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Providence Water Supply Board Docket # 4406
Harold J. Smith Rebuttal Testimony

INTRODUCTION
Q. Please state your name and business address.
A. My name is Harold J. Smith and my business address is, 1031 South Caldwell Street,  Suite
100, Charlotte, North Carolina 28203.

Q. Are you the same Harold Smith who submitted pre-filed direct testimony in these
proceedings?

A, YesTam,

Q. Have you had an opportunity to review the pre-filed testimony submitted by the
Division, Kent County Water Authority, and Bristol County Water Authority?

A. Yes. [ have reviewed the testimony submitted by Mr. Mierzwa and Mr. Catlin on behalf of
the Division of Utilities and Carriers (“the Division™), the testimony submitted by Mr.
Woodcock on behalf of the Kent County Water Authority (“KCWA”) and the testimonies of Ms.
Marchand and Mr. Russell on behalf of Bristol County Water Authority (“KCWA™).

Q. Please describe the purpose of your testimony.
A. T will respond to some of the igsues and conclusions contained in the pre-filed direct

testimony of the Division, KCWA and BCWA.

Q. What issues will you address in this rebuttal testimony?

A. The Division, as well as the intervening parties, raised issues regarding both the claimed
revenue requirements and the cost of service study which determined the proposed rates in my
supplemental testimony. In addition, some concerns were expressed regarding the conservation

rates. In the rebuttal testimony contained herein I will address the following issues:
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REVENUE REQUIREMENTS:

Rate Year Salaries and Wages
Payroll Clearing
Overhead Rate Applied
Contractual Updates
o Benefits
o Insurance Expense
o Property Tax Expense
o Unidirectional Flushing Program
Chemicals and Sludge Handling
Inflation Factor
Bad Debt Expense
Regulatory and Rate Case Expense
o Rate Case Amortization
Miscellaneous Expenses
Operating Reserve
[FR and Central Operations Facility

Potential Increased Cash Flow from Conversion to Monthly Billing

COST OF SERVICE STUDY:

®

General Updates

Proposed Changes to Allocation Factor Calculations
Plant Data and Allocation of Plant Investment
Pro-Forma Water Sales

Lost Water

Peaking Factors

Direct Allocation of Dedicated Facilities

Allocation of the Unidirectional Flushing Program

CONSERVATION RATES




th B oW

-~

10

11
12
13
14
15
16
17
18
19

20
21
22
23

24
25
26
27

28
29

30
31
32
33

Providence Water Supply Board Docket # 4406
Harold J. Smith Rebuttal Testimony

REVENUE REQUIREMENTS

RATE YEAR SALARIES AND WAGES

Q. Mr. Smith, what issue has been raised regarding the level of rate year salaries and
wages, and by whom?
A. The Division has recommended the following adjustments to Rate Year Salaries and Wages
in direct testimony:
e Utilize actual FY 2013 Wages as a starting point for determination of rate year salaries
and wages
¢ Adjust FY 2013 wages to reflect;
o The amount that would have been paid if all employees were on the payroll and
no employees received workers compensation claims,
o Increase payroll to include three additional employees
o The effect of a 3% increase on July 1, 2013 and 1.5% increase on July 1, 2014

Q. Mr. Smith, do vou agree with the modifications proposed above?
A. 1do. T have made a proportional adjustment to the salaries and wages operation and

maintenance Hnes to match the totals proposed by the Division.

PAYROLL CLEARING

Q. Mr. Smith, could you briefly explain what is meant by payroll clearing?

A. Certainly. Payroll clearing amounts represent capitalized labor, for which Providence Water
reimburses itself from its restricted IFR fund. Corsequently, for the purpose of determining the
rate year revenue requirement these amounts are excluded from the determination of rate year

operation and maintenance expense.

Q. Mr. Smith, what issue has been raised regarding payroll clearing and what is your
response?

A. During the data discovery process, the Division asked why the salary increases had not been
applied to the payroll clearing amounts. Since these amounts represent labor costs, which are

subject to the contractual increases, the amount reimbursed should have been escalated by the

3
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same factor which was applied to all other labors costs (i.e. 3% on July 1, 2013 and 1.5% on July
1, 2014). Inresponse to this data request I agreed to incorporate this adjustment in rebuttal. The
Division has reiterated this fact in its testimony. I agree that the adjustment should be made, and

have incorporated it in the schedules which accompany this testimony.

OVERHEAD RATE APPLIED

Q. Mr. Smith, could you briefly explain what is meant by overhead rate applied?

A. Certainly. Like payroll clearing, overhead rate applied amounts represent overhead costs
other than labor used for various CIP and IFR projects. Unlike payroll clearing however,
overhead rate applied amounts are not currently reimbursed from the IFR fund, or any other

restricted funds.

Q. Mr. Smith, what has been proposed regarding overhead rate applied amounts and what
is your response?

A. The Division has proposed treating overhead rate applied in the same way as payroll clearing,
In other words, it would be excluded from the rate year revenue requirement under the

assumption that these amounts would be covered via a reimbursement from the IFR fund.

Given that this additional expense is not currently recognized in the funding level for the IFR
plan, this proposal should not be implemented at this time. If this proposal were implemented,
with no corresponding increase in IFR funding, an under recovery of the rate year revenue
requirement would occur equivalent to the amount of the overhead rate applied expense. If this
change is implemented in the future, filings must recognize these expenses either as overhead

rate applied or as an increase in IFR funding,
CONTRACTUAL UPDATES

Q. Mr. Smith, what is meant by “contractual updates?”
A. These items represent expenses whose exact amounts were not known at the time of my
supplemental testimony, which 1 agreed to update when or if more updated data became

available, Specifically the following:
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o Benefits
o Insurance Expense
o Property Tax Expense

o Unidirectional Flushing Program

Q. Mr. Smith, have the Division, KCWA or BCWA proposed updates in accordance with

the updated contractual information?

A. Yes, the following updates have been proposed:

Benefits: First, the Division revised the Union Combined benefits, Union Pension
expense in accordance with updates provided in Providence Water’s response to DIV 1-
18. Second, City Retirement was revised per Providence Water’s response to DIV 1-20.
Third, for the remaining benefits which were escalated by inflation, the Division
employed a lower inflation rate, based on its estimates of anticipated inflation (described
below). Finally, medical insurance, employee co-pays and dental insurance were updated
to reflect actual premiums for FY 2014 and were adjusted to account for the number of
positions propesed by the Division in its determination of wages and salaries.
Insurance Expense: The Division proposed adjustments to the pro-forma revenue
requirement proposed in my supplemental testimony to account for changes to the way
in which Providence Water handles workers compensation claims, and to determine a
pro-forma amount for the remaining expenses based on historical experience.
Property Tax Expense: At the time of my supplemental filing, property tax for CY
2014 was estimated based on projections of I'Y 2014 and 2015 taxes. The Division has
maintained this approach, but has updated the FY 2014 tax amounts based on the bills,
which were received after my initial testimony was filed. For FY 2015 the Division
estimated the FY 2015 property tax expense, by municipality, based on historical
ex\perience. Gloucester was excluded from this analysis and was based on the tax treaty
amount for FY 2015.
Unidirectional Flushing Program: At the time of my supplemental filing the estimated

costs associated with this program were included in the rate year revenue requirements.
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The cost associated with field operations have been reduced from the original estimate of
$380,000 to $290,000. The Division has proposed that this reduction be incorporated
into the rate year revenue requiremerts.
Q. Mr. Smith, should the contractnal updates proposed above be incorporated into the
revenue requirements and cost of service study?
A. Yes. Generally the above are updates to expenses which were previously estimated, but
whose amounts are now known. As such, it is appropriate to adjust the rate year revenue
requirements to reflect these previously estimated costs. [ have incorporated the above

adjustments into the schedules which accompany this testimony.

CHEMICALS AND SLUDGE HANDLING EXPENSE

Q. Mr. Smith please summarize the issues which have been raised regarding the level of
chemical and sludge handling expense proposed in your supplemental filing.

A. Mr. Catlin says that Providence Water’s proposed Chemicals and Sludge Handling Expense
is higher than necessary due to over estimates of the quantities of chemicals that will be used and

recommends that $4,450,000 be allowed for Chemicals and Sludge Handling.

Q. Do you agree with Mr. Catlin on this issue?
A. T agree with him in general, but suggest that his recommended funding amount be increased
to $4,500,000 to reflect recent revisions in the sludge handling contract as detailed in the

rebuttal testimony of Jeanne Bondarevskis .

INFLATION FACTOR

Q. Mr. Smith, what issue has been raised regarding the inflation factor used to escalate
some of the adjusted test year revenue requirements and what is your response?

A. As mentioned in my supplemental testimony and clarified during the discovery process,
used the change in the consumer price index (CPI) in recent years to determine an escalation rate
of 2.5% per year. The Division has recommended an alternative rate of 4.695% (from FY 2012-
CY 2014) based on the Blue Chip Economic Indicators Index. Given the difficulties inherent in

forecasting inflation, I am willing to accept the alternate rate as a reasonable alternative to the




10
11

12
13
14

15
16
17
18
19
20
21

22
23
24
25

26
27
28
29
30
31

Providence Water Supply Board Docket # 4406
Harold J. Smith Rebuttal Testimony

rate I proposed in my supplernental testimony. I have incorporated that rate into the schedules,

which accompany this testimony.

Q. Mr. Smith, have any other issues with regard to inflation been raised?
A. Yes. The Division has proposed that costs associated with purchased power be excluded

from the inflation adjustment, given that these contracts are fixed by contract through FY 2015.

Q. Do you agree that purchased power costs should not be escalated for inflation?
A. Yes. Given that the amount is fixed per contract, it would not be appropriate to escalate these

costs.

BAD DEBT EXPENSE

Q. Mr. Smith, what issue has been raised regarding the proposed rate year revenue
requirement associated with bad debt expense?

A. Mr. Catlin recommends that this expense be excluded from Providence Water revenue
requirements since in some fiscal years Providence Water has actually recovered more revenue

that its billings for that same year.

Q. Do you agree with this adjustment?

A. Yes, I do and have made the appropriate adjustment in the rate model.

REGULATORY AND RATE CASE EXPENSE

Q. Mr. Smith, please summarize the issues which have been raised regarding the level of
regulatory and rate case expense proposed in your supplemental filing.

A. The Division has recommended that the funding for Docket 4061/Conservation filing
($8,593) and the Hydrant Fees (89,033) be eliminated from the rate year revenue requirement
associated with Regulatory and Rate Case Expense. KCWA has proposed altering the

amortization period used to determine the level of rate year funding for Rate Case Expense.
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Q. Mr. Smith, should the expenses cited by the Division be excluded from the revenue
requirement associated with regulatory and rate case expense, as the Division
recommends?

A. Yes and I have made the adjustment in the schedules which accompany my testimony.

Q. My, Smiith, should the currently accepted method of amortizing rate case expense be
modified to amortize these expenses over three years?

A. No. The current method of amortizing rate case expense over two years should be
maintained. Providence Water’s current plan is to file again on March 31, 2015 for rates

effective on January 1, 2016 therefore the two year amortization is appropriate.

MISCELLANEOUS EXPENSES

Q. Mr. Smith, what modifications have been proposed to the miscellaneous expenses?
A. The Division has proposed eliminating the following miscellaneous expenses as being either
not properly recovered from rate payers or non-recurring expenses (see Division TSC-14):

s Hazardous Waste Disposal

e Air Quality Violation

e Customer Refunds 1 and 2

» Software Conversion-Zandar

e Billing Software/Oracle Support-Adaptive Minds

e Appraisal Service-Sansoucy

e Legal Services/Strategic Plan-Partridge, Snow and Hahn
Note that, in Direct Testimony, the Division acknowledges that it did not have sufficient time to
more thoroughly investigate these expenses and that it is “prepared to reevaluate [its]
recommendation if Providence Water provides information in discovery or rebuttal testimony

that demonstrates why the costs should be recovered from ratepayers (Division Direct, p. 23).”
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Q. Mr. Smith, has Providence Water provided additional explanation or justification
regarding these expenses?
A. Yes. In its responses to KCWA. 6-3 and 6-4 Providence Water provided further justification
for these expenses. To summarize, Providence Water’s response to the above exclusions are as
follows:
e Hazardous Waste Disposal: This is an ongoing expense and should be included.
e Air Quality Violation: This should be included, but reduced to $400 to account for the
annual permit fee paid to RIDEM.
o Customer Refunds 1 and 2: Thesc were one-time expenses and should be excluded as
the Division suggests.
s Software Conversion-Zandar: While the expense associated with this conversion will
not recur, Providence Water will use this funding for other IT services.
o Billing Software/Oracle Support-Adaptive Minds: This is an ongoing expense and
should be included.
s Appraisal Service-Sansoucy: Periodic updates to this appraisal will be needed,
therefore this amount should be included.
o Legal Services/Strategic Plan-Partridge, Snow and Hahn: The legal services are

expected to continue into the rate year, therefore this amount should be included.

Providence Water accepts the removal of the customer refunds and a reduction of the air quality
violation funding to $400, all other amounts represent ongoing expenses or will be used for

similar purposes (e.g. the 1T funding).

OPERATING RESERVE AND IMPROVED CASH FLOW DUE TO MONTHLY
BILLING

Q. Mr. Smith, what issues have been raised with regard to the determination of Providence
Water’s operating reserve?

A. In general, the Division has proposed determining the operating reserve in a manner
consistent with previous filings. That is, a reserve of 3% of operating expenses would be

incorporated into the filing, with 2% being restricted and 1% being unrestricted. However, the




10
11
12
13
14
15

16
17
18

20
21
22
23
24
25
26
27
28
29
30

31

Providence Water Supply Board Docket # 4406
Harold J. Smith Rebuttal Testimony

Division is also proposing that the amount collected through proposed rates be reduced to
account for “the incremental one time revenues that will be realized by Providence Water as a
result of the switch from quarterly to monthly billing for all customers not currently billed
monthly.” Specifically, the Division has proposed that the operating reserve be offset by $1.1
Million per year, for the next two years (i.e. approximately the amount provided in response to

KCWA 2-12).

Q. Mr. Smith, does Providence Water agree with the proposed adjustment to the currently
accepted methodology for determining the operating reserve?

A. Providence Water agrees that the operating reserve should be funded annually in an amount
equal to 3% of expenses less miscellaneous revenue and that 2% should be restricted, but
Providence Water does not agree that reserve should be funded with revenue resulting from the
switch to monthly billing as Mr. Catlin proposes. Please see the testimony of Jeanne
Bondarevskis for further details.

IFR AND CENTRAL OPERATIONS FACILITY

Q. Mr. Smith, please summarize the issues raised with regard to the proposed level of IFR
funding,

A. KCWA has expressed concern regarding the proposed increase in the level of IFR funding,
the total proposed level of IFR funding, and the ending balance in the IFR fund at the end of I'Y
2013-2015. Consequently KCWA has proposed significant reductions in the proposed IFR
funding increase (around a 50% reduction from the level proposed in my supplemental

testimony).

Q. Mr. Smith, does Providence Water agree that the proposed increases to, and ending
balances in, the TER are excessive as KCWA claims?
A. Providence Water does not agree. Please see the testimony of Jeanne Bondarevskis for

further details.

10
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Q. Mr. Smith, what issues have been raised regarding the central operations facility and
who has raised them?

A. Both KCWA and BCWA have raised issues regarding the proposed central operations
facility, a project whose initial funding falls within the “capital fund” (see HIS-12 in my
supplemental testimony). KCWA contends that the new facility is not needed and that there is
not sufficient information available to support funding for the construction of this facility.
BCWA acknowledges that the facility is needed (see the Direct Testimony of Ms. Pamela
Marchand), but contends that the costs of this new facility should not be borne by wholesale
customers who would not benefit from the facility (see the Direct Testimony of Mr. David
Russell). KCWA has proposed that the funding level for the capital fund be reduced to $0.
BCW A has proposed, should the level of funding in the capital fund be approved, that the
allocation to wholesale customer should be minimal. Mr. Catlin, representing the Division, did

not take issue with this funding in direct testimony.

Q. Mr, Smith, does Providence Water agree with the contentions of KCWA and BCWA?
Specifically, that the facility is not needed, that it has not been thoroughly vetted and that it
does not benefit wholesale customers?

A. Providence Water does not agree with any of the above contentions. It believes that this
facility, which has been in planning for several years, is necessary and benefits all of its
customers. Please see the testimonies of Jeanne Bondarevskis and Paul Gadoury for further

details.

COST OF SERVICE STUDY

GENERAL UPDATES
Q. Mr. Smith, can you elaborate regarding the term “General Updates”?

A. Yes. Asdescribed in my direct and supplemental testimonies, both the cost of service study,
as well as the proposed rates, are dependent upon the units of service used in the calculations.

For example, the determination of the monthly service charge is a function of the rate year

11
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revenue requirements allocated to the service charge and the number of accounts within the
PWSB service area at each meter size. Updating these units is important in that the rates should
be sufficient to recover the cost of service and avoid any significant over or under-recovery of

costs associated with vsing outdated units.

Q. Mr. Smith who has raised the issue of updating the units of service?

A. KCWA addressed this issue in its direct testimony.

Q. Mr, Smith isn’t Providence Water continually revising the number of customer meters,
private fire lines and public fire hydrants?

A. Yes. While it is important to base the rates on the most updated information available, it
would be impractical to constantly update the rates based on updated units of service.

Furthermore, in most cases the impact of the update would be relatively minimal.

Q. What has KCWA proposed regarding updated units of service and how de you
respond?

A.  Mr, Woodeock of KCWA proposed updating the units of service based on Providence
Water’s responses to DIV 1-5 and KCWA 3-2. Given that these are the most up to date units of
service which have been distributed to all interested parties, I agree that they should be nsed.

Specifically:

a) The number of accounts (by meter size) within the entire Providence Water service area
has been updated per DIV 1-5,

b) The number of accounts {by meter size) within the City of Providence as well as the
number of private fire lines have been updated per KCWA 3-2,

¢) The number of public fire hydrants has been updated per KCWA 3-3.

These units are up to date as of March 31, 2013.

12
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Q. Excluding the changes described above, did you make any other general updates, cither
as a result of the discovery process, or in response to the direct testimonies of Mr. Catlin,
Mr., Mierzwa, Mr. Woodcock or Mr. Russell?

A. Yes. The Division, in its second set of data requests, inquired as to why the allocation factor
legend (HJS-14) states that Factors K1 and K2 were based on original plant investment, given
that the calculation for these factors is based on net plant investment. In DIV 2-4, T agreed to
change the label used to more accurately reflect the way these allocators are calculated. I have
done so in the updated schedules which accompany this testimony. In addition, Administrative
and General Employee Pension and Benefits were incorrectly allocated on Factor Z. Per my
response to KCWA 1-18, I have agreed to use factor Y to allocate this line item, the factor used
in previous filings. Finally, the “state 1 surcharge” revenues were inadvertently allocated on
Factor A. Given that these are associated with retail customers only, they should be allocated on
factor RR. I'have incorporated these adjustments in the revised schedules which accompany this

testimony.

MODIFICATIONS TO ALLOCATION FACTOR CALCULATIONS

Q. Mr. Smith, can you elaborate regarding on what you mean by Allocation Factor
Calculations?

A. Yes. The allocation factors are proportions which are used to allocate the rate year revenue
requirements to the cost components (i.e. Base, Max Day, Max Hour, Fire Protection and
Wholesale) which drive the ultimate calculation of the pro-forma rates. Both the factors and the
methodology used to calculate the factors have been refined over many dockets. Updates and
modifications to the factors presented in Providence Water’s direct testimony are generally
proposed by the Division or the Intervener Utilities as a part of either the discovery process or in

direct testimony.

Q. Mr. Smith, what modifications to the allocation factor ecalculations have been proposed
and by whom have they been proposed?
A. There are five issues which have been raised regarding the way in which the allocation factors

presented in my supplemental testimony were calculated:

13
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Factors HM, HMC and HOC: These factors are used to allocate rate year operation and
maintenance expenditures associated with Providence Water’s transmission and distribution
system. They are calculated based on a detailed allocation of Providence Water’s work and
service order projects. In my supplemental testimony, the factors were maintained from
Docket 3832. The Division, KCWA and BCWA have all proposed that these factors be
updated to reflect the average allocation for these factors from 2010-2012.

Factors N, NO and NP: These factors are used to allocate rate year revenue requirements
associated with pumping potable water throughout the Providence Water’s service area. In
Docket 3832 these allocators were developed based on allocation of the costs associated with
each of Providence Water’s pumping stations based on allocation Factors A, AA or TD, a
methodology which was maintained in my supplemental testimony. In direct testimony
KCWA has proposed incorporating an atlocation to fire protection (none was included in Dk.
3832), into these calculations.

Factors X1 and X2: These factors are used in the development of allocators HM, HMC and
HOC. The majority of projects presented in the work and service order data are allocated on
Factors FP, F, C or TD. However some projects are not clearly allocable on these factors,
and, as a result, receive a general allocation based on totals, which fall out for each category.
In Docket 3832, the commission approved the use of the most recent year for which data
were available for the purpose of calculating these allocators. In an effort to maintain the
methodology accepted by all parties as of that Docket, [ used the most recent year avaitable
in my supplemental scheduies (i.e. FY 2012). Both KCWA and BCWA have proposed that
the calculation of these factors be modified from the currently accepted methodology and
that they be based on a three year average of this allocation from 2010-2012, similar to its
proposal for allocators HM, HMC and HOC.

Allocator P: This factor is used to allocate the rate year revenue requirements associated
with purchased power, In Docket 3832, this allocator was calculated by allocating 10% of
costs to max day, with the remaining 90% allocated according to allocator A, which is based
on the proportion of pro-forma consumption which can attributed to either retail or wholesale
customers. Though this approach was generally maintained in my supplemental testimony,

the consumption was not adjusted to account for the wholesale and retail contributions to

14
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unaccounted for water, BCWA has proposed in direct testimony, that Factor P—as

calculated in my supplemental testimony-—be modified to account for lost water.

Q. Mr. Smith, do you agree with the above proposals?

A. Yes. In general, the above issues are either minor adjustments agreed to during the discovery
process (Factors HM, HMC, HOC and P), or slight but reasonable deviations from past practice
(Factors N, NO, NP, X1 and X2). Ihave incorporated and highlighted these adjustments in the
attached schedules appended to this testimony.

Q. Mr. Smith, are there any modifications which should be made to the above proposals?
A. Yes. The factors used to allocate iransmission and distribution labor (i.e. HM, HOC, and
HMC), should be calculated based on a 6 year average, rather than the typical three year average.
Over the past three years ('Y 2010-FY 2012) Providence Water has been engaged in more
projects related to public fire protection and---as a result-—the allocation of work and service
order costs, which determine these allocators (HM, HOC, HMC) have driven a significant
amount of costs to the fire protection cost component, which is a large determinant of the

hydrant charge and the Providence fire protection service charge.

If the three year average is used, the increase in public fire hydrant charges would be around
65%, much greater than the overall percentage increase in the revenue requirements. As shown
in the attached schedules, if the six year average is used, the increase would be around 49%.
While an increase in public fire protection charges is not unwarranted, given the work and
service order costs Providence Water has incurred in recent years, Providence Water believes the
cost shift to public fire—under the 3 year average methodology-—could constitute rate shock,
both on the part of the municipalities for which fire protection is provided, in addition to

Providence ratepayers who pay the fire protection service charge.

15
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Q. Mr. Smith, would this constitute a deviation from generally accepted ratemaking
principles and cost of service ratemaking?

A. No. It would not. Generally speaking the appropriate methodology-—which has been
accepted by the Commission over many Dockets—involves the reasonable allocation of known
and measurable costs based on the allocation factors, which all interested parties have
contributed to developing. It is important to note that—as with any cost of service study—these
allocations represent reasonable estimates of how costs are incurred by Providence Water. The
Commission has, from time to time, acknowledged the necessity to employ discretion regarding
the methodology used to develop the rates, so as to avoid rate shock. This is not inappropriate,

especially considering that no methodology perfectly allocates costs.

CLASSIFICATION OF TRANSMISSION VERSUS DISTRIBUTION MAINS

Q. What is the purpose of this classification?

A. Transmission pipes are water mains which are used to convey water throughout different
areas of the Providence Water system, at which point smaller distribution mains are used to
convey water within these areas to the service lines, which provide water to each individual
Providence Water customer. Transmission mains also convey water to Providence Water’s
wholesale customers, which have their own local distribution system that is used to provide

water to their retail customers.

In theory, transmission mains are understood to be *used and useful’ by both wholesale and retail
customers, whereas distribution mains are only used by retail customers. In terms of main
replacement, wholesale and retail customers should share in the cost of replacing transmission
mains, whereas retail customers should solely be responsible for the distribution mains which
serve them. Given that the water system is interconnected however, it can be difficult to

determine exactly which customers are served by which mains.
Consequently, Providence Water, like many utilities, has classified mains on the basis of pipe

diameter. Since larger mains are generally used for the purpose of water transmission and

smaller mains for distribution, a cut-off of 12 inches has been used for several dockets to

16
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determine what proportion of mains are used to serve all customers (transmission mains) and
what proportion are used to serve only retail customers (distribution mains). ‘That is, maing that
are 12 inches and larger are attributed to all customers and mains 10 inches and smaller are
attributed to only retail customers. This methodology was approved by the commission in

Docket 3832 and was not contested by the Division or the intervener KCWA at that time.

Q. How is this classification used within the cost of service study?

A. Within the context of the calculations performed for this study, the classification of pipe
between transmission and distribution is used directly in two places: first, in the determination of
the proportion of unaccounted for water attributable to wholesale and retail customers; and
second, to split the plant value of investment in mains between transmission and distribution

mains, which drives the allocation of Providence Water’s capital costs.

Q. Mr. Smith, what issue has been raised with regard to the classification and distribution
mains, and by whom?

A. Both KCWA and BCWA have challenged the classification of transmission and distribution
mains which was previously accepted by all parties and accepted by the commission in Docket
3832, Specifically both KCWA and BCWA contend that the classification should be changed
such that mains with a diameter of 12 inches and below should be attributed to retail customers,
and only mains 16 inches and above should be considered to provide wholesale service. This is
based on the contention that mains 12 inches and below do not provide wholesale service and-—
as a result—should not be considered transnuission mains for the purpose of cost allocation. The

Division has not taken issue with this classification.

Q. Mr. Smith, does Providence Water agree with the contention of KCWA and BCWA on
this issue?
A. Providence Water does not agree with this contention. Please see the rebuftal testimony of

Paul Gadoury for further details.
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Q. In terms of cost allocation, what would be the general impact of this deviation from past

practice?

A. In general, the impact of such a deviation from past practice would be to shift a significant

amount of costs from the wholesale customer class to the retail customer classes, resulting in

decreased wholesale rates and increased retail volumetric and fixed charges. To the extent that

some of the costs associated with transmission mains are shifted to retail, the result would be an

inappropriate rate subsidy from the retail customer class to the wholesale customer class.

PLANT DATA AND ALLOCATION OF NET PLANT INVESTMENT

Q. Mr. Smith, what issues have been raised regarding the plant data and the allocation of

net plant investment?

A. There are three issues which have been raised:

Corrected Plant Data: During the discovery process it was determined that the plant
data used in the cost of service study submitted in my supplemental testimony would
need to be revised, The Division, BCWA and KCWA requested the revised data and
have—in direct testimony—proposed that it be incorporated in the cost of service study.
Exclusion of Land Related Assets for the calculation of Factors K1 and K2:
Allocators K1 and K2 are developed via a detailed allocation of Providence Water’s net
plant investment in utility assets to the various cost components (e.g. base, max day etc.),
In the past, land related assets have been excluded from the development of these factors.
In the schedules provided with my supplemental testimony, land associated with “Lakes,
River and Other Intakes” was inadvertently included in the determination of these factors.
In DIV 3-1 I provided updated schedules which calculated K1 and K2 excluding all land
items, in accordance with the methodology used in Docket 3832. KCWA in its direct
testimony proposed maintaining the Docket 3832 approach of excluding land entirely
from this calculation, The Division, by conirast, proposed that land items be included in
the determination of these factors.

Allocation of Source of Supply Mains and Other Power Production Equipment: In

Docket 3832 these two asset lines were allocated on Factor A. In my supplemental
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testimony they were inadveriently allocated on Factor N. These allocation factors were
revised in the schedules I provided in response to DIV 3-1. The Division, KCWA and
BCWA have proposed that this correction be incorporated in the final cost of service

study.

Q. Mr. Smith, do you agree with the above described changes to the treatment of net plant
investment in the cost of service study?

A. Tagree that the revised plant data should be incorporated in the final cost of service study and
that Source of Supply Mains and Other Power Production Equipment should be allocated on
Factor A. I also agree that land items should be included in the determination of allocation
factors K1 and K2. In the past, land items were excluded under the theory that land would not be
purchased in the future, while the other assets would be continually replaced. While it may be
valid to assume that land will be purchased less frequently than other assets are replaced, this
does not mean that no land will be purchased. Land is regularly purchased for watershed
protection purposes. Moreover, land will, in all likelihood, be purchased for the construction of
the Providence Water Operations Facility. In my revised schedules I have included the revised
plant data and allocated Source of Supply Mains and Other Power Production Equipment on
Factor A.

Q. Mr. Smith, are there any other issues which should be addressed regarding the net
plant data?

A. Yes. In the Bxcel® rate model provided by KCWA the value of Construction Works in
Progress (CWIP) has been eliminated from the determination of allocation Factors K1 and K2.
The corrected plant data described above included a CWIP value of around $60 Million as of
June 30, 2012. Though this is not addressed in the text of KCWA’s testimony, the electronic
schedules indicate that this amount has been zeroed out “per KCWA 2-18.” In KCWA 2-18, Mr.
Woodcock inquires as to whether Providence Water considers unspent bond proceeds to be
Construction Works in Progress. The response of witness Jeanne Bondarevskis indicates that
Providence Water does not consider them to be CWIP. However, the CWIP shown in

Providence Water’s responses (o KCWA 1-2 and 2-18 does not contain any unspent bond
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proceeds. These amounts are funds that have been spent on a project that is in progress and has
not yet been closed to a plant asset account. Accordingly, the removal of this amount is not
appropriate. The full amount of CWIP, $60,594,212 should be included in the rate base used to

calculate allocation factors K1 and K2.

PRO-FORMA WATER CONSUMPTION

Q. Mr. Smith, please summarize the issne(s) surrounding the estimate of pro-forma

consumption.

A. In my supplemental testimony, I based retail pro-forma water consumption on the average
water sales for the retail classes from 2010-2012. A four year average (2009-2012) was used to
determine the pro-forma water consumption for the wholesale customer class. While Providence
Water has typically used the average of the four most recent fiscal years for retail and wholesale,
the retail customer classes experienced above average consumption in FY 2009, Consequently, 1
excluded 2009 from the average used to determine pro-forma consumption for the retail
customer classes. KCWA, in its direct testimony, asserted that both customer classes should use
the same 3 year average, considering that—in KCWA’s view—FY 2009 constituted a “high

year” for wholesale customers as well.

Q. Mr. Smith, what is your response to KCWA’s claims and proposed modification to the

pro-forma water consumption estimate?

A. As mentioned above, the estimate of pro-forma consumption was based on the most recent
data available. As of the date my initial testimony was filed, complete data for FY 2013 were
not available, hence the use of the most recent available year, FY 2012. Since FY 2013 water
sales are now known, they should be incorporated into the estimates. In addition, FY 2013 sales
were relatively normative for both wholesale and retail customer classes. I therefore recommend
that the four-year average from 2010-2013 be used for both wholesale and retail consumption.
This is consistent with the methodology accepted in Docket 3832 and——because it excludes FY
2009—it prevents consumption for either wholesale or retail customer from being skewed by

that higher year.
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PRO-FORMA LOST WATER

Q. Mr. Smith, please summarize the issue(s) surrounding the estimate of pro-forma lost

water.

A. There are two issues, which have been raised by the Division, KCWA and BCWA, with

regard to unaccounted for water.

The first relates to the pro-forma estimate of lost water, and the second relates to how lost water
is allocated between the wholesale and retail customer classes. KCWA expressed concern that
the four year average used to estimate lost water would result in an underestimate of the total
consumption (i.e. sales plus lost water), which would ultimately be attributed to retail customers

in the cost of service study.

Tn addition, the Division, KCWA and BCWA have argued in direct testimony that lost water
ought to be allocated based on pipe length (i.e., miles) rather than length and diameter (i.e., inch-
miles). Inch-miles was the method employed in Docket 3832 and maintained in my
supplemental testimony. The issue of potential water losses from customer service lines was
also raised, with the Division and KCWA both incorporating an estimate of service line length in
their determinations of the length of pipe allocable to transmission versus distribution (i.e. the

proportional basis for the lost water allocation).

Q. Mr. Smith, what is your response to the potential underestimation of retail pro-forma
consumption that might result from including FY 2009 in the estimate of pro-forma lost
water?

A. Though the accepted methodology has generally involved the use of the four year average for
the determination of pro-forma lost water, the concern expressed by KCWA is not unreasonable.
At the time of my supplemental testimony, the F'Y 2013 lost water fotal was not known. Given
that data regarding lost water is now available, the average of FY 2010-2013 should now be

used. This should address any concerns regarding the use of FY 2009 lost water and is
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consistent with the ireatment of retail and wholesale pro-forma consumption estimates described

above.

Q. How do you respond to the changes proposed by the Division, KCWA and BCWA
regarding the way in which lost water is allocated between retail and wholesale customer

classes?

A. The Division, KCWA and BCWA all cite a commission decision (Report and Order 19671,
Docket 3945) regarding this issue, in which the use of a proportional allocation of lost water
based on pipe length was found to be a credible methodology and was consequently approved for
such an allocation in that Docket. Given the Commission’s acceptance of the pipe-length only

methodology, I will not contest the change.

However, the estimate of service line length proposed in KCWA’s direct testimony (350 miles)
seems excessive, While unable to provide an exact estimate of total length of customer service
lines, Providence Water provided a good estimate of 225 miles of service pipe between the main
and curb stop, in response to KCWA 4-2. To this amount, KCWA has added an additional 125
miles of service line length (a 55% increase) to account for the line running from the property
line to the customer’s structure, the basis for which is neither explained nor justified in KCWA’s
direct testimony. I recommend that the amount (225 miles) estimated by Providence Water be
used as the estimate of service line length. Note that this agrees with the Division’s direct

testimony, which only includes the 225 miles.

PEAKING FACTORS

Q. Mr. Smith, what issue has been raised regarding the peaking factoxs employed in the
cost of service study, and by whom?

A. KCWA expressed concern regarding the way in which the peaking factors employed in the
cost of service study were estimated. In addition, BCWA submitted numerous data requests
regarding the provenance of these factors and the potential for producing a study which

incorporates wholesale demand characteristics into the calculation of wholesale rates.
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Q. Mr. Smith, how do you respond to the issues raised above?

A. BEven though Providence Water has some data regarding monthly billing, the majority of its
customers are currently billed on a quarterly basis. Given the plan to switch to monthly billing,
calculating, and employing peaking factors for residential customer classes would not be

appropriate.

Q. Mr. Smith, given that the data are available, why would determining—and
employing—updated peaking factors be inappropriate at this time?

A. Given the switch from quarterly to monthly billing, the demand characteristics of customers
under the new billing methodology (monthly), might not be the same as their current demand
characteristics (under quarterly billing). As explained in my testimony regarding conservation
rates, customers will likely respond to seeing a bill more frequently and—as a result—might
alter their patterns of water consumption. If this is the case, factors calculated based on historical
data would not be representative of actual demand characteristics (i.e. max day and max hour
peaks) imposed on the Providence Water system during the years the rates are effective. The
result would be rates which do not appropriately recover costs from retail and wholesale

customer classes, in accordance with how they are imposed on the Providence Water system.

While a thorough investigation regarding the appropriateness of the current factors may be
reasonable, this should be conducted only after monthly billing has been instated for all
Providence Water customers for several years. Once the necessary data have been gathered, the
demand characteristics of Providence Water customers can be evaluated and modifications

proposed.

DIRECT ALLOCATION OF DEDICATED FACILITIES
Q. M. Smith, what is meant by “direct allocation of dedicated facilities?”

A. This refers to a proposal by BCWA to allocate the cost of facilities presumed to serve either

wholesale or retail customers only. Specifically, BCWA contends, in its direct testimony that the
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costs associated with pumping stations and water mains, which are not used to serve wholesale

customers, should not be allocated to wholesale customers.

Q. Mr. Smith, would this represent a significant deviation from the cost of service
methodology employed and accepted by the Commission? If it does, Is it still advisable?
A. This would represent a significant change to the methodology approved by the Commission
and previously uncontested by all interested parties (including BCWA). Any proposed changes
to the currently accepted COS methodology should be closely examined and thoroughly vetted

as they could result in significant cost shifts and potential rate shock.

That said, it is not advisable to allocate the costs associated with facilities in this manner because
it circumvents the entire process of allocating costs based on the way in which they are incurred
(i.e. the cost components). The theory behind cost of service allocation involves reasonable
allocations of how costs are incurred on a summary level, not the individual treatment of each
and every component of the revenue requirements. One could, for example, go through the fixed
asset record and allocate each and every asset to specific classes of customers, but this approach
fails to recognize that the facilities used to produce and deliver water are operated as an
interdependent system in which the vast majority of the assets are utilized to one degree or

another by all customers of the system.

ALLOCATION OF THE UNIDIRECTIONAL FLUSHING PROGRAM

Q. Mr. Smith, what issues have been raised regarding the proposed unidirectional flushing
program?

A. Both KCWA and BCWA contend that the costs of the unidirectional flushing program should
not be allocated to wholesale customers. Specifically KCWA has contended that the O&M line
item 63150 Contraciual Services — Engineer, should be allocated on Factor TD, which allocates
no costs to wholesale, as the majority of the costs of the program are associated with this expense
line. The Division, by contrast, has proposed that this line be allocated on factor HM, which

does allocate some costs to wholesale.
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Q. Mr. Smith, with which position does Providence Water concur, the Division, or the
Wholesale interveners?

A. Providence Water concurs with the assessment of the Division. While much of this line is
associated with the UDF program, some of it is not. In addition, as the Division contends in its
direct testimony, the costs associated with this item vary from year to year, making HM (based

on a 3 year average of these costs) an appropriate allocator for this line.

CONSERVATION RATES

Q). Mr. Smith, have the Division or the Wholesale interveners submitted any comment(s)
on the conservation rates proposed in your direct testimony?

A. Yes. The Division has reviewed the conservation rates proposed in my direct testimony and
has concluded that they should not be implemented at this time. KCWA and BCWA expressed
some concems with the methodology used and also concluded that neither the conservation rates,
nor the demand management (for wholesale customers) structures should be implemented at this
time. These conclusions (that conservation rates should not be implemented until monthly
billing has been in effect for some time) are consistent with those expressed in my direct

testimony as well as that of General Manager Boyce Spinelli.

CONCLUSION

Q. Mr. Smith, have you prepared npdated schedules which detail the revenue
requirements, cost of service study and rate calculations given the adjustments and
responses described above?

A. Thave. The updated schedules, which reflect the above adjustments, have been included with
this testimony.

Q. Mr. Smith, does this conclude your rebuttal testimony?

A. Yesit does.
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