling in this area.

STORM EXPENSES

The Division recommended that the Commission reduce the revenue requirement by
$1,395,000 to “normalize” the amount of storm expense to be included in rates, with the
“normalized” amount equal to the five-year average of expense.®” The Division derived this
reduction by averaging the Company’s recorded storm expense for the five-year period 2004
through 2008, which equals $3,105,000, and then deducting the five-year amount from the test
year amount of $4,410,000.

The Company strongly disagreed with the contention that the amount of $3,105,000 is
“normalized” or is representative of the amount that will be incurred for this expense in the
future. As an initial matter, Division Witness Effron claimed in his Direct Testimony that the
reason he was “normalizing” storm expense is because the amount originally reported by the
Company, or $5,168,000 was substantially higher than pat years.®*® When the Company
corrected the amount from $5,168,000 to $4,410,000, the annual expense amount came into line
with past years, the argument shifted to the “fluctuation” between years, rather than the expense
being significantly higher than other years.*® However, the “fluctuation” referenced by Division
Witness Effron during the period 2004 through 2008 is within the range of $2.9 million to $4.4
million, with the exception of 2004, which totaled $437,000. Thus, the primary reason that the

five-year average deviates from the test-year expense is that the storm expense recorded in 2004

% Tr at 98 (11-5-09)

37 M

% Effron Surrebuttal Testimony at 5-6.

% Effron Direct Testimony at 18; Tr. At 222-223 (November 5, 2009)
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was only $437,000, which is approximately 654 percent less than the next lowest year ($2.9
million in 2007).*> The record also shows that, excluding 2004, the Company’s storm expense
was less than the $3.1 million amount recommended by the Division in only one of the
remaining four years (i.e., $2.9 million in 2007).* Lastly, Division Witness Effron
acknowledged that he had not performed any analysis of the numbers reported to determine the
number of storms reflected in the expense so that he has no basis to assert that the expense
reported in 2004 is accurate, reasonable or appropriate for inclusion in a “normalizing”
calculation.*?

The Company did not agree that there is any basis for adjusting the test-year storm
expense in this case. The Division has made no claim that the Company’s test-year storm
expense is inaccurate or unreasonable, except that the cost fluctuates over time as does every
other cost that the Company incurs. If the Majority were inclined to adopt the Division’s
recommendation to “normalize” this expense, the Majority should have excluded the data for
2004 because the 2004 amount is uncharacteristically low as compared to other years, such that
factoring this amount into the averaging calculation substantially distorts the resulting
“normalized” amount.

I, therefore, dissented from the Majority ruling on this determination.

OUTSIDE LEGAL EXPENSE

The Company’s witness argued that the rate year outside legal expenses to be included in
the revenue request would be the same amount of the expenses incurred which amounts to
$1,756,370. It would be a recurring expense; however, in response to Commission record
request No.20, the Company indicated that the Constellation expense for 2008 was actually
$289,228. Thus, if the Division’s recommendation were to be adopted, the rate year approved
expense approved by the Commission should have been a reduction of $289,328 from the
amount requested by the Company, not $419,000.

Once again the Majority of the Commission rejected both the Company position and the
Division position on this matter. Both of the positions were fully litigated in this rate
proceeding. Instead, the Majority utilized in part the Company’s response to Commission

request record No. 20 in support of its ultimate conclusion. Here again the Majority computed

0Ty, at 230 (November 5, 2009).
*1 Ty, at 228 (November 5, 2009).
“2Tr. at 226 (November 5, 2009)
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total outside legal expenses from 2005 -2008 which totaled $5,245,725. From that amount it
deducted the total amount of the Constellation Litigation expense during that period, which
totaled $595,693. That amount was subtracted from the four-year total of $5,245,725 which
resulted in a net amount of $4,650,035, divided that amount by 4 and arrived at an average yearly
cost for outside legal expenses of 1,162,575. Subtract that amount from the test year amount of
$1,756,370 results in the Majority approved reduction of $593,795.

This methodology approved by the Majority fails to recognize that outside legal expenses
for the Company increase substantially during that four-year period. The 2007-2008 outside
legal expenses were almost twice as much as a total legal expense combined for the entire legal
expense incurred during 2005-2006. It would be expected that the acquisition of the Rhode
Island assets of the New England Gas Co. would require the company to make greater use of
outside legal counsel to address the increased legal expenses which would emerge out of a larger
company.

Furthermore and more importantly, the Majority has exceeded its authority as an
impartial tribunal in electing to approve a method of calculating the Company’s legal expenses
that was not proposed by any party. In selecting its own methodology for calculating outside
legal expenses, the Majority has taken the same aggressive approach it took with vegetation
management, and many of the Company’s other proposals. It is an approach that goes too far, as
it is more adversarial than judicial in nature. It is not supported by the case law cited in the
Majority opinion. It violates fundamental notions of fairness and due process upon which our
judicial system rests, and it compromises the integrity of the commission.

It is for the reasons set forth above why | dissented from this ruling by the Majority.

VEGETATION MANAGEMENT

The Company’s initial request of $1,985,000 was subsequently reduced to $1,857,000
based on a reduction to rate year vegetation management expense as per Schedule NG-JP-2
(Revised), filed on November 2, 2009. In contesting the Company’s rate year amount, the
Division Witness Hahn stated that the amount was “speculative” and not “known and
measurable” and the Company has not presented adequate justification for the increased

spending.”® However, these claims are not supported by the record evidence.

*® Hahn Direct Testimony at 9; Hahn Surrebuttal Testimony at 10.
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Specifically, Company Witness Pettigrew testified that 60 percent of Rhode Island is
covered by forestation and greater than 30 percent of all outages on the overhead distribution
system are caused by trees. * Company Witness Pettigrew further testified that Rhode Island
experiences a four-year growing cycle and the record shows that the Company’s vegetation
management costs are primarily driven by the cost of meeting that growth cycle.* Company
Witness Pettigrew further testified that the Company has made substantial and permanent
changes to its vegetation management program and the cost of these permanent work changes is
not fully or fairly reflected in the cost of service without the test year adjustment.*®

The Division’s articulated concern was the Company’s vegetation management costs are
not known and measurable and not adequately justified. However, the record shows that the
Company’s costs are based directly on executed, flat-rate contracts covering a designated amount
of work. Therefore, the costs are identifiable and accurate. Moreover, the Division had cited no
basis for the conclusion that the increased spending is not justified, other than citing to the fact
that the company’s SAIDI/SAIFI performance in the test year met the applicable performance
benchmark notwithstanding a lower level of spending for vegetation management than proposed
in the case. In fact, the Company’s SAIDI/SAIFI performance (2006 through 2008) was aligned
with the increase in vegetation management spending, which makes sense because vegetation
management is the single most cost-effective tool used by the company to maintain service
reliability on system that is primarily overhead. Because the Company has demonstrated that the
costs are known and measurable, and because the adjusted test-year cost is representative of the
amount of cost the Company will incur in the future, the Commission should have allowed
recovery of this cost through the revenue requirement.

The Commission Majority vote rejected both the Company’s position and the Division
position on vegetation management. Both the Company position and the Division position were
subject to testimony and extensive cross examination. It appears that the theory of the Majority
is that the Company was “too proactive” in its vegetation management.*’ The Majority also
thought it was not the Company’s role and, therefore, the Commission’s role to make sure the

“Tr. At 96, 136, 138 (November 3, 2009).

** Tr, At 73-75, 96-97 (November 3, 2009); RR-COMM-8; Schedule NG-JP-2 (Revised).
*® Post Hearing Brief of National Grid, p. 34.

" Open Meeting transcript at p. 52.
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utility tree vendors in the northeast were financially successful.*® It is worth noting that
Narragansett’s request for vegetation management for the rate year was $9,084.00. The Division
contested $1,857,900 of that revenue request. The Majority utilized a five-year average that was
not the subject of support by any party, nor was it subject to the rigors of cross examination.
That five-year average reduces the Company’s revenue request by approximately $4 million
dollars.

In an apparent effort to legitimize the 5-year average, the Majority cites Docket No.
1741(Order No. 11436) and plucks from that order a quote that was neither rule nor dicta of the
predecessor commission, but rather testimony from a division witness that was not ultimately
adopted. To say this quote is misplaced would be an extreme understatement. 1d. At 8. The
Division witness quote, namely that the forecasted test year approach is “an accumulation of best
guesses”, was taken totally out of context by the Majority in effort to justify a conclusion that
was not based on the evidence. In fact, the question (and the response) cited by the Majority
from Docket No. 1741 (Order No. 11436) had nothing to do with the appropriate application of
the historical test year approach to vegetation management expenses, nor was there any
discussion or mention of the appropriateness of a multiple year average of such costs as
prescribed by the Majority in this case. Accordingly, | find Docket No 1741 (Order 11436) to be
totally un-instructive and irrelevant to an analysis of the Company’s proposed recovery for
vegetation expenses, and the Majority’s reliance on this order to justify an arbitrary 5-year
average of such expenses is completely inappropriate.

I dissented from that ruling because the Majority selected a vegetation management
expense which would be included in rates which was not, as pointed out above, subject to cross
examination or supported by any party. | am concerned that in this instance and with respect to
other matters decided in this docket, the Majority has ignored all the facts which were litigated,
but relied on instead an average of past year expenses which bears no relevance to appropriate
expense level in rate year. It appears that the Majority decided to violate due process by ignoring
the hearing process because it wanted to lower the revenue required as much as possible. This
was accomplished by searching the responses to data requests and finding evidence (not

litigated) to support its decision.

“® Open Meeting transcript at p. 53.
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The five-year average was contained in a response to a data request made by a member of
the Majority which I did not receive until the day before this case was decided. Not only was |
not able to question or examine the validity of that response, but no party was able to examine or
question the suitability of the five-year average as a reasonable basis for projecting future test
year expenses.

It is clear to me that the Majority decision on Vegetation Management was not based on
substantial evidence in the whole record and should be reject and reversed.

INSPECTION AND MAINTENANCE EXPENSE

The Division opposed the Company’s request for an adjustment to the revenue
requirement of $2,094.000 for increased expense relating to the Inspection and Maintenance
Program (“Program”), as well as the Company’s proposal to reconcile actual spending to the
amount approved in this case on a going forward basis. In recommending against this amount,
Division Witness Hahn stated that, although the spending was within the Company’s
management discretion and can improve reliability and avoid certain outages, the following
problems exist with the Company’s proposal: (1) the Company has not provided sufficient detail
about the inspection plan, (2) the Company has not explained how work performed through the |
& M Strategy will differ from what is done now; (3) the potential benefits ;have not bee
quantified, (4) the Company has not demonstrated that all the costs are “truly incremental,”*® and
(5) the amount of the test-year adjustment is “speculative” and not of a sufficient amount to
warrant an adjustment in this case, or reconciliation on a going forward basis.”® However, the
Company did address each one of these concerns on the record, as follows:

First, contrary to the assertions of Division Witness Hahn, the Company provided a
substantial level of detail regarding the activities that will be conducted through the 1&M
Strategy. For example, Schedule NG-JP-R-1 is a copy of the Company’s 1&M Strategy, which
provides (1) a description of the strategy; (2) tabular information on the breakdown of asset
categories included in the Rhode Island program; (3) detailed lists of the work to be completed
for each asset class, including the cycle timing; (4) a detailed explanation of the benefits
expected from the program; and (5) a description of implementation issues, risk assessments, and

other information. A detailed description of the activities to be conducted through the | & M

* Hahn Direct Testimony at 7.
*® Hahn Direct Testimony at 7-9; Hahn Surrebuttal Testimony at 10.
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Strategy is also provided in the direct and rebuttal testimony of Company Witness Pettigrew.
From an overall perspective, the I&M concept is not complicated nor unique in the electric
distribution industry — the program establishes a systematic process and schedule for the
inspection and repair of all major distribution assets, so that repairs and replacements can be
accomplished on a more cost-effective basis, i.e. as part of a work plan, than possible when
inspections, repairs and replacements occur only at such a time that performance has degraded to
a level that repair or replacement becomes imperative. The testimony submitted by Division
Witness Hahn does not address this detailed information in any substantive manner; therefore,
his claim that the Company’s proposal should be rejected for a lack of detail is not consistent
with the record evidence.

Second, the record does not support the Division’s assertion that the company has failed
to explain how work performed through the | & M Strategy will differ from what is done now.
The record is clear that the Company will aggregate several current programs withinthe | & M
Strategy, and then will expand the scope of the work performed substantially beyond what exists
today. Specifically, Company Witness Pettigrew testified that, while the types of asset-
management activities conducted by the Company in the past through the Feeder Hardening
Program may be the same or similar to the types of activities that will be conducted through the
I&M Program, the Company has not conducted those types of activities on the scale or with the
systematized schedule that will apply through the 1&M Program. In terms of “scale”, the
Company explained that there will be a significant change in the number inspections that will be
performed on a year-to-year basis, meaning that, while the Company has performed inspections
on equipment components, such as overhead poles, cross-arms insulators, transformers and other
distribution assets in the past, the Company has generally inspected those components only when
a specific reason called for an inspection. The | & M Strategy will involve inspection of the
entire system every five years. The record shows that, in order of magnitude, the Company
traditionally inspected and maintained 350 miles of the Rhode Island overhead system annually
under the Feeder Hardening Program, which going forward would involve the inspection and

maintenance of 1,000 miles annually.™

*! Post Hearing Brief of National Grid, p.38; Testimony of John Pettigrew, Tr. p. 42- 43, 59 -60 (November 3,
2009).
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Similarly, in terms of “schedule,” the Company will make a significant change in the
timing of inspections that will be performed on distribution asset; instituting systematic
inspection and maintenance of all overhead, underground and sub-transmission line assets on a
five-year cycle, with 20 percent of the system completed each year. Prior to the implementation
of the 1&M Program, systematic inspections were not conducted as part of the Annual Work Plan
because work activities, including inspections and maintenance activities, were generally
scheduled on a component-by-component basis in response to deficient operating performance or
component failure. As a result, distribution assets may not be inspected for long periods of time
so long as those components were not exhibiting any performance issues. The testimony
submitted by Division Witness Hahn does not address the expanded work scale in any
substantive manner; therefore, his claim that the Company’s proposal should be rejected for a
lack of explanation as to how the program differs from what is done now is not consistent with
the record evidence.

Third, Division Witness Hahn’s assertion that the Company has not provided a cost-
benefit analysis is misguided. The record shows that operational enhancements that are not
profit producing are not susceptible to a cost-benefit type analysis because the benefit occurs in
the form of upgraded technological capability, improved service quality, safety or increased
service reliability rather than cost savings.> Schedule NG-JP-R-1 describes the service quality,
reliability and safety benefits resulting from implementation of the | & M Strategy.>® Aside from
simply asserting that a cost-benefit analysis should be performed, Division Witness Hahn does
not address this issue in a substantive manner.

Fourth, contrary to assertions by Division Witness Hahn, the Company has demonstrated
that the costs associated with the | & M Strategy are “truly incremental.” As Company Witness
Pettigrew testified, the definition espoused by Division Witness Hahn seems to be that
incremental costs do not exist going forward so long as the Company incurred some level of cost
in the test year for activities that may be undertaken through the 1&M Program. However, the
number of inspection and maintenance activities that will be undertaken through the | &M
Program through the rate year are incremental to the number of activities performed in the test

year and differ from the test year in substantial amount. Therefore, while the test-year spending

2 DIV 22-4.
%% Schedule NG-JP-R-1 at page 8 of 17.
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amounts include spending through the Feeder Hardening Program, as well as the cost of other
activities undertaken to maintain the system, it does not include the cost of the full scale and
scope of activities that will occur through the I&M Program. Division Witness Hahn has not
addressed the cost recovery issue | relation to the cost of incremental work that will be
performed.

This point is significant because Division Witness Hahn lastly asserts that the rate-year
cost that the Company proposes to include in the cost of service are speculative and not
significant enough to warrant a post test year change. However, the Company has derived the
cost based on known costs for specific activities multiplied by the number of activities to be
performed in the annual work plan. This calculation is not speculative in nature, nor does
Division Witness Hahn address this calculation in any manner.

Nor is there any ratemaking standard that would preclude a post test year change based
simply on the magnitude of the cost change, as implied by Division Witness Hahn. By adjusting
the test-year amount of | & M expense by $2,094,000, the Company is effectively seeking to
normalize the cost of the | & M Strategy for inclusion in rates to the level needed to fully
implement the program on a five-year cycle. This magnitude in cost change is greater than cost
changes sought by Division Witness Effron in normalizing storm expense ($1,395,000). As a
result, the assertion that the I & M cost change is not of sufficient magnitude for a post test-year
change to the cost of service is not consistent with the Division’s own testimony. The Division
emphasized that implementation of the | & M Strategy is within management discretion and will
involve activities that should improve service reliability; the rate-year costs are derived
consistent with a specified work plan and known costs, and the proposed cost change is
consistent with accepted ratemaking practice. As a result, the Division had not offered any
sound basis for rejection of the cost. Accordingly, the Commission should have supported the
Company in its efforts to institute a long-range operating strategy that will benefit customers
through service reliability and cost-effective repair and replacement.

I, therefore, dissented from the Majority ruling in this area.

RATE BASE ADDITIONS THROUGH THE RATE YEAR

e Summary of Company Proposal

Based on the updated rebuttal testimony of Company Witness O’Brien provided as
Schedule NG-RLO-R-1, Update 2, the Company calculated a rate base for the rate-year ending
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December 31, 2010 of $616,435,000, which is based on a five-quarter average for the rate year
with $1,232,478,000 for electric plant in service.

e Discussion and Review of Record Evidence

The Division argued that the Company’s actual rate of capital spending following the test
year is lower than the Company’s forecasted spending, and that the Company is overstating its
capital additions based on those actual expenditures. Therefore, the Division recommended a
reduction in forecasted capital additions through the rate year of $31,877,000, which constitutes
a proposed reduction of $19,953,000 to average rate year plant in service. The Division also
proposed an increase in accumulated depreciating amounting to $5,286,000 for an increase in
average accumulated depreciation for the rate year of $2,331,000. Therefore, the Division’s
proposed net plant-related rate-base adjustments amount to ($37,163,000) for a total proposed
average rate-year base adjustment of ($22,284,000).

In rebuttal testimony and at the evidentiary hearings, Company Witness Pettigrew
confirmed that actual capital spending in 2009 was below the budgeted amount through the fiscal
year end (year ending March 31, 2010), although not to the substantial extent of the $31.9
million reduction through the end of the rate year asserted by the Division.** Specifically,
Company Witness Pettigrew confirmed that: (1) in FY2007 and FY2008, the Company’s actual
spending exceeded the forecasted budget on a full fiscal year basis; (2) the only year in the past
three that the Company had fallen below the budgeted amount was FY 2009, with the shortfall
totaling only $2.5 million, and (3) the spending lag in FY2010 was attributable to a single
substation project in Newport, RI, which is currently experience delays because of land-use
issues.” Lastly, Company Witness Pettigrew testified that the Company does not spend its
capital budget on an even monthly basis and that a greater level of spending may occur toward
the latter part of the fiscal year.® Given the testimony of Company Witness Pettigrew, it is clear
that actual spending will be less than what the Company originally forecast, but not as far short
as suggested by the Division.

As in Docket 3943 in 2008, the Division’s recommended allowance is based solely on a
linear spending trend, which is likely to underestimate the Company’s spending through the end
of the rate year given the circumstances explained by Company Witness Pettigrew. Based on its

> Pettigrew Rebuttal Testimony at 20-21; Tr.2, at 28 (November 3, 2009).
55

1d.
% pettigrew Rebuttal Testimony at 20-21
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knowledge of the work flow, the Company’s assessment of its capital spending shortfall is far
less than the $31.9 million shortfall asserted by the Division, especially given that the shortfall is
primarily attributable to one large capital project delayed for reasons beyond the Company’s

1.>" Therefore, the effect of following the Division’s recommendation would simply be to

contro
penalize the Company for a non-linear spending pattern over the course of the year. In the final
result, the Company is not seeking to include any more or less capital spending in rates than what
actually occurs through the end of the Rate Year, and therefore, an abstract debate about the
possible amount of capital spending actually occurring through December 31, 2010 is not
necessary. Instead, the Company proposes to apply the mechanism developed in Docket 3943 to
reconcile capital additions to the actual spending amount. See Docket 3943, Order No. 19563, at
24-25.

The Majority found the Division’s position regarding forecasted capital additions and its
recommendation to reduce projected plant in service by $31,877,000 to be reasonable and
credible based on the evidence.

The Majority also rejected the mechanism approved in Docket 3943 to reconcile capital
additions to the actual spending amount. Here the Commission was reversing course from its
precedents. As set forth in New England Telephone and Telegraph vs. PUC 446A 2nd 1376
when an administrative agency reverses course from its precedents, it must give notice that that
standard is being changed. No such notice was given to the Company prior to this rate
proceeding, thus it’s decision not to allow a capital tracking mechanism must be reversed.

Furthermore, in reducing the Company’s plant in service allowance by $ 19 million, the
Majority cites Docket 1659, Order No. 10901, a decision largely based on frequent fluctuations
in the Company’s rate base addition projections resulting in part from a previous rate filing that
occurred within 1 year of that decision. In the prior case, the Company had filed for a rate
increase 3 months after the commission had approved a rate increase of approximately $ 9
million. The facts of this case bear no resemblance to Docket 1659 given that it is the first rate
case filed by the Company in 10 years. In the prior docket, there existed multiple and consistent
discrepancies between the Company’s plant growth projections and actual costs over a three year
period. Quite contrary to the facts of the prior case, the evidence presented by the Company

showed that of the last three fiscal years, its capital expenditures went under budget only once, in

> 1d. at 21.
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FY 2009, resulting in a shortfall of only $ 2.5 million, contrary to the Division’s estimate of $ 31
million. The Majority ignored this evidence, arbitrarily reduced the Company’s capital additions
by $ 27 million and cited non-controlling authority to justify its actions.

REVENUE DECOUPLING RATEMAKING PLAN

At the onset | acknowledge that in Docket No. 3943, | voted against the revenue
decoupling plan which was presented by NGrid in its major natural gas rate case because |
believed that revenue decoupling was not necessary to protect NGrid from loss of revenue due to
energy efficiency measures because most energy efficiency relates to electric energy
consumption. Although there was no statutory support for a natural gas revenue decoupling
mechanism.

In this proceeding, the Company had proposed to implement a revenue decoupling
mechanism (“RDM?”) to facilitate the recovery of the revenue requirement approved by the
Commission in this case. The RDM is one part of a Revenue Decoupling Ratemaking Plan (the
“RDR Plan”), which encompasses (1) the RDM in order to reconcile billed revenue to the annual
revenue target, or “ATR,” set by the Commission (i.e., the allowed revenue requirement, unless
other adjustments are allowed); and (2) other “cost-side” adjustments to account for the effects of
inflation beyond those reflected in the rate case and cumulative net capital spending (above
amounts supported in base rates) based on actual recent levels of capital additions made by the
Company.

There are volumes of information contained in the record regarding the purpose and
effect of revenue decoupling and the RDR Plan in its entirety. However, at bottom, the RDM is
designed to accomplish two main objectives, which are: (1) to neutralize the impact of sales loss
attributable to the Company’s energy efficiency programs, as well as systematic conversation
efforts occurring throughout the economy, and (2) to provide a level of stability in the
Company’s revenues so that it can adequately manage operations without the need for frequent
rate cases. The record shows that the RDM is entirely severable from the RDR Plan, and could
be implemented by the Commission without allowing for the remaining recommendations.>®

In that regard, there are two main points that the Company made in relation to the RDM.

First, Schedule NG-APM-1 (page 1 of 1) shows that, excluding any increase in energy efficiency

8 Tr, at 9 (December 9, 2009); Tierney Direct Testimony.
% Tr, November 4, 2009.
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savings, the Company experienced a relatively long trend of increasing sales growth in the 10-
year period 1996 through 2005, with residential sales growth of 0.5% to over 4% occurring in
every year except 1997 (by -0.3%) and 2000 (by -1.0%), and commercial sales growth of 1% to
4% occurring in every single year. By contrast, the Company experienced declining sales
growth for both residential and commercial customers in two out of three years in the period
2006 through 2008. Although the industrial growth rate exhibited several more years of negative
sales growth, the declines in 2006 through 2008 are greater than any other year. The Company
cannot recover its costs through rates if the customer consumption used to calculate those rates is
declining.

Second, it is important to note that the Company had presented detailed information in

this case demonstrating that the impact of the RDM mechanism on consumers’ monthly bills is

likely to be relatively small, excluding the cost side adjustments. On that point, the Company
submitted the results of a study, authored by Ms. Pamela Lesh for the Regulatory Assistance
Project (“Lesh Report”). The Lesh Report is a comprehensive assessment of revenue decoupling
mechanisms adopted by state commissions and utilities around the country. Based on the
author’s review of all revenue decoupling mechanisms in operation in the U.S., she concludes
that “Decoupling adjustments tend to be small, even miniscule. Compared to total residential
retail rates, including gas commodity and variable electricity costs, decoupling adjustments have
been most often under two percent, positive or negative, with the Majority under 1%.(fn) Using
Energy Information administration (EI1A) data for 2007 on gas and electric consumption per
customer and average rates, this amounts to less than $1.50 per month in higher or lower charges
for residential gas customers and less than $2.00 per month in higher or lower charges for
residential electric customers.” The Company also submitted detailed analysis on the
anticipated rate impacts of the RDM in response to Division Data Requests DIV 6-19 (f).

The Company’s witnesses, in addition to witnesses from the Conservation Law
Foundation (CLF), the Energy Efficiency Resources Management Council (EERMC) and (ENE)
all presented evidence throughout the course of the proceedings that supported the Company’s
revenue decoupling proposal. There was extensive testimony concerning current policy and law,
both federal and state, supporting the promotion of energy efficiency programs and how

decoupling will serve to promote this policy. According to their testimony, revenue decoupling

% Tierney Rebuttal Testimony at 28.
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is a vital mechanism for promoting energy efficiency programs in this state. It eliminates a
fundamental and crucial element of the current rate design which inhibits the Company’s ability
to foster energy efficiency programs. Specifically, the current rate design operates as a
disincentive to the Company insofar as its sales are inextricably tied to revenues. In short, an
increase in energy efficiency leads to a decrease in sales and ultimately a decrease in revenue to
the Company. This presents the Company with a conundrum of two opposing forces constantly
at work, namely the Company’s shareholder obligation to ensure a reasonable rate of return and
the Company’s statutory mandate to provide customers with energy efficiency programs.
Decoupling solves this problem by severing the tie between sales and revenues, eliminating the
disincentive to promote energy efficiency embedded in the current rate design. As explained by
Company witness, Susan Tierney, by ensuring recovery of certain fixed costs approved in
advance by the commission, the Company is able to more aggressively promote energy
efficiency without the concern for loss of revenue present in the current rate scenario.
Essentially, it is a common sense approach that assumes, quite simply, that removal of an
obstacle to increased performance will necessarily enhance in increased performance.

The Majority found the Company lacked sufficient evidence to prove that decoupling
would produce substantial benefits to ratepayers or an increase in energy efficiency programs;
but, the Company witness, Susan Tierney, more than adequately addressed this issue in response
to questioning by the commission. When asked about mathematical data (Tr. at p. 165. Cross
Examination of Dr. Susan R. Tierney. November 4, 2009), Dr. Tierney replied in sum that the
fundamental theory behind decoupling is not an economic or mathematical formula the
explanation of which is proven with numerical graphs, but merely common sense. | found her
analogy of the salaried worker instructive of the natural and obvious consequences of a
disincentive. (Tr. at p. 166. Cross Examination of Dr. Susan R. Tierney. November 4, 2009)
To follow her analogy, a utility will be as likely to devote resources to energy efficiency when
every dollar spent will result in decreased revenues as a salaried employee is likely to work
overtime without pay. The analogy is self explanatory and bears no mathematical scrutiny.
Decoupling is accurately explained as the removal of a disincentive to promote energy
efficiency. It provides for a spreading of risk between the utility and the ratepayers and allows

for less rate fluctuation resulting from changes in consumption and cost overruns. Contrary to
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claims of TEC-RI, it does not by definition mean automatic rate increases, and it provides for
annual regulatory reviews.

The Majority was not persuaded that the Company’s decoupling proposal is in the best
interest of ratepayers. If one accepts the purpose, theory and effect of Company’s decoupling
proposal, then one must be vexed by the Majority’s finding that it is not in the best interest of the
ratepayers, for this necessarily means that energy efficiency is not in the best interest of
ratepayers, an opinion at odds with state and federal law and public policy, an opinion which 1
am not inclined to share. The Majority was also swayed by the lack of evidence presented of
new energy efficiency programs proposed by the Company. There was substantial testimony and
agreement among virtually all of the parties, that the Company is currently nationally ranked
among the highest in terms of its energy efficiency programs, a fact that lends credibility to the
Company in terms of its already established commitment to energy efficiency. Given these
circumstances, | find the Majority’s skepticism of the Company and/or its intentions to pursue
energy efficiency more aggressively if decoupling were implemented to be unwarranted.

In denying the Company’s decoupling proposal, the Majority states that the Company
failed to prove that without decoupling, it was prohibited “from obtaining revenue sufficient to
operate it electric distributions system”. (Docket 4065, Decision and Order of the Majority, p.
137.) Strangely, however, the Company did not contend that the decoupling plan was required to
continue operating its business. From the outset the Company clearly articulated the goal of the
decoupling plan to allow for more effective, more comprehensive energy efficiency programs
consistent with the letter and spirit of state and federal policy and law. | cannot agree with the
Majority that the Company has failed to prove something they did not set out to prove. | also
cannot agree with the Majority’s finding that decoupling would allow for the Company to “avoid
rate cases”. The decoupling plan would not eliminate the need for rate cases. Such a
characterization oversimplifies the effects of decoupling in order to justify the Majority’s
conclusion. There was ample testimony about how decoupling works and specific testimony that
rates would still be subject to Commission approval.

In totality, the Majority found that the Company did not present sufficient evidence that a
RDR Plan is in the best interests of all ratepayers. The Majority found that Mr. Oliver’s
criticism of the proposal is convincing. The Majority finds Mr. Oliver’s testimony that NGrid’s
proposal to use single uniform cents per KWh rate adjustment for all classes will result in a
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disproportionate share of the burden for adjustments on customers within each class that have a
comparatively large kWh requirements to be persuasive.!’ The Majority also found that in order
to depart from traditional ratemaking, it needs more than speculative assertions that the
implementation of decoupling will pfomote additional energy efficiency and conservation, more
than claims of a growing trend among sister states, and more than an assertion that risk will be
equally shared as opposed to a unidirectional shift to ratepayers from shareholders. Additionally,
the Majority state it would not depart from fraditional ratemaking unless it can be fully
established that traditional ratemaking does not work. Based on the foregoing discussion and the
fact that the Conipany did not provide sufficient evidence to justify the Commission departing
from traditional ratemaking, the Majority denied the Company’s RDR Plan proposal in total.

The General Assembly recognized that energy efficiency measures might require some
form of revenue decoupling for electric distribution purposes. Section 39-1-27.7 (d) which
relates to procurement of the electric energy provides as follows: “If the Commission shall
determine that the implementation of system reliability and energy efficiency and conservation
procurement has caused or is likely to cause under or over-recovery of overhead and fixed costs
of the company implementing said procurement, the Commission may establish a mandatory rate
adjustment clause for the company so affected in order to provide for full recovery of reasonable
and prudent overhead and fixed costs”.

The General Assembly has indicated that it wishes to encourage energy efficiency. This
Commission approves budgets for energy efficiency which are funded by a statutory rate charge.
NGrid also receives a stipeﬁd which is a percentage of energy efficiency expenditures. The net
result is that their measures are successful. NGrid’s revenue on its distribution charges are
feduced as a result, since the distribution rates are the only source of revenue for its operating
expenses and potential profit, the present rate making process is counter productive. Therefore,
decoupling solves this dilemma. I, therefore, voted to adopt the revenue decoupling mechanisrﬁ

in this proceeding. Lo
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